
Q3:2020 Commentary: 
The Best Lines Are Odd Non Sequiturs

Many would dismiss the massive selloff in risk assets as a fat-tail event that is over and may never 
happen again. This naïve dismissal of risk fails to account as the main reason for the recovery of 
certain asset prices; being that the Federal Reserve has stepped in to buy risk assets, and for the first 
time ever, even buy funds like ETFs. Having also experienced a strong recovery effort, investors may 
have become surprisingly complacent. Counting intraday prices, the S&P 500 Index fell more than -
10% during the 3rd quarter creating a technical correction. A drop of this magnitude would have 
normally been subject in headlines, but rarely mentioned in the press. Perhaps the recency bias of 
recovering massive losses quickly created confidence that any large drop will always be met with a 
recovery. However, the opposite is definitely also a possibility – any rally or recovery can be lost very 
quickly.
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Sources: Bloomberg, Redwood. For illustration purposes only. An investor cannot invest directly into an index.

Not Impressed: Massive Losses Barely Rewarded With Gains

Counting intraday prices, 
the S&P 500 Index fell 
more than -10% during the 
3rd quarter creating a 
technical correction.

© Bayntree Wealth Advisors, 2020 1

Market Commentary  |  September 2020
As of September 30, 2020

Major indices ended the third quarter with gains despite continued global economic challenges. The 
S&P 500 Index rose 8.93% and the MSCI ACWI ex US Index rose 6.34%. However, for the entire year 
of 2020 (1/1/2020 – 9/30/2020) the S&P 500 Index is only up 5.57% and the MSCI ACW ex US Index 
is down -5.07%. Even if an investor entering the year held throughout the whole year to match 
indices, the risks far outweighed the rewards. Keep in mind, during the pandemic in March, the S&P 
500 Index was down over -11% in ONE SINGLE DAY. Hyper uncertain periods of time are met by 
large swings in volatility, which may be far from over.
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The latest bull market (2009-2020) was one of the longest in multiple decades. Solid quarters of 
economic growth and shrinking unemployment led the risk markets cautiously higher towards the 
end of a natural economic cycle. Investors even had confirmation from the Federal Reserve, 
calculatingly moving rates higher. The COVID-19 pandemic, however, came swiftly and immediately 
inverted fundamentals. Mandated shutdowns caused businesses to close and GDP around the world 
to contract. Panic subsequently consumed investors and led to one of the fastest systematic market 
selloffs since Black Monday in the 80’s. But the “recovery” spurred by promised action from the Fed 
and Treasury left risk assets extremely fragmented. While major indices appeared to take a sharp V 
shape recovery, with some making new all-time highs, diversified investors not fully invested in 
more popular passive indices may have found themselves lagging. This fragmentation has caused 
one of the widest divergences between “value” and “growth” stocks ever. With the S&P 500 Growth 
Index being largely responsible for the positive attribution in the market was up 20.60%, the S&P 
500 Value Index was down -11.47%. This is the largest difference since growth and value factors 
within the S&P 500 Index have been tracked.

The Unheard Investment Marketplace

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

The Correction That Never Was

This fragmentation has 
caused one of the widest 
divergences between 
“value” and “growth” 
stocks ever. While the S&P 
500 Growth Index being 
largely responsible for the 
positive attribution in the 
market was up 20.60%, 
the S&P 500 Value Index 
was down -11.47%. 
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Granted there have been 
periodic updates, put in 
perspective, it’s difficult to 
rationalize an index 
created in 1926 to be the 
go-to U.S. equity return 
benchmark for the modern 
era almost a century later. 
By the way, modern 
portfolio theory wasn’t 
adopted until 1953.

Major indices are just a fabrication by people to determine “what” should represent the benchmark 
for returns. For some context and the benefit of trivia knowledge, Poor’s Publishing was formed in 
1860 by Henry Varnum Poor to guide investors on the railroad industry. Standards Statistic Company 
was founded in 1906 to rate mortgage bonds. The two research publication firms merged to form 
Standard and Poor’s and developed a 90-stock index in 1926 that was computed daily to help investors 
“track” the market. This eventually evolved into the “500” stock index, the S&P 500 Index. Granted 
there have been periodic updates, put in perspective, it’s difficult to rationalize an index created in 
1926 to be the go-to U.S. equity return benchmark for the modern era, almost a century later. By the 
way, modern portfolio theory wasn’t adopted until 1953.

