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The Illusion of Price, The Opportunity of Return
The second quarter of a very unusual year has concluded.
Global asset returns in Q2 of 2020 displayed a stark contrast to the panic of Q1, when equity markets experienced
drawdowns over -30%. Fortunately for investors, an unparalleled barrage of both Federal Reserve market intervention
and government aid and spending in the U.S. stopped the bleeding. After a vertiginous start to 2020, asset prices
suffered a precipitous fall, leading the S&P 500 Index to experience virtually the worst quarter ever in Q1 – only to then
rise dramatically off the lows reached in March, to close one of the best quarters ever in Q2. At one point during Q2, the
S&P even briefly turned positive Year to Date, and the Nasdaq Composite Index surprisingly made a new all-time high.
By the end of Q2, this roller coaster of losses and returns ultimately brought S&P year-to-date performance down only
-3.09%. International stocks, represented by the MSCI ACWI Index, were not far behind, ending the quarter down only
-5.98% year to date.

DRAWDOWN, DRAWDOWN, DRAWDOWN
The official ending of the 11-year bull market, by the lingering Covid-19 pandemic, came as a surprise to everyone. Now,
given the amount of government support and stimulus from the Federal Reserve and U.S. Treasury and the market
reaction to this, some market participants may be pricing in an optimistic outlook. However, the capital markets have a
track record of low probability, idiosyncratic risk causing market prices to fall and incur large drawdowns. This can
happen at ANY point in time. The risk is always there.
Big Risks = Big Gains = Big Risks: S&P 500 Index

Sources: Redwood, Bloomberg. Data as of 6/30/2020. For illustration purposes only. An investor cannot directly invest in an index.
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These ever-present risks reinforce the reality that investing success doesn’t need to be an attempt to “forecast with
explanations” (no one can foresee the future anyway), nor does it need to be the pursuit of predicting and “timing” the
market. Instead, the greatest tool for investing success is focusing on and understanding risk. The S&P 500 Index fell
almost 20% in 2019 – why would anyone think that can’t happen again? The S&P 500 Index fell almost 35% in 2020 –
why would anyone think that can’t happen again? Food for thought, the last three drawdowns in the S&P have been
successively increasing in magnitude.

Most Concentrated – Ever.
A common way that investors attempt to mitigate investment risk is through diversification of their investments. However,
it is important to understand what diversification actually exists in a given portfolio. The idea of diversification is that
holding more positions will provide many different risk/return inputs and thereby reduce aggregate risk in a portfolio.
However, simply owning more positions does not necessarily mean lower portfolio risk. Many large, widely followed
indices, such as the S&P 500 Index, may appear to provide diversification and risk reduction due to the number of
stocks within the given index. However, the reality is that the S&P 500 Index is a market-cap weighted index. This
means that while the index may hold 500 stocks, each stock’s relative size within the index is dictated by its market
capitalization. So, the largest market cap stocks represent much larger weightings in the index than the smallest market
cap stocks. The degree of concentration in the largest stocks within an index is an important measure of risk within an
index perceived to be “diversified”. In fact, the degree of stock concentration within an Index (or portfolio) has historically
been a prescient indicator of future downside risk. Essentially, higher stock concentration within a market cap weighted
index historically equals less diversification and greater market risk. One example of this is the late 1999 period, when
the concentration of the 5 largest individual stocks in the S&P 500 approached almost 20%, only to be followed by the
corrective tech bust.
In our Q4 2019 commentary, we observed that the level of concentration in the S&P 500 was approaching levels only
surpassed by the late ‘90s. The market ended up selling off dramatically, but instead of concentration in the largest
companies normalizing, the concentration actually went UP, surpassing levels set during the technology boom of the
‘90s! In fact, the largest 5 names in the S&P 500 Index now represent almost a quarter of the entire index! With
less diversification, it makes sense why volatility, and drawdowns, have been increasing. Of course, being almost a
quarter of the index, performance of those stocks never mattered more. While the S&P 500 Index was down -3.09% for
the first half of the year (thru 6/30/2020), without those 5 largest market cap stocks, the S&P 500 Index would have been
down -8.28%.
Broad Market Index, S&P 500 – Concentration of 5 Largest Companies

Sources: Redwood, Bloomberg. Data as of 7/10/2020. For illustration purposes only. An investor can not directly invest in an index.
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Certainly, equity prices across the board came off of the lows in March’s panic selling. However, the S&P 500 Index
price is a very poor gauge (we primarily use it for directional sentiment) of actual market health. Instead, it can be useful
to identify trends without the market capitalization bias. For example, market breadth is commonly used by technical
analysts. Despite what seems to be an upside surge in the “market”, overall prices have actually been trending lower.
More and more members have been dropping below their 50-day moving average.
Is the Overall Market Actually Trending Lower?

