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MEMO R A N D U M
D A T E : N o v em b e r 18 , 1 9 9 3

TO : B o a rd  o f  T ru stee s
A la s k a  P e rm an e n t F u n d  C o rp o ra t io n

FR O M : P e te  Jea fie^ i^U ^
R e a l E s ta te  In v e s tm en t O ffic e r

T H R O U G H : W i l l ia m  H . S co tt 
E x e cu tiv e  D ire c to r

S U B JE C T : R ecom m ended  L eg is la t iv e  C hanges , R e a l E s ta te

I  am  recom m end ing  a change to T it le  37 , C h a p te r  13 , Section  3 7 .1 3 .1 2 0 , the  A la s k a  
s ta tu te  th a t a u th o r iz e s  th e  Fund 's in ve s tm en ts  in  re a l esta te . The re fe rence  to  re a l 
esta te  in v e s tm en t re sp on s ib ilit ie s  o f  the  B o a rd  o f  T ru stees  w i ll be changed to re ad :

(g )(1 6 ) e q u ity  in te re s t in , and  deb t ob liga tion s secured by m ortgages
g ra n t in g  a  f i r s t  lie n  on , r e a l e s ta te  located  in  the U n ited  S ta te s . 

(1 6X A ) d e le ted  
(1 6 ) (B ) d e le ted  
(1 6 ) (B ) ( i )  d e le ted  
(1 6 ) (B ) ( i i )  d e le ted  
(1 6 ) (B ) ( i i i )  d e le ted

Th is  change rem ove s  th e  40%  re s tr ic t io n  on re a l esta te acqu is itions . T h e  re a l 
es ta te  " in v e s tm en t lis t"  is s tr ic k en  from  the  S ta tu te  and  tra n s fe rs  to the  B o a rd  o f  
T ru s tee s , th e  re sp o n s ib ility  fo r  e s ta b lish in g  p ru d en t in vestm en t s ta n d a rd s  and  
gu ide lin es  th ro u g h  th e  a n n u a l r e a l es ta te  re so lu tio n .

In  o rd e r to  ju s t i f y  tfr's  recom m enda tion  i t  is  n ecessa ry  to g ive a b r ie f  d esc rip tion  o f
the Fund 's r e a l es ta te  experience ove r th e  p a s t ten  yea rs , a long  w ith  m y  v iew s on
the changes th a t  a re  ta k in g  p lace in  the  in d u s try .

In  1 9 8 3 , th e  y e a r  th e  A la s k a  P e rm an e n t F u n d  C o rp o ra tion  m ade its  f i r s t  
in ves tm en t in  r e a l p ro p e rty , th e  B o a rd  o f  T ru s te e s  h ad  a lloca ted  6%  o f  th e  $3  b il lio n  
F u n d  to r e a l e s ta te . T h e  B o a rd  o f  T ru s te e s  h ire d  a re a l esta te  con su lta n t to  a ss is t
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in se lec ting  th re e  rea l es ta te  advisors. From  1983 th rough 1987, the Fund  took a 
passive role in  rea l esta te  investing and relied alm ost exclusively on the 
recom m endations of the consu ltan t and advisors. Additionally, th e  40% co­
investm en t requ irem en t created  a high comfort level for th e  T rustees. By co­
investing  w ith  larger, more sophisticated pension funds and  endowments, the 
P e rm anen t F u n d  took advan tage of th e ir expertise and leadersh ip  in  rea l esta te  
investing. D u ring  th is  period, control and  involvem ent in  property  decisions were 
not p rio rities for th e  APFC.

In  th e  la te r  p a r t  of the  80's, there  was a tu rnove r in P e rm anen t F und  rea l e s ta te  
staff. Soon after, th e  Fund  employed new rea l es ta te  consu ltan ts and  attorneys, all 
of which re su lte d  in  a  more directive approach to real es ta te  investing. The Fund 
has become m ore involved in the rea l es ta te  investm en t process, from requ iring 
ce rta in  controls and  buy-sell arrangem en ts on each rea l esta te  tran sac tion  to 
in itia tin g  d isposition  activities. Even as a 40% player, the Fund  has been able to 
nego tia te  e ith e r equal or favorable te im s a.^d receive coequal tre a tm en t from la rger 
investors.

H istorically, m a rk e t conditions played an  im po rtan t role in negotiations for 
favorable te rm s. D uring th e  recent m ark e t decline in  the  industiy , m any pension 
funds s a t on th e  side lines, offering little  competition for deals. Now th a t the 
m ark e t h as show n signs of recovery, pension funds are re-entering th e  m arkets. 
L ike th e  APFC, ou r in s titu tio n a l pa rtn e rs a re  gain ing knowledge and  confidence in 
th e ir ab ilities to control investm en ts and  they  no longer allow us to partic ip a te  as 
an  equal partne.-r in  a  40/60 deal. The only w ay to secure the  sam e level of control 
th a t  th e  F und  h isto rica lly  obtained w ith  p ast investm en ts is to acquire an  equal or 
m ajority  incerest.

Ge«tawl**w»'4j^fap! .'•the • greatest-1 benefit*’' of-vhol ding c'd^-1najdrity''- position  
HpnsStfh&nt. T im ing  of m ajor capital events, such  as a p roperty  sale or th e  funding 
of a  m all redevelopm ent designed to head off new competition, is often crucial to 
enhancing  re tu rn s  on a  property. The in e rtia  of some in stitu tion a l p a rtn e rs has 
caused num erou s m issed opportunities for th e  P e rm anen t Fund  in th e  past.

