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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 COM M ITTEE BY REQUEST OF TH E  LEGISLATIVE BUDGET AND 
AUDIT COM M ITTEE

"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:

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 S150.000.000. and, if the total value held bv the 
fund in each investment exceeds $150.000.000. these investments are made

(A) in a corporation, 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

A BILL

FOR AN ACT ENTITLED

(16) equity interests in, and debt obligations secured by mortgages

-1-

N e w  T e x t  U n d e r l i n e d  ( D E L E T E D  T E X T  B R A C K E T E D ]

SCS HB 373( )



w

1 investments by a bank, insurance company, or other manager of institutional
2 funds that has had at least five years of experience in the management of real
3 estate investments of institutional investors; or
4 (B) with corporations, partnerships, trusts, or entities in which,
5 ■ at the conclusion of each investment transaction, at least 33 [60] percent of the
6 beneficial ownership interests in the co-investing entity or entities as a whole
7 are held by institutional investors, and if
8 (i) at the time of investment the fund has no more than
9 a 67 [40] percent beneficial ownership interest in the real estate

10 ; invested in as_a whole;
11 (ii) the rights and obligations of the fund are
12 substantially similar to those of the other institutional investors, except
13 for 'he percentage interest in the property; and
14 (iii) the property is managed and operated by an entity
15 that has had at least-five years of experience in the management of real
16 estate investments of institutional investors;
17 * Sec. 2. This Act takes effect immediately under AS 01.10.070(c).

WORK DRAFT WORK DRAFT WORK DRAFT

SCS HB 373( ) -2-
N e w  T e x c  U n d e r l i n e d  [ D E L E T E D  T E X T  B R A C K E T E D ]
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Alaska Permanent Fund Corporation
P.O . Box 25500 J u n e a u ,  A la sk a  99802-5500 

(907) 465-2047

M E M O R A N D U M

DATE: April 11,1994
TO: Senator Drue Pearce

Co-Chair, Senate Finance Committee
FROM: William H. Scott

Executive Director
SUBJECT: House B ill No. 373

This is to request that you schedule House Bill 373 for a hearing in Senate 
Finance at your earliest convenience.
HB 373 is a bill to amend the Permanent Fund's list of authorized 
investments to provide for up to 100 percent ownership in real estate 
investments. Originally introduced by the Legislative Budget & Audit 
Committee at the unanimous request of the Board of Trustees, HB 373 
passed the House nearly unanimously with only one vote in opposition. It 
passed from Senate Judiciary with no votes in opposition.
For the information of the members of the Senate Finance Committee, I 
have attached a number of supporting documents which thoroughly 
describe the rationale for this legislation. In addition, I would offer the 
following comments.
As of February 28, 1994, the Permanent Fund had a market value of $15.7 
billion -  $1.0 billion of which is invested in real estate. That means real 
estate investments equal less than 7 percent 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 percent of the Fund in real estate; the Trustees, by Board resolution, 
have further limited real estate investments to 10 percent, plus or minus 2 
percent.



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 percent target for about ten years and have 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 until there is relief 
provided from the 40 percent ownership rule.
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.
Attachment # 5 is a copy of an article which appeared in the July 1993 
issue of T h e  In s t i t 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.
Attachment #6 is a listing of the real estate holdings of the Permanent 
Fund, broken down by size of invesfment and percentage of ownership.
Attachment #7 is another memorandum from Mr. Jeans to myself 
addressing the issue of lost investment opportunities.

Se nator D r u e  Pearce

April 11, 1 9 9 4
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S e n a t o r  D r u e  Pearce

April 11, 1 9 9 4

P a g e  3

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 the other hand, the current 
restriction creates significant opportunity costs and places the Permanent 
Fund and the Fund's beneficiaries at a competitive disadvantage. PERS 
and TRS, the state's pension plans for example, do not operate with such a 
restriction.
On behalf of the Board of Trustees, I request that you give their concerns 
serious consideration.
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A l a s k a  P e r m a n e n t  F u n d  C o r p o r a t i o n
P.O. Box 25500 Juneau, Alaska 99802-5500 

(907) 466-2047

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 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 by the Board of Trustees of the Alaska 
Permanent Fund Corporation, this 6th day of December l̂993.

Chairman, ±5oarcH)t Trustees 
Alaska Permanent Fund Corporation

ATTEST:

Corporate Secretary



A l a s k a  P e r m a n e n t  F u n d  C o r p o r a t i o n
P.O. Box 25500 Juneau, Alaska 99802-5500 

(907) 465-2047

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 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.

Permanent Fund Corporation, thi
PASSED AND APPROVED by the Board of Trustees of the Alaska 
und Corporation, thi

Chairman, Board^jf Trustees 
Alaska Permanent Fund Corporation

ATTEST:

Corporate Secretary
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Alaska Permanent Fund Corporation
P.O. Box 25500 Juneau. Alaska 99802-5500 

(907)465-2047

M E M O R A N D U M
DATE: November 18, 1993
TO: Board of Trustees

Alaska Permanent Fund Corporation
FROM: P e te  J e a h s - ^ 2 ^

Real Estate Investment Officer
THROUGH: William H. Scott 

Executive Director
SUBJECT: Recommended Legislative Changes, Real Estate
I am recommending a change to Title 37, Chapter 13, Section 37.13.120, the Alaska 
statute that authorizes the Fund's investments in real estate. The reference to real 
estate investment responsibilities of the Board of Trustees will be changed to read:
<gX16) equity interest in, and debt obligations secured by mortgages

granting a ffrst lien on, real estate located in the United States. 
(16XA) deleted 
(16XB) deleted 
(16XBXi) deleted 
(16XBXii) deleted 
(16XBXiii) deleted

This change removes the 40% restriction on real estate acquisitions. The real 
estate "investment list" is stricken from the Statute and transfers to the Board of 
Trustees, the responsibility for establishing prudent investment standards and 
guidelines through the annual real estate resolution.
In order to justify this recommendation it is necessary to give a brief description of
the Fund's real estate experience over the past ten years, along with my views on
the changes that are taking place in the industry.
In 1983, the year the Alaska Permanent Fund Corporation made its first 
investment in real property, the Board of Trustees had allocated 6%  of the $3 billion 
Fund to real estate. The Board of Trustees hired a real estate consultant to assist



Board of T ru stees 
November 18. 1993 
Page 2

in selec ting  th re e  rea l e s ta te  advisors. F rom  1983 through 1987, the F und  took a 
passive role in  rea l e s ta te  investing an d  relied a lm ost exclusively on the 
recom m endations of the consu ltan t and  advisors. Additionally, th e  40% co- 
investm en t req u irem en t c rea ted  a high comfort level for the T rustees. By co­
investing  w ith  larger, more sophisticated pension funds and  endowm ents, the 
P e rm an en t F u n d  took adv an tage  of th e ir expertise and  leadersh ip  in  rea l e s ta te  
investing. D u ring  th is  period, control and  involvem ent in  p roperty  decisions w ere 
not p rio rities fo r th e  APFC.

In th e  la te r p a r t  of th e  -80's, th e re  was a tu rnove r in P e rm anen t F u nd  rea l e s ta te  
staff. Soon after, the F und  employed new rea l e s ta te  consu ltan ts a n d  a tto rneys, a ll 
of w hich re su lted  in  a  m ore d irective approach to rea i e s ta te  investing . The F und  
has become m ore involved in  the rea l e s ta te  investm en t process, from requ irin g  
ce rta in  controls and  buy-sell a rrangem en ts on each reai e s ta te  tran sac tio n  to 
in itia tin g  d isposition  activ ities. Even as a  40% player, the F und  h as been ab le  to 
nego tia te e ith e r  equa l or favorab le term s an d  receive coequal tre a tm en t from la rg e r 
investors.