Sources: Redwood, Bloomberg. Data as of 7/10/2020. For illustration purposes only. An investor can not directly invest in an index.

A Fundamental Disconnect
What’s even more surprising is the divergence between underlying fundamentals and risk asset prices. The COVID-19
pandemic shut down businesses, forced millions of workers into unemployment and slowed spending. Yet even as
jobless claims, while improved, still remained at record highs, and earnings were clearly negatively affected, the
speculation that things weren’t “as bad” as originally feared may have driven many market participants to price in a
recovery. But what real justification is there for prices to have recovered fully and back towards highs – and in some
cases, even making new all-time highs? The fact that stock prices and earnings have gone in diametrically
opposite directions is a huge reminder that asset prices at any given point are driven only by supply and demand – a
buyer and seller. While risk asset prices in the shorter term are not always representative of economic health, they are
generally historically correlated over longer time periods. Thus, significant divergences between asset prices and
underlying fundamentals have not historically been sustainable and eventually the divergence closes. Viewing earnings
per share of the S&P 500 Index, the chart below illustrates that the trend has been higher until the drop in 2020. The
chart also shows that the price of the S&P 500 had also trended higher along the same time period. However, the chart
illustrates how dramatic the divergence between stock prices and earnings is right now in 2020. If history is any guide,
this divergence will close.
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Prices Rise in Anticipation of a Full Recovery Despite Weak Earnings

Sources: Redwood, Bloomberg. Data as of 6/30/2020. For illustration purposes only. An investor can not directly invest in an index.

Another potential cause for caution, is the recent significant increase in retail investor market participation. Major online
brokers including Schwab, TD Ameritrade, E-Trade, Interactive Brokers, and Robinhood all reported a surge in account
openings and trading activity, as retail investors significantly increased their stock trading activity. When the demand
surges, so do prices. The speed of the “V” shape recovery and large % gains in equities, combined with quarantine
lifestyles providing more free time, may have attracted more buyers. Retail investors have accounted for as much as
25% of the stock market's activity in the second quarter versus just 10% of the market activity in 2019.
Looking at the NASDAQ Composite, one could easily infer that we’re in an economic boom, not at risk of recession.
During the second quarter of 2020, the NASDAQ Composite rose to hit new all-time highs. This all-time high was
reached despite the fact that the index earnings are at essentially the same level as in 2017. So, stock earnings are the
same as 2017, but stock prices are 60% higher.
Nasdaq Composite Suggesting an Economic Boom

Sources: Redwood, Bloomberg. Data as of 6/30/2020. For illustration purposes only. An investor can not directly invest in an index.
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The Magician
There can be reasons to why market dynamics are ignoring their history. The risk of a major recessionary event spurred
the most Federal Reserve and government intervention and support in U.S. history. The Federal Reserve unleashed a
plethora of its tools to create liquidity and encourage borrowing and spending, encouraging optimism that the worst is
over. Just a few examples, the Fed:
▪ Cut target federal funds rate to near zero
▪ Continued to offer forward guidance on maintaining low interest rates
▪ Restarted QE (quantitative easing) to buy over $700 billion in treasury, mortgage bonds, and even securities such as
ETF’s
▪ Opened Primary Dealer Credit Facility (PDCF) to support credit market stability
▪ Created the Paycheck Protection Program Liquidity Facility (PPPLF) to supply liquidity to participating financial
institutions to help keep workers on payroll
▪ Re-launched the crisis-era Money Market Mutual Fund Liquidity Facility (MMLF) to assist money market funds in
meeting redemptions
▪ Expanded scope of repo operations
▪ Started direct lending to major corporate employers including the Primary Market Corporate Credit Facility (PMCCF)
and Secondary Market Corporate Credit Facility (SMCCF) to help cash flow needs in order to retain employees
▪ Restarted the crisis-era Term Asset-Backed Securities Loan Facility (TALF) to support lending to households,
consumers, and small businesses
▪ Started the Commercial Paper Funding Facility (CPFF) to buy commercial paper directly from corporations
▪ Started the Main Street Lending Program to support small to mid-sized businesses.
▪ Created direct lending to state and municipal governments through the Municipal Liquidity Facility
In short, the Fed essentially does not want the U.S. economy to suffer from the aftereffects of the COVID-19 crisis – their
solution? Provide and inject trillions of dollars of liquidity into the U.S. economy. For example, the launch of the
Corporate Credit Facility stopped yields spreads in credit from massively widening, successfully stalling and reversing
the selloff.
Monetary Policy At Work

