Hunting for Value in

an Expensive US
Stock Market

US stock valuations are elevated, suggesting a need
for greater defensiveness in portfolio positioning, but
not a reason to exit the US market entirely.
Historically, exiting the market has often led to
missed opportunities, either from continued gains or
failure to re-enter at the right time. Instead, it's
about balancing behavior, calibrating between
caution and aggressiveness to navigate current
conditions wisely.
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Chapter 7 — Hunting for Value in an Expensive US Stock Market

Key Takeaways

+ Long-term investment opportunities in the US are becoming increasingly scarce.

+ Lower valuations and expectations offer potential opportunities in the value segment.
+ Small caps and consumer staples appear to be worthy of consideration into portfolios.
+ Diversifying portfolios within US equity can help investors safeguard against potential

leadership shifts in the market.

Warren Buffett likes cash more than ever and many are interpreting it
as an ominous signal.

Berkshire's latest earnings reveal that the company now holds over
$325 billion in cash and cash equivalents — primarily short-term

Treasuries—more than double its cash holdings from a year ago.

This has fueled speculation, with questions like, “Is Buffett bearish on
US stocks?”

Exhibit 18: CAPE Ratio: US Large Cap Stocks

While we're unlikely to receive a direct answer, it's fair to suggest that

Buffett sees fewer attractive opportunities. He's a disciplined, valuation-

based investor, and let's face it—valuations are far from cheap.

One indicator, the CAPE Ratio, shows US equity valuations are at their
highest since the late 1990s, sitting at 38.1 and placing it in the 98th
percentile of historical readings.

Without speaking for him, this valuation data isn't a well-kept secret
and likely factors into his growing cash position.
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Buffett's Moves Not Relevant for All Investors

One way Buffett has been building his cash reserve is by reducing his
stake in Apple.

Yet an often-overlooked detail here is Apple’s valuation since his
first purchase. When Buffett initially invested in Apple in early 2016,
the stock was trading at 10 times earnings; today, it trades at 31
times earnings.

In other words, Buffett's doing what he's always done —buying cheap
and selling dear.

While Buffett's approach is shrewd, it's worth cautioning that average
investors might misinterpret his actions without considering the broader
context. Managing hundreds of billions of dollars, as Buffett does,
means there are only a few companies big enough to significantly
impact his portfolio.

Apple was one such “needle mover,” being the world’s largest company
with a reasonable valuation when he bought it.

Exhibit 19.1: Top 10 Holdings (Morningstar US Large Growth)

Company Ticker P/E
Nvidia NVDA NVDA 37.2
Microsoft MSFT 315
Amazon AMZN 33.0
Tesla TSLA 102.0
Salesforce CRM 29.2
Visa Vv 21.4
Netflix NFLX 36.9
Mastercard MA 314
Airbnb ABNB 29.0
ServiceNow NOwW 60.6
Avg. P/E 41.8

Source: Morningstar Direct, Morningstar Indexes. Data as of November 21, 2024.
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Today, similar opportunities are scarce —at least in Buffett's view—
hence the growing cash reserves. But this logic doesn’t necessarily
apply to other investors.

Put simply, while there may be fewer attractive investment
opportunities in the US, that doesn’t mean they're nonexistent either.

With that in mind, let’s explore three US investment themes that we
believe hold strong potential for 2025.

Valuations within US large caps tell a story of two distinct markets:
1. A high-valuation (expensive) segment, which has fueled
most of the recent performance and captures the bulk of
media attention.
2. Alow-valuation (cheaper) segment, which has been
largely overlooked.

To illustrate, consider underlying data from Morningstar indexes:

The top 10 holdings in the large-cap growth index trade at an average
price-to-earnings ratio of 41.9, while the top 10 holdings in the
large-cap value index trade at a much lower 18.4.

