
March Investment Outlook 2023

Current Market Conditions

Stock Market Rally Takes a Breather
Equity indices stumbled in February with the S&P 500 losing -2.5%, 
domestic small-capitalized U.S. stocks declining -1.7%, international 
developed markets retreating -2.1%, and emerging markets sliding 
-6.5%. Emerging markets were particularly hard hit due to a sharp 
downturn in Chinese equity markets, which were off -12% in February. 
Chinese stocks rallied 60% from October of last year through the end  
of January, leading to a commensurately larger retreat in February 
relative to other equity markets. 

Interest rates and bond yields rose in February. Due to the inverse 
relationship between yields and bond total returns, the broad measures 
of fixed income returns declined -2.7% in February, reversing the gains 
seen in January. Higher interest rates have a significant impact on many 
areas of the economy, affecting rates on mortgages, car loans, and credit 
card debt. February showed signs of weakness in the housing market,  
as the median sales price of U.S. homes fell -0.6% as measured by Redfin, 
the first such decline in a decade. 

As we discuss in more detail below, through the first two weeks of 
March, the equity markets continued to pull back, while interest rates 
declined from February’s levels.

Fed Balancing Inflation Battle with Strain in the Banking System
From mid-October 2022 through January of this year, expectations for 
the peak level of interest rates had stabilized. Many economists felt that 
the Federal Reserve Board (Fed) would increase the federal funds (fed 
funds) rate to approximately 5%, at which point the rise in interest rates 
would level out, and gradually yields would moderate through the 
course of 2023. The key assumption behind this thinking was that 
inflation would continue to come down sharply. 
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During early February, strong economic data 
emerged that called into question the expected 
breadth and pace of inflation’s fall. Jobs related data 
indicated that labor markets remained very strong 
while consumer and producer price increases were 
modestly higher than previously expected. These 
reports painted a picture of an economy that was 
stronger than previously forecast, prompting 
financial markets to drive the peak fed funds rate 
expectations to 5.7%. 

Over the last week, significant cracks emerged in the 
U.S. banking system, surprising the capital markets. 
Silicon Valley Bank and Signature Bank were both 
taken over by regulators due to “inadequate liquidity 
and insolvency.” Regulators have reassured bank 
customers that their deposits will be accessible 
through the newly created Bank Term Funding 
Program, which has eased fears of more significant 
contagion in the banking system. Nevertheless, the 
risk of creating a deeper crisis likely limits the ability 
for the Fed to continue raising rates as aggressively 
as previously anticipated. As such investors are now 
back to pricing in a peak fed funds rate of 5.0%, 
declining to 4.4% by the January 2024 meeting.

During the past year, there has been a strong 
correlation between expected Fed actions and rates 
of returns in the equity markets. When expectations 
for Fed rates are increasing, equity markets tend to 
decline. Conversely, markets do better when rate 

expectations steady. This dynamic was a major 
driver of the equity market pullback in February. We 
expect that the relationship between fed funds rates 
and equity market returns will continue to hold but 
concerns around the health of the banking system 
are likely to add additional volatility in the equity 
markets, at least in the near term.

“It’s tough to make predictions, especially about 
the future.” —Yogi Berra

Concerns around a potential recession remain  
a significant worry.  While economist surveys show 
that expectations for a recession have declined from 
levels reached earlier this year, on average, 60% of 
forecasts still predict an economic recession in the 
next 6 months. We believe that while some form of 
a recession is possible, any slowdown will probably 
be relatively mild and short in a historical context. 

A mitigating factor to the severity of a slowdown  
is the health of the consumer, and in particular  
labor markets. Despite the extraordinary rise in 
interest rates over the last year, weakening growth 
rates, and the accompanying volatility in capital 
markets, the unemployment rate in the U.S.  
remains near a record low at 3.6%, as of the end  
of February. According to the U.S. Bureau of Labor 
Statistics (BLS), there are approximately 11 million 
job openings, nearly double the number of the  
5.9 million people unemployed. 



3Klingenstein Fields Advisors

March Investment Outlook 2023

continued on page 4

Employment Strength Varies by Industry  
But Strong Overall 
Although labor markets are strong in aggregate, 
certain industries have healthier conditions than 
others. According to Crunchbase, there have been 
approximately 94,000 tech-related layoffs in 2023 
alone. In contrast to this weakness in tech, the BLS 
numbers reveal that hospitality-related companies 
have high levels of unfilled jobs. These dynamics 
likely reflect how the economy changed during  
and after the pandemic. During COVID-19 
shutdowns, tech companies expanded employment 
to meet strong demand for stay-at-home devices 
and services, while hospitality-related industries 
slashed workers due to reduced demand and forced 
closures. Coming out of COVID-19, those trends 
have reversed, as consumers have looked to travel, 

shop, and eat out more. Despite the conflicting 
crosscurrents, labor markets remain strong. 

