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Date: March 18, 2016

To: CalPERS - Investment Committee

From: Pension Consulting Alliance, LLC (PCA)

CC: Theodore Eliopoulos, CIO; Paul Mouchakkaa, MID

RE: Real Assets Strategy Plan Update - Real Estate

In our capacity as Real Estate Consultant to the Board of Trustees, PCA has worked with
Staff to update the 2011 Strategic Plan for the real estate component of the Real Assets
program. The revised Strategic Plan continues to adhere to the investment principles
established in the 2011 Strategic Plan. By many measures, both quantitative and
qualitative, the 2011 Strategic Plan and improvements in policies, procedures, and
personnel have served the System well during the past five years. CalPERS’ Staff have
made significant progress in aligning the real estate portfolio with the needs of the
System, especially compared to the real estate portfolio of 2008. Recent returns have
been strong, and many risks have been eliminated or reduced. At the same fime, the
Update makes various adjustments to sub-portfolio categories to enhance portfolio
management, support integration of the Real Assets teams, and better align the overall
Real Assets program with CalPERS’ enterprise-level mission and values.

The Update makes no big changes to the central implementation tenets for real estate
instituted by the 2011 Strategic Plan. Rather, the revisions contained in the Update build
on the stability of the business model that has been established over the last five years
and fine tune the organization and implementation of the real estate program.
Importantly, the proposed changes in the Update do not infroduce meaningful new
investment themes or risks and keep the focus of Staff's resources on the areas of greatest
impact. These changes will further support the real estate portfolio in its efforts to meet
the role of real estate in current and anficipated market conditions.

The role of real estate can be summarized as:

» Economic diversification of equity risk;
» Durable and sustainable cash flows; and
» Partial inflation hedge

In accordance with this role, the real estate program will continue to be anchored by
low to moderately leveraged investments made in core (i.e., stabilized and leased)
properties in the United States. These investments generate the majority of their total
return through income. The Update maintains minimum target allocations of 75% to core
and 75% to US.
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PCA believes a focus on domestic core properties achieves the prescribed role of real
estate and reduces risk in the overall portfolio. Additionally, the Update continues to
adhere to lessons learned from the previous downturn during which CalPERS suffered
substantial losses in the value of its real estate portfolio. As previously described by Staff
and PCA, the losses suffered in real estate were primarily attributable to: (a) vintage-year
concentration, (b) investments in non-core assets, and (c) the use of high amounts of
leverage. Real estate is likely to remain a cyclical asset class. CalPERS will, therefore,
experience other periods of underperformance in real estate compared to the targeted
nominal returns from time to time in the future. However, PCA believes that with
contfinued proper oversight, a moderately levered, core-oriented portfolio can weather
a potential re-pricing of assets and slower economic growth (or recession).

In addition to a domestic core program, the Update continues to allow non-core
investments as well as international investments in developed and emerging markefts.
The non-core investments will have a new limitation on development investments of 10%.
This is infended to allow for the creation, from time to time, of new core assets in markets
that offer limited opportunities to acquire existing stabilized assets. PCA believes these
non-core and international real estate investments can be beneficial to the overall plan,
but should play a relatively small role in the real estate investment program.

The Update continues the focus on investment through private investment vehicles and,
more specifically, scalable separately managed accounts. CalPERS intends to further
reduce the number of manager relationships in the real estate portfolio as a means of
more efficiently utilizing finite Staff resources, maintaining strong governance provisions,
increasing alignment, and controlling costs. A smaller number of long-term partnerships
will also allow Staff to integrate investment beliefs and ESG matters into portfolio
management in a more meaningful and disciplined manner.

The Update provides for a new leverage pilot program, which will explore the potential
benefits and risks associated with the use of in-house gearing for an unleveraged real
estate separate account. Details have yet to be determined and implementation of the
program is subject to ISG approval. PCA will be closely involved in the evolution of this
program.

Finally, the Update reduces complexity and improves risk management by reclassifying
the underlying sub-portfolios within the real estate portfolio. A vestige of the post-crisis
portfolio workout is the current delineation of investments between “Legacy” (i.e., not
aligned with the role of real estate) and “Strategic” (aligned with the asset class role).
Ongoing asset sales combined with the recent secondary sale of CalPERS’ LP interests in
commingled funds has significantly reduced the Legacy portfolio to the point where the
delineation between Legacy and Strategic no longer meaningfully serves portfolio
management efforts. Similarly, the distinctions between Domestic Base, Domestic
Tactical and International Tactical portfolios have become less useful.
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The reclassification of investments based on risk profile (i.e., core, value add,
opportunistic) and economic segment (i.e., essential, commercial, consumer, residential
and specialized) should provide more meaningful insight into portfolio concentrations
and overall risk profile. The International segment is a bit of an outlier as it does not
describe fundamental economic drivers of real estate property. Even so, this
reclassification effort combined with similar efforts across the infrastructure and forestland
portfolios should confribute to improved investment decision making, analysis and
reporting.

