INVESTING IN THE
NEXT INNOVATION SUPERCYCLES
IMPLICATIONS AND STRATEGIES FOR THE NEXT ECONOMY

INVESTMENT PERSPECTIVES | PGIM JENNISON

INVESTMENT PERSPECTIVES I PGIM JENNISON

Summary

A widening divergence
between winners and
losers in a post-COVID
world will have profound
long-term implications
for investors.

While the immediate economic shocks from COVID-19
have been dramatic, they likely will seem immaterial when
compared to the deluge of tidal waves that have swelled
up from the revolutionary innovations and permanent shifts
adopted by businesses and consumers to cope with the
crisis. Structural changes were well underway pre-crisis,
but these secular trends in all likelihood will reshape global
business forever because they actually accelerated during
the pandemic. Need proof? Consider that the coronavirus
compressed two years' worth of digital transformation into two
months, according to multiple industry estimates.
Soaring adoption rates across multiple fronts-even in once
resistant areas-will likely continue post-pandemic simply
because they are so convenient. The success of remote
working will also foster a new paradigm, including businesses
utilizing more diverse workforces across the globe, a migration
out of large cities, and increased use of digital tools and
applications. Other secular growth trends are developing
much faster than expected because the technology associated
with them has become essential not only to navigate this crisis
but also as a critical, long-term source of resilience across
many different industries.
As companies everywhere adapt to these new realities, the
gap between winners and losers will widen. Most sophisticated
technology companies were already operating on low-cost,
efficient platforms pre-pandemic and will need to make
less severe adjustments to their businesses, but many "old
economy" business models reliant on antiquated technology
will need to embark on costly endeavors to modernize their
infrastructures and processes.
While companies across industries reimagine their global
supply chains and consider assuming larger, more expensive
inventories to deal with potential future disruptions, investors
will need to weigh the impact of the future earnings growth
potential for different businesses. After the crisis subsides,
innovative companies that develop disruptive technologies
to take advantage of structural shifts fueling next-generation
supercycles of growth will likely emerge as future market
leaders in the New EXceptional Technologies (NEXT) economy.
Despite these massive, long-term growth opportunities, our
research shows that most investors are not optimally allocated
to effectively capitalize on accelerating and expanding secular
growth themes. Such investors may fare better over the long term
by actively adding secular growth exposure to their portfolios.
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Secular growth and the innovation multiplier effect

These are interesting times to be an equity investor. The recent
market volatility has some investors questioning whether growth
stocks can maintain their decade-plus market leadership or
whether they should reallocate portfolios based on old investing
playbooks coming out of the current recession. Before making
any hasty decisions, investors should consider the multiplier
effects from the rising demand and growth from the many
multi-faceted innovations and technology-driven disruptions
at the forefront in navigating the current crisis. Combining
this assessment with how drastically the world has changed
since the Global Financial Crisis (GFC), there is an increased
probability of continued favorable relative returns going forward
for investors in the next innovation supercycles.

A structural case for lower for longer

Structural Catalysts for
Innovation Supercycles

The GFC was a pivotal game-changing period for equity
investors that catalyzed a series of seismic structural shifts in
the global economy and a new technology frontier that has
driven durable outperformance of secular growth equities.
These include, but are not limited to, lower interest rates from
massive liquidity; challenged productivity growth from aging
demographics; benign inflation from globalization, technology
advancements; lower commodity prices; ballooning national
debt levels; slowing consumption growth due to increased
personal savings rates; and the declining impact of Chinese
infrastructure investment-all of which have resulted in muted
economic growth and inflation. This structural backdrop has
benefited secular growth stocks at the expense of companies
with highly cyclical and rate-sensitive business models.