Oiher-.advantegss'-also esdst. The real-esiatavassefc^allQcaticKn. set by th e  Board of 
T rustees waUdbeaixHMrovearilymttainable! Unless a  single deal is exceptionally large, 
th e  acqu isition  of a single property will no t m ate ria lly  affect the diversification 
stra tegy . Through resolution, the Board of T rustees w ill continue to m a in ta in  
control over th e  diversification goals.

reduced./.snbstantially ^iwi0lim m ariPg ,̂ o'y^decreagix!g!AtlYe 
negotiatienmxiavcv^cantrolv isauesi'-in* p a rtn e rah ip 1 ̂ agreements. Complications in 
rep lacing in v e s tm en t advisors a re  directly correlated w ith  th e  num ber of p a rtn e rs 
in  a  deal. T he rep lacem en t process is simplified in  a  50/50 to 100% investm ent.
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Byffiay.rag*the-‘optionvto'take"100% of’a n in v e s tm en t, we an tic ipa te an increase in  
d»«MLovr. W ith  only one or two investors involved, advisors will be more likely to 
propose acqu isitions to us, particu la rly  those w ith  short closing tim e frames.

This proposed change to th e  S ta tu te  w ill give th e  Board of T rustees the flexibility to 
d irect th e  rea l e s ta te  s ta ff  by board resolution. A ttached is a  le tte r from our legal 
counsel and .rea l e s ta te  consu ltan t recommending these changes.
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M E M O R A N D U M
DATE: March 4, 1994

TO: Representative A Vezey
Chairman, House State Affairs Committee

FROM: William H. Scott
Executive Director

SUBJECT: House B ill No. 373
HB 373 would amend the Permanent Fund's list of authorized 
investments to provide for up to 100 percent ownership in real estate 
investments. *

As of January 31, 1994, the Permanent Fund had a market value of $16 
billion -  $1.1 billion of which is invested in real estate. That means real 
estate investments equal less than 7% of the total value of the Fund. The 
Legislature in 1983, when it originally approved real estate investments 
for the Fund, authorized the Board of Trustees to invest up to 15% of the 
Fund in real estate; the Trustees, meanwhile, have instructed staff to 
invest 10% of the Fund in real estate.
The primary reasons your Fund managers are seeking changes to the 
existing real estate statute are: (1) to gain increased management control 
over the Fund's real estate investments; and (2) to help the Board of 
Trustees reach their real estate asset allocation target. We have been 
trying to reach that 10% target for about five years and hav^ never come 
much closer than we are today. It is our view that the Fund will be unable 
to reach its desired real estate asset allocation unless there is some relief 
provided from the 40% ownership rule.
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For the information of the members of die House State Affairs Committee, 
I have attached a number of supporting documents which thoroughly 
describe the rationale for this legislation.
Attachment #1 is the Board of Trustees resolution dated December 6, 1993 
in support of this proposed change. The Trustees adopted this resolution 
unanimously.
Attachment #2 is a memorandum dated November 18, 1993 addressed to 
the Board of Trustees from our Real Estate Investment Officer, Pete 
Jeans. It describes the specific proposed change in the Permanent Fund 
statutes and explains the need for the change from an historical 
perspective.
Attachment #3 is a letter dated November 9, 1993 addressed to Mr. Jeans 
from the Corporation's outside real estate consultant, Paul Saylor. This 
letter provides the consultant's fiduciary opinion in support of the 
proposed change.
Attachment # 4 is a letter dated November 16 addressed to Mr. Jeans from 
the Corporation's outside law firm, Morrison & Foerster, which also 
provides a fiduciary opinion in support of the proposed change.
Finally, Attachment # 5 is a copy of an article which appeared in the July 
1993 issue of T h e  In s t it u t io n a l R e a l E s ta te  L e t te r . The article, I think, 
makes a compelling case from an uninterested but expert third-party 
perspective that the concept of co-investing as currently practiced by the 
Alaska Permanent Fund Corporation is not necessarily in the Fund's best 
long-term interest.
The Fund invests in real estate to maximize the risk and return benefits 
of diversification. There is nothing in the bill which would hinder that, 
and much that would enhance it. On behalf of the Board of Trustees, I 
request that you give their concerns serious consideration.
Thanks very mi .ch for scheduling this bill. My staff and I look forward to 
discussing this issue with you at the upcoming State Affairs meeting on 
Saturday, March 5.



Alaska Permanent Fund Corporation
P.O. Box 25500 Juneau, Alaska 99802-5500 
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RESOLUTION OF THE BOARD OF TRUSTEES 
OF THE ALASKA PERMANENT FUND CORPORATION 

PERTAINING TO LEGISLATIVE CHANGES IN THE ALASKA STATUTES 
RELATING TO REAL ESTATE INVESTMENTS BY THE 

ALASKA PERMANENT FUND CORPORATION

RESOLUTION 93-11

WHEREAS, the Fund is lim ited in directing business decisions on real 
estate investm ents as a 40% participant; and

WHEREAS, the Alaska Perm anent Fund Corporation is impaired in  its 
ability to reach its targeted real estate asset allocation w ithin curren t parameters; and 

WHEREAS, ohe Alaska Perm anent Fund Corporation has lost 
opportunities to acquire high return, low risk  real esta te  investments;

NOW, THEREFORE, BE IT RESOLVED, THAT the Board of T rustees 
unanimously directs sta ff to seek legislative changes to provide for up to 100% 
ownership in  rea l esta te  investments.

