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INTRODUCTION

GREGORY J. LEONBERGER, FSA, EA, MAAA, DIRECTOR OF RESEARCH, MANAGING PARTNER

Similar to past market preview newsletters, we enter the year with a new set of
questions. What shape will Trump’s policies take and how will they impact the
market? Will the formal start of the Brexit have an impact on portfolios? To what
degree and pace will the Fed increase interest rates? These topics among many
others are covered in the following articles as we offer our annual market preview
newsletter. Each year presents new challenges to our clients, and other headlines
will emerge as the year goes on; it is critical to understand how asset classes will
react to each new development and what such reactions will mean to investors.
The following articles contain insightful analysis and key themes to monitor over
the coming year, themes which will underlie the actual performance of the asset
classes covered. Recognizing that many of our clients may not have time to cover
the following 30 pages of material, we offer the primary conclusions for each asset
class heading into 2017:

e U.S. economy: GDP will continue to grow between 2-3%, but the range of
potential outcomes is much wider going into this year than years past as the
politics of Trump’s plans are highly complicated and uncertain.

e U.S. equity: Valuation worries, earnings growth concerns, global growth
uncertainty and political turmoil from further populist wins outside the U.S.
could create added volatility during 2017. However, a greater focus on
company fundamentals should help keep the current bull market from reaching
the euphoria stage which typically marks the last leg of a market cycle.

¢ Fixed income: Fed rate hike(s) will hurt price appreciation; core bonds offer
diversification and liquidity while tighter spreads for high yield and bank loans
limit their upside potential.

* International stocks: Politics and policies promise to be influencing factors on
equity performance with the ability to derail any positive momentum. The
majority of the uncertainty comes out of Europe. Emerging markets are better
positioned to handle further rises in U.S. interest rates and provide meaningful
upside should the global growth momentum continue. conr..
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* Hedge funds: Hedge funds as an asset class have the ability to tactically profit off less monetary stimulus, U.S.
interest rate increases and inflation. These opportunities should provide greater alpha for hedge funds in 2017.

® Private equity: Higher multiples being paid for new deals will likely mean lower absolute-although not
necessarily lower relative-returns in the coming years when compared to the public markets.

e Real estate: Despite lower projected absolute returns, real estate remains an attractive investment relative to
other asset classes and should deliver positive returns to investors again in 2017.

e Infrastructure: Demand for infrastructure assets should be robust as investors seek favorable risk-adjusted
returns and investment managers take advantage of pricing dislocations in regions affected by the strong
U.S. Dollar.

We hope that this set of articles can assist you and your committees as you plan for 2017. Should you have any
questions about any of the content, please feel free to contact myself or any of the authors or consultants here
at Marquette. We also have a webinar available on demand via our website if you would like to hear a high level
presentation of the topics presented in these articles. Happy New Year! ®

U.S. ECONOMY: “The President made many-and often
Surprising 2016 Leads to Uncertain 2017 times bold-campaign promises but
JEFFREY HOFFMEYER, CFA, SENIOR ANALYST w'ha.\t exactly W'”. be en?cted as policy is

difficult to predict, which makes for an

2016 was certainly an unusual year as various headlines uncertain 2017."

and economic anomalies caught investors off-guard. While

every year has its own events and nuances 2016 was anything but typical with the “Brexit,” negative interest
rates, and a surprising amount of Fed inaction. But undoubtedly the most surprising and noteworthy event was
the election of perceived outsider Donald Trump. The President made many-and often times bold-campaign
promises but what exactly will be enacted as policy is difficult to predict, which makes for an uncertain 2017.

Of Trump's potential policies, the two most likely to have the biggest impact on the economy are corporate tax
reform and infrastructure spending. These two fiscal policies represent some of the few topics on which the
two presidential candidates largely agreed, though implementation methods clearly differed. Trump and the
Republican Congress mostly favor corporate tax reform, allowing U.S. companies to repatriate foreign earnings at
a lower tax rate, and increased investment in U.S. infrastructure. Collectively, these policies should be pro-growth,
but without offsetting spending cuts or tax increases elsewhere, could lead to a substantial increase in the deficit.

While the likelihood and impact of these policies is hard to determine, the Organization for Economic Co-operation
and Development (OECD) analyzed what effect these policies may have on GDP should they be adopted. Its model
assumed an increase in government spending and investment along with reforms to personal and corporate taxes
that reduces revenue. In total these policy changes are predicted to add .4% to GDP growth in 2017 and .8%
in 2018. However, these changes would also raise the deficit levels by .5% of GDP in 2017 and 1.5% of GDP in
2018. So while these policies will have positive shorter term effects, the higher debt levels raise concern for the
longer term. Higher debt may call for higher taxes or reduced spending in the future, which could mitigate the
short-term response from the private sector to this stimulus. On the other hand, the short-term momentum could
increase output in the longer-term, thus making higher debt more palatable. This is especially true if companies
use the extra capital for business investments rather than for dividends or financial investments. conr..
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Excess capital for private business  Exhibit 1: Breakdown of GDP Growth
investment could be, in Trump's own 6%
words, “huge”, as this has become 5% -
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Exhibit 2 shows that the 5-year Exhibit 2: Falling Productivity
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seven years the current expansion is 5Yr Rolling Average

already one of the longest growth  Source: Bureau of Labor Statistics

periods over the past century, as the

average expansion has lasted less than five years. However, it is worth noting that the last three recovery/expansion
phases lasted longer, marked by the ten year expansion from 1991 to 2001. It should also be noted that recessions
do not simply occur with the passage of time; generally there is a catalyst for each contraction. conr.
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Another counter point to a looming g pibit 3: Slowing GDP Growth
recession is that growth has been

slow during this expansion and 1949-53
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Exhibit 3, the current GDP growth 1961-69
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One aspect of Trump's policies 2001-07
that we haven't discussed yet is 2009-16

his position on trade, which could

emerge as a significant headwind for source: WsJ

U.S. and global GDP. Throughout his campaign Trump was mostly hostile towards global trade and promised
to renegotiate trade deals as a centerpiece of his campaign. While the broader Republican Party has historically
been pro-trade, the president has significant authority regarding trade. Trump may face some resistance from his
own party to making material changes in trade policy, but he will have the authority to raise tariffs and renegotiate
trade deals including NAFTA. It is unclear how aggressive Trump will be with his use of these powers, but broadly
speaking, higher tariffs and a resistance to trade would likely be a headwind for economic growth and could also
lead to a weakening of the U.S. dollar. However, Exhibit 4 shows that the dollar is in a stronger position than it has
been in several years, while foreign currencies are weaker.

Additional  major  factors  for

. . Exhibit 4: Stronger Dollar
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Chairwoman Janet Yellen has stressed that the Fed will focus on the country’s economic progress rather than Trump's
policies. Historically two of the biggest factors the Fed looks to are unemployment and inflation. Unemployment
had a rather quiet 2016 until November when the U-3 rate, the most commonly reported unemployment number,
fell to 4.6%. While there is some debate as to what full employment actually is, most economists agree the U.S. is
either at or fairly close to full employment, giving the Fed the green light to increase rates. It should be noted that
the participation rate, which measures how many people are in the labor force out of the total population, remains
low between 62% and 63%. This is a shift from pre-recession levels when participation was around 66%. However,
the drop is largely due to the fact that baby boomers are reaching retirement age and many are dropping out of
the labor force.

