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FINANCIALFOCUS
POSITIONING YOUR FINANCIAL WORLD IN THE GLOBAL ECONOMY

A PE AK OF VOL ATILIT Y

The S&P 500 hit all-time highs again
in the third quarter as investors looked
past a resurgence of COVID-19 cases
in the U.S. and instead focused on
the positive combination of a resilient
economic recovery, ongoing historic
support from the Federal Reserve,
and strong corporate earnings. Market

volatility notably picked up during the final weeks of
September, reminding investors that the transition to a postpandemic “new normal” isn’t always going to be smooth.
We saw fear around the Delta variant and its potential
to impact global economic growth, a possible debt crisis
stemming from one of China’s largest real estate developers,
and China’s crackdown on cryptocurrency in addition to its
video game and casino industries. These events influence
the direction of long-term trends, but focusing on corporate
earnings is a stronger indicator of where markets are headed.
Market volatility is normal and after the stock price
appreciation we’ve witnessed this year, there is bound to

be some fatigue in investor confidence. However, the longterm outlook remains optimistic. The Dow Jones Industrial
Average (DJIA), S&P 500, and Nasdaq all ended negative for
the month of September after selloffs spurred by a potential
government shutdown and a debt ceiling crisis gave
up virtually all of the gains in Q3. Fear of potential
financial market contagion from the Evergrande
defaults and political theater surrounding the
imminent debt ceiling hit stocks in late September
and the S&P 500 suffered its first 5% pullback in
nearly a year. As these events shake the markets,
companies have managed costs and supply
chain disruptions relatively well which has pared
potential downside from these transitory forces.
Surging profit margins have been driven by supply
chain constraints, which are expected to ease.
When supply chains recover and as vaccination
rates continue to increase, we expect inflation to
cool off and companies to surrender their pricing
power. Ultimately, companies enhancing supply to
match strong consumer demand should support
the economy at least into the first half of 2022. Despite
tremendous growth, we remain optimistic on equities in
relation to fixed income and cash. The markets have been
chugging along; economic demand has been more robust
than what many sectors can accommodate, especially as
COVID remains a serious public health issue.
We believe international stocks have more upside compared
to domestic equities as vaccination rates continue to pick
up abroad and spur economic activity. The international
equity markets haven’t fared as well as the U.S. year-to-date
and are currently trading at a large discount on a price-toearnings basis. While vaccination rates are increasing across
Europe and Asia, economic growth has been hamstrung by
restrictions imposed to stop the spread of the Delta variant.
As we mentioned in our last newsletter, adding geographic
diversity to our investment strategy helps take advantage
of a global economic recovery that will be lopsided and
disparate from one region to another. Sadly, many of the
emerging market countries will be plagued with virus and
vaccine issues into next year. As wealthier countries share
vaccine supply with emerging and developing countries, we
expect international economies to outperform.

Headwinds remain as the Federal Reserve continues to
navigate inflation. In the fixed-income world, yields on the
10-year treasury have ranged from a high of 1.54% to a low
of 1.17%. The yield will continue to drift but until central
banks begin the tapering process it is unlikely to hit 2%.
Anticipation of higher rates based on updated Fed guidance
in September has sent the 10-year Treasury yield over
1.5% for the first time since Q2. Enhanced unemployment
insurance has officially expired as job rates fell short of
expectations in August to 5.2%. The raw data show 10.9
million job openings with 8.4 million people unemployed.
The numbers show that there is still room for growth in labor
markets but filling the gaps will take time.
Given this data, recent guidance from the Fed indicates that
the tapering of asset purchases will begin in Q4 and end
in mid-2022 with rate hikes to follow in 2023. Taking the
position of the Fed and the economy into consideration we
have slightly tilted our portfolios away from fixed income
and increased our exposure to utilities. We like utilities in this
environment as it provides stronger yields than fixed income
with more protection from inflation.
Politics once again became a focus of the markets in the
third quarter as the Senate worked to pass a $3.5 trillion
budget reconciliation bill that would be the framework
for potential changes to tax rates, social programs, and
climate policy—all while a debt-ceiling deadline looms

