
TEACHERS’ RETIREMENT BOARD 

INVESTMENT COMMITTEE Item Number:  10 
SUBJECT: Collaborative Business Model – Real Estate 

CONSENT:           ATTACHMENT(S): 0 

ACTION:         DATE OF MEETING: July 20, 2018 / 15 mins. 

INFORMATION:   X   PRESENTER(S): Mike DiRé 

POLICY 
While the decision to run assets internally versus externally is not covered under any specific 
policy, if at the conclusion of the study the Investment Committee approves any changes, they 
will be integrated into the Investment Policy and Management Plan (IPMP) and any other policy 
document, as appropriate.  

HISTORY OF THE ITEM 
One of the objectives established for the 2017/18 Work Plan is to review and evaluate how 
CalSTRS approaches the implementation decision regarding internal versus external asset 
management across the portfolio. The study is being presented to the Investment Committee in a 
series of three to four presentations. Part 1 was presented in November and provides a general 
overview of the various types of direct investing and where they exist in our portfolio. 

In Part 2 of this study, staff invited an experienced group of investors that have implemented a 
more direct investment structure in their private asset portfolios. Additionally, they instituted 
significant changes to the structure and the investment office policies in order to effectively 
manage the additional responsibilities and workloads. Part 3 identified general factors that affect 
all asset classes in the consideration of the Collaborative Model. In this item, (Part 4) we 
continue to explore the implementation merits while focusing on real estate only. 

PURPOSE 
A general review of the history of Real Estate’s use of various structures will be provided. Staff 
will provide general results of returns. Please note, a closed session item will also be presented 
that will review some current strategies, returns, and cost savings with existing partner 
relationships.  

DISCUSSION 
CalSTRS, like other large pension funds, has utilized a variety of structures to invest in real 
estate. The different structures provide varying degrees of control, fees, liquidity, and alignment. 
Since 2000, CalSTRS has focused their effort in making real estate investments with best-in-
class partners using structures that maximize alignment of interest and minimize fees. In the 
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early investment history at CalSTRS, the focus was on separate accounts for core low risk/return 
strategies, and closed end funds for higher risk/return strategies. Most of the options were with 
national firms that worked as generalists covering all asset classes. These generalists would often 
partner with regional or asset class specialists to invest pension fund capital. We found that some 
of the best real estate asset class specialist would like to work directly with pension funds such as 
CalSTRS but did not have a path to do so.  

In early 2000s, the Investment Committee provided staff with the flexibility to use different 
structures (predominantly joint ventures, “JVs”) as a way to access more real estate investment 
partners. This allowed CalSTRS to match the strategy we were pursuing with the talent in the 
space. In essence, we were reaching out to investment partners rather than responding to those 
coming to us. Because JV documents start as a blank sheet of paper, CalSTRS and the 
prospective partner designed a strategy and financial terms that worked for both parties. The 
learning curve was lessened by having strong staff with private market experience in specific 
property types and strong internal and external legal and consulting support. Through the 2008 
financial crash, we found that the control of portfolio design, allocation control, leverage, deal 
flow, and liquidity were just as important as fees and alignment of interest. 

CalSTRS has continued to invest through closed-end funds and separate accounts as both serve 
an investment purpose and often are the best fit for a given strategy. These funds also gave us 
access to best-in-class investment firms. We added open-end funds in 2010 to give us access to 
quality core assets with strong institutional management and improved liquidity. We also 
increased our use of co-investments alongside closed end funds to increase our ability to invest 
in proven strategies while lowering our fee load. We continued the theme to strive for higher 
control positions where we feel our staff can add value in constructing and managing CalSTRS 
Real Estate portfolio. We also participated in “club” deals where we team with other large 
institutions to pursue specific strategies or large assets. CalSTRS also has a handful of successful 
operating company investments. Overall, we found CalSTRS needed to adjust to the changing 
real estate markets by staying current using a variety of structures to invest in the Real Estate 
asset class.  

Investing in multiple structures has required a higher level of staff's expertise and time. As the 
real estate investment market has changed with more competition, faster transaction times, 
new leverage and tax structures, we have had to change with it. We have found one of our 
major constraints in doing more complex structures, like specialized strategies and entity 
ownership, is our limitation of staff’ time and expertise. 

