
Market Update - Third Quarter, 2023
HURRICANE SEASON.  If you live near the Atlantic or Gulf Coast, hurricane season is a normal part of life.  Ev-
ery June through November, attention turns to the season of the year when conditions become favorable for storms to 
develop.  Yet, for coastal residents and even visitors, day-to-day life is not burdened with worry or fear of a storm’s 
potential impact.  This is not to say locals are dismissive of what could happen just that probabilities suggest the best 
course of action is to plan for nothing but prepare for the worst.

It takes quite the cocktail of ingredients to even produce a hurricane. According to the National Oceanic and Atmo-
spheric Administration (NOAA) the recipe for a hurricane consists of four ingredients:

•	 Pre-existing weather disturbance such as a tropical wave – a low pressure system that moves through the warm 
tropics enhancing shower and thunderstorm activity.

•	 Warm water of at least 80 degrees Fahrenheit over depths of 150 feet.
•	 Thunderstorm activity turning ocean heat into hurricane fuel.
•	 Low wind shear:  differing wind speeds and directions around the storm can weaken it.

As the initial disturbance moves across the warm tropical waters, warm air rises, forming an area of low pressure.  This 
is a reinforcing loop causing more air from surrounding high pressure areas to rush in, rise and cool, forming clouds and 
thunderstorms which create more heat and fuel for the storm.

NOAA goes on to say, however, that even with the abovementioned conditions a hurricane does not always develop.  In 
other words, these are necessary conditions but not sufficient.  Below are the stages of storm development:
•	 Tropical Disruption
•	 Tropical Depression
•	 Tropical Storm
•	 Hurricane
•	 Major Hurricane

We can use this analogy and framework around hurricane season to look at where things stand economically for the sec-
ond half of 2023.  Are conditions favorable for a slowdown, if not recession?

Pre-existing disturbance?  Inflation and shifts in demand that complicated the supply side response coming out of 
Covid shutdowns and into reopening certainly checks the box as an economic disturbance.  Now mix in a war, com-
modity price volatility and geopolitics, to boot.

Warm water?  The Fed.  Just as a hurricane needs warm moist air rising from the ocean water - an economic slow-
down and/or recession needs restrictive financial conditions.  Enter the Fed raising the benchmark overnight rate 500 
basis points (5%) since last March.  For those keeping score at home, that is a torrid pace.  Moreover, the Fed has 
signaled additional rate hikes are needed as well as a higher for longer policy stance.

Thunderstorm activity?  We’ll highlight commercial real estate (CRE).  According to the St. Louis Fed, the office sec-
tor of commercial real estate accounts for 15% of the $21 trillion CRE market.  The national vacancy rate in the office 
sector was 17% with rates 20%+ in certain markets such as San Francisco, Austin and Houston. Real estate data firm 
Trepp reports $270 billion in bank-held commercial mortgages will mature in 2023, of which $80 billion are backed by 
office properties.  The bulk of this debt was financed when rates were lower.  Today, rates are much higher and valua-
tions potentially lower which may present refinancing challenges.

Market Update - First Quarter, 2023
THE S&P 500 closed out 2022 down nearly 20%, its worst performance since 2008.  If the year felt like a gut 
punch it’s because it was.  For historical comparison, over the last 95 years going back to 1928, there have only 
been six other times the market closed out a year lower on a percentage basis.  For inquiring minds, three of those 
six times were 2008, 2002 and 1974.  The other three were in the 1930’s.

How did bonds fare?  Not good.  In fact, by several measures it was the 
worst year on record.  The Nasdaq was down more than 34%.  Was there 
any good news, you might ask?  Sure, relatively speaking, the Dow Jones 
Industrial Average outshined its peers, only dropping near 10%.

Ok, 2022 was one for the ages and we could spill gallons of ink breaking 
it all down but instead we’ll summarize it as a market (stocks and bonds) 
trying to price the implications of the Fed tightening and ratcheting down 
on fi nancial conditions at a historic pace.  How hawkish, exactly, was the 
Fed last year?  The target rate went from 0% in March to 4.25% in De-
cember.  We can turn to a chart from Statista to illustrate what this looks like compared to previous Fed tightening 
cycles.

