Portfolios

MAORNINGSTAR Managec

Research Insights

H Lessons From b Decades of Asset Allocation

Morningstar Investment Management LLC
February 2021

Philip Straehl
Global Head of Research

For General Public Use

Key Takeaways

» Our asset allocation approach has drawn on our research over the past 44 years, research spanning five
decades for which we've won 11 Graham and Dodd Awards.’

» In the early days, Ibbotson Associates’ pioneered strategic asset allocation based on rigorous research.

» QOur asset allocation approach evolved when research pointed to the fact that expected returns vary over
time in ways that are predictable, creating opportunities for investors to enhance returns. Today we call
this valuation-driven asset allocation.

» Our history has taught us five lessons: 1) to be long-term minded, 2) to use a simple framework for
assessing value, 3) to deeply assess fundamentals, 4) to think contrarian, and 5) to understand where
you are in the capital cycle.

The Asset Allocation Challenge in Brief

Our heritage traces back to the days of Ibbotson Associates,” which was founded in 1977 by Roger
Ibbotson, who also was the president of CRSP, the Center for Research in Security Prices at the
University of Chicago. His early work documenting returns history grew into a cohesive approach to
asset allocation, which Ibbotson Associates used to advise clients ranging from large pension funds to
financial advisors. Along the way, Ibbotson Associates became synonymous with its yearbooks —the
Cost of Capital Yearbook and its Stocks, Bonds, Bills, and Inflation (SBBI) yearbooks (the SBBI Valuation
Yearbook, and the SBBI Classic Yearbook, which featured the growth of $1 chart that communicates at a
glance the power of markets and compounding).

Together, Ibbotson’s yearbooks became the gold standard on how to value assets and combine them
into portfolios. Meanwhile, his peer-review research pushed ever further into methods that sought to
more accurately explain the corporate and economic fundamentals that drive long-term returns.

Of course, times change. Ibbotson Associates became part of Morningstar in 2006, before being
integrated into Morningstar Investment Management in 2016. As a unified investment management
team with personnel around the world, we had vastly larger resources to conduct in-depth investment
research across a wide range of global assets. The research informing asset allocation best-practice also
evolved, as work by Nobel Laureate Robert Shiller and others showed that when asset prices and

1 According to the CFA Institute's website, "To honor investing pioneers Benjamin Graham and David Dodd, the Graham and Dodd Awards were
created in 1960 to recognize excellence in research and financial writing in the Financial Analysts Journal."

2 Ibbotson Associates, Inc. was acquired by Morningstar, Inc. in 2006 and merged into Morningstar Investment Management LLC at the close of

business on Dec. 31, 2015.
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fundamentals unlink, it can create risks and opportunities for investors. For us, that led us to develop
methods for measuring how expected returns deviate from their long-run averages over time. Our
current approach is geared toward opportunistically finding assets that are priced to deliver higher
expected returns, while keeping a long-term perspective that traces back to our Ibbotson heritage. We
call our approach valuation-driven asset allocation.

Through this evolution, some lessons have stood the test of time and continue to inform our best
thinking today. We'll unpack five key lessons that we believe are vital to be a great asset allocator today.

Lesson 1: It's Important to Keep a Long-Run Perspective

Long-term thinking dates back to Ibbotson Associates and even before. Benjamin Graham, the
grandfather of value investing, said, “In the short run, the market is a voting machine, but in the long
run, it is a weighing machine.” Said another way, markets measure sentiment in the short term, but real
value drives returns over time (see below for more on this).

In the SBBI Classic Yearbook, the “motivation” for creating the iconic Ibbotson long-run return chart was
to "provide a period long enough ... (to uncover) the basic relationships between risk and return among
different asset classes ... and between nominal and real (inflation-adjusted) returns.” Considering long-
term data when estimating the fair return of an asset class allows one to separate signal from noise.

