
Quarterly Commentary: Q2 2018

Market Commentary | July 2018

As of June 30, 2018

Finding the Path of Least Resistance

In isolation, the second quarter of 2018 seemed to take a solid step forward in equities. After starting the year with its

first losing quarter since 2015, the S&P 500 Index, widely used to track U.S. large-cap stocks, rose 3.43%, lifting YTD

returns into positive territory. This gain, however, wasn’t enough to offset losses from its earlier drawdown (peak to

trough decline) of 10% from its January 26th peak. The S&P ended the quarter still down -4.65% since peaking. The

slow effort of a recovery didn’t come easy either. The first six months of 2018 has already seen more daily volatility than

the entirety of 2017. The S&P 500 Index had moves greater than 1% to the upside and downside on 36 days, compared

to only 8 days in 2017.

Sources: Bloomberg, Redwood. Data as of 6/30/18. For illustration purposes only. An investor cannot invest directly 
in an index.

Change of Dynamic: S&P 500 Index Volatility in Daily Returns

Although the S&P 500 Index struggled to recover from its drawdown, other segments of the U.S. equity markets showed

more strength. Interestingly, both the Russell 2000 Index and NASDAQ Composite Index, often viewed by investors as

indices with higher return and higher risk relative to the S&P 500, recovered from their drawdowns to rise above their

January peaks creating new all-time highs in June. This seems to indicate that despite uncertainty, investors still have

an appetite for higher risk. However, a relative gauge of small-caps vs. large-cap may imply that this outperformance

might not last. The relative prices of the Russell 2000 Index divided by the S&P 500 Index hit its highest level since

2016, when small-caps had a strong rally following the November elections. When the ratio shown on the next page is

headed higher, small-caps outperformed large-caps. The recent high coincides with levels that have marked turning

points followed by large cap outperformance over the last four years.

The Unseen Demand for Risk

Past performance is not a guarantee of future results. Please see additional disclosures at the end of this commentary for more information.
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Price Return Ratio: Russell 2000 Index / S&P 500 Index

Sources: Bloomberg, Redwood. Data as of 6/30/18. For illustration purposes only. An investor cannot invest directly in 
an index.

Past performance is not a guarantee of future results. Please see additional disclosures at the end of this commentary for more information.

Another reason for U.S. small-cap strength could be that smaller companies are generally more domestically oriented,

deriving most of their revenue within the U.S. and are therefore insulated from dollar appreciation, geopolitical instability

and trade risk. This year the U.S. has enjoyed strong economic data and continued confidence in economic expansion

from the Fed. The same can’t be said about the international markets. Unlike the U.S, most central banks around the

world have not shown enough confidence in their economic growth to start raising interest rates. Trade worries and

slowing growth in China even led the Shanghai Index down into a technical bear market (price depreciation of 20% or

more). The MSCI ACWI ex US Index added to losses from the first quarter, dropping -2.32% in the second quarter,

creating an -11% drawdown so far for 2018. The MSCI Emerging Market Index deepened its drawdown to -16.84%.

The magnitude of the divergence between U.S. and International markets can also be seen in the high-yield corporate

bond market, that typically has high correlation with equities. The correlation between the Barclays U.S. High-Yield

Corporate Bond Index and the Barclays Global High Yield Corporate Bond Index experienced one of its largest

breakdowns since the late 90’s by actually reaching negative correlation levels.

International Equities Market Diverges from U.S.

Correlation of U.S. High Yield Corporate Bonds to Global High Yield Corporate Bonds

Sources: Bloomberg, Redwood. Data from 2/23/99 - 6/25/18. For illustration purposes only. An investor cannot invest 
directly in an index.
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Volatility Spike in U.S. Markets vs. International & Emerging Markets
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Sources: Bloomberg, Redwood. Data from 12/31/17 - 6/29/18. For illustration purposes only. An investor cannot invest directly in
an index.

The recent market environment demonstrates the counter-intuitive truth that volatility is not the same as risk of loss. The

second quarter saw S&P 500 volatility rise and maintain higher volatility levels than emerging market and international

equities despite the S&P rising and the non-US markets declining. As international equity markets were selling off,

somehow, they did so with less volatility than the U.S. equity markets that have been ranging up and sideways. This

could beg the question of who will eventually lead who? Will the strength of the U.S. equities eventually lead

international equities higher? Or is the international equity selloff a precursor to more downside volatility to come

globally?

