
 

Q3 2017 Market Synopsis  

Q3 2017 Economic & Market Update/Comments: 

The pattern of historically low volatility and good returns for global stock markets continued 

throughout the third quarter of the year.  Emerging market stocks were up 7.5%, while the US 

and other developed stock markets returned between 4.5% and 5.5%. Our option selling strategy 

(AVRPX), alternative lending strategies, and high yield bonds also had good quarterly 

performance in the 2% to 4% range. The investments that stood out with material negative 

returns were insurance linked securities. These were significantly impacted by Hurricanes 

Harvey, Irma, and Maria in addition to the Mexican earthquake. Overall our ILS allocation was 

down around 10% for the quarter, and is now down 7.8% for the year. The US stock market 

(measured by the S&P 500) was up 4.5 percent (including dividends) in the third quarter, 

bringing the year to date return through the end of September to 14.2%.  Volatility remains at or 

near historic lows, with the SP500 VIX oscillating between 9 and 11, except for a very brief 

spike to 15 in August. 

 

Select 2017 Asset Class Total Returns YTD  2017 Q3 2017 

MSCI Emerging Market (Emerging Stock Market) + 27.0% + 7.5% 

MSCI Developed Foreign (Developed Stock Market) + 21.0% + 5.4% 

S&P 500 (US Stock Market) + 14.2% + 4.5% 

Variance Risk Premium Strategy (AVRPX) + 8.1% + 5.7% 

DJ US Real Estate (US Real Estate) + 6.8% - 0.2% 

US Investment Grade Bond Index (7-10 Yr.) + 5.7% + 1.1% 

Alternative Lending (LENDX/RMPLX) + 4.6% +1.5% 

US Treasury Bond Index (7-10 Yr.) + 2.8% + 0.2% 

S&P GSCI (Broad Commodity Market) - 4.5% + 4.2% 

Insurance Linked Securities (SRRIX, XILSX) - 8.3% - 10.1% 

 

 

The 10 year US Treasury Note rate was essentially unchanged on the quarter with both the 

beginning and ending yield around 2.35%. Despite there being no overall move, there was some 

volatility with the yield briefly collapsing to 2.05% in early September due to North Korea 

concerns.  

 

 



The 3 major factors which affected markets in Q3 2017 are highlighted below: 

 Insurance Linked Securities and Hurricanes Harvey, Irma, and Maria: We first 

bought these securities in late 2013 and early 2014. From that point through July of this 

year, we experienced essentially volatility free ~8% annualized returns on the asset. This 

was especially useful in 2015, when all other asset classes were either flat or down. ILS 

provided significant risk reduction and 8% returns in that period. During the month, three 

category 4/5 storms hit populated areas of the US causing, in conjunction with other 

events, between $115- $150M in insurable losses. This level of loss is more then 2005 

(Katrina), 2011 (Japan), and 2012 (Sandy); in our estimation this size of an insurable loss 

should only happen once every 10 - 15 years. The below chart depicts total insured losses 

from 1994 through 2017. The median loss per year is $35 billion during this period, and 

2017 will likely be the most costly with that number projected to be anywhere from 

$115B to $150B. If we see no further significant events, we would be looking at a 2017 

return for our ILS allocation between -4% to – 7%. 

 

Clients who have held this position since 2014 are still up between 15% and 20% even 

after this year’s losses. It should also be noted, after larger losses, demand for insurance 

increases and supply often decreases, which causes higher premiums. This is happening 

across the reinsurance industry and over the next several months we will be adding some 

additional exposure to the space and take advantage of the hardening insurance cycle. In 

a ‘normal loss year’ total dollars lost in the industry would be between $50 and $60 

billion. 

