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Executive Summary 
The Arizona State Retirement System (ASRS) has determined that, over the long term, inclusion of Real Estate 
(RE) investments in the total portfolio will provide benefits to the ASRS. In 2003, the ASRS approved a six 
percent (6%) funding target to institutional RE investments as a part of the ASRS’ asset allocation policy. 
Through subsequent modifications, this target allocation has been increased to 10%.  The target allows for 
a range of plus/minus two percent (+/- 2%). To reach and maintain the ten percent (10%) funded target, the 
ASRS will make allocations in accordance with amounts determined by a pacing study and 
implementation plan updated annually. 

This document establishes the specific objectives and policies involved in the implementation and oversight of 
the RE program. The objectives define the specific role and return expectations of the RE program. The 
policies provide specifications for acceptable investment styles and management of the various risks associated 
with the asset class. 

Objectives 
The purpose of the ASRS’ RE program is to provide the following benefits: 

• Achieve attractive risk-adjusted returns.

• Enhance the overall diversification of the ASRS’ investment program.

• Generate regular cash flow from stabilized properties.

RE is expected to positively contribute to the ASRS’ investment objective to meet or exceed the actuarial 
assumed investment rate of return of the ASRS. In addition to achieving attractive risk-adjusted returns relative to 
other asset classes, another objective for RE is to enhance the overall diversification of the ASRS’ investment 
program. 

For purposes of total fund performance, the ASRS real estate program will be benchmarked on a net of fees 
basis against the net return of the NCREIF Fund Index - Open End Diversified Core Equity (NFI- ODCE). 
However, by selecting the NFI-ODCE as benchmark, the ASRS considers this benchmark as an opportunity 
cost, not a model portfolio. The ASRS expects that its portfolio will vary significantly from the ODCE index. 
The ASRS will manage its investments actively and dynamically in the real estate asset class in order to target 
a net return expectation of 8%. The 8% net objective represents a significant premium over the 6.5% net 
long term expectation for passive, stable, equity real estate positions. Incremental returns are expected to 
result from any one or more of the following active management strategies. 

1. Actively managing those assets providing stabilized returns from cash flow in order to maintain and
grow cash flow levels over the duration of the hold period.

2. Assume life cycle or market risk to actively create/restore value for realization or stabilized hold.

3. Tactically allocate to strategies favored by market dynamics during isolated periods of time.

The Private Markets Committee (PrivMC) may take a course of action at any time to reduce ASRS’ exposure to 
the real estate asset class or terminate any future funding to the asset class when appropriate risk adjusted returns 
appear unachievable. 
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Policies 

A. Portfolio Composition 
All portfolio investments will be classified by their general risk/return profile. There are two major categories: 

1. Stable Investments

Stable investments include existing, substantially leased income-producing properties located principally
in metropolitan areas that exhibit reasonable economic diversification. Stable properties typically exhibit
the following characteristics:

• Predictable income flows with a high proportion of anticipated total return arising from current
income and cash flow;

• Located in a metropolitan area with adequate demand generators or location features relevant to the
property;

• Credit  quality  tenants  or  multi-tenant  with  a  staggered  lease  maturity  schedule  ;

• Quality construction and design features;

• Reasonable expectation of a broad pool of potential purchasers upon disposition;

• Investments deemed by the PrivMC to be consistent with the goals of the Stable portfolio.

These investments may come in the form of a separately managed account, commingled fund, joint 
venture, direct investment, co- investment or secondary structure as determined to be the most 
appropriate vehicle for the specific investment. 

Stable investments may include any property type which generates income from rent or similar charges 
for the right to occupy the property.  This includes without limitation apartments, student housing, senior 
housing, office, medical office, industrial, self-storage and hotels.  Stable properties will not include any 
“for sale” properties such as condominiums or single family residential which reflect a strategy of 
subdivision of a property in smaller units for sale whether by plat, condominium regime or other similar 
method.    Agricultural and infrastructure assets (except parking as an interim or complementary use) will 
not be considered part of the real estate portfolio.  The PrivMC will decide whether property types or 
strategies or appropriate for inclusion in the Real Estate portfolio. 

Public RE securities (e.g. Real Estate Investment Trusts or REITs) will also be considered part of the 
Stable component of the ASRS’ portfolio. Public RE securities are publicly traded companies that 
manage a portfolio of real estate based investments in order to produce income and capital appreciation 
for investors. 

