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Investing in a low return
world...mission impossible?

Challenges and some
possible solutions for
Nonprofits

1 Citi Private Bank’s Global Strategy Quadrant, July
2019

Most not-for-profit enterprises rely on pools of capital for their
long-term health and success. We anticipate a challenging
expected return environment in the years ahead, which will make
spending policy and asset allocation ever more important.

The portfolio architecture we employ seeks to build in layers
of assets that provide capital for grants or operating budgets,
even in times of market volatility. We aim to help clients stay the
course during choppy markets and avoid the temptation of market
timing.

In the past two decades, missing just 40 days would have
reduced US equity returns from +7.2% to -2.7%?. Investors
enjoyed a higher risk adjusted return with a combination of equities
and fixed income, and we see this remaining the case despite higher
valuations in both asset classes.

Given the current market, we’ve chosen to elevate risk
management above enhancing returns. We believe that
maintaining a risk-focused portfolio management process helps to
improve the odds that long-term pools of capital will be able to help
nonprofits achieve their mission goals.

INVESTMENT PRODUCTS: NOT FDIC INSURED « NOT CDIC INSURED
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North Americans are among the most philanthropic people on Earth.
Whether through donations of their time, possessions or capital,
charitable giving is a key activity for most of our clients. Many of our
clients serve non-profit entities, either as principals of their own
foundations or trustees of other charitable organizations such as non-
profits or endowments. Most of these enterprises rely on pools of capital
for their long-term health and success, and the return on their portfolios
comprises a vital source of funds for annual spending needs in support
of their mission.

We believe the coming decade will pose challenges for trustees who
oversee these non-profits, as spending needs from the portfolio collide
with a compressed return outlook and an expectation of increased
volatility. This requires that board members understand portfolio risks
and react appropriately during times of market stress. Our analysis
shows that maintaining key portfolio management disciplines such as
systematic rebalancing and tactical shifts leads to better investment
outcomes over the long term, as opposed to making binary risk-on or
risk-off decisions (or “market timing”). Understanding how a portfolio is
constructed (its portfolio architecture, if you will), can play an important
role in helping stay the course in difficult markets.

Let’s try to illustrate this with a hypothetical private foundation in the
United States (though the thought experiment is valid for a variety of
non-profits which draw from their portfolios). To oversimplify a bit, a
private foundation must distribute 5% of its assets each year in order to
maintain its tax-advantaged status under US tax law. Most of these
entities are intended to serve their philanthropic mission for generations,
so being able to keep up with inflation and expenses is important so that
future grantees receive the same real value of grants as those receiving
money today (a concept known as intergenerational equity). To meet its
granting requirements and keep up with inflation and expenses, our
foundation portfolio would need to earn in the neighborhood of 7.5% (5%
spending, 2% inflation and 0.50% expenses).

Rewind a couple of decades, and this return might have been achieved
with what appeared to be a moderate portfolio allocation (see Appendix |
for return information). Bond rates may have gotten an investment
committee close to their goal, and adding some moderate degree of
equity or hedge fund exposure would have likely solved for the rest. Such
a portfolio today would fall well short of the minimum return needed, in
our view. In today’s post-Global Financial Crisis world, the trustees who
oversee these vast pools of capital have a much, much more difficult job.
Additional levers such as illiquidity and duration must be prudently pulled,
meaning trustees’ understanding of more complex instruments such as
private equity and private real estate is necessary. As portfolio
complexity increases, the importance of thoughtful, professional advice
risest.
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On average, US Endowments
with assets over $1B allocate
58% of their portfolio to
alternative investments.*

Portfolio Architecture

Multi-asset class portfolios typically form the cornerstone of our strategies for
nonprofit clients. Each asset class within these portfolios plays a vital role in
helping these capital pools target their investing goals. We like to hold cash and
cash equivalents sufficient to meet annual spending needs - this offers the
confidence that cash will be available when needed for grants.

One need look back no further than the fourth quarter of 2018 to understand why
such an approach is useful. Equity markets dropped nearly 20% during that
timeframe, and if an investor had instead held the year’s grant money in equities
rather than cash, they would have had less to give away than holding that in cash
and not taking the incremental risk.