It’s difficult (and nearly impossible) to predict where equity markets are going. As no one knows the future, it is just as

difficult to predict how yields will move in the intermediate term. But for some reason, ask anyone where they think yields

are going and they would most likely respond “higher.” Certainly, one can infer with the consecutive Federal Reserve

rate hikes that interest rates will rise. However, the market movement and reaction will always be a mystery as investors

will undoubtedly always attempt to be ahead of the move based on their “forecasts”, pricing in any speculation. The U.S.

10-Year Treasury yield serves as a great example, peaking above 3% in 2013 immediately after the Taper Tantrum. Yet

yields subsequently dropped to a low of 1.35% (even after the first hike at the end of 2015). Six more interest rate hikes

later, the U.S. 10-Year Treasury yield finally breached 3% again causing momentary panic in both equities and fixed-

income markets. A combination of the unemployment rate falling below 4% to its lowest level since the 1960’s and

inflation steadily rising to 2% generated expectations of a more hawkish Fed. While much anticipated, the resurfacing of

3% generated a replay of commentary from bond managers that 3% was the point of no return, where the only direction

for yields after breaking 3% would be higher. However, as often occurs, the pundits were wrong and the U.S. 10-Year

Treasury yield ended the quarter at 2.86%.

Fixed Income: Ahead of The Curve

© Bayntree Wealth Advisors, 2018



Page 4

Market Commentary | July 2018

Past performance is not a guarantee of future results. Please see additional disclosures at the end of this commentary for more information.

Investors Generally Expect Yields To Rise, But Intermediate Movements Are Unpredictable: 

U.S. 10-Year Treasury Yield

Sources: Bloomberg, Redwood. Data from 12/31/12 - 6/29/18. For illustration purposes only.

There is no illusion though that yields haven’t been slowly moving higher causing pain to traditional bonds. Year-to-date

through June 30, 2018, the Barclays U.S. Aggregate Bond Index, used widely to track U.S. investment grade bonds, fell

-1.62% in its worst first half of the year since 2013. Since the U.S. 10-Year Treasury yield bottomed at 1.35% on 7/8/16,

the index has returned -1.51%. In other words, after two whole years, traditional investment grade fixed-income,

including interest, lost money. Despite yields being relatively higher today, the attractiveness to own these bonds may

not be enough to compensate for the risk of continued rising rates, maintaining the core bond conundrum. For the past

several decades, price to par of the Barclays U.S. Aggregate Bond Index traded in a range reaching a premium of about

110, and a discount of 96-97. From this perspective, there still can be the potential of further downside.

Sources: Barclays Live, Redwood. Data from 12/31/12 - 6/29/18. For illustration purposes only. An investor cannot invest
directly in an index.
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Portfolio Recap

The investment landscape is dynamic and constantly changing. Short-term results can have investors without a

cohesive plan capitulating to persuasive headlines. Whether investment markets are headed higher, lower, or ranging

sideways, we believe it is important to have a disciplined, quantitative process to produce long-term consistent results.

Many of these strategies strive to follow trends, rather than to predict trends and potentially fight against opposing

prices. During the quarter, we saw two changes in our tactical strategies. Our tactical tax aware strategy, that mainly

invests in high-yield municipals went risk back on as the risk of an explosive move past 3% on the 10-year Treasury

Yield seemed to subside, and prices of high-yield municipal bonds started again appreciating. Non-traditional fixed-

income strategies that can provide exposure to high-yield corporates and high-yield municipals with a risk management

overlay are one way to solve for today’s fixed-income conundrum. Especially if prices continue to range sideways, the

extra yield accrual may become more valuable, given additional risk management overlay for the additional potential

risk.

Focusing on Yields, Not Names

Sources: Bloomberg, Redwood. Data from 3/29/13 - 6/29/18. For illustration purposes only. An investor cannot
invest directly in an index.

Our tactical international equity portfolio went risk-off in mid-May, as technical & fundamental market indicators showed

signs of weakness in international markets. The defensive position persisted through the end of the quarter as

international equities continued to diverge from U.S. equities to the downside. Should international equity markets

reverse, our goal is to redeploy the exposure. International equity strategies in our opinion, should still be a meaningful

part of a portfolio. Still, we believe that it is important to have a risk managed approach such as a tactical risk

management overlay. This is especially exemplified when the U.S. and international markets diverged. Interestingly

though, following the breakdown of U.S and Global high yield correlation in 1999 and 2000 (refer to the high-yield

divergence chart on page 2), the international markets represented by the MSCI ACWI ex US Index had a 6 year period

of outperformance, as shown in the chart on the following page.
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Relative Performance: Ratio of MSCI ACWI ex US Index / S&P 500 Index

Sources: Bloomberg, Redwood. Data from 1/1/1988 - 6/30/18. For illustration purposes only. An investor cannot invest directly in an
index.

