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The “B” Word

In our January 2014 commentary, we made the following observations:

e The 2013 stock market in our opinion crossed the threshold into the realm of
unreasonably high prices from the more comfortable confines of reasonably high
prices.

e  Our equity portfolios are almost certain to under-perform the market significantly in
the short term if prices continue rising at their current rapid trajectory.

e We do not know how long this bull market will run but jumping on the bandwagon
today for overall price gains is in our opinion a speculative undertaking with Las Vegas

type odds.

More than four years later, the bull market is still running, and our view is the same with two minor
variations. Stock prices are now firmly within the realm of “unreasonably high”. ACR’s two main
strategies operating since 2014 have under-performed modestly rather than significantly. And we still

do not know how long this bull will run.

What we do know is the math and its implications for long-term returns. The table below shows how
the stock market, as represented by the S&P 500, performed compared to the underlying fundamentals

since 2013.

2014-2018 (2Q) 2014-2018 (2Q)
Annualized Cumulative
Stock Price Gains 8.9% 47.1%
Earnings per Share Gains 4.7% 23.1%
Stock Price Gains Unsupported by Earnings 4.0% 19.4%

While corporate earnings growth was sound — near its long-term average — stock price gains were the
real star, rising more than earnings by nearly 20%. The following chart shows the valuation ramifications

of prices rising faster than earnings.
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S&P 500 Cyclically-Adjusted P/E Ratio
ACR CAPE and Shiller CAPE 10 - 1926 to 2018
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Figure 1 — Data as of June 30, 2018. Sources: S&P Dow Jones Indices; Robert Shiller - CAPE Data; BLS- CPI Data; ACR Alpine
Capital Research. ® CAPE based on Real S&P 500 Price Per Share (PPS) divided by Ordinary Least-Squares Regression (OLS)
trendline of S&P 500 Real Earnings Per Share (EPS) from 1926 to 2018. ® CAPE based on Real S&P 500 PPS divided by OLS
Regression trendline of S&P 500 Real EPS from 1926 to the period to date. Please see Appendix for details.

The well-known Shiller CAPE and the ACR CAPE both apply a cyclical adjustment factor to “as reported
earnings”. The Shiller CAPE applies a ten-year inflation-adjusted average, and the ACR CAPE applies an
inflation-adjusted least squares trend line. Most of the time, the two approaches provide nearly the
same P/E. However, they diverged in the 1990s with the Shiller CAPE showing that prices were
exceedingly high during the dot-com bubble. ACR’s work suggests that Shiller’'s CAPE understated
earnings and therefore over-stated P/Es in the late 1990s (see Appendix for further details).

If the ACR CAPE paints a more accurate picture, then the late 1920s, the late 1990s, and today rest on
nearly the same historically high valuation plateaus. Market pundits seem wary of calling today’s stock
market a bubble. Whether you use the “B” word or not, stock prices appear as expensive today as they
ever have been relative to earnings power. If that’s not a bubble, then we’re not sure what is.

ACR proposes our own definition of a bubble: a price which implies a high probability of an

unsatisfactory return. In round numbers, a U.S. stock market with a CAPE of 32 implies a 3% inflation-
adjusted return if current P/Es hold. If P/Es contract to 22 (note that the long-term harmonic mean is
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14), the implication is a 0% inflation-adjusted return over ten years. Most investors would probably
consider 0% over ten years an unsatisfactory return for the risk of investing in equities.

Fortunately, ACR does not invest in widely held stock or bond market indices. We seek to own a very
limited number of holdings which today have very different valuation characteristics than the market.
Having different valuation characteristics from the market is likely to produce different returns from the

market. Over the last full market cycle, our EQR strategy demonstrates this point.

EQR Strategy Net-of-Fee Total Returns in Last Full Market Cycle
Returns are Annualized Except for “Bear Market” which is Cumulative

Bear Market

Bull Market

Full Cycle

EQR v Market - Best 5 Years
EQR v Market - Worst 5 Years

EQRNet1% S&P 500
2007 (Nov)-2009 (Feb)  -29.4% -51.0%
2009 (Mar)-2018 (Jun) 14.8% 17.5%
2007 (Nov)-2018 (Jun) 9.2% 7.7%
2008-2012 8.4% 1.7%
2013-2017 11.6% 15.8%

Past performance is not a guarantee of future results.
EQR Net 1% is the EQR Advised / SMA Composite actual total return net of a 1% management fee.

