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Hampton Woods
Williamsburg Apartments
Chatham®s Mark

Avalon Park Apartments
Logan®s Mark

Park at Wells Branch Apts
Amberwood Apartments
Lemav Lake Apartments
The Springs Apartments
Brookstcne 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
Mill 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

Alaska Permanent: Fund
Estate Portfolio
Direct

Real

Permanent

Fund

Ownership

19.
19.
19.
40.
19.
19.
39.
19.

19
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19
13
40
40
19
40

33.
40.
40.
33.

40
40

40.

33
40

40.
40.
40.
39.

16

40.
40.

40
25

40.

40
40
40

40.

23
33

40.

40

19.
31.

40

40.

33

6%
6%
6%
0%
6%
6%
4%
6%
6'
o-
6-
-4%
.0%
.0%
.6%
.0%
3%
0%
0%
3%
.0%
.0%
0%
.3%
.0%
0%
0%
0%
7%
7%
0%
0%
-0%
.0%
0%
.0%
-0%
.0%
0%
LT%
3%
0%
.0%
0%
8%
. 0%
0%
.1%
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Number
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242
617
676
444
696
814
742
893
913
932
972
370
151
165
366
955
130
985
432
965
973
126
349
467
130
210
401
014
105
455
535
505
662
513
779
024
255
441
491
155
363
098
393
171
141
934
400
940

642
407
581
725
305
652
210
550
275
999
448
297
331
130
938
649
595
158
099
889
706
795
682
086
326
300
600
113
813
269
550
718
512
231
871
930
740
158
470
945
540
981
732
630
683
596
000
559

Cost of 100%
Investment
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O O OO O 0w omo

GOADRDRRAWWWWWRNRNRNNNNNNNNNRPRPRRPRPRRPRRRRERRERRRRRRR
RORDRNOINIRWOONOOORWROOOWMONOUIORARMWNNNNOOOO

333
243
545
611
645
24 i
500
651
751
852
053
241
404
412
063

. 389

391
462
580
897
934
316
874
401
825
025
504
035
417
733
338
764
156
052
949
562
139
602
728
485
090
747
484
963
442
836
000
213

549
656
264
812
796
992
407
122
654
187
252
381
576
950
902
122
786
395
247
666
266
988
204
257
316
750
000
281
665
686
875
295
280
926
678
325
349
896
676
734
620
453
330
352
748
490
000
859



49
50
51
52
53
Z3
56
57
53
59

53
54
55
56
57
53

Property

Oakwood Mail

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. Louis Center
McKinley Mall
Monroeville Mall

1818 Market Street

135 East 57th Street
Westsiae Pavilion
Tvsons Corner Center

Permanent

Fu

Ownership

16
31
40
40
38
40
40
40
40
21
40
25
40
16

nd

.2
.0
.0
.0
.0

10,

17
16

22 .
12.

38

Number
of
Partners
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Permanent

Fund

Investment

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

145

964
785
960
259
933
232
554
014
045
509
551
491
416
494
037
009
724
573
796
049

000
746
000
853
348
300
686
143
962
524
026
300
084
089
838
927
266
374
506
462

Cost of 100%
of Investment

59
59
59
63
65
65
71
80
80
93
96
100
103
111
141
152
159
165
242
381

784
851
900
149
235
580
386
035
114
011
377
955
540
449
363
058
829
322
186
709

000
424
000
632
707
750
714
357
906
894
564
644
209
115
617
063
672
851
977
112
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REITs On . Tear

Deja Vu— Have We Been Here Before?

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

quarter of 1993, RETTsposted returns of 191 percent, easily
outdistancing the S&P 500 which only managed a 4.3 percent
return. This was an even faster start than in 1992 when REITs

