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The contention that an agency is barred from use of money "constructively received"
unless the legislature first authorizes the money’s receipt and expenditure will prevail,
it seems to me, only if (1) the first sentence of article IX, section 13 looks past the
form to focus on the substance of the financing transaction, thereby requiring prior
legislative sanction of disbursement of the "constructive revenue" in question, or (2)
the courts conclude, based on a reading and application of some questionable
precedents, that the second sentence of that section imparts a "rule of strict
construction™ such that an agency is generally limited to the exercise of the powers
that have been expressly granted by its enabling statutes together with those other
activities that may reasonably or necessarily be implied from the powers expressly
granted, that the agency may exercise under that grant of authority only the collateral
powers that are incidental to the act that has been authorized, and that agency action
involving financing arrangements that involve the raising and expenditure of capital
by third-party contractors is inconsistent with a fair application of the rule.
(Alternatively, the courts may hold that financing arrangements involving lease-
purchases are a form of state debt, though, even if so found, in this instance the
Department of Corrections arguably incurred state debt for acquisition of a capital
improvement, a purpose authorized by the state constitution’s article IX, section 8.)

With respect to the first argument, because, as noted earlier, recent Alaska case law
in this area gives some reason to believe that the court is disposed to extend
protection of the legislature’s appropriation authority btyond state money to
transactions involving all state assets, there issome reason to conclude that the courts
may similarly act with respect to money constructively received. With respect to the
latter, the answer will come only if the courts determine both that the provision
supports a strict construction rule and set parameters on that rule.

JBC:mi
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DAVIS WRIGHT TREMAINE
Laviw

2300 Flret Jntmtace Banl: Tower
1300 Southwest Fifth Avenue
Portland. Orecon 97201
Telephone: (503) 241-2300
FAX No.i (50.3) 778-5299

CONHDENT1AT. MEMORANDUM

TO: The Honorabla Bruca M. Botello

Deputy Attorney General
State of Alaska

FROM; George Mardikes, Barbara Kraft
DAT.S: August 13, 1993

SUBJECT: Response to the Legislative Counsel*s Memorandum, dated
June 28, 1993, relating to Wildwood Correctional Facility

This Memorandum is iIn response to the Memorandum dated
June 28, 1993, from Jack Chenoweth, Legislative Counsel, to Randy
Welker, Legislative Auditor. The Memorandum from Mr. Chenoweth is
a limited analysis that only analyzes the role of the Departments
of Natural Resources and Corrections with, respect to the Wildwood
Correctional Center. It should be noted at. the outset that suoh a
limited analysis confuses the actual nature of the financing
involved, and also the impact of the Legal Memorandum with reepect
to. other outstanding financing by the State of Alaska,

There 1is clear authority for the State of Alaska to
lease/purchase property in A3 5 36.30.080(b) 1and (0) - it ia
pursuant to this authority of the State of Alaska, to lease/purchase
property, authority granted by tho Stato legislature to tha
Department of Administration, the Alaska Court System and the State
Legislature, that lease/purchase financing has historically been
done iIn the State of Alaska. No reference to this authority was
cited iIn the Memorandum.

With tho passage of SB 120, effective August sn, 1993,
the legislature will ba required to approve all lease/purchase
financings by tho Department of Administration which involve real
property, regardless of tha dollar amounts 1involved iIn tha

Poee 1 « NNDANDRIM N3\30a31\ Lii\wildUoea. efll
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acquisition. The earlier version of tha statute allowed the
Department of Administration to proceed with Jlease/purchase
financings without \legislative approval so long as the annual
obligation was less than $1,000,000 and the aggregate obligation
was less than $10,000,000.

In addition to Wildwood, the Department of Administration
and the Alaska Court System have engaged 1in lease/purchase
financing of;

-the Seward Student Services Center (real property
including improvements thereon where ASHA is thu nominal
title holder)

AEquipment

-Spring Creek Prison in Seward (real property including
improvements thereon where the City of Seward is the
nominal title holder? these are lease revenue bonds
issued by the City of Seward where the Department of
Administration has an annual obligation to B.aka rent
payments subject to"appropriation)

-Palmer Courthousft (real property including impvnvements
thereon where the City of Palmer is the nominal title
holder? these were lease revenue bonds issued by the city
of Palmer where tha Alaska Court System has 6n annual
obligation to make rent payments subject to
appropriation)

-Kenai Courthouse (real property including improvements
thereon where the C4t.y of Kenai is the nomir.al title
holder? these vers laas® revenue bonds issued by tha city
of Palmer whev-A the Alaska court System has «m annual
obligation to make rent payments subject to
appropriation)

In all the State has probably in cxoccc of $75,000,000
principal component of rental payments of lease/purchas,. financing
outstanding. Tha Stat* of Alaska and ito Legislature htis solved,
many capital financing problems with the use of Ilease/purohase
financing. Any unfavorable analytic of I17ase/purchas* financing
will have an effect upon outstanding leasn/PUrchase agreements of
the Stato, especially the ratingo on them. In addition, it is
likely that other financings under which tha State provides a
"moral obligationll cuch ao the Alaska Dond Dank financings would
also be down graded or put on to some type of credit watch.

Various structures have been used for in the past for the
loaGo/purchana financing by the Stato. All of tliase agreements,
including the Wildwood transaction, are subject tx annual
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appropriation so that tha state®s obligation under the agreements
may ba terminated annually should the state legislature* fail to
appropriate money for tna following fiscal year®"s rental payments.

what differs from prior transactions la which
lease/purchase financing has been done by the state of Alaska is
that the Department of Natural Resources is involved as the nominal
lessor of the property to Department of Administration (or Alaska
court System). In the past this role has been handled by a variety
of entities. Often private companies have served as the lessor,
suoh as Ford Motor Credit corporation or National Bank of Alaska,
other times municipalities, such as the city of Kenai, City of
Seward or the City of Palmer, have been involved and served In tho
x"ola as lessor. In addition in the past, Alaska State Housing
Authority has served as the nominal lessor. In all of the
transactions that have been involved, ultimately it haa been the
State of Alaska through the Department of Administration or the
Alaska Court System who has been primarily responsible for the
transaction and the financings. The role of the nominal tensor is
one in which there are basically no obli" \tions of tha lessor ahd
the lessor assigns its interest off eithex to a single iInvestor, 1in
which case there is a simple assignment, or if the Tfinancing 1is
such that it makes sense to break the rental payments up into
smaller increments for multiple investors in order to lower the
co" w of the financing, it 1is assigned to a trustee who then
executes and delivers certificates of participation which are
delivered to the ultimate investors. In either approach the role
of the nominal lessor is such that there are really no continuing
obligations 1in the transactionwith all liability in the
transaction being assumed by the lessee.

There are some real disadvantages as to who thd nominal
lessor might be. For example, an Indian tribe or aprivate
corporation may subject the property to proparty taxation which
would then be passed on to the State and increase the cost of the
financing substantially. Tn other eituatians having a municipality
as a nominal lessor can delay the project because of demands that
the municipal (Ff.y will place upon the Stato in order to oof/a ao the
nominal lessor.Demands can include a fee for serving in that
capacity. Tn addition, theareis usually the ooet of the
municipalities”™ counsel in the transactions.

Given the state"s ongoing use of |lease, purchase
financing, it made sense to set up Qiro type of master
documentation so that each time a lease/purchase financing was done
by the Stut©, tho state, its staff, and all of the other parties
involved, including the trustee, did not have to recreate documents
and the transaction from eoratch. This also streamlines review by
rating agencies and minimizes costa of trustee and others. The
mochaniom for doing thin ia to set up a Master Trust Agreement with
standardized documents, which can then be used each tima there 1is

Paso 3 - MMVRAVDH mSVI0a31VU\UU<Moocd.mc*i
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another Xxease/purchase financing toy tha Department of
Administration (or tha Alaska court System)# In setting up tha
Master Trust Agreement, it was felt that we needed a nominal lessor
which would serve tha various types of transactions involved in
which the State might want to lease/purchase. Having a private
entity in there was cumbersome because private entities usually are
only involved in the actual financing they have any interest in;
having a municipality did not make sense since the state would be
lease/purchasing in numerous municipalities across the S::ate. It
seemed that the only entity that really made sense and that had the
authority in which to hold title in the State was the Department of
Natural Resources. The basic role for the Department of Natural
Resources in the transaction was to hold tile. All other
obligations were assumed by the Department of Administration or
Alaska Court System. All rights of the Department of Natural
Resourses are assigned off to the trustee. Given the- limited
nature of Department of Natural Resources” involvement, it is quite
clear that the Department of Natural Resources has the ability to
hold title to property in the state of Alaska.

The Memorandum by Legislative Counsel focuses on
primarily two 1Issues: that the nature of the lease,-"purchase
transaction creates invalid debt under the Axaska Constitution and
that the transaction is invalid because tho moneys relating to the
transaction need to be appropriated by the Legislature.

Lease/Purchase Agreements BV The State Do. Not Create Debt

The issuo of whether or not a lease/purchase agreement
with a non-appropriation clause in which the State of Alaska In the
lessee creates debt has been consistently over the years viewed as
not creating debt. This view has been held by prior attorney
generals, as well as the current attorney general, as well 1s
numerous bond counsel to the State ovm* t.h« years. The legislature
has, on numerous oooasions, continually appropriated rental
payments on lease/purchase agreements that have been subjaot to
annual appropriation, and each year it is necessary to go through
the appropriations prncepss t.o continue thoso agreements.

Legislative- Counsel relies on a few dacisionc in other
states and the dissent in a State of Washington decision to raise
speculation that nonappropriation leaso/purohaeo agreements Mmay"

create debt under Alaska®"s Constitution. The position that such
agre.fumgnt.st create debt is contrary to the vaot majority o0f caoe law
in the 50 States that have reviewed this issue. With respect to

doibt. limitations for citios, countioe and school districts, the
vast majority of case law is in agreement that non-appropriation
clauses prevent ouch agreamonte from becoming debt under
constitutional [limitations. Mardikea, McLaughlin and Gorman,
Governmental Leasing! Survcvo OF Federal Tax Law. federal

Securities Law and of Legislation and Case Law in the Fifty states

Page6 - herorADUIl £ VI\J0&3 1\i J\wt icwoosj.tnoi»
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(Assoc. Guv"t Leasing € fin. 1993).

More Important tbough than case law in other
jurisdictions 1is case law in the (State of Alaska. In llorefte v .
Municipality of Anchorage. 704 P.2d 199 (Alaska 1985), the court
upheld a lease/purchase agreement in which the Municipality of
Anchorage was lessee. The agreement was subject to annual
appropriation. The court noted in its decision the existence of
the constitutional dent limitation/ but did not invalidate the
lease/purchase agreement under that limitation, id. at 203. The
language of that Ilimitation 1is practically 1identical to the
limitation applicable to the State. Article IX, Section 9, of the
Alaska constitution statesi

LOCAL DEBTS. No debt shall be contracted by
any political subdivision of the- State, unless
authorized Tfor capital 1iImprovements by its

governing body and ratified by a majority vote
uf thormw qualified to vot® ana voting on tne

question.

The language of Article IX, Section 8, of the Alaska
Constitution states:

state DEBT. No state debt shall be contracted
unless authorized by law for capital
improvements . . » and ratified by a majority
of the qualified voters of the State who voted
on the question.

The operative provisions are identical.

Trust Funds Do Not Require an Appropriation ..Prior tq
Their Expenditure.

Legislative Counsel®s analysis regarding the possible
need for an appropriation turns on the application of Article 1IX,
Section 13 of the Alaaka, Constitution to the funds generated from

the sale of the Certificates of Participation ((cops'™). That
section of the Alaska Constitution provides follows:
EXPENDITURES. No money «hall he withdrawn
from the treasury except 1in accordance with
appropr made by law. No obligation for

the payment of money shall bo inaurred except
as authorised hy law.

The application of the rtenond sentence to the funds raised by tha
sale of the COPs is discussed below.

Money obtained from the sale of the COPs is neviir placed

Q45 - MVBVBALRWM TFIS3U0B31S™3\n
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In Lhe treasury or tna state. It Is sent directly from the
Underwriter to the trust®e®. Tha trustee holds tha Tfunds 1in

accordance with specific Instructions approved by the Underwriter

(as purchaser of the COPs) provided to trustee in tha Master Trust
Agreement (to vnich the Department *£ Administration 1is a party)

and tha AssuonmPTVt*. Thu*. th»«« fund* flwrar prnpart-if «£ tho
o-bato. Theﬁ_ ore trust, fuitd:> wliloh vvuld not Da placed in the
Ucaaui] cfa Uis uetiugy ur LUa aucLuiieiiU® cnai. unuy Oli paiCl CO

tha trustee and that tho trustee administer them in.aooordinca; with
the terns of the Master Trust Agreement.

This argument presupposes the Question then, rr’whether
the money raised from tho sale of tho COPo chould have bemn placed
in tha treasury. The Memorandum acknowledges the posit.inn of the
Attorney General with regard to trust funds, but tries to
Uiotliiyui&li Ute Xuyjid.s lalaoU Ciuut uxw salts of Ula curs Deaause die
Stat* is not a '"co-trustac'" and because tha decision to lecue the
COPs was made by a state official acting in tha course of his/her
duties. Memorandum at 10, n. 7. The Memorandum also acknowledges
that the position of the Attorney General has substantial support

in the caso law of other jurisdictions. Memorandum at 10. Ho
proceeds, however, to discuss the minority view found in New York
AHl) Pnnnriylvcvmc 43 fA."Lla uuiu. lu»lwM<

The Attorney General®s opinion of April 2, 1991 oitoo
several oases in support of its view that such funds sire trust
funds and not state property. See n. 6. Likowiac, the Attorney
General®s opinion of July 1, 1976 also discusses cases in several
statoe which also indicate that in thcso situations, such funds are
not property of the state, gee? pp. 6-8.

