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The End of Closed-End?
Not Quite, but Changes Are Expected

by Brad Berton

While some institutions may at least 
temporarily shy away from new 
closed-end fund investments, the 
closed-end model is far from dead. 
Advisers aiming to raise new funds, 
however, will need to restructure their 
vehicles to better accommodate lim-
ited partner interests. They also need 
to explore how to minimize conflicts 
among fund investors.

As the shell-shocked institu-
tional real estate community 
ushers in 2010, no short-

age of industry professionals are 
pondering the fate of perhaps its 
most popular investment model: 
the closed-end commingled fund. 
After a couple dismal years wit-
nessing dramatic asset devaluation 
exacerbated by relatively high risks 
associated with closed-end fund 
strategies, it’s no great surprise that 
some tax-exempt investors, for the 
moment at least, are looking more 
favorably toward other models.

“Many investors have become 
unhappy that they can’t get out of 
their capital commitments to closed-
end funds,” says Tommy Brown, 
principal with real estate fund of 
funds manager Clerestory Capital 
Partners. He concedes that these 
frustrations about limited inves-
tor control over capital deploy-
ment have induced at least a few 
larger investors to consider invest-
ing in generally more transparent 
and liquid open-end funds, separate 
account arrangements or “club”-type 
investment models instead.

Nevertheless, Brown and other 

institutional real estate investment 
specialists aren’t anticipating any 
wholesale longer-term migration 
away from the closed-end struc-
ture. What he and other experts 
are anticipating instead are wide-
ranging changes in closed-end 
terms and structures that more 
effectively protect fund investors’ 
financial interests. 

“We thought GP and LP inter-
ests had become reasonably well 
aligned — but clearly improvements 
are in order,” observes industry vet-
eran Susan Swanezy, who recently 
became a partner in start-up investor 
and manager advisory specialist at 
Hodes Weill & Associates.

Already as advisers struggle to 
raise capital, industry participants 
are seeing fund managers respond 
to limited partners’ concerns; they’re 
becoming more amenable to more 
LP-friendly fund terms and gover-
nance provisions.

Among the noteworthy adjust-
ments potentially characterizing 
future funds: more advisory commit-
tee input into investment decisions, 
greater emphasis on risk assessment 
and management, tighter restrictions 
on leverage, larger reserve funds, 
clearer mechanisms for raising addi-
tional capital when investments 
sour, and better aligned manager 
compensation structures (see side-
bar on page 10).

Some key issues investors 
in closed-end funds want to see 
addressed have less to do with the 

Continued on page 2
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transparency- and liquidity-challenged 
nature of the “blind-pool” closed-end 
model (or even with manager-investor 
alignment issues) than they do with 
cooperation among LPs. When values 
fall sharply and related asset manage-
ment issues arise, some of the biggest 
headaches surround efforts to secure 
consensus among so many partners, 
observes Roy Schneiderman, princi-
pal with Bard Consulting.

“It can be so hard and time-
consuming to get things done 
when times get tough and there are 
so many cats to herd,” continues  
Schneiderman, whose firm con-
sults large public employee pension 
plans. “It’s a byproduct of the nature 
of the [closed-end] beast.”

When LPs are distracted by 
market turbulence and issues with 
other investments, funds often fail 
to capitalize on important opportu-
nities, such as salvaging a tempo-
rarily distressed property or picking 
up a promising new investment, 
Schneiderman says.

Accordingly, many investors are 
now lamenting that they didn’t suffi-
ciently underwrite their co-investors 
when so many were competing for 
stakes in closed-end funds, adds 
David Hodes, a Hodes Weill man-
aging partner. This is usually not 
an issue with open-end funds, as  
investors rarely are asked to par-
ticipate in fund governance or opine 
on strategic or conflict issues.

“Some investors just didn’t con-
sider the implication of tying their 
fortunes to other LPs” who may 
well have widely divergent objec-
tives, capabilities, resources and 
attitudes toward cooperation, Hodes 
continues. Consequently LP officials 
might spend endless hours on advi-
sory committee conference calls that 
accomplish little or nothing due to 
other LPs’ unwillingness or inability 
to forge workable solutions.

Now those tough lessons are 
prompting investors to insist on 
governance provisions that should 
reduce this kind of strife among 
fund investors. Among various “basic 
rights” Hodes expects to see formal-
ized in fund terms going forward are 
the ability to organize,  the ability 
to learn identities of all the other 
investors and clearer delineation of 
when advisory committees need to 
become involved.