Exhibit 5: Wages Outpace Inflation

The Fed's other major indicator, 4.50%
inflation, remains stubbornly low. 4.00%
Year-over-year growth for CPl has 3.50%
remained below 2% for most of the 3.00%

previous four years. The significant
drop in late 2014 and 2015 shown 2.50%
by Exhibit 5 was due to the sudden 2.00%

decline in oil, which constitutes 1.50%

a large portion of CPl. While oil 1.00%
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Steadily climbed past 2.5%. While Source: Bloomberg
not a huge change, it is noteworthy
because personal consumption is the major driver for GDP growth, so if consumers are earning more they should

theoretically have more to spend on goods and services.

As a whole, 2017 is a difficult year to predict. In recent market previews we have predicted slow but steady growth,
and while we certainly haven't gotten everything right, that is generally what we have seen. This year brings more
uncertainty. Politics are often overstated in their impact on the economy, but the election of Donald Trump - who
for better or worse has promised to shake things up - could have a major impact on the economy. Overall it seems
most likely that Trump’s pro growth policies will provide a small boost to GDP, though this will be somewhat stifled
by higher interest rates and a potentially higher deficit. Ultimately, we think it is most likely GDP will continue to
grow between 2-3%, but the range of potential outcomes is much wider going into this year than years past as the
politics of his plans are highly complicated and uncertain. P
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FIXED INCOME: “..we expect bond performance in 2017 to be

Prepare for Trumpflation? largely driven by the potential implementation

BEN MOHR, CFA, SENIOR RESEARCH ANALYST of four key Trump economic policies...”

What Happened in 2016?

2016 began with a downpour of energy falling angels (investment grade-rated issuers being downgraded to
junk-rated) as the price of oil dropped from $44 at the start of the year to $37 in mid-January amidst the oil
glut. High yield spreads widened from 750bp to over 900bp on February 11th, while safe haven bond-buying
brought the 10-year U.S. Treasury yield from 2.24% to a low of 1.63%. From that point forward, however,
favorable macroeconomic data, a decline in rig counts, the downtick in unemployment, and subsequent
rebound in oil prices fueled a rally in the credit markets leading up to the U.S. presidential election.

More generally, the overall high yield default rate rose from 2% to a high of 4%, but remained well below the
2008 level of 11%. Energy bankruptcies worked their way through the market in the first half of the year, and
then declined in the second half. Interestingly, Treasuries - particularly long-dated Treasuries - rallied with the
credit rally, which is atypical. The 10-year yield dipped as low as 1.37% in the summer as high yield spreads
tightened to almost 500bp up until the election. The long Treasury-buying was driven in part by international
investors as a result of low and negative yields in Japan, Germany and several other developed countries.

As the election results came in, spreads widened with the surprise Trump victory, and then tightened
afterwards as the market interpreted Trump’s economic policies to be pro-growth and reflationary. In the
weeks thereafter, inflation breakevens rose and the yield curve steepened, buoyed by OPEC's production cuts
from Saudi Arabia, Iran, Iraq and Russia. The price of oil jumped to a high of $55 as credit spreads tightened
to sub-500bp and the 10-year yield rose to 2.45%. The year ended with the Fed’s 25bp hike. The potential
roll-out of Trump's policy package is expected to drive most of bond movement in 2017.

2017 Expectations

As mentioned, we expect bond performance in 2017 to be largely driven by the potential implementation
of four key Trump economic policies: personal and corporate tax cuts, infrastructure and military spending,
protectionist immigration policies, and protectionist trade policies. Broadly speaking, his proposed tax cuts
and spending policies are expected to boost domestic growth and be reflationary. However, his personal tax
cuts will likely be dampened by a high and rising savings rate. His immigration policy is anticipated to have
a net economic effect of lowering GDP growth due to the potential reduction of consumers/workers in the
U.S. economy. Finally, his trade policy - designed to reduce the large current account surpluses of Germany,
Japan, China and select EM countries - is the most difficult to predict and may ultimately be breakeven.

These four key Trump economic policies are expected to modestly grow our GDP, increase our federal deficit,
raise inflation, speed up Fed rate hikes and increase bond yields, but all at a much more measured pace than
perhaps the markets are expecting. The long-term secular trends of a U.S. and global aging population, high
global savings rate, slow global developed markets growth, and high corporate leverage will keep a lid on this
growth and inflation. In the following sections, we cover how these items will impact each of the fixed income
sub-asset classes. conr..
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Core Bonds

Rates are expected to rise further while the yield curve continues to steepen. Despite these expectations,
rate duration is still useful to protect against downside risk in the credit and equity markets. Moreover, the
high volatility environment that we expect going forward is positive for the relative safe haven offered by core

bonds.

Given that rates are expected to rise further, we assessed what it would take for certain key indices to break
even. Based on current durations and yields, a 1.1% rise in rates for a short duration 1-3 year government/
credit strategy would break even, and a 0.6% rise in rates for an intermediate duration government/credit
strategy would break even. This value is 0.5% for core bonds, and 0.3% for a long duration government/credit
strategy. Clearly, it will take a greater back-up in rates for shorter duration sectors to break even than it would
for longer duration sectors. If we assume a parallel rise in the yield curve with further Fed hikes, then it would
take two Fed hikes this year for core to break even', an unlikely result since the market is implying only one
hike this year.?

Exhibit 1: What It Takes to Break Even

1-3 Yr GC Int GC Core Long GC
Duration (at 12/31/2016) 1.8 4.0 5.8 14.9
Start YTW (at 12/31/2016) 1.5% 2.1% 2.6% 4.0%
1yr Yield Change to Result in 0% Total Return 1.1% 0.6% 0.5% 0.3%
End YTW (hypothetical 12/31/2017) 2.5% 2.7% 3.1% 4.2%
Income Return (average of Start & End YTW) 2.0% 2.4% 2.9% 4.1%
Price Return (duration-based) -2.0% -2.4% -2.9% -4.1%
Total Return (forced to be zero) 0.0% 0.0% 0.0% 0.0%

Source: Marquette Research, Bloomberg Barclays Live

U.S. Treasury bonds are expected to fare the worst in 2017 given the predictions of a rising yield curve. The
short end will be impacted by more rapid Fed rate hikes, while the long end will be affected by higher growth
expectations. Agency debentures, which are bonds issued by the likes of Fannie Mae or Freddie Mac, offer
the relative safety of U.S. Treasuries but with the added benefit of higher yields. However, agency debentures
at the moment are overbought.

Investment grade corporate bonds are expected to fare well in 2017 given the passage of Trump’s proposed
tax cut, infrastructure spending and deregulation policies, although leverage continues to rise while interest
coverage continues to drop.

Agency RMBS and non-agency RMBS/CMBS/ABS are expected to fare better than U.S. Treasuries in 2017
due to positive convexity, an example of which is shown below. Homeowners refinance at a higher rate
than government and corporate issuers because of life events such as divorce, job relocations and/or home
upgrades, so the investor can re-invest at higher rates. conr..

1 Assuming each Fed rate hike is 25 bps and parallel across the curve

2 Based on fed funds futures markets as of January 10, 2017
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We continue to recommend a

Exhibit 2: MBS Convexit
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to make his rhetoric a reality. We
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stance for core bonds. Exhibit 3: Bank Loan & High Yield Spreads
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at or near all-time peaks, as we have

. . Source: Credit Suisse
seen inflows into both bank loans

and high yield. But the maturity walls
for both have been extended and the default rate remains low for both: under 2% for bank loans and less than
4% for high yield. conr..

Bl
|4 MarquetteAssociates 2017 Market Preview January 2017 8



Finally, with the rise in oil prices due to the recent OPEC deal, high yield energy names are expected to fare
better in the New Year. Energy exposure in the high yield market remains high; as of December 2016, energy
issuers comprise only 4% of the bank loan index, but 15% of the high yield index. As a result, much of high
yield’s beta will remain tied to the price of oil.

