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Introduction  
As the second quarter came to a close, U.S. markets posted their worst returns since the fourth quarter of 2008. In fact, 

June ended with the S&P 500 at its lowest level in eight months. The past three months have tested the resolve of 

investors in both public and private markets. The European debt crisis, the flash crash of May 6, impending regulation of 

alternative investments funds, the G-нлΩǎ ŦƻŎǳǎ ƻƴ ōŀƭƭƻƻƴƛƴƎ ōǳŘƎŜǘ ŘŜŦƛŎƛǘǎτthese events and others caused volatility 

and uncertainty that persisted for the entire quarter.  

¢ƘǊƻǳƎƘƻǳǘ ǘƘŜ ǘǳǊōǳƭŜƴŎŜΣ .I! ŀƴŀƭȅǎǘǎ ƎŀǘƘŜǊŜŘ Řŀǘŀ ƻƴ ŀƭǘŜǊƴŀǘƛǾŜ ƛƴǾŜǎǘƻǊǎΩ ŎǳǊǊŜƴǘ ǎŜŀǊŎƘ ŎǊƛǘŜǊƛŀΦ Of the 1,161 

mandates collected by the research team, 671 were for hedge funds and 154 were for funds of hedge funds. We 

received 216 mandates for private equity and 120 for real estate.  

By analyzing this data and evaluating the results in light of the major developments in the alternative investments 

industry and world markets, two major trends and a minor one emerged. The first is increased investor demand for 

liquidity. Lessons from the financial crisis, current market volatility, and uncertainty about the future caused investors to 

focus on liquid funds.  

The second trend is a shift in investƻǊǎΩ ǊŜƎƛƻƴŀƭ ǇǊŜŦŜǊŜƴŎŜǎ ŦƻǊ ŀƭƭƻŎŀǘƛƻƴǎΦ IŜŘƎŜ ŦǳƴŘ ŀƴŘ ŦǳƴŘ ƻŦ ŦǳƴŘǎ ƛƴǾŜǎǘƻǊǎ 

looking for growing but stable markets turned their attention to Asia, while private equity and real estate funds 

investors sought the security of developed economies.  

The tƘƛǊŘΣ ǎǳōǘƭŜǊ ŘŜǾŜƭƻǇƳŜƴǘ ƛǎ ƛƴǾŜǎǘƻǊǎΩ ǎǘǊƛŎǘŜǊ ǊŜǉǳƛǊŜƳŜƴǘǎ ŦƻǊ ŦǳƴŘ ǎƛȊŜΦ /ŀǳǘƛƻǳǎ ƛƴǾŜǎǘƻǊǎ ǘŜƴŘŜŘ ǘƻ ǎŜŜƪ ƻǳǘ 

larger, established funds while those looking for alpha gravitated toward smaller funds.      

We present and explore these trends in this report. BHA analysts see some of these trends as more fluid, changing as 

world economic and political environments evolve. Others, however, we expect will resonate for months, if not years, to 

come. 

 

Click Here for Archived Quarterly Reports 

/ƭƛŎƪ IŜǊŜ ǘƻ CƛƴŘ hǳǘ aƻǊŜ ŀōƻǳǘ .ǊƛƎƘǘƻƴ IƻǳǎŜ !ǎǎƻŎƛŀǘŜǎΩ CǳƴŘ aŀǊƪŜǘƛƴƎ {ƻƭǳǘƛƻƴǎ 
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Political and Economic Uncertainty Drive Demand for Liquidity 

During the second quarter, the Chicago Board of 

Exchange Volatility Index, or the VIX, hit its highest 

levels since the first quarter of 2009. The index has 

traded above its 100-day simple moving average 

(SMA100) since April 27. Furthermore, the 50-day SMA 

(SMA50) crossed over the SMA100 on May 20 and has 

remained there. The last time this happened was July 

2008 through February 2009. This indicates that not 

only were public markets extremely volatile over the 

past few months but also that this trend will likely 

continue for the foreseeable future. The primary reason 

for this volatility was the level of economic uncertainty.  

Ballooning deficits in developed nations, particularly the 

U.S. and Europe, have caused investors to second guess 

the sustainability of the current economic recovery. 

With the Greek debt crisis grabbing headlines earlier in 

the quarter, many investors began to anticipate a 

double-dip recession while others believed that 

contagion would be avoided once the EU stepped in 

ǿƛǘƘ ƛǘǎ ϵтрл ōƛƭƭƛƻƴ ǊŜƭƛŜŦ ǇŀŎƪŀƎŜΦ  

Adding to this uncertainty were concerns over the 

effect of deficit reduction on nations struggling to 

emerge from a crippling recession. The U.K. recently 

announced that it will undergo painstaking measures to 

reduce its budget deficit in the coming years.1 In the 

U.S., an impending election has stalled many proposals 

to decrease the deficit. That said, House Majority 

Leader Steny Hoyer recently admitted that taming the 

budget deficit will require spending cuts and revenue 

increases (through increased taxation).2 To solidify 

these plans, at the recent G-20 summit in Toronto, 

ƭŜŀŘŜǊǎ ƻŦ ǘƘŜ ǿƻǊƭŘΩǎ ƭŀǊƎŜǎǘ ŜŎƻƴƻƳƛŜǎ ŀƎǊŜŜŘ ǘƻ 

deficit control targets that aim to halve budget deficits 

by 2013.3 This plan places contractionary pressure on 

the major economies, leaving investors with mixed 

signals about the direction that the world economy will 

take in the coming years. Will the modus operandi be 

stimulus to boost the world out of a recession or fiscal 

austerity to rein in ballooning debt levels?  

