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When Do Tactical High Yield Strategies Not Work?

Tactical high yield strategies have historically shown an ability to mitigate drawdowns while boosting fixed income
returns, but no strategy is perfect in all circumstances. This raises the question: When does tactical high yield
underperform these goals? When do tactical high yield strategies not work?

We reviewed some historical examples where tactical high yield showed less-than-stellar results. Each instance arose
during a period of systemic shock, where many traditional asset classes faltered, and investors had few places to
“hide.” And even though tactical high yield struggled, there remained a case for investor patience each time.
Investors should prepare for occasional challenges for any strategy and remember to focus on the long-term reward
of a well-considered plan. Now let’s explore some rough patches for tactical high yield.

It was not a great time to hold bonds, regardless of your strategy.

The Great Bond Massacre of 1994

It shouldn’t shock anyone that a tactical high yield fixed income strategy would struggle during an event called the
“Great Bond Massacre of 1994.” Starting in U.S. and Japanese markets, yields on 30-year treasuries rose around 200
basis points in the first 9-months of the year, spreading to global markets shortly thereafter. With long-term rates
rising in every major country, the worldwide decline in bond values in 1994 was on the order of $1.5 trillion.!

It was not a great time to hold bonds, regardless of your strategy.
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~ Tactical HY Strategy = 3 Factor Equal Weight HML RMW,UML == US Fund Intermediate Government
—— S&P 500 TR USD ~ US Fund High Yield Bond — BBgBarc US Agg Bond TR USD

Source: Morningstar. The Tactical High Yield Strategy is defined by buying the Morningstar High Yield Category when
it closes above its 200-day moving average the prior day. The strategy entirely switches to exposure of the
Bloomberg U.S. Treasury 3-5 Year Total Return Index when the Morningstar High Yield Category closes below its 200-
day moving average. The 3 Factor Market Neutral Strategy delivers the risk-free rate plus the simple average of
returns to value, profitability, and momentum portfolios. Each factor portfolio is long the % of all stocks with the

1 Al Ehrbar (February 3, 2013). "The great bond massacre (Fortune, 1994)”. Fortune.
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greatest factor exposure and short the % of stocks with the lowest factor exposure. The model multifactor portfolio is
neither optimized for risk-adjusted returns nor does it improve stock selection with an aggregate model. Multifactor
portfolio returns include the long-run risk free rate and do not factor in transaction costs, variables that would drag

on returns.
Return Max Max Drawdown #

Time Period: 1/1/1994-12/31/1994 (Annualized) Drawdown of Periods
Tactical HY Strategy -2.07 -6.19 95.00

3 Factor Equal Weight HML,RMW,UML 6.46 0.74 3.00

US Fund Intermediate Government -3.81 -6.47 98.00

S&P 500 TR USD 1.32 -8.47 61.00

US Fund High Yield Bond -3.06 -6.59 314.00
BBgBarc US Agg Bond TR USD -2.92 -6.56 101.00

Source: Morningstar.

By the end of 1994 Tactical High Yield returned -2.07% with a max drawdown of -6.19% - not high marks for a
strategy focused on downside mitigation. There was a silver lining. The strategy avoided the slightly worse returns
and deeper drawdowns of the Barclays Aggregate Bond Index and U.S. High Yield Bond Category. U.S. Intermediate
Treasuries fared even worse due to their heavy interest rate exposure. In this instance, tactical high yield
underperformed, but there were few safe havens among traditional asset classes, and most investors would have
struggled in 1994. Interestingly, the 3-Factor Equal Weight Market Neutral equity strategy was the only strong
performer, experiencing a max drawdown of only 0.74% and ended the year up 6.46%. Although tactical high yield
tends to help buffer portfolios against interest rate spikes, a big enough shock can still challenge the strategy.

‘Black Monday’ 2011

U.S. and global stock markets crashed on August 8th, 2011, following Standard & Poor’s downgrade of U.S. sovereign
debt from AAA, or "risk free"”, to AA+. Financial pressure had been mounting worldwide as many nations engaged in
deficit spending following the 2007-2008 financial crisis. Unexpected political turmoil around raising the U.S. debt
ceiling, amplified by struggles among government-backed lenders Fannie Mae and Freddie Mac, led the global stock
market to experience a prolonged selloff.

An unprecedented downgrade of U.S. sovereign debt and aggressive Federal Reserve response made for a bumpy
ride for bond holders.
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~— Tactical HY Strategy = 3 Factor Equal Weight HML,RMW,UML = US Fund Intermediate Govemment
= S&P 500 TR USD = US Fund High Yield Bond = BBgBarc US Agg Bond TR USD

Return Max Max Drawdown #
Time Period: 1/1/2011-12/31/201 (Annualized) Drawdown of Periods

Tactical HY Strategy 1.52 -4.55 149.00
3 Factor Equal Weight HML,RMW,UML 5.15 -3.56 25.00
US Fund Intermediate Government 6.67 -1.60 35.00
S&P 500 TR USD 2.1 -18.64 157.00
US Fund High Yield Bond 2.75 -9.86 141.00
BBgBarc US Agg Bond TR USD 7.84 -1.80 20.00

Source: Morningstar.

