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Level Set - Three Out of Consensus Views

We love it when we have a meeting, and a client says “Tell me three things that you are currently thinking that is not what

everyone else is saying.” At the beginning of the year we put all the widely available year-ahead sell-side and buy-side 2026

year-ahead outlooks into ChatGPT and Gemini and discovered the consensus views were: bullish on US equities, bullish on

small caps, the Fed will be accommodative, and there will be increasing breadth for US stocks. Our experience from the regular

investor meetings we do is that consensus, at least in rhetoric, is most often a reflection of two-week price momentum. But,

when you write your views down, often the macro consensus turns out to be wrong, or at least unfold much differently.

For years, we have observed that what most commonly unfolds in the equity market is the opposite of the top-down strategy

consensus, and at the portfolio level, what is bad for active managers often materializes. With that backdrop, here are three

views we have been espousing in our recent meetings that we don’t think are particularly consensus.

1. We don’t think quality works to pick stocks.

2. We don’t think valuation works to pick stocks.

3. We think the Great 8 can outperform the US equity market in 2026.

Out of Consensus View #1: We don’t think quality works to pick stocks.

One of the reasons performance has been challenging this year 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. The relative weakness

of high-quality stocks vs. junk stocks has persisted for nearly five years (see below).
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Why has junk worked? Well, perhaps one explanation is that the top 20% of junk stocks are posting gross margin expansion

(see below) and as our work has shown, gross margin expanders are frequently multiple expanders.

Source: Trivariate Research, LP
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In fact, the multiples of high-quality stocks have generally contracted over the past few years, as the maintenance of high-

quality carries no multiple expansion on average. Improvement in quality however, can. Below we show the 25th, median, and

75th percentile stock in each of our quality buckets (high, mid, low, junk) and the change in the price-to-forward earnings

multiple from the end of 2019 through the end of 2025. On average, the higher the quality, the more the multiple compression.

Source: Trivariate Research, LP

Another factor that is important to note is that for long-only, S&P500 benchmarked investors, the constitution of the market is

skewed toward quality. This dynamic makes it very difficult to construct a portfolio that is higher quality than the index. In fact,

83.7% of the S&P500 is in the top half of quality, and 59.2% is in the highest quality quartile. The story is the same on a beta-

adjusted basis. How can the S&P500 beta be greater than 1? Our definition is the median of four horizons for each stock. We

compute a daily beta for 63 days, 126 days, 252 days, and 378 days (so 3, 6, 12, and 18 months) and then take the median. 57.2%

of the 105.4% is high-quality, and only 4.5% of the 105.4% is junk. However you compute it, the S&P500 is very high quality,

so being MORE high quality than the S&P500 is very challenging and not necessarily a positive.

Source: Trivariate Research, LP

While we aren’t recommending an all-in strategy of buying low quality companies, we do think investors should focus on

companies that are growing fast enough within high quality to offset multiple contraction. If investors hold market-weight

high-quality, they already hold 60% of their portfolio in the highest quality quantile. So do they need to be MUCH MORE

HIGH QUALITY than that? Maybe not. We looked at our factor library to identify signals that were efficacious at predicting high-

quality stock winners from high-quality stock losers since 2020. Buying stocks with high R&D-to-sales, high revenue growth,3



and low debt was the best approach. Avoiding relatively higher short interest also worked. Profitability level and valuation did

not matter for stock selection.

Source: Trivariate Research, LP

Out of Consensus View #2: We don't think valuation works to pick stocks.

In the summer of 2025, we wrote about valuation and concluded it is not particularly effective for picking stocks. Over the

last fifteen years, the cumulative return of buying stocks in the cheapest quintile on price-to-forward earnings and shorting

those in the most expensive quintile has generated almost no total return, firm evidence that valuation in a vacuum has no

efficacy.
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Why is this? Today perhaps it is because AI revenue or productivity beneficiaries are getting more expensive, as are those

stocks with business models deemed to be impregnable to AI. On the contrary, stocks that are getting cheaper have a higher-

than-average probability of being disrupted by AI. Structural issues like increasing retail investor participation and quant-driven

strategies means this trend could last. In the end though, it has become clear that stocks that get more expensive have a

higher probability of beating their next quarter’s estimates. Below we show the percentage of stocks that have positive 3-

month forward earnings revisions by how much their price-to-forward earnings changes over the three months PRIOR to their

earnings reports.