LŦ ƳŀŎǊƻŜŎƻƴƻƳƛŎ ǘǊŜƴŘǎ ǿŜǊŜƴΩǘ ŜƴƻǳƎƘ ǘƻ ƘŀǾŜ 

investors scratching their heads, investors looking to 

the alternative space had looming regulation in Europe 

and, less immediately, the United States to consider. 

Although it was clear that alternative investment 

managers won the recent battle in the European 

Parliament by having the regulation bill tabled until 

September, the war is far from over.4 

All of these themes generated a high degree of 

uncertainty about the direction of the world economy 

and alternative investments. They also changed the 

sentiment of investors that were actively looking to 

allocate to alternatives. During the second quarter, 

investors increasingly sought more favorable liquidity 

terms. We touched on this theme in our report for the 

first quarter, and it continued to be a top requirement 

for managers in the second quarter. BHA analysts again 

saw a surge in demand for UCITS III-structured funds in 

Europe, and investors in the U.S. looked for funds with 

no lock-ups and monthly liquidity on a much more 

frequent basis. Furthermore, liquid trading strategies 

ǎŜŜƳŜŘ ǘƻ ōŜ ŀǘ ǘƘŜ ǘƻǇ ƻŦ ŜǾŜǊȅ ƛƴǾŜǎǘƻǊΩǎ ǇǊƛƻǊƛǘȅ ƭƛǎǘΦ  
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Fund of Funds Investors Increase Liquidity Requirements 

Interest in single-manager hedge funds continued to 

out-pace interest in funds of hedge funds during the 

second quarter. With more than five times as many 

mandates for hedge funds as for funds of funds 

collected over the past three months, the message from 

investors was clear: funds of funds must begin to 

acknowledge and accommodate investor demands if 

they want to secure a significant portion of the 

allocations being made to this space.  

BHA analysts received 154 mandates for funds of hedge 

funds throughout the past quarter. Of those, the 

overwhelming majority came from wealth advisors (40 

percent), consultants (26 percent), family offices (18 

percent), and private banks (13 percent). In interviews 

with these firms, it was readily apparent that investor 

demand for liquidity was unrelenting. In fact, time and 

time again these investors mentioned that favorable 

liquidity terms were one of their top requirements.  

It is worth noting that a large portion of these groups 

follow the whims, wishes, and preferences of their 

clients. Additionally, all of these groups cover almost 

the entire universe of fund of hedge funds investors. 

Therefore, it is fair to say that their preferences are 

indicative of the requirements of the entire industry.  

Why has favorable liquidity become a make or break 

investment criterion?  

One ǊŜŀǎƻƴ ǎǘŜƳǎ ŦǊƻƳ ƛƴǾŜǎǘƻǊǎΩ ƛƴŀōƛƭƛǘȅ ǘƻ ǊŜŘŜŜƳ 

from many funds during their precipitous decline in 

value in 2008. Being locked into funds as losses 

mounted was the main reason that less than one-half of 

the investors that activated a search during the quarter 

would even consider a fund that imposes an initial lock-

up period.     

 

Beyond this, the current economic and political climate 

is forcing investors to demand favorable liquidity. The 

direction of the global economy is unclear. Fears of a 

double-dip recession in the U.S. and sovereign-debt 

issues in Europe have sparked doubt among investors.  

Adding to these concerns were policy issues stemming 

largely from the impending financial regulation in the 

United States and Europe. Because it is unclear how this 

reform will affect funds of hedge funds, investors that 

were choosing to allocate to these funds required more 

favorable liquidity terms as a method of risk control.  

 

Of the 154 active fund of hedge funds investors profiled 

during the second quarter, 116 specified the liquidity 

terms they preferred. Of those, 39 percent demanded 

monthly liquidity. This is a 38 percent increase from the 

first quarter. While the demand for monthly liquidity 

increased drastically, the demand for quarterly liquidity 

dropped by 10 percent. (See Figures 1 and 2.)  

 

 

Figure 1 
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Figure 2 

 
               

Clearly, investors that accepted quarterly liquidity in 

months past have shifted their requirements to shorter 

redemption periods. Furthermore, investors repeatedly  

emphasized that given the opportunity to evaluate two 

similar vehicles, they would look more favorably upon a 

fund without a lock-up than one with any lock-up, hard 

or soft. 

