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OVERVIEW

Cinderella Man

In 1929, James J. Braddock was an up-and-coming fighter. With a record
of 35-5-6, he challenged Tommy Loughran for the Light Heavyweight
championship and lost in a 15 round decision. After the fight, Jim fell on
hard times losing 16 of the next 26 fights and what savings he and his wife
(Mae) had accumulated were lost during the Great Depression. Jim
became resigned to fighting in small clubs and working on the docks just
to try and get by. The once great fighter went from fighting in front of
tens of thousands in Madison Square Garden to not having enough
money to keep the electricity on and feed his children in a very short
period of time.

Then, long-time friend and manager Joe Gould offered Jim a fight versus
Corn Griffin who was expected to challenge for the title after the next
fight. Jim was brought in as “meat” since Corn’s original challenger had
pulled out at the last moment. Jim was not expected to make it out of the
first round. The thing is, nobody told Jim he was supposed to lose. Jim
shocked everyone by knocking out Corn in the 3™ round. With the win,
Joe Gould was able to get Jim another fight against another contender,
John Henry Lewis. Again, Jim was supposed to lose badly. Again, Jim won.
Another fight was arranged between Jim and Art Lasky with the winner
getting a title shot. Jim beat Art by unanimous decision in 15 rounds. The
stage was set, Jim was going to fight Max Baer for the title. But Max was
no ordinary fighter. Max had killed two other fighters in the ring and was
as dominant and brutal of a fighter as one could imagine (think Mike
Tyson and Floyd Mayweather combined).

Jim did not listen and fought Max for the title in 1935. By then, Jim had
become the people’s champion and everyone’s hopes rested with him.
Jim fought Max over 15 grueling rounds and won by unanimous decision
to become the Heavyweight Champion. Jim’s rise against all odds earned
him the nickname Cinderella Man and his story is told through the Ron
Howard movie “Cinderella Man.” What we’re told to expect, what
appears a near certainty, does not always materialize. Rather than
listening to what others tell us, let’s decide for ourselves.

Not What You Were Expecting?

For the past 4 years, the Federal Reserve has been telling us to expect
GDP growth of 3-4 %, however the actual result has been growth in the 2-
2.5% range. The promised potential of QE has yet to materialize. But it’s
not just the Fed with a poor forecasting track record. Investment
strategists and investment surveys have a wonderful track record of being
bullish at equity market tops and bearish at bottoms. Poor forecasting is
not limited to the economy or equities: poor interest rate forecasting has
reached impressive proportions. For over 10 years, economists have told
us to expect higher rates, despite the small fact that rates have moved
steadily lower. Further, unlike other financial markets where
bullish/bearish sentiment rarely reaches in the 90% plurality, bearish
sentiment in bonds has been so pervasive that 90-100% sentiment has
been common. Rather than listening to others’ forecasts, let’s take a look
at the data and see what it tells us about the state of the economy and
the equity, bond, currency, and commodity markets.
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OVERVIEW

The Noise of The Economic Cheerleaders

For the past few years, we’ve graded the U.S. economy as a C/C- and
recent data provides us no reason to change. Why hasn’t growth
improved from being just average? Isn’t the labor market doing better
along with the ISM and the manufacturing sector?

While the economic cheerleaders on CNBC excitedly discuss the payroll
report — as if a 200k payroll number is the key to help the economy finally
reach escape velocity — we would calmly remind everyone that payrolls
have been contained within a +100-300k range since 2010, and these
200k reports are just average. Further, what’s average today would have
been a disaster 30 years ago.

In the early 1980s, along with bad haircuts and one hit wonders, the U.S.
economy had about 90 million people in the payroll survey. Now, we have
about 140 million (or just over 1.5x more workers today than in the
1980s). When the recession ended in the early 1980s, the economy was
producing about 400-500k jobs/month. Today, with more than 1.5x more
workers, we’re only able to generate 209k. These two facts are combined
by looking at the employment population ratio. What economists are
calling great numbers today would be considered a complete disaster in
the 1980s and 1990s.

If you ask an economist to name the two most important economic
indicators, they’ll likely say initial jobless claims and ISM. Since the early
1980s, ISM correlated well with GDP. However, since the Great Recession,
the correlation has fallen apart. ISM will not provide the data to their
index, but an active theory in the markets is that several firms in the index
went bankrupt during the Great Recession and were subsequently

removed from the index. What’s left are the stronger companies with
better growth prospects, which leaves the index with a positive bias. To
be clear, the manufacturing sector has been and remains supportive to
growth. However, we need to understand that the historical relationship
between ISM and GDP has changed and the forecasts need to be
adjusted.

Are You Seeing What I’'m Seeing?

The housing market has been improving — both in terms of price and
volume. New and existing home prices are either above or near their
2007 peaks; however, total units sold are well below their peaks. How is it
that prices have improved more significantly than volume? There are
several reasons:

Mortgage lending standards have eased, but they remain fairly
tight

Homes remain affordable, but less so over the past 2 years
Most importantly, housing inventory remains low

Various measures of housing inventory all tell the same story — reduced
supply. Even the much feared shadow inventory has moved consistently
lower since peaking in 2009.

We’ve all heard/read about the top 1% vs. the 99%. We wondered if the
same was true in the housing market. To be honest, there isn’t much data
to determine if the hypothesis was true or not. Bloomberg ran an article
showing if you own a house worth $1 million or more, prices have
increased 4%, but below $100k they’ve fallen 14.5%. How is that
possible? These are national statistics and our local/anecdotal evidence
might not be the same experience as others are having.
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I'll Have What They’re Having

According to an NBC News/WSJ poll, 57% of Americans still think the U.S.

economy is in a recession. While we’ve not been overly excited about
U.S. growth (C/C- grade), we’ve hopefully been clear that growth is still
positive (2-2.5% GDP). How is it possible that the majority of Americans
believe we are still in a recession? Much like housing where our
local/anecdotal experience may be quite different than the rest of the
country — we cannot assume our daily life experience is similar to others
in different parts of the country.

According to data provided by the BEA, the economic growth experience
by state has been quite varied. Of course, North Dakota jumps off the
map with 9.7% growth — driven by the Bakken oil field. Oil production in
North Dakota is booming and thanks to fracking/horizontal drilling, U.S.
crude oil production has rebounded from a 38-year decline. Economists
estimate the increased oil production has added between 0.5-1% to
national GDP. So if the economy is producing 2-2.5% GDP and increased
oil production accounts for 0.5-1% of the growth, the picture of why 57%

of Americans still think the economy is in a recession becomes more clear.

You Can’t Eat GDP

To the average family, GDP matters very little. You can’t feed your family
with GDP; what matters is real income. Much like GDP by state, income
gains by state vary greatly. The area surrounding the Bakken oil fields has
shown tremendous income gain, while most other states’ income growth
has been negative.

Further, when looking at hourly real wage growth since 2007, if you are in
middle America, you’ve experienced a decline in real hourly earnings of

0.4-0.6%. While if you in the top 30%, you’ve experienced gains of 0.1-
0.2%.

The Fed, aware of this problem, has attempted to offset declines in real
wages with a wealth effect (higher stock prices). Unfortunately, rising
stock prices have only stretched the income gap further as the top 10%
have experienced increases in wealth while the rest have experienced a
decline.

But do not despair, there are other ways to spur consumption, such as
credit growth.

Ringing the Bell

We have stated for the past several years, the key to both economic
growth and inflation is wage and credit growth. As we’ve already
discussed, the labor market remains positive but unable to generate
significant wage gains. Mortgage credit lending has improved, but slowly.
However, non-mortgage lending standards have eased more significantly
and both auto and student loans have experienced fairly rapid expansion
over the past several years.

Since 2009, auto loans have increased 69%, with subprime auto loans
increasing 93%. While the growth in subprime auto lending is both
impressive and scary, subprime lending has yet to reach the peaks set in
2006. Further, there does not appear any immediate credit concerns as
auto loans that are 90-day or seriously delinquent have remained fairly
steady at 7.65%.

More impressive than the growth in auto/subprime auto lending is the
growth in the student loan market. Since 2009, student loans have grown
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OVERVIEW

from nearly $700 billion to nearly $1.2 trillion. The DOE estimates
students will borrow over $100 billion each year. Unlike the auto loan
market where delinquencies remain fairly low, student loan delinquencies
have increased significantly from nearly 20% toward 40%.

Credit expansion remains a critical component to generating self-
sustaining economic growth. While the majority of household credit
remains focused on mortgage loans where credit standards remain fairly
tight, other sectors of the credit market have improved. It’s clear credit
growth cannot be led by student loan and if growth is going to move
forward, the easier credit conditions must translate to the home loan
market.

Europe: Fallen Off the Horse

Over the past 4 years, Eurozone growth has been anemic, with little to no
growth. Comparing actual GDP growth relative to potential, we can see
that since the credit crisis, Euro growth has failed to recover. Is it any
wonder Eurozone unemployment remains high and short-term rates
negative? In fact, 11 of the 17 Eurozone countries had negative 2-year
note yields.

How has the ECB responded? At first they promised to do “whatever it
takes.” The markets responded by staging a relief rally as equities moved
higher and interest rates moved lower. All the while, the ECB balance
sheet moved steadily lower as their promise to do “whatever it takes”
was enough and no real action was necessary. However, with a
contracting balance sheet (less monetary stimulus), inflation also moved
steadily lower and with YoY CPI at just 0.3%, the market has become
concerned about the real threat of deflation in Europe.

Again the ECB responds by announcing plans to revive growth and reduce
the risk of deflation (notice the reactionary nature of the ECB). The ECB
plan would include the purchase of up to $1 trillion in ABS securities.

Similar to the reaction following the announcement to do “whatever it
takes,” the initial market reaction was relief with the equity market
moving higher. However, after the initial relief, the market began to
wonder about exactly how the program could be implemented with the
annual Euro ABS issuance of approximately $200 billion. Even if the ECB
purchased 100% of the annual issuance, the plan would take 5 full years
to implement — not exactly the size or timing the market was expecting.
The ECB responded by acknowledging they may not be able to implement
the entire S1 trillion program.

The ECB stimulus programs have promised a great deal, but the
implementation seems to struggle when compared to the U.S. programs.
We should not assume the various central bank stimulus program will be
implemented with similar success or market impacts.

Japan: Déja Vu All Over Again

Shinzo Abe was elected Prime Minster of Japan in December 2012, and
despite the promises of Abenomics, Japan’s GDP has grown very little.
Much like the reaction in Europe to the various ECB promises, the
reaction in Japan to Abenomics was remarkably positive as we’ve
highlighted in prior QRRs. However, recent economic and market activity
has been a concern.
The good news is the QE experiment in Japan has pushed both inflation
and GDP higher. The bad news is the Japanese government has instituted
a tax hike similar to the one implemented in 1997. In both the 1997 and
2014 tax
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hikes, consumption in the quarter prior to the hike going into effect,
increased significantly. In both 1997 and 2014, following the quarter of
high consumption growth, consumption and GDP both fell significantly.

So far, the equity markets have behaved in strikingly similar form to 1997
— moving higher into the tax hike (as growth and consumption expand)
only to later drop off significantly as growth and consumption decline.
Inflation has moved above the 2% Bank of Japan target, but it has failed to
translate into higher real income or home prices. The net result is that the
consumer is increasingly getting squeezed.