Other races; which support this view include MciCload v.
Pima County. 849 P.2d 1378 (Aria. App. 1992), In McClend.
taxpayers challenged the payment of additional retirement monies to
retired state employees as being rnado with state money which must
be appropriated. The Court rejected this argument holding that
because these amounts wore paid from current assets of the state
pension plan, they were not public state money and were not subjeat
to appropriation, lilcewise, in Moran v. State, 534 P.2d 1282, 1283
(Okla. 1975) persona who had paid into the state"s worker"s
compensation fund challenged an attempt by the legislature to
eb"fJ"-wyi.iaCv  fuuds. HLiulCL iIn LUo »LalLe"a wux-Aer"ss ULmpeiiUrttlo/l
ineur&nco fund. These funds are typically administered by the
state, meaning that state employees made decisions regarding the
paymo. c of claims and collection of revenues while acting in their
official capacity. Id. at 1287. Tho court adopted tha general
View vhioh differentiates between public funds which are
administered by public bodies, yet are not public money to be used
for and on behalf of the state. Thus, the money paid into tho fund
constitutes trust funds which are not available for the ganerc®l or
other purposes of the State and are not subject to appropriation by

Fege 6 » MMORNDIM 1i\3\30S3Ivid\lld*oad.Fiem
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tha legislature. other cases which support tha conclucsion that
some money although expended within the state for the benefit of
the state, 1is not subject to appropriation include Opinion OfLtfta
Justices to the Senate. 378 M,E.2d 433 (Mass. 1978) (attempt to
make federal funds subject to appropriation is constitutionally
defective); Citv.QFf Sand Springaly.. Dept, of Pnbllc_Wal:!'?aret 608
p.-2d 1139, 1150 (Okla. 1980) (citing State ex.rel-— H3iSdyJl5 v»
Oklahoma Tax Commission. 462 p.2d 536 (Okla. 1969) , Seg generally.
81A CtJ-s . States 5 233 (1977) ("it 1is generally held that
constitutional provisions as to appropriations do not apply as to
special funds devoted to special purposes,™)

Similarly, the funds received from the sal®© of the COPs
are paid to the standby trustee to be held in trust for the benefit
of the sellers of the property or for persons performing
improvements on tho property. The generation of these funds is
authorized under Alaska Stat. 36.30.080. They cannot be placed
in the general fund as the terms under which they were pai;l require
these funds to be expended only on the costs of acquiring the
property, making improvements and paying the costs associated with
the acquisition. Likewise, when tha Department of Administration
raises funds through lease purchase financing for the aoi;iuisition
of equipmentl the funds are paid directly from the
investor/underwriter to the vendor of the equipment.

1 This was dona on October 21, 1991 in an issue umoutt—, nf
$615,201.00 and April 17, 1992 in an issue amount of $1,78<;;,617.00.
No one has ever asserted that the money generated from lease
purchase agreement had to be paid to the state to be later
appropriated for payment to the vendor. Such An assertion would be
contrary to the operating principles of lease purchase financings
and would make Alaska Stat. & 3fi.30.C80 a nullity alJ no vendor
would be willing to release equipment subject to an uncertain
promise to pay. In lease pn-mhas* financings tho risk oll payment
ie born by tha financing entity.

Perhaps an analogy to an every day transaction such us buying
a house would help. Whille tho bank Tfinancing thO© purchases (tha
underwriter) 1is willing to take 1its chances that the buyer (the
state) will not make its monthly mortgage paymcnto (annxial lease
purchase payments), FNMA, AHFC or a similar entity providing the
funds tn th® bank (the investors) 1is not willing to allow the bank
(underwriter) to give the proceeds of the note (COP fund-ii) to the
buyer (State) for the buyer (State) to pay or not pay as the buyer
se*s fit (subject to tha whims of the legislature and the
governor) . Thus, the funds aro paid diraotly from ATIFC to the bank
to the title company to the seller. The borrower or purchaser of
tho house never has th© right to doinand thoea funds, and hi* or her
checkbook balance is never increased by the amount of thoise funds.

Prge ? - KEHANVH fA3v50851 \n\UIIChood.tr«n
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Legislative counsel®™s analysis of the second sentence of
Article IX, Section 13 of the Alaska Constitution fails because the
obligation to pay tha rentals under the leaae/pvirchase agreement is
an obligation of the lessee (either thAlt Departwent of
Administration or Alaska Court System), which by 1its terms is
payable soley if the Legislature appropriates the rentals. The
Department of Natural Resources' position is only as nominal lessor
with no payment obligation.
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WALTER J. HICKEL GOVERNOR

P.0. BOX S
UEPAIKTMENT OF IIEVENI'E JUNEAU. ALASKA 99811-0-100
PHONE: (907) 465-2300
OFFICE OF THE COMMISSIONER TELEFAX: (907) 465-2389

October 11, 1993

Mr. Randy S. Welker, Legislative Auditor

Alaska State Legislature

Legislative Budget and Audit Committee

Division of Legislative Audit LEGISLATIVE AUDIT
P.0O. Box 113300

Juneau, AK 99811-3300

Dear Mr. Welker:

This is a joint response from the members of the State Bond
Committee (Committee) to your preliminary audit report titled
Department of Corrections Wildwood Correctional Center
Acquisition July 9, 1993, Audit Control Number 20-4471-93.
Committee members are: Paul Funs, Chair; Darrel Rexwinkel,
Secretary; and Nancy Usera, member.

We acknowledge and generally agree with the preface of the
Auditor®"s Conclusion stated on page five of the report. The
conclusions were as fTollows:

e Legislative Council presented an excellent analysis of the
many issues iIn question and that for many questions there 1is
no clear opinion as to how the Alaskan Courts would rule.

e There are no clear answers to several of the legal issues
~“hat are primarily constitutional questions.

e This report takes a conservative position from the
perspective of protecting legislative prerogative.

e We found no indication that the State Bond Committee acted
contrary to any financial or legal advice provided to them.

Bond Counsel responded on August 13, 1993 to Legislative
Counsel®"s analysis of legal questions dealing with the State"s
capability to enter into lease/purchase financings. This
response was due to a recent lease/purchase financing that was
concluded in August, 1993. Bond Counsel disagreed with
Legislative Counsel®™s position that lease/purchase financing
might create an invalid debt for the State. Bond Counsel pointed
out that there is legal precedence in Alaska that a
lease/purchase transaction subject to annual appropriation does

04-D2LH -55-
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not establish a debt liability for a public entity. Furthermore,
Bond Counsel noted that the vast majority of case law/ decisions
hold that lease/purchase financings do not establish a debt
liability.

As Bond Counsel stated, a nominal issuer and lessor has no
financial obligation to a lease/purchase transaction. The
financial obligation is assumed by the lessee. Bond Counsel
correctly points out that Department of Natural Resources*®

(DNRs™) obligation as nominal issuer and lessor was to only hold
title to the Wildwood property. Therefore, there is no financial
obligation on the part of DNR. The statements on page 15 of the
report are incorrect where it indicates that there is a
significant difference between DNR"s and a municipality®"s role as
nominal issuer and lessor. A municipality that has acted as a
nominal 1issuer and lessor to a transaction is not responsible for
satisfying a debt obligation. If the lessee defaults on their
payment obligation, a creditor®"s only recourse is with the
collateral supporting the financial transaction. The cities of
Kenai, Palmer and Seward have the same role as DNR with respect
to lease/purchase financings with the State; they would not serve
in that capacity if there was any financial risk.

The other major issue in the Wildwood financing relates to the
issue of splitting the transaction. The Committee believes there
is another side to the allegations stated on page seven of the
report. It is alleged that 1) the Wildwood financing package was
intentionally reformatted to bypass legislative approval and 2)
the action is a classical example of circumventing both the
legislatures®™ constitutional power to appropriate and the
legislatures®™ involvement iIn the establishment of correctional
policy.

The intent behind tne dual issuance was for financing and
marketing purposes that met the intent and financing parameters
established by AS 36.30.080. We have attached letters from
Financial Advisor, Bond Counsel, and Underwriter that were 1in
response to the Office of Management and Budget®s report Wildwood
Acquisition Review; Report No 20-04. These letters discuss and
support the financial and marketing reasons for two separate
transactions. These documents provide sufficient evidence to
conclude that the overriding decision to use two financings were
for marketing and financial reasons initiated by the
environmental issues and final determination of necessary
improvements to the property.

From the Committee®s perspective, it seems the timing of the
offering is confusing the issue of why the transaction was split
into the acquisition and the improvement issues. It is the
Committee"s understanding that the financing structure was
conceived and committed to in the summer of 1992 for valid
financing considerations that would result in cost savings to the
State.

-56-



The Committee®"s review of the evidenco is that there was no rush
to complete the financing because each issue met the then
existing and new requirements that were to take effect on
September 24, 1992. It appears that parties closely involved
with the transaction knew of the September 24, 1992 legislative
effective date. When that date was near there were discussions
and communications of the requirement. The Committee believes
that the activity at that time has been misconstrued to mean that
the issue was split at that time to avoid legislative oversight.

Finally, the Committee would like to respond to the environmental
issue by saying that all parties involved in Wildwood transaction
independently reviewed the nature of the State"s liability of the
environmental issues and became satisfied with them. In fact,
Moody®"s Investors Service used their own legal counsel to review
the environmental concerns before 1issuing a credit rating for the
transaction. One concern was the issue of asbestos. Monies were
set aside in the acquisition issue for asbestos removal. Another
issue was subsurface contamination which the federal government
and Kenai Native Association has committed to cleaning up.

The Committee would like to thank Legislative Audit for allowing
us to comment on the report.

Sincerely,

Darrel Rexwinkel,Secretary

Nancy Usera, Member

Enclosures



Government Finance Associates, Inc.

71 Broadway, Suit* 1301
NnrYork, New York 10006
April 16, 1993 (211) 809-570*
FAX (211) 809-6317

TO: ALASKA STATE BOND COMMITTEE
FROM: GOVERNMENT FINANCE ASSOCIATES, INC
SUBJECT: WILDWOOD ACQUISITION REVIEW,* REPORT NO. 20-04

Government Finance Associates, Ina. has served as financial
advisor to the Alaska State Bond Committee (the "Committee')
for nearly a decade. Over this period, ve have been
involved In a wide variety of activities and bond sales for
the purpose of implementing the most effective debt
management and credit improvement program* for the State.

In addition to the Committee, this firm serves as overall
financial advisor for similar programs to many other large,
substantial domestic governments and non-profit entities,
including Boston, Buffalo, Detroit, Louisiana, Vermont,
Princeton University, many publio authoriti*", among others.
In these cases, we are frequently evaluated by our clients
using the following standards: Credit standing of tha
client, efficient financings, and overall debt management
costs. We believe that we have been helpful in assisting the
State to achieve goals iIn these discrete areas. For
example, in July, 1992, Alaska"s investment grade rating was
increased to "AA" by Standard & Poor®s Corporation, one of
tha nationally recognized credit rating agencies; Alaska
was the only state to be upgraded by either of the
nationally recognized credit rating agencies over an
eighteen month period.

The above paragraphs are presented as background to the
financing for the Wildwood Correctional Center ('Wildwood™),
which financing has now been reviewed by tha Division of
Audit and Management Services of the State Office of
Management and Budget in a report, dated April, 1993 (the
"Review Report™). We have examined the findings of that
report, and we would like to submit the following comments.

In the "Summary"™ of the report, a statement i* made that "It
is likely that the issue was divided in order to avoid the
requirement for legislative approval. . This comment
appeare to us to be the substance of the conclusions
regarding tho lease financing. As financial advisor to tho
Committee, wo would like to take issue with this conclusion
for the financing for reasons set forth below.

As an introductory comment, wa suggest that the Committee
aoneider the quite serious ramifications that would have
been present for the financing "in the absence of"' a

-58-
M GO:xT tS, Cc dd?



Government Finance AuodftU*, Inc.

division of tha components of the financing between
acquisition and improvement certificates of participation.
Most impo® *'"ntlyr we are certain that the transaction would
have been '> expensive for the state and considerably less
efficient;* significant criteria when conventional
standards are used iIn evaluating debt transactions.

Following tho Wildwood transaction, this firm prepared a
post sale analysis that reviewed the cost-effectiveneas of
the debt obligations sold for the envisioned purposes. We
encourage you to review this letter in the context of that
poec sale analysis, for many of the points herein arc drawn
from the material contained in that document.

1. Credit Matters:

Among other matters, we think it would have been most
appropriate for the Review Report, issued by tha office of
Management and Budget to, among other items considered, have
addressed tho credit ciroumstances in which the State and
the financing ware involved at the time. For example, as
financial advisor to the Committee, we would have been
especially reluctant, less than four months after the rating
increase by Standard * poor®"s Corporation, to have taken any
steps or recommended any action that would have brought the
financing approach by the State under questionable scrutiny
by the rating agendas. OF course, the possibility that th#
issues would havs been divided for the purpose of
ciroumvanting legislative authority clearly qualifies as a
matter that could have caused tha rating agencies to
question tho integrity of the financing. Would the
financial advisor have proposed an action that could have
tainted the State"s credible image, in tha eyas of the
agencies, iIn the aftormath of the extensive negotiations and
communications with tha agencies, including personal visits
and written evaluations, that had only so recently been
conducted by the advisor and had resulted in a rating
upgrade?

By way of further explanation, ratings are not just a set of
economic quantifications completed by the agencies. One
primary concern is always the credibility and peraeived
integrity of the borrower. Because of the long-term, open
and substantive communications that have existed between the
State and ths rating agencies in recent years, the image of
the Stats with tha rating agencies has improved over time,
and this factor was instrumental in the rating increase that
had boon so reaently awarded the Stats. We can unequivocably
say that we would not have put the State and the rating in
jJeopardy through financial advice that meant to circumvent
required governmental action.
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2. Marketing M atters:

In th* post sale analysis, ws set forth tha reasons and
benefits, from a marketing perspective, that the transaction
was divided into two segments, consisting of both
acquisition and improvement debt. To quote from that
analysis, "Thus, as the financing progressed, the financing
team concluded that the potential environmental hazard at
the site would pose a risk to the normal marketing process
for the COPs'. Our viewpoint was premised on the fact that
tne "weakest link" in any transaction frequently beoomes the
basis for the pricing and marketing of the related
securities. Clearly, the "weakest link" in the marketing of
the transaction on tha open market could have been the
environmental problems so germane and integral to the
Acquisition portion of the debt issue. So that the 'virus™*
of the environmental issue would not adversely affect the
marketing of tha Improvement debt, tha bond issues were
divided.

We concur with the Review Report®s finding that: '"Indeed,
the financial advisor indicated that the reason th® issue
was aplit was to compartmentalize the environmental risk,
thus increasing the marketability of the issue.” It goes
without saying that environmental issues have taken on
particular importance and increased visibility in the
financing of public infrastructure in recent years. To
dramatize this enlarged significance to the mattor, Moody"s
Investors Service, the rating agency, uses an outside
counsel to consider environmental matters of the type that
surrounded the Acquisition COPs, and that counsel was in
fact brought into the deliberations oovering the
environmental matters in the Wildwood transaction. We would
like to quote a publication from Moody"s to further
emphasize a primary reason that it has become important for
problematic environmental aspects to be isolated: "It is
axiomatic that "no one buys a lawsuit®"". As financial
advisor, this sensitivity to market concerns surrounding
these environmental issues drove our opinion regarding the
division of the transaction into two issues.

3. Integrated Finanong Approach

The third conclusion in the Summary portion of tho report
states that "In our opinion a negotiated (rather than a
competitive) sale was reasonable because of the
environmental problems with tho Wildwood property.” While
on the surface, it would appear that the issues of a
negotiated sale and the division of the transaction into two
parts can be separate and distinct elements, it should be
emphasized that the reason that a negotiated sale was
selected wa.i also the reason that we supported a separation
of the transaction into Acquisition and Improvement
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certificates of participation. Quite simply, environmental
problems create marketing obstacles that argue for
negotiated sales, and those same problems would create
higher interest costs if not appropriately isolated and
limited.

