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Level Set - The High Quality Pushback from our High-Quality Work

Last Tuesday we published our second half 2026 outlook (LINK HERE) and hosted a webcast with live Q&A (REPLAY HERE,

Password: 15e!t+E@). As is customary after our year-ahead and mid-year outlooks, we use the following Sunday’s Level Set to

address the areas where we received the most investor commentary, feedback, and pushback.

The area where we received the most follow-up was on our new work on quality. We have been writing for some time that we

don't think buying high-quality stocks and shorting junk stocks generates any excess return. We have shown that strategy has

cumulatively failed for six years now, and that the signals used to buy high-quality stocks effectively have markedly changed

over the past few years. We were asked by our clients several times this spring to analyze two things:

1. What to avoid among high-quality stocks

2. What about companies that are improving in quality

We analyzed these questions as part of the second half outlook, and the results weren’t particularly encouraging. One

observation we thought was quite telling was that momentum, which has been incredibly effective as a factor over the last few

years, has not worked among high-quality stocks (see below).
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Today, there are many mega- and large-cap. high-quality stocks that have had poor 12-month price momentum, including

MSFT, META, NFLX, TMUS, and ABT, among others (see below). However, high-quality not working isn’t because of the recent

weakness of parts of the Great 8. In fact, the failure of momentum among high-quality above is computed equally-weighted,

and represents “high-quality” the weakness among the diverse group of stocks below.

Source: Trivariate Research, LP

We looked only among high-quality stocks and ranked them on the change in quality score on a month-over-month basis

(see below). It turns out there are two key observations. Firstly, high-quality stocks where fundamentals are getting worse,

consistently perform poorly relative to their industry average. The bottom two quintiles (4 and 5) have never cumulatively

gotten above zero. Secondly, the high-quality stocks with the most improving scores have also lagged. While this latter point

is somewhat surprising, we conclude that high-quality companies where quality is eroding are worth avoiding.
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Below we show mega- and large-cap. stocks in the high-quality bucket, but most recently in the declining quality 40% per

below. This includes three of the Great 8 stocks, interestingly.
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Given the interest level from investors, and our analysis that improving quality scores did not have predictive value, we wondered

if the reason was that the stock outperformance occurred contemporaneously with the improvement. The answer - is yes - but

only for value stocks (see below). It turns out that growth stocks with improving quality not only don’t work after the quality

improvement, but also not contemporaneously. That has some important implications for how investors need to select growth

stocks - and avoiding over-reliance on quality metrics is key!

Source: Trivariate Research, LP

Contemporaneous quality improvement does work some for junk stocks (see below).
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In the end, we don’t think investors should focus on quality - unless they are trafficking in junk stocks or value stocks, where

buying companies where the quality will improve has some merit.

The second area investors questioned on our outlook was on our continued overweight on Technology, and our preference for

Semiconductors vs. Software. We wrote that our North Star was to own Semiconductors over Software more than two years

ago, and that in aggregate has turned out to be a great call. But before we get sore patting ourselves on the back, it is worth

noting that Software has performed well off of market lows, and for the first time in 25 years appears to have diversifying

qualities vs. the Semiconductor industry, with current 30-day return correlations near zero (see below).

Source: Trivariate Research, LP
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This means that while we are negative on Software in the longer-term view, we can see the merits of owning Software as

a defensive hedge - something we would have thought as unfathomable even a year ago. We wrote in our 2H outlook that

Software almost seems like it is Tobacco in the later stages, meaning it can be a true defensive and may take a longer time

to collapse than we previously argued. Our conclusion is that we were impacted by some of the pushback we received from

Software bulls, but more from the risk management perspective than alpha perspective. Our prior work clearly showed that

more expensive and fast-growing Software outperforms cheaper and slower growing Software, and given a lot of Software is

high-quality that is consistent with the signals that have been effective for security selection among high-quality stocks. Since

2020, the best two signals that have worked to identify winning high-quality stocks have been high R&D intensity and fast

revenue growth. That applies to Software as well.

The current Software names that fit the bill - high R&D intensity and high forecasted revenue growth - include DDOG, TEAM,

AUR, and FIG, among others (see below).

Source: Trivariate Research, LP
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Important Disclosures

Analyst Certification

The analysts, Adam Parker, Maxwell Arnold, Chang Ge, Colin Cooney, Ryan McGovern and Jesse Goodman, responsible for the

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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