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

which only notched a decent 7.7 percent return.
It's not iust the market performance of REiTs that has caught the eye of the

investor—Ilast year, the REIT market raised 56.6 biilion. nearly 52 billion greater
than e previous record year of 54.8 billion. More than half of that 56.6 biilion
was raised by existing REITs which were extremely active in the real estate
market, acquiring 52 billion worth of properties. REITs suddenly became the
Japanese of the Nineties. The paradox is. after mugging the U.S. real estate
market with a seemingly inexhausubie supply of capital, cne Japanese have
disappeared. Will the same thing happen Continued. Page 5

bv Steve Bergsman

CO-INVESTMENT

The Dark Side

Co-Investment May Be Trendy,
But It's Not Ail Wine and Roses

17]e concept of co-investing has been aroundfor decades, but
recently. it seems to have become the "in"thing to do.
Increasingly, over the past threeyears, investorsand investment

managers alike have been dressing theirportfolios up with

co-investments— the institutional investment community's analog of the

"grunge  look.
The "grunge look"—ripped jeans and flannel shirts—may be popular in

some circles today, but it certainly isnt for everyone. Neither is co-invesunent.
Even if co-investmenc is particularly well-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 biilion
endowment organized for the benefit for Continued. Page 15
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Continued from page 1

«ill the cmzens or Alaska and funded
by taxes on mineral extraction reve-
nues—has been the leader in the L5
co-investment movement.

The reason? As alwavs. necessity
is the mother of invenuon. By statute,
the maximum interest the Permanent
Fund can hold in anv singie property
is 40%. This means that, m order to
make separate account investments
work—and the Alaska Permanent
Fund s Real Estate Investment Officer.
Petejeans. verv much wants his rund
to be a separate account investor—
the Fund has no choice but to co-tn-
vest (ioin with other tax-exempt funds
to make a purchase!.

As a resuit, for the last eight years.
Jeans has made co-investment after
co-investment, bringing into his real
estate plays more than 100 pension
fund investment partners. The ap-
proach has worked weil for the
Alaska Permanent Fund, and now
Jeans has come south to spread his
gospel throughout the "Lower 4s."
(More than 40 pension, foundation and
endowment funds recently aaenced a
pnvate conference on co-investment in
Dallas, 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 pool 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
decisions and management responsi-

bilities were iett in the hands ofa third
partv. wno had ultimate discretion
over the funds—and who almost al-
ways had significant conflicts or inter-
est. To make matters worse, when the
real estate market collapsed, funds
trying to escape the calamity discov-
ered thev were blocked by poorly-
conceived exit strategies.

Todav. pension plans, still tangled
:n the weos or commingled funds but
anxious to get in on the buying oppor-
tunity or a lifetime, are looking for new
paradigms—aiternauve rorms or real
estate investment that can offer
greater controi and liquidity. Of
course, the ultimate control results
when a pension fund acquires prop-
erties directly with no partners. Some
funds sre unable or disinclined to go
that route, however, which, according
toJeans, is what makes co-investment
so appealing todav.

Ifone 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-
gards to the control issue—is still
subiect to debate. Andersen, for one.
says he would place co-investment
closer to commingled funds on the
spectrum, rather than placing it
squaxeiv in the middle.

Of the many forms of co-invest-
ment. the least popular have been
those which require 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
shy away because of the obvious
inherent conflicts of interest, tAs Bob
Burke, a Principal of AAIB Institu-
tional Realty Advisors iikes to point

investors.

tiee institutional
REALESTATE LETTER

out. the investment management in-
dustry appears to have come full cir-
cle. The real estate investment man-
agement industry reallv took off. ex-
plains Burke, when tne Employee
Retirement Income Security Act of
1974 (remember ERISA?) mandated
that pension funds interject a fiduci-
ary between pension plan assets and
deal promoters. Todav. notes Burke,
pension funds requinng their advisors
to co-invest effecuveiv are requiring
them to become promoters—creat-
ing, once again, precisely the kinds of
conflicts the provisions of ERISA
sought to eliminate.)

An examinauon of many of these
structures also will reveal that the
advisor/developer/operator often
stands to receive back in fees dunng
the first tew vears 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 txx-exempt investor
tvpicaily funds something akin to 90-
95% of the investment snd the advi-
sor. 5-10%. Those kinds of splits; don't

Of the 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 ro put their
own capital at nsk in the deal, adds
Jim Curtis, a Principal with San Fran-
cisco-based workout specialist The
Bristol Group, they typically 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 Next Page
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notes Curtis. 'We've leamea. how-
ever. that people can matte eauallv as
bad investment decisions with their
own monev as with scmebodv
dse's." Cleariv. therefore. havins
capital at risk is no guarantee that
things will go well.

Curtis also cautions that tre-
gueniiv the partner doesn t even have
its own capital at risk. "They raise it
from other sources or tnev borrow it.
The problem is. when the capital
contributed is non-recourse, the in-
vestment manager or promoter reallv
isn't at risk at all. In sucn cases." warns
Curtis, "all that these co-investment
requirements reallv create is the i
SKNof comfort.'