Exhibit 19.2: Top 10 Holdings (Morningstar US Large Value)

Company Ticker P/E
Berkshire Hathaway BRK.A 23.6
JPMorgan Chase JPM 14.4
Exxan Mobil XOM 135
Home Depot HD 25.3
Johnson & Johnson JNJ 14.3
AbbVie ABBV 14.1
Walmart WMT 31.8
Bank of America BAC 125
Coca-Cola KO 21.2
Chevron CVX 133

Avg. P/E 18.4
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When assessing index-level valuations, many investors stop at the
headline number. However, a deeper look reveals intriguing insights.
Specifically, within the value segment of the index, significantly lower
valuations—and expectations—become evident.

Theme #2—Small Caps
One reason to own asset classes others ignore is that even a small
amount of positive news can quickly shift sentiment.

Small caps are a prime example. Large pools of investor capital have
largely ignored small caps, and for valid reasons —most notably, their
underperformance relative to large caps. Additionally, rising interest
rates have compounded the pressure, as small caps typically carry
more floating-rate debt, which becomes costlier as rates climb.

We often describe small caps with “The Three U's": unloved,
underperforming, and undervalued.

Exhibit 20: Small-Cap Weighting as % of Total Holdings for Multi-Asset Managers
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Small caps are undeniably unloved—interest from active managers
appears to be in a perpetual state of decline. Per Bank of America
research, small caps now make up just 3% of active portfolios, a figure
that has halved over the past decade.

The underperformance has been well documented. Large caps

have outpaced small caps, outperforming them in nine of the past
10 calendar years.

©2024 Morningstar

When apathy and poor returns intersect, they create a potent mix that
often leads to an asset class becoming undervalued. According to Dave

Sekera, Morningstar's Senior US Market Strategist, small-cap stocks are

currently trading at a 15% discount to fair value, making them the
cheapest US asset class across the style box.
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Exhibit 21: Price/Fair Value by Morningstar Style Box Category
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Source: Morningstar. Data as of September 23, 2024.

Exhibit 22: Small Cap Forward Returns Post Rate Cut

While many investors may dismiss small caps, the setup is becoming
increasingly compelling.

For one, small caps broke out to new 52-week highs in March of this
year and have continued to reach new all-time highs throughout the
year. Although some may hesitate to invest at all-time highs, one
simple investing principle is that strength begets strength—meaning
it's not uncommon for an asset class that has performed well to
continue that momentum.

As we've mentioned before, all-time highs are nothing to fear. In fact,
quite the opposite.

First Rate Cut 3 Months 6 Months 1-Year 3-Year 5-Year
5/30/1980 23.0% 40.6% 53.3% 29.5% 16.2%
11/21/1984 17.8% 16.3% 22.2% 4.4% 10.7%
7/6/1995 5.6% 9.4% 20.2% 18.5% 14.3%
9/29/1998 12.5% 9.7% 16.8% 4.8% 1.2%
1/3/2001 3.1% 3.8% 6.5% 8.2%
7/31/2019 0.2% 5.5% 7.5% 8.7%
Average 4.4% 6.8% 12.0% 9.1% 10.0%
Median 3.4% 5.5% 11.7% 6.5% 8.7%
% Time Positive 66.7% 66.7% 66.7% 88.9% 100.0%

Source: Ned Davis Research, Bloomberg, Patient Capital Mgmt. Russell 2000 Index used for analysis. Past Performance no guarantee of future results.
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Secondly, rate cuts are generally favorable for small caps. Historically,
after the initiation of a rate-cutting cycle, small caps have posted
positive returns nearly 70% of the time, with an average return of 12.0%
one year later. Over a five-year period, small caps have been positive
100% of the time.

We also see an opportunity to apply a quality filter within small caps. For
instance, nearly 25% of the broad small-cap index consists of unprofitable
companies. By focusing on the higher-quality, more profitable segment of
the asset class, investors can potentially build a more resilient small-cap
portfolio, rather than simply buying the index as a whole.

Exhibit 23: Expected Returns (10-Year Annualized)

Theme #3— Consumer Staples
The final US investment idea focuses on a sector: Consumer staples.

The consumer staples equity sector includes companies that produce
essential goods and services—such as food, beverages, household
items, and personal care products—that remain in demand regardless
of economic conditions. This sector includes major multinational
companies like Walmart and Procter & Gamble at one end of the
spectrum, down to Lamb Weston—one of the largest sellers of French
fries in the world —and everything in between.

