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FINANCIALFOCUS
POSITIONING YOUR FINANCIAL WORLD IN THE GLOBAL ECONOMY

THE BL ACK SWAN

The S&P 500 just realized its worst first-half
performance since 1970.
High inflation and sharply rising
interest
rates
combined
with
growing recession risks and extreme
geopolitical uncertainty pushed stocks
and bonds sharply lower through
the first six months of the year.
Those declines are understandable,
considering inflation reached a 40year high, the Federal Reserve raised
interest rates at the fastest pace in
decades, China (the world's secondlargest economy) effectively shut
down, and the Russia-Ukraine war
raged on. Frankly, the current market
environment unequivocally qualifies
as a black swan event. The current
environment is rare indeed as this
is one of the 20 largest drawdowns
in the S&P 500 going back to 1961.
Also, this is only the third time in the
last hundred years that long-dated
treasury bonds lost money as stocks
slid in value.

priced in high inflation and many more
rate hikes from the Fed between now
and early 2023. We see a definitive
peak in inflationary pressures in the
coming months, meaning fewer Fed
rate hikes, which could be a positive
catalyst for markets to move higher.
For the consumer, mortgage rates
are rising the fastest in 50 years,
plus
stock-market
turmoil
and
recession fears are weighing on
buyer confidence. The lack of sales
could exacerbate the nation's housing

affordability crisis by pushing more
would-be buyers into a rental market
where costs are already soaring.
Internationally, the Chinese economic
shutdown increased global recession
concerns, but recently officials in
Shanghai declared "victory" against
the latest COVID outbreak. If Chinese
economic activity returns to normal,
that will be a positive development for
global economic growth. Finally, the
human tragedy in Ukraine continues
with no end in sight. Bottom line, the
markets have experienced numerous
macro and microeconomic headwinds
through the first six months of the
year, and these headwinds have
legitimately pressured asset prices.
But, we believe these headwinds may
abate, allowing certain assets to win
back earlier losses.

But while the volatility and market
declines of the first six months of
2022 have been unsettling and
painful, the S&P 500 now sits at more
historically attractive valuation levels.
Moreover, the market is pricing in
many negativities at current prices,
opening the possibility for positive
surprises in the second half of 2022.
Regarding inflation and interest rate
hikes, markets have aggressively
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Past performance is not necessarily
indicative of future results, but market
history shows that positive surprises
can and have occurred even in trying
markets. More importantly, through
each of those declines, markets
eventually recouped the losses and
moved to new highs.

In this version of our Financial
Focus Newsletter, we'll explain
why every economic contraction
is unique and that the length of
a recession is uncertain. Then,
we'll discuss two key tenets of
behavioral finance – patience and
emotion – and why they are crucial

to successfully navigating a bear
market. Lastly, we'll break down our
portfolio approach, the difference
between risk management and fear
management, and where we see
opportunities in this woolly market.

TURBULENT CONDITIONS - OPPORTUNIT Y AWAITS

Volatility reigned supreme throughout the second quarter as markets
reacted to the reality of tightening monetary policy, supply shocks, and
geopolitical unrest.
Markets declined over 15% through the first six months
of the year, something we've only seen five previous
times since 1932. With the benefit of hindsight,
our move to position portfolios more defensively
last quarter was the right call as a bear market
took hold (a bear market is defined as a 20%
cumulative decline in stock prices).
When a central bank promises to hike interest
rates to tame inflation, history tells us the
risk of recession increases (a recession is two
successive quarters of gross domestic product
(GDP) contraction). Because our central bank,
the Federal Reserve, raised short-term interest
rates 0.75% in mid-June, investors factored in the
higher likelihood of a recession and responded
by selling riskier assets like technology and
growth stocks. Since 1950 there have been 15
bear markets, with an average decline of 30%
over approximately one year and an average of
one and a half years to break even1 . If history
is a guide, we can expect to see more selling in
the coming months as the recessionary phase
of the economy culminates. Nonetheless, not
all bear markets result in significant economic
contraction or a deep recession. Of the recent
seven bear markets, five of them resulted
in recession2 , which means investors must
diligently pursue opportunities presented by
this market decline.
As we enter the third quarter, we remain committed
to our defensive portfolio posture anchored by
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conservative equity and fixed income allocations and
buoyed by a suite of alternative investments.