Interestingly, the financial industry is driven largely by inertia, and a reluctance for change kept the 
index in wide publication. While the S&P 500 Index has been a gauge of short-term market sentiment; 
often positive on the day when news interpreted to be “good” and negative for the day when news is 
“bad”, it may fail to display all the information an investor should know. Worse is the shift in bias in its 
market-weighted composition. In fact, stripping out the top 5 constituents in the S&P 500 Index 
virtually erases all of its gains for the year through the end of Q3.

Returns (12/31/2019 – 9/30/2020)

S&P 500 Index Without Top 7 -1.07%

S&P 500 Index Without Top 6 -0.98%

S&P 500 Index Without Top 5 0.57%

S&P 500 Index 5.57%

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

The trend isn’t getting any better. The concentration of the same 5 tickers have been growing. Things 
built of old (very old) can be prone to have major structural challenges when applied to truly modern 
markets, especially when market dynamics and fundamentals change drastically. 
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Not Slowing Down – Constituent Concentration Rises

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

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 Market Commentary  |  September 2020

In the last recession during 
the financial crisis, it took 
large-cap stocks nearly 
twice as long to recover 
their drawdowns 

The fragmentation of the risk assets doesn’t stop there. U.S. Mid-cap and U.S. Small-cap equity 
performance is also negative. The Russell 2000 Index and S&P Mid-Cap Index lost -8.70% and -8.62% 
respectively for the year through the end of the third quarter. In the last recession during the financial 
crisis, it took large-cap stocks nearly twice as long to recover their drawdowns – a fundamental 
expectation given small-cap companies are often more levered and sensitive to economic growth than 
large-cap stocks. However, dismissing weak economic data that does not portray a growing economy, 
large-cap indices such as the S&P 500 Index have drawn in more capital as speculators bet on a future 
recovery. Given that the S&P 500 Index is market-cap weighted, this speculative capital flows 
disproportionately into the largest company’s stocks. The below chart shows the market capitalization 
of Apple (white) vs. the Russell 2000 (blue) Index, one of the most popular gauges for tracking U.S. 
small cap universe. The market capitalization of a single company has approached the market 
capitalization of an entire index of 2000 stocks.
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Sources: Bloomberg, Redwood. For illustration purposes only. An investor can not invest directly into an index.

A Single Ticker “Index”…?
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From a holistic investing 
standpoint, it comes to 
reason that investing 
should be favorable 
during economic 
growth, and unfavorable 
during economic 
contraction. So why is 
there such a large 
divergence between 
index prices and the 
economic reality? 

Markets today are more “efficient” given the vast amount of information and speed of reactions of 
retail investors, hedge funds, mutual funds, institutions, etc. This means that it is harder to find 
inefficient prices to take advantage of. As the markets have become more accessible driven by 
technology (including partial share brokerage firms like Robinhood) the rules of fundamentals have 
been thrown out and replaced with buy from someone today to hopefully sell to someone else 
tomorrow at a higher price. “Since markets are efficient anyway, why not just buy the whole “market,” 
or as many assume, a diversified benchmark like the S&P 500 Index”. This type of mentality may have 
pushed index “investing” further into the era of speculative index “trading.” From a holistic investing 
standpoint, it comes to reason that investing should be favorable during economic growth, and 
unfavorable during economic contraction. So why is there such a large divergence between index 
prices and the economic reality? From an economic fundamental standpoint, falling GDP has pushed 
the U.S. into an official recession and the trend of permanent unemployment has only been going 
higher.
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From an economic 
fundamental standpoint, 
falling GDP has pushed the 
U.S. into an official 
recession and the trend of 
permanent unemployment 
has only been going higher.

A 2020 Recession

As shown, the effectiveness of popular indices to gauge the “market” should be questioned, especially 
when underlying constituents can vary wildly. Here’s an idea: the capital markets have no real 
correlation to investing. A market is simply a reflection of prices – the elasticity of supply and demand. 
A stock, fund that tracks an index, or any asset has a price set by a buyer and a seller. So how do you 
determine what something is actually worth? Economist Benjamin Graham who is widely regarded as 
the “father of investing” wrote the book, “Security Analysis” in 1934 that was the genesis of financial 
analysis. The book introduced value investing and calculation of “intrinsic value” and buying stocks that 
were “undervalued” in price. Of course, much has changed from 1934 to the present. 

The Fundamentals of Fundamentals
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Furthermore, corporate fundamentals have not fared any better. No, the top 5 companies in the S&P 
500 are not taking in all the revenue and growing massively. Despite the S&P 500 Index basically 
having fully recovered in price, earnings per share are still near the lows set earlier this year. In the last 
two recessions, the 2000’s Tech Bust and the 2008 Financial Crisis the S&P 500 Index fell -7.18% and -
35.46% respectively. So what has changed? Are the “time-tested” fundamental models based on 
history broken?