Pendulum Swing?
Beyond co- investor disputes,  
governance-related issues such as 
control rights and advisory commit-
tee powers tend to take precedence 
over general partner compensation 
structures when closed-end fund 
investments sour, Schneiderman 
adds. Hence as LP officials start 
reviewing new fund investments, 
they’re seeking greater input with 
respect to fund and manager ter-
minations, along with clearer and 

more risk-averse policies governing 
leverage levels, reserve holdings 
and potential recapitalizations.

“All these issues have made 
closed-end funds very precarious,” 
Hodes observes. “Unlike open-
end funds, closed-end funds often 
become fully invested and under-
reserved so that the manager can 
raise its follow-on fund,” but they 
aren’t structured to easily accept new 
equity investments, he adds.

However, with new capital com-

Management Fees: Getting the Price Right

Now that institutions have seen so many closed-end fund investments 
sour, fund sponsors aiming to raise new capital are necessarily adjusting 
management compensation structures to better align interests of limited 

partners and general partners.
As David Hodes a managing partner at Hodes Weill & Associates puts it: 

“While capital holds the leverage, it will be able to modify fee structures.”
While several elements of management fees and incentive compensa-

tion appear to be moving more toward LPs’ favor, it’s not yet clear just how 
much ground investment managers are willing to give. John Mancuso, senior 
research analyst at Russell Investments, characterizes adjustments seen so 
far to fund structures as more “at the margin” rather than anything “radical.” 
But The Townsend Group principal Martin Rosenberg, who regularly assesses 
compensation details, sees noteworthy movement toward preventing manag-
ers from receiving full carried interest (typically 20 percent of profits) if a fund 
ultimately falls short of its return target.

More specifically, Rosenberg and others expect compensation mechanisms of 
future closed-end funds to feature slower carried interest “catch-ups.” Likewise, 
“fully pooled” dispersion waterfalls and more modest management and transaction 
fees also are expected to occur more frequently. Rosenberg for his part recom-
mends de-emphasizing — or perhaps even eliminating — catch-up components.

Joanne Douvas, a principal with Clerestory Capital, thinks a fair structure is 
one that delays the catch-up until after the LPs have received a net-of-fee IRR 
of 14 percent. Prior to that, the LPs would receive a 9 or 10 percent preferred 
return followed by 80 percent of distributions. After the 14 percent IRR hurdle is 
achieved, a 50/50 catch-up to 20 percent of total profits would be followed by a 
typical 80/20 LP/GP split.

Rosenberg and Douvas both prefer a fully pooled rather than “interim-carry” 
waterfall. In other words, the manager wouldn’t receive any of its due carried 
interest until all capital has been returned to investors, and the full preferred 
return also has been paid for all of a fund’s investments (rather than intermit-
tently as each investment is realized as is the case with the interim mechanism).

Rosenberg suggests that management fees for non-core funds should be set at 
a level that covers the manager’s reasonable overhead and provides a modest profit. 
Where investors are unable to keep management fees at this level, he suggests that 
they could seek to have the profit component of the management fee “rolled back 
into the fund,” allowing the manager to further increase its commitment. 

In order to increase transparency, Rosenberg also recommends eliminating 
asset-level acquisition and monitoring fees. And Hodes thinks investors hence-
forth might balk at paying large, long-established managers the typical fee of 
1.5 percent of committed capital as they look to raise multibillion-dollar funds.

— Brad Berton
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mitments still so scant, the extent to 
which the proverbial pendulum will 
swing in investors’ favor remains 
a matter of speculation. In other 
words, some industry profession-
als appear to expect more dramatic 
concessions than others from the 
advisory side.

Access to capital has become 
such an issue for GPs, “the bar-
gaining power has clearly shifted 
back toward LPs in terms of over-
all governance provisions and fund 
terms,” says John Mancuso, senior 
research analyst with Russell Invest-
ments’ real estate group. However, 
Clerestory’s Brown counters that any 
swing toward investors will simply 
represent a return to “a much more 
balanced construct.”

Whatever distance the pendulum 
swings as investors start dipping their 
toes back into closed-end waters, 
experts expect that fund charters will 
include more detailed mechanisms 
for dealing with financial distress. 

Commingled funds need to be 
thought of as companies, and hence 
they should be able to function like 
other companies when it comes to 
decision making, Hodes stresses. 
All too often, however, closed-end 
funds have insufficient governance 
in place to resolve issues that arise 
when complicated or painful deci-
sions need to be made.

Hodes envisions that fund advi-
sory committees may possibly play 
more formalized roles with respect 
to guidance of fund managers or 
investment committees. There also 
are likely to be other fundamental 
investor rights Hodes thinks manag-
ers should concede, including the 

normal “shareholder” rights to orga-
nize or seek legal representation paid 
by the fund, and to straightforward 
GP removal provisions.