As the Review Report stated: "In September 1992, on the
recommendation of the Government Finance Associates, Inc.
(financial advisor), a decision was made by the Department
of Revenue to pursue a negotiated sale of the Certificate
issue. ..." IFf we recommended a negotiated sale for
marketability reasons, then it is a natural extension for
us, as Ffinancial advisor, to try to contain the adverse
marketing effects of the environmental problems throuah a
sale of two separate debt issues, also for marketability
reasons. In the absence of that oonolusion, we would not
have had an integrated financing approach to the
transaction.

In oonolusion, we would like to emphasize two important
other points, First, approximately 75% of our clients,
representing some of the more substantial and complex
governmental entities in the country, have utilized GFA for
seven years or more. We believe that this statistic
indicates the long-term professional advice and integrity
that our clients can assume when our assiBtanae is
requested, and the provision of any questionable
recommendations for the purpose of oirouaventing existing
governmental reviews would be contrary to tha trust that has
developed with our clients over the years. After all, a
finanaial advisor has only trust and professionalism to
offer as business products to the type of client that GFA
has historioally enjoyed.

Second, we strongly suggest that financings, themselves, do
not constitute public policy. They are, at their best,
economic constructions that result in low cost, efficient
transactions that implement political, governmental
decisions. On that basis, we think that the Wildwood debt
issues should primarily be judgod, and using this criteria,
the Committee should be pleased and gratified with the end
product.

We appreciate the opportunity to serve the Committee. If we

can provide any additional information or clarification,
pleasa do not hesitate to contact us.
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CC:

Government Flnince Aitociatw, foe.
Paul Fuha, Comalsoioner i
Department of Commerce and Economic Development

Haney Bear Ueera, Commiaaioner
Department of Administration

Darrel Rexwinkel, Commissioner
Department of Revenue

Brian C. Andrews
Debt Manager
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DAVIS WRIGHT TREMAINE

Law O ffices

2300 First hterstate Tower =300 SW Fifth avenue <Portland,0R 97201-5682
(503) 241-2300
Fax: (B03) 778-5299 -Telex 185224

G eoroe M. Mardikes TA" fir,
ro,.

April 14, 1993

VIA FAX NO. 907-463-3454
ORIGINAL VIA MAIL

The Honorable Walter J. Hickel, Governor
State of Alaska

P.0. Box 110001

Juneau, Alaska 99811-0001

Re:  Wildwood Acquisition Review, Report No. 20-04, April 1993

Dear Governor Hickel:

~ Davis Wright Tremaine serves as bond counsel to the State Bond Committee. As such
we were actively involved in the structuring of the two recent Iease/ﬁurcha_\se financings for the Wildwood
Correctional Facility ("Wildwood"). We also provided opinions on the validity and tax-exemption ofboth
financings. We arc in receipt of the Wildwood Acquisition Review, Report No. 20-04, April 1993 (the
“Report%, prepared *y the State of Alaska, Office of Management and Budget, Division of Audit and
Management Services. We felt it appropriate that we respond to the Report. What follows are some of
our comments with respect to the Report and the financings.

_ It should be noted at ihe outset that when discussion first arose of projects concerning
Wildwood Correctional Facility ("Wildwood"), there were three distinct projects discussed. The first project
was the actual acquisition of the proPerty, all five Earce_ls, by exercising the purchase option (the
"Acquisition”) under the then current lease with the Kenai Native Association ("KNA"). The second
project was Improvements to be made in the near future under the master plan to the Wildwood
properties. The third project was a dormitory on Parcel 3. Under federal tax law, the State could finance
Improvements so long as it reasonably anticipated spendln% the money on the improvements within three
Xears of the date of Issuance. The improvements would have to be determined prior to issuance of the
financing, but could be subject to modification. The State would have to be committed to the
improvements to be financed. The State was not yet committed to the third project for the dormitory on
Parcel 3 so that project was put on hold. We carved out Parcel 3 so that it would not be encumbered
under the Acquisition. Given the favorable market condition, discussion was had whether the second
project (the “Improvements") could go forward at the same time as the AC([]UISIIIOH. The cost savings of
gom? to market once, as well as the historically low interest rates, were sufficient factors in speeding up
the Improvements and combining them with the Acquisition. The State seemed to he committed to the
Improvements, it was just a matter of better defining what they would be.

Anchorage ,A laska =Bellevue,W ashington <=Boise, Haho <Monolulu,Hawaii <0S Angeles,California
Richland,W ashington <8an Francisco,Caufornia <Seatile,W ashington <¥ ashington,D.C.
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We do not agree with the analysis of the Report reIating to the methodolo% used in
determining whether the Acquisition and the Improvements were “stand alone" projects. The initial
response when the new legislation was passed was to review the circumstances surrounding the projects
to determine whcthe. legislative approval would lie required. Clearly if this property was not currently
being used as a prison and needed the Improvements prior to its use as a prison, the projects would not
lie distinct and both would require legislative approval. But that was not the case and we believe we had
an obligation to review the facts and circumstances involved with the two projects, especially since the
projects w* « aitially brought to us as two distinct prercts. It was only alter presentation of much
Information concering the nature of the Acquisition and the nature of the Improvements that we were
sufficiently satisfied that the two separate projects could go forward without legislative approval.

There were various factors that wvre taken into consideration. The first and foremost
concern on the nature of whether the two projects "stood alone" is whether the State could nonappropriate
the Acquisition financing without nonappropriating the Improvements financing and vice versa. The
documents are quite explicit that the State can do so without any legal constraint. An overriding concern
that we had with respect to the Acquisition financing was to make sure that the State didn't tie up (as
security) all of the property and the existing improvements it had invested in the property with one
financing.  For this reason, we made sure that certain parcels were excluded as securltﬁ_from the
Acquisition financing so that the State would not be in a dragnet situation ot Iosm% everything in the
event it wanted to nonappropriate on the Acquisition financing. In addition to the Improvements that
were contemplated, the State was contemplating putting a dormitory on Parcel 3 in the future so that
parcel was also not included as security for the Acquisition.

There was also discussion of whether the two projects would go forward absent the other.
The State has already invested substantial amounts of money in improvements to the property gecently
valued by the Division of Risk Management at a replacement value of $34,949,656) even without fee
ownership of the property. It seems that the Report assumes that the definition of "stand alone" requires
that it be necessary that the State Lie able to finance the Improvements without consummating the
Acquisition.  This could have been done by subleasing ihe State’s interest in the lease or granting a
leasehold deed of trust. Another $4,715,000 of Improvements to the properties could easily lie financed
by the State without the exercise ot the Furchase option tinder the lease with KNA. However, this
requirement that the Improvements could lie done without doing the Acquisition was nor a requirement
inour legal analysis.

_ On page 14 of the Report, it states "As a result, the letter [from Bond Counsel] indicated
that the issuance of the certificates for improvements might have to k. posgqxmed until the Department
of Corrections was able to define the nature and scope of the improvements." This fact that the
Acquisition would ﬁroceed without the Improvements was v'ry important. ~ After completing the
Acquisition, could the Stare three months later, six months later or three years later decide to do the
Improvements? ~ Could the State use the property acquired under the Acquisition without the
Improvements? The answer to hoth questions was yes. The final question for us was simply whether the
State could close both Projects at approximately the same time saving the costs and expenses, including
title insurance and State employees staff time, associated with prcgects of this type. We could see no
logical reason why the State couldn't. Had the negotiation and drafting of the Purchase and Sale
Agreement with KNA not taken Ionger than anticipated, the Acquisition would have closed_Brlor to the
Improvements since the State wanted to terminate payment of rent to KNA as sixin as possiole and the
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State was quite delayed in assembling the detailed description of the Improvements.

_There seems to lie some confusion as to the structure incorporated into the Department
of Transtfqrtatlon and Public Facilities Attorney's October 14, 1992, memorandum. We were not
consulted in the preparation of this memorandum and therefore were not privy to the assumptions set
forth therein. The structure of the Acquisition and the Improvements as finally closed was structured in
late September, with input from the Attorney General's Office, and had “gelled” at least as of October 2,
1992, as reflected in the draft of the preliminary official statement then in circulation with the working
group, which included a representative of the Attorney General's Office. The structure was the result of
the simple fact that there was a single lease with KNA that had a purchase option and that the nature
of the acquisition was the exercise of the purchase option for the property under the lease with KNA. A
memorandum, dated October 16, 1992, from the Commissioner of Corrections to McKie Campbell stated:

“In other words, we would ?o forward to seek funding for cither the
purchase or the renovation funding, although we feel it is in the best
Interests of the state and the department to seek both."

We received a copy of this on October 20, 1992, with instruction to once again proceed with the projects.
This Memorandum confirms our understanding that the structure that was proposed in late September was
the same structure anticipated by Department of Corrections subsequent to the October 14, 1992,
memorandum of the Department of Transportation and Public Facilities’ attorney.

Even though there was this apparent mistake in the facts set forth in the October 14,
1992, memorandum, the basic conclusions, supported by the Commissioner of Corrections memorandum
set forth above, are the same. The Acquisition would proceed with or without the Improvements and the
Improvements would proceed with or without the Acquisition.

Ifyou have any further questions or would prefer a more detailed analysis of the Report,
please let us know.

Very truly yours,
DAVIS WRIGHT TREMAINE

GMM:raf
cc.  Mr. Paul Fuhs, Commissioner _
Department ol Commerce & Economic Development
Mr. Shelby Stastny, Director
Office of Management & Budget
Mr. Brian Andrews
Debt Manager
mi\uscrs\miirag\inkle. tr
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April 19, 1993

The Honorable Walter J. Hickel, Governor
State of Alaska

Post office Box 110001

Juneau, Alaska 99811-0001

RE: Wildwood Acquisition Review, Report No. 20-04, April 1993

Dear Governor Hickel!

Stephens Inc, served as underwriter on the $5,655,000
Certificates of Participation, Series 1992, Wildwood Correctional
Center Acquisition and as a co-underwriter with the U.S. Bank of
Washington, National Association on the 34,990,000 Certificates of
Participation, Series 1992, Wildwood Correctional Center
Improvements.

Stephens 1Inc, was retained by the State of Alaska and its
Financial Advisor, Government Finance Associates, Inc., to
underwrite the Tfinancings to purchase and improve the Wildwood
Correctional Center, portions of which had been leased and improved
by the State since 1983, From that point forward, until closing on
December 10, Departments of Revenue, Administration, Natural
Resources, Inc,, and Davis Wright Tremaine, the state"s bond
counsel, to structure each financing to ensure the highest possible
ratings, favorable market reception and the Ilov/est possible
interest rates. We worked closely with Tom Boutin, the Debt
Manager of the Treasury Department, and he did an excellent job of
coordinating a large team in a very complex financing.

When Stephens Inc. Tfirst became aware of the Ffinancing in
March of 1992, it appeared on the Alaska Debt Calendar as a single
issue. At the time Stephens Inc. was contacted to begin working on
the transaction, Government Finance Associates, Inc., bond counsel,
and the various state agencies had concluded the transaction would
have to be structured as two separate issues due to the
considerable environmental concerns associated with the property,
Stephens Inc. agreed from a marketing a,id underwriting perspective
that the transaction would have to be structured as two different
transactions and began working with the finance team on two
separate transactions, one to raise funds for the acquisition of
the Wildwood Correctional Center and one to raise funds for

improvements to the Center. The financings were submitted to the
rating agencies as distinct financings and each was rated as an
individual issue - standard & Poor"s assigned an A+ to each issue

iefl tntovist >t



1

*

APR 10 '93 it)eZIHi'l * i

April 19, 1993
Page 2

and Moody"s assigned an A. Each issue 1is secured by different
collateral.

At closing on December 19, 1992, Stephens Inc. and the U.S.
Bank of Washington, N&tiujial Association reilea upon
representations by the Department of Administration and the
Department of Natural Resources in the Certificate Purchase
Agreement dated December 2, 1992, that all legal requirements for
the issuance and sale of the Leases had been nmet. These
representations and warranties were confirmed on December 10, 1992,
prior to funding. In addition, we received an opinion from the
State"s Attorney General dated December 10, 1992, that stated, 1in
part, "The State of Alaska, Department of Administration, is
authorized and has the power under state law, AS 36.30.080, to

enter into the Lease."

It is somewhat disconcerting to have worked hand in hand for
several months with five divisions of Alaska®s Executive Branch and
the State®"s financial advisor on a very complex Tfinancing, which
was well received by the two rating agencies, was sold aggressively
and was well received iIn the marketplace, only to have another
division of the Executive Branch second-guess the wisdom of the
above five divisions and the State®"s financial advisor. A groat
deal of time and effort Was spent hy rnr office doing du®© diligonac
with representatives of Alaska state government, (which included
retaining an environmental attorney) and obtaining representations,
warranties and opinions from those representatives 1in order to
ensure that the public was investing iIn securities issued by Alaska
state government upon which the public could rely.

We are pleased that the report does net identify any violation
of Alaska®"s laws, since that was the conclusion reached by the

Alaska Attorney General and the four othe>* divisions of Alaska
state government at closing on Decern”~r 10, 1992, since Stephens
Inc. and U.S. Bank of Washington. National Association purchased
the securities on that basis. While a review of prior governmental
actions is always proper and 1is to be encouraged, a self-

aoknowledged "limited icvlow”™ which concludes "it is likely..." and
states that "...in our opinion legislative approval should have
been obtained..." when the Attorney General specifically stated
that the particular state statute mentioned in the report was
complied with only serves to confuse the investing public. Alszo,
the fact that each issue received separate ratings and each is
well-secured on 1its own belies the conclusion that "_... the

resulting financing structure does not result in two issues which
"stand on their awn®

Representatives of Stephens Inc. have cooperated with the

staff of the Office of Management and Budget and it will be glad to
answer any other questions which that office may have. Stephens
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Inc. was proud to have been able to participate with the state of
Alaska in a very complex financing which was well received in the
marketplace and which will help the State meet federal and state
requirements for housing its prison population in the Tfuture,

STEPHENS INC.

By: William Bethea
Senior Vice President



ALASKA STATE LEGISLATURE

LEGISLATIVE BUDGET AND AUDIT COMMITTEE
Division of Legislative Audit

P.O. Box 113300
Juneau, AK 99811-3300
(907)465-3830

DttoBer 21,1663 FAX (907) 465-2347

Members of the Legislative Budget
and Audit Committee:

We requested responses to our preliminary report from the Department of Law, the
Department of Corrections, and the Stale Bond Committee (SBC). SBC was the only entity
which submitted a response.

