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Paving a Long Runway for
U.S. Growth Equities

Improved valuations and market breadth are key influences

+ Significantly higher interest rates punished U.S. growth equities in 2022, leading to
their worst performance relative to value equities in two decades.

+ Improved valuations down market cap, market breadth, and opportunities for stock
selection offer an attractive entry point for strategic allocations to growth equities.

In this paper, we discuss how the unwind of AUTHOR:
distortions built up over the past 14 years is E;,Sii?ti(cja?r:owm
bringing a welcome return of price discovery to

equity markets. Following the reset in growth

stock valuations, which are now most attractive in

small and mid caps, and ongoing improvements

in market breadth, we believe active allocations to

U.S. growth equities offer investors a long runway

for capital appreciation.

The buildup: QE supported market
concentration and passive investing

Across equity markets, years of zero-interest-rate
policy and easy money fueled multiple expansion
and price momentum in the largest stocks,
resulting in high name concentration across
growth equities. Over the past 5 years ending
December 2022, 54% of Russell 1000 Growth Index

Introduction . _—

returns were attributed to contributions from the
Last year brought a decisive end to the top 10 stocks by market capitalization (44% came
quantitative easing (QE) cycle that underwrote from the top 5 stocks alone). At year-end 2022, the
global capital markets since the depths of top 10 made up 43% of the index value, up from
the Global Financial Crisis some 14 year ago. 26% a decade earlier. The dominance of mega-cap
The “about face” resulted from a culmination stocks reached its apex in 2021, when the Russell
of pressures that followed the onset of the 1000 Growth Index outperformed the small-cap
pandemic—global lockdowns, unprecedented Russell 2000 Growth Index by 25%—the widest
fiscal and monetary stimulus, and the war in performance margin between large- and small-cap
Ukraine conspired to bring the highest inflation stocks since the dot-com bubble.

print in over 40 years, forcing central banks to
hike interest rates at the fastest pace in decades.
While 2022 triggered a punishing reset for U.S.
growth equities, the outlook is decidedly brighter
going forward.

Momentum for passive investing fit hand-in-
glove with growing name concentration over
this period. Data derived from the Investment
Company Institute show that $2.2 trillion flowed

1. Strategas Securities, LLC, Investment Strategy Viewpoint, January 27,2023
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into U.S. equity exchange-traded funds (ETFs) since 2009, and 83% of all new flows into ETFs have been directed to market-cap-weighted
strategies." Year after year, new allocations channeled flows to yesterday’s winners. Over the same period, $2.8 trillion flowed out of U.S.
equity mutual funds, where active managers still dominate. Currently, 45% of equity assets are held in active strategies and 55% are held

in passive funds.

FIGURE 1: THE STEADY GROWTH OF PASSIVE INVESTING
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The strength of both of these trends made it very difficult for active growth equity managers to outperform their benchmarks. In fact,
the Russell 1000 Growth Index outperformed 92% of all funds in the U.S. large growth category of Morningstar for the 10 years ending

December 2022.

The unwind of 2022

The trends noted above were backstopped by central banks.
However, a series of aggressive rate hikes that began in March
2022 have taken out this key pillar of support and damaged
equity allocations in two ways.

The first was through the market’s recognition of better total
return opportunities in fixed income. Meaningfully higher

bond yields have pulled capital away from equity markets at
the margin. The second came from recognition that equity
asset valuations are often highly interest rate sensitive. Distant
earnings projections are now subject to significantly higher
discount rates that compress valuation multiples. This de-rating
is most pronounced across growth equities, where significant
free-cash-flow generation is usually achieved much later in a
company’s life cycle than for the slower-growth companies that
make up the value space.

The magnitude of the rotation out of growth stocks was on
display last year as the Russell 1000 Value Index outperformed
the Russell 1000 Growth Index by 22%—the largest margin in 22
years. The extent of value dominance is best summed up by a
report from Credit Suisse: It found that low price/earnings (P/E)
stocks in the S&P 500 Index outperformed high P/E stocks by

15.9% in 2022, the widest margin since 2000-2001 and the first
time that low P/E stocks led in all 11 sectors in over 25 years. The
trend was observed across all major indexes, styles, and regions
but was most powerful among small caps and growth.