In addition, an incompatibility of
incentives often exists in these types

... Co-investments... are nothing more .
than a commingled fund warmed over.

of investments, according to Ron
Karp of the Summit. NJ-based con-
sulting firm Ronald A- Karp & Asso-
ciates. Karp notes that there is a
mismatch in the long-term stability
and financial staving power of the
pension plan versus the investment
advisor or operaung partner. "If the
investment gets into trouble, who is
going to fund the losses? Obviously,
it's going to be the pension pian. And
that is going to create a problem
when it comes to decision-making.'

The most popular form of co-in-
vestment. however, is between simi-
lar investors with similar objecuves
and resources, such as two or more
pension plans. Even here, however,
there are vanauons 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 transacuons accoidingly. A sec-
ond type of co-investment occurs when
investors unite under their own initia-
tive— when the co-investment is inves-
tor-drivea rather than manager-driven.

The principal feature of every co-
investment. however, is that it in-

volves more man one investor uhe
Apical co-investment involved be-
:ween inree to five investors/. Therein
:es co-investments strenutn— ana if»
veaKness.

For a smaller oension plan, co-in-
vestment offers tne opportunity 10
participate in transacuons iarger than
those the plan otherwise would be
able to execute on its own. 'Small
funds mav not be abie to invest in
large proiects simply because their
allocation is insufficient." explains
Terry Ahem, a Principal with the
Cleveland-based Townsend Group.
It also enables a larger investor to
acmeve more diversification than oth-
erwise wouid be possible by investing
dtrectiv. According to its Chief Real
Estate Investment Olficer. Gravson
'anders. for example, the Amentecn

Pension Trust has

assetnoled a

rougnlv S1.2 bil-

lion real estate

portfolio over
past ten
years. Sanders
notes, however,
that because it
has acquired
much of that
portfolio by co-investing with other
tax-exempt funds, Ameritech's SI.2
billion position is covered bv a port-
folio of more than 514 biilion in real
estate assets,

Investors who have done co-in-
vestments often sav thev like being
involved with other participants with
similar goals because there is a com-
fort with being associated with other
entities that have the same investment
strategy. Or. as Andv Smith. Presi-
dent of L&E Real Estate Counsel
Inc. says. "There is a 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: ihere are
more checks and balances so it’s less
likely there will be any surpnses.

Despite the lack of surpnses.
there also is going to be a lot more
work— and fiduciary liability— lor the
co-investors. By co-investing rather
than commingling, for example, tax-
exempt investors not only have to
review the potenual investments, but
also must participate in the decision
co acquire. In addition, they must be

Mill 11 I'M It mflih.CJ'M

involved in decisions concerning the
ongoing management of the prop-
erty. and when and how eventually
to divest. The problem is. without a
tturd partv fiduciary to share the risks,
a pension fund subject co ERISA pro-
visions must shouider the fiduciary
liability associated with making these
decisions alone.

Despite the extra work end liabili-
ties, however, tins is precisely the
kind of control that was lacking m the
commingled funds, and precisely the
kind of control that many tax-exempt
investors now want. When investors
were passivelv investing in commin-
gled funds, advisors and managers
made those decisions. When advisors
became promoters, and began struc-
tunng rur.ds as pannersnips to avoid
being subiected to fiduciary liability
under ERISA, thev sull made the de-
cisions. but investors no longer en-
;oved anv insuiauon from fiduciary
liability. When investors realized they
weren't going to recer'e any fiduciary
insuiauon. they staned quesuomng
why thev should give up control. This
issue, 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 real estate used to
be "locauon. locauon. location.” But,
counters Tim Getz, Investment O ffi-
cerwith the Ohio PublicEmployees
Retirement System, the axiom re-
ally should be "control, control, con-
trol. You're not going to get that con-
trol." warns Getz, "bv shanng your
decision-making power." Getz speaks
from expenence— his fund was a pio-
neer in both the early commingled
fund and co-investment movements.
"One of the lessons :hat we learned
from commingled funds was that the
investor didn’'t make portfolio deci-
sions. The decisions were always be-
ing made by someone 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 or co-investment is the
added laver of scrutuiv. This also is a
weakness, however, because it often
can be difficult if not impossible to
get multiple parties to come to a
decision. And. since co-investors
don t always have equal shares, bv
definition, someone is bound to end
up with a nrunonty interest. Obviously,
that can be a real problem if the maior-
itv investors have a different point of
view than the minontv investors.