MARKET PRICE PERFORMANCE AS OF 6/30/22
JUNE 2022

2ND QUARTER

2022 YTD

THE CLOSE

DOW

-6.71%

-11.25%

-15.31%

30,775.43

S&P 500

-8.39%

-16.45%

-20.58%

3,785.38

NASDAQ

-8.71%

-22.44%

-29.51%

11,028.74

RUSSELL 2000

-8.37%

-17.49%

-23.93%

1,707.99

MSCI EAFE

-9.40%

-15.37%

-20.97%

1,846.28

MSCI ACWI

-8.58%

-16.13%

-20.94%

596.77

Bloomberg US Agg Bond

-1.57%

-4.69%

-10.35%

GOLD

-2.24%

-7.51%

-1.16%

1,807.30

CRUDE OIL

-7.77%

5.46%

40.62%

105.76

Morningstar Category AvgIntermediate Government

-1.26%

-3.49%

-8.12%

*3.013

MS Category Avg-Muni CA Intermediate

-1.41%

-2.69%

-7.91%
*10 YEAR TREASURY RATE

SEEING THE FORES T FROM THE TREES

Like a baker begins with flour, our
investment team first analyzes
macroeconomic data points when
determining portfolio construction
and positioning.
In our last quarterly update, our baseline macro-economic
assumptions were for interest rates to rise, inflation to begin
easing, and economic growth to slow but stay positive.
So far, our assumptions largely remain intact, with one
important caveat; headline inflation continued to increase.
Today, persistent inflation is a primary concern for nearly
every American, whether or not they are an investor.
After months of failing to act, the Fed finally felt enough
pressure to attack inflation and raised interest rates. To its
(and our) credit, the Fed typically focuses on core inflation,
which excludes volatile categories like food and energy
when measuring prices (when you include all categories
– headline inflation). Although core inflation is trending
down as we predicted, the consumer feels the same as any
decrease continues to be offset by food and energy prices
we feel or see (every time we pass a gas station!) each day.
As a result, the Fed has shifted its focus to bringing down
both core and headline inflation, which requires a more
aggressive policy.

With a less accommodating Federal Reserve, markets now
anticipate short-term interest rates to exceed 3% at the end
of the year, up from 2.75%. But this is not a guarantee, and
certain indicators suggest that the Fed may not increase
rates as currently projected. Currently, profit margins are
falling due to rising supply (not falling demand, as would
typically be the case), global supply chain pressure is easing3,
and recent wage growth is moderating (again, opposite
of what would be expected in a late economic cycle). The
table included here shows the Fed's assumptions for future
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economic growth, inflation, and shortterm interest rates.4 As you can see,
this data points to normal conditions in
the coming years.
The key takeaway is that a mild
recession will likely be shallow and
short-lived. Compared to the Great
Recession, the economic plumbing is in
good shape, corporate and consumer
balance sheets are stable, and we
have not had significant mispricing of
assets, which commonly sparks severe
market downdrafts.

PERSPECTIVE - A POWERFUL TOOL
TO STAY THE COURSE

With the fear of a recession more pervasive
right now, it is important to ground yourself with
context and perspective.
While no one is an oracle, we must
consider the case for a mild recession,
which is compelling. But, when
considering a recession, it is vital to place
it in a historical context. The human
condition makes it very difficult to recall
older negative events of the same type.
Stated differently, most of us remember
the Great Recession in detail, but the
early 2000s recession was less so.
How about the early 1990's recession
inextricably linked to Iraq's invasion of
Kuwait? You see the point – the passage
of time impacts our financial vision
like our vision – it diminishes. We can
overcome this obstacle by focusing on
the economic data and ascribing history
to an appropriate weighting. Using this
approach, we remain confident that
any recession on the horizon will not
be as widespread or severe as previous
recessions.

With the proper perspective, we see
fearful markets as an opportunity
to outperform – adversity is our
asset. We hold this belief because
skittish investors react to events
that have already happened rather
than anticipating and managing
future risks. Effectively, investors

are overvaluing previous adverse
events while undervaluing future
positive indicators. The result is a
bear market, where prices reflect
investor regret, leading to irrational
selling to end the pain and fear
of further losses. This is pain
management, not risk management.
Risk management is proactively
adjusting a portfolio to align with
the current investment environment
while keeping an eye on the near
future. Our defensive adjustments
earlier in the year proved an
effective risk management strategy
that continues to yield value by
dampening volatility while retaining
opportunities for future gains.

³ https://www.newyorkfed.org/research/policy/gscpi#/interactive
⁴ https://am.jpmorgan.com/us/en/asset-management/adv/insights/market-insights/market-updates/on-the-minds-of-investors/will-the-fed-tip-the-economy-intorecession/?email_campaign=303026&email_job=321089&email_contact=0033a00002jNBjuAAG&utm_source=clients&utm_medium=email&utm_campaign=ima-mipublication-wmr-web-outlook-06212022&memid=7220927&email_id=61573&decryptFlag=No&e=ZZ&t=613&f=&utm_content=Readthelatest
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CORNERS OF THE FINANCIAL MARKET WHERE THE
SUN IS PEEKING THROUGH THE CLOUDS

Last quarter we were positioned for
economic growth and inflation to
moderate, short-term interest rates
to rise, earnings to grow and be
supportive of stocks, and volatility
to increase. And while it seems the risk of recession
has risen recently and is in front of us, some economic data
is already recessionary foreshadowing a further weakening
of corporate earnings as profit margins contract.

