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Outlook for Equities: 
Growth Stocks Are 
“Coiled Springs”
BY: THE DISCOVERY GROWTH EQUITY TEAM

Key takeaways

01 High inflation and interest rates brought 
significant pain to growth equities in 2022, with 
negative returns being driven almost exclusively 
by multiple compression.

02 Declining valuations in the early stages of market 
corrections are typically followed by periods when 
company fundamentals reassert a dominant role.

03 Fundamentals for growth stocks are showing 
impressive resilience. Technological innovations 
continue to drive superior free cash flow margins and 
return on invested capital (ROIC).

04 In slow economic environments, high-growth 
companies command a scarcity premium. With the 
recent multiple compression, many elite growth 
franchises are now on sale. This presents a favorable 
setup for investors.

2022: A year of pain

2022 has been a year of pain for investors. The highest inflation in generations has 
caused the Federal Reserve to engage in the sharpest policy tightening since the 
early 1980s. The year began with median expectations for the federal funds target 
rate to be near zero and will end with expectations near 4.5%. This historic rise in 
interest rates, with corresponding tightening financial conditions and geopolitical 
flashpoints, has overwhelmed sentiment across major asset classes. A soaring 
U.S. dollar has placed pressure on commodity prices and the relatively novel 
cryptocurrency space has failed to provide diversification thus far in the cycle. Even 
high-quality fixed income has suffered as the Bloomberg U.S. Aggregate Bond Index 
fell by 14.6% in the first nine months of the year, marking the worst year of returns 
in the history of the benchmark. A “nowhere to hide” zeitgeist has become palpable 
for institutional and retail investors alike.

“ If we just hold the 
multiple and our 
companies continue  
to grow at superior 
levels, attractive returns 
are likely on the horizon.”
MIKE SMITH, CFA®
Managing Director and 
Senior Portfolio Manager, 
Discovery Growth Equity Team
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Within equities, the pain has been particularly acute for 
growth stocks. The Russell 3000 Growth Index is down 
29% as of this writing—deep into bear market territory 
and lagging the S&P 500 Index by over 900 basis points 
(100 basis points equal 1.00%). Yet, digging into the 
composition of returns in Figure 1, performance has been 
driven primarily by compression of valuation multiples and 
less so from collapsing earnings expectations. With the 
benchmark price earnings (P/E) multiple down over 34% 
through the third quarter, valuations have fallen to levels 
that prevailed before the pandemic.

We believe this de-rating of valuations is largely due to the 
naturally higher sensitivity of growth stocks to the sharp rise 
in interest rates. Why? Because a larger proportion of the value 
of growth companies is based on distant earnings that are 
now subject to higher discount rates. We can see this growth 
penalty play out across the broad market in Figure 2, which 
plots the contraction of P/E multiples of different sales 
growth quintiles of the Russell 3000 Index. The magnitude 
of the de-rating for high sales growth companies is highly 
unusual and has resulted in a collapse of the premium 
typically awarded to companies with superior growth.

FIGURE 1: MULTIPLE COMPRESSION HAS BEEN THE STORY THUS FAR IN 2022 
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FIGURE 2: VALUATIONS OF THE HIGHEST-GROWTH COMPANIES HAVE SEEN THE GREATEST MULTIPLE COMPRESSION
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Pain is felt in multiples first—then earnings 
fundamentals take over

Setting aside the high level of market uncertainty, movements 
in stock prices can be decomposed into three basic 
components, as illustrated in Figure 3.

It can be helpful to think about time horizons associated 
with each component, particularly during times of high 
uncertainty. As depicted in Figure 4, rapid changes in multiples 
generally reflect snap reactions to policy announcements 
or news headlines. In these moments, controversy seems 
to be everywhere, and investors fixate on predictions of the 
immediate future.

However, it is our experience that the influence of sentiment 
diminishes over time. What emerges is a two-step process: 
After the initial reaction in multiples, the underlying growth 
of the business becomes the dominant driver of returns. Like 
gravity, a stock’s price ultimately is pulled toward fundamental 
factors such as earnings, margins, and free cash flow. 
Companies that have sustained profitability through difficult 
environments have usually been rewarded with superior 
long-term performance. After a period of painful volatility, 
compelling entry points emerge for long-term investors—
elite growth franchises go on sale. If we study the great 
compounders of the past few decades, like shares of Microsoft, 
Visa, or Amazon, this pattern has played out several times.

