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FINANCIALFOCUS
POSITIONING YOUR FINANCIAL WORLD IN THE GLOBAL ECONOMY

ECONOMIC INDICATORS
ARE KE Y

I

n the final quarter of 2018, we
can begin reflecting on a year that
has been full of world-shaking
developments and, at the same time,
surprised by market performance
compared to expectations. From new

developments in international trade wars to headlinedominating political news, market performance has been
focused on corporate earnings and economic data. Investors
are simultaneously on their toes and fatigued with the current
political and market environment. We’ve reiterated in both
our newsletters and podcasts, the fundamentals behind the
economy and equity markets are sound, and, for the most
part, justify the valuations we’re seeing in the market. We’ve
been insistent that our clients focus on the economic data
and not over-react to troubling news as it comes up.
During this bull market, we haven’t always been bullish
on prospects for growth. Like many times before, when
all the lights weren’t flashing green, we remain cautiously
optimistic on growth of earnings. Given tariffs and trade
wars, the upcoming midterm elections and the rate path set
forth by the Federal Reserve, there are plenty of obstacles
to navigate. Whether it’s due to uncertainty or rising costs,
the risks inherent in the market are real. Yet, you would
do yourself a disservice to focus myopically on headwinds
and not look at data and the economic backdrop. We have
historically low taxes, strong corporate stock buy-backs,
strong consumer confidence, and a business-friendly
administration.
A new three way NAFTA deal is in place as Canada
joined the U.S.-Mexico in the new trade deal. This is an
important step in clearing the decks for U.S.-China talks
even though U.S.-China relations deteriorated in Q3. There
was no doubt that Canada wanted to sell into the largest
market in the world. The real issue is it shows the White
House is looking to compromise to some extent. A new
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trade deal with Canada removes a large uncertainty which
market participants despise. This helps investors focus on
the fundamentals as the market got off to a good Q4 start.
One of the main reasons that we maintain our outlook
is because of what we refer to as ‘The Delta’, or simply, the
rate of change. A strong labor market and higher take-home
pay continue to boost consumers, and there is little sign this
trend will slow any time soon. Disposable (after-tax) income,
which also shows the benefit to consumers from the tax
cuts, is up 5.2% over the past year. On the spending side,
personal consumption increased 0.3% in August and is up
5.3% in the past year, led higher by purchases of nondurable
goods (e.g. food and clothing) and health care. Consumer
balance sheets remain healthy, with plenty of room for higher
spending in the months ahead. In other words, consumers,
which make up 70% of Gross Domestic Product, have been
spending their increases in income and maximizing the
effect on the domestic economy. On the business side, we
see new orders for durable goods continue to rise and have
easily been beating the consensus estimates. What is most
important is that the trend in orders continues to show a
healthy pace of activity, with total orders up 11.8% in the
past year. All this data begs the question, what about the
elephant in the room… trade concerns. As far as the numbers
show, companies and consumers don’t seem as worried as
the financial pundits. We expect this trend to continue as
the tax cuts, full business expensing of equipment for tax
purposes, and easing of backorders boost business activity

through the remainder of 2018 and into 2019. Gains in
consumer spending, net exports and business investment
led to strong growth. The Federal Reserve is forecasting
growth at over 3.1% for the full year. Our models suggest
that even with 10-year Treasury rates at or slightly above
3.5%, stocks are still a good value. For some, the longevity of
the current 112 month expansion indicates that a favorable
economic condition should be coming to an end. We do
not agree. The economy is transitioning, not only showing

signs of continued growth, but also signs that that growth is
accelerating in many sectors. Corporate earnings and sales
have been robust, and wages have been picking up, both
signs of continued and sustainable growth. In this edition
of the Karp Capital Financial Focus, we’ll expound upon the
fundamentals fueling our growth outlook, where we see the
opportunity in the market, and how to discern where your
investment objectives fit, given the inherent investment
risks in an aging bull.
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DOW