H istorically, m a rk e t conditions played a n  im po rtan t role in  nego tia tions for 
favorable te rm s. D uring  th e  recen t m a rk e t decline in  th e  industry , m any  pension 
funds s a t on th e  side lines, offering little  competition for deals. Now th a t  th e  
m a rk e t has show n signs o f recovery, pension funds a re  re-entering th e  m arke ts . 
Like the APFC, our in s titu tio n a l pa rtners a re  gain ing  know ledge an d  confidence in  
th e ir ab ilities to control investm en ts and  they  no longer allow us to p a rtic ip a te  as 
an  equal p a r tn e r  in  a  40/60 deal. The only way to secure the sam e level of control 
th a t the F und  h isto rically  obtained w ith  p a s t investm en ts is to acqu ire an  equa l or 
m ajority  in te re s t.

Cwuwi » ' byi fas -the^greatest" benefit"" ty"1 puaitiouHflran  
k .f^ st MSnt. T im ing  of m ajo r capital events, such as a p roperty  sa le  or th e  fund ing  
of a  m all redevelopm ent designed to h ead  off new  competition, is often crucial to 
enhancing  re tu rn s  on a  p ioperty . The in e r tia  of some in s titu tio n a l p a rtn e rs  has 
caused num erous m issed opportun ities for th e  P e rm anen t F und  in  th e  past.

0*haiL-adiafcBfagee>-elflo exist. The rea l .ewtnta. asset-allfloacion se t by th e  B oard  of 
T ru stees ^viifah»iirira cww lyattaigable* Unless a  single deal is exceptionally  large, 
th e  acqu isition  of a  single property will no t m a te ria lly  affect th e  d iversification 
stra tegy . T h rough  resolution, the Board of T rustees will con tinue to m a in ta in  
control over th e  d iversification goals.

nrifrntin tie— — — iiwilmi i—g — a in* pirrtnnrnhip njr rr n efrtS Com plications in  
rep lacing in v es tm en t advisors are d irectly  correlated w ith  th e  n um be r of p a r tn e rs  
in a  deal. The rep lacem en t process is sim plified in  a  50/50 to 100% investm en t.



Board of T ru stees 
November 18, 1993 
Page 3

By»h»wnf»d»-oT»tion''tcrtake-100%" o fan- investm en t; we an tic ipate an  increase in  
| „ j  w i th  only one o r two investors involved, advisors will be more likely to
propose acqu isitions to us. p a rticu la rly  those w ith  sho rt closing tim e frames.

This proposed change to th e  S ta tu te  w ill give the Board of T rustees th e  flexibility to 
d irect th e  re a l e s ta te  s ta f f  by board reso lu tion. A ttached  is a  le tte r from our legal 
counsel and .rea l e s ta te  co n su ltan t recom m ending th e se  changes.
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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 g ive a few  thoughts w h y  I am  in favor of a legislative change 
to a l low  you to take up to a 100% interest in an investment.

1) Control

Although co-investment documentat ion is evo lv ing  to the point whera a 
minority investor w il l not necessarily be d isadvantaged as to in f luence or 
control, there is no such th ing as a 40% gorilla. In other words, it w ou ld  be 
preferable for the APFC to invest on a basis that wou ld  a llow  it to control major 
investment, management and d ivestment dec is ions in its ow n  best e conom ic  
interests, rather than be influenced by one or more investors w h ich  may , at 
least over time, have differing ob ject ives .

W h ile  I be lieve the APFC has been advantaged by retaining d iscretion over 
major investment, management and d ivestment issues, it is currently required 
to be totally a ligned w ith one or more partners in order for activities w h ic h  best 
serve it to occur. Examples inc lude the inability to close recent transactions 
because of (what I consider) m inor differences w ith  a 60% partner, and your 
lack of in f luence in matters associated w ith  Boston Real Estate Counse l assets 
in a situation where at least one of your partners was letharg ic and 
bureaucratically hamstrung from acting in ail partners7 best interests.

2) Maximum New Opportunities

As property markets turn back in favor of sellers, the APFC w il l rece ive



increasingly fewer high quality investment opportunit ies, as investment 
managers will be less in need of the APFC's capital and w ish  to conc lude 
transactions w it*  either one investor or a comm ing led format over w h ich  they 
have discrete?: Currently , it is relatively complicated for a transaction
originator to i&^ocify an asset for the APFC w ith  the cond it ion the APFC w ill 
only pursue due d i l igence or the consummat ion of a transaction once a 
compatib le investment partner has been identif ied. Recently, transactions have 
gone elsewhere to avo id this process.

Additionally, there are increasing concerns regarding potential incompatib il ity 
of APFC requirements w ith  those of certain other active investors. A lthough 
the multi-asset co-investment opportun ity w h ic h  w e  have co llect ive ly pursued 
for the last several months w ill go a long w ay  to establish levels of overall 
compatib ility among several investors and standardized processes, sellers or 
transaction originators generally attempt to avoid the unknowns associated 
w ith due d iligence and documentat ion requirements 0 1 mult ip le investors.

3) Management Changes

S ince the APFC appropriately exercises rights of management oversight, it is 
more likely to recognize management program weaknesses and to m ove to 
correct them than most other institutional investors. Existing assets and 
portfolios need to be intensive ly managed in order to improve their performance 
and occasionally to position assets for sale. Managers w ho  are ineffective 
should be replaced, and manager rep lacement is most d ifficu lt to accomp lish 
for the APFC as a m inority investor especia lly s ince most partners of the APFC 
are required to live w ith  an "approved list of investment managers.

I do not at all advocate that the APFC should only pursue acquis it ion of full interests 
in ind iv idual assets and poTfo lios , but I believe a change of legislation to a l low  you 
to do so is most important. It is my v iew  that the immediate effect of such change 
w ill not be termination of your co-investment programs, but rather a gearing up o f the 
process contemplated by your co-investor conference this past April. Your ab il ity to 
be a major partner, rather than (always) a minor partner is most important to the 
ach ievement of your ob ject ives set forth for the asset class of real estate and to your 
competit iveness in the marketplace.

Yc V .

Pa

CC: L lewellyn Lutchansky
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( g )  S u b j e c t  t o  t h e  l i m i t a t i o n s  c o n t a i n e d  i n  
t h i s  s e c t i o n ,  t h e  b o a r d  m a y  i n v e s t  f u n d  a s s e t s  a t  t h e  
c o m p e t i t i v e  n a t i o n a l  m a r k e t  r a t e s  o r  p r i c e s  t h a t  a r e  
a p p l i c a b l e  t o  e a c h  i n v e s t m e n t  o n l y  i n

( 1 6 )  E q u i t y  i n t e r e s t s  i n ,  a n d  d e b t  
o b l i g a t i o n s  s e c u r e d  b y  m o r t g a g e s  g r a n t e d  a  f i r s t  l i e n  
o n ,  r e a l  e s t a t e  l o c a t e d  i n  t h e  U n i t e d  S t a t e s .

