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As of December 31, 2018

2018 Year End: Rewarding An Investor For Discipline and Risk 

Management

At the end of the 4th quarter of 2018, many investors were stunned by the unexpected, seemingly endless decline in risk

asset prices around the world. After equities posted impressive numbers through Q3, with the S&P 500 Index up

10.56%, making the gauge attractive to return chasing, it may have been surprising that the index ended the year with a

calendar loss of -4.38%. Actual peak to trough drawdown in capital was even higher where no risk management

disciplines were in place.

Investors speculated on the potential changes in data that kept pushing the unprecedented bull market past the 9-year

mark. Although intraday, the S&P 500 Index dropped more than 20% from its peak in September, the index’s daily

closing price fell just shy of a technical bear market definition, declining 19.78% before rebounding slightly – just enough

to keep one of the longest U.S. “bull” markets running. Global equities however, did fall into a bear market. For 2018, the

MSCI ACWI ex US Index fell -13.82%, but incurred a drawdown of -21.24% from its January peak. Meanwhile, despite a

flight to quality during the chaos, investment grade bonds, tracked by the Bloomberg Barclays Aggregate U.S. Bond

Index still ended the year flat. In total, the majority of asset classes finished 2018 in the red. The chart below shows that

a landslide of 89% of all asset classes tracked by Deutsche Bank were negative, the highest ever since the data was

tracked starting 1901.

Sources: Bloomberg, Deutsche Bank AG, Redwood. Data available as of mid-November. 70 asset classes tracked in 2018 versus 34 in 1901. 
For illustration purposes only.

Diversification Alone Not Enough

Granted, 2018 year-end results do not at first seem too damaging, given that it was the worst overall performance

across asset classes since 2008. However, when analyzing drawdown risk, investors were put under immense pressure,

as the effects of diversification were diminished as correlation between asset classes rose. A domestic 60% S&P 500

Index / 40% Barclays Aggregate portfolio at one point had a drawdown as much as -15.43%.

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

The market reacted to the first signs of potential weakening of corporate fundamentals. The once “darlings” of the S&P

500 Index, often referred to as FAANG stocks (Facebook, Apple, Amazon, Netflix, Google), sold off due to speculation of

slowing global growth. Erratic and conflicting global trade headlines also contributed to market angst and exacerbated

weak technicals. Finally, the Federal Reserve comments, downplaying the equity rout and committing to continue to

raise rates in 2019, added to volatility. Regardless of reasons, 2018 served as a prime example that prices can fall at

any time, without any indication. The chart below shows that it is not uncommon to see large drawdowns even if the

economy is not in an economic “recession.”
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Sources: Bloomberg, Redwood. Data as of 12/31/18. For illustration purposes only.

Asset Class Drawdowns and 2018 Return

Sources: Bloomberg, Redwood. Data as of 12/31/18. For illustration purposes only.

S&P 500 Index Declines When Not In Recession
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Past performance is not a guarantee of future results. Please see additional disclosures at the end of this commentary for more information.

Sources: Bloomberg, Redwood. Data as of 12/31/18. For illustration purposes only.

S&P 500 Index Price Returns: Emotional Investor Thought Process (Reprise)

Fear of missing out (FOMO) and greed may have driven poor timing. Similar to the situation where 2017 calendar year

end number seemed strong, the widely followed and publicized S&P 500 Index finished Q3 to return a YTD (as of

9/30/2018) number of 10.56%. If an investor was to view a quarterly performance statement, it may have been tempting

to make irrational changes to their portfolio based on short-term performance. That return almost instantly all but

vanished in less than two months’ time, and by the end of the year, was negative. Impatient investors without a

disciplined game plan, may have found themselves on the wrong end of successive investment decisions driven by

greed and fear. 2018 has been a striking reminder to investors that short-term returns are irrelevant, and not a gauge for

the success toward long-term performance goals. The table below shows common performance reporting periods.

Sources: Bloomberg, Redwood. Data as of 12/31/18. For illustration purposes only.

Investor Experience: Terminal Point Bias in 2018

Investors reacting to dramatic price drops or increases accompanied by overly positive or overly negative news may

have found themselves caught on the wrong end of a move. The result can be losses that extend beyond what an asset

class actually experienced. As an illustration, say an investor were to sell the S&P 500 after a 5% decline, and buy back

in after a 5% incline. The total loss of the year would be -9.46%. The devastation to a portfolio, especially in equities,

could be much more when constantly changing risk positions based on emotion, rather than empirical research.