We have reviewed the response of SBC and have the following comments.

SBC has stated in its response:

The statements on page 15 of the report are incorrect where it indicates that
there is a significant difference between DNR's and a municipality’s role as
a nominal issuer and lessor. A municipality that has acted as a nominal
issuer and lessor to a transaction is not responsible for satisfying a debt
obligation. The cities of Kenai, Palmer and Seward have the same role as
DNR with respect to lease/purchase financings with the State: they would not
serve in that capacity if there was any financial risk.

We again reiterate that there is indeed a significant difference between the Slate of Alaska’s
(in this case the Department of Natural Resources) involvement in the Wildwood acquisition
and the locai r-'-'ernments of Palmer, Kenai, and Seward when acting in the dual role of

nominal issuer a.id lessor.

As elaborated on page 15 of the report, this was the first time the State acted in the dual role
of acquiring capital and also that of lessor/lessee. In the past the State leased and lease-
purchased properties from local governments subject to annual appropriation. Those local
governments obtained the capital themselves and assumed the associated risk. All three local
governments of Palmer, Kenai, and Seward performed a critical and necessary measure
before issuing debt instruments to obtain capital to construct the facilities. In the Palmer
case, there was a local plebiscite in which the residents voted on a measure authorizing the
"City of Palmer [to] incur debt and issue lease revenue bonds. . Secondly, and most
importantly, all three local governments’ legislative body — the city council — adopted a
resolution authorizing the issuance of debt for construction and authorizing the execution of
a lease with the State.
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Herein lies the critical and significant difference between the State’s lease/purchase of the
Wildwood Correctional Center and the lease transactions with the local governments: there
was no legislative involvement in the transaction authorizing the State to issue debt
instruments or to proceed with the acquisition of the facility.

In regard to the splitting of the COP issue, SBC has stated:

It is the Committee's understanding that thefinancing structure was conceived
and committed to in the summer of 1992 for valid financing considerations
that would result in cost savings to the State.

and.

It appears that parties closely involved with the transaction knew of the
September 24, 1992 legislative effective date. When that date was near there
were discussions and communications of the requirement. The Committee
believes that the activity at that time has been misconstrued to mean that the
issue was split at that time to ovoid legislative oversight.

We believe the available evidence is clear in that a one-issue package was contemplated until
early September 1992. We have received no evidence from the SBC, the Department of
Revenue, Department of Law, Department of Corrections, or Department of Natural
Resources that supports the SBC understanding that the dual issue was committed to in the
summer of 1992. There is evidence that in the summer of 1992 at least the Department of
Revenue was discussing other lease-financing options and avoiding legislative approval. On
June 12, 1992 the commissioner of the Department of Revenue corresponded with the
governor discussing the possibility of obtaining capital for new facilities. The
correspondence states in part:

The Department of Revenue believes that an opportunity exists for the State
of Alaska tofinance the construction ofpublic projects by refinancing existing
lease obligations on State owned assets. This concept has the advantage of
not requiring legislative approval which could otherwise be required on new
projectfinancing. These refinancings would generate proceeds which could
be usedfor new facilities.

To us, it appears there was consideration of lease-purchase transactions and avoiding
legislative approval. We concur with legislative counsel that transactions of this type
required legislative involvement.

Randy S< Welker, CPA
Legislative Auditor
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Date Referred: January 14, 1994 FURTHER REFERRALS: Finance

Date of Committee Action: 3~ 7
The STATE AFFAIRS Committee considered: HB 373
HOUSE BILL NO. 373 PERMANENT FUND INVESTMENTS IN REAL ESTATE

"An Act relating to investments of the permanent fund involving equity interests in and debt dbligations secured
by mortgages on real estate; and providing for an effective date.’

RECOMMENDATIONS: | tre same title
be replaced with__ Janew titke
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[ ] individual recommendations

[ ]additioal refaral to the Committee
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FISCAL NOTE

ATE OF AL BILL NO. House F Il No. 373
1994 LEGISLATIVE SESSION
Revision Date: Dept. Affected: Department of Revenue
Title: "An Act relating to investments of the permanent fund involving BRU: APFC

equity interests in and debt obligations secured by mortgages on
real estate: and providing for an effective date.*

f

vscftcC

Component: APFC
Sponsor: House Rules Committee by Request of the LB&A Committee
Requestor: House State Affairs COMPONENT SERIAL NO. 100
OPERATING FY95 FY96 FY97 FY98 FY99
PERSONAL SERVICES -0- -0- -0- -0- -0-
TRAVEL -0- -0 -0- -0 -0-
CONTRACTUAL -0- -0* -0- 0 -0
SUPPLIES -0- -0- -0 -0 -0
EQUIPMENT -0 -0- -0- -0 -0-
LAND & STRUCTURES -0- -0- -0- -0 -0
GRANTS, CLAIMS -0 -0 -0 0 -0
MISCELLANEOUS -0- -0- -0 -0 -0
TOTAL OPERATING O -0- -0- *0- -0
CAPITAL: -0- -0- -0- -0- -0-
REVENUE FUND SOURCE: -0 -0- -0- -0- 0
FUNDING: (Thousands of Dallars
100?. Federal Receipts 0- O 0 -0 -0
1003 GF Match -0- -0 -0- -0- -0-
1004 GF -0- -0 -0- -0- -0
1005 GF/Prograrn Receipts -0- -0- -0 -0- -0-
1006 GF/MHTIA 0 -0- -0- -0- -0
Other -0- 0 -0- -0- -0-
TOTAL -0- 0 -0- 0 -0*
POSITIONS:
FULL-TIME -0- -0 -0- -0- -0-
PART-TIME -0- -0- -0- -0- -0
TEMPORARY -0- -0- -0- -0- -0-
Estimate of current year (FY94) Impact: S 0‘
Prepared by: William H. Scott, Executive Director
Division: Alaska Permanent Fund Corporation
Approved by Darrel J. Rexwinkel, Commissioner/~1~ /)13
Commissioner:
Agency: Department of Revenue
PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE
For further distribution Information call tho Governor's Legislative Office
(Rv 11D HisoxXsTER Page 1 of
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Alaska Permanent Fund Corgoration
P.0. Box 25500 Juneau, Alaska 99802-5500

(907) 465-2047

MEMORANDUM
DATE: March 4, 1994

T0: Representative AL Vezey _
Chairman, House State Affairs Committee

FROM: William H. Scott
Executive Director

SUBJECT: House Bill No. 373

HB 373 would amend the Permanent Fund's list of authorized
!nves%men%s to provide for up to 100 percent ownership in real estate
Investments.

As of January 31, 1994, the Permanent Fund had a market value of §16
billion - $1.1billion of which is invested in real estate. That means real
estate investments equal less than 7% of the total value of the Fund. The
Legislature in 1983, when it originally approved real estate investments
for'the Fund, authorized the Board of Trustees to invest up to 15% of the
Fund in real estate; the Trustees, meanwhile, have instructed staff to
invest 10% of the Fund in real estate.

The pnmarY reasons your Fund managers are seeking changes to the
existing real estate statute are: (1) to gain increased management control
over the Fund's real estate investments; and (2) to help the Board of
Trustees reach their real estate asset allocation target.  We have been
trying to reach that 10% target for about five ?]/ears 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 estafe asset allocation unless there is some relief
provided from the 40% ownership rule.



Representative Al Vezey
March 4, 1994
Page 2

For the information of the members of the House State Affairs Committee,
| have attached a number of s_ulop_ortlng documents which thoroughly
describe the rationale for this legislation.

Attachment #1 is the Board of Trustees resolution dated December 6, 1993
In support Iofthls proposed change. The Trustees adopted this resolution
unanimously.

Attachment #2 is a memorandum dated November 18, 1993 addressed to
the Board of Trustees from our Real Estate Investment Officer, Pete
Jeans. It describes the specific proposed change in the Permanent Fund
statutes. and explains the need for the change from an historical
perspective.

Attachment #3 is a letter dated November 9, 1993 addressed to Mr. Jeans
from the Corporation's outside real estate consultant, Paul Saylor. This
letter provides the consultant's fiduciary opinion in support of the
proposed change.

Attachment # 4 is a letter dated November 16 addressed to Mr. Jeans from
the Corporation's outside law firm, Morrison & Foerster, which also
provides a fiduciary opinion in support of the proposed change.

Finally, Attachment # 5 is a copy of an article which appeared in the July
1993 issue of The Institutional Real Estate Letter. The article, 1 think
makes a compelling case from an uninterested but expert third-party
perspective that the concept of co;mv_estln? as currently practiced by the
Alaska Permanent Fund Corporation is not necessarily In the Fund's best
long-term interest.

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

Thanks very much for s,chedulin(i this bill. My staff and | look forward to
discussing this issue with you at the upcoming State Affairs meeting on
Saturday, March 5.



Alaska Permanent Fund Corporation

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

PASSED AND APPROVED bv the Board of Trustees of the Alaska
' N

t .
Permanent Fund Corporation, thi

Chairman, Board™of Trustees
Alaska Permanent Fund Corporation

ATTEST:

Corporate Secretary

tSQCOTION ~3-11
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Alaska Permanent Fund Corgoration
P.0. Box 25500 Juneau. Alaska 99802-5500

(907) 465-2047

MEMORANDUM
DATE: November 18, 1993

T0: Board of Trustees _
Alaska Permanent Fund Corporation

FROM: Pete Jeafis™ A _
Real Estate Investment Officer

THROUGH: William H. Scott
Executive Director

SUBJECT: Recommended Legislative Changes, Real Estate

| 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 Tnistees will be changed to read:

(9)(16) equity interest in, and debt obligations secured by mortgages
16KA %%lttgggaﬂrsthen on, real estate loCated in the United States.

16KB deleted

16)(B)(1)  deleted
16)(B)(11). ~ deleted
16)(B)(ii1) 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 anntal real estate resolution.

In order to justify this recommendation it is necessary togive abrief description of
the Fund's real estate experience over the pasttenyears,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 réal pro1pert¥, 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
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in selecting three real estate advisors. From 1983 through 1987, the Fund took a
passive role in real estate investing and relied almost exclusively 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. During this period, control and involvement in property decisions were

not priorities for the APFC.

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

investors.

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

majority interest.

ContFolfar- the greatest benefit' of holding cf majority’ positionHif an
investinSnt. Timing of major capital events, such as a property sale or the funding
of a mall redevelopment designed to head off new competition, is often crucial to
enhancing returns on a property. The inertia of some institutional partners has
caused numerous missed opportunities xorthe Permanent Fund in the past.

Other advantages also exist. The real estate asset .allocation set by the Board of
Trustees wilLbemore easily attainable! Unless a single deal is exceptionally large,
the acquisition of a single property will not materially affect the diversification
strategy. Through resolution, the Board of Trustees will continue to maintain

control over the diversification goals.

LegaL.-.costs...wall-ba. reduced substantially "*eliminating tit*>-decreasing”tlfe
negotiations™aver#-control issues- in.partnership agreements. Complications in
replacing investment advisors are directly correlated with the number of partners
in a deal. The replacement process is simplified in a 50/50 to 100% investment.
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BydiavingrtheMjption to take-100% of an investment, we anticipate an increase in
d«ri'-flow. 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 change to the Statute will give 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.



received "3

DEC 6 1993
Saylor Property Cajpital,Inc. FUND CORPORATION
SUTE 320
Atlanta. Georgia 30305
TEC (404) 261-8049
FAX %404} 2610271 437 WD%YA% fl%
new Yark, new Y.ork -
Paul H. Saylor g&’@g ;%ﬂ%

November 9, 1993

Mr. Pete Jeans.

Investment Officer .
The Alaska Permanent Fund Corporation
801 West Tenth Street

Suite 302

Juneau, AK 99801

RE:  Proposed Legislation

Dear Pete:

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

1) Control

Although  co-investment documentation is ,evolvmg to the point where a
minority investor will not necessarily be disadvantaged as o influence or
congrol, there is no such thing as a 40%_ gorilla. In other words, it would be
preferable for the APFC to invést 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 qver
mag)or Investment, management and divestment issues, it is ¢urrently required
to be totally aligned with“one or more partners in order for activities which best
serve it to occr. 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 Partnprs was lethargic and
bureaucratically hamstrung from acting in al partners' best interests.

2) Maximum New Opportunities

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



mcreasmsg%, fewer high quality investment op orﬁunm S,.as Investment
managers will be less”in need of the APFC's capital and wish to conclude
%ransac,nons with either one investor o a commingled format over which the?{
ave discretion.  Currently, 1t is relatively co ;rj]hcated, for a transactio
originator to identify an asset foE the APFC with the condition the APFC will
on guﬁue ue |I|%ence or the consdummatlon of a transaction once a
compatible Investment partner has been identified. Recently, transactions have
gone elsewhere to avoid this process.

Algdmonallg, there are increasing concerns re(l;ardm% P Hbmt%
of APFC réquirements with those of certain other active investors. Alt oug
the multi-asset co-investment oPportumty which we have collectively pursugd
for the last several months will 'go a long way to establish levels of overall
compatihility amontg several inveStors and standardized processes, sellers or
transaction originators generall%/ at,temPt to avoid the unknowns associated
with due diligence and documentation requirements of multiple investors.

otential incomgfa
ly

3) Management Changes

Since the APFC appropriately exercises rights of management oversight, it is
more likely to recognize management program weaknésses 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 ineffectjve
should be replaced, and manager replacement is most difficult to accomﬁehsh
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 acqwsmon of full interests
in individual assets and portfolios, but. | believe a change of legislation to allow you
to do so is most important. Itis my view that the immediate éffect of such chnn%e
will not be termination of your co-Iirivestment programs, but rather a,Peanng UB.Oft e
Brocess contemplated by your co-investor conference this past April. Your ability to

e 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.

Yc )

Pa

CC: Llewellyn Lutchansky
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November 16, 1993 (415) 677-7048

VIA FACSIMILE

Mr. Pete Jeans
Real Estate Investment Officer

Alaska Permanent Fund Corporation

P.0. Box 25500
Juneau, Alaska 99802-5500

Dear Pete:

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

Section 37.13.120 to provide:

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

(16) Equity interests in, and debt

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

We believe that this proposed amendment would be
beneficial in carrying out the investment policies of the
APFC for several reasons. First, it v/ould allow the APFC to
effect real estate investments that Ffulfill 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 37.13.120 that
would remain unchanged by this legislative proposal ensure
that sufficient fiduciary safeguards are present in
connection with the acquisition of real estate by the APFC.
Third, and perhaps most significantly, the proposed

140638tHS07/1J
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amendment would allow the APPC to invest iIn real estate on
terms that are comparable to tha terms available to ERISA-
regulated corporate and Taft-Hartley (union) retirement
plans and a majority of 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 iInvestors for real estate
opportunities and to exert tha degree of control that many
of such investors have viewed as conducive to maximizing
return and minimizing risk iIn their real estate portfolio

investments.

