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Q3 2019: The Fulcrum of Investing Realityi Return vs. Risk

Time heals most wounds 7 or does it? Just a little more than a year has passed since what would have been an
fiopt i mhirdsquiaiter éheck point in 2018. Although the close of a fi q u a (far exaniple, September 30" each year)
is arbitrary by nature, it may not be arbitrary to many investors who use a quarter-end report to look back and wonder
how their investments have been faring. However, a common story often occurs. Somewhere i somewhere out there, is
a product that has inevitably performed well, and of course the investor missed out. Although many recognize the fine
print, i p apertormance is not indicative of futurer e s u it viosldbseem that few heed its warning. The fact is that future
returns (especially in the short term) are virtually guaranteed not to be the same as past returns. The primary flaw in
the financial services industry is that this fact does not stop investors from chasing historical returns. The pain of the past
and the risk it may represent going forward have already been forgotten.

Fast forward to the end of Q3 of 2019. The third quarter of 2019 barely added a gain for global equities overall. The S&P
500 Index added 1.70% and the MSCI ACWI Index added a mere 0.09%. A ii y ete-d a t nerdber through September
30t of 2019, however, may look muchmore i at t r .alletS&R/50MIndex is up 20.55% and the MSCI ACWI Index is
up 16.72%. Even as market environments change, human nature rarely does. Investors may be once again looking back
at the overall performance of 20190as it stands so far inisolation i quickly ignoring underlying risks.

Avoiding The Trap: Should Have, Could Have, Would Have

Why do investors constantly want to change their minds? From a real-time experience, it would seem as if well-known
adages such as, i hi n dis 20@00&and i b day, sell h i g &re wolated over and over again. Patterns often repeat,
such as chasing returns, and bailing out of fear. Perhaps this is due to the way that data is often presented. Consider the
table below:

Investors are often presented, and thus evaluate quarterly performance reports. As an example shown below, the S&P
500 Index was up 10.56% at the end of Q3 2018. Buying into the S&P 500 Index right after Q3 2018, however, would
have worked poorly.

Focusing on Terminal Points: S&P 500 Index

Quarter 1 Quarter 2 Quarter 3 1/1 - 9/30 Quarter 4
2018 -0.76% 3.43% 7.71% 10.56% | -1

52%

|5}

2010 13.65% | 430% | 170% | 20.55% ?

Sources: Bloomberg, Redwood. For illustration purposes only. An investor can not
invest directly in an index.

Now consider the cumulative returns, and importantly, the risk, defined by maximum drawdown, incurred during the
period. Cumulatively, the S&P 500 Index returned for the period starting January 2018 through end of September 2019,
15.26%. However, during that time period, a portfolio invested fully in the S&P 500 Index on a buy and hold basis would
have dropped -19.78%! The return per drawdown, which is known as the Calmar ratio, would be 0.77 (15.26/19.78). This
means the S&P 500 Index return did not fairly compensate investors for the risk they incurred.

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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S&P 500 I ndexb6s Price Return Relative to the Re
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Since the January peak in 2018, the S&P
500 Index’s price return relative to the
realized drawdown risk.

Sources: Bloomberg, Redwood. For illustration purposes only. An investor can not invest directly in an index.

Scenario 1. Considering Risk: Example With S&P 50

Invested Period

Quarter 1 Quarter 2 Quarter 3 Quarter 4
2018 -0.76% 3.43% 7.71% -13.52%

2019 13.65% 4.30% 1.70% ?
Cumulative Return: 15.26%
Maximum Risk (Drawdown): -19.78%

Sources: Bloomberg, Redwood. For illustration purposes only. An investor can not invest directly in an index.

