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Offered 1in the Senate by

Senator Rieger

Letter of Intent

It is the intent of the Legislature that the Permanent Fund
Corporation Board of Trustees act in a fiduciary capacity with

respect to the management of the Permanent Fund®"s assets.

4/72 0/79 4
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SENATE CS FOR HOUSE BILL NO. 373( )
IN THE LEGISLATURE OF THE STATE OF ALASKA
EIGHTEENTH LEGISLATURE -SECOND SESSION

BY

Offered:

Referred:

Sponsors%: HOUSE RULES COMMITTEE BY REQUEST OF THE LEGISLATIVE BUDGET AND
AUDIT COMMITTEE

A BILL
FOR AN ACT ENTITLED
"An Act relating to investments of the permanent fund involving equity interests
in and debt obligations secured by mortgages on real estate; and providing for

an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 37.13.120(g)(16) is amended to read:

(16) equity interests in, and debt obligations secured by mortgages
granting a first lien on,, real estate improved by completed and substantially rented
buildings and located in the United States [] if the total value held bv the fund in
each investment does not exceed 5150.000.000. and, if the total value held bv the
fund in each investment exceeds $150.000.000. these investments are made

(A) inacorporation, partnership, trust, or other entity in which,
at the conclusion of each investment transaction, at least 33 [60] percent of the
beneficial ownership interests are held by other institutional investors, and
which is organized and operated for the purpose of making real estate

1 SCS HB 373( )
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investments by a bank, insurance company, or other manager of institutional

funds that has had at least five years of experience in themanagement of real
estate investments of institutional investors; or

(B) with corporations, partnerships, trusts, or entities in which,

mt the conclusion of each investment transaction, at least 33 [60] percent of the

beneficial ownership interests in the co-investing entity or entities as a whole

are held by institutional investors, and if
(i) at the time of investment the fund has no more than

a 67 [40] percent beneficial ownership interest in the real estate
invested in as_a whole;

(i) the rights and obligations of the fund are
substantially similar to those of the other institutional investors, except
for 'he percentage interest in the property; and

(iii) the property is managed and operated by an entity
that has had at least-five years of experience in themanagement of real
estate investments of institutional investors;

* Sec. 2. This Act takes effect immediately under AS 01.10.070(c).
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Alaska Permanent Fund Corporation
P.0. Box 25500 Juneau, Alaska 99802-5500
(907) 465-2047

M EMORANDUM

DATE:  April 11,1994

T0: enator Drue Pearce
é 8ha|r enate Finance Committee

FROM: William H._Scott
Executive Dslrector

SUBJECT:  House Bill No. 373

This Is to request that St{ou schedule House Bill 373 for a hearing in Senate
FInance at your earliest convenience.

HB 373 1s a hill to a end the P émanent Fund's st of aulhorlzed

Investments 1o rowd nt q ner3| In rea) estate
|nvestments mtrgduce %Le VY'[IVG Bu (}
f ar Trust es, HB 373

ommt ce att na mous re uesto
assea Figuse near unanlmausoy with on 3/ neDte I opposition. It
Basse o Senate Jud) ciary With n'votes In apposition.

or the |n r atlon o hem mbers of the Senate Finance Commltte
ave at aﬁ er 0 SU aortmg ocu hts which t Jtor X
efcrlbe eratlona e for this legislation Ina t|on | woul
ollowing comments.

ﬁﬁho of Feb uar %P 1994, )he Permanent Fund hzrdamarkehvalueo $15.7

lon of which IS hnveste In rea stﬁte eans rehal
[e_state in es mentF 9ua less. t percent of the total value of t
und ﬁ e n 1983, when It orl% approved. real esae
|nvestments or't authorlze th Bola rystees to mvest P
% \Ncento the &Jnd In real estate: the Trustees, Ey e?rd resolution
ave urther imited real estate Investments to 10 percént, plus or minus 2

prcent.



Senator Drue Pearce
April 11, 1994
Page 2

The primary reasons your Fun mana?ers are se(ekr %changes to th
exrstrwr estate sta ute arg; gto anrncrei ﬁﬁgew rbcontro
ver the Fung's real estate In ang V\’Ph oard 0
rustees reac herr ea estate asse locatro tar et,
3/|ng {0 rea percentt t for about ten ars an
mg uchcosert n.We are 1o trs ou vreW

(e dpreac Its gesired real est easstalocatron untq
provr ed from the 40 percent ownership ru

Atgs chment #1 rs the Board of r stees e Iutr n dated December 6,
% In S Llodport of ﬁ IS proposed ¢ ange rustees adopted this
resolution Unanimous

Attachm nt #2 rsame orandum at dNovember 18, 1993 Sﬂdressng 0]
She oar ustes rom our dEst]ate Investment Officer
eans. It de Crl FI e specific ro 0sed change In tn ermanﬁnt un
statutes. and explains the ned or the ¢ ange rom an historica
Derspective.

