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Dear Investor,

Introduction

In the beginning of 2024 I was fairly confident predicting high single-digit returns for Indian equity markets.

Valuations across the market were expensive and purported green shoots in the economy were not very
encouraging. However as 2024 progressed, earnings for companies continued to be robust, with exceptional

results from small companies involved in green energy or the capital goods sectors. Market euphoria and sky-
high valuations resulted in a flood of equity issuances - 317 IPOs raised almost Rs.1.8L Cr. Until October

2024 it looked like India’s Nifty was on track to return ~20% for the second year in a row.

However, the FY2025Q2 earnings season revealed that corporate India was slowing down and that most
Indian consumers were starting to reduce their spending. Several quarters of inflationary pressures and
stagnating salaries had led to a consumption squeeze. Additionally, the temporary pullback in government
spending during India’s general elections highlighted that government expenditure had been a key driver of
incremental growth. When this largesse dried up, it became clear just how weak the underpinnings of the
economy really were. While it is likely that the government will do its best to make up for lost ground in the
following quarters, corporate earnings may get worse before they get better.

Foreign investors have been net sellers of Indian equities for most of 2024, with Trump’s election in the latter
half of the year being a key catalyst for them quitting India. For an investor with a global opportunity set,
the risk-reward tradeoff of Indian equity markets is now longer worthwhile. Other emerging markets in
South East Asia have lower valuations, and the US market, on the back of Trump’s policy platform, holds the
most promise in the near term. It would be perfectly normal for Indian markets to go through a ‘risk-off”
period as valuations cool to better reflect fundamental factors.

Implications of the US elections on global capital flows

After Trump’s resounding election victory the US has suddenly become the most attractive investment
destination. The incoming administration’s policy platform revolves around lowering taxes, regulations, and re-
industrialising the US economy. If followed through effectively, these policies would effectively lower the
cost of doing business in the US and boost capital inflows.

While the resurgence of US manufacturing has been a key theme Cycas has been tracking these last few
quarters, the Trump administration seems to be operating from a much more integrated economic
framework than his predecessor. Scott Besant, a hedge fund manager turned Treasury Secretary, has been
fairly transparent in his goal of lowering the US’s fiscal deficit, depreciating the US Dollar, and still
maintaining reserve currency status for the USD. It’s not clear yet how the Trump Administration plans to
accomplish these seemingly contradictory feats, let alone reduce inflation and interest rates at the same time.
Still, over the foreseeable future it is very likely that the US economy will experience a significant growth
spurt on the back of the immediate stimulus measures enacted in 2025.

For investors, this presents contradictory signals. On one hand, it is tempting to dismiss much of Trump’s
rhetoric as posturing - he is an expert negotiator and is clearly barking much louder than he intends to
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bite. Given his proclivity to measure his success by the performance of the stock market, it’s seems unlikely
that he will enact policies that would risk damaging his political capital, such as import tariffs severe
enough to raise inflation for Americans.

Knowing Trump’s unpredictability, investors would do well to take his threats and vision for a new world order
seriously. While the strong US economy allows it to dictate terms of trade, many of its G7 counterparts
have no choice but to listen. Japan is staring down its own crisis as it seeks to raise interest rates while
balancing the risks to its banking sector, Germany, France and UK are witnessing extreme political instability
with imminent elections. Canada too is being forced to confront Trump’s threats of tariff and annexation
without legitimate leadership.

Indian Equity Markets

In India the euphoria of the last few quarters has finally turned with a very perceptible risk-off sentiment
descending on markets. The Nifty lost 8.29% during the quarter, in line with mid-cap and small-cap indices.
Initially much of the selling pressure was attributed to foreign portfolio investors rebalancing their portfolios
away from Indian equities, in favour of US equities post Trump’s election victory. Now however, as the quarter
has progressed it is becoming increasingly clear that Indian equities’ rot runs deeper. Earnings growth has
significantly slowed down for companies across a wide swath of industries and jittery investors have been
quick to sell at the sign of any negative news.

A curious observation during the course of the ongoing correction has been the resilience of the mid and
small cap universe. Small cap stocks are normally expected to be more volatile than their large cap
counterparts because of their relative lack of liquidity and riskiness. Indeed, this has been the case on the
upside, the benchmark small cap index has returned ~26% for 2024 compared to the Nity’s 8.8% return. This
divergence between large and small cap stocks warrants further examination and likely points to the changing
microstructure of India’s stock markets and broader economy.

One key driver of this trend has been sustained retail investor participation. Unlike large caps, where foreign
institutional investors (FIIs) play a major role, small caps have seen strong price-agnostic domestic buying,
leading to relative stability. Additionally, anecdotal evidence suggests that government expenditure has
disproportionately benefited smaller companies, enabling them to grow faster than their large-cap
counterparts. Due to these developments it now seems that capital allocators will need to look beyond large
cap indices and consider increasing allocations to small cap companies going forward.

Portfolio Performance
Asset class returns have largely been in line with expectation, despite the recent correction. Cash equivalent
investments, primarily arbitrage mutual funds, continue to deliver stable results.

