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FINANCIALFOCUS
POSITIONING YOUR FINANCIAL WORLD IN THE GLOBAL ECONOMY

THE BULL + THE BL ACK SWAN

Markets have been in a precarious
position for the past several
months, primarily due to uncertainty
surrounding the March Federal
Reserve policy meeting and lingering
inflation concerns. Now, a black swan event
emerged when Russia invaded Ukraine by ground and
began shelling urban population centers by air. Although
the Federal Reserve (the “Fed”) captured the market’s
attention by raising interest rates for the first time since
late 2018, the conflict in Ukraine is driving the narrative.

The geopolitical instability in Eastern Europe touches
many corners of the global economy, from commodities
to shipping and supply chains. For example, commodities
such as oil, natural gas, wheat, and fertilizer soared as many
Western countries prepared for a future without these

crucial Russian and Ukrainian exports. As such, Russia’s
invasion of Ukraine is piling new troubles onto the world’s
already battered supply chains. The fighting has shut down
car factories in Germany that rely on made-in-Ukraine
components and hit supplies for the steel industry as far
as Japan. It has severed crucial air freight and land routes
absorbing transport demand because of disruptions to
major sea shipping lanes. Additionally, besieged Ukrainian
ports, an essential waypoint for grain, metal, and oil
shipments, are not likely to return to full capacity soon. As
a result, market participants reduced global GDP growth
expectations downwards, leading to price pressures across
broad swaths of asset classes.
In times of crisis, it is important to put events into historical
perspective. While geopolitical crises and regional conflicts
tend to hurt sentiment, create short-term uncertainty, and
drive volatility – markets often move higher.
Statistics from Ned Davis Research show
that the Dow gained an average of 9.7% in
the six months following a crisis. Similarly,
data compiled by Bank of Montreal indicates
that the S&P 500 has averaged a positive 8%
return in the 12-months after a geopolitical
conflict commences. So the fact that stocks
rallied on the day of the Russian invasion is
not that surprising. The point here is not that
armed conflict is bullish. Rather, the point is
that uncertainty leading up to a conflict is what
tends to weigh on markets. Once the conflict is
averted, or fighting breaks out, the uncertainty
fades, and markets can start to price in the
effects on corporate earnings, financial markets,
and global economic growth.
For now, the big economic concern is whether
the Russia conflict will inhibit or prevent the
beginning of the agricultural season, which
should be starting any day now. Suppose farmers are
unable to plant and reap their crops this year. Such an event
would significantly reduce the food supply, on which Europe
is highly dependent. Lower supply in the face of the same
demand means higher prices for the consumer – with the
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to be stickier than we initially projected, but we
remain confident that policymakers will break
the back of inflation through the tools available
at their disposal. But the core idea that inflation
resulted from unusual factors that will not persist
has not been debunked in any of our research.

European consumer bearing the brunt of this potential price
shock. Ukraine is the 5th largest exporter of wheat and the
4th largest exporter of corn globally. These two commodities
account for 9-12% of all global exports, so you can see
why food inflation risk is exceptionally high at the moment.
We have been in the camp that inflation is mainly about
various disruptions or one-off factors related to the
pandemic, stimulus, and now the war. Market watchers do
not want to use the term transitory anymore because many
feel like the theory is meritless. Admittedly, inflation proved

As the adage goes: economic expansions don't
die of old age – the Fed kills them. The Fed very
well may be overtightening to fight inflation while
the economy slows from one of the longest bull
runs in market history. At the latest Fed meeting,
Chairman Jerome Powell disagreed when he
announced that the chances of recession are
not elevated. But there is evidence of a potential
problem as shown by the yield curve. Deeper in
this newsletter you’ll find our discussion of the
yield curve, its importance, and why it can be a
good predictor of where markets are headed.
Though inflation is at a 40-year high, the labor market
remains strong. The most recent jobs report shows
significant gains in recently beaten-down sectors such as
leisure & hospitality and health & education. In addition, the
prime-age labor force participation rate increased. Another
indicator of market health is consumer sentiment which
many regard as a key driver of consumer spending. When
consumer sentiment fades, consumers usually hold back
on large purchases in anticipation of a worsening economy.
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However, consumer spending remained robust amidst
waning sentiment for much of the pandemic. Therefore,
even though consumers might not feel great about rising
prices, this has not impacted their spending. With that
said, high prices at the gas pump could be the catalyst that
drives consumers into a more thrifty mindset.
Our analysis of key business cycle indicators such as GDP
growth and labor market participation rates suggests that
near-term recession risk is low. Of course, the rise in shortterm interest rates will come at the expense of growth, but
Fed officials still expect the economy to expand by 2.8%

