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In February, following a global yield spike, it seemed like everyone started talking about inflation, and, in recent
months, global markets have been influenced by the so-called “reflation trade,” which has appeared to have
affected the performance of certain equities and currencies. But what does that mean for our exposures?
Inflation or Reflation?
“Reflation” is an upswing in the economic cycle where both growth and inflation are accelerating, typically
following a deflationary period or recession.
The COVID-19 pandemic, when economic growth rates fell as economies shut down, worked as a deflationary
event. Now that we are seeing economic growth recovering, we are also looking for pockets where inflation is
rising. We are focused on reflation, not inflation, because inflation only deals with rising prices of goods and
services. Reflation requires both inflation and accelerating economic growth.
When and where we can identify a true “reflation trade” opportunity, we want to be able to efficiently capitalize on
it. Because it is a macro influence with a wide scope across our investment universe, we are now memorializing it
in our investment process as a macro theme.
A Perfect Storm
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We believe three things are occurring simultaneously to create reflation.
First, governments are still pushing out fiscal stimulus—particularly in the developed world—headlined by the
recent $1.9 trillion COVID relief bill that passed in the United States. Second, we continue to observe aggressive
monetary policy accommodation. Third, economies are already recovering from the pandemic-driven downturn,
helped by rapid vaccination rates in many countries.
Those three developments in combination have driven bond yields up. If yields move too quickly and tighten
financial conditions, turbulence in risky assets can occur. So, on balance, the rise in yields has been in the short
term adverse for certain growth-sensitive equities, those whose anticipated cash flows are in the distant future,
because they are more affected by changes in the discount rate. On the other hand, equities in more cyclical
sectors have performed relatively well.
Reflation has also challenged certain emerging markets currencies—particularly those of countries that have
experienced slower economic growth. Of course, all countries have experienced slower economic growth, but
those in which growth was already low pre-pandemic are now quite fiscally indebted. That has made these
markets much more sensitive to changes in the discount rate.
We have also seen a weakening of negative-interest-rate safe-haven currencies, such as the Japanese yen and
Swiss franc, relative to other safe-haven currencies, such as the U.S. dollar and euro.
So, to recap, the Reflation macro theme has been a recent headwind for bonds; some equities; currencies of slowgrowing, highly indebted emerging markets; and some safe-haven currencies. However, it has also presented
opportunities—for example, in cyclically oriented equities. It has also presented fundamental investors with the
opportunity to buy growth equities (including emerging equities) at a lower price.
Tailwinds and Headwinds for Our Exposures
We’re already accounting for these influences in our portfolios, and as mentioned, have formally brought Reflation
into our framework as a macro theme.
Our team seeks to employ a discretionary global macro approach that has a long-term, fundamental value
foundation; views fundamental opportunities through macro-thematic and geopolitical risk lenses, among others;
actively manages currency; and dynamically manages risk.
Part of our investment process involves the evaluation of nonfundamental influences that can materially affect the
path that prices take to converge on value, including macro themes that cut across asset classes and geographies.
These themes are modeled as risk factors than can alter compensation, risk, or correlations in our near-term
(“Outlook”) risk model. These themes can evolve over time, changing in both their intensity and in how they
directionally influence certain markets and currencies.
Essentially, our Reflation macro theme is about markets and currencies that are influenced by the underlying real
rate of interest and inflation in the world economy.
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We believe most of the market influences that make up the Reflation theme should be good for our exposures, but
one set is facing headwinds: our overweight to emerging currencies and equities. But we view the current
weakness as an opportunity to increase our long emerging markets exposure (as opposed to a reason to
temporarily reduce it).
Regarding potential near-term tailwinds, our strategies are underweight bonds relative to our long-term expected
averages, overweight cyclically sensitive sectors, and short safe-haven currencies.
The Reflation theme now joins the other active themes in our portfolios including European Populism (an antiestablishment movement frequently exploited by nontraditional political factions advocating contrary, often
unorthodox, ideologies) and Energy (which pertains to global energy prices, primarily oil and gas).
We are monitoring this theme—and others—to assess ongoing influences and portfolio exposures.
Thomas Clarke, partner, is a portfolio manager on William Blair’s Dynamic Allocation Strategies team.

4

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, 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 © 2020 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.