One of our primary investment goals in Real Estate is to build and manage a low risk core 
portfolio that exceeds our benchmark. By policy, this is 60% of our portfolio but currently is 
63.5%. We have worked hard since the financial crash to increase both the size of the core 
portfolio and structures that give staff greater control. Below is a table that shows, by risk 
categorization, where staff has higher levels of control. 
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Risk Level Core Value Add Opportunistic 

Assets Under Management $17.4B $4.3B $3.4B 

Percentage in CalSTRS Controlled 
Structures 

95% 59% 22% 

Returns 

We believe we have proven results from the use of a multi-investment vehicle model – the 
Collaborative Model. Implementation of collaborative investing has increased significantly since 
the 2008 financial crisis, the bulk of which is in the core portfolio. As can be seen in the table 
below, the core portfolio returns exceeds the ODCE benchmark and continue to improve over the 
near term. 

Green cells denote beating the ODCE 
NET RETURN 

2017 Q4 NAV $ 
millions 

Current 
Quarter 1 Year 3 Year 5 Year 7 Year 

Core $17,444 2.22% 8.50% 10.35% 11.24% 11.62% 
Value Add $4,299 3.49% 12.30% 16.20% 17.41% 17.78% 
Opportunistic $3,427 3.28% 12.11% 10.70% 14.06% 11.80% 
Total Active $25,170 2.57% 9.62% 11.43% 12.85% 13.02% 
ODCE Net (NFI) $177,982 1.85% 6.66% 9.42% 10.52% NA 

A significant portion of these improved returns can be attributed to lower total fees. As we have 
increased direct relationships, we have been able to negotiate better fee structures. Overall, our 
cost to manage our core portfolio strategies range from 30-70 basis points compared to our 
ODCE benchmark fees of 95 basis points. Other factors that have contributed to the returns are 
higher leverage levels and success in securing off-market transactions. 

Environmental, Social, and Governance (ESG) Goals 

The Collaborative Model highlights the opportunities for pension funds to collaborate with their 
peers, private investment firms, government agencies and others to increase returns and achieve 
ESG goals. For Real Estate, these have been centered on the following: 

Environmental:   We strive to create and maintain a portfolio of assets that economically achieve 
an environmentally sound goal with respect to energy and water usage. By having more control 
vehicles, CalSTRS can direct our managers to build and maintain our real estate assets in an 
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environmentally friendly manner. We strive to meet various goals like LEED and Energy Star 
standards. We can adjust those goals as standards change.  

Social:  We have a Responsible Contracting Policy in which we pay a fair wage and benefit 
based on local market factors to all labor involved in the construction and/or maintenance of our 
buildings. This program has proven success and is only able to be implemented in investments 
where CalSTRS has a controlling interest.  

Governance:  Increased collaboration allows CalSTRS to engage boards and management teams to 
undertake value driving change. This engagement will impact a company’s long-term strategy, 
capital structure, capital allocation plan, executive compensation, Board structure, and Board 
composition.  

Market Challenges 

Like all investment markets, the real estate market is changing from the constant pressures of 
investor demands for lower fees, higher returns, and greater alignments. This has led to greater 
levels of disintermediation of the investment process. Technology and innovation are also now 
affecting the real estate market with better information flowing faster to investors. More 
specialization is occurring with investment firms both public and private focusing on niche 
markets and strategies such as single family housing rentals, medical office space, senior care 
facilities, and data centers. This increased the number of managers and made each of those 
strategies more competitive.  

On the capital flow side, real estate allocations have steadily increased for many U.S. 
institutional investors. The REIT market has grown substantially over the last 20 years and 
private equity firms have included real estate as a significant portion of their strategies. In 
addition, sovereign wealth funds have allocated significant capital to U.S. real estate. Debt is 
readily available at reasonable rates. Overall, this has led to a very competitive environment with 
asset pricing reaching historic highs.  

