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¢ Investors are faced with four primary issues in the near-term: 1) historically low bond yields, 2) the potential for a
transition into a rising rate environment, 3) the potential for deteriorating corporate earnings, and 4) the

City of Phoenix Employees’ Retirement System Capital Markets Outlook

Capital Markets Outlook’

possibility of much lower energy prices for a sustained period.

The price of the U.S. stock market relative to ten-year average earnings has trended up after the
financial crisis and it remains above its historical average (26.9x versus 21.7x).

= Small cap domestic stocks’ valuations remain expensive relative to large cap stocks.
Developed international and emerging market stocks are trading at lower valuations than U.S. stocks.

= Sovereign debt issues and weak economic growth in Europe, and a cyclical slowdown in
emerging economies, are weighing down valuations.

Risk across markets measured by our Systemic Risk metric has increased substantially, briefly surpassing
our ‘critical” threshold before retreating.

= However, monetary policy changes by central banks and political upheaval will continue to
have a meaningful impact.

At the end of September, spreads for high yield corporate and investment grade bonds (6.3% and 1.7%
respectively) were just above their long-term averages.

At 2.1%, the yield on the ten-year Treasury remained far below its post-WW]I average of 5.6%.

Crude Oil prices continue on a steep decline which has had wide ranging effects across several markets.

: Thomson Reuters, U.S. Treasury, and Standard & Poor’s. Data is as of September 30, 2015.
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Systemic Risk and Volatile Market Days’
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Systemic Risk which measures risk across markets is important because the more contagion of risk that exists
between assets the more likely it is that markets will experience volatile periods.

Despite a serious recent increase even briefly surpassing the level we deem ‘critical” Systemic Risk has begun to
subside.

: Meketa Investment Group, as of October 13, 2015. Volatile days are defined as the top 10 percent of realized turbulence which is a multivariate distance between asset returns.
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The U.S. Cyclically Adjusted P/E' and Long-Term Equity Returns
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e One of the most powerful predictors of long-term equity returns has been the Cyclically Adjusted Price to
Earnings Ratio (CAPE).

e This fundamentally driven measure is highly correlated with future returns which are shown in the chart above
using the CAPE metric on a reverse scale.

' Source: PE data are from Robert Shiller’s website from 1926 - 1946; S&P and Thomson Reuters 1946 — present. S&P 500 equity returns are from Morningstar Direct for the entire period. Data is from
January 31, 1926 to September 30, 2015.
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U.S. Equity Cyclically Adjusted P/E
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e The cyclically adjusted P/E ratio for the S&P 500 finished September at 26.9x, above its post-WWII average of
21.7x.

e Due to the recent pullback in equity markets this metric has fallen below the positive standard deviation
threshold. Historically, a P/E ratio at this level has led to roughly average future returns over a 10 year horizon.

' Source: Standard & Poor’s. Earnings figures represent the average of monthly “as reported” earnings over the previous ten years. Data is from January 31, 1946 to September 30, 2015.

Prepared by Meketa Investment Group September 2015
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Small Cap P/E vs. Large Cap P/E'

130% -

120% +1 Std. Dev. Large stocks cheaper

110% - M Average = 102%
p . !
100% - u W

90%

114%

80% = 1 std. Dev.

70% -
<«—— Small stocks cheaper
60% -

50% T T T T T T T T T T
1991 1993 1995 1997 1999 2000 2002 2004 2006 2008 2010 2011 2013 2015

The P/E ratio of small cap stocks (Russell 2000) relative to large cap stocks (Russell 1000) points to comparatively
expensive small cap stocks.

This relative valuation metric has remained largely range bound since 2010.

: Russell Investments. Earnings figures represent 12-month “as reported” earnings. Data is as of September 30, 2015.

Prepared by Meketa Investment Group September 2015

Page 8 of 129



w
Q
c
=
(@]
]

1=

City of Phoenix Employees’ Retirement System

370%

320%

270%

220%

170%

120%

70%

20%

Capital Markets Outlook

Growth P/E vs. Value P/E’
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The P/E ratio of growth stocks (Russell 3000 Growth) relative to value stocks (Russell 3000 Value) finished
September at 137%, well above its level four years prior, but still below its long-term average.

