
Adjusting Opportunity
Fund Fees 

An examination of the fees

charged by real estate 

opportunity funds. How does

the investment environment

impact fees?
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funds gained prominence in the early

1990s, when investors took advantage of

the lack of capital in real estate markets.

Early funds advertised minimum net

returns of 18 percent to 20 percent, and

delivered twice that. Sponsor general part-

ners (GPs) were rewarded with manage-

ment fees of 1.5 percent on committed

capital, plus 20 percent of total profits.

Opportunity funds and their GPs are now

a permanent fixture. Although real estate

markets have generally corrected, capital

continues to flow even as the likelihood of

achieving net returns of 20 percent or

more has fallen. This article explores

opportunity fund fee structures and the



disconnect that can arise between com-

pensation and investment performance

under varying market conditions. High

core returns and low interest rates dictate

higher fund preferred returns, and slower

catch-ups, while low core returns and high

interest rates should dictate lower preferred

returns. Additionally, we examine the

effect of fund leverage and the extent to

which GPs are compensated for its use.

O P P O R T U N I T Y  F U N D  

S T R U C T U R E S

Opportunity fund structures offer a

range of terms and conditions, resulting

from prior performance/history, size of

the fund, investment strategy, founding

limited partners, and capital flows.

Generally, there is a preferred return, or

pref, to investors of 9 percent to 11 per-

cent; a catch-up until the GP receives 20

percent of total profits; and a fund man-

agement fee of 150 basis points (bps),

often reduced for commitments in

excess of $75 million. The fund invests

capital during a three- to four-year com-

mitment period, during which the GP

receives a fee on committed (versus

invested) capital, and is generally reim-

bursed for a variety of costs that a core

manager would not receive. These costs

include fund organizational expenses,

accounting department overhead, travel,

and dead-deal costs. Some funds also

have acquisition fees of 50 to 100 bps on

gross acquisition price. For a 75 percent

leveraged purchase, this fee represents

200 to 400 bps on invested equity. To

varying degrees, funds also have claw-

back provisions to ensure investor distri-

butions. Funds allow for distributions of

GP carry either on a deal-by-deal basis

with a clawback, or on a portfolio basis,

which mitigates the need for a clawback.

The cornerstone of the private equity

model is that fees should reflect perform-

ance, and that the interests of GPs and

investors are aligned. Fees should reflect

the risk and return, with the GP being

rewarded with a share of the profits for

delivering performance. But GPs should

only receive outsized rewards for excep-

tional performance. By way of compari-

son, from 1996 to 2000, a fund that

bought the NCREIF Index at a 75 per-

cent loan-to-value (LTV) would have

achieved a gross return of 29.5 percent.

GPs should not be rewarded with outsized

fees just for utilizing leverage and match-

ing underlying real estate performance.

Investors have a wide range of alterna-

tives to execute their real estate invest-

ments. The strategies are generally core,

leveraged core, value-added, and opportu-

nity (Figure 1). Expected gross investor

returns from an unleveraged U.S. core

strategy are currently 6.0 percent to 

7.75 percent. At 30 percent to 50 percent
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leverage, the gross returns rise to 6.1 per-

cent to 9.75 percent. The risk premium

over core for a value-added strategy

should be in the range of 100 to 200 bps

on an unleveraged basis. Therefore, target-

ed gross returns from a value-added strat-

egy with 50 percent to 65 percent leverage

should be at least 11.75 percent to 14.3

percent. The appropriate risk premium

over core for an opportunistic strategy is

in the range of 200 to 400 bps on an

unleveraged basis. With a 200 bp risk pre-

mium, the gross return an opportunity

fund should deliver is 17 percent to 26

percent or more, with a net investor

return of 12 to 19 percent or more. 

The total fee associated with a core

open-ended fund (unleveraged) is approx-

imately 70 basis points on invested capital.

Adding leverage and assuming the risk of a

repositioning strategy results in approxi-

mately 140 to 400 bps total GP compen-

sation on equity for value-added invest-

ments. An opportunity fund with gross

returns of 17 percent to 26 percent gener-

ates 20 percent of total profits for the GP,

plus the fund management fee, or approx-

imately 500 to 700 bps.
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Figure 1: Risk and return assumptions for various investment strategies
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Expected Standard Deviation