The Japanese economy is at an important juncture — stay tuned.
A Bull in a China Shop

The quality of Chinese economic statistics has always been “questionable”
— with some figures not quite adding up. To gain a picture on what true
GDP might look like, Bloomberg recently created a monthly GDP index
(using an econometric model of various measures). According to the
Bloomberg estimate, Chinese GDP is currently tracking at 6.3% compared
to the reported 7.5% GDP. The difference is not surprising as the Citigroup
Surprise index, which shows that economic statistics have been coming in
below expectations, generally matches the trend lower of most economic
measures.

However, before we get all bearish on China, we should note GDP has
generally tended to follow the market. Unlike the U.S. where equity
markets have been near their all time peaks, the Chinese equity market
has been close to its 2009 lows. Additionally, according to a trend
indicator, the market could be putting in an important bottom, which
could lead to improved growth expectations.

While the expectations for Chinese growth have been high, we would
note how poor the equity market has performed relative to the rest of
the world. While we are not saying we expect positive returns from the
Chinese markets, we would not be surprised to see the Chinese market
begin to outperform some of the developed markets.

All Hat, No Cowboy

Since 2009, capital market performance has been absolutely amazing with
all asset classes producing positive cumulative total returns. With the
recent decline in small cap stocks, high yield has taken over as the best
performing asset class. The worst performing asset class has been
commodities followed by Treasuries.

How likely are the positive total returns to continue? There are various
ways to measure the health of a market: breadth, depth, volume, etc.
When it comes to volume, one rule of thumb is used around the street,
volume = conviction. Makes sense, if someone believes in something
they'll buy more of it. However, since the 2009 low, as equity prices have
move ever higher, trading volume has moved significantly lower. In fact,
since 2001, higher trading volume has occurred on the declines and lower
volume on the rallies.

But it’s not just equities; in the fixed income markets, while spreads have
moved tighter, the inventory dealers that are willing/able to carry have
steadily declined. The unwillingness/inability to carry inventory has
important implications on fixed income liquidity should spreads start to
widen.
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Miracle Grow for Equities

How have equities managed to move higher in price with lower volumes
(implying less conviction)?

As we discussed in prior QRRs, the correlation between stock prices and
the Fed balance has reached an amazing 96%. During periods of QE, the
S&P 500 is up 153%, without QE it’s down 28%. Despite comments about
the labor market or inflation, Fed QE policy is clearly related to the equity
market drawdowns. The Fed does not appear to have the stomach for an
equity market drawdown as the various stages of QE have been
consistently implemented following a declines of 5% or greater. Is the
current drawdown of 7.4% enough to change the QE taper?

The high degree of correlation between the Fed balance sheet and
equities explains at least part of the gains. What other factors might
contribute? GDP, corporate sales growth, earnings? As discussed above,
GDP growth has been average and certainly doesn’t explain the explosive
equity growth. Corporate sales growth has broadly followed GDP and
likewise does not explain the returns. Earnings growth, however, has
posted a 133% growth rate since 2009. How are we to explain the rather
punk sales growth with the tremendous earnings growth?

Engineered Earnings

If topline sales growth is roughly in line with average GDP growth, how
can corporations grow earnings and EPS? As we’ve discussed in prior
QRRs, earnings have grown as a function of several factors including lower
interest rates, reduced tax obligations, increased productivity, and
currency (more on that in a moment). But with the growth rate in
earnings slowing, how

can they grow EPS? Simple, buy back stock and reduce the number of
shares outstanding. In 2013, companies in the S&P 500 spent $500 billion
in stock buybacks and they’re poised to spend nearly $600 billion in 2014
(above the $589 billion peak in 2007). The market has generally rewarded
companies engaged in share buybacks as the total return has exceeded
the S&P 500 index substantially.

As a case in point, let’s look at IBM:

Since 2007, IBM has experienced NO revenue growth. They started
around $98 billion, they’re still at $98 billion

Earnings are up 57% and EPS is up 140%

IBM has been recycling earnings and issuing new debt to fund share
buybacks

Growth in EPS has had nothing to do with selling more products
and everything to do with financial engineering

Expect Change — Unless It Remains the Same

One factor we’ve heard a lot about this quarter as a potential impact to
earnings is the dollar strength. Since July 1, 2014, the dollar rallied almost
9%, an impressive move to be sure. With the strength in the dollar, some
have commented the move will negatively impact earnings (due to the
translation impact).

Of the 500 companies in the S&P 500, roughly 200 report foreign sales —
roughly 90 of which report foreign sales as zero. Of the remaining 110
companies reporting a non-zero number for foreign sales, the correlation
between returns and the percent of revenues coming from overseas is
only 8%. In other words, the market is not discriminating based upon
exposure
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to the dollar. If the dollar strength continues, the impact could be greater,
but for now, it’s too short-term.

What's driving the dollar strength? While interest rate differentials can be
an important driver of FX, the driver of recent dollar strength has more to
do with expected changes in central bank balance sheets. As the Fed is
exiting QE, the ECB is at least trying to implement some type of QE
(although we question their ability to implement).

Playing the Earnings Game

If we want to strip out the effects of the earnings game, we can look at
operating income. Since 2010, S&P 500’s net operating income growth
rate has trended lower from approximately 40% to the current 7%. We
can further break down the operating income growth into financial and
non-financials. Financials have clearly experienced a much higher growth
rate than non-financials. Why is this important? About 80% of the S&P
500 is composed of non-financials and if they’re only able to grow at 3-
4%, it further reinforces the idea of average growth.

As we move into Q3 earnings season, we see the same pattern emerging
— start off with 10-11% earnings growth expectations. As the reporting
seasons draws closer, revise down the estimate toward 5-6%, and then
surprise, most companies beat expectations and the earnings call can
start off with the same line: “great quarter guys.” It’s a game and
everyone knows it’s a game as shown in the beat rate.

CNBC makes it sound like the hurdle rate for a good quarter is 50% beat
rate, but since 2009, the average beat rate is 73%. Further, since the Fair
Disclosure Regulation was enacted, the beat rates have ALWAYS been
above 50%, even in 2008 (when we had the biggest collapse of earnings
since they began recording them in the 1930s following the SEC act).

Riding the Bull Until It Bucks

Recent market turmoil has brought into question whether the bull market
trend will continue. Small cap stocks have significantly underperformed
large cap stocks, high yield spreads have pressed wider, and the total
return in Treasuries are producing one of the best years in history.

Comparing small cap stocks (Russell 2000) to large cap stocks (Russell
1000), we can see they’ve generally trended together. However, over the
past few months, small cap stocks have underperformed more than at
any point since 2009 — indicating a significant change in trend.

However, before we place too much emphasis on one market, we would
highlight that other areas (such as large cap and tech stocks) have yet to
show a strong trend reversal. We acknowledge they are no longer bullish,
but are reserving judgment until the trends indicate a stronger reversal in
trend. Stay tuned.

The Happy Bull (No Longer Lonely)

Interest rates have generally confounded economists and investors for
years. Sentiment has remained bearish despite the continued move lower
in rates. In May 2013, the Fed introduced the idea of tapering, and the
market reaction was quick and severe as the 10-year rate moved sharply
higher from 1.6% to 3%. As a result, the total return of 30-year Treasuries
in 2013 was one of the worst in history.

Since then, economists and investors have remained bearish - despite
rates moving lower and producing one of the best total return years in
history. Seemingly, those bearish bonds have been waiting for the rate
rise that already took place in 2013.
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On October 15, 2014 we experienced one of the most volatile trading
days ever in Treasuries as the bears finally capitulated. Interest rates fell
nearly 35 bps in the first few hours of trading, only to move back higher
by 30 bps by the end of the day.

Market Outlook:

Has the recent market turmoil changed the investment outlooks? We
remain cautious on U.S. equities as valuations remain rich and the trend
has turned from neutral to slightly bearish. Will a 10-15% correction shift
QE policy and support higher prices? This remains an open question and
recent experience teaches us that anticipating a trend change in equities
is of little value.

Our outlook for interest rates has moved from bullish to neutral with our
long-standing target of 2.25% on 10-year Treasuries having been reached.

With historically rich valuations and credit spread trends moving wider,
we continue to be cautious on the credit markets. Further, we note
market liquidity has started to become even more constrained. We
continue to prefer a slight underweight in credit in favor of similar risk in
equities for better liquidity.
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NOT WHAT YOU WERE EXPECTING?
What we expect or what we’re told to expect does not always
materialize. Federal Reserve Forecast of U.S. GDP

The Federal Reserve has told us for the past 4 years to expect GDP
growth of 3-4%; however, the actual result has been growth in the 2-

4%
2.5% range.

Investment strategists and investment surveys have a wonderful track
record of being bullish at equity market tops and bearish at bottoms.

. . 3%
Economists have told us to expect higher rates for over 10 years,
despite rates moving steadily lower. Unlike other markets where

bullish/bearish sentiment rarely reaches in the 90%, bearish sentiment

in bonds has been so pervasive that 90-100% sentiment has been 2%

common.

Rather than listening to others’ forecasts, let’s take a look at the data

and see what it tells us about the state of the economy, and the equity, 1%

bond, currency, and commodity markets. Mar-10  Oct-10 May-11 Dec-11  Jul-12  Feb-13  Sep-13  Apr-14

Source: Federal Reserve, Bloomberg, Wurts
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THE NOISE OF THE ECONOMIC CHEERLEADERS

For the past few years, we’ve graded the U.S. economy as a C/C- and
recent data provides us no reason to change.

The economic cheerleaders on CNBC excitedly discuss the payroll
reports as if a 200k payroll number is the key for the economy to finally
reach escape velocity. As we’ve stated in the past, payrolls have been
contained within a +100-300k range since 2010, and these 200k reports
are just average.

Moreover, compared to the 1980s when the U.S. economy had about
90 million people in the payroll survey versus the current 140 million
(just over 1.5x more workers today than in the 1980s), the economy
was producing about 400-500k jobs/month, with 1.5x LESS workers.
These two facts are combined by looking at the employment
population ratio. What economists are calling great numbers today
would be a complete disaster in the 1980s.

The ISM reports have generally been positive and used to be a good
indicator for economy growth. However, since the Great Recession the
correlation with GDP has fallen apart.

ISM - Not What It Used to Be

The Labor Market — Growing But Not Enough
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ARE YOU SEEING WHAT I'M SEEING

New and existing home prices are either above or near their 2007
peaks. However, total units sold are well below their peaks. Why? Home Prices vs.VYolume

There are several reasons:
Mortgage lending standards have eased a bit, but remain fairly tight
Homes remain affordable, however they have become less
affordable over the past 2 years
Mostly importantly, housing inventory remains low

Various measures of housing inventory all tell the same story — reduced

supply. Even the much feared shadow inventory has moved
consistently lower since peaking in 2009.

We’ve all heard/read about the top 1% vs. the 99%. We wondered if
the same was true in the housing market. According to Bloomberg, if
you own a house worth S1 million or more, prices have increased 4%,
but below $100k they’'ve fallen 14.5%. What? How is that possible?
These are national statistics and our local/anecdotal evidence might not
be the same experience others are having.

Home Inventory
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l1’LL HAVE WHAT THEY’RE

According to a NBC News/WSJ poll, 57% of Americans still think the U.S.
economy is in a recession. We’ve not been overly excited about U.S.
growth (C/C- grade), but hopefully we’ve been clear growth is still
positive (2-2.5% GDP).

