
 

Q1 2019 Market Synopsis 
Economic & Market Update/Comments: 

The first quarter of 2019 was notable for two reasons. First, the period in terms of risk 
asset returns was the best in a decade. The SP500 returned 13.5%, commodities returned 
around 20%, and foreign stocks delivered a 10% total return. This marks a remarkable 
reversal from the prior quarter, where the SP500 returned -13.5%. As we always try to 
emphasize; the unpredictability of markets, especially in the short term, makes it very 
important for investors to stick to their long-term investment plan despite short-
term volatility and negative headlines.   

The other point to note was the historic change in Fed interest rate policy, and in our 
opinion, the ending of the rate hiking cycle. Many experts view the FED policy shift from 
mid-December to early January as the most significant/abrupt in history. We will explore 
this in more detail later in the newsletter. 

The 10-year Treasury yield dropped moderately amid low volatility from 2.69% to 2.5% 
during the quarter. This drop in rates, along with the likely end of the FED hiking cycle, 
helped bonds and other interest rate sensitive assets register good returns as well.  

Select 2019 YTD Asset Class Returns (3/31/2019) 
Nat Gas/Oil Pipeline Companies (TPYP) + 21.3% 
DJ US Real Estate (US Real Estate) + 17.0% 
S&P 500 (US Stock Market)  + 13.5% 
MSCI EAFE (Foreign Developed Stock Market) + 10.2% 
MSCI Emerging Market (Emerging Stock Market) + 9.5% 
High Yield Bonds + 7.4% 
All Asset Risk Variance (AVRPX) + 3.7% 
TIPS (Treasury Inflation Bonds) + 3.2% 
US Mid/Long Treasury Bonds + 2.8% 
Private Real Estate Credit (Mosaic)   + 2.3%* 
Alternative Lending (LENDX/RMPLX) + 1.0% 
Private Equity (GBP Capital)  + 0.0%* 
Insurance Linked Securities (XILSX/SRRIX)   - 0.5% 

                       * Estimates pending Q1 NAV marks & distributions 

As mentioned earlier the FED made a historic shift in policy between December 2018 
and January 2019. Their message in early December was one more hike mid-month and 



two to three additional in 2019, which would bring the FED funds rate to near 3%. In 
addition, they emphasized an ‘automatic’ decline in balance sheet assets (another form of 
tightening).  

After the late year ‘interest rate panic’ in risk markets, they have now changed their 
outlook to no rate hikes in 2019 and a probable cessation of the balance sheet reduction 
within the year.  

Below: 20 Year history of the FED funds rate (shaded areas are recessions) 

 
 
The major factors which impacted markets in Q1 2018 are highlighted below: 

• FED Policy Reversal: As mentioned prior, Traphagen believes the current 
rate hiking cycle is over. This is very important in determining corporate 
profits, consumer confidence, real estate prices, and asset valuations. 
Traphagen believes the policy change is by far the most important reason 
for the strong positive reversal in risk assets in 2019. 

• Slowing of Corporate Profits/GDP Growth: We are seeing a significant 
slowdown in corporate profits and GDP growth in the 1st quarter of 2019. 
While 2018 experienced the strongest growth in GDP in over a decade 
(around 3%) and red hot earnings growth of 25%, Q1 2019 looks much 
more tepid. We are not particularly concerned however, as GDP growth 
estimates for 2019 are around 2% - 2.3% (still solidly positive) and 
corporate earnings growth should still be marginally positive.  

Prior Average Hiking Cycle Top (5.8%) 

Likely current Cycle Top (2.4%) 



• Partial Inversion/Flattening of the Treasury Yield Curve: Historically a 
flat or inverted yield curve (meaning short-term interest rates are higher 
than longer term rates) has been predictive of a US recession. Therefore we 
keep a close eye on the curve, and if there is a significant inversion it raises 
a red flag in terms of economic health. Currently we see a partial inversion 
in the near term curve (1mo to 5 years); but the 2 year to 10 year still has a 
positive slope. Nevertheless this is a concern, especially for banks and 
lending operations. 

Below: Difference between 10Yr Treasury and 2Yr Treasury (negative = inversion) 

 

• Commodity/Pipeline Company Strength:  Through the first 3 months of 
2019 oil prices are up 31%, having increased from $47/barrel to almost 
$62/barrel. This is mostly in response to a lower interest rate outlook and a 
general increase in risk assets. Because of the oil price increase and what 
Traphagen views as a rational move upward from depressed valuations, 
pipeline companies are performing very well. Through Q1 2019, pipeline 
companies are up 21%. Despite this move higher, we continue to like the 
space.  

Traphagen 2019 Portfolio Changes & Performance Update 

With the help of a historic FED policy reversal, the vast majority of portfolio components 
are firing on all cylinders. All risk/equity assets are experiencing the best quarter since 
2009 with returns ranging from 7% to 20%, high quality bonds are up 2% to 5% with 
falling interest rates and improving credit spreads, and our alternative sleeve is up 1.5% 
(annualizing at just below 6% for the year).  