We b e l i e v e  t h a t  t h i s  p r o p o s e d  am e n d m e n t w o u ld  b e  
b e n e f i c i a l  i n  c a r r y i n g  o u t  t h e  i n v e s t m e n t  p o l i c i e s  o f  t h e  
A PFC  f o r  s e v e r a l  r e a s o n s .  F i r s t ,  i t  w o u ld  a l l o w  t h e  A PFC  t o  
e f f e c t  r e a l  e s t a t e  i n v e s t m e n t s  t h a t  f u l f i l l  i t s  i n v e s t m e n t  
o b j e c t i v e s  w i t h o u t  im p o s i n g  l e g a l  c o n s t r a i n t s  t h a t  m ay  n o t  
b e  r e l e v a n t  t o  e n s u r i n g  t h a t  t h e  i n v e s t m e n t s  a r e  p r u d e n t .  
S e c o n d ,  t h e  e x i s t i n g  p r o v i s i o n s  o f  S e c t i o n  3 7 . 1 3 . 1 2 0  t h a t  
w o u ld  r e m a i n  u n c h a n g e d  b y  t h i s  l e g i s l a t i v e  p r o p o s a l  e n s u r e  
t h a t  s u f f i c i e n t  f i d u c i a r y  s a f e g u a r d s  a r e  p r e s e n t  i n  
c o n n e c t i o n  w i t h  t h e  a c q u i s i t i o n  o f  r e e l  e s t a t e  b y  t h e  A P F C . 
T h i r d ,  a n d  p e r h a p s  m o s t  s i g n i f i c a n t l y ,  t h e  p r o p o s e d
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a n t n d a t n t  w o u ld  a l l o w  t h e  A PFC  t o  i n v e s t  i n  r s s l  e s t a t e  o n  
t e r n s  - t h a t  a r e  c o m p a r a b le  t o  t n e  t e r m s  a v a i l a b l e  t o  E R IS A -  
r e g u l a t e d  c o r p o r a t e  a n d  T a f t - H a r r l e y  ( u n i o n )  r e t i r e m e n t  
p l a n s  a n d  a  m a j o r i t y  o f  g o v e r n m e n t a l  r e t i r e m e n t  s y s t e m s .  B y  
a d o p t i n g  t h e  s t a n d a r d s  u t i l i z e d  b y  m o s t  t a n - e x e m p t  
i n s t i t u t i o n a l  i n v e s t o r s ,  t h e  A PFC  w i l l  b e  p o i s e d  t o  c o m p e t e  
m o r s  e f f e c t i v e l y  w i t h  s u c h  i n v e s t o r s  f o r  r e a l  e s t a t e  
o p p o z t r i n i t i e s  a n d  t o  e x e r t  t h e  d e g r e e  o f  c o n t r o l  t h a t  m a n y  
o f  s u c h  i n v e s t o r s  h a v e  v i e w e d  a s  c o n d u c i v e  t o  m a x im i z i n g  
r e t u r n  a n d  m i n im i z i n g  r i s k  i n  t h e i r  r e a l  e s t a t e  p o r t f o l i o  
i n v e s t m e n t s .

T h e  c u r r e n t  p r o v i s i o n s  o f  S e c t i o n  3 7 . 1 3 . 1 2 0 ( g ) ( 1 6 )  
i n c l u d e  s p e c i f i c  l i m i t a t i o n s  t h a t  m a n d a t e ,  am ong  o t h e r  
r e q u i r e m e n t s ,  t h a t  t h e  A PFC  n o t  h o l d  g r e a t e r  t h a n  a 
4 0  p e r c e n t  b e n e f i c i a l  o w n e r s h i p  i n t e r e s t  i n  a  r e a l  e s t a t e  
i n v e s t m e n t  a t  t h e  t im e  o f ,  a c q u i s i t i o n ,  t h a t  t h e  r e a i  e s t a t e  
i n v e s t m e n t  i s  im p r o v e d  b y  c o m p l s t e d  b u i l d i n g s  a n d  t h a t  s u c h  
b u i l d i n g s  a r e  s u b s t a n t i a l l y  l e a s e d .  T h e s e  t y p e s  o f  
r e s t r i c t i o n s  a r e  t y p i c a l l y  r e f e r r e d  t o  a s  "  l e g a l  l i s t "  
s t a t u t e s  a n d  w e r e  c o m m o n ly  u s e d  i n  s t a t e  s t a t u t e s  a p p l i c a b l e  
t o  p u b l i c  a n d  p r i v a t e  r e t i r e m e n t  p l a n  I n v e s t m e n t s  p r i o r  t o  
1 9 7 4 .

T h e  e n a c t m e n t '  o f  t h e  f e d e r a l  E R IS A  s t a t u t e  i n  1 9 7 '4  
e l i m i n a t e d  t h e  a p p l i c a b i l i t y  o f  t h e s e  l e g e l  l i s t  s t a t u t e s  t o  
p r i v a t e  c o r p o r a t e  a n d  u n i o n  r e t i r e m e n t  p l a n s .  E R IS A  im p o s e d  
g e n e r a l  f i d u c i a r y  s t a n d a r d s  a p p l i c a b l e  t o  a l l  t y p e s  o f  
i n v e s t m e n t s .  T h e  f o u n d a t i o n  o f  t h e s e  f i d u c i a r y  s t a n d a r d s  . i s  
t h a  p r u d e n c e  a n d  d i v e r s i f i c a t i o n  r u l e s  o f  S e c c i o n  4 0 4  o f  
E R IS A .  T h e s e  r u l e s  a r s  i n c o r p o r a t e d  i n t o
S e c t i o n s  3 7 . 1 3 . 1 2 0 ( a )  a n d  ( c )  o f  t h e  A l a s k a  S t a t u t e s  a n d  a r e  
f u l l y  a p p l i c a b l e  t o  t h e  A P F C ' a  r e a l  e s t a t e  i n v e s t m e n t s .

T h e  d r a f t e r s  o f  E R IS A  a b a n d o n e d  t h e  l e g a l  l i s t  
s t a t u t e s  i n  f a v o r  o f  g e n e r a l  r u l e s  o f  p r u d e n c e  a n d  
d i v e r s i f i c a t i o n  f o r  tw o  r e a s o n s *  F i r s t ,  t o  t h a  e x t e n t  t h a t  
a  r e s t r i c t i o n  f o u n d  i n  a l e g a l  l i s t  i s  a r e s t r i c t i o n  
a p p r o p r i a t e  t o  e f f e c t i n g  a p r u d e n t  a n d  d i v e r s i f i e d  
i n v e s t m e n t ,  t h e  l e g a l  l i s t  r e s t r i c t i o n  i s  m e r e l y  d u p l i c a t i v e  
w i t h  t h e  g e n e r a l  f i d u c i a r y  s t a n d a r d s .  M o r e o v e r ,  t o  t h e  
e x t e n t  t h a t  t h e  r e s t r i c t i o n  w a s  u n n e c e s s a r y  t o  e n s u r i n g  t h a t  
a p p r o p r i a t e  f i d u c i a r y  c a u t i o n  w a s  e x e r c i s e d  i n  e f f e c t i n g  a n  
i n v e s t m e n t ,  t h e  l e g a l  l i s t  r e s t r i c t i o n  w a s  v i e w e d  a s  
im p e d in g  t h e  p l a n ' s  a b i l i t y  t o  p u r s u e  p r u d e n t  a c q u i s i t i o n  
o p p o r t u n i t i e s .
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S i n c e  t h e  e n a c t m e n t  o f  E R IS A ,  a  m a j o r i t y  o f  p u b l i c ,  
r e t i r e m e n t  s y s t e m s  h a v e  a d o p t e d  l e g i s l a t i v e  c h a n g e s  t h a t  
s u b s t i t u t e  g e n e r a l  f i d u c i a r y  s t a n d a r d s  f o r  l e g a l  l i s t  
s t a t u t o r y  r e s t r i c t i o n s .  T h e  r a t i o n a l e  u n d e r l y i n g  t h e s e  
c h a n g e s  h a s  b e s n  s i m i l a r  t o  t h e  l e g i s l a t i v e  i n t e n t  o f  
C o n g r e s s  i n  e n a c t i n g  E R IS A , t h a t  t h e  l e g a l  l i s t  r e s t r i c t i o n s  
a r e  e i t h e r  d u p l i c a t i v e  w i t h  t h e  g e n e r a l  s t a n d a r d s  o f  
p r u d e n c e  a n d  d i v e r s i f i c a t i o n ,  a r e  o b s o l e t e  i n t e r p r e t a t i o n s  
o f  s u c h  s t a n d a r d s  o r  a r e  g e n e r a l  e x a m p le s  o f  s u c h  s t a n d a r d s  
t h a t  m a y  n o t  toe a p p r o p r i a t e  i n  s p e c i a l i z e d  i n v e s t m e n t  
c o n t e x t s .