Martin Rosenberg, a principal with 
investor consultant The Townsend 
Group, takes it a step further in sug-
gesting fund charters should provide 
for various “no-fault” remedies that 
can be applied by a two-thirds major-
ity of investors. These should include 
the ability to terminate the fund’s 
investment period, and to remove the 
manager without cause, he elaborates.

Joanne Douvas, Brown’s co-
principal at Clerestory Capital, pre-
fers “not for cause” GP removal by 
a vote of 75 percent of the LPs. If 
the manager is removed, the advisory 
committee should have the right to 
hire a third-party adviser that would 
engage a replacement manager. Dou-
vas also expects to see more detailed 
disclosure by GPs of fund expenses 
passed through to the investors, fees 
paid to GP affiliates, GP staffing lev-
els and related details.

leverage leSSonS
Veteran professionals likewise point 
to the distress seen over the past 
couple years in predicting LPs will 
insist that future closed-end funds do 
a better job of assessing and manag-
ing risk — especially with regard to 
the use of leverage. “As LPs review 
fund managers, they’ll be taking a 
harder look at their ability to assess 
risk,” Swanezy relates.

A key risk-related issue exac-
erbated by the downturn is that 
closed-end fund managers have 
been far more aggressive than their 
open-end brethren with respect to 
tapping the once free-flowing debt 
markets. Generally speaking, funds 
that pursue liberal leverage strate-
gies tend to see asset values decline 
more dramatically amid market dis-
tress compared to more conserva-
tive vehicles, explains Paul Canning, 
executive director and portfolio man-
ager for the U.S. real estate business 
of UBS Global Asset Management.

“Leverage amplifies investment 
losses when market values fall,” as 
Canning says. Liberal use of lever-
age has left closed-end funds with 
less margin for error, and the lag 
between losses and write-downs 
also makes it difficult to raise more 
capital when needed — issues inves-

tors are clearly lamenting these days, 
adds Swanezy.

Accordingly, she anticipates tight-
ened rules with respect to use of 
debt, allowed uses of borrowed funds 
and prohibitions on cross-collateral-
ization of assets within portfolios. 

She likewise expects more prohi-
bitions against co-ownership of port-
folios by multiple funds managed by 
the same adviser. This would reduce 
investors’ exposure to risks associated 
with managers’ financial health, and 
would mitigate against potential con-
flicts of interest between managers 
and investors, and among investors 
in various funds.

Swanezy and Rosenberg also 
expect that future funds will reduce 
investor capital risk by imposing 
tighter limits on debt repayments 
guaranteed through recourse provi-
sions. While many LPs became quite 
comfortable leveraging equity in 
pursuing value-added and opportu-
nistic fund strategies, “I don’t think 
the investor community as a whole 
understood the amount of recourse 
debt that was being applied,” Rosen-
berg relates. “Today, those issues are 
front and center.”

They also hint at another closed-
end risk the downturn has further 
exposed: the need to secure addi-
tional capital when investments don’t 
progress as planned.

All too frequently, fully invested 
closed-end funds have struggled to 
secure capital needed to improve 
and re-tenant properties, retire 
maturing debt and, in some cases, 
even recapitalize entire fund port-
folios. And in such situations there 
may be “no clear mechanism” for 
raising additional capital other than 
to request more cash from LPs — 
which may well be reluctant to 
“throw more good money after bad,” 
Russell’s Mancuso observes.

One logical mechanism fund 
managers can employ is to boost the 
amounts required to be held in reserve 
accounts, Swanezy stresses. But they’ll 
also need to devise much clearer 
mechanisms for bringing in additional 
investor capital if conditions so require, 
along with more detailed bylaws for 
how this capital can be used.

Fund investors may be facing an 
even tougher challenge amid today’s 
distressed and illiquid real estate 
environment: securing replacement 

“I don’t think the investor 
community as a whole 
understood the amount 
of recourse debt that 
was being applied. Today, 
those issues are front 
and center.” 
  — Martin Rosenberg,   

  principal, The Townsend Group
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investors when LPs decide to cut 
their losses and sell their fund stakes 
for whatever they can get.

outlook ok
Notwithstanding so many daunting 
issues, industry professionals see the 
closed-end fund model surviving and 
eventually thriving once again — but, 
at least in the near-term under more 
LP-friendly structures and led by the 
most resilient and responsive GPs.

Of course, given today’s still-
slack capital commitment activity, 
it’s not entirely clear whether plan 
sponsors are disproportionately 
disappointed with the closed-end 
model relative to other vehicle cat-
egories, but what remains clear is 
that investors still have the ability 
to choose from a variety of different 
fund structures.

