
 

Q2 2018 Market Synopsis 
Economic & Market Update/Comments: 

The second quarter was good for the US stock market, as the S&P500 gained 3.4%, 
including dividends. After an extremely volatile and slightly negative beginning to the 
year, the US stock and bond markets have stabilized; while foreign asset classes began to 
suffer from slowing global growth rates and an increasing US Dollar.  

The SP500 ranged from a quarter low of 2582 in the first days of April to an interim high 
of 2787 in mid-June before tailing off as we headed into July. This represents a total 
spread of around 7.4% within the quarter, which is fairly normal. Volatility gradually 
decreased, with readings in the mid 20s on the VIX in early April collapsing to the 12-14 
range my mid/late June.   

The 10-year Treasury yield had a volatile, but ultimately little changed three-month 
period with interest rates rising slightly from 2.74% in April to 2.85% on July 1st. Rates 
were very volatile in mid-May with yields rapidly rising to a 7 year high of 3.15%. The 
market sustained those levels for only a few days before quickly dropping back below 
2.9%.  

Select 2018 YTD Asset Class Returns 
S&P GSCI (Broad Commodity Market) + 9.9% 
Private Equity (GBP Capital) + 4.4% 
S&P 500 (US Stock Market)  + 2.5% 
Insurance Linked Securities (XILSX/SRRIX) + 2.4%  
Alternative Lending (LENDX/RMPLX) + 2.2% 
DJ US Real Estate (US Real Estate) + 1.2%  
High Yield Bonds + 0.1% 
TIPS (Treasury Inflation Bonds)    0.0% 
US Mid/Long Treasury Bonds - 2.0% 
MSCI EAFE (Foreign Developed Stock Market) - 2.4% 
MSCI Emerging Market (Emerging Stock Market)    - 7.0% 
All Asset Risk Variance (AVRPX) - 7.1% 

 

The FED continued to hike yields during the period, with the fed funds rate now at 
1.91%. It is likely Powell and the committee will hike one to two additional times this 



year and possibly two to four more next year. If this proves correct, the ‘yield curve’ 
could flatten or even invert. When this happens, it is historically a sign of a slowing 
economy and possibly the end of the expansionary cycle. We are not there yet, but we are 
monitoring this; and will take defensive portfolio action if warranted. 

Below: Chart of 10 Yr. vs. 2 Yr. Treasury Bond Spreads (15 Years) 

When short-term rates exceed longer term rates (called an inverted yield curve); this has 
historically signaled a higher than average chance of recession. Below, the inversion that 
occurred in 2006/2007 correctly ‘predicted’ the recession of 2008/2009. We currently are in a 
significant flattening of the curve, but long-term rates are still 0.25% above a ‘flat’ level. 

 
The major factors which impacted markets in Q2 2018 are highlighted below: 

• Stabilizing of Rates/Reversal of Rate Sensitive Securities: After a first 
quarter that saw interest rates rising rapidly (an increase of 0.5% on the 10 
year Treasury); the second quarter saw a stabilizing of rates with little 
change in the period. This gave some investors the confidence to purchase 
interest sensitive securities that were hammered in the first quarter 
including utility stocks, some bonds, and real estate. These securities were 
near breakeven to up 8% in the period.  

• Divergence of US & Foreign Securities: With the US economy growing 
close to 3% and the Dollar strengthening, while global growth waned and 
trade fears increased, we began to see a divergence between our stock 
market and foreign markets. While the SP500 was up 3.4% in the period, 



the foreign developed stock market index was down 2.1%, and emerging 
markets performed the worst, down 9.3%.  

• Rapidly rising US Dollar: The US Dollar was up around 5% during the 
quarter. This had limited impact on the US stock market, but took down 
foreign markets starting in mid-April. There are a few reasons that 
contributed to the higher US Dollar including better US economic 
prospects, higher short term US rates, and trade uncertainty.  

Below: Chart of US Dollar (Black) vs. US Stocks (Blue) / Foreign Stocks 
(Pink/Purple) for 2018  

Starting in mid-April the US Dollar started to appreciate and foreign stocks began to 
underperform significantly.  

 

• Trade War Fears & Tariffs: Starting in May, trade war fears, unconventional 
negotiation, and tariff threats/implementation started to cause an increase in 
global stock volatility. We believe over the next 6-12 months trade 
‘battles/negotiations’ will continue with unfavorable headlines causing 
periodic stock market dips; and good ones causing quick relief rallies. Past the 
headlines we see this as neutral to slightly negative in terms of growth and the 
stock market. There is possible further upside or downside depending on “trade 
deal” progress through the rest of the year. Regardless, US small cap stocks 
should be the least impacted, with large cap Chinese companies and certain 
international manufacturing industries the most affected. We have seen this 
reflected in the markets so far this year with small cap stocks up 12% and 
Chinese stocks down 10%.  

 

 



 

Traphagen 2018 Portfolio Changes & Performance Update 

Overall, this remains a year of mixed asset class returns amid slowing international 
economic growth, rising interest rates/US Dollar, and robust domestic earnings growth. 
Given this backdrop, most of our portfolios are within 1 percent either way of 
breakeven. We remain optimistic for improving returns throughout the year as long as 
interest rates remain relatively stable and trade conditions do not materially worsen.  

You will find below a summary of major changes we made to portfolios from late 
2017 through this June: 

• Introduction of Private Equity Fund (GPB Capital): It has been about one year 
since we entered our private equity position with GPB Capital for accredited 
investors ($1M+ in investable assets). So far, we are pleased with both the 
investment performance and the progress on the business/financial side. In terms 
of performance, the ‘share’ price has remained stable since purchase, and it has 
been returning the 8.7% annualized dividend (paid monthly). For 2018, most 
clients have gotten 4.4% in cash returned to them through dividends. In terms of 
business progress; the fund has purchased several additional strategic companies 
within the auto dealership, waste management, IT, and physical therapy industries. 
GPB Capital Fund II now is essentially fully invested; with little cash left to 
deploy. 