Given the short lead time and unprecedented nature of the incident, the 200-day moving average Tactical High Yield
strategy responded a little slower than investors might prefer, experiencing a drawdown of -4.55% in August.
Meanwhile, the Federal Reserve, citing slow economic growth and continuing weakness in overall labor market
conditions, decided to extend the average maturity of its security holdings to apply downward pressure on longer-
term interest rates? - effectively flattening the yield-curve. This in turn limited Tactical High Yield’s “risk-off” return,
and the strategy ended the year up only 1.52%. The 2011 experience is another example of an unprecedented and
very rapid systemic shock - this time complicated by an unusual response by the Fed. Again, such circumstances are
challenging to Tactical High Yield, as well as many other investing strategies.

Uncertainty, Volatility and Overvaluations in 2018

Numerous factors impacted the U.S. stock market in 2018. A renewed discussion of tariffs, four rate hikes by the
Federal Reserve, and the passage of a large corporate tax cut sent large and sometimes conflicting signals through
financial markets. U.S. investors experienced whipsaw-like stock market volatility. The S&P 500 was up or down more
than 1% sixty-four times during the year, with the Dow swinging 1,000 points in a single session, something that has
only occurred eight times in its history, and five of those took place in 2018.3

2 Federal Reserve (September 21, 2011) Federal Reserve issues FOMC Statement [Press release].

3 Chris Isidore (December 31, 2018) 2018 was the worst year for stocks in 10 years. CNN Business.
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A white-knuckle adventure for stock investors combined with high liquidity accompanied lackluster bond
performance.

Time Period: 1/1/2018 to 12/31/2018

112.0
110.0

1/2018 2/2018 3/2018 4/2018 5/2018 6/2018 7/2018 8/2018 9/2018 10/2018 11/2018 12/2018

-k e S S
Return Max Max Drawdown #

Time Period: 1/1/2018-12/31/2018 (Annualized) Drawdown of Periods

Tactical HY Strategy 0.15 -3.10 110.00

3 Factor Equal Weight HML,RMW,UML 2.03 -2.68 114.00

US Fund Intermediate Government 0.47 -2.40 137.00

S&P 500 TR USD -4.38 -19.36 95.00

US Fund High Yield Bond -2.82 -5.03 85.00

BBgBarc US Agg Bond TR USD 0.01 -2.94 136.00

Source: Morningstar.

The volatility profile of high yield bonds relative to equities have historically served tactical trend-following strategies
very well, offering investors strong returns while mitigating drawdowns. This was not the case in 2018, where
whipsaw trading left the strategy wrong-footed in the fourth quarter especially. Tactical High Yield experienced a
max drawdown of -3.10 and returned 0.15 for the year. This was the classic example of a challenging market for
Tactical High Yield - a choppy, sideways market generates a higher number of “false signals,” contributing to churn
and weakened performance.

Conclusion
The historical examples mentioned above display the worst of the worst for binary trend-following strategies in high

yield. This might seem like a reasonable case against Tactical High Yield strategies. Not so, once you consider how
the strategy performed following their most challenging years.

COU NTERP / ‘ NT COPYRIGHT © 2022 COUNTERPOINT FUNDS. ALL RIGHTS RESERVED. O I 4




Tactical HY

Year Strategy Return
1994 -2.07
1995 18.55
20T 1.52
2012 14.63
2018 0.15
2019 9.06

Source: Morningstar.

Remember, tactical high yield strategies perform well when the market is appreciating, but historically outperform
following periods of market stress as high yield markets recover. Investors are best served to remember that
systemic shocks will tend to contribute to broad financial market volatility, prompting many strategies to suffer.
When such shocks create hesitant, sideways trading in high yield bond markets, Tactical High Yield strategies will
tend to struggle. Over the long run, however, such strategies have historically tended to reward patient investors
with strong risk-adjusted returns and a systematic process aimed at managing portfolio downside.

There is no guarantee that any investment strategy will achieve its objectives, generate profits or avoid losses.
Important information about the fund is available in their prospectuses, which can be obtained

at counterpointfunds.com or by calling 844-273-8637. The prospectuses should be read carefully before investing.
Investors should carefully consider the investment objectives, risks, charges, and expenses of the funds managed
by Counterpoint Mutual Funds. The Counterpoint Mutual Funds fund family is distributed by Northern Lights
Distributors, LLC member FINRA/SIPC. Counterpoint Mutual Funds, LLC is not affiliated with Northern Lights
Distributors, LLC member FINRA/SIPC.

Important Risk Information

Investments cannot be made in an index. Unmanaged index returns do not reflect any fees, expenses or sales
charges. Past performance is no guarantee of future results. There is no guarantee that any investment will achieve
its objectives, generate positive returns, or avoid losses. The Adviser’s reliance on its strategy and judgments about
the attractiveness, value and potential appreciation of particular securities and the tactical allocation among
investments may prove to be incorrect and may not produce the desired results. No level of diversification can
ensure profits or guarantee against loss.

© 2021 Morningstar. All Rights Reserved. The information contained herein: (1) is proprietary to Morningstar and/or
its content providers; (2) may not be copied or distributed; and (3) is not warranted to be accurate, complete or
timely. Neither Morningstar nor its content providers are responsible for any damages or losses arising from any use
of this information. Past performance is no guarantee of future results.

The forecasts and/or opinions may not come to pass and are subject to change.
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