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

1974.

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

The drafters of ERISA abandoned the legal list
statutes in favor of general rules of prudence and
diversification for two reasons. First, to the extent that
a restriction found in a legal list is a restriction

appropriate to effecting a prudent and diversified
investment, the legal list restriction is merely duplicative

with the general fiduciary standards. Moreover, to the
extent that the restriction was unnecessary to ensuring that
appropriate fiduciary caution was exercised in effecting an
investment, th® legal list restriction was viewed as
impeding the plan®s ability to pursue prudent acquisition
opportunities.

Uo6Mt14507/1J
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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 been similar to the legislative intent of
Congress in enacting ERISA, that the legal list restrictions
are either duplicative with the general standards of
prudence and diversification, are obsolete interpretations
of such standards or are general examples of such standards
that may not be appropriate iIn specialized 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 iInvestors competing for these
investment opportunities. Because the APFC will be fully
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 are appropriate
to ensure prudence or diversification, these restrictions
will still apply to real estate investments of the APFC.
Thus, for example, i1f 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, 1t was not only prudent and consistent with
diversification standards to invest in a larger percentage
of a particular real estate iInvestment, but would allow
greater controls with respect to operating budgets, leasing
decisions and other control features determined relevant to
enhance the APFC"s investment 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 (g)(16) are ganerally redundant with the prudence
and diversification standards of sections (@) and (c) of
Section 37.13.120. In those 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 iImpede such acquisitions.

It is widely recognized that the current real
estate j- juisitions market demands a greater scrutiny of

14W3BtE*S0r/U
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current iIncome 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"s
ability to control decisions that are economically relevant
to both income and potential capital appreciation is limited
by i1ts current inability to acquire a majority interest in
its real estate investments. By allowing the board and, to
the extent delegated by the board, the APFC staff, the
ability to balance the economic benefits of control against
the costs of such a percentage acquisition, the APFC will be
able to maximize 1its 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 MarJtun
RM:prad

1A063BQUE0/1]
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by Steve Bergsman

SECURITIZATION

REITs On a Tear

Deja Vu—Have We Been Here Before?

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

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

blistered the market for a 20.7 percent return, again showing up the S&P 500
which only notched a decent 7.7 percent return.

It's not just the market performance of REITs that has caught the eye of the
investor— last year, the REIT market raised S6.6 billion, nearly S2 billion greater
rhan the previous record year of S4.8 billion. More than half of that S6.6 billion
was raised by existing REITs which were extremely active in the real estate
marKet, acquiring S2 billion worth of properties. REITs suddenly became the
Japanese of the Nineties. The paradox is. after mugging the U.S. real estate
market with a seemingly inexhaustible supply of capital, the Japanese have
disappeared. Will the same thing happen Continued. Page5

by Steve Bergsman

CO-INVESTMENT

The Dark Side

Co-Investment May Be Trendy,
But It’s Not All Wine and Roses

The concept o fco-investing has been aroundfor decades, but
recently, it seems to have become the “in " thing to do.
Increasingly, overthe past threeyears, investors and investment
managers alike have been dressing theirportfolios up with

co-investments— the institutional investment community’s analog of the
“grunge" look.

The "grunge look"— tipped jeans and flannel shirts— may be popular in
some circles today, but it certainly isn't for everyone. Neither is co-investment.
Even if co-investment 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 S15 billion
endowment organized for the benefit for Continued. Page 15
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Co-Investment

Tiety, Bt Its NotAll WreardRoses

Continued from page J

all the citizens ol' Alaska and funded
by taxes on mineral extraction reve-
nues— lias been the leader in the U.S.
co-investment movement.

The reason? As always, necessity
is the mother of invention. By statute,
the maximum interest the Permanent
Fund can hold in any single property
is 40%. This means that, in order to
make separate account investments
work— and the Alaska Permanent
Fund s Real Estate Investment Officer.
Petejeans. very much wants his fund
to be a separate acccjnt investor—
the Fund has no choice but to co-in-
vest (join with other tax-exempt funds
to make a purchase).

As aresult, 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 well for the
Alaska Fermanent Fund, and now
Jeans has come south to spread his
gospel throughout the "Lower 48."
(More than 40 pension, foundation and
endowment tuncis recendy attended a
private 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, agroup
of tax-exempt investors would invest
their capital in a specified group trust,
insurance company separate account
or limited partnership organized and
managed bv 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 left in the hands of a third
party who had ultimate discretion
over the funds— and who almost al-
ways had significant conflicts ot inter-
est. To make matters worse, when the
real estate market collapsed, funds
trying to escape the calamity discov-
ered they were blocked by poorly-
conceived exit strategies.

Today, pension plans, still tangled
in the webs of commingled funds but
anxious to getin on the buying oppor-
tunity of a lifetime, are looking for new
paradigms— alternative forms of real

estate investment that can offer
greater control and liquidity. Of
course, the ultimate control results

when a pension fund acquires prop-
erties directly with no partners. Some
funds are unable or disinclined to go
that route, however, which, according
to Jeans, is what makes co-investment
so appealing today.

If one considers investment struc-
tures on a continuum, 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 continuum co-
investment lies—
especially in re-
gards to the control issue— is still
subject to debate. .Andersen, for one.
says he would place co-investment
closer to commingled funds on the
spectrum, rather than placing it
squarely 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 an-angements, others
shy away because of the obvious
inherent conflicts of interest. (As Bob
Burke, a Principal of AMB Institu-
tional Realty Advisors likes to point

investors.

THE LNSTmmONAL
REAL ESTATE LETTER

out. the investment management in-
dustry appears to have corne full cir-
cle. The real estate investment man-
agement industry really took off. ex-
plains Burke, when the Employee
Retirement Income Secunty Act of
1974 (remember ERISA9) mandated
that pension funds interject a fiduci-
ary between pension plan assets and
deal promoters. Today, notes Burke,
pension funds requiring their advisors
to co-invest effectively are requiring
them to become promoters— creat-
ing, once again, precisely the kinds of
conflicts the provisions of ERISA
sought to eliminate.)

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

To make matters worse, warns
Allen Andersen, when the other part-
ner is not a tax-exempt fund there
usually is a disproportionate level of
investment. The tax-exempt investor
typically funds something akin to 90-
95% of the investment and the advi-
sor. 5-10%. Those kinds of splits don't

Ofthe many forms of co-investment,
the leastpopularhave been those
which require advisors, operating
partnersordevelopers toputtheir
own capitalatrisk alongside the

really do what the pension fund
wants them to do.

When pension funds do require
their investment managers to put their
own capital at risk in the deal, adds
Jim 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’s investments. “That's the hope,”

Continued, Next Page
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(-'uniinuedfrom previous pupe
notes Curtis. 'We've learned. how-
ever, that people can make equally as
bad investment decisions with their
own money as with somebody
else's." Clearly, therefore, having
capital at risk is no guarantee that
tilings will go well.

Curtis also cautions that fre-
quently the partner doesnr even have
its own capital at risk. "They raise it
from other sources or they borrow it.
The problem is. when the capital
contributed is non-recourse, the in-
vestment manager or promoter really
isn't at risk at ail. In such cases," warns
Curtis, "all that these co-investment
requirements really create is the illu-
sion of 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 staying power of the
pension plan versus the investment
advisor or operating partner. "If the
investment gets into trouble, who is
going to fund the losses? Obviously,
it's going to be the pension plan. And
that is going to create a problem
when it comes to decision-making."

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

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

volves more than one investor (the
typical co-investment involved be-
tween three to five investors). Therein
lies co-investment's strength— and its
weakness.

For a smaller pension plan, co-in-
vestment offers the opportunity to
participate in transactions larger than
those the plan otherwise would be
able to execute on its own. "Small
funds may not be able to invest in
large protects simply because their
allocation is insufficient." explains
Terry Ahern, a Principal with the
Cleveland-based Townsend Group.
It also enables a larger investor to
achieve more diversification than oth-
erwise would be possible by investing
directly. According to its Chief Real
Estate Investment Officer. Grayson
Sanders, for example, the Ameritech

Pension Trust has

assembled a

roughly SI1.2 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 S1.2
billion position is covered by a port-
folio of more than S14 billion in real
estateassets.

Investors who have done co-in-
vestments often say they 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 Andy Smith. Presi-
dent of L&B 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 deai; there are
more checks and balances so it's less
likely there will be any surprises.

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

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

Despite the extra work and liabili-
ties, however, this is precisely the
kind of control that was lacking in the
commingled funds, and precisely the
kind of control that many tax-exempt
investors now want. When investors
were passively investing in commin-
gled funds, advisors and managers
made those decisions. When advisors
became promoters, and began struc-
turing funds as partnerships to avoid
being subjected to fiduciary liability
under ERISA, they still made the de-
cisions, but investors no longer en-
joyed any insulation from fiduciary
liability. When investors realized they
weren't going to receive any fiduciary
insulation, they started questioning
why they 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 part of the process.
Co-investment gives the investor
more control.”

Or does it

LESSONS
LEARNED

The old axiom of real estate used to
be "location, location, location." But,
counters Tim Getz, Investment O ffi-
cerwith the Ohio Public Employees
Retirement System, ihe axiom re-
ally should be “control, control, con-
trol. You're not going to get that con-
trol," warns Getz, “by sharing your
decision-making power.” Getz speaks
from experience— his fund was a pio-
neer in both the early commingled
fund and co-investment movements.
“One of the lessons that 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 of co-investment is the
added layer of scrutiny. 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, by
definition, someone is bound to end
up with a minority interest. Obviously,
that can be a real problem if the major-
ity investors have a different point of
view than the minority investors.

"Co-investment complicates
every single aspect of a transaction."
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— very interested
parties— that need and ought to be
satisfied on every single aspect of the
investment." As Hudson-Wilson
points out. however, a hot burton for
one co-investor may not be so hot for
another. This can make it extremely
difficult to structure a transaction.

Once a co-investment has been
completed, however, there essentially
are five decisions upon which co-in-
vestors have to agree: leasing; capital
improvement: budget; sale; and an
exit strategy. In a co-investment, the
way for the investors to feel their way
through those processes, says L&B's
Smith (who has been 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 & Young's Real Estate
Advisory Services in San Francisco,
counters that co-investment 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 thatco-
investment may be a great way for a
small pension plan to participate in
larger investments, but reiterates that,
"there istrue lack of controlwhen you
need it most." At the point when you

most need and want to do something
big— like invest more or reduce the
mzCc of your investment— you dis-
cover that your options arent much
different than if you had invested in
a commingled fund.

A FORMULA
FOR SUCCESS

Co-investors typically trv to avoid the
problem of potential conflicts ot in-
terest by finding other investors with
similar investment objectives. "The
big key to success in co-investment is
picking your partners." admits Jeans.
"It does little good to find a partner
who wants to hold properties for the
long term, if you want to sell after
three years."

Cab Grayson. Managing Direc-
torof CB Commercial Realty Advi-
sors. feels that establishing a pre-ex-
isting association for co-investment
can greatly enhance the success of 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 and to bet-
ter negotiate with the seller." CB com-
pleted its first co-investment in 1981
and has created an active co-invest-
ment association 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-investments for the past 15 years.

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

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

The New York State Teachers
Retirement System also has been
involved in co-investment transac-
tions in the past, but none recently.
"We're not saying we won't do any
more, butwhen we have achoice, we
prefer to invest on 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 to do that
when hooked into other investors. "It
can be frustrating to be in adeal with
an investor who has a shorter term
horizon or is handicapped by political
decision-making processes.”

The bottom line is. co-investment
is a little like "the Force" — that won-
derful source of power that Luke Sky-
walker discovers in George Lucas'
Star Wars. Like the Force, co-invest-
ment 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 co-invertment has its

dark side. >

Steve 8ergsmail is a freelance real
estate writer in Mesa. Arizona.
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CS FOR HOUSE BILL. NO. 375(STA)
IN THE LEGISLATURE OF THE STATE OF ALASKA
EIGHTEENTH LEGISLATURE -SECOND SESSION
BY THE HOUSE STATE AFFAIRS COMMITTEE
Offered:
Referred:
Sponsor(sg: HOUSE RULES COMMITTEE BY REQUEST OF THE LEGISLATIVE BUDGET AND
AUDIT COMMITTEE

A BILL
FOR AN ACT ENTITLED
"An Act relating to equity investments of the permanent fund; and providing for

an effective Cate."

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

* Section 1. AS 37.13.120(g) isamended by adding a new paragraph to read:

() notwithstanding (@) of this section, equity Investments may
comprise more than five percent of the stock of a corporation if the investments iIn
excess of five percent consist of an interest In a partnership or ownership In a
oollective investment vehicle, and only under the following conditions:

(A te fund may not own more than a 60 percent interest in a
partrership or collective investment \ehicle;

(B) the aggregate investment of the fund under this paragraph
may not exceed five percent of the total investments of the fund;

(© appropriate policies and procedures for investments under
this paragraph dall be reviewed and approved annually by the board.

Rt CSHB 375(STA)
New Text Underlined [DELETED TEXT BRACKETED]
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* 3ec. 2. This Act takes effect immediately under AS 01.10.070(C)-

CSHB 375(STA) , -2-
New Text Underlined [DELETED TEXT BRACKETED1



FISCAL NOTE

STATE OF ALASKA BILL NO. House Bill No. 375
1994 LEGISLATIVE SESSION

Revision Date: Dept. Affected: Department of Revenue.
Title: 'An Act relating to investments of the permanent fund in certain BRU: APFC

limited partnerships each of who piincipal purpose is investment in
securities of public or private companies: and providing for an

effective date.'
Component: APFC

Sponsor: House Rules Committee by Request.
Requestor: House State Affairs. COMPONENT SERIAL NO. 109

Expenditures/Revenues:
OPERATING FY95 FY96 FY97 FY98 FY99

PERSONAL SERVICES

TRAVEL

CONTRACTUAL Z(X)O 206.0 215.0 223.0 232.0
SUPPLIES

EQUIPMENT

UND & STRUCTURES

GRANTS, CLAIMS

MISCELLANEOUS

TOTAL OPERATING Zmo 206.0 215.0 223.0 232.0

CAPITAL

REVENUE FUND SOURCE:

1002 Federal Receipts

1003 GF Maich

1004 GF

1005 GF/Program Receipts

1006 GF/MHTIA

Other (Corporation Receipts -1022) 2000 206.0 215.0 223.0 232.0
TOTAL Z(DO 206.0 215.0 223.0 232.0

FULL-TIME

PART-TIME

TEMPORARY

Estimate of current year (FY94) Impact: $ '0‘

FY00

240.0

240.0

240.0
240.0

ANALYSIS: (Attach a separate page if necessary) The Corporation intends to begin expending money for due diligence relating to these
investments on July 1,1994. These costs will include a 'gatekeeper" fee similar to current real estate advisory fees; and will increase annually at

the 3.75% inflation r a t e

Prepared by: William H. Scott. utlve Dirfector Phone- (907 / wma5-2047
Division: Alaska Permanent Fund Corporation Date: April 12,1994
Approved by

Commissioner: Darrel J. Rexwinkel, Commissioner Date:

Agency: Department of Revenue

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE
For further distribution information call the Governor's Legislative Office

(Fov 11/ Fs AR Page 1 of

FISCRL- NOTE



Alaska Permanent Fund Corporation
P.0. Box 25500 Juneau, Alaska 99802-5500
(S07) 465-2047

MEMORANDUM

DATE: April 12, 1994

T0: Representative Al Vezey _
Chairman, House State Affairs Committee

FROM: William H. Scott
Executive Director

SUBJECT: House Bill 375

House Bill 375, introduced at the request by the Board of Trustees, would
amend current law with respect to equity investing. Specifically, it would
allow the Permanent Fund to purchase - under certain conditions - more
than five percent of the stock of a corporation.