5% 10% 15% 20% 25% 30% 35%
Core/Levered Core Value-Added REITs Opportunity

Gross Return Fees Net Expected Volatility Leverage
Range Return

Unlevered Core 6.0% to 7.75% 0.70% 5.3% to 7.05% 8% to 8.5% 0%
Levered Core 6.1% to 9.75% 1% - 1.4% 5.1% to 8.35% 9.5% to 10.5% 30% to 50%
REITS 8% to 9% 0.70% 7.3% to 8.3% 12.5% to 13.5% 45%
Value-Added 11.75% to 14.3% 1.4% to 4% 10.3% to 12.3% 10.5% to 20% 50% to 65%
Opportunity Funds** 17.1% to 25.8%+ 5% to 7%+ 12% to 19%+ 21% to 31% 65% to 80%

Assume fees within bands are positively related to performance
Assume volatility is positively related to performance for value added and opportunity
Assumes interest of 5.75%, 100 bps premium over unlevered core for value-add and 200 bps for opportunity

** Includes International and assumes minimum of 200 bps premium over Unlevered Core



T H E  M I S A L I G N M E N T

For a fund with a 10 percent pref and a

60/40 catch-up split (60 percent to the GP,

40 percent to investors), the opportunity

fund GP receives 20 percent of total prof-

its at a net return to investors of 12.5 per-

cent, and a gross return of 17.5 percent. In

an environment of 9 percent unleveraged

returns, and 5.5 percent interest rates, a

core manager could leverage to 75 percent

LTV and achieve a 16.7 percent net return

with a fee drain of 280 bps. But why

should an opportunity fund GP be paid

500 bps for delivering a net 12.5 percent

return when the core manager can deliver

a 16.7 percent net return for 280 bps? GPs

should not be rewarded just for utilizing

leverage. Put another way, investors can

readily achieve a 12.5 percent net return

with less risk—and save 500 bps in fees—

by leveraging core investments. An

unleveraged gross return of 7.3 percent can

be leveraged 70 percent to 75 percent LTV

at a 5.5 percent interest rate to achieve a

net return of 9 percent to 10 percent—the

standard pref over which the GP receives a

share of the profits.

Core real estate managers are typically

paid 70 bps on gross asset value, with value

marked to market annually. The opportu-

nity fund GP is paid a fund management

fee of 150 bps on committed equity, which

if leveraged to 75 percent means that he is

paid 37.5 bps on gross value. Thus, the

opportunity fund GP is generally paid less

than the core manager prior to earning a

performance fee or carried interest. This is

not necessarily inappropriate, as opportu-

nity fund GPs invest substantial amounts

of capital, and are reliant on the operating

expertise of others in deploying and man-

aging capital. They heavily utilize debt at

both investment and fund levels. The

opportunity fund GPs desire to receive

reasonable fees to cover their overhead.

The reward for delivering returns com-

mensurate with risk is their 20 percent

share of profits. 

Real estate opportunity funds modeled

their basic structures on private equity

funds. Investors gladly pay 20 percent of

total profits for net LP returns that exceed

20 percent. Only if funds fail to deliver 20

percent net internal rates of return
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Figure 2: Core fees

LTV (%) BPs on Equity 
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(IRR)—or, worse, fail to deliver returns

that exceed leveraged core returns—does a

problem arise. The problem is that GPs are

being compensated extremely well for fail-

ing to deliver a risk-adjusted return.

While it is rare to use more than 50

percent LTV on core investments, the

effect of leverage (expressed as basis points

on equity) on fees is summarized in Figure

2. There is simply no reason for a fund GP

to be paid more than a core manager for

achieving the same unleveraged return.

Figures 3 and 4 show the effect of leverage

on core returns in an environment of 9

percent unleveraged core returns, both

gross and net of fees, for alternative levels

of leverage and interest rates.

The GP receives a base fund manage-

ment fee of 1.5 percent, regardless of

performance. This fee, intended to cover

reasonable overhead, is typically charged

on committed capital during the three-

to four-year investment period, and then

steps down to 1.5 percent of unreturned

capital. This fee is treated as contributed

capital in calculating the carry. If money

is invested slowly, the impact of this fee

is exaggerated. Comparing this fee to

that earned by the core manager for a

given level of leverage indicates what the

carry must be to equate GP fees to those

earned by a core manager. One can also

calculate the pref for 60/40 or 50/50

catch-ups (Figures 5 and 6). Setting the

pref at this level or higher ensures that

the fee earned by the opportunity fund

GP does not exceed that of the core

manager for delivering a leveraged core
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Figure 3: Core returns gross of fee (assuming unleveraged core achieves 9%) 

