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Level Set - Earnings Upside and the Challenges of Value Investing

For many years, it was considered common knowledge that sell-side analysts, in aggregate, were too optimistic about their

earnings forecasts. Often they started a new year with a view that the year’s earnings would grow 13-15%, and the actual

earnings growth was closer to 7-8%. The market, many times, appreciated during those regimes nonetheless, particularly if

there was a general sense that earnings would continue to grow the following year in absolute terms. There were far fewer,

but still some years historically, where analyst estimates were collectively too negative - typically prior to recession recoveries

where analysts systematically under-estimated the power of leverage in a recovery. For example in 2010, post the Financial

Crisis, estimates went from $79.08 to $87.91, an 11.17% upside surprise from when estimates were initially posted.

Source: Trivariate Research, LP

Over the last 20 years, initial estimates called for 9% growth, and actual EPS growth was 6%. The years with the biggest upside

surprises were 2021, coming out of the COVID-19 recovery, and 2010, accelerating out of the Financial Crisis - both of which
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were accompanied by massive incremental fiscal and monetary stimulus - and this year so far. In 2026 however, the upside

and initially conservative estimates being increased is more from a step change in technological productivity than incremental

government intervention, which was the case the only two previous times with this much upside.

Source: Trivariate Research, LP

What makes this year standout is not just that estimates have trended higher, it is the MAGNITUDE of the upward revisions.

The S&P500 Technology sector EPS for 2026, from the bottom-up consensus estimates, has moved from $77.44 to $106.02

from mid-July 2025 until this past week. That is a 37.7% increase!
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The result of this massive move in earnings and stock prices is some challenges for index-based investors. We did a few meetings

and analyses for Value portfolio managers this past week, and took a look at the Russell 1000 Value Index in more detail.

For those not familiar, we tag the Top 3000 stocks by market cap. each month as growth, value, or a middle ground we call

“neither” based on a model that ranks stocks on several metrics including indicated dividend yield, price-to-book, net debt-

to-market capitalization, 2-year forecast EPS growth, 2-year forecast revenue growth, and price-to-forward earnings. Stocks

that are cheap, have debt, have a high dividend yield, and are forecasted to have slower growth are generally value. Today,

the Russell 1000 Value universe has substantially more of its market cap. (i.e., index weight) in the GROWTH universe than

in VALUE (see below).
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Unsurprisingly, the 6-month price momentum of the growth stocks in the value index is far better than the value stocks in the

value index, causing most value portfolio managers to completely rethink and adapt. Using historical investment heuristics to

get paid in the value universe has been demonstrably ineffective.
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One particular concern we have is that many portfolio managers are potentially poorly positioned for downside capture using

lower beta names than they may expect. Our fear that they may not protect as much capital in a sharp market sell-off as optical

betas otherwise indicate is born out by what we measure as asymmetric beta. We compared every stocks' beta to its beta on

days the market was down 75bps or more in rolling 2-year periods. Interestingly, low beta stocks had MUCH higher beta on

days the market was down 75bps or more than it did generally. This means an investor buying a .4 beta stock, expecting, with

no alpha, a stock to be down 4% when the market is down 10%, might be surprised to have it down 9%. Interestingly, high beta

stocks simultaneously seem to have lower betas on the big market down days than they do in steady state. This is another

way of saying high beta stocks have been good stocks, and low beta stocks have been bad.
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During Friday’s sharp sell-off, 77% of the S&P500 beat the index - the complete opposite of the concentration on the upside we

have seen so acutely in April and May. The worst 25 performing stocks, other than LULU which guided down, were all obvious AI

revenue plays. We have freely admitted that timing these sharp rotations is challenging, and that is why we recently wrote about

running more diversified, playing for defense, and thinking through the non-obvious AI revenue beneficiaries (How Should You

Think About AI Revenue Exposure?). Mid-week, we wrote about finding non-AI cyclicals (Which Non-AI Cyclicals Should You Own?).

While we have been publishing for more than a year, with some caveats, that valuation in isolation is not effective for predicting

subsequent stock returns, and we have been identifying that cheap stocks that are missing estimates are going down more

than expensive stocks that are missing estimates, we wanted to take a look at stocks with positive momentum that are cheap.

