Wealth through ingenuity:.

On My Radar

October 18, 2012
By Steve Blumenthal

As I dive through a broad range of independent research each week, following are several bullet
points 1 found important: High Yield Bonds, Tax Harvesting, Treasury Yields, and Investor
Sentiment.

Seasonality of High Yield Bond Excess Returns

CMG Managed HY Bond Program (“CMG HY”) remains in a buy signal. I share the
following chart below to show the seasonally favorable periods as measured historically since
1988. The best time to invest in high yield bond funds is December through April. The
worst is May through November.

This year has proved to be somewhat of an exception with attractive returns in July, August,
September and October (month-to-date). I credit QE3, the ECB and the historically
favorable presidential election cycle.

Interestingly, CMG HY was profitable every month this year with the exception of March
and May. June gained 1.99%, July gained 1.00%, August gained 1.17%, September gained
0.87%, and October is looking good to date. I believe it is tied to the chase for yield and the
favorable pre-election cycle. Here is the chart:
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Looking forward I have some concerns. 1) Investors are pouring so much money into bond
funds and underestimate the risk, 2) high yield bond yields have fallen to below 7% - one of
the lowest yield levels on record, 3) I believe that a recession is coming if it has not already
started (recessions are only know in hindsight), and 4) post election and the fiscal cliff.

We’ll continue to trade according to our defined risk disciplined trading process, just as we
have for the last 20 years.

Tax Harvesting

If the Bush tax cuts are allowed to expire as part of the fiscal cliff, then the long-term capital
gains tax rate is poised to rise from 15% to 20%, while short-term capital gains will see more
modest increases in rates (although lower bracket thresholds will also push many Americans
into higher brackets). Dividends are also set to increase from 15% to as high as 39.6% based
on their treatment as ordinary income.

Depending on the outcome of the election (Romney favoring upholding the Bush tax cuts
and President Obama not in favor), I believe we will see an increase in selling pressure with

the intention on harvesting the current favorable long-term capital gains treatment.

Beyond this of course is the very large fiscal cliff issue.



10-year Treasury Yields are 70 bps below Normal Valuation — Ned Davis Research

. ] ] HoniE i Tara 120311705 - Waoaen s Ly Soale]
10-Year Treasury Note Yiehd Normal Valuation Ling
159 - —1 { 159
3.8 | 10-Yaar Traasury Nota Yield U8 10-Year Treasury Mol Yields e - i B I8
bt Marmal Valuation Line BALR012 = 1.72% Bra] Price ke % Ciakt 130
g BB0I2012= 2.41% - [— =1 ]
o0 L lober | 18D | »9180 | | 9o
TE F [ ao R | 4 TR
&k F 2 1 =T - H.8
59 F " 20 (4. 4 59
51 41 51
44 1 a4
A 4 38
33 | . . : { 33
ag | Determinants of Fair Value | Sersilivity 2005 ] 2
a5 | Cote PCE Prics hdsx 084 0.56 1 15
22 &Moot T-8 Yiaid 038 0.44 { &g
19 F Pl Ciaimnan Blend Yisld 0.3 0.3 {1 13
16 Faal GOP Tranding Growth .00 020 1 Lé
|4 | source: Faderal Ressove Board Souren: Fale Vale Coleolation, NOR {14
ot bl ST T T e T T T el RS e T e Rnhnat s B
1970 1975 1981 1983 1990 1995 2000 005 2010
I Basis Poinis Builish For $0-Yaar Traasanys (Yiekds Too High) B30/012 = B8
180 1 1BD
150 | 11 4 150
1o Yo "] " { 120
50 Ol ks | L o0
+1 Stanierd Destation l H U ri L '*.ljr--" A rﬂ-’ | .0
&0 | l i J,J | M | 5 1 &
0 | g | W ] l ; { 30
¢l AW AL L N A AT
e Y R M AL N S AR
a0 | L | R e leluh J a0
0 | Ul.h'l s |"'|uPl ~_ [ d T N {4{ =0
90 | lile | ! l 50
30 - h _M‘-L| ,'J -1 Staretard eviation 1 -1z
-150 hj 4 150
-180 1 -180
210 | ' Bearish For 10-Year Traasurys [Yields Too Low) 1 210
e 10-Year Note Yields Cver or Under Valusd

I believe this is largely due to Fed policy (zero interest, QE3 and Operation twist). From a
risk perspective, it is important to understand downside exposure. A 1.00% rise in yield
(from 1.70% to 2.70%) equates to approximately 8.50% in loss of value on a 10-year bond
investment. The loss on a 30-year bond, given the same 1% up move in rates, is
approximately 17%. Today the 10-year Treasury yields just 1.70%. It yielded over 5% in
2008. The Fed Funds rate has dropped from 6% to 0.25% over the same period.