2. Value Creation Investments

Value Creation investments represent those properties and/or investment strategies that require
specialized acquisition and management expertise or skill to mitigate the business and leasing risk that
may be associated with individual investments. Value Creation investments have greater associated
volatility compared to Stable investments. Value Creation investments may exhibit one or more of
the following characteristics:
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• Properties involving significant appreciation, lease-up, construction, development and/or
redevelopment risks;

• For Sale property types including (but not limited to) condominiums and single family residential
housing;

• Debt Securities and/or Properties which are considered to be in “work out” mode;

• Distressed for control and restructuring situations;

• Mezzanine or preferred equity with significant equity features; and,

• Investments deemed by the PrivMC to be consistent with the goals of the Value Creation portfolio.

Value Creation investments may come in the form of a commingled fund, joint venture, direct 
investment, co- investment or secondary structure as determined by the most appropriate vehicle for the 
specific investment. 

While the characteristics of risk/return can be grouped and broadly defined, the return expectations from 
each group will vary from market cycle to market cycle. 

Near term, five to seven (5-7) years, return expectations for each group are as follows: 

Component Expected Net Returns 

Stable - Private Net NFI-ODCE 

Public Securities FTSE EPRA/NAREIT 

Global Index Value Creation - Private Greater than net NFI-ODCE 

The aggregate benchmark for the RE portfolio will be Net NFI-ODCE.  The selection of a benchmark is 
not intended to establish a portfolio structure. 

The risk constraints by category are as follows: 

Component Minimum/Maximum 

Stable Minimum 40% 

Public Securities Maximum 30% 

Value Creation Maximum 60% 

Construction and development risk (excluding fully preleased build to suits) Maximum 30%. 
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B. Portfolio Structure 
The ASRS will implement its total RE allocation through two distinct programs. 

1. Separate Account Allocations

75% (+/- 10%) of the portfolio allocations will be directed to Separate Account Manager (SMA)
relationships wherein the selected managers will manage across Stable, and Value Creation
investments to achieve the 8% net return objective on an inception IRR basis.  The ASRS will
be the majority owner and will have significant control rights in any Separate Account, including the right
to terminate the investment period preventing new investments being made in the account.  Separate
Account Relationships are intended to be limited in number (estimated at 10 to 15). Firms are
expected to be vertically integrated with full service capabilities (property construction, leasing,
management etc.) in their targeted investment class(es).

2. Commingled Allocations

25% (+/- 10%) of the portfolio allocations will be directed toward Commingled investment strategies
based on market opportunities and expected returns. Investments may include, but not be limited to,
Public Securities, Open-ended Commingled Funds, Closed-end Commingled Funds and other
permissible vehicles discussed herein.  In Commingled Investments, ASRS will be a non-control
minority owner, generally less than 20% although it may elect to own a larger non-control position in
“club” type structures.

C. Risk Management 
The primary risks associated with equity RE investments include implementation risk, investment 
manager risk, property market risk, asset and portfolio risk, and liquidity risks. The ASRS will 
mitigate risk in a prudent manner. Key to the management of risks is clearly established roles and 
responsibilities of all participants. The ASRS decision-making process is set forth in the governance 
document known as SIP006, attached hereto as “Exhibit A.”  Risks will be mitigated through appropriate 
selection and use of Investment Structures, prudent Diversification and use of Leverage and appropriate 
Valuation policies as discussed below. 

1. Investment Structures

The ASRS recognizes that RE is a relatively illiquid asset class.  The degree of illiquidity is impacted by
the investment structure with closed end structures being highly illiquid and open end funds being
moderately illiquid.  Separate accounts that maximize investor control of the assets are preferred because
of the ability to negotiate terms to enhance alignment of interest with custom fee structures, negotiate
terms permitting the termination of the investment period preventing new investments from being added
to the account, create tailored investment criteria, enhance control through a certification process to
ensure individual assets meet investment criteria and enhance liquidity through the ability to control exits.

The ASRS may invest through the following vehicle options:

a. Separately Managed Accounts

The ASRS may purchase assets on a majority (50% or greater) owned basis through Separately
Managed Account (SMA) structures, or through direct ownership. The ASRS will hold not less
than a 50% interest in property in SMA structures and will have control over liquidity after a
reasonable period of time for properties to achieve stabilization.
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b. Commingled Vehicles

The ASRS may also purchase assets through the ownership of units or shares of commingled
vehicles. Any legally permissible vehicle will be allowed including, but not limited to, joint
ventures, limited partnerships, real estate investment trusts and limited liability corporations.