‘Co-investment 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 parties— verv interested
parties— 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 essenuallv
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 h2Sbeen putting together
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-
tor with Ernst & Youngs Real Estate
Advisor," Services in San Francisco,
counters that co-investmenr adds an-
other. unneeded level to problem
solving over the life of the asset.
"When there are decisions to be made
by different investors who have
changing objectives and strategies,
there is always going to be the poten-
tial for conflicts of interest.”

Hudson-Wilson concedes that co-
investment may be a great way for a
small pension plan to participate in
larger investments, but reiterates that,
"there is true lack of control when you
need it most." At the point when you

most neeu and want to do sometning
big— iike invest more or reuuce tne
mzc of your investment— you dis-
cover that vour options arent much
different than it vou had invested in
a commingled fund.

A FORMULA

FOR SUCCESS
Co-investors cvpicailv trv to avoid the
problem of potential conflicts cf in-
terest bv finding other investors with
similar investment objecuves. "Tie
big kev 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-
tor of CB Commercial Realty Advi-
sors. reels that establishing a pre-ex-
isting association for co-investmenc
can greativ enhance the success or the
co-investment. 'These associations of
like-minded investors agree in ad-
vance to a defined real estate invest-
ment strategy, acquisition process,
standardized contracts covering the
decision-making powers of investors
and transferability of interests, and
pre-negotiated investment manage-
ment fees that are performance-based
and aligned with the investors' inter-
ests. The associations and the prede-
fined process allow the investment
manager to move quickly 3na to bet-
ter negouate with the seller." CB com-
pleted" its first co-investment in 1981
and has created an acuve co-invest-
ment associauon of like-minded in-
vestors. Scott Tracy, Grayson s part-
ner at CB Commercial, adds that. "The
association prompts the co-investors
to address most of the issues before-
hand. and minimizes the difficulties
in gaining consensus. Investors agree
that, once the initial acquisition deci-
sion has been made, 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 rights of the
co-investors be stated clearly and de-
finitively. "You must have a mecha-
nism for resolving disputes among the
participants." warns Jim Snyder.
President of Kennedy Associates
Real Estate Counsel a Seattle-based
advisor that has been putting together
co-investmen's for the past 15 years.

Alv.y it rri-K-BiiK i

THE INSTITUTIONAL
REAL ESTATE LETTER

snvcier expiains that the problem-
solving process among me co-inves-
iors should be formalized as a general
part of the co-investment agreement.
Sometimes the process cou.d be as
simple as a maiontv vote among the
co-investors, but it also mould in-
clude a wav to allow an unhappy
investor to exit the co-investment. As
noted, liquidity is one reason whv
pension plans are looking at co-in-
vesuncnt. Investors, therefore, need
to be assured that there u an easy out
if they want to leave.

"Our experience." says Jeans,
"has been that, if we're having 3
p oblem or disagreement with a part-
ner. we call a meeting and sit down
together face-to-face. Ninety-nine
percent of the ume we can solve the
problem, in those few instances
where it absoluteiv doesn t work out.
the partner can leave. * According co
Jeans, that usually means the other
partners will buy out the disgruntled
party.

The New York State Teachers
Retirement System also has been
involved in co-investment transac-
tions in the past, but none recendy.
"We're not saying we won't do any-
more. but when we have achoice, we
prefer to invest our own." notes
Jim Campbell. Assistant Real Estate
Officer at NYSTRS. The Fund wants
to control its own destiny. Campbell
explains, and it is tougher co do that
when hooked into ocher investors. "It
can be frustxaung to be in a deal with
an investor who has a shorter term
horizon or is handicapped by political
decision-making processes."