 

 2017 outperformance of Foreign Stocks: For the first time in almost a decade foreign 

stocks are outperforming US stocks. Foreign stocks are doing very well for two main 



reasons; a significantly weaker US Dollar (down 9% YTD) and after a long stagnation, 

foreign corporations in Europe, Asia, and across Emerging markets are finally increasing 

their earnings. We do expect this relatively good performance to continue for some time 

as we see no reason for foreign growth or corporate profits to slow and valuations still 

look attractive compared to their US counterparts. Emerging markets, as mentioned 

earlier are up 27% this year, while foreign developed markets are up 21%. We have been 

overweight emerging stocks relative to the US for some time and increased our allocation 

in late June.  

 

 

 Historically low stock market volatility: Another major story of the past quarter and 

really the whole year has been historically low volatility. Despite the surprise election of 

Donald Trump, the subsequent turmoil in Washington, slow movement in getting tax 

reform passed, and threats of war with North Korea the stock market on average has 

never been less volatile! The VIX (the main measure of stock market volatility) has 

averaged about 19-20 over the past 20+ years. This year we have averaged closer to 10.5, 

with many days less than 10. We continue to monitor the market for signs of a sustained 

increase in volatility, but with current VIX levels at around 9.9, we see no red flags. 

Below is a chart of the SP500 VIX for the past 10 years.  

 

Traphagen Portfolio Update/ Comments:  

We continue to keep all portfolios fully invested since holding cash generates very low absolute 

returns and near negative 1% real returns. Like in the prior quarter, we still see relatively good 

valuations in emerging market stocks, oil/gas pipelines, and some healthcare stocks. After the 

recent drawdown we will be adding the insurance linked securities to our shopping list over the 

next couple months. We have been in contact with both our partners in the insurance space and 

they are seeing prospective returns (assuming an average loss year) of around 10-11% going 

forward vs. 7% - 8% in recent years. Because of this increased return potential we might be 

adding some additional exposure in December.  

 

Below you will find a quick update on some recent portfolio changes: 



 Private Equity Allocation (GPB Capital Fund): Most of our accredited clients 

purchased the GPB Capital fund between June and August, and as expected the price has 

not moved since purchase. In fact, the valuation of the fund is not expected to change for 

another 12 – 18 months, after which it will be valued on a quarterly basis. More 

importantly, starting on October 15
th

 or November 15
th

 (depending on purchase date), the 

fund will start producing a monthly dividend of around 0.7% per month (8.7% per year). 

The fund continues to purchase additional companies in all industries, with a recent 

purchase being a New England based auto dealership which will be the 6
th

 or 7
th

 largest 

auto dealership acquisition in history!  

 

 Current allocation of Private Real Estate Credit Fund (Mosaic): We are in the 

process, for our accredited investors, of allocating into a private real estate loan fund. As 

we are communicating to our eligible clients, this is a fund that originates and owns short 

term loans tied to real estate being renovated or under construction. This fund has an 

emphasis on protection of principal and is targeted to return 9% - 12% per year net of 

fees. Like the private equity allocation, this also should produce high cash flows. For 

clients purchasing this fund, we will be selling most public real estate securities along 

with some bonds, managed futures, and stocks.  

 

 Maturity of Goldman Sachs and Deutsche Bank Risk Reduction Notes: In early 

September, our risk reduction structured notes held with Goldman Sachs and Deutsche 

Bank both matured. These notes provided 15% downside protection in the event of a 

market downturn while allowing upside of up to around 20% if the markets did well over 

the past two years. We were happy with their performance as the Goldman note returned 

22% and the Deutsche note 20%;  however due to the increased allocation to alternatives 

over the past several years we felt no need to repurchase. We reinvested the proceeds into 

low cost SP500 based funds in early September. Most clients still own the JP Morgan 

note, and when that matures in September of 2018, we will make a decision on whether 

to keep an allocation.  

Domestically in stocks, we continue to remain broadly diversified with meaningful over weights 

to higher quality/dividend paying stocks and the biotech/healthcare sectors. In addition, through 

TPYP, we do have a significant position in US based energy pipelines and infrastructure 

companies.   

We continue to maintain a very diversified portfolio with significant allocations (depending on 

risk level and portfolio size) to bonds, several unrelated alternatives, global stocks, and private 

investments. If we see any significant pullback in public stocks or an increase in bond yields we 

would look to trim some alternatives and redeploy assets. 