Downward trajectory of growth, rates, and inflation
9.h
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Source: International Monetary Fund, Federal Reserve Bank of St. Louis, FRED.
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Adjusting the pandemic mirrors for better visibility

While human casualties from the pandemic have been
devastating, the impact from economic, consumer, societal,
and business standpoints have been traumatic. Continued
uncertainty about when the economy will fully recover and
what the lasting implications will be has investors rightfully on
edge. But viewing the pandemic from a different lens shows
how it has accelerated structural long-term trends that have
been underway for quite some time.
We find it helpful to look at these trends and their future
implications through three prisms:

Pre-Pandemic

Evolution from
Disruptors to
Revolutionary Drivers
of Future Growth

Mid-Pandemic

Post-Pandemic

Through these dimensions, we see that businesses and
consumers were changing their behaviors and actively seeking
out products and services that are more productive, cheaper,
faster, and more convenient long before the coronavirus
appeared. We also see that many of these trends accelerated
during the crisis. And post-crisis, we think the lasting impact
of these changes will be to hasten the collapse of already
struggling industries and enhance the growth of companies
with more innovative business models.

Technologi.cal innovations are no
longer limited to the technology
sector, but have become entrenched
into the core ofbusinesses across all
sectors and industries.
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MID-PANDEMIC: REWING THE GROWTH ENGINES

Proof of concept is critical once prototypes are created to
ensure viability of design, functionality, and usability. This
phase takes a lot of testing and refinements to ensure new
technologies prove effective through even the most dire
stress tests. Similarly, pre-pandemic secular trends were
severely tested during recent lockdowns. It's often said that
necessity is the mother of invention. And seismic disruptions
caused by crises have a peculiar way of bringing necessities

to the fore, spurring innovation across a multitude of areas
to navigate the calamity that quickly becomes the new
norm. Many exemplary businesses with inspiring and agile
ideas were born around periods of turmoil. Their products
and services met the needs of society in cheaper, faster,
or more convenient ways, paving the way for exponential
growth for years to come. Investors with foresight to identify
these long-term implications have reaped the benefits of
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POST-PANDEMIC: FULL SPEED AHEAD

Innovations that make our daily lives more efficient and
convenient, or help us work together more productively, have
the potential to create profound shifts in how we operate as a
society. While it may take time for some of these themes to fully
unfold due to the widespread near-term uncertainties, tectonic
shifts in the global landscape are afoot. Historically, it has taken
decades for even the most influential technologies to reach
mass adoption. In recent years, we've seen this timeline shorten
with consumers more quickly embracing new technologies.
For instance, it took mobile handsets 16 years to reach 50%
market penetration, but smartphones made the same journey
in only nine years. While smartphones dramatically altered
the way we communicate, shop, and view content, the market
matured quickly for these devices, peaking in 2016. 3 While
this is a structural challenge for smartphone makers, the
smartphone remains crucial to new technologies as mobile
internet usage continues to grow and individuals continue to
spend more time consuming digital media.
Despite the near-term uncertainties, the faster rate of adoption
we're witnessing today for certain innovations has exceeded
many pre-crisis forecasts. Post-crisis, we expect an inflection
in the trajectory for technology adoption that will expand total
addressable markets for many secular trends beyond pre
COVID expectations. It's far too soon to know just how big some
of these themes can get once the economy fully recovers. We
believe the secular themes highlighted in the following pages
that were disruptive before the pandemic and essential during
it will become revolutionary drivers in the post-pandemic era.

While areas like e-commerce, digital payments, streaming, and
cloud computing will continue to gain momentum more quickly,
longer-term social distancing could lead to a new frontier
of disruptive innovations in robotics and automation, virtual
education, and telemedicine-all areas where investors are
liable to find the next generation of breakout growth stocks.

Secular accelerators in the NEXT economy

1
2
3
4
5
6

I On-Demand Consumption
I Global Consumer
I Digital Payments
I Enterprise Technologies
I Robotics & Autonomy
I Health Tech & Therapies
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3. Digital Payments

Digital payments are rising alongside on-demand
consumption, a shift offering tremendous investment
opportunities. Ease of adoption, convenience, and high
security are key drivers of this trend. In 2019, digital
payments made up 42% of global online transactions with the
highest share of online wallets coming from the Asia Pacific
region (58%). In China, which likely will become the world's
first cashless society, mobile payment transaction value
dwarfed the U.S. by a factor of 10, and is expected to account
for 50% of global mobile payment volume by 2024.2
Payment platforms designed with the digital world in mind
will be beneficiaries. Adyen, a leading Netherlands-based
payment processor with a 240 billion euro volume in 2019,
is a great example.4 Its cloud-based infrastructure provides
benefits to both merchants and consumers and allows it to
roll out updates and new services to customers instantly. Its
client list includes over 3,500 firms, including heavyweights
like Netflix, Microsoft, and Facebook. With e-commerce
and on-demand consumption rising and social distancing
becoming the norm, contactless payments and digital wallets
become more appealing consumer choices that will propel the
transition towards digital payments platforms.

