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Welcome to Our 2025 Qutlook

As we look to next year, it is already clear
that investing conditions in 2025 will be very
different from 2024. Inflation has diminished,
many central banks are loosening the reins

on the economy, and formerly unloved assets
have made a roaring comeback.

Yet, some things remain the same: There are many attractive opportunities for
investors, artificial intelligence continues to dominate the spending of technology
companies, and investors still favor cash deposits over longer-term assets.

Some conditions are timeless, such as the volatility of asset prices, the need
for investors to lift their eyes to the horizon instead of focusing on the latest
headline, and the importance of creating portfolios that meet your needs as an
investor rather than simply chasing the highest returns.

As in previous years, this outlook is designed to help you succeed by bringing

together the research and insights from analysts and investors across Morningstar
to help you make better investment decisions in the year ahead.

©2024 Morningstar



Introduction

We've divided the document into seven sections, each of which addresses
a key challenge or opportunity faced by investors as we enter the new year.

1 Our Best Investing Following the stellar rise in US stock prices in 2024, many large US company

Ideas When the
US Looks Expensive

2 How to Build a Portfolio
to Reach Your Goals

3 Finding Returns in a
Falling Rate Environment

4 The Pros and Cons of
Investing in Private Assets

5 The Impact of Al on
Investing in 2025

6 How to Build a Portfolio
That Looks After You

1 Hunting for Value in an
Expensive US Stock Market
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stocks appear to be expensive and consequently are offering lower future
returns. We highlight some better value opportunities for those making new
investments or wanting to reduce their exposure to the US market.

Investing is fundamentally an exchange of spending power today for

the attainment of a goal in the future. Building a portfolio to meet these
goals requires a long-term perspective, a commitment to deep research,
and a willingness to think (and act) independently. We share some thoughts
on how to build a successful portfolio that meets these future needs.

As many central banks have started to cut interest rates, cash deposits
look less attractive. We look at the alternative options.

Private assets have risen to prominence over the past few years as more
fast-growing companies are staying in private hands and others are
seeking loans from nontraditional sources. We highlight the opportunities
and challenges of investing in these popular assets.

As artificial intelligence continues to dominate the minds of investors,
the opportunities are shifting. We look at where the best investments
reside as we enter the new year.

Many investors, especially those who have retired, need a portfolio that
meets their immediate income needs. This requires a different approach
to that used when saving for the future. We identify the key challenges
that income-focused investors face and how they can be overcome.

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.



Introduction

While distilling our entire outlook into a few key takeaways
is challenging, there are three areas we consider to be
particularly important as we consider the year ahead.

My Top 3 Takeaways From the Morningstar 2025 Qutlook

Make Sure Your Portfolio Meets Your Needs

While it is always tempting to chase returns and buy assets that have
experienced the fastest recent price growth, the key to success is to
invest in assets that meet your specific needs, goals, and circumstances.

The Best Opportunities Are Hidden in Plain Sight

It is easy to dismiss the best opportunities because they are unpopular,
but this unpopularity is often reflected in discounted prices. Like fashion,
investing tastes change, and when they do, those discounted assets
can deliver unusually attractive prices for the patient investor.

Innovation Brings New Risks as Well as Opportunities

Innovation in technology or investment is often accompanied by obvious
benefits while the less obvious risks are often overlooked. Deep research
and an independent perspective can help you make better decisions.

©2024 Morningstar



Introduction

This outlook is guided by our commitment to championing

the investor and is grounded in the independent research that

has been a hallmark of Morningstar for 40 years. Through this period,
we have seen countless investing fashions come and go and asset
prices rise and fall. What has remained constant throughout is the
psychological challenge of investing and the patience required to
be successful. As we enter a new year, | have no doubt that

we will be faced with booms, panics, scandals, and crises. | am equally
confident that investing in high-quality assets at attractive prices
will continue to deliver financial security for patient investors long
after the specific events of 2025 become a distant memory. m
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Our Best Investing
|deas \When the
US Looks Expensive

Following the stellar rise of US stock prices in 2024,
many large US company stocks appear to be expensive
and consequently are offering lower future returns.
We highlight some better value opportunities for those
making new investments or wanting to reduce their
exposure to the US market.
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Chapter 1 — Our Best Investing Ideas When the US Looks Expensive

Key Takeaways

+ Although the US market appears expensive, there are good investment.
opportunities within the US and in other global markets.

+ Europe, especially the UK, is the most attractive of the developed markets.

+ China faces structural challenges but offers good value.

+ Concerns about Mexico and Brazil appear exaggerated.

In 2024, US stocks once again outpaced the rest of the world, rising
over 25%, fueled by the strong performance of stocks that benefit from
the Al boom and the prospect of lower interest rates. Yet, after the
rally,valuations for US stocks appear expensive based on our stock-level
valuation models and top-down expected return estimates.

As we look for opportunities heading into 2025, our focus naturally shifts
to regions outside the United States, where we believe investors may
achieve better risk-adjusted returns. Exhibit 1 shows our expected returns
for various markets. Our asset-class valuation models point to low-
single-digit returns in the US, while we expect some of the most attractive
opportunities to deliver double-digit returns over the next decade.

Exhibit 2 shows the global valuation picture from the perspective of our
Equity Research team’s bottom-up stock-level model. Our discounted
cash flow models suggest that key markets trade at a discount. This is
particularly true in the Asian and Latin American emerging markets.

We will drill down into the key areas that we find to be attractive
across the key regions.

Emerging Asia After the China Stimulus Bump
We are optimistic about the medium-term prospects for Chinese equities.

Past performance and a few “false dawns” have painted a bleak picture in
recent years, but the potential upside remains. There are still structural
issues, and key cyclical challenges will take time to resolve. The road is likely
to remain bumpy.

