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PRICING-IN CHANGING PRICES
The
current
economic
expansion has been much
longer and more drawn out
than anyone would have
anticipated, especially given
the depth of the last recession.
Corporate earnings have
been extremely robust, the
economy is effectively at full
employment, housing price
appreciation has pumped
up household net worth and
consumers are confident
and keeping the economy
humming. Yet, investors have been on edge all
year as rising interest rates, trade wars, and
geopolitical uncertainty shakes any overlybullish sentiment from the markets. After
January’s impressive spurt, the stock market
has been in a relatively tight and volatile
With accelerated growth comes widespread
apprehension that the economy could
eventually become over-heated, causing
prices to rise to a level where inflation would
be of concern. We’re starting to see a glimpse
of this as various measures of inflation have
been moving higher over the last several
months. We are no longer in an economy that
is being supported by low interest rates and
government stimulus. The Federal Reserve
raised rates a seventh time in three years to
stay ahead of inflation and return rates to a
more historically-normal level. Fed Chairman
Jerome Powell announced a planned fourth
hike this year, something markets had
already somewhat anticipated due to the
broadly expanding number of more vigorous
economic data points. Increasing rates

trading range. Despite the domestic economy
still being in an expansionary phase propelled
by recent tax cuts, a prospering consumer and
augmented by corporate earnings growth,
headwinds, both real and psychological, have
dampened any broad stock market gains.

will eventually dampen economic activity
and the resulting higher bond yields could
make fixed income investments relatively
more attractive than stocks, two potentially
worrisome impacts which we consider when
creating our strategy.
To further exacerbate some of the
complications of this market, President Trump
has begun implementing a multitude of
tariffs impacting both trade adversaries and
allies alike. Rumblings of trade wars unease
investors as they can compound some of
the inflationary pressures that are becoming
more and more of a concern, in addition to
disrupting business planning, stunting growth
and hurting earnings. Market environments
like these illustrate the importance of our
sector-focused investment strategy. While

the indices have been trading in a tight range,
there are pockets of the economy where
growth hasn’t stalled and, in some cases,
has even accelerated in these conditions. By
honing in on the sectors that are expected
to out-perform in a rising interest rate
environment, we can better manage assets
for the inherent risks in this current market.
In this issue of Karp Capital’s Financial Focus,
we’ll outline how we have been strategically
allocating assets given the market’s fixation
and anxieties on trade policies, the Fed’s
current charted course and our view of
economic trends and potential returns. We
remain optimistic as there are areas of the
economy we plan to exploit which are poised
to perform despite the broader challenges we
have highlighted here.

Trade: Off

In our last newsletter we mentioned that
much of the volatility in early 2018 was
derived from President Trump’s threats around
tariffs and the possibility of subsequent trade
wars. Our hope was that cooler heads would
prevail. While the rhetoric has not
subsided, and some policies are
being enacted, the fears instilled
in the markets about each new
development have become more
impactful as compromises do not
appear imminent.
Trump has already imposed
tariffs on over $100 billion
dollars of mostly Chinese goods
at rates between 10-50%. These
tariffs were first announced in
March, but the tensions and
escalations from a trade war
subsided in mid-May when the
two economic superpowers
announced a ceasefire and
declared mutually productive
negotiations. However, with the
move becoming official, China has retaliated
with 25% tariffs on 545 U.S. products like
pork, soybeans, and whiskey. This comes
alongside the declaration that they will
scrap plans established during May’s trade
negotiations to buy more farm goods and
natural gas to attempt to narrow the trade
gap between the two nations.
U.S. manufacturers, most notably HarleyDavidson, have cited Trump’s tariffs for plant
relocations offshore. It’s important to note

that U.S. tariffs along with the retaliatory
duties imposed or under consideration
by trade partners will only affect 1% of
global trade and the tariffs imposed so far
impact less than 5% of all imported goods,