The hill sets out general Rollmes and guidelines for alternative asset
mvestlnP. The purpose of the alternative asset investment program is to
prudently e,mploY a modest percentage of Permanent Fund "assets to
alternative investments to produce a well-diversified, profitable portfolio
which will enhance the Fund's total return. The %oals_ of the program are:
(1) to achieve superior total returns compared to traditional asset classes;
and (2) to diversify away from traditional capital market risks.

Even though alternative investments as_an asset class are emploj*ed by
hundreds of public and private corporations and institutions around the
country, including universities and state retirement s¥stems, they would
represent a new type of investment for the Permanent Fund. As stch, it is
understood that a significant amount of education will be required both
within the Corporation and within the legislature before such investments
would be initiated, even on a limited basis.

WE€m oCRX1



Representative Al Vezey
April 12, 1994
Page 2

To begin the educational process, | am enclosing the following six
attachments:

Attachment #1 is draft Iangua%e for a proposed committee substitute for
HB 375. This language, rather than focusing on the transaction
mechanics of the new investments, more properly addresses alternative
investments as simply a new asset class to be madé available to your Fund
managers for investment under the very stringent guidelines set forth by
the Prudent Investor Rule. Itis important to reco_ﬂnlze that the particular
selection criteria for each of these investments will most likely evolve and
be acyusted over time as a result of the interaction between the staff, the
Board and our consultants.

Attachment #2 is the Board of Trustees resolution dated December 6,
1993 in support of the original legislation. The Trustees adopted this
resolution by a vote of five to one.

Attachment #3 contains_excerpts from the minutes of the December 6
Bﬁard meeting in which Trustee Brady made the case for the proposed
change.

Attachment #4 is the Executive Summary from the "1992 Survey of
Alternative Investments by Pension Funds, Endowments “and
Foundations." This document indicates that investment by our peers in
the asset class of alternative investments is W_ldeeread, significant and
growmﬂ. For example, the top 200 funds in the U.S. and Canada
currently have $36 billion invested: this represents 3.6 percent of the
assets of those funds that allocate dollars to alternative investments,

Attachment #5 is a reprint from the Sprlnq 1994 issue of The Journal of
Investing. The headline of the featured article is "Alternative, Investments
Grow Rapidly at Tax-Exempt Funds." Interestlnﬁly, this article indicates
that it is the largest funds which are most the active in alternative
investing. In fact, of the 33 $10 billion-plus funds surve}/ed, more than 80
percent participate in at least one alternative investment asset.

Attachment #6 is a copy of a letter from Dave Rose, the Fund's previous
executive director, stating his suRport for the legislation and his
reasoning, as well as some thoughts about the specific prohibitions
included’in the proposed committee Substitute.



Representative Al Vezey
April 12, 1994
Page 3

The bottom line is that the Board wishes to have the authority contained
in this amendment because we are convinced it will helo us to"do a better
job protecting and enhancing the Permanent Fund. | would ask for your
support and stand ready to provide additional information at any time;



*Sec 1.AS.13.120.(g) is amended by adding a new paragraph to read:

(21) Notwithstanding 37.13.120(i), equity investments may comprise
more than five percent of the stock of a corporation only through an interest in a

partnership, or ownership in a collective investment vehicle, under the following

conditions:

(A)  the Fund shall not own more than a 60% interest in a

partnership or collective investment vehicle;

(B)  the aggregate investment of the Fund under this paragraph

may not exceed five percent of the total investments of the Fund:

(C) atno time may the Fund own directly or indirectly,
through a corporation, partnership or collective investment vehicle, more

that 5% of any entity which has substantial oil and gas operations in the

State of Alaska;

(D)  appropriate policies and procedures for investments under

this section shall be reviewed and approved annually by the Board of

Trustees.

LAN&. TGfi. 'p&0oPe&E'A CSHtf'SItS'



Attachment H

EATUTES

RESOLUTION 93-12

BE IT RESOLVED, THAT the Board of Trustees directs staff to
seek legislative changes to provide that, notwithstanding any other provision of
law, but subject to the prudent investor provisions, the Alaska Permanent Fund
Corporation may invest in the category of "Alternative Investment Strategies."

PASSED AND APPROVED by the Board of Trustees of the Alaska

Alaska Permanent Fund Corporation

ATTEST:

Corporate Secretary

KfSCvUOTION 2.



Attachment W3

CHAIR SEEKINS: Yes. Mr. Braav.

.MR. BRADY: I'm gome to follow our senior Trustee s example of trying
take the tloor for a while and stand up here and talk to you about this
subject. No offense, Mr. Freeman. | think Mr. Surz's presentation
highlighted an opportunity here that wasn't presented necessarily by
his presentation, but presented to you in the fashion of understanding
ofsomething that sounds to be very complicated and possibly even
beyond the grasp of most of the activities we do. in your mind.

| probably am the one responsible for all of this today and it has to do
with a number of things. Firstly, we've all concluded one way or
another, I believe, that the strategy of diversification through asset
allocation is the primary key to our success. As a matter of fact. |
don't know how many of you saw this article in Forbes Magazine
recently, with which | don’t agree, but which basically asks why
spend a lot of money with money managers because, if you just
bought into S&Ps and saved all that money, you'd end up with
approximately the same results? | don't concur that, over a long

period of time, this is true.

Ifwe're going to continue to grow in profit in the style and manner at
which we've set our objectives, this horizontal development of asset
allocation, I think, is very important to all ofus. Ifwe don't, that
pyramid in the middle, our bonds, keeps getting bigger and bigger
and we have a shallower horizontal allocation. | think that, to
continue to diversify, we've got to continue to do this. We're in
alternative investment strategy right now. That's all real estate is.
We're betting on Pete and Llewellyn and others to find the deals that
make the most sense. That's an alternative investment strategy. |
don't want to confuse this with venture capital or with tfte other
investment funds that the State of Alaska does. This is not building a
water pipeline to California or buying into a gold mine. I think we re
looking at here a strategy that would allow us to do some of the things

that we're currently prohibited from doing.

For example, we're limited to the extent of 5% on any publicly traded
equity. This summer, when all this started, | met some very bright
fellows. We've heard over and over and over that the key to a lot of
this is the people you find for your partners. |Ithink that's true in any
successful entrepreneurial enterprise. These guys and gals have
rates of return that are phenomenal. They're doing partnerships
with people like ourselves. Ifwe had an alternative investment
strategy of 0%. whether we fund it or not. by resolution we can restrict
it however we wish. Let's say we don't want to do timber, although
that's been very successful recently, we dont want to do dairy farms,
we dont want to do gold mining, and we don't want to even get into

Alaska Permanent Fund December 6, 1993



some of the IPOs or some o1 the ocher things that are Happening. But.
let's say that we wanted to partnership with some peopie who buy
wnat they feel are undervalued small-cap, publicly traded companies,
for whatever reasons. They can either influence the board or put
themselves on the board or do things to maximize their rates of
return that otherwise aren't happening. It may be that there's one
senior shareholder that's got a large percentage of it and you can
recapitalize, do all the things that need to be done to fix the company,
and get the rates ofreturn that company is likely to get being fixed, if

you will.

Bill Scott and | met with these folks. These kinds of people are real
interesting. | think this is something we ought to do. | don't think
we should take 1% and throw it out there for a home run. but I think
we should take some percentage as we broaden our diversification
and look at opportunities with peopie and companies that are
successful at making a lot of money.

By the way. although | know this doesn t carry a lot of weight with
you. Mr. Freeman, almost everybody else is doing this. It is notjust
the swingers, the universities, and the colleges, but the public
entities, the states, and the corporations are in this category. 1gota
sampling of this myself and over 100 entities similar to ourselves
have an alternative investment strategy. That doesn't mean we take
5% of our money and throw it at the wall and say, "Do deals, whatever
they are, and we just trust you." That's not the suggestion 1have
here. The suggestion | have here is that we pass a resolution that
allows us to incorporate, in our legislative package, the ability to
invest in alternative categories. Then, through our own means and
devices, such as limitations as we talked about with real estate, we
control through resolutions what it is we want and wish to do. | don't
have anybody in mind. There's not many Duraceil deals floating
around. Those come around once in a while. There are. however, a
lot of small-cap companies and other situations that come along that
are good. The rates of return some of these people are generating are
really good. As our oil revenues go down and other things take place,
you could create a scenario that we ought to have other opportunities

and ways to make money around here.

Having said that, the example that | tried to lay out here to do this is
prohibited because, in many instances, we may find ourselves in a
partnership wherein we would own more than 5% of a specific stock.
We can't do that. But. if we had an alternative investment category
and we invested with partners and it was understood that these
investments, made from time to time, in most cases, we would find
ourselves in a situation where we would have 20% to 30% of this
partnership that would own 30% to 50% of a publicly traded company.
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We just flipped over the eaere. What | want to do is convince you. as
best | can, that throuan our asset allocation and diversification, we
should have this category. Once we have this category and the
authority to do these sorts ot things, then we come back and we look at
the opportunities through presentations to learn the history, the track
records, the benchmarks, and all the things we talked about earlier
that we need and want to have to feel comfortable about this. Then, if
we choose to do this, we can do it. *\Ir. Surz said it and Mr. Stone said
it. Not just because everybody else is doing it. I do believe it's a missed
opportunity, if we don't have ourselves positioned so that we can take
advantage of these kinds of opportunities as they continue to come

along.

With SSO million to S120 million a month coming in. the pyramid
keeps getting bisrger and we re shallower on our diversification.
That's why 1 feel, after having learned a little bit about this from
reading stacks of information and discussing those with
Commissioner Rexwinkel, it's something we should be doing. The
other board Commissioner Rexwinkel sits on is going to do it. We're
not throwing something at the wall, closing our eyes, and looking out
the corner to see what's going to happen. This is something that's
got some premeditated thought to it and some pre-examination. | feel
very strongly that this is something we should have in a resolution to
be able to incorporate. I've got a copy ofthe New York statute, if
anybody wants to see what they did. They just authorized up to "X"
percent of their allocation for that category.

That doesn't force us into any position to have to do anything. It
would just allow, if the timing is such that we can convince the
Legislature were right about this, the passage of legislation to
authorize us to engage in these different opportunities, as they come

along. Thank you.
CHAIR SEEKINS: Are there any comments? Mr. Freeman.

MR. FREEMAN: | would assume from your remarks, Mr. Bradv. that a
change in legislative authorization would be necessary for what you

want to do?

MR. BRADY: 1 think so. only as respects, from what | understand, the
potential of intentionally going out and having an indirect, but real,
ownership in more than 5% of a publicly traded company. That's
where the Legislature would have to come into play.

MR. SCOTT: Ifyou can't do that, then you can't accomplish the types of
private buy-outs involved here. Ifyou can't own more than 5%, then
you can't effectively operate in this arena.
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It's interesting to me. and it mav be just of incidental help, that it's
been demonstrated over the years that higher tax rates dry up
entrepreneurial capital. The oniy reason | make that point is that
were going into a period of higher tax rates, unless Congress and
Clinton change their minds, and we're going to see a drying up of
entrepreneurial capital and it may very well be that also
demonstrates an opportunity for the institutional investor to take the

place of some of that.
CHAIR SEEKINS: Commissioner Usera.

COMMISSIONER USERA: I'm wondering what is your experience in
terms of the necessity of having staff involved. Did you feel that the

Washington and Oregon funds felt it was necessary to staff up to do
oversight of this process?

MR. STONE: It was interesting that, at the time we got involved, staff did it
all. There was no outside expertise. To be honest with you. 1dont
think they increased their staff at all with respect to what they were
doing. That's not true. In Washington, they added one person who
was specifically involved in alternative investments.

COMMISSIONER USERA: The impression | get is that you do have to
know what you're doing. You have to be tuned into it and not. like
with passive investments, say that you'll check back in six months or
a couple of years. Certainly, it requires close monitoring and having
a sound communication system between the funds, as well as the
gatekeeper and the company that's going to be a parent. If I'm
hearing you right, what they're doing is saying they're in agreement
and they collectively, as partners, are going to insure the success of
this company by using these very best and brightest people who are
going to go in and add value to the investment.

MR. STONE: That is true, to a certain degree. Let me add this. John was
mentioning Paul Saylor earlier with respect to real estate. He is very
well know and very good. Surprisingly, in this area there are some
very good people. We found some excellent, if you will, Paul Saylor
types who could monitor this and have done a very good job for

W ashington and Oregon.
COMMISSIONER USERA: They were on a contract basis?

MR. STONE: Yes. I'm not recommending adding staff. This guy talked
earlier about smart people. There is some real talent out there in
terms of companies who are overseeing this as consultants and
advisors who do a wonderful job.
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COMMISSIONER USERA: Mr. Chairman, could I ask just one other
question? W hat is the competition for the good deals?

MR. STONE: What we found to happen is. in the 1980s. this asset category
got flooded with money. | think that is one of the reasons you've got
so many problems. What has happened now is a lot of that money
has pulled back. That's in the form of insurance companies. Banks
can't do it any more because the regulations have changed and they
can no longer be involved in this type of asset category. So. the
number of good deals have increased dramatically with the available
dollar that's out there. The funds are having potential deals go
across their table that are very attractive.

COMMISSIONER USERA: Do the deals come to you or do you go out and
look for the deals?

MR. STONE: They come to the fund.

COMMISSIONER REXWINKEL: Mr. Chairman. | have a question. Do we
have legislative authority to do some of these that Mr. Surz pointed
out on page 2 of his presentation, which include hedged funds,
market neutral, and managed futures?

MR. BRADY: No.
COMMISSIONER REXWINKEL: None of them?

MR. SCOTT: We can hedge individual positions, but not on a speculative
basis.

CHAIR SEEKINS: Mr. Freeman.