The next illustration, in contrast, shows how strong perception can be when comparing different terminal points. For
example, if an investor was shown that they performed only 1.70% in 2019 through the end of September compared to
20.55% returned for the S&P 500 Index, their first thought might beé | should have . However, consider the table
below as an example of a hypothetical i A c tRisk Ma n a g appr@ach seeking to manage risk. If the portfoliowa s n 6 t
invested in Q4 of 2018 and reinvested in Q3 of 2019, missing Q1 and Q2 of 2019, the portfolio would only be up 1.70%

for 2019. However, cumulatively the portfolio would still be up 12.44% and have only incurred a drawdown of -10.16%!

The return per drawdown ratio would be 1.22. This means that a portfolio with the objective of managing risk
outperformed the i B wayd H o | ah & risk-adjusted basis.

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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Scenario 2. Considering Risk: Example With S&P 500

Invested Period

Quarter 1 Quarter 2 Quarter 3 Quarter 4
2018 -0.76% 3.43% 7.71% -13.52%

2019 13.65% 4.30% 1.70% ?
Cumulative Return: 12.44%
Maximum Risk (Drawdown): -10.16%

Sources: Bloomberg, Redwood. For illustration purposes only. An investor can not invest directly in an index.

The Great Inversion: Equities Have Been Becoming Riskier

Of course, it could be rather difficult understanding attribution of returns without the total context of what has really
transpired. Afterall, how many investors actually spend the time to break down, and analyze the pattern of return streams

of different investments before making important decisions such as the above? The overload of market i g u r and easy
access to attractive headlines and short-term performance reporting could distract from one of the most important
questions i A w h @sks exist in my p o r t f Rathér,dat?sperplexing to find that common questions include, i Wh dat
you think the market is going to do in the next couple mont ha # & oeoeme | 6 mot invested in the strongest
performers of the last couple mo nt ha A Wh B the Fed going to do? What is going to happen to global t r a d\®t? 0
only are these questions frivolous (no one knows the future) and unproductive, but it also takes attention away from the
important question above 7 before making a change today to position for the long term, what risks should be
considered?

Historical Volatility of S&P 500 Index Has Been Trending Higher

Il S&P 500 Index 90-Day Volatility

The overall risk profile of the S&P 500 Index,
a gauge of U.S. Large Cap Equities, HAS been
increasing over the last 21 months,
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Sources: Bloomberg, Redwood. For illustration purposes only. An investor can not invest directly in an index.

Data suggests that the increasing risk of a standard equity portfolio should be considered. Investors conscious about
their overall risk might consider reducing overall exposure to i o ut p e r fsuxh am ¢he S&P 500 or at least have a
mechanism in place to manage risk going forward. This is contrary to adding additional exposure just because year-to-
date performance is strong.

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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Swimming Against The Current

U.S. Large cap equities, or more specifically the widely used gauge of equity performance, the S&P 500 Index, have
technically been making positive headway. However, limited gains have been met with overall pessimistic setbacks
resulting in relatively large drawdowns and heightened volatility. Two major narratives have dominated global markets:
(1) actions of the U.S. Federal Reserve and (2) global trade. Unfortunately, both market moving narratives have been
met with uncertainty on actual future implications. For example, although the Federal Reserve cut rates, which is seen to
potentially bolster the economy, it may be a response to weakening economic data. The Federal R e s e r actoidssare
fiat T meaning they can either cut rates, keep them constant, or raise rates. Complicating the picture, global trade drama
is plagued with uncertainty, as there i s ra @iat outcome. Global trade negotiations are subject to interpretation. For
example, evenifafit r @ e alketdeen the U.S. and China is signed, nobody knows what the real implications may be i
there are simply too many variables to determine a i wi n ofeanydrade deal outcome. Therefore, market action in
response to trade news may suggest that investors have been reacting more negatively to i b amkws that creates
uncertainty, than positivelyto i g o o @ wwhich can still have uncertainty.

An underlying weak market can also be shown by the relative performance of the rest of the U.S. equity market outside
of the widely followed S&P 500 Index. For example, a one year look back ending in 9/30/19, U.S. mid-sized and small-
sized companies have posted negative returns, contrasting with any strength from their large-sized company peers.