Factors continuing to work in the equity markets include
quality, valuation, and dividends – traits of most valueoriented stocks. Growth stocks are less attractive as they
do not share these characteristics (see chart). In our base
equities, we continue to favor domestic stock markets
over foreign markets due to the rocky economic and
political environments in Europe and South America and
the continued strength of the US dollar. However, we are

starting to see opportunities in certain emerging markets.
Emerging markets that are most attractive include those
that have most effectively combatted inflation by enacting
proactive interest rate policies, possess the ability to tap
into vast supplies of natural resources or have growing

populations. We also see potential in countries that depend
on China as a key economic partner and expect tailwinds
as the Chinese economy fully reopens. In our sector equity
strategy, we continue to emphasize value and defensiveoriented sectors such as energy, materials, financials,
utilities, consumer staples, and healthcare.
As the market digests rising interest rates, we continue
to favor bonds with shorter maturities and higher credit
quality. Bonds with longer maturities and lower credit
qualities are more sensitive to changes in interest rates. We
remain committed to our position that we are approaching
peak interest rates in some parts of the bond market.
As this interest rate peak forms we are monitoring for
opportunities to buy more bonds and secure what we
believe are favorable interest rates capable of generating
stable cash flow.
In alternative investments, we continue to hold a wide
array of assets that are uncorrelated to the stock and bond
markets, perform well in inflationary times, and mitigate
market volatility. When assets are uncorrelated, it means
the price movement of one asset does not affect another.
The year to date beautifully illustrates the importance
of alternative assets in portfolios. Alternatives like real
estate, commodities, and other real assets perform well
in the face of persistent inflation as we've seen in 2022.
Accordingly, they have fared much better than stocks and
bonds, with some positions showing gains for the year –
quite impressive considering multiple indices are down
over 20%. While some of these assets may give up gains in
the near future, their longer-term investment case remains
intact. We are especially focused on certain commodities
susceptible to a correction, given recent meteoric rises.
But, we see commodities continuing to perform well given
overall long-term demand increases for things like precious
earth minerals. Private equity, private debt, and volatilitydampening strategies round out our alternatives approach,
further bolstering our all-weather approach to portfolio
construction.
At the halfway mark of 2022, we are pleased to see
portfolios outperforming their benchmarks because of
our active risk management approach and sector rotation
strategy. Lastly, as you review your accounts, you'll also
notice that we executed tax-loss harvesting trades in equity
and fixed income to reduce tax liability come tax season.
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E AGLE E Y ES - TECHNICAL INDICATORS TO WATCH

We will continue vigilantly seeking out and assessing meaningful economic
and market indicators to influence our future market outlook and portfolio
positioning. Some examples include:
» The bond market yield curve continues
to give mixed signals. For instance, the
2-month to 10-year yield spread has
gone negative twice this quarter but is
now positive, but the 3-month to 10year spread (a measure of bank financial
health) remains decidedly positive.
» Corporate credit is not showing
signs of increasing default risk.
Yields on corporate debt compared
to treasury bonds have risen but

remain at average levels5 and are
sensitive to the business cycle, remain
not showing signs of stress. Overall,
in downtrends but are not flashing signs
despite the recent spread widening,
of impending economic contraction.
default risk remains relatively benign
from a historical context, though » Investor
Sentiment,
which
pockets of stress are likely to emerge.
encompasses
a
few
different
surveys of investors, shows signs
» Leading economic indicators, like the
of extreme negative sentiment that
Institute for Supply Management’s
has historically been associated
Manufacturing report that has a high
with market lows. The Consumer
correlation with the stock market or
Sentiment Index is an example (see
the Copper to Gold Ratio, which is
chart).

We understand that some of the concepts above may be unfamiliar to our clients. We welcome the opportunity
to explain any of these more technical indicators to those interested in learning more and encourage you to
contact us.

⁵ https://www.icapitalnetwork.com/insights/blog/icapital-market-pulse-parsing-credit-risk-as-rates-rise-and-spreads-widen/?utm_medium=email&_hsmi=215193825&_
hsenc=p2ANqtz---KvWWCywSZqYdOE6v_3pqQMqTu0M7fIAZgh4-ekypudvzPNnWmOqOzHGna5ti4Kr-68rPEHoPwpNaRyPNlW5j3tjNOx3XQdHbuMqtRS1VtQeGcLw
&utm_content=215193825&utm_source=hs_email
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THROUGH THE WINDSHIELD - DOWN THE ROAD WE GO

Market participants remain focused squarely on
the economy and the Fed’s ability to mitigate
recession as they raise interest rates.
We would not be surprised to look
back to this time next quarter and see
the data show we were in a recession.
Further, we may be witnessing
"near-peaks" for many of the risk
factors affecting markets, including
geopolitical risk, China regulations,

rising interest rates, inflation, and a
stronger US dollar. Earnings should
slow but remain positive, and equity
valuations have corrected to where the
forward price to earnings (P/E) ratio
on the S&P 500 index is now at its 10year average.

