Camelot Mutual Funds Perspective

One question above all others:
what is the desired outcome?
by
Darren Munn, CFA, Chief Investment Officer
Camelot Portfolios, LLC

INTRODUCTION

One computer can do
the work of one thousand
ordinary people.
No computer can do
the work of one
extraordinary person.

What differentiates one investment firm from another? Each firm’s investment
perspectives and principles are the foundation for determining the proper path in
the pursuit of their clients’ desired outcomes. In fact, as our industry applies
higher, faster, and more sophisticated technological tools with which to analyze
data, extrapolate trends, and measure performance, we believe those perspectives
are becoming more important
than ever. Gathering and
spitting out vast amounts of
data is a function of machines.
Making wise decisions based on
that data is, and always will be, a
uniquely human responsibility.
The overarching perspective
at Camelot Funds is that all
investing is done for the
purpose of generating a future stream of cash flow – the utility produced by
investments. We seek to deliver repeatable, consistent income and the long-term
compounding of capital, in part by placing client assets in investments that, in our
estimation, are under priced relative to their long-run value.
We believe the success of client portfolios should be measured relative to each
client’s goals, which are quantifiable and supported by current or future cash flow
streams.
In short, we aim to deliver the utility that money provides
to investors at the time they need it.
All of our funds are strategically designed using this fundamental belief as a
starting point for a logical and quantifiable decision making process.
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The Orchard Analogy
When we design an investment portfolio, we look at it from the perspective of
building an orchard. That’s a good analogy because a properly designed and
tended orchard can yield bountiful crops of fruit season after season, for generations. Unfortunately, most people miss the deeper and most powerful aspect of
the orchard analogy; they’re so focused on how much the entire orchard might
buy or sell for that they never get around to applying a more fitting perspective to
the issue. The proper question is not, what is the market valuation of the orchard?
The really important question is, what is the utility of the trees in the orchard?
The value of the portfolio is in the fruit it produces. It’s not the price of the
orchard, it’s the fruit that is being planted and watered and grown, year in and
year out.
Our goal as a
fund manager is
to help to
increase the
yield in the
orchard, to
increase the
production of
the existing trees,
to add more
trees, to diversify
the location of
the trees and the
type of trees so
we build a
portfolio–an
orchard– that,
regardless of weather conditions, will consistently increase the crop that is coming
out of that orchard.
In the marketplace the orchard is perpetually being auctioned off, minute by
minute. As soon as someone buys it, it’s immediately back up for auction. When
we look at market prices or the balance at the bottom of a client’s statement, that’s
what it is referring to. It’s not referring to the utility in the short-term. Over
time, of course, the value of the portfolio / investment will be reflective of the
utility. But in the short term–which can be one to three years–there will be times
when the market price is not going to reflect the real utility. We cannot control
that. Instead, we focus on factors over which we have some control and we can
exercise a lot more control when we focus on the utility and the crop that is
coming from the portfolio. That, in a nutshell, is our philosophy when it comes
to designing investment portfolios.
The orchard analogy is one we share with both the advisers and the clients
whom we serve. It helps to orient them from the start to the perspective that
guides everything we do.
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“Our patience will achieve
more than our force.”
Edmund Burke