Attact?menth#3 IS a lefter dated Novernber9 1993 addresser:{ § \\/I
Jrans rom the Cor oatrons outside Fe state consultant, Pau [
1S Ietéer grovrde e consultant's fiduciary opinion In support 0 t
proposed change

Attacnm%nt#rtrs a letter darted November 16 addressed to t\/Lr m
from n‘ P 0looratronsoutsrde aw Tl Mornson & J:qherster which also
provides afiduciary opinion in supporto the proposed change

Attach(nent #51s a copy of an article Whrcr%haé)gear din trlrﬁkJnnré 1993

ave been
have nﬁver
und.wi ef
there 1s relle

ISSUE Ol.The Instifutional Real Estate Letter rlC kes a
(‘}(])m[:)ﬁ1 n% Case rO an. uninterested but eX ert thl[ rSp ctive
{ ung aska

once co Investing as current prac Ice
est long-

E’ermanent FUAJ orporation 1S”not necessar n the
term Interest.

étta e(nt #6 rsglrstrn% the real estaeholdrngso the Per anent
broken down by size of invesfment and percentage of ownershi

Jtachmenh #1018 a}nother memorandum from Mr. Jeans to myself
aaaressing the issue of lost Investment opportunities.
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April 11, 1994
Page 3

The Fund.invests | real estate to maxi Isk and return benefits
op glvers caﬂon here 1S nothln I éﬂ WW Ich Eg Hlndert
much that woul enhancel the other and the curren
str ction %rea[t |onificay to ortum COStS an Aace the ermBE t
g ﬁ t] bene m? sata om;i)etlélve ISadvantage
restrlctl% nt g state s pension plans for example, do not operate with such a

On.behalf of éhe Board of Trustees, | request that you give their concems
Serious consideration.
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Alaska PermanentFund Corporation
P.0. Box 25500 Juneau, Allaska 9980P-56500

WHEREAS, the Fund Is limited in directing business decisions on real

estate investments as a 40% participant; and
WHEREAS, the Alaska Permanent Fund Corporation is impaired in its

ability to reach its targeted real estate asset allocation within current parameters; and
WHEREAS, the Alaska Permanent Fund Corporation has lost

opportunities to acquire high return, low risk real estate investments;
NOW, THEREFORE, BE IT RESOLVED, THAT the Board of Trustees

unanimously directs staff to seek legislative changes to provide for up to 100%

ownership in real est ate investments.
PASSED AND APPROVED hy the Board of Trustees of the Alaska

Permanent Fund Corporation, this 6th day of December™993

CPa'\Eman, thoarcHE Trustees
Alaska Permanent Fund Corporation

ATTEST:

Corporate Secretary



Alaska PermanentFund Corporation
P.O. Box 25500 Juneau, Alaska 99802-5500
(907) 465-2047

-~

RESOLUTION 93-11

WHEREAS, the Fund is limited in directing business decisions on real

estate investments as a 40% participant; and
WHEREAS, the Alaska Permanent Fund Corporation is impaired in its

ability to reach its targeted real estate asset allocation within current parameters; and
WHEREAS, the Alaska Permanent Fund Corporation has lost

opportunities to acquire high return, low risk real estate investments;
NOW, THEREFORE, BE IT RESOLVED, THAT the Board of Trustees

unanimously directs staff to seek legislative changes to provide for up to 100%

ownership in real estate investments.
PASSED AND APPROVED hy the Board of Trustees of the Alaska

Permanent Fund Corporation, th

&Pa'rm N, Board’\jfTru&tges .
aska Permanent Fund Corporation
ATTEST.

Corporate Secretary
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Alaska Permanent Fund Corporation

P.O. Box 25500 Juneau. Alaska 99802-5500

MEMORANDUM
DATE:  November 18, 1993
T0: Enard Trustees
aska Permanent Fund Corporation

FROM: ete Jeahs-"24
Eeal ffstate Investment Officer

THROUGH: William H. Scott
Xecutive Director

SUBJECT: Recommended Legislative Changes, Real Estate

| am recommencling a change to Title 37 Cha ter 13, Section 37,13.120, the Alask
statute that autPt| fres m und's ntY]esEn eaI estate, [he re?er’ence to oal
estate Investment respon |||t|es ofthe Boar ustees will be changed 1o read

w g “rt TS i o 62 Nt DAl D U S

1

This change remove the 40% restnctlon og real estafe ac |3|t|ons Ehe rea
state Investment [ist' ts strlcke %rp the tatu(se an tran ers 1o th ard o
ere ﬂ]sml a shlng| tlrgnent Investment stan ards an

qu e?nes througH the anntt/al reaFestate [6S

In orcler fo Jusﬁf this recommendatlonht Isnecessary togive a brief descn{Jtlon of
E und state EX enence overthe pastten years;along with my views

S reh
the changes that are taking place in the industry.