With Trump's proposal to repeal at least part of Dodd/Frank, the recommended éx maximum leverage for
corporate issuers and mandatory CLO risk retention may be abolished. Abolishment would mean a higher risk
appetite, greater leverage, more money to chase returns and potentially tighter spreads, but also brings the
possibility of a more devastating market correction.

Banks are expected to perform well in 2017 due partly to the steepness of the yield curve as well as Trump's
aim to deregulate. Trump also proposes a gradual repeal of Obamacare. As such, health insurers are expected
to profit more and thus outperform because their insured base would likely be higher paying and healthier in
general.

Emerging Markets Debt and Global Bonds

We continue to recommend an emerging markets debt (EMD) allocation in the form of a blended hard currency
(denominated in U.S. dollars) and local currency (denominated in the currency of the country in which the
issuer is domiciled) strategy with exposure to sovereign and corporate securities.

In total, recent events have strengthened the case for EMD. The European Central Bank extended stimulus
by nine months, albeit at €60 billion per month instead of the original €80 billion per month. Trump's trade
policy proposal is largely isolated to China, and his immigration policy may have a positive effect on Mexico
given that its consumer pool and labor force may grow as a result. Lastly, the price of oil is on the rise with the
recent OPEC deal, which is a positive for EM oil exporters.

Exhibit 5: Emerging Markets Debt Spreads
900bp

800bp
700bp
600bp
500bp
400bp
300bp

200bp

100bp

Obp
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

= EMD Hard Currency Spread = == Average «——EMD Local Currency Spread = = Average

Source: JPMorgan EMBI Global Diversified, JPMorgan GBI-EM Global Diversified
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If Trump’s infrastructure policy is enacted we would expect commodity prices to rise, which would be a
tailwind for EM commodity exporters. If Trump's trade policy is adopted, it should be a headwind for EM
manufacturers. On the whole, EMD fundamentals are attractive. Current accounts of EM countries are
stronger and leverage is still low relative to developed market countries. Spreads are at wide levels and yields
are high, which provide a cushion for any downside.

On the other hand, we continue to advise against a global bond allocation, with sovereign yields of key
non-U.S. developed nations such as

Exhibit 6: Key Global Yield Curves (%)
4

Japan and Germany either very low

or negative. Both Japanese and

. 35
German sovereigns under seven
3 —

years in maturity carry negative

yields, both 10-year sovereigns yield %> —

less than 0.25% and both 30-year 2

sovereigns yield less than 1%. In 15
contrast, the U.S. Treasury's 10-year !
yield is 2.5% and 30-year yield is 05
3.1%. 0
Private Credit - Direct Lending & 05
Distressed Debt !

1.5

0 5 10 15 20 25 30

Private credit continues to flourish
. . . . — S e (German e Japan s | K
in this environment. Yields on Y P

e Switzerland Denmark Sweden Australia

direct lending remain attractive, at Canada Kores

Singapore
approximately 800 - 1,000bp over  Source: Bloomberg

LIBOR for senior, first-lien secured loans. Moreover, direct lending asset prices have not soared like their
public market counterparts, so the asset class continues to offer upside potential. Finally, given the recent
energy defaults and bankruptcies, distressed debt funds will have new opportunities for restructurings. One
item to monitor, however, is that if Trump repeals parts of Dodd/Frank, it is likely that banks will re-enter this
segment of the market, as it was those parts of Dodd/Frank - limiting the amount of higher yielding commercial
loans in which banks can participate - that forced banks to exit this market in the first place. Direct lending is
not recommended for all clients, however, as there are liquidity constraints, typically between three and six
years. A detailed assessment of the direct lending asset class is available in our recent paper, “Supercharged
Fixed Income - Direct Lending.”

Municipal Bonds

The recent sell-off in municipal bonds was due mainly to the back-up in rates. Fundamentals are still attractive
and this asset class remains the best pick for high net worth investors based on tax-equivalent yield.

Three key factors will drive municipal bond performance in 2017:

1. The health of the economy, which is expected to be positive with the roll-out of Trump's
pro-growth policies.

2. Rising oil prices, a positive given the OPEC production cut agreement.

3. Underfunded pensions, which continue to be a negative.

CONT...
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Health care municipal bonds are projected to underperform in 2017, as hospitals and other healthcare
providers - which had expanded their patient base under Obama'’s Affordable Care Act (ACA) - may see a
declining patient base as Trump works with a Republican Congress to repeal the ACA.

Finally, 2016 saw a small number of defaults in municipal bonds, all from Puerto Rico. For 2017 we project
a similarly small amount of defaults, again all from Puerto Rico and very much isolated from the rest of the
United States and its territories.

Conclusion: Fixed Income Key Takeaways for 2017

Core Bonds: We continue to recommend as the anchor of a fixed income portfolio due to its safe haven
profile and protection against any downside geopolitical events. The back-up in rates will be temporary
and will lead to stronger future performance from higher yields.

Bank Loans and High Yield Bonds: We advocate a moderate-to-cautious stance based on richness and
deteriorating fundamentals, but a relatively strong yield.

Emerging Markets Debt and Global Bonds: We advocate EMD due to its attractive fundamentals and
valuation. We advise against global bonds based on their low or negative yields.

Private Credit - Direct Lending & Distressed Debt: For clients who can tolerate the illiquidity, we
recommend this asset class due to its strong value and the favorable environment.

Municipal Bonds: Still recommended for high net worth investors due to strong tax-equivalent yield. p

U.S. EQUITY:

Will the Pro-Growth Narrative Deliver? "The fourth quarter logged several milestones including
the S&P 500 passing the 2,200 level for the first time,
ROB BRITENBACH, CIPM, RESEARCH ANALYST the Dow passing 19,000 for the first time, as well as 15

2016: A Roller Coaster of a Year consecutive positive days for the Russell 2000...

As we entered the year, U.S. equity investors had no shortage of investment related risks with which to
contend. The Fed began its long-awaited interest rate tightening cycle in December 2015 amid elevated
valuation levels, widespread global growth concerns, corporate earnings weakness, and falling oil prices
due to pressures of a supply/demand imbalance. Against this backdrop, U.S. equities sold off sharply at
the beginning of the year. In January, the S&P 500 recorded its third worst start to the year in history
and the Russell 2000 Growth experienced its worst start on record going back to 1979. Defensive, yield-
oriented sectors were the winners during the first half of 2016’s search for yield and flight to perceived
safety. As valuation levels for these sectors expanded and improvements in earnings and economic data
emerged during the third quarter, the probability of monetary tightening by year-end appeared likely. With
investors beginning to anticipate a reflationary environment, sector leadership rotated from defensive to
cyclical outperformance over the second half of 2016. Post-election, U.S. equities realized sizeable gains as
investors focused on the potential impact of future pro-growth policy changes and the earnings recession in
large-cap came to an end. The fourth quarter logged several milestones including the S&P 500 passing the
2,200 level for the first time, the Dow passing 19,000 for the first time, as well as 15 consecutive positive days
for the Russell 2000 - one of its longest winning streaks on record. conr..
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Other notable themes in 2016 were the change in style leadership from growth to value and the shift of large
cap to small cap outperformance. Growth had outperformed value for nearly ten years, but market factors
in play during 2016 tended to benefit value indices. Value indices feature a higher exposure to defensive-
oriented sectors such as consumer staples, utilities, and REITs which realized strong gains in the first half of
the year from the defensive posturing and yield-seeking behavior of investors. The rebound in energy and
materials during 2016 further boosted value indices’ outperformance relative to growth. In addition, growth
indices carry a higher allocation to healthcare/biotech which fell under pressure from drug pricing comments
made during the election. U.S. equities, especially small cap, benefitted from a strong rebound and increase
in risk-seeking behavior following the market lows of February 11th.