Prices of equities seemed to drive conflicting narratives and actions throughout the year. Following a strong 2017,

performance chasing caused a strong rally in early January. The velocity, however, was clearly not sustainable as prices

fell abruptly into a technical correction. Volatility consequently spiked to the highest level since 2015. Although this may

have caused investors to panic and de-risk portfolios, the subsequent months of what seemed to be a recovery may

have lulled investors back into adding risk assets. Unfortunately, once again chasing returns just prior to the biggest

equity drawdown since 2011.

Note: Citing The S&P 500 Index Performance to Make Portfolio Adjustments Can Cause 

Harm
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As aforementioned, a big challenge for investment portfolios was the fact that bonds overall were not performing

strongly. The U.S. 10-Year Treasury yield rose as high as 3.24%, surpassing the previous post credit crisis peak set by

2013’s taper tantrum (3.02%) and pushing investment grade bonds lower. In addition, credit quality also deteriorated.

The notional amount of bonds downgraded from A into BBB in Q4 hit its highest pace since the late 2015 wave of

commodity related fallen angels, causing worry to money managers who adhere to the adage that credit is smarter than

equities.

Fixed-Income: The First Yield Curve Inversion

Sources: Bloomberg, Redwood. Data as of 12/31/18. For illustration purposes only. The example above assumes an investor 
is invested in the S&P 500 Index at the start of the year. In the example of “Reacting at 3%”, the S&P 500 Index is sold and 
the portfolio has a rate of return of 0% until the S&P 500 Index is bought after an incline of 3%. The example is to illustrate 
the hypothetical effects of buying and selling based on knee jerk reactions to price increases and decreases in increments of
3%, 5%, and 10% and is not meant to propose any strategy. An investor can not invest directly in an index.

How Knee-Jerk Reactions Can Hurt A Portfolio

Sources: Bloomberg, Goldman Sachs Global Investment Research, Redwood. For illustration purposes only.

Investment Grade Downgrades at Highest Pace Since 2015

As equities plunged, a flight-to-safety helped lift treasuries and reverse the yield spike. The U.S. 10-Year Treasury yield

dropped to finish the year at 2.68%. A surprise considering that some of the biggest bond managers were predicting that

yields could only rise. The Barclays U.S. Aggregate was only up 1 basis point despite a late year rally. The treasury yield

contraction was not without consequence.
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Shorter term treasury yields such as the 3-year rose above the 5-year, creating the first dreaded yield curve inversion,

meaning that the shorter-term rate went above the longer-term rate. Investors took notice because in the last three

recessions, an inverted U.S. Treasury yield curve historically portended an imminent recession within the next few

years. The curve of the 3-year and 5-year treasury yields had inverted an average 26.3 months before the last three

recessions. Important to note however, that the curve between the 2-year and 10-year, which is more widely tracked,

has yet to invert.

Sources: Bloomberg, Redwood. Data as of 12/31/18. For illustration purposes only.

An Inverted U.S. Treasury Yield Curve Often Portends an Imminent Recession

The Fed seemed to be taking notice of the magnifying glass investors have been placing over the dynamic between

short-term and long-term yields. Although Fed Chair Powell seemed to refuse to acknowledge the equity rout, he

mentioned multiple times that the Fed may be more flexible in 2019. Investors may be expecting a slower pace of hikes

going forward. Since the 80’s, Fed funds have peaked when they level with the U.S. 10-Year Treasury yield. It is

interesting to note the 1995-1999 period, where the Fed paused raising rates, even lowered the rate, before hiking

again, which extended the economic expansion a few years before it ended with the technology bubble burst.

Sources: Bloomberg, Redwood. Data as of 12/31/18. For illustration purposes only.

Will The Fed Take A Step Back?
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Portfolio Recap: Why Having Some Tactical is Relevant in Today’s and Tomorrow’s 

Investment Landscape

Our portfolios are “Dynamic” and focus on RiskFirst™, seeking to adapt to changing market risks based upon

quantitative research. Utilizing a systematic time-tested methodology, we seek to remove emotional bias and conflicting

narratives to focus on what ultimately drives long-term performance. Tactical risk management components seek to

move out of risk assets and into defensive positions, such as short-term treasuries and money market, during times of

heightened volatility.

In 2018, we saw many of Bayntree’s tactical components go “risk off”. First, our tactical international equity portfolio went

risk-off in May, helping to avoid a lot of the downside volatility in international markets. While we believe that

international equities are still attractive in an asset allocation portfolio given the diversification benefits (see second chart

where global equities actually incurred a lesser drawdown than the S&P 500) and relative valuation, the risk of

international equities diverging may warrant a tactical approach. The strategy remained in a risk off position through the

end of the year as international equities continued to decline. As international equities eventually recover and our

research models indicate reduced downside risks, we would expect the strategy to be invested again.