PASSED AND APPROVED by the Board of Trustees of the A laska 
Perm anent Fund  Corporation, th i

Alaska Perm anen t Fund Corporation

ATTEST:

Corporate Secretary

Q t  S O U O T l  0N\  ^ 3 - l l
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S a y l o r  P r o p e r t y  C a p i t a l ,  I n c .
E ig h t  p i e d m o n t  c e n t e r  

S U IT E  3 2 0  
A T LA N TA . G EO RG IA  3 0 3 0 5

TE L : ( 4 0 4 )  2 6 1 - 8 0 4 9  
F A X : ( 4 0 4 )  2 6 1 - 0 2 7 1

n e w  Y o r k  o f f ic e
4 3 7  M ADISON A VEN UE . 4 0 T H  FLOOR 
N EW  Y O R K . N E W  Y O R K  1 0 0 2 2 - 7 3 8 0  

TE L : ( 2 1 2 )  7 5 4 - 6 2 6 0  
F ' X :  ( 2 1 2 )  7 5 4 - 6 2 6 4

P a u l  H .  S a y l o r

.November 9, 1993

Mr. Pete Jeans 
Investment Officer
The Alaska Permanent Fund Corporation 
801 West Tenth Street 
Suite 302
Juneau, AK 99801

RE: Proposed Legislation

Dear Pete:

You have asked that I give a few thoughts why I am in favor of a legislative change 
to allow ycu to take up to a 100% interest in an investment.

1) Control
Although co-investment documentation is evolving to the point where a 
minority investor will not necessarily be disadvantaged as to influence or 
control, there is no such thing as a 40% gorilla. In other words, it would be 
preferable for the APFC to invest On a basis that would allow it to control major 
investment, management and divestment decisions in its own best economic 
interests, rather than be influenced by one or more investors which may, at 
least over time, have differing objectives.

While I believe the APFC has been advantaged by retaining discretion over 
major investment, management and divestment issuts, it is currently required 
to be totally aligned with one or more partners in order for activities whicn best 
serve it to occur. Examples include the inability to close recent transactions 
because of (what I consider) minor differences with a 60% partner, and your 
lack of influence in matters associated with Boston Real Estate Counsel assets 
in a situation where at least one of your partners was lethargic and 
bureaucratically hamstrung from acting in all partners' best interests.

2) Maximum New Opportunities
As property markets turn back in favor of sellers, the APFC will receive

\ \ - O y _  0 , 3  P ^ O P e R T H  C f W T O L



increasingly fewer high quality investment opportunities, as investment 
managers will be less in need of the APFC's capital and wish to conclude 
transactions with either one investor or a commingled format over which they 
have discretion. Currently, it is relatively complicated for a transaction 
originator to identify an asset for the APFC with the condition the APFC wiil 
only pursue due diligence or the consummation of a transaction once a 
compatible investment partner has been identified. Recently, transactions have 
gone elsewhere to avoid this process.

Additionally, there are increasing concerns regarding potential incompatibility 
of APFC requirements with those of certain other active investors. Although 
the multi-asset co-investment opportunity which we have collectively pursued 
for the last several months will go a long way to establish levels of overall 
compatibility among several investors and standardized processes, sellers or 
transaction originators generally attempt to avoid the unknowns associated 
with due diligence and documentation requirements of multiple investors.

3 ) Management Changes
Since the APFC appropriately exercises rights of management oversight, it is 
more likely to recognize management program weaknesses and to move 
correct them than most other institutional investors. Existing assets and 
portfolios need to be intensively managed in order to improve their performance 
and occasionally to position assets for sale. Managers who are ineffective 
should be replaced, and manager replacement is most difficult to accomplish 
for the APFC as a minority investor especially since most partners of the APFC 
are required to live with an "approved list" of investment managers.

I do not at all advocate that the APFC should only pursue acquisition of full interests 
in individual assets and portfolios, but I believe a change of legislation to allow you 
to do so is most important. It is my v iew  that the immediate effect of such change 
will not be termination of your co-investment programs, but rather a gearing up of the 
process contemplated by your co-investor conference this past April. Your ability to 
be a major partner, rather than (always) a minor partner is most important to the 
achievement of your objectives set forth for the asset class of real estate and to your 
competitiveness in the marketplace.

Yo y,

Pa

CC: Llewellyn Lutchansky
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VIA FACSTMTT.K 

Hr. Pete Jeans
Real Estate Investment Officer 
Alaska Permanent Fund Corporation 
P.O. Box 25500 
Juneau, Alaska 99802-5500

Dear Pete;

You have asked us to review the proposed 
legislative amendments to Section 37.13.120(g) of the Alaska 
Statutes in the context of our experience as investment 
counsel for the Alaska Permanent Fund Corporation (the 
"APFC"}. We understand that the legislative amendment to be 
reviewed by the Board would modify subsection (g)(16) of 
Section 37.13.120 to provide:

(g) Subjeat to the limitations contained in 
this seation, the board may invest, fund assets at the 
competitive national market rates or prices that are 
applicable to each investment only in

(16) Equity interests in, and debt 
obligations secured by mortgages granted a first lien 
on, real estate located in the United States.