In 1983, the ar the Alaska Permanent Fu rora lon ts first
vestment nr roH]ertg En @ ci PPru tee adq ate 6% ch?aﬁe$ %I”IOH
und to real estate. oar rustees Ired a rea estate consultant t0 assist




Board of Trustees
November 18. 1993

Page 2

in se_Iectinq three real estate advisors. From 1983 through 1987, the Fund took a

passive role in real estate investing and relied almost exclusively on the
Additionally, the 40% co-

recommendations of the consultant and advisors.
investment requirement created a high comfort level for the Trustees. By co-

investing with larger, more sophisticated pension funds and endowments, the
Permanent Fund took advantage of their expertise and leadership in real estate
investing. During this period, control and involvement in property decisions were

not priorities for the APFC.

In the later part of the -80's, there was a turnover in Permanent Fund real estate
staff. Soon after, the Fund em_plokl_ed new real estate consultants and attorneys, all
of which resulted in a more directive approach to reai estate investing. The Fund
has become more involved in the real estate investment process, from requiring
certain controls and buy-sell arrangements on each real estate transaction to
initiating disposition activities. Even as a 40% player, the Fund has been able to
negotiate either equal or favorable terms and receive coequal treatment from larger

investors.

Historically, market conditions played an important role in negotiations for
favorable terms. D.urlnﬁ the recent market decline in the industry, many ﬁensmn
funds sat on the side lines, offering little competition for deals, Now that the
market has shown signs of recovery, pension funds are re-entering the markets.
Like the APFC, our institutional partners are gaining knowledge and confidence in
their abilities to control investments and they no longer allow us to participate as
an equal partner in a 40/60 deal. The only way to secure the same level of control
that the Fund historically obtained with past investments is to acquire an equal or

majority interest.

Cwuwi » " byl fas -the”greatest" benefit™ ty'IpuaitiouHflran
k.fAstMSnt. Timing of major capital events, such as a property sale or the funding
of a mall redevelopment designed to head off new competition, is often crucial to
enhancing returns on a pioperty. The inertia of some institutional partners has
caused numerous missed opportunities for the Permanent Fund in the past.

O*haiL—adianBfa%eez—.eIﬂo exist. The real .ewtnta. asset-allfloacion set by the Board of
Trustees Mviifahwiirira cwwlyattaigable* Unless a single deal is exceptl_onall¥_ large,
the acquisition of a smqle_property will not materially affect the diversitication
strategy. Through resolution, the Board of Trustees will continue to maintain

control over the diversification goals.

nrifmtintie— — — diwilmi i—g—ainfpirrtnnrnhii) njrrrnefrtS  Complications in
replacing investment advisors are directly correlated with the number of partners
in‘a deal. The replacement process is simplified in a 50/50 to 100% investment.



Board of Trustees
November 18, 1993

Page 3

By»h»wifrd»-0T»tion"tcrtake-100%" ofan-investment; we anticiFate an increase in
with only one or two investors involved, advisors will be more likely to

1 | | ; :
propose acquisitions to us. particularly those with short closing time frames.

This proposed change to the Statute will Piv_e the Board of Trustees the flexibility to
direct the real estate staff by board resolution. Attached is a letter from our legal
counsel and.real estate consultant recommending these changes.
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DEC 6 1993

. M ” *
Saylor Property Capital,Inc. H%WAHO\I

Eight piedmont center
SUITE 320
ATLANTA. GEORGIA 30308

TEL: (404) 261-6049 NEW YORK OFFICE

FAX: (404) 261-0271 437 maooon avenue. 40th floor
NEW YORK. NEW YORK 10022-7360

Paul H. Saylor TEL:(212) 7544260
FAX: (212) 7544264

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 | give a few thoughts why | am in favor of a legislative change
to allow you to take up to a 100% interest in an investment.

l) Control

Although co-investment documentation is _evolvin? to the point whera 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 | believe the APFC has been advantaged by retaining discretion over
mag)or investment, management and divestment issues, it is currently required
to be totally aligned with one or more partners in order for activities which 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 Eartners was lethargic and
bureaucratically hamstrung from acting in ail partners7best interests.

2) Maximum New Opportunities

As property markets turn back in favor of sellers, the APFC will receive



increasingly fewer high quality investment opportunities, as investment
managers will be less in need of the APFC's capital and wish to conclude
transactions wit* either one investor or a commingled format over which they
have discrete?:  Currently, it is relatively complicated for a transaction
originator to i&"ocify an asset for the APFC with the condition the APFC will
only pursue due d|||%ence or the consummation of a transaction once a
compatible investment partner has heen identified. Recently, transactions have

gone elsewhere to avoid this process.

Additionally, there are increasing concerns reggardmg potential incom at|b|||t%/
of APFC réquirements with those of certain other active investors. Althoug

the multi-asset co-investment oPportumty which we have collectively pursued
for the last several months will go a Iong 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 o: 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 to
correct them than most other institutional investors. Existing assets and
portfolios need to he intensively managed in orderto 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.

| do not at all advocate that the APFC should only pursue acquisition of full interests
in individual assets and poTfolios, but | believe a change of legislation to allow you
to do so is most important. Itis my view that the immediate effect of such chan%e
will not be termination of your co-investment programs, but rather a,’gearmg ug,qft e
Brocess contemplated by ‘your co-investor conference this past April. Your ability to
e a major {Jartner, 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.