Multi-asset class portfolios

form the cornerstone of our Cash & Ensures liguidity is available to meet
: : Cash  one year's distribution requirement or
strategies, with each asset Equivalents  spending policy

class playing a role.

Serves as a reserve for distributions
Fixed Income  and capital protection in periods of
equity volatility
Real Cash
Estate

Fixed

Income Equities  Drives the portfolio’s long-term growth

Private

Equity Provides diversification of risk and return

through tailored strategies specifically
for Endowments, Foundations &
Nonprofits portfolios

Hedge Funds

Hedge Equities
Funds Private Equity
& Real Estate

Utilizes the perpetual investment horizon
and tolerance for illiquidity to add growth
to the portfolio

Our fixed income portfolios provide a reserve for distributions as well as the
expected benefit of capital protection in periods of equity market volatility. We like
to size our fixed income portfolios in such a way that we have another three to
four years’ worth of grants in this part of the portfolio. We expect equities to be
core, long-term holdings and view them as vital drivers of a portfolio’s growth
over time, while also contributing heavily to a portfolio’s mark-to-market volatility.

*Alternative investments include private equity, hedge funds, real estate, managed futures, etc).

Source: National Association of College and University Business Officers as of July 2018, Private Bank
Endowments, Foundations & Nonprofits Team.

Diversification does not ensure against loss. Investors must determine the suitability of each investment product
based on their unique investment objectives and risk tolerances. In addition, all products and services discussed

herein may have eligibility requirements that must be met prior to investing. Please see appendix for definitions. August 2, 2019 | 3



In addition to cash, fixed income and public equities, we look to hedge
funds to provide diversification of risk and return through tailored
strategies specifically for our Foundation, Endowment and Non-profit
portfolios. Finally, where appropriate, we employ private equity and
private real estate to take advantage of the very long investment time
horizon and tolerance for illiquidity that most non-profit entity portfolios
possess. We believe that each of these asset classes and strategies play
important roles in helping non-profits to meet their investing goals over
the long term.

Our expectation of increased market volatility means that the mark-to-
market value of the portfolio could swing quite a bit in any given year.
Since non-profit boards consist of human beings, and since human
beings are inherently emotional, this can be an issue in maintaining
portfolio management discipline in challenging markets. And yet, we
believe that this is one of the most important aspects of being

a successful long-term investor.

In an effort to help trustees and board members be more comfortable
with managing portfolios through volatile times, we ask those charged
with overseeing these pools of capital to add another perspective to their
investment decision making. The portfolio architecture we employ seeks
to build in layers of assets that provide capital for grants or operating
budgets, even in times of market volatility and helps avoid the temptation
of market timing. This then, we hope, will help clients stay the course
during choppy markets, leading to a better probability of success and
broadening their ability to benefit grantees.

Pitfalls of Market Timing

As figure 1 shows, among public market assets, the long-term return
stream of equities is the highest, but most volatile. Amazingly, in the
past two decades, missing just 40 days would have reduced US equity
returns from +7.2% to -2.7%! Less volatile forms of fixed income offer
a lower, but far more steady, return (if allocated mostly to high-quality
borrowers).

Figure 1: Inflation-Adjusted Total Return of US Stocks, Bonds and Cash Equivalents
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Sources: Haver as of June 28, 2019
Indices are unmanaged. An investor
cannot invest directly in an index.
They are shown for illustrative
purposes only and do not represent
the performance of any specific
investment. Past performance is no
guarantee of future results. Real
results may vary.
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At a now higher valuation for both asset classes (measured most broadly), future returns will be lower.
But it is still true that putting both together improves returns per unit of risk (see figure 2). Worries over
the valuation of stocks and bonds does not change the need for both. As Figure 1 showed, it will not
make cash returns any higher. As we will explain below, switching in a dramatic way between cash
and other investments risks falling even below a cash return.