The Camelot Premium Return Fund
The Camelot Premium Return Fund (Camelot) seeks to create cash flow from
a number of different sources. Reaching back to our orchard analogy, we seek to
generate produce from dividend-paying stocks, from fixed income positions inside
of the portfolio, and from preferred stocks. But the major component of our
strategy, typically 50% to 75% of the portfolio and the cash flow being generated
on an annual basis, may come from option premiums.
The overall fund strategy is equity-based, primarily large and mid-cap stocks.
We then utilize options to generate cash flow and to reduce the overall risk and
potential volatility in the portfolio. We will often use options as a buy discipline.
If our objective is to buy a certain equity position, Amazon for example, and
Amazon is selling at $435.00 a share, we may say, we like Amazon, but we’re really
not willing to pay $435.00 a share. At that point we might write a put option
with a strike price of $425.00. That contract obligates us to buy Amazon at
$425.00 between now and the expiration date, typically about three months out.
Essentially, we are putting in a limit order. We are now contractually obligated to
buy Amazon at $425.00 a share. 1
In exchange for entering into that contract, we are paid a premium. For the
sake of this example, let’s say that premium is $12.00. That’s nearly 3%, or about
1% per month for the period of our contractual obligation to buy. In short, we
get paid to wait to buy Amazon at a lower price.
Three things can happen in that three month period. First, Amazon’s shares can
go down and we will be obligated to purchase it at $425.00, which is what we
wanted. If this happens, we avoided the downside between $435.00 and $425.00,
saving $10.00 in the process. Plus we were paid $12.00 to wait, so, in essence, we
saved ourselves $22.00 of downside.
Scenario #2 is that Amazon goes down or stays flat, but doesn’t get below
$425.00. In that case, the contract expires and we get to keep the $12.00 premium we were paid up front. It’s ours! And we can turn around and do it all over
again - we can write another contract three months out, and get another $10.00,
$12.00 or $15.00 per share.
Of course, another possibility is that Amazon might go up, staying above the
strike price. In that case, the contract expires worthless and we can either choose
to write another one (at the same or a higher strike price), or we can just move
on to another position at that point.
The judicious use of options provides a very powerful tool with the potential to
generate significant cash flow. It does require patience, of course. But, what’s
wrong with being paid to be patient? Patience truly is a virtue. We like to be
patient, but we also like to get paid while we’re being patient.

Some people in the investment world make this strategy a lot more complicated
than it needs to be.The way we do it at Camelot is pretty simple.
Patience–and the discipline to remain patient– are the keys.
1

Note – as of 9/1/2015 we do not currently have a position in Amazon in either
fund.
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Now, as to the next step in our Amazon adventure: let’s say that the price per
share of Amazon drops down to $420.00. Our contract said we would buy at
$425.00, so we must fulfill our obligation and do so. At that point we might want
more, to continue to build the position, so we could write another put option at a
lower strike price, or even at the same strike price. This is how we often use put
options to build into our position.
Once we have a position we like, we might just hang onto it. In a situation like
Amazon, though, the
company doesn’t pay a
dividend. For companies
like that we might
immediately turn around
and start writing call
options, which are
contracts that obligate us
to sell at a specified price,
with a strike price
somewhere above where
it is right now. For our
Amazon example, that
might be $440 or $450.
Once again, we may
get paid while waiting for the price per share to increase.
For some of our positions we will sell call options and for other positions we
won’t. When we are looking at the overall portfolio our goal is to achieve
balance. We do not want to limit our upside more than what we need to, as
seeking to create total return over time is important. But objective number one is
generating cash flow. For the Camelot Premium Return Fund, our goal is to pay
distributions on a quarterly basis.
Our secondary objective, therefore, is total return. We seek to generate a
market-like return over time, one that is in line with the S&P 500 and/or other
major indexes. Following this strategy means, when we are writing puts, we are
not actually buying the stock outright, so we have cash available. It is not uncommon for us to have 25% to 50% of the portfolio in liquid cash. Instead of just
letting that cash sit in a money market fund generating less than 25 basis points
(0.25%), we would rather place it in something that earns more. We may stagger
the cash into various types of fixed income instruments that are not technically
cash, but instead, are highly liquid instruments that we believe are going to
produce more than 25 basis points of return over time.
With the money we need to secure our put writing, we will invest in areas that
may generate anywhere from 1% to 5% interest, a better return than just leaving it
in cash. Once again, it is about planning for and maintaining balance, seeking to
have enough liquidity, and using risk management with that money.
This is (in a greatly generalized & abbreviated form) the strategy overview of how the
Camelot Premium Return Fund works.
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Although the Fund will strive to
meet its investment objective,
there is no assurance that it will do
so. There are risks associated
with the sale and purchase of call
and put options. There is a risk
that changes in volatility assumptions are not consistent or
correlated for options of various
terms to expiration. The Camelot
Premium Return Fund is a registered
investment
company.
Investors should carefully consider the investment objectives,
risks, charges and expenses of
the Camelot Funds. This and
other important information about
the Fund is contained in the
prospectus,
which
can
be
obtained
at
www.camelotfunds.com
or
by
calling
855_226_3863. The prospectus
should be read carefully before
investing. The Camelot Funds are
distributed by Northern Lights
Distributors, LLC member FINRA.

