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M E KETA 2021 Capital Markets Expectations

Background

Background

¢ In the following slides, we provide a review of Meketa Investment Group’s process for setting
capital markets expectations, and show the changes from last year for individual asset classes
and the San Jose Police & Fire Department Retirement Plan as a whole.

e At the request of the San Jose Investment Committee, Meketa's research team also
developed custom expectations for growth and value styles within major equity asset classes.

e Based on our updated expectations, the long-term (20-year) annualized expected return for
the Retirement Plan portfolio has decreased from 7.5% to 6.8%. Fortunately, this return
expectation remains above the Plan’s actuarial assumed rate of return, which is 6.625%.
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M E KETA 2021 Capital Markets Expectations

Executive Summary

Executive Summary

e We update our capital markets expectations each year in January.

— Changes are driven by many factors, including interest rates, credit spreads, and equity
prices.

e The good news is that most investors achieved returns in 2020 that were above their target
return.

— The bad news is the impact this has on our expectations for future returns.

e In 2020, yields went down, credit spreads tightened, and prices for most risk assets went up.
— Hence our expected returns have declined for almost every asset class.
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M E KETA 2021 Capital Markets Expectations

Year-over-Year Comparison

Year-over-Year Comparison

2020 Policy 2021 Policy
Asset Allocation % % Change
Expected Return 75 6.8 -0.68
Meketa Standard Deviation 12.7 13.1 +0.54
Sharpe Ratio 0.40 043 +0.03

e Meketa Investment Group's long-term (20-year) annualized expected return for the San Jose
Police & Fire Department Retirement Plan portfolio has decreased from 7.5% using our 2020
assumptions to 6.8% using our 2021 assumptions.

e The portfolio's expected standard deviation using Meketa expectations has increased from
12.7% to 131%. Plan adherence to the Investment Policy Statement guidelines for risk are
determined by Verus standard deviations, which are lower and will be discussed shortly in the
Asset Allocation Analysis item.
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M E KETA 2021 Capital Markets Expectations

Declining Interest Rates

Declining Interest Rates

e The US Treasury yield curve declined materially during 2020, driven by demand for
safe-haven assets (e.g, Treasuries), Federal Reserve polices (e.g. policy rate cuts and the
quantitative easing program), and weak US economic fundamentals.

e The change was most dramatic at the shorter end of the curve, but even longer-dated
maturities saw significant declines.
US Yield Curve Declines
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Source: Bloomberg. Data is as of December 31, 2020.
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M E KETA 2021 Capital Markets Expectations

Tighter Credit Spreads

Tighter Credit Spreads

e Credit spreads (the spread above a comparable Treasury) for investment grade and high
yield corporate debt tightened in 2020.

e Despite a widening of spreads at the outset of the pandemic, a combination of policy support
(by the Fed) and the search for yield led to a decline in spreads to below long-term averages.

e A tighter spread on top of an already low yield for Treasuries equals lower vyields for
corporate bonds and other riskier bonds.
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Source: Bloomberg. Data is as of December 31, 2020.
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M E KETA 2021 Capital Markets Expectations

Declining Rates and Tighter Spreads

Declining Rates + Tighter Spreads = Lower Yields

e The combination of declining rates and tight spreads resulted in lower yields across every
major sector of the global bond market.

Yield to Worst Yield to Worst
12/31/20 12/31/19

(%) (%)
Fed Funds Rate 01 1.6
10-year Treasury 093 192
Barclays Aggregate 112 2.31
Barclays Corporate 174 284
Barclays Securitized 124 253
Barclays Global Aggregate 083 145
Barclays EM Local Currency Government 320 372
Barclays EM Hard Currency Aggregate 320 445
Barclays US Corporate High Yield 418 519

Source: Bloomberg. Data is as of December 31, 2020 and 2019.
T EEEEEEEEEEEEEEEEEEEEEEEEE———
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MEKETA

Lower Yields Means Lower Future Returns

2021 Capital Markets Expectations

Future Returns

e This decline in interest rates matters because yields are a very good predictor of future

returns for bonds’, at least over a 10-year horizon.