MR. FREEMAN: 1| suspect that my feelings and position on this and my
lack of enthusiasm doesn't come as a surprise to Mr. Brady. | don't
want to make a long-winded pitch on the merits ofit. I'll be a little
more practical than that. | asked the question whether you thought
this was going to require legislative approval and a change in the
statute and I'm sure that it will. From a practical standpoint, how do
I put that? One ofthe lessons | learned in politics is. once in a while,
you try to do something you think should be done, but it's very
unpopular politically. Even though something is unpopular, if you
can get it done, it's a lose/'win situation, as far as politics is
concerned. But anytime you tackle something that's very unpopular
and don't get the job done, all youve done is diminish your credibility,
harmed your reputation politically, and haven't accomplished
anything other than that.
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From a practical standpoint. 1994 is an election year and you know,
as well as | do. the concern that our politicians have tor reaction from
the public as far as tampering with the Permanent Fund. The
chances of accomplishing the changes in the law that you need are
just about nil. Ifyoure not going to accomplish that and can't get the
job done. I think it's harmful to the Permanent Fund with regard to
the feelings of the public as far as the Permanent Fund Board of
Trustees is concerned to attempt it. ifyou can't get the job done. You
can do as you wish, but whether this is good or bad. there are a lot of
peopie in the Legislature today that | served with years ago and were
there when the Permanent Fund was created. They are vveil aware
of the background, the history, and the philosophy all along the line
and most of those people have enough seniority that they're in
positions of reasonable influence today. When | have serious
thoughts about the Permanent Fund. | don t hesitate to talk to them
and | have a pretty good idea what are some of their feelings.
Regardless of the merit of what you're trying to do. it's not going to
happen. My suggestion would be to discuss it and whatever you want
to do. but I wouldn't put my foot on the line to get it done. That's just

my opinion.
MR. BRADY: Mr. Chairman.
CHAIR SEEKINS: Mr. Brady.

MR. BRADY: Mr. Freeman, | respectfully disagree. You know better than
I the evolution of the investment strategy of this Fund. At one time,
we didn't have a real estate portfolio. At one time, we didn't invest in
stocks. We simply started with some bonds and some cash. 1 think
that the Fund was late in making the proper decisions in those
investment strategies. The results will bear that out.

Having said that. | don't think this is an attempt to hoodwink the
Legislature. I'm attempting to. as convincing as | can be. go back to
our asset allocation strategy and | think we can make awfully good
sense to all of our legislators that the success in our Fund has been
largely due to that, to date. | think we need to continue to broaden
that. | don't know what's going to be coming next. You said $10
billion and I think it's more than that. Whatever it is. there are
hedging opportunities through diversification that we're foolish to
ignore. | believe this is one we should give very serious consideration
and we should move forward in a continued asset allocation through
diversification, if you will. What we end up purchasing, at the end of
the day, remains to be seen. The fact is, the timing is here. As I
spoke at the last Fund meeting when | said | wanted to bring this up,
| said | wanted to bring in somebody who could try to explain that
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CHAIR SEEKINS: Brad U perhaps.want to bring some action, you
mslg t want to Jo that%lu Xg N%w ngmess J Y

MR. BRADY: |intend to do so.

CHAIR SEEKINS: Thank you very much. We are one-half hour behind on
our agenda.

MR. SCOTT:; M Chalr an, because we are one- halfhour behind, could |
Inter ede erg? I| ave checmed with Mrvy ahy heculd
swﬂc@ fo omt geJron mteagenda ecf ave a%nta

Guar |an re toa essY nd one arto the|rpre entation |
to eaconeence ﬁee one. hook- e%) are rea
%wat Oﬁétlnneg;(and |tsal ng t with you Ithm We should go on to

CHAIR SEEKINS: e would like to then go ahead with Capital
Guardian, who is right on time.

MS. YORBA: They had to go out and place a quick telephone call.

CHAIR SEE S0. we will hav two new items under New Business.
KIW)eareaI estate reso ut|on and one will % (J\‘anvng Wl?h

aIternat|ve Investments.

I\/ir Scott, would you introduce the next presenters on the agenda,
please?
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Executive Summary

The 260 largest Pension funds, endowments and foundations have invested significant assets In
pens/on funds, alternative Investments”) - the fop 200 funds in the United States and Canadal2)have
endowments and invested $36 billion. This represents 3.6% of the assets of those funds that alllocate
foundations In tho dollars to alternative investments.

United States and
Canada currently
have $36 billion

Alternative Investments have, until recently, been the province of a small group of
investors; participation is broadening significantly:

Invested In = 549% of all respondents participate in alternative Investments
alternative
Investm ents e Over 80% of funds wtth greater than $10 billion in assets participate in alternative

Investments

Buyout funds and venture capital have been the predominant investment strategies.

Limited partnerships are the most common investment vehicle; 80 % of all alternative
Investment dollars are channelled through them.

There isa strong appetite for alternative Investments going forward:

7 1% of all respondents plan to increase commitments to alternative investments

i
< Venture capital continues todominate Investor Interest

(1) C/émrt@val ! onis* tn - dafinedts non-tradWorel (fuccttn¥rts that «ra Plkyjki and have a aubitanW aqutty component Swp.22foramoi*
Y

. finstif AanwlUiUfYay o<72 of tha lop ICOponico kxKtinJ* U.S.
Gotitgr]]en %%har?n flgoé/\lpmnstlcrﬂmsavwoyad anwlUiUfYay o<72 of tha lop ICOporwfco kxKttinJ * U.S. and Canadawas parfmmed by

1992Suwaycf Ahwnattva InvMimwrfa

QoWman, Sachs A Co./frank RussaH Company
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Alternative

Investments

Grow Rapidly at Tax-

Exempt Funds

THOMAS J. KEALEY

is head of the Pension Sendees Croup at Goldman, Sachs & Co. in New
York. He joined Goldman in 1985 in charge of real estate capital markets
and became a partner in 1988. Mr. Healey was previously the assistant
secretaryfor domesticfinance at the U.S. Treasury Department in Washing-
ton. He holds an A.B. degreefrom Georgetown University and an M.B.A.

from Harvard.

DONALD J. HARDY

is the director of Private Investment Sendees at the Frank Russell Company
in Tacoma, Washington. He has been urith Frank Russell since 1977. Mr.
Hardy has more than twenty-five yeais of investment experience, and has
previously been afimd manager, a securities analyst, and a trust officer. He
holds a B.S.from Boston University and an M.B.A.fiom the University of

San Frandscc.

hen interest rates on U.S. Treasury
bills dipped below 3% last summer
to their lowest level in thirty yean,
investors and the public aiike_were
caught by surprise.

But no one was more alert to this drop than
pension fund managers. These specialists knew that
the continuation u~this trend could make it difficult
to match the high investment returns o fthe 1980s.

One look at the figures illustrates the prob-
lem: between the end of 1991 and the end of 1992,
total returns on equities dropped from 33.0% to
9.0%; on cash, from 5.75% to 3.61%; and on fixed-
income investments, from 16.1% to 7.6%.’

NEW ASSET CLASSES IN SPOTLIGHT

Tax-exempt funds, appropriately, are explor-
ing new ways to increase returns. One result is
g’eater interest in categcries like alternative invest-
ments, which have a strong potential for higher

returns.
A number of studies have shown that private

U.S. equities produced returns of 18% or ,9%
during the latter part of the 1980s, while some lever-
aged buyout funds did considerably better.

O f course, the illiquidity of these private
investments makes them subject to greater due dili-
gence and oversight. But the results can be worth it,
especially when other potentially high-yielding asset
classes like real estate are still under water.

Additionally, with traditional sources of capi-
tal like insurance companies and banks facing major
constraints, tax-exempt funds find themselves in a
new role — providing a much more active source of
capital. They are ofFered a much wider range of
private investment opportunities at extremely attrac-
tive returns.

Yet this asset category still suffers from one
major problem, along with its potential cyclicality
and relative youth: Very little systematic data are
available. Funds traditionally have been secretive
about their most successful alternative investments,
and the variety of strategies involved has made it
hard to develop useful benchmarks.

To start building a more accurate picture.



Goldman, Sachs Sc Co. and the Frank Russell
Company joined forces last summer to launch the
first truly comprehensive study of this investment
category. The study requested data on alternative
investment participation from the 228 largest tax-
exempt funds in the U.S. and Canada (assets ranging
from $500 million to $68 billion).

194 (85%) ofthe 228 funds contacted respond-
ed, a remarkably high response rate (Exhibit 1). The
results of the study, entitled “1992 Survey of Alterna-
tive Investments by Pension Funds, Endowments and
Foundations,” were released in the fall of 1992.

STRONG PARTICIPATION IN
ALTERNATIVE INVESTMENTS

This article discusses the findings of the
survey, using the terms tax-exempt fund and investor
interchangeably to refer to respondents. Percentages
are rounded in the text and shown to the nearest
tenth ofa percentage point in the exhibits.

The survey defines alternative investments
(Al) as illiquid private investments that have not
been registered with the Securities and Exchange
Commission. It focuses on eight different types of
strategies within the asset class, strategies typically
grouped together under the rubric of "alternative
investments."2

These strategies are buyout funds, venture
capital, mezzanine financing, oil and gas programs,
distressed companies, targeted investments, timberiand
(and/or farmland), and other. All strategies involve an
equity or equity-like component (Exhibit 2).

LARGEST FUNDS MOST ACTIVE
IN THIS MARKET

One of the most impressive findings of the
survey is the fasr growth rate of this asset class. The
assets held by tax-exempt funds have tripled over die
past six years.

More specifically, in 1986 about one-third of
the respondents in the survey held $12 billion in this
investment category (Exhibit 3). Today over half
(54%) have invested a total of $36 billion in alterna-
tive investments. This is a compound annual growth
rate 0f20%.

The survey reveals that the largest funds are
most active in alternative investing (Exhibit 4). Tnese
investors dominate the asset category. By and large,
they are the ones that have committed professional
staff and developed consistent strategies within this

EXHIBIT 1
Survey Participation: Breakdown of
Funds Surveyed

ion obtained
it
Union
LG g

Endowment
Foundation

19 funds (60/?)
$6d billon (4%)

Total Fuxtt Sutveyod m228. ropttunong SI.7 trillion stMts
Tout Fundi Ruponaing « 1M, upreuntng $1.5tmonu m (s

investment category.
Over 80% of investors with assets of $10

billion or more participate in at least one alternative
investment asset. Put another way, thirty-three funds
with assets of $10 billion or more account for 69%,
or $24.6 billion ofall alternative investment assets.
Among the remaining funds, those with assets
from $5 billion to $9.9 billion account for only

EXHIBIT 2
Asset Allocation

Sources: Pensions & Investments, Goldman Sachs/Frank
Russell 1992 Survey.



EXHIBIT 3
Estimated Growth of Alternative

Investments
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17.9%, or $6.4 billion, while funds with under $5
billion have 13%, or $4.8 billion, in Al assets.

The largest funds certainly have significantly
greater resources to investigate opportunities in this
market. They also have the potential to obtain better
returns and gain more control than smaller players.
Furthermore, large funds can make significant invest-
ments in private equity without exceeding their asset
allocation guidelines.

For example, funds with over $10 billion in
assets commit, on average, $750 million to Al assets,
versus a mere $106 million for funds under $4 billion
(Exhibit J). Yet alternative investments comprise
only 3% of total assets for these giants, compared to
5% for the funds with under $4 billion in assets.

EXHIBIT 4
Participation in A lternative
Investments by Fund Size

Flik) Stir:
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EXHIBIT 5
Average Allocation to Alternative

Investments by Fund Size

Average Dollar Commitment to Alternative Investments*

moot
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Tctal Fund Acacta
32%

Average Commitment to AJtenunve Invettmejtti a
Percentot'Toul Aura

“Includes all funds committed whether drawn down or not.

This does not mean that smaller fluids cannot
invest efficiently in alternative investments. It just
means that when they do, the investment usually
involves a larger portion oftheir asset allocation. And it
usually means that they invest more heavily in certain
types o f Al investment than do their larger peers.

BEHAVIOR DIFFERS BY FUND TYPE
The historical behavior of tax-exempt funds

differs not only by fund size, but also by fund type
(Exhibit 6). Endowments and foundations were the

EXHIBIT 6

Alternative Investments by Fund Type

10.4%

Corpora



first to enter this market, investing steadily in the
1970s and 1980s. This early involvement probably
stemmed from the long-range thinking of their
boards, as well as a shorter chain ot command. Even
today, these funds are the most committed to alter-
native investing, keeping 10% of their assets in Al
funds versus only 5% for corporate funds and 3% for
public funds. Despite their smaller size, endowments
and foundations continue to commit a greater
portion of their assets to alternative investments than
corporate or public funds.

Corporate and public funds did not start
participating heavily in this market until j982. Today
their total investment in this asset class far surpasses
the others. This fact is probably more a function of
their size than a greater commitment.

In fact, corporate funds today lead their
public fund peers, although the public funds appear
to be catching up. With the possible exception of
targeted investments (assets with a special component
such as a social or geographic imperative), union
pension funds that flirted briefly with the idea of
alternative investing seem to be sitting on the side-
lines. This may be the result of membership

constrains.

THE EIGHT MAJOR INVESTMENT
STRATEGIES

Our study breaks alternative investments into
eight different investment strategies (Exhibit 2).
Some of these, like venture capital and oil and gas
programs, have been around for yean, and thus have
solid track records.

But others came of age in the 1980s. These
include several corporate finance-related strategies
such as leveraged buyout equity funds (LBOs),
mezzanine financing (subordinated debt), and
distressed companies (restructuring or bankruptcy
funds). The remaining strategies include farmland
and/or thnberiand and "targeted investments."

The alternative investment assets of respon-
dents that did not provide a detailed breakdown
vl/ere assigned to the "other" category. C'oinvest-
ments and project financings arc kkcly to be among
the investments in this category.

Inclusion of these newer strategies dramati-
cally expands the Al category. This expansion has
given Al assets more importance in the overall asset
mix and is probably the reason why alternative assets
are considered such an important, newly recognized

asset class today.

EXHIBIT 7
Fund Participation by Investment

Strategy

Percent of Funds that Participate in Each investment Strategy
and Plan to Commit initial/Additional Funds

flanb>

FUNDS DIFFER IN THEIR
INVESTMENT MIX

W hen tax-exempt fui.Js first consider Al
investing, they usually start with venture capital,
complementing it with one or two other strategies.
W ithin this structure, most investors do not seem to
have one preferred plan for Al asset allocation.

Given this pattern, it is no surprise that
venture capital is the most popular asset on a partici-
pation basis (Exhibit 7). Almost 90% of the funds
with alternative investments have allocated some
dollars to this strategy. Investors also report that they
are more interested in investing in venture capital in
the future than in any other investment strategy.

Even though venture capital attracts more
participants, however, it attracts far fewer dollars than
leveraged buyouts (Exhibit 2). Investors have invest-
ed $9 billion in venture capital versus $14 billion in
buyout funds.