YC V.

Pa

CC: Llewellyn Lutchansky
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V3CA FACSIMILE

Mr. Pete Jeans ,

Real Estate Investment O fficer.

Alaska Permanent Fund Corporation

P.O. SOX 25500

Juneau, Alaska 99802-5500

Dear Petes

_ you have asked us to review the froposed

legislative anuuidments to Section 37.13.120(g) of the Alaska

Statute* in the context of our experience as Investment

counsel for the Alaska Permanent Fund Corporation (the

"APFC"). We understand that the legislative amendment to he

reviewed hy the Board would modlfy subsection (g)(16) of

Section 37.13.120 to provide:

, (g) Subject to the limitations contained in
this section, the board ma¥ invest fund assets at the
competitive national market rates or prices that are
applicable to each investment only in

. _ (163 Equity interests in, and debt
obligations secured by mort(t;ages 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 fu [fill its investment
objectives without imposing Ieﬁallconstralnts 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 pr posal ensure
that sufficient fiduciary safeguards are presen
connection with the acquisition of reel estate by the APFC.
Third, and perhaps most significantly, the proposed

noastusor/u
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Since the enactment of ERISA, a majority of public,
retirement systems have adopted legislative changes tha
substltute general fiduciary standards for legal list
statutori/] restrictions. The rationale underlying these
changes has besn similar to the legislative intent of
Congress in enacting ERISA, that the legal list restrictions
are either duplicative with the general standards of
prudence and diversification, are obsolete mterRretatlons
of such standards or are 9en,era| examples of such standards
that may not toe appropriate in specialized investment

contexts.
't would toe beneficial to the APFC to pursue

investment opporxunxties in | estate under standards

sim ilar to the fid |ary st rds applicable to the
a | tors competing for these
u

se the APFC w ill toe fully

e investments that satlsfy the
other standards applicable
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It is widely recognized that the current real
estate acquisitions market demands a greater scrutiny of
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current income opportunities than was the case in years
where capital aJJprema.tlon.ln real estate could be more
easlj¥ projecte 't is significant to note that the AFFC'S
abili to"control decisions that are economically relevant
to both income and potential capital appreciation is lim jted
by its current inability to acguwe a majority interest in
ifs real estate investments. yallowm% the"board and, to
the extent delegated by the board, the APFC staff, the
ability to balance the economic benefits of control against
the costs? of such_ a percentage acquisition, tha APFC w ill be
abla to maximize its investment objectives in a context
relevant to each particular investment opportunity it

reviews for potential acquisition.

. Please contact me if we can bhe of further
assistance in tnis matter.

very truly yours

Rachel Mardcun
RMtpmd

U96M (T4907/T7
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SECUR'T'ZAT'ON bv Steve Bergsman
R E IT s O n a T e ar
Deja Vu- Have We Been Here Before?

Real estate investment trusts have been on a tear. For thefirst

quarter of 1993, REITs posted returns of 19.1 percent, easily
outdistancing the S&P 500 which only managed a 4.3 percent
return. This was an evenfasterstart than in 1992 wheyi REITs

blistered the market for a 20.7 percent return, again showing up the S&P 500

which only notched a decenc 7.7 percent recum.
It’s not just the market}Ferformance of REITs that has caught the eye of the

investor— last year, the REIT market raised 56.6 billion, nearly 52 billion greater
than the previous record year of 54.8 hillion. More than halfof that 56.6 billion
was raised by_emstmg_R_ ITs which were extremely active in the real estate
market, acquiring S2 billion worth of properties. REITs suddenly became the
Japanese of the Nineties. The paradox is. after mugg_ln? the U.S. real estate
market with a seemingly inexhausuble supply of capital, the Japanese have

disappejred. Will the same thing happen Continued. Page 5

CO-INVESTMENT
The Dark Side

Trendy,

Lv Steve Bergsman

Co-Investment May Be

But It®3 Not AIl Wine and Roses

The concept of co-investing has been aroundfor decades, but
recently, it seems to have become the "in" thing to do.
Increasingly, over thepast threeyears, investors and investment
managers alike have been dressing theirportfolios up with
co-investments— the institutional investment community's analog of the

‘grun%e'—look. _ _ _ _
The "grunge look'%-ripped ieans and flannel shirts— may be popular in
some circles today, but it ce_rtalnI){ isn't for everyone. Neither is co-investment.
Even if co-investment is particularly we'!-suited to the needs of your fund, there
are numerous issues which must be considered to make sure your beneficiaries
don't end up in rags and tags. _ .