Much like housing where our local experiences may be different,
growth by states has been quite varied. Of course North Dakota jumps
off the map with 9.7% growth — driven by the Bakken oil field.

Oil production in North Dakota is booming and thanks to fracking and
horizontal drilling, U.S. crude oil production has rebounded from a 38-
year decline. Economists estimate the increased oil production has
added between 0.5-1% to national GDP. So if the economy is producing
2% GDP and increased oil production accounts for 25-50% of this
growth, the picture of why 57% still think the economy is in a recession
becomes more clear. Surrounding the Bakken oil field, growth is
booming with significant labor market shortages. Whereas in the
northeast, growth has been anemic.

Total U.S. Field Production of Crude
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YOU CAN’'T EAT GDP

To the average family, GDP matters very little. You can’t feed your
family with GDP; what matters is real income. Much like GDP by state,
income gains by state vary greatly. The area surrounding the Bakken oil
fields has shown tremendous income gain, while most other states’
income growth has been negative.

Further, when looking at hourly real wage growth since 2007, if you are
in middle America, you’ve experienced a decline in real hourly earnings
of 0.4-0.6%. While if your income falls within the top 30%, you’ve
experienced gains of 0.1-0.2%.

The Fed, aware of this problem, has attempted to offset declines in real
wages with a wealth effect (higher stock prices). Unfortunately, rising
stock prices have only stretched the income gap further as the top 10%
have experienced increases in wealth while the rest have experienced a
decline.

There are other ways to spur consumption, such as credit growth.

Annual % Change in Hourly Real Earning

(2007 - 2014)
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Change in Income by State

Percent change by state
in 2012 inflation-adjusted
dollars

0.0to 23.3
-4.9to -0.1
-9.9 10 -5.0
-19.1 0 -10.0

U.5. percent is -6.6

0__100Miles

= Note: All state changes from 2000 to 2012
are significantly different at the 00%

=) confidence interval except Hl, 1A, MA, MD,
ME, MT, NE, NM, VA, VT, and WV.

Lo Source: U.S. Census Bureau, 2000 and 2012 American Ci Survey.

Sources: BLS, Federal Reserve, Bloomberg, Wurts

Wealth Distribution
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Sources: Economics Policy Institute, Federal Reserve, Bloomberg, Wurts
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RINGING THE BELL

Non-mortgage lending standards have eased — allowing for a fairly
rapid expansion in both auto and student loans.

Non-Mortgage Household Debt

Subprime auto lending has spiked over the past 5 years accounting for
just over 20% of all new loans. While auto loans have increased by $371
billion through June 2014 (up 7.4% since last year and 69% since 2009),
subprime auto loans are up by 93% since 2009. While the growth is : : : : : :
both impressive and scary, subprime lending has yet to reach the peaks y = : - : g e
set in 2006. Further, auto loans that are 90-day or seriously delinquent ' ' ' : " : :
have remained fairly steady at 7.65%.

More impressive than the growth in auto/subprime auto lending is the : ; : : : ' : :
growth in the student loan market. Since 2009, student loans have |- : : ; ; ; =:tu'fcge['{’:a';iﬂa“
grown from nearly $700 billion to nearly $1.2 trillion (168% growth). ; ' ' ' : : B Credit Card

The DOE estimates students will borrow over $100 billion each year. [T i o i M Home Equity Revolving

Unlike the auto loan market where delinquencies remain fairly low, - - - - - - - - - - -

student loan delinquencies have increased significantly from nearly 03| 04 | 05 | 06 | 07 | 08 | 09 | 10 | 11 | 12 | '13 | 14
20% toward 40%. Sources: Federal Reserve, Bloomberg, Wurts
Auto Loans by Credit Score
30 B student Loan
M Auto Loan
25 | M Credit Card
B Home Eguity Revelving
20 A
15
10
5 T T T T T T T T T T T T T

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2011 2012 2013 2014

e SUbprime  sss===620 - 659 =660 - 719 720 -759 w760+

Sources: Federal Reserve, Wurts Sources: Federal Reserve, Bloomberg, Wurts
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EUROPE: FALLEN OFF THE HORSE

Over the past 4 years, Europe has experienced little to no economic
growth. Comparing actual GDP growth relative to potential, we can see
that since the credit crisis, Euro growth has failed to recover. Is it any
wonder Eurozone unemployment remains high and short-term rates
negative? In fact, 11 of the 17 Eurozone countries have negative 2-year
note yields.

Recently the ECB announced plans to revive growth and reduce the risk
of deflation. As the ECB balance sheet has continued to contract, so has
inflation. With YoY CPI at just 0.3%, the market has become concerned
about the real threat of deflation in Europe. The ECB plan would
include the purchase of up to $1 trillion in Euro ABS. The initial market
reaction was relief with the equity market moving higher. However,
after the initial relief, the market began to wonder about exactly how
the program could be implemented with the annual ABS issuance of
approximately $200 billion. The ECB responded by acknowledging they
may not be able to implement the entire S1 trillion program.

Inflation or the Lack Thereof

B Harmonized 'CPT Yo¥ on 9/30/14 (R2)
J M 5 'fr 5 YrForward Inflation Swap (L1)
I ECB Ealance Sheet (R1)

2010 2011 | 2012 | 2013 2014

Sources: Eurostat, ECB, Bloomberg, Wurts

Growth - I’'ve Fallen & Can’t Get Up

-_ M Eurczone GOP (R1) |
M Ratic Actual v Potential Eurc GDP on 1/1/14 {L!.:l

[, ' -ttt ittt ~ ~~ -~ =~~~ =~~~ """ """ = -5.0
'1595-155% | 2o00-2b04 | Tzods-2bos | 2olo-2dig

Sources: European Commission Eurostat, Bloomberg, Wurts

Europe ABS Issuance

1,200 “We will certainly
1,000 not be in a position
to buy all of it...so
800 we’ll only buy part.”
600
400
200
|
, = = M A EEEEREEECEEC
1999 2001 2003 2005 2007 2009 2011 2013
m Auto Consumer H Credit Cards Other ABS
mCDO H CMBS H RMBS B Small Business

Sources: ECB, Eurostat, Wurts
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JAPAN: DEJA VU ALL OVER AGAIN

Since Abe was elected in December 2012, Japan’s GDP has grown very
little. Despite the initial positive reaction of Abenomics, recent
economic and market activity has been a concern.

GDP & Consumption

Similar to the tax hike implemented in 1997, the initial spike in : : ; ¥ I"WAR : A :
consumption and GDP is followed by a significant decline as seen in Q2 ; '
2014.

The current market reaction has been remarkably similar to 1997 as , , ,
well — as initial excitement over GDP gives way to disappointment and :
concern. ' ' ' '

Inflation has moved above the 2% Bank of Japan target, but it has failed ' | i | ' ]
to translate into higher real income or home prices. The net result is ' ' ' ' A{be Elécted

that the consumer is increasingly squeezed. B .GDP QoQ-(R2) oot TR U I
B Households Consumption : : :

2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014

Sources: Ministry of Internal Affairs & Communication, Bloomberg, Wurts

The Japanese economy is at an important juncture — stay tuned.

History Doesn’t Repeat, But It Rhymes

22000 o | | 1 Mol T B S
21000 : : : :
20000 15750 + N S 0 N I - g
19000 ! "ih 14750
18000 b
17000 13750
16000 12750
15000 11750 | M Consumer Confidence\(R1) :
14000 1M Resl Household 1 o¥fon 8/31/14 (L1) - =30
_ | M Home Prices YoY an 6/3 (L1} :
13000 ——— T T T T 10750 109 M Japan CPI Nationwide Yo - Last Price on 8/31/14 (L1) I
e Nikkei (1997 - 1998) (Left) === Nikkei (Present) (Right)
2005 [ 2006 | 2007 [ 2008 | 2009 [ 2010 | 2011 | 2012 | 2013 | 2014
Sources: TSE, Bloomberg, Wurts Sources: Bank of Japan, TSE, Bloomberg, Wurts
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A BULL IN THE CHINA SHOP

The quality of Chinese economic statistics has always been
“questionable.” Bloomberg recently created a monthly GDP index
(using an econometric model of various measures) to track “true” GDP.
According to the Bloomberg estimate, Chinese GDP is currently tracking
at 6.3% compared to the reported 7.5% GDP. The difference is not
surprising as the Citigroup Surprise index has moved lower along with
most economic measures.

M GDP Yo¥ % on 643014 (R1) N 13.00
B Blogmberg GDP Estimate Yol off 8/31/14 ... :
Cibigoup- Sugprise Index: (11) B ESRERERE SLLEEEE 12.00

However, before we get all bearish on China, we should note GDP is
closely related to the equity market. Unlike the U.S. where equity
markets have been near their all time peaks, the Chinese equity market [ =030 :
has been close to its 2009 lows. Additionally, according to a trend | |7
indicator, the market could be putting in an important bottom, which
could lead to improved growth expectations.

' ' ' ' '
........ hooooooooonoaconnchoonooon A sooooodjooooaoonnoaoonoodbanonoonoononoonndns b
v v 0 v ]

05 ‘ 08 ‘ 07 ‘ '08 ‘ 09 | 10 | 11 ‘ 12 ‘ 13 ‘ ‘14 |

Sources: National Bureau of Statistics of China, Citigroup, Bloomberg, Wurts

Consumer

M Retail Sales Yo (R1)

________ B Auto Sales YoY (L1} [ 220
: ; Real Estate (R2) [

= 24,0

005 | 200 200 200 200 2010 | 2011 | 2012 | 2013 | 2014 2005 2006 200 2008 2009 2010 2011 2012 2013 2014

Sources: National Bureau of Statistics of China, Bloomberg, Wurts Sources: Shanghai Index, Bloomberg, Wurts
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GLOBAL MACRO CONCLUSIONS

What we’re told to expect does not always materialize. Since the end of the Great Recession, the Federal
Reserve and economists have told us to expect 3-4% GDP growth, but the actual result has been 2-2.5%.

The economic cheerleaders on CNBC excitedly discuss the latest payroll report, which is little more than
average, as if it was the missing link to explain why growth has consistently disappointed.

Growth and income distribution in the U.S. is not even — with growth in the region surrounding the
Bakken oil fields surging over the past few years, while other regions of the U.S. have not.

European growth remains anemic with historically high unemployment rates and deflation becoming a
greater threat. The ECB has responded with the promise of another package. Will the ECB be able to fully
implement the stimulus and will it be enough to stimulus for growth and inflation? We have our doubts.

The initial response to QE in Japan was positive — with both growth and inflation moving higher. However,
similar to 1997, the government has instituted a tax hike, pulling forward consumption (improving GDP)
and the financial markets. However, in both 1997 and 2014, in the quarter following the implementation
of the tax hike, consumption and GDP declined significantly.

China has struggled to maintain GDP at their targeted 7% — with some estimates showing GDP is currently
tracking below 7%. However, given the valuation of the equity market, there may be light on the horizon.
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CAPITAL MARKETS
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ALL HAT, NO COWBOY

Since 2009, capital market performance has been absolutely amazing
with all asset classes producing positive cumulative total returns. With
the recent decline in small cap stocks, high yield has taken over as the

Cumulative Total Return Since 2009

best performing asset class. The worst performing asset class has M Dow Industrial M 5&P/TSX
o . M Russell 2000 M 10 ¥r Treasury
been commodities, followed by Treasuries. B EAFE High Yield

How likely are the positive total returns to continue? There are EM Commodities

various ways to measure the health of a market: breadth, depth,
volume, etc. When it comes to volume, one rule of thumb is used
around the street, volume = conviction. Makes sense, if someone
believes in something, they'll buy more of it.