LBOs represent 41% of all Al assets, which
makes them the largest Al investment component
(Exhibit 2). Venture capital comprises 26% of all Al
assets, while mezzanine financing accounts for 10%.
These top three strategies represent 77% of all Al
assets. O f the remaining 23%, investors have put 7%
in oil and gas programs, perhaps because these have
been around the longest, 4% in distressed companies,
3% in targeted investments, 2% in timberland or
farmland, and 6% in “other."

The popularity of LBOs is related to the size
of each investment. Despite the attraction of venture
capital, it is uJficult for investors to commit large
amounts of assets to these deals because of the small



EXHIBIT 8
Leading Strategf 3: Investor Profiles
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size of individual venture investments.

Leveraged buyouts, however, give equity
investors an opportunity to commit large dollar
amounts in far fewer deals. In doing this, the investor
usually purchases significant control of a company.
Given the asymmetry between the two most popular
Al strategies, it is not surprising that large investors
and public funds, in particular, gravitate toward
buyout funds, while smaller investors, endowments,
and foundations focus on venture capital (Exhibit 8),

EXHIBIT 9

Investment Process — Vehicles™

*Limiied partnerships and other commingled vehicles.

Coinveicnent/Add-on Investment with Funds: The investor
invests in parallel with or in different securities from the
Limited Partnership.

Fund of Funds: A multiple-manager vehicle with investments
in more than one fund.

Direct Investments: The investor does not use an intermedi-
ary such as a Limited Partnership or Fund of Funds.

The largest funds keep 46% of their Al assets
in buyout funds, while public funds keep 50%. On
the other hand, smaller funds have 39% of their assets
in venture capital, while the largest invest oidy 20%

in that strategy.

REASONS FOR INVESTING IN
THIS ASSET CLASS

The study examines the main reasons funds
invest in alternative investments. Predictably, 63%
said they were looking for superior returns. But
another 33% said their main motive was diversifica-
tion. This is understandable because the volatility of
this asset class has a low correlation with other asset
classes. O f the remaining participants, 2% said they
arc looking for an inflation hedge, while 2% believe
these assets enhance their reputation.

The lack of information about alternative
investing has made it difficult to understand the
investment process itself. To clarify this, he study
looks at three different aspects of the process: the
choice of investment vehicle; organization and deci-
sion-making; and monitoring and measurement.

THE POPULARITY OF LIMITED
PARTNERSHIPS

Limited partnerships are by far the most
popular investment vehicle, accounting for 80% of
all alternative investment dollars (Etihibit 9). Direct
investment accounts for 13%, while coinvestment
with funds represents 4% and fund offunds arc 3%.

W ith limited partnerships, investors can rely
on outside experts for assistance in making their
investment decisions. This is particularly helpful for
smaller investors with limited staff.

Although many investors reported seeking
out coinvestment opportunities with general part-
ners, only the largest funds have been able to do this
on a consistent basis. To date, coinvestment attracts
approximately $1.6 billion.

The study shows that limited partnerships
have been, and will likely continue to be, the prima-
ry vehicle for alternative investing (Exhibit 9). But it
also reveals that certain pressures are changing the
typical partnership structure. As pension funds gain
more experience in alternative investing, they want
to take a more active role.

For instance, investors rank negotiating terms
and conditions as the most important contractual
issue. Additionally, investors are putting pressure on



partnerships to establish priority returns and co
reduce the carry from the traditional 20%.

While some investors do not emphasize these
cost issues, they do search for general parcners that
put their own capital at risk rather than relying solely
on investors’ capital. Overall, the bottom line seems
to be a trend toward selecting a general partner with
whom the investor can forge long-term partnerships.

Although direct investment is the second
favorite investment vehicle, with 13% of alternative
investment dollars, it is difficult to gauge whether
more funds are going co move toward this vehicle in
the future. There isno consensus on the subject.

Clearly, the largest and most experienced
funds are those that do the most direct investing.
They are also the ones that plan to do the most direct
investing in the future (Exhibit 9). For example, 50%
ofthe investors with over S10 billion in assets plan to
commit additional funds through direct investing,
compared to only 25% of the smaller funds.

Direct investing allows the larger funds to
avoid the fees charged by general partners. Many
smaller funds say they would like to do more direct
investing, but they simply do not have the resources,
time, or staffto do the necessary groundwork.

DECISION-MAKING

Participation in alternative investments brings
with it a unique set of risks and rewards. As private
investments, these assets are much less liquid than
traditional stocks and bonds. Thus the due diligence
process is differenc, more complex, subjective, and
more judgmental. In addition, investments must be
held longer than many others to yield the expected
results.

To determine whether investors handle this
category differently, the study looks at who is
responsible for the decision-making process, includ-
ing the initial decision to participate in alternative
investments; allocation by strategy; and, finally, selec-
tion of individual investments.

The study shows that top-level management
exercises unusually strong control over this entire
three-tier process. The investment committee or
board of directors mains.'ins total control over the
first two decisions virtually 100% of the time. They
maintain control over the selection of individual
investments about two-thirds of the time. When
they do give up control, the board or investment
committee delegate the third tier of decisions to the
chief investment officer or other professional staff

29% of the time and to an outside consultant 6% of
the time.

Nearly half (49%) of the investors use outside
consultants to help evaluate or manage this asset
category. The study defines consultants as external
advisors who provide either non-discretionary advice
or handle selection and oversight of investments on a
discretionary basis.

Looking at the specific functions performed
by these advisors, survey respondents said they use
consultant in an advisory capacity (22%), to handle
due diligence (18%),, to take on the entire decision-
making process (6%), and as Qualified Plan Asset
Managers (QPAMSs) (3%).

MONITORING AND MEASUREMENT

There is no consensus among ispondents

about how to measure performance in asset cate-
gory. Although 52% report using a benchmark, there
appears to be Little consistency. Many funds consider
their benchmarks to be proprietary information.

W hen it comes to measuring actual perfor-
mance, most investors report turning this task over to
the internal staff or the trustee bank. The respondents
are split on measurement methods. 53% use internal
rate ofreturn as their primary method; 48% use time-
weighted rate ofreturn; and 16% use cash on cash.

A large majority of respondents (84%) say
they would welcome development of generally
accepted performance measurement standards for

this asset class.

THE FUTURE OF
ALTERNATIVE INVESTMENTS

Looking toward the future, 71% of the
funds say they intend to expand their alternative
investment assets in the future. This answer
suggests a strong appetite for these investments.
More specifically, the funds selected four strategies
as most popular going forward: venture capita],
buyout funds, distressed companies, and mezzanine
financing.

Investors were also asked which single invest-
ment strategy they would favor if they were just
starting out. The three top choices were venture
capital (39%), buyout funds (16%), and mezzanine
financing (8%), in that order.

However, when asked to select three invest-
ment strategies, investors still rank venture capital
first (81%), but mezzanine financing is second



(56%) and buyout funds third (52%). This suggests
that venture capital and mezzanine financing may
be the leading alternative investment strategics in
the future.

GREATER OPPORTUNITIES FOR
INVESTORS

The timing seems right. Today, the economy
has started to expand. Yet many traditional lenders
are still relegated to the sidelines until they solve
their own capital adequacy and loan problems.

In the meantime, pension funds, endow-
ments, and foundations are filling this gap. These
tax-exempt investors have suddenly become a much
more important source of capital to the economy as
a whole. Thus, they receive a much larger flow of
more sophisticated transactions to evaluate and select
Dorn. And many of these transactions fall into the
alternative investment catego™ /.

To evaluate and track these transactions may
take more expertise than other investments. But with
the potential for double-digit returns, clearly the
rewards justify the extra effort.

It is clear today that alternative investments
offer investors an unusual opportunity. By investing
in these strategies, tax-exempt funds may achieve
both the higher returns and the diversification they
will need in the 1990s to succeed in the new, lowecr-

return investment environment.

ENDNOTES

The auction wish 10 [hank for their assistance with the
research and preparation of this article: W. Blair Garff, Matthew A.
Bernstein, and Jill Byatr of Goldman. Sachs te Co.; Sharon L.
Hammel. Holly F. D'Annunno, Meide L. Bottger, and Sandra M.
Sullivan ot' The Frank Russell Company; and April W. Klimley of
Klimley Communications.

'Sources for these figures: equities, the Russell 1000
index; cash, ninety-day Treasury bills; fixed-incomc, the leiunan
Brothets Long-Term High Quality Government/Corporate Bond
Index.

2Following is how the study defines the eight strategies
commonly considered altemanve investments:

Venture capiLtl: Equity investments in companies that have
undeveloped or developing product! or revenue.

Buyout funds: Equity investments in public or private
companies that resuit in the purchase of a significant portion or
majority control of the company.

Distressed companies: Investments made through the
purchase of debt or trade claims in companies that are in financial
distress, restructuring, or bankruptcy.

Mezzanine Jinannng: Investment in the subordinated debt
of privately owned compamea. The debtholder participates in equity
appreciation through conversion features such as rights, warrant, or
options.

Qil and gas programs: Investment in the exploration for oil
and/or gas reserves or in the development of proven reserves.

Timterland orfarmland: Investment in land to harvest
nmbcr or farm commodities.

Targeted investments: Investments that have a special
componcnr, usually related to geographical, economic, or social
issues. These investments are sometimes referred to as "ETTs,” or
"economically targeted investments,” and include investment in
minority-owned businesses and state-financed housing.

Other: This category is a catchall that includes assets that
respondents did not break down into individual strategics. Coinvest-
ments and project financings may be among the investments in this

category.
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Alaska Permanent

Capital M anagement Company

900 W est Fifth Avenue, Suite 701

Anchorage, Alaska, 99501
Phone: (907) 272-7575 Fa*c (907) 272-7574

February 2,1994

Mr. Carl Brady, Jr.

Board Member
Alaska Permanent Fund Corporation

VIA COURIER

Dear Carl:

Thank you for providing a copy of the Permanent Fund Trustees' Resolution 93-12
which sots in motion a legislative request to authorize Alternative Investment Strategies.
Thank you, also, for a copy ofthe proposed legislation and the analysis thereof.

At the outset, allow me to comment that this proposal appeals to have been well thought
out The Trustees started with the broad concept of Alternative Investments (which
could have involved everything from investments in timber, agricultural land, and venture
capital) and quickly narrowed it down to investments in corporate stock.

Having established that focus, certain important investment parameters were wisely
established:

1. Other institutional co-investors are required This insures that additional
participants—institutional investor peers— scrutinize each transaction.

2* A significant level of other institutional participation is established. When the
Fund started real estate ijrrssting, it used the same approach and it provided for the
important useful exchange of information between large funds. It also provided a needed
comfort and confidence level and "eased” us into investments and relationships over time.
This gave us an opportunity to expand our knowledge, increase our returns rad revise and

establish policy over a long protracted period.

3. Acap iaplaced on the amount ofsuch investment. This is wise as it controls the
amount ofnon-diversification which could occur and restricts tho Fund to activity in the

small and medium capitalization company field. Youwon't be able tojoin inthe
Paramount takeover under this legislation; and you shouldn't!!

L.-cTTEC FROM Tpfw f fc-CEX
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April 5, 1994

epr ve Vezey
&Eﬂ%go a8ges Including this Page: 1
Hickel Investment Company

Hour*. Bill 375

Dear Representative Vezey:

EXECUTIVE OFRCES
PHONE (907) JA.7J00
FAX (907) 75846867

I urge your support of House Bill 375 that would allow the Permanent Fund Corporation to
diversify its assets, reduce its risks and increase its returns. These minor changes in the
investment guidelines of the Permanent Fund would enable the Fund to take advantage of
investment opportunities currently not available to it. The restrictions to the proposed
modifications arc more than adequate to assure prudent investments, (though certainly not

risk free), while enabling the fund lo achieve higher returns.

support.

Sincerely,

This bill deserves your
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Alaska Permanent
Capital Management Company

000 West Filth Avenue, Suite 701
Anchorage, Alaska , 00501
Phone: (007) 272-757a Fax: (007) '272-7574

April 11, 1994

Representative Al Vczcy
State Capitol
Juneau, Alaska 99801-1182

Dear Representative Vezey:

This letter pertains to KB 375/SB 245 which proposes to authorize the
Trustees of t"e Alaska Permanent Fund to broaden Lhe scope of Fund
investments.

I have had several discussions with individual Trustees regarding this
legislation. We have discussed several ~tp_oaches and a new, amended
version of the bill(s) will be offered in committee testimony this week.

Throughout our discussions, the goals and aspirations of the Trustees
are very clear. There is strong focus on preserving principal and
increasing investment yield.

To protect principal, diversification is important. This will be
accomplished by the new legislation which will authorize specialized
investment in domestic corporations. This expansion of the equities
portfolios will enable the Fund to make larger investments in

corporations which are undervalued, corporations which may be takeover
candidates, corporations whose parts may be worth more than the whole
and thus may have spin-off opportunities, and corporations who have
strong potential which may not be recognized until or unless major
changes are made in its management.

Generally, a well-conceived and well-executed investment program which
involves the above should bo beneficial to the Fund through the
realization of higher investment yields.

As you may have noted, financial markets have become more sophisticated,
global in scope and more volatile than ever. As markets change, entities
like the Permanent Fund must have the flovibility to meet market
challenges. They must have a whole toolbox full of choices in order to
get the job done and to do it well. The proposed legislation simply
provides another tool.

In Alaska, we treat investments in two v/ays. One way is to broadly
authorize any investment which comports to the Prudent Investor Rule.
Another method is to construct a "legal list" of investments which
describes each investment instrument which may be held within the
portfolio. The PERS/TRS system has the flexibility of the former while



the Permanent Fund is constrained by the latter. Since the Permanent
Fund is a "legal list" fund, it is essential that those who construct
the list keep it current in a fast changing market environment.

It is incumbent upon Trustees of "legal list" funds, in exercising their
fiduciary responsibility, to bring proposals for list expansion to the
attention of the list makers. That is what they have done in proposing
HB 375/SB 245.

The legislation includes some important checks and balances which tend
to reduce the risk of moving forward with poor investments. The

legislation requires that there be co-investors. This insures that
every investment is scrutinized by another fund. If funds have
problems, questions or are uneasy with the investment, they discuss it
and compare notes. The lim it on oil and gas investments in an oil and

gas state make sense. Alaska's wealth should be diversified and this
stricture is a prudent one.

I commend this legislation to you and recommend its passage. It will
take the better part of a year for the Trustees to construct specific
policies, fira managers to help execute that policy and devise a method
for reviewing performance. The lead time involved to do the job right
argues for passage this session.

If you have questions and concerns regarding this legislation and wish
to contact me, | would be pleased to respond.

Best wishes in all your endeavors.

Sincerely,

David A. Rose
Chairman