The biggest risk I see today is in the fixed income portion of a client’s portfolio. I believe
most individual investors are unaware that they can lose money in their bond investments. I
see deflation and low rate pressures today giving way to a new period of higher interest rates
and higher inflation in the years ahead. Frankly, I think the Fed is out of control (as are the
EU, Japan and China).
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Sentiment is improving

On sentiment and risk management, my thinking is that long-term equity exposure should be
hedged at points of Extreme Optimism and removed at points of Extreme Pessimism.
Currently, sentiment has moved from the Extreme Optimism (Bearish) zone into the neutral
zone. Following are my two favorite sentiment charts.
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Standard & Poor's 500 Composite Index (updated weekly on Wednesday mornings)
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You can access sentiment charts in the piece I publish every Wednesday on our website
called “Trade Signals” www.cmgwealth.com or here.

I hope you find this information helpful.

With warm regards,

Steve

Stephen B. Blumenthal

Founder & CEO

CMG Capital Management Group, Inc.
steve(@cmgwealth.com

610-989-9090 Phone

PS: When I look at the world, I try my best to view it from a probability perspective. I read
endlessly and have access to some outstanding hedge fund and independent investment research.
Fortunately, if you dig deep enough you too have access to a great deal of information on the
internet. This certainly wasn’t the way it was in 1984 when I started in the business.


http://www.cmgwealth.com/main11/cmginsights.asp
www.cmgwealth.com

I believe we are in a challenging low return environment and that most individual investors hold
higher return expectations; those expectations will not be met and investors will seek a better
solution. I see an unprecedented opportunity for you to grow your advisory business.

With this piece I try to share some information that I have found to be important. To me the
evidence is clear, but I most certainly could be wrong.

Whether I am correct or incorrect in my thinking, my overriding belief is that you can create and
manage successful portfolios for the period ahead. This environment requires more work (mixing a
diverse set of risk drivers and more active beta hedging) than exists in a secular bull market cycle,
but also offers you the ability to separate yourself from the 98+% of your competition that is heavily
weighted in the old 60/40 stock/bond construction model.

The good news is that the investment opportunity set has been greatly expanded and solutions exist.
While risk is an inescapable companion in the investment process, I believe it can be quantified and
minimized by expanding the asset classes you include in your portfolios.

Important Disclosure Information: The views expressed in this newsletter are the views of Steve
Blumenthal and are subject to change at any time based on market and other conditions. Furthermore, these
strategies are not reflective of the strategies and/or positions of investment programs available through
CMG. This report (and any associated files) is intended only for the use of the individual or entity to which it
is addressed and may contain information that is confidential or subject to copyright. If you are not the
intended recipient, you are hereby notified that any dissemination, copying or distribution of this report, or
files associated with this message is strictly prohibited. If you have received this report in error, please notify
us immediately by replying to the message and deleting it from your computer. This is not an offer or
solicitation for the purchase or sale of any security and should not be construed as such. References to
specific securities, investment programs or funds are for illustrative purposes only and are not intended to be,
and should not be interpreted as recommendations to purchase or sell such securities.

Please remember that past performance may not be indicative of future results. Different types of
investments involve varying degrees of risk, and there can be no assurance that the future performance of any
specific investment, investment strategy, or product made reference to directly or indirectly in this document
will be profitable, equal any corresponding indicated historical performance level(s), or be suitable for your
portfolio. Due to various factors, including changing market conditions, the content may no longer be
reflective of current opinions or positions. Derivatives and options strategies are not suitable for every
investor, may involve a high degree of risk, and may be appropriate investments only for sophisticated
investors who are capable of understanding and assuming the risks involved. Moreover, you should not
assume that any discussion or information contained herein serves as the receipt of, or as a substitute for,
personalized investment advice from CMG Capital Management Group, Inc. (or any of its related entities), or
from any other investment professional. To the extent that a reader has any questions regarding the
applicability of any of the content to his/her individual situation, he/she is encouraged to consult with the
professional advisor of his/her choosing.

In the event that there has been a change in a client's investment objectives or financial situation, he/she/it is
encouraged to advise CMG immediately. Different types of investments and/or investment strategies involve
varying levels of risk, and there can be no assurance that any specific investment or investment strategy
(including the investment strategies devised or undertaken by CMG) will be profitable for a client's or
prospective client's portfolio. All performance results have been compiled solely by CMG and have not been
independently verified. Information pertaining to CMG's advisoty opetations, setvices, and fees is set forth in
CMG's current disclosure statement, a copy of which is available from CMG upon request.

A copy of CMG's cutrent written disclosure statement discussing our advisory services and fees is available
upon request or you can access this information on CMG's website

(http://www.cmgwealth.com/main11/adv.asp).



Mutual Funds involve risk including possible loss of principal. An investor should consider the Fund’s
investment objective, risks, charges, and expenses carefully before investing. This and other information
about the CMG Absolute Return Strategy Fund and CMG Tactical Equity Strategy Fund is contained in each
Fund’s prospectus, which can be obtained by calling 1-866-CMG-9456. Please read the prospectus carefully
before investing. The CMG Absolute Return Strategy Fund and CMG Tactical Equity Strategy Fund are
distributed by Northern Lights Distributors, LLC, Member FINRA. NOT FDIC INSURED. MAY LOSE
VALUE. NO BANK GUARANTEE.