1.90%

9.01%

7.04%

26,458.31

S&P

0.43%

7.20%

8.99%

2,913.98

NASDAQ

-0.78%

7.14%

16.56%

8,046.35

RUSSELL 2000

-2.54%

3.26%

10.49%

1,654.4

MSCI EAFE

0.59%

0.76%

-3.76%

1,970.26

GOLD

-0.92%

-4.95%

-8.62%

1,190.4

CRUDE OIL

5.18%

-1.08%

22.30%

73.49

MS Category Avg-Muni CA Intermediate

-0.61%

-0.17%

-0.29%

Morningstar US Interm-Term Treasury Bond

-0.73%

-0.27%

-1.41%

*3.06%

*10 YEAR TREASURY RATE

CORPOR ATE
GROW TH

T

he stock market is not just an
indicator of current corporate
valuations, it also illustrates investors’
expectations of what’s to come. This
is one of the reasons that uncertainty
adds a considerable amount of volatility
to the market. Investors are not
necessarily fearful of current events,
but rather, what it might mean for any
given company, sector or asset class
moving forward. Yet, it’s hard not to
argue that things are going quite well
for corporate America. After years of a
slow but steady recovery, this lengthy
economic expansion was kicked up a
notch with the passage of tax reform.
In the second quarter of 2018, the
S&P 500 saw revenue growth at a
rate of 9.5%, the fastest pace since

2011. This brings the estimate for
2018 up to 8.2%, a rate which gives
investors plenty of confidence. While
the American consumer is boosting
corporate revenue, tariffs and inflation
have had a depressive effect on many
corporate earnings outlooks. Simply,
the cost of doing
business continues
to rise. Yet, with the
general outlook for
strong sales and
revenue
growth,
this should assuage
investor concerns
for the time being.
Estimates for Q3
earnings
growth
is 22.3%, slightly
below the 24.9% figure of the second
quarter. No one expects the economic
expansion to last forever, but with data
in this range there’s little reason to
believe that an economic recession or

downturn is around the corner. So, what
is driving this push in share prices to alltime highs? Simply put: earnings. This
can be no more evident as trade friction
with China escalates. The U.S. and
Chinese stock markets have performed
differently since the announcements of

tariffs in the 2nd quarter of this year.
The Dow Industrials and S&P 500
have performed much better than the
mainland Shanghai Composite. The
trading math is in America’s favor.

THE TRADING MATH IS IN AMERICA’S FAVOR. FOR EVERY $1 OF
PRODUCTS THE U.S. EXPORTS TO CHINA, THE U.S. IMPORTS $4 OF
PRODUCTS FROM CHINA, SO THE U.S. LEVERAGE OVER CHINA IS
ESSENTIALLY 4-TO-1.
For every $1 of products the U.S.
exports to China, the U.S. imports $4
of products from China, so the U.S.
leverage over China is essentially
4-to-1. With the economic backdrop
being what it is, we believe specific
sectors and stocks are poised to move
higher. As we’ve mentioned in prior

newsletters, corporations have also
continued to use their increased cash
flows, taxed at lower rates, to boost the
equity value of their companies by way
of buybacks and increased dividend
payments. These factors continue to
buoy stock prices even as tariffs and
political uncertainty add a reasonable

amount of risk-averse market action.
We expect the multitude of factors
influencing the equity market’s current
value to continue into next year, where,
although projections are more modest,
still show significant signs of growth.

FED INCHING R ATES HIGHER

T

he Fed played a dominant role over the quarter
specifically as the chairman’s comments on ‘excess
asset valuations’ is concerned. When the Fed
comments on over-priced assets it can lead to price
distortions, as this is not the Fed’s area of expertise. The
cycle continues at the Fed and old habits are hard to break.
What we could end up seeing from the Federal Reserve
is the same actions and same results as in past rate hike
cycles: the Fed overreacts, raises interest rates for too long
with the market correcting and the economy contracting.
With history as our guide it is no surprise that the Fed raised
rates for the 3rd time this year, bringing the Fed Funds Rate
to a range of 2.00%-2.25%. The underlying changes to the
Fed’s projections and statement lean dovish in our view,
and this was confirmed by the reaction in the bond market
as interest rates on the 10-year treasury drifted lower. The
Fed no longer expects policy to remain accommodative and
removed that language from the statement. Officials appear
poised to continue hiking rates at a similar pace of the last 2
years while being respectful of current economic strength.
Moving forward, the officials made no changes to the
2018 projection meaning a December hike is very much on
the table. The Federal Reserve lead by Jerome Powell is a
continuation of the policies of Janet Yellen and continue to
focus on inflation as one of its key indications of health of the
economy. The Fed’s favorite inflation barometer is expected
to remain exactly at the committee’s 2% target, but personal
consumption expenditure (PCE) will be important to watch
going forward to get a sense of how active the Fed must be
in raising interest rates with the economy at full employment.
The PCE is the component statistic for consumption in