There are two important observations:

1) Companies that are cheap are MUCH less likely to subsequently beat consensus EPS estimates than companies that are

expensive.

2) Companies that get more expensive – regardless of their starting valuation level – are far more likely to have subsequent

upward revisions.

For example, 74% of stocks in the 2nd most expensive decile on price-to-forward earnings (9th cheapest) with price-to-forward

earnings multiple expansion over the previous quarter have upward earnings revisions. 57.2% of stocks that are in the cheapest

decile of price-to-forward earnings and have gotten more expensive subsequently have upward revisions. Only 49% of stocks

in the cheapest decile that got cheaper the previous quarter end up with upward revisions. Buying cheap stocks that got

cheaper is a way to decrease your chance of buying a stock with upward revisions. For companies that lose money, the signal

is less reliable (see below).
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Moreover, and importantly, there is a serial correlation to stocks that just beat estimates. The percentage of stocks that beat

estimates if they beat last quarter is 76%, but the percentage that beat estimates if they have beaten six quarters in a row

is 86%. So, the conditional probability a company beats a second time given they just beat is HIGHER than the unconditional

probability. Some companies either fundamentally create upside or have enough flexibility to continuously surprise analysts to

the upside (see below), or analysts systematically underestimate the power of their leverage, or position.
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While there is some evidence to avoid extremely cheap and extremely expensive stocks, we maintain valuation isn’t effective

for security selection in the middle 80% of the distribution. To us, buy low sell high means buying companies with LOW

estimates, and selling those with HIGH estimates, which is why we spend so much time on gross margin forecasts and estimate

achievability. Expensive stocks that miss earnings expectations are going down after their earnings reports the same amount

as cheap stocks that are missing estimates. Hence, it is the missing that matters, not the valuation.

Out of Consensus View #3: We Think the Great 8 Can Outperform the US Equity Market in
2026

So far in 2026, all but META have underperformed the S&P500, with MSFT and AMZN underperforming the most (see below).

Nearly every day it seems, there is an article in the financial press about the high percentage of active managers beating the

index. But, not one of the stories mentions that this is because of mandated or structural underweight to the Great 8 in many

cases.
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While the Great 8 account for roughly 37% of the S&P500 by market cap., they represent on a dollar basis 13% of trailing

revenue, 19% of trailing gross profit dollars, and 28.7% of trailing net income dollars in aggregate (see below blue bars).

Source: Trivariate Research, LP

So why do we think that Great 8 can outperform?

1. The gross profit dollars are forecasted to grow faster for the Great 8.

2. Higher forecasted net income dollar growth with declining gross profit dollar growth for the other 492 likely means a good

deal of AI productivity is embedded in the other 492 companys’ numbers, making estimate achievability potentially more

difficult. We know the penalty for missing EPS estimates has been harsher than the reward for beating estimates.

3. The market historically has rewarded gross margin growth (which the Great 8 is forecasted to have in aggregate), not net

margin growth. Below we show the relationship between gross profit growth decile and price-to-forward earnings.
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On the contrary, there does not appear to be a strong relationship between net income growth and price-to-forward earnings,

with the fastest and slowest growth deciles trading at similar multiples, and the 6th and 7th fastest growing the most expensive.

Source: Trivariate Research, LP
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CONCLUSION

We think the narrative of saying you buy high-quality stocks at attractive valuations, and that there will be breadth in the

market - all SOUNDS good - but we aren’t sure any of it will unfold that way.

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 0.42% YTD, vs. its comparable index of 3.35%.

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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