Like the grunge look, the trendsetter for co-investment came out of the Pacific
Northwest. Since the mid-1980s, the Alaska Permanent Fund—a 515 billion

endowment organized for the henefit for Continued Page 15
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Continuedfrom page 1

all the citizens of Alaska and funded
by taxes on mineral extraction reve-
nues— lias been the leader in the US.
co-investment movement. _
~The reasoa’ As alwavs. necessity
is the mother of invention. By statute,
the maximum interest the Permanent
Fund can hold in any single propertv
IS now. This means that, in order to
make separate account investments
work—and the Alaska Permanent
Fund s Real Estate investment Olficer,
Petejeans. verv much wants his hand
to be a separate account investor—
the Fund has no choice but to co-m-
vest (join with other tax-exempt funds
to make a purchaseg. _
Asa result, for the last eight years.
Jeans has made co-investment after
co-investment, bringing into his reai
estate plays more than 100 pension
fund investment partners.
proach has worked well for the
Alaska Permanent Fund, and now
Jeans has come south to spread his
gospel throughout the "Lower 48."
<More than hOpension, foundauon and
endowment turds recently attended a
nvate conference on co-investment in
allas, sponsored by the Alaska Per-
manent Fund and its advisors.)
Obviously. Jeans is having some
success spreading the word. He cred-
its this success to the discontent so
many pension plans have been feel-
ing over the real estate investment
programs in which they invested dur-
Ing the early to mid-1980s. During
those formative years. Jeans explains,
the institutional "investor community
enthusiastically embraced the con-
cept of blind po'M commingled fund
investing. With this approach, a group
of tax-exempt investors would invest
their capital in a specified group trust,
insurance company separate account
or limited partnership organized and
managed by an investment manager
in order to enable those investors to
acquire a diversified portfolio of real
estate assets. The problem with these
funds, says Jeans, is that investment
decisionsand management responsi-

It"s Not Al

he ap-

Wine and Roses

bilities were ieft in the hands of a third
party who had ultimate discretion
over the funds— and who almost al-
ways had siKiuficant conflicts of inter-
est. To make matters worse, when the
real estate market collapsed, funds
trying to escape the calamity discov-
ered they were blocked by poorly-
conceived exit s_trate%les. _
~ Todav. pension plans, still tangled
in the webs of commingled funds but
anxious to get in on the buving oppor-
tunity or a lifetime, are looking for new
paradiems— aiternauve forms of reai
estate investment that can offer
greater control and liquidity. Of
course, the ultimate control results
when a pension fund acquires prop-
erties directly with no partners. Some
funds are unable or disinclined to go
that route, however, which, according
toJeans, is what makes co-investment
S0 aF ealing today.

one considers investment struc-
tures on a conunuum, notes Allen
Andersen, a Principal with the Dallas
office of Arthur Andersen Real Es-
tate  Service
Group, they will
fall somewhere
between  sole
ownership and
commingled
funds. Where on
the conunuum co-
investment lies—
especially in re- o
gards to the control issue—is still
subject to debate. Andersen, for one.
says he would place co-investment
closer .o commingled funds on the
spectrum, rather than placing it
squarelv in the middle. _

Of the many forms of co-invest-
ment. the least popular have been
those which reguwe advisors, operat-
ing partners or developers to put their
own capital at risk alongside the in-
vestors. While some investors now
require such arrangements, others
Shﬁ away because of the obvious
inherent cor *licts of interest. fAs Bob
Burke, a Principal of AMB Institu-
tionalRealty Advisors likes to point

e m 1l s H\ 1'M:

investors.
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nut. the investment management in-
dustry appears to have come full cir-
cle. The real estate investment man-
a?e_ment industry reallv took off. ex-
Eal_ns Burke, when the Employee

etirement Income_Secuntv Act of
1974 (remember ERISAS mandated
that, pension funds interject a fiduci-
ary-hetween pension plan assets and
dial promoters. Today, notes Burke,
pension funds requiring: theiradvisors
1o co-inves: effectively are requiring
them to become promotets— creat-
ing, once a%am, precisely the kinds of
conflicts the provisions of ERISA
sought to eliminate.)

Anexamination of many of these
structures also will reveal that the
advisor/developer/operator often
stands to receive back in fees during
the first few years of the investment,
an amount equal to or exceeding the
capital it generally committed to the
partnership. In such cases, the pen-
sion fund's coinvesment “Partner’
may have little or no capital at nsk
after the first few years.

To make matters worse, warns
Allen Andersen, when the other part-
ner is not a tax-exempt fund there
usually is a disproportionate level of
investment. The tax-exempt investor
%vgncally funds something akin to 90-

% of the investment and the advi-
sor. 5-10%. Those kinds of splitsdon't

Ofthe many forms of co-investment,
the leastpopular have been those
which require advisors, operating
partners or developers to puttheir
own capital atrisk alongside the

really do what the pension fund
wants them to do. _
“When pension funds do require
their investment managers to put their
own capital at risk in the deal, adds
Jim Curds, a Principal with San Fran-
cisco-hased workout specialist The
Bristol Group, they typwally are
seeking to align the interests of their
partners with their own. The hope,
explains Curtis, is that, by having
their capital at risk alongside the
pension fund's capital, the operat-
Ing partner will be more attentive to
the management of the pension
fund’ investments. "That's the hope,"

Continued, NextPage
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(- "onttruea from previous page
notes Curtis. WeVve ieameo. how-
ever. that people can make equaliv as
bad investment decisions with their
own money as wich somebod
else's." Cleariv. therefore. havm
capital at risk is no guarantee that
th|n%s will go well.