Taken together, the proposed modifications contained within the Strategy Plan Update
serve to beftter organize and align the Real Asset Unit with its own mandate and the
overarching mission and values of CalPERS. PCA will work as the Board's advocate with
Staff to modify the investment policy and procedures manual for real estate, as well as
make any other necessary adjustments to investment decision making processes and
portfolio monitoring systems.
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DISCLOSURES: This document is provided for informational purposes only. It does not constitute an offer of securities of any of the issuers that
may be described herein. Information contained herein may have been provided by third parties, including investment firms providing
information on returns and assets under management, and may not have been independently verified. The past performance information
contained in this report is not necessarily indicative of future results and there is no assurance that the investment in question will achieve
comparable results or that the Firm will be able to implement its investment strategy or achieve its investment objectives. The actual realized
value of currently unrealized investments (if any) will depend on a variety of factors, including future operating results, the value of the assets
and market conditions at the time of disposition, any related transaction costs and the timing and manner of sale, all of which may differ
from the assumptions and circumstances on which any current unrealized valuations are based.

Neither PCA nor PCA's officers, employees or agents, make any representation or warranty, express or implied, in relation to the accuracy
or completeness of the information contained in this document or any oral information provided in connection herewith, or any data
subsequently generated herefrom, and accept no responsibility, obligation or liability (whether direct or indirect, in confract, tort or
otherwise) in relation to any of such information. PCA and PCA's officers, employees and agents expressly disclaim any and all liability that
may be based on this document and any errors therein or omissions therefrom. Neither PCA nor any of PCA's officers, employees or agents,
make any representation of warranty, express orimplied, that any transaction has been or may be effected on the terms or in the manner
stated in this document, or as to the achievement or reasonableness of future projections, management targets, estimates, prospects or
returns, if any. Any views or terms contained herein are preliminary only, and are based on financial, economic, market and other conditions
prevailing as of the date of this document and are therefore subject to change.

The information contained in this report may include forward-looking statements. Forward-looking statements include a number of risks,
uncertainties and other factors beyond the control of the Firm, which may result in material differences in actual results, performance or
other expectations. The opinions, estimates and analyses reflect PCA’s current judgment, which may change in the future.

Any tables, graphs or charts relating to past performance included in this report are intended only to illustrate investment performance for
the historical periods shown. Such tables, graphs and charts are not intended to predict future performance and should not be used as the
basis for an investment decision.

All rademarks or product names mentioned herein are the property of their respective owners. Indices are unmanaged and one cannot
invest directly in an index. The index data provided is on an “as is” basis. In no event shall the index providers or its affiliates have any liability
of any kind in connection with the index data or the portfolio described herein. Copying or redistributing the index data is strictly prohibited.

The Russell indices are either registered trademarks or tradenames of Frank Russell Company in the U.S. and/or other countries.
The MSClindices are trademarks and service marks of MSCI or its subsidiaries.

Standard and Poor’s (S&P) is a division of The McGraw-Hill Companies, Inc. S&P indices, including the S&P 500, are a registered trademark
of The McGraw-Hill Companies, Inc.

CBOE, not S&P, calculates and disseminates the BXM Index. The CBOE has a business relationship with Standard & Poor's on the BXM. CBOE
and Chicago Board Options Exchange are registered trademarks of the CBOE, and SPX, and CBOE S&P 500 BuyWrite Index BXM are
servicemarks of the CBOE. The methodology of the CBOE S&P 500 BuyWrite Index is owned by CBOE and may be covered by one or more
patents or pending patent applications.

The Barclays Capital indices (formerly known as the Lehman indices) are trademarks of Barclays Capital, Inc.
The Citigroup indices are trademarks of Citicorp or its affiliates.

The Merrill Lynch indices are trademarks of Merrill Lynch & Co. or its affiliates.

Supplement for real estate and private equity partnerships:

While PCA has reviewed the terms of the Fund referred to in this document and other accompanying financial information on predecessor
partnerships, this document does not constitute a formal legal review of the partnership terms and other legal documents pertaining to the
Fund. PCA recommends that its clients retain separate legal and tax counsel to review the legal and tax aspects and risks of investing in
the Fund. Information presented in this report was gathered from documents provided by third party sources, including but not limited to,
the private placement memorandum and related updates, due diligence responses, marketing presentations, limited partnership
agreement and other supplemental materials. Analysis of information was performed by PCA.

Aninvestment in the Fund is speculative and involves a degree of risk and no assurance can be provided that the investment objectives of
the Fund will be achieved. Investment in the Fund is suitable only for sophisticated investors who are in a position to tolerate such risk and
satisfy themselves that such investment is appropriate for them. The Fund may lack diversification, thereby increasing the risk of loss, and the
Fund's performance may be volatile. As a result, an investor could lose all or a substantial amount of its investment. The Fund's governing
documents will contain descriptions of certain of the risks associated with an investment in the Fund. In addition, the Fund'’s fees and
expenses may offset its profits. It is unlikely that there will be a secondary market for the shares. There are restrictions on redeeming and
transferring shares of the Fund. In making an investment decision, you must rely on your own examination of the Fund and the terms of the
offering.