Of note, the long-term average was sharply influenced by the technology bubble of the late 1990s.

: Russell Investments. Earnings figures represent 12-month “as reported” earnings. Data is as of September 30, 2015.

Prepared by Meketa Investment Group September 2015
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Developed International Equity Cyclically Adjusted P/E'
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e Valuations for the MSCI EAFE (ex-Japan) remain more than one standard deviation cheaper than their historical
average.

e Sovereign debt concerns and the slow pace of economic growth in Europe likely account for the low valuation
levels.

' Source: MSCI and Thomson Reuters. Earnings figures represent the average of monthly “as reported” earnings over the previous ten years. Data is as of September 30, 2015.
Prepared by Meketa Investment Group September 2015
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Emerging Market Equity Cyclically Adjusted P/E'
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e Emerging market equities (MSCI Emerging Markets) are priced more than one standard deviation below their
(brief) historical average.

e By this metric, emerging market equities are trading at a much lower valuation than U.S. equities, and at a slightly
lower valuation than non-U.S. developed market equities.

' Source: MSCI and Thomson Reuters. Earnings figures represent the average of monthly “as reported” earnings over the previous ten years. Data is as of September 30, 2015.
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Ten-Year Treasury Yields'
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e Ten-year Treasury yields finished September at 2.1%, well below both their post-WW]II average and the levels of
one year ago.

e Markets have begun to focus on when the central bank will begin to raise interest rates, which will likely happen
this year or early next year.

' Source: U.S. Treasury. Data is as of September 30, 2015.

Prepared by Meketa Investment Group September 2015
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Ten-Year Breakeven Inflation’
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real yield on a ten-year TIPS, has fallen well below its long-term average.

inflation rate was only 0% and deflation occurred between August and September.

! Source: U.S. Treasury and Federal Reserve. Data is as of September 30, 2015 for TIPS and Treasuries. Inflation is measured by the Consumer Price Index (CPI-U NSA) for which the most recent data point is from

September 30, 2015.
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Credit Spreads'
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o Credit spreads (versus U.S. Treasury bonds) for both high yield and investment grade corporate bonds finished
September close to and slightly above their respective historical averages.

e The recent jump in market risk caused a widening in spreads, especially within high yield which was affected by
oil price declines.

' Source: Barclays Capital. High Yield is proxied by the Barclays High Yield index and Investment Grade Corporates are proxied by the Barclays U.S. Corporate Investment Grade index. Data is as of
September 30, 2015.

Prepared by Meketa Investment Group September 2015
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Oil Price

$100

$90 -

$80

$70 -

$60 -

Oil Price Futures Curves'

== December-05-2014 = January-31-2014 == QOctober-14-2015

Market Expectations of Current Market Price

,,,,,,,,,,,,,, JaN-2014 = 883,24
Long Term Expectations

“Dec 5th,; 2014 =$65.:84 Long Term Expectations

Have Now Fallen

$50 S
rrent Price = $46.64

I 1 1 1 1 1 1
& 3 S S & & &
o & & & & & R

0‘\ §\ §\ Q® §\ o‘\

N a» 2 ™ “ Q
X X X X X X

Time to Contract Delivery Date

e The chart above shows the WTI Crude Oil futures prices as of January and December of last year and October of
this year. This highlights how large the recent price fall has been, especially relative to expectations last year.

e Looking further out on the curve we can see that initially long-term price expectations remained the same. As the
oil price has continued to fall, long-term expectations have begun to decline as well.

' Source: WTI Crude Oil Futures Price via Bloomberg. Data is as of October 14, 2015.
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U.S. High Yield Sectors'
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e The oil price decline has been a major contributing factor for the recent widening of spreads within U.S.
High Yield.

e The energy sector represents roughly 15% of the index and as illustrated above, most of widening of spreads has
come from the energy sector.

' Source: Barclays and Thompson Reuters. Data is as of October 14, 2015.