529 PLAN CHANGES WHY YOU SHOULD OPEN
AN ACCOUNT TODAY

Changes to the Federal Application
for Student Aid (FAFSA), make it
significantly more attractive for
relatives to open 529 accounts for
the next generation.
Beginning with the 2024-2025 school year, distributions
from 529 accounts will not factor into the equation used
to determine need-based aid awards. Currently, FAFSA
rules include distributions from 529 accounts in the needbased aid calculation. Accordingly, this raises the student's

Fear is undoubtedly playing a part in
this recent market decline. During these
challenging times, we encourage you
to use Karp Capital as your investment
sherpa – trust us to lead you up the
financial peaks and valleys – ultimately
finishing our journey at the summit.
History tells us that investors who
remain committed to capital markets
when others flee will be handsomely
rewarded with time.

Expected Family Contribution (EFC) – the amount the
family is expected to contribute towards the cost of college
in any given year – by 50% of the prior year's distribution.
Currently, if a grandparent withdraws $10,000 for college
for their grandchild, in the following year, the EFC will
increase by $5,000, or 50% of the prior year's distribution.
But under the new rule change, if a grandparent pays
$10,000 out of a 529 plan, then the distribution would not
be factored into the EFC calculation (this change applies to
all 529 plans owned by anyone except a parent or guardian).
Though this change goes into effect for a FAFSA filed for
the 2024-2025 school year, it will be based on the two
previous tax years. Therefore, distributions taken in 2022
or later will not impact an award of need-based financial
aid.
This change further sweetens 529 plans, which were
always an especially attractive college savings tool and a
strategy we highly recommend.

Reasons to open a 529 account today include:
» Gifting: 529 plans allow grandparents to gift up to
$32,000 per year as a couple ($16,000 per grandparent)
free of gift taxes. All 529 plan contributions are
removed from the grandparent's taxable estate.
» Accelerated Gifting: A special provision of 529
plans allows for accelerated gifts of up to $160,000
(married filing jointly) or $80,000 (single) to each
grandchild's 529 account. Once this contribution
is made, no further gifts can be made for 5 years.

» Multiple Grandchildren Savings: If a couple has 5
grandchildren, they could feasibly reduce the size of
their taxable estate by $800,000 in a single tax year.
» Control: The grandparent always has control of
the account and can name a successor owner.
» Flexibility: If the beneficiary does not attend college, the
account holder can change the beneficiary at any time.

Please contact us if you would like to establish an education legacy for your next generation by building out a
529 strategy.
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THE NO. 1 INVES TMENT TO MAKE RIGHT NOW - I BONDS

If you have extra money to invest and are concerned
with inflation, you should be purchasing I Bonds.
These treasury-protected bonds pay interest comprised of a fixed rate and an
additional rate adjusted to inflation twice a year.

Currently, I bonds purchased through
October are earning 9.62% interest.
You can buy up to $15,000 worth
of I bonds per individual (including
children and grandchildren) each
year ($10,000 from treasurydirect.
gov and $5,000 with your tax return
refund). The bonds may be held for up
to 30 years and are illiquid for the first
year after purchase. If you redeem
the bond before the fifth purchase
date anniversary, three months of
interest are forfeited. These factors
make I bonds a terrific tool to use as
part of a gifting strategy to the next
generation.
I Bonds are also exempt from state
and local income taxes but taxed
federally. In this high-inflation
environment, I bonds present a rare
opportunity to earn a strong return
on your savings with much less
risk. To purchase these bonds, visit
treasurydirect.gov. Don't hesitate to
contact us if you run into any issues;
we will be happy to assist.

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:

fi

¹ https://awealthofcommonsense.com/2022/05/how-long-do-bear-markets-last/
² https://www.morningstar.com/articles/1098731/do-bear-markets-lead-to-recessions
Information contained herein is derived from and based upon data licensed from one or more unaffiliated third parties, such as STANDARD & POOR’S,a division of The McGraw-Hill
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
factors, including political or social conditions, diplomatic relations, limitations or removal of funds or assets, or imposition of (or change in) exchange control or tax regulation in such markets.
The past performance of securities or other investments does not necessarily indicate or predict future performance, and the value of investments. This document may not be reproduced
without our written consent. Securities offered through Infinity Financial Services, member FINRA/SIPC . Karp Capital Management is not an affiliate of Infinity Financial Services. Karp Capital
Management does not offer tax advice, please consult with your CPA or tax professional.
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