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What will it take for growth stocks/style to recover?

= Traditionally growth stocks are driven by interest rates Growth stocks posted historic outperformance in 2020
while value stocks are driven by earnings. When
interest rates fall, growth stocks tend to rise (re-rate) Performance of World growth relative to value
and when rates rise, growth stocks tend to fall (de-rate). 130

This has been the story through 2022.

Growth outperforming value

= With inflation measures beginning to soften, there is
now considerable debate as to whether a stabilisation in
rates and/or the potential for a policy pivot is enough to
support a sustainable turn in growth stocks.

= We think the outlook for growth stocks is improving
simply as a consequence of rates approaching peak
levels. But we believe it will take a sustained decline in
rates in order to drive a period of consistent growth
stock outperformance and it is probably too early to

expect this given central banks have not yet finished Source: Factset, MWM Research, November 2022
their tightening cycle and valuations are not outright )
cheap. Why has growth underperformed in
CY22?

= For now, we think the market will continue to oscillate
between value and growth stocks/styles. There is not Growth stocks have had a torrid 2022 as gains through
yet enough evidence to suggest rates are set to decline 2020/21 have sharply reversed due to several factors:
but at the same time rising economic risks suggest the
tailwinds for value are also weakening. In other words, 1. A sharp rise in inflation drove one of the most rapid

ongoing macroeconomic uncertainty will make it difficult

. increases in interest rates for decades. As a result, high
for one style to show consistent outperformance.

flying growth stocks saw valuations come under

) ) ) ) significant pressure as expectations of ongoing zero
= Against a backdrop that is not particularly friendly to rates was quickly reversed out.

either growth or value, we think investors should aim to
remain close to “core” within equity allocations. This

. e Growth stock valuations hostage to interest rates
means any tilts to growth should be offset by a similar

tilt to value to bring overall exposures back to centre "Growth" equity valuations vs real bond yield
(and vice-versa). 31 - c A5
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2. As lockdowns ended and economies reopened, many
growth stock ‘lockdown beneficiaries’ saw a reversal of
their fortunes as earnings began to normalise. Likewise,
economically sensitive value stocks saw their earnings
rise as economies reopened. Value stocks also
received an extra boost from a sharp rise in commodity
prices, given the prevalence of resource/energy among
value stocks.

Earnings of value stocks rose as economies re-opened

Earnings of World value relative to growth
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Why have Australian growth stocks
outperformed global peers?

Australian growth stocks have held up substantially better
than their global peers through 2022. This reflects the
compositional difference of the Australian market versus
the global “growth” universe and because they lagged the
upswing versus global peers throughout the COVID period.
From a compositional perspective, Australia has a much
lower weighting in technology versus the rest of the world,
at only 4% versus 35% for MSCI World Growth.

Australian growth has substantially outperformed global
growth

YTD AUD performance
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What will it take for growth to sustainably
outperform again?

We think it will take a number of drivers to see a sustained
upside in growth stocks:

1. A stabilisation or decline in interest rates or policy pivot.
Growth stock valuation multiples (and therefore
performance) will ultimately be hostage to movements
in bond yields, which are in turn hostage to inflation and
the future path of central bank rate hikes. Therefore,
ultimately, for growth stocks to start outperforming value
in a meaningful way, we’ll need to see evidence of
inflation, specifically ‘stickier’ services inflation, cooling.

‘Stickier’ services inflation still rising

US core goods & services inflation
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Source: Factset, MWM Research, November 2022

2. Valuations reaching ‘cheap’ levels, which will provide a
cushion against disappointment and a springboard for
upside if sentiment improves. While the valuation
multiple premium of growth stocks, both in absolute and
relative terms, has contracted substantially this year, it
is still elevated relative to history, suggesting growth
stocks are not an ‘absolute’ or ‘relative’ bargain yet on
valuation grounds.

P/E premium of growth stocks still elevated

P/E (NTM) of World growth less value
20 ~

18 4
16 4
14 4
12 4
=< 10 -

o N Ao
!

T T T T T T T T T

04 06 08 10 12 14 16 18 20 22

Source: Factset, MWM Research, November 2022




Investment Strategy Update | 16 November 2022

3. A deeper economic downturn. Under this scenario,
value stocks will underperform given their greater
leverage to the economic cycle. Additionally, this would
send rates lower, driving a P/E re-rating of stocks with
strong structural earnings growth.

No clear pathway for growth vs value
while macro uncertainty persists

We see few signs that macroeconomic uncertainty driven
by inflation, rates and economic growth, is about to
materially improve.

The US Federal Reserve, who is key to global policy
conditions, indicated that it is still not seeing the types of
inflation readings or easing in labour market conditions that
would cause a pause in rate hikes. At the same time, global
yield curves are flattening, suggesting that further
tightening is now translating into rising economic
(recession) risk. In addition, it is too early to bet on a policy
pivot while central banks are still raising rates. Historically
the lag between the last Fed rate hike and first Fed rate cut
is around 4-5 months. This would suggest a sustained
policy easing backdrop remains some time off.

Our preferred positioning when style is
inconsistent

We do not have a style preference across either value or
growth, but we have a bias towards quality which applies
across style. This means “core” is our preferred exposure
within the equities space or, alternatively, we would have
any “growth” exposure offset by “value” exposure in order
to bring a style tilt back to centre. While the decline in bond
yields has driven a broad rebound in markets with global
growth stocks recovering more than broader market
indices, we have not seen the same trends play out
domestically. This is because the style shift has not been
as dramatic for the Australian market given a much lower
weighting towards technology and because healthcare (the
other high multiple area within Australian equities) tends to
be quality.

Macquarie WM Investment Strategy Team
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