This labor strength has been confounding  
economic prognosticators. Economist Torsten Slok 
of Apollo Global Management has pointed out that 
over the last ten months, forecasters have 
underestimated monthly job growth on average  
by 100,000 jobs per month. 

Using traditional forecasting methods to gauge the 
health of the economy remains difficult in the 
current environment. Interest rates have increased 
much faster than expected, and yet employment 
remains robust. Corporate profits and global GDP 
have weakened and forward-looking estimates 
predict slower growth. 
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Investment Strategy and Approach

We believe that while significant uncertainty around 
future market returns remains, there is enough 
underlying strength to avoid a deep recession.  
In our opinion, markets will continue to remain 
volatile, particularly given the recent stress in the 
banking system, but they will increasingly start to 
price in an eventual recovery in the economy and 
the markets. We believe that the Fed and regulators 
are taking a proactive and constructive approach to 
limiting and isolating the damage in the banking 
system, but a lot is still unknown. In light of this, we 
continue to evaluate shifts inside asset classes, 
looking for individual stocks and managers that are 
both trading at defendable valuations from  
a long-term perspective as well as positioned  
to ride out any upcoming volatility.  

What We Are Looking at Going Forward

The Fed’s response to inflation remains a key factor 
driving market returns. Should the decline in 
inflation stall, it could prompt the Fed to raise rates 
more aggressively, keep rates higher for longer, or 
both. Higher than expected rates would likely 
pressure equity market returns. There are several 
factors we are watching that could negatively 
influence the path of inflation. These include wage 
pressures from tight labor markets, supply chain 
dislocations triggered by China’s re-opening 
strategy, and supply and demand imbalances in the 
energy markets due to the war in Ukraine or other 
geopolitical stresses. 

In addition to inflation, the health of the banking 
system is also likely to influence the Fed’s pace of 
interest rate increases. Industry analysts have 
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pointed out that the failures at Silicon Valley Bank 
and Signature Bank are likely isolated cases, driven 
by the idiosyncratic nature of how these banks 
operated. For example, analyst research1 has  
pointed out that Silicon Valley Bank, when 
compared to other banks, had deposits that were 
more vulnerable to leaving while their asset base 
had a greater risk of being written down. 
Nevertheless, when it comes to raising rates, the  
Fed must now balance the inflation battle against 
potentially further stressing a banking system 
strained by two bank failures. This is a new dynamic 
that complicates the Fed’s job and is an important 
one we are following closely. 

Geopolitics is another major area to track, as 
tensions can quickly flare up and reduce investors’ 
appetite for owning risk assets such as stocks.  
Closer to home, the U.S. debt ceiling debate  
needs to be resolved so the government’s ability  
to continue paying its bills is not compromised. 
Despite the politicalized nature of the debate,  
we remain optimistic that a reasonable solution  
will be reached.

Money supply is somewhat esoteric but important 
to understand and follow. A commonly cited 
measure of money supply, known as M2, expanded 
significantly due to the aggressive actions taken 
during the pandemic. Though M2 is still high  
relative to recent history, the Fed’s quantitative 
tightening program has resulted in unprecedented 
back-to-back monthly declines in this measure of 
money. A shrinking money supply reduces excess 
liquidity in the system, and, as such, should help 
reduce inflationary pressures. This is true especially  
if it takes place in tandem with similarly sized 
programs that share the same goal of cooling off 
the over-extended economy. We will be taking  
a closer look at the history and importance of 
money supply in next month’s outlook.

Lastly, we are keeping an eye on the yield curve, 
which is the measure of how much higher or lower 
near-term interest rates are relative to longer-term 
rates. Under normal conditions, longer-term rates 
are higher than shorter-term rates. When short-term 
rates rise above longer-term rates, this is known  
as a yield curve inversion. Currently, the yield  
curve is inverted, which often signals that we are  
about to enter a recession. Our view is that,  
should we enter a slowdown, it is likely to be 
relatively mild and short. 

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.

1 Barclays “Facing Stress from Both Sides of the Balance Sheet”