YTW and Returns for Investment Grade

Bonds
e YTW  ===10-yr Forward Return
20%
15%
10%

5%

0%
£2°3"°3°"‘°°°33°32
oogoggoggsgggoogog
-reee - - - = = NN NN

25%
20%
15%
10%
5%
0%

YTW and Returns for High Yield Bonds

=—=YTW ~—10-yr Forward Return

1987

1989

1991

1993

1995

1997

1999

2001

2003

2005

2007

2009

201

" When predicting returns for bonds, default risk should also be taken into account. For example, defaults are why the return for high yield bonds have generally been below the

starting yield.
Source: Bloomberg. Data is as of December 31, 2020.
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M E KETA 2021 Capital Markets Expectations

Equities
Higher Prices for Equities

e After the initial downturn during the outset of the pandemic, stocks rebounded strongly and
finished the year well above where they started.

e Valuations based on both forward- and backward-looking earnings rose to levels not seen
since 2001.

S&P 500 Valuations?

= S&P Cydiically Adjusted P/E S&P Forward P/E
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1 Source: Bloomberg. Data is as of December 31, 2020.
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M E KETA 2021 Capital Markets Expectations

Non-US Equities

Higher Prices in Non-US Equities, too
e |tis not just US equities that saw a jump in PE ratios.
e EM equities had a strong 2020, led by Chinese stocks.

e EAFE equities lagged behind, but because they experienced a much larger hit to earnings,
their PE ratios likewise moved up.

Developed International Equity Cyclically Adjusted P/E! Emerging Market Equity Cyclically Adjusted P/E?
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1 Trailing 12-month EPS for MSCI EAFE dropped from 115.4 to 49.1 from December 2019 to December 2020.
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R ————————

MEKETA INVESTMENT GROUP Page 10



M E KETA 2021 Capital Markets Expectations

US Equities
Higher Prices Imply Lower Returns for Equities
e Relative prices have been indicative of future equity returns.
e Higher prices have led to lower future returns, and vice versa.
US Equities
Shiller CAPE vs. Forward 10-Year Returns
35
30 : ¢
[ J
o
2 25 o
[
[+ 4
a 20 R® = 0.5448
<
(8]
» 15
kT
& 10
5 o
0
-10% -5% 0% 5% 10% 15% 20% 25%
Forward 10-Year Return
Page 11

MEKETA INVESTMENT GROUP



M E KETA 2021 Capital Markets Expectations

Private Markets

Higher Prices in Private Markets, too

e EBITDA multiples are the closest proxy to a PE ratio for private equity.
— Like public markets, private markets have seen prices climb gradually higher.

e Real estate cap rates are similar to an earnings yield (the inverse of the PE ratio) for equities.
— Cap rates are indicative of future returns and have been gradually moving down.

Private Equity Multiples' Core Real Estate Cap Rates?
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! Source: S&P LCD Average EBITDA Multiples Paid in All LBOs. Annual figures, except for 2020 (YTD), as of September 30, 2020.
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M E KETA 2021 Capital Markets Expectations

The Big Picture

The Big Picture: Less Return for the Same Risk!

e The relationship between long-term return expectations and the level of risk accepted is not
static.

e We anticipate investors will have to take on greater levels of risk than they have historically if
they want to achieve the returns they have in the past.
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! Expected return and standard deviation are based upon Meketa Investment Group’s 2011 and 2021 Capital Markets Expectations.
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Our Process

R
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M E KETA 2021 Capital Markets Expectations

Our Process

Setting Capital Market Expectations

e Capital Markets Expectations are the inputs needed to conduct Mean Variance Optimization
("MVO"),

- MVO is the traditional starting point for determining asset allocation.

e Consultants (including Meketa) generally set expectations once a year.
- Our results are published in January, based on December 31 data.

e This process involves setting long-term expectations for a variety of asset classes for:
- Returns
- Standard Deviations
- Correlations (i.e, covariance)

e Our process relies on both quantitative and qualitative methodologies.

R
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M E KETA 2021 Capital Markets Expectations

Our Process

Asset Class Definitions

e We identify asset classes and strategies that are appropriate for long-term allocation of funds,
and that also are investable.
e Several considerations influence this process:
- Unigue return behavior,
- Observable historical track record,

A robust market,
- And client requests.

e We then make forecasts for each asset class.
- We created inputs for 86 “asset classes” in 2021.

R
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M E KETA 2021 Capital Markets Expectations

Our Process

Building 10-year forecasts

e Our first step is to develop 10-year forecasts based on fundamental models.
- Each model is based on the most important factors that drive returns for that asset class:

Asset Class Category Major Factors

Equities Dividend Yield, GDP Growth, Valuation

Bonds Yield to Worst, Default Rate, Recovery Rate
Commodities Collateral Yield, Roll Yield, Inflation

Infrastructure Public IS Valuation, Income, Growth

Natural Resources Price per Acre, Income, Public Market Valuation
Real Estate Cap Rate, Yield, Growth

Private Equity EBITDA Multiple, Debt Multiple, Public VC Valuation
Hedge Funds and Other Leverage, Alternative Betas

- The common components are income, growth, and valuation.