Aging demographics, deleveraging, and weak consumer spending represent
the core of the challenges. We are encouraged by signs that the authorities
are prioritizing palicy support to shore up the economy and expect

stimulus measures to continue evolving in the coming months. A more benign
regulatory backdrop compared with a few years ago is also constructive.
Strong returns from the Chinese market toward the end of September and
early October illustrated how the picture only needs to become “less bad” to
provide a tailwind to returns. As a cyclical recovery takes shape, we
anticipate moderate earnings growth from Chinese companies—but it will
take time. We also maintain a positive outlook on several of the major
Chinese technology firms as consumers regain their footing.

©2024 Morningstar

Exhibit 1: We Expect Double-Digit Returns From Most
Attractively Valued Global Markets
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Exhibit 2: Key Non-US Markets Trade at a Discount
to Their Intrinsic Value
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Chapter 1 — Our Best Investing Ideas When the US Looks Expensive

However, careful management of total portfolio exposure is crucial,
including sizing aggregate positions to account for the various regulatory,
geopolitical, and economic risks in China.

Korean equities represent anather opportunity in the Asia-Pacific region.

Samsung Electronics makes up around 23% of the Morningstar Korea Index.

Softer memory demand for non-Al products and doubts over whether the
company will qualify as a supplier to Nvidia, the world's largest Al company,
have led to shares underperforming recently. But with shares trading
atroughly 1.1 times book value, near the low end of Samsung’s historical
range, these concerns look more than priced in. In its third-quarter 2024
earnings call, Samsung stated that it cleared an important phase in the
qualification process for an undisclosed customer, likely Nvidia. A ramp-up
in shipments of its latest high-bandwidth memory chips could significantly
improve Samsung's fundamentals and catalyze a rerating.

Dissecting Valuations in European Equities

On an absolute basis, European equities are trading at around a 5%
discount based on our bottom-up valuation model. Not cheap,

but also not expensive compared with where markets have traded over
the past few years. The relative picture is even more compelling with

Europe—the UKin particular—making it the most attractive developed-

markets region globally. Add to this the macroeconomic tailwinds of
rising gross domestic product, falling inflation, and lower interest rates,
and the picture looks even brighter.

Exhibit 3: Opportunities Within European Consumer Sectors

Consumer Cyclical Star Rating Distribution by Industry
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While a 5% discount to fair value is nothing to be sniffed at, we see even
bigger opportunities for investors in Europe when we dig a little deeper.
Small-cap stocks, for instance, offer much greater value than their large-cap
peers, trading at a whopping 40% discount to their fair value estimate.

On a sector basis, the standout areas are consumer discretionary and
consumer defensive, which are trading at attractive discounts.

Within this, we see numerous subsectors with attractive discounts and
near-term catalysts to help their share prices converge with their true value.
Here are just two examples:

+ Homebuilders: UK homebuilders have been through the wringer.

At one point, they lost two thirds of their value from the 2021 lockdown
highs. Share prices have rallied over the past year, but we still believe
names in this space could rise by as much as 50%. Lower interest rates
are leading to more affordable mortgages, and supportive government
policy should help pave the way in 2025.

+ Autos: It seems like the perfect storm for auto manufacturers currently
with an influx of Chinese electric vehicles, a weak Chinese consumer,
and potential tariffs on exports to the US. But we see huge discounts on
many of the big European names. We also believe that with so much
negativity baked in, it doesn’t take much good news to move share prices
in a positive direction.
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Chapter 1 — Our Best Investing Ideas When the US Looks Expensive

Opportunities Emerging in Latin America

Looking back on 2024's banner year for broad stock indexes, it's worth
remembering that not every market participated. As far as regions are
concerned, Latin America was the worst performer.

Mexico, which makes up about one fifth of Latin America’s market
capitalization, plummeted almost 22% in 2024 through the end of October,
a particularly egregious loss when you consider emerging markets in
aggregate were up 12% over the same period.

The country’s recent underperformance can be traced to a few issues.
For starters, Mexican stocks, up until early 2024, had been doing
extremely well, outperforming broad emerging markets by a huge margin
in each of the preceding two years. So, investors were likely poised to
take profits. June’s presidential election gave investors a catalyst to sell,
too, when the left-leaning Morena party increased its majority and
ushered in judicial reforms, worrying investors and business leaders about
the future independence of the courts and rule of law. The election of
Donald Trump in the US has only put more pressure on Mexican stocks
and the peso, as markets anticipate more protectionist US trade
policies and tensions related to border controls.

Where do we see an opportunity emerge? Even when accounting

for elevated uncertainty in Mexico, we believe the market provides

a decent entry point for long-term, valuation-oriented investors.

First, Mexico's stock market is more domestically focused, even as its
economy has strong ties to the US, making it less vulnerable to any
potential trade issues under a Trump presidency. Second, the Mexican
equity index is defensive, with more than 40% in consumer staples

and communication-services stocks, where steady cash flows, dividends,
and strong balance sheets coexist. Third, Mexican stocks are relatively
cheap. With US equity markets near peak valuations, valuations in Mexico
look more attractive, particularly given much of the future cash flows

are coming from stable, defensive sectors. Our valuation models imply an
annualized return of 8.5% in US-dollar terms over the next 10 years.

©2024 Morningstar

Brazil carries an even higher expected return. Our model implies a

12.5% annualized gain in US-dollar terms over the next decade, making it
among one of the most attractively valued countries we track. Why has
Brazil gotten so cheap? Well, its recent troubles owe in part to persistently
high inflation and a resulting central bank pivot to hike rates. The
perception of political meddling in the corporate affairs of semi-state-
controlled behemoths Vale and Petrobras has also scared away investors.
While we acknowledge some deterioration in corporate governance,

we believe investors have overreacted. Brazilian companies offer generous
yields, thanks to consistently high payout ratios. Granted, Brazil is one

of the most cyclically oriented markets that we follow, and earnings will
undoubtedly ebb and flow with the global economy. But for those

willing to invest through the cycle, this market's cheap valuation offers

a margin of safety not often found.