The bottom line is. co-investmenc
is a little like “the Force" — :hat won-
derful source of power that Luke Sky-
walker discovers in George Lucas'
Scar Wars. Like the Force, co-invest-
menc can be either of great benefit, or
great harm to the user— depending
on how you approach it. And. as with
all sources of power, investors must
not forget that coinvestment has its

dark side. «>

Stew Bergsman o a freelance redl
esiaie writer in Mesa. Arizona.
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Mr. Pete Jeans
Real Estate Investment O fficer

Alaskgo)lzeﬁ?ﬂrbent Fund Corporation

P.C.
Juneau, Alaska 99802-5500

Dear Pete;

YOU have asked us to review the proposed
legislative amendments to Section 37.13.120(g) of the Alaska
Statutes in the context of our experience as investment
counsel for the Alaska Permanent Fund Corporation (the
"APFC"™). Wk understand that the legislative amendment to ba
reviewed by the board would modify subsection (g)(16) of
Section 37.13.120 to provide;

Subjeot to the limitations contained in

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

(9)

(16) Equity interests in, and debt

obligations secured by mortgages granted a first
on, real estate; located in the United States.

lien

We believe that this proposed amendment would be
investment policies of the

beneficial in carrying out the
First, it would allow the APFC to

APFC far several reasons.
effect real estate investments that fulfill its investment

objectives without imposing legal constraints that may not
be relevant to ensuring that the investments are prudent.
Second, the existing provisions of Section 37.13.130 that
would remain unchanged by this legislative proposal ensure
that sufficient fiduciary safeguards are present in
connection with the acquisition of real estate by the APFC.

Third, and perhaps most significantly, the proposed

KO«8 £14807717

law firm

LETTER OF SUPPORT
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amendment: would allow the APFC to invest in real estate on
terms that are comparable to the terms available to ERISA-
regulated corporate and Taft-Hart.ley (union) retirement
plana and a majority or governmental retirement systems. By
adopting the standards utilized by most tax-exempt
institutional investors, the APFC will be poised to compete
more effectively with such investors for real estate
opportunities and to exert the degree of control that many
of such investors have viewed as conducive to maximizing
return and minimizing risJc in tneir real estata portfolio

investments.

The current provisions of Section 37.13.120(g)(16)
include specific limitations that mandate, among other
requirements, that the APFC not hold greater than a
40 percent beneficial ownership interest in a real estate
investment at the time of acquisition, that the real estate
investment is improved by completed buildings and that such
buildings are substantially leased. These types of
restrictions are typically reforred to as "legal list"
3tatur.es and were commonly used in state statutes applicable
to public and private retirement plan investments prior to

1974.

ERISA statute in 1974

The enactment-of the federal
legal list statutes to

eliminated the applicability of these
private corporate and union retirement plans. ERISA imposed
fiduciary standards applicable to all types of

general
is

investments. The foundation of these fiduciary standards

the prudence and diversification rules of Section 404 cf

ERISA. These rules are incorporated into
Sections 37.13.120(a) and (c) of the Alaska Statutes and are

fully applicable to the AFFC's real estate investments.

The drafters of ERISA abandoned the legal

statutes in favor of general rules of prudence and
diversification for two reasons. First, to the extent that

list

a restriction found in a legal list is a restriction
appropriate to effr.c'_j.ng a prudent and diversified
merely duplicat.iv9

the legal list restriction
fiduciary standards. Moreover, to the
extent that the restriction was unnecessary co ensuring chat
appropriate fiduciary caution was exercised in effecting an
investment, the legal list restriction was viewed as
impeding the plan's ability to pursue prudent acquisition

opportunities.

investment,
with the general

105330407/11
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Since the enactment of ERISA, a majority of public
retirement systems have adopted legislative changes that
substitute general fiduciary standards for legal list
statutory restrictions. The rationale underlying these
changes has bean similar to the legislative intent of
Congress 1In enacting ERISA, that the legal list restrictions
are either duplicative with the general standards of
prudence and diversification, are obsolete interpretations
of such standards or are general examples of such standards
that may not oe appropriate in specialised investment

contexts.

It would be beneficial to the APFC to pursue
investment opportunities in real estate under standards

similar to the fiduciary standards applicable to the
majority of institutional investors competing for these
Because the APFC will be fully

investment opportunities.
obligated to pursue real estate investments that satisfy the
prudence, diversification and other standards applicable

under Section 37.13.120, to the extent that the legal list
restrictions of current subsection (gj(16) are appropriate
to ensure prudence or diversification, these restrictions
will still apply to real estate investments of the APFC.
Thus, fTor example, if a purchase of more than forty percent
of the beneficial ownership of a particular real estate
investment would not be consistent with the standard of
maintaining a reasonable diversification among investments,
the "forty percent rule” would continue to apply. If,
however, it was not only prudent and consistent with
diversification standards to invest in a larger percentage
of a particular real estate investment, but would allow
leasing

greater controls with respect to operating budgets,
decisions and other control features determined relevant to

enhance the APFC"s iInvestment return, the forty percent rule
would operate to limit potential investment returns in the

APFC real estate portfolio.

