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Level Set: Volatility Used to Be Bad, So Did Hubris and Debt

Historically, rising volatility was either coincident with or predictive of something onerous. Twenty years ago, the current market

price action would have implied a 25-30% reset in the AI trade and the S&P500. In previous regimes, when we observed both

large up and down moves in the same stocks, and also large dispersion between stocks, that volatility historically meant the risk

of a downturn was higher. When we are asked about identifying signs of a market top, we have always said that a combination

of hubris and debt cause the ends of cycles. If hubris and debt were a stock, it would be up off of lows. Sam Altman’s latest

interview is on my mind. On the one hand, he wants to squeeze short sellers when he runs a private company. On the other

hand, he says his revenue will be $100 billion in 2027, so that’s probably a $1.5 Trillion market cap. IPO. My mind is in a pretzel.

Abounding hubris, growing debt, ballooning capital spending and circular lending, are all signals emerging recently that we

could previously not ignore. This combined with price volatility would have made us incrementally more negative in previous

years. But, this time, we are not so sure, and in fact, remain biased toward the positive. We were asked a few times last week if

we thought the market would end the year higher, and it is hard, despite the above concerns, to not feel like the answer is “yes.”

Price action certainly shows that optimism is not just in small cap. profitless growth stocks. We analyzed the stock performance

of the top 50 companies by market cap over the last quarter-century, and rarely do we see this many stocks go up by 50%

or more over 12-month periods (see below).
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Even more recently, there have been large moves in stocks like Micron (Ticker: MU) on firm DRAM pricing and Eli Lilly (Ticker:

LLY) on excitement about an oral for GLP-1s. Alphabet (Ticker: GOOGL) has added $422 billion market cap. this quarter and

Apple (Ticker: AAPL) has added $254.4 billion (see below).

Source: Trivariate Research, LP

But this is not all speculative behavior. Some of these stock moves are due to reported and projected earnings. The Mag 7

and some of the other larger names are just growing faster. In fact, year-to-date, the bottom-up consensus sell-side estimates
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project equally-weighted revenue per share for the SP500 (excluding Financials) to decline in 2025, but the aggregate will

grow over 5% because of the size and strength of the Mag 7 (see below).

Source: Trivariate Research, LP

Despite this, the consensus bottom-up earnings estimates are for 8.8% growth, owing to margin expansion for many companies,

and the strength of earnings in Financials, which are forecasted to grow nearly 12% this year and are excluded from the revenue

per share analysis above.
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We track gross margins carefully, and the long-term trend of high gross margins (see below) is certainly correlated to the higher

valuation for the S&P500. Over the last few months however, gross margins have not moved much for the median stock, with

negative cross currents of tariffs, and less pricing power in some cases, and positives of lower input costs and waning wage

pressures in others. We think fundamental analysts should spend meaningful time on their views of the gross margin trajectory

of individual stocks vs. the consensus expectations over the coming quarters.
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We continue to think that the path of gross margins will be critical for the overall market multiple. The price-to-forward earnings

for the cap-weighted market has not risen recently even with some of these large moves (see below).

Source: Trivariate Research, LP
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Partly, that is because while there have been many strong moves among mega-cap stocks recently, there also have been some

high- profile blow-ups. META, ORCL, TSLA, and MSFT are all down more than $100 billion this quarter. With former darlings

APP, FISV, DASH, CRWV, also retreating. Many of the Alternative Asset Managers have had a weak quarter (see below).

Source: Trivariate Research, LP

CONCLUSION

Our view is that while there are always lessons from history, the market doesn’t always apply them over the same time frame.

Changes to perceptions about growth and changes to perceptions about rates ultimately matter. The dovish skew to the Fed

likely remains, even if we have a dearth of data. This coming week includes the SEPTEMBER jobs report, and NVDA’s earnings.

Both are not likely to change the narrative that the Fed remains directionally dovish and the growth potential of the AI trade

is strong. We know hubris and debt are growing and this definitely gives us palpitations. But, everyone is tracking the same

data points for signs of the top. Oracle’s CDS is a problem. A window into Anthropic and Open AI’s revenue will be important.

Tracking units vs. pricing for AI chips will matter. A Goldilocks path on hyper-scaler capital spending will be crucial - not too

much to freak people out - but enough that the dream of AI productivity is still strong. With all of this, the moves this quarter

show what we think will remain the case - that alpha can be generated under the surface. We like being market-weight the

Great 8 stocks, as we wrote about recently (Level Set - Why Take Huge Active Bets on the Great 8?), because the quarter-to-quarter

narrative shifts are hard to get right. We would not have guessed in late September that AAPL would add $250b in market

cap. and META would shed more than $300b. But, with stocks that are more idiosyncratic, we think taking large positions vs.

the index is prudent, as we wrote about last week (Level Set - How To Beat the S&P500 - The Q&A that Matter) . Because margins

for the median stock show a plausible path for expansion, we think the market likely trends higher for the foreseeable future.

Underneath the surface, we feel incrementally emboldened by our overweight in Healthcare (The Case For Owning Healthcare

Right Now), as we are attracted to stocks with margin expansion potential from AI productivity.
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Important Disclosures

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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