Macroeconomic and political concerns often sully emerging markets.
But for long-term-oriented investors, a period of uncertainty can
often be a great time to buy, particularly for those who can ride out
short-term volatility. mm



How to Build a
Portfolio to Reach
Your Goals

Investing is fundamentally an exchange of
spending power today for the attainment of a goal
in the future. Building a portfolio to meet these
goals requires a long-term perspective, a
commitment to deep research, and a willingness
to think (and act) independently. We share

some thoughts on how to build a successful
portfolio that meets these future needs.
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Chapter 2 — How to Build a Portfolio to Reach Your Goals

Key Takeaways
+ Investing starts with setting goals.

+ Those who struggle to set goals can benefit from a checklist approach.

+ Higher interest rates benefit investors with lower return requirements.

+ There are plenty of opportunities for investors requiring a higher return.

+ Successful portfolios are those that are resilient to a range of potential outcomes.

When it comes to portfolio management, many investors may want to jump
straight into asset-allocation conversations. These investors are making the
mistake of neglecting a key aspect of what defines a good portfolio:
financial goals. Without the right goals in mind, investors cannot know their
risk capacity or time horizon, therefore any conversations about asset
classes or market opportunities are moot.

Our research indicates that investors may struggle to identify their financial
goals because of behavioral biases inherent in the goal-setting process.
We recommend taking the time to systematically understand your financial
goals by following a vetted aid, such as the three-step process depicted

in Exhibit 4. In our research, we found that this simple process is effective
in helping people better articulate and identify their financial goals.

Once investors uncover their financial goals, they can quantify those goals
and define their time horizons. Investors can think of these items—accurate
goals, quantification of those goals, and defined time horizons—as the
foundation of their portfolio. With these necessary inputs in mind, investors
can now move on, bridging the gap between financial goals and investment
outcomes by building portfolios that take advantage of the market
landscape and are resilient to different market scenarios.

Exhibit 4: 3-Step Process to Identify Financial Goals

What are your top three
financial goals?

To be better off than my peers
Most important goal:

Second-most important goal:
Third-most important goal:

To experience the excitement of investing
To start a new business

To buy a house

To help pay for my kids' college education
To stop working and do something | love
To go on a dream vacation

To relocate in retirement

To care for my aging parents

To feel secure about my finances now
To leave an inheritance to my loved ones
To retire early

To pay for future medical expenses

0000000 OOOOOOOOOOO

To manage my debt

©2024 Morningstar

Here's a master list of common financial goals. Are there any goals here that are
important to you? If so, check the box next to those goals. (Check five at most)

To pay for personal self-improvement (e.g., go back to school, lear a skill)

To give to charity or other causes | care about
To feel secure about my finances in retirement

To not be a financial burden to my family as | grow older

Keeping an Eye Out for Market Opportunities

Investors benefit from the ability to adapt their portfolios to the market
landscape because the risk/reward trade-offs best suited to meet
investment goals vary across assets and through time. Moreover, there are
many instances where the market or benchmark portfolio is not ideal for an
investor with ambitious financial goals. Market-cap indexes, for example,
tend to be more concentrated in the most overvalued positions, which can
be a detriment to appropriate risk management.

As we enter 2025, what the market is offering a goals-based investor is quite
different than what it was offering just a few years ago, and we believe

the current environment is a good one for a multi-asset investor. There are
reasonable levels of return achievable without taking on excess risk.

An investor looking to meet an investment goal of 1% to 2% above inflation
would not need to take on higher levels of investment risk by being fully
invested in a 100% equity or equity-centric strategy. An income-focused
multi-asset solution is more likely to both protect and grow that investor's
capital. Since the beginning of 2021, the 10-year US Treasury yield has
increased by more than 3%, and inflation has abated from its recent heights
with the year-over-year US Consumer Price Index being less than 2.5% as of
Sept. 30, 2024. Therefore, high-quality bonds offer a positive return over
inflation, allowing clients to increase their purchasing power without taking
on equity or credit risk.

Look at your initial list and master list.
Consider the goals you wrote down and
the goals you checked. Of these goals,
what are the top three? Write them down
in order of importance.

Most important goal:
Second-most important goal:
Third-most important goal:

Source: Marningstar Research.



Chapter 2 — How to Build a Portfolio to Reach Your Goals

Exhibit 5: 10-Year Sovereign Bond Yield Qver Trailing 12-Month Inflation
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Source: Bloomberg, Trading Economics. Data as of Sept. 30, 2024, and compared with Sept. 30, 2022.

But if your goals are more ambitious than simply outpacing inflation, we
think there are also opportunities within risk assets that are priced to offer a
reasonable risk/reward trade-off. Investors wanting to meet a more
aggressive investment goal of 3% to 4% above inflation would be better
suited to a more equity-centric portfolio to meet their higher-growth
objectives. A multi-asset solution that combines the more predictable yield
from fixed-income assets with the higher potential growth and capital
upside from a diversified equity core provides the potential for superior
risk-adjusted outcomes.

While equities in aggregate appear fully valued, there is a reasonable
level of dispersion across sectors and regions to provide opportunities
for the patient investor. US technology names have been standout
contributors to global equity returns over the past two years, with the
valuations of those leveraged to the Al theme appearing relatively full.

But there are attractively valued opportunities elsewhere, such as smaller
US companies and those in traditional industries that have fallen out of
favor. With the global economic outlook remaining uncertain, there are

also valuation opportunities in more-defensive areas of the equity market.
Consumer staples and healthcare are two sectors that offer reasonable
risk/reward trade-offs, particularly for those trading on European markets.

Building Resilient Portfolios

Unfortunately, investment returns don’t usually come in a straight line.
When constructing a portfolio, one must consider the range of potential
scenarios moving forward and create a strategy that holds up across
these outcomes.