4%

-2

Source: Morningstar Investment Management. Data as of October 31, 2024.

The investment thesis for consumer staples is grounded in

the following:

Our proprietary valuation research, which incorporates several factors,
identifies consumer staples as having the most attractive forward-return
prospects among all US sectors.

©2024 Morningstar

Consumer staples were hit harder than other sectors by inflation and
supply chain disruptions, and the market took notice, resulting in
underperformance in previous years. However, profit margins bottomed
outin 2023 and have started to recover gradually and consistently, a
trend we believe will continue.
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Exhibit 24: Gross Margins— Consumer Staples
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Lastly, the impact of GLP-1 drugs has loomed large over the sector.
Apart from artificial intelligence, it's hard to find a growth area bigger
than weight loss drugs, as evidenced by the success of Eli Lilly.

Conventional wisdom suggests that companies like Walmart and Pepsi
would see reduced sales as people get slimmer. However, conventional
wisdom isn't always accurate, and recent commentary from major
consumer staples companies challenges this narrative.

Markets often climb a wall of worry, and the concerns within the
staples sector have generated enough pessimism to create potential
opportunities for contrarian investors.

Exhibit 25: Weight Loss Drugs Weighing on
Consumer Staples?

Largest retailer in the world:

Walmart ;< & Kroger

Largest grocery store operator in the US:

Seller of soft drinks and snacks:

=

Manufacturer of beer cans:

CROWN

Brand-Building Packaging™

Largest chocolate seller in the US:

HERSHEYS

With an Eye Towards ‘25

Instead of chasing the “Magnificent 7,” investors may be better served
by ensuring broad diversification, positioning themselves to benefit from
companies that could be tomorrow’s leaders.

We believe opportunities remain in the US market if you're willing to
dig for them.

©2024 Morningstar

And while the opportunity set may be shrinking for the world's greatest
investar, this is largely due to the sheer size of Buffett's capital —finding
impactful opportunities becomes challenging when managing over
$300 billion.

For the average investor, however, this constraint doesn't apply, and it's

worth keeping this difference in mind when evaluating today's US
investment landscape. mm
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These opinions are as of the date written, are subject to
change without notice, do not constitute investment advice,
and are provided solely for informational purposes.
Morningstar, Inc. and its affiliates 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 document contains certain
forward-looking statements. Forward-looking statements
involve known and unknown risks, uncertainties, and other
factors that 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.

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; and are not warranted to be
correct, complete, or accurate. The information contained
herein is the proprietary property of Morningstar, Inc. and its
subsidiaries and may not be reproduced, in whole or in part,
or used in any manner, without the prior written consent of
Morningstar.

Itis important to nate that investments in securities (e.g.,
mutual funds, exchange-traded funds, commaon stacks)
involve risk and will not always be profitable.

Stocks of small and mid-cap companies tend to be more
volatile and less liquid than stocks of large companies.
Small and mid-cap companies, as compared to larger
companies, may have a shorter history of operations,
may not have as great an ability to raise additional
capital, may have a less diversified product line making
them susceptible to market pressure, and may have a
smaller public market for their shares.

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.

Fixed-income securities are influenced by interest rate
sensitivity and credit risk. They have varying levels of
sensitivity to changes in interest rates, but in general, the
price of a fixed-income security tends to fall when interest
rates rise and vice versa. The value of a fixed-income
security with a longer duration or maturity is typically
impacted more by a change in interest rates than one with a
shorter duration or maturity.

U.S Government securities are issued by the United States
Treasury and backed by the full faith and credit of the U.S
Government. U.S government agency securities ae indirect
obligation of the U.S government and are issued by federal
agencies and government sponsored entities. They have
different levels of credit support and therefore different
degrees of credit risk.