urtis also cautions that fre-
quently the partnerdoesn teven have
its own capital at nsk. "They raise it
from othersources or they borrow it.
The problem is. when ‘the capital
contributed is non-recourse, the in-
vestment manager or promoter really
isn'tat nsk atall. Insuch cases." warns
Curtis, "all that these co-investment
requirements really create is the inu—
sion Of comfort.' o
~In addition, an incompatibility of
incentives often exists in these types

. co-investments. ..are nothing more {he
than a commingled fund warmed over.

of investments, ac_cording to Ron
Karp of the Summit. Nf-based con-
sulting firm Ronald A. KarR st ASS0-
ciates. Karp notes that there is a
mismatch in the long-term stability
and financial staying power of the
pension plan versus the investment
advisor or operating partner. “If the
investment gets into trouble, who is
going to fund the losses? Obviously,
It going to be the pension plan. And
that is going to create a problem
when it comes to decision-making."

The most popular form of co-in-
vestment. however, is hetween simi-
lar investors with similar objectives
and resources, such as two or more
pension plans. Even here, however,
there are variations and concerns.
One type of co-investment, for exam-
ple, relies on an advisor who brings
together investors with a common
investment strategy. The advisor then
executes transactionsaccordingly. Asec-
ond type of co-investment occurs when
investors unite under their own initia-
tive— when trie co-investment is inves-
tor-driven. rather than manager-driven.
~The principal feature of every co-
investment. however, is chat it in-

volves more tnan one investor une
typical co-investment involved be-
:ween tnree to rive investors;. Therein
lies co-investments strengtn— and it
weakness. _ _
_Forasmaller pension plan, co-in-
vesiment offers the opportunity to
participate in transactions larger chan
those the plan otherwise would be
able to execute on its own. "Small
funds mav not be able to invest in
large proieccs _5|mPI_y_ because their
allocation is insufficient.'” expiains
Terry Ahem, a Principal with the
Cleveland-based Townsend Group.
It also enables a larger investor to
achieve more diversification than oth-
erwise would he possible by investing
directly. According to its Chief Real
Estate Investment Officer. Cravson
Zanders, tor example, the Amentech
Pension Trust nas
assembled a
roughly 51.2 bhil-
lion" real estate
portfolio over
past ten
years. Sanders
notes, however,
that because it
has ac?uwed
_ ~much of that
portfolio by co-investing with other
tax-exempf funds. Amentech’s $1.2
billion position is covered by a port-
folio of more than 514 billion in real
escaceassets. _
Investors who have done co-in-
vestments often say they like bel_nﬁ
involved wich other participants wit
similar (ﬁ]oals because there is a com-
fort with being associated with other
entities that have the same investment
strategy. Or. as Andy Smith. Presi-
dent of L&B Reai Estate Counsel
Inc. says. “There isa warm and cozy
feeling about doing a large invest-
ment with others.” Why? For one
thing, there is a lot more due dili-
gence. explains Smith. Each partner
gets to scrutinize the deal: there are
more checks and balances so it5 less
I|kel% there will be any surprises.
espite the lack of surprises,
there also |s_gomg to be a lot more
work—and fiduciary liability— for the
co-investors. By co-investing rather
chan commingling, for example, tax-
exempt investors not only have to
review the potential investments, but
also must participate in the decision
to acquire, in addition, they must be

nvoived in decisions concerning the
ongoing management of the proF-
erty. and when and how eventually
to divest. The problem is. without a
(hird party fiduciary to share the risks,
a pension fund subl|ect to ERISA pro
visions must shoulder the fiduciary
liability associated with making these
decisions alone. o
_ Despite the extrawork and liabili-
ties. however, this is lorec_lsely the
kind of control that was lacking in the
commingled funds, and precisely the
kind of control that many tax-exempt
investors now want. When investors
were passively investing in commin-
gled funds, advisors and managers
made those decisions. When advisors
became promoters, and began struc-
tunng fundsas partnerships to avoid
being subgected to fiduciary liability
under ERISA, thev sull made the de-
cisions. but investors no longer en-
loyed any insulation from fiduciary
liability. When investors realized they
weren't gom% to receive any fiduciary
insulation, they started questioning
why they should give up control. This
issie, and this Issue alone, is the
primary driving force behind the co-
Investment trend. “Investors were
very concerned about the lack of
control in commingled funds.” ex-
plains Alaska's Pete Jeans. “They
wanted to be pan of the process.
Co-investment gives the investor
more control."
Or does it?

LESSONS
~ LEARNED
The old axiom of reai estate used to
he “locauon. location, location." But,
counters Tim Getz, investment Offi-
cerwith the Ohio PublicEmployees
Retirement System, the axiom re-
aIIY should be “control, control, con-
trol. You're noc going to get that con-
trol." warns Gefz, "by sharing your
decision-making power." Getz speaks
from expenence— his fund was a pio-
neer in hoth the early commingled
fund and co-investment movements.
"One of the lessons that we learned
from commmgled funds was that the
investor didnt make portfolio deci-
sions. The decisions were always be-
ing made b}/_some_one else. When
things got difficult, it was impossible
to achieve consensus." Getz warns
that the problem is no different with
co-investments, which he says are



nothing more than a commingled
fund warmed over.