If last year was a market trying to adjust to the Fed’s hawkish policy then 2023 will be a market trying to adjust to 
the impact of that policy on the real economy.  Here are the drivers that we believe will have the most impact on 
the upcoming year. 

Infl ation and by extension that means the Fed – We have to start here because infl ation is the entire basis for 
the Fed’s actions.  The two mandates for the Fed are price stability (control infl ation) and maximum employment.  
Notice the dual mandate says nothing about real money in the economy or money supply.  Spoiler alert, that is 
because the Fed doesn’t control the money supply; instead, they are left to target an interest rate environment that 
can only infl uence the demand side of the equation.  When the consumer price index (CPI) is high, as it is now, 
the Fed moves towards a restrictive policy in hopes that the outcome will be prices fall.

The trade off for these policy tools is employment.  The concept is rooted in what is called the Phillips curve 
which you may have heard Jerome Powell reference and it states that infl ation and unemployment have an inverse 
relationship.  Said another way, when infl ation is high unemployment is low and therefore the economy can 
absorb tighter fi nancial conditions that will bleed through the system setting off a chain reaction of lower demand, 
revenue, profi ts and fi nally culminate in job loss which will invariably bring prices (infl ation) down.  

The Fed is loyal to the Phillips curve and that is why you hear so much discussion around the unemployment rate 
and job openings.  The Fed believes we are coming off a red-hot economy post-Covid with an extraordinarily 
tight labor market that presents ample room to continue tightening.  We’re much more skeptical of the Phillips 
curve, the jobs opening data and even the establishment survey of the non-farm payroll report.  We see cracks and 
discrepancies in the data and believe not all price increases are created equal meaning there is a supply side to the 
equation the Fed cannot fi x.  But, when the only tool you have is a hammer, everything is treated like a nail.  The 
Fed will keep hammering away at the consumer price index (CPI) dismissing any data aberrations or root causes 
so let’s get an update on where infl ation stands.

INFLATION AND THE FED.  We could end this quarter’s newsletter right there and you would have the 
market’s conundrum pegged to bullseye.  However, for the inquiring minds, we will go deeper and 
hopefully provide some insight to help you understand what is going on in the markets.

The market is repricing risk – both equity and fixed income alike.  The reason is inflation (January’s 
headline CPI report at 7% was the highest in 40 years) and the Fed’s pivot to tighter monetary policy.  
Inflation erodes the value of assets and even more so for longer dated assets.  The Fed controls the fed 
funds rate which sets the tone for much of the interest rate environment.  One of the Fed’s mandates is to 
promote stable pricing so with inflation running this hot they have communicated their plans to raise rates 
and end their bond buying program (quantitative easing, QE) in the effort to cool pricing pressures.

For both equity and fixed income markets, digesting the environment we just described can be painful.  
Stocks in cyclical sectors such as financials, industrials and materials do well because their cash flows and 
earnings are geared to the present while stocks of companies forecasted to generate the bulk of their 
earnings further out into the future (think growth, tech or anything with uncertainty) are sold.  Again, this 
happens because higher rates and inflation erode the value of future cash flows so these assets get a 
discounted valuation, or repriced downward.  We said that nicely, in truth, the market has pummeled these 
stocks.  According to Bloomberg, the Nasdaq composite is nearing a record for the number of stocks 
trading down 50% or more from their one-year highs.  

So, what causes inflation?  Getting to the root of this question is quite complex but we can turn to 
economist Milton Friedman who famously said, “inflation is always and everywhere a monetary 
phenomenon in the sense it is and can be produced only by a more rapid increase in the quantity of money 
than in output.”  What a great segue back to the Fed.  It’s not too hard to reason that due to the central 
bank’s policy, namely QE (often referred to as printing money), the Fed is responsible for the rapid 
increase in the quantity of money and by extension this inflationary environment.  Spoiler alert, the Fed 
does not print money through quantitative easing (QE).  Let’s keep going because what comes next is very 
important to not only understanding the dynamics of what is actually taking place but, as we said above, 
the conundrum facing this market and the Fed.