FIGURE 3: THE BASIC COMPONENTS OF EQUITY RETURNS
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Source: Allspring

FIGURE 4: DRIVERS OF STOCK PRICES OVER TIME

Source: Allspring
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The resilience of growth fundamentals—free cash 
flow is “king”

For those who argue that today’s collapse in valuations presents 
a similar environment to past periods of froth, consider that 
there are fundamental differences between today’s growth 
companies and those of speculative bubbles of the past. 
Today’s technology leaders are built on established business 
models that generate strong current earnings and free cash 
flows—a characteristic that evaded their nascent predecessors. 
Equally important, a much broader cross-section of companies 
throughout the economy have incorporated technological 
products and services into core business practices. This has two 
key benefits to growth companies: Broad adoption diversifies 
the earnings stream and presents a long runway for future 

upgrades. Companies that have been able to harness innovation 
to drive competitive advantages—both inside and outside of 
the tech space—have found themselves on the “right side of 
change” in shaping the 21st-century economy.

One way to estimate the resilience of company fundamentals 
is through reported free cash flow margins. Free cash flow 
is the amount of net cash a business generates after it pays 
all expenses. It measures the capital intensity of a business, 
or how effective it is at translating top-line revenue into 
deployable free cash flow. This metric offers particularly helpful 
insights during periods of economic contraction. Figure 5 
compares the free cash flow history of value stocks, which 
include companies that have high sensitivity to economic 
fundamentals, to growth stocks, which favor sectors more 
driven by technological advancements.
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FIGURE 5: FREE CASH FLOW MARGINS OF GROWTH STOCKS RELATIVE TO VALUE STOCKS 
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Two noteworthy observations can be made. First, the free 
cash flow margin of growth stocks has consistently exceeded 
that of value stocks. Second, growth margins have been less 
volatile. For example, from 2007 to 2009 and again from 2014 
to 2016, the value benchmark experienced high variability in 
free cash flow generation. This is intuitive given the higher 
cyclicality of sectors that comprise value benchmarks, such as 
financials, energy, and materials. In contrast, the free cash flow 
generation of growth stocks “powered through” those periods 
of weakness—and in some cases even increased.  

Thinking even longer term, we believe ROIC is the ultimate 
source of value creation. Similar to free cash flow margin, ROIC 
is also a key measure of capital allocation and profitability but it 
measures the efficiency of how capital has been invested over 

the long term. Companies with high ROIC often have economic 
moats around their businesses and command premium 
valuations. When analyzing the returns of growth stocks versus 
value stocks over long periods, we tend to see a positive 
correlation between relative performance and ROIC. As shown 
in Figure 6, growth stocks have built a commanding ROIC 
premium over value stocks during the past two decades. The 
driver of this fundamental profile is that high-growth earnings 
are more often driven by secular trends that accompany 
structural change and technological evolution in the economy—
taking many years, even decades, to come to fruition. As 
indicated in Figure 7, this superior ROIC profile has served as 
the engine of long-term outperformance of growth benchmarks 
compared with other asset classes.

FIGURE 6: ROIC COMPARISON BETWEEN GROWTH AND VALUE 
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FIGURE 7: GROWTH STOCKS HAVE DELIVERED SUPERIOR 
LONG-TERM PERFORMANCE  

BENCHMARK TOTAL RETURN 
20-YEAR CUMULATIVE 
SEP-02 TO SEP-22

 
TOTAL RETURN 
20-YEAR ANNUALIZED 
SEP-02 TO SEP-22

Russell 3000 
Growth Index 668% 10.7%

S&P 500 Index 527% 9.6%

Russell 2000 Index 487% 9.3%

Russell 3000 Value 
Index 409% 8.5%

MSCI ACWI 
ex USA Index 280% 6.9%

Sources: Bloomberg and Allspring. Past performance is not a reliable indicator of future results.
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Growth stocks during periods of slow growth—the 
value of scarcity

As fundamentals become a dominant return driver later in the 
business cycle, we see a significant arbitrage opportunity for 
growth stocks relative to cyclical businesses that are more 
exposed to a weakening economy.

A slowdown now appears to be happening as policy tightening 
is starting to flow through to the real economy. A rule of 
thumb is that it takes 9 to 12 months for policy actions to be 
embedded into economic activity. This suggests that much 
of the aggressive tightening we’ve seen in 2022 will soon be 
reflected in reported earnings. Indeed, estimates for S&P 500 
Index earnings growth in 2023 have started to decline, as noted 
in Figure 8.