We believe that this proposed amendment would be 
beneficial in carrying out the investment policies of the 
APFC for several reasons. First, it would allow the APFC to 
effect real estate investments that fulfill its investmenc 
objectives without imposing legal constraints that may not 
be relevant to ensuring that the investments are prudent. 
Second, the existing provisions of Section 37.13.120 that 
would remain unchanged by this legislative proposal ensure 
that sufficient fiduciary safeguards are present in 
connection with the acquisition of real estate by the APFC, 
Third, and perhaps most significantly, the proposed

K06»ci«or/u
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amendment: would allow the APFC to invest in real estate on 
terms that are comparable to the terms available to ERISA- 
regulated corporate and Taft-Hartley (union) retirement 
plans and a majority of governmental retirement systems. By 
adapting the standards utilized by most tax-exempt 
institutional investors, the APFC will be poised to compete 
more effectively with such investors for real estate 
opportunities and to exert the degree of control that many 
of such investors have viewed as conducive to maximizing 
return and minimizing risk in their real estate portfolio 
investments.

The current provisions of Section 37.13.120(g)(16) 
include specific limitations that mandate, among other 
requirements, that the APFC not hold greater than a 
40 percent beneficial ownership interest in a real estate 
investment at the time of acquisition, that the real estate 
investment is improved by completed buildings and that such 
buildings are substantially leased. These types of 
restrictions are typically referred to as “legal list" 
statutes and ware commonly used in state statutes applicable 
to public and private retirement plan investments prior to 
1974.

The enactment-of the federal ERISA statute in 1974 
eliminated the applicability of these legal list statutes to 
private corporate and union retirement plans. ERISA imposed 
general fiduciary standards applicable to all types of 
investments. The foundation of these fiduciary standards is 
the prudence and diversification rules of Section 404 of 
ERISA. These miles are incorporated into
Sections 37.13.120(a) and (c) of the Alaska Statutes and are 
fully applicable to the APFC's real estate investments.

The drafters of ERISA abandoned the legal list 
statutes in favor of general rules of prudence and 
diversification for two reasons. First, to the extent that 
a restriction found ih a legal list is a restriction 
appropriate to effecting a prudent and diversified 
investment, the legal list restriction is merely duplicative 
with the general fiduciary standards. Moreover, to the 
extent that the restriction was unnecessary to ensuring that 
appropriate fiduciary caution was exercised in effecting an 
investment, the legal list restriction was viewed as 
impeding the plan's ability to pursue prudent acquisition 
opportunities.

U04MI14507/1]
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Sii cs the enactment of ERISA, a majority of public, 
retirement ; ystems have adopted legislative changes that 
substitute general fiduciary standards for legal lis t 
statutory restrictions. The rationale underlying these 
changes has been similar to the legislative intent of 
Congress in enacting ERISA, that the legal lis t restrictions 
are either duplicative with the general standards of 
prudence and diversification, are obsolete interpretations 
. of such standards or are general examples of such standards 
that may not be appropriate in specialized investment 
contexts.

I t would be beneficial to the APFC to pursue 
investment opportunities in real estate under standards 
similar to the fiduciary standards applicable to the 
majority of institutional investors competing for these 
investment opportunities. Because the APFC w ill be fu lly 
obligated to pursue real estate investments that satisfy the 
prudence, diversification and other standards applicable 
under Section 37.13.120, to the extent that the legal lis t 
restrictions of current subsection (g}(16) are appropriate 
to ensure prudence or diversification, these restrictions 
w ill s t i l l apply to real estate investments of the APFC.
Thus, for example, i f  a purchase of more than forty percent 
of the beneficial ownership of a particular real estate 
investment would not be consistent with the standard of 
maintaining a reasonable diversification among investments, 
the "forty percent rule" would continue to apply. If , 
however, i t  was not only prudent and consistent with 
diversification standards to invest in a larger percentage 
of a particular real estate investment, but would allow 
greater controls with respect to operating budgets, leasing 
decisions and other control features determined relevant to 
enhance the AJPFC's investment return, the forty percent rule 
would operate to lim it potential investment returns in the 
APFC real estate portfolio.

In summary, the legal l is t restrictions of 
subsection (g)(16) are generally redundant with the prudence 
and diversification standards of sections (a) and (c) of 
Section 37.13.120. In those instances where these 
restrictions do not duplicate the general standards, but 
provide more onerous restrictions, i t  is d iffic u lt to 
justify rules that do not further the standards of prudent 
real estate acquisitions or may impede such acquisitions.

I t is widely recognized that the current real 
estate acquisitions market demands a greater scrutiny of

140438 n*S07/1J
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current income opportunities than was the case in years 
where capital appreciation in real estate could be more 
easily projected. I t is significant to note that the APFC's 
ability to control decisions that are economically relevant 
to both income and potential capital appreciation is limited 
liy its current inab ility to acquire a majority interest in 
its real estate investments. By allowing the board and, to 
the extent delegated by the board, the APFC staff, the 
ab ility to balance the economic benefits of control against 
the costs of such a percentage acquisition, the APFC w ill be 
able to maximize its investment objectives in a context 
relevant to each particular investment opportunity i t 
reviews for potential acquisition.

Please contact me i f we can be of further 
assistance in this matter..

Very truly yours,

Rachel Markun
RMrpmd

J4063am507/t7
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SECURITIZATION by Steve Bergsman

R E I T s  O n  a  T e a r

D e j a  V u — H a v e  W e  B e e n  H e r e  B e f o r e ?

Real estate investment trusts have been on a tear. For the first
quarter of 1993, REITs posted returns o f 19.1 percent, easily
outdistancing the S&P 500 which only managed a 4.3 percent
return. This was an even faster start than in 1992 when REITs
blistered the m arket for a 20.7 percen t return, again show ing up  the S&P 500 
w hich only no tched  a decen t 7.7 percent return.