Ideal Client Profile
The fund was designed with several types of investors in mind. When we
began managing custom portfolios with these option strategies, we were only
managing for our high net-worth clients on an individual basis, - basically the top
5% of our clients. In some cases this strategy comprised their entire portfolio.
Whether they had a growth objective or an income objective, the strategy was
utilized to fit the bill, because it is designed to accomplish both, and to do so with
lower volatility than common stocks. Naturally, we believe this strategy also
offered benefits for the other 95% of our clients, so we launched the Camelot
Premium Return Fund to make it available to everyone.
This type of a strategy is specifically designed for those who are looking to have
a consistent and growing cash flow stream. Whether they need income right now,
or whether they are more growth oriented now, this portfolio suits both objectives.
If they need income, great. The Fund seeks to pay dividends on a quarterly
basis. If they don’t need income, that’s also fine. Their gains are reinvested, and
the magic of compounding kicks in.
We use this strategy with many retired clients, as well as for young clients that
are just starting out. For our smaller accounts, their entire portfolio is often a
combination of our two funds.
Our perspective, the orchard-building view, is what makes this strategy potentially appropriate for many types of investors. We build and tend the orchard,
seeking to build the cash flow that may lead to total return over time.
We use the orchard analogy throughout the client experience. We talk about
the importance of the portfolio to contain many types of trees. We don’t just
want bond trees or stock trees. We want both! We want option trees, preferred
stock trees, and real estate trees. We want U.S. based trees and international trees,
as well.
The best orchards are thoughtfully designed, carefully maintained and, to the
greatest extent possible, protected from frost and pests. In a very real sense, that is
our approach.
Allocation / Options
Typically, at least 50% of the Camelot Premium Return Fund is exposed to an
option strategy. Whether put writing or covered calls, that is our minimum target.
The actual percentage will fluctuate a bit, of course. There are times when we are
below 50%, but most of the time we are above 50%.
That strategy sets us apart; people who relate to our concept of portfolio design,
and especially to the orchard concept, are people with whom we will probably be
doing business. They like the idea that they get all of their most desired features in
one package. It’s not necessary to have six different funds to achieve most
people’s objectives. With the Camelot Premium Return Fund, all of those
possibilities are achievable in one fund.
•••
Our strategy allows us to be nimble, and to quickly move to where we see the best opportunities. For example, some of the fixed income strategies might be a good opportunity now, but 12
months from now we might trim those way down. There could be better opportunities and,
because we are flexible, we can seek them out. (See disclosure in left column.)
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The Excalibur Small Cap Fund
With our Excalibur Small Cap Fund, we will have a lower exposure to options,
typically between 30% to 50% of the fund. Those numbers are driven by the fact
that there are just not as many options available in the small-cap space. The
primary objective of the Excalibur Small Cap Fund is to generate cash flow with
targeted quarterly distributions.
Our secondary objective is total return. We don’t, per prospectus, have risk
reduction as an objective, but it tends to be a natural byproduct of the option
strategy.
A big part of why we launched the Excalibur Small Cap Fund is because small
caps have been the part of the market that have delivered the best returns over
time.

If you run from something
that’s really not going to hurt
you, it actually can hurt you.