In summary, the legal list restrictions of
subsection (gj(IS) are generally redundant with the prudence
and diversification standards of sections (@ and (c) of
Section 37.13.120. In tnose instances where these
restrictions do not duplicate the general standards, but
provide more onerous restrictions, it is difficult to
justify rules that do not further the standards of prudent

real estate acquisitions or may impede such acquisitions.

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

1JABETR0771)
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current: income opportunities than was the case in years
where capital appreciation in real estate could be more
easily projected, It is significant to note that the APFC'3
ability to control decisions that are economically relevant
to both income and potential capital appreciation is limited
by its current inability to acquire a majority interest in
its real estate iInvestments. 3y allowing the board and, to
the extent delegated by Che board, the APFC staff, the
ability to balance the economic benefits of control against
the costs of such a percentage acquisition, the APFC will be
able to maximize its iInvestment objectives in a context
relevant to each particular investment opportunity it

reviews for potential acquisition.

Please contact me if we can be of further
assistance In this matter.

Very truly yours,

Rachel Markun
RMrpmd

14043817430771)
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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 | give a few thoughts why lam in favor of a legislative change
to allow you to take up to a 100% interest in an investment.

1  Conrd

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

While | believe the APFC has been advantaged by retaining discretion over
major investment, management and divestment issues, it is currently required
to be t tally 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 | consider) minor differences with a 60% partner, and your
lack of influence in matters associated with Boston Real Estate Counsel assets
in a situation where at least one of your partners was lethargic and
bureaucratically hamstrung from acting in all partners' best interests.

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

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

gone elsewhere to avoid this process.

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

Menegerert Chenges

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 be intensively managed in order to improve their performance
and occasionally to position assets for sale. Managers who are ineffective
should be replaced, and manager replacement is most difficult to accomplish
for the APFC as a minority investor especially since most partners of the APFC
are required to live with an "approved list" of investment managers.

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

competitiveness in the marketplace.

CC:

H. Saylor

Llewellyn Lutchansky



Alaska Permanent Fund Corgoration
P.0. Box 25500 Juneau. Alaska 99802-5500

1907) 465-2047

M EMORANDUM

DATE; November 18 1993

Board of Trustees _
Alaska Permanent Fund Corporation

FROM: Pete Jeah&-"v* _
Real Estate Investment Officer

THROUGH: William H. Scott
Executive Director

SUBJECT: Recommended Legislative Changes, Real Estare

| 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 ofthe Board of Trustees will be changed to read:

<0)(16) equity interest in, and debt obligations secured by mortgages
ranting a first lien on. real estate located in the United States.

16HA cPeIeted
16KB)  deleted
16)(B)(i) deleted
16)(B)(i) deleted
16)(B)(iil) 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 tojustify this recommendation it is necessary to give a brief description of
the Fund's real éstate 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 pro ert&, the Board of Trustees had allocated 6% of the S3 billion
Fund to real estate. The Board of Trustees hired a real estate consultant to assist

memorandum
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in se_Iectln% three real estate advisors. From 1983 through 1987, the Fund took a
passive role in real estate investing and relied almost exclusivel]' on the
recommendations of the consultant and advisors. Additionally, the 40% co-
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. Durmt% this period, control and involvement in property decisions were
or

not priorities for the APFC.

In the later part of the SO, there was a turnover in Permanent Fund real estate
staff. Soon after, the Fund empIoY_ed new real estate consultants and attorneys, all
of which resulted in a more directive approach to real estate investing. The Fund
has become more invoived in the real estate investment ,orocess, from requiring
certain controls and buv-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,urlnP 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 A/ deal. The only way to secure the same level of control
chat the Fund historically obtained with past investments is to acquire an equal or

majority interest.

ot m_ agl "greatest-b e n e f 1 t * " i1 n
lirvestttiSnt.  Timing of major capital events, such as a property sale or the fundin

of a mall redevelopment designed to head off new competition, is often crucial to
enhancing returns on a property. The inertia of some institutional partners has

caused numerous missed opportunities for the Permanent Fund in the past.

