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Navigating
The best compass for navigating the financial markets is to go where the value is.
In the stock market, this means valuing businesses and paying a low or reasonable price for them.

Many believe the best compass for navigating financial markets is to forecast economic conditions. There
is no shortage of interest rate, GDP, and stock market predictions in the media and on Wall Street.
Unfortunately, a review of economic forecasts and subsequent events would make a bad weatherman
blush. Economics is essential for creating sound economic policies and regulations, not for making money
from economic forecasts.

The only economic forecast the investor needs is that the US free market system will continue to function.
As long as it does, businesses will pay wages, people will spend those wages, businesses will profit from
the spending, and investors will profit from the interest and dividends paid by business. This is free
markets breathing.

Imbalances such as a negative savings rate and too much debt may occur, but as long as they do not result
in complete collapse, they eventually correct themselves, sometimes painfully, and life goes on. The
investor who sticks with quality and pays a reasonable price for his or her investments will largely avoid
the pain and reap the rewards that our system produces.

Another misconception about navigating financial markets is how and when an investor ought to change
course. On one hand, there is too much change. The average mutual fund replaces over half its holdings
each year. The result is high transaction costs and a large tax bill. This kind of frenetic trading is like a
ship zigzagging back and forth for no apparent reason.

On the other hand, there is not enough change. Under the “asset allocation approach”, the typical
investment advisor might recommend 50% US large company stocks with a range of 10% plus or minus
the target. What if practically all US large company stocks become over-valued? Our investment ship
steadfastly zigzags toward disaster.

This is exactly what happened at the beginning of this decade. Large company stock managers were busy
buying and selling bloated portfolios of hundreds of large companies while investment advisors continued
to recommend this over-valued asset class. Meanwhile, Niagra Falls was fast approaching. Large company
stocks declined 44% from peak to trough in 2000-2002.

Alpine’s strategy is different. Our valuation compass — based on ground level company inspections rather
than 30,000 foot asset allocation views — shows us precisely where and where not to go. In 2000, we
owned mostly quality mid-sized and smaller companies and only a few large companies. Instead of
declining 44% from peak to trough in 2000-2002, our portfolio increased in value by 53%.
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From the time of the speculative peak to now we have slowly and significantly changed course. While our
buying and selling was limited (less than 15% of our portfolio was replaced each year), we are now heading
in an entirely new direction. The table below shows this change in the language of the asset allocation
approach.

Allocation 2000 2006

Large-Cap 14% 65%
Mid-Cap 71% 25%
Small-Cap 15% 10%

Our slow but hard change of course positions us well for the next market cycle. We can’t forecast when
that will be, but we do know our go-where-the-value-is compass will have steered us to the right
destination.

In the meantime, solid double-digit return years can be had as this year shows. More importantly, our
modest but respectable gains since the 2002 bear market bottom will not turn into permanent losses
during the next bear market. Funds stuffed with high-priced small and mid-sized companies are
positioned to suffer a less fortunate fate.

Nick Tompras
December 2006

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

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.gov. 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
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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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