In the long-run, stocks outperform bonds and inflation. And for good reason: Roger Ibbotson illuminated
this point in three follow-up studies that show that asset returns are intrinsically linked to the real

Exhibit 1 Long-Run Returns of Key Asset Classes Offer Important Lessons for Asset Allocators
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economy (See Exhibit 2). Most recently, Roger Ibbotson and | (2017)* demonstrated, using data from
1871 to 2014, that total payouts—which include both dividends and share buybacks—grew at a similar
rate as the economy. In other words, equity investors participate in the growth that is supplied by the
real economy, providing a fundamental explanation for why equity tends to outperform bonds in the
long term.

Lesson 2: A Simple Framework Is Needed to Assess Value

The genesis of Ibbotson’s yearbooks were two papers he wrote with Rex Sinquefield in 1976. Using
capital market data going back to 1926, the authors presented a framework for understanding asset
class returns as the sum of two or more elemental parts—a building block approach. Jack Treynor called
this approach “among the simplest that allow for the principal capital market phenomena.” Ibbotson
later applied it to asset allocation.

In our asset class research today, we continue to use building blocks, which provides a framework for us
to simplify the valuation of assets. For example, to value an equity market, our global investment team
separately considers its 1) expected total payout yield, 2) expected cash flow growth, 3) change in
valuation, and 4) inflation. These building blocks come together to create a single valuation-implied
return estimate, which, when compared to its long-term or fair return, helps us decide whether the asset
class is attractively priced.

Warren Buffett has a famous quote in this context: “To invest successfully over a lifetime does not
require a stratospheric 1Q, unusual business insights, or inside information. What's needed is a sound
intellectual framework for making decisions, and the ability to keep emotions from corroding that
framework.” In this way, our valuation models provide our investment team with a simple and intuitive
yardstick to assessing the attractiveness of an investment opportunity across global capital markets and
help us stay rational during periods of extreme optimism and pessimism.

Exhibit 2 Decades of Research Support Our Fundamental Approach
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Source: Morningstar Investment Management

3 See Exhibit 2 for paper references.
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Lesson 3: Fundamentals Drive Asset Prices in the Long Run

Understanding the difference between price and value is an important point for asset allocators, albeit a
contentious one. We take a pragmatic approach to this, informed by academic learnings and the
gravitational reality that long-term prices are linked to long-term fundamentals.

Looking somewhat differently at the long-run SBBI chart (see Exhibit 3), we see that in the very long-run
equity returns are almost entirely driven by fundamentals as measures by the total payout yield and
growth of total payouts.’ This insight puts the onus of long-term investing on a deep understanding of
fundamentals. Thus, the focus of the valuation-driven asset allocation today is to gain an in-depth
understanding of the assets that we invest in. Our asset class team® of dozens of investment
professionals help us uncover these opportunities around the world, as do the data and analysis from
hundreds of analysts from Morningstar, Inc. and its subsidiaries.

Exhibit 3 Long-Run Stock Returns Are Driven by Fundamentals

$1,000,000

$100,000

$10,000

$1,000

$100

Total Return Fundamental Return

$10

$0
1871 1881 1892 1903 1913 1924 1935 1945 1956 1967 1977 1988 1999 2009 2020

Source: Morningstar Investment Management calculations. Data as of 12/31/2020

The chart also highlights that there are times when total return has departed from the fundamental
return. The gap between the two represents returns driven by sentiment, or changing risk-aversion, and
they can either run ahead of or lag behind fundamentals. These are the periods that create opportunities
for valuation-driven investors. Our approach is designed to buy assets when they are trading at a

4 Fundamentals are defined as total yield (dividend plus buybacks) and nominal total payout growth. See Straehl/Ibbotson (2017) for more details.

5 Our asset class team refers to investment professionals at Morningstar Investment Management LLC, as well as our counterparts around the world,
collectively referred to as Morningstar's Investment Management group. These are separate legal entities, but the investment teams share
research duties and findings globally.
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discount to their fair value, and underweight assets that trade at premium. Buying assets that offer high
expected returns given our forward-looking estimate of fundamentals is the hallmark of our valuation-
driven process.

Lesson 4: Fish Where the Fishermen Aren’t

Contrarian thinking is the third leg to the stool in our valuation driven asset allocation process. Given
that investor sentiment can cause valuations to stray from fundamentals in the short to medium term, an
investor needs to understand all three —valuations, fundamentals, and investor sentiment—to find
opportunities.

