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FINANCIALFOCUS
POSITIONING YOUR FINANCIAL WORLD IN THE GLOBAL ECONOMY

OUTSMARTING YOUR
AVER AGE BE AR

I

n the third quarter equity
investors traveled a rocky
road, to end up not too
far from where we started.

We experienced a pullback in August of 6% in the
S&P 500 index, and the mental and emotional
durability of investors and their risk tolerance
were once again tested. Fortunately, our clients
and their portfolios were well prepared. Interest
rates worked beautifully in tandem with equities,
and balanced portfolios experienced much less volatility
in the quarter as bond prices increased while equity prices
went down, and vice versa.
Regardless of the volatility, both equity and bond market
prices ended the quarter slightly higher, with the economic
climate little changed. The outlook and guidance from the
Federal Reserve hasn’t significantly shifted, earnings came
in as projected, and the trade rhetoric remained consistently
inconsistent. So, what do we do? Stick to the playbook.
Now is not the time to swing for the fences. We are late
in the economic cycle and both domestic and international
economic growth slowed in the first two quarters of the
year. It’s also not the time to make drastic adjustments. We
have our finger on the pulse of the economy, and will adjust
as appropriate, but we are still optimistic about potential
growth. Trade tensions have sustained, but the domestic
impact has been muted. The United Kingdom’s efforts to
remove itself from the European Union have been a mess,
but the economy of the U.K. has endured the political
turmoil. Risk still exists, but we believe the uncertainty is
being appropriately priced into the markets.
By market capitalization, large cap stocks once again
outperformed small cap stocks, which is a continuation of

the trend witnessed in the second quarter. Large-cap outperformance was partially due to investors reacting to
rising future recession fears, as large caps are historically
less sensitive to a slowing economy. From an equity style
standpoint, growth and value stocks performed similarly.
Growth has noticeably outperformed value during the
expansion, but if growth slows more than what the markets
are pricing in, we anticipate a reversal of this trend.
On a sector level, 8 of the 11 S&P 500 Index sectors finished
the third quarter with positive returns. But in a departure
from the first two quarters of 2019, traditional defensive
stock sectors with high dividend yields (like utilities and
REITs) handily outperformed. Falling Treasury yields and
concerns about future economic growth fueled the outperformance of these higher-yielding sectors. The U.S. stock
market closed the quarter up only 2.2% from a year earlier,
but valuations are more attractive as corporate earnings and
revenues are near an all-time high, albeit slowing.
The markets have been absorbing each new development
of the ongoing impeachment inquiry against the president.
Already, 2020 as an election year adds uncertainty to
investor sentiment and the possibility for increased volatility.
The heightening political clamor adds to the noise that
investors have to wade through to make prudent decisions
while working towards their long-term goals.

In this edition of the Karp Capital Financial
Focus, we’ll detail how we’ve been positioning
portfolios to account for the later stages of
the economic cycle, the recent guidance by the

Federal Reserve – with a focus on continuously
falling global fixed income yields, assessing
appropriate insurance coverage, and preparing
for year-end.
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SEPT 2019
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2019 YTD

THE CLOSE

DOW

1.95%

1.19%

15.39%

26,916.83

S&P 500

1.72%

1.19%

18.74%

2,976.74

NASDAQ

0.46%

-0.09%

20.56%

7,999.34

RUSSELL 2000

1.91%

-2.76%

12.96%

1,523.37

MSCI EAFE

2.54%

-1.71%

9.85%

1,889.36

GOLD

-3.17%

4.48%

14.82%

1,472.16

CRUDE OIL

-4.66%

-7.53%

19.07%

54.07

Morningstar US
Interm-Term Treasury Bond

-1.03%

1.12%

6.09%

*1.67%

MS Category Avg-Muni CA
Intermediate

-0.73%

1.20%

5.48%
*10 YEAR TREASURY RATE

PROAC TIVE POSITIONING

L

ast quarter, we indicated that we are easing into
the more defensive sectors of healthcare and
consumer staples.

