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There was a time when it was common to walk the halls of
a real estate private equity (PE) shop and hear phrases like
“eat what you kill” or “Partner Annual Income Net” (PAIN).
These terms were defining attributes that symbolized a
firm’s culture. Harsh on its face, this attitude was viewed
by most partners as a badge of honor signifying the
survival-of-the-fittest environment coupled with the implicit
understanding of significant wealth for those who survived
and thrived. Yet the combination of a financial crisis,
human resources consultants, and the rise of millennials
has shined a light on such primitive descriptors and ushered
in a new focus on the firm’s values. The discussion today
is around work-life balance, integrity, giving back, diversity
and feedback.
Many of the executives leading the top platforms have an appreciation
for the culture of old that was foundational in building their success. But
with the rise of super platinum funds with strong governance, public
entities with board oversight, and middle market private fund managers,
adoption of real estate PE culture 2.0 has been interpreted and applied
differently.
The much-discussed, over-generalized and often-misunderstood millennial
generation is today the front line of deal teams. They are the ones
cranking out models and doing the research, and they are key owners
in the delivery of reporting packages to investment committees. So
how could millennials have such different roles in fund platforms whose
primary businesses have the same service offering to their investors?
As an example, some firms see millennials as two-year apprenticeship
models, with most expected to leave at the end of the term. Some firms
in high demand place them in a “mosh pit,” with calculated attrition rates
and corresponding allocation for new hires to infill the turnover. And
others attempt to address the attributes of their new hires, with hopes
of mitigating the disruption from turnover and the associated costs of
retraining and rehiring.

Methodology
EY conducted a series of interviews with
approximately 15 private equity real estate
fund managers to discuss their practices around
compensation and corporate culture. The
interviews were conducted in a two-month time
frame in autumn 2017.
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So which approach to millennials is the best, and which firms have it
right? The answer to both questions is “none.” The high-turnover firms
place too little value on management skills and, in exchange, tolerate the
cost of higher than necessary turnover. The apprenticeship model is also
flawed, as it erodes the flow of new talent up through the organization,
hollowing out what should be dynamic middle management. And the
new-age manager could better optimize the reward programs to elicit
healthy turnover and provide the proper levels of compensation; no
more, and no less. The art is to understand the candidates you are
hiring, the schools from which you can attract the best candidates, and
whether or not candidates should be MBAs. Firms then need to have a
clear understanding of what they have to offer candidates in the form
of compensation, résumé credibility and culture. We will address each
separately and build up to an overall approach.

It always starts with compensation
Real estate PE managers need to make better use of deferred compensation plans,
which should be a powerful and hugely attractive tool in their effort to attract, motivate,
align and retain the very best (young) talent. Many deferred compensation structures,
and particularly those of privately owned, small or mid-tier managers, need a refresh
to be more widely accessible to employees, provide greater liquidity and incorporate a
broader suite of recognition awards to drive better performance behavior. With good
communication, an evolved deferred compensation plan should also help improve
retention, allowing a manager to develop a strong and successful culture.
For decades, the allure and prestige of real estate private equity has placed it at the
top of the food chain for many finance and business majors coming out of the best
graduate schools. Recruits looking for employment would often interview in temples
of steel and granite with executive desks that had been occupied by founders who had
achieved great wealth. But an adjacent sector, tech, has firmly established itself as a
vocation with equal upside, and a cachet that seems to align with the work style and
aspirations of a new generation.
The defection to Silicon Valley is taking a toll on financial services in general; for example,
the percentage of MBA graduates from Wharton heading into the financial services
industry dropped from 44% in 2005 to 33% in 2017. Today’s top talent is driving a
harder bargain and able to compare and contrast opportunities, work-life balance and
compensation. For private equity real estate, deferred compensation is an extremely
valuable and attractive tool and one that should be comparable to the financial rewards on
offer from any other industry.
Yet for most managers, the compensation structure has not evolved as needed to attract
this new talent. Given an approximate structure of 1%–2% and 20%, with profits paid once
all the assets are sold, it is understandable why many compensation programs must be
designed to follow the cash flow of the manager. Yet closed end funds, with contractual
lives of 8–10 years, often require a great deal of patience for the big payoff. And patience
is not often called out as a leading attribute of millennials.
Our research suggests that deferred compensation plans can work extremely well and
remain a powerful tool for retaining employees at higher levels. Senior employees
“buy into” the business and can spend a significant proportion of their careers, or their
entire careers, with one employer. They are also considered to be a strong driver of
alignment (at least when fund performance is strong).

