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Level Set - How To Beat the S&P500 - The Q&A that Matter

We have written and researched various aspects of portfolio strategy and theory for years. There are basic questions every

portfolio manager needs to answer both for today, and conceptually for how they think about investing over a 10-year period.

1. What’s the right beta for your portfolio?

2. How many stocks / how much of your total fund’s exposure do you own for alpha vs. risk management?

3. How much diversification or concentration should you have?

4. How do you think about position sizing?

5. What’s your strategy for blow-up avoidance / downside mitigation?

6. What set of macro conditions are best for your portfolio performance?

Many long-only institutional portfolio managers compare their performance to the S&P500. However, many of these investors

have very disparate rules by which they must operate. Some have legal, regulatory, or other “internal” constraints which dictate

how they answer the above questions. In recent years, depending on the specific risk constraints, some of these limitations

have evolved from mere burdens to partial justifications for recent underperformance, and ultimately to major factors behind

substantial underperformance. In today’s work we address how to best run a portfolio in this environment, and how we would

answer the above questions. Importantly, we have CHANGED OUR MIND on a few of our answers.

QUESTION 1: What’s the “right” beta for your portfolio? We showed in three written pieces of research earlier in 2025 that

the alpha destruction from high-beta securities is so large, that over a long-period of time, a long-only S&P500 bench-marked

portfolio manager should have a total book with a beta less than 1.0, in the .95-1.0 range. We also showed that growth portfolio

managers are better off distributing these betas in extreme deciles, i.e., to achieve their .95 beta portfolio they should own

stocks with extreme betas, to comprise this portfolio average. But in last week’s Level Set, we pointed out that the Great 8

stocks are 41% of the S&P00 by market cap., and 55% on a beta-adjusted basis (see below). NVDA, TSLA, AVGO, AMZN, and

META all have betas well above 1.0. We also concluded that investors are best off being close to market-weight this group, as

the ability to consistently generate performance among these names is very challenging.
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This week, we realized perhaps our suggestions are just incongruous. If one follows our advice and is market-weight the Great

8, at 41.2% of the S&P500 at 1.33 combined total beta, that means 55% of their total beta-adjusted portfolio is in those names.

If the goal is to manage an S&P500 portfolio with a total beta between 0.95 and 1.0, say 0.975, then in order to get the total

portfolio to have this beta, the rest of the portfolio would have to have an exposure-weighted beta of 0.73 (see below).

Source: Trivariate Research, LP

Today, about 30% of the mega/large cap. universe, or 126 stocks, has a beta below 0.73 (see below). If a portfolio manager

runs a diversified fund of nearly 100 stocks, they will be forced to own a lot of the low beta universe or a few ENORMOUS

positions in low beta stocks, in order to make the math work at the portfolio level. Given how large the Great 8 are, and how the

aggregate group runs with a beta greater than 1, we think it will be really challenging to get a portfolio with a beta below 1 in

today’s environment. The constitution of this low beta universe is wildly different from the broader market. The S&P500 is 32%

Technology. The universe of stocks with below 0.73 beta has only TWO Technology stocks, amounting to $113 Billion market

cap. Meantime, the low beta universe is loaded with Healthcare and Consumer Staples. In part, this is why we like Healthcare

the most for portfolio diversification.
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QUESTION 1 CONCLUSION: While the long-term data show you want to run a portfolio with a beta below 1, we think that

is nearly impossible today with an S&P500 mandate. The Great 8 are too big and too high beta, so the risk of being very

underweight this group seems imprudent in our judgment. Hence, the portfolio beta will need to be above 1 and toward the

upper end of the range that a manager runs with over a long career.

QUESTION 2: How many stocks / how much of your total fund’s exposure do you own for alpha vs. risk management?

Years ago, most portfolio managers would have said they own 100% of their book for alpha, and zero for risk management.

However, a long-only portfolio manager benchmarked against the S&P500 in today’s environment would likely admit they own

a reasonable amount of their book for risk purposes. After all, the S&P500, as we have written several times, is essentially an

AI index. We think market-weight the Great 8 for risk purposes is sensible. Many stocks, like Palantir (PLTR) seem difficult to

value on fundamentals for the foreseeable future. This means owning it in market-weight, for risk purposes, is likely sensible.

Why let something un-analyzable hurt or help you? Mid-frequency valuation-neutral quant. and fundamental money, and retail

flows, can make fundamentals less relevant for a longer period today than in the past, or so it seems.

QUESTION 2 CONCLUSION: Our view is that the answer to this above question is probably “the most in my career.” Our best

guess, is that a long-only S&P500 portfolio should probably have 75% of its total market cap. for risk purposes. To be a bit

harsh, if you are one of those portfolio managers who think 100% of our stocks are for alpha, and none for risk management,

there is no way you can truly view your benchmark as the S&P500. Obviously, for those with no benchmark, hedge funds, etc.,

the answer is quite different, but for long-only, S&P500 benchmark-focused portfolio managers, our advice is do not tell your

allocators you own 100% of your stocks for alpha. But in terms of name of names, this ties into our 3rd question:

QUESTION 3: How much diversification or concentration should you have? Investors have various mandates, requirements,

strategies and approaches when it comes to how many names to own in their portfolios. Some believe in sector-based

diversification. We do not, given the constitution of the S&P500, and how themes run through sectors. There are some very

well-known and extremely concentrated funds like Pershing Square and TCI (The Children’s Investment Fund Management),

and others that are extremely diversified such that they own in some fashion nearly every stock in the S&P500. Much of the

answer to this can be explained by how firms raised their assets, and what they communicate to their Limited Partners. Some,

use judgment based on data, some say they use “feel and experience.” But, addressing the bulk of long-only managers with

diversified portfolios, we would say the range of investors we talk to and analyze portfolios for with our custom risk process

indicate the range here is 30 to 110 names. A relatively concentrated fund is around 50 stocks, a diversified one more than 90.