Figure 2: Risk Adjusted Return (Sharpe Ratio

us us Global Asset
Stocks IG Bonds Allocation Key Challenge of Decade

1950s 1.45 -0.51 1.95 Post WWII Adjustment, Korean Conflict

1960s 0.30 -0.39 0.24 US Allies/Soviet Cold War escalation, Vietnam

1970s -0.04 -0.06 0.17 OPEC embargo, accelerating inflation

1980s 0.51 0.32 0.78 Early Decade recessions, currency adjustments

1990s 0.99 0.45 0.66 Asian Crisis, US Tech bubble/bust

2000s -0.23 0.44 0.07 Housing Bubble/bust

2010s 0.98 0.46 0.87 Post GFC adjustments, EU crisis, political divide
Avg 0.57 0.10 0.68

Source: Citi Private Bank’s Office of the Chief Investment Strategist, CPB Quantitative Research and Asset Allocation, Bloomberg
as of July 1, 2019. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes
only and do not represent the performance of any specific investment. Past performance is no guarantee of future results. Real
results may vary.

What the valuation of US shares shows now, is that future returns will be somewhat below average;

not close to the extremes of the equity bubble’s bust, or the tremendous bargain that the Global Financial
Crisis left behind (see figures 3 and 4). History drives this forecast, and this history includes 1-2 recessions
per decade. It thus drives realistically conservative return assumptions. Recession in the future will not be
a “surprise” to make this return estimate lower.

Figure 3: US Cyclically Adjusted Price to Earnings Figure 4: Emerging Market Cyclically Adjusted Price
and 10-Year Annualized Total Return to Earnings and 10-Year Annualized Total Return
0 2 0 -
[ : '" 15 :‘
& 20 § = 15 5
E 10 < = 0 o
] ¢ W £
s 5 2 = wE
- 3 o &
S 0 P 2 30 b
a 03 - . M
g I 3
7 X 5 2 2 a s
E & w0 g
< 3% ~ - [
, 08 § % 8
" 20 - 4 1
i ! - =
e S s 5=
b

T4 'DE 0B M0 M2 M4 1B B A 22 M O'H 'MW

- 45 B
o) .,

‘S5 60 65 'T0 ‘7S B0 'G5 60 95 00 05 "10 "15 ‘20 '25 W

EM CAPE (LeR lrvered) S0 EM {Righth

w CAPE (Le®, Inverted Lagged 10-Years) e 10.Yr Annualized Total Return (Right)

Source: Haver as of June 28, 2019
Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent
the performance of any specific investment. Past performance is no guarantee of future results. Real results may vary.

The record discount in valuation of shares outside the US - taken as a whole - points to slightly higher than
average long-term returns measured in US dollars (see figures 5-9).
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Figure 5: Asset Class Strategic Return Estimates and Historical Returns

Strategic Retumn Histarical Retums
Asset Class Estimate (last 10 years)
Global Developed Market Equity 53% n2%
Global Emerging Market Equity 4% B3%
Global Developed Ivestrent Grade Fixed Incomse 3.4% 45% Our strategic
Glotal High Yield Fixed Income 45 17% asset allocation
Global Emenging Fixed Income 5 6% 0% framework avoids
extrapolating
Cash 32% 03%
forward past
Hedge Funds 74% 47%
returns
Private Equity 6% 20.0% . .
indefinitely, as
Real Estate 106% 0E%
most others do.
Cammodities 22% 1%

Source: Citi Private Bank Quantitative Research and Asset Allocation Team. SREs for 2019 and historical returns over last 10 years are
based on data as of Oct 31, 2018. Returns estimated in US Dollars; All estimates are expressions of opinion and are subject to change
without notice and are not intended to be a guarantee of future events. Strategic Return Estimates are no guarantee of future performance.
Past performance is no guarantee of future returns. AVS provides SREs and asset allocations profiles for multiple currency and geographic
preferences. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do
not represent the performance of any specific investment. Past performance is no guarantee of future results. Real results may vary.

Figure 6: US Share of Global Equity Market Capitalization Figure 7: World Ex-US Premium/Discount to US CAPE
vs Trade Weighted Dollar
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Source: Factset and Haver as of June 28, 2019
Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent
the performance of any specific investment. Past performance is no guarantee of future results. Real results may vary.

