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Level Set - The Best Way to Deviate

Last Thursday, it seemed obvious to us that the consensus view was that the S&P500 would rally through Q4, sell-off or have

a big rotation in Q1, and then rally again. We have been writing about this “triple-breaking-putt” view for a couple of months

now. However, Friday’s sharp sell-off in response to President Trump’s China re-escalation has many investors prognosticating

that we could be entering a new regime. We disagree. We don’t know if the President’s comments were pre-meeting posturing,

but his previous tariff-related rhetoric would indicate that he is not looking for a sustained tariff war with China but seeks a

more balanced trade deal between the countries. When the China-volatility settles, we expect to be back focusing on imminent

earnings season starting with the Financials and evaluating whether the slowdown in the US consumer is taking a more negative

trajectory.

Either way, it seems to us that the key to beating the S&P500 is timing when to diversify beyond AI-related securities. Most

stocks that were not high-beta and not correlated to the AI Semiconductors trade hurt portfolio performance over the last

few months. From our meetings on the road last week it seems apparent to us that the gap between AI believers and AI non-

believers among institutional investors is widening, with some convinced that return on hyper-scaler productivity is “obviously

bad,” and others convinced that the return is so high that there is a real risk that the hyper-scalers like Microsoft (MSFT) will

spend all of their current cash flow from operations, taking free cash flow to zero, because they are that confident the return

will be so good. That’s a divergent set of investor views!

We think this all comes down to risk management, and just like we saw on Friday, and on the “Deep Seek” day in January,

correlations between the growth themes are high. We have been writing since December of last year about the correlation of

returns between the major growth themes, such as AI Semiconductors, Electrification Industrials, and Power / Infrastructure.

We saw on Friday how poorly Semiconductors companies acted, with the triple-levered Semiconductors ETF, SOXL, down

19.1% in one day. Below we show the 6-month daily return correlation between some of Trivariate’s custom thematic baskets,

and how there is little portfolio diversification between Semiconductors, and Electrification Industrials or Software.

Source: Trivariate Research, LP

Adam Parker
Founder
646-734-7070
adam@trivariateresearch.com

Maxwell Arnold
Analyst
347-514-1234
maxwell@trivariateresearch.com

Chang Ge
Analyst
614-397-0038
chang@trivariateresearch.com

Colin Cooney
Head of Sales
617-910-7934
colin@trivariateresearch.com

Ryan McGovern
Director of Research Sales
973-271-8017
ryan@trivariateresearch.com

1

https://trivariateresearch.com/


If you suspect that there are some hard-to-see correlations in your portfolio, below we show the correlation between non-

Technology stocks and the AI Semiconductors basket, featuring stocks with a 0.8 or higher return correlation in the last six

months. The major Financials, most of which report this coming week, have been extremely correlated to AI Semiconductors

over the last six months, including the Big Three, JPMorgan (JPM), Goldman Sachs (GS), and Morgan Stanley (MS), but also

including Blackstone (BX), KKR (KKR) and Apollo Global (APO).

Source: Trivariate Research, LP

In fact, it is clear that sector-based risk management is no risk management at all. Below we show the rolling 6-month return

correlation between AI Semiconductors and the Asset Management Sub-Industry. Apollo (APO), Blackstone (BX), and KKR

were all down more than 4% on Friday, as there appears to have been a step-change in the return correlation beginning six

months ago.
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Electrification Industrials, another major long-term growth theme that has attracted portfolio managers over the last few years

with stocks like Eaton (ETN), Parker-Hannifan (PH), and Emerson (EMR) has consistently been correlated to the Alternative

Asset Manager space (see below).
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Our belief is investors need to search for stocks ideas that have decent fundamentals that are NOT correlated to the AI complex.

Below we list stocks that have a 0.2 or lower correlation to our AI Semiconductors basket and are up at least 10% in the last six

months, likely meaning they have some reasonable fundamental prospects. The screen includes Healthcare, Utilities, Defense,

Tobacco, Automotive Supply Retailers, and Housing-Related securities, among others. We think this is a good place to look

for stocks.
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Moreover, those who follow our work know that we spend some time on “available alpha,” i.e., stocks that have high company-

specific risk (CSR) from our proprietary seven-factor model and low replicability, meaning it is hard to create hedge baskets

for them. Our thesis is that good stock pickers should have big positions in these hard to replicate names (either over or under-

weight) because if they are right, they will separate from the index more than more macro stocks that are easy to replicate.

Below we show non-Healthcare mega-/large-cap. stocks that have high CSR and are hard to replicate. These include Walmart

(WMT), Netflix (NFLX), and T-Mobile (TMUS), among others. If an investor is a good stock picker and has an over- or under-

weight position in one of these names, we would suggest making these positions relatively larger vs. the index.
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Healthcare ideas that have high CSR and are hard to replicate include Eli Lilly (LLY), UnitedHealth Group (UNH), and Gilead

(GILD) among others.
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Several investors from our recent travels have mentioned the challenges of generating performance in the recent environment.

We took a look at “capturable” alpha and find it to be BETTER - not worse - than normal on some common metrics. We looked

at the percentage of stocks beating or lagging their industry group equal-weight averages by more than 20% on a rolling six-

months basis. This year has seen the fourth-highest number of great relative buy ideas in 25 years, with only the TMT bubble,

the pre Financial Crisis bubble, and the pre-COVID bubble higher. To us this chart looks like a late cycle indicator, but one

that isn’t at peak yet!
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Even better than finding buy ideas, the recent regime has been great for finding relative to industry short ideas, or underweights.

38.7% of all stocks have lagged their industry group average by more than 20% in the last six months, the third-highest level

in over a quarter of a century.
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It looks like it is “easy” to find stocks that are beating or lagging the market, but in reality it is challenging because of the

correlation of stocks. The median pairwise correlation of stocks in each industry group is HIGHER in 24 of the 25 Industry

Group GICS in the last quarter. That means MORE stocks are trading alike (see below). Moreover, many of the industry groups

have current correlations that are well above the long-term averages, with only the Utilities, of the 25 groups, having current

pairwise correlations below long-term averages. This makes sense given the bifurcation of business models in the group - some

now data center focused - and some still traditional rate-based businesses.
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CONCLUSION

Our view is investors need to own more names and take bigger positions that have high CSR and are hard to replicate. They

should focus on ideas not significantly correlated to the AI Semiconductors complex, given how pervasive that theme is in so

many different industries in the market.
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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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