These market changes, along with increased capital flows from competitive investors looking for 
best-in-class partners, have motivated the Real Estate team at CalSTRS to provide better 
collaborative “tools” for our stable of good partners. In a competitive environment, we believe 
that spending the time to develop resources for our partners creates loyalty and dedication during 
these competitive times. This enables the staff to better manage our best relationships and 
maintain their business.  

LESSONS LEARNED 

In essence, what we have created is a hybrid model with all of the available structures to form 
alignments with best-in-class partners. We have been most successful when we collaborate with 
market players to form these relationships. Collaboration is easy and commonplace, but 
successful collaboration is the goal. At CalSTRS, we have found that successful collaboration is 
best summarized as follows: 
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Trust: With nearly 20 years of partnership experience and dozens of real estate operators and 
managers, the Real Estate program has developed a cadre of solid real estate partnership 
relationships. Time and challenges, such as the financial crisis of 2008, test the commitment of 
all partners. Partnerships that successfully make it through difficult times build higher levels of 
trust and therefore strengthen their commitment to common goals. 

Continuity: An important piece of positive collaboration is continuity of relationships. The senior 
Real Estate team at CalSTRS has been in a stable place, working with outside partners, for over 
fifteen years. This continuity has provided a real value to our key partners and managers over the 
years, and they feel comfortable in bringing profitable complex transactions to CalSTRS. We, in 
turn appreciate investment teams that provide similar continuity. 

Expertise with Tools: To maintain these long-term relationships with top real estate operators and 
managers, CalSTRS has worked at developing the expertise of its staff as well as providing 
“tools” and reasonable flexibility for our partnerships. These tools fall into two primary 
categories: 1) policy and approval processes that emphasize nimble execution in securing a real 
estate transaction and 2) creative debt and equity structures that streamline the capitalization of 
construction and management of property. CalSTRS staff’s knowledge of the risks and the 
processes in structuring partnerships provides our partners confidence to acquire complex but 
profitable real estate.  

We feel forming partnerships and structuring unique transactions in the market place has shown 
that the Collaborative Model at CalSTRS has proven results. We believe the following are the 
primary effects on the CalSTRS portfolio.  

1. Regular communication and consistent decision making has lowered the turnover of 
staff, third-party managers, and joint venture partners. 

2. These deeper relationships with best-in-class partners have helped CalSTRS explore 
off market transactions and therefore reach CalSTRS Real Estate allocation goals.  

Trust Continuity Expertise 
with Tools 

Successful 
Collaboration 
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3. The enhanced enterprise value of CalSTRS and the CalSTRS Real Estate team has
secured additional commitments from some of the best managers and partners in real
estate today.

4. Most importantly, we believe these collaborative relationships have driven positive
excess returns thru better transaction flow and timely execution.

CONCLUSION 

CalSTRS Real Estate implements the Collaborative Model through the use of various investment 
structures and direct relationships. The negotiation and administration of these relationships has 
required greater resources than some traditional structures. Staffing needs are greater in number 
and skill level and there is an increased need for specialization. There are also increased costs for 
Investment Operations, legal (internal and external) consulting, appraisal, audit, travel, and other 
items. However, the cost savings from paying fees to outside managers vs staff oversight have 
more than offset those increased internal costs to date. The real estate market is more competitive 
today and increasingly demands investors to be nimble and make decisions in shorter time 
frames. Staff needs more resources to maintain the current strategy. Staff would also encourage 
the board to consider making additional resources available to expand the Collaborative Model.  

NEXT STEPS 

If the Investment Committee agrees to a strategy to continue and/or increase the Collaborative 
Model in real estate, the CIO will come back to the Investment Committee with a 
recommendation of the additional resources the Real Estate unit will need to implement the plan.  

