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Risk Control

The Dow crossed 13,000 with great fanfare last month. Now is a good time to pause and examine what
that means.

Like the World Champion St. Louis Cardinals, the economy goes on winning streaks. The stock market
today reflects an economy on a winning streak. The streak includes high corporate profits, low inflation,
and low unemployment.

Thoughtful investors and baseball fans alike recognize that there are both winning and losing streaks.
Witness the Cardinals so far in 2007.

Investors who are using today’s all-time high corporate profits to value stocks are, in our view, like baseball
fans who assume a winning streak will last forever. To assess corporate profits for the overall market, we
prefer to look at an average trend-line which is undistorted by shorter run economic fluctuations. The
chart below shows historical corporate profits and the average trend-line.

S&P 500 Earnings Per Share with Trend-Line (Inflation Adjusted)
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Profits coming out of the 2001-2002 recession have been very strong. Could they stay strong? We hope
so. But if history is any guide, counting on winning streaks that last forever is a bad idea.

The chart below shows the cost to buy $1 of trend-line earnings in the stock market. The higher the price,
the higher the risk. Risk comes in two forms — low quality businesses and high stock prices. The S&P 500
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and the Alpine portfolio both contain high quality businesses, so our focus here is on the risk of high stock
prices.

S&P 500 P/E on Earnings Trend-Line
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Two facts stand out. First, stock prices in the late 1990’s rose to unprecedented levels. Second, stock
prices are at the high end of their historical range today. Could prices remain high? Sure. But we won’t
count on it.

King Solomon said there is a time for everything. For investors, there is a time for offense, and there is a
time for defense. In our opinion, today is a time for defense.

Alpine portfolio businesses have never been stronger in quality, our earnings estimates are as
conservative as ever, and our stock intrinsic value estimates are reasonably low relative to normalized
earnings. Last but not least, we have plenty of dry powder in the event that the economy or stock prices
hit a losing streak.

So uncork the champagne bottles for Dow 13,000 we will, but prepare the Alpine portfolio for the reality

of high stock prices we also will.

Nick Tompras
May 2007

As of November 4, 2022, we have provided this supplement to accompany the commentary and satisfy changing regulations:
https://acr-invest.com/commentary-supplement,
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IMPORTANT DISCLOSURES

ACR Alpine Capital Research LLC is an SEC registered investment adviser. For more information please refer to
Form ADV on file with the SEC at www.adviserinfo.sec.qov. Registration with the SEC does not imply any
particular level of skill or training.

All statistics highlighted in this research note are sourced from ACR’s analysis unless otherwise noted.

It should not be assumed that recommendations made in the future will be profitable or will equal the
performance of the examples discussed. You should consider any strategy’s investment objectives, risks, and
charges and expenses carefully before you invest.

This information should not be used as a general guide to investing or as a source of any specific investment
recommendations, and makes no implied or expressed recommendations concerning the manner in which an
account should or would be handled, as appropriate investment strategies depend upon specific investment
guidelines and objectives. This is not an offer to sell or a solicitation to invest.

This information is intended solely to report on investment strategies implemented by Alpine Capital Research
(“ACR”). Opinions and estimates offered constitute our judgment as of the date set forth above and are subject
to change without notice, as are statements of financial market trends, which are based on current market
conditions. There are risks associated with purchasing and selling securities and options thereon, including the
risk that you could lose money. All material presented is compiled from sources believed to be reliable, but no
guarantee is given as to its accuracy.

The Equity Quality Return (EQR) Advised / SMA Composite consists of equity portfolios managed for non-wrap
fee and wrap fee clients according to the Firm's published investment policy. The composite investment policy
includes the objective of providing satisfactory absolute and relative results in the long run, and to preserve
capital from permanent loss during periods of economic decline. EQR invests only in publicly traded
marketable common stocks. Total Return performance includes unrealized gains, realized gains, dividends,
interest, and the re-investment of all income. Please refer to our full composite performance presentation with
disclosures published under the performance section of our web site at www.acr-invest.com.

The S&P 500 TR Index is a broad-based stock index including reinvestment of dividends and has been presented
as an indication of domestic stock market performance. The S&P 500 TR index is unmanaged and cannot be
purchased by investors.
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