GDP collected by the U.S. Bureau of Economic Analysis.
Chairman Powell made a point in his press conference that
the Fed’s outlook is for continued gradual rate hikes. The
change is a mere acknowledgement that both inflation and
employment have reached target levels, and further support
by keeping rates low isn’t necessary. The Federal Reserve
has been transparent about its intentions and there are
three more planned hikes in 2019 to prevent the economy
from overheating. Consumers have remained resilient
despite the increasing cost of money. A 30-year fixed rate
mortgage was less than 4% a year ago, now it’s about 4.8%.
Interest rate incentives, such as 0% financing on autos, are
also disappearing. The Fed estimates the current neutral
rate to be around 2.9%. It’s a long gradual process that
could be quickly halted or even reversed if we were to face
a new crisis. It’s important to note that the Fed has more
ammunition to battle a slowdown when starting with higher
interest rates.

SEC TOR
SELEC TOR

I

t’s very clear that not all corporations
and sectors are created equal.
During the earlier rumblings of a
trade war, we stepped back and
reassessed our investment strategy
and sector focus. While the domestic
environment is favorable
almost across the board,
larger corporations that
have more of their business
conducted
in
overseas
markets are facing more
difficulties derived from
tariffs. Most international
developed market indices
are negative as of the end
of Q3, while the U.S. indices
have largely recovered from the Q1
correction and are world leaders.
Small-cap stocks, which tend to have
more of its business concentrated
domestically, have out-performed
assets in many other categories
and sizes. We’ve sold nearly all our
positions in international markets and
have been adding to value and smallcap holdings to curb the influence of
slowing international markets and
costlier imports.
Apple, a large cap corporation
with a high level of imports,
announced that the cost of producing

the iPhone, augmented by tariffs,
would be cutting into their bottom
line and in turn, would lead them to
increase the overall cost of goods
sold. Partially thanks to a strong
consumer and the company’s
reputation as a juggernaut, the new
product generation is still expected
to be a success for the company,
tariffs or not. It’s examples like this
that show how the market has been

able to see past initial fears and focus
on the wide array of investment
opportunities.
We have been and remain bullish
on the tech sector. This past quarter
we’ve even seen two U.S. companies
surpass trillion-dollar valuations,
with Apple and Amazon competing
for the top spot. The ongoing race
shows the benefit of sector analysis
and implementing an investment
strategy that targets growth. The
S&P is positive for the year, but a
significant portion of those returns are
generated by a small handful of tech

TECH + TELECOM

A

mericans
have
become
dependent on their mobile
devices. The constant use
of cellphones and reliance on them
is ubiquitous across every age
range. This innovation in technology has helped in

creating behemoths in the tech world, as leaders like Apple,

companies, including the country’s
top two. While the tax bill of 2017
shares some of the responsibility for
these market caps exploding higher,
the unsung hero of our prolonged
economic recovery is the consumer,
who it seems, is finally getting their
day in the sun. Growth stocks, such
as Apple and Amazon, have led the
charge in this bull market by a wide
margin over value stocks (those that
trade at a lower price relative
to its fundamentals using
historical measures such as
Price-Earnings Ratio (P/E)
or Price to Growth (PEG
Ratio)). These two groups
of stocks move in cycles
and the valuations of some
growth stocks have become
stretched. Not only do value
stocks look more attractive
than they have in a long time, they
outperformed growth stocks for
15 straight quarters during the last
period of sustained increases in
interest rates by the Fed in 20022006. In anticipation of the next leg
in this bull market and the late innings
of this business cycle, we have been
gradually transitioning more towards
value stocks and selectively away
from much higher valued growth
stocks, particularly in technology.
We anticipate this move will be
beneficial for both future portfolio
performance with reduced risk.

