
 

Q1 2018 Market Synopsis 
Economic & Market Update/Comments: 

Things can change very quickly in the financial markets, and the first quarter of 2018 
illustrated that perfectly.  Just three months ago in our 2017 review newsletter, we noted 
2017 was the least volatile year in stock market history; in addition to producing solid 
double-digit returns. We also stated the following, ‘look for higher volatility and a 
material stock correction’ sometime in 2018. That certainly proved to be the case, 
however it is very important to realize that a 10% or so correction in the stock market 
(like the one we are experiencing now) is ‘normal’ and on average occurs around once 
per year. 

Even though the 1st quarter was extremely volatile and seemed painful, the overall 
US stock market was down less than 1%. The SP500 ranged from an all-time high of 
2872 in late January to a recent low of 2581 in early February. This represents a total 
difference of around 10%. 

The 10-year Treasury yield had a big quarter, with interest rates rising substantially 
from around 2.45% to 2.75% at the end of March. Yields briefly neared 3% in late 
February (which was a 5-year high). This rapid increase in interest rates caused most 
bonds, utilities, real estate, and other interest rate sensitive investments to drop in value. 
The rise in interest rates, along with higher inflation expectations has been a large 
contributor to the increase in financial market volatility so far this year.  

Select 2018 YTD Asset Class Returns 
Private Equity (GBP Capital) + 2.2% 
MSCI Emerging Market (Emerging Stock Market) + 1.2% 
Alternative Lending (LENDX/RMPLX) + 1.1% 
Insurance Linked Securities (XILSX/SRRIX) + 1.1%  
TIPS (Treasury Inflation Bonds) - 0.5% 
S&P 500 (US Stock Market)  - 0.8% 
US Mid/Long Treasury Bonds - 1.4% 
High Yield Bonds - 1.5% 
All Asset Risk Variance (AVRPX) - 3.8% 
MSCI EAFE (Foreign Developed Stock Market) - 1.7% 
S&P GSCI (Broad Commodity Market) - 4.6% 
DJ US Real Estate (US Real Estate) - 8.2%  



 

The FED continues to hike rates which is starting to be felt in terms of cash yields and 
borrowing costs. Cash and short term bonds/CDs are now yielding 1.5% to 2.5% for the 
first time in almost a decade.  

It is expected that the FED will hike rates another 2-3 times during 2018, and if that turns 
out to be correct, we can see cash and short term bond yields approaching 3.0% by the 
end of the year.  With the SP500’s dividend yield now at 1.8%, cash and short term bonds 
can be significant ‘competition’ to the stock market for yield seekers.  

Volatility (measured by the VIX) after rarely pushing above 12-13 last year, 
skyrocketed north of 40 in early February.  Since then, we have spent most of the time 
between 15 and 25, with many days seeing movements of 1% or more in the US stock 
market. Amazingly, through all of 2017, we saw only 8 trading days with 1%+ moves, 
and just a couple days into the second quarter of 2018 we have already seen 28! 

 
 
Below: Chart of Volatility (VIX) Jan 1 2008 – April 17 2018 
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The major factors which impacted markets in Q1 2018 are highlighted below: 

• FED Rate Tightening/Cash Rate increasing: The FED, now with new 
Chairmen James Powell, continues to hike short-term rates and increase 
yields on cash and short-term bonds. We are now sitting at a short-term rate 
of 1.5% – 1.75%, with Powell signaling a desire to increase 2 – possibly 3 
more times this year. As we look ahead, cash and short term bonds likely 
will yield more than 2% and, for the first time in a decade, offer investors 
more income than the stock market.  

• First Stock Market 10%+ correction in 2 years: After no material 
pullback in the stock market since early 2016, we experienced our first 10% 
correction in the markets in early February 2018. On average we have this 
type of drawdown once per year, so this was certainly nothing out of the 
ordinary. It felt painful however, as over the past two years investors have 
become used to abnormally calm markets. As we write this update, half the 
correction losses have been erased, and the markets are now down only 
5.5% off of the all-time highs hit in January.  The sectors hardest hit were 
financials, technology, and energy. All these sectors are now in the 
process of recovering.  

• Rapidly rising interest rates/LIBOR increase: As the 10 year Treasury 
rate rapidly increased through February from 2.40% to 2.95%, it had a large 
impact on many different securities and markets. Almost all bonds were 
down between 1% and 4% within two months, with public real estate 
and utility stocks faring even worse. In addition, this rate increase fear 
along with ‘hotter’ inflation metrics could have been the spark that ignited 
the correction in the broader market. LIBOR is also very important as this 
is a ‘benchmark’ rate that is tied to mortgages, home equity lines, corporate 
lending, and many other loans. The rate rise in LIBOR has also been 
significant and abrupt, causing some strain in corporate borrowing and in 
debt service payments for individuals.  



Below: LIBOR rate over past 10 years 

 

• Trade Tensions & Tariffs: Although in our opinion, trade tensions, 
aggressive negotiation tactics, and tariffs are not the main causes for market 
volatility, they certainly have exaggerated moves on certain days and added 
to market fears. In our opinion, trade tensions remain a risk to the markets, 
but a limited one in terms of the overall economy. We feel it much more 
likely that trade deals are renegotiated over the next year or so, with some 
net positive changes. However, at any time a scary trade headline can cause 
a spike in volatility and a 1% - 3% drawdown.  

Traphagen 2018 Portfolio Changes & Performance Update 

Overall, in a year with bonds down around 2% and stocks up around 1%, most of our 
portfolios are near breakeven. Other sectors including real estate and commodities are 
down mid to upper single digits.  