Loan-to-value
(LTV) 60 % 67 % 70 % 75 % 80 % 85 %

6.0 % 13.5 15.0 16.0 18.0 21.0 26.0

5.5 % 14.3 16.0 17.2 19.5 23.0 28.8

5.0 % 15.0 17.0 18.3 21.0 25.0 31.7

4.5 % 15.8 18.0 19.5 22.5 27.0 34.5

4.0 % 16.5 19.0 20.7 24.0 29.0 37.3
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Figure 4: Core returns net of core fee (assuming unleveraged core achieves 9%) 

Loan-to-value
(LTV) 60 % 67 % 70 % 75 % 80 % 85 %

6.0 % 11.8 12.9 13.7 15.2 17.5 21.3

5.5 % 12.5 13.9 14.8 16.7 19.5 24.2

5.0 % 13.3 14.9 16.0 18.2 21.5 27.0

4.5 % 14.0 15.9 17.2 19.7 23.5 29.8

4.0 % 14.8 16.9 18.3 21.2 25.5 32.7
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return. If the opportunity fund achieves

better performance, the GP makes more

money. For a fund maintaining 75 per-

cent leverage in a 4.5 percent interest

rate environment, with unleveraged core

investments delivering 9 percent returns,

the pref should be set at 18.8 percent

utilizing a 60/40 catch-up, and 18.4 per-

cent with a 50/50 catch-up.

In an environment of 7.0 percent

unleveraged core returns, such as the

current U.S. market, the picture is very

different, as leverage is much less accre-

tive to the core returns. Today, opportu-

nity GPs are pushing leverage from 65

percent to 75 percent to as high as 80

percent to 85 percent. GPs are also heav-

ily utilizing fund level credit facilities in

lieu of drawing committed capital, ben-

efiting the GP by reducing the period

over which they pay the pref. Figures 7

and 8 are analogous to Figures 5 and 6,
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Figure 5: Preferred return to begin 60/40 catch-up loan-to-value (LTV)

Loan-to-value
(LTV) 60 % 67 % 70 % 75 % 80 % 85 %

6.0 % 11.6 12.5 13.1 14.3 16.2 19.2

5.5 % 12.3 13.5 14.3 15.8 18.2 22.1

5.0 % 13.1 14.5 15.4 17.3 20.2 24.9

4.5 % 13.8 15.5 16.6 18.8 22.2 27.7

4.0 % 14.6 16.5 17.8 20.3 24.2 30.6In
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Figure 6: Preferred return to begin 50/50 catch-up loan-to-value (LTV)

Loan-to-value
(LTV) 60 % 67 % 70 % 75 % 80 % 85 %

6.0 % 11.5 12.3 12.8 13.9 15.5 18.2

5.5 % 12.2 13.3 14.0 15.4 17.5 21.0

5.0 % 13.0 14.3 15.2 16.9 19.5 23.8

4.5 % 13.8 15.3 16.3 18.4 21.5 26.7

4.0 % 14.5 16.3 17.5 19.9 23.5 29.5
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Figure 7: Core returns gross of fee (assuming unleveraged core achieves 7%)

Loan-to-value
(LTV) 60 % 67 % 70 % 75 % 80 % 85 %

6.0 % 8.5 9.0 9.3 10.0 11.0 12.7

5.5 % 9.3 10.0 10.5 11.5 13.0 15.5

5.0 % 10.0 11.0 11.7 13.0 15.0 18.3

4.5 % 10.8 12.0 12.8 14.5 17.0 21.2

4.0 % 11.5 13.0 14.0 16.0 19.0 24.0
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except they assume an unleveraged core

return of 7 percent.

Today’s preferred return might be set at

roughly 8.2 percent so as to not penalize

the opportunity GP relative to the core

manager for delivering the same unlever-

aged return (Figure 9). However, setting

the pref at this level rewards the opportu-

nity GP for delivering a corelike return

with opportunistic risk. There must be a

risk premium associated with the strategy

deloyed. Additionally, the fee for an

opportunity fund before carry should not

be the same as for core managers.

R I S K  A N D  P E R F O R M A N C E

Backing into the pref, so that the total fees

equate to core fees for equivalent leverage,

indicates that in a 9 percent unleveraged

core environment, the pref should be well
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Figure 8: Core returns net of core fee (assuming unleveraged core achieves 7%)

Loan-to-value
(LTV) 60 % 67 % 70 % 75 % 80 % 85 %

6.0 % 6.8 6.9 7.0 7.2 7.5 8.0

5.5 % 7.5 7.9 8.2 8.7 9.5 10.8

5.0 % 8.3 8.9 9.3 10.2 11.5 13.7

4.5 % 9.0 9.9 10.5 11.7 13.5 16.5

4.0 % 9.8 10.9 11.7 13.2 15.5 19.3
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Figure 9: Preferred return to begin 60/40 catch-up