Prepared by Meketa Investment Group September 2015
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U.S. Corporate Earnings’
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e The oil price decline has also had a major effect on U.S. earnings expectations. Earnings have fallen recently in

that sector but much less than estimates. Aggregating all sectors, estimates have recently fallen slightly.

' Source: Bloomberg. Earnings Per Share Estimates are the average current quarter estimates of market analyst. Data is as of September 30, 2015.
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Core Real Estate vs. REITs'
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e At the end of September, the spread between core real estate cap rates and REIT yields was 1.5%, reaching just
below the long term historical average level.

e REITs were yielding 4.0%, well below the 10.1% level of early 2009.

' Sources: Thomson Reuters and NCREIF. Core Real Estate is proxied by the transaction-based cap rate for the NCREIF NPI index and REITs are proxied by the yield for the NAREIT Equity index. NPI transactional
capitalization rates are calculated on a quarterly basis and lagged in their release. Data is as of June 30, 2015 for the NCREIF NPI and September 30, 2015 for the NAREIT Equity index.

Prepared by Meketa Investment Group September 2015
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Core Real Estate Spread vs. Ten-Year Treasury'
6%

5.1% 5.1%

5%
4% -
/\ Average=3.0% 3.5%
WV l
2%
1% -

0% / T

1%
1990 1995 2000 2005 2010 2015

0.3%

At 3.5%, the difference between the 5.5% cap rate for core real estate and the 2.1% vyield for the ten-year
Treasury has come back towards its historical average.

Still, the absolute level of core real estate cap rates is near a historical low.

: NCREIF, U.S. Treasury. NPI transactional capitalization rates are calculated on a quarterly basis. Data is as of June 30, 2015 for the NCREIF NPI and September 30, 2015 for the ten-year Treasury.

Prepared by Meketa Investment Group September 2015
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REITs Dividend Yield Spread vs. Ten-Year Treasury’
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REIT yield spreads were 2.0% at the end of September. This spread gradually increased last year despite strong
REIT performance.

As with core real estate, the absolute level of REIT dividend yields is near a historical low.

: NAREIT, U.S. Treasury. REITs are proxied by the yield for the NAREIT Equity index. Data is as of September 30, 2015.

Prepared by Meketa Investment Group September 2015
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Long-Term Outlook'
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e Based on Meketa Investment Group’s long-term expectations, only a handful of asset classes are priced to
produce returns above 8% per year. All of these asset classes incorporate a high degree of volatility.

! Twenty-year expected returns based upon Meketa Investment Group’s 2015 Annual Asset Study.

Prepared by Meketa Investment Group September 2015
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' Data is as of September 30, 2015 via Barclays, Bloomberg, and Thomson Reuters. Scenario assumes that the rate increase happens over one year.
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Total Return Comparison of Barclays U.S. Aggregate Minus Barclays U.S. TIPS'

Capital Markets Outlook

Inflation Rate Scenarios

Changes In Rates (bps)
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Total Return Scenario: 100 bps Rate Increase and 2% Inflation

Total Return Over Longer Holding Periods

Barclays U.S. Aggregate
Barclays U.S. Treasury U.S. TIPS

1 Year 3 Year
-3.41% 0.86%
-5.05% 0.78%
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Total Return Given Changes in Interest Rates (bps)’
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Total Return for Given Changes in Interest Rates (bps) Statistics

-100 -50 0 50 100 150 200 250 300 Duration YTW
Barclays U.S. Short Treasury (Cash) 0.1% -0.1% -0.3% -0.5% -0.8% -1.0% -1.2% 0.45 0.13%
Barclays U.S. Treasury 1-3 Yr. 1.5% 0.6% -0.4% -1.3% -2.2% -3.1% -4.0% -4.9% 1.88 0.56%
Barclays U.S. Treasury Intermediate 5.1% 3.0% 1.1% -0.9% -2.7% -4.6% -6.3% -8.0% -9.7% 3.92 1.06%
Barclays U.S. Treasury Long 22.4% 12.0% 2.7% -5.6% -12.8% -19.1% -24.3% -28.4% -31.6% 17.6 2.70%

! Data represents the expected total return from a given change in interest rates (shown in basis points) over a 12-month period assuming a parallel shift in rates. Data is as of September 30, 2015 via Barclays and
Thomson Reuters.