on the horizon. The infrastructure bill and other potential
spending bills from Congress can move markets as investors
react to the balance of growth stimulus and possible new
inflationary forces. Another large injection of cash into the
markets will worry some as the permanence and scope of
current inflation figures remain a subject of debate. The taxgenerating measures included in the legislation also have
some investors concerned about the effects on growth.
Ultimately, we believe that passage of an infrastructure bill
will have a positive effect on markets, but we are tempering
our expectations since many key deal terms remain unsettled
in Washington.
As the Fed continues to talk about tapering and reducing
liquidity in the monetary system, corporations and
households remain positioned to keep the economy
humming. Corporations have refinanced debt at historically
low rates while consumers have further lowered their debt
levels. On the corporate side, we expect to see increased
share buyback activity, earnings beating analyst estimates,
and continued capital investment. Overall, the economic
backdrop remains constructive and we expect the bull market
to continue, which means higher than average returns for
investors. In this edition of the Karp Capital Financial Focus
Newsletter we discuss the newly charted path forward for
interest rates, events that may derail the current economic
recovery, and strategies to plan for your long-term goals
given the uncertainty ahead.

R ATES RISING ON THE HORIZON
The economy has been propped up by extraordinary
monetary stimulus measures since the beginning
of the pandemic and the liquidity that provides has
had many fretting over the potential effects on the
greenback’s buying power.
Throughout the summer, the narrative
revolved around how the Fed would
strategically shift policy in response
to greater inflationary pressures,
a strong recovery in the labor
markets, and the Delta variant. The
widespread rollout of vaccinations
has unleashed higher consumer
demand in the economy as business
picks back up, with consecutive CPI
reports running over 5% for the past
3 months. Investors now expect
quantitative easing to begin as early
as Q4 2021 with the first-rate hike

from the Fed to follow in late 2022
or early 2023, with many subsequent
hikes following shortly after.
Even though CPI is at levels not seen
since the 2008 financial crisis, officials
insist the current surge is transitory.
Generally, higher inflation means
an increase in long-term interest
rates, which could be amplified if the
Fed implements tighter monetary
policy. With demand for goods
exceptionally strong, producers will
try to push prices down the supply
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the pandemic-induced recession
for the Fed to begin dialing back
Quantitative Easing (QE). While the
direction of the Fed seems inevitable
– reductions in QE and raising rates
– the timeframe is uncertain. Our
investment team closely monitors the
rate of change of these initiatives as
the Fed continues to promote its dual
mandate of maximum employment
and stable inflation.

chain, resulting in higher costs for the
consumer.
Another key driver of inflation is real
wages. The numbers from Q3 show
a strong demand for labor, with
employers struggling to find qualified
employees for vacant positions.
Because vacancies exceed the
number of workers actively seeking
employment, employers are forced to
raise wages to attract talent. This loop
has driven wages higher across many,

but not all, sectors of the economy.
The recent expiration of supplemental
unemployment benefits should drive
more employees into the workforce
as they cannot remain at home and
collect government money, but this
will take time. As labor supply and
demand head towards equilibrium,
we expect wage pressures to subside.

Forward-looking, there are still
a few hurdles that the economy,
and the market, need to overcome
before the Fed is in a position to act
with certainty. First, the debt ceiling
debate is heating up as lawmakers
try to find a way to keep the
government from default. The $3.5
trillion infrastructure bill proposed
by the Biden administration will also
have an influence on inflation and
growth expectations. Fed Chairman
Powell added that the damage to the
economy and financial markets would
be severe if there were a default,
and nobody should assume that the
Fed could fully protect the economy
against such a failure.

Many analysts believe that the
economy is back on stable ground
and is mostly recovered from

The recovery has hit some roadblocks
recently as the Delta variant is
leading to more infection and

affecting people’s willingness to be
around others. The Fed has lowered
its projections for economic growth
in 2021 with GDP rising 5.9%,
compared with the 7% it projected
in June. The growth rate for 2022,
however, was revised upwards to
3.8% from 3.3%. Similarly, the Fed
now expects unemployment to be at
4.8%, slightly higher than previously
thought. Inflation is also projected to
be higher than previously projected

in June, as it’s taking longer for
bottlenecks and shortages that drive
up prices to subside.
Ultimately, the market outlook
is positive if the Fed remains
accommodative
to
developing
economic conditions. We believe
investor confidence will remain
strong if the Fed maintains liquidity
in the market and takes its time with
implementing changes to the QE

program and interest rate policy.
We’ve adjusted portfolio allocations
to account for this gradual tightening
by lowering fixed income exposure.
If you’re looking into securing longterm debt for projects like a home
purchase, renovation, or refinance,
now is the time to begin that process.
Our team at Karp Capital is here to
assist and is encouraging our clients
to take advantage of historically low
rates across the credit spectrum.

interest rates caused investors to favor
large-cap stocks as the outlook for future
economic growth became less certain. From
an investment-style standpoint, growth
outperformed value in the third quarter,
thanks to tech sector gains, although the
amount of that outperformance shrunk
considerably during the final week of the
quarter as tech shares declined amid fears
of a government shutdown and the debt
ceiling deadline.