Loan-to-value
(LTV) 60 % 67 % 70 % 75 % 80 % 85 %

6.0 % 6.6 6.5 6.4 6.3 6.2 5.9

5.5 % 7.3 7.5 7.6 7.8 8.2 8.7

5.0 % 8.1 8.5 8.8 9.3 10.2 11.6

4.5 % 8.8 9.5 9.9 10.8 12.2 14.4

4.0 % 9.6 10.5 11.1 12.3 14.2 17.2

In
te

re
st

R
at

e

Figure 10: Preferred return to begin 20% GP distribution (assuming unleveraged core
return of 9%)

Loan-to-value
(LTV) 60 % 67 % 70 % 75 % 80 % 85 %

6.0% 10.8 10.5 10.3 10.0 9.5 8.7

5.5% 11.5 11.5 11.5 11.5 11.5 11.5

5.0% 12.3 12.5 12.7 13.0 13.5 14.3

4.5% 13.0 13.5 13.8 14.5 15.5 17.2

4.0% 13.8 14.5 15.0 16.0 17.5 20.0
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in excess of 10 percent, even before adding

a strategic risk premium (Figure 10). In a

7 percent unleveraged core environment,

the pref should be no less than the net

return from core leveraged to 75 percent,

plus 150 bps for the fund management

fee, plus a 200 bp risk premium. This

yields a 10 percent to 11 percent pref.

To understand how opportunity funds

are expected to perform on a net basis, and

their associated fees, we surveyed the per-

formance of 96 funds (representing $62.4

billion in invested equity) (Figure 11). We

surveyed their IRRs since inception, utiliz-

ing both current fair market value (FMV)

at reversion, and as projected through liq-

uidation. The relevance of the FMV

returns is undermined by the lack of con-

sistent valuation policies across funds, and

because many funds hold investments at

cost until realization. 

We also surveyed their gross returns,

gross returns net of hedging and currency

translation costs, adjusted gross, and net

investor returns. Gross return is defined as

the fund’s investment level IRRs in local

currency net of debt. Adjusted gross is net

of hedging costs, currency translation,
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Figure 11: Performance graphed by vintage year
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dead deal costs, credit facility interest if

utilized to bridge equity, audit and legal

expenses, and accounting overhead if

reimbursed by the fund. Net LP return is

net of all fund fees and carry.

In theory, opportunity fund perform-

ance should be correlated with core per-

formance with equivalent leverage, plus a

risk premium. However, this is not the

case. Our survey (as of December 31,

2005) reveals that many funds raised

between 1995 and 1999 by top-tier GPs

are projecting net returns to investors in

the range of 10 percent to 14 percent.

Ironically, this was a period in which there

was a 500 bp spread between core real

estate returns and borrowing rates. It is rea-

sonable to expect that the opportunities

for 18 percent net investor returns dimin-

ish as market dislocation equilibrate.

However, GPs should not be compensated

with 20 percent of total profits for net

investor returns that are less than core with

equivalent leverage. Perhaps the opportu-

nity is merely value-added, in which case

the GP should be compensated with 20

percent of distributions over an appropri-

ate preferred return, with no catch-up.
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Adding a catch-up that begins at a higher

level allows the opportunity GP the ability

to earn opportunistic fees for higher

returns. Opportunity funds that deliver

net investor returns below 14 percent are

generally overcompensated if the catch-up

begins at a 9 percent to 10 percent pref.

Fee structures must be continually

adjusted to reflect the market environ-

ment. Prefs need to be adjusted upwards

from 9 percent to 10 percent for value-

added funds, and 10 percent to 11 percent

for opportunity funds, when leveraged

core returns exceed the point at which the

GP is caught up to 20 percent of total

profits. Alternatively, the point at which

the catch-up begins might be delayed,

with the GP receiving 20 percent of distri-

butions between the preferred return and

the beginning of the catch-up. As long as

the funds deliver an acceptable net investor

return, nothing is taken from the GP’s

compensation. 

In the current environment of 7 per-

cent unleveraged core returns, investors

should insist that the pref is no lower than

10 percent to 11 percent, and that the

catch-up is reduced such that the GP

achieves 20 percent of total profits only if

investors net 14 percent to 16.5 percent

returns. Additionally, funds should have

100 percent clawbacks of the after-tax

carry on a portfolio basis to ensure that the

investors achieve their preferred return,

and that the GP never receives more than

20 percent of total profits. 