Prepared by Meketa Investment Group September 2015
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Global Economic Outlook’

In the first half of 2015, global growth slowed, leading to further reductions in projections for the year.

The IMF updated their projection for 2015 global growth to 3.1%, 0.2% lower than the prior estimate.

As compared to 2014, growth is projected to be slightly higher in 2015 in advanced economies with further
improvements in 2016. In the U.S., consumer spending, a strengthening labor market, and accommodative
monetary policy helped bolster growth. In Europe, falling energy prices and a weaker euro helped growth to

pick-up.

Growth in emerging economies is projected to be lower in 2015 than in 2014, given lower commodity prices,
and expectations of an interest rate increase in the U.S. China is projected to grow at a 6.8% rate in 2015,
0.5% lower than the prior year, with a further 0.5% decline in 2016.

Excluding Japan, near-term global inflation is forecasted to trail the ten-year averages, with the recent decline in
oil prices exerting further downward pressure on inflation.

Real GDP (%) Inflation (%)
IMF IMF Actual IMF IMF Actual
2015 Forecast 2016 Forecast 10 Year Average 2015 Forecast 2016 Forecast 10 Year Average
World 3.1 3.6 3.9 3.3 3.4 4.2
U.S. 2.6 2.8 1.5 0.1 1.1 2.3
European Union 1.9 1.9 1.1 0.1 1.1 1.5
Japan 0.6 1.0 0.6 0.7 0.4 0.2
China 6.8 6.3 10.0 1.5 1.8 2.9
Emerging Markets (ex. China) 2.5 3.4 4.9 7.8 7.2 7.5

' Source: IMF. World Economic Outlook, October 2015. "Actual 10 Year Average” represents data from 2005 to 2014. Data for 2014 is an estimate.
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Global Economic Outlook, Continued

In Europe, Japan, and China, additional monetary stimulus is likely, while in the U.S. expectations are for a rate
increase later this year or early next year.

e The Federal Reserve voted to maintain interest rates at their September meeting citing, for the first time,
conditions outside the U.S. It is largely anticipated that the Fed will increase rates later this year or early next
year. The timing and pace of rate increases is complicated by the fact that, despite improvements in the labor
market, inflation remains low.

e The European Central Bank (ECB) continues their bond-purchase program, while maintaining interest rates at
close to 0%. With inflation remaining low, it is likely that the ECB will further ease monetary policy, probably in
the form of extending its existing quantitative easing. In England, it is projected that policy makers will raise
interest rates in the short-term, but will likely wait for the Fed to act first.

e Given continued low inflation and weak growth, we expect that the Bank of Japan will further expand its already
aggressive monetary policy.

e After policy makers in China responded to recent market declines with unprecedented measures, they further
surprised markets in August with devaluing their currency. The reason offered for the devaluation was to allow it
to float more freely, but it caused speculation that the true reason could be the economy was growing more
slowly than previously thought.

Several issues are of primary concern: 1) declining growth in China along with uncertain fiscal and monetary
policies; 2) continued economic sluggishness and financial risk in Europe; 3) diminishing effectiveness of monetary
policy globally; 4) divergent growth in emerging economies.
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Macroeconomic Risk Matrix

September 2015
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Macroeconomic Risk Overviews

An extended period of low oil prices will particularly hurt countries such as Iran, Russia, and Venezuela that
depend heavily on oil export revenues. Low prices will likely continue to hurt oil exploration and
production (E&P) companies, and companies that support the oil industry. Recently, the stress of low oil
prices has particularly affected E&P companies, with defaults ticking-up. The risk of increased geopolitical
tensions also exists with depressed oil prices.

The crisis is rooted in structural issues in the Eurozone related to the combination of a single currency
combined with 17 fiscal authorities. The events in Greece related to their third bailout highlighted the
continued tensions in Europe. Allowing countries to leave the Eurozone could set a dangerous precedent,
especially if they ultimately begin to experience growth due to a depressed currency. Alternatively,
providing debt forgiveness for some countries could lead to others looking for similar treatment. The massive
influx of refugees into Europe from the Middle East and North Africa exacerbate these economic stresses.

