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The Math of Loss & The Art of Calm

The numbers are important. Investors no longer have to wonder when the next major market correction (and bear

market) will arrive. In Q1 of 2020, the historic bull market was met, and ended, with a historic selloff. No more “what-ifs”,

no more looking backwards at data such as “how would it have done in a crisis like 2008”, no more Monte-Carlo

simulations and predictions. Investment portfolio construction, and more importantly, investment process in times of

distress, was tested in real-time. In the first quarter of 2020, just after a strong year of returns, risk assets around the

world fell. Governments implemented unprecedented shutdowns to slow the spread of the deadly coronavirus,

threatening global economies with recessions. The S&P 500 Index lost -19.60% for the quarter, while incurring a

drawdown as much as -37% during the period. U.S. equities are now in a technical bear market (loss of 20% or more).

Despite massive government spending from both fiscal and monetary policy stimulus aimed to insulate the economy

from a meltdown, equities remained highly volatile.

Volatility Not Seen in 33 Years. Daily % Moves of The S&P 500 Index

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 3/31/20. For illustration purposes only. An investor can not invest directly in an index.

No need for us to pontificate about the potential impact to the global economy from the coronavirus, COVID-19, global

pandemic, because regardless of future implications, investors went into a market panic. The corona catalyst may have

accelerated the arrival of an eventual natural economic contraction. The inevitable downside was exacerbated by

already skeptical institutional investors waiting for the long, 11-year bull market rally to end. Furthermore, equity fund

flows had already been leaving and momentum seemed to have reached a peak caused by a liquidity rally to all time

highs (see Redwood 2019 Year-End Commentary). Regardless of the reasons for one of the fastest selloffs since

1987’s Black Monday (yes, the speed of the decline was faster than 2008) and whether such a selloff was justified or

not, the losses were real. Nearly all risk assets suffered in surprising proportions in both magnitude and speed, once

again reinforcing the market expression, “the only thing that goes up in a down market is correlation”. One particular

asset class drawdown in March surprised many market participants, and that was investment grade bonds.

Quarterly Commentary: Q1 2020
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Sources: Bloomberg, Redwood. Data as of 3/31/20. For illustration purposes only. An investor can not directly invest in an index.

Nowhere To Hide: Correlation Rises During Market-Wide Selloffs

Perhaps the recovery rally of 2019 following 2018’s selloff lulled investors into a false sense of security. The sharp ‘v’

shape bounces that occur during volatility may also give investors confidence to call the bottom, with hope that the worst

is over. But it is important to remember, only last month, the S&P 500 Index dropped -11.98% in ONE DAY (March

3/16/20). In addition, the last two bear markets that coincided with significant economic disruption, 2008-09 and 2001-02,

both took more than a year to reach the market bottom from the previous peak. This 2020 bear market is less than two

months from the S&P 500 peak (February 19, 2020). Is the worst really already behind us?

The Math of Loss

The eye catching, fast changing headlines aren’t helping put the latest market movements into context either, especially

with the extreme hyperbole used in news articles changing every day. While the underlying data may be technically true,

having back to back days with one headline, “Worst Quarter Since…” within a single day of another headline such as

“Best Week Since…” or “Best Day Since…” can cause investors to take polar opposite viewpoints based on when they

see the headlines. Biases can also emerge based on current positions and how they are invested. For example, viewing

strings of large gains can inspire optimism for investors who may be hoping to pare losses. Or perhaps, investors

sidelined may feel compelled to invest more to chase a recovery, now that the market is “already down”. Such statements

might come with impaired judgement on the geometry that exists in risk.

Consider the example below of a portfolio with a starting value of $100,000 that loses $5,000 consecutively per day. As

the portfolio value becomes smaller, the principal loss becomes more impactful percentage-wise. Why is this important?

Because the potential percentage loss on the way down actually becomes larger relative to principal as markets fall.