Superimposing the ideal fee load for

various investment strategies on the graph
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Figure 12:Total load versus net projected IRR

0%

2%

4%

6%

8%

10%

12%

14%

16%

18%

-5% 0% 5% 10% 15% 20% 25% 30% 35% 40% 45% 50%

Total load (pre-1995 funds)

Total load (1995–97 vintage funds)

Total load (1998–00 vintage funds)

Total load (2001–present vintage funds)

To
ta

ll
o

ad
an

d
fu

n
d

ex
p

en
se

s

Net projected IRR



in Figure 12 reveals the extent to which the

opportunity fund GPs were over-compen-

sated for below 20 percent net investor

returns (Figure 13). Interestingly, the

shape of the relationship is that of a free

option: the GP has no downside risk, only

upside risk. 

W H A T I S T O  B E  D O N E ?

There are a number of possible solutions

to the misalignment of compensation

and performance that occurs at lower

levels of returns. Ideally, the GP should

be compensated primarily on perform-

ance neutral of leverage. Alternatively,

the structure might utilize a series of

hard IRR-based hurdles, eliminating the

20 percent of total profits concept,

much as the opportunity funds reward

their operating partners. Or, the pref

could be increased and the catch-up

slowed, to provide higher returns to

investors before the GP realizes 20 per-

cent of profits from “first dollar.” Figure

14 illustrates the effect and timing of

GP compensation resulting from slow-

ing down the catch-up.

Ideally, the pref should be a function of

the interest rate environment in which the

fund is raised and invested. In today’s envi-

ronment, the pref should be at least 10

percent to 11 percent. This would reflect

current core returns leveraged to 75 per-

cent net of fees, plus 1.5 percent for the
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Figure 13:Total load versus net projected IRR
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fund management fee, plus a 200 bp risk

premium. Thereafter, the GP should earn

20 percent of distributions until investors

have received a net 12.5 percent to 15.0

percent return. Then the GP should

receive a disproportionate share of the dis-

tributions—until the GP is caught up to

20 percent of total profits. 

It is fascinating to observe the impact on

GP motivations when the prospect for real-

izing carried profits evaporates. In the face

of weak performance, a number of GPs

have discovered ways to generate additional

income. Some have created “asset manage-

ment affiliates,” run at cost, to provide in-

house expertise in markets where the

expertise did not exist. This avoids a layer of

partner promote, and provides control over

the operator. However, “at cost” often

evolves into “cost plus 10 percent.” 

GPs have also used these affiliates for

more than just specialized services, such as

to resolve non-performing loans in over-

seas markets. Also, personnel from the GP

magically migrate to the affiliate, shifting

GP overhead to the affiliate, which is then

reimbursed by the fund. In this way, some

GPs have generated profit from their man-

agement fees through the virtual elimina-

tion of “their” overhead.

A variation is the asset management

affiliate that charges fees to the fund (base

Figure 14: Alternate fund compensation structures
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10% pref; 20/80 (GP/LP) to 13.5%; 60/40 (GP/LP) to 20% of total profits

10% pref; 20/80 (GP/LP) to 15%; 50/50 (GP/LP) to 20% of total profits

 



asset management fees, acquisition and

disposition fees, and incentive fees). This

structure is defended as being necessary in

order to satisfy the foreign tax authorities.

But the result is affiliates with many more

employees than the GP, and a GP that

makes large profits in spite of weak fund

performance. GPs argue that they are not

making a profit because they are still recov-

ering their start-up costs. But, if the fund

pays start-up costs, should not all of the

eventual profits from the affiliate belong to

the fund? 

A fund should never be allowed to

charge unspecified fees to an affiliate, sub-

ject to the approval of an advisory com-

mittee. Asset management affiliates should

be staffed separately from the GP, and

reimbursed by the fund at the lesser of

market, or cost plus 7 percent to 10 per-

cent. Additionally, employees of a fund

should not be allowed to buy property

from fund investments. The only protec-

tion for investors is to insist on fund doc-

uments that leave no latitude for the GP to

devise additional sources of revenue. 

Fee structures must better reflect the

risk, return, strategy, and market condidi-

tons in which these funds operate.

Investors must take the lead in the evolu-

tion of real estate equity vehicles. Ideally,

the GP should be rewarded primarily on a

return standard that is neutral to leverage.

Since this may not be practical, the pref

should equal the net return from core

leveraged to 75 percent plus the 1.5 per-

cent fund management fee, plus a 200 bp

risk premium (roughly 10 percent to 11

percent currently). After the pref, the GP

should receive 20 percent of distributions

until investors have received a net return of

12.5 percent to 15.0 percent, then a dis-

proportionate share of distributions. The

end result will be a fee that is aligned with

the risk and return.
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