Morningstar Medalist Rating™

The Morningstar Medalist Rating is the summary
expression of Morningstar’s forward-loaking analysis of
investment strategies as offered via specific vehicles using
a rating scale of Gold, Silver, Bronze, Neutral, and
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Negative. The Medalist Ratings indicate which
investments Morningstar believes are likely to outperform
a relevant index or peer group average on a risk-adjusted
basis over time. Investment products are evaluated on
three key pillars (People, Parent, and Process) which,
when coupled with a fee assessment, forms the basis for
Morningstar's conviction in those products’ investment
merits and determines the Medalist Rating they're
assigned. Pillar ratings take the form of Low, Below
Average, Average, Above Average, and High. Pillars may
be evaluated via an analyst's qualitative assessment
(either directly to a vehicle the analyst covers or indirectly
when the pillar ratings of a covered vehicle are mapped to
a related uncovered vehicle) or using algorithmic
techniques. Vehicles are sorted by their expected
performance into rating groups defined by their
Morningstar Category and their active or passive status.
When analysts directly cover a vehicle, they assign the
three pillar ratings based on their qualitative assessment,
subject to the aversight of the Analyst Rating Committee,
and monitor and reevaluate them at least every 14
months. When the vehicles are covered either indirectly by
analysts or by algorithm, the ratings are assigned monthly.
For more detailed information about the Medalist Ratings,
including their methodology, please go to: http://global.
morningstar.com/managerdisclosures

The Morningstar Medalist Ratings are not statements of
fact, nor are they credit or risk ratings. The Morningstar
Medalist Rating (i) should not be used as the sole basis in
evaluating an investment product, (i) involves unknown
risks and uncertainties which may cause expectations not
to accur or to differ significantly from what was expected,
(iii) are not guaranteed to be based on complete or
accurate assumptions or models when determined
algorithmically, (iv) involve the risk that the return target
will not be met due to such things as unforeseen changes
in changes in management, technology, economic
development, interest rate development, operating and/or
material costs, competitive pressure, supervisory law,
exchange rate, tax rates, exchange rate changes, and/or
changes in political and social conditions, and (v) should
not be considered an offer or solicitation to buy or sell the
investment product. A change in the fundamental factors
underlying the Marningstar Medalist Rating can mean
that the rating is subsequently no longer accurate.

Analysts do not have any other material conflicts of
interest at the time of publication. Users wishing to obtain
further information should contact their local Marningstar
office or refer to the Analyst Conflicts of Interest and Other
Disclosures for North America, EMEA, or APAC at: http://
global.moringstar.com/managerdisclosures under
Section “Methodology Documents and Disclosures”.

Morningstar Rating

The Morningstar Rating for funds is a proprietary data point
that is quantitatively driven. Funds are rated from 1to 5
stars based on how well the fund performed (after adjusting
for risk and accounting for sales charges) in comparison to
similar funds. Within each Morningstar Category, the top
10% of funds receive 5 stars and the bottom 10% receive 1
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Report. Funds with less than three years of history are not
rated. Morningstar Ratings are based entirely on a
mathematical evaluation of past performance. Star ratings
are in no way to be considered a buy or sell signal nor
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For Recipients in Australia: This Report has been issued and
distributed in Australia by Morningstar Australasia Pty Ltd
(ABN: 95 090 665 544; ASFL: 240892). Momingstar
Australasia Pty Ltd is the provider of the general advice (‘the
Service') and takes responsibility for the production of this
report. The Service is provided through the research of
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general advice it has been prepared without reference to an
investor's objectives, financial situation or needs. Investors
should consider the advice in light of these matters and, if
applicable, the relevant Product Disclosure Statement
before making any decision to invest. Refer to our Financial
Services Guide (FSG) for more information at www.
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For Recipients in New Zealand: This report has been
issued and distributed by Morningstar Australasia Pty Ltd
and/or Momningstar Research Ltd (together ‘Morningstar’).
This report has been prepared and is intended for
distribution in New Zealand to wholesale clients only and
has not been prepared for use by New Zealand retail
clients (as those terms are defined in the Financial
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general information purposes anly, and solely relate to the
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investor's financial situation objectives or appetite for risk,
meaning no representation may be implied as to the
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advice before making any investment decision.
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the FCA. There are information barriers between
Morningstar Investment Management Europe Ltd and
other Morningstar research entities and any identified
conflicts are managed in accordance with internal policies.
Morningstar Investment Management Europe Ltd is a part
of Morningstar Wealth EMEA — for mare information,
please visit Marningstar Wealth EMEA Disclaimers.