We also increased exposure to the
real estate sector, which has been
surprising to the upside. After 16
consecutive months of negative yearover-year growth, existing home sales
have had 2 months of positive growth,
reaching an 18 month high. We have
been investing in the sector through
home builders throughout the year,
which has worked out well, but now
are adding exposure directly to Real
Estate through Real Estate Investment
Trusts (REITs). We expect the upward
momentum to continue with data of
increasing sales of existing and new
homes, as well as prices.
Consumer Staples and Real Estate,

along with Utilities (which we added in
the middle of the turmoil of Q4 2018),
typically outperform when interest
rates decline and provide additional
defense amid slowing economic
growth. Treasury rates tested alltime lows, with the 10-year treasury
yielding 1.43% before sharply surging
back up to 1.90% and closing the
quarter at 1.67%. Defensive sectors
outperformed in the third quarter, with
Utilities, Real Estate, and Consumer
Staples providing the best returns for
equity investors.
The question now is, ‘where are
corporate earnings and GDP going
from here’? Forecasting a recession in

the next 12 months is premature. We
anticipate year-over-year GDP growth
for the third quarter to be 2.0%, and
to remain above 1.8% throughout the
first half of 2020. It is hard to imagine
GDP advancing above 2.5% in the next
couple of years, as much of the damage
of trade uncertainty has already been
done and will likely be followed by
residual economic damage for years to
come. Companies were forced to adjust
supply chains, and businesses are still
sitting on the sideline, curtailing capital
expenditures while waiting for clarity.
However, trying to forecast the
direction of the economy and markets
more than a year out, especially
during an election year, requires
nothing short of a crystal ball. We
have been positioning portfolios more
defensively as we have seen a swell in
the second and third quarter of S&P
500 companies providing negative
earnings guidance. We have been
proactive, and thus there was no need
to significantly alter our investment

strategy in the third quarter. Inaction
is an action in and of itself, and when
you are positioned prudently, drastic
movement is not always necessary.
Investing in an economy with chaos
consistently unfolding requires active
management, but we only needed to
make a few small sector adjustments
in the third quarter.

markets, we will strategically boost the
allocations to both. According to the
PMI (Purchasing Managers Index), we
experienced deceleration globally in
the manufacturing sector for the first
time in over 3 years with an August
reading of 49.5, while services remain
in acceleration (above 50) with an
August reading of 51.8.

We are preparing for continued choppy
returns in equities, and possibly
fixed income as well. Whether the
direction of the domestic economy

The U.S., like most developed
economies, has shifted from a
manufacturing-based economy to
a service-based economy, limiting

is merely a rolling slowdown or an
absolute recession, we intend to limit
portfolio downside by diversifying into
international markets. We will increase
investments to international economies
as opportunities are presented, but
we do not want to be early in this
rotation. We have been underweight in
international equity for over a year and
this has played out very well. When
we start to see signs of increasing
momentum and stronger fundamentals
in both emerging and developed

our exposure to the recent trends of
the manufacturing sector. At 3.5%
year-over-year growth we are seeing
the highest rate of wage growth
domestically since the great recession,
and unemployment has been hovering
around 3.7% for the majority of the
year. The ADP National Employment
report for September was just below
the consensus with 135k jobs added to
the private sector. The twelve-month
average is now 175.6k, down from
217k last September. However, most

of the loss of momentum was derived
from the goods-producing sectors
which, while anemic, still experienced
positive growth.
We are also prepared to shift our sector
strategy if need be. As mentioned, we
have added many defensive sectors to
our strategy, but cyclical sectors are
cheaper than their historical average,
whereas non-cyclical sectors are more
expensive. This is justified in the current
market environment of falling interest
rates, economic stimulus, and slowing

growth; but when we see a shift, the
markets will adjust, and a new trend of
valuations will form. Don’t be surprised
if you see your portfolio increase
exposure to industrials, technology,
or consumer discretionary stocks in
light of robust jobs reports, a boost to
consumer confidence, stronger than
expected manufacturing and/or service
production, or a trade deal (or truce)
with China.

IT ’S ALL ABOUT THE FED

A

s widely expected, the Federal
Reserve cut its benchmark
interest rate by .25% for
the second time in 2019 after its
September Federal Open Markets
Committee (FOMC) meeting. The easing

of monetary policy was largely attributed to weakness
in global growth and current trade policy weighing on
the economy. While cautious, Chairman Jerome Powell
expressed that these “modest” policy accommodations
should be enough to sustain the domestic economy’s
current expansion. The drop to a range of 1.75% to 2%
could add the boost of liquidity and monetary velocity to
keep the economic growth engine running.
The ISM manufacturing index, the monthly composite
measuring the production of 20 different industries,