ATTACHMENTS/POWERPOINT 
PowerPoint – Collaborative Model 

Prepared by: 

___________________________ _____________________      _____________________ 
Mike DiRe    Mitch Pleis       Mike Thompson 
Director of Real Estate  Portfolio Manager       Portfolio Manager 

Approved by: 

____________________________ 
Christopher J. Ailman,  
Chief Investment Officer 
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	Below is a compilation of deleted content. We note that the majority of deletions are redundant wording that is not needed in the new format. Importantly, the intent/spirit of the language did not change unless identified by a comment in the body of t...
	4. A strategic target and range shall be established for each of the Market Segments. The target and range may change over time as conditions warrant as approved by the Investment Committee. The target and range parameters are included as Exhibit 1. T...
	GLOSSARY
	Buyouts – Buyouts involve the purchase of all or part of the stock or assets of a company utilizing a significant amount of borrowed capital as well as equity capital. Borrowed capital typically consists of some combination of senior and subordinated ...
	Carried Interest –The general partner’s carried interest is its share of the partnership’s profits, and generally ranges from 10 percent to 30 percent of the total. A 20 percent carried interest is the industry norm for private equity.
	UClean Energy and Technology – The Clean Energy and Technology (“Clean-Tech”) portfolio is a diversified portfolio of venture and buyout investments across the clean technology and clean energy universe. The program is global in scope and includes bot...
	Co-investment – Co-investments are investments made alongside general partners in underlying assets and securities, usually with lower management fees and carried interest.
	SConvertible Preferred Stock – A class of stock having different rights than Common Stock, including a liquidation preference over Common Stock; and allowing the Preferred Shareholder to convert Preferred shares into Common shares at some specified co...
	SCORE PRIVATE EQUITY  – Private equity investments that are expected to have lower risk and reward profiles than traditional private equity investments. Such investments will likely be held for longer periods of time than traditional private equity in...
	DIRECT INVESTMENTS – Direct Investments are those made outside a limited partnership structure. While a co-investment is made alongside of a limited partnership investment, a direct investment is not. Direct investments need a greater level of due dil...
	Debt Related Investment Strategies – Debt related investments (as applied to the Private Equity Asset Class) involve the purchase and ownership of private securities that are debt-oriented (rather than equity-oriented). There are many different types ...
	SDebt related investments include subordinated debt and distressed debt investment strategies. Subordinated debt is often used to help finance leveraged buyouts or other similar transactions. Subordinated debt typically takes the form of mezzanine sec...
	Developed MARKETS – Countries with advanced economies and capital markets as designated by Dow Jones or Standard & Poor’s.
	SDistressed Debt – See Debt Related Investment Strategies
	Distributions – Cash and/or securities paid out to the limited partners from the limited partnership.
	First time Limited Partnerships – A fund from a management team that has not previously been in CalSTRS’ Private Equity Portfolio.
	fIRST TIME SEPARATELY MANAGED ACCOUNT – An investment in aSn investmentS vehicle managed for one investor rather than many with a management team that has not previously been in CalSTRS’ Private Equity Portfolio.
	Follow-on Limited Partnerships – The second and all subsequent limited partnerships invested by CalSTRS and managed by a particular general partner.
	fOLLOW-ON SEPARATELY MANAGED ACCOUNT – The second and all subsequent separately managed accounts invested by CalSTRS and managed by a particular general partner.
	General Partner – Managing partner of a limited partnership responsible for performing the day-to-day administrative operations of the partnership and acting as investment advisor to the partnership.
	GXPEI (or the State Street GX Private Equity Index) – A peer-based private equity index developed, owned and managed by State Street. The data for this index is derived from the cash flow data of State Street’s limited partner clients.
	SHurdle rate – A rate of return that must be met before the General Partner can share in the carried interest.
	Initial Public Offering (IPO) – The sale or distribution of a stock or a portfolio company to the public for the first time.
	Internal Rate of Return (IRR) – The discount rate at which the present value of future cash flows of an investment equals the cost of the investment. It is determined when the net present value of the cash outflows (the cost of the investment) and the...
	SInternational Buyout – An international buyout fund is a limited partnership that generally focuses on acquisition, equity expansion, or later stage investment strategies; however, the fund’s primary geographic focus is outside of the United States.
	SJ-Curve – The J-Curve phenomenon is the effect of the cash flow behavior of a partnership. It can be summarized as the first year’s investment expenses of investing in a fund that has yet to harvest its capital gains in the future. This normally tran...