this year and 2% in 2023 – a historically healthy pace.
Nevertheless, we believe the events currently unfolding
will have significant near-term impacts on financial markets
and may herald a durable geopolitical shift with lasting
effects.
In this issue of the Karp Capital Focus, we lay out the case
for further economic growth – but it will come at a price.
Rest assured, we have been proactively increasing cash
positions and rotating to defensive sectors since early
January in our tactical asset allocation model to improve
risk-adjusted returns.

MARKET PRICE PERFORMANCE AS OF 3/31/22
MARCH 2022

1ST QUARTER

2021

THE CLOSE

DOW

2.32%

-4.57%

18.73%

34,678.35

S&P 500

3.58%

-4.95%

26.89%

4,530.41

NASDAQ

3.41%

-9.11%

21.40%

14,220.52

RUSSELL 2000

1.08%

-7.80%

13.70%

2,070.13

MSCI EAFE

0.12%

-6.61%

8.78%

2,181.63

GOLD

2.80%

6.86%

-3.51%

1,954.00

CRUDE OIL

4.76%

33.33%

55.01%

100.28

MS Category Avg-Muni CA
Intermediate

-2.59%

-5.37%

1.14%

MSCI ACWI (PR)

1.94%

-5.73%

16.80%

711.56

Bloomberg US Agg Bond

-2.78%

-5.93%

-1.54%

*2.34%
*10 YEAR TREASURY RATE

DON’T FIGHT
THE FED
The market correction
experienced in the first
quarter of 2022 was
not the standard garden
variety.
Generally,
market
corrections impact certain asset
classes or sectors of the market.
But this correction stretched across
most asset classes, industries, and
countries globally. Inflation, war and
the persistent impact of the pandemic
all made this quarter one of the more
difficult ones in decades.

While this one was extreme, investors
should expect these selling events
because they are part of a healthy
market cycle that positively impact
long-term performance. Plus the
current correction in stocks was
overdue; we had not had a 10%+
S&P 500 correction since the quick
bear market of March 2020. 10%+
corrections have occurred once per year
on average since 1930. This correction
should not dissuade investors from
investing, rather, it should encourage
them to invest differently moving
forward.
Unlike most recent corrections, this one
is ongoing because of the uncertainty
surrounding inflation and its effect

on many aspects of the economy.
Inflation has proven to be stickier than
the Fed and most investors predicted,
with supply chains continuing to
cause problems in the face of strong
consumer demand. While interest rate
hikes dominated headlines for the past
few months, the Fed waited to raise
rates until very recently. Now, the Fed
is, admittedly, behind the curve.
There was much faith in the Fed going
into this inflation challenge. Their
well-executed policies in 2008 and
2020 kept the economy and markets
operating efficiently during significant
economic distress and earned them
well-deserved investor confidence.
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Before the first rate hike in mid-March,
the Fed determined markets would
make its job easier by digesting the
anticipated increase and adjusting
an appropriate amount leading up
to the rate hike. However, investors
continued seeing worsening headline
inflation, began considering a scenario
where the Fed raised rates 0.50%
instead of 0.25%, and sold assets at
overly pessimistic levels. We drew this
conclusion weeks before the market
in our blast on February 24th and
positioned portfolios appropriately.
At the March 16th Fed meeting, they

raised short-term interest rates by
0.25%, but, more importantly, they
reassured that they were making
inflation the priority. As a result,
investors' confidence rose, and
markets responded favorably, paring
back losses from earlier in the year.
While the equity market makes it feel
like the good old times are back, this
is not the case. Higher interest rates
and inflation pressures require the use
of certain assets like alternatives that
provide higher risk-adjusted returns in
this market environment.

There are a few old Wall Street adages
of investing. One is “Don’t fight the
Fed,” meaning that rising interest
rates cause a headwind for markets,
which are hard to counteract. Rising
interest rates impact equity valuations
and especially technology companies,
whose profits lie far out in the future.
Additionally, rising rates are a tool
used to break the back of inflation, but
at the expense of eroding consumer
purchasing power and decreasing the
value of fixed-income investments
(prices drop as rates rise).

