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Current Market Conditions

Markets Rally in January
Capital markets began 2023 with solid, positive returns, continuing the 
rally that began in October of last year. Year-to-date through January 
31st, the S&P 500 rose 6.3%, small-cap stocks rallied 9.8%, international 
developed stocks increased 8.1%, and emerging markets were up 7.9%. 
Fixed-income markets performed well as declines in longer-term interest 
rates boosted bond prices, driving a 3.1% increase in the broad measure 
of the fixed-income markets. 

Many investors have been reassured by a growing expectation that 
inflation will be subdued, leading the Federal Reserve (the Fed)  
to pivot away from its tightening program. This improved sentiment has 
occasionally been interrupted by fears of a recession and further, more 
hawkish, Fed action. This provides the backdrop for the markets  
to remain volatile and prone to periodic downturns, as we saw during 
the latter half of this past December.

Inflation Easing but Labor Tightness a Potential Concern
Coincident with improving equity market performance, inflation 
pressures have continued to ease. The rapid increase in interest rates 
enacted by the Fed over the last twelve months served to cool 
economic activity, which in turn contributed to declining prices. 

Commodity prices have fallen from their 2022 peaks, and the markets for 
once hard-to-find products like semiconductors have normalized, with 
supply and demand relationships no longer unusually distorted. The 
December Consumer Price Index (CPI) indicated inflation declined to 
6.5% from a peak of 9.1% in June 2022. In January, commodity prices 
remained relatively unchanged versus December, with oil prices 
relatively quiescent and world food prices down -1.1%. 
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The expectation of a continued decline in inflation 
should allow the Fed to end the current cycle of 
interest rate increases. The current Fed Funds  
rate stands at 4.75% with financial markets 
predicting a peak level of 5.1% by the middle  
of 2023,  and an eventual rate reduction toward  
the end of this year and into 2024.

continued on page 3

While the decline in inflation is encouraging, 
persistent tightness in the labor market may present 
the Fed with a new set of challenges. Labor statistics 
have remained surprisingly robust despite an array 
of prospective economic problems presented by 
higher interest rates. Recent data from the Bureau  
of Labor and Statistics (the BLS) show the 

Source: Bloomberg  
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unemployment rate at a fifty-three year low, 
contrary to economists’ expectations. Strength  
in the labor market is somewhat contradictory  
to the weakness seen in other areas of the  
economy. Adding to the confusion, a number  
of corporations are reporting a slowdown in hiring 
and increased layoffs. 

While low unemployment is a reason for workers  
to cheer, it has the potential to cause unease in 
financial markets. The Fed remains vigilant and very 
sensitive to potential imbalances that could cause 
inflation to again spike. Tight labor markets, should 
they persist, could drive up wages, causing  
a wage/price cycle and reigniting inflation. In that 
scenario, we believe the Fed will likely react  
far more preemptively than it did last year  
when prices surged. 

Can We Keep At Least Some of the Punchbowl?
In addition to the impact inflation and labor  
markets have on the Fed’s decision making, 
investors are paying close attention to potential 
signals of a recession. One leading indicator  
of a recession which has persisted over the last  
few months is an “inverted” yield curve. This occurs 
when short-term interest rates are higher than  
longer-term rates, the opposite of how interest  
rates normally act. Although it is an imperfect 
indicator, an inverted yield curve is worrisome  
for investors because lower future rates can  
be indicative of lower future economic activity  
and often presage a recession.

continued on page 4
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Despite the risk of a recession, we believe that 
should one occur, it will likely be relatively mild and 
short in duration.  The strength in the labor market 
should help buffer any potential downturn  
in economic activity.  

Investment Approach and Strategy

Economic uncertainty is elevated, and the likelihood 
of some form of a recession remains. Still, as the 
timing and nature of the end of the Fed’s tightening 
cycle become clearer, expectations, biases, and a 
variety of factors become efficiently priced into 
capital markets. We believe that increasingly 
investors will start to look through current concerns 
to better times. In the words of Benjamin Graham: 
“in the short run, the market is a voting machine but 
in the long run, it is a weighing machine.”  

We will use dislocations and volatility in the markets 
to reposition portfolios to take advantage of quality 
investments and opportunities that we believe will 
both weather the short-term challenges and are 
selling at attractive levels. We are not making major 
strategic shifts in asset allocation, but we are 
constantly evaluating how best to position 
portfolios, based on both our outlook as well as your 
individual situation and needs.

What We Are Looking at Going Forward

While there is a better line of sight to easing 
inflation and slowing Fed rate increases, there still 
are several factors that we are keeping a close eye 
on which could affect our stance on portfolio 

positioning. Falling inflation has so far been driven 
by lower prices for goods, while the services 
component of inflation remains elevated. Most 
goods’ prices have been easing but there are some 
areas of concern, such as used car prices, which 
recently have ticked up. A persistently strong labor 
market could put pressure on wages, keeping the 
services component of inflation elevated. Should 
the pace of falling goods’ prices fail to compensate, 
the decline in inflation could stall. 

As we outlined above, the impact of a persistently 
strong labor market could create further wage 
pressures, stalling the decline in inflation. This could 
prompt investors to reconsider when the Fed will 
end its program of higher interest rates. Investors  
at this time believe that the Fed will be able to end 
its program of interest rate increases, and the 
anticipation of easing monetary conditions  
has been a significant driver of the recent rally.  
Any change in expectations around the Fed’s 
actions would likely impact future returns  
in the capital markets. 

There has been significant political wrangling  
in the U. S. Congress related to the debt ceiling, 
which has the potential to create additional market 
turmoil. While we believe cooler heads will prevail 
and leaders will work through the actions needed  
to prevent disruptions to the functioning  
of the government, it remains an important  
factor to monitor. 

China has reopened after its highly restrictive zero 
COVID-19 policies stifled economic activity. While it 
is unclear how quickly they will be able to return the 
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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.

country to normalcy, moving past those policies 
should help provide improvements to global 
growth. However, a rapid reopening could once 
again create supply and demand imbalances, 
potentially reigniting inflation pressures, and  
the situation bears close watching.

Geopolitical considerations have taken a back  
seat recently to worries over economic activity,  
but clearly significant risks remain. Dangerous 
instabilities could flare up overnight, which  
could impact our views. 

We remain optimistic about the robustness  
and resiliency of the capital markets to adapt  
to and overcome adversity, providing an important 
engine to maintain and grow financial wealth  
over the long term.