As described in our Mid-Year Outlook, our unique Strategic Asset Allocation framework (our Adaptive
Valuation Strategies methodology, or “AVS”) uses valuation to help avoid mistakes that can be made by
simply extrapolating the past forward, as so many do. This helps to avoid allocating the highest share of a
portfolio to the most overvalued asset, which can come from unsustainably strong performance for
particular asset classes.
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Global equity portfolios are typically less volatile than single-region
portfolios. When will this really show a benefit for those who invest more
broadly than the US market? As figure 6 suggests, it seems likely to
occur when currencies strengthen against the USD. In the present
setting, this could be when the Federal Reserve both eases monetary
policy, and sustains the easing. Though the Fed recently cut rates, strong
questions remain over whether this will be followed up with sustained
easing in the near term. The performance of the US and world economy
cannot be ignored to focus solely on the Fed’s influence.

With Discipline, Stay the Course

Will the US economic expansion last indefinitely? Certainly not. Will the
next recession mirror the crisis of 2008-2009? With roughly equal
certainty, it will probably not. But investors who liquidated their entire
portfolios in December in the belief that losses could be avoided likely
instead did their returns long-term harm.

As figure 8 shows, simply missing the best two days of equity market
performance per year on average during the past two decades would
have driven returns in the US market from +7.2% down to -2.7%. Is it
easy to identify these best and worst days? If you look, they are
clustered very close together, compounding the difficulty (see figure 9).

Figure 8: S&P 500 Total Returns, and Returns Missing the 20 Best Days

Decade 1988 - 19497

Annualized S&P Total Return

Source: Facset as of June 28, 2019

Decade 1338 - 2007 Decade 2008 - 2017

Annualized SEP Total Return
Annualized SEP Total Return

Annualized return missing the 20 best days

Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent
the performance of any specific investment. Past performance is no guarantee of future results. Real results may vary.
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Moreover, the hard core market timer risks missing dividend payments,
which constitute more than half of total returns when reinvested over
20- or 30-year holding periods in the case of US shares (see figure 10).

Figure 9: S&P 500 Daily Percent Change Figure 10: S&P 500 Price and Total Return
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Source: Factset and Haver as of June 28, 2019
Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not
represent the performance of any specific investment. Past performance is no guarantee of future results. Real results may vary.

Conclusion

We've chosen to elevate risk management above enhancing returns at the
moment. As noted in Quadrant, we believe that the current market setting
lends best to hedging tools, but otherwise with tactical asset allocation. This
is done at the margin, and we do not believe truly extreme negative market
returns are likely. The goal is to manage risk as we have reduced
confidence and visibility with political drivers rising in importance in the
near-term. While we don’t rely on hope, we can allow ourselves to hope that
this represents an abundance of caution. We believe that maintaining a risk-
focused portfolio management process in good times and bad helps to
improve the odds that long-term pools of capital will be able to help
nonprofits achieve their mission goals.

August 2, 2019 | 8



Appendix | — Level lll Multi-Asset Class Solutions US Returns

Growth and Income Portfolio Level 11l seeks a balance of income and moderate capital appreciation and has a 4-6 year investment horizon

TRAILING PERFORMANCE US CORE PORTFOLIOS WITH HEDGE FUNDS AS OF JUNE 30, 2019

Level I
‘ Annualized Trailing Returns
(Gross of Fees) 10 Year
=
£ .
= Level Il Portfolios 7.58%
3%
52
£ 2
fe Cash 2.0%
[ Investment Grade FI 26.5%
ST  High YieldFI 2.0%
%) Emerging Market Fl 2.0%
= US Equity 36.0%
Global Non-US Equity 14.0%
Emerging Market Equity ~ 5.5%
Hedge Funds 12.0%

“Investment Grade Fixed Income can be implemented via taxable or tax-exempt securities; allocations may vary.
Allocation percentages are indicative of strategic benchmark weights and may vary over time. Percentages shown may be slightly different from the sum of the totals shown due to rounding.

Important Information
Past performance is no guarantee of future results. Real results may vary.

In any instance where distribution of this communication (“Communication”) is subject to the rules of the U.S. Commodity
Futures Trading Commission (“CFTC”), this communication constitutes an invitation to consider entering into a derivatives
transaction under U.S. CFTC Regulations 88 1.71 and 23.605, where applicable, but is not a binding offer to buy/sell any
financial instrument.