However, look at trading volume in the Dow relative to prices. Since
the 2009 low, prices have moved steadily higher while volume has
moved lower.

In fixed income, while spreads have moved tighter, the inventory
dealers that are willing/able to carry has steadily declined. The ‘ ‘ ‘ ‘ ‘
unwillingness/inability to carry inventory has important implications 200 2010 2011 2012 2013 2014
on fixed income liquidity should spreads start to widen. Source: Dow Jones, Russell, MSCI, TSX, Barclays, D] UBS, Bloomberg, Wurts

Equities: Volume = Conviction?! Fixed Income Dealer Inventory

B Dow Industrials (R2) 2
M Dow Volume (R1)

$350,000
$300,000
: . , , . $250,000
oo Lo | TR AT | (R A 300 $200,000

$150,000
$100,000
$50,000

_______________________________________________________________________________________ 2001 2003 2005 2007 2009 2011 2013
T — T T T Agencies (L) MBS (Agency & Non-Agency) (L)
1595-155% 000-200 2005-200 2010-2014 Corporate (IG & HY) (L) ——— HY Spread (Inverted( (R)

Source: Dow Jones, Bloomberg, Wurts Source: New York Federal Reserve, Bloomberg, Wurts
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MIRACLE GROW FOR EQUITIES

How have equities managed to move higher in price with lower
volumes (implying less conviction)?

As we discussed in prior QRRs, the correlation between stock prices
and the Fed balance has reached an amazing 96%. During periods of
QE, the S&P 500 is up 153%, and without QE the S&P 500 is -28%.

The Fed has fairly consistently implemented various stages of QE as
the equity market experiences a drawdown. Is the current drawdown
of 7.4% enough to change the QE taper?

The high degree of correlation between the Fed balance sheet and
equities explains at least part of the gains. What other factors might
contribute? GDP, corporate sales growth, earnings? As we discussed
in the prior section, GDP growth has been average, and certainly
doesn’t explain the explosive equity growth. Corporate sales growth
has broadly followed GDP and likewise does not explain the returns.
Earnings growth, however, has posted a 133% growth rate since
2009. How are we to explain the rather punk sales growth with the
tremendous earnings growth?

Can’t Spell Equities Without QE

QE1 : s
QgE.yl . QEDZ (l)pera.tlcn QE Ilr;f‘lymty L 4600
1900 =22 50% 23% Twist A > .
17% 229 19% |11 7 - 4100
1700 S
— VA o L 3600
1500 2;;::”;53'“;125/;53/ r
s Together = 153% = N
Without QE = - 28% = 3100
1300 Z U 1 L 2600
= L £~ \ | Market figures out that
1100 V| WY \] QE has become a ' I 2100
i permanent Fed policy
900 k— tool | I 1600
700 Lorrqiqtfon =|96% - 1100
500 1 - ) L — ] L - 600
Nov-08 Nov-09 Nov-10 Nov-11 Nov-12 Nov-13
S&P 500 (Left) = Fed Balance Sheet (Right)

Source: Federal Reserve, S&P, Bloomberg, Wurts

S&P 500 Drawdown — Driver of Fed Policy Growth Since 2009
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Source: Federal Reserve, S&P, Bloomberg, Wurts

Source: S&P, Federal Reserve, BEA, Bloomberg, Wurts
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ENGINEERED EARNINGS

Companies in the S&P 500 spent $500 billion in stock buybacks in
2013, and they’re poised to spend nearly $600 billion in 2014 (above
the $589 billion peak in 2007). Why?

How do you grow EPS when top-line revenues are growing with GDP?
Reduce the number of shares outstanding. The market has generally
rewarded companies engaged in share buybacks as the total return
has exceeded the S&P 500 index substantially.

As a case in point, let’s look at IBM:

Since 2007, IBM has experienced NO revenue growth. They started
around $98 billion, they’re still at $98 billion

Earnings are up 57%
EPS is up 140%

IBM has been recycling earnings and issuing new debt to fund share
buybacks

Growth in EPS has had nothing to do with selling more products and
everything to do with financial engineering

To Buy Back or Not

M s&P 500 Total Return
M s&P 500 Buyback Index Total Return

................ i____._......_._.__._._.Th.e.markei:.rewands............_
: companies ithat buyback

B = 0 700 = I e [ T e R e e I S I

S&P 500 Buybacks & Earnings

B 5&P 500 (R1)
M S&P 500 Buyback§ on 9/30/14 (L1) . GTETEr
SEP 500 Ad_]ustei PS on 6,-’3{},-“14 (12) |. -

T 2010-2014 |

K2 -2004 20

Source: S&P, Bloomberg, Wurts

Case in Point - IBM
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Source: Bloomberg, Wurts
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S&P 500 Returns vs. Overseas Revenue

Stock Return Since July 1, 2014

| EXPECT CHANGE -

One factor we’ve heard a lot about this quarter as a potential impact
to earnings is the dollar strength. Since July 1, 2014, the dollar rallied
almost 9%, an impressive move to be sure. With the strength in the
dollar, some have commented the move will negatively impact
earnings (due to the translation impact).

Of the 500 companies in the S&P 500, roughly 200 report foreign
sales — roughly 90 of which report foreign sales as zero. Of the
remaining 110 companies reporting a non-zero number for foreign
sales, we can see in the scatter plot the percentage of overseas
revenue relative to how the stock has performed since July 1. With a
8% correlation, the market is not discriminating based upon exposure
to the dollar. If the dollar strength continues, the impact could be
greater, but for now, it’s too short-term.

What's driving the dollar strength? Simple — expected changes in
central bank balance sheet. The Fed is exiting QE and the ECB is at
least trying to implement some type of QE.

UNLESS
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Source: S&P, Bloomberg, Wurts
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PLAYING THE EARNINGS GAME
Operating Earnings Growth YoY

If we want to strip out the effects of share repurchases and the
earnings game, we can look at operating income. Since 2010, we’ve
seen the S&P 500 net operating income growth rate trend lower from
approximately 40% to the current 7%. We can further break down the
operating income growth into financial and non-financials. Financials
have clearly experienced a much higher growth rate than non-
financials. Why is this important? About 80% of the S&P is composed
of non-financials and if they’re only able to grow at 3-4%, it further
reinforces the idea of average growth.

As we move into Q3 earnings season, we see the same pattern
emerging — start off with 10-11% earnings growth expectations. As
the reporting seasons draws closer, revise down the estimate toward
5-6%, and then surprise! Most companies beat expectations.

CNBC makes it sound like the hurdle rate for a good quarter is 50%
beat rate, but since 2009, the average beat rate is 73%. Further, since
the Fair Disclosure Regulation was enacted, the beat rates has
ALWAYS been above 50% — even during the worst quarter in 2008.

Q3 Earnings Expectations
T 1%

10

0

Dec-10

Jun-11 Dec-11 Jun-12 Dec-12 Jun-13 Dec-13 Jun-14

S&P 500 Non-Financial mmm S&P 500 Financial e S& P 500 Operating Income YoY

Source: S&P, Bloomberg, Wurts

Quarterly Earnings Beat — Playing the Game
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RIDING THE BULL UNTIL IT BUCKS

Recent market turmoil has brought into question if the bull market
trend will continue. Small cap stocks have significantly Total ReturnYTD

underperformed large cap stocks, high yield spreads continue to press B Dow Industrial B 10 Yr Treasury :
wider, and the total return in Treasuries are producing one of the best B Russell 2000 on 10/15/14 High'Yield on 10/157/14 |/~

years in history. :
4 JJH“VJHﬂFJ

Comparing small cap stocks (Russell 2000) to large cap stocks (Russell
1000), we can see they’ve generally trended together. However, over
the past few months, small cap stocks have underperformed more
than at any point since 2009 — indicating a significant change in trend.

However, before we place too much emphasis on one market, we
would highlight that other areas (such as large cap and tech stocks) : :
have yet to show a strong trend reversal. We acknowledge they are [~ ' R '
no longer bullish, but are reserving judgment until the trends indicate ' '
a stronger reversal in trend. Stay tuned.

2014
Source: Dow Jones, Russell, MSCI, TSX, Barclays, D] UBS, Bloomberg, Wurts

Large Caps vs. Small Caps
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Source: Russell, Bloomberg, Wurts Source: S&P, Bloomberg, Wurts
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THE HAPPY BULL

In May 2013, the Fed introduced the idea of tapering, and the
market reaction was quick and severe as the 10-year rate moved
sharply higher from 1.6% to 3%. As a result, the total return of 30-
year Treasuries in 2013 was one of the worst in history.

Since then, economists and investors have remained bearish
despite rates moving lower and producing one of the best total
return years in history. Seemingly, those bearish bonds have been
waiting for the rate rise that already took place in 2013.

On October 15, 2014 we experience one of the most volatile trading
days ever in Treasuries as the bears finally capitulated. Interest
rates fell nearly 35 bps in the first few hours of trading, only to
move back higher by 30 bps by the end of the day.

(NO LONGER LONELY)

U.S. 10-Year Rates
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SUMMARY OF CAPITAL MARKETS

Gains in the capital markets since 2009 have been spectacular, but not supported by conviction as
volumes have steadily declined as prices moved higher. If volume = conviction, investors do not have much

faith in the rally.

No doubt equity prices have moved higher as a result of Fed QE policy — with a 96% correlation between
stock prices and the Fed balance sheet. While the correlation might not be as high, corporate earnings
have increased 133% since 2009, and have had an obvious impact on equities. With top line revenue
growth performing more like GDP, corporations have been able to grow EPS through share buybacks.

Earnings are a game, and everyone knows it’s a game.

We remain neutral in our overall equity allocation, however given the rich valuation and trend changing

from neutral to slightly bearish, we remain cautious in our outlook.

With historically rich valuations and credit spread trends moving wider, we continue to be cautious on the
credit markets and prefer a slight underweight in credit in favor of similar risk in equities for better

liquidity.
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RECENT WURTS RESEARCH

Figure 6: Performance of Core and Nontraditional Bond Manager Universe
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RECENT WURTS RESEARCH

Figure 3
Total Returns Following a 1% Increase in Interest Rates*
The Role Of Core Bonds In A Rising Rate Environment Barclays U.S. Aggregate Bond Index
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Understanding the role the hedge fund allocation plays in >
. I & 1500
the portfolio and the sensitivities that each exposure 5
represents is vital to success g 00
High fees should be paid only where there is a reasonable °00
0

expectation of significant value-added
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Source: Barclays Hedge
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APPENDIX
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S&P 500 AND S&P 500 SECTOR RETURNS

QTD Ending September 2014 One Year Ending September 2014

Energy
(-8.6%)

-10

Source: MPI

Industrials
(-1.1%)
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(-4.0%)

Health Care
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Information
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(2.0%)

S&P 500 Index
(1.1%)
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Discretionary
(0.3%)

Materials
(0.2%)

Information
Technology
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Health Care
(28.4%)

Materials
(20.5%)

S&P 500 Index
(19.7%)

Financials
(18.5%)

Utilities
(17.1%)

Industrials
(16.8%)

Consumer
Staples
(16.5%)

Telecom
(13.3%)

Energy
(11.9%)

Consumer
Discretionary
(11.8%)

1 I

1 I I

0 10 20 30 40
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US LARGE CAP EQUITIES

The S&P 500 returned 1.1% over the quarter, despite being down

-1.4% in September.