The Trump Effect: Priced for

Perfection? Exhibit 1: Changing Sector Leadership

2016 saw its share of geopolitical 3%

events unfold, but the impact 2s%

of a Trump presidency and 2%
Republican control of Congress ’

brought forth the potential for 5%
significant policy change within g
the U.S. Fiscal spending, income o
and corporate tax reform, as
well as a less onerous regulatory 0%
burden for certain industries
are expected to boost U.S. )
GDP growth. These changes, if o Real  Utilities Telecom Cons  Health Energy ConsDisc Materials Industrials Info Tech Financials
Estate Staples  Care
B 1Q & 2Q Performance  W3Q & 4Q Performance

Source: Morningstar. S&P 500, data as of 12/31/2016

enacted, would also be positive
for several U.S. equity sectors/
industries in  2017. The post-

election rally in equities over the fourth quarter is reflective of the market’s positive forward-looking view for

such pro-growth policy changes. The sector implications of the Trump administration’s proposed agenda
items are widespread and summarized below.

Exhibit 2: Sector Implications of Trump Policies

Sector Implications of Proposed Policy Changes

Consumer Staples Increased disposable income and consumer spending from tax cuts
Consumer Discretionary Increased disposable income and consumer spending from tax cuts
Energy De-Regulation (expected to benefit coal, oil, and gas industries)
Financials De-Regulation (scaling back of Dodd-Frank to benefit banks)

Health Care Repeal of Affordable Care Act and reduced focus on drug pricing power
Industrials Increased militiary and infrastructure spending

Information Technology  Repatriation of overseas cash (increased share buybacks and/or dividend payouts)
Materials Increased infrastructure spending

Telecommunications De-Regulation (dismantle of net neutrality)

Real Estate Rising inflation may lead to greater pricing power

Utilities Less regulation around carbon emissions
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The policy changes noted on the previous page should provide support and possibly advance equity valuations
further. However, in the post-election rally, equities appear to have priced in the assumption that all proposed
measures will become fully enacted. While a Trump presidency and Republican-controlled Congress should
face minimal pushback on their proposed policy measures, the effect of these changes will take time to be felt
in the economy. In addition, if actual outcomes are less impactful than proposed campaign rhetoric, returns
would likely suffer.

It should be noted that not all proposed measures by the Trump administration are expected to have a positive
effect on the economy. Immigration and trade policies may reduce GDP growth. Regarding immigration,
the proposed deportation of millions of illegal immigrants could harm the agriculture industry by reducing
the available labor pool thus creating higher costs. In terms of trade, campaign rhetoric centered around the
unwinding of the North American Free Trade Agreement (NAFTA), canceling the Trans-Pacific Partnership
(TPP), and imposing tariffs on goods imported from countries such as China and Mexico. Such protectionist
policies could reduce global trade and at worst lead to trade wars.

Interest Rate Normalization: Should “As the U.S. embarks on a path of interest rate

We Be Worried? o . o .
normalization, there is a fear that the flip side of this

Equity valuations have been supported trend could weigh on equity returns.”
by near zero interest rates since the

2008 financial crisis. Low interest rates have a stimulating effect on the economy and lower the cost of
borrowing. The incentive to spend rather than save caused by low interest rates creates greater demand
for various goods and services as well. Furthermore, many would argue that the ultra-low interest rates
have helped drive equity markets to their all-time highs. As the U.S. embarks on a path of interest rate
normalization, there is a fear that the flip side of this trend could weigh on equity returns. A rising rate
environment tends to put downward pressure on equity valuations. Within fixed income, the relationship is
obvious — higher interest rates lead to lower prices with the magnitude of change depending on the duration
of the bond. For equities, the relationship is not as clear cut. Higher interest rates pressure equity valuations,
but an expanding economy can help

mitigate this effect. Exhibit 3: Rate Increases May Not End the Bull Run
35x

The chart on the right examines the “

historical relationship between the
10-year Treasury yield and the P/E 25x
ratio of the S&P 500 since 1954 in

order to assess at what level interest

20x

rates become a significant headwind 15x

S&P 500 P/E Ratio

to equity valuations. Based on the
10x

historical  relationship  between

these two, equity valuations do not 5x

appear to face downward pressure
Ox
from interest rates until the 10-year 0% 2% 4% 6% 8% 10% 12% 14% 16%

Treasury yield reaches a band of 10-Year Treasury Bond Yield
5-7%. As of December 31st, the 10-  Source: St Louis Fed, Bloomberg

year bond yield was 2.49%. With additional rate increases expected during 2017, equity investors’ concerns
about the impact of a rising rate are justified. However, equity P/E ratios have risen higher than the December
month-end value of 21.0x under higher bond yield environments. conr..
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The risk to equities in 2017 from rising rates is more so if we see a spike in bond yields to a level where equity
valuations collectively move lower. Based on current 10-year Treasury yields, it appears that this will not be
as significant of a headwind for equities in the near-term.

U.S Equities: Valuation Risk?

That said, plenty of risk exists for U.S. equity investors in 2017. These range from geopolitical risks abroad to
uncertainty surrounding the future path of fiscal and trade policies from a new administration. Perhaps the
greatest concern facing U.S. equities at present are valuation levels. The current bull market, which began in
February 2009, is one of the longest on record. Only three of the last eighteen bull markets since 1877 have
lasted longer than the current one. With the bull market approaching its ninth year, investor worries about
valuation levels are justified. Adding to the concern over relatively high multiples is the source of recent
equity returns. A majority of the positive performance in 2016 came via an appreciation in valuation rather
than from earnings growth. The main driver of long-term stock returns has historically come through growth
in corporate earnings. As we head into 2017, it seems unlikely that multiple expansion will contribute as much
to total return as it did in 2016.

The chart below shows quarterly year-over-year earnings for the S&P 500 along with the corresponding P/E
ratio for the index. The S&P 500 experienced a multi-quarter period over 2015 and 2016 of negative earnings
per share (EPS) growth, yet valuation multiples continued to rise over this time leading to impressive returns.

iven the relatively rich valuation
Exhibit 4: Multiple Expansion: S&P 500 Quarterly YoY Earnings Growth & P/E Ratio Given the relatively rich valuations

of U.S. equities, corporate

15% 24x  earnings growth will be important
in order to rationalize valuation

10% 2x  levels. Fortunately the earnings
recession for large-caps came to

% "™ an end when the third quarter
) delivered positive year-over-year
. o EPS growth. Positive earnings
o . growth is expected in 2017,
primarily led by a rebound in

0% o« energy and materials. These two
PN I P I O i WQ& (9@ {9\‘3 (9\% £ 0 S S sectors are anticipated to be large
¥ FdFF IS IFSFITSFSE TSI contributors to earnings growth
mmmEarnings: Growth (L) —— Price/Earnings (R) after dragging on EPS growth

Source: Bloomberg

throughout 2016.

Additionally, information technology, financials, and healthcare are forecasted to produce strong EPS growth

which should provide further support for equity valuations going forward. However, current valuation levels
leave little room for error. If realized earnings growth ends up differing substantially from forecasted earnings
growth, valuations may no longer find support at current levels.