In their research on the notion of popularity,® Roger Ibbotson and Marningstar's Thomas Idzorek
demonstrated that assets that have characteristics that are popular with investors, tend to offer lower
expected returns compared to assets that are relatively overlooked. Supported by this research, we
believe combining valuation with an understanding of investor behavior can increase success.

Famed value investor and Warren Buffett's longtime business partner Charlie Munger famously said that
the first rule of fishing is to go where the fish are. To the investor, that means you must understand an
asset’s fundamentals. Carrying the analogy further, a large fishing hole covered by many fishermen
doesn’t seem as ripe for success a small fishing spot with one fisherman. Saying there’s an optimal ratio
of fish to fishermen is taking it too far, but that's the general idea. And that's what being contrarian is all
about—finding the fish, yes, but also making sure you'll be able to catch them before others do.

For us, we seek to stay disciplined not only in our fundamental and valuation work, but also in how we
assess opportunities—every time we buy, another investor is selling, and we want to have as much
confidence as we can that we're getting the better deal. So, we study diversity in the market, investor
sentiment as gauged by surveys and analyst consensus, and trading volume and liquidity. In other
words, how many fishermen have already found the spot we believe to be promising?

Let's face it, fishing—and investing—can be hard. The comic Steven Wright once said, “There’s a thin
line between fishing and standing on the shore like an idiot.” We study the fish and the fishermen —
fundamentals, valuations, and investor behavior—as a way to improve our chances of success.

Lesson 5: Understand Where You Are in the Capital Cycle

Disruption has become a hot topic in the last decade, but change is part of a longer evolutionary chain.
Disruption has come in many forms throughout history, and it will likely evolve again. What the next
disruptive force will be is unknowable today —but we believe that fundamental research aimed at
understanding these disruptive forces is integral to a robust investment process.

6 See for example, Ibbotson, Roger G. and Idzorek, Thomas and Kaplan, Paul D. and Xiong, James X., Popularity: A Bridge between Classical and
Behavioral Finance (December 10, 2018). CFA Institute Research Foundation Publications, 2018.
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While history is a useful guide for long-term investars, it's important to remember Mark Twain’s insight
that history doesn't repeat itself, but often rhymes.

In our investment process, we examine change through the lens of capital cycle analysis. The capital
cycle is based on the notion that industries with high profits tend to attract high capital investment,
which drives down future profits. Said differently, high capital flows increase the supply of products and
services in an industry, driving down prices. Lower prices, in turn, diminish profits, reduce the industry’s
incentive to invest, setting in motion a start of a new capital cycle where new companies find ways to
boost profits, thereby attracting more capital. We believe that understanding the flow of capital is
important because it changes the risk and reward of an asset.

It was the application of this process to the Australian equity market that convinced us to steer clear of
the mining boom in Australia that ended in the early 2010s, where strong Chinese growth led to a
decade-long boom in commodity prices. This sent mining stocks to lofty heights, with enormous capital
investment by mining companies who sought quick fortunes amid the commodity boom.’ For this reason,
capital cycle analysis plays a big role in our process, which allowed us to detect the Australian mining
boom.

Ready for the Next 44 Years
Clearly, much has changed in the past 44 years, but we believe these lessons have endured throughout.
Some things never change or change very slowly, and investing is one such example.

We view successful investing as finding assets that trade at a discount to their instinct value. It sounds
simple, but it's not easy. The past five decades taught us that it requires a long-term mindset, a deep
understanding of fundamentals, a repeatable framework for decision-making, a willingness to go against
the crowd, as well as an awareness of the capital cycle.

We believe these lessons will serve investors well for the next 44 years and beyond, come what may,
because they are time-tested and deal with the unchanging elements that drive returns. Il

7 A slowdown in Chinese investment in 2013-2014 led to a decline in Australian mining exports, leading to an end of the boom.
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Disclosures

Opinions expressed are as of the current date; such opinions are subject to change without notice. Morningstar Investment
Management shall not be responsible for any trading decisions, damages, or other losses resulting from, or related to, the
information, data, analyses or opinions or their use. This commentary is for informational purposes only. The information, data,
analyses, and opinions presented herein do not constitute investment advice, are provided solely for informational purposes and
therefore are not an offer to buy or sell a security. Please note that references to specific securities or other investment options
within this piece should not be considered an offer (as defined by the Securities and Exchange Act) to purchase or sell that specific
investment. Performance data shown represents past performance. Past performance does not guarantee future results.