The AMarket o May Be Weaker Than Al to Seems

Period RENVNEE * rio 367 Day(s) | Table
Currency Price Change Total Return Difference Annual Eq
2.15% 4.25% 6.76% 4.22%

oY 10Y
Track .~ Annctate

Sources: Bloomberg, Redwood. For illustration purposes only. An investor can not invest directly in an index.

The Road Less Traveled

Not only is it common to see return chasing in response to historical strong performers, but on the flip side, asset

classes that are lagging or performing poorly are often sold or ignored. However, opportunities can exist from a
contrarian perspective. This means that underperforming asset classes and strategies could have potential to reverse

course. Take fixed-income asset classes for example. For the past several years, investors have been fearful of rising

rates and therefore shied away from interest rate or duration sensitive investments. The Bloomberg Barclays U.S.
Aggregate Bond Index, a common gauge of the investment grade bond universe, rallied 8.52% year-to-date through

9/30/19, on pace for its strongest year since 2002. High-Yield Municipal Bonds, often overlooked duetotheiri muni ci p al
status, also posted strong returns, up 9.69% year-to-date through 9/30/19.

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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[=) > i N f Period 273 Day(s) Table
Total Return Difference Annual Eq
8.52% 11.55%

9.69% - 13.16%

3y 5Y
Track Annotate

! Bloomberg Barclays US Agg Total Return Value Unhedged USD
B 1comberg Barclays Muni High Yield Total Return Index Value Unhedged USD

Duration risk sensitive asset classes, such as
investment grade bonds and even high-yield
municipals rallied.

Sources: Bloomberg, Redwood. For illustration purposes only. An investor can not invest directly in an index.

The strong returns in most fixed-income asset classes may be attributed to a large drop in the yield of treasuries. The
U.S. 10-Year Treasury yield dropped to 1.46%, which is just slightly higher than its record low of 1.35% in 2016. How
reality unfolded was quite different than how most market participants expected, proving (as we all should know) that no
one can predict the future. The updated chart below shows that ALL of the economists surveyed at the end of 2018 by
the Wall Street Journal are still wrong. Keep in mind that each economist most likely had a thoroughly researched and
documented rationale of their estimate i they were still WRONG.

The Great Pontification (Reprised)

The markets are truly unpredictable — so why try to forecast?

450  Of all the economists surveyed by the Wall Street
Journal at the end of 2018, no one predicted
that the yields would fall below 1.5% in 2019.
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Sources: Bloomberg, Redwood, Wall Street Journal. Data as of 9/30/19. For illustration purposes only. An investor can redtidivectly
in an index.
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No Single Indicator

The sudden massive drop in the U.S. 10-Year Treasury yield caused a widely followed recession indicator to trigger for
the first time since 2007, and caused investors to worry about an impending downturn. The so called yield curve
inversion of the U.S. 10-Year Treasury yield and the U.S. 2-Year Treasury yield (when the 10-Year yield drops below the
2-Year yield) is significant to many due to its historical efficacy of preceding a recession. Shown in the chart below, the
yield curve (in white) has historically dipped below O prior to a recession (in red).

Anticipated Yield Curve Inversion

Sources: Bloomberg, Redwood. Data as from 4/25/198210/22/19. For illustration purposes only. An investor can not invest difin
an index.

However, even a historically i r e | isignbl has & huge flaw. Recessions historically h a v estardetl immediately after a
yield curve inversion. The data shows that a recession can start several years after an initial yield curve inversion. On
average, the return of the S&P 500 Index following a yield curve inversion has been positive (even after the following
recession). Meanwhile, the media put a spotlight on the event and equity prices initially reacted negatively.

A Single Historical Indicator Is Not An Investment Strategy

Number of months following initial-2ear and 16year yield curve first inversion

Sources: Bloomberg, Redwood. Data from 1/31/1977 to 9/30/19. For illustration purposes only. An
investor can not invest in an index.
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