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Value Investing: Quality Matters

While investors have focused on the “Magnificent Seven” stocks for several years now, leading to concentration
in several well-known indices, deeper analysis shows that other influences have also driven market returns. In
particular, quality has been a powerful and consistent source of equity outperformance over the last decade or
more. Below, we look at a definition of quality and how various quality factors have accounted for returns.

Quality companies typically have solid profitability, stable and growing earnings that create high free cash

flow, and strong balance sheets. Companies with these attributes have weathered economic turbulence and
strongly outperformed broader equity benchmarks. Our analysis shows that quality stocks have been clear
differentiators, with the higher deciles significantly outperforming the lower deciles. Consequently, given our
belief that quality will continue to be rewarded, we believe investors should consider quality when constructing
long-term portfolios.

For our analysis, we reviewed four characteristics that typically show quality:

m  High Return on Invested Capital (ROIC), which is evidence of efficient and valuable capital allocation;

m  High Free Cash Flow to Enterprise Value (FCF to EV), pointing towards strong cash generation with potential
undervaluation;

m  Consistent earnings surprises, suggesting potential under-appreciation for a company's earnings results;
and

= Momentum, pointing towards stocks that have performed well and may continue to do so, potentially
reducing the risk of a value trap.

A company exhibiting these qualities, we conclude, is likely to have durable business models generating
consistent financial performance.*

Business Quality and Intrinsic Value

Companies that have historically delivered consistently high ROIC often have a differentiated competitive
position. Assessing whether that differentiated competitive position is durable is one of the key determinants of
a company’s terminal value, and whether it is a reliable source of enduring intrinsic value. Further, it is one of
the factors (along with an assessment of a firm’s Total Addressable Market, or TAM) that determines whether

a company can grow its FCF over time. Hence, our analysis shows a high correlation between business quality
and intrinsic value: the former measured using current and historic metrics, the latter (largely) measured via a
forecast of the company’s future prospects.
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Business Quality Data and Investment Returns

In Exhibit 1, we show the performance of companies in the Russell 1000 Index grouped into deciles according
to their exposure to the four factors discussed above (ROIC; FCF to EV; consistent earnings surprises; and
momentum). The companies with the highest exposure to the four factors are in the top decile, while the
companies with the lowest exposure are in the bottom decile. We then calculated the performance of each
decile, which are annualized over the past 15 years, through June 30, 2025. Returns are color coded for each
decile (green for best; red for worst—with shades of gradation in between). The returns for each factor are
shown as well as the aggregate returns for all factors combined. In addition, the exhibit includes standard
deviation (a measure of risk) and the Sharpe ratio (risk-adjusted return) for each decile and the returns for the
Russell 1000 Value and the Russell 1000 Growth indices.

Exhibit 1: Large Cap US Companies with Quality Characteristics Have Outperformed over the Past
15 Years

Outperforms Underperforms

Annualized Return

TOP Decile2 Decile3 Decile4 Decile5 Decile6 Decile7 Decile8 Decile9 Bottgm R1000 Growth R1000 Value
Decile Decile

us KA 15.4% 14.6% 14.7% 12.9% 145% 13.2% @ 11.0% 16.3% 10.8%

US ex EPS SUR 15.1% 13.7%  13.9% 13.4%  11.7% 12.1% 16.3% 10.8%
US ROIC 16.1% 149% 14.0% 13.1% 13.0% 135% 12.1% 105% 11.2% 10.1% 16.3% 10.8%
US FCF_EV 15.1% 132% 13.8% 13.5% 14.6% 14.7% 128% @ 112% 10.7% 16.3% 10.8%
us MM 14.6% 13.4% | 152% 145% 13.7% 14.0% 13.7% 13.8% = 10.5% 16.3% 10.8%
US EPS_SUR 155% 145% 14.4% 141% 123% 13.7% 122% 122% 12.3% 16.3% 10.8%

Annualized Standard Deviation

DTe‘;ﬁe Decile2 Decile3 Decile4 Decile5 Decile6 Decile7 Decile8 Decile 9 Eg’étc(l)l’: R1000 Growth R1000 Value
us 16.4% 16.0% 16.4% 16.4% 16.7% 17.0% 18.0% 17.8% 18.0% 16.2% 14.9%
US ex EPS SUR 16.3% 163% 159% 16.4% 16.7% 17.4% 17.4% 18.0% 17.9% 16.2% 14.9%
US RoIC 17.0% = 159% 165% 17.3% 165% 17.1% 18.0% 16.4%  181% 16.2% 14.9%
US FCF_EV 187% 181% 17.3% 16.6% 159% 159% 16.9% 17.2% 187% 21.1% 16.2% 14.9%
Us MM 16.8% 164% 167% 16.9% 17.2% 18.1%  18.7% - 20.8% 16.2% 14.9%
US EPS_SUR 186% 16.7% 17.0% 17.0% 17.1% 17.1% 16.8% 17.1% 17.1% = 20.0% 16.2% 14.9%

Annualized Sharpe

TOP  ecile2 Decile3 Decile4 Decile5 Decile6 Declle7 Decile8 Deciled S0i°™  R1000 Growth R1000 Value
Decile Decile

us 1.03
US ex EPS SUR
US ROIC

US FCF_EV

us Mm

US EPS_SUR

Data from January 2010 through June 2025. Deciles are based on returns (top=highest; bottom=lowest). Deciles are equal-weighted and
rebalanced monthly.