• Introduction of Private Real Estate Credit: The first half of 2018 was extremely 
volatile for public real estate with around breakeven total returns. Our private real 
estate credit position had essentially no volatility and returned 2.1% in Q1 alone.  
We are expecting returns for the first half of the year somewhere in the 3.5% to 
4.5% range.  

• Elimination of Managed Futures Exposure (LFMAX): As communicated in the 
last newsletter we have now fully exited our managed futures position as other 
alternative investments became available. We sold this position last month; and 
have moved the proceeds into our new real assets fund; (VCRRX).  

• Addition of Diversified Real Assets Fund (VCRRX): Also communicated in the 
last newsletter, we purchased VCRRX in mid/late June. This fund holds 
diversified private farmland, timberland, and infrastructure assets. We have only 
been in the investment for 2-3 weeks, but most clients are up between 0.5% and 
1.0% since purchase.  



• Overweighting of Small Cap Stocks: In January, we doubled our overall US 
small cap stock exposure for all risk level portfolios. For years, we had very 
little allocation to the space; but with better relative valuations, outsized impact 
from tax reform, and less exposure to trade concerns we saw a good opportunity. 
This has paid off, with small cap US stocks up 12% and large cap up 2.5% for the 
year.  

• Reorganization of Insurance Linked Security Allocation (XILSX, SRRIX): In 
mid/late May we sold a part of our allocation in SRRIX (Stone Ridge Insurance 
fund) and purchased XILSX (Pioneer Insurance fund), while keeping overall 
allocation in the space constant. Through a very tough year (2017) for the 
investment class, Pioneer proved its worth by outperforming Stone Ridge and the 
index by a good margin. We still hold a smaller amount of Stone Ridge for 
manager diversification, but we are now heavily leaning on Pioneer. We are up 
around 2.5% on the year for ILS as we enter hurricane season.  

2018 Market and Economic Outlook Update: 

In the last newsletter we mentioned a possible tactical allocation to cash/near cash; and as 
of late June we have made that move for our more conservative investors. Between 1 and 
5 percent of conservative portfolios have been allocated to ultra-short term floating rate 
investment grade bonds. Rising rates help these securities, and because they are very 
short term in maturity, these tend to be very stable in terms of price. The current yield 
for this investment is around 2.5%. 

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. The one caveat to this premise is major global trade disruption. If the 
trade situation does devolve, we will revisit our outlook, but we do not view this as the 
most likely scenario. Rising interest rates and inflation might sow the seeds for a more 
aggressive FED and the end to the current bull cycle but we continue to view this as more 
of a 2019/2020 risk. 

Below is a chart of the Traphagen Recession Index (TRI) 3/2016 – 6/2018 



 

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 (~ 33.0%). If this measure increases above ~ 45% we could start to 
take some more defensive positions in the portfolio.  

As always, we greatly appreciate the privilege of managing your investment assets, and 
we hope all have the opportunity to enjoy the summer. For anyone taking vacations, we 
hope they provide safe fun, relaxation, and great times with friends and family.  

Best regards, 
Your Traphagen Investment Team 
 
 
 

Addendum (Q2 2018 Asset Class Summaries) 

Equity Market Update (Q2 2018) 

The second quarter had lower volatility than Q1 and along with that calm, came better 
stock returns. The SP500 was up 3.4% in the period. International stock markets had a 
very volatile quarter and almost all were down, amid a rising dollar and trade fears. 
Europe was down around 3%, while emerging markets fell 9.3%.  

Energy was the best performing sector for the quarter, up more than 13%, while 
consumer staples was the worst; at roughly break even.  



Fixed Income Market Update (Q2 2018) 

The bond markets had another lackluster quarter as the 10-year Treasury increased 
slightly from 2.75% at the end of March to 2.85% on July 1st. Bond classes returned 
between near breakeven to down 2% in the period, which occurred on top of losses in the 
first quarter.  

Although bonds are perking up a little in July, they are still on pace for their worst 
year since 2013 with investment grade bonds performing worst, down around 5%.  

Real Estate / Commodity Market Update (Q2 2018) 

The real estate market had an excellent quarter, with the REIT equity index up 8.2% over 
the last three months. This came after a poor first quarter, so year to date total returns are 
only just above breakeven.  

Private real estate returned 2.1% in the first quarter, and we are estimating +3.5% to 
+4.5% for total returns through Q2.  

The broad commodity equity index was up nicely with a 3.9% return, while commodity 
prices (led by much higher oil), returned just under 10%. Pipelines had an exceptional 
quarter and was a top performing asset with a total return of near 13%. That being 
said; their total return for the year is + 2%.  

Alternative Market Update (Q2 2018) 

The Insurance linked asset class had another quiet quarter as we enter the heart of 
hurricane season. For the year, we are up around 2.5% between both funds we hold, and 
we await the risk and possible higher returns the rest of the year offers.  

Alternative lending also had a predictably very low volatility quarter with positive, but 
muted returns. Half way through the year these positions are up just over 2% between the 
two funds. As expected, these are performing much better than the overall bond market 
with rising rates.  

AVRPX (option selling strategy), had two poor quarters in a row, as volatility was high 
in global interest rate, currency, and commodity markets. All these assets were impacted 
by trade fears; however we are hopeful that if these concerns ease, we can be setting up 
for improving returns later in the year.  

As expected, private equity returned the monthly dividend, which is 0.73% per month; 
thusly GPB returned 2.2% with no volatility for the quarter. Total return for the year 
stands at 4.4%.  


