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Level Set: Where Should You Aim the Double-Breaking Putt?

Because it’s the Ryder Cup in golf this weekend, we thought it was timely to use one of our favorite golf analogies - the double

breaking putt, to describe our emerging views on the market through 2026.

The market reached new highs early this past week, and a few investors asked us whether they should lock in the returns for

the year (the S&P500 is up 13% and the Nasdaq is up 16.4% year to date) or bet on momentum carrying us through year-end.

We analyzed 98 years of S&P500 returns to see if there was any information in predicting the fourth quarter returns based on

how well the S&P500 did during the first nine months of the year. The answer is - YES! It might be a modest surprise to some,

but 40% of the time, the S&P500 is up 10% or more during the first three quarters of any given calendar year (39 out of 98).

During these years, the Q4 performance on average was higher, and with lower volatility, than the Q4 performance in the 59

out of 98 years that the S&P500 was up less than 10% during the first nine months of the year. This indicates that “locking

in performance” was likely a poor choice more often than not in the past.

So near-term, the risk-on trade will remain in effect for the fourth quarter if history is a guide.
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In fact, if you segment the previous 98 years of returns into quintiles by the first 9 months' performance and then observe

returns for the final three months of each year, history shows that the 2nd best performing quintile - where we are now - results

in the highest average and median Q4 performance with the lowest Q4 return volatility on average (see below).
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Longer-term however, strong S&P500 returns in 3-, 5-, and 10-year increments often portend lower subsequent annual returns.

We looked at 3-,5-, and 10-year periods of time, by quintile of performance, and then observed the distribution of outcomes

over the next 12 months for each quintile of the previous period’s returns. The worst performing group - for each longer-term

period - was the best performing quintile previously. The best performing was closer to the median performance over the

previous period in most cases. Today, the S&P500 is in its top quintile vs. its 98-year history on 3-, 5-, and 10-year returns. So

for 2026, if history is a guide a below average (but perhaps still positive) return year is more probable. In golf terms, this

is a double-breaking putt - up first, and down later.

...But 2026 Could Be Below Average
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We had an interesting week with some in-person meetings in South Florida and zooms and meetings with several investors as

well as executives at public companies. One value PM told me it was obvious math there is poor return on the current hyper

scaler investment. Another growth PM told me it was obvious math there was very positive return on this investment, to the

point that current free cash flow could go closer to zero for many of the mega-cap companies as they chase these returns with

more investment. Some investors sent me the Nvidia’s CEO interview with Brad Gerstner saying this is all you need to watch

to get way more bullish. Another investor sent me an article making the case that one of the main areas in Healthcare won’t

be improved as much as people think by AI. Given all these conflicting narratives, it is clear that timing the top of the current

AI cycle will be challenging. Our current base is that it is too early to get negative, so up now and down later is our “read of

the green.” But, for those getting concerned, we think we have a few views worth sharing. Firstly, we don’t think Consumer

Staples, a classic way of playing defense, will work this cycle. Excluding Walmart (WMT) and Costco (COST), Staples have

materially lagged this year, up only 1% so far. Many don’t have the pricing power or underlying stability of previous cycles, and

we would remain cautious.
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Secondly, even if the AI trade continues to rage, it is likely prudent to understand which stocks are correlated to the trade but

are not in the Technology sector. While it is certainly plausible that some of the correlations are spurious, we found of the 900

mega-, large-, or mid-cap stocks currently in our universe, 83 of them have a daily return correlation over the last 6-months

of 0.8 or higher to our proprietary AI Semiconductors basket.

Of these 83 stocks, 46 of them are NOT in the Technology sector, representing $3.7 Trillion of market capitalization today.

The largest of these stocks include many Financials, including the Alternative Asset Managers like Blackstone (BX), KKR (KKR),

and Ares Management (ARES), the “Big 3” Financials of JPMorgan (JPM), Goldman Sachs (GS), and Morgan Stanley (MS), as

well as several Industrials like Eaton (ETN), Caterpillar (CAT) and Parker-Hannifan (PH). While 0.8 is an arbitrary cut-off, we

take some small comfort that none of the Utilities stocks are as correlated to this basket as we thought. For the full list, please

don’t hesitate to reach out.
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Lastly, understanding which stocks are up but are not correlated to the AI Semiconductors can potentially be helpful. We all

worried before - and maybe more now after seeing the above exhibit, that some of our Financials and Industrials positions

are correlated to the AI trade. Of the 900 mega-, large-, and mid-cap stocks, 125 of them have a daily return correlation of

less than 0.2 to our AI Semiconductors basket over the last six months. Of those 125, 43 of them are up more than 10% in the

last 6 months, 55 of them are up more than 5%. Below we show the largest stocks, including several Healthcare names we

have been recommending in our research over the last year, like McKesson (MCK), Cencora (COR), Quest (DGX), and United

Therapeutics (UTHR), as well as select Aerospace & Defense, Materials, Auto Supply Retail, and select rate-sensitive securities

in Homebuilding (see below).
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CONCLUSION

The tension about timing the correction in AI-related securities is growing among institutional investors. History says Q4 will

be strong, but a sell-off in 2026 is increasingly likely. Avoiding companies correlated to AI that don’t have as much fundamental

exposure, and adding to those that have performed well but aren’t correlated to AI is increasingly prudent.
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Analyst Certification

The analysts, Adam Parker, Maxwell Arnold, Colin Cooney, Chang Ge 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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