PORTFOLIO POSITIONING
Employer-sponsored 401(k) accounts are one of the best ways to reduce your taxable income and boost your
retirement savings. Currently, stocks are fairly valued, bonds remain generally overvalued, and market volatility is
elevated due to inflation and economic growth uncertainty. This scenario requires added diversification, domestically
and globally, and the inclusion of non-correlated assets to meet objectives (non-correlation means that different
assets do not move in the same direction at the same time). To adjust portfolios for this scenario, last quarter we:
1

increased exposure to factors in stocks and bonds that work during rising rate environments, namely value-oriented
equity positions, both domestic and foreign, and variable rate and inflation protection in fixed income

2

reduced growth-oriented equity positions that have high relative valuations

3

increased commodity and other alternative investments that do better in inflationary environments
4

EQUITIES: SHIFTING TO VALUE AND PROFITABILITY
With rising interest rates, equity valuations have adjusted
to lower fair values. Expanding valuations, signified by price
to earnings (P/E) multiples, which have historically helped
drive stock prices higher along with earnings, aren’t likely
until interest rates are close to peaking. Stated differently,
equities can still appreciate, but at reduced levels since
gains come from future earnings and dividends. Fortunately,
corporations have maintained their profit margins despite
rising input costs and remain well-positioned given low
inventory levels and the potential for improved productivity.
In a lower growth environment, factors such as profitability,
lower P/E multiples, and dividends matter more. These
are found primarily in value stocks and sectors such as
financials, energy, and industrials - both domestic and

foreign. Domestic stocks are generally more expensive
than foreign companies, but selectivity with foreign equity
is vital. Foreign stocks are less attractive as their value
is somewhat offset by the recent rise in the U.S. dollar
and economic uncertainty in Europe associated with the
Russian invasion of Ukraine. It’s as important as ever to be
specific with exposures to factors that are working, both in
regions and sectors. Fortunately, in our equity allocations,
we are underweight Europe and overweight U.S. and Asia
relative to the MSCI All Country World Index, a good proxy
for our global approach to the asset class. While we expect
uncertainty regarding the timing and magnitude, future
Fed action will likely increase earnings volatility in 2022.
Ultimately, we believe that equities can continue to rise
despite rising turbulence.

FIXED INCOME: ANYTHING BUT FIXED IN 2022
Fixed income is usually the mitigator of equity volatility
in a portfolio, but not in a rising rate environment. For
decades, bond yields have been in decline, providing a
tailwind to fixed income and balanced stock and bond
portfolios. This trend has added to the return and
reduced overall portfolio volatility. Stocks and bonds
have benefited historically from falling rates and rising
valuations; now we have the opposite effect. While
the overall bond market is challenged, there are still

pockets of opportunity. These opportunities include
short duration, inflation linked, and variable rate debt,
but added diversification outside the asset class is also
needed.
Because bonds don’t generally perform well when
rates rise, we have further diversified into other assets
mimicking fixed income such as real estate and utilities
to expand income sources and reduce risk.

THERE IS AN ALTERNATIVE
We believe including other types of assets in addition
to traditional stocks and bonds is essential to building
a diversified portfolio in this market environment. The
alternative investment category is broad and covers
different asset classes, such as commodities & physical
assets (real estate), and specialty approaches, such as
hedging with options and private equity & credit. It also
includes private assets (such as first trust deeds), which
we believe are essential to a comprehensive alternative
investment strategy. We’re currently bullish on strategies
designed for inflation hedging and risk management
associated with rising interest rates.

chain disruptions and reduced new investment in many
commodities due to environmental concerns, including
the traditional energy complex. Energy transformation
to carbon neutrality will continue, but the war in
Ukraine was a wake-up call for the West to continue
to invest. While renewable energy continues to receive
significant investments, governments and corporations
must allocate even more capital to support needed
infrastructure and technological developments to spur
mass adoption. Ultimately, the Ukrainian conflict was a
stark reminder that we remain a fossil fuel-dependent
global economy.