 

In addition to a general push for liquidity from 

alternative investors across the globe, a large portion of 

European investors continued to prioritize UCITS III-

compliant funds for potential investments. Although 

this trend is undoubtedly more common among hedge 

fund investors, fund of hedge funds investors have 

begun seeking out funds of UCITS funds. This suggests 

that funds of funds should provide such investment 

vehicles or comparable liquidity terms in order to 

attract investors looking to allocate capital. 

 

Click Here for More Fund of Funds Trends 
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Regional Focus Dictated by Market Exposure 

The second major trend BHA analysts saw this quarter 

ǿŀǎ ƛƴ ƛƴǾŜǎǘƻǊǎΩ ǊŜƎƛƻƴŀƭ ǇǊŜŦŜǊŜƴŎŜǎ ŦƻǊ ŀƭƭƻŎŀǘƛƻƴǎΦ Lƴ 

the hedge fund and fund of funds spaces, investors 

focused their efforts increasingly on Asian investments, 

where publicly traded markets showed the strongest 

growth potential. In the private equity and real estate 

spaces, developed economies with well-established 

private markets were of primary interest.  

 

Several factors contributed to investor interest in Asia. 

The ǿƻǊƭŘΩǎ GDP growth for 2010 is forecasted to be 3.3 

percent. The predicted GDP growth for developing 

markets is 6.2 percent. Clearly it is the latter that is 

expected to drive world growth.  

 

Additionally, the majority of these developing countries 

are benefiting from budget surpluses, which reduces 

concerns that they will be affected by the debt crises 

that are plaguing the developed world. Helping to 

further build investor bias towards public markets in the 

region was the recent downward revision of first 

quarter U.S. GDP from 3 percent to 2.7 percent.5 Hence, 

there was a significant increase in demand for the very 

vehicles that invest in such marketsτspecifically, hedge 

funds and funds of hedge funds.  

 

During this same time frame, investors focusing on 

private markets looked to the U.S. and Europe for 

attractive investment opportunities. These markets 

were stricken with dislocated credit markets and 

diminished prospects for economic growth. Both of 

these factors often provide excellent investment 

opportunities for private equity firms. Furthermore, 

funds operating in developed markets often have a 

longer track record and a more robust infrastructure 

than their emerging market competitors.  

 

In the real estate space, investors gravitated toward 

developed markets amid signs that property values 

were bottoming out and, at least in the U.S., a recovery 

was underway. These indicators, coupled with The 

Federal ReserveΩs positive economic outlook, its 

decision to hold rates steady, and the political and 

social stability of developed markets gave investors 

reason to believe that property values will begin to 

appreciate slowly and real estate funds will provide 

solid returns. 

Promising Growth Forecasts Increase Demand for Asian Hedge Funds 

Demand for Asia-focused hedge funds climbed a robust 

12.25 percent this quarter over the first quarter. This 

demand was driven chiefly by Asian countriesΩ ƘƛƎƘ 

growth rates and low debt levels. The perceived 

financial stability of the Asian markets also attracted 

investors as developed economies gave them pause. 

The possibility of a double-dip recession in the United 

States as well as the fear of a European sovereign-debt 

crisis caused many investors to look to other markets.  

 

Asian countries were the obvious choice given the 

predictions for their growth. According to the World 

Bank, GDP in the East Asian and Pacific regions will 

expand by 8.7 percent this year. Similarly, South Asian 

economies are expected to grow at a rate of 7.6 percent 

in 2010.6  

 

Although many Asia-focused hedge funds are still 

recovering from their 2008 losses, new hedge funds 

have emerged to capitalize on revitalized interest in the 

region. Additionally, many of the ǿƻǊƭŘΩǎ largest hedge 

funds have established offices in Asia.  
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This reflects the increasing interest in the area. 

According to Barclays, Asia-based hedge fund managers 

may receive $8 billion this year from inflows, and that 

number is expected to double by 2013. Barclays 

/ŀǇƛǘŀƭΩǎ ǇǊƛƳŜ ǎŜǊǾƛŎŜǎ ǳƴƛǘ ƛǎ ƛƴŎǊŜŀǎƛƴƎ ǘƘŜ ƴǳƳōŜǊ ƻŦ 

people it has in Asia by about 65 percent.7 

 

Despite the bullish outlook on Asian economies, some 

investors were wary to make allocations to funds 

focused on the region. Performance among Asian funds 

was down 4 percent in May and some critics claimed 

that Asian funds provide beta while true alpha 

generators are hard to come by.8  

 

LŦ ǘƘŀǘΩǎ ǘƘŜ ŎŀǎŜΣ many investors seem undeterred. BHA 

analysts have seen a steady and increasing interest in 

Asia-focused funds over the past year. (See Figure 3.) 

Since the second quarter of 2009, investor interest has 

increased consistently, quarter over quarter. This time 

last year, 20.65 percent of all hedge fund mandates 

specified an interest in Asia-focused funds. A year later, 

that number has increased 21.27 percent to 25.04 

percent. 