For plan sponsors that desire 
substantial control over investment 
activities or that have grown weary 
of investing with multiple LPs, tradi-
tional separate account relationships 
are always an alternative to closed-
end and other commingled funds. 
And as Mancuso notes, given how 
the real estate sector’s woes have 
highlighted closed-end fund risks, 
it’s no great surprise that some insti-
tutions seem to at least temporarily 
be migrating toward vehicles offer-
ing capital sources greater control 
over investment activities.

However, as he and other 
experts are quick to point out, for 
all but the largest institutions, invest-
ing solely via separate accounts 
may well limit the size and num-
ber of transactions in which one can  
participate, and perhaps also place 
the bulk of one’s equity eggs in too 
few property baskets. While sepa-
rate account vehicles offer investors 

“as much control as they desire,” 
as Canning puts it, their asset diver-
sification and deal size limitations 
are generally inferior to commingled 
funds except for those exceptionally 
large investors.

Amid financial strife, says Bard’s 
Schneiderman, investors shouldn’t 
lose sight of their primary motivation 
for investing in multiple funds rather 
than placing larger investments into 
single vehicles — risk (and reward) 
diversification. Plan sponsors seeking 
to boost overall returns with profes-
sionally managed higher-risk, higher-
yield property investments logically 
look to keep some capital in closed-
end funds, which tend to pursue 
value-added and opportunistic risk/
return profiles.

Many larger plan sponsors will 
always aim to place some of their 
allocated real estate equity into non-
core vehicles targeting higher yields, 
Mancuso notes. They’re not about to 
abandon the closed-end fund model, 
which despite cyclical hiccups has 
so often proven lucrative for inves-
tors and managers over the decades.

“Over the long run, closed-end 
funds will find a place in most pro-
grams that require non-core expo-
sure to achieve their benchmarks,” 
Townsend’s Rosenberg agrees.

Nor do today’s emerging club 
structures necessarily resolve all 
the key governance issues inher-
ent in a closed-end fund, Brown 
relates. “If you’ve got three or four 
players each putting up $100 mil-
lion and one of them decides to 
exit, that’s a monumental event” 
for the club, he elaborates.

In fact, as the downturn has 
revealed all too starkly, investors 
seeing asset values erode and advis-
ers’ fortunes tumble have found 
fault with pretty much all the institu-
tional real estate investment models,  
Schneiderman stresses. And, as Can-
ning adds, savvy LPs understand 
there are trade-offs with any model 
they might select — hence they for-
mulate overall investment strategies 
they’re comfortable with.

Likewise institutional investors 
in the United States and Europe 
are to a great degree structured to 
invest in commingled funds — and 
not really very well structured for 
investments in other models, Brown 
notes. And from a purely practical 

perspective, the closed-end fund 
has in many respects, become an 
attractive vehicle for teaming mul-
tiple investors despite the issues 
the downturn has exposed, experts 
generally conclude.

Add it all up and attractively 
positioned fund managers needn’t 
fear much in the way of longer-term 
investor migration away from the 
closed-end model, most experts seem 
to agree. Brown for one foresees 
a bounce-back perhaps as soon as 
debt-holders finally start aggressively 
disposing of distressed U.S. assets.

“When opportunities arise, capi-
tal will scale to the opportunity — 
and will primarily be in the fund 
format,” Brown predicts.

“We’re talking to clients that 
are still interested in both closed- 
and open-ended funds as well as 
separate account investments, and 
we think we’ll be successful on 
all those fronts,” adds UBS Realty 
executive director Doug Harper. 
“We’re not seeing a clear preference 
for one over the others,” Harper 
continues. “It really depends on the 
particular investor.”

And how investors spread their 
fund money around will depend to 
a great degree on how profession-
ally advisers have responded to the 
downturn, analysts agree. Closed-end 
managers that honestly and openly 
devalued fund portfolios as market 
fundamentals tanked will have a leg 
up raising capital as investors wade 
back into the commingled fund 
waters, Rosenberg predicts.

“Many of them did a pretty good 
job handling valuations in a very 
opaque market,” he adds. “They 
didn’t often get the valuations right, 
but they made a good faith effort 
to account for market conditions, 
and they shared their assumptions 
openly with investors.

“Others were not sufficiently 
transparent, or were far too slow to 
acknowledge market realities,” Rosen-
berg continues. “Those managers may 
have some difficulty when they return 
to the market with other products.” v

Brad Berton is a freelance writer based 
in Portland, Ore.

“When opportunities 
arise, capital will scale 
to the opportunity — and 
will primarily be in the 
fund format.”  
  — Tommy Brown, principal, 

  Clerestory Capital Partners
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