Sources: Redwood, Bloomberg. Data as of 7/17/2020. For illustration purposes only. An investor can not directly invest in an index.
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Central banks around the world can help support businesses by providing liquidity, however it doesn’t stop a business
from suffering direct impact to revenues from consumer behavior. Default rates of speculative corporate debt around the
world gradually rose and are still trending higher. The level of defaults hasn’t even surpassed levels set during the
energy crisis in 2016 yet. Historically, a default cycle sees at least 6% in defaults.
Beginning of a Default Cycle?

Sources: S&P Global Ratings Research. Data as of 5/31/2020. For illustration purposes only. An investor can not directly invest in an index.

Ignoring The Noise - Portfolio Recap
Bayntree’s asset allocation portfolios are built on our RiskFirst® philosophy, meaning that minimizing the loss of capital,
or drawdown risk, to target levels is always prioritized. This is done by combining low cost, strategic, long-only portfolio
allocations with quantitative, tactical risk-managed strategies. Following the de-risking of the portfolios throughout the
downturn in Q1, the portfolios gradually reinvested again as prices recovered during Q2 of 2020. Although fundamentals
are not yet supportive of a market rally, this doesn’t mean that prices won’t go higher in the short to intermediate term.
The real benefit of our quantitative process is the reduction of subjective biases. The opportunity of return, ultimately, is
given by being invested when asset prices rise. However, the long-term success of the portfolios, by design, depends on
the ability to stay within risk guidelines when asset prices decline.
Example of Portfolio Shift

Sources: Redwood. For illustration purposes only. Model allocations shown as of date and can change at anytime.
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Conclusion
It is rare for a quantitative firm to quote a famed value investor, but a great quote that summarizes most of this
commentary is from Warren Buffet, “Price is what you pay, value is what you get.” At the end of the day, investors
evaluate their asset’s return by the price someone else is willing to pay for it. Unfortunately, in such an uncertain and
volatile market environment, prices can change very quickly.
What’s Possible From Here? (Updated)

Sources: Redwood. Data as of 6/30/2020. For illustration purposes only. Model allocations shown as of date and can change at anytime.

There’s a difference between enjoying a magic show and living in a fantasy. No matter what the drivers are that cause
markets to go up or down, the reality is that risk is omnipresent. Having no risk management discipline because, “the
market always eventually goes up” is not a strategy. Over and over again, risk assets have shown that when gains are
passively made, they are just as easily lost. In our opinion, “investing,” especially for long-term asset growth, doesn’t
mean obtaining the full return of the best performing assets in the investable universe. Indices, asset classes, and
instruments are just tools to work towards an investment objective. We won’t always participate in the full rally as a cost of
avoiding the full loss. Instead, we will stay calm and follow our quantitative discipline to avoid the trap of chasing returns,
because there is always an opportunity for return that’s worth the risk – when managed.
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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
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. 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. Nasdaq Composite Index is a market
capitalization weighted index comprised of approximately 3,000 common equities listed on the NASDAQ stock exchange. MSCI ACWI
Index is a free float-adjusted market capitalization weighted index that is designed to measure the equity market performance of
developed and emerging markets. Market Participants are traders or investors who buy and sell securities or commodities in a
structured market. Capital Markets is the part of a financial system concerned with raising capital by dealing in shares, bonds, and
other long-term investments. Bull Market is a market condition in which prices are rising or are expected to rise. Volatility is used to
describe uncertainty or risk in terms of statistical measure of dispersion (variation in prices). 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. 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. High-Yield Corporate Bonds typically
seek high levels of current income by investing in lower credit quality fixed income securities with varying maturities. 2008 Financial
Credit Crisis was a worldwide economic crisis stemming from the subprime mortgage market and lasted from 2007 to 2008.
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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