dropped to 47.8 for September from the peak of 60.8 in
August 2018. This is the lowest reading for this particular
gauge of economic health in a decade. This unsettling
development not only exacerbates fears of a pending
recession amongst investors, but also acts as a warning
sign for the Fed as the Board evaluates interest rate policy
moving forward. Further signs of economic weakness will
most likely lead the Fed to continue cutting rates in besteffort attempts to ward off a recession.
A surprising development in September was the significant
drift of short-term lending rates or “repo” rates from the
Fed’s target. This was caused by a lack of liquidity among
member banks in their short-term reserves, somewhat
of a cash crunch. This led the Fed to inject hundreds of
billions of dollars of liquidity into the markets by buying
short-term treasuries and infusing the markets with cash.
The action abetted the drift and focused the short-term
rates to within their target levels. This cash infusion into

the market is increasing the balance sheet that the Fed has
worked towards unwinding, and it’s expected that they
continue adding liquidity through at least mid-October.
The lowering of rates on the short end can help the yield
curve inch towards normal as it’s inverted as far as five years
out. The inverted yield curve has dominated investment
headlines for months with talk of its prophetic abilities to
predict a recession. Ironically, it has been concerns over
its predictive powers that have most frequently shaken
investors’ resolve this quarter. With each new twist and
turn along the yield curve came new volatility. Yet, with
the Fed’s actions, it’s possible to mitigate the impact of

lower growth expectations and push the possibility of a
recession further and further out.
As an investor, we stand in the camp of this indicator
producing a false positive primarily due to the balance
sheets of central banks holding a massive supply of longer
maturity bonds, artificially lowering rates for debt longer
out. We are clearly in a stage of slowing economic growth,
but that does not mean we are entering a recession.
Saying ‘this time is different’ can be dangerous, but so
can assuming history will repeat itself in a precise and
measurable way.

SUB-ZERO

W

hatever new development or event that
dominates the headlines in the financial
news, there is always the underlying,
systemic conundrum of historically low interest rates.
With each bout of bad news, investors
flee to safety and further drive up
bond prices and drive down rates.
As economic numbers continue
to hint of a slowdown, the market
prices in a possible recession and
a dovish reaction from the Federal
Open Markets Committee (FOMC)
executed by a continued easing of
monetary policy. Yet, as interest rates
throughout the domestic yield curve
hit historic lows in the third quarter
of 2019, they remain figuratively the
best house in a bad neighborhood as
international debt issues are yielding
even less.
While the quarter ended with the
10-year Treasury yielding 1.67% (24
basis points higher than the low of
Q3), it was still considerably more
attractive than yields of the same
maturity in international markets.
German 10-year bunds have been
issued with negative yields since
Q1 2019, consistently adding to the
global total of negative yielding debt.
Japan, Switzerland, and Denmark are

also among the countries contributing
to the increased prevalence of
negative-yielding debt. As of the
third quarter, the total amount of
debt with negative yields reached $17
trillion. As global growth continues to
show signs of slowing, that figure is
not expected to cease from reaching
new record highs. In fact, Germany
even issued 30-year bonds at zero
interest with negative yields for the
first time in Q3. This exacerbates the
growth of negative debt and stifles
yields for more extended maturities.
As international investors must move
further down the curve in search of
yield, U.S. debt increasingly looks like
the most attractive option regardless
of how low domestic yields go.
Some countries with questionable
financial stability haven’t quite
broached the sub-zero territory but
are still offering historically low yields.
Italy, the country that’s debt-financing
crisis rocked the markets not too long
ago, has seen 10-year rates go from
over 7% in 2011 to just below 1% as of

the end of the quarter. In fact, Italian
10-year bonds had interest rates over
3.5% towards the end of 2018, only
to continue towards the path of its
European counterparts towards zero
and under.
As economies on the continent
continue to struggle, the European
Central Bank (ECB) added fuel to
the fire and cut rates further below
zero to a record low of minus 0.5%
and restarted its 2.6 trillion-euro
quantitative easing program of
bond buying. The ECB vowed to do
“whatever it takes to hit our inflation
target” and categorized their mandate
as “unconditional”.
With a growing amount of lessattractive debt, at maturities further
out, the argument can be made that
domestic yields will continue their
downward trajectory and eventually
more closely reflect the fixed income
markets of our developed peers. This is
one of the reasons we have continued
to be bullish on fixed income and
adding it to portfolios. Not only are
bonds an appropriate hedge against
the volatility in equity markets, but
there is underlying bullish sentiment
for the asset class itself.

