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Olga and Hugo walk into the new year with an eye on potential trend shifts, such as the end
of U.S. interest-rate hikes and a weakening U.S. dollar. They discuss China’s reopening as a
source of growth and consider what it might take to launch the next bull market in global
equities.

Hugo: Hello, Olga. We’ve walked together through a tumultuous 2022, and now we’re ready
to peer into 2023. As you consider all the variables, what are you trying to forecast? What
actually matters for investors?

Olga: Good question, Hugo. The world of investment has both excited me and humbled me.
For global equity investors, what’s important is to identify broad trajectories of growth and
inflation rates, and then to forecast turning points, or changes in those trajectories. We
assess the main factors that we think will affect where earnings growth is likely to head over
one year or several years. I’m much less interested in precision; I think it’s a fool’s errand to
put too much faith in point estimates.
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Hugo: I’m especially interested in what you said about turning points. What looks different to
you this year in terms of where we might find growth?

The U.S. central bank is likely to stop tightening in 2023, perhaps in the first quarter.

Olga: Well, let’s start by identifying a couple of macro variables where I think we’re going to
have a shift. And hopefully that will lead us nicely to where you and I think growth might be.
The first trend reversal we need to talk about is the fed funds rate. The U.S. central bank is
likely to stop tightening in 2023, perhaps in the first quarter, keeping rates stable around, in
our view, 4.5% to 5%. Since we’ve been tightening for most of the past year, that will be a
notable change.

The second likely big reversal is the depreciation of the U.S. dollar vis-à-vis other major
currencies. If it materializes, that will be a sharp change in trend from the past several years
of massive appreciation of the dollar.

Interacting with both of these potential shifts is China’s reopening. It looks as though we’re
going to have another year of asynchronous post-COVID reopening. As a result, we are
likely to get not only a boost in production but perhaps also a short-term boost in
consumption and growth in and outside of China.

China’s consumption today is 5% to 10% below the pre-COVID trend. As global investors,
we need to think about the impact of 200 or 300 million Chinese consumers being able to
travel again, which reminds me of the reopening frenzy that we saw in 2021 elsewhere in the
world. China’s reopening is probably going to be the biggest source of growth this year.

Hugo: I’m thinking about how China’s reopening could affect global inflation, and it reminds
me of the expression that the ball always bounces more than once. So, over the past couple
of years, inflation rose, and the U.S. Federal Reserve (Fed) followed with its series of
interest-rate hikes. Then inflation rolls over in the United States, if things play out the way we
expect, and the Fed likely stops hiking.

But now, China reopening probably increases the demand for energy, which was a
meaningful contributor to inflation in 2022. Doesn’t that create, then, a second inflationary
pulse?

Inflation is moderating, and I think the trend in the United States is pretty well set.

Olga: I agree with you there, in terms of the ball bouncing more than once. Right now,
inflation is moderating, and I think the trend in the United States is pretty well set.

In Europe, almost all of the inflation was due to bouncing energy prices and, more broadly,
commodities. But I would venture that a lot of the run-up in energy prices had less to do with
the demand for energy and more to do with an existential risk to Europe that energy wouldn’t



3/6

be available in the quantity that it needs. At that point, there’s almost no price that is too high.
This, incidentally, is what I think propelled the dollar to the dizzying heights that we saw in
2022.

That existential risk is likely off the table, barring some other geopolitical catastrophe. By and
large, we have plenty of oil, and we have even more plentiful natural gas. At this point, it’s a
question of price, not a question of availability.

We don’t think that China’s reopening increases global demand for oil and natural gas
beyond 4% to 6% above what was consumed last year. That alone probably wouldn’t be a
driver of significant price increases in 2023. By “significant” I mean commodity price
increases large and durable enough to reverse consumer inflation trends in the United States
and in Europe.

However, I think China’s reopening also will create demand outside of China. In Japan,
Korea, Thailand, Australia, but even farther afield—so Europe, Canada, the United States—
all of these places are likely to see an influx of demand from tourists, from folks visiting their
loved ones that they haven’t seen in years.

I think that travel will buoy domestic demand in these countries, and it also will probably
improve the current-account positions in a number of these places. Japan and Thailand are
most notable here, but probably Europe to a lesser extent, maybe even Canada. That
improvement could be the impetus for further weakening of the dollar vis-à-vis these major
currencies.

To your point on inflation, what we may end up seeing is stronger underlying demand that
shows up in fits and starts and results in still-moderating but more volatile domestic inflation
in places such as the United States and Europe.