Japan is engaged in a historic stimulus program, referred to as “Abenomics” to fight its decades of deflation.
The plan includes monetary, fiscal, and structural components. If Japan overshoots with its policies, or
dramatically changes them unexpectedly, it could prove disruptive to markets and growth.

In Japan and Europe, birth rates have declined, resulting in populations becoming older and smaller relative
to the rest of the world. These demographic trends will have a negative long-term impact on GDP growth
and fiscal budgets, amplifying debt problems.

Russia recently started providing Syria military support, insisting first it was to fight ISIS. It quickly became
clear that Russia was also targeting groups opposed to president Assad, a Russian ally. The presence of
Russia in the region is complicated by the ongoing U.S. led attacks against ISIS. Other unresolved
geopolitical issues remain, including the recent nuclear deal with Iran and the ongoing tensions between
Russia and Ukraine.

Page 28 of 129
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Macroeconomic Risk Overviews, Continued

China’s recent policies, first to support its equity markets and then devaluing its currency, created
heightened volatility in global markets. The process of transitioning from a model of growth based on fixed
asset investment by the government to a model of consumption-based growth will be a delicate one. Going
forward, similar measures in response to slowing growth, or to support stock prices, could prove disruptive
and decrease confidence in China’s government.

After the Global Financial Crisis, the developed world, particularly the U.S., injected massive amounts of
liquidity into the financial system in an effort to prevent depression-like declines in economic activity.
Additionally, the world’s central banks reduced short-term interest rates to record lows. Once monetary
stimulus is withdrawn, it is likely that interest rates will normalize and weigh on growth globally, particularly
in emerging markets.

The increasing world population, urbanization, and a growing middle class, particularly in emerging
economies, could all lead to a scarcity of resources, including food, water, land, energy, and minerals. As
demand continues to grow and supply declines, certain commodity prices may skyrocket, hurting the living
standards of many and increasing the risk of geopolitical conflicts.
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Positive Macroeconomic Trends Overviews

Low oil prices will likely have a positive impact on global growth, particularly for energy importers like
China, Japan, and India. Consumers should also benefit from falling oil prices in the form of lower prices for
gasoline and heating oil.

The U.S. economy has largely stabilized, with GDP growth improving and unemployment declining.
Continued stabilization in the world’s largest economy should improve employment and growth
domestically, and increase demand for goods and services from abroad.

In emerging economies, the size of the middle class is projected to grow significantly over the next twenty
years. The growing middle class in the emerging economies should increase consumption globally, which in
turn will drive GDP growth and create jobs.

The pace of globalization has accelerated, particularly in emerging economies. Increased trade and
investment, and access to foreign capital and export markets for corporations, should lead to higher
efficiencies and greater global growth.

Literacy rates and average life spans have increased globally, particularly in the emerging economies.
Higher literacy rates will drive future growth, helping people learn new skills and improve existing skills.
When people live longer, it increases incentives to make long-term investments in human capital
(i.e., education and training), resulting in a more productive work force and ultimately more growth.
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Positive Macroeconomic Trends Overviews, Continued

Hydraulic fracturing (i.e., fracking) technologies allowed large new supplies of natural gas and oil to be
extracted from shale rocks, mainly in the U.S. The increased supply of oil and gas through fracking
contributed to falling energy prices. It is likely that other countries will work to improve their fracking
technologies, further increasing the supply of oil and gas globally.

Developed market central banks embarked on a massive monetary stimulus campaign in the aftermath of
the Clobal Financial Crisis. The U.S., European, and Japanese central banks continue to maintain interest
rates at record lows. Japan has embarked on an unprecedented asset purchase program (quantitative
easing), while the European Central Bank recently began its own program. In contrast, the U.S. ended its
bond buying last year. Additionally, emerging market central banks including Russia, India, and China,
reduced interest rates to stimulate slowing growth. If central banks continue to provide liquidity and keep
interest rates low, this should stimulate growth.
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Global Real Gross Domestic Product (GDP) Growth'
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Global growth levels remain lower than levels prior to the Global Financial Crisis for many countries.