ASSESSING INSUR ANCE

D

eveloping a comprehensive
financial plan entails more
than just accumulating enough
assets to support your family and your
income needs. There are considerations that
must be made for life events such as death, disability,
or the need for assisted living. Fortunately, there are
various lines of insurance that you can build into your
financial plan to protect you and your family against
these risks - but not all are created equal.

Insurance can be complicated. There are simple ways to
protect against potential losses of income or the need
to spend more of your savings in retirement as your
medical needs become more complicated. There are
also options that provide additional, ancillary benefits
that work within the policy and with your other saving
strategies towards your financial goals. It could be in
the form of cash accumulation on a life insurance policy
that you can use towards future premiums or even for
a loan when you need some extra cash in retirement. It
could be a Long-Term Care (LTC) policy that adjusts the
benefit to take into consideration rising healthcare costs.
It could also be a Disability policy that offers a future
purchase option to allow you to purchase increases to
your income protection as your earnings grow.

There are myriad ways to structure a policy that factors
in your unique needs and goals but often those needs
and goals change. For those who have an insurance
policy in force, when was the last time you had the
contract reviewed? Do the benefits still match the
intent for the policy? Have your needs changed since
the policy was originally issued? It’s important to make
periodic assessments to make sure you’re not paying for
something that isn’t meeting your needs or has outlived
its usefulness.
You can use your Karp Capital Client Portal to easily
and securely store your policy documents so they’re
available when you need them and available to us for
periodic review. You can also use the Client Portal’s
account syncing feature so that your insurance policies
are accurately reflected on your balance sheet and can
be properly accounted for within your financial plan.
The more information we have about your financial life,
the more we can help you make important decisions
and help you make them proactively.
We will review what you have now and help you
determine if it’s still the right fit for you. If you don’t
have insurance as part of your financial plan, we’re here
to help you determine how it can be properly positioned
to help you meet your financial goals. Please reach out
and let’s get the conversation started today. Let’s verify
you’re properly covered for life’s surprises and ensure
you aren’t paying for benefits you don’t need.

WR APPING UP THE Y E AR

A

s we enter the last quarter
of the year, we want to make
sure some housekeeping items
are on your radar to make the most
of 2019 and set yourself up for a
productive and prosperous 2020. As

we always say, the first place to start building your
retirement savings is within your employer-sponsored
retirement plan. The maximum 401(k) contribution in
2019 is $19,000. Anyone 50 and over is eligible for an
additional catch-up contribution of $6,000. If you’re not
on track to meet these limits, there’s still time to adjust
your deferrals to maximize your retirement savings. As
these contributions must be made during the calendar

year (and through payroll deferrals) there’s no way to
make up this tax-advantaged savings strategy if you
miss it. Be sure you’re not paying more in taxes now than
you need to when you could be saving for retirement.
The tax-advantages of your charitable giving apply to
the tax year in which the distribution occurs. If you’ve
been meaning to give to your favorite charity, don’t wait
until the last minute.
While the tax-deduction probably doesn’t drive your
giving, it doesn’t hurt to be strategic in when you give.
We recommend consulting with your CPA if 2019 has
been a particularly high-income year for you. There are
strategies like Donor Advised Funds that allow you to
make lump-sum gifts to a charitable account, directed
by you. You claim the immediate tax benefits of donating

to charity but are afforded the opportunity to distribute
your gifts over time, to various organizations of your
choosing. You can add to the fund each tax year and
continuously give from the account as new causes arise.
Please reach out if you’re interested in establishing your
own Donor Advised Fund.
As we mentioned in our last newsletter, those who must
take their Required Minimum Distributions (RMDs) from
their retirement accounts before year-end and plan to
donate that money to charity, can make what’s called a
Qualified Charitable Distribution (QCD). A QCD satisfies
your RMD requirement but those funds go straight to
the charitable organization of your choosing and do not
count towards your taxable income for the year. This
is particularly important because your taxable income
helps determine how much of your Social Security
benefits are taxable, as well as your exposure to the
Medicare surtax. Give us a call if you’d like to discuss
updating how your RMDs are made.