Historical return comparisons today are in our opinion distorted given that prices are near a valuation
high-water mark. The asymmetrical nature of gains and losses exacerbates this phenomenon. The
following table shows the upside capture required to equal the performance of the market with 67%

downside capture.

Hypothetical Downside and Upside Capture for Market Breakeven

Bear Market Bull Market
Portfolio Portfolio Market Portfolio
Portfolio Market Downside Return Return Upside
Return Return Capture to Breakeven to Breakeven Capture
-20.0% -30.0% 66.7% 25.0% 42.9% 58.3%
-30.0% -45.0% 66.7% 42.9% 81.8% 52.4%
-40.0% -60.0% 66.7% 66.7% 150.0% 44.4%

Past performance is not a guarantee of future results.
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As shown above, given a 30% decline and 67% downside capture, a portfolio would only need 52%
upside capture to equal the market return. EQR’s gross historical downside capture has been 51% and
upside capture 84%. While we can make no promises about the future, we believe our portfolio
positioning and significant cash reserve today bode well for reasonably low downside capture, while our
upside capture during this bull market has been a respectable 76%.

The most common sin of greed investors commit is to invest for fear of missing out. The longer the bull
market runs, the more investors throw in the towel. As they throw in the towel, they typically buy
stocks and funds that have been working best in recent years, which pushes the prices of these stocks
and the funds that own them ever higher. Then one day, usually without warning, the speculative
artifice of sky-high prices comes tumbling down to the fundamental ground floor. ACR believes that the
most reliable way to prosper in financial markets is to remain doggedly committed to fundamental
value, knowing that the main things we are likely to miss out on are volatility and heartache.

Nick Tompras
July 2018

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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Appendix — The Shiller and ACR CAPE

Figure 1 above illustrates two approaches to earnings-based stock valuation. The underpinning for both
is that earnings in any given year can be distorted by the economic cycle. These methodologies attempt

III

to accurately reflect “normal” or “cyclically-adjusted” earnings by smoothing out the variation to enable

clearer decision-making.

Professor Robert Shiller borrows from Benjamin Graham by employing a simple ten-year average of
earnings adjusted for inflation (the red line). ACR employs an exponential least squares regression trend
line since 1926 (the dark blue line). However, using the entire historical period is problematic since it
includes data that was not available at the time of each intervening year. For example, earnings in 2017
were not known yet in 2007. We solve for this problem by also showing the trend line to date (the
green line) with a minimum of fifty years of data. The red, dark blue, and green earnings trend lines
shown in Figure 2 below are used to show P/Es with the same color coding in Figure 1 above.

The chart below shows that Shiller earnings per share data are likely distorted by the back-to-back
recessions of the 1980s and early 1990s. ACR’s least squares trend-line appears to better reflect the
actual path of earnings at that time. Per capita GDP is included since this is another important marker
for assessing normalized earnings, due to the close relationship between GDP and corporate profits.

S&P 500 Cyclically-Adjusted Earnings per Share
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Figure 2 — Data as of June 30, 2018. EPS data has been log-transformed. Sources: S&P Dow Jones Indices; Robert Shiller -
CAPE Data; BLS- CPI Data; ACR Alpine Capital Research. ° Ordinary Least-Squares Regression (OLS) trendline of S&P 500 Real
Earnings Per Share (EPS) from 1926 to 2018. ® OLS Regression trendline of S&P 500 Real EPS from 1926 to the period to date.
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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. Pure Gross returns are gross of all fees and do not reflect
the deduction of transaction costs in wrap portfolios. Pure Gross returns are supplemental information. Net of ACR Fee returns
are Pure Gross returns reduced by 1.0% per annum, which is the standard management fee for the Equity Quality Return strategy.
Please refer to our full composite performance presentation with disclosures published under the Strategies section of our web site at
www.acr-invest.com/strategies/eqr-advised-sma-composite.

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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