Healthcare and information technology stocks were the best

performing sectors for the quarter, returning +5.5% and +4.8%,

respectively. Energy stocks suffered most, declining 8.6%.

The expansion in the Shiller P/E ratio has slowed this year, but its

level remains 12.8% higher than last year.

If the Shiller P/E mean-reverts to its long-term average, the markets
one year return would be approximately -28.0%.

Effects of Changes in Shiller PE Ratio

50%

M 1 Year Return as of Sept. '14 (Starting PE: 26.4)

30% M 1 Year Return as of Sept '13 (Starting PE: 23.4)

10%

-10%

-30%

1 Year Return: PE Ratio Realized

-50%

-53%
-58%

-70%
4th Quartile Avg. Avg. Since 1926:
Since 1926: PE=10 PE=18

30 Year Avg. PE=23

24%

(Assumes 2.5% Real Earnings Growth, 2% Dividend, and 3% Inflation)

1st Quartile Avg.
Since 1926: PE=27

30.0

25.0

15.0

5.0

0.0

Shiller P/E Ratio

Dividend Yield (%)

20 19 19 23

US Large Cap (S&P 500) Valuation Snapshot

W Sep-13
Mar-14
W Sep-14
M 30 Year Average

Average Since 1926

10.5

319

Earnings & Dividend Yield (%)

Source: Yale/Shiller, Wurts

S&P 500 Valuation Snapshot (Sept.‘14)

20 183
18
16 15.0
14
12
10 8.7
7.5
8
6
4 2.0 2.1
2
) Il N
Trailing Forward Current Implied Trailing Implied
1YrP/E 1YrP/E Div. YId (%) Div. Yld (%) Earnings + Div. Earnings + Div.
Yld(%) Yld (%)

Source: Yale/Shiller, Wurts

Source: S&P, Wurts
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FIXED INCOME
10-year treasury rates were up 17 bps in September, the largest USTreasuer|eId Curve

month-over-month increase since December of 2013. 2%

Despite rates rising across the yield curve during the month, long-
end yields remain below levels last year, with 20- and 30- year rates
nearly 50 bps lower.

3%

Yields in most sectors increased during September but remain at last

) 2%
year’s levels.

The Barclays US Corporate High Yield Index yield increased 93 bps

during the month, and is up over 100 bps since mid June. %

Inflation expectations, as observed through breakeven inflation
rates, are little changed from six months and one year ago.

0%

S &
o o S @ A A& &
,»v“ ,,)Q b@ e o) ) % A

Source: Federal Reserve

Nominal Fixed IncomeYields Inflation Expectations (Nominal less Real)

10% 4.0%
8.9% - -
B 5 Year Implied Inflation

9% H Sep-13 3.5% ’

8% Sep-14 M 10 Year Implied

7% M 20 Year Average 3.0% Inflation

? 6.2%6.1%
6% 2.5%
’ 2.2% e o
5% 2.0%
4%
1.5%
3% 2.3% 2.4%)
0,

2% 1.0%

1% 0.5%

> Barclays US Barclays US Barclays US  Barclays US C EMBI-Global 0.0%

arclays arclays arclays arclays orp -Globa
Treasury Index Aggregate Index Credit Index High Yield Index Index* Sep-13 Mar-14 Sep-14
Source: Ibbotson, JP Morgan Source: Federal Reserve
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GLOBAL MARKETS

Changes in sovereign bond vyields were mixed, with Emerging
markets increasing the most. Since the beginning of 2014, Italian
yields have fallen from 4.1% to 2.3% and French yields are down
from 2.6% to 1.3%.

International markets continue to look undervalued relative to
domestic markets under a number of different price ratios.

U.S. Dollar is approaching 2009 levels due to strength in September.

US Dollar Major Currency Index (Sept.‘14)
160 8

Global Sovereign 10 Year IndexYields (Sept.‘14)

7%
6%
5%
4%
3% 2.5%
2%
1%

0%
Japan Germany United

States

2.1%

Canada

2.4%

France UK

: 5.4%
Dozon 3%
2.3% =
Italy BCUS BCGlobal EMBI-
Credit Credit  Global

Source: Bloomberg , JP Morgan

MSCI Valuation Metrics (3 Month Average)
20 19.0

%
US Major Currency Index (real) m MSCI EAFE
Average Currency Index Value 6% 18 16.7 United States
140 e Sbsequent 10 Year Return 16 B Emerging Markets
4%
14
120 2% 12
10
0%
100 8
' 2% 6
80 4
-4%
2
60 T T T T T T T T T T -6% 0
) A\ Q> & Q o o N Ng & N Price/Book Value  Price/Earnings Price/Cash Dividend Yield (%) Earnings +
& & & & & N N & N & & Earnings Dividend Yield(%)
Source: Free Lunch, Wurts Source: MSCI
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STYLE TILTS:

The Russell 1000 Growth Index outperformed the Russell 1000
Value Index by 170 bps (1.5% vs. -0.2%).

The relative P/E ratio between value and growth stocks is near the
historical average, indicating fair value between the two.

US Value vs. Growth Absolute Performance

Russell 1000 Growth Russell 1000 Value
Annualized Return to Date % Annualized Return to Date %

QTD 1.5 -0.2
YTD 7.9 8.1
1 Year 19.1 18.9
3 Years 22.4 23.9
5 Years 16.5 15.3
7 Years 7.6 4.8
10 Years 8.9 7.8
20 Years 8.8 10.2
Sharpe Ratio Sharpe Ratio
3 Years 2.02 2.17
5 Years 1.20 1.11
7 Years 0.41 0.24
10 Years 0.49 0.40
20 Years 0.34 0.48
Source: MPI

US LARGE VALUE VS.

2.0

15

1.0

0.5

0.0

@ Rolling 3 Month Avg PE (Value/Growth)
Value more
Relative Average Valuation . 15
expensive
e Subsequent 5 Year Rolling Excess Returns 10
(value vs. growth)
5
0
=~ 5
Growth more
q -10
expensive
-15
bf\O) b’q;» b’q;b b’q;’) b’q;\ b’ig) b’q\/ 09”) (}9"’ (,9/\ (qu (10\/ (Jéb (IQ(’) (16\ (IQO) (I\/\/ (I\?)
P F P FF T FF T FF T FF

GROWTH

Relative PE Ratio of US Value vs. Growth

Source: Russell, Wurts & Associates

2_
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2 -0.3
c
<
g -
e Growth 12 1.1
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2- =
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Source: MPI
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STYLE TILTS: US LARGE VS.

Small cap equities returned -7.4% over the third quarter while large
cap equities were up 0.7%.

Large cap equities are outperforming small cap equities over both
medium and long-term time periods.

Recent underperformance of small cap has brought the relative P/E
ratio between small cap and large cap closer to the historical
average.

In addition to higher absolute performance, the Sharpe ratio of the
Russell 1000 Index is higher than the Russell 2000 because of lower
realized volatility.

US Large vs. Small Absolute Performance

Russell 1000 Index Russell 2000 Index
Annualized Return to Date % Annualized Return to Date %
QTD 0.7 -7.4
YTD 8.0 -4.4
1Year 19.0 3.9
3 Years 23.2 21.3
5 Years 15.9 14.3
7 Years 6.3 6.0
10 Years 8.5 8.2
20 Years 9.8 9.0
Sharpe Ratio Sharpe Ratio

3 Years 2.15 1.39
5 Years 1.17 0.77
7 Years 0.33 0.25
10 Years 0.45 0.33
20 Years 0.45 0.31

Source: MPI

SMALL

Relative PE Ratio of US Small vs. Large

15
1.9 @ Rolling 3 Month Avg PE (Small/Large)
Relative Valuation Average 10
1.7
e Subsequent 5 Yr Rolling Excess Returns (Small-Large)
5
1.5
A 7 Lnﬁ 0
13 '\" v ¥
1.1 B
0.9 -10
0.7 -15
A S I SIS I S N R
Q/G ?5‘: ?5‘: Q/C Q/C Q/C Q/C Q/c Q/C Q/C Q/C Q/(’: Q/c Q/C Q/C Q/U Q/U ?/U
Q Q Q Q Q Q Q Q Q Q Q Q Q Q Q Q Q Q

Source: Russell, Wurts & Associates

US Small vs. Large Relative Performance
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2- Outperformance
0" I
* e - 5
£ 2 20 16
g 4
©
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£ ¥ T80 Large
w —10’
g Outperformance
x  -12-
112.4
14-
16- 4151
Q'II'D Y'II'D ler 3‘}r5 S‘I(rs lOers 2OIYrs
Source: MPI
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COMMODITIES

Commodities declined -11.8% over the quarter, its worst quarterly
loss since 2008.

Index vs. Forward Contract Performance

Annualized Return to date, %

e ey Bloomberg Commodity Forward 3

Month
L. . QTD -11.8 -11.0
Commodities have now posted negative returns over the most

recent 1-, 3-, 5-, 7- and 10-year time periods, despite mixed calendar YTD 5.6 5.1
year performance over these time periods. 1 Year -6.6 -6.0
3 Years -5.3 -4.7
5 Years -1.4 0.3

7 Years -5.2 -2.4
10 Years -1.0 4.4
20 Years 4.0 7.9

Source: MPI

Annual Comparative Performance of Index vs. Forward Contracts

Fiscal Annual Performance

M Bloomberg Commodity B Bloomberg Commodity Forward 3 Month 1991 -2014

40-
30
204
104

o

_10«

20+

301

Total Annualized Return, %

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Source: MPI
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MAJOR ASSET CLASS RETURNS
One Year ending September 2014 Ten Years ending September 2014

Bloomberg
Commodity
(-6.6%)
I
-10
Source: MPI

S&P 500 Index

MSCI EM
(11.0%)

(19.7%)
Russell 1000 Growth Russell 2000 Growth
(19.1%) (9.0%)
Russell 1000 Value Russell 1000 Growth
(18.9%) (8.9%)
Wilshire US REIT Wilshire US REIT
(13.5%) (8.3%)
BC US Corp. High Yield BC US Corp. High Yield
(7.2%) (8.3%)
BC US Credit Russell 2000 Index
(6.6%) (8.2%)
MSCI EAFE S&P 500 Index
(4.7%) (8.1%)
MSCI EM Russell 1000 Value
(4.7%) (7.8%)
Russell 2000 Value Russell 2000 Value
(4.1%) (7.3%)
BC US Agg Bond MSCI EAFE
(4.0%) (6.8%)
Russell 2000 Index BC US Credit
(3.9%) (5.4%)
Russell 2000 Growth BC US Agg Bond
(3.8%) (4.6%)
BC US Treasury BC US Treasury
(2.3%) (4.2%)
BC US Agency Interm BC US Agency Interm
(1.3%) (3.6%)
Bloomberg
- Commodity
(-1.0%)
I 1 I I | I I I I | I I 1
-5 0 5 10 15 20 25 30 -5 0 5 10 15
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PERIODIC TABLE OF

RETURNS -

SEPTEMBER 201 4

Best

»
»