FIGURE 8: EPS ESTIMATES AND EXPECTED GROWTH RATES FOR THE S&P 500 INDEX
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As growth expectations turn negative, the darkening backdrop 
should feature prominently in the outlook for value stocks, 
whose earnings are more closely tied to cyclical conditions. 
Conversely, a period of falling estimates can provide a tailwind 
to growth stocks. How? Companies that can grow organically 
through a rough economic patch are harder to find and 
therefore command a “scarcity premium.” Recent examples of 
this dynamic occurred in 2012, 2017, and 2020. During these 
periods, multiples for growth stocks found support as the 
market began to shift its focus to earnings growth. In each case, 
a myopic focus on short-term multiples gave way when growth 
stocks proved that their business models were more insulated 
from macro headwinds. As shown in Figure 9, growth stocks 
have tended to offer superior performance in periods when 
gross domestic product (GDP) settled into a slow or moderate 
level of expansion.

FIGURE 9: GROWTH INVESTING TENDS TO SHINE WHEN 
ECONOMIC GROWTH IS SLOW 
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This dynamic appears to be playing out now—particularly 
as we turn our focus to expectations for 2024. Figure 10 
breaks down the Russell 3000 Index into the percentage of 
companies with expected sales growth above and below 9.3% 
in 2024. The 9.3% threshold represents the top two quintiles 
based on companies that have provided estimates. Only 33% 
fall into the higher-growth cohort. 

As shown in Figure 11, within this higher-growth group, the 
majority of companies reside in the information technology, 

health care, and consumer discretionary sectors. Simply put, 
the majority of U.S. public stocks could struggle to produce 
attractive top-line growth in 2024. This creates a challenge 
for investors to find companies that can organically grow and 
could serve as a catalyst for fast-growing companies that have 
been so out of favor in 2022.

FIGURE 10: SCARCITY OF COMPANIES THAT CAN GROW 
TOP-LINE SALES 

Russell 3000 Index constituents with expected sales growth above
and below 9.3% 

33%

67%

Fast growers

Slow or negative growers

Sources: Allspring and FactSet. Data as of October 31, 2022.

FIGURE 11: SECTOR COMPOSITION OF HIGH-GROWTH 
COMPANIES 
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Summary: Coiled springs

We believe that growth stocks have taken a larger hit to their 
returns early in this market drawdown, mainly driven by 
collapsing valuation multiples. If the worst of inflation/rising 
rate-induced multiple compression for growth stocks is behind 
us, we could be entering a period when earnings growth 
becomes the dominant force driving equities. As the broader 
market faces negative estimate revisions, which indeed have 
now begun, investor preference could shift to the superior 

revenue growth, margin profile, and free cash flow generation 
capabilities of leading growth stocks.  

As stated by Lead Portfolio Manager Mike Smith: “If we just 
hold the multiple, and our companies continue to grow at 
superior levels, attractive returns are likely on the horizon.” This 
combination of relative valuations, resilient fundamentals, and a 
scarcity premium creates a compelling setup for growth stocks. 
And like a “coiled spring,” we believe this could be a source of 
explosive positive performance for years to come.
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For further information

We want to help clients build for successful outcomes, 
defend portfolios against uncertainty, and create long-term 
financial well-being. To learn more, investment professionals 
can contact us.

Contact details

FOR U.S. INVESTORS ONLY

• To reach our U.S.-based investment professionals, contact
your existing client relations director, or contact us at
AllspringInstitutional@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 Allspring Global
Investments, at nathaniel.s.miles@allspringglobal.com.

• To discuss sustainable investing solutions, contact
Hannah Skeates or Christopher McKnett, co-heads of
Sustainable Investing at Allspring Global Investments,
at hannah.skeates@allspringglobal.com or
christopher.mcknett@allspringglobal.com.

FOR NON-U.S. INVESTORS ONLY

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

CFA® AND CHARTERED FINANCIAL ANALYST® ARE TRADEMARKS OWNED BY CFA INSTITUTE
Source: MSCI. MSCI makes no express or implied warranties or representations and shall have no liability whatsoever with respect to any MSCI data contained herein. The MSCI data may not be further 
redistributed or used as a basis for other indexes or any securities or financial products. This report is not approved, reviewed, or produced by MSCI.
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.
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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 InvestmentsTM (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.
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