 

Furthermore, the increase of 12.25 percent from the 

first to the second quarter is the largest increase in 

Figure 3 

 

consecutive quarters during this past year. (See Figure 

4.) This statistic indicates that not only did investors 

increase their interest in the region but also that this 

interest picked up pace. 

 

Weighing the strength of the Asian economy and 

predictions for its growth against the challenges facing 

developed markets, it is likely that institutional 

investors will continue to research opportunities in Asia 

at an increasing rate.  

 

Click Here for More Hedge Fund Trends 

Figure 4 
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Developed Markets Provide Security for Private Equity Investments 

Investor interest in private equity funds remained 

relatively constant from the first quarter through the 

second. The major change was not the number of 

investors researching new private equity opportunities 

but the regions investors were seeking exposure to.  

 

The United States and Europe drew increased attention, 

because the dislocation in the credit markets and the 

The United States attracted increased private equity 

activity as investors sought to profit from the confusion 

in the credit markets. According to a prominent private 

Ŝǉǳƛǘȅ ŦƛǊƳΣ ά¢ƘŜ ŎƻƳōƛƴŀǘƛƻƴ ƻŦ ŎǳǊǊŜƴǘ ȅƛŜƭŘ ƭŜǾŜƭǎ 

with the lower-risk profile of credit relative to equities 

makes credit a worthwhile proposition in private 

ŜǉǳƛǘȅΦέ9 In other words, if equity markets continue to 

struggle, then credit-oriented strategies could benefit. It

Figure 5 

 
 

overall distressed economic environment has produced 

new prospects for potential investments. When 

compared with the first quarter, the second quarter 

showed a 10.90 percent increase in investor interest in 

U.S.-focused funds and an 11.9 percent increase in 

European-focused funds. (See Figure 5.) 

 

Many investors sought to minimize their exposure to 

developed markets in 2008 and 2009. This past quarter, 

they indicated that they were once again ready to 

invest in funds concentrating on these regions. Since 

developed markets have the infrastructure and 

historical track record to provide necessary safeguards 

and transparency, investors felt confident enough to 

consider making allocations. 

seems investors were of the same mind: almost 40 

percent ƻŦ .I!Ωǎ ǇǊƛǾŀǘŜ Ŝǉǳƛǘȅ ƳŀƴŘŀǘŜǎ ǘƘŀǘ ǎǇŜŎƛŦƛŜŘ 

U.S.-focused funds also sought distressed strategies.   

 

Distressed funds focused on the United States were 

particularly attractive to investors due to the sheer 

volume of distressed assets available and the lack of 

liquidity in the marketplace. Some funds are following 

the non-performing loan (NPL) strategy whereby they 

help financial institutions clear their balance sheets of 

non-performing assets and, in return, receive significant 

discounts to par value.10 Others are taking the loan-to-

own approach: they invest in companies that are in the 

process of a capital restructuring with the 
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understanding that the debt issued to the fund converts 

to equity.   

 

U.S.-focused small- to middle-market buyout funds also 

garnered interest in the second quarter. Although 

buyout funds always make up a significant portion of 

Ƴŀƴȅ ƛƴǾŜǎǘƻǊǎΩ ǇǊƛǾŀǘŜ Ŝǉǳƛǘȅ ǇƻǊǘŦƻƭƛƻǎΣ ǎƭƛƎƘǘƭȅ ƳƻǊŜ 

than 50 percent of investors seeking U.S.-focused funds 

were also interested in small- to middle-market buyout 

ŦǳƴŘǎΦ !ǎ ŀ ǇǊƛǾŀǘŜ Ŝǉǳƛǘȅ ŦƛǊƳ ƴƻǘŜŘΣ ά¢ƘŜ ŎǳǊǊŜƴǘ 

environment presents opportunities to buy sound 

businesses at lower cash-flow multiples, and activity in 

this realm is more robust than for larger deals, as 

financing for smaller transactions is easier to obtain 

than it is for large and mega-ŎŀǇ ŘŜŀƭǎΦέ11  

 

As always, the interest in small- to middle-market 

buyout funds was partially due to the historical ability of 

smaller companies to rebound more quickly than larger 

ones since they can more swiftly react to improvements 

in market conditions. These firms are also less affected 

by the constraints of the credit markets, making it 

easier to deploy capital and attract investors.12 

 

The reasons for the amplified interest in European-

focused funds were similar to those for the United 

States. In 2009, the overall GDP growth rate of the 

European Union was -4.08 percent. Historically, private 

equity fund investments have performed better and 

been more profitable during periods of low, rather than 

high, GDP growth.13 Diminished economic growth leads 

to increased availability of deals for private equity firms.  