1995 1996 1997 1998

s [0
B

1993 1994

16.2

13.2

10.2 | -1.8

B

O Large Cap Equity
HLarge Cap Value
M Large Cap Growth
O Small Cap Equity
E Small Cap Value

16.8 d
s o [ 25 e [ 70

1999 2000 2001 2002 2003 2004 2005 2006

11.6

-3.0

-12.4 | -20.5

-21.7

o
2

B Small Cap Growth

O International Equity

B Emerging Markets Equity
0 US Bonds

H Cash

Source: Data: Morningstar, Inc,, Hedge Fund Research, Inc. (HFR), National Council of Real Estate Investment Fiduciaries (NCREIF) and BNY Mellon
Indices used: Russell 1000, Russell 1000 Value, Russell 1000 Growth, Russell 2000, Russell 2000 Value, Russell 2000 Growth, MSCI EAFE, MSCI EM, BC Agg, T-Bill 90 Day, D] UBS Comm, NCREIF Property, HFRI FOF, BNY

Universe Median Total Funds.
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2008 2009 2010 2011 2012 2013 YTD

0 Commodities

[JReal Estate

H Hedge Funds of Funds

B Universe Median Total Funds
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DETAILED INDEX RETURNS

Dom;;;;lslqmty LD o)) Yib Y:ar Yez rs Yeirs Y::rs lezt;zlgizme D) Yib Y:ar Ye?;rs Yeirs Y:: rs
Core Index Broad Index
S&P 500 1.4) 1.1 8.3 19.7 23.0 15.7 8.1 BC US Treasury US TIPS (2.5) (2.0) 3.7 1.6 1.3 4.5 4.6
S&P 500 Equal Weighted 2.5) (0.7) 7.9 18.5 24.8 17.5 10.2 || BC US Treasury Bills 0.0 0.0 0.1 0.1 0.1 0.1 1.7
DJ Industrial Average 0.2) 1.9 4.6 15.3 19.0 14.8 8.2 BC US Agg Bond (0.7) 0.2 4.1 4.0 2.4 4.1 4.6

Russell Top 200 1.0) 1.7 8.5 20.5 23.0 15.4 7.7 Duration

Russell 1000 1.8) 0.7 8.0 19.0 23.2 15.9 8.5 BC US Treasury 1-3 Yr (0.1) 0.0 0.4 0.5 0.5 1.0 2.5
Russell 2000 6.0) (7.4) (4.4) 39 21.3 14.3 8.2 BC US Treasury Long (1.9) 2.7 15.1 11.6 2.0 7.0 6.8
Russell 3000 2.1) 0.0 7.0 17.8 23.1 15.8 8.4 BC US Treasury (0.5) 0.3 3.1 2.3 1.0 3.2 4.2
Russell Mid Cap 33) (L7) 6.9 15.8 238 172 103 ||Issuer

Style Index BC US MBS (0.2) 0.2 4.2 3.8 2.1 3.5 4.7
Russell 1000 Growth (1.5) 1.5 7.9 19.1 224 16.5 8.9 BC US Corp. High Yield (2.1) (1.9) 3.5 7.2 11.1 10.6 8.3
Russell 1000 Value (2.1) (0.2) 8.1 18.9 239 15.3 7.8 BC US Agency Interm (0.2) 0.0 1.3 1.3 1.0 2.1 3.6
Russell 2000 Growth (5.4)  (6.1)  (4.0) 3.8 219 155 9.0 ||BCUS Credit (1.4) 0.0 5.7 6.6 43 6.1 5.4

(

Russell 2000 Value 6.7) (8.6) (4.7) 4.1 20.6 13.0 7.3

Interna;t/l;SﬂEqmtv LD i) Yib Y:ar Yezrs Yeirs Y::rs 90/;2(;.; D) Y1b Y:ar Yezrs Yeirs Y::rs
Broad Index | Index
MSCI EAFE (3.8) (5.8) (1.0) 4.7 14.2 7.0 6.8 Bloomberg Comm. Index (6.2)  (11.8)  (5.6) (6.6) (5.3) (1.4) (1.0)
MSCI AC World ex US (4.8) (5.2) 0.4 5.2 12.3 6.5 7.5 Wilshire US REIT (5.8) (3.1) 14.5 135 16.5 16.0 8.3
MSCI EM (7.4) (3.4) 2.8 4.7 7.6 4.8 11.0 ||Regional Index
MSCI EAFE Small Cap (5.4) (7.8) (2.5) 33 14.9 9.3 8.4 JPM EMBI Global Div (1.8) (0.6) 8.0 9.7 7.9 8.0 8.3
Style Index JPM GBI-EM Global Div (5.1) (5.7) (0.0) (1.5) 2.2 4.4 8.8
MSCI EAFE Growth (3.5) (5.5) (1.9) 3.2 13.7 7.9 7.0
MSCI EAFE Value (4.1) (6.1) (0.1) 6.2 14.6 6.1 6.5
Regional Index
MSCI UK (5.2) (6.1) (1.2) 6.2 14.5 9.3 6.4 ||
MSCl Japan (0.6) (2.2) (1.4) 0.9 9.4 5.6 4.0
MSCI Euro (2.8) (7.9) (2.8) 6.9 16.8 4.7 6.6
MSCI EM Asia (5.8) (1.4) 5.5 9.4 10.6 6.7 11.3

MSCI EM Latin American

Source: Morningstar, Inc.
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Templeton Foreign Equity
Risk vs Return Three & Five Year Period Ending: September 30, 2014

Risk vs. Return
5 Years Ending September 30, 2014
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Templeton Foreign Equity

MSCI ACWI ex USA Gross
Universe Median

68% Confidence Interval
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o O » o B

43 Imperial County Employees' Retirement System WURTS @ ASSOCIATES



Templeton Foreign Equity

Rolling Return Analysis Period Ending: September 30, 2014

Rolling 3 Year Annualized Excess Performance

Il Quarterly Out Performance Rolling 3 Year Excess Performance vs. MSCI ACWI ex USA Gross

—— Universe Median Universe Lower Quartile
I Quarterly Under Performance Universe Upper Quartile
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DFA Emerging Markets Value
Cumulative Performance Comparison Period Ending: September 30, 2014

DFA Emerging Markets Value vs. eA Emg Mkts Equity Gross Universe

20.0
150 ]
N —
A
s 10.0— - _ -
c
= . A
3 I —
P oS0 I . Y e
N
E sl ]
200 - - ¢ A
50 ® )
-10.0 -
Quarter YTD Fiscal YTD 1 Year 3 Years 5 Years 7 Years 10 Years
Return (Rank)
5th Percentile 09 10.3 09 16.3 147 113 59 15.8
25th Percentile -1.9 59 -1.9 9.2 113 8.1 29 14.0
Median -3.2 38 -3.2 6.1 9.4 6.2 14 123
75th Percentile 4.1 1.7 4.1 37 76 43 -0.1 11.0
95th Percentile 57 -1.0 57 07 50 22 2.4 9.4
# of Portfolios 239 239 239 238 198 149 122 81
® DFA Emerging Markets Value 43 (80) 25 (64) 43 (80) 36 (77) 73 (79 36 (86) 01 (73 - ()
A MSCI Emerging Markets Gross -34  (56) 27 (62 -34  (56) 47 (69 76 (76) 48 (72 01 (73 1.0 (75)
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DFA Emerging Markets Value
Consecutive Performance Comparison Period Ending: September 30, 2014

DFA Emerging Markets Value vs. eA Emg Mkts Equity Gross Universe

110.0
A
70.0
g 00 I
< 2 D —
% 30.0 A A _A
I —
% ® A A
& 100/ m—
g e i
< 100
q
30,0 ¢
500 E—
-70.0
2013 2012 2011 2010 2009 2008 2007 2006 2005 2004
Return (Rank)
5th Percentile 17 284 1.1 296 106.8 -454 519 437 439 377
25th Percentile 52 23.0 -16.4 239 855 -51.3 443 377 308 299
Median 1.0 209 -18.6 20.1 795 -54.0 405 342 365 265
75th Percentile -2.0 17.3 -22.2 17.3 743 -56.3 371 312 334 23.0
95th Percentile -6.3 13.7 -27.3 13.7 68.5 -60.7 29.1 28.1 267 18.1
# of Portfolios 198 155 139 113 113 118 115 108 101 %4
® DFA Emerging Markets Value 32 (84) 201 (56) -252 (92) 228 (33) 933 (12) -536 (44) - () - () - () - ()
A MSCI Emerging Markets Gross 23 (78) 186 (68) -182 (45) 192 (62) 790 (54) -532 (37) 398 (58) 326 (62) 345 (66) 260 (56)
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DFA Emerging Markets Value

Risk vs Return Three & Five Year Period Ending: September 30, 2014
Risk vs. Return Risk vs. Return
3 Years Ending September 30, 2014 5 Years Ending September 30, 2014
250 30.0
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68% Confidence Interval

eA Emg Mkts Equity Gross

DFA Emerging Markets Value
MSCI Emerging Markets Gross
Universe Median
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DFA Emerging Markets Value
Rolling Return Analysis

Period Ending: September 30, 2014

48

Exc & Roll Ret

Exc & Roll Ret

Rolling 3 Year Annualized Excess Performance

Il Quarterly Out Performance

Rolling 3 Year Excess Performance vs. MSCI Emerging Markets Gros
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Fixed Income

Asset Class Overview (Gross of Fees) Period Ending: September 30, 2014

MarketValue  3Mo  YTD 5@ 4vi 3vis 5Yrs 10¥rs 2013 2012 2011 2010 2009

YTD

I S R
Bradford & Marzec Fixed 87,968,602 -0.1 -0.4 13.5
Barclays Aggregate 0.2 4.1 4.1 4.0 2.4 4.1 4.6 -2.0 4.2 7.8 6.5 5.9
eA US Core Plus Fixed Inc Gross Rank 69 28 28 30 45 45 29 52 45 51 40 55

PIMCO Total Return 83,608,766 0.2 3.7 3.7 3.8 5.1 5.6 - -1.3 11.0 4.7 9.3 -
Barclays Aggregate 0.2 4.1 4.1 4.0 24 4.1 - -2.0 4.2 7.8 6.5 -
eA US Core Plus Fixed Inc Gross Rank 78 90 90 93 48 72 - 80 18 94 45 -
Blackrock US TIPS 14,629,814 2.1 3.7 3.7 1.7 14 4.6 - -85 7.1 13.7 6.4 11.4
Barclays US TIPS 2.0 3.7 3.7 1.6 1.3 45 - -8.6 7.0 13.6 6.3 11.4
eA TIPS/ Infl Indexed Fixed Inc Gross Rank 71 43 43 29 51 66 - 62 59 37 52 36

Effective Style Map Effective Style Map
3 Years Ending September 30, 2014 5 Years Ending September 30, 2014
Corp. Govt. Corp. Govt.
Bonds Bonds Bonds Bonds
] ] | |
PIMCO Total Return
Total Fixed Income | Blackrock US TIPS
Blackrock U TIPS Bradford & Marzec Fixed
PIMCO Total Return
Total Fixed Income
Bradford & Marzec|Fixed
] | |
Mortgages Mortgages
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Fixed Income

