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What's Happened Thus Far
So farin 2022, investors have faced substantial volatility across markets and asset classes.
Markets have seen corrections, connected by a thread of high inflation and resultant high-interest

June 2022 rates. Major developed market economies are witnessing high inflation (8% plus) for the first time
in 40 years. As a result, in response to inflation, the expected trajectory of policy rates in developed
and emerging economies has risen sharply.
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Source: Morningstar Direct. YTD performance as of June 17, 2022
Digging further into the market backdrop thus far in 2022, most broad equity and fixed income
markets declined year-to-date as markets grappled with the reality of higher interest rates and the
potential knock-on effect on economic growth. Commodity prices remain high, particularly crude
oil. With Europe imposing a further ban on Russian supplies, crude oil prices may continue to
remain elevated in the near term. A large part of the rise in inflation is primarily attributed to global
supply shocks linked to the war, resilient demand in developed economies, and in recent times to
higher food prices.
Also notably, year-to-date, bonds lacked defensiveness, particularly those with longer maturities.
Investors had come to expect that bonds would be a source of portfolio stability during periods of
equity market volatility — and this was certainly the case during the significant equity markets
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selloff in response to the advent of the pandemic in early 2020. With the benefit of hindsight, it has
become clear that the regime, or backdrop of policy rate accommaodation, significantly aided debt
returns during that time frame. With the rise in government security yields in anticipation of higher
policy rates as the economy grapples with inflationary pressures, the regime has shifted as year-to-
date returns for debt as an asset, are also negative.

Domestic equities faced another round of sell-off with broader equities correcting by 7.9% in June
2022. The large-cap index (S&P BSE 100) fell by 7.8%, whereas the mid-cap index (S&P BSE Mid-
Cap) was down 7.9% and the small-cap index (S&P BSE Small-Cap) was down 8.4% as of June 17,
2022. The negative performance was largely driven by expectations of aggressive palicy rate hikes
by global central banks and the Reserve Bank of India, and high inflation concerns — its impact on
corporate margins and consumption demand.

Our Positioning

In our January and April 2022 quarterly updates, we stated that markets seem to have priced in
most of the positives and are missing out on pricing some of the near-term risk factors. We had
two concerns. First, as valuation-conscious investors, high equity market valuations in our
estimation was worrisome. This was particularly true for mid & small-cap equities which had rallied
sharply post the pandemic.

In addition to valuation concerns, we were wary of the macroeconomic environment. We don't
spend much time forecasting inflation and interest rates but globally, the growth-inflation dynamics
are skewed towards taming high inflation. The follow-on, of course, was the impact on interest
rates. And as investors value equities by discounting forecasted earnings into the present with
interest rates, higher interest rates can undercut their attractiveness.

Our valuation-driven asset allocation process ranked domestic equities low relative to domestic
debt, European and EM equities. Accordingly, we remained underweight overall growth (equity)
exposure by 0.75% to 4% across four portfolios around the start of 2022 as compared to
neutral/benchmark allocation.

Early May, our risk-reward framewaork, which ranks assets/markets as per valuation attractiveness,
still favored Europe, EM, and domestic debt over Indian equities. This simply means that the
relative attractiveness of Indian equities was low as global equities have witnessed a sharper
correction, improving their valuation attractiveness. \We reduced allocation to domestic equities by
1% to 1.5% across all four portfolios around the start of May. Although, due to prevailing regulatory
restrictions which curb investments in India domiciled mutual funds investing in international
markets, we are unable to add allocation to EM & Europe, which saw improvement in its overall
risk-reward rank relative to other markets. The allocation was shifted to fixed income. We are
currently underweight overall growth (equity) exposure vs benchmark by 1.75% to 5% across all
four portfolios. This helped us to limit year-to-date portfolio drawdowns (i.e. a fall from the recent
peak to trough) at -15.7% and -14.7% for Active Aggressive and Active Aggressive Plus,
respectively, vs the broader equity index which witnessed a drawdown of -16.8% and a drawdown
of -16.7% witnessed by peers (multi-cap funds) for the same period.
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On the fixed income side, the recent surge in yields may create some pain for investors who have
entered the debt market in the last six to twelve months. The expectation of another 25-40 bps in
the August policy meeting seems to be largely priced in the current yield levels. The term spread
(10-year Government security yield minus 3-month T-bill yield) is now ~2.5% vs 3% around the
start of the year, although higher than the long-term average of ~1.5% — still retaining its relative
attractiveness. Short-term rates for PSU and corporate bonds have also moved up by ~2% since
the start of the year, although real rates remain low or negative.

