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Q3 2019: The Fulcrum of Investing Reality – Return vs. Risk
Time heals most wounds – or does it? Just a little more than a year has passed since what would have been an
“optimistic” third quarter check point in 2018. Although the close of a “quarter” (for example, September 30th 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 – somewhere out there, is
a product that has inevitably performed well, and of course the investor missed out. Although many recognize the fine
print, “past performance is not indicative of future results”, it would seem 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 “year-to-date” number through September
30th of 2019, however, may look much more “attractive”. The S&P 500 Index 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 “2019” as it stands so far in isolation – 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, “hindsight is 20-20” and “buy low, sell high,” are violated 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

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.
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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 500 Index “Buy and Hold”

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 be… I should have _____. However, consider the table
below as an example of a hypothetical “Active Risk Managed” approach seeking to manage risk. If the portfolio wasn’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 “Buy and Hold” on a 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.
© Bayntree Wealth Advisors, 2019

Page 2

Market Commentary | October 2019

Scenario 2. Considering Risk: Example With S&P 500 Index “Active Risk Managed”

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 “gurus” and easy
access to attractive headlines and short-term performance reporting could distract from one of the most important
questions – “what risks exist in my portfolio?” Rather, it is perplexing to find that common questions include, “What do
you think the market is going to do in the next couple months?” or “How come I’m not invested in the strongest
performers of the last couple months?”, or “What is the Fed going to do? What is going to happen to global trade?” Not
only are these questions frivolous (no one knows the future) and unproductive, but it also takes attention away from the
important question above – 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

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 “outperformers” such as the 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-todate performance is strong.
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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 Reserve’s actions are
fiat – meaning they can either cut rates, keep them constant, or raise rates. Complicating the picture, global trade drama
is plagued with uncertainty, as there isn’t a fiat outcome. Global trade negotiations are subject to interpretation. For
example, even if a “trade deal” between the U.S. and China is signed, nobody knows what the real implications may be –
there are simply too many variables to determine a “winner” of any trade deal outcome. Therefore, market action in
response to trade news may suggest that investors have been reacting more negatively to “bad” news that creates
uncertainty, than positively to “good news” which 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 smallsized companies have posted negative returns, contrasting with any strength from their large-sized company peers.
The “Market” May Be Weaker Than “It” Seems

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 due to their “municipal”
status, also posted strong returns, up 9.69% year-to-date through 9/30/19.
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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 – they were still WRONG.

The Great Pontification (Reprised)

Sources: Bloomberg, Redwood, Wall Street Journal. Data as of 9/30/19. For illustration purposes only. An investor can not invest directly
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 0 prior to a recession (in red).
Anticipated Yield Curve Inversion

Sources: Bloomberg, Redwood. Data as from 4/25/1982 – 10/22/19. For illustration purposes only. An investor can not invest directly in
an index.

However, even a historically “reliable” signal has a huge flaw. Recessions historically haven’t started 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

s

Number of months following initial 2-year and 10-year 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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Portfolio Recap
We approach portfolios grounded by the simple fact that no one can predict the future, and that no one can control
performance. Therefore, we must focus on what we can control, process and risk management. Our portfolios are
also designed to be dynamic, driven by a systematic approach that seeks to reduce discretionary biases, including the
illusion of opportunity or loss due to terminal point biases. Year-to-date, as of the end of the quarter, our lower drawdown
budgeted portfolios have been performing more strongly than our higher drawdown budgeted portfolios. This scenario is
expected, given that equities have simply been realizing their higher endemic risk. Remember, the above data shows
that, adding more risk does not always equate to adding more return – especially in environments where volatility is the
new norm. Finally, given the fact that the dynamic portfolios employ tactical risk managed strategies, viewing short-term
performance would more likely reflect performance trends exemplified by “Scenario 2” on page two.
Currently, our portfolios are fully invested, and should the market continue moving higher, the portfolios are positioned to
capture overall market beta. However, we do not attempt to predict market movements. If markets stall and begin to
pose higher risk of incurring larger drawdowns, we would expect our tactical risk managed strategies to become
defensive again, similar to the end of 2018.

Conclusion:
Capital markets are infinitely complex. Every day, new information becomes available that changes the risk and return
dynamic of any investment. With that said, it is perplexing that investors tend to focus narrowly on single point returns,
such as year-to-date numbers of indices that have terminal point biases to buy or sell investments. In our view, capital
markets are only a tool to capture opportunities in a favorable return-risk dynamic, wherever they exist to work towards
an investor’s long-term goal or objective. There will always be investments in the entire universe that outperform (or
underperform) in given time frames. It is important to ignore the noise of the market that can derail a long-term plan.
There is always uncertainty and risk ahead. To navigate, we utilize a disciplined, RiskFirst™ approach that is designed
to be prepared for whatever may lie ahead.
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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
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. The MSCI ACWI is a free float-adjusted market capitalization weighted index that is
designed to measure the equity market performance of developed and emerging markets. The Citi World Gov’t Bond Index is a totalreturn index including sovereign bonds from developed and emerging markets. Drawdown is a measure of peak to trough loss in a
given period; a maximum drawdown is a measure of the maximum peak to trough percentage loss in a given period. Defensive
Position is a tactical strategy that may be used in response to adverse market, economic, political, or other conditions, where a
portfolio may temporarily invest up to 100% of its total assets without limitation, in high-quality short-term debt securities, money
market instruments and cash. 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. Volatility is used to describe uncertainty or risk in terms of statistical measure of dispersion (variation in
prices). Federal Funds Rate is the interest rate at which depository institutions like banks lend reserve balances to other banks on an
overnight basis. Fixed-Income (bonds or investment grade bonds) Assets, 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. 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. 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. High-Yield Municipal Bonds is a lower rated security issued by less
creditworthy municipalities. As such, they typically offer the highest yields of all municipal bond funds. 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. is a measure of peak to trough loss in
any given period. Yield Curve Inversion is an interest rate environment in which long-term debt instruments have a lower yield
than short-term debt instruments of the same credit quality. The yield curve is a graphic representation of yields on U.S. Treasury
bonds across a variety of maturities.
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.
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