Emerging economies continue to grow more rapidly than developed economies, but results are varied, with
commodity exporters generally experiencing lower growth. China’s growth remains above other emerging
economies, despite its recent decline.

' Source: IMF. World Economic Outlook, October 2015. GDP data for 2014 and 2015 are IMF estimates.
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Central Bank Balance Sheets as a Percentage of GDP'
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e The world’s major central banks are in different points of quantitative easing, with Japan and Europe actively
expanding their balance sheets and the U.S. ending its program last year.

e We expect that Japan and Europe will extend their purchase programs and increase their scale given slow growth
and low price pressures.

' Source: Bloomberg. IMF World Economic Outlook, October 2015. Balance sheet data is as of September 30, 2015. GDP data for 2014 and 2015 are IMF estimates.
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Major Currency Values versus the U.S. Dollar’
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e The U.S. dollar recently strengthened against most major currencies, particularly emerging markets, due in part to
expectations that the Federal Reserve will soon increase interest rates.

e Continued U.S. dollar strength should weigh on U.S. exporters and foreign companies with dollar debt, while
benefiting domestic importers.

Source: Thompson Reuters. Represents depreciation against the U.S. dollar for the year-to-date period through September 30, 2015.
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Federal Funds Rate'
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e At its September meeting, the Federal Reserve decided not to increase interest rates, in part citing “recent global
economic and financial developments” for the delay.

e The Fed will likely raise rates in the short-term, but the pace and trajectory of the increases remain uncertain.

' Source: Bloomberg. Federal Reserve September Economic Projections. The FOMC Year-End Estimates are the median estimates of the forecasts of the federal funds rate by the 17 FOMC participants at the end
of the specified calendar year or over the long run. Data is as of September 30, 2015 for market expectations that represents the fed funds future rate at the end of the specified calendar year.
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U.S. Real Gross Domestic Product (GDP) Growth'
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e In the third quarter, U.S. GDP grew at an annual rate of 1.5%, down from the 3.9% level of the prior quarter, due
in part to lower business inventory purchases.

e Consumer spending remained strong during the quarter, helped by the improving labor market.

' Source: U.S. Bureau of Economic Analysis. Data is as of the third quarter of 2015.
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U.S. Inflation & Employment’
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e The U.S. Federal Reserve has a dual mandate of maintaining stable prices and maximum employment.

e Complicating the decision to increase rates is the fact that the Fed’s preferred measure of inflation (PCE ex. food
and energy) remains below target, despite recent improvements in employment.

' Source: Bureau of Labor Statistics. Data is as of September 30, 2015. Federal Open Market Committee (FOMC) participants’ recent estimates of long-term normal unemployment had a median value of 4.9% and
a range of 4.7% to 5.8%.
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European Annual Gross Domestic Product (GDP) Growth'
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e Growth remains weak in Europe, but has shown signs of improvement recently, helped by the weaker euro and
declining energy prices.

e Improving demand has helped growth in peripheral countries like Spain and ltaly, offsetting weaker than
expected growth in Germany.

" Source: IMF. World Economic Outlook, October 2015. GDP data for 2014 and 2015 are IMF estimates.
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10-Year Government Bond Yields'
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e In the third quarter, bond yields declined, driven by concerns over slowing growth in China.

e The 10-year U.S. Treasury yield finished the quarter at 2.0%, down 0.3% for the quarter, and yields in Germany
fell 0.2% to 0.6%. Low inflation and monetary easing have kept bond yields on peripheral European countries
like Ireland, Spain, and Italy below the U.S., despite higher financial risk.

' Source: Bloomberg. Data is as of September 30, 2015.
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Japan Economic Conditions'
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e After its strong advance since 2012, Japan’s stock market declined (-14%) in the third quarter along with other
major markets.

e The Japanese economy declined 1.2% on an annualized basis in the last quarter due to falling exports and
consumer spending. Over the past year, the economy grew by 0.8%.