THE EBBS AND FLOWS
The last few weeks of the third quarter
had a substantial impact on quarterly
index returns. For the majority of the third quarter,
the Nasdaq had solidly outperformed both the S&P 500 and
the Dow Jones Industrial Average as investors continued a
trend from the second quarter by moving to less economically
sensitive large-cap tech shares. However, during the last
week of the quarter, as global bond yields rose, there was
heavy selling in tech shares as investors rotated into other
market sectors. The S&P 500 closed the quarter up slightly,
while the Nasdaq and the Dow Jones Industrial Average
produced a negative return for the third quarter thanks to the
late September sell-off.

By market capitalization, large-cap stocks outperformed
small-cap stocks in the third quarter. In fact, small-cap stocks
had a negative return for the quarter as rising COVID-19 cases,
mixed economic data, and the prospects of eventually higher

On a sector level, performance was more
mixed than the previous two quarters of the
year as six of the eleven S&P 500 sectors
realized positive returns in the third quarter,
with financials leading the way higher. For
much of the third quarter, the tech sector
outperformed, but as bond yields rose in late September,
financial stocks rallied on the prospect of higher interest
rates and overtook tech as the best performing sector in
the quarter. Healthcare also performed well, bolstered by
strength in pharmaceutical stocks following more COVID-19
vaccine mandates and booster shot approvals.
Sector laggards included the industrials and the materials
sectors, both of which finished with negative returns for
the third quarter. Uncertainty surrounding the strength of
the ongoing economic recovery in the face of higher COVID
cases pressured industrials initially in the third quarter, as did
a lack of passage of the $1 trillion bipartisan infrastructure
bill. Meanwhile, the materials sector declined late in the third
quarter on Chinese economic growth concerns following
the Evergrande debt drama. Broadly speaking, cyclical
sectors, those most sensitive to changes in economic growth,
lagged more defensive sectors in the third quarter due to
the uncertainty of the economic recovery in the face of the
COVID wave in July and August. As investors, we focus on
macroeconomic fundamentals and our three-factor model, in
order to minimize some of the turbulence and reposition to
new opportunities when they avail themselves.

E X TREME WE ATHER AND SUPPLY CHAIN DISRUPTIONS
The economic shutdown caused by the coronavirus
pandemic caused massive worldwide supply-chain
disruptions, which we continue to experience.
But this once in a hundred year
pandemic may look minuscule
compared to disruptions caused
by extreme weather. Regardless of
the cause, the data indicate that the
frequency and severity of extreme
weather events are increasing. In
the last three months, Americans
witnessed damaging flooding in the
Northeast from Storm Elsa, severe
drought and wildfires throughout
the West, and Hurricane Ida
pounding the Southeast with rain
and wind. Internationally, the story is
much the same, with Latin America
experiencing
record-breaking
drought and Europe recording record
highs. Some argue that we are at
an inflection point and can bend
the emissions curve. In contrast,
others say it is not necessary as this
environmental change is a
natural phenomenon. No
matter which camp you
are in, there is widespread
agreement that we are
in a new climate cycle
where the severity of
weather-driven
events
has increased. We closely
follow
these
changes
since natural disasters
hamper supply chains –
interrupting production,
raising costs and prices,
and hurting corporate
revenues.

semiconductor chips. End products
have thousands of parts, which are
sourced from around the world.
Technological improvements of the
21st century have led to supply
chains built for maximum efficiency
and speed. The downside of these
advancements is that downstream
effects are substantial when one link
in the supply chain is disrupted. In
other words, the further one is from
the production source, the more
they will be harmed by a supply
chain disruption. Compounding this
downstream effect is the fact that
a few suppliers sell goods to many
buyers. Even if a manufacturer can
produce the product in demand,
getting that item to the buyer is
difficult. Container shipping rates
hit a record in the third quarter of

Since the industrial revolution, the
global economy has evolved, with
most production organized around a
complex system of interdependent
supply
chains.
These
supply
chains facilitate the production of
everything from cars to hot tubs and