Gthar~adKaEragea® also €XiSt. The real .estatesaftssfcraliocecion Set by the Board of
Trustees waiiiw”ncreieaaily’attainablef Unless a single deal is exceptionally large,
the acquisition of a smqle,property will not materially affect the diversification
strategiy. Through resolution, the Board of Trustees will continue to maintain

control over the diversification goals.

~vreclueacU-substanuaily' iiilindnatihg”hT~decreasin”rife
nognrt ono-He.n= Complications in

gnrt . ; .
replacing investment advisors are directly correlated with the number of partners
ina deal. The replacement process is simplified in a 3¥/0to 100% investment.

" Nr-
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By raxnupshw”mtron-tcrtake-100'ft" of-an-investment, we antici_?ate an increase in
aati»iicw. WIth only one or two investors involved, advisors will be more likely to

propose acquisitions to us. particularly those with short closing time frames.

This proposed chan?e 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.



Alaska Permanent Fund Corporation

P.0. Box 25500 Juneau. Alaska 99802-5500
Q) 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 &3-11

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 by the Board of Trustees of the Alaska

Permanent Fund Corporation, this 6th day of Decembers

Chairman, Board'hf Trstees
Alaska Permanent Fund Corporation

ATTEST

Corporate Secretary resollhion



Alaska Permanent Fund Corporation
P.0. Box 25500 Juneau, Alaska 90302-5500

(907) <165-2047
M EMORANDUWM
DATE: April 5, 1994
TO: Senator Robin Taylor

Chairman, Senate Judiciary Committee

FROM: W illiam H. Scott
Executive Director

SUBJECT: House Bill No. 373 and Senate Bill 245

[iB 373 and SB 245 were originally identical bills introduced by the
Legislative Budget & Audit Committee at the request of the Board of
Trustees. The Trustees' goal is to amend the Permanent Fund's list of
authorized investments to provide for up to 100 percent ownership in real

gstate investments.

HB 373 - which would accomplish the Trustees' goal - passed the House
nearly unanimously with only one vote in opposition. SB 245 was
amended by the Senate Labor & Commerce Committee to include two
changes: (1) A3 37.13.040 was amended to state explicitly that the Board
of Trustees have a Fiduciary responsibility to the people of the state; and
(2) the 100 percent rule would be restricted to real estate investments
under $100 million, with a 67 percent ownership limitation on all real
estate investments greater than that amount.

The Board of Trustees requests that you move the House Bill, HB 373 as
originally introduced, from your committee, and here are the reasons why
the Corporation supports this version over CS SB 245(L& C).

There is no doubt that CS SB 24-5(L&C) would provide the Fund increased
flexibility compared to existing law, and one might think that $100 million
would be an appropriate limit for 100 percent ownership. However, |
would offer three reasons notto adopt this limit:

SPONSOR STATEMENT
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1) For existing investments, it would restrict the Fund's ability to get

outofabad investment.

2) Fornew investments, it would restrict the Fund's ability to get into

a good investment.

3) This limitation appears to offer increased safety, but actually
increases the Fund's risk.

Existing Investments - The Fund currently owns approximately 10
investments with a market value in excess of $100 million. If for some
reason, the Fund determines that it would be in our best interest to buy
out our partners, even if only on a temporary basis in order to find new
partners, the $100 million limitation would prevent that opportunity.

New Investments - Real estate is an increasingly competitive market,
and finding good new investments is getting harder all the time. For
example, the Fund has made no new purchases in the first quarter of this
calendar year and there are no closings scheduled for the second quarter

gither.

Last year, the Fund purchased 40 percent of an excellent office building in
Atlanta - IBM's regional headquarters building. The Fund's portion was
$41 million; but had we been authorized, the Fund would likely have
purchased the entire building at $103 million. W ith the $100 million
limitation, this still would have been impossible.

The current restriction - and the $100 million limitation - create
significant opportunity costs and place the Permanent Fund and the
Fund's beneficiaries at a competitive disadvantage. PERS and TRS, the
state's pension plans for example, do notoperate with such restrictions.