	SJust in time capital call – The practice is to take capital calls as needed on a transaction per transaction basis.
	SKey man provision – Limited partners are demanding the right to suspend the funding of the partnership if some of the key people were to leave the firm. This provision is designed to assure the continuity of the firm, and to assure that success (if r...
	SLeveraged Buyouts – Leveraged Buyouts involve the purchase of all or part of the stock or assets of a company utilizing a significant amount of borrowed capital as well as equity capital. Borrowed capital typically consists of some combination of sen...
	Limited Partner – The investors in a limited partnership, generally providing 99 percent of the capital and receiving 80 percent of the profits. Limited partners do not participate in the management of the partnership’s activities. However, they norma...
	Limited Partnership – Corporate entity made up of a General Partner, who manages the operations, and limited partners, who invest capital but have limited liability. Limited partners are not involved in the day-to-day management of the partnership and...
	LONGER-TERM STRATEGIES – Private equity investments that are expected to have lower risk and reward profiles than traditional private equity investments. Such investments will likely be held for longer periods of time than traditional private equity i...
	SLookback Provision – The lookback provision guarantees that the stated profit allocation is met at the end of the partnership’s term with respect to the limited partners.
	SManagement Fees – The management fee is designed to compensate the general partner. This fee is used to provide the partnership with such resources as investment and clerical personnel, office space, and administrative services required by the partne...
	SPartnership Expenses – Expenses borne by the partnership including costs associated with the organization of the partnership, the purchase, holding, or sale of securities, and legal and auditing expenses.
	SPartnership Term – The term of the partnership is normally ten years, with the general partner reserving the right to terminate the partnership early or extend the term for a set period of time. This is generally subject to the approval by the limite...
	Portfolio Companies – Portfolio companies are Sany ofS the companies in which the Limited Partnership has an investment. SInvestments in Portfolio Companies shall only be contemplated or executed as part of a Secondary Market Transaction and only with...
	Upreferred return – A rate of return that must be met before the General Partner can earn carried interest.
	PROACTIVE PORTFOLIO – Proactive Portfolio currently encompasses two Private Equity Special Mandates: (1) the Underserved Mandate investing with private equity managers specializing in underserved urban and rural markets; and (2) the New and Next Gener...
	SRestructuring/Recovery INVESTMENTS – Recovery investments involve the investment of capital in companies experiencing anywhere from relatively minor, to extreme difficulties, to companies involved in bankruptcy proceedings. Recovery investing takes a...
	Secondary Limited Partnership Interests – Limited Partnership interests that have been transferred from the original limited partner who made the original capital commitment to a limited partnership fund. .
	SEPARATELY MANAGED ACCOUNT – An investment vehicle managed for one investor rather than many. The vehicle may have a specialized mandate or may invest alongside a Limited Partnership.
	USECONDARY MARKET TRANSACTIONS - Purchases or sales of Private Equity related asset pools.
	SSpecial Situations – Special Situation funds represents a “catchall” for non-traditional investments that do not fit either of the above groupings. These will include minority, but often control positions in public companies, “white knight” efforts t...
	SSubordinated Debt – See Debt Related investment strategies.
	Venture Capital – Venture capital refers to investments in young, emerging growth companies in different stages of development. The stages of venture capital investing include the following:
	Seed Stage -- an entrepreneur seeking capital to conduct research or finish a business plan;
	Early Stage -- a company developing products and seeking capital to commence manufacturing;
	Late Stage -- a profitable or near-profitable high growth company seeking further expansion capital. The common theme underlying all venture capital investments is the high-growth nature of the industries in which the investee companies operate and th...
	Vintage Year – Vintage Year can be defined in two ways: 1) For the purpose of investment pacing, a vintage year is the calendar year for which a fund commitment is closed; or 2) For the purpose of benchmarking, a vintage year is the calendar year an i...
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	Buyouts – Buyouts involve the purchase of all or part of the stock or assets of a company utilizing a significant amount of borrowed capital as well as equity capital. Borrowed capital typically consists of some combination of senior and subordinated ...
	Carried Interest –The general partner’s carried interest is its share of the partnership’s profits, and generally ranges from 10 percent to 30 percent of the total. A 20 percent carried interest is the industry norm for private equity.