It's not just the market perform ance o f REITs that has caugh t the eye o f the 
investor— last year, the REIT market raised S6.6 billion, nearly S2 billion greater 
than  the previous record yea* o f S4.8 billion. I ore than half o f that 56.6 billion 
was raised by existing REITs which were extrem ely active in the real estate 
market, acquiring 52 billion w orth  o f properties. REITs sudden ly  becam e the 
Japanese  of the Nineties. The paradox is, after mugging the U.S. real estate 
market with a seem ingly inexhaustible supp ly  of capital, the Japanese  have 
disappeared. Will the sam e th ing happen  Continued. P a g e  5

CO-INVESTMENT by Steve Bergsman

The D ark Side
C o - I n v e s t m e n t  M a y  B e  T r e n d y ,  

B u t  I t ’s  N o t  A l l  W i n e  a n  I  R o s e s

The concept o f co-investing has been around fo r decades, but
recently, it seems to have become the "in" thing to do.
Increasingly, over the past three years, investors and investment
managers alike have been dressing their portfolios up with
co-u vestm ents— the institu tional investm ent com m unity’s ana log  o f the 
“grunge” look.

The “grunge look"— ripped  jeans and  flannel shirts— may be popu lar in 
som e circles today, bu t it certainly isn't for everyone. N either is co-investment. 
Even if co-investment is particularly well-suited to the needs o f you r fund, there 
are num erous issues w hich must be considered to m ake sure you r beneficiaries 
d on ’t end  up in rags and  tags.

Like the grunge look, the trendsetter for co-investment came ou t o f the Pacific 
Northwest. Since the mid-1980s, the A laska P e rm a n e n t F u n d— a 515 billion 
endowm ent organized for the benefit for Continued. P a g e  1 5
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all the citizens o f A laska and  funded 
by taxes on  mineral extraction  reve­
nues— lias been  the le ad er in the U.S. 
co-investment m ovem en t

The reason? As always, necessity 
is the m other o f invention. By statute, 
the maximum  interest th e  Perm anent 
Fund can hold in any sing le property 
is 40%. This m eans that, in o rder to 
m ake separate accoun t investments 
w ork— and  the A laska Perm anen t 
Fund's Real Esrate Investm ent Officer. 
P e te  J e a n s ,  very much w an ts his hand 
to be a separate accoun t investor—  
the Fund has no cho ice bu t to co-in- 
vest (join w ith o ther tax-exempt funds 
to m ake a purchase).

A sa result, for the last eight years. 
Jeans has m ade co-investment after 
co-investment, bringing into his real 
estate plays m ore th an  100 pension 
fund investm ent partners. The ap ­
p ro ach  has w o rk ed  w ell for the 
Alaska Perm anent Fund and  now  
Jeans has come sou th  to  sp read  his 
gospel th roughout th e  "Lower 48." 
(More than 40 pension, foundation and 
endow m ent funds recently attended a 
private conference on co-investment in 
Dallas, sponso red  by th e  Alaska Per­
m anent Fund and its advisors.)

Obviously, Jeans is having some 
success sp read ing  the w ord. He c red ­
its this success to  th e  d iscon ten t so 
many pension  plans h av e  been  feel­
ing ove r the real es ta te  investm ent 
program s in w hich th ey  invested  du r­
ing the early to mid-1980s. During 
those formative years. Jean s explains, 
the institutional investo r com munity 
enthusiastically em b raced  the con ­
cep t o f blind pool com m ing led  fund 
investing. With this approach , a g roup 
o f tax-exempt investors w ou ld  invest 
their capital in a specified  g roup trust, 
insurance com pany separa te  account 
o r lim ited partnership o rgan ized  and 
m anaged bv an investm ent m anager 
in o rde r to enab le tho se  investors to 
acquire a diversified portfolio  o f real 
estate assets. The p rob lem  w ith these 
funds, says Jeans, is th a t investm ent 
decisions and  m anagem en t responsi­

bilities were left in the hands o f a third 
party who had  ultimate discretion 
o ve r the funds— and  w ho  almost a l­
ways had  significant conflicts o t inter­
est. To make m atters worse, w hen the 
real estate m arket collapsed, funds 
trying to escape th e  calam ity discov­
e red  they w ere b locked  by poorly- 
conceived  exit strategies.

Today, pension plans, still tangled 
in the webs o f comm ingled funds but 
anxious to get in on  the buying oppo r­
tunity of a lifetime, are looking for new  
paradigms— alternative form s o f real 
e s ta te  in v e s tm en t th a t can  o ffe r 
g re a te r  co n tro l a n d  liqu idity . O f 
course, the u ltim ate control results 
w hen  a pension  fund acquires p rop ­
erties directly w ith no  partners. Some 
funds are unab le  o r d isinclined to go  
tha t route, however, which, according 
to Jeans, is w hat m akes co-investment 
so  appealing  today. *

If one considers investm ent struc­
tu res on  a continuum , notes A lien  
A n d e rsen , a P rincipal w ith the Dallas 
office of A r th u r  A n d e r s e n  R eai E s­
t a t e  S e r v i c e  
G ro up , they will 
fa ll s o m e w h e re  
b e tw e e n  s o le  
o w n e r s h ip  a n d  
c o m m i n g l e d  
funds. W here o n  
the con tinuum  co ­
investm ent lies—  
espec ia lly  in re ­
gards to the con tro l issue— is still 
sub ject to debate . Andersen, for one. 
says he w ou ld  place co-investment 
cioser to com m ingled  funds on  the 
sp ec trum , ra th e r  th an  p lac in g  it 
squarely  in the m iddle.