Q

4. Enterprise Technologies

The digital transformation of the enterprise is designed to
improve agility, productivity, and in the case of COVID-19,
business continuity. Businesses want their technology
infrastructure to be nimble, secure, and state of the art.
The move to cloud-based applications will help enable
this. As millions of employees embarked on a work-from
home experiment, the immediate needs were unified
communications between workers, suppliers and customers,
secured end-point devices such as smartphones, laptops, and
tablets, and central technology infrastructure monitoring and
management of disparate devices and data sources.
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As a result, a multi-year transition to cloud-based computing
literally occurred in weeks.
Cloud computing is commanding an increasing share of
the COVID-adjusted $3.5 trillion information technology (IT)
budgets as companies in nearly all industries take advantage
of the lower cost, higher speed, stronger security, and ability
to deliver uniform IT resources at multiple locations.5

Cloud-based services to comprise large share of IT revenues
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+ 17% Year over Year Growth

Source: Statista.

Collaboration tools (enablers of messaging, videoconferencing,
call centers, etc.) like Microsoft Teams saw daily active
users skyrocket 275% from November 2019 to April 2020,
while Cisco Webex reported 14 billion meeting minutes in
March 2020, a 2.3x increase since January 2020. 5 Other
beneficiaries include cloud infrastructure kings Amazon
and Microsoft, where the latter saw an eight-fold increase
in demand for its U.S. cloud services in regions under
lockdown orders. Meanwhile the Software-as-a-Service
(SaaS) space has many emerging leaders offering innovative,
agile solutions. Consider RingCentral, which is a provider
of cloud-based communications software that allows for
business communications across multiple devices, locations,
and modes. The company, which currently has only 1%
of the global market share, is benefiting from the rapid
acceleration to unified communications in the decentralized
work environment. With a price tag 25% lower than traditional
corporate phone systems, not including the hardware of
antiquated systems, it's hard to see why enterprises wouldn't
continue using these services going forward. Another good
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Future growth implications from innovations
driving evolution

Intensifying Impact on
Portfolios in a Winner
Takes-All World

Post-pandemic, the lasting impact on many shifts in
consumer behavior could accelerate the collapse of already
struggling industries while fostering growth in companies with
more innovative business models. The epoch of this new
disruption at a massive scale will affect some sectors more
profoundly than others, widening the gap between the winners
and losers. Darwinian forces between the disruptors and the
disrupted could spark a new wave of industry consolidation
that makes more powerful, resourceful companies gain even
more industry clout at the peril of struggling business models.
Based on this dynamic, we found it important to consider
whether traditional asset allocation models with passive or
average category exposures have enough exposure to the
likely winning categories. To analyze this, we used the Global
Industry Classification Standards (GICS) set by MSCI to
categorize the universe of 69 GICS industries into three major
categories: secular growth, defensive, and cyclical categories
(see Appendix for breakdown of industry categorization).
What we found was secular growth companies have stronger
long-term earnings and growth potential, better-quality
financial metrics, larger capitalizations that enable greater
scalability and network effects, and better returns. Despite
these benefits, it seems most investors are underallocated to
this cohort and have higher exposure to cyclical and defensive
companies, which fall in the losing or runner-up camps based
on our analysis.