 

As in the United States, small- to middle-market buyout 

and growth capital funds in Europe were presented with 

unique deals as firms looked to expand while prices 

were depressed by current market conditions. Private 

equity firms provided expansion capital to these firms 

that would otherwise not have been able to secure 

financing as a result of the credit crisis taking place in 

Europe. This, in turn, led to mezzanine deals, because 

ƳŜȊȊŀƴƛƴŜ άƛǎ ŦƭŜȄƛōƭŜ ŀƴŘ Ŏŀƴ ōŜ ǳǎŜŘ ƛƴ ŀ ƴǳƳōŜǊ ƻŦ 

other situations such as financing expansion and add-on 

ŀŎǉǳƛǎƛǘƛƻƴǎΦέ14 Such a financing option is particularly 

appealing to companies looking to expand because it is, 

in essence, a non-amortizing loan that helps to ease a 

ŎƻƳǇŀƴȅΩǎ ŎŀǎƘ ŦƭƻǿΦ  

 

Investors were also attracted to European distressed 

private equity funds due to increased deal flow. The 

increased deal flow was driven by companies being 

ŦƻǊŎŜŘ ǘƻ ǎŜƭƭ ŀǎǎŜǘǎ ƛƴ ƻǊŘŜǊ ǘƻ ƳŀƪŜ ǘƘŜƛǊ ōŀƴƪǎΩ 

capital calls. These distressed sales generated 

opportunities and increased the availability of deals for 

distressed funds.15  

 

As a whole, 2009 was a difficult year for private equity 

funds. Deals were scarce and investors were stymied by 

the economic woes of the previous year and skeptical of 

the future. The second quarter of 2010, however, saw 

investors alter their viewpoint on private equity as 

opportunities in the United States and Europe became 

abundant. Despite continued economic concerns and a 

virtual deadlock in credit markets, private equity funds 

focusing on these developed markets have the tools 

necessary to capitalize on distressed companies and 

diminished economic growth by satisfying unique needs 

centered around corporate sell-offs, expansion capital, 

and mezzanine financing. 

 

Click Here for More Private Equity Trends 

  

http://www.brightonhouseassociates.com/investor-monitor/category/privateequityfunds/


P a g e | 10 

 

 

Copyright © 2010 Brighton House Associates, LLC | (866) 460-6462 

www.brightonhouseassociates.com 

Undervalued Real Estate in Developed Markets Drives Demand 

A few years ago, investors were willing to put money 

into opportunistic funds in emerging markets. During 

the second quarter, a much more conservative 

approach was in evidence, as BHA analysts saw an 

uptick in investor interest in real estate funds focused 

on developed markets. Although sovereign-debt issues 

were a concern across the developed world, emerging 

Upon further examination, it was apparent that core 

strategies were the primary interest of investors 

focused on the U.S., Europe, and the U.K. Demand for 

these strategies increased 9.51 percent  during the 

quarter while interest in opportunistic strategies 

decreased by 5.47 percent. (See Figure 7.) 

      

Figure 6

 
 

markets had political and social risks that developed 

markets did not haveτor at least not to the same 

extent. In addition to a safer landscape, property values 

appeared to have bottomed out throughout much of 

the developed world. 

 

Mandates from investors confirmed this interest in 

developed markets. During the second quarter, 60 

percent of investors were looking for U.S.-focused 

funds, an increase of 1.75 percent over the first quarter. 

Demand for European and U.K. funds increased more 

drastically, up 5.61 percent from the first quarter. (See 

Figure 6.) 

 

 

During interviews with investors, the main reasons cited 

for this shift to a conservative strategy from a more 

volatile one were statements and policy decisions by 

The Federal Reserve. During the past several months, 

the Fed has noted that although the pace of economic 

growth will be slow, it is confident that the economy 

will continue to improve. The Fed also has signaled its 

intent to keep interest rates low for the foreseeable 

future.      

 

For those investors seeking relatively safe investments 

that provide better returns than money market 

securities, core real-estate strategies offer an 

alternative. Although these investments are not a 

substitute for near riskless government securities or
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Figure 7

 
 

other generally safe vehicles such as commercial paper, 

core real-estate strategies can provide higher returns 

while maintaining relatively low volatility.   

 

Within developed markets, core funds focused on the 

retail sector were in highest demand. Comparing the 

number of retail-focused mandates received in the 

second quarter with those received in the first showed 

an increase of 10.85 percent.  (See Figure 8.) 

Figure 8 

 

 

This change in investor sentiment, particularly when 

considering the U.S. market, strikes BHA analysts as 

reasonable for several reasons. First, although 

consumer confidence took a hit in June, it increased for 

three consecutive months prior.16 This was an 

encouraging sign considering consumer spending 

accounts for close to 70 percent of economic activity in 

the United States. 

 

Second, total retail sales for the first quarter of 2010 

was up 1.9 percent over the previous quarter and up 5 

percent over the same period a year ago.17 Continuing 

the trend, April retail sales rose 0.4 percent, more than 

twice what forecasters were expecting.18 These 

ǇǊƻƳƛǎƛƴƎ ƛƴŘƛŎŀǘƻǊǎ ōƻƭǎǘŜǊŜŘ ƛƴǾŜǎǘƻǊǎΩ ŎƻƴŦƛŘŜƴŎŜ ƛƴ 

the retail sector, driving demand for the remainder of 

the quarter. 