O f the m any forms o f co-invest­
m ent. the least popu la r have been  
those v h ic h  requ ire  advisors, opera t­
ing partners o r developers to  put their 
ow n  capital a t risk a longside the in­
vestors. While som e investors now  
requ ire  such  arrangem ents, o thers 
shy away becau se  o f the obvious 
inheren t conflicts o f interest. (As B ob 
B urke, a Principal o f AMB In s t i tu ­
t io n a l  R ea lty  A d v iso rs  likes to poin t

out. the investment m anagem ent in­
dustry appears to have com e full cir­
cle. The real estate investment m an­
agement industry really took  off. ex­
plains Burke, w hen the Employee 
Retirement Income Security Act o f 
1974 [remember ERISA’I m andated 
that pension funds interject a fiduci­
ary betw een pension plan assets and  
deal promoters. Today, notes Burke, 
v ensi Amds requiring their advisors
to cc " ' . o i  effectively are requiring 
them to becom e promoters— creat­
ing, once again, precisely the kinds o f 
conflicts the p rov is ions o f ERISA 
sought to eliminate.)

An exam ination o f m any o f these 
structures also will reveal that the 
a d v iso r/ d ev e lo p e r/ ope ra to r o ften  
stands to receive back in fees during 
the first few  years o f the investment, 
an am ount equal to o r exceeding the 
capital it generally com m itted to the 
partnership. In such cases, the pen ­
sion fund's coinvesm en t “partner'' 
may have little o r no capital at risk 
after the first few  years.

To m ake matters worse, warns 
Allen Andersen, w hen  the o ther part­
ner is no t a tax-exempt fund there 
usually is a d isproportionate level o f 
investment. The tax-exempt investor 
typically funds som eth ing akin  to 90- 
95% of the investment a nd  the advi­
sor. 5-10%. Those kinds o f  splits don't

really do  w hat th e  p en sion  fund 
wants them  to do.

W hen pension funds do  require 
their investm ent m anagers to  pu t their 
c .vn capital at risk in the deal, adds 
J im C ux tls , a Principal w ith San Fran­
cisco-based w orkou t specialist T h e  
B ris to l G roup , they  typ ically  are 
seek ing  to align th e  in te rests o f their 
partners w ith the ir ow n. The hope, 
exp lains Curtis, is that, by having 
their capital at risk a longside  the 
p en sion  fund ’s capital, th e  o p e ra t­
ing p artn er will b e  m ore a tten tive to 
the m an ag em en t o f th e  p en s io n  
fund’s investments. “That's the hope," 

Continued. N ext P a g e

Of the m any form s o f co-investment, 
the least popu lar have been those  
which require advisors, operating  
panners  o r developers to p u t the ir 
own capita l at r isk  alongside the 
investors.
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notes Curtis. "We've learned, how ­
ever. that p eop le  can  m ake equally  as 
had investm ent decisions w ith their 
ow n  m o n e y  a s  w ith  s o m e b o d y  
e lse's." C learly, th e re fo re , h av ing  
capital at risk is no guaran tee  that 
things will go  well.

C urtis a lso  c a u tio n s  th a t fre ­
quen tly  th e  partner doesn't even  have 
its ». wn capital at risk. "They raise it 
from o th e r sources o r they borrow  it. 
The prob lem  is. w hen th e  capital 
con tribu ted  is non-recourse, the in­
vestm ent m anager o r p rom o ter really 
isn't at risk at all. In such cases.'' w arns 
Curtis, “all that these co-investment 
requirem ents really create is the illu­
sion  o f comfort.'’

In addition, an  incom patibility o f 
incentives often exists in th ese  types

. . .  co -in ve s tm e n ts . . .  are no th in g  more  
than a com m ing led fun d  warm ed over.

o f investm ents, acco rd ing  to R o n  
K a rp  o f the Summit. NJ-based con ­
sulting firm R o n a ld  A- K a rp  &  A sso ­
c ia te s . Karp notes that th e re  is a 
m ismatch in the long-term stability 
and  financial staying p ow e r o f  the 
pension  p lan versus the investm en t 
advisor o r operating  partner. “If the 
investm ent gets in to trouble, w ho  is 
go ing  to  fund the losses? Obviously, 
it's going to be the pension  plan. And 
that is going to create a p rob lem  
w hen  it com es to decision-making."

The most popu la r fo rm  o f co-in­
vestment. however, is b e tw een  sim i­
lar investors w ith sim ilar objectives 
and  resources, such  as tw o  o r  more 
pension  plans. Even here, however, 
there are variations and  concerns. 
O ne type o f co-investment, fo r exam ­
ple, relies o n  an  adv isor w ho  brings 
toge ther investors w ith a com m on 
investment strategy. The advisor then 
executes transactions accordingly. A sec­
ond type of co-investment occurs when 
investors unite under their ow n initia­
tive— when the co-investment is inves­
tor-driven, rather than manager-driven.

The principal feature o f every co ­
investment. however, is th a t it in­

volves m ore than o ne  investor (the 
typical co-investment involved b e ­
tw een  th ree to five investors!. Therein 
lies co-investmenfs strength— and its 
w eakness.