Valuation levels of defensive oriented sectors are another risk for equity investors as we head into 2017.
These sectors historically trade at a discount to the broad market. While their earnings tend to be modest,
the stability of their earnings is an attractive feature for investors during periods of flights to safety. These
sectors also offer above average dividend yields which further draw the attention of investors seeking yield
proxies for bonds in a low interest rate environment. conr..
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Going forward, these categories will likely face headwinds as interest rates rise and the relative attractiveness
of their dividend yields dissipates. Also, since valuation levels of these sectors have expanded so much in
recent years, their relatively modest earnings growth may not be enough to justify their lofty valuations. In

an advancing market, these sectors may lag. However, their defensive characteristics should continue to
function in the event of a significant pullback.

Where Are the Opportunities?

Despite the historically long duration of the current bull market, opportunities do still exist within U.S.
equities. Growth indices had previously been on a multi-year outperformance run relative to value indices
yet a reversal towards value outperformance began in 2016. The below chart shows rolling 10-year returns
of the Russell 3000 growth index minus the Russell 3000 value index in order to assess this growth vs. value
differential. The green bar shows the average ten year differential, while the red and orange bars show a two
standard deviation band. Based on these longer-term performance figures, the advance of growth relative
to value nearly hit two standard deviations in late 2015. Even with the significant outperformance of value in
2016, these longer-term metrics remain well above their historical average. If one believes in mean reversion,
value's reversal over growth in 2016 still has significant room to run.

Another area of opportunity for

o Lo Exhibit 5: Growth vs. Value Rolling 10-Year Returns
U.S. equity investors lies in small-

cap stocks. Pro-growth fiscal 8.0%

policies and tax reform proposals 6.0%

are expected to have a more 4.0%

significant benefit for small-cap 2.0% r/\J A/.ff"

than larger-cap companies. Since 0.0% s ,\/‘-A*I\vw I\/A‘w

a higher proportion of small-cap -2.0% W

revenues are derived from inside -4.0%

the U.S., an increase in GDP -6.0% ;

. . v

growth will have a larger impact -8.0% v

on small-cap stocks. The stellar 0% S e e m e o e m e e e e
23238882388 %88888888885555855

performance  from small-caps TS SSee e eSS SSSSSSSS]YFYIYES
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——Growth Minus Value ——Avg ——Plus2Stddev ——Minus 2 Std dev

can at least partially be attributed

. Source: Bloomberg
to expectations for corporate tax

reform. Lower corporate taxes will benefit small-cap companies more meaningfully because large-cap
companies receive a higher percentage of their revenues from lower tax countries and are able to pay a lower
effective tax rate while small-cap companies tend to pay closer to their statutory rate. In addition, small-cap
stocks may become targets for M&A activity from the expected cash repatriation of large-cap companies as
those companies look to purchase growth.

At the sector level, areas which recently lagged may be poised for better returns going forward. Healthcare
underperformed other areas of the market in 2016 as campaign rhetoric that centered on Affordable Care Act
reform and drug pricing exerted downward pressure on the sector. The profitability of banks was tested in
the near zero percent interest rate environment and is set to improve as rates rise. Performance in financials
had lagged the broad market for most of 2016 and only recently yielded strong returns. The strong projected
earnings for 2017 in healthcare and financials should be supportive of further advances for these two sectors.
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Can This Bull Market Advance Further? | “....a greater focus on company fundamentals should
keep the current bull market from reaching the
euphoria stage which typically marks the last leg of a
market cycle.”

Although the duration of this bull
market is long in a historical context, a
reflationary environment brought about
by a pro-growth policy agenda may achieve yet another year of positive returns for U.S. equities. While

longer-term forward returns for U.S. equities are expected to be lower, the relationship between valuation
levels and forward 1-year returns is not as clear. The chart below shows P/E ratios of the S&P 500 over the past
25 years and subsequent 1-year annualized returns which occurred from that point. With an R2 value' of 0.1,
the linear relationship between these two variables is low. In other words, starting valuation levels have not
been a reliable indicator for subsequent 1-year returns.

Exhibit 6: Forward P/E and Subsequent 1-Year Annualized Returns for the S&P 500 Index
50%
40%
30%
20%
10%

0%

-10%
-20%
-30%

Subsequent 1-Yr Return

-40%

-50%
10x 12x 14x 16x 18x 20x 22x 24x 26x 28x

P/E Ratio

Source: Bloomberg

Conclusion

Compared to recent years, there is less certainty in the U.S. regarding the path of fiscal and monetary policy.
Earnings forecasts for 2017 are improving and if realized will provide support for current valuations. The
potential for volatility certainly exists in 2017 and stems from similar themes seen throughout 2016. Valuation
unease, earnings growth concerns, global growth worries and political turmoil from further populist wins
outside the U.S. could create added volatility during 2017. However, a greater focus on company fundamentals
should help keep the current bull market from reaching the euphoria stage which typically marks the last leg
of a market cycle.®

1 R-Squared (R?) is a statistical measure of the linear relationship between two variables. It indicates how well data fits a regression line.
A higher value indicates a stronger relationship.
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NON'U,-S- EQ,UlTY3 . “Global events like the Brexit and Trump election
2017: Politics + Policies = Uncertainty . . .
had pundits scratching their heads and led to bouts

DAVID HERNANDEZ, CFA, SENIOR RESEARCH ANALYST Of Volatility th roughout the year. "

2016 was largely positive for non-U.S. equity investors with developed large- and small-cap stocks' eking out
a 1.0% and 2.2% gain, respectively. Emerging markets led the way as the asset class capitalized on a rebound
in commodity prices, stabilized currencies, and stronger fundamentals, rewarding patient investors with double
digit returns (11.2%). Global events like the Brexit and Trump election had pundits scratching their heads and
led to bouts of volatility throughout the year. Markets sold off in reaction, only to snap back in a matter of days
for the former and hours for the latter. Looking ahead to 2017, politics and policies - both domestic and foreign
- are likely to influence equity returns and fuel further bouts of volatility.

Developed Markets
Exhibit 1: Eurozone PMI and Unemployment

In last year’s preview we discussed

L - . . 55 12.0%
how “things are getting better
in developed markets (DM) and > 11.5%

we think that message still applies =2
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to the Eurozone economy. The 52
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by the surprise Brexit vote in June.
Credit growth (Exhibit 2) remains in
positive territory for both consumer Source: Bloomberg

——PMI(L) =——Unemployment (R)

(blue line) and business (red line) Exhibit 2: Eurozone Credit Growth

50%
decreased throughout the region, 4%

lending and borrowing costs have
including the peripheral countries. 30%

These indicators point towards %%
. . 10%
continued economic recovery, a

0%

supportive environment for revenue .,

and earnings growth. In addition, 0%

the region will continue to receive -30%

monetary stimulus from the European %%

Central Bank (ECB). In December

-50%

-60%
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extension Of the quantltathe easing ——Consumer Credit Demand ——Enterprise Loan Demand

(QE) program until at least December
2017.3  conr.

1 MSCI EAFE and MSCI EAFE Small Cap

Source: Bloomberg

2 An economic indicator for which a reading above 50 indicates economic expansion and a reading below 50 indicates economic contraction.

3 Originally the program was slated to run until at least September 2016 and then was extended to March 2017. In April 2017, the monthly purchase
will be reduced from 80 billion euros to 60 billion euros.
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Aside from economic conditions and fundamentals, politics and policies promise to be a key driver of performance
and volatility in 2017. Markets thus far have shrugged off the Brexit event, but this is largely due to the fact
that nothing has actually occurred. In 2017, details on the EU exit should start to unfold, providing ample
opportunity for bouts of volatility. In the Eurozone, France and Germany - the region’s largest economies - will
hold elections. In Italy, Prime Minister Matteo Renzi's resignation after a failed December referendum creates
the possibility of snap elections in 2017. As we have seen in 2016, the populist voice throughout the developed
world has grown stronger and opinion polls have been poor predictors of outcomes. These phenomena are a
recipe for increased uncertainty and subsequent elevated market volatility.