As noted before, one of the
strengths ot co-investment is the
added laver of scrutiny. This also is a
weakness, however, because it often
can be difficult if not impossible to
8et_mu|t|ple pames to come to a

ecision. And. since co-investors
dont always have equal shares, by
definiuon. someone is bound to end
up with a minontv interest. Obviously,
that can be a real problem ifthe maior-
ity investors have a different point of
view than the minority investors.

“Co-investirenc complicates
every single aspect of a transacuon."
says Susan Hudson-Wilson. Direc-
tor of Portfolio Strategy for Boston-
based Aldrich. Eastman and
Waltch. "All of a sudden there are
two or more parues— very interested
pames— that need and ought to be
satisfied on every single aspect of the
investment.” As Hudson-Wilson
points out. however, a hot button for
one co-investor may not be so hot for
another. This can make it extremely
difficult to structure a transacuon.

Once a co-investment has been
completed, however, there essentially
are five decisions upon which co-in-
vestors have to agree: leasing; capital
improvement budget; sale; and an
exit strategy. In a co-Investment, the
way for the investors to feel their way
through those processes, says L&B's
Smith (who has been puttin to%ether
co-investment deals since the 1970s)
is to make sure that one participant
never has more than 50 percent of the
vote. To make a co-investment pro-
gram work, explains Smith, a reason-
able level of democracy must be es-
tablished. , ,

Michael Evans. National Direc-
torwith Erasta Youngs Real Estate
Advisotv Services in San Francisco,
counteis that co-investment adds an-
other. unneeded level to problem
solving over the life of the asset.
"When there are decisions to be made
bﬁ different investors who have
changing objectives and strategies,
there is always going to be the poten-
tial for conflicts of interest.”
~ Hudson-Wilsonconcede thatco-
investment may be a great way for a
small pension plan to participate in
larger Investments, but reiterates that,
“there istrue lack of control when you
need it most." Atthe point when you

most need and want to uo sometning
big— iike invest more or reduce the
Mze or your investment—you dis-
cover that your options aren t much
different than it you had invested in
a commingled fund.

FOR SLCESS

Co-investors rvpicallv try to avoid the
problem of potential conflicts of in-
terest by finding other investors with
similar “investment objecuves. "The
big key to success in co-investment is
picking your partners.” admits Jeans.
'It does little good to find a partner
who wants to hold properties for the
long term, if you want to sell after
three years." _ )
Cab Grayson. Managing Direc-
torof CB Commercial Realty Advi-
sors. feels that establishing a pre-ex-
isting association tor co-mvestment
can greatly enhance the success of the
coinvestment. "These associations of
like-minded investors agree in ad-
vance to a defined real estate invest-
ment strategy, acquisition process,
standardized  contracts covering the
demsmn—makln_?_ povrers of investors
and transferability of interests, and
pre-negotiated investment manage-
ment fees thatare peiformance-based
and aligned with the investors' inter-
ests. The associations and the prede-
fined process allow the investment
manager to move quickly ? -to bet-
ternegouate with the seller. JB :om-
pleted its first coinvestmenc in 1981
arid has created an acuve coinvest-
ment association of like-minded in-
vestors, Scon Tracy, Graysons part-
neracCB Commercial, adds that. “The
association prompts the co-investors
to address most of the issues before-
hand and minimizes the difficulties
in %a|n|ng consensus. Investors agree
that, once the initial acquisition deci-
sion has been mad:, the advisor is
given a defined level of discretion on
operating decisions, thereby reducing
disputes. _ _
When constructing the co-invest-
ment. it is critical that the rl?hts of the
co-investors be scared clearly and de-
finitively. “You must have a mecha-
nism for resolving disputesamong the
Barn_mpants.” warns Jim Snyder.
resident of Kennedy Associates
Real Estate Counsel, a SeatrJe-based
advisor thathas been putting together
co-investments for the past 15 years.

LIk Inl\ Lok
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'mvaer explains that the problem-
solving process among the co-mves-
tonsshould be formalized as a general
gart of the co-investment agreement.
ometimes 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 Iook|n<}; at co-in-
vestment. Investors, therefore, need
to be assured thatthere is an easy out
if they want to leave.

"Our eerrle_nce." says Jeans,
"has been that if we're having a
problem or disagreement with a part-
ner. we call a meeting and sit down
together face-to-face. Nmetr-nme
percent of the time we can solve the
problem. In those few instances
where it absolutely doesn twork out.
the partner can leave." According to
Jeans, that usually means the other
partners will buy out the disgruntled

partyr.