Safety - Although $100 million is a great deal of money it is only two-
thirds of one percent ofa $15 billion Fund, and in the past, the Fund has
made investments larger than this. For example, it has not been

uncommon for the Fund to own as much as $400 million of a single issue
ofU.S. Treasury bonds.

As for the language in CS SB 245(L&C) which explicitly states that the
Board of Trustees have a fiduciary responsibility to the people of the state,
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the Corporation certainly does not object to the inclusion ofsuch language.
However, a legal brief prepared for the Legislative Budget & Audit
Committee on December 1, 1981, entitled "The Prudent Investor Rule,"
indicates that the statutes currently require the Fund to follow the
Prudent Investor Rule, including fiduciary responsibility.

For the information of the members of the Senate Judiciary Committee, |
have attached a number of supporting documents which thoroughly
describe the rationale for this legislation (see below.) In addition, | would

offer the following comments.

As of February 28, 1994, the Permanent Fund had a marketvalue 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
unahble to reach its desired real estate asset allocation until there " relief
provided from the 40 percent ownership rule.

Besides the control issue and the need to make larger investments to
reach the asset allocation targets, there are other reasons to allow your
Permanent Fund managers to purchase up to 100 percent ownership in
properties. The first is that the Fund sometimes Jloses excellent
investmentopportunities simply because sellers are unwilling or unable to
wait for the Fund to identify a co-investment partner, or because our co-
investmentpartner ultimately decides to take the entire investment.

Another reason for choosing no dollar limitation is that the market values
that you see on one of the attachments below only reflect current prices -
and real estate in the U.S., as you know, is currently at ornear the bottom
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of its market cycle. As prices rise in the future (which they have begun to
do) a dollar-amount limitation will increasingly disadvantage the Fund.

Attachment tfl 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 hisrorical

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 it 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 The Institutional Real Estate Letter. 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 investment and percentage of ownership.

Attachment #7 is another memorandum from Mr. Jeans to myself
addressing the issue of lost investment opportunities.

The Fund invests in real estate to maximize the risk and return benefits
of diversification. There is nothing in the bill which would hinder that,
and much that would enhance it. On behalf of the Board of Trustees, |
request that you give their concerns serious consideration.
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DATE: December 27,1993

TO:

William H. Scott
Executive Director

FROM: Pet® Jeans f

Real Estate Investment Officer

SUBJECT: Elimination of40% restriction on real estate acquisitions

This memorandum should be attached to the memorandum dated November 18,
1993 to the Board of Trustees as additional information.

The following three investment opportunities are examples that were lost by APFC
during the past three months duo to the 40% restriction on real estate acqvimtian™*.

1.

Park 227
Industrial Property
Kent, Washington

This proposed was received hum the L & B Group. The proposed investment
included 39 acres with 5 industrial buildings, 100% leased. The total
purchase price was $26,500,000 and the initial cash on cash was %o after

fees.

After preliminary review, APFC decided to movo forward and hired Saylor
Capital to pmorm in-depth due diligence. APFC was considering 40% and
the Public Employees Retirement Association of Colorado (FERA) was
considering the remaining 60%. The due diligence was completed by both
APFC and FERA and the decision was mado to proceed with documentation.
During this process, APFC and its attorneys could not negotiate acceptable
buy-sell arrangements and were forced into backing out of this investment.
FERA s proceeding to do 100%. The interesting thing on this investment is
that it was presented to the APFC first, and we recommended PERA to the

L &B Group as a potential partner.

INTERNAL MEMORANDUM
LOST INVESTMENT
OPPORTUNITIES
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2. 278 Post Street
San Francisco, CA
(Retail Proparty on Union Square)

This proposal was received from LaSalle Advisors. The property is being
converted to Nike Town and other upscale retail. The cash on cashis
projected to be over 9% after the renovation. The total investment was
$34,600,000. The same situation occurred as above and PERA is doing 100%.

3. Sequoia Station Shopping Center
Redwood City, CA

This proposal was received from TCW Realty Advisors. The total purchase
price was ~3,725,000. The initial cash on cash after fees was 9.33%. The
proposal was presented to APFC toward the end of October and tha seller
required a dosing by December 15,1993. We looked at the property and
were interested in proceeding. TCW was unable to locate co-investors that
could close by the December 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 for APFC to become involved in the better
investments unless we can control the investment. In orderto do this, we need to
have the flexibility to go up to 100% on some ofthe smaller investment

opportunities.