FIGURE 2: GROWTH UNDERPERFORMS VALUE; CUMULATIVE
RETURNS IN 2022
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Past performance is not a reliable indicator of future results.
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The opportunity
After the aggressive de-rating of growth stocks in 2022, we note three significant reasons for improvement in the outlook for
investors in this asset class and for active approaches in particular.
VALUATIONS
The first reason for renewed optimism is probably the easiest to recognize. Much of the froth that characterized the growth
stock universe in the past several years has dissipated and brought valuations back to pre-pandemic levels. From a relative-value
perspective, we are seeing the most attractive opportunities down market cap. At the beginning of 2023, relative valuations
of mid- and small-cap growth to large-cap growth stocks were, respectively, 9% and 27% below their median of the past
15 years. Their depressed relative valuations reflect years of small-cap underperformance—the Russell 2000 Growth Index
underperformed the Russell 1000 Growth Index in 12 of the past 16 calendar years.
FIGURE 3: SMALL-CAP GROWTH AND MID-CAP GROWTH RELATIVE VALUATIONS ARE AT DECADE-PLUS LOWS
RELATIVE VALUATIONS OF MID- AND SMALL-CAP GROWTH TO LARGE-CAP GROWTH;
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Source: FactSet, as of December 31,2022

Past performance is not a reliable indicator of future results.

BREADTH

The second reason for optimism comes from improving market breadth. A study we conducted early in 2022 examined the
concentration cycle—the normal ebb and flow of name concentration—within large-cap growth equities from June 2001 through
December 2021. At the time, we made two key observations:

«  “Periods of increasing concentration and decreasing concentration have lasted an average of just under 5.5 years in this
measurement period.

«  The current period of increasing concentration has lasted longer than the average, and based on the deceleration we have
seen of late, it would be reasonable to expect the beginning of a new cycle soon.”

MARCH 2023 3
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Our expectations of improved breadth have largely come

to fruition, but we believe there is ample runway for further
improvement. Small caps have historically made up over 7%

of total equity market capitalization since 1930. Yet, at the
beginning of 2023, small caps still represented approximately
4% of the market by value. The under-representation of mid-caps
is similar; they have comprised 15% historically and currently
represent only 11%. If history is a guide, small- and mid-cap
companies have room to attract an outsized share of capital into
a broad economic recovery.

While ongoing cyclical headwinds make a broad recovery far
from certain near term, increasing breadth can help investors
improve diversification among specific company growth drivers.
This backdrop also presents a renewed opportunity for accretive
stock selection.

ACTIVE MANAGEMENT

A third reason for optimism stems from the ability of active
strategies, which now represent a minority of capital deployed in
U.S. equity markets, to capture value from passive investors who
sustain market exposures to past winners. This includes market
exposure to mega caps, which now face significantly lower
projected forward growth rates.

An example can help clarify why active investors can benefit.
Over the past 12 years, the four largest companies in the S&P
500 Index grew revenues at an 18% annualized growth rate, or
3x higher than the index as a whole. This compounded to over
600% growth in revenues over the period—an astonishing feat,
but one that is unlikely to be repeated.

FIGURE 4: MEGA-CAP DOMINANCE WANES, BREADTH IMPROVES

ANNUALIZED SALES GROWTH; S&P 500 INDEX VERSUS MEGA-
CAP TECH (AAPL, AMZN, MSFT, GOOGL)
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Source: Goldman Sachs Global Investment Research
Past performance is not a reliable indicator of future results.

At the end of 2021, the trailing 12-month revenue of these

four companies was collectively $1.4 trillion, or about 6% of

U.S. growth domestic product (GDP), which, at $23.3 trillion,
represents the sum total of economic activity that took place on
all of U.S. soil in 2021. The Bureau of Labor Statistics estimates
the long-term U.S. GDP growth rate at 2.1%. If the historical
revenue growth rates of these four companies were sustained for
another 12 years, they alone would represent more than one-
third of projected GDP in 2033! If that seems far-fetched to you,
we share your sentiment.

The much more likely scenario is that growth rates of these and
the other mega-cap companies, while still impressive in absolute
terms, will slow meaningfully in the years ahead. As their
dominance wanes, the opportunity for active managers to add
value should improve—especially with companies down market
cap, where relative valuations are more attractive and growth
opportunities are not constrained by company size.

Conclusion

As painful as the market was for growth stocks in 2022, we know
the best long-term investment opportunities arise during periods
of turmoil. We can’t predict an exact turning point, but we are
confident that earnings estimates and valuations now reflect
more realistic expectations. The days of selecting stocks based
on one criteria—"how fast can it grow?”—are over in this more
normal discount rate environment. In the years ahead, we expect
sustained higher returns on equity and returns on invested
capital to support growth stock valuations. In any ensuing
economic recovery, growth should be slower in a higher interest
rate environment. This backdrop should support a scarcity
premium for high-growth companies.