There are some mis-perceptions about the small-cap space and, as a result, we
believe that most investors are under-exposed to small caps, especially retirees.
They mistakenly believe that small caps are just too risky and there’s not any cash
flow to be generated in the
small-cap space.
In fact, small caps aren’t
necessarily more risky. They
may tend to fluctuate more,
but that’s not what we
believe is the real risk
investors need to be
concerned about. In a way,
we believe people who are
averse to small caps are
actually afraid of a friendly
ghost. After all, if you run
from something that’s really
not going to hurt you, you
can get hurt. When it comes to small caps, not being exposed to a part of the
market that does the best over time can slow down the pace at which you attain
your objectives.
We believe income can be generated in the small-cap space so we diligently
seek to find those trees and design a fund that delivers cash flow. Because we
utilize options as a part of the strategy, it allows us to generate income and cash
flow, even from companies that don’t pay dividends.
•••
Flexibility
With 50% or more allocated to the Camelot Premium Return Fund, and 10%
to 50% in the Excalibur Small Cap Fund, we have a lot of flexibility. We can
adjust the positions in the portfolio as needed. We carefully designed our strategy
to make sure we didn’t tie our own hands. We didn’t want to be locked into a
certain part of the market, because one absolute about the market is that things
change. When they do, as the tides are going in and out, a successful firm has to
be prepared. As the saying goes, “you can’t control the winds, but you can adjust your
sails.”
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Without question, there have been downsides to some other option-based funds
in the past. We know that some advisors even felt burned by them. I had that
experience myself a couple of times earlier in my career. Learning from that
experience, the flexibility with which our funds are designed helps to make sure
we avoid the circumstances that took those problematic funds down. A big part of
their problem was they employed a very narrowly-defined strategy in which they
were writing covered calls at-the-money. That means they did not leave themselves any upside potential. Plus, they were writing the calls just one month out.
That meant getting a smaller premium, too.
The problem, of course, is that when you experience a 10% or 20% pullback in
the market, if they had a stock that was $100.00 and they were writing a call
option with a $100.00 strike….. suddenly that stock is worth only $80.00. Then
they would turn around and start writing options with an $80.00 strike, giving
away any potential to recover from the pullback. What most of the funds experience over time is an erosion in their base, in their principal, because they absorbed
all of the tail risk and they never left the other side of the distribution curve open
to themselves. They cut off any potential to recover from pullbacks in the market.
•••
Myths and Truth
One of the most common misconceptions about options is that they are inherently risky, which in many cases is true. Of course, there are two sides to that coin.
In any option transaction there is a buyer and a seller. With our funds, we are
almost always the seller. Our primary strategy is to sell options which, when
properly utilized in the context of the overall portfolio, can help reduce overall
volatility. In a nutshell, with the option strategies we primarily
utilize, we are selling away some of our risk in exchange for
giving up some short-term upside potential.
From a purely objective viewpoint, it can be almost funny to
watch the way markets go through cycles. There are times when
options become really hot, for example, and up pops the ads all
day long on CNBC for option-based trading software, seminars,
personal consulting, etc. Investors are especially prone to taking
action when options are hot. They’ll plop down $500 to attend
a ‘class’ about options, only to discover that instead of instruction, they have paid for the privilege of listening to a sales pitch.
The myths about option strategies include the suggestion that
they are something of a holy grail. “Step right up,” shout the
myth-makers, “you can make money in all market conditions.
Generate gobs of income, hedge against the downside.” The