For Recipients in Hong Kong: The Report is distributed by
Morningstar Investment Management Asia Limited, which
is regulated by the Hong Kong Securities and Futures
Commission to provide services to professional investors
only. Neither Morningstar Investment Management Asia
Limited, nor its representatives, are acting or will be deemed
to be acting as an investment advisor to any recipients of
this information unless expressly agreed to by Morningstar
Investment Management Asia Limited. For enquiries
regarding this research, please contact a Morningstar
Investment Management Asia Limited Licensed
Representative at https://shareholders.morningstar.com.

For Recipients in India: This Investment Research is issued
by Morningstar Investment Research India Private Limited
(formerly known as Morningstar Investment Adviser India
Private Limited). Morningstar Investment Research India
Private Limited (CIN: U74120MH2013FTC249024), having its
registered office at Platinum Technapark, 9th Floor, Plot No
17 & 18, Sector - 30A, Vashi, Navi Mumbai, Maharashtra,
400705, telephone number 022-61217100, is registered with
SEBI as a research analyst (registration number
INH000008686). In the event of any grievance, please
contact Ms. Rashmi Pandit (Compliance Officer) or Mr.
Mohit Agarwal an Compliance.In@morningstar.com or on
the telephone number, 022-61217100.

Morningstar Investment Research India Private Limited has
not been the subject of any disciplinary action by SEBI or
any other legal/regulatory body. It is a wholly owned
subsidiary of Morningstar Investment Management LLC,
which is a part of the Morningstar Investment Management
group of Morningstar, Inc. In India, Morningstar Investment
Research India Private Limited has only one associate, viz.,
Morningstar India Private Limited, and this company
predominantly carries on the business activities of providing
data input, data transmission and other data related
services, financial data analysis, software development etc.
the Research Analyst has not served as an officer, director
or employee of the relevant asset manager(s)/trustee
company/ies, nor has the Research Analyst or associates
been engaged in market making activity for the subject
mutual fund(s).

The Research Analyst has not served as an officer, director
or employee of the fund company within the last 12 months,
nor has it or its assaciates engaged in market making
activity for the fund company.

For Recipients in Japan: The Report is distributed by
Morningstar Japan, Inc for informational purposes only.
Neither Morningstar Japan, Inc., nor its representatives,
are acting or will be deemed to be acting as an investment
advisor to any recipients of this information.

©2024 Morningstar

For Recipients in Singapore: This report is distributed by
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Morningstar Manager Research provides independent,
fundamental analysis on managed investment strategies.
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Morningstar Manager Research Services combines the
firm's fund research reports, ratings, software, tools, and
proprietary data with access to Morningstar's manager
research analysts. It complements internal due-diligence
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insurers, sovereign wealth funds, pensions, endowments,
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About Morningstar Behavioural Insights Group
Morningstar's Behavioural Insights Group researches how
people make decisions about risk, money, and investing. We
use our results to better understand and empower investors
and the advisors who serve them. We produce original
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relationship, personalization, goal-centric investment
planning, and the impact of new investment products and
technology on investor decision-making.
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Morningstar's Equity Research Group consists of various
wholly owned subsidiaries of Morningstar, Inc. including,
but not limited to, Morningstar Research Services LLC and
Morningstar Holland B.V. Morningstar's Equity Research
Group produces analysis, estimates and ratings on stocks
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for stocks are forward-looking assessments and include
assumptions of future events, which may or may nat occur
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Ratings on stocks are statements of opinions, subject to
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About Morningstar Wealth

Morningstar Wealth is a global organization dedicated to
empowering the success of advisors and individual investors
alike. Our extensive range of offerings includes the
Morningstar International Wealth Platform; investment
strategies such as Model Portfolios and SMAs managed by
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September 30, 2024; Morningstar Office (portfolio
management software); ByAllAccounts (data aggregation
and enrichment); Morningstar Investor (an all-in-one
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range of investment topics and goals).
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