©2024 Morningstar

For example, we believe looking to assets outside of fixed income

as diversifiers may be wise given the uncertainty regarding inflation and
interest rates, which has been amplified following the 2024 US election
results. In this scenario, we look to historical periods for guidance, such as
those before the 2000s when we experienced ultralow inflation and
interest rates. In this environment, bonds did not always act as the equity
hedge that many investors hoped for. Instead, many liquid alternative
strategies were better equity diversifiers than fixed income.

Building a Robust Portfolio Aimed at Long-Term Financial Goals

Our perspective on building robust portfolios aimed at reaching investors’
financial goals involves taking the time to uncover and quantify an
investor's financial goals and then developing an investment strategy with
allocations to defensive positions that provide downside protection in
market drawdowns as well as more opportunistic allocations that provide
considered upside participation during market rallies and recoveries.

While it's tempting to talk about the impact of economic and political
events, the short-term sentiment stemming from those events tends

to be just that—short-term. Thus, we believe that keeping an investor's
financial goals at the forefront of portfolio decisions, following a repeatable
valuation-driven approach, and unplugging from short-term noise

give investors the best opportunity to meet their investment goals going
into 2025. m



Finding Returns
in a Falling Rate
Environment

As many central banks have started to cut interest
rates, cash deposits look less attractive. We look at
the alternative options.
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Chapter 3 — Finding Returns in a Falling Rate Environment

Key Takeaways

+ As interest rates fall, cash is no longer the best low-risk investment.
+ Consider adding a little duration to your portfolio.

+ Avoid oversize credit positions.
+ Sprinkle in some emerging-markets debt.

With inflation on the downtrend and cash rates expected to fall around
the globe, how should investors position the fixed-income portion of
their portfolios? Here, we explore how investors can position their US
Treasury, corporate bond, and non-US bond exposures in a falling
interest-rate environment.

Exhibit 6: Federal-Funds Rate, Year-End

[ Historical M Morningstar Forecast == Future Market Implied

The Federal Reserve initiated interest-rate cuts in September 2024 after
having kept the federal-funds rate at an elevated 5.25%-5.50% level since
July 2023 to combat high inflation —a battle that appears mostly won.
Entering this new phase in the monetary policy cycle, our economics team
expects this rate to fall to the 4.25%—4.50% range by the end of 2024,
3.00%—3.25% by the end of 2025, and 2.00%—2.25% by the end of 2026,
substantially reducing the income that bank deposits can generate.

Federal-Funds Rate, Year-End (Bottom of Target Range)
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Source: Chicago Mercantile Exchange, Morningstar.
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Market-Implied 4.24% 3.50% 3.50%

Fed (FOMC) 4.25% 3.25% 2.75%




Chapter 3 — Finding Returns in a Falling Rate Environment

US Treasuries: Cash Is No Longer King

While cash deposits have many uses inside a portfolio, we continue
to see elevated cash levels “on the sidelines” rather than making

a useful contribution to returns. For a long-term investor, holding too
much cash has historically led to lower long-term portfolio returns
compared with nearly all other fixed-income asset classes. According
to the Investment Company Institute, money market (cash) fund
assets rose to USD 6.51 trillion as of Oct. 23, 2024. A further look at net
monthly US money market fund flows highlights that investors have
not unwound large cash hoards after the height of the covid pandemic.

Should our core federal-funds rate forecasts play out, investors

would benefit by holding longer-term fixed-income bonds to maintain
higher income levels. For example, the 10-year Treasury yield stands

at 4.3%. If we assume a 1% term spread (the difference between shorter-
and longer-term bond yields to account for the risk of longer-term
investments), that implies an expected average federal-funds rate of
3.3% over the next 10 years. By contrast, we expect the federal-funds rate
to average 2.3% over the next 10 years. Consequently, longer-term

government bonds appear to offer an unusually high return relative
to cash deposits.

Exhibit 7: Net US Money Market Flows
(USD Billion)
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Chapter 3 — Finding Returns in a Falling Rate Environment

Exhibit 8: Yield Differentials (3 month = Cash Proxy)
M 30 Yr Treasury=3Mo [ 10 Yr Treasury—3Mo [ 5 Yr Treasury—3Mo

The benefits of holding cash fade in a world with falling global yields.

By definition, cash cannot offer any price appreciation when rates decline,
unlike longer-term bonds. This leaves income as the only return
contributor for cash—a factor that will decline as the Fed continues to
lower rates.

Now is a good time to move from cash to longer exposures.

As Exhibit 8 shows,, extending from cash now requires giving up less
yield than at any point since 2022. The yield advantage dissipates
quickly as easing cycles begin, so moving quickly has been rewarded.
The intermediate segment of the yield curve (bonds with a five- to
seven-year life) offers an attractive risk/reward balance as there is the
opportunity for price appreciation without the larger drawdown risk
that 30-year bonds carry if rates were to unexpectedly increase.

Easing Period

2.0

-3.0

Source: US Federal Reserve, Macrobond. Data as of Oct. 31, 2024.
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Chapter 3 — Finding Returns in a Falling Rate Environment

Credit Securities: Pennies in Front of a Steamroller?

In contrast to government bonds, corporate debt offers unusually
low returns for the additional risk that an owner must accept.
While this may not come as news, a historical perspective reveals
just how extreme current valuation levels have become. We can
use credit spreads (technically the option-adjusted spread, or
0AS), which measure the additional yield that investors receive to
take on credit risk, as a proxy for valuations. The tighter the spreads,
the more costly credit assets are.

Currently, US investment-grade corporate bond spreads are at their
16th percentile tightest level, last seen in 2021. During that period,
the Fed's unprecedented intervention in the corporate-bond market
supported the economy’s recovery from the covid shock, with
investment-grade spreads troughing at 81 basis points. Before that,
spreads were last this tight in 2005—almost 20 years ago.

Exhibit 10: US High-Yield Corporate Bond (2.82)

Exhibit 9: US Investment-Grade Corporate Bonds (0.84)
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Exhibit 11: Global Investment-Grade Corporate Bonds (0.92)
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For US high-yield bonds, the situation is even more pronounced.
Today's spread of 282 basis points places them at the 6th percentile
tightest level in history.