I
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M E KETA 2021 Capital Markets Expectations

Our Process

Some factors are naturally more predictive than others

Investment Grade Bonds Cash (90-day T-Bill)
Yield to Worst vs. Forward 10-Year Returns Yield vs. Forward 10-Year Returns
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M E KETA 2021 Capital Markets Expectations

Our Process

10-year Model Example: Equities
e We use a fundamental model for equities that combines income and capital appreciation.
E(R)=Dividend Yield + Expected Earnings Growth + Multiple Effect + Currency Effect

e Meketa Investment Group evaluates historical data statistically to develop expectations for
dividend yield, earnings growth, the multiple effect and currency effect.

e Our models assume that there is a reversion toward mean pricing over this timeframe.
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M E KETA 2021 Capital Markets Expectations

Our Process

10-year Model Example: Bonds
e The short version for investment grade bond models is:
E(R)=Current YTW (yield to worst)
e Our models assume that there is a reversion to the mean for spreads (though not yields).

e For Treasury Inflation-Protected Securities (“TIPS"), we add the real yield of the TIPS index to
the breakeven inflation rate.

e As with equities, we make currency adjustments when necessary for foreign bonds.

e For bonds with credit risk, Meketa Investment Group estimates default rates and loss rates in
order to project an expected return:

E(R)= YTW - (Annual Default Rate x Loss Rate)

R
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M E KETA 2021 Capital Markets Expectations

Our Process

Moving from 10-year to 20-year Forecasts

e Our next step is to combine our 10-year forecasts with projections for years 11-20 for each
asset class.
e We use arisk premia approach to forecast 10-year returns in ten years (i.e., years 11-20).

- We start with an assumption (market informed, such as the 10-year forward rate) for what
the risk free rate will be in ten years,

- We then add a risk premia for each asset class.

- We use historical risk premia as a guide, but many asset classes will differ from this,
especially if they have a shorter history.

- We seek consistency with finance theory (i.e, riskier assets will have a higher risk premia
assumption).

e Essentially, we assume mean-reversion over the first ten years (where appropriate), and
consistency with Capital Asset Pricing Model (“CAPM") thereafter.

e The final step is to make any qualitative adjustments.
- The Investment Policy Committee reviews the output and may make adjustments.

I
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M E KETA 2021 Capital Markets Expectations

Our Process

The other inputs: standard deviation and correlation

e Standard deviation:

- We review the trailing fifteen-year standard deviation, as well as skewness.

Historical standard deviation serves as the base for our assumptions.

If there is a neqgative skew, we increased the volatility assumption based on the size of the
historical skewness.

Asset Class Standard Deviation Skewness Assumption
Bank Loans 0.6% -2.3 9.0%

We also adjust for private market asset classes with “smoothed” return streams.

e Correlation:
- We use trailing fifteen-year correlations as our guide.
- Aagain, we make adjustments for “smoothed"” return streams.

e Most of our adjustments are conservative in nature (i.e, they increase the standard deviation
and correlation).
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M E KETA 2021 Capital Markets Expectations

Comparing the Results from 2021 to 2020

Rate Sensitive

2021 E(R) 2020 E(R) A from 2020
(%) (%) (%)
Cash Equivalents 11 24 -13 Lower rates
Investment Grade Bonds 18 30 -12 Lower yields
Long-term Government Bonds 25 32 -0.7 Lower vyields
TIPS 18 29 -11 Lower yields
Credit

2021 E(R) 2020 E(R) A from 2020
) ) )

High Yield Bonds 42 52 -10 Lower vyields and tighter spreads
Emerging Market Bonds (USD) 37 45 -08 Lower yields
Emerging Market Bonds (local currency) 39 48 -09 Lower yields
Private Debt 6.8 6.9 -0.1 Lower yields

R
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M E KETA 2021 Capital Markets Expectations