In contrast, Japan provides a more stable political environment, with Prime Minister Shinzo Abe receiving high
approval ratings and his party controlling both houses of parliament. However, the country is still dealing with
low inflation and low wage growth, both serving as drags on GDP. In 2016 the Bank of Japan (BOJ) announced
plans to steepen its yield curve by targeting rates on 10-year government bonds. In addition, the government
passed a 28 trillion yen fiscal stimulus package focused on infrastructure spending. These actions should remind
investors that the BOJ trumps all other central banks when it comes to implementing aggressive stimulus

policies to support the economy and equity markets.

Emerging Markets Exhibit 3: Commodity and EM Equity Performance
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In addition to a more favorable
macroeconomic environment,

fundamental factors are showing

Over the
last three years EM companies have

signs of improvement.

pulled back on capital expenditures
(Exhibit 5). This is an indicator that
businesses are allocating capital
more judiciously, a positive sign for
improved profitability via returns on
capital. The future earnings outlook
has also improved with the pace of
analysts’ downgrades appearing to
have bottomed. Based on forward
projections, earnings-per-share (EPS)
is expected to rise steadily through

the next four years (Exhibit 6).

When looking at future risks, politics
and policies once again rear their
ugly heads. EM investors will track
how President Trump's trade policies
take shape. A protectionist approach,
shielding domestic interest from
foreign competition, is likely to cause
reductions in global trade, which is an
unfavorable outcome for emerging
markets. In addition, the threat of
u.s.

rates rise hangs over the asset class.

capital outflows as interest

However, EM economies are in a

better position to combat this event
compared to the taper tantrum of

2013 and the asset class still offers
relatively attractive valuations while
recently showing positive signs of a
recovery.

Value vs. Growth

In 2015 growth stocks outperformed
value stocks by nearly 9% (Exhibit 7)
as non-U.S. economies struggled with
tepid conditions. In this environment
up
with its scarcity leading to a price

investors  paid for growth,

premium. conr..
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Exhibit 5: Year over Year Capital Expenditures Change for EM
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Exhibit 6: Earnings Per Share, MSCI EM Index
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The latter half of 2016 saw a significant rebound in value stocks. Investors gained confidence from a recovery in
oil prices, a cyclical factor supporting value sectors like energy and materials. Meanwhile, financials benefitted
from a steepening of the yield curve on expectations of increased inflation and improving optimism on global
growth. PMI readings for both developed and emerging markets rose in the latter half of 2016 (Exhibit 8), a
sign of stronger global economic momentum. Should these trends persist, investors can expect continued
outperformance for value stocks and cyclical oriented sectors, while bond proxy and defensive areas of the
market like utilities and staples struggle to keep pace.

Conclusion Exhibit 8: Global PMIs Accelerate in Late 2016
58

2016 ended on a strong note both >/

. . 56

in terms of equity returns and o

improving global growth dynamics. 5,
In 2017, politics and policies promise 53
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unlikely, further strengthening of the
populist voice could push investors to question the future of the European Union, presumably leading to an

equity sell-off. In regard to emerging markets, both economic and fundamental signs have been positive,
boosting investor confidence in a recovery. Looking to 2017, U.S. policies on both trade and interest rates
could spark bouts of volatility for emerging markets. However, relative to 2013, emerging markets are better
positioned to handle further rises in U.S. interest rates and provide meaningful upside should the global growth
momentum continue. @

HEDGE FUNDS: “With all these different variables coming into play
Did the Election Result Create . - i .
Opportunities for 2017? after the inauguration, opportunities should exist for

hedge fund strategies to generate profits for their
JOE MCGUANE, SENIOR RESEARCH ANALYST investors.”

2016 will be remembered for political unrest in Europe and the United States, impressive U.S. equity returns
and broad hedge fund strategy underperformance throughout the year.

Long/short equity strategies were volatile throughout the year, with the first quarter the most disappointing as
the HFRI Equity Hedge Index was down 1.8% while the S&P 500 was up 1.4%. Most long/short managers had
little exposure to sectors like utilities, consumer staples and telecom that outperformed. The short side of the
portfolio for long/short managers was also difficult in 2016, as high short interest stocks outperformed for the
year (Exhibit 1). Following the U.S. election, managers focused on cyclicals, financials, IT and energy; all sectors
previously facing regulatory pressures moved higher on views that less market regulations were on the way.
Looking back at equity factors, value was the top performer, helping fundamental stock pickers during the year.
Size jumped higher in the fourth quarter, as small cap outperformed large cap companies. conr..
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Meanwhile, momentum  struggled

. Exhibit 1: Performance of S&P 500 Stocks by Short Interest Quintile
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approval during the year as well.

Macro strategies underperformed on the year, as global and commodity markets featured above average
volatility and regime shifts. Managers reduced their portfolio risk going into events such as Brexit and the U.S.
election, as many felt they did not have an edge on the outcomes. Many funds took losses in currency trading
during the year, primarily due to increased dispersion among emerging markets.

The outlook for 2017 has materially changed with the election of Donald Trump. His stated polices of reducing
corporate taxes, repatriation of overseas cash, overhauling Obamacare, easing corporate regulations and a $1
trillion upgrade of the nation’s infrastructure has Wall Street seeing green. Most market observers feel the Fed
will raise rates in 2017 and inflation will begin to tick up. With all these different variables coming into play after
the inauguration, opportunities should exist for hedge fund strategies to generate profits for their investors. conr..
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Given the above outlook, we feel strategies focused on specific underlying sectors may be best poised to
profit from these changes. President Trump has shown a propensity to comment on individual companies,
citizens and countries. These one-off type sound bites via Twitter can spark quick reactions in the U.S. and
global markets.

Conclusion

Ultimately, fundamental market neutral managers will be well positioned to take advantage of heightened
dispersion within equity markets during 2017. Macro managers should benefit from global dynamic price
volatility and capitalize on macroeconomic policy changes. Merger arbitrage strategies appear positioned
to profit from elevated M&A activity as U.S. corporations bring their overseas capital back to the U.S. and
look to buy attractive businesses. Hedge funds as an asset class have the ability to tactically profit off less
monetary stimulus, U.S. interest rate increases and inflation. These opportunities should provide greater alpha
for hedge funds in 2017. ®

Private Equity: “Investors continue to show interest in private equity
Poised for Another Record Year as a potential solution to meeting their expected rate
of return in a world of low interest rates and lofty

NAT KELLOGG, CFA, DIRECTOR OF MANAGER . .
equity valuations.”