 

 

 

 



Outlook Update: 

Traphagen continues to see a ‘slow growth’ trajectory for the US economy in the short term. It is 

likely 2017 GDP growth will be in the 2% - 2.5% range. However, in our opinion, there is a 

relatively high chance of significant tax reform/cuts being passed within the next 3-6 months. If 

this does occur, we could see higher GDP growth rates of between 2.5% to 3.3% for 2018. That 

would be one of the higher growth years for the US in the last decade. If we do see this higher 

growth, we would also expect to see the FED move a little quicker with rate hikes. This could 

cause the Fed Funds Rate to near 2% for the first time since August of 2008.   

On the economic front we see a good overall environment. Employment continues to be a bright 

spot with the unemployment rate registering a 4.1% reading last month. This is the lowest 

reading since January of 2001! Real estate, with the exception of some retail/mall property 

continues to act positively. Manufacturing and other leading economic indicators show generally 

positive signs as well.  

 

Above Chart: Unemployment Rate in Percent (2001 – 2017; shaded areas = recessions) 

One of the most important data points Traphagen looks at when assessing stock 

market/economic risk is our own recession indicator (TRI) that we developed a little over a year 

ago. For those interested, this metric is updated on a monthly basis and available on Traphagen’s 

website (tfgllc.com). Currently the TRI is 32, which can be interpreted to mean within the next 

12 months there is a relatively low chance of entering a recession. The reading has increased 

materially from last month (20.6), but this likely was impacted by the hurricanes. Regardless, 

until we see the TRI indicator (which encompasses many different predictive data points) move 

into the 40’s or higher we are not overly concerned.  

We hope all clients enjoyed the summer and are enjoying the warm early fall weather.  We wish 

everyone the best as we enter the holiday season and close out yet another year.  

As always, we are monitoring all markets of which you are invested, and if anything of 

importance occurs we will send out a special update before year end.  

Best regards, 

Your Traphagen Investment Team 



Addendum (Q3 2017 Asset Class Summaries)  

Equity Market Update (Q3 2017) 

The equity market (as measured by the S&P 500) had a total return of 4.5% in the quarter with 

historically low volatility.  The stock market traded in a very tight range throughout the period, 

with only a 109 point (or 4.5%) spread from high to low. Besides a brief and minor dip in mid- 

August the US stock market moved steadily higher closing at a then record high of 2519 on the 

last day of September. Technology was the best sector, up 8.7%, while consumer staples, a 

defensive play, the worst, dropping 1%. As mentioned prior, emerging stocks were the standout 

up 8.5% in the quarter.  

Fixed Income Market Update (Q3 2017) 

The bond market had a very quiet quarter as interest rates were essentially unchanged. Overall 

bond returns were a pure function of interest earned, as all bond classes returned in the 0.5% to 

1.5% range.   

Real Estate/Commodity Markets Update (Q3 2017) 

The real estate market and the pipeline industry had a quiet and near breakeven quarter.  

Commodities in general and the stocks of natural resource companies had a very good quarter, 

with returns of around 11% as inflation and growth expectations increased.  

Alternative Markets Update (Q3 2017) 

As previously discussed, the insurance linked security market had an extremely poor quarter. 

The combination of hurricanes Harvey, Irma, and Maria; in addition to the Mexican earthquake 

created one the largest dollar loss years for the insurance industry in history. These losses all 

occurred within the quarter. Both ILS funds combined were down around 10.6%, with current 

year to date losses around 7.5%. We do see significant opportunity in the space going forward 

heading into 2018 for higher returns.  

AVRPX (option selling strategy) had an excellent quarter, returning 5.7%, and bringing the year 

to date total return to 7.8% as of the end of September.  

LFMAX (managed futures) is now a very small allocation, but still present in more conservative 

portfolios. The strategy had a decent period, returning 1.6%.  

LENDX/RMPLX (private lending) performed well, with essentially no volatility and returns of 

just under 2%. 