I t  w o u ld  toe b e n e f i c i a l  t o  t h e  APFC  t o  p u r s u e  
i n v e s t m e n t  o p p o r x u n x t i e s  i n  r e a i  e s t a t e  u n d e r  s t a n d a r d s  
s i m i l a r  t o  t h e  f i d u c i a r y  s t a n d a r d s  a p p l i c a b l e  t o  t h e  
m a j o r i t y  o f  i n s t i t u t i o n a l  i n v e s t o r s  c o m p e t in g  f o r  t h e s e  
i n v e s t m e n t  o p p o r t u n i t i e s .  B e c a u s e  t h e  APFC  w i l l  toe f u l l y  
o b l i g a t e d  t o  p u r s u e  r e a l  e s t a t e  i n v e s t m e n t s  t h a t  s a t i s f y  t h e  
p r u d e n c e ,  d i v e r s i f i c a t i o n  a n d  o t h e r  s t a n d a r d s  a p p l i c a b l e  
u n d e r  S e c t i o n  3 7 . 1 3 . 1 2 0 ,  t o  t h e  e x t e n t  t h a t  t h e  l e g a l  l i s t  
r e s t r i c t i o n s  o f  c u r r e n t  s u b s e c t i o n  ( g ) ( 1 5 )  a r e  a p p r o p r i a t e  
t o  e n s u r e  p r u d e n c e  o r  d i v e r s i f i c a t i o n ,  t h e s e  r e s t r i c t i o n s  
w i l l  s t i l l  a p p l y  t o  r e a l  e s t a t e  i n v e s t m e n t s  o f  t h e  A P F C .
T h u s ,  f o r  e x a m p le ,  i f  a p u r c h a s e  o f  m o r e  t h a n  f o r t y  p e r c e n t  
o f  t h e  b e n e f i c i a l  o w n e r s h i p  o f  a  p a r t i c u l a r  r e a l  e s t a t e  
i n v e s t m e n t  w o u ld  n o t  toe c o n s i s t e n t  w i t h  t h e  s t a n d a r d  o f  
m a i n t a i n i n g  a r e a s o n a b l e  d i v e r s i f i c a t i o n  am ong  i n v e s t m e n t s ,  
t h e  " f o r t y  p e r c e n t  r u l e "  w o u ld  c o n t i n u e  t o  a p p l y .  I f ,  
h o w e v e r ,  i t  w a s  n o t  o n l y  p r u d e n t  a n d  c o n s i s t e n t  w i t h  
d i v e r s i f i c a t i o n  s t a n d a r d s  t o  i n v e s t  i n  a l a r g e r  p e r c e n t a g e  
o f  a p a r t i c u l a r  r e a l  e s t a t e  i n v e s t m e n t ,  b u t  w o u ld  a l l o w  
g r e a t e r  c o n t r o l s  w i t h  r e s p e c t  t o  o p e r a t i n g  b u d g e t s , l e a s i n g  
d e c i s i o n s  a n d  o t h e r  c o n t r o l  f e a t u r e s  d e t e r m i n e d  r e l e v a n t  t o  
e n h a n c e  t b e  A P F C 's  i n v e s t m e n t  r e t u r n ,  t h e  f o r t y  p e r c e n t  r u l e  
w o u ld  o p e r a t e  t o  l i m i t  p o t e n t i a l  i n v e s t m e n t  r e t u r n s  i n  t h a  
APFC  r e a l  e s t a t e  p o r t f o l i o .

I n  s u m m a r y ,  t h e  l e g a l  l i s t  r e s t r i c t i o n s  o f  
s u b s e c t i o n  ( g ) ( 1 6 )  a r e  g e n e r a l l y  r e d u n d a n t  w i t h  t h e  p r u d e n c e  
a n d  d i v e r s i f i c a t i o n  s t a n d a r d s  o f  s e c t i o n s  ( a )  a n d  ( c )  o f  
S e c t i o n  3 7 . 1 3 . 1 2 0 .  I n  t h o s e  i n s t a n c e s  w h e r e  t h e s e  
r e s t r i c t i o n s  d o  n o t  d u p l i c a t e  t h e  g e n e r a l  s t a n d a r d s ,  b u t  
p r o v i d e  m o r e  o n e r o u s  r e s t r i c t i o n s ,  i t  i s  d i f f i c u l t  t o  
j u s t i f y  r u l e s  t h a t  d o  n o t  f u r t h e r  t h a  s t a n d a r d s  o f  p r u d e n t  
l a l  e s t a t e  a c q u i s i t i o n s  o r  m a y  im p e d e  s u c h  a c q u i s i t i o n s .

I t  i s  w i d e l y  r e c o g n i z e d  t h a t  t h e  c u r r e n t  r e a l  
e s t a t e  a c q u i s i t i o n s  m a r k e t  d e m a n d s  a  g r e a t e r  s c r u t i n y  o f

itttMnASor/u



<0V 16 ’93 iu:06 MOFO 277H FL ~'iZ ~ . 3

M o r r is o n  &  jFo e r s t e r

P e t e  J e a n s  
N o v e m b e r  16, 1993 
P a g e  F o u r

c u r r e n t  i n c o m e  o p p o r t u n i t i e s  t h a n  w a s  t h e  c a s e  i n  y e a r s  
w h e re  c a p i t a l  a p p r e c i a t i o n  i n  r e a l  e s t a t e  c o u ld  b e  m o r e  
e a s i l y  p r o j e c t e d .  I t  i s  s i g n i f i c a n t  t o  n o t e  t h a t  t h e  A F F C 's  
a b i l i t y  t o  c o n t r o l  d e c i s i o n s  t h a t  a r e  e c o n o m i c a l l y  r e l e v a n t  
t o  b o t h  i n c o m e  a n d  p o t e n t i a l  c a p i t a l  a p p r e c i a t i o n  i s  l i m i t e d  
b y  i t s  c u r r e n t  i n a b i l i t y  t o  a c q u i r e  a  m a j o r i t y  i n t e r e s t  i n  
i t s  r e a l  e s t a t e  i n v e s t m e n t s .  B y  a l l o w i n g  t h e  b o a r d  a n d ,  t o  
t h e  e x t e n t  d e l e g a t e d  b y  t h e  b o a r d ,  t h e  A PFC  s t a f f ,  t h e  
a b i l i t y  t o  b a l a n c e  t h e  e c o n o m ic  b e n e f i t s  o f  c o n t r o l  a g a i n s t  
t h e  c o s t s ?  o f  s u c h  a  p e r c e n t a g e  a c q u i s i t i o n ,  t h a  A PFC  w i l l  b e  
a b l a  t o  m a x im i z e  i t s  i n v e s t m e n t  o b j e c t i v e s  i n  a  c o n t e x t  
r e l e v a n t  t o  e a c h  p a r t i c u l a r  i n v e s t m e n t  o p p o r t u n i t y  i t  
r e v i e w s  f o r  p o t e n t i a l  a c q u i s i t i o n .