82%

of interviewees
say the design and
effectiveness of
their compensation
plan provides very
good alignment of
individual and fund.

36%

Wharton MBAs — industry choices
Financial services
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44%

2015
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Technology
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6%

2015

11%

2017
16%

Source: “Wharton MBAs: 2005–2017.”
Wharton School, Pennsylvania University, 2017.

Real estate execs on millennials
“ Millennials think they are worth more
than market”
“ Some of the younger acquisition
people think they deserve the world”
“ May perceive themselves to be
entitled to more”
“ Want to understand how they fit and
what their career looks like”

of interviewees
say the design and
effectiveness of
their compensation
plan strongly
supports employee
retention.
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1 EY analysis based on Preqin data. Methodology: Preqin

provided IRR return data for a selection of funds across
each vintage; we identified the percentage of funds
exceeding a 10% return within their subset, by year, and
applied the percentage to the total number of value add
and opportunistic real estate funds raised in that year.
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Our research suggests existing deferred compensation plans broadly fall into five categories,
which are shown in Figure 2. Some of the differences in how the plans were classified have to
do with the age of the platform or how the award program is administered. Certain respondents
noted that too much time is invested by executives in deliberating how awards should be assigned.
Others noted when decisions were made by an elite few, or one; fairness was a concern.
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Figure 2: Private equity real estate managers —
compensation maturity assessment
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Respondents disputed where within
the organization a portion of the carry
should be offered, and at what level it
fostered improved levels of engagement
and commitment. Carry was tarnished
from the financial crisis; our research
suggests as many as 60%1 of value add
and opportunistic funds raised between
2004 and 2008 likely matured with little
or no deferred compensation accruing to
the manager and its staff. Platforms that
had several difficult vintages may have
employees who assign a lower value to
units as the track record for payout has
been spotty; conversely, newer firms or
consistent top quartile firms may have a
higher perceived value. The majority of
senior executives associated with 2009–12
vintages, for example, are likely to soon
receive exceptional windfalls — provided
that market values and sales velocity hold
up for a couple more years.

Figure 1: Value add and opportunistic funds by vintage
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Managers are not, however, making the
best use of this valuable incentive. In many
organizations most employees are not
included in deferred compensation plans
and therefore forgo a degree of attachment
or commitment to a particular manager.
The structure of real estate private equity
deferred compensation plans is also such
that there is great uncertainty around
future payments. The cyclical nature of the
industry can create cliff edges; individual
plans are extremely variable in terms of
structure and therefore the ultimate value
of the deferred compensation pot. This
uncertain income will be valued differently
by each employee, and the firm’s culture,
work environment, retention and success
are dependent upon the effectiveness of
the plan.

(Low) Employee engagement (High)

1

Corporate entities with refined incentive and
reward programs

2

Top quartile funds that routinely deliver high
compensation from carry and use it effectively
throughout the organization

3

Employees with deferred benefit plans at longstanding platforms where deferred compensation
drives retention, but misses on incentives that
drive engagement

4

Employees at long-standing platforms on base and
bonus plans

5

Organizations in this category are often startups that
have not honed roles and responsibilities effectively.