Third, investors expected employment numbers to rise. 

This expectation was confirmed throughout the quarter 

as unemployment remained below 10 percent and 

decreased by 0.2 percent each month since hitting 9.9 

percent in April.19 As jobs start to come back, consumer 

spending generally increases, a good sign for the retail 

sector. 

!ŎŎƻǊŘƛƴƎ ǘƻ ǘƘŜ bŀǘƛƻƴŀƭ wŜŀƭ 9ǎǘŀǘŜ LƴǾŜǎǘƻǊΣ ά¢ƘŜ 
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NCREIF Returns Q1 2010 

 

during the first quarter, following six consecutive 

ǉǳŀǊǘŜǊǎ ƻŦ ƴŜƎŀǘƛǾŜ ǊŜǘǳǊƴǎΦέ20 (See Figure 9.)  

 

Although, this was sure to be seen as an encouraging 

sign by core real-estate investors in general, the total 

return for retail was particularly promising. That 

number was up 1.13 percent, the highest of all 

categories.    

 

From retirement systems seeking better returns to 

family offices eager to diversify their portfolios, 

developed markets attracted a range of investors  

that looked to move away from speculative investments 

that promised high returns to less risky, income-

producing vehicles. It is possible that investors are 

waiting for the markets to stabilize a bit more before, 

once again, seeking higher returns. In the meantime, 

core real-estate funds focused on the retail sector in 

developed markets offered a steady alternative. 

 

Figure 9 

 

 

 

Click Here for More Real Estate Trends 

 

 

 

  

 

Income 
Return 

Appreciation 
Return 

Total 
Return 

Apartment 1.45% -1.02 0.42% 

Industrial 1.81% -1.17% 0.64% 

Hotel 1.08% -1.50% -0.42% 

Office 1.73% -0.87% 0.86% 

Retail 1.73% -0.60% 1.13% 

National 1.66% -0.90% 0.76% 

Source:  NCREIF, April 2010 

http://www.brightonhouseassociates.com/investor-monitor/category/realestatefunds/
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Investor Requirements for Fund Size Reflects Return Expectations  

hǾŜǊ ǘƘŜ Ǉŀǎǘ ǉǳŀǊǘŜǊΣ ƛƴǾŜǎǘƻǊǎΩ requirements for fund 

size became stricter. Fewer investors had no size 

preference for their searches; the vast majority 

specified fund size requirements in their mandates. (See 

Figure 10.)  

 

In the hedge fund space, an inverse bell curve 

developed with regard to fund size. Investors that were 

looking for a secure investment opportunity were 

placing capital with the bigger names in the industryτ

managers with $1 billion or more under management. 

On the other hand, to generate alpha, investors were 

looking to smaller funds with less than $200 million in 

assets as these funds are often more nimble and able to 

navigate uncertain economic climates with relative 

ease.  

 

In the private equity space there was a uniform 

preference for funds raising $500 million or less. Funds  

Figure 10 

 

targeting more than $500 million saw a decrease in  

investor demand. This decrease was most extreme 

among funds raising $500 million to $1 billion. This can 

be attributed to the current economic climate and its 

resulting impact on the private equity marketplace.  

 

Click Here to Receive Weekly Investor Monitor Reports

Preferences for Security and Alpha Polarize Hedge Fund Investors 

Many investors spent 2009 and part of 2010 re-

evaluating their approach to choosing and investing in 

hedge funds. The trend that surfaced over the past 

quarter is clear: institutional investors are either 

seeking emerging hedge fund managers to generate 

alpha, or they are choosing large blue-chip hedge funds 

that are household names and masters of risk 

management and quality control.  

 

In interviews with BHA analysts, an increasing 

percentage of investors consistently voiced the 

sentiment that managers with less than $200 million in 

assets are true alpha generators. These investors cited 

two reasons. First, such managers are more motivated 

to outperform the market since they put a large portion 

of their personal wealth and reputation on the line. 

Second, being smaller they are more nimble and can 

therefore better navigate increasingly volatile 

environments.  

 

At the same time, the percentage of investors 

interviewed during the second quarter that cited a 

focus on larger, more established managers with at 

least $1 billion under management also increased. In 

this case, investors cited stability and reliability as their 

main reasons. They perceived these firms to offer a safe 

haven in an otherwise unpredictable environment.  

 

These two drastically different viewpoints produced an 

ƛƴǾŜǊǎŜ ōŜƭƭ ŎǳǊǾŜ ƛƴ .I!Ωǎ ǉǳŀǊǘŜǊ ƻǾŜǊ ǉǳŀǊǘŜǊ 

statistics. (See Figure 11.) Since the first quarter, BHA 

noted a 12.58 percent increase in demand for funds 
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Figure 11 

 
 

with $20 million to $200 million in assets, and a 9.09 

percent increase in demand for funds with more than 

$1 billion under management. During the same time 

period, there was also a 13.13 percent decrease in 

demand for funds with $200 million to $1 billion in 

assets.   