Source: Bloomberg. Data as of Oct. 31, 2024.

©2024 Morningstar

This trend is not confined to the US; global corporate-bond spreads are
also compressed, sitting at the 18th percentile. While not as extreme as
in the US, it's clear that valuations are far from cheap.



Chapter 3 — Finding Returns in a Falling Rate Environment

Exhibit 12: US Investment-Grade Corporate-Bond
Spread Movements
Current vs. Previous Easing Cycles
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Exhibit 13: US High-Yield Corporate-Bond
Spread Movements
Current vs. Previous Easing Cycles

M 2024 Easing Cycle B Avg OAS from Soft-Landing Cycles
B Avg 0AS from Hard-Landing Cycles

692

555

387
308

Start of the Cycle 12-months After the 1st Cut

Source: Bloomberg, Morningstar. Data as of Oct. 31, 2024

One might argue that, in a soft-landing scenario, tight spreads could
persist, allowing investors to benefit from higher all-in yields. However,
historical precedent offers a cautionary perspective. We examined

the past six easing cycles since 1995, two of which did not coincide with
a recession. In these two cases, credit spreads held steady in the 12
months following the first rate cut. However, the average starting spread
level was notably higher than it is in the current cycle.

This paints to an asymmetric risk profile for credit assets: limited upside

owing to historically tight spreads, coupled with significant downside risk
should the economy experience a hard landing.
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Global Bonds: Emerging Land(s) of Opportunity

Outside of the US, we see some opportunities to add diversification and
attractive yields to portfolios via global sovereign bonds. A simple rule
of thumb when investing across the global-bond universe is to focus on
real yields. In other words, look where nominal yields are higher than
prevailing inflation and central bank inflation targets.

Under this framework, we see significant divergence across economies
and countries. There are some very attractive real yields available in

the emerging-markets space, including Brazil, whose five-year bond yield
of 13.3% looks compelling against an inflation rate of 4.4%, and Mexico,
which is issuing five-year debt with a yield of 10.4% against CPI of 4.6%.

Alternatively, in Europe and Japan, bond yields are not offering investors
much headroom above inflation. In fact, in Japan, real yields are negative
and there is a reasonable probability of further interest-rate hikes in

2025 if this persists. Kl



The Pros and Cons
of Investing
In Private Assets

Private assets have risen to prominence over the
past few years as more fast-growing companies

are staying in private hands and others are seeking
loans from nontraditional sources. We highlight
the opportunities and challenges of investing in these
popular assets.
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Chapter 4 — The Pros and Cons of Investing in Private Assets

Key Takeaways

+ Public and private markets are converging, marked by new investing products.
+ The key challenge of investing in private assets is the lack of liquidity.
+ Australian superannuation funds provide a lesson on successful integration

of private and public assets.

+ Private assets are even more heterogeneous than public assets.

The convergence of public and private markets in the United States
became pronounced in 2024. It's a theme that's certain to continue
through 2025, and several signposts marked its development: Cliffwater
Corporate Lending, a private-credit interval fund distributed largely
through registered investment advisors, exceeded USD 22 billion in assets
after launching just five years ago; Capital Group and KKR partnered

to launch interval funds in 2025 that will invest across public and private
credit; Apollo and State Street Global Advisors filed to launch a private-
credit exchange-traded fund; and BlackRock and Partners Group

teamed up to create a model portfolio solution that plans to offer retail
investors access to both public and “multi-private” assets.

Each of the three team-ups represents a different approach, with each
attempting to address private markets' Gordian knot—liquidity—in a
different way, with the SSGA/Apollo ETF being the most audacious. While
we applaud efforts to meet investor demand, the liquidity risks associated
with bringing private assets to retail products, as well as the potential
costs associated with this convergence, are two areas that will draw our
focus in 2025 and beyond.

The public-private convergence also appears to be largely taking place
through private credit rather than private equity. For example, more
than two thirds of both current and newly filed interval funds offer some
form of credit exposure.

In our view, the market has coalesced around private credit as the leading
edge of convergence for a number of reasons. Private credit can offer

a return profile that is similar enough to public credit such that it doesn't
meaningfully disrupt the total portfolio experience. The need for
retirement income is a natural source of persistent demand. The nature
of debt—it generates regular cash flow and self-liquidates through
maturity, amortization, or refinancing—should make it easier to manage
and own within semiliquid structures such as interval funds.

But there is one final reason: Private-company equities are more illiquid
than private credit.

Private-equity exposure can come in many forms. While some interval
funds take a fund-of-funds approach by being limited partners in buyout
or venture capital funds, most of the industry buzz right now is around
offering products that directly own private-company shares.
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These products face significant structural challenges, though. First,
pre-IPO companies in the US generally strictly limit shareholders’ rights
to sell their shares to another party, as they do not want meddlesome
shareholders trying to dictate strategy. Further, the SEC can force a
company to publicly report if it has 2,000 or more shareholders.

Thus, most startups have a right of first refusal to any share sale, and it is
not uncommon for them to require approval for any secondary trade

at all. Managing investor flows in a continuously offered fund won't be
easy given these liquidity constraints, and it will likely be particularly
hard to source new shares to put investors” inflows to work in a timely
manner, meaning cash drag can weigh on returns.

So far, the interval funds in the US that directly own private-company
equity shares have not produced impressive returns. However, most of the
funds are small, were launched in the past four years, and have faced

an unfriendly market given higher interest rates and lower IPO volumes.

Competition among asset managers to lead this convergence of public
and private markets should drive fees lower and create better products,
although bringing complex and less liquid assets to the mass market
remains largely uncharted territory—at least in the US.