Asset Class Overview (Net of Fees) Period Ending: September 30, 2014
Market Value 3Mo YTD F$.(|3%| 1Yr 3Yrs 5Yrs 10Yrs 2013 2012 2011 2010 2009
I S R
Bradford & Marzec Fixed 87,968,602 -0.2 -0.8 13.1
Barclays Aggregate 0.2 4.1 4.1 4.0 2.4 4.1 4.6 -2.0 4.2 7.8 6.5 5.9
PIMCO Total Return 83,608,766 0.4 3.3 3.3 3.3 4.6 5.1 - -1.9 10.4 4.2 8.8 -
Barclays Aggregate 0.2 4.1 4.1 4.0 2.4 4.1 - -2.0 4.2 7.8 6.5 -
Blackrock US TIPS 14,629,814 2.1 3.7 3.7 1.6 1.3 45 - -8.6 7.0 13.6 6.3 11.3
Barclays US TIPS 2.0 3.7 3.7 1.6 1.3 45 - -8.6 7.0 13.6 6.3 11.4

Correlation Matrix
Last 5 Years

Bradford & Marzec
Total Fixed Income Fixed PIMCO Total Return Blackrock US TIPS Barclays Aggregate
Total Fixed Income 1.00 - - - -
Bradford & Marzec Fixed 0.98 1.00 - - -
PIMCO Total Return 0.95 0.94 1.00 - -
Blackrock US TIPS 0.81 0.77 0.68 1.00 -
Barclays Aggregate 0.73 0.68 0.60 0.86 1.00

50 Imperial County Employees' Retirement System WURTS @ ASSOCIATES



Bradford & Marzec Fixed

Cumulative Performance Comparison Period Ending: September 30, 2014

Bradford & Marzec Fixed vs. eA US Core Plus Fixed Inc Gross Universe

51 Imperial County Employees' Retirement System
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0 Quarter YTD Fiscal YTD 1 Year 3 Years 5 Years 7 Years 10 Years
Return (Rank)
5th Percentile 1.0 6.3 1.0 8.3 85 9.0 85 74
25th Percentile 0.3 53 0.3 6.7 6.3 74 7.1 6.4
Median 0.0 47 0.0 56 50 6.3 6.2 58
75th Percentile -0.2 4.1 -0.2 48 40 55 57 52
95th Percentile -1.0 3.0 -1.0 34 3.1 45 47 45
# of Portfolios 122 122 122 122 122 119 106 90
® Bradford & Marzec Fixed 0.1 (69) 52 (28) 0.1 (69) 6.3 (30 53  (49) 6.5 (45) 72 (24) 6.3 (29
A Barclays Aggregate 02 (37) 41 (77) 02 (37) 40 (91) 24 (99) 41 (99) 49 (93 46 (94)
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Bradford & Marzec Fixed
Consecutive Performance Comparison Period Ending: September 30, 2014

Bradford & Marzec Fixed vs. eA US Core Plus Fixed Inc Gross Universe

35.0
30.0
25.0
20.0
g 150
£
§ 10.0
g 50 —A
g °® A
£ 0.0
<€
5.0
-10.0
-15.0
-20.0
2013 2012 2011 2010 2009 2008 2007 2006 2005 2004
Return (Rank)
5th Percentile 46 144 8.8 136 329 6.9 79 76 42 87
25th Percentile 1.0 10.2 8.1 10.8 20.6 27 6.9 59 33 5.8
Median -0.4 8.3 74 9.1 14.6 16 6.1 5.2 30 53
75th Percentile 1.0 6.7 6.3 8.0 11.2 -89 5.2 47 26 48
95th Percentile 20 5.1 44 7.0 7.8 -16.8 27 42 20 37
# of Portfolios 116 124 118 123 128 136 144 146 141 150
® Bradford & Marzec Fixed 04 (52) 88 (45) 74 (51) 96 (40) 135 (55) 46 (17) 57 (66) 48 (67) 25 (77) 55 (38)
A Barclays Aggregate 20 (96) 42 (97) 78 (37) 65 (97) 59 (9) 52 (13) 70 (25 43 (90) 24 (80) 43 (89)
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Bradford & Marzec Fixed
Risk vs Return Three & Five Year

Period Ending: September 30, 2014

Risk vs. Return
3 Years Ending September 30, 2014

Risk vs. Return
5 Years Ending September 30, 2014
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m  Bradford & Marzec Fixed m  Bradford & Marzec Fixed
+ Barclays Aggregate + Barclays Aggregate
a2 Universe Median a2 Universe Median
o 68% Confidence Interval o 68% Confidence Interval
o eA US Core Plus Fixed Inc Gross o eA US Core Plus Fixed Inc Gross
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Bradford & Marzec Fixed
Rolling Return Analysis

Period Ending: September 30, 2014
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PIMCO Total Return
Cumulative Performance Comparison Period Ending: September 30, 2014

PIMCO Total Return vs. eA US Core Plus Fixed Inc Gross Universe
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0 Quarter YTD Fiscal YTD 1 Year 3 Years 5 Years 7 Years 10 Years
Return (Rank)
5th Percentile 1.0 6.3 1.0 8.3 85 9.0 85 74
25th Percentile 0.3 53 0.3 6.7 6.3 74 7.1 6.4
Median 0.0 47 0.0 56 50 6.3 6.2 58
75th Percentile -0.2 4.1 -0.2 48 40 55 57 52
95th Percentile -1.0 3.0 -1.0 34 3.1 45 47 45
# of Portfolios 122 122 122 122 122 119 106 90
® PIMCO Total Return 02 (78) 37 (90 02 (78) 38 (93 51  (48) 56 (72 - () - ()
A Barclays Aggregate 02 (37) 41 (77) 02 (37) 40 (91) 24 (99) 41 (99) 49 (93 46 (94)
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PIMCO Total Return
Consecutive Performance Comparison Period Ending: September 30, 2014

PIMCO Total Return vs. eA US Core Plus Fixed Inc Gross Universe

35.0
30.0
25.0
20.0
g 150
£
§ 10.0
g 50 _A
g A
£ 0.0
<€
5.0/
100
1501
-20.0
2013 2012 2011 2010 2009 2008 2007 2006 2005 2004
Return (Rank)
5th Percentile 46 144 8.8 136 329 6.9 79 76 42 87
25th Percentile 1.0 10.2 8.1 10.8 20.6 27 6.9 59 33 5.8
Median -0.4 8.3 74 9.1 14.6 16 6.1 5.2 30 53
75th Percentile 1.0 6.7 6.3 8.0 11.2 -89 5.2 47 26 48
95th Percentile 20 5.1 44 7.0 7.8 -16.8 27 42 20 37
# of Portfolios 116 124 118 123 128 136 144 146 141 150
® PIMCO Total Return 13 (80) 110 (18) 47 (94) 93 (45) - () - () - () - () - () - ()
A Barclays Aggregate 20 (96) 42 (97) 78 (37) 65 (97) 59 (9) 52 (13) 70 (25 43 (90) 24 (80) 43 (89)
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PIMCO Total Return
Risk vs Return Three & Five Year

Period Ending: September 30, 2014

Risk vs. Return
3 Years Ending September 30, 2014

15.0

10.0

Annualized Return

PIMCO Total Return

5.0 *——J

0.0 \ \ \ \
0.0 1.0 20 3.0 40

Annualized Standard Deviation

PIMCO Total Return
Barclays Aggregate
Universe Median

68% Confidence Interval

o O » o B

5.0 6.0 7.0

eA US Core Plus Fixed Inc Gross

soljojjiod ¢gl

Annualized Return

Risk vs. Return
5 Years Ending September 30, 2014

20.0
15.0+
>
10.0- S
o
§
|
il o ||
2.0F PIMCO Total Return
00 | | | | | |
0.0 1.0 20 3.0 40 50 6.0 7.0
Annualized Standard Deviation
= PIMCO Total Return
+ Barclays Aggregate
a2 Universe Median
o 68% Confidence Interval
o eA US Core Plus Fixed Inc Gross

57 Imperial County Employees' Retirement System

WURTS@ASSOCIATES



PIMCO Total Return
Rolling Return Analysis

Period Ending: September 30, 2014
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Il Quarterly Out Performance
I Quarterly Under Performance

Rolling 3 Year Excess Performance vs. Barclays Aggregate
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Blackrock US TIPS
Cumulative Performance Comparison Period Ending: September 30, 2014

Blackrock US TIPS vs. eA TIPS / Infl Indexed Fixed Inc Gross Universe

10.0
<~ 50 I -~ IE—
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&
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E
< 00—
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0 Quarter YTD Fiscal YTD 1 Year 3 Years 5 Years 7 Years 10 Years
Return (Rank)
5th Percentile A7 45 A7 27 32 57 6.4 54
25th Percentile -1.9 39 -1.9 1.9 1.8 49 53 49
Median -2.0 37 -2.0 1.6 14 46 50 47
75th Percentile -2.1 20 -2.1 1.0 12 45 48 46
95th Percentile 25 1.7 25 04 09 34 4.1 4.1
# of Portfolios 43 43 43 43 4 36 35 26
® Blackrock US TIPS 21 (1) 37 (43 21 (1) 1.7 (29 14 (51) 46 (66) 50 (54) - ()
A Barclays US TIPS 20 (69) 37 (53 20 (69) 16 (52 1.3 (57) 45 (70 49 (69 46 (71)
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Blackrock US TIPS
Consecutive Performance Comparison Period Ending: September 30, 2014

Blackrock US TIPS vs. eA TIPS / Infl Indexed Fixed Inc Gross Universe

200
® A 7 Y
g 100- I
é [ A ° A
s 50
=} ———
c
£ o — :
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® A
1005013 2012 2011 2010 2009 2008 2007 2006 2005 2004
Return (Rank)
5th Percentile 25 131 153 94 16.7 13 123 20 37 104
25th Percentile 56 75 139 6.7 12,0 05 118 17 32 9.1
Median 82 74 135 6.4 111 14 116 08 29 85
75th Percentile 86 6.3 104 6.0 10.5 19 115 05 26 8.2
95th Percentile 94 49 6.6 46 87 46 88 02 18 74
# of Portfolios 43 43 47 39 37 40 37 35 34 27
® Blackrock US TIPS 85 (62 74 (59) 137 (37) 64 (52) 14 (36) 20 (718) - () - () - () - ()
A Barclays US TIPS 86 (76) 70 (66) 136 (49) 63 (57) 114 (35) -24 (85 116 (49) 05 (80) 29 (54) 85 (52
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Blackrock US TIPS

Risk vs Return Three & Five Year Period Ending: September 30, 2014
Risk vs. Return Risk vs. Return
3 Years Ending September 30, 2014 5 Years Ending September 30, 2014
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Blackrock US TIPS
Rolling Return Analysis

Period Ending: September 30, 2014
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Real Estate

Asset Class Overview (Gross of Fees) Period Ending: September 30, 2014
Market Value 3Mo YTD F$.(|:%| 1Yr 3Yrs 5Yrs 10Yrs 2013 2012 2011 2010 2009
_ _ _
ASB Real Estate 24,348,140 12.9 13.7
NCREIF Property Index 2.6 8.5 2.6 11.3 - - - 11.0 - - - -
NCREIF-ODCE 3.2 8.9 3.2 12.4 - - - 13.9 - - - -
Clarion Lion 23,822,517 3.8 8.5 3.8 121 11.8 13.0 - 12.8 10.9 18.7 19.4 -38.7
NCREIF Property Index 2.6 8.5 2.6 11.3 11.1 11.0 - 11.0 10.5 14.3 13.1 -16.9
NCREIF-ODCE 32 89 32 124 123 124 - 139 109 160 164 -208
1221 State St. Corp 1369851 00 00 00 00 45 -4 -~ 00 01 90 37 1
Property Type Allocation Geographic Diversification
Allocation as of September 30, 2014 Allocation as of September 30, 2014
Residential 35V\ée;:
256 % ’
South
129 %
Office Retail
35.0% 20.0 %
Resorts Specialty ,1\18 r;ho/
17% 0.1% R
Land Industrial
Development