The U.S. Treasury auctions off bonds of various maturities.  Primary Dealers such as banks (not the Fed) 
buy these bonds.  After the auctions, the U.S. Treasury has cash from the bond sales to fund government 
operations and the banks have safe, liquid assets in the form of treasuries on their balance sheet.  The Fed 
now gets involved by purchasing the bonds from the dealer banks.  The result is balance sheet expansion 
whereby the Fed puts the treasuries (assets) on its balance sheet and must create a bank reserve (liability) 
for the transaction.  It can appear as though money is being created but it’s not, it amounts to an asset swap, 
an accounting function, no money was put into the real economy.  The banks simply swapped out their 
treasuries for reserves at the Fed.

You may be asking why this theatre?  The belief in QE is if bank reserves increase it will encourage banks 
to put that money to work by lending it out which, by the way, is how money is created and put into the 
real economy.  The challenge is banks are not lending all that much; instead, they are keeping high levels 
of reserves as well as buying more treasuries to replace the ones they are selling to the Fed. The takeaway 
for our purposes is QE and a low fed funds rate is an attempt to influence monetary demand; the Fed does 
not print money into the real economy.  

Ok, so now we know the quantity of money has not rapidly increased from the Fed’s QE, so where else 
could it have come from because the inflation pressures are real, there is no denying that and it is 
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Low wind shear?  Less bank lending and tighter financial conditions.  Although the banking crisis headlines have fad-
ed away, the impacts and fallout are evident.  Credit conditions have become stricter and there is generally less appetite 
on the part of lenders.  Little to no wind shear allows a hurricane to organize and stabilize.  Little to no lending allows 
recession-like conditions to develop.

In our view, the conditions to produce a recession are present.  When, if at all, and to what degree is in many respects 
a matter of technicality for the National Bureau of Economic Research to determine.  What is more important, and our 
focus, is recessionary behavior.  In other words, tighter credit conditions, less spending, less demand, less production 
and less investment.

The Fed’s belief that more rate hikes are needed to bring inflation down poses a risk.  Inflation was running at 3% in 
June and has clearly rolled over from its 9% peak one year ago.  Will there be a sustained reacceleration?  Maybe, but 
not likely, so call us skeptical that 25 or 50 basis-points higher from current levels is the precise, if not magical, Fed 
Funds Rate needed.

Further evidence that pricing pressures are alleviating is in the Producer Price Index (PPI) which fell to 0.1% in June.  
In June 2022, it was 11.2%.

Financial conditions are tight as we mentioned above.  Below, the chart from Gavekal Research helps put current condi-
tions into context:

U.S. True Financial Conditions Index

Specific examples of tighter credit conditions can 
be found in a recent report from the New York 
Fed regarding credit access.  The report stated the 
overall rejection rate for credit applicants increased 
to 21.8%, the highest level since June 2018.  Such 
rejections included auto loans, credit card appli-
cations, credit limit increase as well as mortgage 
applications.

Manufacturing Production decreased 0.34% year-
over-year in June, marking the fourth consecutive 
month of contraction.  

Industrial Production also fell into contraction in June, decreasing 0.43%.  This was the first annual decline since
February 2021.

It’s not all grey skies, however.  The labor market has held up and by extension that means the consumer has as well.  
The reality is, jobs and spending are the engine that powers the economy.  Keep in mind consumer spending makes up 
about 2/3 of GDP.

We’ve highlighted the overarching economic conditions which appear favorable for recession.  Even so, from our per-
spective, there continues to be attractive opportunity in capitalizing on the yield environment while maintaining prudent 
equity exposure with an eye towards preservation.  This blueprint has worked well in 2023 and we remain committed to 
helping our clients navigate the market and economic cycles to achieve long-term financial well-being.

To our clients, thank you for the opportunity to 
serve your investment needs and please do not 
hesitate to contact us if you experience any material 
changes in your personal situation or would like to 
discuss any specific matters.

To our other readers, if you would like a compli-
mentary review of your investment accounts or any 
other financial matters, please do not hesitate to 
contact us.  As fiduciaries, we will happily provide 
you with an unbiased opinion based on your specific 
situation.
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