Private Assets: An Australian Pension Perspective

When it comes to retail investor exposure to private assets, Australia’s
superannuation pension system offers an insightful case study. Australia’s
super funds have successfully pioneered investment in asset classes

such as unlisted infrastructure and property for decades, and many have
made forays into private credit and private equity.
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Chapter 4 — The Pros and Cons of Investing in Private Assets

Exhibit 14: Private Asset Allocation by Australian Superannuation Segment
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Source: APRA. Data as of June 30, 2024.

Today, around 16.5% of sector assets are invested in private assets,
although for the largest cohort, so-called “industry” funds, this figure
exceeds 20%, with unlisted infrastructure as the most popular private
asset allocation.

By allocating to private assets, Australian pension funds are playing
to their strengths; their long-term investment horizon and liquidity
profile neatly align with those of private assets. First, superannuation
investors remain in the super ecosystem for decades. Second,

with superannuation being compulsory—reaching 12% of Australian
workers' salaries in 2025—super funds can count on a steady,
predictable stream of cash inflows to provide appropriate liquidity
buffers. This enables a greater allocation ta illiquid assets

while being able to deftly handle sudden market selloffs and manage
longer-term demographic risks.

As one of the key drawbacks of private assets— liquidity—is less

of an obstacle for pension funds, the benefits of the asset class can be
more freely utilized. A skilled private-asset investment manager can
harness the complexity and liquidity premiums from direct investments.
Private assets such as infrastructure can also offer direct access to

key secular trends such as renewable energy. Additionally, classes such
as core infrastructure also tend to have a revenue profile that offers
strong inflation insulation, which was a benefit to investors in 2022 when
equities and bonds both declined significantly.
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Despite the benefits, private-asset investments by super funds have
their drawbacks. Compared with public assets, valuations are
infrequent— private assets are valued at intervals typically measured in
months—and the local regulatory authority has only recently
mandated valuations on at least a quarterly basis. A sharp, sudden
economic jolt may see listed equities devalued instantaneously; private
assets, meanwhile, may not be revalued for months thereafter. This can
benefit members who switch out of their super fund before a private-
asset revaluation, while those remaining are left to absorb the eventual
devaluation. For this reason, super fund policies around out-of-cycle
valuation triggers are receiving increased attention. Valuation
assumptions are anather area of recent focus; robust vetting by the
fund is required to ensure that private assets are appropriately valued.

Of course, private assets are an umbrella term for what is, ultimately,
a diverse asset class. That said, the superannuation fund experience
demonstrates that private assets can play a positive role for individual
investors, albeit in a setting such as retirement planning, where

their potential drawbacks are tempered, and their benefits can be mare
freely cultivated. mm
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The Impact of

Al on Investing
in 2025

As artificial intelligence continues

to dominate the minds of investors,
the opportunities are shifting.

We look at where the best investments
reside as we enter the new year.
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Chapter 5 — The Impact of Al on Investing in 2025

Key Takeaways

+ Al investing in 2024 focused on hardware and infrastructure.

+ The focus in 2025 is likely to move to businesses that can commercialize the use of Al.
+ Financial advice firms provide an interesting case study.

+ While clients are content with some uses of Al by advisors, they reject others.

During the gold rush, it's said that it wasn't necessarily the miners who
got rich, but those who sold the picks and shovels. Fast forward to today,
and it's those companies selling the graphics processing units and
hardware to build out the infrastructure for artificial intelligence whose
stocks have soared. For example, demand for Nvidia's GPUs is so high
that its supply cannot keep up and pricing has shot through the roof.
Cloud hosting platforms such as those from Amazon.com, Alphabet,

and Microsoft are still seeing growth increase at an accelerating rate.
Tying these together requires high-bandwidth networking equipment
from suppliers such as Arista Networks.

Suppliers have not stood still and have invested tens of billions of dollars
in building out their capacity. We expect 2025 will be the year that
capacity begins to catch up to demand and the next evolution of Al will
begin. The next step will be for corporations to embed Al within their
products and services to drive revenue growth. Incorporating Al can give
their products a competitive edge over competitors, providing the ability
to capture new business and raise pricing as well as defend against
customer attrition. For example, generative artificial intelligence within
ServiceNow's Professional Plus tier continues to attract new customers to
the platform and drive upsells from lower pricing tiers, which we think

is now placing the company in the leadership position within enterprise
software vendors. Not only have companies such as Amazon, Alphabet,
and Microsoft provided Al infrastructure, but each has begun to disclose
how Al is improving their business models by driving engagement.

Yet, it is not only on the top line where we see the benefits.
Corporations are reexamining their business processes to determine
where Al can be used to enhance productivity and drive efficiencies
that in turn will bolster operating margins. For example, in its second-
quarter earnings call, Walmart noted that it has used generative Al to
improve its product catalog. Without the use of generative Al,

this work would have required nearly 100 times the current headcount
to complete in the same amount of time.

Those companies that drive revenue and/or expand operating margins
will not only provide earnings growth today but either dig or widen their
economic moats to bolster returns on invested capital for years to come.
On the flip side of the coin, those companies that fall behind could quickly
find themselves at a competitive disadvantage, suffer customer losses,
lose pricing power, and suffer margin compression.
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It's difficult to envision how a company would successfully leverage
generative Al to drive growth given the novelty of the technology. Thus,
we thought it would be instructive to provide a use case of how financial
advisors are beginning to utilize Al within their practices. This serves
bath as an example of how it can benefit your own practice and as a way
to help conceptualize the use cases that other businesses may leverage
off the power of Al

Artificial Intelligence: Financial Advisor Use Case

Growth in the financial advising industry can be fickle, so advising firms
(like all businesses) must ensure the time, energy, and capital invested in
incorporating Al into their businesses are increasing profitability. Fortunately,
incorporating generative Al in advisor workflows presents a clear path

to improving revenue by revolutionizing how advisors spend one of their
most valuable assets: time.