As indicated in the chart below, investment grade bonds, represented by the Bloomberg Barclays Aggregate Bond

Index, actually suffered a drawdown greater than experienced during the 2008 Credit Crisis. However, the rest of the

chart indicates that other risk assets have not yet fallen to loss levels seen during the Credit Crisis.
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Conversely, gains from bounces aren’t proportional. If a portfolio loses 50% in value, it requires a 100% gain, or to double

in value, to break even. During higher risk markets, it can be more beneficial to conserve capital, rather than to chase

opportunity. The financial crisis during 2007-2008 is often used empirically to understand potential loss of risk assets. For

example, the maximum drawdown of the S&P 500 Index experienced during this period was about -57%, but this didn’t

happen in a straight line down. During the 2008 financial crisis and bear market, the S&P 500 had multiple double-digit

moves to the upside before eventually bottoming out. As illustrated in the chart below, investors that increased their

equity risk exposure after the S&P had appreciated more than 25% from the bottom reached in late 2008, went on to

experience an additional drawdown of over 25% before the market reached what would become the bottom.

Sources: Bloomberg, Redwood. Data as of 3/31/20. For illustration purposes only. An investor can not directly invest in an index.

Falling Principal Values

Sources: Bloomberg, Redwood. Data as of 3/31/20. For illustration purposes only. An investor can not directly invest in an index.

Big Ups, Big Downs, But Still Risk of Loss
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There will always be critics taking both sides of the markets with either bullish or bearish calls, strengthening or changing

their positions in reaction to every headline that comes out. The fact that risk markets are making such large and fast

moves both to the downside and upside also make it hard to ignore the noise. But unless you are a short-term trader, any

market prediction made today about tomorrow is exactly that – noise.

Not to suggest that market technicals are irrelevant. As illustrated in the 2019 year-end commentary, price trends can

reflect overall market sentiment to indicate potential risk ahead. However, it is critically important to consider the intervals

of this type of information. Example 1: shows how short-term technicals indicated that the S&P 500 Index, utilizing daily

market breadth data, was oversold relative to its history, accurately indicating a potential for a temporary bottom and

market bounce. In Example 2, however, in a similar analysis utilizing monthly momentum data may indicate that the

overall trend may still be at risk of going lower.

Example 1: Relative “Overbought” or “Oversold” Conditions Shorter-Term - S&P 500

Sources: Bloomberg, Redwood. Data as of 4/15/20. For illustration purposes only. An investor can not directly invest in an index.

Example 2: Relative “Overbought” or “Oversold” Conditions Shorter-Term - S&P 500

Sources: Bloomberg, Redwood. Data as of 4/15/20. For illustration purposes only. An investor can not directly invest in an index.
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The Unknown Unknowns

Historical data can only go so far. Similar to how our experiences shape who we are, empirical data and evidence is all

anyone really has to evaluate how different asset classes might react in this environment. Needless to say, nobody knows

the future. Ironically, we can almost expect or know, that despite whatever we believe might happen, the real market

influence will probably come from something else. To put into perspective how statistically abnormal asset price behavior

was in the last quarter, see the below charts. The red arrows on the distribution curves of S&P 500 and U.S. Barclays

Aggregate Bond (Agg ) daily returns indicate one day price moves that occurred in March. The S&P 500 made multiple

moves near 8 standard deviations away from its mean. Meanwhile the Agg had a daily negative return 13 standard

deviations away from the mean. Mathematically, that’s a p-value (or probability) of occurrence (6.117 x 10-38). That’s

0.thirty-eight zeroes... Statistically, one might as well say it should never happen – yet it did.

Sources: Bloomberg, Redwood. Data as of 3/31/20. For illustration purposes only. SPY and AGG are shown for illustration purposes Sources:
Bloomberg, Redwood. For illustration purposes only. An investor can not directly invest in an index to represent their respective asset classes and not
to discuss the merits of either fund.

An Outlier of Outliers

Unintended Consequences

Occurrences such as the above illustrate how unprecedented the current investment environment is and some of the real

challenges ahead. Perhaps the reason fixed-income gapped out was due to unintended consequences of the Dodd-Frank

and Volcker Rule responses to the financial crisis in 2008. Particularly, The Volcker Rule restricts the way that banks can

invest in proprietary trading, which reduced the amount of bond liquidity that could have been added by the banks.