Sources: Bloomberg, Redwood. For illustration purposes only. An investor cannot invest directly into an index.

Earnings Per Share and Price Divergence of S&P 500 Index

Despite the S&P 500 Index 
basically having fully 
recovered in price, earnings 
per share are still near the 
lows set earlier this year. 
Are the “time-tested” 
fundamental models based 
on history broken?

© Bayntree Wealth Advisors, 2020 6

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

The unexpected drop in 
yields present an 
additional challenge for 
traditional fixed-income 
investing. The yield of the 
Barclays U.S. Aggregate 
Index, a widely followed 
gauge of investment grade 
bonds, fell to its lowest 
level, hitting a mere 1.03% 
in August and finished the 
quarter at 1.18%. 

Largely under the radar, the fixed-income conundrum is back. Fixed-income is often cited as the “smart 
money” and is typically more reflective of the underlying economy. There are a few reasons for this. 
First, access and liquidity of fixed-income is more limited than equities. Secondly, fixed-income assets 
are usually tied to relative rates in the marketplace. For example, in concert with the Fed lowering 
benchmark rates back to near zero, the U.S. 10-Year Treasury yield fell under 1% to 0.68%. 
Subsequently, the Barclays U.S. Aggregate Bond Index returned 6.79% YTD thru 9/30/20. This is more 
in-line with historical backed expectations during a recession and flight-to-safety trades when equity 
prices should be falling.

The Fixed-Income Conundrum Part 2

U.S. Treasury Yields Still at Lows

0.68%!
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The unexpected drop in yields present an additional challenge for traditional fixed-income investing. 
The yield of the Barclays U.S. Aggregate Index, a widely followed gauge of investment grade bonds, fell 
to its lowest level, hitting a mere 1.03% in August and finished the quarter at 1.18%. That’s right, the 
payoff per year of holding investment grade bonds in a portfolio is only 1.18%. To put that into 
perspective, 3-Month T-Bills (a proxy for a risk-free investment) had a yield of 1.53% at the end of 
2019.

Following the 2008 financial crisis, when the Fed dropped rates near zero for the first time, a main 
investor focus was the risk of rising rates, making it more difficult to invest in fixed-income. As yields 
fell to lows, the average price of bonds in the Barclays U.S. Aggregate reached historical highs. This is a 
large premium to pay considering bonds mature at a price of 100. Consequentially, duration (a 
measure of interest rate risk) has also increased to its highest levels. In fact, the duration of the 
Barclays Agg is almost 10% higher than the highest point in 2013, when interest rate risk was at the 
center of investor concerns.
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In addition, the low yields for investment grade bonds are mutually exclusive from credit quality. 
Typically, corporate bond yields compress during times of economic health as a reflection of a higher 
likelihood of the bonds’ principal being fully paid back at maturity and of defaults being low. However, 
outside of conventional fundamentals, the quality within investment grade bonds have actually been 
deteriorating. The % of investment grade bonds rated Baa3, the lowest Moody rating before being 
regarded as “junk”, has only been rising.

One Percent – The Barclays US Aggregate Bond Index

Are “Investment-Grade” Bonds Getting Worse?

Sources: Bloomberg, Redwood. For illustration purposes only. An investor cannot invest directly into an index.

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

Asset allocation portfolios 
are built on the RiskFirst®

philosophy. We believe the 
continued reduction of 
subjective bias utilizing 
ongoing quantitative 
research helps the 
portfolio continuously 
adapt to changing 
markets. 

Bayntree’s asset allocation portfolios are built on the RiskFirst® philosophy. This new approach focuses 
our portfolios on the single most important risk to the investor: drawdown. Doing so objectifies risk 
and expectations to a single explainable standard, versus benchmarking against indices that may be an 
unreliable reflection of market price and opportunity. The portfolios blend both tactical risk-managed 
strategies with low cost strategic long-only beta. This allows flexibility in the portfolios to have non-
traditional methods such as allocating to high-yield corporate bonds and high-yield municipal bonds 
when they are trending higher, which can add meaningful value in times where traditional investment 
grade fixed-income can have more risk than expected.

Portfolio Recap

High-Yield Bonds vs. Investment Grade Bonds

Throughout the quarter, our asset allocation portfolios have remained invested in risk assets, fully 
participating in beta rallies. However, by design, the portfolios are not meant to track the “market”. 
Instead, their value is in the ability to maintain a diversified portfolio within a pre-defined range of risk. 
There are times where quantitative research will lead the portfolios to de-risk, such as during the 
downturn in Q1 of 2020. We believe the continued reduction of subjective bias utilizing ongoing 
quantitative research helps the portfolio continuously adapt to changing markets. Economic and 
corporate fundamentals are seemingly very disconnected from price trends. However, that does not 
mean prices will not gradually rise or stay at elevated levels. Thus, the portfolios are currently fully 
invested, but maintain our tactical risk-management process to help keep us positioned for whatever 
volatility is to come.
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Sources: Bloomberg, Redwood. For illustration purposes only. An investor cannot invest directly into an index.