Morningstar Active Aggressive Portfolio Positioning vs Benchmark
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Source: Morningstar. Allocation as of June 17, 2022.

As markets have sold off, we are continuously reassessing our positioning taking stock of market
valuations. The way the portfolios are constructed, we would expect the portfolios and underlying
funds to do well over the long term. Looking forward, we remain confident that our valuation-driven
asset allocation approach and the fund line-up will help us deliver better long-term risk-adjusted
outcomes. Ultimately, our process looks to identify assets that we think will help deliver superior
investor outcomes over the longer term. We continue to focus on risk-adjusted returns—not just
returns—and have a constructive view of our ability to navigate different market pathways going
forward. We continue to actively monitor our asset class views & positions relative to markets to
identify attractive opportunities as they arise. Il
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About Morningstar, Inc.

Morningstar, Inc. is a leading provider of independent investment research in North America, Europe,
Australia, and Asia. The company offers an extensive line of products and services for individual investors,
financial advisors, asset managers, retirement plan providers and sponsors, and institutional investors in the
private capital markets. Morningstar provides data and research insights on a wide range of investment
offerings, including managed investment products, publicly listed companies, private capital markets, and
real-time global market data. The company has operations in 27 countries.

About the Morningstar Investment Management Group

Morningstar's Investment Management Group, through its investment advisory units, creates investment
solutions that combine award-winning research and global resources with proprietary Morningstar data.
With mare than USD $220bn in assets under advisement and management as of June 30 2019,
Morningstar's Investment Management Group provides comprehensive retirement, investment advisory, and
portfolio management services for financial institutions, plan sponsars, and advisers around the world.
Morningstar's Investment Management group comprises Morningstar Inc.’s registered entities worldwide
including: Morningstar Investment Management LLC; Morningstar Investment Management Europe Limited;
Morningstar Investment Management South Africa (Pty) Ltd; Morningstar Investment Consulting France;
Ibbotson Associates Japan, Inc; Morningstar Investment Adviser India Private Limited; Morningstar
Investment Management Asia Ltd; Morningstar Investment Services LLC; and Morningstar Investment
Management Australia Ltd.

Important Information

The opinions, information, data, and analyses presented herein do not constitute investment advice; are
provided as of the date written and are subject to change without notice. Every effort has been made to
ensure the accuracy of the information provided, but Morningstar makes no warranty, express, or implied
regarding such information. The information presented herein will be deemed to be superseded by any
subsequent versions of this document. Except as otherwise required by law, Morningstar, Inc or its
subsidiaries shall not be responsible for any trading decisions, damages, or losses resulting from, or related
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to, the information, data, analyses, or opinions or their use. Past performance is not a guide to future returns.
The value of investments may go down as well as up, and an investor may not get back the amount invested.
Reference to any specific security is not a recommendation to buy or sell that security. There is no guarantee
that a diversified portfolio will enhance overall returns or will outperform a non-diversified portfolio. Neither
diversification nor asset allocation ensures a profit or guarantees against a loss. It is important to note that
investments in securities involve risk, including as a result of market and general economic conditions, and
will not always be profitable. Indexes are unmanaged and not available for direct investment.

This commentary may contain certain forward-looking statements. We use words such as “expects,”
“anticipates,” “believes,” “estimates,” and “forecasts,” and similar expressions to identify forward-looking
statements. Such forward-looking statements involve known and unknown risks, uncertainties, and other
factors which may cause the actual results to differ materially and/or substantially from any future results,
performance, or achievements expressed or implied by those projected in the forward-looking statements for
any reason. The Report and its contents are not directed to, or intended for distribution to or use by, any
person or entity who is a citizen or resident of or located in any locality, state, country, or other jurisdiction
where such distribution, publication, availability or use would be contrary to law or regulation or which
would subject Morningstar or its subsidiaries or affiliates to any registration or licensing requirements in
such jurisdiction.

For Recipients in India: This Report is issued by Morningstar Investment Adviser India Private Limited.
Morningstar Investment Adviser India Private Limited is registered with the Securities and Exchange Board of
India as a Portfolio Manager (Registration number INPO00006156), and as an Investment Adviser
(Registration number INA0O00001357), providing investment advice and research. Morningstar Investment
Adviser India Private Limited has not been the subject of any disciplinary action by SEBI or any other
legal/regulatory body. Morningstar Investment Adviser India Private Limited is a wholly-owned subsidiary of
Morningstar Investment Management LLC, and is part of Morningstar's Investment Management Group,
which comprises Morningstar’s regulated entities worldwide In India, Morningstar Investment Adviser India
Private Limited has one associate, Morningstar India Private Limited, which provides data-related services,
financial data analysis, and software development.
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