You will find a summary of major changes we made to portfolios in early 2018 and 
some changes we will be implementing over the next few months: 

• Reduction in interest rate sensitive bonds across the board: In anticipation of 
rising interest rates, we cut our exposure to Treasuries, investment grade corporate 
bonds, and high yield bonds early this year. As rates did increase materially, we 
are happy with the reduction in bond allocation. These bond classes are down 
between 1% and 3% so far this year.  

Highest level in almost a decade for 
LIBOR (2.7% current level) 



• Increase in TIPS vs. Nominal Treasuries:  In anticipation of higher growth and 
inflation, we sold nominal Treasuries and bought TIPS. TIPS are guaranteed 
bonds of the US Government, but automatically increase their payments to adjust 
for inflation each year. These bonds are helped by higher inflation expectations, 
and that is what we have seen so far in 2018. 

• Introduction of Private Real Estate Credit & Equity: Most qualified clients 
purchased private real estate and private equity late last year or early this year. 
These investments have been the best performing assets from late last year 
through mid-April with returns (depending on client purchase date) of +1.5% 
to + 3.5%  

• Elimination of Managed Futures Exposure (LFMAX): With the emergence of 
superior alternative investments and lackluster managed futures performance, we 
have decided to exit our LFMAX position for some portfolios. With the addition 
of the investment highlighted below, we think we can get better risk adjusted 
returns without an allocation to managed futures. 

• Addition of Diversified Real Assets Fund (VCRRX): This is a strategy that 
holds a combination of farmland, timberland, and infrastructure. Overall, these 
assets have produced very steady cash flows not tied to the overall economic cycle 
with low volatility. Farmland and timberland are diversified by crop/tree type and 
geography, while infrastructure includes ownership of airports, seaports, toll 
roads, and utilities. We will be recording a podcast with much more 
information on this new investment opportunity shortly.  

2018 Market and Economic Outlook Update: 

For the first time in 8 years we are considering a tactical allocation to cash and/or 
short term bonds as interest rates rise and yields on these low risk assets increase.  
There are now some high grade, ‘floating rate’ bonds with virtually no interest rate risk 
yielding over 2%. These investments might be added to select portfolios before year-end.  

We remain constructive on the global stock market in the short to intermediate 
term (6-9 months) as unemployment is very low, tax reform and deregulation are 
spurring confidence in the US, corporate earnings look good, and housing remains strong 
in most markets. We currently view mid/late 2018 as the ‘sweet spot’ for the markets and 
the economy. If interest rates and inflation go up significantly from current levels, we 
might sow the seeds for a more aggressive FED and the end to the current bull cycle. We, 
however, do not see much evidence of that yet, so we continue to view this as more of a 
2019/2020 risk. 



Below is a chart of the Traphagen Recession Index (TRI) 3/2016 – 4/2018 

 

The TRI can be interpreted as the chance of a recession beginning over the next 12 
months. Although it has been gradually increasing over the past year, it remains at a 
relatively low level (31.6). If this measure increases above 40% -45% we could start to 
take some more defensive positions in the portfolio.  
 
Our biggest concern in the intermediate to longer term is continued above normal 
valuations in the US stock and bond markets. This should not be a significant problem 
until (and if) we see much higher interest rates.  We continue to monitor valuations of all 
asset classes and diversify portfolios accordingly.  

As always, we greatly appreciate the privilege of managing your investment assets, and 
we hope all have the opportunity to enjoy the spring weather over the next couple of 
months.  

Best regards, 
Your Traphagen Investment Team 
 
 
 

Addendum (Q1 2018 Asset Class Summaries) 

Equity Market Update (Q1 2018) 



The 1st quarter was extremely volatile and experienced the 1st 10%+ correction in 
the stock market in two years. That being said, the SP500 was still down only 0.8% 
for the period. International stock markets experienced similar returns.  

Energy and utilities were the worst performing sectors with returns ranging from -4% to 
 -6%, while all other sectors returned a couple percent either side of breakeven.  

Fixed Income Market Update (Q1 2018) 

The bond markets had a bad quarter as interest rates increased dramatically over a 
short period of time. The 10-year Treasury increased from 2.40% to 2.95%, before 
settling at 2.75% at the end of March. Most bonds returned between -1% and -4%, with 
emerging market bonds the best performer, having near breakeven returns.  

Real Estate / Commodity Market Update (Q1 2018) 

The real estate market had the worst quarter since Q2 2015, also due to rapidly 
increasing interest rates and high valuations. This is why, for eligible clients, we sold out 
public REIT exposure late last year and allocated to the private real estate credit fund. 
The public REIT index was down 8.2% during the period.  

Private real estate returned the quarterly income, which will vary for each client 
(depending on entry timing), but in general the position returned +1% - +2%.   

The broad commodity equity index was down slightly more than the general market, but 
as broad corporate restructuring continues, the pipeline/MLP space was down just shy of 
10%.  

Alternative Market Update (Q1 2018) 

The Insurance linked asset class had a predictably quiet quarter, with returns of around 
1%. We are seeing 5% - 20% premium increases in 2017 hurricane-impacted areas, with 
0% – 5% increases in non-impacted areas.  

Alternative lending also had a quiet quarter with returns of about 1% between both funds.  

AVRPX (option selling strategy), after a great 2017, lost 3.8% in the period due to much 
higher volatility in global stock markets.  

As expected, private equity returned the monthly income component, which was 0.73% 
per month; thusly GPB returned 2.2% with no volatility for the quarter. 