SEARCH, MANAGING PARTNER

For private equity investors 2016 was a year of two halves. Activity, particularly new deals and exits, slowed
significantly in the first half of the year as credit spreads widened to levels not seen since the Euro-crisis in 2011.
These wide credit spreads and a volatile equity market made it difficult to close deals; consequently, exits
and new deals dropped 33% and 51%, respectively, in the first quarter. However, from that low point activity
gradually recovered throughout the year and ended with a robust fourth quarter. Optimism in public equity
markets, credit spreads that returned to normal by year-end, and ample dry powder created a flurry of activity

to close out the year.
Exhibit 1: Global Dry Powder

Growing interest from limited partners $1,400
was a consistent theme throughout
. W $1,200
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class appears to be back at pre- Source:Preqgin

financial crisis levels. This has led to another year of record dry powder, and subsequently, GPs driving purchase
price multiples to near record levels in 2016 as they endeavor to put capital to work. Enterprise value-to-EBITDA
("EV/EBITDA") multiples averaged 10.0x in 2016, down modestly from 2015 but still the second highest year

on record. conr..
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While
numbers as a cautionary sign, we

investors should take these

would argue they do not necessarily
foretell a repeat of 2008. First, GPs
are still demonstrating some caution
and restraint. While valuations are up,
deal making has remained deliberate,
and is still less than half of the peak
seen in 2007. In addition, GPs have
been far more disciplined about
consistently returning capital to LPs,
with 2016 wrapping up three years of
record exit activity. Lastly, business
fundamentals and interest coverage
ratios appear healthy.

these optimistic signs,

But despite
the higher
multiples being paid for new deals will
likely mean lower absolute - although
not necessarily lower relative - returns
in the coming years when compared
to the public markets.

Given the prospect of lower returns
and concerns over valuations, where
should LPs allocate in 2017? While
the lower-middle market is hardly
the it
was a decade ago, smaller private
still be
attractively priced relative to their

undiscovered opportunity

companies appear to

larger peers, and offer greater

opportunities for operational
improvement and revenue growth.
In addition, most of these businesses
are domestically focused and likely
to benefit from corporate tax reform
in the U.S., and are at little risk from
a stronger dollar. If indeed we are
approaching the end of the cycle and
facing the prospect of lower returns,
moving up in the capital structure
from equity to junior debt appears to
be an attractive way to generate risk

adjusted returns. conr..

Exhibit 2: Near Record Prices
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Exhibit 3: Measured Pace of Capital Deployment
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For instance, mezzanine funds did

“...purchasing diversified portfolios run by high
quality GPs at a discount appears to be a reasonable
strategy at any point in the cycle and should give LPs
additional flexibility...”

relatively well compared to buyout
funds at the peak of the last cycle.
Lastly, shortening the duration of a
private equity portfolio with secondaries could offer an attractive option. Discounts have materially shrunk from

what was available in 2009 and 2010, but purchasing diversified portfolios run by high quality GPs at a discount
appears to be a reasonable strategy at any point in the cycle and should give LPs additional flexibility due to
the shorter duration of secondary investments.

Finally, we will close with one risk we see on the horizon that has received little attention to date, but has
the potential to be a material risk to the private equity model. In all the excitement about the possibility of
corporate tax reform and lower rates, it has gone largely unnoticed that the main Republican plan intends
to partially pay for the tax cut by broadening the base (i.e. increasing the total amount of taxable income by
limiting deductions). One of the most significant ways this would be done is by ending the tax deductibility
of interest payments on debt. The current plan is likely to grandfather in existing debt, but interest payments
on debt incurred after legislation is passed may no longer be tax deductible. Given that private equity backed
companies are typically levered twice as much as their publicly listed peers, this legislation has the potential
to materially restrict one of the main drivers of private equity’s long term out-performance of public equity
markets. There are a plethora of political hurdles that any plan will have to clear, and without the ability to
predict how the final bill will look, we will continue to monitor and expect to hear more about this issue in the
year ahead. P

REAL EST,AT,E: “Despite lower projected absolute returns compared
Beyond Normalization . .

to what we have experienced over the last six years,
real estate remains an attractive investment relative
to other asset classes.”

JEREMY ZIRIN, CAIA, SENIOR RESEARCH ANALYST

Core real estate investments have flourished
since the financial crisis. The NCREIF Property Index (NPI), since returning six consecutive double-digit annual
returns through 2015, is on track for an 8% total return in 2016. This is consistent with our 2016 market preview,
in which we predicted a normalization of total returns from the high double digits to mid single digits. Despite
lower projected absolute returns compared to what we have experienced over the last six years, real estate
remains an attractive investment relative to other asset classes.

Exhibit 1 charts the historical total returns of the NPl going back to 1978 broken out by appreciation and
income. Since the NPI was first launched in 1978, real estate cycles have historically lasted more than 10 years.
The first cycle consisted of 13 years of positive total returns followed by a negative 5.6% return in 1991 and
negative 4.3% in 1992 as a result of severe oversupply in the market. These negative returns only lasted two
years before again turning positive for another 15 years from 1993 until 2007. In 2008 returns flipped negative
due to the global financial crisis; they returned to positive territory in 2010 and have remained there since. conr.
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Exhibit 1: NCREIF Property Index Calendar Year Returns
25% 13 Years of Positive Total Returns 15 Years of Positive Total Returns 2010 -7?
(o]
- B - P -
15%
c
5
0
2 5%
o
s o
g2 5% 1991-1992
é Severe RE
Oversupply 2008-2009
-15% Global Financial
Crisis
-25%
> \\} 42 ™ o o) Q % ™ \¢] > \\} 3 3 o o) Q S ™
Source: NCREIF, Clarion Partners mmm Appreciation mmmincome ——NCREIF Property Index

On an aggregate level, real estate fundamentals remain strong, as illustrated in Exhibit 2. Supply for most
commercial real estate sectors - with the exception of apartments - is still below historical averages. Additionally,
cumulative new supply in this current cycle is far less relative to prior cycles. Occupancy rates are strong across
most sectors. Multifamily has the strongest occupancy of about 95%, followed by industrial, retail, and office
with approximately 91%, 89%, and 87%, respectively. All property cap rates’, as illustrated in Exhibit 3, are at
historical lows around 5% as of the third quarter in 2016, but remain attractive relative to 10-year Treasuries,
which are currently around 2.5%. Moreover, leverage among the NFI-ODCE? funds remains modestly low at

approximately 22%. conr..

Exhibit 2: Cumulative New Supply & Sector Occupancy

100% 3.0%

(%

2

> 95% — | 2.5% u;

v R

5 20% @

g. 90% 0

g 1.5% -2

O s&5% g

% =

g 1.0% 8
c

€ 80% o —

< 0.5% g

=

75% 0.0% &

O HON PR P L IPIFIIPII PSSO
PRSI I L TP FS SO
NI NN S S S S S S S S S S S S N

i Cumulative New Supply Multifamily =~ —— Office

Source: NCREIF, Clarion Partners, CBRE-EA

1 Cap rate is the ratio of a property’s net operating income to market value. The cap rate represents the percentage rate of return an investor
would receive on a real estate investment.

2The NCREIF Fund Index — Open End Diversified Core Equity (“NFI-ODCE") is an index of fund level investment returns reporting on both a
historical and current basis the results of 36 open-end commingled funds pursuing a core investment strategy, some of which have performance
histories dating back to the 1970s. As of 3Q 2016, there are twenty-four (24) active funds included in the index.
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Exhibit 3: NPI Spreads to Treasuries Remain Attractive
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Based on the most recent Pension Real Estate Association (PREA)® survey of expected real estate returns,
the NCREIF Property Index (NPI) total returns are projected to be 6.8% in 2017 and 5.7% in 2018. With real
estate returns anticipated to further moderate, asset and sector selection will be crucial as various sectors
begin to emerge or drift out of favor. A deeper dive into each of the four main commercial real estate sectors
(multifamily, industrial, office, and retail) sheds light on what we can expect going forward.