Of course, the total assets can matter some here, as a long-only manager of a $100 billion in a fund likely bumps up against

far more mandates on the amount of any individual stock they can own, whether they want to file a Form 13-D or 13-G, and

other considerations.
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QUESTION 3 CONCLUSION: We think the answer today is to run an extremely concentrated fund AND a very diversified risk-

managed fund simultaneously. Huh? What we mean is, we think a long-only portfolio manager should think about running two

portfolios separately to equal the one total. We recommend that the total portfolio should have a high number of stocks vs.

history, i.e., very diversified. If you think over a 10-year period you will run your fund between 60-80 names, we think you should

be at 80 today! Meaning, push this to the outer limits of what you previously would have found acceptable. Be EXTREMELY

DIVERSIFIED. Why? Because we think owning as many stocks as possible for risk management is prudent (our answer to

question 2). Because of that, let’s say we own the Great 8 in market-weight, plus 52 other stocks for risk management, then

we hold 60 stocks, and probably 75% of our exposure for risk reasons. That’s our “first portfolio.” That leaves us with owning

20 stocks, preferably in big positions relative to their exposures, which is our “second portfolio.” So our idea for beating the

market today is to own a lot of stocks for risk management, and a few large ones for alpha. That of course is tied to our

fourth question;

QUESTION 4: How do you think about position sizing? We think if investors are good stock pickers, they should take big

positions in stocks that have high company-specific risk and are hard to replicate with other stocks. That way, if they are right,

they will over time separate from the index more. It’s our view that investors should take big positions, in their “second” or

fundamental portfolio, the stocks they own for alpha. We have our own proprietary seven-factor model for computing company-

specific risk. We also see how replicable each stock is in the market, by computing the rolling daily return correlation over the

last six months with each other stock in the market.

QUESTION 4 CONCLUSION: Because so much of a portfolio is owned for risk management, the stocks owned for alpha have

to be very large positions. Below we show the mega-/large-cap. stocks that have high company-specific risk and are hard to

replicate. Many of these stocks are in the Healthcare sector. So we first show stocks fitting the criteria that are not in Healthcare.

This means if you have a big over-or-underweight in these names, like WMT or IBM, we would recommend making them BIGGER.

This doesn’t mean you should own them, just that if you have a fundamental view and are ultimately proven to be correct that

you will separate from the index more by having huge positions vs. the index weight in these names. Meaning own either 5-6%

of WMT or zero, if you have a high conviction view. Often when we analyze clients’ portfolios we push on them to have larger

positions in these names. We also are constantly surprised how investors are willing to have 2-3% active weights in Great 8

names, but NOT in any other name, as if active weight is somehow associated with the bench weight. It is not.
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There are also several mega-/large-cap. Healthcare companies with high company-specific risk that are hard to replicate. Those

are shown below and include LLY, UNH, and GILD, among others. (NOTE: For those interested in SMID cap. names, don’t hesitate

to reach out).
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QUESTION 5: What’s your strategy for blow-up avoidance / downside mitigation? We are periodically surprised when we talk

to investors that they don’t view owning a stock as a risk. For those long-only managers focused on beating an index, what you

don’t own can help or hurt your performance just as much as what you do own, since it is a relative game. An investor mentioned

to us this past week that they feel like when AI-related stocks eventually roll over that they will lose a lot of money. My answer

was - “Of course you will, you are an S&P500 index long-only manager. The only question is what will your downside capture

be.” We spend a lot of bandwidth on blow-up avoidance, and think that this is a crucial discipline for long-only managers.

Because so much of our current portfolio strategy advice is to be market-weight names that we would ordinarily be underweight

for valuation reasons, like say PLTR, we think there are a few tried and tested rules that would make us cautious on a big position.

QUESTION 5 CONCLUSION: We think blow-up avoidance is key.

Below are factors that if we saw large exposures, we would want to alert investors they are fishing in choppy waters:

• Bottom-decile of free cash flow conversion with declining free cash flow conversion

• Large increases in inventory-to-sales

• Large intangible accruals

• Most expensive decile on enterprise value-to-forecasted sales or cheapest decile on price-to-forward earnings

QUESTION 6: What set of macro conditions are best for your portfolio performance? We have periodically heard investors in

the last year say that they aren’t even sure what set of macro conditions would be best for their portfolios. From the risk work

we do and conversations we have, our best guess is that many seem better positioned for a flat or down market where top

half-quality works. A strong market rally with low-quality performance leaves lower-turnover portfolio managers way behind

the index. Hence, it is useful to think about the macro landscape that best positions a portfolio manager for success.

QUESTION 6 CONCLUSION: Our recommendation of a risk-focused book combined with a concentrated set of alpha-focused

investments to make a diversified above 1.0 beta portfolio relies on stock selection being accurate. Cleary, bad stock selection

will hurt in this set up. But another broader macro risk we see as potentially damaging to many portfolio managers is if high-

quality stocks have more downside capture during the next eventual correction than they had upside capture over the past
6



year. As we noted recently, quality has lagged junk for more than five years now. Many investors are positioned in a way where it

is hard for them to outperform in an up-tape. Hopefully risk managing the upside and downside coming from high-beta stocks

combined with good stock selection in names that have high company-specific risk and are hard to replicate enables them to

have 90% upside capture with less than 90% downside capture.
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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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