Research finds more productive advisors spend about 10% (approximately
four hours) weekly working face-to-face with clients, allowing them to build
deeper relationships, which can yield more assets under management.
Advisors can buy back crucial hours working directly with clients by using Al
to reduce the load of back- to middle-office activities such as administrative
tasks, client meeting preparation, compliance, and investment research.

For example, some advisors use generative Al to take notes during client
meetings and summarize the meeting afterward, saving time both following
a meeting and when preparing for the next one. Other advisors may use
generative Al to help create first drafts of educational materials they
distribute to clients; this not only saves advisors time but also can help them
provide valuable behavioral education to their clients more regularly.
Furthermore, advisors may use generative Al to help produce marketing
materials—an activity that not only frees up time to spend with clients but
also has the potential to bring in new clients.
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Exhibit 15: Al Accelerator Sales Will Quadruple Over the Next 5 Years With Al Demand
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An Al accelerator is essentially any chip specifically designed for Al workloads.
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Exhibit 16: Stocks Mentioned in This Chapter
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Nvidia NVDA
Microsoft MSFT
Alphabet GOOGL
Amazon.com AMZN
Avrista Networks AMET
ServiceNow NOW

Walmart WMT

Rating

*k

28221
22221
Kk k
*k

*k

P/FV

0.85

0.80

1.01

1.23

1.12

Source: Morningstar. Data as of Nov. 19, 2024.

©2024 Morningstar

Economic
Moat
Wide
Wide
Wide
Wide
Wide
Wide

Wide

2024E 2025E 2026E 2027E 2028E

However, the advisory firm that finds the most uses for generative Al is
not necessarily the one that will be the most successful in reaping its
rewards: deployment matters. For one, such firms must ensure that their
advisors and office staff use Al as intended to save time. An Al workflow
cannot free up time if a human opts out of it or if its output is disregarded.
This means that advisors must ensure those in their practice trust Al to
take over the expected tasks by tackling issues like accuracy, reliability,
and security. Similarly, freeing up time to spend with clients means little
if the use of the technology alienates clients from their advisor.
Marningstar research has found certain use cases of generative Al in
financial planning (like personalizing emails or financial recommendations)
can have a negative impact on the advisor-client relationship. Like
workers, investors need insight into the accuracy, security, and reliability
of an Al tool to trust its use. Therefore, the advisors who win by
incorporating Al will be the ones who can free up time for client-facing
activities while fostering trust in the use of the tool.

Be on the Lookout for New Al Approaches

Whether using Al for your own benefit or investing in those companies that
will be able to leverage the power of Al, understanding the evolution of the
scope and use cases for Al will be instrumental in 2025, mm
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How to Build a
Portfolio That
0oks After You

Many investors, especially those who have retired,
need a portfolio that meets their immediate income
needs. This requires a different approach to that
used when saving for the future. We identify the key
challenges that income-focused investors face

and how they can be overcome.
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Chapter 6 — How to Build a Portfolio That Looks After You

Key Takeaways

+ Risk management is especially important when building income-focused portfolios.

+ Each risk requires a specific response.

+ Diversification is more than spreading your investment widely.
+ Intelligent diversification requires a strong understanding of the way assets behave

in varied environments.

We are familiar with investing being focused on the future. However, there
comes a paint in most investors' lives when the capital accumulated in

the portfolio is required to provide an income. This transition necessitates
a different approach to investing, specifically one that is more focused on
the risks that could prevent the portfalio from playing this role.

As we focus more on harvesting the returns of our portfolio and less

on planting the seeds of future growth, risk management is naturally at
the forefront of our minds. We have therefore identified key risks that
investors in the harvesting stage of their investing careers should
consider and how these may be addressed through robust investment
selection and portfolio construction.

Risk #1:
Geopolitical Risks and Their Spillover Effects

Numerous political, military and macroeconomic issues mean that
geopolitical risk will remain elevated in 2025. These risks can have negative
spillover effects on the global economy. For instance, higher commodity
prices, tariffs, and the reshoring of supply chains increase the risk of
structurally higher inflation moving forward. In turn, bond investors may
demand higher interest rates to compensate them for the risk of
persistent inflation. Given the rise in government debt levels following
the covid-19 pandemic, any increase in interest rates would make the
cost of servicing that debt more challenging, forcing governments to cut
spending, increase taxes, or both to bring their debt under control.

We believe that inflation and the fiscal deterioration of the US pose
considerable risks to longer-dated bonds, and we therefore recommend
that investors favor short- to intermediate-term government bonds.
Although this may sound counterintuitive when the Fed is poised to
deliver a series of rate cuts going forward, but market movements in the
wake of the Fed's first rate cut in mid-September (short-term rates
have fallen while long-term rates have risen) demonstrate that long-term
interest rates are primarily driven by expectations around growth

and inflation, and to a lesser extent by monetary policy.
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Risk #2:
Rich Equity Valuations and a Strong US Dollar

US equities have handily outperformed international equities for over

a decade. What's more, the US dollar has strengthened against a basket
of major international currencies for over 13 years, accentuating the
return differential between domestic and international stocks from the
perspective of a US investor. It is a fool's errand to predict when these
dynamics will reverse, but our valuation models suggest that US
equities—especially large cap technology-related companies—are richly
valued. Put simply, there are lofty expectations embedded in the prices
of these assets, and their investment returns may suffer if these
expectations are not met over the coming years.

As returns are strongly linked to the starting valuation of an asset,
investors would be well served by emphasizing relatively unloved areas of
the US market in their portfolios, areas such smaller and midsize
companies where valuations are less demanding. Furthermare, investors
shouldn't abandon non-US stocks. Today, we see opportunities areas such
as Chinese technology firms, Latin American equities, and European
consumer cyclical stocks. Not only are these asset classes attractive on a
local basis, but currency effects could provide further tailwinds to their
US-dollar returns in the event of the dollar weakening.

