Convergence Long/Short Strategies
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Factor Research
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The following table shows the three top and bottom performing factors within the U.S. equity market
over different time periods. We ranked all fifteen factor composites by quintile spread return to
show that what can work over the long term is not always true in the short term (see disclosures for a
definition of quintile spread return).
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As of 12/31/2020. Source: Convergence Investment Partners, Wilshire Analytics. Production Long Q1 - Short Q5.

The above table shows that the more recent time periods have been very RiskOn and technically
aware. Perhaps one could say that these periods have been fundamentally unaware. Our RiskOn
composite is used only for our long portfolio analysis. The composite rewards leverage and lowpriced stocks by looking at liabilities and debt levels relative to equity and assets. One of the worst
performing factors in the short period was profitability trends, called “Profits” in the table. This
composite is used in our long and short portfolio analysis. Profitability includes the asset turnover
ratio and return of equity. It also looks at inventory and overhead management.
The charts on the following page show an analysis of which factors worked in Q4-2020 versus their
trailing 20-year returns. These tables show the long-short quintile spread returns of all the factor
composites we monitor at Convergence Investment Partners.1

1 These returns are linked monthly spread returns as opposed to the difference between the 3-month long and short holdings.
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Factor metrics rewarded by market participants within the US equity markets

As of 12/31/2020. Source: Convergence Investment Partners, Wilshire Analytics. Production Long Q1 - Short Q5.

As previously mentioned, the last quarter of 2020 was fueled by risk-seeking behavior. It is
unsurprising that our RiskOn composite was the best performing factor in the quarter. It is also quite
stunning to see that only four of our fifteen factor composites generated a positive spread in the
three months. Also of note, the fourth quarter slump in Price Momentum was enough to push the
factor into negative territory over a 20-year time period analysis. We find this especially interesting
given that Price Momentum has been quite powerful in recent market appreciation.
It appears that Price Momentum tailwind was enjoyed primarily by massive companies and not the
broader market momentum names. Our long-term investors are aware that all our factor composites
are equally weighted across all stocks to avoid multicollinearity (or cross pollination) between the size/
capitalization and momentum factors. The fourth quarter of 2020 was dominated by RiskOn, Expected
Growth and Price Reversal. Most factors generated negative spread in the quarter, notably Sales Growth,
Earnings Risk and Profits. We believe that the shockingly weak returns from the Profitability composite
reveal the absurdity of the fourth quarter. Essentially, companies that lost the most money and whose
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margins quickly eroded handsomely outperformed companies who managed to make the largest profits
or even improve their margins during the pandemic. The negative 15% spread for Profitability was the
lowest quarterly spread return for our Profits composite over the past 20 years. The -15% was a -3.67
standard deviation event, looking at the past 60 quarters. While we believe it possible for this to occur, the
magnitude to which profitable companies were punished relative to their unprofitable counterparts was
especially noteworthy. Can this style of “unprofitable” investing last for the long term? We do not think so
and therefore we remain true to our approach, looking forward to the coming normalization.
In order to better observe changes in factor efficacy, we created the following chart which shows spread
returns of 3-month periods over the past 3 years. These are ranked from highest spread return to lowest
spread return for each quarter (see the legend below).
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Disclosures
Past performance is no guarantee of future results. Any investment contains risk including the risk of total loss.
There is no guarantee that an investment or strategy will meet its investment objectives.
This communication is limited to the dissemination of general information pertaining to Convergence Investment
Partners, LLC’s (Convergence) services and general economic market conditions. The information contained herein
is not intended to be personal legal or investment advice or a solicitation to buy or sell any security or engage in a
particular investment strategy. There is no guarantee that the views and opinions expressed in this letter will come
to pass. The views expressed do not take into account any individual personal, financial, or tax considerations.
The opinions and forecasts herein are based on information and sources of information deemed to be reliable, but
Convergence Investment Partners does not warrant the accuracy of the information that this opinion and forecast is
based upon. Opinions expressed are subject to change without notice.
Source of all factor data: Convergence Investment Partners.
No graph, chart, or formula should in and of itself be used to determine which securities to buy or sell.

FACTOR COMPOSITE RESULTS
Factor Composites (factors) are composed of securities in the Russell 3000 Index ranked by Convergence in terms
of the identified metrics. Thus, individual stocks appear in multiple composites. No client portfolios are managed
to any one factor and all factor results reflect backtested data. Factor composites are not available for direct
investment. Factor composite results are measured in terms of their quintile spread return (“spread return”): the
difference between the index-weighted average results of the highest ranked 20% less that of the lowest ranked
20%. Higher positive numbers indicate that the factor was more relevant to / indicative of stocks that performed
well. Negative results are similarly indicative of factors that could have made effective shorts. Convergence views
most factors on an industry group neutral basis where industry group weights are fixed based on the selection
universe/index weights.

The Russell 3000 Index measures the performance of the largest 3000 US companies. It is constructed to provide
a comprehensive, unbiased, and stable barometer of the broad market and it is reconstituted annually to ensure
new and growing equities are reflected. Comparison to any index is for illustrative purposes only and the volatility
of the benchmark may be materially different from the volatility of the strategies due to varying degrees of
diversification and/or other factors. Index performance returns do not reflect any management fees, transaction
costs, or expenses. Indices are unmanaged. You cannot invest directly in an index.
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