 

The most widely noted explanation for this shift in 

interest was that midsized managers are not as good at 

generating alpha as emerging funds are. However, 

investors also noted that midsized firms pose a greater 

liquidity risk than larger funds, chiefly because their 

primary investors are not institutionsτsuch as 

pensions, endowments, and insurance companiesτ

which are long-term investors.  

 

A BHA analyst spoke with a private family office that is 

actively seeking new opportunities with emerging 

long/short equity funds. The firm is seeking only 

managers that take a fundamental approach and have 

$50 million to $200 million in assets. They also are 

required to have a track record of at least two years, 

though not necessarily at the fund under review. 

Managers are expected to be traders, not investors, and 

they are required to generate true alpha while acting as 

sound and disciplined risk managers. Finally, managers 

must have a significant portion of their wealth invested 

in their funds.   

 

The reason this family office has established this search 

criteria is because it believes that in the current 

economic environment, emerging managers offer the 

best opportunities. They are driven and focused, and 

they are forced to think outside the box and be creative 

in order to stand out from their peers. Managers that 

consistently produce alpha and react quickly to sizable 

shifts in the markets are of primary interest to this firm.  

 

By contrast, an investment consultant based in Australia 

confirmed that it is evaluating only managers that have 

at least $1 billion under management. Prior to the 

financial crisis, tƘŜ ŦƛǊƳΩǎ ƛƴǎǘƛǘǳǘƛƻƴŀƭ ŎƭƛŜƴǘǎ considered 

midsized funds with at least $500 million in assets. 

However, post crisis, they will only allocate to large, 

blue-chip funds that are safe and reliable.  

 

This consultant believes that larger hedge funds are 

able to retain the most experienced talent not only as 

potential advisors but also as dedicated employees who 

provide seasoned and tested insight into possible 

investment opportunitiesτopportunities that smaller, 

less-sophisticated fund managers may miss out on. The 

firm also noted that larger managers have mastered the 
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art of managing their compliance processes, operational 

procedures, internal controls, hiring processes, and risk 

management techniques, which, in turn, help ensure 

consistent quality.  

 

It is important to note that investor interest in midsized 

funds has not disappeared, it only decreased; there are 

still big allocations to be won by managers with $200 

million to $1 billion under management. That said, 

funds that fall in this range will have to compete 

aggressively for investor dollars. They will have to work 

harder to gain the attention of investors by showing 

solid performance and providing favorable liquidity and 

transparency terms.

Bidding Wars and Price Increases Push Private Equity Investors to Smaller Funds 

Private equity fundraising in the current environment is 

challenging, to say the least. However, in the second 

quarter, BHA interviewed both private and institutional 

investors that have available capital for new 

commitments. 

The major private equity investorsτpublic pension 

funds, endowments, and foundationsτhave substantial 

liabilities and rely heavily on their alternative 

investment allocations to outperform the market. The 

majority of these institutions have developed long-

standing relationships with a specific number of general 

partners, and barring significant underperformance or 

available capital, they are happy to recommit to that 

ŦƛǊƳΩǎ ƴŜǿ ǾŜƘƛŎƭŜǎΦ  IƻǿŜǾŜǊΣ ǘƘƛǎ Ǉŀǎǘ ǉǳŀǊǘŜǊΣ ǇǊƛǾŀǘŜ 

equity investors that were in a position to consider new 

relationships gravitated towards smaller funds. 

BHA analysts spoke to 216 investors throughout the 

quarter that were actively researching private equity 

funds. Since the first quarter, BHA analysts have seen a 

6.84 percent increase in investors looking for funds 

raising $20 million to $500 million. Investor demand for 

funds raising more than $1 billion fell slightly, down 

0.63 percent in the second quarter. The greatest 

decrease in demand was seen for funds in the $500 

million to $1 billion range, a drop of 1.32 percent. (See 

Figure 12.)    

The main driver behind the emergence of investors 

targeting smaller funds was the economic 

ŜƴǾƛǊƻƴƳŜƴǘΩǎ ƛƳǇŀŎǘ ƻƴ ƭŀǊƎŜǊ ǾŜƘƛŎƭŜǎΦ Private equity 

funds raised from 2005 to 2007 are quickly approaching 

the end of their investment periods and have had 

difficulty sourcing attractive deals at the right price. 

Consequently, many private equity funds are involved in 

bidding wars for specific companies, which has caused 

prices to increase dramatically. Two giant players in this 

asset class that command billions in commitments from 

their limited partners, recently paid $3.4 billion for a 

stake in a provider of financial market data, a premium 

of 33 percent above its trading price.21 

Increased competition and the resulting inflation of 

purchase prices only serves to provide investors a lower 

return, even before management and incentive fees are 

factored in. Although no one knows what the 

investment landscape will look like in three to five years 

when 2010 vintage funds will approach their investment 

deadlines, the economic climate was a reason for 

concern in the minds of investors during this quarter. 