For a smaller pension  plan, co-in- 
vestm ent offers the opportun ity  to 
partic ipate in transactions larger than 
those the plan o therw ise w ould  be 
ab le to execu te on its own. "Small 
funds may not be able to invest in 
large projects simply because their 
a lloca tion  is insufficient." explains 
T e r r y  A h em , a Principal w ith the 
C leveland-based T o w n s e n d  G ro up . 
It also enab les a larger investor to 
achieve more diversification tha.1 oth- 

• erw ise would be possible by investing 
directly. According to its Chief Real 
Estate Investm ent Officer. G rayson 
Sanders, for example. u»e Ameritech 

Pension Trust has 
a s s em b le d  a 
roughly S1.2 bil­
lion re a l e s ta te  
p o r t f o l io  o' c-r 
th e  p a s f te n  
y e a r s .  S a n d e r s  
notes, how ever, 
th a t b e c a u s e  it 
h a s  a c q u i r e d  
m u c h  o f  th a t  

p o rtfo lio  by co-investing w ith  o th e r 
tax-exempt funds, A m eritech’s S I.2 
billion position  is cove red  by a po rt­
fo lio o f m ore th an  S14 billion in real 
esta teasse ts .

Investors w ho  have d on e  co-in- 
vestm ents often say they like being 
involved w ith o ther participants with 
sim ilar goals because there is a com ­
fort w ith being associa ted with o ther 
entities that have the sam e investm ent 
strategy. Or. as A n d y  Sm ith . Presi­
d en t o f L&B R ea l E s ta te  C o u n se i 
I n c  says, "There is a w arm  and cozy 
feeling abou t doing a large invest­
m en t w ith others." Why? For one 
thing, there is a lot m ore due  dili­
gence. explains Smith. Each partner 
gets to scrutinize the deal: there are 
m ore checks and  balances so  it’s less 
likely there will be any  surprises.

D esp ite  the lack o f surprises, 
there a lso  is going to be a lot more 
w ork— and  fiduciary liability— for the 
co-investors. By co-investing rather 
th an  commingling, for example, tax- 
exem p t investors not only have to 
review  the potential investments, but 
a lso m ust participate in the decision 
to  acquire. In addition, they m ust be

involved in decisions concerning the 
ongo ing  m anagem ent o f the p rop ­
erty. and  when and h ow  eventually 
to  divest. The p rob lem  is. w ithout a 
th ird party fiduciary to share the risks, 
a pension fund subject to  ERISA p ro ­
visions must shou lde r the fiduciary 
liability associated w ith making these 
decisions alone.

Despite the extra w ork  and  liabili­
ties, however, this is precisely the 
k ind  o f control that w as lacking in the 
com m ingled funds, and  precisely the 
k ind  o f  control that m any tax-exempt 
investors now  want. W hen investors 
w ere passively investing in com m in­
gled funds, advisors and  m anagers 
m ade those decisions. W hen advisors 
becam e promoters, and  began  struc­
turing funds as partnerships to avoid 
being subjected to fiduciary liability 
u nd e r ERISA, they still m ade th e  d e ­
cisions. but investors no  longer en ­
joyed any insulafion from  fiduciary 
liability. W hen investors realized they 
w eren 't going to receive any  fiduciary 
insulation, they started question ing  
why they  shou ld  give up  control. This 
issue, and  this issue alone, is the 
prim ary driving force beh ind  the co­
investm en t trend . "Investo rs w ere  
very concerned  abou t the lack o f 
con tro l in com m ingled funds," ex ­
p la in s A laska’s Pete Jeans. “They 
w an ted  to b e  part o f the process. 
C o- investm ent g iv es the in v es to r 
m ore control."

O r does it?

L E S S O N S
LEARNED

The o ld  axiom  of real estate used  to 
be “location, location, location." But. 
coun ters T im  Getz. Investm ent Offi­
cer w ith  the O h io  P u b lic  E m p lo y e e s  
R e t i r e m e n t S ystem , the axiom  re­
ally shou ld  be “control, control, con ­
trol. You're not going to get that con ­
trol,” warns Getz, "by sharing you r 
decision-making pow er.” Getz speak s 
from  experience— his fund w as a p io ­
n ee r in both the early com m ingled 
fund and  co-investment movements. 
“O ne  o f the lessons that w e  learned  
from  com m ingled funds was that the 
investor d idn ’t m ake portfolio deci­
sions. The decisions w ere always be­
ing m ade by som eone else. W hen 
things go t difficult, it w as impossible 
to achieve consensus." G etz w arns 
that th e  problem  is no  d ifferent w ith 
co-investments, w h ich  he says are

*
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"nothing more th an  a com m ingled 
fund warm ed over."

As no ted  befo re , o n e  o f  th e  
streng th s o f co- investm ent is the 
added  layer o f scrutiny. This also is a 
weakness, however, because it often 
can be difficult if no t impossible to 
get multiple parties to com e to a 
dec ision . And. s in c e  co- investors 
don't always have equa l shares, by 
definition, som eone is bound  to end  
up with a minority interest. Obviously, 
that can be a real problem  if the major­
ity investors have a different point o f 
view than the m inority investors.

“C o- in v e s tm en t c o m p l ic a te s  
every single aspect o f a transaction." 
says S u sa n  H udson-W ilson . D irec­
tor o f Portfolio Strategy for Boston- 
b a s e d  A ld r i c h ,  E a s tm a n  a n d  
W aitch. "All o f a su dden  there are 
two or more parties— very in terested 
parties— that n eed  and ough t to be 
satisfied on  every single aspect o f the 
in v e s tm e n t."  As H udson-W ilson  
points out. however, a ho t button for 
one co-investor m ay not b e so  ho t for 
another. This can  m ake it extrem ely 
difficult to structure a transaction.

O nce a co-investment has b een  
completed, however, there essentially 
are five decisions u po n  w hich co-in­
vestors have to agree: leasing; capital 
improvement; budget; sale; and  ar. 
exit strategy. In a co-investment, the 
w ay for the investors to feel their w ay 
through those processes, says L&B’s 
Smith (who has b een  putting together 
co-investment dea ls since the 197Gs) 
is to m ake sure tha t one  participant 
never has more th an  50 percen t o f the 
vote. To make a  co-investment p ro ­
gram  work, explains Smith, a reason ­
able level o f dem ocracy  must be es- 
tablis' ed.