2. Diversification

The ASRS will seek to diversify its RE program by manager, property type, property location, and
investment style. However, initial allocations, i.e. implementation of the RE program may result in
temporary variances to the policies stated below. Variances to the Manager, Vehicle and Property
type/location policies will be reviewed and approved by the PrivMC.

a. Manager

The ASRS will implement a multi-manager program. At the time of investment, no manager will
be more than thirty percent (30%) of the target RE portfolio to ensure that any possible
underperformance of one manager will not unduly impact the total portfolio.

b. Vehicle

The ASRS will diversify the risk associated with a single manager and the implemented
strategy through the diversification of selected investments. At the time of investment, no
single commingled investment will be more than thirty percent (30%) of the target RE
portfolio to ensure that any possible underperformance of one vehicle will not unduly impact the
total portfolio. When investing in commingled investments, the ASRS will generally mitigate
manager and vehicle risk by limiting its pro rata position within any commingled vehicle to
twenty percent (20%) of the total equity capital raised at the final close of the vehicle or at the
time of investment for open-ended investments. Exceptions to this 20% limit may be made by
the PrivMC when allocating to club and joint venture structures.

c. Property Type and Location

The ASRS will diversify its exposure to property type and location. However, it is expected that at
various points in time, the portfolio may be more heavily exposed to a single property type or
location by virtue of opportunities available in the market, which are projected to generate the
alpha targeted by the ASRS. Exposure to any geographic location (defined as a Metropolitan
Statistical Area as determined by the U.S. Office of Management and Budget and/or a single country
except the United States) in excess of forty percent (40%) of the total targeted real estate portfolio
will be reviewed as an exception by the PrivMC.  Portfolio limits by property type are shown in the
following table:

Apartments 50% 
Retail 30% 

Office (including Medical Office) 30% 
Industrial 30% 

Student Housing 15% 
Senior Housing 15% 

Hotel 10% 
Self-Storage 10% 

Other property types authorized by PrivMC 10% 
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With the maturation of the RE asset class, investments have become global in nature and the 
ASRS may invest outside the United States. International investments will be limited to no more 
than thirty percent (30%) of the total targeted RE portfolio and may include Stable private 
and public investments as well as Value Creation investments. 

3. Leverage

Leverage will be targeted to a range of 50% to 60% of the total portfolio, although individual accounts
may have different leverage policies.  The PrivMC will monitor and evaluate individual leverage policies
so that collectively they result in achieving the target leverage.  If appraisal changes, market events or
other factors cause actual leverage to be outside the target range, the PrivMC will adopt plans that are
expected to result in the portfolio to returning to the target leverage range within a reasonable period of
time.

Separate Account Managers will have broad discretion in the use of debt within their individual
mandates, however each separate account will have a financing policy approved by the PrivMC as part of
the account approval and reviewed annually.  Such governance documents may allow higher initial loan
to cost and allow reasonable time frames to achieve target leverage with stabilization of properties and to
remedy excess leverage situations which occur temporarily in program formation or as a result of
appraisal changes. Risk classification of assets held in each SMP will be determined solely on the
characteristics of the property; property level debt will not be utilized to classify asset risk.
Appropriateness of leverage ratios will be established based on property type, the stability of the rental
stream and whether the loan is fixed rate or not.  The following table illustrates leverage limits for
property types and loan types.

Permitted loan to value 
for Fixed rate loans or 

multi-family loans with 
affordable housing 

subsidy features with an 
initial term at least seven 

(7) years 

Loan to cost at 
acquisition for Variable 

Rate Loans 

Loan to value at 
stabilization for Variable 

Rate Loans 

Apartments, student 
housing and senior 

housing 

75% if amortizing 

70% if interest only 
65% 50% 

Single tenant lease with 
investment grade tenant 

75% if amortizing 

70% if interest only 
65% 50% 

Other property types 
65% if amortizing 

60% if interest only 
65% 50% 

Separate Account Managers will be evaluated on the prudent use of leverage to consistently 
meet/exceed the net 8% return target on an inception IRR basis. 

Commingled Allocations may include the use of leverage within specific strategies. Leverage in 
Commingled Portfolio investments will be reviewed and approved in conjunction with PrivMC 
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approval of each allocation. It is expected that the loan to value ratio for the Commingled Portfolio 
will not exceed 60% in the aggregate across all investments however, the PrivMC will determine 
acceptable leverage for each investment during the approval process. Tactical allocations will be 
evaluated relative to targeted returns, equity multiples and vintage year performance. 

Variances to the leverage policies will be reviewed and approved by the PrivMC. 

4. Valuations

All investments in a SMA and directly owned investments will be independently valued on an annual
basis in accounts established or amended after 2012.  For accounts established in 2012 or earlier, assets
will be appraised not less than once every three years by a qualified expert (certified Member of the
Appraisal Institute-MAI). During interim years, if applicable, valuations will be performed by the
Manager in accordance with industry standards. Investments held in commingled funds will be
subject to the agreed upon valuation policy approved with the selection of the investment.
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Exhibit A 
(Attach copy of SIP006) 
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