All views, opinions and estimates expressed in this communication (i) may change without notice, and (ii) may differ from those views,
opinions and estimates held or expressed by Citigroup or other Citigroup personnel. Recipients of this communication should obtain
advice based on their individual circumstances from their own tax, financial, legal and other advisors before making an investment
decision, and only make such decisions on the basis of the investor's own objectives, experience and resources.

Citi Private Bank (“CPB”) is a business of Citigroup Inc. (“Citigroup”), which provides its clients access to a broad array of products and
services available through bank and non-bank affiliates of Citigroup. Not all products and services are provided by all affiliates or are
available at all locations. In the US, investment products and services are provided by Citigroup Global Markets Inc. (“CGMI”), member
FINRA and SIPC, and Citi Private Advisory, LLC (“Citi Advisory”), member FINRA and SIPC. CGMI accounts are carried by Pershing
LLC, member FINRA, NYSE, SIPC. Citi Advisory acts as distributor of certain alternative investment products to clients of Citi Private
Bank. CGMI, Citi Advisory and Citibank, N.A. are affiliated companies under the common control of Citigroup.

Outside the US, investment products and services are provided by other Citigroup affiliates. Investment Management services (including
portfolio management) are available through CGMI, Citi Advisory, Citibank, N.A. and other affiliated advisory businesses. These Citigroup
affiliates, including Citi Advisory, will be compensated for the respective investment management, advisory, administrative, distribution
and placement services they may provide.

In Canada, Citi Private Bank is a division of Citibank Canada, a Schedule Il Canadian chartered bank. References herein to Citi Private
Bank and its activities in Canada relate solely to Citibank Canada and do not refer to any affiliates or subsidiaries of Citibank Canada
operating in Canada. Certain investment products are made available through Citibank Canada Investment Funds Limited (“CCIFL”), a
wholly owned subsidiary of Citibank Canada. Investment Products are subject to investment risk, including possible loss of principal
amount invested. Investment Products are not insured by the CDIC, FDIC or depository insurance regime of any jurisdiction and are not
guaranteed by Citigroup or any affiliate thereof.

This document is for information purposes only and does not constitute an offer to sell or a solicitation of an offer to buy any securities to
any person in any jurisdiction. The information set out herein may be subject to updating, completion, revision, verification and
amendment and such information may change materially.

Citigroup, its affiliates and any of the officers, directors, employees, representatives or agents shall not be held liable for any direct,
indirect, incidental, special, or consequential damages, including loss of profits, arising out of the use of information contained herein,
including through errors whether caused by negligence or otherwise.

CCIFL is not currently a member, and does not intend to become a member, of the Mutual Fund Dealers Association of Canada
(“MFDA”); consequently, clients of CCIFL will not have available to them investor protection benefits that would otherwise derive from
membership of CCIFL in the MFDA, including coverage under any investor protection plan for clients of members of the MFDA.

Citi Investment Management (“CIM”) is a business unit of Citigroup Inc. that conducts investment management services out of Citibank
N.A. and certain branches and other affiliates, including Citi Advisory and CGMI.

Views, opinions and estimates expressed herein may differ from the opinions expressed by other Citi businesses or affiliates, and are not
intended to be a forecast of future events, a guarantee of future results, or investment advice, and are subject to change without notice
based on market and other conditions. Citi is under no duty to update this document and accepts no liability for any loss (whether direct,
indirect or consequential) that may arise from any use of the information contained in or derived from this Communication.



Investments in financial instruments or other products carry significant risk, including the possible loss of the principal amount invested.
Financial instruments or other products denominated in a foreign currency are subject to exchange rate fluctuations, which may have an
adverse effect on the price or value of an investment in such products. This Communication does not purport to identify all risks or
material considerations which may be associated with entering into any transaction.

Strategies and investments involve risk and may not perform as described, may not be suitable for every investor, and may have eligibility
requirements that must be met prior to investing.

Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk. In general, as prevailing
interest rates rise, fixed income securities prices will fall. Bonds face credit risk if a decline in an issuer’s credit rating, or creditworthiness,
causes a bond’s price to decline. High yield bonds are subject to additional risks such as increased risk of default and greater volatility
because of the lower credit quality of the issues. Finally, bonds can be subject to prepayment risk. When interest rates fall, an issuer may
choose to borrow money at a lower interest rate, while paying off its previously issued bonds. As a consequence, underlying bonds will
lose the interest payments from the investment and will be forced to reinvest in a market where prevailing interest rates are lower than
when the initial investment was made.

