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As we settle into the first quarter of 2023, it’s worth discussing the current cycle and the
implications for markets in 2023—but the bigger issue is the developing likelihood we have
begun to shift into a different economic and market environment, marking a different era than
we have seen in the decade-plus since the Global Financial Crisis (GFC).

We likely experienced peak rates of inflation during the fourth quarter of 2022, and as price
increases abate, the coming months may bring the end of the central-bank tightening.
However, we believe inflation is likely to remain above the historically low levels experienced
during the last decade. Tight labor markets and slowing rate of globalization are likely the key
culprits.

Global central banks have been vigilant in managing these inflationary forces, and even if we
are at the tipping point of the current tightening cycle, it is quite possible that interest rates
remain at levels above what we have become accustomed to during the post-GFC era.
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Regarding economic growth, there is great debate about whether a recession in developed
markets can be avoided, but the precision is not relevant. It’s clear to us that we are and will
be in a slowdown during the first part of the year.

Corporate earnings growth is projected to be slower in 2023 than it was in 2022, and
consensus estimates still appear too high, in our estimation. The market started to
acknowledge this in the fourth quarter of last year, and we expect that will pick up in the first
months of this year.

While the big move in valuation occurred in early 2022, we believe valuation will
remain a powerful factor.

China is a different story, as growth should accelerate as the country emerges from extended
COVID-related lockdowns. However, we expect growth to be uneven and the rebound to be
weaker than we have seen elsewhere given that there hasn’t been as much fiscal support to
boost consumption.

 Interestingly, pent-up travel demand from China is likely to contribute more to persistent
inflation than is generally understood. We believe that close to 300 million of China’s
population could be traveling abroad in the next several quarters, buoying demand for goods
and services outside China and increasing inflation volatility—one of the reasons we believe
inflation may prove to be stickier this year.

Against that backdrop—lower but elevated rates of inflation; interest rates remaining higher
than they have been in the last decade; and sluggish economic and corporate profit growth—
it will remain a difficult equity market to navigate. While the big move in valuation occurred in
early 2022, we believe valuation will remain a powerful factor—in other words, market
returns will likely be a function of earnings growth rather than valuation.

We postulate that the post-GFC period has been anomalous, and going forward we
can expect marginal shifts to the investing environment reminiscent of an era dating
back to prior decades rather than the 2010s.

But what is the nature of this environment, and where are the potential for shifts that may
lead to future earnings growth, in 2023 and beyond?

We postulate that the post-GFC period has been anomalous, and going forward we can
expect marginal shifts to the investing environment reminiscent of an era dating back to prior
decades rather than the 2010s.

It’s been well documented, but worth noting, that the unusual shock to the global economy
and markets resulting from the GFC led to a decade of extremely accommodative monetary
policy that lowered interest rates to historic levels.
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The period was also unusual in that the expansion was quite protracted, intermittently lasting
for most of the decade. We witnessed the continuation of globalization and China’s
ascension into the world’s second-biggest economy, with still high (greater than 6%) rates of
growth as key drivers—not to mention the continuation of innovation and productivity
enabled by the digitalization of many areas of the industrial and consumer economy.

We are loathe to bet that inflation and interest rates will revert to recent lows in the
near future, as the move from quantitative easing to quantitative tightening is just
underway.

Thus, we experienced long (albeit low) growth, and expansion was accompanied by modest
inflation. This ultimately led to a period of strong returns for equities and risk assets, as the
notion of TINA—“there is no alternative”—took hold in a low- or zero-interest-rate
environment.

This situation ballooned during the pandemic, once it was clear to the markets that global
central banks would do whatever was necessary to keep economic demand from
plummeting. But the bubble was pricked in 2022 as inflation and rates accelerated at a
historic rate.

Beyond this year, there is no reason to believe that underlying real structural growth will be
materially different than what we have seen in the prior decade. If anything, there may be
slight risks to the downside.

As mentioned earlier, inflation and interest rates have shifted upward, and we believe the
forces that caused this may extend beyond just the current pandemic-influenced economic
cycle. We are loathe to bet that inflation and interest rates will revert to recent lows in the
near future, as the move from quantitative easing to quantitative tightening is just underway.

Why is this macro view important? Because it sets the stage for corporate performance, but
also—and perhaps more importantly—market leadership. We believe the environment has
changed enough that market leadership will be broader in the coming years than in the pre-
pandemic era.

We look to previous central-bank tightening cycles for some perspective. Our analysis shows
that after the peak of prior tightening cycles, inflation remained sticky, persisting for up to two
years; corporate earnings growth receded; and valuation remained a dominant factor. We
believe this is likely to be the case for the intermediate-term investing period.

We believe the environment has changed enough that market leadership will be
broader in the coming years than in the pre-pandemic era.
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Despite this backdrop, we still believe companies that persistently out-earn their cost of
capital, grow their asset bases with high returns on invested capital, and innovate to solve
customer needs will be attractive investments. But as we experienced after the dot-com
bubble, the market needs to recalibrate expectations. We experienced the first phase of this
in 2022 but expect that it could take the next few years for this to fully materialize.

We believe that diversity of growth, industries, and business models at appropriate levels of
valuation will make for optimal portfolio construction and investment returns. This is different
from most of the 2010s, when concentrated investment strategies optimized for maximization
of expected growth—in a small number of industries, and in many cases with similar
business models—outperformed massively. We have seen these before: the Nifty Fifty of the
1970s and the tech bubble of the 1990s.

Each of these periods was symbolized by the concentration of market leadership and
narrowness of what was favored—at the extreme expense of almost everything else. This
really isn’t reflective of longer-term market environments characterized by much more
breadth and diversity in both the real economy and the markets.

Looking forward, we believe there should be opportunities for growth equities from numerous
sources. Marginal changes to growth rates, in both directions, will likely drive investment
performance. Companies with superior capital allocation strategies should prove to be
attractive. We believe the delivery of cash flows will be favored over the promise of growth—
in other words, lower versus longer duration. Quality, cash flows, and predictability will likely
be favored. “Old economy cyclicals” that were left for dead (such as commodities and
financials) may continue their resurrection.

As growth equity investors for now close to three decades, we welcome this shift back to
“normal” as breadth and diversity of investment ideas have been a hallmark of our success.

Ken McAtamney, partner, is the head of the global equity team and a portfolio manager on
William Blair’s global 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.

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,
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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.

 
 