2021, with a single container costing
$20,000 to ship from China to the
United States. We expect these
trends to continue in the short to
medium term because of the myriad
supply chain disruptions occurring
during the coronavirus pandemic

and further exacerbated by extreme
weather.
Unfortunately,
these
events are likely to increase in the
future, which will continue to impact
producers and consumers alike.
Market participants are starting to
focus on creating more supply chain
resilience since a hampered supply
chain disrupts economies of scale,
this investment theme cannot be
understated. At Karp Capital, our
investment philosophy centers on
three key metrics: direction of the
dollar, interest rates, and corporate
earnings. Each of these metrics
responds to changes in the supply
chain. Generally, when supply-chain
disruptions occur, inventory size and
quality decrease, prices rise, and
movement of goods slows.
Currently, the movement of goods,
or lack thereof, is visible at many
ports of entry, including Los
Angeles, where over 60
cargo ships were waiting
off the California coast to
unload products from Asia
in mid-September. These
types of events contribute
to
lower
economic
growth. When growth
slows,
interest
rates
decrease. We are seeing
this phenomenon now, as
sustained supply chain
issues have driven prices
higher, especially in areas
such as food and energy.
Interestingly,
corporate
profits
remain
strong
because multinational corporations
took advantage of low interest
rates to refinance expensive debt on
company balance sheets. Although
some economists argue that inflation
is structural, we remain confident
that a supply chain unable to recover

from the coronavirus pandemic and
extreme weather events is the key
driver of current inflation figures. As
these bottlenecks ease, we expect
inflation to contract and stabilize.
Monitoring the health and durability
of the industrial supply chain helps
guide us to opportunities in financial
markets. Investing in the face of
events out of an individual’s control
adds a layer of complexity to the
investment process. Since many
industries are not prepared for or
exposed to the same supply chain
risks, skilled investors can find
companies that will outperform
during
severe
supply-chain
disruptions because of investment
in disaster-proof manufacturing
facilities or the nature of the goods

produced. Our team at Karp Capital
sets out to identify companies and
industries that will deliver on this

investment thesis and provide
superior risk-adjusted returns.

MEGA-BACKDOOR ROTH CONVERSIONS
The Wall Street Journal, Forbes, and NerdWallet recently published articles
on a complex retirement funding strategy referred to as mega backdoor Roth
401(k) conversion.
In short, this strategy could allow
401(k) savers to contribute up to
$38,500 more than traditional IRS
limits which are $19,500 if you’re
49 or younger and $26,000 if you’re
50+. It’s a complex feature that’s
historically only been available in large
enterprise plans, most often in the
tech and life sciences industries. For
example, Netflix’s 401(k) permits and
even encourages mega backdoor Roth
401(k) conversions.
Employees and executives at large
corporations may have this feature
available in their 401(k). We can
quickly determine if this strategy
is available by reviewing a plan’s
Summary Plan Description and/or plan
highlight sheet.
Large
trickle

company strategies often
down to small and mid-

market businesses. Employers and
entrepreneurs who offer 401(k) Plans
to their employees should expect to
receive more questions about this
during their hiring and recruitment of
top talent.
The process and order of operations
are as follows, first, the Plan must allow
for after-tax salary deferrals through
payroll. After-tax salary deferrals
only begin after the individual has
maximized their allowable IRS limit
in the current calendar year ($19,500
or $26,000 if you are over 50 years
old in 2021). The maximum aftertax contribution starts at $38,500
and is reduced by any employer
contributions – which include match,
safe harbor, and/or profit-sharing.
Once the individual has completed
their after-tax salary deferrals the Plan
determines the frequency and time-

period an individual can convert those
after-tax dollars to Roth dollars within
the Plan.
Roth contributions are subject to
ordinary income tax in the year the
contributions occur, and distributions
come out tax-free in retirement. Pretax contributions go into an account
before taxes are withheld and
distributions in retirement are subject
to ordinary income tax in the year
they’ve been processed. Pre-tax salary
deferrals have been the traditional way
to save and invest in 401(k) or 403(b)
Plans.
Lastly, there are meaningful benefits
to each type of contribution and it’s
best to have a tax-diversified portfolio
entering retirement. Our advisors can
determine if this strategy is right for
you and your financial plan.