For US clients, trust services are provided by one of the following entities: Citibank, N.A., Citicorp Trust South Dakota or Citicorp Trust
Delaware, N.A. For clients who are neither residents nor citizens of the US, trust services are provided by one of the following entities:
Cititrust Private Trust (Cayman) Limited, Cititrust Private Trust Zurich GmbH, Cititrust (Bahamas) Limited, Cititrust (Cayman) Limited,
Cititrust (Jersey) Limited, Cititrust (Singapore) Limited, Cititrust (Switzerland) Limited or Citicorp Trust Delaware, N.A. The service
providers are referred to collectively as Citi Trust. Cititrust (Jersey) Limited, whose contact details are P.O. Box 728, 38 Esplanade, St.
Helier, Jersey JE4 8ZT, Channel Islands, telephone number +44 1534 608000, is licensed by the Jersey Financial Services Commission
for the conduct of Trust Company Business.

Bond rating equivalence

Alpha and/or numeric symbols used to give indications of relative credit quality. In the municipal market, these designations are published by
the rating services. Internal ratings are also used by other market participants to indicate credit quality.

Bond credit quality ratings Rating agencies

Credit risk Moody's’ Standard and Poor's? Fitch Ratings?
Investment Grade

Highest quality Aaa AAA AAA
High quality (very strong) Aa AA AA
Upper medium grade (Strong) A A A
Medium grade Baa BBB BBB
Not Investment Grade

Lower medium grade (somewhat speculative) Ba BB BB
Low grade (speculative) B B B
Poor quality (may default) Caa ccc cce
Most speculative Ca cc cC
No interest being paid or bankruptcy petition filed (o D C
In default C D D

1 The ratings from Aa to Ca by Moody’s may be modified by the addition of a1, 2, or 3 to show relative standing within the category.

2 The ratings from AA to CC by Standard and Poor’s and Fitch Ratings may be modified by the addition of a plus or a minus to show relative standing

within the category.
The risk of loss in financing a transaction by deposit of collateral is significant. Citibank, N.A. (“Citi”) will be your lender for this financing
and you may sustain losses in excess of your cash and any other assets deposited as collateral with Citi or Citi’s agent. Market conditions
may make it impossible to execute contingent orders, such as “stop-loss” or “stop-limit” orders. You may be called upon at short notice to
make additional margin deposits or interest payments. If the required margin deposits or interest payments are not made within the
prescribed time, your collateral may be liquidated without your consent. Moreover, you will remain liable for any resulting deficit in your
account and interest charged on your account. You should therefore carefully consider whether such a financing arrangement is suitable
in light of your own financial position and investment objectives. You are not entitled to choose which securities or other assets in your
account(s) are liquidated or sold to meet a margin call. The firm can increase its margin requirements at any time and is not required to
provide you advance written notice. You are not entitled to an extension of time on a margin call. Citi has the right to demand repayment
of a demand facility at any time, for any reason or no reason.

If part of the initial invested amount is funded with a loan, the investor should be aware that leverage significantly increases risks. A
relatively small market movement will have a proportionally larger impact on the invested amount that the investor has provided. This may
work for the investor as well as against the investor. A variety of factors, including but not limited to, volatility return rates and time will
affect the price / value of the product at any point in time. In accordance with the provisions of any agreements between the investor and
their lender governing the credit and any margin requirement, the investor may be required at short notice to make additional margin
deposits or liquidate their position at a significant loss.

Citigroup Inc. and its affiliates do not provide tax or legal advice. You should seek advice based on your particular circumstances from an
independent tax advisor.

To the extent that this material or any attachment concerns tax matters, it is not intended to be used and cannot be used by a taxpayer
for the purpose of avoiding penalties that may be imposed by law.

© 2019 Citigroup Inc., All Rights Reserved. Citi, Citi and Arc Design and other marks used herein are service marks of Citigroup Inc. or its
affiliates, used and registered throughout the world.
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