Source: EY

We believe small and mid-tier, privately owned managers in particular need to reinvigorate
their deferred compensation plans. There are several levers to evaluate that can be played off
one another depending upon what is most important to the organization. Team continuity and
the disruption of turnover can be solved through vesting, but long vesting periods need to be
paired with an appropriate award level. Certain individuals will forgo carry for higher current
income. More regular or frequent distribution of bonuses can improve employee satisfaction
but reduce the tether that deferred compensation can offer. A well-balanced plan designed for
today’s work environment can be a huge incentive that helps attract, motivate, align and retain
the very best young talent.
2 Large and/or listed managers have evolved compensation structures to closely align to both the performance of their

funds and the underlying business with a sufficient number of products and mix of fund/platform alignment to mitigate
the worst of the challenges mentioned above.

Attributes of unit award programs
• Who is eligible to participate in deferred comp
structures?
Leadership, senior staff (e.g. CAO) and front office real
estate staff down to VP acquisitions.
• What percent of the manager’s interest is granted
to employees?
As low as 15% in isolated cases but 25%-40% the most
common response.
• What is the vesting period?
About one-third of those surveyed said more than five
years. But other funds are structured around milestones
(first close, final close, end investment period, life of fund)
or one-third year one, one-third year three and onethird at realization. Different structures for development
orientated deals or development orientated funds
(milestones at acquisition, one year in and monetization).
• Once vested, does the employee retain the units if
they leave the company or is there a mechanism to buy
their interest?
Very much depends upon what terms the employee
leaves and where they go, but most plans have a
mechanism to cover departure with scope to buy out
unvested awards (often at a discount).
• Does the fund distribute cash awards when earned by
the manager or is a portion withheld?
Most distribute 100% or 100% less expenses.
• Do you have clawback provisions?
Typically yes. The only exceptions were where structures
are very back loaded.
• How does your compensation plan meet the needs of
tax obligations?
Most entities make tax distributions to address the issue
of phantom income, but that is not a universal approach.
In some instances, employees have to address this issue
themselves. Tax distributions are likely to be subject to
clawback if any.
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Evolving the deferred compensation model to incentivize the private equity real estate
executive of the future
Many listed private equity platforms have refined incentive and
reward programs3 to closely align to the performance of their
portfolio of funds. Moreover, investor questionnaires are becoming
ever more probing into matters around alignment. This encourages
senior staff and other employees to focus on the underlying results
of investment funds, as well as the overall performance of the firm
and interests of unitholders.
Typically, cash payments to employees relating to carried interest
are only made when profitable investments have been realized, and
cash is distributed first to investors, then to the firm and finally to
employees of the firm. Furthermore, deferred remuneration is often
based on a mix of specific fund performance and the wider success
of the organization. Mid-tier global funds are far more common
than a decade ago. This has given rise to some debate as to how
much performance fees should be aligned to regional performance,
as opposed to a combination of the success of all regions and the
region where the management team resides. Investors are more
accepting of compensation models that resemble that of the listed
firms but many privately owned small and mid-tier managers do not
have the scale or breadth of product offering to directly replicate
these models.
Large firms tend to enjoy cash flow from harvesting mature
funds. The ebb and flow of new and legacy funds have the effect of
smoothing cash flow for the manager. With only one or two funds,
promotion can be far off in the horizon and uncertain. If you have
a millennial on the team, these are not retention drivers. For
these organizations we believe there are three overarching issues
managers need to address in terms of their remuneration structure:
communication, liquidity and participation. Our conversations
with senior executives across the private equity real estate funds
space suggest junior and mid-tier executives have a different view
of carried interest than the senior executives. For the deal teams,
there was usually a direct means to compute the value of the
units they hold. They frequently underwrite the deals, track the
performance or are in communication with asset management,
such that they know how the deals are doing.

