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Current Market Conditions

A month of running to stand still  
The U.S. equity market, as measured by the S&P 500 index, finished May 
at the same level as it began despite underlying volatility. Over the 
course of the last month, the number of large moves in the equity 
markets has increased. Prior to April 29th, the S&P 500 had not changed 
direction more than 3% in a day since the new year began. Since April 
29th, there have been four such days when the market moved more 
than 3% in a day. While these recent large moves generally cancel each 
other out, they reflect underlying investor anxiety about future returns 
as volatility continues to whipsaw the market. The main factors 
contributing to this volatility include uncertainty around the future of 
inflation, interest rate increases, geopolitical instability, slowing global 
economic growth, and a potential future recession. 

Year to date, the S&P 500 is down 12.8% through the end of May, the 
technology heavy Nasdaq is down 22.5%, and international equity 
markets have declined on average between 11% and 12%. Broad 
measures of fixed income markets are down approximately 9% since  
the start of the year.

True safe havens are hard to find
Volatility in equity markets has been a significant concern, as the recent 
trend has been primarily toward lower valuations. Safe asset classes 
providing downside protection have been hard to find. Higher inflation 
results in reduced purchasing power for dollar denominated assets, such 
as cash. Declining price-to-earnings multiples (P/E) have driven down 
returns in equity markets just as rising interest rates have resulted in 
losses for fixed income instruments. 
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In the equity markets, declines in P/E, shown for the 
S&P 500 as the solid line in Figure 1 below, reflect 
growing concern about the future rate of corporate 
profit growth. As these multiples decline, the returns 
on the equity markets tend to decline also. However, 
earnings expectations continue to reflect growth,  
as shown in the dashed line in Figure 1 below, which 
helps offset any decline in P/E ratios. 

income securities could experience significantly 
higher losses than they have seen so far if a recession 
occurs and spreads increase.
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Figure 1

We believe an important metric in the fixed income 
market is credit spread as shown in Figure 2. Credit 
spreads measure how much risk is being priced into 
broad bond market categories by investors, with 
lower spreads representing lower expected risk.  
As these spreads rise, the fixed income markets they 
represent generally experience losses. Currently,  
the level of risk priced into the bond market is still 
relatively low compared to average levels reached  
in a recession. Based on this measure, some fixed 

Overall, the positives are a bit less positive  
and negatives a bit less negative 
The main factors driving investment returns continue 
to be inflation, interest rates, geopolitical instability, 
and the health of the global economy.  Expectations 
for the Federal Reserve’s (Fed) December 2022 target 
Federal Funds rate have increased sharply since 
December 2021. During the last month, these 
expectations have stabilized at about 3.0%. Inflation 
remains stubbornly high, but the latest reading is 
down slightly. While we eagerly await the next 
inflation datapoint, there are encouraging signs 
inflation may have peaked. Supply chain issues 
persist but appear to be incrementally improving. 

Source: Bloomberg

Source: Bloomberg
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Signs of supply chain challenges abating include  
a slight increase in auto inventories and a retreat 
from record highs in used car prices. In addition, 
seaborn shipping delays have declined, and 
substantial improvements in shipping reliability 
continue. The war in Ukraine has receded a bit from 
the headlines as Russia has not steamrolled to victory  
as initially expected. Despite this, the human 
atrocities mount, and the behavior of Russia remains 
an unpredictable wildcard. 

We have seen a slowdown in the growth of some 
economic metrics, such as Gross Domestic Product 
(GDP) and corporate earnings, but these measures 
still remain positive. Unemployment persists  
near historically low levels, which has contributed 
to higher inflation but has allowed consumers  
to continue spending and remain generally  
healthy economically. 

Investment Approach and Strategy

The risks of a recession have increased. Nevertheless, 
in the near term, we have seen some signs of stability 
in the key measures affecting market valuations  
and maintain our asset allocation to risk assets.  
We continue to look for opportunities, created  
by the increased volatility, in managers and 
companies which are being uncovered due to 
current market dislocations.

Things We are Watching

From an investing perspective, the most important 
question we are focused on looking forward is 
whether central banks around the world can 
engineer an economic “soft landing”. This means 
slowing down the overheated parts of the economy 
enough to cool inflation without causing a deep 
recession. If we do experience a recession, another 
critical question is how deep it is, how long it lasts, 
and how much is already “priced in” to the financial 
markets today. The key factors we are watching to 
help us try to discern where things are heading are 
inflation, interest rates, global geopolitical instability, 
GDP growth, corporate profit growth, employment, 
and valuation metrics in financial markets. 

Upcoming datapoints on inflation, and the level of 
aggressiveness with which the Fed and central banks 
globally act to contain it, provide critical near-term 
focal points.  We also are keeping a close eye on 
estimates of corporate profits and GDP, which, while 
still growing, are expected to grow more slowly than 
previously anticipated. Midterm elections will 
become an ever more important factor to watch,  
as fiscal policy debates are sure to take center stage. 
Also, U.S. governmental agencies such as the Fed  
are often reticent to take actions that could be 
perceived as political, so they tend to stay a bit more 
accommodative prior to an election, which can be 
supportive of financial markets. Finally, the outcome 
of the war in Ukraine remains uncertain and could 
once again take front page headlines and affect 
financial markets. 

This communication is not intended as a recommendation or as investment advice of any kind. It is not provided in a fiduciary capacity and may not be relied 
upon for or in connection with the making of investment decisions. Nothing herein constitutes or should be construed as an offering of advisory services or an 
offer to sell or a solicitation to buy any securities. Investing involves risk, including the possible loss of principal. All content is provided for informational or 
educational purposes only. Klingenstein Fields Advisors (“KF Advisors”) represents two investment advisers registered with the Securities and Exchange 
Commission: Klingenstein, Fields & Co., L.P. and KF Group, LP. KF Advisors is neither a law firm nor accounting firm, and no portion of its services should be 
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