much more than they can raise them on us.
As Chinese President Xi Jinping increases
his tough talk, Chinese stocks have sold
off significantly, now down 21.5% from the
high reached in January, and are now in
bear market territory. The lopsided influence
trade has between the two countries is
easily evidenced with the S&P down just
5.4% since late January. We’re certainly not
advocating a trade war, but an approach that
focuses narrowly on China’s abusive behavior
could pay dividends if it moves the world
toward freer trade.
While sometimes perplexing, the economic
philosophy behind the move is for American
companies to become more competitive
with Chinese producers that quite often
can supply goods at much lower prices than
their domestic counterparts. In rare displays
of bipartisanship, the effort for increased
competitiveness has been welcomed by
elected representatives on both sides of the
aisle. However, while it is ideal for American
companies to become increasingly more
competitive, the installation of extensive
tariffs will result in rising prices
for the consumer and could
certainly hinder the economic
growth we’ve been experiencing
during this historically long
recovery. In May, both import
and export prices rose 0.6%.
In the past year, import prices
are up 4.3% while export prices
have increased 4.9%. The main
contributor to the rise in import
prices has been fuel, while the
main driver for exports has been
agricultural products, which
China plans to target. These
measures of inflation were
calculated before the installation
of the tariffs and we should
expect prices to rise further as
these policies take hold.
We pared back our defense sector positions
as steel and aluminum tariffs will increase the
cost of goods sold for these companies and
allies have threatened to reduce purchases
in retaliation for proposed tariffs elsewhere.
Conversely, we’ve increased allocations to
small cap companies as they tend to be less
dependent on international trade (80% of
revenues are domestic, versus 50% for their
larger peers).

...the installation of extensive
tariffs will result in rising

prices for the consumer and
could certainly hinder the

economic growth we’ve been
experiencing during this

historically long recovery.
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equivalent to 0.5% of GDP (even the full slate
of threatened tariffs only affects 2.7% of
GDP, not a small figure, but not catastrophic).
However, trade is more relevant to most
foreign markets than ours and is one of the
reasons we have reduced our exposure to
foreign stocks.
Last year, China exported $506 billion in
goods to the U.S., while we only sent them
$130 billion in goods. While not ideal, that
allows for room to raise tariffs on China

Intro: Inverted
Since the first interest rate hike in 2015, the Federal Reserve has raised
rates seven times with an anticipated two more to come this year. The
timing of the first hike was an attempt to get ahead of any potential
inflation problems. Wage growth was non-existent at the time of the
first hike and the PCE (Personal Consumption Expenditures) Index, the
Fed’s preferred measure of inflation, remained below the Fed’s target of
2%. Yet the justifications to keep rates near zero were vanishing, as the
country was experiencing extremely low unemployment and an economy
that continued to pick up steam. With the gradual increasing of shortterm interest rates, the Fed has been able to reward savers without
dramatically decreasing the liquidity in the financial markets.

One concern for investors has been rising
short-term rates and their effects on longterm debt. The yield curve illustrates the
comparative yields between short-term debt
and long-term debt. When the yield for longterm debt is much higher than short-term
debt, the curve is steep. This is usually
because the central bank has decided to keep
short-term lending rates low to incentivize
investors and businesses from holding too
much in cash, as the reward is minimal. In a
rising interest rate environment, the market
needs to reevaluate the value of long-term

bonds and adjust prices, and therefore yields,
accordingly. If the market deems the future of
the economy too uncertain, long-term yields
fall. When shorter term debt has a better
yield than long term debt, the curve becomes
inverted and can sometimes signal a coming
slowdown in economic growth.
The topic of inverted yield curves often
catches an investor’s ear because of its
historically accurate way of indicating a
future recession. It has predicted all nine U.S.
recessions since 1955. However, once the
yield curve inverts, the lag time between it

and a recession could be anywhere between
6 months and 2 years. Thus, while often
accurate, it’s not as effective of an indicator
as many make it out to be. (The old joke
is that the yield curve has predicted 5 of
the last 3 recessions.) Our belief is that
we should continue to see the yield on the
longer-term remain more elevated than shortterm yields as the economy continues to
grow. There’s little economic reason to flock
to longer-term debt and investors are not
adequately compensated for holding longerterm maturities currently.
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Inflation Gyrations
During the years of fiscal
stimulus, investors were worried
that the extremely loose monetary
conditions would put too much
liquidity into the markets, causing
the economy to overheat and lead
to run-away inflation. It has taken
years, almost three since the Fed
started raising rates, for inflation
to even show a blip on the radar
as the economy continues to
grow and the unemployment rate
hits historic lows. While we’re
still approaching a record-long
economic recovery, a revision to
first quarter GDP brought down
the rate of growth to its lowest
level in five years, much of which
is attributed to seasonal factors.
This disappointing development
is expected to be countered
by an unusually high Q2 GDP
growth rate, with some analysts
expecting economic growth to
approach 5%. These gyrations
show economic momentum
is choppy, especially from the
perspective of the consumer.
In May, U.S. consumer prices
hit its highest year-over-year growth rate in
more than six years, climbing 2.8%. As you
may have gleaned from your last trip to fill up
at the gas station, energy contributed most
to that rate of change. The core PCE Index,
which excludes food and energy costs, rose
2% year-over-year, hitting the Fed’s target. It’s
not just oil that has some worried that prices
may continue to rise at a more aggressive rate
than what the Fed, or the consumer, would be