All investments involve risk, including the loss of principal. There can be no assurance that any financial strategy will be
successful. Morningstar Investment Management does not guarantee that the results of their advice, recommendations or
objectives of a strategy will be achieved.

"o wou

This commentary contains certain forward-looking statements. We use words such as “expects”, “anticipates”, “believes”,
“gstimates”, “forecasts”, and similar expressions to identify forward-looking statements. Such forward-looking statements involve
known and unknown risks, uncertainties and other factors which may cause the actual results to differ materially and/or
substantially from any future results, performance or achievements expressed or implied by those projected in the forward-looking

statements for any reason. Past performance does not guarantee future results.

Morningstar® Managed Portfolios™ are offered by the entities within Morningstar's Investment Management group, which
includes subsidiaries of Morningstar, Inc. that are authorized in the appropriate jurisdiction to provide consulting or advisory
services in North America, Europe, Asia, Australia, and Africa. In the United States, Morningstar Managed Portfolios are offered by
Morningstar Investment Services LLC or Marningstar Investment Management LLC, both registered investment advisers, as part of
various advisory services offered on a discretionary or non-discretionary basis. Portfalio construction and on-going monitoring and
maintenance of the partfolios within the program is provided on Morningstar Investment Services behalf by Morningstar
Investment Management LLC. Morningstar Managed Portfolios offered by Morningstar Investment Services LLC or Morningstar
Investment Management LLC are intended for citizens or legal residents of the United States or its territories and can only be
offered by a registered investment adviser or investment adviser representative.

Investing in international securities involve additional risks. These risks include, but are not limited to, currency risk, political risk,
and risk associated with varying accounting standards. Investing in emerging markets may increase these risks. Emerging markets
are countries with relatively young stock and bond markets. Typically, emerging-markets investments have the potential for losses
and gains larger than those of developed-market investments.

A debt security refers to money borrowed that must be repaid that has a fixed amount, a maturity date(s), and usually a specific
rate of interest. Some debt securities are discounted in the original purchase price. Examples of debt securities are treasury bills,
bonds and commercial paper. The borrower pays interest for the use of the money and pays the principal amount on a specified
date.

The indexes noted are unmanaged and cannot be directly invested in. Individual index performance is provided as a reference only.
Since indexes and/or composition levels may change over time, actual return and risk characteristics may be higher or lower than
those presented. Although index performance data is gathered from reliable sources, Morningstar Investment Management
cannot guarantee its accuracy, completeness or reliability.
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About Morningstar's Investment Management Group

Your investment goals matter to us. Our mission is to empower investor success by building investment
portfolios selected by your financial advisor. Our world-class investment strategies draw on our core
capabilities in research, asset allocation, investment selection, and portfolio construction. Our
investment professionals are located around the world, which provides both a global point of view and
local market expertise.

Based on a proprietary valuation-driven asset allocation process, our strategies offer investors a range of
multi-asset risk- and outcome-based strategies designed to help meet a variety of goals. Also, our
separately managed accounts offer concentrated portfolios of our portfolio managers' best ideas. We
put more than 35 years of investment experience to work in every portfolio we manage to offer you a
better investing experience, because your journey also matters.

For More Information

Phone:  + 1877 626-3227

Email:  ManagedPortfolios.US@morningstar.com
Online;  www.mp.morningstar.com

MCORNINGSTAR

22 West Washington Street
Chicago, IL 60602 USA

©2021 Morningstar Investment Management LLC. All rights reserved. The Morningstar name and logo are registered marks of
Morningstar, Inc. Morningstar Investment Services LLC is a registered investment adviser and subsidiary of Morningstar
Investment Management LLC. Portfolio construction and ongoing monitoring and maintenance of the model portfolios discussed
herein is provided on Morningstar Investment Services' behalf by Morningstar Investment Management LLC.
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