P l e a s e  c o n t a c t  me i f  we c a n  b e  o f  f u r t h e r  
a s s i s t a n c e  i n  t n i s  m a t t e r .

v e r y  t r u l y  y o u r s

Rachel MarJcun
RM tpm d
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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 wheyi REITs
blistered the m arket fo r a 20.7 percen t return, again show ing  up  th e  S&P 500 
w hich only no tched  a decenc 7.7 percen t recum.

It’s not just the m arket perform ance o f REITs that has caugh t th e  eye  o f the 
investor— last year, th e  REIT m arket ra ised 56.6 billion, nearly  52 billion grea ter 
than  the previous reco rd  y ear o f 54.8 billion. More th an  half o f  that 56.6 billion 
was ra ised by existing REITs w hich  w ere extrem ely active in th e  real estate 
market, acquiring S2 billion  w orth  o f properties. REITs sudden ly  becam e the 
Jap an e se  o f the N ineties. The paradox is. after m ugging th e  U.S. real estate 
m arket w ith a seem ing ly  inexhausuble supp ly  o f capital, th e  Jap an ese  have 
d isappe jred . Will the sam e th ing  h appen  Continued. P a g e  5

CO-INVESTMENT Lv Steve Bergsman

The D a rk  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 d  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-investments— the  institu tional investm en t com m unity 's a n a lo g  o f the 
“grunge'- look.

The "grunge look'1— ripped  ieans and  flannel shirts— may b e  popu la r in 
som e circles today, b u t it certainly isn't for everyone. N either is co-investment. 
Even if co-investment is particularly we'!-suited to the need s o f y ou r fund, there 
are num erous issues w h ich  m ust be considered  to m ake su re  you r beneficiaries 
don 't e n d  up  in rags and  tags.

Like the grunge look, the trendsetter for co-in vestment cam e ou t o f the Pacific 
Northwest. Since the mid-1980s, the A la sk a  P e rm a n e n t F u n d — a 515 billion 
endowm ent o rgan ized fo r th e  benefit fo r C o n t i n u e d  P a g e  1 5
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all the citizens o f A laska an d  funded  
by taxes on  m ineral ex traction  reve­
nues— lias b een  the le a d e r in the U.S. 
co-investment m ovem ent.

The rea soa ' As alw avs. necessity 
is the m other o f invention. By statute, 
th e  m axim um  interest th e  P erm anen t 
Fund can ho ld  in any  sing le p ropertv  
is h O % .  This m eans that, in o rd e r to 
m ake separa te  accoun t investm ents 
w o rk— and  the A laska P erm anen t 
Fund s Real Estate investm en t Olficer. 
P e te je a n s .  verv m uch w an ts his hand 
to be a separa te  a c co u n t investor—  
the Fund has no  cho ice  b u t to co-m- 
vest (join w ith o the r tax-exempt funds 
to m ake a purchase).

As a result, fo r th e  la s t e igh t years. 
Jean s has m ade co-investment after 
co-investment, b ring ing  in to his reai 
estate plays m ore th an  100 pension  
fund investm ent partners. The a p ­
p ro a c h  h as w o rk ed  w ell fo r th e  
Alaska Perm anent Fund, and  now  
Jeans has com e sou th  to  sp read  his 
gospel th roughou t th e  "Lower 48 ."
< More than hO pension, foundauon and 
endow m ent tu rd s  recently a ttended a 
pnvate conference o n  co-investment in 
Dallas, sponso red  by  th e  Alaska Per­
m anen t Fund and  its advisors.)

Obviously. Jeans is having som e 
success sp read ing  th e  w ord . He c red ­
its this success to  th e  d iscon ten t so 
m any pension  p lans h av e  b een  feel­
ing ove r the real e s ta te  investm ent 
p rogram s in w hich th ey  invested  du r­
ing the early to mid-1980s. During 
those formative years. Jean s explains, 
th e  institutional investo r com m unity 
enthusiastically em b raced  the con ­
c ep t o f b lind po'M com m ing led  fund 
investing. With this app roach , a g roup 
o f tax-exempt investo rs w ou ld  invest 
the ir capital in a specified  g roup trust, 
insurance com pany sep ara te  accoun t 
o r lim ited partnersh ip  o rgan ized  and 
m anaged by an  investm en t m anager 
in o rder to  enab le th o 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 w ere ieft in  the hand s o f a third 
party  w ho  h ad  u ltim ate discretion 
over th e  funds— and w ho  alm ost al­
ways h ad  siKiuficant conflicts o f  inter­
est. To m ake m atters worse, w hen the 
real estate m arket collapsed, funds 
trying to e scape  the calam ity  discov­
e red  they  w ere  b locked  by poorly- 
conce ived  exit strategies.

Todav. pension  plans, still tangled 
in the webs o f com m ingled funds but 
anxious to get in on  the buving oppor­
tunity or a lifetime, are looking for new 
paradiems— aiternauve form s o f reai 
e s ta te  in v e s tm en t th a t c a n  o ffe r 
g re a te r  c o n tro l a n d  liqu id ity . O f 
course, the u ltim ate con tro l results 
w hen  a p en s ion  fund acqu ires p rop ­
erties d irectly w ith  no  partners. Some 
funds are unab le  o r d isinc lined  to go  
that route, how ever, which, accord ing 
to Jeans, is w ha t m akes co-investment 
so  appea ling  today.

If o n e  con siders investm en t struc­
tures o n  a conunuum , n o te s A llen  
A n d e rsen , a P rincipal w ith  th e  Dallas 
office o f A r th u r  A n d e r s e n  R ea l E s­
t a t e  S e r v i c e  
G roup , they will 
fa ll s o m e w h e r e  
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 conunuum  co ­
investm ent lies—  
e sp ec ia lly  in re ­
gards to  th e  con tro l issue— is still 
subject to d eba te . Andersen, fo r one. 
says he w ou ld  p lace co-investment 
closer .o com m ing led  funds on  the 
sp ec trum , ra th e r  th a n  p la c in g  it 
square lv  in th e  m iddle.

O f th e  m any  form s o f co-invest­
ment. the least p opu la r have been  
those w hich requ ire  advisors, opera t­
ing partners o r  d ev e lopers to  put their 
ow n  capital at risk a longside  the in ­
vestors. W hile som e investors now  
requ ire  su ch  a rrangem en ts, o thers 
shy  aw ay  b ecau se  o f  th e  obvious 
inheren t cor *licts o f in terest. (As B ob 
B urke, a P rincipal o f  AMB In s t i tu ­
t io n a l R e a l ty  A d v iso rs  likes to po in t

nut. the investment m anagem ent in­
dustry appears to have com e full cir­
cle. The real estate investm ent m an­
agement industry reallv took  off. ex ­
plains Burke, w hen the Employee 
Retirement Income Secuntv Act o f  
1974 (remember ERISA5! m andated  
that, pension funds interject a  fiduci­
ary- between pension plan assets and  
d ia l promoters. Today, notes Burke, 
pension funds requiring: the ir advisors 
to co-inves: effectively a re  requ iring 
them  to becom e p rom o tets— creat­
ing, once again, precisely th e  kinds o f  
conflicts th e  p rov is ions o f  ERISA 
sought to eliminate.)