Well, that just worked the best it ever has (see below), because it includes MU and SNDK!

6

https://trivariateresearch.bluematrix.com/sellside/EmailDocViewer?mime=pdf&co=trivariateresearch&id=replaceme@bluematrix.com&source=mail&encrypt=90620a43-add6-4454-9f9c-c210570eedff
https://trivariateresearch.bluematrix.com/sellside/EmailDocViewer?mime=pdf&co=trivariateresearch&id=replaceme@bluematrix.com&source=mail&encrypt=90620a43-add6-4454-9f9c-c210570eedff
https://trivariateresearch.bluematrix.com/sellside/EmailDocViewer?mime=pdf&co=trivariateresearch&id=replaceme@bluematrix.com&source=mail&encrypt=4de4edc5-4096-4f7b-9f8a-39d265d826d2


Source: Trivariate Research, LP

CONCLUSION

We think we need a combination of fundamentals, like expanding gross margins, positive momentum, and a low correlation to

AI Semiconductors, combined with compelling valuation. Below we show stocks that have forecasted gross margin expansion

but ostensibly are under-earning, as their current gross margins are below their own long-term median, have positive 6-month

price momentum, and, are cheap vs. their own histories and in absolute terms (below 17x price-to-forward earnings). This list

should provide some protection against any short-term AI rotation. The largest names by market cap. include VZ, PFE, CVS,

SYY, BIIB, and DG, among others.
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preparation of this research report certifies that: all the views expressed in this research report accurately reflect the research

analyst's personal views.

Disclaimer

This presentation is confidential and may not be reproduced or distributed without the express prior written permission of

Trivariate Research LP and its affiliates (collectively, “Trivariate”).

The information contained herein reflects the opinions and projections of Trivariate as the date of publication, which are subject

to change without notice at any time subsequent to the date of issue. Trivariate does not represent that any opinion or projection

expressed herein will be realized. All information provided is for informational and research purposes only and should not be

deemed as investment advice or a recommendation to purchase or sell any specific portfolio investment, security or other

asset. While the information presented herein is believed to be reliable, no representation or warranty is made concerning the

accuracy of any data or other information presented. Information obtained by Trivariate from third party sources in connection

with the preparation of this presentation has not been independently verified by Trivariate. Additional information regarding

Trivariate is available on request.

Any projections, forecasts, targets or other estimates presented herein constitute “forward-looking statements” that can be

identified by the use of forward-looking terminology such as “may,” “will,” “should,” “could,” “would,” “predicts,” “potential,”

“forecasted,” “continue,” “expects,” “anticipates,” “future,” “intends,” “plans,” “believes,” “estimates,” or the negatives thereof or

other variations thereon or comparable terminology. Furthermore, any projections, targets, forecasts or other estimates in this

presentation are “forward-looking statements” and are based upon certain assumptions that may change. Due to various risks

and uncertainties, actual events or results or the actual performance of the funds may differ materially from those reflected

or contemplated in such forward-looking statements. Moreover, actual events are difficult to predict and often depend upon

factors that are beyond the control of the Trivariate. Nothing herein shall under any circumstances create an implication that the

information contained herein is correct as of any time after the earlier of the relevant date specified herein or the date of this

presentation. In addition, unless the context otherwise requires, the words “include,” “includes,” “including” and other words of

similar import are meant to be illustrative rather than restrictive. Forward-looking statements and discussions of the business

environment included herein (e.g., With respect to financial markets, business opportunities, demand, investment pipeline and

other conditions) are subject to the ongoing novel coronavirus outbreak (“COVID” or “COVID-19”). The full impact of COVID-19

is particularly uncertain and difficult to predict, therefore such forward-looking statements do not reflect its ultimate potential.

This shall not constitute an offer to sell or the solicitation of an offer to buy any interests in any fund, product or account that

is or may in the future be advised or managed by, Trivariate or any of its affiliates.

All data sourced from S&P Global, Bloomberg, or our Trivariate estimates. All forward-looking-statements reflect the opinion of

Trivariate.
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