Below you will find a summary of major changes we made to portfolios in late 2018 
and early 2019: 

• Increase in pipeline company exposure:  In January, we increased our allocation 
to pipeline companies from an average of 3.5% of the portfolio to around 5%. This 
was accomplished by purchasing the low cost Tortoise Pipeline ETF (TPYP). The 
shift proved valuable, with the fund up over 20%. 

• Introduction of private real estate:  After researching many private real estate 
investments last year, Traphagen decided on the Bluerock Real Estate fund 
(TIPWX). This fund is doing well, with essentially no volatility and returns of 2% 
for the quarter.  

• Reduction of Foreign Stocks/Increase in Domestic Stocks: After extensive 
research, we decided to ‘split’ from most financial advisors/managers and 
substantially trim our foreign stock exposure. As a firm we are not convinced of 
any long term return benefit with foreign stocks, but do think there is added risk. 
Since the trade was made late last year, this shift has had mixed results with 
emerging outperforming and foreign developed stocks underperforming. This is a 
long-term strategic shift, so we are not too concerned with shorter term results. We 
still have a smaller allocation to foreign stocks based on cheaper valuations and 
US Dollar trends.  

• Introduction of Private Municipal Bonds: For investors in higher tax brackets, 
we were happy to partner with Tortoise on their private municipal bond fund 
(TSIFX). This fund aims to produce around a 5% to 6% federal tax-free yield to 
investors. Through March, the fund has produced a total return of 1.8%, aided to 
an extent by falling interest rates.  

Private Investment Update (for accredited investors only; $1M+ with Traphagen) 

Private Equity (GPB Capital): As Traphagen and GPB itself stated in prior 
communications, EisnerAmper will have the 2017 audit complete by the end of June, 
with 2018 done shortly thereafter. We expect a significant amount of information from 
GPB over the next 2 months in terms of updated fund values, performance within all 
business segments, distribution/dividend amount for Q1 (if any), and future return 
guidance. For the vast majority of our clients in diversified fund II, the ~30% of the fund 
allocated to auto dealerships is underperforming original targets (along with the broad 
auto industry) while the healthcare, IT, physical therapy, private debt, and payroll/HR 
segments are broadly performing within original targets.  



Most clients have received a cumulative distribution of 7% and 11% on the position 
through 12/31/2018. We expect some level of fund value markdown (mainly due to the 
auto position) along with additional distributions/dividends in 2019.  

It is important for investors to note, private equity can be one of the highest returning 
assets in a portfolio, but along with that comes a longer holding period (3-5+ years). This 
time allows management to deploy investor cash, build brands, improve technology and 
operations (where appropriate), and merge companies within the same industry.  

Although the yearly dividends/distributions are certainly a benefit to investors, the much 
larger payoff could come upon successful liquidity events in the longer term (sale or IPO 
of portfolio companies). One of the reasons we chose GPB versus other private equity 
investments was their mandate for a more defensive portfolio of established companies 
and a focus on returning cash flows to investors from year one. This should help mitigate 
the normal ‘J-Curve’ effect illustrated below.  

Below: Traditional ‘J-Curve’ experienced with most Private Equity Investments  

 

Private Real Estate (Mosaic): We continue to be very happy with Mosaic, as it was the 
best performer in the entire portfolio last year (+ 9.5%), while global stocks were down 
more than 9% and the US stock market was down 4.4%. They continue to grow their 
asset base, increase their real estate loan portfolio, and operate at a very high level 
regardless of market volatility and interest rate over the past several years. Through good 
times and bad, they have earned an essentially volatility free 10.5% annualized return 
from fund inception in mid 2015 through the end of 2018.  



We expect a good first quarter distribution from Mosaic, but we will not know the exact 
amount until it is paid out within the next 30-45 days.  

We are also pleased to see that larger institutional investors (pension plans, etc.) joining 
us in the fund through 2019. This adds to their total asset base, enabling them to diversify 
into larger investments.  

2019 Market and Economic Outlook Update: 

As stated later last year, for conservative/moderate portfolios we have some allocation to 
short term bonds/cash as we are now able to get a very low risk 2.5% - 3.0% regardless of 
long term interest rate moves.  

There are mixed signals for the global economy in the intermediate term (9-12 
months). On the plus side, unemployment remains very low, tax reform and deregulation 
continue to be a positive for US corporations, consumer confidence is high, and falling 
long term interest rates could help the struggling housing and auto markets. On the flip 
side, the yield curve has partially inverted (historically a signal of an economic 
slowdown), US and foreign economies are slowing, and US corporate earnings growth is 
slowing significantly in 2019. With stock valuations materially higher than late last year, 
we do think the majority of stock market gains are in for 2019; but we expect additional 
returns from dividends, bond interest, and the alternative suite.  

The TRI (Traphagen Recession Index) can be interpreted as the chance of a recession 
beginning over the next 12 months. This measure has been gradually increasing over 
the past two years to the current 43.8% level. We consider this metric elevated, but shy 
of levels where we could look to take some defensive action. Needless to say, we 
continue to monitor this closely and will make portfolio changes if warranted. 

As always, we greatly appreciate the privilege of managing your portfolios, and we hope 
all have the opportunity to enjoy the beautiful weather this time of year. 

Best regards, 
Your Traphagen Investment Team 
 
 
 