reality is quite different. The law of give and take applies to
options, just like any other investment strategy. There is no holy grail, just like there
is no perfect tool. Options are a tool, not the tool, and it’s important to understand
their benefits and their limitations.
All that being said, we believe that it is important to utilize options as a part of
the overall portfolio. We don’t believe they should always be the entire portfolio.
The important thing to understand is how the option tool integrates with the
other tools in the portfolio. We believe in having a full tool belt. We don’t want to
be equipped with only a hammer and a screwdriver. We want to have a level, a
sawzall and a drill…..because when we have the right tools guided by the proper
perspective, we can do a much better job in managing the portfolio.
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Screening
Like all investment advisers, we conduct comprehensive discovery sessions to
help us (and often even the client!) to discern and articulate what matters most in
their life. Only with absolute clarity can we construct a portfolio that has the best
probability of helping the client to achieve their desired outcomes.
If, during the discovery process, the client identifies the value of faith as being
important in their life, we will tell them about our Biblically Responsible Investing
(BRI) screening process. That process helps the client to make informed decisions
about public companies who may be involved in activities that run counter to the
client’s faith principles.
From a broader perspective, we at Camelot have also made decisions ourselves
about companies whose primary business activity profiles run counter to our
beliefs, and we do not include those companies in our portfolios. For example, we
will not include any company whose primary business activity involves abortion
services, gambling, pornography, or tobacco. The truth is there is plenty of opportunity and many companies to choose from who do not participate in those
activities. We do not believe there will ever be a shortage of companies in which
we can comfortably and profitably invest.
Equity Positions
Our process for selecting equity positions begins with the construction of a list
of companies that have certain defined characteristics. Cash flow generation is
important, for
example. And we
don’t simply look
at the cash flow
amount, we also
ask, “Are they good
stewards of that
cash flow?” How
do they spend, save
and invest in their
own infrastructure? Do they turn around and reinvest it and grow their cash-flow
stream or do they go out and acquire other companies? If they do, are those
acquisitions productive or are they wasteful? Do they overpay? Do they pay
dividends from that cash flow? Do they buy back shares?
We ideally seek out companies that are growing, but we are also aware that there
are some companies who just happen to be in industries that aren’t experiencing a
lot of growth. We could still be interested in such a company, though the absence
of significant growth would be reflected in the price we’re willing to pay.
With the list of companies we would like to add to the portfolio, we do research
and analysis to identify a price that we are willing to pay for them. That price is a
function of the cash flow - how much is being generated today and how much we
think they’re going to generate in the future. Once we have that price fixed, it
becomes a game of patience. If we can buy a good company at a good price, that’s
great. (Normally you are not going to get a good company at a cut-rate, bargain
price.You have to be willing to pay a fair price for a good company.)
Did I happen to mention earlier that there are always exceptions? That can
apply here, too. If you are willing to do a bit more digging you may find a company here and there that is undervalued due to issues that are surmountable.
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In some cases it may involve looking at the value of the real estate, or delving into
the short-term circumstances that are causing their numbers to look bad. Or,
perhaps they suffered for a while from poor leadership, or unforeseen market
conditions popped up out of nowhere, to everyone’s surprise. There have been
instances when we were able to pick up some very good bargains in less than
robust companies that we believe will turn into good companies over time.