From a long-term perspective, we don’ believe it is productive to make large bets on where the market might go from

here. Generally, shifts in our full asset allocation portfolios have been gradual and small. Tactical risk managed

movements generally are specific to an asset class. The small overlooked details are what often matters the most.
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Conclusion

Investors are always trying to outsmart one another, constantly guessing what will happen tomorrow with today’s news.

Whether it is reacting based on fear, or on greed, or maybe just impatience; investing irrationally based on emotions

never seem to have a consistent outcome. Especially in the recent months where volatility has been higher but equity

prices trended sideways, it may be prudent to invest with patience in a disciplined process. In technical analysis, a

“resistance” is a concept that the movement of the price of a security will tend to stop and reverse at a certain level.

Investors often have too narrow of a focus, whether on technicals or fundamentals, that can lead them to ignore

inflection points. This looking for trends that might not exist, can cause them to miss trends that do persist. For example,

in a market with volatile equity and bond prices, the constant uptrend of money market yields returning to their highest

level since 2008 might be overlooked.

A Stable Trend in Volatile Markets – Getting Paid to Wait Again

Sources: Bloomberg, Redwood. Data from 12/31/09 - 6/29/18. For illustration purposes only.
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One implication of this change in the marketplace is the marginal positive tradeoff of a defensive trade is increasing in

value. Our tactical strategies employ multiple factors that seek to stay invested when markets are appreciating, while

seeking to be defensive in a “risk-off” position during market downtrends. We utilize a quantitative approach, aiming to

minimize the subjectivity of investing, as we believe a disciplined process that can dynamically adapt to the ever-

changing markets is the key to investment success. As we move forward into the unknown, this process can become

increasingly valuable in navigating the investment landscape.

Past performance is not a guarantee of future results. Please see additional disclosures at the end of this commentary for more information.
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Equity is a stock or any other security representing an ownership interest. Drawdown is a measure of peak to trough loss in a given period. Volatility

is used to describe uncertainty or risk in terms of statistical measure of dispersion (variation in prices) – realized volatility is based on historical

volatility while expected volatility is based on a market estimate of future volatility. Small-Cap refers to a company with a relatively small market

capitalization generally between $300 million and $2 billion. Large-Cap refers to a company with a market capitalization value of more than $5

billion. Large cap is a shortened version of the term "large market capitalization." Market capitalization is calculated by multiplying the number of a

company's shares outstanding by its stock price per share. Federal Reserve (Fed) is the central bank of the United States that raises or lowers interest

rates. Bear Market is a market condition in which the prices of securities are falling, and widespread pessimism causes the negative sentiment to be

self-sustaining. High-Yield Corporate Bond is a type of corporate bond that offers a higher rate of interest because of its higher risk of default. When

companies with a greater estimated default risk issue bonds, they may be unable to obtain an investment-grade bond credit rating. Correlation is

defined as a statistical measure of how two securities move in relation to each other. Fixed-Income (bonds or investment grade bonds) Security,

commonly referred to as a bond or money market security, is an investment that provides a return in the form of fixed periodic payments and the

eventual return of principal at maturity. A bond price falls as its yield rises. Yield is the income return on an investment. This refers to the interest or

dividends received from a security. Yield shown may represent different yield types and calculations and varies from index (or asset class) to index

determined by availability of data. Taper Tantrum has been widely used to define how the markets reacted to the comments by Federal Reserve

Chairman, Ben Bernanke that the Fed might slow down, or taper, the rate of bond purchases, which is part of its quantitative easing (economic

stimulus) program. An Investment Grade Bond is a bond with a credit rating of BBB- or higher by Standard & Poor’s or Baa3 or higher by Moody’s. It

is judged by the rating agency as likely enough to meet payment obligations that banks are allowed to invest in it. Premium is used to describe the

price of a security when it is priced above its face value (par value). Discount is used to describe the price of a security when it is priced below its face

value (par value). Tactical is an asset allocation approach that is geared towards minimizing risk while taking advantage of opportunities, moving in

and out of certain investments based on a risk/return evaluation. High-Yield Municipal Bond is a lower rated security issued by less creditworthy

municipalities. As such, they typically offer the highest yields of all municipal bond funds. Yield-to-Worst is the lowest potential yield that can be

received on a bond without the issuer actually defaulting. Technical refers to statistics of securities gathered from trading activity, such as price

movement and volume. Fundamental data include the qualitative and quantitative information that contributes to the economic well-being and the

subsequent financial valuation of a company, security or currency. Resistance (resistance level) is a price point on a bar chart for a security in which

upward price movement is impeded by an overwhelming level of supply for the security that accumulates at a particular price level. S&P 500 Index is

a stock market index based on the market capitalization of 500 leading companies publicly traded in the U.S. Stock market, as determined by

