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Managing Risk in a Post-YOLO Market

In 2020, innovation-focused visionaries and YOLO option traders on Reddit message boards were an
unmistakable force in the U.S. stock market. Unprofitable tech companies and meme stocks (“stonks”) went nearly
vertical - more than quadrupling off the COVID-19 lows before peaking in February of this year.

Returns - US Stocks, Unprofitable Tech, and a Multifactor Strategy During the YOLO Wave
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Source: Kenneth French Data Library, Bloomberg. Displayed above are scenarios using the Morningstar US Fund
Large Blend Category to represent “US Stocks” and the Goldman Sachs Non-Profitable Tech Index to represent
“Unprofitable Tech.” The 3 Factor Market Neutral Strategy delivers the risk-free rate plus the simple average of
returns to value, profitability, and momentum factor portfolios. Each factor portfolio is long the 1/3 of all stocks with
the greatest factor exposure and short the 1/3 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.

As powerful as the YOLO wave has been, it has pretty much flown directly in the face of what the academic research
and finance PhDs have to say about stocks. Factor investing strategies, which put that research into practice, have
suffered tremendously as YOLO stocks took flight. Factor strategies are built on longstanding findings like:

El Cheaper stocks tend to outperform expensive ones (Value)

Stocks that have been going up, keep going up; stocks that have been going down, keep going down
(Momentum)

Profitable companies tend to outperform (Profitability)


https://counterpointmutualfunds.com/the-you-only-live-once-yolo-portfolio/
https://counterpointmutualfunds.com/the-you-only-live-once-yolo-portfolio/

In the YOLO era, some investors have been much better off ignoring the professors and instead logging onto Reddit
message boards to look for the latest Wall Street Bets gamma squeeze play - or investing in thematic, actively
managed ETFs that leaned into the rally. It’s been a fun, rebellious period where everyday investors have been able
to stick it to all nerds and know-it-alls who believe in factors like value, momentum, or profitability. (Note: The
Counterpoint Tactical Equity Fund uses a factor stock selection model that targets returns to strategies similar to
the value, momentum, and profitability strategies discussed here.)

But even if an investing revolution is afoot, it’s not without its back-and-forth. Over the past few months, the Reddit
playbook has started to look slightly less invincible. By late July, expensive, money-losing stocks had dropped
around 28% from highs reached in February. Over the same period, factor investing strategies have risen around 12%.
After getting shoved into lockers from 2016 through 2020, the factor nerds have at least been able to tape their
glasses back together in the first half of this year.

The recent past doesn’t tell us anything about what’s going to happen next in stock investing. But we do think long-

term history can be informative. The below chart shows the returns to U.S. large-cap stocks compared to returns to
an equal-weighted portfolio of three factor strategies - value, momentum, and profitability.

Factor Investing Strategy vs. US Large-Cap Stocks, 2000 - 2021

=3 Factor Equal Weight Strategy Morningstar US Fund Large Blend Category

Source: Kenneth French Data Library, Morningstar.

Starting in 2000, factor-driven strategies outperformed U.S. large-caps as the stock market digested the collapse of
the dot-com bubble. Factors again proved their diversification benefit during the Financial Crisis of 2008, although
they gave back many of those gains amid the postcrisis recovery. With a few minor exceptions, U.S. stocks have
been outperforming factor strategies ever since.

Below we show a very-long-term chart that shows the relative annual performance of our 3-factor portfolio against
the S&P 500. When the line is above zero, factor strategies outperformed; when below, factor strategies
underperformed. Since 1965, factor strategies have outperformed stocks about 42% of the time. In the past decade,
factors have underperformed much more consistently.
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https://counterpointmutualfunds.com/tactical-equity-fund/

Factor Investing Strategy vs. US Large-Cap Stocks, Rolling 12-Month 1964 - 2021
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Source: Kenneth French Data Library, Morningstar. The chart above shows the difference between the 1-year return to
the 3 Factor Equal Weight strategy and the Morningstar US Fund Large Blend Category. The values are calculated by
taking the percentage return to each strategy over the course of the trailing year, then subtracting the return to the
US Fund Large Blend from the return to the 3 Factor Equal Weight strategy.

Another YOLO wave could easily emerge tomorrow, and factor strategists could easily get shoved back into their
lockers. But for investors who may be skeptical about recent behavior in U.S. equity markets, a systematic equity
diversifier strategy may deserve consideration as a supplement to traditional stock-and-bond strategies. When
considering such strategies, investors should keep a few things in mind:

Long-only strategies are unlikely to fully deliver on factor strategy returns; much of the benefit of factor
allocations comes from shorting stocks with poor factor exposure.

Some active strategies targeting factor returns may be subject to style drift, especially if they follow a more
discretionary, qualitative process.

Keep in mind multifactor strategies’ negative returns in past years and size positions according to how much
short-term drag is acceptable.

Like many investment managers, we avoid direct predictions of short-term market behavior. However, it’s worth
remembering that over the long run factor strategies do have positive historical returns, despite their recent
weakness. Factor strategies have also fallen out of favor during the YOLO period, meaning many investors may
consider whether they are underinvested in these strategies. Whatever may happen going forward, factor investing
is designed to benefit when investment returns more closely track toward fundamentals and a bubble-like
environment recedes. Based on that strategy objective and their strong diversification potential, investors may want
to take another look at factor equity strategies as they navigate our post-YOLO world.
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https://counterpointmutualfunds.com/stay-away-from-tina-the-case-for-bonds-and-alternatives/
https://counterpointmutualfunds.com/one-for-the-tinas/
https://counterpointmutualfunds.com/one-for-the-tinas/
https://counterpointmutualfunds.com/financial-bubbles-are-more-complicated-than-you-think/
https://counterpointmutualfunds.com/financial-bubbles-are-more-complicated-than-you-think/

Important information about the funds are available in their prospectuses, which can be obtained

at counterpointmutualfunds.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.

5511-NLD-08/24/2021

COU NTERP NT COPYRIGHT © 2021 COUNTERPOINT FUNDS. ALL RIGHTS RESERVED. O I l 4



https://www.finra.org/
https://www.sipc.org/