Google and Samsung have made a fortune capitalizing on
not only consumers adapting the new technology, but the
constant churn in product cycles. However, recently it has
been of some concern for technology analysts that each
new generation of phones has not been as ground-breaking
as the one that came before. Consumers are holding onto
their devices for longer and upgrading less frequently as
they were when innovation was fraught. There is a new
technology on the horizon that can provide a catalyst to
a resurgence in the frequent upgrade cycle we had been
accustomed to seeing. Technology manufacturers and
Telecom companies are all positioning themselves for
the next generation of mobile internet connectivity: 5G.

The dramatic increase in speeds has the potential to shake
up both industries, with an impetus for the telecom industry
to invest heavily in new infrastructure to accommodate the
new demand for an advanced technology. As we’ve said
previously, we’ve been bullish on this technology for quite
some time yet our interest in Telecom has been intermittent.
As the big names in the sector have underperformed the
market over the last few quarters, we see their valuations
becoming increasingly more attractive, especially before
a possible resurgence in the upgrade cycle. We’ve started
to add the Telecom Exchange Traded Fund (ETF) for our
clients to not only take advantage of comparatively low
Price/Earnings ratios but also as an avenue for growth given
where we are in the current 5G cycle.

SHAKING UP THE S&P

M

uch of our investment strategy revolves around the
strategic rotation of sectors which are more poised
to perform given the current market conditions. The
S&P is composed of a multitude of sectors, each with varying
assigned weights. In addition to being one of the consistently
best performing sectors, Information Technology has also
dominated in representation within the S&P, at over 25%
of its total. Tech has been one of the main drivers of growth
within the index, with its size being one of the main reasons
it contributes an unequal amount to the S&P 500’s return.
These weightings, however are not stagnant. In the 3rd
quarter there was sizeable shake-up in the Global Industry
Classification Standards (GICS) that affected each sector’s
share of the index. These recent changes were more than
a rebalance, but a complete restructuring of how the S&P
is comprised. A brand-new category, the Communication
Services sector, is now the fourth biggest within the
index. Not only did this new component entirely absorb
the Telecommunication sector, but also now encompasses
portions of the Information Technology and Consumer
Discretionary sectors. Some of the biggest names that have
led their previous sectors have been moved to Communication
Services, including Netflix, Facebook, Google, Walt Disney

GE T RE AL

R

eal estate and housing markets go
through economic cycles and those
cycles are often described in terms of
a buyer’s market or a seller’s market.
Recently, it’s not as easy to ascertain

and Comcast. These changes will provide new opportunities
to target growth better than what the prior Telecom sector
allowed. As technology advances, so does the make-up
of various industries. While Google used to be considered
a tech company, the conglomerate deals much more in
communications than what would typically be considered
IT in the current market. Telecom, which no longer exists
as a sector on its own, has long been considered the value
option with its number of high dividend-paying stocks. With
the combination of both growth and value, there is more
of a balance, especially for ETF investors looking to mirror
S&P returns. Given our interest in the Telecom sector due
to the changing technological landscape, we’re exploring
the sector-focused strategies available after these changes.
We’ve also been monitoring how these changes will alter
the composition of the existing funds within the portfolios
and making the appropriate changes to allocations to
maintain the desired level of risk exposure given each client’s
goals and risk tolerance. If you have a portfolio, including
your 401(k), that uses sector-based funds as part of its
investment strategy it may be time to review your allocation.
Please reach out to our office to schedule a review.

where we are in those phases. In the
Bay Area, along with most metropolitan
cities on the coasts, this summer has
shown signs of ‘buyer fatigue’. Both
the time and money it takes to buy
real estate has exhausted those in
the market looking to purchase a new
home. People are tired of being outbid
on the already limited inventory they
had to choose from in the first place.