comfortable with. With the massive injection
of fiscal stimulus through the recent tax
cuts, corporations and consumers alike have
an increased liquidity that could also help
drive up prices. At the corporate level, we’re
seeing this with increased stock buy-backs,
rising dividends and an uptick in mergers and
acquisitions. As the infusion of cash from
tax breaks have bolstered corporate coffers,
CEOs are set to spend it on measures to

boost their share prices, some of
which was already reflected in
last year’s market gains.
Wage inflation has been the
most reluctant to break out,
partially due to the fact that
companies are using their cash
infusions for the corporate actions
we just mentioned rather than
on more expansionary business
development strategies. With
each new jobs report, there’s been
astonishingly low unemployment
that hasn’t yet translated to higher
wages. If unemployment stays
consistently low, market forces
will cultivate an environment
where employers are forced to
increase wages. When wage
growth eventually picks up, we
should also expect to see that
reflected in consumer prices.
The new tariffs on both
imports and exports act as a tax
on consumers and will add to
the upward pressure on prices
as well. As these inflationary
forces take hold, it could create
challenges for the Fed to wind
down their current interest rate hiking
agenda. To prepare for this environment,
we’ve been adding exposure to fixed income
Exchange Traded Funds (ETFs) like iShares
TIPS Bond that provides income and adjusts
for inflation. Additionally, investing in
certain commodities such as oil, one of
the drivers of inflation, can add a hedge to
our investment strategy to also combat the
effect of rising prices.

growth, sometimes quite dramatically, in a
rising interest rate environment. We believe
that we are nearing that time frame now and
are positioning portfolios to reap the benefits
of this transition.
We have been building positions of iShares
Russell 2000 Value ETF that not only focuses
on over 1,300 value-oriented stocks, but
specifically small cap companies with an
average market cap of $2.7 billion. These
companies will not only benefit from domestic
economic forces in play, but because of
limited exposure to international markets, we

expect them to outperform their heavily tradedependent counterparts. This is evidenced in
the Russell 2000’s rather extreme divergence
from the Dow Jones with regards to yearto-date returns. The Dow was down 1.8%
YTD, while the Russell 2000 was up 7.0% for
the first half of the year. This is partly due
to the fact that roughly 50% of the revenue
for the Dow is derived domestically while for
the Russell it’s closer to 80%. Focusing on
domestic revenue growth allows us to tune
out some of the noise generated by trade war
fears and currency fluctuations.

The Value in Value
Value stocks have a history of lagging growth
stocks during the early and middle parts of an
economic cycle. Growth stocks show stronger
earnings growth earlier on and investors are
willing to pay a premium for that. However,
in the later part of the cycle when demand
increases, capacity becomes constrained,
commodity prices rise, inflation creeps up and
interest rates increase, it becomes value’s
time to shine. This develops into a very fertile
environment for value stocks to show dramatic
increases in earnings and for its assets to
appreciate. Value then tends to outperform
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Re-Energized
Over the last several years, oil, and the energy
sector more broadly, have been an enigma in
the investment world. Starting with a sudden
drop in 2014 and continuing through 2015, the
price of the black gold thwarted the Federal
Reserve’s attempts to stymie deflationary
pressures hindering economic growth. Now,
as the Fed has started to raise rates more
aggressively, the rising price of the commodity
is one of the obstacles the central bank will have
to maneuver to effectively return rates to normal
levels without arresting economic growth.
The hike in price is partially due to demand
from increased economic growth and regular
market forces at work, while some has to do
with production limits established by the
Organization of the Petroleum Exporting
Countries (OPEC). Additionally, the U.S. has
told its allies to cut all oil purchases from
Iran to zero by November as it prepares to
reinstate sanctions against the country.
On June 22nd, OPEC met to re-establish the
production limits of its member countries.
Leading up to the meeting, concerns over
the outcome added volatility to the energy
market as various countries quibbled over

appropriate output levels. The Saudis argued
that the market needs more supply while
Iran, their political and economic foe, argued
no adjustments need to be made. In the
end, OPEC agreed to increase production
levels by one million barrels a day. However,
because many of the countries are unable
to raise their output, this is expected to
amount to 700,000 per day or less. The
language of the agreement gave investors
confidence that production wouldn’t expand
rapidly, thus buoying prices. On the day of the
announcement, the price of crude oil climbed
a whopping 5.7%, nearing $70/barrel.