Although the Fund will strive to
meet its investment objective,
there is no assurance that it will do
so. There are risks associated with
the sale and purchase of call and
put options. There is a risk that
changes in volatility assumptions
are not consistent or correlated for
options of various terms to expiration. The Camelot Excalibur Small
Cap Income Fund is a registered
investment company. Investors
should carefully consider the
investment
objectives,
risks,
charges and expenses of the
Camelot Funds. This and other
important information about the
Fund is contained in the prospectus, which can be obtained at
www.camelotfunds.com or by
calling
855_226_3863.
The
prospectus should be read carefully before investing. The Camelot
Funds are distributed by Northern
Lights Distributors, LLC member
FINRA.

Strike Prices
The methodologies by which we choose strike prices on the puts we sell vary
from circumstance to circumstance. In large part it depends on where we are in
terms of building our position. In some cases we may select a strike price that’s
higher for a put option and sell it because we really want to build that position. If
our portfolio is under-invested and we have a lot of money to invest, we may tend
to gravitate toward higher strike prices as well. Conversely, if we have less money
to put to work, we may utilize lower strike prices.
Choosing strike prices, then, is determined by how much of the portfolio is
invested, what is the overall risk profile, what is the overall allocation of the
portfolio, and how aggressively do we want to pursue adding that company to the
portfolio. There’s always a trade-off, of course. If we go with a lower strike price
on a put option, we get a smaller premium. If we go with a higher strike price,
we’ll get a bigger premium. So, it’s really a trade-off as far as how much risk we
are willing to take for the potential reward we have. Typically, when writing put
options, we are getting between 1% and 2% per month of duration on a given
option. 1% is really our minimum threshold. We rarely write an option unless we
can get at least 1% for every month that option has left on it. Most of the time we
actually get a little north of that minimum. For the Excalibur Small Cap Fund
especially, it tends to be closer to 2%. The small-cap space tends to have higher
option premiums due to the higher volatility most of those companies experience.
Call options are usually a bit less. Typically we will be in the 10% to 15% range
(1% to 1.5% per month), on an annualized premium. (See disclosure in left column.)
Conclusion
The one certainty about our business is that certainty is a scarce commodity.
There are times of drought, there are times of flood, and there are those (all too
rare) seasons when everything is just right. If you are in a drought condition, you
can be sure it will end sooner or later. Some years those first rains may turn into a
flood. The point is, things change. Seasons ebb and flow. Our overarching
strategy is to build the right portfolio the right way. We focus on the big picture,
mindful of the best way the practical utility of the trees in our orchard can yield
the fruit that will deliver our clients’ most desired outcomes.
Warren Buffett said, “We will continue to ignore political and economic forecasts, which
are an expensive distraction for many investors.” We understand, and we strive to share
that wisdom with our clients and the advisers we serve. Our focus remains on
selecting new trees to add, and on carefully considering how each of those trees
will integrate with the rest of the orchard to produce optimal utility.
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Important Disclosures
• Past performance may not be indicative of future results. No current or prospective client
should assume that the future performance of any speciﬁc investment, investment strategy
(including investments and/or investment strategies recommended by the adviser), will be
equal to past performance levels.
• All investment strategies have the potential for proﬁt or loss. Changes in investment
strategies, contributions or withdrawals may materially alter the performance and results of
your portfolio.
• Diﬀerent types of investments involve varying degrees of risk, and there can be no assurance
that any speciﬁc investment will either be suitable or proﬁtable for a client's investment
portfolio. Diversiﬁcation does not guarantee against market losses, it is a method used to help
manage investment risk.
• The discussion of investment strategy and philosophy found in this article is not intended as
any form of substitute for individualized investment advice. The discussion is general in
nature, and therefore not intended to recommend or endorse any asset class, security, or
technical aspect of any security for the purpose of allowing a reader to use the approach on
their own. Before participating in any investment program or making any investment, clients
as well as all other readers are encouraged to consult with their own professional advisers,
including investment advisers and tax advisors. Camelot Portfolios LLC can assist in
determining a suitable investment approach for a given individual, which may or may not
closely resemble the strategies outlined herein.
• Conclusions drawn and hypotheticals presented herein are not intended to represent any
particular person or persons, or to communicate an example of an appropriate course of action
for any person or persons.
• There are risks associated with the sale and purchase of call and put options. As the seller
(writer) of a put option, the Fund will lose money if the value of the security falls below the
strike price. As the seller (writer) of a covered call option, the Fund assumes the risk of a
decline in the market price of the underlying security below the purchase price of the underlying security less the premium received, and gives up the opportunity for gain on the underlying security above the exercise option price.
• Smaller-sized companies may experience higher failure rates than larger companies.
Smaller-sized companies normally have a lower trading volume than larger companies, which
may tend to make their market price fall more disproportionately than larger companies in
response to selling pressures. Smaller-sized companies may have limited markets, product lines
or ﬁnancial resources and may lack management experience.
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