The Dynamic Growth Equity investment process targets
companies that exhibit what we call “pure growth.” These
companies produce top-quartile growth in their respective
industries and rely heavily on secular growth drivers. This

means that we look for companies that can support earnings,
profit margins, and free cash flows organically, without the aid
of cyclical tailwinds, and we seek such companies across the
capitalization spectrum and across economic sectors. We believe
the result is a better-balanced portfolio that represents the best
of what U.S. growth equity markets offer. Investors would be well
served to take advantage of the market opportunity to position
their growth allocations for success in the years to come.
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For further information Contact details

We want to help clients build for successful outcomes, defend FOR U.S. INVESTORS ONLY

portfolios against uncertainty, and create long-term financial well-

being. To learn more, investment professionals can contact us. » Toreach our U.S.-based investment professionals, contact
your existing client relations director, or contact us at
Allspringlnstitutional@allspringglobal.com.

« To reach our U.S.-based intermediary sales professionals,
contact your dedicated regional director, or call us at
1-888-877-9275.

« To reach our U.S.-based retirement professionals,
contact Nathaniel Miles, head of Retirement, at
nathaniel.s.miles@allspringglobal.com.

« To discuss sustainable investing solutions, contact
Henrietta Pacquement, head of Sustainability, and
Jamie Newton, deputy head of Sustainability, at
henrietta.pacquement@allspringglobal.com
and jamie.newton@allspringglobal.com.

FOR NON-U.S. INVESTORS ONLY

« To reach our non-U.S.-based investment professionals, contact
us at Allspringlnternational@allspringglobal.com.

This information is a Marketing Communication, unless stated otherwise, for professional, institutional or qualified clients/investors (as defined by the local regulation in the respective jurisdiction). Not for retail use.
THIS MATERIAL DOES NOT CONSTITUTE AN OFFER OR SOLICITATION IN ANY JURISDICTION OR TO ANY PERSON WHERE IT WOULD BE UNAUTHORISED OR UNLAWFUL TO DO SO.

Past performance is not a guarantee or reliable indicator of future results. Any past performance, forecast, projection, simulation or target is indicative and not guaranteed. All investments contain risk. The value,
price or income of investments or financial instruments can fall as well as rise and is not guaranteed. You may not get back the amount originally invested. Your capital may be at risk.

Allspring Global Investments™ (Allspring) is the trade name for the asset management companies of Allspring Global Investments Holdings, LLC (Allspring Holdings), a holding company indirectly owned by certain
private funds of GTCR LLC and Reverence Capital Partners, L.P. Unless otherwise stated, Allspring is the source of all data (which is current or as of the date stated); content is provided for informational purposes
only with no representation regarding its adequacy, accuracy or completeness and should not be relied upon; views, opinions, assumptions or estimates are not necessarily that of Allspring Holdings, Allspring or
their affiliates and are subject to change without notice; and this communication does not contain investment advice, an investment recommendation or investment research, as defined under local regulation of the
respective jurisdiction.

Distributionin the United States: Allspring companies include, but are not limited to, Allspring Global Investments, LLC, and Allspring Funds Management, LLC. Certain products managed by Allspring entities are
distributed by Allspring Funds Distributor, LLC (a limited-purpose broker-dealer and Member FINRA/SIPC). Associated with Allspring is Galliard Capital Management, LLC (aninvestment advisor that is not part of the
Allspring trade name/GIPS company).

Distributionin the United Kingdom (UK), European Economic Area (EEA) and Switzerland: Allspring companies include, but are not limited to, Allspring Global Investments (UK) Limited (Allspring UK), an
investment management company authorised and regulated by the UK Financial Conduct Authority (FCA), and Allspring Global Investments Luxembourg S.A. (Allspring Luxembourg), authorised and regulated

by the Commission de Surveillance du Secteur Financier. Allspring Luxembourg has branches in Frankfurt, Paris and Milan and is allowed to provide services on a cross-border basis in the EEA. This material has

been approved for distribution in the UK by Allspring UK for the purposes of Section 21 of the Financial Services and Markets Act 2000 (FSMA). Allspring UK does not provide services to retail clients, the FSMA

rules for retail clients will not apply and the United Kingdom Financial Services Compensation Scheme is not available. Unless otherwise stated, information does not contain investment advice, an investment
recommendation or investment research as defined under FCA regulations or the Markets in Financial Instruments Directive (Directive 2014/65/EU (MiFID Il) and therefore does not comply with the requirements for
the provision of such services. For professional investors only. Recipients who do not wish to be treated as professional should notify their Allspring contactimmediately.