NO ESCAPING 401(K ) PL AN RES TATEMENTS
Employers offering 401(k) retirement
benefits to their employees are
required to re-paper their 401(k)
Plan documents by July 2022. The IRS
requires this process be undertaken every six years.
Although, it may seem like another arduous retirement
plan task, the mandatory IRS restatement presents an
opportunity to work with us – your advisor – and your
Plan’s third-party administrator (TPA) – to revisit and
revamp your Plan’s provisions such as: eligibility and
entry dates, profit-sharing and/or safe harbor, loans
and distributions, and other features like Cash Balance
Pension, new-comparability, Roth salary deferrals, and
mega-back door Roth.

Your third-party administrator has probably contacted
you to start the process. They’ll need a positive
affirmation confirming you approve the restatement.
This is a billable project for your TPA and you should
expect to receive an invoice for their work.
Let’s schedule a call prior to approving your restatement
to ensure the provisions of your Plan are up-to-date,
competitive, and offer you and your employees the
optimal opportunity to save and invest for retirement.
Please contact your advisor to schedule a time to
review your 401(k) Plan design and provisions.

WHAT WE' VE BEEN UP TO
SOCIAL SECURIT Y WE BINAR
Back by popular demand Karp Capital held
its second Social Security and Medicare
webinar. The webinar discussed the Social
Security process to help you become
informed on the benefits available to you
and provide insight on when you should
apply given your unique situation. The
Medicare portion explored the different
parts of Medicare, including timelines
and benefits, as well as outlined when
Medigap may be appropriate for you. If
you have additional questions or are still
unsure on when to apply for your benefits
our financial planning team can help you
decide. Specifically, our team will build
scenarios relating to your Social Security
and compare your benefit options. For
example, applying at your earliest eligibility
vs. full retirement age or how to factor in
your spousal benefits into the equation.
These scenarios can also help you assess
how much health care will cost you over the
life of your plan and how to plan accordingly.
Please reach out to John Grillo at
john@karpcapital.com to begin the process
or request a copy of the presentation and
accompanying slides.

PLANNING WITH
THE PORTAL
Planning for the future
can seem daunting at
times. Without proper guidance,
it is difficult to plot a path forward.
Fortunately, you have access to the
right tools to plan and achieve your
financial goals. The Karp Capital client
portal can be your gateway to start the
financial planning process. The goals
tab provides a graph on your projected
funding to give you an idea of what
your assets will look like throughout
retirement. The accounts you can link

CLIENT SPOTLIGHT:
CIIS
The California Institute of Integral
Studies (CIIS) was founded 53 years ago
as an alternative institution focused on
the integration of Western psychology
and Eastern philosophy. Numerous
other colleges and universities with a
similar focus flowered in the 1960’s
and 1970’s. Today, while most of
the others have ceased operations

can include any outside investment
account such as your 401(k) or
checking account. Credit cards and
mortgages can also be linked so that
the projections consider future debt
payoffs.
To maximize the benefit of the portal,
it is important to enter the information
the portal requests during the initial
setup. The more information you
provide to the portal the more accurate
the projections will be. With the goals
tab, you can also set short and longterm funding goals such as a home
renovation or planned expense of
sending your kids to college. A portal
fully populated with all your accounts
will help you visualize not only where
you stand financially but also, where

or been acquired by other university
systems, CIIS continues to flourish as
an independent university that has
grown to over 1,500 degree students,
500 certificate students, a full roster of
public programming, and seven free or
low-cost counseling and acupuncture
clinics throughout San Francisco.
CIIS is taking the lead in training
licensed professionals (medical doctors,
psychologists, psychotherapists, etc.)
to use psychedelics in mental health
treatments,
including
addressing

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.

you are headed. Knowing how certain
expenditures or investments will cause
you to drift from your goals can help
you make informed decisions. Planning
for the future does take time and
energy up front, but just like the work
you do every day, it helps you better
position yourself to enjoy retirement.
If you have any questions on the
portal or need help linking accounts,
please reach out to John Grillo at
john@karpcapital.com. By uploading
your important financial documents to
your vault, we can build out your profile
for you. The encrypted vault allows us
to exchange documents while keeping
your data safe from cyber threats. We
will guide you on what documents to
upload.

PTSD. Their Center for Psychedelic
Therapies & Research is working
collaboratively with other universities
such as Columbia and UCLA on
research into this evolving field. CIIS
is the leading provider of licensed
marriage and family therapists in the
State of California, helping to meet
growing demands for mental health
counseling and interventions.
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