Multifamily Exhibit 4: Supply and Demand as % of Stock, 3Q16
Investor demand for apartments has  2-5%

been robust over the past several

years given the attractiveness 2.0%

of well-leased assets and stable

income, especially in a benign 1.5%

economic environment. Changing

demographics - specifically the 1.0%

millennial ~ generation -  have 0.5%

contributed to strong rent growth '

within  the sector.  Millennials 0.0%
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homeownership and marriage and,
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as a result, homeownership rates are
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for this sector. conr..

3 Pension Real Estate Association (PREA) is a non-profit trade association for the global institutional real estate investment industry. PREA currently
lists over 700 corporate member firms across the United States, Canada, Europe and Asia. Members include public and corporate pension funds,
endowments, foundations, Taft-Hartley funds, insurance companies, investment advisory firms, REITs, developers, real estate operating companies
and industry service providers.
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Additionally, there is an influx of Eyhibit 5 Apartment Vacancy Rates Relative to Historical Average
younger Millennials who have yet 400
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however, have exceeded demand as

illustrated in Exhibit 4. Oversupply in luxury/class-A apartments may lead to a reversal in the sector. Multifamily
development has been concentrated in urban areas with the construction of luxury Class-A apartments. As a
result, Class-B apartments have suffered from under development and limited supply. As pricing for Class-A
continues to climb to unaffordable levels for younger Millennials and families, lower cost Class-B apartments
represent an undersupplied sector of the market and a potential area for opportunity, as illustrated in Exhibit 5.

Going forward, we would expect supply levels - particularly in Class-A apartments - to continue to outpace
demand. Furthermore, we would expect to see growth opportunities in Class B and C apartments. A focus on
markets with high demand and job growth will be the key to favorable returns within the multifamily sector.

Industrial
Exhibit 6: E-commerce Continues to Gain Market Share
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desire locations near major cities. Source: Census Bureau of Economic Analysis, Clarion Partners Investment Research

From a total return perspective,
Industrial has been the best performing sector in the NPI for the reasons mentioned above. Despite strong

historical returns and a favorable outlook ahead, areas of caution include potential implementation of Trump
anti-trade policies and lower consumer spending. conr..
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Office

A primary theme in the office sector
is the trend of suburban migration.
Companiesarerelocating their offices
from the suburbs to Central Business
Districts (CBDs) in order to attract
and retain talented employees. This
trend has led to new development
activity in select locations and
a source of positive returns for
investment managers. Despite these
the office

sector is slowing as occupancy (87%)

positive characteristics,

and year-over-year NOI growth, as
shown in Exhibit 7, have dipped in
recent years. Given the mature real
estate market cycle, investors are
taking a more defensive approach,
which typically means less exposure
to the office sector givenits cyclicality

and economic sensitivity.

Retail

In the retail sector, brick-and-mortar
salesarebeingconstrainedbyinternet
retail, which has increased because
of shifting age demographics. As
illustrated in Exhibits 8 and 9, brick-
and-mortar sales as a percentage of
expenditures have decreased while
service expenditures have increased.
As a recent example of this trend,
Macy's announced this past August
that it will close 15% of its stores by
early 2017.

Consumers-particularlythe millennial
generation - increasingly spend their
money on experiences rather than
goods. Experiential spending, such
as going out to restaurants and
bars, has shown significant growth.
Traditional grocery anchor shopping

centers are having a difficult time

Exhibit 7: Office Sector YoY NOI Growth
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Exhibit 8: Brick & Mortar as a % of Expenditures
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Exhibit 9: Services as a % of Expenditures
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competing with online retailers, leading to stunted growth. Areas that are easily accessible from a walk-

ability perspective are benefiting the most in this current cycle. conr.
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Conclusion

As we move through 2017, investors should expect continued moderation of returns with income contributing
more to the total return than appreciation; this would be a shift from what we have seen over the past few
years. Sector selection in terms of asset types and geographic locations will be increasingly important in this
current mature market cycle.

Forthe multifamily sector, Class-B and C apartment complexes are expected to benefit while Class A apartments
may experience oversupply and rent growth challenges. The industrial sector is expected to continue its run as
demand for locations near CBDs remains strong due to e-commerce spending and changing demographics.
President Trump's trade policies and a slowdown in consumer spending could temper the sector and should
be closely monitored. The office sector has seen a pullback in occupancy and year-over-year NOI growth.
Investors are becoming more defensive in this current market environment and, as a result, reducing exposure
to the office sector. In terms of retail, brick-and-mortar sales are suffering as internet sales and experiential
spending drive the market. Locations with easy access and high walk-ability scores are likely to flourish.

While we see shifting trends within each of the four main real estate sectors, a diversified investment approach
across all four may provide investors with the best risk-adjusted returns going forward. Despite lower projected
absolute returns, real estate remains an attractive investment relative to other asset classes and should deliver
positive returns to investors again in 2017. P

INFRASTRUCTURE: “...investor appetite for yield and favorable risk-
The Hunt for Yield vs. Elevated adjusted returns may also contribute to increased
Dry Powder . . .

demand for infrastructure investments, particularly
JEREMY ZIRIN, CAIA, SENIOR RESEARCH ANALYST in today’s low interest rate environment.”

Demand for infrastructure investments remains strong going into 2017, as shown by the nearly $137 billion in dry
powder (Exhibit 1) and recent close of the largest to date unlisted infrastructure fund, Brookfield Infrastructure
Fund IlI, which raised an astonishing $14 billion. Furthermore, investor appetite for yield and favorable risk-
adjusted returns may also contribute to increased demand for infrastructure investments, particularly in today’s
low interest rate environment. However, these features must be weighed against historically high levels of dry
powder for the asset class, which are driving up valuations and competition for trophy assets.

Inthe U.S., infrastructure investments  Exhibit 1: Private Infrastructure Funds Dry Powder
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telecommunications, security infrastructure and other critical domestic infrastructure needs. Although his
initial proposal lacked specific details, Trump backed the notion of spending roughly $1 trillion over conr..
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10 years and attracting new private Exhibit 2: Global Infrastructure Deals, 2007-2016
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Exhibit 2, 2016 saw a total of 1,772
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representing only a 2% increase from
the 1,743 deals completed in 2015.
However, the aggregate deal value Exhibit 3: Unlisted Infrastructure Funds in Market over Time, Jan 2010-Dec 2016
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the market. As illustrated in Exhibit 3, the number of funds raising capital at 2016 year end was a record 183
compared to 155 two years ago. This is not surprising, however, given increased investor appetite for yield in
the current low yield market environment. Investors recognize the relatively attractive yields of infrastructure
and as a result of higher demand for the asset class, investment managers have responded by bringing
additional funds to the market.

. . . Exhibit 4: Number of Deals by Continent, 2016
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Although negative currencies

Exhibit 5: Cumulative Currency Change vs. U.S. Dollar (2016)
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well for the proposed $1 trillion Trump infrastructure spending initiative, which could further saturate the
market. Further growth in dry powder and pricing should be carefully monitored in 2017. Going forward,
however, it is not all doom and gloom for the asset class. We would expect demand for infrastructure assets
to be robust as investors seek favorable risk-adjusted returns and investment managers take advantage of
pricing dislocations in regions affected by the strong U.S. Dollar. ®
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The sources of information used in this report are believed to be reliable. Marquette Associates, Inc. has
not independently verified all of the information and its accuracy cannot be guaranteed. Opinions, estimates,
projections and comments on financial market trends constitute our judgment and are subject to change without
notice. References to specific securities are for illustrative purposes only and do not constitute recommendations.

Past performance does not guarantee future results.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs
with a focused three-point approach and careful research. Marquette has served a single mission since 1986 -
enable institutions to become more effective investment stewards. Marquette is a completely independent and
100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information,

please visit www.marquetteassociates.com.
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