The 4th quarter challenged all risk assets. It isn’t difficult to see why, given the sharp fall in prices, most of our tactical

strategies went into a defensive position. While prices in the equity markets in October-November initially fell by the

same amount as the rout in January-February, other factors told a much different story. For example, we saw the first

trend break in the loan and credit markets. This deterioration in the credit markets preceded the exacerbated equity rout

in December and ultimately, prices across most risk asset classes also fell. Fortunately, our objectives to minimize

downside in our various tactical risk managed strategies led to moving assets into risk off positions.

Sources: Bloomberg, Redwood. Data as of 12/31/18. For illustration purposes only.
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Sources: Bloomberg, Redwood. Data as of 12/31/18. For illustration purposes only.

Our Dynamic Risk Budgeted (DRB) portfolios combine lower cost strategic long-only with tactical mandates to help

reduce volatility during market fluctuations, such as the one we just experienced. This type of risk management may not

be possible in an otherwise rigid long-only passive portfolio. Strategic components can still be active as well. A

disciplined quantitative methodology can also be applied to security selection, and or asset class selection. For example,

our Equity Skew Model strategy seeks to overweight or underweight certain asset classes based off of quantitative

research, usually from a contrarian point of view. This was effective in the 4th quarter as the model became overweight

in emerging market equities and large-cap growth. Both which outperformed the S&P 500 in the 4th quarter.

Sources: Bloomberg, Redwood. Data as of 12/31/18. For illustration purposes only.

Overall, we saw more activity in our portfolios, all quantitatively driven and performing as expected. Even if markets

recover from here to head higher, we believe the activity served its purpose in fulfilling our RiskFirst™ investment

philosophy and objective.

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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Conclusion:

Investing is not a riskless process and returns do not materialize in a forty-five-degree angle. As evident in 2018, returns

can come and go very quickly. This is why it is imperative to consider risk first. While it is easy to get lost in the noise of

various metrics, academic jargon, news, and “conventional wisdom”, risk to an investor is as SIMPLE as drawdown of

capital.

But there’s another type of risk that is not often talked about, and that is the risk of the investor themselves. That is, the

subjective bias that can be emotionally charged. The vast spectrum of information, analyses, and opinions available

does not help either. It serves as a treasure trove for investors to search for reasons (excuses) to validate or invalidate a

bias. During these times, investors may be susceptible to higher amounts of capitulation, ultimately losing.

The market does not have an opinion though. The facts are simple. No matter the reasons, no matter if there are

underlying drivers or not, no matter if there is a rationale or not, changes in prices can occur – very quickly. This is why

we believe in our RiskFirst™ approach – accepting that risk, and accepting the fact that there will always be a variability

of return outcomes. At Bayntree, we utilize disciplined investment strategies that are built on the foundation of

quantitative research - whether they are tactical, strategic, equity, fixed income, or full asset allocation portfolios.

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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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 by Bayntree 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. 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 Form ADV Part 2A (“Brochure”) for more information.

Indices are shown for informational purposes only; it is important to note that Bayntree’s 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.

Definitions and Indices

Risk Assets generally refer to assets that have a significant degree of price volatility, such as equities, commodities, high-yield bonds, real
estate and currencies. 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. Bull Market is a market condition in which prices are rising or are expected to rise. 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. 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. Correlation is defined as a statistical measure of how two
securities move in relation to each other. Federal Reserve (Fed) is the central bank of the United States that raises or lowers interest rates.
Volatility is used to describe uncertainty or risk in terms of statistical measure of dispersion (variation in prices). Technical Correction is a
decrease in the market price of an asset or entire market after extensive price increases. A correction is typically a decline of 10% or more from
the most recent high in a market or security. 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. 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. Flight-to-Safety refers to the action of investors moving their capital away from riskier investments to the
safest possible investment vehicles. Basis Point is a unit that is equal to 1/100th of 1% and is used to denote the change in a financial
instrument. For example, 100 basis points = 1%. Federal Funds Rate is the interest rate at which depository institutions like banks lend
reserve balances to other banks on an overnight basis. 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. 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, except for U.S.-based companies. The MSCI all country world index ex-U.S. includes both developed and
emerging markets. Bloomberg Barclays Aggregate U.S. 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. 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. S&P 500 Value Index measures the performance of the large-capitalization value sector in the US equity
market. It is a subset of the S&P 500 Index and consists of those stocks in the S&P 500 Index exhibiting the strongest value characteristics.

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 its Form ADV Part 2A
(“Brochure”), which is available upon request. This material may not be published, broadcast, rewritten or redistributed in whole or part
without the express written permission.

Bayntree Wealth Advisors, LLC | 6720 N. Scottsdale Rd. Ste. 340, Scottsdale, AZ 85253 | T: 480.494.2750 | Web: www.bayntree.com
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