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2022 mid-year update:
Consistency matters

1 Interest rate expectations and recession fears hammer growth stocks
9 Valuations retrace to their pre-pandemic average

1 Remaining consistent to our investment style is essential

Growth stocks have gone through the wringer in the first half of 2022. The potent cocktail of quickly rising interest
rates, persistently high levels of inflation and elevated valuations proved to be a lethal combination. More recently
fears of an impending recession wreaked havoc on global stock markets overall, and previous strongholds like energy
and commodities stocks have also succumbed to the increasing downward pressure. While this has clearly pressured
absolute returns further, it does seem that growth stocks have started to do better from a relative perspective.

In this article we'll look back on the reasons for the weak performance of stocks, growth and otherwise. We will also
explain why we continue to have faith in our long-term quality growth philosophy and why we believe style
consistency is of utmost importance. On to the update!

We were probably due a market correction, although we’ll
immediately acknowledge that the timing, speed and .
magnitude has taken even us by surprise. With hindsight of Article . .

course all the signs were there, as we all witnessed a number For professional investors
of excesses that were indicative of a market peak. July 2022

However, something like a perfect storm made this excessive Richard Speetjens and Jack Neele
risk-taking happen. First, in their response to the pandemic
outhreak, the Federal Reserve announced an emergency rate
cut, lowering interest rates to near zero, and launched a
massive quantitative easing program. Even though interest
rates were already very low, the actions led investors to
believe that central banks around the world would have a
‘whatever it takes’ approach to protect the economy.

As a result, the stock market boomed and in the case of the
S&P 500, by August 2020 the full year-to-date decline had
already been erased. Led by digitally exposed large-cap
growth stocks, Apple (+81% in 2020) and Amazon (+76%) in
particular, the bull market gained steam and investor
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sentiment rose rapidly. The number of money-losing IPOs rose substantially and to satisfy the demand for new offerings
many companies chose to go public via a special purpose acquisition company (SPAC); basically a blank-check vehicle that
aims to acquire businesses. These SPACs were often issued at USD 10 and today most SPACs have since lost more than 50%
of their value.

“Panics do not destroy capital; they merely reveal the extent to which it has been
previously destroyed by its betrayal into hopelessly unproductive works.”

John Mill, British economist (1867)

In early 2021 the stock market became the place to go betting for many retail investors. Driven by commission-free trading
and the rise of WallStreetsBets —an online community on Reddit where participants discuss stock and options trading —
meme stocks were born. Companies like GameStop (a video game retailer) and AMC (a movie theater operator) gained
cult-like followings and their stocks soared. At one point, shares of GameStop rallied more than 1,000% (!) in less than two
weeks, despite the fact that their underlying business was shrinking due to pandemic-related store closures. Hedge fund
Melvin Capital, which tried to benefit from the expected downturn in their financials by shorting the stock, lost more than
half of its USD 12 hillion in assets and eventually had to shut down.

Figure 1| The rise and fall of meme stocks
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Source: Bloomberg, Goldman Sachs, 30/06/2022

There were plenty of other signs like bitcoin mooning to USD 69,000, the spectacular collapse of Archegos Capital which
managed to lose USD 20 billion in two days using derivatives, people quitting their jobs to become day traders, YOLO
investing, record insider selling and much more. When markets turn, investors generally find out that a lot of money has
been invested in unproductive or loss-making ventures. This time the catalyst for the shift in sentiment was rising levels of
inflation and, subsequently, expectations of markedly higher interest rates.

Growth stocks, companies with above-average growth expectations, bore the brunt of the losses as these tend to trade at
premium multiples of current earnings with investors paying up for the longer-term earnings potential. Growth stocks have
been much more vulnerable to the increase in long-term interest rates as this impacts the rate at which future profits are
discounted.
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Valuation correction

Exactly twelve months ago inflation was already a topic high on investors” minds. In our second half of 2021 update we
arqued that a portfolio of quality growth stocks would better protect investors from persistently high levels of inflation, as
their earnings would hold up better thanks to their higher margins and pricing power. While that may have been true,
growth stocks were definitely more sensitive to the effect of rising interest rates on their valuation.

In the table below we've repeated last year’s table consisting of a selected number of high quality growth stocks. We
included this table to explain that high-margin companies are relatively better positioned to offset higher levels of inflation.
And while their earnings have held up even better than expected, their average earnings multiples certainly haven't.
Multiples for the group have nearly halved, despite the steady rise in expected forward earnings.

Figure 2 | Last year's selected group* of quality growth stocks from our portfolio

Compan ndusts Next 12M P/E Next 12M P/E %N;g:‘;:r‘ff 12M Change 12 Month

pany y 30/06/2021  30/06/2022 "L O in Multiple  Return
arnings

Intuit Software 45.8 27.7 30% -39% -21%

Zoom Vld.eo , Videoconferencing 80.8 26.7 -16% -67% -72%

Communications

Estee Lauder Cosmetics 44.4 31.2 14% -30% -20%

Kering Luxury goods 26.2 14.0 24% -46% -34%

Zoetis Animal health 36.7 29.9 13% -19% -8%

Visa Payment 33.0 23.4 18% -29% 16%

Infrastructure
Average 445 255 14%

Source: Bloomberg, Robeco, 30/06/2022  * Excluding Meta Platforms, which is no longer in our portfolio

While we recognized the premium valuations of growth stocks and their sensitivity to corrections, we certainly
underappreciated the size and speed of this valuation correction. We had anticipated valuations to come down over time
and many of our companies to grow into their valuations, i.e. their stock prices rising more slowly than overall earnings.
Obviously this has now happened much more quickly than anticipated.

It's interesting to notice that multiple contractions is the major factor in the realized returns. Earnings growth — with the
exception of Zoom Video — has actually been pretty strong (+14%) across the board. Zoom Video has indeed been by far
the weakest stock of the group, but this is also the only company where earnings expectations have been coming down

over the past twelve months.

We are convinced that the majority of the valuation correction is behind us as the overall valuation of the portfolio is now
more in line with the historical pre-pandemic average. At the end of the June, the forward P/E multiple of our portfolio was
23.7x with an estimated three-to-five year earnings growth of roughly 19%. The pre-pandemic average multiple of our
portfolio (using data up to 31/12/2019) was actually 24.2x (see graph below).
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Figure 3 | The valuation (measured by next year’s price-to-earnings ratio) of our portfolio versus the market

The above shows that portfolio valuation multiples have now contracted to somewhat below historical levels. One could of
course argue this is deserved given the more challenging economic outlook with a potential recession coming our way. We
won't argue with that notion, but would note that going forward the prospective returns of our portfolio are likely to
correlate highly with the to-be-realized earnings growth of our investments, and that multiple expansion or contraction will
be less of a determining factor in the overall returns than over the past two years.

First principles & style consistency

When times are tough and the portfolio is underperforming the market by a wide margin, as has been the case over the
past twelve months, it makes sense to take a step back and look at the underlying fundamentals of the selected long-term
trends. In this case, we returned to the first principles of trends investing to check whether our original assumptions are still
valid.

As a reminder, trends investing strives to benefit from profound changes in society. These include technology-related
changes, policy-driven change (regulations), and sociocultural and demographically driven change. Structural changes
generally make it difficult for incumbent companies to stay in control of their market positions. However, challenger firms
or up-and-coming business ecosystems are often able to capitalize on these changes in order to enter existing markets or
establish new ones. These moves are reflected in constantly shifting profit pools. Anticipating and taking advantage of
these shifts is our main objective.
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