Too Fast a Recovery?

However, an aging index may have little connection with the underlying investable market 
environment. When compared against historical markets, the current environment seems to have a 
disproportionately high amount of conflicting information and data. As fundamentals become 
disconnected from asset prices, it is increasingly difficult to decipher whether “conventional wisdom” 
gathered from historical observations and experience have any relevance anymore. By the way, this 
isn’t new. No two market environments are the same, which is why any “track record” from the past 
can never be guaranteed to do anything similar in the future. Yet decades of industry inertia make it 
difficult for many investors, both retail and institutional, to abandon past biases that fail to make any 
logical sense to apply to markets of today and tomorrow. Maybe the election will drastically change 
economics for the better or for the worse. Maybe major indices will fall back to reality, or maybe the 
speculators got it right and fundamental data will eventually recover to justify the prices. We do things 
differently.  

Future success, in our opinion, is dependent upon a forward-looking process and philosophy. This 
doesn’t mean predicting future returns and acting on it as a speculator. A forward-looking process, to 
us, involves focusing on the one controllable variable – and that is risk. There will always be 
opportunity to invest for appreciation. In our opinion, it must be done in a RiskFirst® process.
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The irony and truth of capital markets is that history suggests to never trust it. For example, the 
massive March 2020 selloff made asset prices move as high as 13 standard deviations from historical 
norm even though it was theoretically improbable. Similarly, the S&P 500 Index made the fastest 
“recovery” in recent history. On average, declines of more than 20% took 21 months to recover back 
to highs. The S&P 500 Index only took 3. Perhaps an expression of optimism that eventually, the 
economy will recover, thus, should be priced into risk markets.

Conclusion
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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

Volatility is used to describe uncertainty or risk in terms of statistical measure of dispersion (variation of prices). 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
US Index captures large and mid-cap representation across 22 of 23 Developed Markets (DM) countries (excluding the US) and 26 Emerging Markets (EM)
countries. With 2,412 constituents, the index covers approximately 85% of the global equity opportunity set outside the US. Fat Tails indicate that there is
a probability, which may be small, that an investment will move beyond three standard deviations. Black Monday occurred on Oct. 19, 1987, when the
Dow Jones Industrial Average (DJIA) lost almost 22% in a single day. The event marked the beginning of a global stock market decline, and Black Monday
became one of the most notorious days in financial history. Bull Market is a market condition in which prices are rising or are expected to rise. S&P 500
Growth Index is a market capitalization-weighted stock market index taken from the S&P 500 universe, containing constituents that are categorized as
growth stocks, as determined by Standard & Poor's. S&P 500 Value Index is a market capitalization-weighted stock market index taken from the S&P 500
universe, containing constituents that are categorized as value stocks, as determined by Standard & Poor's. Russell 2000 Index 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. S&P Mid-Cap Index is a stock market index based on the market capitalization of 400 mid-cap publicly companies traded
in the U.S. Stock market, as determined by Standard & Poor's. 2000 Tech Bust, also known as the dotcom or internet bubble, was a rapid rise in U.S.
technology stock equity valuations fueled by investments in internet-based companies during the bull market in the late 1990s. During the dotcom
bubble, the value of equity markets grew exponentially, with the technology-dominated Nasdaq index rising from under 1,000 to more than 5,000
between the years 1995 and 2000. In 2001 and through 2002 the bubble burst, with equities entering a bear market. Financial Credit Crisis was a
worldwide economic crisis stemming from the subprime mortgage market and lasted from 2007 to 2008. Smart Money is cash invested or wagered by
those considered experienced, well informed, "in-the-know," or all three. There is little empirical evidence to support the notion that smart-money
investments perform better than non-smart-money investments; however, such influxes of cash influence many speculation methods.

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. 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. 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. 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. Junk Status describes a type of bond that is rated below investment grade. 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. High-Yield Corporate Bonds typically seek
high levels of current income by investing in lower credit quality fixed income securities with varying maturities. Federal Reserve (Fed) is the central bank
of the United States that raises or lowers interest rates. Capital Markets is the part of a financial system concerned with raising capital by dealing in
shares, bonds, and other long-term investments.

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, LLC ('Bayntree') is an SEC registered investment adviser. 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.
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