Comparing the Results from 2021 to 2020

Equities
A from
2021E(R) 2020 E(R) 2020
(%) (%) (%)
US Equity 6.8 74 -0.6 Higher price-to-earnings, lower dividend
US Equity Growth 6.3 NA NA Custom new asset class
US Equity Value 73 NA NA Custom new asset class
Developed Non-US Equity 71 79 -08 Higher price-to-earnings, lower dividend
Dev. Non-US Growth 6.8 NA NA Custom new asset class
Dev. Non-US Value 74 NA NA Custom new asset class
Emerging Market Equity 81 91 -10 Higher price-to-earnings, lower dividend
Emerging Market Growth 7.5 NA NA Custom new asset class
Emerging Market Value 88 NA NA Custom new asset class
Global Equity 71 78 -0.7 Higher price-to-earnings, lower dividend
Private Equity 91 94 -0.3 Higher prices, offset by lower borrowing costs
Buyouts 9.0 94 -04 Higher prices, offset by lower borrowing costs
Venture Capital 9.6 93 0.3 Higher earnings
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2021 E(R)

2021 Capital Markets Expectations

Comparing the Results from 2021 to 2020

Real Estate
REITs
Core Private Real Estate
Value-Added Real Estate
Opportunistic Real Estate
Natural Resources (Private)
Energy
Infrastructure (Core Private)

Infrastructure (Non-Core Private)

(%)
6.9

7.2
55
7.7
9.2
8.3
9.0
7.0
9.0

Real Assets

A from

2020 E(R) 2020
(%) (%)
75 -06
7.0 02
6.3 -08
84 -07
99 -07
88 -05
94 -0.4
6.7 03
9.1 -01

Lower cap rates

Higher yields
Lower cap rate, partially offset by lower cost of borrowing
Lower cap rate, partially offset by lower cost of borrowing
Lower cap rate, partially offset by lower cost of borrowing

Higher Prices

Lower prices offset by lower earnings expectations
Lower prices and lower cost of borrowing

Higher prices offset by lower cost of borrowing
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Comparing the Results from 2021 to 2020

Alternative Strategies (Other)

A from
2021 E(R) 2020 E(R) 2020
(%) (%) )
Hedge Funds 43 49 -0.6 Higher prices, lower yields
Commodities 37 43 -0.6 Lower collateral returns
US Inflation 21 26 -0.5
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Comparison to Peers

2020 Peer Survey

e Annually, Horizon Actuarial Services, LLC publishes a survey of capital market assumptions
that they collect from various investment advisors.’

e The Horizon survey is a useful tool to determine whether a consultant's expectations for
returns (and risk) are reasonable.

10-Year Average Meketa 10-Year 20-Year Average Meketa 20-Year

Asset Class
Cash Equivalents 16 05 2.3 13
TIPS 20 13 2.7 21
US Core Bonds 2.6 1.2 36 21
US High Yield Bonds 49 4.0 56 49
Emerging Market Debt 52 40 59 43
Private Debt 78 6.5 79 0.7
US Equity (large cap) 6.2 52 71 72
Developed Non-US Equity 0.8 74 75 78
Emerging Non-US Equity 79 84 84 88
Private Equity A 81 99 91
Real Estate 58 6.4 6.6 7.0
Infrastructure 6.9 6.4 7.3 6.4
Commodities 32 43 40 39
Hedge Funds 47 31 57 43
Inflation 20 18 2.2 2.2

' The 2020 survey included 39 respondents. The 10-year horizon included all 39 respondents, and the 20-year horizon included 18 respondents. Figures based on Meketa's 2020 interim CMEs.
R EEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEE———
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MEKETA

Disclaimers

These materials are intended solely for the recipient and may contain information that is not suitable for all
investors. This presentation is provided by Meketa Investment Group (“Meketa”) for informational purposes only
and no statement is to be construed as a solicitation or offer to buy or sell a security, or the rendering of
personalized investment advice. The views expressed within this document are subject to change without notice.
These materials include general market views and each client may have unique circumstances and investment
goals that require tactical investments that may differ from the views expressed within this document. There is
no agreement or understanding that Meketa will provide individual advice to any advisory client in receipt of this
document. There can be no assurance the views and opinions expressed herein will come to pass. Any data
and/or graphics presented herein is obtained from what are considered reliable sources; however, its delivery
does not warrant that the information contained is correct. Any reference to a market index is included for
illustrative purposes only, as an index is not a security in which an investment can be made and are provided for
informational purposes only. For additional information about Meketa, please consult the Firm's Form ADV
disclosure documents, the most recent versions of which are available on the SEC's Investment Adviser Public
Disclosure website (www.adviserinfo.sec.gov) and may otherwise be made available upon written request.
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