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Around the world, economies are slowing, with some developed markets likely already in
recession, thanks in no small part to tightening monetary policies. Nowhere is this more
apparent than in the United States, where the U.S. Federal Reserve (Fed) has moved more
aggressively than in any other rate-rising period since the 1970s.

Against this backdrop, and recognizing that interest-rate changes can have a lagged impact
on the economy and corporate profitability, it may take some imagination to paint a
constructive scenario for the U.S. stock market. While we are not out of the woods yet, we
are beginning to see some positive catalysts that could brighten the outlook.

Let’s review some reasons for optimism as we look ahead.
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1. Bearish sentiment is pervasive at both the corporate and individual investor
level. A challenging year for markets across many asset classes has led some
corporations and investors to seek refuge in cash to ride out the volatility, where they
are taking advantage of higher interest rates. As inflationary conditions improve, we
could see corporations and investors step off the sidelines and move back into U.S.
stocks.

2. Inflation, both nominal and core, should continue to slow. Consumer price
increases eased in October and November, a sign that persistent inflation may be
slowing. While it will take time for inflation to return to more normalized levels, new data
is encouraging and indicates that the economy may have moved past peak inflation.

3. The U.S. economy continues to show positive relative and absolute strength,
with consensus expectations for positive gross domestic product (GDP) growth
in the fourth quarter of 2022. We continue to see some tailwinds for economic
growth, including tight labor markets that support wage growth and consumer
spending, and relatively healthy balance sheets for both companies and consumers.

A true “pivot” by the Fed, should inflation metrics demonstrate consistent monthly
declines, could ignite a sustained market rally.

4. Supply-chain bottlenecks and freight rates should continue to ease. Trucking is
the largest input into shipping costs across the U.S. economy, and trucking spot rates
continue to ease. The fall in spot rates should meaningfully curtail the pricing power of
transportation providers in 2023. This could benefit shippers by reducing their costs
and also ease supply-chain bottlenecks.

5. Gridlock will likely prevail in U.S. politics. With Donald Trump declaring his
candidacy for president in 2024 and President Joe Biden saying he intends to run
again, expect turmoil in U.S. politics as both the Democratic and Republican parties
point fingers and question the other party’s candidate. The turmoil, and a split Senate
and House of Representatives, will likely lead to gridlock, which tends to create stability
for stocks.

6. The stock market is thought to be a leading economic indicator by six to nine
months. If we believe that the U.S economy will bottom in the next 12 to 18 months, it
is very likely, in our opinion, that the stock market could react positively six to nine
months earlier. This suggests that we could witness a material recovery before the end
of 2023.

We believe we could witness a material stock-market recovery before the end of 2023.
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7.  A true “pivot” by the Fed, should inflation metrics demonstrate consistent
monthly declines, could ignite a sustained market rally. The Fed started slowing
the pace of monetary policy tightening earlier in December. Should the Fed reach its
neutral monetary policy sometime in 2023, this could bode well for U.S. stocks.

8. Quality investments should perform relatively better as investors navigate these
uncertain times. In this evolving environment, we believe high-quality companies that
generate market-leading returns on capital and have a differentiated set of products or
services—and can adjust pricing based on the differentiated value they provide their
customers—are better positioned to meet the challenges ahead.

Leaning Into Quality

No one rings a bell at the bottom; it’s always darkest before the dawn. We are not explicitly
calling for the equity markets to bottom in 2023. However, we believe that the risk/reward
balance has improved given the valuation reset and market decline of 2022. In other words,
a lot of bad news has already been factored into stock prices.

Our suggestion for longer-term investors: lean into it!

As we look ahead, we see opportunities across our investment universe. Our quality
investment approach seeks to invest in durable business franchisees, which we define as
companies that can drive revenue and earnings growth more consistently than their peers,
regardless of the economic backdrop. As mentioned in No. 8 above, those tend to be
companies that have a differentiated set of products or services relative to their competitors
and are positioned to meet many of the challenges mentioned above, such as higher input
costs. Furthermore, higher-quality investments generally did not outperform for much of
2022, resulting in compelling valuations for these businesses as we look ahead.

We can’t tell you exactly when or how share prices will bounce back, but what we do know
from experience is that company fundamentals matter over the course of the market cycle
and the opportunity offered by higher-quality companies may be looming large in front of us.

Rob Lanphier, partner, is a portfolio specialist on William Blair’s U.S. growth and core equity
team.

Want more insights on the economy and investment landscape? Subscribe to our blog.

Disclosure:

This content is for informational and educational purposes only and not intended as
investment advice or a recommendation to buy or sell any security. Investment advice and
recommendations can be provided only after careful consideration of an investor’s
objectives, guidelines, and restrictions.
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Information and opinions expressed are those of the authors and may not reflect the opinions
of other investment teams within William Blair Investment Management, LLC, or affiliates.
Factual information has been taken from sources we believe to be reliable, but its accuracy,
completeness or interpretation cannot be guaranteed. Information is current as of the date
appearing in this material only and subject to change without notice. Statements concerning
financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements.
Due to a variety of factors, actual events may differ significantly from those presented.

Investing involves risks, including the possible loss of principal. Equity securities may decline
in value due to both real and perceived general market, economic, and industry conditions.
The securities of smaller companies may be more volatile and less liquid than securities of
larger companies. Investing in foreign denominated and/or domiciled securities may involve
heightened risk due to currency fluctuations, and economic and political risks. These risks
may be enhanced in emerging markets. Different investment styles may shift in and out of
favor depending on market conditions. Individual securities may not perform as expected or
a strategy used by the Adviser may fail to produce its intended result.

Investing in the bond market is subject to certain risks including market, interest rate, issuer,
credit, and inflation risk. Rising interest rates generally cause bond prices to fall. High-yield,
lower-rated, securities involve greater risk than higher-rated securities. Sovereign debt
securities are subject to the risk that an entity may delay or refuse to pay interest or principal
on its sovereign debt because of cash flow problems, insufficient foreign reserves, or political
or other considerations. Derivatives may involve certain risks such as counterparty, liquidity,
interest rate, market, credit, management, and the risk that a position could not be closed
when most advantageous. Currency transactions are affected by fluctuations in exchange
rates; currency exchange rates may fluctuate significantly over short periods of time.
Diversification does not ensure against loss.

There can be no assurance that investment objectives will be met. Any investment or
strategy mentioned herein may not be appropriate for every investor. References to specific
companies are for illustrative purposes only and should not be construed as investment
advice or a recommendation to buy or sell any security. Past performance is not indicative of
future returns.

Copyright © 2021 William Blair & Company, L.L.C. “William Blair” is a registered trademark of
William Blair & Company, L.L.C. No part of this material may be reproduced in any form, or
referred to in any other publication, without express written consent.

 
 