' Source: Bloomberg, Cabinet Office Japan. Data is as of September 30, 2015 for the Nikkei 225 and Q2 2015 for real GDP.
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Emerging Market Conditions'
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e Emerging markets have recently experienced lower investment returns, due in part to slowing growth in China,
declining commodity prices, and a stronger U.S. dollar. Despite recent weakness, the long-term growth thesis
remains in place for emerging markets.

e Contrasting current conditions with those during the Asian Financial Crisis in 1998, emerging economies generally
have higher cash reserves and lower debt burdens, as well as less debt denominated in foreign currencies, making
them better equipped to cope with currency fluctuations.

' Source: IMF, World Bank, and Research Affiliates. Estimates start after 2013.
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China, the U.S., and World GDP'
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Following China’s recent equity market declines and unprecedented policy response, the government further
surprised markets by devaluing their currency in the third quarter.

China’s economy continues to slow as it transitions from an investment-based model to a consumption-based
model. The unexpected currency devaluation raised fears that the economy was slowing more than previously
expected.

The impact of a meaningful slowdown in China’s economy would be far reaching, as it is the second largest
economy in the world, but more importantly, it is the dominate contributor to global growth.

International Monetary Fund, World Economic Outlook Database, October 2015.
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Consumption as a Percentage of GDP'
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e China’s growth has largely been driven by government spending on fixed investments, a model that is not

sustainable in the long-term.

e China is in the process of moving toward a consumption driven economy, but repositioning such a large

economy will be a delicate process.

' Source: World Bank, World Development Indicators, October 2015.
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Summary

Four primary concerns face the global economy in 2015: 1) declining growth in China along with uncertain fiscal
and monetary policies; 2) continued economic sluggishness and financial risk in Europe; 3) diminishing
effectiveness of monetary policy globally; 4) divergent growth in emerging economies.

e Continued shifting fiscal and monetary policy by China could lead to further volatility in markets. The recent
devaluation of the yuan could lower demand for goods elsewhere, particularly commodities, and hurt exports of
China’s competitors. A prolonged slowdown in China’s economy could have a meaningful impact given the
economy’s size and contribution to global growth.

e Although there have been recent improvements in Europe’s growth and prices, both remain weak. The recent
Greek bailout negotiations are a reminder of the Eurozone’s structural issues related to having one currency and
many fiscal authorities. A prolonged slowdown, or further issues with the solidarity of the euro, could weigh
heavily on global demand and be disruptive to markets and growth.

e The world’s major central banks continue to keep interest rates close to 0%. In the U.S., the Federal Reserve
ended bond purchases in 2014, while Japan’s central bank continues to aggressively expand its balance sheet and
Europe recently began its own purchase program. Additionally, several emerging economies recently began
cutting interest rates. If another major decline in growth occurs, central banks would have few tools available to
stimulate growth.

e Growth in emerging market economies could be uneven going forward, with commodity export-dependent
economies particularly hurt by a sustained slowdown in global growth and prices. The future of China’s economy
is a key consideration in emerging markets.
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Periodic Table of Returns'

e Even a naively diversified portfolio (U.S. 60/40) achieves a much more stable return stream than its components:
U.S. Equity and Core Bonds.

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
L
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T U.S. Equity represented by Russell 3000 Index, Long Term Bonds represented by Barclays Long Term Treasury, Core Bonds represented by Barclay’s Aggregate, US 60/40 invests 60% in Russell 3000 and 40% in
Barclays Aggregate, Global 60/40 invests 60% in MSCI World and 40% in Barclays Global Aggregate.

Prepared by Meketa Investment Group 3Q15

Page 47 of 129

1=



City of Phoenix Employees’ Retirement System

The Case for Diversification

Returns are Cyclical

e U.S. Equities outperformed a diversified portfolio by 7.4% and 5.3% per annum during the 1995-2001 and
2010-2015 periods, respectively. However, U.S. Equities trailed by 8.7% and 6.5% annually during the
1993-1994 and 2002-2007 periods, respectively.
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