An exam ination o f  m any o f  th e se  
structures also will reveal that the 
ad v iso r/ d ev e lo p e r/ o p e ra to r o f te n  
stands to receive back in fees during  
the first few years o f the investment, 
an am ount equal to  o r exceed ing  the 
capital it generally com m itted to the 
partnership. In su ch  cases, the p en ­
sion fund's co invesm en t "p a r tn e r ’ 
may have little o r  n o  capital a t n sk  
after the first few  years.

To m ake m atters worse, w arns 
Allen Andersen, w hen  th e  o th e r part­
ner is not a tax-exempt fund  there 
usually is a d isp roportionate level o f  
investment. The tax-exempt investo r 
typically funds som eth ing  ak in  to  90- 
95% o f the investm ent a n d  th e  adv i­
sor. 5-10%. Those k inds o f  splits d o n ’t

O f the m any form s o f co-investm ent, 
the least popu la r have been those  
w hich  require advisors, opera ting  
partne rs  o r developers to  p u t th e ir 
ow n capita l a t r is k  a longside the  
investors.

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

W hen pension funds do  requ ire 
their investm ent m anagers to  pu t their 
ow n capital at risk in the deal, add s 
J im  C urd s, a Principal w ith  San Fran- 
cisco-based w o rkou t specialist T h e  
B ris to l G roup , th ey  typ ica lly  a re  
seek ing  to a lign  th e  in te res ts  o f  th e ir  
partners w ith  th e ir  ow n. T he hope , 
exp lains Curtis, is that, by  hav ing  
the ir capital a t risk  a lo ngsid e  th e  
pen s ion  fund 's capital, th e  o p e ra t­
ing p a rtn e r w ill b e  m o re  a tten tiv e  to  
th e  m an ag em en t o f  th e  p e n s io n  
fund’s investments. "That's th e  hope," 

Continued, N e x t  P a g e
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notes Curtis. We’ve ieam eo . h ow ­
ever. that p eop le  can m ake equ a liv  as 
bad  investm ent decisions w ith  their 
o w n  m o n ey  a s  w ich s o m e b o d y  
e lse 's ." C leariv. th e re fo re . havmR 
capital at risk is no g ua ran te e  that 
th ings will go  well.

C urtis a lso  c a u tio n s  th a t  fre ­
quen tly  the partn er doesn  t e v en  have 
its ow n  capital at nsk. "They raise it 
from  o th e r sou rces o r th ey  b o rrow  it. 
The p rob lem  is. w hen  th e  capital 
con tribu ted  is non-recourse, th e  in ­
vestm ent m anager o r p rom o te r really 
isn't at nsk a t all. In such  c a se s ." w arns 
Curtis, "all tha t these co- investm ent 
requ irem ents really c rea te  is th e  illu­
sion  o f com fort.'

In addition, an incom patib ility  o f  
incentives often  exists in th e se  types

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

The m ost 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 m ore 
pen sion  plans. Even here, however, 
th e re  are variations a n d  concerns. 
O ne type o f co-investment, fo r exam ­
ple, relies o n  an  adv isor w h o  brings 
together investors w ith  a com m on  
investment strategy. The advisor then 
executes transactions accordingly. A sec­
ond  type of co-investment occurs w hen 
investors unite under their ow n  initia­
tive— when trie co-investment is inves­
tor-driven. rather than manager-driven.

The principal fea tu re  o f  every  co- 
investment. however, is chat it in­

volves m ore tnan one  investor u n e  
typical co-investment involved be- 
: w een  tn ree to rive investors;. Therein 
lies co-investm ents strcngtn— and  its 
w eakness.

For a sm aller pension plan, co-in- 
vesim ent offers the opportun ity  to 
partic ipate in transactions larger chan 
i hose the p lan o therw ise w ould  be 
ab le  to execu te  on its own. "Small 
funds mav not be ab le to invest in 
large proieccs simply because their 
a lloca tion  is insufficient.'’ expiains 
T e r r y  A h em , a Principal with the 
C leveland-based T o w n s e n d  G ro u p . 
It also enab les a larger investor to 
ach ieve m ore diversification than o th­
erw ise would be possible by investing 
directly. According to its Chief Reai 
Estate Investm ent Officer. C ravson 
Zanders, to r example, the Amentech 

Pension Trust nas 
a s s em b le d  a 
roughly 51.2 bil­
lion r e a l e s ta te  
p o r t f o l io  o v e r  
th e  p a s t  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-exem pt funds. A m en tech ’s $1.2 
b illion  position  is covered  by a po rt­
fo lio  o f m ore  than  514 billion  in real 
escaceassets.

Investors w ho  have d on e  co-in­
vestm ents often say they like being 
involved wich o ther participants w ith 
sim ilar goals because there is a com ­
fort w ith being associated w ith o ther 
entities that have the sam e investm ent 
strategy. Or. as A n d y  S m ith . Presi­
d en t o f L&B R ea i E s ta te  C o u n se l 
In c . says. “There is a w arm  and cozy 
feeling abou t do ing  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  th e  lack o f surprises, 
th e re  a lso  is going to be a lot more 
w ork— and  fiduciary liability— for the 
co-investors. By co-investing rather 
chan commingling, for example, tax- 
exem p t investors not on ly  have to 
rev iew  th e  potential investments, but 
also m ust participate in the decision 
to  acquire, in  addition, they must be

nvoived in decisions concern ing  the 
ongo ing m anagement o f the p rop ­
erty. and  when and h ow  eventually  
to divest. The problem  is. w ithou t a 
(hird party fiduciary to share the risks, 
a pension fund subject to  ERISA p r o  
visions must shou lder th e  fiduciary 
liability associated w ith m aking these  
decisions alone.

Despite the extra w ork  a n d  liabili­
ties. however, this is precisely the 
kind o f control that w as lacking in  the 
comm ingled funds, and  precisely the 
kind 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 an d  m anagers 
made those decisions. W hen adv isors 
becam e promoters, and  b eg an  struc- 
tunng  fu n d sa s  partnerships to avo id  
being sub jected to fiduciary liability 
under ERISA, thev sull m ade th e  d e ­
cisions. but investors n o  longer en- 
loyed any insulation from  fiduciary 
liability. When investors realized they 
weren't going to receive any  fiduciary 
insulation, they started question ing  
w hy th ey  shou ld  give u p  control. This 
issue, a n d  this issue alone, is the 
primary driving force b eh ind  th e  co ­
investm en t trend . “Investo rs w ere  
very concerned  abo u t the lack  o f 
control in com m ingled funds.” ex­
p la ins A laska's Pete Jean s . “They  
w anted  to be p an  o f the process. 
C o- investm ent g ives th e  in v e s to r 
more control."

O r does it?

LESSONS
LEARNED

The o ld  axiom  o f reai esta te u sed  to 
be “locauon. location, location." But, 
counters T im  Getz, investm en t 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 , th e  ax iom  re ­
ally shou ld  be “control, control, con ­
trol. You're noc go ing  to  get th a t c o n ­
trol." w arns Getz, "by sharing  your 
decision-making power." G etz sp eak s 
from ex p en en ce— his fund w as a  p io ­
neer in bo th  the early com m ingled  
fund an d  co-investment m ovem ents. 
"O ne o f  the lessons tha t w e  lea rn ed  
from com m ingled funds w as th a t the 
investor d idn ’t m ake portfolio  d ec i­
sions. The decisions w ere  a lw ays b e ­
ing m ade  by som eone  else. W hen 
things g o t difficult, it w as im possib le 
to  ach ieve consensus." G etz w arns 
that th e  prob lem  is n o  differen t w ith  
co-investments, w h ich  h e  says are

. . .  co -in ve s tm e n ts . . . a r e  n o th in g  m ore  
than a com m ing led  fu n d  warm ed over.
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noth ing  more than  a com m ingled 
fund w arm ed over.