FY202503 FY2025Q3Yo FY2025 9IM
Asset Class return Y return return
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The fall in Cycas’ Indian equity asset class in FY2025Q3 has been relatively mild even as the benchmark
Nifty dropped by over 10% from its September 26 peak. The outperformance of clients’ Indian equity
allocation relative to the Nifty was due to the dampening effects of other less volatile equity investments. This
outcome is a core feature of Cycas’ investment philosophy - supplementing the ‘core’ benchmark index
exposure are ‘satellite’ investments are judicially chosen that diversify risk. We do this by choosing fund
managers that take on lower risk than their benchmarks (by holding cash) and/or that better diversify across risk
factors. The performance of client portfolios has so far been been very reassuring.

Cycas’ strategy of international diversification has further lessened volatility for client portfolios. Until last year
it was very straightforward for investors to invest in international equities through Indian-domiciled mutual
funds, we advised large allocations to US equities. With RBI-imposed restrictions on international mutual fund
investments, direct offshore brokerage accounts are now the only viable alternative. Cycas is actively exploring
ways to streamline this process for clients.

Now that stock prices have started to correct what should investors do? For starters, it would help immensely to
have been well positioned going in to this correction. Being able to provide liquidity (for a price) during
times of market distress is a very advantageous position to be in. All Cycas clients are such a position
with ample cash balances to take advantage of the current correction. When faced with a broad market
selloff, the general strategy we follow is to systematically deploy cash as markets reach new lows. -

On the Indian Economy

Signs of a slowdown in the Indian economy have been visible for several quarters. The poor financial health
of India’s middle class was evident through poor sales of middle-income housing, slowing sales at quick
service restaurants, as well as at non-affluent consumer brands. As far back as as 2023 FMCG companies
like Marico were reporting sluggish demand for their biscuits.

Identifying the trend of slowing consumption in India has been made challenging by constant obfuscations by
Government machinery. The RBI has been regularly projecting robust domestic demand and increasing
private capital expenditure, both of which have relied on future assumptions and survey results. The
Government itself has also been sensitive to anyone raising the alarm - a notable incident in May 2024 when
the CEO of Asian Paints who, having an upfront view to consumer expenditure, publicly observed a growing
disparity between growth figures of GDP compared to core sectors like paints, steel and cement. Following this
Asian Paints was forced to issue a statement ‘clarifying’ what the CEO meant.

The slowly worsening urban consumption does not bode well for a quick recovery. If driven by general
inflationary pressure and tepid wage growth, these conditions will need to reverse before growth can resume
again - either inflation needs to reduce or urban wages need to increase. Absent immediate relief from the
government in the form of tax cuts or transfer payments, it will take some time before urban India spends again.

Conclusion

Prudence is a luxury in uncertain markets. By the time a crisis unfolds, it is often too late to act. This is why
our investment philosophy revolves around risk management. We will always prefer to underperform bull
markets if it means investors sit on cash and wait for better opportunities to emerge.
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When stocks are expensive, as small caps were for most of 2024, the prudent thing is to sell them, not fall into a
lull of complacency and hope that the party continues. Many investors have fallen into the psychological
trap anchoring their expectations to peak portfolio values, and are now hesitating to act during this
downturn. This behaviour will lead to missed opportunities and mediocre investment returns.

Because Cycas was prudent in managing risk and maintaining liquidity, our clients are now well-positioned to
capitalise on this market correction. With ample cash reserves and a disciplined investment strategy, we
can deploy capital strategically to take advantage of undervaluation, ensuring above-average returns over
the long term.

Ajay Sharma, CFA
Managing Partner
Cycas Investment Advisors

About Cycas Investment Adyvisors
Cycas Investment Advisors is a SEBI registered investment advisory firm

,/ (INA200013017) that offers clients wealth management solutions, that include
7\@ portfolio advisory and tax planning services. Independent advice and a fiduciary
g v responsibility to clients are the core tenants of Cycas’ offerings. Risk and return,

and their interactions, are thought of at the portfolio level and a broad asset
CYC AS allocation is used to achieve client-specific objectives.
invesTMenT apvisors Cycas Investment Advisors strictly adheres to the CFA Institute Code of Ethics and
Standards of Professional Conduct.
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DISCLAIMER

The views presented are as of the date published. They are for information purposes only and should not be
used or construed as an offer to sell, a solicitation of an offer to buy, or a recommendation to buy, sell or hold
any security, investment strategy or market sector. No forecasts can be guaranteed. Opinions and examples are
meant as an illustration of broader themes, are not an indication of trading intent, and are subject to change at
any time due to changes in market or economic conditions. There is no guarantee that the information supplied
is accurate, complete, or timely, nor are there any warranties with regards to the results obtained from its use.
1t is not intended to indicate or imply that any illustration/example mentioned is now or was ever held in any
Cycas Investment Advisors portfolio. Past performance is no guarantee of future results. Investing involves risk,
including the possible loss of principal and fluctuation of value.

In accordance with the Fair Dealing ethical standard, all existing clients will receive this letter one week before
prospective clients and other third parties.

Cycas Investment Advisors ©
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