August was the fourth straight month
in which home sales activity remained
on a downward trend. New homes
sales jumped in August, in-line with the
robust rebound in single-family housing
completions. Low inventory levels have
led to new homes being snatched up
as soon as they become available.
However, the overall sales trend is
weak and the outlook for housing

remains uncertain. Nationwide, sales
of previously owned homes fell 1.5
percent in August from a year earlier,
according to the National Association
of Realtors. The issue is the housing
market is not functioning as expected
given traditional forces of supply and
demand. Inventories remain low despite
the recent price increases, and new
construction is slowing, not picking up.
There is a weight on the supply of homes
as builders are reluctant to take on new
developments. The cost of building has
sky rocketed with a shortage of skilled
labor, land and material costs climbing.
In addition, it is taking longer to build
a home with regulations and red tape
forcing builders to tie up capital for a
longer time. A consequence of our own
economic success, rising interest rates
are starting to compound the problem
because would-be sellers do not want
to give up their low fixed rate loan, a
phenomenon economist call the lockin effect. All in all, not a conducive
environment for buyers, sellers and
developers to participate in a true open
market.
While home prices climb through
the roof, buyers have been cautioned
that we may be near the top of the
market, awaiting clarity. Summer’s
anemic sales numbers were met
with a rise in available inventory after
Labor Day. More sellers have put their
homes on the market, but buyers
remain skittish. Available inventory in

San Francisco has hit a 7-year high,
now 12% higher on a year-over-year
basis and 30% higher than it was just
three years ago. An example of buyer
fatigue is the fact that 14% of the active
listings in San Francisco had a least one
price reduction since the initial listing.
Whether these are signs of a cool down
in the market or a seasonal trend remains
to be determined. As supply remains
limited, we continue to see pent-up
demand across the country, waiting
for skyrocketing home prices to entice
more sellers into listing their houses for
sale. Total U.S. listings increased 11%
year-over-year in August with the first
increase in single family homes listed in

the past 3 years. With levels like these,
one of the few incentives to act now
is rising interest rates. With the cost
of financing only projected to increase
and no impetus for relief in inventory
levels, we expect the housing market to
remain firm for the foreseeable future.
If you’re in the market for a new home
don’t count on an unforeseen catalyst
to land the perfect home in your lap.
Stay on the lookout for your perfect
fit, it may be some time before you
find something that suits you. Give us
a call to discuss financing options or to
assess general affordability given the
current market environment.

MIDTERM MADNESS

I

f you’ve somehow managed to avoid the barrage of political news that
dominates the headlines week after week, you would be the exception.
The constant stress of turmoil in our government institutions is weighing
on the populous. Some of the jubilance we would normally see in an economy that’s growing as it is now is squandered

by the tense and often chaotic political environment we see around us. Clients often call distressed not by the current state of
the markets, but about what might be ahead with all the uncertainty we see in Washington. With the 2018 midterm elections
coming in just a few weeks, the markets may come under more pressure and increased volatility as the possibility of a change
in the control of congress is on the ballot. Regardless of your political affiliations, the uncertainty of what’s to come can be
worrisome and can certainly weigh on investor sentiment. Yet, like we saw with both Brexit and the 2016 presidential election,

what we expect to happen doesn’t always come to fruition.
Markets can react completely counter to the consensus
as new narratives take hold when the unknown becomes
known. Investing is about controlling risks, not predicting
movements. By investing in a risk-adjusted approach you’re
not going to eliminate the downside potential of your assets,
but you can certainly mitigate the effects of shocks to the
market. As always, please reach out to us if there have
been any changes to your risk tolerance or investment
goals. When we’re given the opportunity to reassess your
objectives, we can position your portfolio appropriately. It’s
important not to invest based on the news cycle but rather
for what you’re looking to achieve.

T

hroughout your investment life
you go through two distinct
phases. There’s your period of asset
accumulation and growth, where
you work hard and strategically plan
to ensure you build your net worth
and save enough for retirement. This
involves constructing a thorough
financial plan that takes
into consideration your
assets and liabilities
and not only leverage
growth potential but
also manage current and
future cash flows. Your
home is an important
piece of your financial
plan and balance sheet.
It’s an important asset
in your financial life,
both strategically and
emotionally. As you
approach
retirement,
the traditional strategy
is to pay down your
liabilities (loans) so that
in retirement, you have
one less expense and
the cash assets you’ve
accumulated over the
years can stretch further
than they would under
the burdens of mortgage
debt. But what if your
savings aren’t enough to provide the
cash flow you need in retirement?

