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Level Set - The One-in-One-Million Alpha Guy and How to Predict
Earnings

Last week, as happens to me lets say fifty times a year for the last 20 years, I was on a plane sitting next to a stranger. Normally

I think the correct number of words I should have with a stranger on an airplane during the entire duration of any flight is “4

plus 7 divided by 3, carry the 1 - ZERO.” Exactly zero. I RARELY want to talk to strangers on a plane. Maybe one time in the

last 1000 flights. I have always been this way, but now, because of, as one of my children calls it, my “D-list celebrity status”,

fueled by CNBC and other social media, people in public often say nice things about my appearances on CNBC - buttering

me up for their inevitable follow-up of “What do I think of PLTR, or Bitcoin, or NVDA, or of course lately, Micron?” Despite my

cynicism of a random person’s knowledge about equities and deep protective instincts of my plane time, somehow I struck

up a fascinating conversation with a wonderful guy, who was traveling with his beautiful family on vacation last weekend.

He was clearly smart, and accomplished, was familiar with Trivariate (inclining me to think he is a genius), and referred to

himself by saying “I am an alpha guy.” Separately, whenever someone has made that self-reference in the past, the chance I like

them typically precipitously declines one second after they say that. Usually “I am an alpha guy” comes with false confidence,

misremembering of facts about their personal investing track record, or a whole slew of other behavioral biases and neuroses.

Based on my life experience, about 1 in 1000 people who refer to themselves as “alpha guys” actually know what that means,

and are in fact alpha seekers and generators. But again, despite this (trust me) well-informed pre-existing bias, this guy had

me believing at the end of our 20-minute conversation that he probably was an alpha guy. In summary, I actually talked to

someone on a plane, and he had me believing he was an alpha generator. Based on my life’s experiences, this was a one-in-

one million conversation.

He asked me what I thought was the most differentiated investment idea I had right now. I told him that I thought the market

was telling me there was a zero percent chance that Healthcare could be the best performing sector in the market over a

5-year horizon, and that I thought the probability was 30%. I mentioned DGX (before the print) and a few other Healthcare

Services names I have regularly written about. The past few years have constantly reminded me of three things. Firstly, I can

learn from anyone. Secondly, just because someone knows more about a company doesn’t mean they will be good at getting

the stock right. Thirdly, what used to work to pick stocks might not work in the future. As I reflect on the conversation, I have

one massive regret, a mistake I won’t make again. I didn’t ask him for his top stock idea. After all, he was one-in-a-million.

We remember years ago investors in the US wishing that companies would report earnings less frequently. Some suggested to

us that instead of quarterly reports, management teams would be better served running their businesses with less distraction,

and that annual instead of quarterly reports would be preferable. These same investors often thought that less information to

the public would benefit their relative analytical skills, in an era where less information gathering and processing was available

to all. This has turned into the ultimate “watch what you ask for.”

Most quantitative money is now run mid-frequency, meaning with holding periods from a few hours to ten days. Most

quantitative portfolios are run factor neutral, meaning neutral to quality and valuation, and many are run where participants

PURPOSELY avoid the earnings reports, as that information actually destroys the efficacy of their algorithm. It seems to me
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now that fundamental investors should want MORE frequent, not less frequent, reports from companies! Then, quants won’t

be in their stocks, and they can get more validation of their forecasting skill.

Should fundamental investors want MORE or less frequent earnings reports? We are not sure. Maybe our engine room is just

flooded after processing all the corporate results and market reactions this past week. Big picture, earnings season and the

economy appear relatively strong, and remarkably resilient to macro trends that would have caused more of a growth scare

in earlier times. The market finished the week down 60bps. It feels like macro news would have made for a worse market if

fundamental news wasn’t so strong.

The information that companies present isn’t the only story to how the stocks will trade when they report earnings. In fact,

as we have pointed out, the market on average predicts what the companies will report. Below we show a chart we have

previously published. We show the performance of stocks relative to their industry group the day after they report earnings, for

those that miss earnings, and the difference between stocks in the cheapest and most expensive quintile on price-to-forward

earnings - all of which had bad momentum (bottom quintile) the 12-months prior to the earnings report. What does it show?

Cheap stocks with bad momentum are NOT “de-risked” into the print - they are ANTICIPATING the miss correctly - and the miss

is a confirmation of the price action. Stocks with bad momentum that are cheap have NEVER been punished more for missing.
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Source: Trivariate Research, LP

The thing is, not that many companies in the S&P500 actually miss earnings. Earnings beats / misses are not really “random.” The

probability a company beats the consensus bottom-up EPS expectations is over 70% over the last several years. A combination

of conservative guidance, analysts’ incentives, and levers companies can pull to beat the target means that earnings upside

is far more likely than earnings downside. Look at this earnings season so far - 64% of companies that have reported so far

have beaten estimates (see below) - and only 10% have missed. Half of all Financials have reported, and none have missed. No

Industrial, Communication Services, or Consumer Staples has missed yet either. So a big deal is not WHAT they report - but what

did investors expect that they would report - what was the whisper, and guidance, and commentary on the quarter-to-date

tracking. Because, in essence, if you are a company that reports a miss you are in trouble.

3



Source: Trivariate Research, LP

We find it interesting that the market leads earnings results to this extent. Stocks that just got more expensive have a higher

probability of beating estimates than stocks that just got cheaper on price-to-forward earnings, virtually independent of the

starting valuation level. For instance, stocks in the cheapest decile on price-to-forward earnings have a 48% chance of beating

estimates if they just got cheaper on price-to-forward earnings in the last quarter, but a 58% chance of beating if they got

more expensive. That is not a trivial difference. Stocks that are pretty expensive, such as in the 8th decile of price-to-forward

earnings in the overall market, and got more expensive over the last quarter, have a 74.3% chance of beating estimates!
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We focus below on the recent revision trends, and over the last month, the Technology and Communication Services sectors

have the highest upward revisions (see below). Only Materials have seen downward revisions over the last month.
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Source: Trivariate Research, LP

Given the information we have received so far this earnings season, the serial correlation of reports, and the information in

the multiple expansion prior to earnings, we think good long ideas include those that have not yet reported in the last two

months, beat EPS by at least 10% last quarter, and have had at least one turn of price-to-forward earnings multiple expansion

over the last three months. We eliminated stocks trading above 50x earnings. Stocks include LLY, STX, CVS, GD, RCL, GWW,

CTVA, CAH and CNC among others.

Source: Trivariate Research, LP
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Similarly, short ideas are those that have not yet reported, missed EPS last quarter, and had multiple contraction on price-to-

forward earnings over the last quarter. Stocks include EQIX, ABNB, VST, and SOFI, among others.

Source: Trivariate Research, LP

While we are recommending Technology, we also constantly write about portfolio diversification. As such, we are also

recommending Healthcare and Energy - which have been the two best performing sectors over the last month. While our

judgment is that there will be at least one more major leg up for many of the AI-exposed stocks, investors are quite interested

in our idea list of stocks that have a low correlation to AI Semiconductors. Below we show stocks that are low beta (0.6 or

lower), have less than a 0.3 correlation to our AI Semiconductors basket, have had positive alpha over the last 6 and 12 months,

and are forecasted to have positive revenue growth. Stocks include LLY, MRK, CVS, CSX, MNST, HUM, and UTHR - 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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