As no ted  befo re , o n e  o f  th e  
s tren g th s  o t co- investm ent is th e  
add ed  laver o f scrutiny. This also is a 
w eakness, however, b ecau se  it o ften  
can  b e  difficult if n o t im possible to 
get multiple pam es to com e to a 
d ec is io n . And. s in c e  co- investors 
d on  t always have equ a l shares, by 
definiuon. som eone is bound  to end  
up  w ith a m inontv interest. Obviously, 
that can be a real p rob lem  if the maior- 
ity investors have a d ifferen t po in t o f  
view  than  the m inority  investors.

“C o- in v e s t ire n c  c o m p l ic a te s  
every  single aspect o f  a transacuon." 
says S u s a n  H udson-W ilson . D irec­
to r o f Portfolio S trategy for Boston- 
b a s e d  A ld r i c h .  E a s tm a n  a n d  
W altch . "All of a su d d en  there are 
tw o  o r  m ore parues— very in terested  
p am es— that need  a n d  ough t to be 
satisfied on every sing le  aspect o f the 
in v e s tm e n t .” As H ud so n- W ilso n  
poin ts out. however, a  ho t button fo r 
o n e  co-investor m ay n o t b e  so  h o t fo r 
another. This can m ak e  it extrem ely 
difficult to structure a  transacuon.

O nce a co-investment h as b e e n  
com pleted, however, th e re  essentially 
are five decisions u p o n  w h ich  co-in­
vesto rs have to  agree: leasing; capital 
im p rovem en t budget; sale; and  an  
exit strategy. In a  co-investment, th e  
w ay  for the investors to  feel their w ay 
th rough  those processes, says L&B's 
Smith (who has b e e n  putting  together 
co-investment deals since the 1970s) 
is to m ake sure th a t o n e  partic ipan t 
never has m ore th an  50 percen t o f the 
vote. To make a co-investment p ro ­
g ram  work, explains Smith, a reason ­
ab le level o f dem ocracy  m ust b e  es­
tablished.

M ich ae l E v an s . National D irec­
to r w ith  E r a s t  A  Y o u n g s  Real Estate 
Advisotv Services in  San Francisco, 
coun te is that co-investment add s an ­
other. u nneeded  level to problem  
solving over the life o f the asset. 
"W hen there are d ec isions to b e  m ade 
b y  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  b e  the p o te n ­
tial fo r conflicts o f interest."

Hudson-Wilson c o n c e d e  tha t co ­
investm ent may be a  great w ay for a 
small pension p lan  to  participate in  
larger investments, b u t reiterates that, 
“there is true lack o f  con tro l w h en  you 
n e e d  it most." At th e  p o in t w hen  you

m ost n eed  and  w an t to  u o  som etn ing  
big— iike invest m ore o r reduce the 
Mze or you r investm en t— you d is­
cover that your op tions a ren  t m uch 
different th an  it you h ad  invested  in 
a com m ingled  fund.

A FORMULA 
FOR SUCCESS

Co-investors rvpicallv try to  avo id  the 
p rob lem  o f  po ten tia l conflicts o f  in­
te rest by finding o th e r investors w ith 
sim ilar investm en t objecuves. "The 
big key to  success in co-investment is 
p icking you r partners." adm its Jeans. 
"It d oes little g oo d  to find a partn er 
w ho  w ants to ho ld  p roperties for the 
long term, if you  w ant to  sell after 
th ree  years."

C ab  G ra y s o n . M anaging D irec­
to r o f CB C o m m e rc ia l  R e a l ty  A dv i­
so rs . feels that estab lish ing  a pre-ex­
isting associa tion to r co-mvestment 
can  greatly enh an ce  the success o f  the 
co in v es tm en t. "These associa tions o f  
like-m inded investo rs ag ree  in ad ­
vance to a d efin ed  real esta te invest­
m en t strategy, acqu isition  process, 
standard ized  con trac ts covering the 
decision-making povrcrs o f  investors 
a n d  transferability  o f  interests, and  
pre-negotiated investm en t m anage­
m en t fees tha t a re  peiform ance-based 
and  a ligned  w ith  the investors' inter­
ests. The associa tions a n d  the p red e ­
fined p rocess a llow  th e  investm ent 
m anager to m ove quickly  ? -• to be t­
te r n egoua te  w ith th e  seller. JB  :om- 
p le ted  its first co inves tm enc in 1981 
arid has crea ted  an  acuve c o in v e s t­
m en t associa tion o f  like-m inded in ­
vestors. S c o n  T racy , G rayson  s p a rt­
n er ac CB Commercial, add s that. “The 
association p rom pts the co-investors 
to  address m ost o f  the issues b efo re ­
h a n d  an d  m inim izes th e  difficulties 
in gain ing consensus. Investors agree 
that, o n ce  the initial acqu isition deci­
sion has b een  m ad :, th e  adv isor is 
g iven a defin ed  level o f d iscretion on 
opera ting  decisions, th e reby  reducing  
disputes.

W hen constructing th e  co-invest­
ment. it is critical that th e  rights o f  the 
co-investors be scared clearly a n d  d e ­
finitively. “You m ust h ave  a m echa­
nism  for reso lv ing d ispu tes am ong  the 
p a rtic ip an ts .” w a rn s  J im  S n y 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 ou n se l,  a SeatrJe-based 
advisor th a t h as  b e e n  putting  toge ther 
co-investments fo r th e  p as t 15 years.

'■mvaer explains that the problem ­
solving process am ong the co-mves- 
tons shou ld  be fo rm a l iz e d  as a general 
part of the co-investment agreement. 
Sometimes the process could be as 
simple as a majority vo te  among the 
co-investors, but it a lso  should in­
clude a way to a llow  an  unhappy 
investor to  exit the co-investment- As 
noted, liquidity is o n e  reason why 
pension plans are looking  at co-in­
vestment. Investors, therefore, need  
to be assured that th e re  is an easy out 
if they w ant to leave.

"O u r ex p e rien ce .” says Jeans, 
"has b een  th a t if w e're  having a 
problem  o r d isagreem ent  w ith a part­
ner. w e call a m eeting and  sit down 
to g e th e r face-to-face. Ninety-nine 
percent o f the time w e  can  solve the 
p rob lem . In th o se  few  instances 
w here it absolutely d o e sn  t work out. 
the partner can leave." According to 
Jeans, that usually m eans the o ther 
partners will buy o u t th e  disgruntled 
party.

The N ew  Y ork  S ta te  T eache rs  
R e t irem e n t S y s tem  also  has been 
involved in co-investment transac­
tions in the past, b u t n on e  recently. 
“We’re not saying w e  w o n ’t do  any­
more. bu t w hen  w e h ave  a choice, we 
prefer to  invest o n  o u r  own," notes 
J im  C am pb e ll. Assistant Real Estate 
Officer a t NYSTRS. T he Fund wants 
to  control its ow n destiny, Campbel 
explains, and it is to ugh e r to do th a  
w hen hooked  into o th e r  investors. "I 
can be frustrating to b e  in a deal with 
an investor w ho has a shorter ter 
horizon o r is h and icapped  by politic 
decision-making processes."

