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Level Set - The Moving Parts

Volatility under the surface has been historic: The S&P500 is up 1% year-to-date, but many of the stock-level moves contradict

the apparent market level “calm.” We looked back at the last 319 months of returns, and in 55 months, the market was less

than plus or minus 1% in a calendar month. We then analyzed those 55 months when the market at the headline level was

“relatively stable,” and counted the number of stocks that were up or down more than 10% during all those “calm” months.

Assuming we stay flat for the next few trading days, and this month qualifies as a “calm” month, this month already has the 8th

most overall “underneath the surface” volatility of these 55 months, and the 3rd most number of stocks that are up more than

10% during one of these so called “calm” months. The only two months with more 10% positive moving stocks were October

and December 2000 (i.e. the very last gasp of the Technology Bubble). Below we show the top 10 “underneath the surface”

volatility months when the overall market was relatively stable in the last 25 years. So far this month, 87 stocks are up more

than 10%, and 25 are down more than 10%, for 112 total “big movers” in just the first three weeks of trading. Investors can’t

say there aren’t opportunities for stock selection.

Source: Trivariate Research, LP

The challenge has been that the types of stocks that are performing strongly are not all following a researchable path.

Do the opposite of consensus: We put the major strategists’ year-ahead outlooks into ChatGPT and Gemini at the start of the

year, and the consensus sector overweight recommendations were Technology and Financials. So far, they are the two worst

performing sectors year-to-date. We aren’t aware of ANY top-down strategist that was recommending Energy or Materials to

be the top performing sector, and they are the top two performing sectors so far this year, both up more than 10% already.

We can’t recall getting a single investor question about Energy so far this year from a portfolio manager. That definitely makes

us more interested.
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Our sector recommendations are to be Overweight Financials and Healthcare. Our next two sectors are Materials and

Technology (see below).

Source: Trivariate Research, LP

We looked back at how often a sector like Energy has beaten a long-time market darling like Software this much during a

month - and it is rare. In fact nearly all the times with a higher return differential were during the Technology bubble unwind

(see below). We aren’t great at forecasting Oil prices, but we know there is a high correlation between the change in the oil

price and the change in the net income of the Energy sector. Outside of the Technology Bubble, when you analyze single

months when Energy beats Software by this much, it almost never happens where Energy is up and Software is down.

2



Source: Trivariate Research, LP

Software remains one of the most debated areas of the market. All of our quantitative work and experience tells us not to

fight the negative price momentum of the Software industry. All our historical judgment about fundamentals says the sell-

off is overblown relative to what some companies are likely to deliver in the coming couple of years. We know and respect

buyside Technology experts who both love and hate Software at the moment. We decided after trumpeting the virtues of

Semiconductors over Software for the last three years to argue in our year-ahead outlook that there could be a catch-up trade

for Software in the first half of this year. Our logic is that very few companies are forecasted to have accelerating revenue,

likely making the businesses with stickier revenue have achievable estimates and that the relative valuation of Semiconductors

to Software is near highs, meaning the penalty for missing could be harsh for Semiconductors. So far this year that call has

been a disaster. But let’s drill down and focus on the fundamentals of “a poster child” stock, ServiceNow (NOW), which is

down 41% over the last 12 months. The bottom-up consensus estimates are for 20.6% growth in 2025 (they report earnings

this coming Wednesday, January 28th). This is projected to be followed by top-line growth of 18.7% in 2026, 18.4% in 2027,

and 17.2% in 2028 (see P&L exhibit below). The free cash flow estimates grow to over $7.5 billion in 2028, meaning the stock

probably will find some valuation support soon if they just report the currently projected estimates. That being said, we are

nervous about the recommendation, because if the estimates prove to be too high, and fundamentals decelerate further, EV-

to-FCF of 17x 2028 estimates will prove to still be too high. The stock price is telling us that the probability the 2027 and

beyond estimates are accurate is low. This means if we get a catch-up relief trade following earnings, we are likely to move

on and pick our battles elsewhere.
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Source: Trivariate Research, LP, Blomberg LP

Overall, our conclusion has been and remains that doing the opposite of the Major Firms’ strategists - when there is a

consensus view - is generally prudent. We are more cautious on the overall equity market than consensus. We are not

recommending Technology as an overweight - but a market-weight - assuredly an out of consensus view. We are bullish on

Healthcare - which was wildly out of consensus - but now has more of a mixed outlook among both buy- and sell-siders.

The consensus recommendation we most agree with is to be overweight Financials. Banks results were mixed relative to

expectations, though solid in absolute terms. Insurance companies have lagged. We are recommending Financials, though

as we wrote in our outlook: ”Estimate achievability is likely also above average, though we are worried about this being a

consensus long.” For those who want to take risk, perhaps it is timely to add some Alternative Asset Managers. BX, KKR, OWL,

and ARES are all down in absolute terms in the last six months while GS, MS, WFC, and C are all up nicely over the same time

frame. If overall activity continues to be strong, we would expect the “Alts” to participate.

The bottom-line anchoring our optimistic recommendation is that Financial sector’s earnings estimates have consistently

risen. The 2026 bottom-up consensus EPS estimates for 2026 are steadily projected to be higher, and we think estimate

achievability is BELOW average for many other sectors in the market, fueling our relative preference for Financials. Estimates

are for $56.42 in 2026 S&P earnings for Financials, up 4% in absolute terms from the Spring of 2025. That is unusual, as typically

estimates are overly optimistic for 12-18 months in the future.
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Part of the reason performance has been challenging for many portfolio managers despite the large number of stocks with

dramatic moves is that high-quality stocks have lagged, and junk stocks have ripped higher. We highlighted this in last week’s

Level Set (Level Set - Crazy Tape, Great 8, Bullish Sentiment), particularly around high short-interest Consumer Discretionary stocks.

We have also shown that the relative weakness of high-quality stocks vs. junk stocks (shown below) has persisted for nearly

five years.
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But the reason high-quality stocks often don’t work is that they are far less likely to get multiple expansion than Junk stocks.

Below we show the price-to-forward earnings of the high-, mid-, low-, and junk-quality cohorts over time. Multiples bifurcated

from 2011 through 2019, but have consolidated since (see below).
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We took all the stocks by market capitalization that were around in 2019 and are still around today, clustered by the quality

bucket we assigned them to in 2019. The analysis includes ONLY the top 3000 stocks by market cap. that have positive earnings

to increase our sample size. Below we show that high-quality stocks tended, across their distribution, to have the MOST multiple

contraction of any quality quantile since 2019. Only the median junk stock was able to maintain its multiple, and 25% of junk

stocks saw at least four turns of price-to-forward earnings multiple expansion (see below). On the contrary, less than 25% of

the high quality stocks saw one turn of multiple expansion.

Source: Trivariate Research, LP

CONCLUSION

We believe increasing volatility ultimately means the probability of a market-wide sell-off grows. We think this year will be

choppy and is not likely to end with double-digit returns. We would avoid small caps after the huge rally. We recommend

Healthcare and Financials. We think Software “calms down” through earnings season. We would avoid low quality Consumer

Discretionary stocks that have rallied, where fundamental support and earnings upside is UNLIKELY in the coming months.
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Non-Technology Compounders

We launched a new ideas basket this year, which is 20 Non-Technology Compounders. Ideas below.

Source: Trivariate Research, LP
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The portfolio is up 0.85% YTD, vs. its comparable index of 2.28%.

Source: Trivariate Research, LP
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Important Disclosures

Analyst Certification

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