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even in phases of value outperformance seties Berenberg Funds and Solutions:
Insights
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ued losers from previous years rose. In this Sposlight, we explain why we believe that Sustainability
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rising and why solid growth led to outperformance even in higher valued stocks after

the tech bubble burst in 2000. Our analysis shows that even in such an environment, Spotlight offers insights into the Berenberg
earnings growth, positive returns on equity, and the attractiveness of the business product universe and highlights key topics related to
model remain the key drivers of long-term share price performance. current market developments.

From 2000 to 2003, profitable profit growth made the difference

The "New Economy Crash" from 2000 to 2003 was one of the worst market phases
for growth stocks over the last decades. Measured by the Russell 3000 Growth In-
dex, growth stocks lost more than 20% of their performance compared to the overall
market and suffered a drawdown of mote than 60% in dollar terms. Under the sur-
face, however, the picture was very heterogeneous: While non-profitable growth
companies lost over three quarters of their value at the peak (Group A), the most
expensive 25% of profitable growth companies were able to generate significant ex-
cess returns and outperformed the overall market by over 60% (Group B). This was
mainly driven by earnings growth, as companies in Group B grew their earnings by
an average of 15% p.a. from 2000 to 2003, while the overall market only posted
earnings growth of 4% p.a. A high valuation (53x previous year's earnings in 2000
for Group B) did not per se result in a poorer share price performance, but rather
the profitability of the growth was what mattered most.
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Fig. 1: Comparison of highly valued profitable and unprofitable growth com-
panies during the "new economy” crash
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in January of each year.

In the current market phase, it can also be observed that unprofitable growth com-
panies are losing particularly strongly, but these are hardly represented in our port-
folios. Profitable growth companies with high quality have also lost value in recent
weeks, but we believe that the share price development of these companies will be
oriented towards earnings growth in the long term.

This is well illustrated by various examples from the difficult market phase at the
beginning of the millennium. For example, the online marketplace eBay was able to
steadily increase its profits relative to the S&P500, which was rewarded for investors
with a clear excess return compared to the index despite a high valuation (60x 2002E
earnings in spring 2000) (Fig. 2). This is remarkable because eBay was already per-
forming very well before the Nasdaq collapse from 1998 to the beginning of 2000,
with a share price increase of over 700%. Yet eBay was even able to extend this
outperformance during the ensuing bear market thanks to steadily rising earnings
estimates. For another growth company from this period, Apple, the reverse case
can be shown. While the Apple share price also multiplied from 1998 to 2000, this
was followed by a significant sell-off from 2000 to 2003 (Fig. 3), which was mainly
related to falling earnings estimates.
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Fig. 2: Relative share price and earnings development of eBay
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Source: Bloomberg, Berenberg, 15.02.2022

Fig. 3: Relative share price and earnings development of Apple
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Source: Bloomberg, Berenberg, 15.02.2022

01.01.1998 - 01.01.1999-  01.01.2000-  01.01.2001- 01.01.2002- 01.01.2003-
31.12.1998" 31.12.1999 31.12.2000 31.12.2001 31.12.2002  31.12.2003
Performance eBay p.a 435.4% 55.7% -47.3% 102.7% 1.4% 90.5%
Performance Apple p.a 211.9% 151.2% -11.1% 47.3% -34.6% 49.1%

Source: Bloomberg, 1:1PO in Sept. 1998

As the two examples show, while changes in valuation levels can always occur in the
short term, for investors with a medium to long term horizon, earnings growth, ra-
ther than changes in valuation levels, is ultimately the key driver for generating su-

perior returns.

Value stocks hardly show sustainable earnings growth
While the companies in our funds are growing profitably at well into double-digit

rates on average and benefiting from structural trends, most companies in value sec-
tors lack earnings growth, and have done so over a long period in most cases. For
example, financials, basic materials, and energy stocks have reached pre-crisis levels
in both valuation levels and their earnings estimates and show only low single-digit
and in some sub-sectors even negative earnings growth over the next two years. This
also becomes clear in a direct comparison with our portfolio: according to Bloom-
berg, the earnings of the average company in the European Focus Fund are expected
to grow almost three times as fast as the MSCI Europe Value Index from 2022 to
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2024 (cf. Figure 4). In this respect, the companies in our portfolios are not dependent
on an expansion of their valuation levels but can achieve excess returns over the
market based on sustainable and high profit increases. In addition, the quality of our
companies is significantly higher, which is illustrated by better returns on equity and
debt ratios in Figure 4. Especially since the average valuation of our portfolios has
moved back to the level of 2019 - the Corona-related valuation premium has thus
been reduced - the focus should once again be on the growth of the individual com-
panies. (see our publication "Rotation impacting our portfolios", 4% of Februaty
2022)