Standard & Poor's. Russell 2000 Index is an index that measures the performance of the small-cap segment of the U.S. equity universe, including

approximately 2000 of the smallest securities based on a combination of their market cap and current index membership. NASDAQ Composite Index

is a market capitalization weighted index comprised of approximately 3,000 common equities listed on the NASDAQ stock exchange. Shanghai Stock

Exchange Composite Index is a market composite made up of all the A-shares and B-shares that trade on the Shanghai Stock Exchange. MSCI ACWI

ex USA Index is a market-capitalization-weighted index maintained by Morgan Stanley capital international (MSCI) and designed to provide a broad

measure of stock performance throughout the world, with the exception of U.S.-based companies. The MSCI all country world index ex-U.S. Includes

both developed and emerging markets. MSCI Emerging Markets Index captures large and mid-cap representation across 23 Emerging Markets

countries and the index covers approximately 85% of the free float-adjusted market capitalization in each country. Barclays U.S. Corporate High

Yield Index measures the USD-denominated, high yield, fixed-rate corporate bond market. Barclays Global High Yield Corporate Index is a multi-

currency measure of the global high yield corporate debt market. U.S. 10-Year Treasury is a debt obligation issued by the United States government

that matures in 10 years, backed by its full faith and credit. A treasury bond is a marketable, fixed-interest U.S. Government debt security with a

maturity of more than 10 years. Barclays U.S. Aggregate Bond Index is an index that consists of investment grade U.S. Government bonds,

investment grade corporate bonds, mortgage pass-through securities, and asset-backed securities. It is often considered representative of the U.S.

Investment-grade fixed rate bond market. Barclays High Yield Municipal Bond Index covers the high yield portion of the USD-denominated long-term

tax-exempt bond market. The index has four main sectors: state and local general obligation bonds, revenue bonds, insured bonds, and pre-refunded

bonds.
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General Disclosures
The market commentary is for informational purposes only and should not be deemed as a solicitation to invest, or increase investments in Bayntree
Wealth Advisors ('Bayntree') products or affiliated products. The information contained herein is not intended to provide any investment advice or
provide the basis for any investment decisions. Please consult a qualified professional before making decisions about your financial situation.
Information and commentary provided are opinions and should not be construed as facts. There can be no guarantee that any of the described
objectives can be achieved. Past performance is not a guarantee of future results. Information provided herein from third parties is obtained from
sources believed to be reliable, but no reservation or warranty is made as to its accuracy or completeness.

Different types of investments involve varying degrees of risk and there can be no assurance that any specific investment will be profitable. The price of
any investment may rise or fall due to changes in the broad markets or changes in a company’s financial condition and may do so unpredictably.
Bayntree does not make any representation that any strategy will or is likely to achieve returns similar to those shown in the performance results in this
presentation. There is no assurance that a portfolio will achieve its investment objective. Portfolios are sub-advised by Mulholland Wealth Advisors,
LLC, an unaffiliated investment advisor registered with the SEC. Such registration does not imply a certain level of skill or training and no inference to
the contrary should be made. Please refer to Mulholland’s ADV Brochure Part 2 for more information.

Definitions and Indices
Indices are shown for informational purposes only; it is important to note that strategies differ from the indices displayed and should not be used as a
benchmark for comparison to account performance. While the indices chosen represent broad market performance of each asset class, there are report
limitations as to available indices and blends, which index can be selected, and how they are presented.

UNLESS OTHERWISE NOTED, INDEX RETURNS REFLECT THE REINVESTMENT OF INCOME DIVIDENDS AND CAPITAL GAINS, IF ANY, BUT DO
NOT REFLECT FEES, BROKERAGE COMMISSIONS OR OTHER EXPENSES OF INVESTING. INVESTORS CAN NOT MAKE DIRECT INVESTMENTS
INTO ANY INDEX. Bayntree Wealth Advisors is a state registered investment advisor with the state of Arizona. Such registration does not imply a
certain level of skill or training and no inference to the contrary should be made. Bayntree’s advisory fees and risks are fully detailed in Part 2 of its
Form ADV, available upon request. This material may not be published, broadcast, rewritten or redistributed in whole or part without the express
written permission.


