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Level Set - What Are the Best Ways to Get Defensive?

Six Ways to Play Defense

While our recent interactions with institutional investors signal that many think the S&P500 will continue to grind higher, we

are also consistently asked which ”defensive” stocks look attractive. It seems clear that the “old school,” traditional defensive

playbook of Pharmaceuticals, Consumer Staples, and Telecoms is a “broken play.” Hence, we sought to identify six ways to get

defensive with stock ideas in the current environment in today’s Level Set.

DEFENSIVE IDEA #1: What worked last time?

While this could easily have some recency biases, our first approach is to just look at which cohorts and individual stocks

performed best during the sharp sell-off earlier this year. To the extent that a tariff-related growth scare re-emerges this summer,

it is likely a similar playbook will unfold, particularly when it comes to cohorts (left side below). Our highest-quality universe

beat “junk” by 11.3% during the February 18th to April 8th drawdown. Value beat growth by 9.3% (see below). At the stock level,

clearly some of the moves were idiosyncratic, but Celsius Holdings (Ticker: CELH), Molina (MOH), Dollar General (DG), US Steel

(X), and CACI International (CACI) performed best. Scanning the list, we are not sure United Healthcare (UNH) and Humana

(HUM) will perform as defense if the market weakens.
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Idea #1: What Worked Last Correction

Source: Trivariate Research, LP

DEFENSIVE IDEA #2: Consistent Dividend Growth

We think companies with consistent dividend growth are likely to provide strong defense if there’s a growth scare. Specifically,

our past work shows that companies that have grown their dividend over the last five years and that are indicated to have

continued dividend growth, as well as at least 7% forecasted sales growth and 10% forecasted earnings growth outperform.

Below we show stocks like Microsoft (MSFT), Broadcom (AVGO), Visa (V), Eli Lilly (LLY) and MasterCard (MA), among others,

that meet these criteria. Notably, this screen does not include valuation, as often stocks that experience multiple contraction

prior to corrections perform the worst during the corrections.

Idea #2: Consistent Dividend Growth

Source: Trivariate Research, LP
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DEFENSIVE IDEA #3: Predictable earnings

When the market pulls back, stocks that have more predictable earnings estimates often relatively outperform. We use

“narrow estimate dispersion” as a proxy for this, as these are businesses where an economic slowdown does not typically

create significant P&L volatility. These “easy to predict” businesses that are forecasted to grow earnings and are relatively

cheap on price-to-forward earnings vs. their own histories (in the cheapest half) also have low standard deviations of analyst

earnings estimates. Stocks include Salesforce.com (CRM), Eaton (ETN), Southern Company (SO), Duke Energy (DUK), and

Motorola Solutions (MSI) among others (see below).

Idea #3: Predictable Earnings

Source: Trivariate Research, LP

DEFENSIVE IDEA #4: Stocks With Good Momentum in Industries that Work in Downturns

Stocks in industries that work in downturns: We also analyzed the industries that typically outperform when the market

pulls back in case getting more defensive in the portfolio turns out to be prudent before year-end. The industries that on

average performed the best during the last ten S&P500 downturns of 10% or more include Utilities, Household Products,

Tobacco, and Beverages. Obviously, Procter & Gamble (PG) has been hurt by recent earnings misses and the GLP-1 drugs

have harmed select stocks like Pepsi (PEP) by impacting snacking, but we wouldn’t be surprised to see Utilities, Tobacco,

and Distribution continue to perform well in a market sell-off.

Idea #4: Industries that Work in Downturns
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Idea #4 Identify Industries That Work Best In Downturns…

Source: Trivariate Research, LP

Instead of searching for cheap stocks in these industries, where often valuation indicates a problem, we identified those that

had positive momentum but were not in the most expensive quintile vs. their own histories. Altria (MO), Xcel (XEL), NRG

Energy (NRG), Ameren (AEE), and Primo Water (PRMB) are among those that screen well.

Idea #4: …Then Find Stocks in those Industries

Source: Trivariate Research, LP

DEFENSIVE IDEA #5: Low Beta Defensives

An obvious way to protect a portfolio in a market correction is to buy low-beta stocks. Below are stocks that are low-beta

(less than 0.6), are forecasted to grow earnings, and are cheap on price-to-forward earnings vs. their histories (bottom

quintile). These are defensive, low-beta companies, with some earnings growth at a reasonable price. Names include Merck

(MRK), Verizon (VZ), Pepsi (PEP), Medtronic (MDT), and CVS Health (CVS), among others.
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Idea #5: Defensives with Low Beta and Reasonable Valuation

Source: Trivariate Research, LP

DEFENSIVE IDEA #6: Positive Alpha and Uncorrelated to Semiconductors

Two of the big challenges for investing in the past 18 months have been how correlated the returns of the growth themes are

and how much the Semiconductor industry seems to be influencing total returns. Most portfolio managers are attracted to

the high and increasing growth potential of “compute” and therefore own various parts of the “AI chain.” Hence, we thought

attractive defense could include stocks with positive trailing alpha over the last 12 months, low correlation to Semiconductors,

positive forecasted revenue growth, and forecasted gross margin expansion. Below we show two sets of ideas, one in ex-

Financials and one only Financials. The top exhibit includes Duke (DUK), Exelon (EXC), Southern Company (SO), American

Tower (AMT), and AT&T (T), among others.
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Idea #6: Positive Alpha and Uncorrelated to Semiconductors, Non-Financials

Source: Trivariate Research, LP

The ideas uncorrelated to Semiconductors with alpha in Financials, sorted by correlation, include CBOE, CME, Progressive

(PGR), Chubb (CB), and Arthur Gallagher (AJG), among others.

Idea #6: Uncorrelated to Semis that Have Generated Alpha, Financials

Source: Trivariate Research, LP

Conclusion

We think the risk-reward for the S&P500 is at best mixed, given the risk to lower margins from tariffs and the elevated valuations.

Hence, identifying attractive defensive strategies seems prudent. Sifting through our work, stocks like CBOE / CME, AMT, SO,

PRMB (which just raised prices on Trivariate), and DGX are among those that caught our attention. Please don’t hesitate to

reach out with any follow-ups or questions.
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Important Disclosures

Analyst Certification

The analysts, Adam Parker, Maxwell Arnold, Chang Ge, Colin Cooney and Ryan McGovern, 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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