In a disruptor versus
disrupted world, the
choice between "NEXT
economy" secular growth
and "old economy" cyclical
stocks has never been
more paramount for
investors.
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1. A WIDENING RETURN GAP EXISTS BETWEEN SECULAR AND CYCLICAL INDUSTRIES
As we've transitioned from an industrial economy to an
innovation economy, it's no wonder why innovation has been
winning over the last decade. In just the last five years, we've
seen acceleration of disruptive secular trends transforming
our daily lives as companies globally adopt their own digital
journeys to compete in the NEXT economy. The unprecedented
circumstances of this year have increased demand for
imaginative solutions to help society navigate the current crisis.
Innovative secular growth companies have been delivering
solutions to help individuals manage daily life and work, leading
to massive digital leaps by companies and increased adoption
of their products and services. The result is a widening gap
between winners and losers with secular growth industries
outperforming other categories through the market turmoil.
Compared to the 11% average annualized return spread over
the last five years (ending 2019) between secular growth and
cyclical categories, the year-to-date dispersion between the two
categories has widened 1,800 basis points to 29%.

Key Secular Growth Characteristics
• Unique long-duration growth business models
• Expanding addressable markets
• Market-dominating competitive positions
• Large-scale network effects
• Persistently strong revenue and earnings growth
• Quality financial metrics

Widening divergence between top and bottom performers
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Investors are underallocated to secular growth
companies

The rapid pace of innovation is revolutionizing the world
and its operations at an alarming rate. A widening gap has
developed between winners (secular growth companies)
and losers (cyclical industries) as businesses adapt to new
realities, creating value traps that investors need to be mindful
of. These at-risk industries dominate broad-based indices
today, although they reflect success stories from the past, not
the future.

The Disconnect between
Growth Potential and
Investment Exposure

Looking at the allocation of industries in global equity
benchmarks and fund categories, we uncovered a strong
disconnect between future growth potential (secular growth
companies have the highest growth potential as measured by
estimated earnings growth) and category exposure. Despite
the stronger investment appeal of secular growth industries,
most passive and active global equity categories allocate
-60% of their portfolios to defensive and cyclical stocks. As
of June 2020, the MSCI ACWI allocated less than 40% to
the secular growth cohort while the Morningstar World Large
Stock category had 43% exposure to secular growth stocks.

Low exposure to secular growth companies

60%

Cyclical and
Defensive
Exposure

Source: Morningstar as of 6/30/20.
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What to Look for in a Secular Growth Manager
Depth and breadth of
experience

High conviction investment
approach

• History understanding
innovation in terms of
magnitude and duration

• Unconstrained yet concentrated
portfolio that doesn't dilute
return potential from many
lesser growth holdings

• Knowledge in assessing
business models more likely
to win
• Ability to identify secular growth
themes and companies poised
to become leaders early

20

• Robust investment process with
strong risk management
• A long-term view that can see
through short-term market noise

Strong track record
• Consistent history of
outperformance versus
benchmark and peers
• Growth in rising markets and
resilience in falling markets
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Definitions

MSCI All Country World Index is a market capitalization-weighted index
designed to provide a broad measure of equity-market performance
throughout the world. Indices are unmanaged and an investment cannot be
made directly in an index.
The Morningstar World Large Stock Category portfolios invest in a variety
of international stocks that are larger. World-stock portfolios have few
geographical limitations. It is common for these portfolios to invest the
majority of their assets in developed markets, with the remainder divided
among the globe's smaller markets. These portfolios typically have 20% to
60% of assets in U.S. stocks.
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Risks

Foreign investments may be volatile and involve additional expenses and
special risks, including currency fluctuations, foreign taxes, and political
and economic uncertainties. Emerging and developing market investments
may be especially volatile. Investments in securities of growth companies
may be especially volatile. Due to the recent global economic crisis that
caused financial difficulties for many European Union countries, eurozone
investments may be subject to volatility and liquidity issues. Value investing
involves the risk that undervalued securities may not appreciate as
anticipated. It may take a substantial period of time to realize a gain on an
investment in a small or midsized company, if any gain is realized at all.
Diversification does not guarantee profit or protect against loss.
Emerging markets are countries that are beginning to emerge with increased
consumer potential driven by rapid industrial expansion and economic
growth. Investing in emerging markets is very risky due to the additional
political, economic, and currency risks associated with these underdeveloped
geographic areas. Investing involves risks. Some investments are riskier than
others. The investment return and principal value will fluctuate, and shares,
when sold, may be worth more or less than the original cost.
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