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Vaccinate Your Bond Portfolio

Markets delivered a rough close to 2018. Risky asset prices whipsawed, and a bear market in U.S. equities may have
taken hold. Investors who had looked to high yield credit for income and relative stability have been rewarded with a
roughly 7% price decline in 2018. When year-end statements arrive, advisors who’ve heavily allocated to high yield
and stocks may find themselves fielding some strongly worded client questions.

The emotional responses that harm client-advisor relationships may not have a cure, but we think there’s a vaccine. We
previously analyzed the benefits to equity investors of a blended approach between buy-and-hold and tactical asset
allocation (also known as trend-following or time series momentum). Amid the recent tumult, we thought we’d apply
the same framework to high yield. We found that the benefits of a blended strategy are similar in both asset classes.

Rising Markets

In steadily rising markets, buy-and-hold tends to slightly outperform tactical asset allocation, as tactical models are
subject to false risk-off signals that drag on returns. So why not allocate to both over the long haul? It might help the
client relationship. During rising markets, advisors who allocate to a 50-50 blended strategy can show clients that the
buy-and-hold allocation is keeping pace with the market, and position any underperformance of the tactical component
as a modest sacrifice in the name of conservatism. As we’ll see, that conservatism may pay off when times are not so

good.

The “Tactical High Yield” strategy is defined here as owning the ICE BofAML US High Yield index when it is above its
200-day average, and owning 90-day T-bills when the same high yield index is below its 200-day moving average. The
following table illustrates the historical performance since 1991 for pure tactical allocation, a 50-50 blend, and pure

buy-and-hold -- all applied to high yield.

Beta to High Yield Index 0.42 0.71 1
Correlation to High Yield Index 0.65 0.95 1
Max Drawdown 1991-2000 -5.3% -5.4% -8.7%
Max Drawdown 2000-2018 -5.7% -20.0% -35.0%
Annualized Return 1991-2000 1.8% 1.8% M.7%
Annualized Return 2000-2018 8.2% 7.4% 6.6%

Source: Bloomberg

On examination, the 50-50 blend has some advantages. Its beta to the high yield index, a measure of how well its risk
and return profile is explained by the broad market, is reduced compared with pure buy-and-hold.
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https://www.counterpointmutualfunds.com/add-a-dash-of-tactical/

Meanwhile as pictured above, the 50-50 approach has a major advantage over buy-and-hold when it comes to
drawdowns. Not surprisingly, the 50-50 blend approach inherits tactical’s key trait of targeted reduction of drawdowns.

Falling Markets

The tactical component of a blended asset allocation model shows its true value when markets decline. While the buy-
and-hold component is fully exposed to drawdowns, a tactical strategy is designed to go “risk-oft” as assets enter a
downtrend. Going “risk-off” involves selling out of the high yield index position and investing instead in cash or Treasury
bonds. In smoothly down-trending markets, the tactical component of the portfolio potentially outperforms, and it
does so at the most important behavioral moment for investors — the stressful moment when wealth seems to disappear.

As markets fall, an advisor with a blended allocation to tactical and buy-and-hold strategies can point to overall
outperformance of the client’s risky asset portfolio, and remind the client of the tactical component’s presence as it

enters a risk-off posture (where it sells out of high yield).
Both Strategies Have Merit

It’s a simple but important point: Buy-and-hold and tactical strategies both offer benefits to investors. Crucially, it’s
difficult if not impossible to guess in advance which strategy will do better in the near term.
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As displayed above, trend-following handily beat buy-and-hold for the bulk of the sample, with the most substantial

exception being the post-financial crisis recovery period, around 2009. One-year returns can also be noisy, and a look

at 3 year relative performance shows similar favorable long-term picture in favor of using tactical strategies, though

again the results vary.

Buy and Hold Rolling 36 Month Annualized Outperformance versus 200-Day
Moving Average Strategy

Source: Bloomberg



Quant or By Feel?

We would guess that relying on intuition amid the market’s recent gyrations would have generated more nausea than
outperformance in the past year. That’s where we see the benefit of quantitative strategies. They have the virtue of
execution discipline and statistical validation — they play by predetermined rules, and the results are measurable across
market environments. All of this makes it easier to stick with the system, especially in times of doubt.

As the clich¢ goes, no one has a crystal ball. Without foreknowledge of which strategy might perform better in the
future, an advisor should consider simply splitting the difference by using a blended allocation to quantitative trend-

following and buy-and-hold.

We’re unaware of any investment strategy that can completely neutralize risk or drawdowns, or any strategy that makes
the advisor-client relationship totally easy. But we do believe that advisors should look for strategies that have strong
safeguards against the most challenging market conditions, as well as their clients’ most challenging behavioral
tendencies. A 50-50 blend of tactical asset allocation with buy-and-hold appears to deliver just such an advantage,
whether applied to stocks or to high yield.

Important Risk Information

There is no assurance the Fund Advisor’s opinions of risk management will come to pass and past performance is no
assurance of future results. Of course, there is no guarantee that any investment strategy will achieve its objectives,
generate profits or avoid losses.

The use of leverage by the Fund or an Underlying Fund, such as borrowing money to purchase securities or the use of
derivatives, will indirectly cause the Fund to incur additional expenses and magnify the Fund’s gains or losses. Derivative
instruments involve risks different from, or possibly greater than, the risks associated with investing directly in securities
and other traditional investments. There is a risk that issuers and counterparties will not make payments on securities
and other investments held by the Fund, resulting in losses to the Fund.

The Fund may invest in high yield securities, also known as “junk bonds.” High yield securities provide greater income
and opportunity for gain, but entail greater risk of loss of principal. When the Fund invests in other investment
companies, including ETFs, it will bear additional expenses based on its pro rata share of the other investment company’s
or ETF’s operating expenses, including the potential duplication of management fees. The risk of owning an investment
company generally reflects the risks of owning the underlying investments the investment company holds. The Fund
will use model-based strategies that, while historically effective, may not be successful on an ongoing basis or could
contain unknown errors. In addition, the data used in models may be inaccurate.

Investors should carefully consider the investment objectives, risks, charges and expenses of the
Counterpoint Tactical Income Fund. This and other important information about the Fund is
contained in the prospectus, which can be obtained at www.counterpointmutualfunds.com or by
calling 844-273-8637. The prospectuses should be read carefully before investing. The Counterpoint
Tactical Income Fund is distributed by Northern Lights Distributors, LLC member FINRA/SIPC.
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