3 See extensive compensation sections in listed manager 10Ks.
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As the award program moves further away from the front office to the
middle‑ and back-office functions, the insight into the deals that will
drive promotion is muted and can have the effect of blurring the value
associated with unit awards. Communication here is important, as all
who participate should have a clear understanding as to what they
own and its value. It is essential that senior executives communicate
the value of the units. Rather than adopting an “under promise, over
deliver” mantra, there needs to be clear and early messaging around
the potential value of this incentive. For organizations where unit
awards are decided by a single principle without a clear understanding
as to how units were to be earned, communication is very important.
Bringing liquidity to deferred compensation plans is challenging.
Alternative compensation models are clearly needed, and
introducing some kind of incentive program with more intermittent
payments has to be an improvement. For millennials, creating
additional liquidity should be a priority as even if seldom used, it
provides optionality and flexibility, which would be valued. This
age group values experience and has life events such as housing,
marriage and major purchases. Spreading bonuses throughout
the year or creating liquidity from vested units will drive job
satisfaction. Naturally any such scheme will need to make certain
that investor-manager-employee alignment is not compromised.
Creating liquidity is difficult to achieve given the mismatch
between intermittent incentives being paid to employees and
manager remuneration (which will almost certainly remain backloaded and performance-oriented). As such, this kind of incentive
may be best targeted toward more mid-level staff where the sums
involved are more manageable and the value of monetizing deferred
rewards to enhance retention is potentially greater — after all, the
existing model is reportedly working well for senior executives.
Furthermore, to monetize a proportion of an unknown future reward,
the individual would undoubtedly have to make a sacrifice in the
form of a discount in return for liquidity. To date we have observed
what we see as the one-off model, where special arrangements are
made through loans, an agreement for higher current compensation
for less of a deferred component, or other forms of monetization.
This approach is hard to administer and time-consuming, and triggers
a taxable event if under three years subject to ordinary income.

The real estate industry is also evolving as emerging trends reshape the way we
use the built environment. Private equity real estate funds will need to reconsider
their approach to analyzing markets and investments as technology converges
with all sectors and enables new tools, analytics and insight. Technology will be a
huge facilitator of better capital allocation decisions but it will also require different
skills, not least the ability to build, deploy and manage bespoke tools that provide
unparalleled insight into the use of specific assets and the analytics that results.
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Finally, organizations need to look at widening the net for unit awards to incentivize
both the broader business and the next generation of private equity real estate
executives. A limitation of most GPs’ deferred compensation plans is that they are
less effective for non-frontline staff such as property management or back-office
teams. These individuals must have access to such schemes at levels that are
meaningful to each person. Organizations have a hard time translating what middleand back-office staff do into dollar impact for the firm. Engagement and alignment
benefit the entire organization, and identifying where awards drive performance and
retention within the organization must be carefully considered. We would expect at a
minimum the leaders of each back-office function would participate.

Figure 3: A selection of softer benefits
on offer at leading technology and
professional services companies

Free gym

In the past, equity pools with units awarded annually and dividends accruing
from deal-by-deal promotes have been used as a more regular way to award and
receive benefit from deferred compensation. The industry has diverged but many
well-established funds did not alter the deal-by-deal structure. Mid-market funds
were pushed to pooled returns, making promote distributions further back-ended.
We believe that investors in mid-market funds could find a better compromise with
their investors by allowing some leakage of carry that can be distributed to the most
junior participants in the plan. Key persons and the general partner (GP) would, by
agreement, retain the waterfall per the overall fund performance.

Quality of life

Travel stipend

Signing-on bonuses
Family and loved ones

Many of these skills will overlap with the requirements of other sectors and bring
private equity real estate firms into direct competition for talent with the wider
market. Base and bonus at that point will likely be obsolete and insufficient to
attract candidates with a background in technology who are more likely to be at
least partially motivated by softer benefits and career opportunities. The word cloud
shown here gives an idea of the broader employee incentives advertised on the
career sites of top tech firms and EY and shows the extent to which these employers
are targeting the goals and aspirations of younger generations. The convergence of
real estate, finance and technology as well as other sectors will likely force private
equity real estate funds to reconsider remuneration structures to compete not only
with technology firms but all sectors.
Softer benefits, clearer career paths and the opportunity for everyone to share in
the success of the wider organization will become increasingly important. Creating
a deferred compensation structure that is open to all with improved liquidity
and scope for more intermittent awards will be an essential tool to compete with
the opportunities and rewards on offer to employees elsewhere.
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