Past performance does not guarantee future returns. See disclosures for term definitions.
Sources: Capital 1Q, Compustat, Jennison Equity Quantitative Research, MSCI, Russell
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The data shows, first, that the top decile of quality factors provides better returns than the bottom decile.

In fact, superior returns are observable in the top three deciles versus the bottom three deciles (Exhibit 2).
Second, when looking at the Sharpe Ratio, given the higher returns, the top three deciles also provide superior
risk adjusted returns than the bottom three deciles (Exhibit 3).

Exhibit 2: The Top Three Deciles Outperform the Bottom Three Deciles

Russell 1000 Ranked in Deciles According to Exposure to Quality Factors
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Data from January 2010 through June 2025. Deciles are based on returns (top=highest; bottom=lowest). Deciles are equal-weighted and
rebalanced monthly.

Past performance does not guarantee future returns. See disclosures for term definitions.
Sources: Capital 1Q, Compustat, Jennison Equity Quantitative Research, MSCI, Russell

Exhibit 3: The Top Deciles Provide Better Risk-Adjusted Performance
Russell 1000 Index Decile Sharpe Ratios
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Data from January 2010 through June 2025. Deciles are based on returns (top=highest; bottom=lowest). Deciles are equal-weighted and
rebalanced monthly.

Past performance does not guarantee future returns. See disclosures for term definitions.

Sources: Capital 1Q, Compustat, Jennison Equity Quantitative Research, MSCI, Russell
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A value manager whose portfolio consisted of quality holdings (like the factors used here) could have
enhanced their returns meaningfully above the Russell 1000 Value Index, closing the gaps between growth
and value returns. Of course, this could also be accomplished by investing in the higher deciles and avoiding
the lower deciles.

Is Quality a Durable Trend?
So, will quality continue to provide meaningful excess returns?

One way to answer this question is to look at why quality has done well over the last 15 years. There are several
reasons. First, political and economic uncertainty has been high because of rising polarization, the Covid
pandemic, disruptive trade policy, and higher inflation and interest rates. This uncertainty has led investors to
favor quality stocks, which have stronger resilience during periods of higher uncertainty. Second, the technology
sector—led by Magnificent Seven and Al-exposed firms—have many quality companies due to their high margins
and solid cash flow. They have been consistent contributors to equity market performance. Third, quality
companies have superior financial fundamentals, which over most scenarios have been favored by investors.

Given that these influences are still prevalent today, we believe companies with quality attributes will continue
to be rewarded.

Endnotes

1 We have analyzed these four characteristics over various periods, though for the purpose of this paper we are focusing on the last 15 years. However, we note that

all the time periods we examined showed similar results..
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Disclosures

Published September 2025.

The views expressed herein are those of Jennison Associates LLC investment professionals at the time the comments were made and may
not be reflective of their current opinions and are subject to change without notice.

All investments contain risk, including possible loss of principal. Forecasts may not be achieved and are not a guarantee or reliable
indicator of future results.

There is no guarantee our objectives will be met. All investments contain risk, including possible loss of principal. The strategy may vary
significantly from the benchmark in several ways including, but not limited to, sector and issuer weightings, portfolio characteristics, and
security types.

Certain third party information in this document has been obtained from sources that Jennison believes to be reliable as of the date
presented; however, Jennison cannot guarantee the accuracy of such information, assure its completeness, or warrant such information
will not be changed. Jennison has no obligation to update any/or all such third party information. There is no assurance that any forecasts,
targets, or estimates will be attained.

The Russell 1000® Value Index measures the performance of those Russell 1000 companies with lower price-to-book ratios and lower
forecasted growth values. The Russell 1000® Growth Index measures the performance of the large cap growth segment of the US equity
universe. It includes those Russell 1000 companies with relatively higher price-to-book ratios, higher |/B/E/S forecast medium term (2
year) growth and higher sales per share historical growth (5 years). The Russell 1000® Index is an index of approximately 1,000 of the
largest companies in the U.S. equity market. The Russell 1000 is a subset of the Russell 3000 Index. It represents the top companies by
market capitalization. It is considered a bellwether index for large-cap investing.

The financial indexes referenced herein are provided for informational purposes only. Financial indices are unmanaged and assume
reinvestment of dividends but do not reflect the impact of fees, applicable taxes or trading costs which may also reduce the returns shown.

Jennison Associates is a registered investment advisor under the U.S. Investment Advisers Act of 1940, as amended, and a Prudential
Financial, Inc. ("PFI") company. Registration as a registered investment adviser does not imply a certain level of skill or training. Jennison
Associates LLC has not been licensed or registered to provide investment services in any jurisdiction outside the United States. Additionally,
vehicles may not be registered or available for investment in all jurisdictions. Prudential Financial, Inc. of the United States is not affiliated
in any manner with Prudential plc, incorporated in the United Kingdom or with Prudential Assurance Company, a subsidiary of M&G plc,
incorporated in the United Kingdom.

Please visit https://www.jennison.com/important-disclosures for important information, including information on non-US jurisdictions.
Registration as a registered investment adviser does not imply a certain level of skill or training.

All indices referenced in this presentation are registered trade names or trademark/service marks of third parties. References to such
trade names or trademark/service marks and data is proprietary and confidential and cannot be redistributed without Jennison’s prior
consent. Investors cannot directly invest in an index.
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