ASSE TS INTO
INCOME
As day-to-day expenses are everincreasing, sometimes your 401(k),
social security, or other retirement

savings simply fall short. One strategy
is to rethink how you can turn your

CHAD CROW

assets into income. In retirement you
may, like many investors, have equity
seemingly trapped in your home. It’s
not weighing down your monthly
cash flow, but it’s not working for you
either. There are strategies beyond a
traditional mortgage that you can use
to your financial benefit, especially if
you know you’ve found
the home you want
to stay in throughout
retirement. Your home
doesn’t stop being a
productive piece of your
financial plan once you’ve
entered the distribution
phase of your financial
life. There are programs
that allow you to increase
your cash flow without
compromising
your
homestead. Your home
equity can work with
your other savings and
retirement income to help
you maintain the standard
of living to which you’ve
become accustomed. The
window to enjoy your
retirement is short and
it goes by quickly. Let’s
start the conversation
on how your real estate
factors into your financial
plan. Please reach out if you’re ready to
plan your current or future cash needs.

CLIENT SPOTLIGHT:
GLOBAL STR ATEGIES

T

his quarter we are proud to
feature one of our 403(b)
Retirement Plan clients, Global
Strategies. Global Strategies’ mission is to empower

communities in the most neglected areas of the world and
to improve the lives of women and children by combining
the benefits of science and medicine. The organization is
headquartered in Albany, California and operates in the
Democratic Republic of Congo,
Liberia, Nigeria, Uganda, and
India. Global Strategies educates,
trains,
and
connects
local
community members with global
resources and systems to tackle
some of the developing world’s
most challenging medical issues
including: newborn care, HIV/
AIDS, and gender-based violence.
The organization was founded
by Arthur Ammann, MD and
Theodore Ruel, MD in the 2014 merger of Global Strategies
for HIV Prevention and the International Pediatric Outreach
Project (IPOP). Dr. Ammann has a long and distinguished
career in pediatric immunology and infectious disease. In
1977 he performed the clinical trials that led to the first

approval for a pneumococcal vaccine. In 1982, Dr. Ammann
described two of the three ways that HIV is transmitted.
In 1998, he founded Global Strategies for HIV Prevention,
which became Global Strategies in 2013. Dr. Ruel co-founded
IPOP in 2002 while completing his training in pediatrics at
the University of California, San Francisco. He went on to
pursue training in pediatric infectious disease and joined the
UCSF faculty in 2009. Joshua Bress, MD is the organization’s
President. Joshua is a pediatrician whose primary focus is
the care of neonates. He graduated from medical school at
Vanderbilt University in 2007 and completed his pediatric
residency at the University of California San Francisco. From
2011-2012 he worked with Global Strategies in the
Eastern Congo — continuing his efforts in Pediatric HIV
and prevention of HIV transmission from mother to child
while expanding into areas
of neonatology and severe
malnutrition. His passion is to
improve the quality of global
healthcare by building longterm relationships with frontline
clinicians. The Bay Area
staff travels to the affected
areas three to four times per
year and they’ve pioneered
technology
and
project
monitoring systems to maintain
continuous direct communication with their local partners.
The organization relies on public grants and private
donations to fund and maintain its operations. Please visit
www.globalstrategies.org to learn more about the
inspirational work the Global Strategies’ team is doing.
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All of us at Karp Capital Management thank you for your continued
patronage. It is a privilege to help you, your family and friends reach
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financial goals. Please remember that we appreciate your support and
we’re flattered when you refer your family and friends. If you know
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someone that would enjoy our commentary on the market, please share
the newsletter with them. If they would like to receive our quarterly

peter@karpcapital.com

commentary please direct them to sign up for the email edition at

karpcapital.com

karpcapital.com.

If you have any questions on the analysis above, or
would like to review your portfolio’s performance,
please call us at 1.877.900.KARP(5277). At Karp
Capital, we care about your financial world and how it
is positioned in the global economy.

P: 415.345.8185 | F: 415.869.2832
Mailing Address: 2269 Chestnut St., #308
San Francisco, CA 94123
Office Address: 221 Caledonia St.
Sausalito, CA 94965
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