The bottom  line is. co-invesunen 
is a little like "the Force" — tha t won 
derfi'i sou rce o f p ow e r that Luke Sky 
w alker discovers in  G eorge Lucas 
Star Wars. Like th e  Force, co-invesi 
m ent can be either o f great benefit, c 
great harm  to the u se r— dependin 
on  h ow  you app ro ach  it. And. as wit 
all sources o f power, investors mu: 
n o t forget that co-invesunent has ii 
dark  side. ❖

Steve B ergam an  a  a freelance real 
estate writer in Mesa. Arizona.
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13
14
15
16
1 7

18
19
20

2 1

22

23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48

a

Alaska Permanent Fund 
Real Estate Portfolio 
Direct Investments

Property

Permanent
Fund

Ownership
Number
of

Partners
Permanent
Fund

Investment

Hampton Woods 
Williamsburg Apartments 
Chatham's Mark 
Avalon Park Apartments 
Logan1s Mark
Park at Wells Branch Apts 
Amberwood Apartments 
Lemay Lake Apartments 
The Springs Apartments 
Brookstone Apartments 
Hunt' s View Apartments 
Plaza Port West 
Goldbelt Building 
Zia Vista Apartments 
Conservatory Apartments 
Tree Tops Apartments 
Tri-County Corp. Center 
Eastridge Apartments 
Royal Farms Apartments 
Bridgewater Apartments 
Overlook Apartments 
Skyler Ridge Apartments 
Innesbrook Apartments 
Villages of Forest Ridge 
MNTX Business Center 
Club at Tanasbourne 
Waterford Place Apts.
Bank of California Center 
Amador Oaks Apartments 
Siesta Key & Cedar Key 
Bristol Place Apartments 
Riverbend Apartments 
M ill Pond & Conifer Creek 
Paragon Building 
Crystal Creek Apartments 
Lakefront Apartments 
Arboretum Lakes 
37 West 57th Street 
Island Club Apartments 
Blue Ash Business Park 
Club Apartments 
Alameda Industrial Prop. 
Dallas Industrial Port. 
Frontier Building 
Westwood Place 
One Corporate Plaza 
Danada Centers 
MIW-OPUS Properties

19.6% 6 1 242 642

19 . 6% 6 1 617 407

19 . 6% 6 1 676 581

40 . 0% 2 3 444 725

19.6% 6 1 696 305

19.6% 6 1 814 652

39.4% 2 3 742 210

19 . 6% 6 1 893 550

19.6% 6 1 913 275

19 .6% 6 1 932 999

19 .6% 6 1 972 448

13 .4% 5 1 370 297

40.0% 2 4 161 831

40 . 0% 2 4 165 180

19.6% 6 2 366 938

40 . 0% 2 4 955 649

33 .3% 3 4 130 595

40 .0% 2 4 985 158

40.0% 2 5 432 099

33.3% 3 4 965 889

40.0% 2 5 973 706

40.0% 2 6 126 795

40 . 0% 2 6 349 682

33 .3% 2 5 467 086

40 . 0% 2 7 130 326

40.0% 2 7 210 300

40 . 0% 2 7 401 600

40 . 0% 2 8 014 113

39.7% 3 8 105 813

16.7% 2 3 455 269

40.0% 2 8 535 550

40.0% 2 9 505 718

40.0% 2 9 66 2 512

25.0% 2 6 513 231

40.0% 2 10 779 871

40.0% 2 11 024 930

40.0% 2 11 255 740

40.0% 2 11 441 158

40.0% 4 13 491 470

23 .7% 5 8 155 945

33.3% 2 12 363 540

40.0% 2 15 098 981
40.0% 4 15 393 732

19.0% 8 8 171 630

31.8% 2 14 141 683

40.0% 3 17 934 596

40.0% 3 18 400 000

33 .1% 4 17 940 559



Permanenc Number 
Fund of

Ownership Partners

Permanenc
Fund

Investment

49 Oakwood Mall
50 ARA Reading Center
51 Ontario Place
52 Beaverton/Redmond Tech.
53 Walnut Building
54 Fiesta Mall
55 919 North Michigan
56 Harman International
57 South Park Tower
58 University Square Mall
59 One O'Hare Center
60 Owings Mills
61 IBM's SWMD Headquarters
62 St. Louis Center
63 McKinley Mall
64 Monroeville Mall
65 1818 Market Street
66 135 East 57th Street
67 Westside Pavilion
58 Tysons Corner Center

16 .7% 
31.4% 
40 .0% 
40 .0%
38
40
40

2'

,0'

,0-

4Q.0% 
40 .0% 
2 1 . 0 %  

40 .0% 
25 .3% 
40.0% 
16.6% 
1 0 . 6 %  

17.1% 
1 6 . 1 %  

22 .7% 
12.3% 
38.0%

3
3
4 
2

3
4
3 
2 

2 

6 

6

4 
2

5 
4 
3 
7 
3 
7
6

9 , 
18,
23,
25,
24,
26, 
28, 
32, 
32, 
19, 
38,
25, 
41, 
18, 
15,
26, 
25, 
37, 
29,
145,

964.000 
785,746
960.000 
259,853 
933,348
232.300 
554,686 
014,143 
045,962 
509,524 
551,026
491.300 
416,084 
494,089 
037,838 
009,927 
724,266 
573,374 
796,506 
049,462

Cost of 100% of I n v e s t m e n t

59.784.000 
59,851,424
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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M E M O R A N D U M

DATE: Dooambwr 27,1998
TO: William H. Scott Executive Director
FROM: Real Estate investment OfficerPets Joans

SUBJECT: EHiminatiaa of 40% restrietfon on real estate acquisitions

This meznarandum should bo attached to the memorandum dated Novamber IB, 1998 to tha Board of Trustees as additional Information.
The following three investment opportunities ara weampl— that wars lost by APFC during tha past throe months due to the 40% restriction on real estate acquisitions.
1. Park 227Industrial Property 

Kent, Washington
This proposal was received from the L & B Group. The proposed investment included 89 scree with 5 industrial buildings, 100% leased. The total purchase price was $26,600,000 and the initial cash an cash was 9% after fees.
After preliminary review, APFC decidsd to move forward and hired Saylor Capital to perform in-depth due diligence. AFrO waa considering 40% and 
Sfcr Public Employees Retirement Association of Colorado (PERA) was considering the remaining 60%. The due diligenca wos completed by both APFC and FZdRA and the decision was made to proceed with documentation. During this process, APFC and its attorneys could not negotiate acceptable buy-eail arrangements and wars forced into baddng out of this inrsstinsnt. PERA is proceeding to do 100%. The interesting thing on investment is that it waa presented to the APFC first, and we recommended PERA to the L 8c B Group as n potential partner.
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2. 278 Poet Street Son Francisco, CA(Retail Property on Union Square)
This proposal wae received from LaSalle Advisors. The property ia being converted to Nike Town and other upscale retail. The cash on cash is projected to be over 9% after the renovation. The total investment was $84,600,000. The same situation occurred as above and PERA is doing 100%.

3. Sequoia Station Shopping Center Redwood City, CA
This proposal waa received from TCW Realty Advisors. The total purchase price waa $33,725,000. The initial cash on cash after fees was 9.33%. The propoeal was presented to APFC toward the end of October and the seller required a closing by Deoember 16,1993. We looked at the property and were interested in proceeding. TCW was unable to locate co-investors that could close by the Deoember deadline. As a result, we lost the opportunity to consider this investment

As more institutional dollars are made available for real estate, it Is going to become more and more difficult far APFC to beoame involved in the better investments unless we can control the investment. In order to do this, we need to have the flexibility to go up to 100% an some of the smaller investment opportunities.