Commodities, which were introduced to portfolios last
year and added to portfolios earlier this year, have been
a strong performer thanks in part to the recent spike in
energy prices. More broadly, the uptrend in commodity
prices that started back in 2020 remains intact. We
believe that we are in a longer-term commodity cycle
that will last for a few more years, reflective of the supply

Real assets, such as real estate, infrastructure, farmland,
and natural resources also look especially attractive
now, given their track record for performing well during
periods of inflation. We particularly favor commercial real
estate, infrastructure, and timber, which have historically
delivered strong returns in high inflation regimes and
have their own attractive drivers.
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Lastly, heightened market volatility makes option premium
and other unique strategies attractive, both as sources of
income and for volatility management. Private credit has
considerable yield and security advantages over high-yield
bonds. We do not manage investments to chase yield,
rather we focus on quality, senior-secured, cash-flow
holdings to limit downside risk. Overall, the differentiated

return drivers and strong risk characteristics of a portfolio
of alternative investments are attractive diversifiers that
we expect will improve overall portfolio performance.
Please give us a call to understand how these investment
choices impact your portfolio and goals toward building
and preserving wealth.

OTHER SCENARIOS
We previously discussed what we believe to be the likely
scenario to play out in the year ahead and our positioning
for it. And while we have high conviction with this case, we
are cognizant that other possible scenarios could unfold.
While not likely in 2022, we are watching for signals of an
economic recession caused by the Fed's rate hikes stalling
the economy. One primary indicator for this is the bond
market, specifically the yield curve, which measures the
difference between the yields for different bond maturities.
In a normal growing economy, longer-dated maturities
will have higher yields. Currently, the spread (difference)
between 2-year and 10-year treasury bond yields is now
only 0.11%. If this goes negative (inverts), it’s a strong
signal; an inversion has preceded every recession in the last
70 years – but some context is important here. Historically

when a recession did follow an inversion of the yield curve,
there was a long and variable lag. On average, recessions
have started more than a year and a half after an inversion,
and what’s more, stocks typically perform around their
long-term average for the first year after. The New York Fed
uses the difference between the 3-month Treasury bill and
the 10-year bond to calculate the probability of a recession
in 12 months and their current readings show about a 6%
chance. Other measures of rates and spreads give a ~20%
chance of recession, with which we agree.
Another equally likely scenario is that inflation is tamed
sooner than expected, and interest rates remain lower than
currently projected. This positive scenario would result in
traditional stock and bond assets appreciating due to higher
valuations and stronger anticipated economic growth.

DIVERSITY WILL BE THE DIFFERENCE
At the end of the first quarter, equity and fixed income
markets were still in a drawdown (off their highs) as investors
adjusted to the reality of an inflationary environment and
the need for a different investment approach. We firmly

THE BIG PIC TURE
Overall, the U.S. economy remains
strong, primarily due to the stimulus
provided
by
the
government
throughout the pandemic. Consumers are
in excellent financial shape, with moderate debt levels
and significant savings that will help ordinary Americans
tolerate rising prices. In contrast, the federal government
has significantly increased its debt burden, banking on
sustained GDP growth for the next decade to service
the debt. Economists expect gross domestic product to
moderate from unusually high levels after the pandemic
reopening. But the key takeaway is that growth should
remain positive in 2022 and 2023 despite the coming
wave of interest rate hikes.

believe that our diversified portfolios will make competitive
returns this year and that added risk management will make
a difference in this volatile market environment.

We expect a further rise in headline inflation in next
month’s report, which should be the peak. From there,
rising interest rates will help reduce inflation to normal
levels. Food and energy are two of the primary drivers of
inflation. The energy price spike was caused partially by
reduced supplies stemming from the war in Ukraine and
the knock-on effects globally. Additionally, this troubling
event added considerably to overall market volatility
during the quarter. However, geopolitical turmoil has
historically tended to be short-lived – investors’ most
significant risk usually comes from panic selling or underdiversifying rather than the events themselves.
Looking forward, short-term interest rates are expected
to rise to over 2% by the end of 2022, and 2.5% in 2023.
It may be the case that not all these rate hikes are needed
if inflation starts to moderate, especially if the economy
begins to slow. Recently the two-year treasury sold off
at levels not seen since 1984 (a year when bondholders
saw negative returns).
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At this point in the market cycle, asset prices are
factoring in the expectations for economic growth,
inflation's trajectory, and its impact on interest rates.
Because changes to inflation and associated interest rate

assumptions are likely, we expect market volatility to
remain heightened. This increased volatility will reward
opportunistic investors who deploy capital into areas of
the market that are oversold and undervalued.