	Clean Energy and Technology – The Clean Energy and Technology (“Clean-Tech”) portfolio is a diversified portfolio of venture and buyout investments across the clean technology and clean energy universe. The program is global in scope and includes both...
	Co-investment – Co-investments are investments made alongside general partners in underlying assets and securities, usually with lower management fees and carried interest.
	DIRECT INVESTMENTS – Direct Investments are those made outside a limited partnership structure. While a co-investment is made alongside of a limited partnership investment, a direct investment is not. Direct investments need a greater level of due dil...
	Debt Related Investment Strategies – Debt related investments (as applied to the Private Equity Asset Class) involve the purchase and ownership of private securities that are debt-oriented (rather than equity-oriented). There are many different types ...
	Developed MARKETS – Countries with advanced economies and capital markets as designated by Dow Jones or Standard & Poor’s.
	Distributions – Cash and/or securities paid out to the limited partners from the limited partnership.
	First time Limited Partnerships – A fund from a management team that has not previously been in CalSTRS’ Private Equity Portfolio.
	fIRST TIME SEPARATELY MANAGED ACCOUNT – An investment in a vehicle managed for one investor rather than many with a management team that has not previously been in CalSTRS’ Private Equity Portfolio.
	Follow-on Limited Partnerships – The second and all subsequent limited partnerships invested by CalSTRS and managed by a particular general partner.
	fOLLOW-ON SEPARATELY MANAGED ACCOUNT – The second and all subsequent separately managed accounts invested by CalSTRS and managed by a particular general partner.
	General Partner – Managing partner of a limited partnership responsible for performing the day-to-day administrative operations of the partnership and acting as investment advisor to the partnership.
	GXPEI (or the State Street GX Private Equity Index) – A peer-based private equity index developed, owned and managed by State Street. The data for this index is derived from the cash flow data of State Street’s limited partner clients.
	Initial Public Offering (IPO) – The sale or distribution of a stock or a portfolio company to the public for the first time.
	Internal Rate of Return (IRR) – The discount rate at which the present value of future cash flows of an investment equals the cost of the investment. It is determined when the net present value of the cash outflows (the cost of the investment) and the...
	Limited Partner – The investors in a limited partnership, generally providing 99 percent of the capital and receiving 80 percent of the profits. Limited partners do not participate in the management of the partnership’s activities. However, they norma...
	Limited Partnership – Corporate entity made up of a General Partner, who manages the operations, and limited partners, who invest capital but have limited liability. Limited partners are not involved in the day-to-day management of the partnership and...
	LONGER-TERM STRATEGIES – Private equity investments that are expected to have lower risk and reward profiles than traditional private equity investments. Such investments will likely be held for longer periods of time than traditional private equity i...
	Portfolio Companies – Portfolio companies are the companies in which the Limited Partnership has an investment.
	preferred return – A rate of return that must be met before the General Partner can earn carried interest.
	PROACTIVE PORTFOLIO – Proactive Portfolio currently encompasses two Private Equity Special Mandates: (1) the Underserved Mandate investing with private equity managers specializing in underserved urban and rural markets; and (2) the New and Next Gener...
	Secondary Limited Partnership Interests – Limited Partnership interests that have been transferred from the original limited partner who made the original capital commitment to a limited partnership fund. .
	SEPARATELY MANAGED ACCOUNT – An investment vehicle managed for one investor rather than many. The vehicle may have a specialized mandate or may invest alongside a Limited Partnership.
	SECONDARY MARKET TRANSACTIONS - Purchases or sales of Private Equity related asset pools.
	Venture Capital – Venture capital refers to investments in young, emerging growth companies in different stages of development. The stages of venture capital investing include the following:
	Seed Stage -- an entrepreneur seeking capital to conduct research or finish a business plan;
	Early Stage -- a company developing products and seeking capital to commence manufacturing;
	Late Stage -- a profitable or near-profitable high growth company seeking further expansion capital. The common theme underlying all venture capital investments is the high-growth nature of the industries in which the investee companies operate and th...
	Vintage Year – Vintage Year can be defined in two ways: 1) For the purpose of investment pacing, a vintage year is the calendar year for which a fund commitment is closed; or 2) For the purpose of benchmarking, a vintage year is the calendar year an i...
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