 

The director of private equity investments at a 

sovereign wealth fund was seeking experienced 

distressed and buyout management teams for new 

commitments, but he said the firm does not plan to 

evaluate any funds raising more than $700 million. The 

firm expects that megasized funds will continue to find 

themselves constrained in future years and anticipates 

small to midsize funds to provide greater return 

potential. 
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Figure 12   

 

    

Based on the scarcity of attractive deals, many large 

buyout shops have asked their investors to agree to an 

extension of the investment period. A large U.K.-based 

veteran private-equity firm recently won approval from 

its limited partners to extend the investment period of 

its latest fund from November 2010 to June 2011.22 This 

flurry of extensions has tied up capital for certain 

investors and forced them to put off any new 

commitments. A U.S.-based single-family office that 

typically allocates 10 percent to private equity funds has 

had several of its current managers request extensions. 

As a result, it does not expect to actively seek new 

opportunities until at least 2011. 

 

Investors focused on small- to mid-market funds 

outnumbered those concentrated on large-market 

funds by an approximate ratio of 2:1 and 2.5:1, 

respectively, in the second quarter. (See Figure 13.) 

Funds devoted to these segments do not need huge 

capital commitments in order to properly execute their 

strategies, and many investors expected they represent 

the best opportunity for outsized returns in the future. 

The director of alternative investments at a U.S. 

insurance company with commitments of 

approximately $10 million is specifically targeting small- 

to mid-market buyout funds raising a maximum of $500 

million. 

Figure 13 

 

As the second quarter came to a close, the outlook for 

private equity funds remained cautiously optimistic as 

investors predicted superior returns compared with 

equity markets.  

 

However, recent talk about a double-dip recession 

coupled with a competitive deal flow and extended 

investment horizons pose significant challenges to the 

fundraising process. The bar is set extremely high for 

developing new relationships in the current 

environment, but as investors have communicated, size 

may be the enemy of performance moving forward.
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BHA Alternative Investor Research 

Since its inception in 2006, BHA has become the 

definitive leader in alternative investor research. BHA 

works with a diverse group of 150 alternative 

investment managers and acts as an unbiased research 

liaison between these managers and its extensive global 

network of institutional investors. (See Figure 14.)  

 

BHA analysts collect and analyze the most 

comprehensive data available on the investment 

searches of alternative investors. BHAΩǎ Quarterly 

Research Report highlights insights and trends from this 

research that are most pertinent to industry 

professionals. 

 

BHA works directly with a variety of investment 

managers on a daily basis. These managers include 

hedge funds, funds of hedge funds, and private equity, 

real estate, and venture capital funds. They range in size 

and experience from emerging managers to some of the 

most established firms in the industry.   

Figure 14  
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The Research Process and Investor Universe 

Each quarter, BHA analysts collect detailed profiles from 

more than 1,000 investors that are actively making 

investments in hedge funds, private equity and real 

estate funds, and related funds of funds. These 

investors are spread across the globe; their assets under 

management (AUM) range from less than $100 million 

to more than $10 billion dedicated to alternative 

investments. (See Figures 15 and 16, respectively.)  

 

BHA analysts speak with investors about their current 

preferences regarding alternative strategies, manager 

requirements, investment processes, due diligence 

systems, future allocation plans, and current and 

historical areas of exposure. The team then conducts 

both quantitative and qualitative analysis of the data to 

explore trends within the alternative investment 

marketplace. These trends reveal shifts in investor 

sentiment about alternative investments and provide 

unprecedented insight into the mindset of alternative 

investors during the past quarter. 

Figure 15 

 

 

.I!Ωǎ ŎƻǾŜǊŀƎŜ ƻŦ ǘƘŜ ƛƴǎǘƛǘǳǘƛƻƴŀƭ ƛƴǾŜǎǘƻǊ ƳŀǊƪŜǘ ƛǎ 

unique in that analysts obtain information from direct 

phone conversations with senior analysts, portfolio 

managers, managing directors, and chief investment 

officers who are focused on alternative investments. 

The most significant concentrations of investors profiled 

are in North America and Europe, however, BHA 

increasingly interviews investors from Asia, Africa, 

Central and South America, the Middle East, and 

Australia. Analysts work extended hours to gain access 

to, and information from, the entire global range of 

institutional investment firms.  

 

Gaining an understanding of investor sentiment on a 

global scale is a critical part of the research that BHA 

ŎƻƴŘǳŎǘǎΦ .I!Ωǎ ŦƛƴŘƛƴƎǎ ŀǊŜ ŎƛǘŜŘ ƛƴ ǘƘŜ Quarterly 

Research Report and reflect investor interest in specific 

fund strategies and characteristics. The statistics 

presented are percentages of the total number of 

investors interviewed during the quarter. 

Figure 16 
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