PASS-THRU THE SALT
Owners of California private pass-thru entities (S-Corp, partnership, sole
proprietor, LLC) are eligible for a new workaround regarding the current
$10,000 federal limitation on the deduction for state and local taxes (SALT).
This workaround presents a unique
opportunity for pass-thru entity
owners in California to significantly
reduce their income taxes. The strategy
is available for tax years 2021 – 2025.
Assembly Bill 150 (AB150) permits
pass-thru entity owners to pay
California state taxes at the entity
level, which means state income taxes

could be fully tax-deductible for its
owners. However, there are stringent
requirements to qualify. Owners must
consent to the entity making the
election and the entity must pay the
tax at a rate of 9.3% of the owner’s
share of net income. The elective tax
is due and payable in two installments.
The first installment is due by June

15th of the tax year of the election,
and the second is due on or before the
due date of the tax return (extension
due date does not qualify). Other rules
also apply, please consult your CPA or
enrolled agent to understand whether
you qualify for this powerful strategy.

BACKDOOR ROTH IR AS – ARE THE Y RIGHT FOR YOU?
A Backdoor Roth is a commonly used planning technique for high-income households
to contribute to a Roth IRA when individual or household incomes exceed the IRS limits
(see below). Our goal is to demystify this process so our clients can assess the value
and potential pitfalls of the backdoor conversion process.
Roth IRAs vs. Traditional IRAs
Are there Required Minimum Distributions?

Are Distributions Taxable?

Are Contributions Tax Deductible?

Traditional IRA

Yes

Yes

Yes**

Roth IRA

No

No*

No

*Roth IRAs do have a 5-year holding requirement.

**Traditional IRA deductibility is based on Adjusted Gross Income (AGI).

CONTRIBUTION LIMITS & DEDUCTIBILITY
For 2021 and 2022, you can contribute up to $6,000 ($7,000 for those 50 or older) to a traditional or Roth IRA. Due to
income limits placed on both Roth and Traditional IRAs, you may be disqualified from contributing to a Roth and/or receiving
a tax deduction for Traditional IRA contributions.

CONCLUSION
The backdoor Roth IRA is a fantastic tool available to high-income earners, but it is imperative to view the conversion in the
context of your total financial picture. Give us a call today to start the conversation with our financial planning team and to
find out if this strategy can bolster your financial future.
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CLIENT SPOTLIGHT: PAME L A WRIGHT

After an illustrious 40-year career in the private equity real estate sector, Pamela
Wright recently retired from her position as a Managing Director at Evercore.
This marked the culmination of a long
and successful career connecting
top-tier real estate investment firms
with global institutional investors.
While she found great professional
success helping investors and
managers from diverse backgrounds
understand each other’s needs
and create mutually beneficial
partnerships, she is most proud of
her accomplishments in mentoring
other women striving to break
into the industry. Pamela recruited
women into her field, serving as their
advocate, and watching them become
thought leaders and champions of
gender equity. She made it a priority
to strive for equilibrium between
personal and professional life and
cultivated a group culture where
team members supported each other
during maternity leaves and other
personal challenges.

With her newly found time, Pamela
is enjoying taking on new challenges,
such as honing her piano playing,

the Community Land Trust of West
Marin, where she will become Board
Chair in June.
Pamela is especially thrilled with
two miraculous pandemic additions
to her family:
her puppy Aggie
(photographed above), and her new
granddaughter Quincy Rose! All of
us at Karp Capital Management wish
Pamela great success in this next
chapter of her life.

Spanish speaking skills, gardening,
and cooking for friends. She also
serves on two nonprofit boards:
ODC dance in San Francisco and

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.

Karp Capital Management Corporation
Registered Investment Advisor

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.

Office Address: 30 Liberty Ship Way,

info@karpcapital.com | karpcapital.com
P: 415.345.8185 | F: 415.869.2832
Mailing Address: 2269 Chestnut St.,
#308 San Francisco, CA 94123
#3150 Sausalito, CA 94965
Follow Us:
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Companies, Inc. (“S&P”), DOW JONES AND COMPANY INC. (“Dow Jones”), BARCLAY’S CAPITAL (“BarCap”), MORGAN STANLEY CAPITAL INTERNATIONAL, INC. (“MSCI”), FACTSET,
IG, or TRADING ECONOMICS. Although information in this document has been obtained from sources believed to be reliable, we do not guarantee its accuracy, completeness or fairness,
and it should not be relied upon as such. All opinions and estimates herein, including forecast returns, reflect our judgment on the date of this report and are subject to change without notice.
Such options and estimates, including forecast returns, involve a number of assumptions that may not prove valid. Further, investments in international markets can be affected by a host of
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Management does not offer tax advice, please consult with your CPA or tax professional.
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