The New York State Teachers
Retirement System also has been
involved in co-investment transac-
tions in the past, but none recently.
‘We're not saying we wont do any-
more. butwhen we have achoice, we
refer to invest on our own," notes
im Campbell. Assistant Real Estate
Officer at NYSTRS. The Fund wants
to control its own destiny, Campbel
explains, and it is tougher to do tha
when hooked into other investors. "l
can be frustrating to be in a deal with
an investor who has a shorter ter
horizon oris handicapped by politic
decision-making processes.'
~ The bottom line is. co-invesunen
is a little like "the Force" —that won
derfi'i source of power that Luke Sky
walker discovers in George Lucas
Star Wars. Like the Force, co-invesi
ment can be either of great benefit, ¢
great harm to the user— dependin
on how you approach it. And. as wit
all sources of power, investors mu;
not forget that co-invesunent has i

dark side.

Steve Bergaman a a freelance real
estate writer in Mesa. Arizona.
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Alaska Permanent Fund
Real Estate Portfolio
Direct Investments

Permanent  Number Permanent
Fund 0 Fund

Property Ownership Partners Investment
on W\bods 19.6% 6 1 242 642
Williamsburg Apartments 19 6% 6 1 617 407
Chatham's I\?ark 19 6% 6 1 676 581
Avalon Park Apartments 40 .O% 2 3 444 725
Loganls Mark 19.6% 6 1 696 305
Park at Wells Branch Apts  19-6% 6 1 814 652
Amberwood Apartments 39.4% 2 3 742 210
Lake Apartments 19 6% 6 1 893 550

The Springs Apartments 19.6% 6 1 913 275
Brookstoné Apartments 19 .6% 6 1 932 99
Hunt's View Apartments 19 .6% 6 1 972 448
Plaza Port W\est 13 4% =) 1 370 297
Goldbelt Building 40.0% 2 4 161 831
Zia Vista Apartments 40 0% 2 4 165 180
Conservatory Apartments 19.6% 6 2 366 938
Tree Tops Apartments 40 .O% 2 4 955 649
Tri-County Corp. Center CCRmCl) 3 4 130 595
Eastridge Aparpments 40 .O% 2 4 985 158
Royal Farms Apartments 40.0% 2 5 432 099
Brldqewater Apartments 33.3% 3 4 965 889
Overlook  Apartments 40. 0% 2 5 973 706
Skyler Ridge Apartments 40.0% 2 6 126 795
Innesbrook” Apartments 40 .0% 2 6 349 682
Villages of Forest Ridge 33 . 2 5 467 086
IMNTX Business Center 40 .O% 2 7 130 326
Club at Tanasbourne 40.0% 2 7 210 300
Waterford Place Apts. 40 .0% 2 7 401 600
Bank of California Center 40 .0% 2 8 014 113
Amador Qaks Apartments 39.7% 3 8 105 813
Siesta Key & Cedar Key 16.7% 2 3 455 269
Bristol Place Apartments 40.0% 2 8 535 550
Riverbend Apartments 40.0% 2 9 505 718
Mill Pond & Conifer Creek 40-0% 2 9 662 512
Paragon Building 25.0% 2 6 513 231
Crxs al Creek Apartments ~ 40.0% 2 10 779 871
Lakefront Apartments 40.0% 2 11 024 930
Arboretum Lakes 40.0% 2 11 255 740
37 West 57th Street 40.0% 2 11 441 158
Island Club Apartments 40.0% 4 13 491 470
Blue Ash Business Park 23 . 7% S 8 155 945
Club Apartments 33.3% 2 12 363 540
Alameda Industrial Prop. 40.0% 2 15 098 981
Dallas Industrial Port. 40.0% 4 15 393 732
Frontier Building 19.0% 8 8 171 630
Place 31.8% 2 14 141 683

One Corporate Plaza 40.0% 3 17 934 596
Danada Centers 40.0% 3 18 400 000
4 17 940 559

MWCOPUS Properties 33 .1%
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Oakwood Mall

ARA Reading Center
Ontario Place
Beaverton/Redmond Tech.
Walnut Building

Fiesta Mall

919 North Michigan
Harman International
South Park Tower
University Square Mall
One O"Hare Center
Owings Mills

IBM"s SWMD Headquarters
St. Louils Center
McKinley Mall
Monroeville Mall

1818 Market Street

135 East 57th Street
Westside Pavilion
Tysons Corner Center

Permanenc  Number

Fund

of
Ownership Partners

> NWNWRUI® Ao @ NN WORAWN AW

Permanenc
Investment

9, 964.000
18, 785,746
23 960.000
25, 259,853
24, 933,348
26, 232.300
28, 554,686
32 014,143
32 045,962

509 924

' 551,026
25, 491.300
41, 416,084
18, 494,089
15, 037,838
26, 009,927
25, 724,266
37, 573,374
29, 796,506

145, 049,462

CPst of 100%

Investment

59.784.000
99,851,424
59.900.000
63,149,632
65,235,707
65,580,750
71,386,714
80,035,357
80,114,906
93,011,894
96,377,564
100,955,644
103,540,209
111,449,115
141,363,617
152,058,063
159,829,672
165,322,851
242,186,977
381,709,112
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