Investors withdrawing a record amount of capital, $35.6 billion, from U.S. investment grade funds, a large portion out of

exchange-traded funds (ETFs), within a single week, caused huge downside pressure in an already illiquid fixed-income

market. ETF’s tracking investment grade corporate bonds only were down as much as -20%, but even ETFs tracking the

US Aggregate Bond Index, which is over 44% treasuries, were down double digits.

Market Commentary  |  April 2020

Page 5© Bayntree Wealth Advisors, 2020



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

During this volatility in the credit markets, risk premiums in both investment-grade and high-yield bonds reached levels

not seen since the financial crisis. Investors quickly adjusted credit risk to account for the potential of a cash crunch due

to a stalled economy. By the end of the quarter, about $350 billion of corporate bonds rated investment grade became

closer to being downgraded into junk status. This compares with about $100 billion that were downgraded already in

February and an approximate $1 trillion of high-yield bonds in the index.

Sources: Bloomberg, Redwood. Data as of 3/31/20. For illustration purposes only. An investor can not directly invest in an index.

Illiquidity for Popular ETF’s Tracking Barclays U.S. Aggregate Bond Index

Sources: Bloomberg, Redwood. Data as of 3/31/20. For illustration purposes only. An investor can not directly invest in an index.

High-Yield & Investment Grade Spreads Widen
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Holding The Line – For Now

Even though anxiety remains high and negative economic data continues to pour in, risk assets may have found a

temporary bottom. Recognizing a large potential for a meltdown, governments around the world stepped in to provide

stimulus to hopefully stabilize global markets. The moves may give investors mixed feelings. On one hand, government

support can help pump more money into the economy. On the other hand, the desperation of government activity may

highlight the severity of the economic challenges. There are two primary ways that the US government can provide

stimulus: monetary policy driven by the central bank, and fiscal policy driven by Washington. As the panic unfolded in

March, the Federal Reserve cut rates from 1.75% to 1.25%. The surprise move sent the U.S. 10-Year Treasury yield

spiraling to its lowest levels ever, trading as low as 0.30% as traders predicted the Fed’s next move in mid-March. The

Federal Reserve made another emergency move over a weekend to cut rates to 0.25%. So much for 5% yields…right?

Sources: Bloomberg, Redwood. Data as of 3/31/20. For illustration purposes only. An investor can not directly invest in an index.

Fed Rates and Treasury Yields Tumble

The Fed also tried to provide investors confidence by supporting risk asset purchases and loans to businesses by

extending credit, pledging upwards of $2.3 trillion. This includes $850 billion in lending and bond-buying capacity of the

Federal Reserve tilted toward supporting primary markets, with $650 billion of the total intended for corporate and asset-

backed new issuance. Surprisingly, the Fed noted that their purchases may include low grade credit, or junk bonds,

perhaps due to the large risk of “fallen angels” or previously investment grade companies downgraded to junk. The

monetary support comes on top of already unprecedented amounts of support during the credit crisis. A never-ending,

expanding Federal balance sheet may be the new normal. The unintended consequences are unknown.
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Meanwhile, President Trump signed into law a historic $2 trillion stimulus package hoping to support the American public.

Due to shutdowns, fundamental data may be expected to continue declining at historic levels. For example, jobless claims

spiked to all-time highs as many American workers were furloughed because of the economic shutdown. Just another

example of a truly unprecedented environment.

Sources: Bloomberg, Redwood. Data as of 4/15/20. For illustration purposes only. An investor can not directly invest in an index.

Past The Point of No Return? Fed Liquidity Programs & Balance Sheet

Jobless Claims Spike To Record Proportions

Sources: Bloomberg, Redwood. Data as of 4/15/20. For illustration purposes only. An investor can not directly invest in an index.
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The Art of Calm – Portfolio Recap

Market analysis often compares current environments versus historical ones to find trends or similarities. The reality is,

every environment is unprecedented (because it has never happened before). While historical analytical testing or track

records can help infer how a particular strategy might act in a distressed market, it is impossible to really know and

account for all the variables. Therefore, it is gratifying to see the dynamic portfolios, engineered for risk-budgets, do their

best work (in our opinion) in real-time during a real market crisis by de-risking throughout the downturn seeking to

preserve capital.