Of course, in real time, it’s difficult to disaggregate which part of that demand is coming from
domestic residents consuming more because their income is stronger, and which part is
coming from tourism. That dynamic will probably complicate monetary policy for the central
banks. So that’s how we see China’s reopening impacting growth around the world—through
changes in domestic demand in some of these countries, and through still-decelerating but
more volatile inflation.

Hugo: The strength of the dollar is one of the dominant themes of the past 10 years, so what
you’re saying about a weaker dollar is reversing one of the supercycle themes that investors
have come to rely upon. You said the point of forecasting is to predict big changes such as
this one. What’s your model for how to think about investing around a weaker dollar? Is there
another period of history that we can look to as an analogue?
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Olga: That’s a really good question, and we have spent a lot of time thinking about this one. I
rarely answer your questions directly, but this time I will, so I may score points where I can.
The period that we look to be entering in the 2020s is most reminiscent of the last what I
would call “normal” expansion that we experienced, which was 2003 to 2007. A lot of the
changes that we’re highlighting today are exactly the same macroeconomic setup as we
experienced then.

Back then, the dollar was moderating. It was losing value relative to the euro and the
Japanese yen. At the same time, on the policy side, interest rates in the United States were
moving up. The fed funds rate increased from 1% to 5.25%, while the U.S. 10-year note
stayed in a relatively narrow band, somewhere in the 3.5% to 4% range.

That period of economic expansion was extremely fruitful for equities. We saw equities
markets returning around 15% on average during that entire time period, and virtually all of
that performance was driven by earnings growth.

Obviously, the types of companies that lead the charge this decade are likely to be different.
But the broad macroeconomic environment may very well end up being similar.

Hugo: It was put to me that the next bull market will begin when the following conditions are
met. The first is that the darlings of the previous bull market—big tech, high growth—are
derated sufficiently, such that investors no longer view them as outperformers. The second is
that there’s some kind of credit event caused by this steep slope of Fed tightening. The third
is that the dollar breaks.

Are you forecasting that the dollar will break? If so, does that get us to the conditions for the
next bull market in global equities? We’ve had a derating of some of the best-performing
equities in the last bull market. We’ve seen the repricing of credit as well, caused by the yield
curve changing. And then, if investors are hiding in a strong dollar, and that breaks, you kind
of have the forest fire. You reset to get ready for the next bull market. Do you agree with
that?

The more the Fed raises rates from here, the greater the probability of a major credit
event.

Olga: It’s not a bad theory to work with. As you’ve just identified, we already have at least
two of the three conditions, and possibly all three. In terms of a major credit event, these are
devilishly difficult to forecast. Obviously, the more the Fed raises rates from here, the greater
the probability of such an event. We’ve had a series of smaller credit events in 2022, so
some of the weaker sovereigns have already defaulted and have asked for International
Monetary Fund (IMF) help.
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We’ve also had the crypto explosion, and there are criminal charges. The value of the bitcoin
trade is roughly a third of what it was at the beginning of 2022. So we’ve had some shakeout
already. None of these feels like a whale. But I don’t know if we need a credit event of the
magnitude that people evoke when they talk about the 2008 global financial crisis.

The shakeout in the consumer-facing technology platforms that have been dominant in the
past decade is definitely giving way to something. Now, what is that something? Are we on
the cusp of another commodity supercycle? Maybe we need a lot more lithium and nickel, if
we’re all to be driving electric vehicles by the end of the decade. U.S. scientists recently
announced a major breakthrough in nuclear fusion, a technology that people have been
excited about since the ’50s. Might that be a catalyst for growth?

COVID has exposed all sorts of vulnerabilities in the superefficient supply chains. We may
see more duplication and production for the domestic markets that are closest to you. We’re
starting to see companies talk about that.

And, of course, what underpins growth in virtually every sector today is semiconductor chips,
and the materials and the technologies that go into making ever-better chips for the next
level of computing, whether it’s quantum computing or something else.

The example that I’ve been thinking about a lot recently is 5G buildout. We all saw what
kinds of business models were enabled by the improvement in connectivity from 3G to 4G,
such as streaming entertainment on our phones and ride-sharing services. What are we
likely to see when we finally move to 5G? Are we going to get that in healthcare? Are we
going to get that in industrials?

For now, I see no obvious candidates to lead the next bull market, but it almost certainly
won’t be the winners of the past decade.
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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.

 
 