Fig. 4: Growth and quality indicators of our companies compared to value

stocks
Valuation P/E Revenue growth Earnings growth Valuation vs. RoE Net debt/
2023 (2022-24E) (2022-24E) earnings growth  (last FY) EBITDA (last FY)
European Focus Fund 25.2x 10.4% 13.9% 1.8 26.9% 1.1x
MSCI Europe Value Index 10.6x 1.7% 4.6% 2.3 11.7% 2.4x

Source: Bloomberg, Berenberg, 15.02.2022

High returns on equity as a supporting factor for our portfolios regardless of
market rotations

As already described, sustainable earnings growth is decisive for us when selecting
stocks. For us, the ability of a company to reinvest at high returns on equity is par-
ticularly important. In this context, it is striking that companies with high returns on
equity in past market phases with value outperformance were able to do significantly
better than companies that hardly or not at all earn their cost of capital (often found
in the value segment due to low valuations). This is contrasted in Figure 5 for small
caps, a particularly broad universe of stocks. The red line shows the outperformance
of companies with high returns on equity (top 30%) compared to companies with
low returns on equity (bottom 30%). Overall, the outperformance of companies with
high return on equity is very consistent over time and is a structural driver for our
portfolios. We can also see that the outperformance has persisted even during peri-
ods of significant value outperformance. For example, from March 2000 to Decem-
ber 20006, value stocks outperformed US growth stocks by an average of 94%. Nev-
ertheless, companies with high returns on equity outperformed companies with low
returns on equity by almost 200% overall over this period. In summary, our focus
on quality stocks with high returns on equity thus provides a kind of protective shield
during periods of prolonged value outperformance.

The return on equity of the companies in our portfolios is currently about twice as
high as the benchmark, which is why we believe that our companies can continue to
grow profitably in the future and generate an excess return compared to the overall
market.
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Fig. 5: Long-term excess returns of small caps with high returns on equity
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In summary, we believe:

e That the medium to long-term share price performance is primarily deter-
mined by a company's earnings growth.

e That companies with a solid market position, cash flows and high returns
on equity can generate a sustainable outperformance compared to the over-
all market, regardless of the market phase, as has been shown in the past.

e  That the current market environment with significantly reduced valuation
levels and unchanged good earnings prospects for our companies offers
attractive entry levels.

5/6 Joh. Berenberg, Gossler & Co. KG « Berenberg Funds and Solutions - Spotlight



BERENBERG

PRIVATBANKIERS SEIT 1590

PUBLI SHER IN FO RMATI ON The following publications are

part of the series Berenberg Funds
and Solutions:

PUBLISHER

InsightsSpotlight
Matthias Born | Head of Investments & CIO Equities; Berenberg Wealth & Asset Management ST )
» Spotlight
Equities
Fixed Income

AUTHOR Multi Asset

Matthias Born Risk-focused solutions
Sustainability

Head of Investments & CIO Equities, Wealth & Asset Management Consulting

Berenberg Equity Website

CO-AUTHOR
Tim Gottschalk

Portfolio Manager, Wealth & Asset Management

IMPORTANT NOTICE

This document is a marketing communication. This information and references to issuers, financial instruments or financial
products do not constitute an investment strategy recommendation pursuant to Article 3 (1) No. 34 Regulation (EU) No
596/2014 on market abuse (market abuse regulation) nor an investment recommendations pursuant to Article 3 (1) No. 35
Regulation (EU) No 596/2014, both provisions in connection with section 85 (1) of the German Securities Trading Act
(WpHG). As a matketing communication this document does not meet all legal requirements to warrant the objectivity of
investment recommendations and investment strategy recommendations and is not subject to the ban on trading prior to the
publication of investment recommendations and investment strategy recommendations. This document is intended to give
you an opportunity to form your own view of an investment. However, it does not replace a legal, tax or individual financial
advice. Your investment objectives and your personal and financial circumstances wete not taken into account. We therefore
expressly point out that this information does not constitute individual investment advice. Any products or securities described
may not be available for purchase in all countries or only in certain investor categories. This information may only be distrib-

uted within the framework of applicable law and in particular not to citizens of the USA or persons resident in the USA. The

statements made herein have not been audited by any external party, particularly not by an independent auditing firm. The Joh. Berenberg, Gossler & Co. KG
statements contained in this document are based either on the company‘s own sources or on publicly accessible third-party Neuer Jungfernstieg 20

sources, and reflect the status of information as of the date of preparation of the presentation stated below. Subsequent 20354 Hamburg

changes cannot be taken into account in this document. The information given can become incorrect due to the passage of Telefon +49 40 350 60-0

time and/or as a result of legal, political, economic or other changes. We do not assume responsibility to indicate such changes Telefax +49 40 350 60-900
and/or to publish an updated document. Please refer to the online glossary at www.berenberg.de/glossar for definitions of www.berenberg.de/

the technical terms used in this document. Date 26.01.2022 funds@berenberg.com


https://www.berenberg.de/en/equity-competence