In the second quarter, we initiated
several positions to take advantage of
oil’s recent recovery and the tailwind we
anticipate seeing from growing demand
arising from global economic expansion.
Specifically, we took a position in SPDR
S&P Oil and Gas Exploration & Production
ETF as well as the energy sector more
broadly with Vanguard’s Energy ETF. These
positions not only allow us to capture the
growth of the specific sector but add a
hedge to portfolios to offset equity market
correlations and inflation from one of its
main contributors.

benefit from that environment.
We mentioned in our last newsletter
that banks are overcapitalized. Having
more than doubled their capital in the
past decade as a defense against losses,
relaxing post-crises regulations by the
Fed will enable them to distribute those
excess reserves to shareholders. Following
recent government-run stress tests, they
are free to pay out as much as $90
billion in retained profits to shareholders
through dividends and buybacks. Most
banks passed their stress tests with just
Deutsche Bank’s domestic subsidiary

failing the stress test. “Widespread and
critical deficiencies” were cited about its
capital planning controls. With almost all
financial institutions in a fiscally healthy
position to distribute assets, the sector
should provide favorable returns.
We have been fine-tuning our exposure
to financials by taking some profits in
ProShares Ultra Financials and adding to
SPDR S&P Regional Banking ETF to better
benefit from deregulation. Additionally,
iShares Russell 2000 Value ETF is also
30% financials and will reap a lot of the
same rewards.

Banking on Financials
We continue to be bullish on financial
companies. Banks, insurance companies,
brokerage firms and asset managers tend
to perform best during times of rising
interest rates as margins increase, credit
quality improves, loan growth expands and
yields on investments rise. However, we
have not yet seen the full benefit of rising
interest rates as the currently flattish yield
curve has diminished the spread between
lending long-term and borrowing shortterm. As short-term interest rates continue
to rise and the yield curve becomes more
normal in shape, we are well positioned to
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1031 Exchanges and the Joys of DSTs
Given the current state
of the housing market and
the exorbitant price of real
estate in the Bay Area in
particular, it may come as a
surprise that housing starts
increased in May by 5% to
a 1.35 million annual rate.
Housing starts are up 20.3%
versus a year ago. Permits
for single-family units are
up 7.7% and for multi-family
homes, 8.6% compared to
a year ago. Yet this growth
rate has done very little to
alleviate the slim supply and
prices remain elevated. This
trend is welcome news if
you’re a real estate investor.
That is, unless you want to
diversify your assets or simply
realize the gains that your
properties have generated.
One common problem facing
investors, however, revolves
around the large potential
tax liability that a sale
would generate, making it
less of an attractive course
of action. It is possible to
exchange the proceeds from
one investment property to
another as a non-taxable
event in a 1031 Exchange,
but the lack of local inventory
makes that increasingly
difficult. Either there’s
simply nothing available or
what is available is not an
attractive opportunity.

Though supply in California and
the East Coast remains anemic,
there are opportunities for investing
in areas such as the Midwest
and the South, where potential
growth still seems attractive as
yields are generally higher.

Though supply in California
and
t he
E as t
C oas t
remains anemic, there are
opportunities for investing in
areas such as the Midwest and
the South, where potential
growth still seems attractive
as yields are generally higher.
You can easily do this through
a Delaware Statutory Trust
(DST). DSTs of fer many
benefits versus tr ying to
exchange
one
proper t y
for another. While you still
directly own real estate
via the DST, you go from
active to passive and swap
toilets, trash and tenants for
professional management and
monthly checks and still retain
the tax benefits. Transactions
can happen very quickly, well
within the required window,
and you can diversify your
holdings among dif ferent
sectors and geographies if so
desired. Given the current real
estate market environment,
we have been working with
a growing number of clients
on 1031 Exchanges. Contact
us if your landlord duties and
responsibilities are becoming
too onerous or if you simply
want to diversify or reallocate
your real estate por tfolio.
We can help make your real
estate investments work for
you rather than working on
your real estate.

Trust Yourself
If you own property, a business and/or have had multiple marriages you should have a trust.
A trust allows you to avoid probate
and simplify the lengthy process of your
heirs settling your estate. It allows you to
direct to whom and where your assets are
distributed after your death and affords
you more control. There are a plethora of
other benefits, including tax management,
depending on the intricacies of your estate,
but even if you just simply own a home then
a trust is for you.
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Your trust won’t be something set in stone.
As life progresses, your trust and planning
should evolve. As your family grows and
changes, these life events can warrant a
revision to the original document. We would
be happy to meet with you and your estate
planning attorney to review your trust and
help make sure nothing is overlooked. If you
don’t already have a trust and need a referral
for a trust attorney, let us know. We can put

you in touch with the person best suited
to help you map out your estate needs and
document your plan for the future.
We think of Karp Capital as the quarterback
for all your advisors, we help you move the
ball down the field to reach your goals. We
also work with your CPA and bookkeeper to
help keep you on track to reduce your taxes.
Please call us before your next meeting with
your CPA, we’d like to join the conversation.