Our dynamic portfolios are engineered with a RiskFirst® philosophy, meaning that the loss of capital, or drawdown risk, is

prioritized. To do this, our portfolios combine both low cost, strategic, long-only / modern portfolio theory allocations with

tactical risk-managed strategies.

One of the biggest challenges in portfolio construction and quantitative research is to mitigate – not the risk of the

unknown, but the derivative of the unknown, meaning the “unknown” unknown. Although it is impossible to prepare for

every environment, what is possible is to have a cohesive process to respond to different environments, including ones

never experienced. Following a quantitative process over the quarter, our portfolio allocations have shifted on different

levels. Our portfolios do not utilize one “master overlay” or “stop loss” to swap an entire portfolio towards one spectrum or

another. Rather, risk managed tactical signals are diversified and respond to different asset classes as shown in the

charts below.

Market Commentary  |  April 2020

Page 9© Bayntree Wealth Advisors, 2020



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

Conclusion –Action Creates Real Opportunity

First off, kudos to our partners for adopting a RiskFirst® process that minimizes emotional decisions. The psychology of

investors is perhaps the least disciplined in times of distress. Granted, the last quarter was statistically improbable, yet it

still happened. Therefore, there is really no such thing as an “abnormal” environment. Anything that happens in the

market is REAL. Just because it’s not “supposed to happen” doesn’t mean that it can’t impact real client dollars, and

cause investors to make real decisions that can possibly have a negative impact with their outcomes.

Displacements in markets, however, do create opportunity. But in our opinion, the opportunity doesn’t lie in purchasing

the best performing asset at the best performing price. But is in defining a real process. In our opinion, having a

disciplined, well thought out process that manages risk, is the key to long-term success, even if there may be some

“upside” over any shorter term periods missed. An unprecedented present will certainly lead to an unprecedented future.

Sources: Bloomberg, Redwood. Data as of 3/10/20. For illustration purposes only. An investor can not directly invest in an index.

What’s Possible From Here?
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Perhaps the risk markets recover and continue making highs. Or maybe this is just the beginning of a prolonged

recession. Either way, engineering around a RiskFirst® process, the quantitative actions of the portfolios gives us real

time evidence and increased confidence in the strategy and process for pursuing our shared goals with our partners and

their clients. Of course, we aren’t finished yet. Our process is ever evolving, new information is always being added, and

we remain your dedicated investment team, working to position all of us toward the best probability of success. With the

volatility, it seems more like a gambler’s or speculator’s game for now – big potential gains, but for big risk and big losses.

We’re not excited to play that game. Instead, we will stay calm and follow our quantitative discipline and dedication

towards our RiskFirst® goals.
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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

Bull Market is a market condition in which prices are rising or are expected to rise. Bear  Market  is  when  market  condition   in   

which  the  prices of securities are falling, and widespread pessimism causes the negative sentiment to be self-sustaining. Volatility is 

used to describe uncertainty or risk in terms of statistical measure of dispersion (variation in prices). Monte-Carlo Simulation is a 

type of experiment used in financial analysis that uses a simulation of random numbers to model the probability of certain outcomes.   

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. Fund flow is the net of all cash inflows and outflows in and out of various financial 

assets. 1987’s Black Monday was a stock market crash that occurred on October 19, 1987.  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. 

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. 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. 2008 Credit Crisis was a worldwide economic crisis stemming from the subprime mortgage market and 

lasted from 2007 to 2008.  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. Junk Status describes a type of bond that is rated below investment grade. High-Yield 

Corporate Bonds typically seek high levels of current income by investing in lower credit quality fixed income securities with varying 

maturities. 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. Federal Reserve (Fed) is the central bank of the United States that 

raises or lowers interest rates. Federal Funds Rate is the interest rate at which depository institutions like banks lend reserve 

balances to other banks on an overnight basis. 
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