Risk #3:
Disappointing Growth or Recession

Although a recession is not our base-case scenario for the year ahead,
investors should never rule out such an occurrence, especially after a
prolonged period of heightened interest rates and disappointing economic
data. Furthermore, the low odds of recession implied by today's credit
spreads and equity valuations leave investars particularly exposed to market
reversals and negative surprises.

When seeking protection from a recession, high-quality government bonds
remain one of the most reliable assets to hold for diversifying equity

risk, especially at current yield levels, as they provide the safety needed to
pratect investors' cash flows and portfolio value. Other assets with less
sensitivity to real rates, such as liquid alternatives, can provide additional
diversification in recessionary environments, but implementation via

26



Chapter 6 — How to Build a Portfolio That Looks After You

manager selection remains key. For those investors employing private
strategies to reduce volatility during selloffs, some words of caution are in
order: Private equity is still equity, and private debt is still debt. Both have
the same economic drivers as their liquid counterparts (often with much
more leverage), and their reduced volatility relative to public assets is mainly
illusory as they are simply priced less frequently.

This background on risks is important because it sheds some light

on how we think about building portfolios looking forward to 2025 and
beyond. We have been calling for a while on the need for investors,
especially those focused on income, to prepare their portfolios for
different outcomes via robust portfolio construction. We define a robust
portfolio as one that can withstand different market environments
without undermining its ability to deliver ongoing returns. Studying the
historical behavior and understanding the underlying risk factors of
each asset is essential to ensure that portfolio robustness is attained

Exhibit 17: Asset Performance in Different Scenarios
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and maintained over different time horizons. Prediction is a dangerous
exercise as it is extremely hard to anticipate changes in correlations
across assets and where risks will materialize in the future.
Diversification is much more than just spreading your bets; it has to do
with visualizing future risks and preparing for them by buying assets
with attractive valuations and different underlying drivers.

Viewing investment through the lens of risk may appear counterintuitive,
especially in a year when equities have risen so sharply. However, it is a
necessary part of the transition from seeking future returns to reaping the
returns of previous investing decisions. Kl
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Source: Morningstar Direct, MIM. Data from July 31, 1975, to Dec. 31, 2022. Average annualized monthly returns are in US dollars.
For illustrative purposes only. Past performance is not a guide to future returns. References to specific asset classes should not be

viewed as a recommendation to buy or sell a specific security in those asset classes.
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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 portfalio.

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.
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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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Source: Morningstar. Jan. 2019— Nov. 2024.
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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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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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The Morningstar Medalist Ratings are not statements of
fact, nor are they credit or risk ratings. The Morningstar
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evaluating an investment product, (i) involves unknown
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for risk and accounting for sales charges) in comparison to
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For Recipients in New Zealand: This report has been
issued and distributed by Morningstar Australasia Pty Ltd
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This report has been prepared and is intended for
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suitability of any financial product mentioned for any
particular investor. We recommend seeking financial
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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
Morningstar Investment Adviser Singapore Pte Limited,
which is licensed and regulated by the Monetary Authority
of Singapore to provide financial advisory services in
Singapore. Recipients of this report should contact their
financial advisor in Singapore in relation to this report.
Marningstar, Inc., and its affiliates rely on certain
exemptions (Financial Advisers Regulations, Section 28(1)
(e), Section 32B and 32C) to provide its investment
research to recipients in Singapore.

For Recipients in Korea: The Report is distributed by
Morningstar Korea Ltd., which has filed to the Financial
Services Committee, for informational purposes only.
Neither Morningstar Korea Ltd, nor its representatives, are
acting or will be deemed to be acting as an investment
advisor to any recipients of this information.

About Morningstar Manager Research

Morningstar Manager Research provides independent,
fundamental analysis on managed investment strategies.
Analyst views are expressed in the form of Momingstar
Medalist Ratings, which are derived through research of
three key pillars—People, Parent, and Process. A global
research team issues Managed Investment Reports on
strategies that span vehicle, asset class, and geography.
Medalist Ratings are subjective in nature and should not be
used as the sole basis for investment decisions. A Medalist
Rating is an opinion, not a statement of fact, and is not
intended to be nor is a guarantee of future performance.

About Morningstar Manager Research Services
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
functions for institutions such as banks, wealth managers,
insurers, sovereign wealth funds, pensions, endowments,
and foundations. Morningstar's manager research analysts
are employed by various wholly owned subsidiaries of
Morningstar, Inc. including but not limited to Morningstar
Research Services LLC (USA), Morningstar UK Ltd, and
Morningstar Australasia Pty Ltd.

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
research, processes, and tools that investors can use on
their own or with the guidance of a financial advisor. We are
an interdisciplinary group bringing together methods and
expertise from psychology, economics, and finance. Qur
current wark centers on the intricacies of the client-advisor
relationship, personalization, goal-centric investment
planning, and the impact of new investment products and
technology on investor decision-making.

About Morningstar's Equity Research Group
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
through qualitative and quantitative means. The ratings
for stocks are forward-looking assessments and include
assumptions of future events, which may or may nat occur
or may differ significantly from what was assumed.
Ratings on stocks are statements of opinions, subject to
change, are not to be considered as guarantees, and
should not be used as the sole basis for investment
decisions. This publication is for informational purposes
only; references to securities should not be considered an
offer or solicitation to buy or sell the securities.

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
the Morningstar Investment Management team, with $328
billion in assets under management and advisement as of
September 30, 2024; Morningstar Office (portfolio
management software); ByAllAccounts (data aggregation
and enrichment); Morningstar Investor (an all-in-one
investment platform for individual investors that delivers
research, portfolio tracking, and tools to build and monitor
wealth); and Morningstar.com (a leading resource offering
market insights, investment research, and educational
content to help investors make informed decisions across a
range of investment topics and goals).

36


https://bit.ly/MSWEMEADisclaimers

MAORNINGSTAR



	part 1.pdf
	Ch. 7
	Ch. 6
	Ch. 5
	Ch. 4
	Ch. 3
	Ch. 2
	Ch. 1
	Intro

	pg 5.pdf