Distribution in the United Arab Emirates (excluding Dubai International Financial Centre and Abu Dhabi Global Market): Allspring companies include, but are not limited to, Allspring Global Investments (UK)
Limited (Allspring UK), an investment management company authorised and regulated by the UK Financial Conduct Authority; Allspring Global Investments Luxembourg S.A. (Allspring Luxembourg), authorised

and regulated by the Commission de Surveillance du Secteur Financier; and Allspring Global Investments, LLC. This material is intended for professional clients (defined by DFSA). This material and the information
contained herein do not (intend to) constitute a public offer in the United Arab Emirates (UAE) and should not be construed as such. The material is offered to a limited number of exempt investors in the UAE who

fall under one of the following categories of nonnatural qualified investors: 1. an investor that is able to manage its investments on its own, namely the federal government, local governments, government entities
and authorities or companies wholly owned by any such entities; international entities and organisations; or a person licensed to carry out acommercial activity in the UAE, provided that investment is one of the
objects of such person, or 2. aninvestor who is represented by an investment manager licensed by the Securities and Commodities Authority (SCA), each a non-natural qualified investor. The materials have not been
approved by or licensed or registered with the UAE Central Bank, the SCA, the DFSA, the Financial Services Regulatory Authority or any other relevant licensing authorities or governmental agencies in the UAE (the
authorities). The authorities assume no liability for any investment that the named addressee makes as a non-natural qualified investor.

Distribution in Australia: Allspring Global Investments (UK) Limited (Allspring UK) is exempt from the requirements to hold an Australian financial services license under the Corporations Act 2001 in respect of the
financial services it provides to wholesale clients in Australia. Allspring UK is regulated and supervised by the Financial Conduct Authority under the laws of the United Kingdom, which differ from Australian laws.
Allspring Global Investments, LLC (Allspring Investments), is exempt from the requirements to hold an Australian financial services license under the Corporations Act 2001 in respect of the financial services it
provides to wholesale clients in Australia. Allspring Investments is regulated by the United States Securities and Exchange Commission under US laws, which differ from Australian laws.
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Distribution in New Zealand: this information does not constitute an offer of financial products for issue requiring disclosure to an investor under Part 3 of the Financial Markets Conduct Act 2013 (N.Z.) (the Financial
Markets Conduct Act (N.Z.)) or an offer of any other financial services requiring disclosure under the Financial Markets Conduct Act (N.Z.). Allspring is not offering or selling any financial products or financial services
toany persons in New Zealand other than from offshore and other than to a person who is an “investment business” within the meaning of clause 37 of Schedule 1 of the Financial Markets Conduct Act (N.Z.), or meets
the “investment activity” criteria specified in clause 38 of Schedule 1 of the Financial Markets Conduct Act (N.Z.), or is “large” within the meaning of clause 39 of Schedule 1 of the Financial Markets Conduct Act
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this material is to be construed as an offer, solicitation or recommendation to buy or sell or subscribe for any security, unit in a fund or any other financial product or instrument, or to enter into any transaction or

to participate in any particular trading or investment strategy. This material does not constitute a prospectus, information memorandum, offering document or any other document required to be approved by,
registered with or lodged with the Monetary Authority of Singapore. This material and the information contained herein do not constitute investment advice or take into account the specific investment objectives,
financial situation or particular needs of any person. Please seek advice from your professional advisor(s) before making any financial or investment decision. This material and the information contained herein are
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Distribution in China: this material may not be provided, sold, distributed or delivered, or provided or sold or distributed or delivered to any person for forwarding or resale or redelivery, in any such case directly or
indirectly, in the People’s Republic of China (the PRC, excluding Hong Kong, Macau and Taiwan) in contravention of any applicable laws. This material does not constitute an offer to sell or the solicitation of an offer to
buy anything referred to in the material, expressly or implied, in the PRC (excluding Hong Kong, Macau and Taiwan) to any person to whomit is unlawful to make the offer or solicitation in the PRC.

Distribution in Taiwan: any investment management and advisory services will be provided by Allspring, which does not hold the required licences under the law of the Republic of China (Taiwan). The provision of
any investment management and advisory services has not been and will not be approved by the Financial Supervisory Commission of Taiwan. Any transaction will be consummated outside of Taiwan. The clients
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Distributionin Indonesia: investment management and advisory services will be provided to Indonesian clients from an Allspring office located outside the territory of Indonesia. No services are provided in the
territory of Indonesia. Allspring is not licensed under Indonesian laws or supervised by the OJK.
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