A part of active asset management is the effort to
mitigate the tax burden and performance drag from
selling positions with capital gains within a taxable
account. Your total return is diminished when you
have to pay a portion of your proceeds towards taxes.
Sometimes, that’s just the way the cookie crumbles.
Other times, there are ways to optimize the trading
within your account to minimize what you owe in any
given tax year. You must pay taxes on the net of capital
gains and capital losses realized in your portfolio. The
fourth quarter is the time to tie up loose ends within
your accounts to offset any realized gains for the year
with the realization of losses in your portfolio. It’s
important that we’re aware of your current tax situation,
both as far as earned income as well as any other
potential investment gains/losses from accounts that
we don’t manage, so we can work with you to possibly
offset some of what you’ll owe come next April. As we
approach the end of the year, please provide us with
any information that affects you financially so we can
help you make the most of 2019.

CLIENT SPOTLIGHT:
BILL V EEN
William L. Veen oversees the operation
of The Veen Firm and focuses his
energy on mediations and trials of
complex cases. He founded The Veen
Firm, P.C. in 1975 and developed the
firm from a one-man operation to a
firm with over 20 members today. Mr.
Veen has represented injured workers
and consumers in recovering damages
arising from industrial accidents,
construction
accidents,
elevator
accidents,
motorcycle
accidents,
defective
products,
professional
liability, and auto and truck accidents.
Mr. Veen served as Lieutenant for the
United States Coast Guard Reserve
as a Legal Specialist. He was awarded
the Coast Guard Achievement Medal
and represented parties in numerous
court martial and Investigative Board
procedures. He left the Coast Guard
in 1972 with the rank of Lieutenant
Commander.

Mr. Veen’s later achievements include
his frequent lectures and seminars,
his published works, and honors and
awards within the legal field. He was
featured on US News & World Report’s
“The Best Lawyers in America” list for
over ten years and was selected as the
“Lawyer of the Year” in 2014. He is a
member of the Bar Association of San
Francisco, the American Board of Trial
Advocates, the American Association
for Justice, as well as an active volunteer
for the San Francisco and Marin Food

Banks and various other philanthropic
organizations.
Mr. Veen was born in Grosse Point,
Michigan. He received a Bachelor of
Arts from Michigan State University
and a Juris Doctor degree from the
University of Michigan Law School at
Ann Arbor. He is a licensed attorney in
both California and Hawaii. In his free
time, he enjoys motorcycling, skiing,
scuba diving, and hiking.

BACK TO SCHOOL
NIGHT AT THE
QUAKES

WHAT WE’RE UP TO
VOLUNTEERING
WITH HABITAT FOR
HUMANITY

In 2017, wildfires swept through
Sonoma
and
Napa
County
causing roughly 90,000 people
to evacuate their homes, with
many homes destroyed. At our annual client event
that year, we announced a donation to the Habitat for
Humanity of Sonoma County and had a speaker from
the organization present the work that will be done
with donations to their organization. Many clients were
moved by the work of this great charity and pitched in
as well.
On Saturday, August 10th, the Karp Capital team
volunteered in Sonoma County to aid in the effort to
complete these homes so these new residents will
finally have a new place to call home. We were able
to help on the day that the new families came to see
their new residences and we were grateful for the
opportunity to see those who directly benefited from
the resources donated from the Bay Area community to
help our neighbors in need.

We were excited to host a BackTo-School Night at the San Jose
Earthquakes game with our
clients and their families. It was a
fun night and great to have a Karp Capital client event
in the neighborhood of our clients in the South Bay.
Families were invited on the field pre-game for the
national anthem and to high-five players as they ran
onto the field. The exciting game ended with a win for
the Quakes!

BI’S LUAU

Karp Capital is a proud supporter
of Becoming Independent and the
great work they do helping people
with developmental disabilities live
meaningful and productive lives.
They have wonderful fundraising
events throughout the year and
in September we helped sponsor their annual Luau in
Santa Rosa. It was a fantastic event with great drinks
and lively dance performances. We highly recommend
attending one of the next fundraisers they have for such
an impactful organization and worthwhile cause.

We also wanted to give a special thanks to Will Henry
from Becoming Independent for volunteering with the
Karp Capital staff that day.

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 your financial goals.
Please remember that we appreciate your support and we’re flattered when
you refer your family and friends. If you know someone that would enjoy our
commentary on the market, please share the newsletter with them. If they
would like to receive our quarterly commentary please direct them to sign up
for the email edition at 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.

Karp Capital Management Corporation
Registered Investment Advisor
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