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The indiscriminate sell-off in growth companies is creating
potential opportunities in 'true’ growth stocks, which are becoming
increasingly undervalued amid the broader market decline.
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2022 has seen significant economic and financial developments alongside
dramatic geopolitical events, but for the equity investor, the greatest shock may
have been the sharp underperformance of growth companies.

How Much Growth is Good?

Since the post-Global Financial Crisis equity rally began 13 years ago, there has
been an almost continuous outperformance of growth companies (Figure 1).
As this outperformance unfolded over time, a simplistic ‘growth is good’
assumption took hold, leading to ever-rising valuations of growth companies,
which, in many cases, were undeserved.

Figure 1: After 10+ Years of Strong Performance, Growth Companies Have
Declined Steeply
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Source: Bloomberg. As of November 4, 2022.

Growth is an often misused term. It measures an output but says very little about
the inputs required to generate it. For instance, is 10% growth good, or is 20%
better? The level of growth, by itself, is not enough information to answer that
question. This is perhaps best explained with an example:

SCENARIO 1

A company invests $1000, and that investment generates $20 of additional
earnings. If the company currently earns $100, that equates to 20% earnings
growth. While this sounds okay on the surface, in reality it only amounts to a
paltry 2% return on investment for the additional $1000 invested.

SCENARIO 2

A company invests $100 to generate $10 of additional earnings. In this scenario,
the company is only creating 10% growth in earnings, but the return on
investment is 10%—five times higher than in the first scenario. So, to the question
about whether a level of growth is good, the answer is that it depends on the
returns that that growth generates.
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The minimum investment return hurdle must be to exceed the cost of capital being
deployed. Delivering above this level creates value to the shareholder. While this is a basic
assessment, in recent years it has too often been neglected. An interesting real-world
example is the experience of a Spanish-based producer of blood plasma derived therapies
(Company A). The company'’s revenue and operating income grew well over the past
decade, right up until the onset of the pandemic (Figure 2).

Figure 2: Company A Sees Solid Revenue and Operating Income Until Pandemic (US$ Million)
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Source: Bloomberg. As of December 31, 2021.

This growth, however, required ever-increasing inputs, as shown by the rise in total
assets and invested capital in (Figure 3)—and with inputs ultimately expanding faster than
the outputs in terms of sales and earnings produced. The result has been a persistent
deterioration in returns (Figure 3).

Figure 3: Company A’'s Growth Requires Increasing Inputs

Operating Return on Total Invested Capital
1000% 16%

14%
800% %
600% 10%
400% \ 6o
4%
200%
M 2%

0% 0%
Dec-11 Dec-13 Dec-15 Dec-17 Dec-19 Dec-21 Jan-11 Jan-13 Jan-15 Jan-17 Jan-19 Jan-21

B Revenue [l Operating Profit
otal Assets otal Invested Capita
Total A Total | d Capital

Source: Bloomberg. As of December 31, 2021.

Insights | November 2022 3



BARINGS

The company's stock performed well for a number of years as investors focused
on the growing outputs rather than the ever-increasing inputs. It was only
when the output ‘growth’ began to falter that investors noticed the long-term
deterioration of returns. The result has been a sharp decline in the share price
that has seen more than a decade’s worth of relative performance eroded in the
past three years (Figure 4).

Figure 4: Significant Decline in Company A’s Share Price
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Identifying “True’ Growth Stocks

As Growth-at-a-Reasonable-Price (GARP) investors, growth is one of the key
elements of our process. But properly assessing an investment opportunity
requires understanding the returns that a company’s growth generates in
addition to the reasonable price that we are willing to pay. In fact, we can only
accurately gage what is a reasonable price once we understand both the growth
and returns of the company.

Investors have been rediscovering this recently, and a sharp decline in the
share prices of many supposed growth companies is underway. This may

be broadening into a wider growth company sell-off, which could create
compelling investment opportunities as legitimate high-quality growth
companies become increasingly undervalued amid the wider market decline.

Our focus on fundamental, long-term, high-quality growth opportunities is core

to our process. We believe this approach is well-positioned to benefit from the
rising opportunity set of reasonably priced, genuine growth companies.

Insights | November 2022 4



Barings is a $338+ billion* global investment manager sourcing differentiated opportunities and building
long-term portfolios across public and private fixed income, real estate and specialist equity markets. With investment
professionals based in North America, Europe and Asia Pacific, the firm, a subsidiary of MassMutual, aims to serve

its clients, communities and employees, and is committed to sustainable practices and responsible investment.

IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are
subject to change without notice, dependent upon many factors. Any prediction, projection or forecast is not
necessarily indicative of the future or likely performance. Investment involves risk. The value of any investments
and any income generated may go down as well as up and is not guaranteed by Barings or any other person.
PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio
compositions and or examples set forth in this document are provided for illustrative purposes only and are not
indicative of any future investment results, future portfolio composition or investments. The composition, size of,
and risks associated with an investment may differ substantially from any examples set forth in this document. No
representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes
in the currency exchange rates may affect the value of investments. Prospective investors should read the offering
documents, if applicable, for the details and specific risk factors of any Fund/Strategy discussed in this document

Barings is the brand name for the worldwide asset management and associated businesses of Barings LLC and its
global affiliates. Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia

Pty Ltd, Barings Japan Limited, Baring Asset Management Limited, Baring International Investment Limited, Baring
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Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland Sarl, Baring Asset Management Korea
Limited, and Barings Singapore Pte. Ltd. each are affiliated financial service companies owned by Barings LLC (each,
individually, an "Affiliate”). Some Affiliates may act as an introducer or distributor of the products and services of
some others and may be paid a fee for doing so

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase

or sale of any financial instrument or service in any jurisdiction. The material herein was prepared without any
consideration of the investment objectives, financial situation or particular needs of anyone who may receive it.
This document is not, and must not be treated as, investment advice, an investment recommendation, investment
research, or a recommendation about the suitability or appropriateness of any security, commodity, investment, or
particular investment strategy, and must not be construed as a projection or prediction.

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made

in good faith in relation to the facts known at the time of preparation and are subject to change without notice.
Individual portfolio management teams may hold different views than the views expressed herein and may make
different investment decisions for different clients. Parts of this document may be based on information received
from sources we believe to be reliable. Although every effort is taken to ensure that the information contained in
this document is accurate, Barings makes no representation or warranty, express or implied, regarding the accuracy,
completeness or adequacy of the information.

Any service, security, investment or product outlined in this document may not be suitable for a prospective
investor or available in their jurisdiction
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