M ich ae l E van s. National D irec­
to r w ith E rn s t &  Y oung 's Real Estate 
Advisory Services in San Francisco, 
counters that co-investment adds an ­
other, u nneeded  level to  problem  
solving over the life o f the asset. 
“W hen there are decisions to be m ade 
by  d iffe ren t in v e s to rs  w h o  h av e  
chang ing  objectives and  strategies, 
there is always go ing  to  be the po ten ­
tial for conflicts o f interest.”

Hudson-Wilson concedes tha t co ­
investm ent may b e  a great way for a 
small pension p lan  to participate in 
larger investments, b u t reiterates that, 
“there is true lack o f control w hen  you 
need  it most." At th e  po in t w hen  you

most need  and  w ant to  do  som ething 
big— like invest m ore o r reduce the 
size o f your investm en t— you dis­
cover that your op tions aren't much 
different thnn if you h ad  invested in 
a com m tng ed  fund.

A  F O R M U L A  
F O R  S U C C E S S

Co-investors typically try to avoid the 
p roblem  o f potential conflicts o f in­
terest by finding o th e r investors with 
sim ilar investm ent objectives. "The 
big key to  success in co-investment is 
picking your partners." adm its Jeans. 
“It does little good  to find a partner 
w ho  w ants to hold p roperties for the 
long term, if you w an t to sell after 
th ree years."

C ab G ray so n . M anaging Direc­
to r o f CB C o m m e rc ia l R e a lty  \dvi- 
so rs . feels that estab lishing a pre-ex­
isting association for co-investment 
can  greatly enhance the success o f the 
co-investment. "These associations o f 
like-minded investors agree in ad ­
vance to a defined  real estate invest­
m ent strategy, acqu isition  process, 
s tandard ized  con tracts covering the 
decision-making pow ers o f investors 
and  transferability o f  jn terests, and 
pre-negotiated investm ent m anage­
m ent fees that are performance-based 
and  a ligned w ith the investors' inter­
ests. The associations and  the p red e ­
fined process allow  th e  investment 
m anager to move quickly and  to bet­
te r negotiate w ith the seller." CB com ­
p leted its first co-investment in 198. 
and  has created  an active co-invest­
m ent association o f  like-minded in­
vestors. S co tt T racy , G rayson's part­
ner a t CB Commercial, adds that, “The 
association prom pts th e  co-investors 
to address most o f th e  issues befo re­
hand, and  m inim izes the difficulties 
in gaining consensus. Investors agree 
that, once  the initial acquisition deci­
sion  has been  made, th e  advisor is 
g iven a defined  level o f d iscretion on 
opera ting  decisions, th e reby  reducing 
disputes.

W hen constructing the co-invest­
ment. it is critical that th e  rights o f  the 
co-investors be sta ted  clearly an d  d e ­
finitively. “You muse have a m echa­
nism for resolving d ispu tes am ong the 
partic ip an ts," w a rn s  J im  S ny d e r, 
P residen t o f K e n n e d y  A sso c ia te s  
R ea l E s ta te  C oun se l, a  Seatde-based 
advisor that has b een  putting together 
co-investments for the past 15 years.

.Snvder explains that the problem ­
solving process among the co-inves­
tors should be formalized as a general 
part of the co-investment agreement. 
Sometimes the process could be as 
simple as a majority vote among the 
co-investors, but it also should in­
clude a way to allow  an  unhappy 
investor to exit the co-investment. As 
noted, liquidity is one  reason why 
pension plans are looking at co-in­
vestment. Investors, therefore, need  
to be assured that there is an easy ou t 
if they want to leave.

“O u r exp e rien ce .” says Jeans, 
“has been that, if w e're having a 
problem  o r d isagreem ent w ith a part­
ner. v e  call a m eeting and  sit dow n 
to g e th er face-to-face. Ninety-nine 
percent o f the time w e can solve the 
p rob lem . In tho se  few  in stances 
w here it absolutely doesn  t work out. 
the partner can leave.” According to 
Jeans, that usually m eans the o ther 
panners will buy ou t the d isgrunded 
party.

The N ew  Y ork  S ta te  T e a ch e rs  
R e t irem en t S y s tem  also  has been  
involved in co-investment transac­
tions in the past, but none  recently. 
“We’re not saying w e w on ’t do  any­
more, but w hen  w e have  a choice, w e 
prefer to invest on  o u r own," notes 
J im  C am pbe ll. Assistant Real Estate 
Officer at NYSTRS. The Fund w ants 
to control its ow n desuny, Campbell 
explains, and  it is tougher to do  that 
w hen  hooked into o th e r investors. "It 
can be frustradng to be in a deal w ith 
an  investor w ho  has a shorter term  
horizon or is h and icapped  by political 
decision-making processes.”

The bottom  line is, co-investment 
is a little like “the Force” — that w on ­
derful source o f pow er that Luke Sky- 
walker discovers in G eorge Lucas’ 
Star Wars. Like the Force, co-invest- 
menc can be either o f g reat benefit, o r 
great harm  to the u se r— depend ing  
on  how  you app roach  it. And, as w ith 
all sources o f  power, investors must 
not forget that co-investment has its 
dark side. •>

Steve Bergsman is a freelance real 
estate writer in Mesa. Arizona.
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