17.0 % East
40.9 %

0.6 %
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Real Estate

Asset Class Overview (Net of Fees) Period Ending: September 30, 2014
Market Value 3Mo YTD F$.(|:%| 1Yr 3Yrs 5Yrs 10Yrs 2013 2012 2011 2010 2009
_ _ _
ASB Real Estate 24,348,140 11.8 12.5
NCREIF Property Index 2.6 8.5 2.6 11.3 - - - 11.0 - - - -
NCREIF-ODCE 3.2 8.9 3.2 12.4 - - - 13.9 - - - -
Clarion Lion 23,822,517 3.6 7.8 3.6 1.1 10.8 11.9 - 11.8 9.9 17.8 18.2 -39.2
NCREIF Property Index 2.6 8.5 2.6 11.3 11.1 11.0 - 11.0 10.5 14.3 13.1 -16.9
NCREIF-ODCE 3.2 8.9 3.2 12.4 12.3 12.4 - 13.9 10.9 16.0 16.4 -29.8
1221 State St. Corp 1369851 00 00 00 00 45 -4 -~ 00 01 90 37 1
Property Type Allocation Geographic Diversification
Allocation as of September 30, 2014 Allocation as of September 30, 2014
Residential 35V\ée;:
256 % ’
South
129 %
Office Retail
35.0% 20.0 %
Resorts Specialty ,1\18 r;ho/
17% 0.1% R
Land Industrial
Development

17.0 % East
40.9 %

0.6 %
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Commodities

Asset Class Summary (Gross of Fees) Period Ending: September 30, 2014
Market Value 3Mo YTD F$.(|3%| 1Yr 3Yrs 5Yrs 10Yrs 2013 2012 2011 2010 2009

I D
Blackrock Commodities 6,178,153 -11.8 55  -11.8 6.5 5.3 - - 9.4 09 132 17.0 -
Bloomberg Commodity Index TR USD -11.8 56  -11.8 -6.6 -5.3 - - -9.5 -1.1 -13.3 16.8 -
Gresham MTAP Commodity Builder 13,824,814 -10.5 4.1 -10.5 -5.3 -- - - -- - - - -
Bloomberg Commodity Index TR USD -11.8 56  -11.8 -6.6 - - - - - - - -

Current Allocation

Gresham MTAP
Commodity
Builder

69.1%

Blackrock
Commodities
309%
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Commodities

Asset Class Summary (Net of Fees) Period Ending: September 30, 2014
Market Value 3Mo YTD F$.(|:%| 1Yr 3Yrs 5Yrs 10Yrs 2013 2012 2011 2010 2009

I D
Blackrock Commodities 6,178,153 -11.9 58 119 6.8 -5.6 - - 9.7 12 135 16.6 -
Bloomberg Commodity Index TR USD -11.8 56  -11.8 -6.6 -5.3 - - -9.5 -1.1 -13.3 16.8 -
Gresham MTAP Commodity Builder 13,824,814 -10.7 4.7 -10.7 -5.7 -- - - -- - - - -
Bloomberg Commodity Index TR USD -11.8 56  -11.8 -6.6 - - - - - - - -

Current Allocation

Gresham MTAP
Commodity
Builder

69.1%

Blackrock
Commodities
309%
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Glossary Period Ending: September 30, 2014

Allocation Effect: An attribution effect that describes the amount attributable to the managers' asset allocation decisions, relative to the benchmark.

Alpha (4): The excess return of a portfolio after adjusting for market risk. This excess return is attributable to the selection skill of the portfolio manager. Alpha is calculated as: (Portfolio Return - Risk-free
Rate) x Portfolio Beta x (Market Return - Risk-free Rate).

Benchmark R-squared: Measures how well the Benchmark return series fits the manager's return series. The higher the Benchmark R-squared, the more appropriate the benchmark is for the manager.

Beta (&): A measure of systematic, or market risk; the part of risk in a portfolio or security that is attributable to general market movements. Beta is calculated by dividing the covariance of a security by the
variance of the market.

Book-to-Market: The ratio of book value per share to market price per share. Growth managers typically have low book-to-market ratios while value managers typically have high book-to-market ratios.
Capture Ratio: A statistical measure of an investment manager's overall performance in up or down markets. The capture ratio is used to evaluate how well an investment manager performed relative to an
index during periods when that index has risen (up market) or fallen (down market). The capture ratio is calculated by dividing the manager's returns by the returns of the index during the up/down market,
and multiplying that factor by 100.

Correlation: A measure of the relative movement of returns of one security or asset class relative to another over time. A correlation of 1 means the returns of two securities move in lock step, a correlation
of -1 means the returns of two securities move in the exact opposite direction over time. Correlation is used as a measure to help maximize the benefits of diversification when constructing an investment
portfolio.

Excess Return: A measure of the difference in appreciation or depreciation in the price of an investment compared to its benchmark, over a given time period. This is usually expressed as a percentage and
may be annualized over a number of years or represent a single period.

Information Ratio: A measure of a manager's ability to earn excess return without incurring additional risk. Information ratio is calculated as: alpha divided by tracking error.

Interaction Effect: An attribution effect that describes the portion of active management that is contributable to the cross interaction between the allocation and selection effect. This can also be explained as
an effect that cannot be easily traced to a source.

Portfolio Turnover: The percentage of a portfolio that is sold and replaced (turned over) during a given time period. Low portfolio turnover is indicative of a buy and hold strategy while high portfolio turnover
implies a more active form of management.

Price-to-Earnings Ratio (P/E): Also called the earnings multiplier, it is calculated by dividing the price of a company's stock into earnings per share. Growth managers typically hold stocks with high
price-to-earnings ratios whereas value managers hold stocks with low price-to-earnings ratios.

R-Squared: Also called the coefficient of determination, it measures the amount of variation in one variable explained by variations in another, i.e., the goodness of fit to a benchmark. In the case of
investments, the term is used to explain the amount of variation in a security or portfolio explained by movements in the market or the portfolio's benchmark.

Selection Effect: An attribution effect that describes the amount attributable to the managers' stock selection decisions, relative to the benchmark.

Sharpe Ratio: A measure of portfolio efficiency. The Sharpe Ratio indicates excess portfolio return for each unit of risk associated with achieving the excess return. The higher the Sharpe Ratio, the more
efficient the portfolio. Sharpe ratio is calculated as: Portfolio Excess Return / Portfolio Standard Deviation.

Sortino Ratio: Measures the risk-adjusted return of an investment, portfolio, or strategy. It is a modification of the Sharpe Ratio, but penalizes only those returns falling below a specified benchmark. The
Sortino Ratio uses downside deviation in the denominator rather than standard deviation, like the Sharpe Ratio.

Standard Deviation (0): A measure of volatility, or risk, inherent in a security or portfolio. The standard deviation of a series is a measure of the extent to which observations in the series differ from the
arithmetic mean of the series. For example, if a security has an average annual rate of return of 10% and a standard deviation of 5%, then two-thirds of the time, one would expect to receive an annual rate of
return between 5% and 15%.

Style Analysis: A return based analysis designed to identify combinations of passive investments to closely replicate the performance of funds

Style Map: A specialized form or scatter plot chart typically used to show where a Manager lies in relation to a set of style indices on a two-dimensional plane. This is simply a way of viewing the asset loadings
in a different context. The coordinates are calculated by rescaling the asset loadings to range from -1 to 1 on each axis and are dependent on the Style Indices comprising the Map.
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Disclaimer Period Ending: September 30, 2014

This report contains confidential and proprietary information and is subject to the terms and conditions of the Consulting Agreement. It is being provided for use solely by the customer. The report
may not be sold or otherwise provided, in whole or in part, to any other person or entity without Wurts and Associates' (Wurts) written permission or as required by law or any regulatory
authority. The information presented does not constitute a recommendation by Wurts and cannot be used for advertising or sales promotion purposes. This does not constitute an offer or a
solicitation of an offer to buy or sell securities, commodities or any other financial instruments or products.

The information presented has been prepared using data from third party sources that Wurts believes to be reliable. While Wurts exercised reasonable professional are in preparing the report, it
cannot guarantee the accuracy of the information provided by third party sources. Therefore, Wurts makes no representations or warranties as to the accuracy of the information

presented. Wurts takes no responsibility or liability (including damages) for any error, omission, or inaccuracy in the data supplied by any third party. Northing contained herein is, or should be
relied on as a promise, representation, or guarantee as to future performance or a particular outcome. Even with portfolio diversification, asset allocation, and a long-term approach, investing
involves risk of loss that the customer should be prepared to bear.

The information presented may be deemed to contain forward looking information. Examples of forward looking information include, but are not limited to, (a) projections of or statements
regarding return on investment, future earnings, interest income, other income, growth prospects, capital structure and other financial terms, (b) statements of plans or objectives of management,
(c) statements of future economic performance, and (d) statements of assumptions, such as economic conditions underlying other statements. Such forward looking information can be identified
by the use of forward looking terminology such as believes, expects, may, will, should, anticipates, or the negative of any of the foregoing or other variations thereon comparable terminology, or by
discussion of strategy. No assurance can be given that the future results described by the forward looking information will be achieved. Such statements are subject to risks, uncertainties, and
other factors which could cause the actual results to differ materially from future results expressed or implied by such forward looking information. The findings, rankings, and opinions expressed
herein are the intellectual property of Wurts and are subject to change without notice. The information presented does not claim to be all-inclusive, nor does it contain all information that clients
may desire for their purposes. The information presented should be read in conjunction with any other material provided by Wurts, investment managers, and custodians.

Wourts will make every reasonable effort to obtain and include accurate market values. However, if managers or custodians are unable to provide the reporting period's market values prior to the
report issuance, Wurts may use the last reported market value or make estimates based on the manager's stated or estimated returns and other information available at the time. These estimates
may differ materially from the actual value. Hedge fund market values presented in this report are provide by the fund manager or custodian. Market values presented for private equity
investments reflect the last reported NAV by the custodian or manager net of capital calls and distributions as of the end of the reporting period. These values are estimates and may differ
materially from the investments actual value. Private equity managers report performance using an internal rate of return (IRR), which differs from the time-weighted rate of return (TWRR)
calculation done by Wurts. It is inappropriate to compare IRR and TWRR to each other. IRR figures reported in the illiquid alternative pages are provided by the respective managers, and Wurts has
not made any attempts to verify these returns. Until a partnership is liquidated (typically over 10-12 years), the IRR is only an interim estimated return. The actual IRR performance of any LP is not
known until the final liquidation.

Wourts receives universe data from InvestorForce, eVestment Alliance and Morningstar. We believe this data to be robust and appropriate for peer comparison. Nevertheless, these universes may
not be comprehensive of all peer investors/managers but rather of the investors/managers that comprise that database. The resulting universe composition is not static and will change over
time. Returns are annualized when they cover more than one year. Investment managers may revise their data after report distribution. Wurts will make the appropriate correction to the client

account but may or may not disclose the change to the client based on the materiality of the change.
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