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Current Market Conditions

The New Year Brings Challenges but Also Opportunities   
Many economic factors that significantly impacted global financial 
markets last year remain, but there now appears to be a clearer line of 
sight toward more normal conditions in capital markets. The correction 
in 2022 was painful but helped reset expectations, and investors have 
begun to look beyond the current set of hurdles to a better market 
environment in the future. Despite many remaining uncertainties 
affecting the markets, we are cautiously optimistic, particularly when 
viewed through a long-term lens. With that overview, let’s discuss what 
we are watching in 2023 and beyond.

Inflation Pressures Easing from High Levels
Inflation moderated late last year with prices of commodities and other 
goods retreating from abnormally elevated levels. Although scattered 
supply chain bottlenecks remain, most of the COVID-19 induced 
disruptions have improved. Monetary policy enacted by the Federal 
Reserve Board (Fed) has helped slow economic activity and cool inflation.  
Supply and demand imbalances are now normalizing, and the 
expectation, according to Bloomberg, is for inflation to drop to 4.0%  
in 2023 and 2.5% in 2024. 

Inflation is a critical factor the Fed considers when setting targets for   
interest rates and making monetary policy decisions. Monetary policy 
provides the Fed with tools to influence interest rates, economic activity, 
and employment levels. With inflation moderating, the Fed has the 
latitude to implement less aggressive monetary policy. We expect the 
federal funds rate, currently at 4.5%, will increase 0.5% and level off at 
about 5.0%. Unexpected shocks to inflation exist, and the Fed has clearly 
stated that it remains data driven in its policy decisions. 
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Retreating inflation and plateauing interest rates 
provide the critical factors necessary to restore 
investor confidence in the capital markets. The 
capital markets will begin to discount the  
possibility of a more accommodative monetary 
policy, paving the way for an even more positive 
economic outlook.

Economic Growth Weaker, but Stabilizing 
A significant concern remains the degree that the 
economy slows in 2023 and whether it will enter 
into a recession. Current expectations are for Gross 
Domestic Product (GDP) in the U.S. to increase 0.3% 
in 2023, down from an estimated 1.9% in 2022. 
Corporate profits face tough year-over-year 
comparisons, though they remain in positive 
territory. The U.S. government and the Fed provided 
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a massive response to the COVID-19 lockdowns 
which helped buoy consumer spending over the 
last two years. As the impact of these programs end, 
consumer spending may come under pressure.  

Unemployment is still at historically low levels  
but may rise somewhat as the effects of the Fed 
policies filter through the economy. Wage pressures 
have eased somewhat, and consumer balance 
sheets appear to remain in good shape. As China 
has reopened and eased away from its zero 
COVID-19 policy, the global economic activity  
will likely improve. 

Economic risks do remain, and current consensus 
economic forecast views a 65% chance of a 
recession in the near term. While we expect 

Source: Bloomberg & Klingenstein Fields Advisors 
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economic activity to further slow through the 
course of 2023, we believe that given the many 
positive factors mentioned above, any recession 
would be mild and short in duration. 

Geopolitical Risk is Still on the Menu
Geopolitical risks are less pronounced than they 
were early last year, but significant issues persist. The 
war in Ukraine rages on, and while it is having a 
muted impact on the market now, the human toll is 
massive and the potential for the war to drive 
widespread global instability is still very real. Warmer 
weather has temporarily blunted Europe’s 
dependence on Russian energy but does not 
remove the risk of a significant energy crisis. 

Tensions between China and Taiwan continue to 
simmer and could boil over into a more serious 
global dispute. Sanctions by the U.S. and Europe, 
limiting China’s access to the most advanced 
semiconductor technologies, have impacted China’s 
ability to compete in important technological areas 
and further frayed tensions.  

Beyond their individual significance, these conflicts 
have reshaped geopolitical relations. Russia, China, 
Iran, and others are forging partnerships for trade 
and political gains, which ultimately could make it 
harder for the West to impose economic sanctions. 
These partnerships are still in nascent stages but 
threaten to raise the stakes on global instability.

U.S. politics are also important and impact global 
economic activity.  With the U.S. Congress divided, 
meaningful legislation may prove difficult to pass. 
Although not optimal for the country, government 
gridlock often provides the capital markets with  
a measure of stability and can minimize surprises  
on the legislative front. The U.S. Congress will  
need to find a way to function, and legislation  
will be needed later this year to avoid hitting  
the debt ceiling, which would be a negative  
shock to the markets.
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The Bottoming Process Is Likely Underway
Despite the seemingly endless list of things to worry 
about on the economic front, there are important 
mitigating factors to consider. First, the decline in 
the capital markets last year has resulted in more 
reasonable long-term valuation levels. The U.S. stock 
market is now more in line with historical averages, 
which generally is more conducive to future returns.

Investor sentiment has also eroded a great deal to 
the point where individual investors are quite 
bearish relative to history. This state tends to be 
positive for future returns, as it is harder to 
disappoint people who are not expecting much 
positive to happen.

Another crucial factor to consider is that the markets 
tend to look past current conditions, and instead 
focus on where things appear to be heading. While 

Source: Bloomberg & Klingenstein Fields Advisors 
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the economic data is likely to provide an uneven 
message in the near-term, markets will begin to look 
through any bad news as it becomes apparent that 
the economic cycle has turned positive. The next 
market upturn will likely begin as investors become 
comfortable that economic activity is improving.
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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 
construed as legal or accounting advice.

What We Are Looking at Going Forward
The current economic picture presents  
a challenge for investors. The economy will be  
softer this year and may even enter into  
a recession. We believe any recession will be mild 
and short because of declining inflation,  
a potentially less aggressive Fed, and some 
economic measures, like employment, still in 
relatively good shape. Many opportunities exist, 
with investment valuation measures already lower, 
investor sentiment remaining weak, and with the 
market’s expectations for the upcoming year  
lower than they were last year. This is certainly  
not a guarantee of a smooth ride for 2023, and  
in fact we expect volatility to continue. Ultimately, 
the current bottoming process is necessary for 
setting up the next upturn in the capital markets. 
We believe that despite the potential volatility  
and weak economic outlook, long-term investors 
will be rewarded for their patience as the market 
begins to look through the current challenges 
toward the next upturn.

Our focus this year will be continuing to take 
opportunities to upgrade the quality of the 
investment portfolios, as well as take advantage  
of the higher yields presented in fixed income 
markets. We believe in times where the near-term 
outlook remains uncertain, investments that 
represent higher quality are important for 
maintaining and preserving wealth. While we are 
not making any material changes to our  
investment policy, there are several factors that we 
are watching that will influence our positioning 
through the course of the year. The most crucial 
factor will be inflation continuing to abate, as this 
will directly influence how aggressive the Fed  
is with monetary policy which in turn will have  
a significant impact on investor sentiment. Should 
we see signs that economic activity will be 
materially weaker than we expect, it would  
warrant a revisit of the investment policy.


