Agenda Item 8d, Attachment 1, Page 1 of 13

PENSION
CONSULTING
ALLIANCE

. CalPERS

CalPERS Investment Committee
2 O 1 6 Annual Real Estate Program Review

November 2016

This report is solely for the use of client personnel. No part of it may be circulated, quoted, or reproduced for distribution outside the client organization without prior written
approval from Pension Consulting Alliance, LLC.
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Introduction

Observations

> The portfolio has generated strong nominal and relative returns since 2011

» Portfolio is increasingly meeting the role as assigned in the Strategic Plan

» Providing diversification and performance during a period of lower equity and fixed income

returns
» Income returns have increased by more than 100 basis points over three years

» Income distributions have doubled over the last three years

» Recent performance drag most attributable to non-repeating events and

emerging market strategies
» Portfolio’s risk profile has been substantially reduced
> Staff is continuing to improve portfolio management practices

» Investment beliefs are incorporated into Real Assets Investment

Committee (RAIC) decision making
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Introduction

Observations Continued

> Real estate fundamentals, supply/demand of rental space, are healthy

> Strategic portfolio is expected to produce attractive returns over next

twelve months

» Global capital markets contfinue to make it difficult to deploy capital;
Managers and Staff are being disciplined in meeting CalPERS’ risk and

return thresholds and not chasing transactions
» Portfolio is better positioned for the next correction

» Longer-term performance continues to suffer from investment decisions

made during the last cycle
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Meaningful Updates

Over the past year:

> Approval of Strategic Plan Update; recommitment to role of real estate
» Significant work required to fully implement

» AREIS mapping, segment plans, partnership restructuring

» Completion of secondary sale of legacy/non-core holdings

> Approval of New Real Assets Policy

» Investment Policy and Procedures Guidelines (IPPGs) and Desk Procedures in development will
require scrutiny fo confirm consistency with Strategic Plan and INVO wide practices

» Continued restructuring of Real Assets Unit human resources
» Significant changes in individual roles and responsibilities in short-term
» Growth from within— internal promotions and mentoring to build skills, cohesion, and morale
» Supporting stronger common systems, processes and analytics in the longer-term

» Ongoing work on operational data, governance, and controls

» Performance reporting and valuation

» Risk assessment systems
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Meaningful Updates

In Support of Enterprise-Level Initiatives

> Portfolio is increasingly well aligned with role of real estate in overall portfolio
» Portfolio is producing results that support the CalPERS Real Assets Strategic Plan
» Business model is embracing Vision 2020 objectives

» Furtherance of Environmental, Social and Governance initiatives

» Energy optimization efforts; monitoring of best practices implementation by managers
» Continued capital deployment to strong emerging manager program

» Emphasis on Responsible Contractor policies
>

Manager expectations program

> Investment Beliefs now part of decision-making at many levels

» Further cost savings though new incentive fee model

> Greater stability and visibility on fees

» Maintain alignment
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Investment Beliefs

1. Liabilities must influence the asset structure.
CalPERS invests in real estate to generate income, provide diversification, and as an inflation hedge.

2. Along term investment horizon is a responsibility and an advantage.
Real estate is a private, illiquid asset class; assets are generally held for longer periods of time.

3. CalPERS investment decisions may reflect wider stakeholder views.
Targeted investment programs are being used effectively in the RE program.

4. Long-term value creation requires effective management of three forms of capital: financial, physical, and
human.

The RE Portfolio continues to improve governance and engagement on ESG initiatives.
5. CalPERS must arficulate its investment goals and performance measures and ensure clear accountability for
their execution.
RE conftributes to the delivery of the long-term target return of the Fund. Benchmarking remains
challenging.

6. Strategic asset class allocation is the dominant determinant of portfolio risk and return.
RE provides diversification from global equities and other growth assets.

7. CalPERS will take risk only where we have a strong belief we will be rewarded.
The majority of the RE portfolio is invested in lower risk, lower volatility investments.

8. Costs matter and need to be effectively managed.
The RE portfolio invests primarily through separate accounts that offer lower fees than funds.
9. Riskis multi-faceted and not fully captured through measures such as volatility or tfracking error.
Staff continues to improve risk management in RE through investment process, analysis, and
reporting.

10. Strong processes and team work and deep resources are needed to achieve CalPERS' goals and objectives.
RAU brings teamwork and improved processes to bear; staff compensation remains an issue.

|
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SWOT Analysis — Real Estate Program

Strengths Weaknesses
e Strategic Plan bearing fruit e Staff is resource constrained
e Strong actual and relative performance e Senior staff is managing significant change
e Significant reduction of risk in the portfolio—leverage, * Policy supporting documents taking longer to develop
currency, control, development than anticipated
e Improved internal environment and culture—wider inputs ¢ Reliance on external managers, some of whom are
and collegial collaboration from different investment captive to CalPERS

areas likely to reduce risk
* Further cost efficiencies
e Stability of business plan
e Clearly articulated role of real estate
* Investment Beliefs (direction from Board)
e Strong beliefs regarding labor and the RCP Policy

Opportunities

* Continue moving the portfolio towards the objectives
established in the Strategic Plan

e ESGinitiatives and staffing gaining increased traction

* Proactively identify and pursue opportunities consistent
with Plan, especially those that play to size

* Explore new strategic partnerships with like-minded
investors

* Explore a more cohesive and efficient debt structure for
the portfolio’s leverage at the System level, rather than
the manager level
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MARKET DATA
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Core Cap Rates

Cap Rate

Cap Rate Spread
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'A cap rate is the current annual income of the property divided by an estimate of the current value of the property . It is the current yield of

the property. Low cap rates indicate high valuations. Sources:

NCRIEF, www.usfreas.gov
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Real Estate Fundamentals
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Expected Population Growth

Expected Population Growth 2015-2050
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Expected Population Growth

U.S. Population by Five-Year Age Cohorts
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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 he described herein. Information contained herein
may have been provided by third parties, including investment firms providing information on returns and assé\gﬁ‘ﬂ'ﬁdyaa“&ﬁm&d aRttagRment ﬂe,eplagaaao@nﬂ)fv};rﬁed. 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
contract, 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 or implied, 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 trademarks 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 trade names of Frank Russell Company in the U.S. and/or other countries.

The MSCI indices 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.

An investment 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.
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