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Profit Signals, Market Noise

2018 was a challenging year in global financial markets. Stocks declined -16% in Europe, -14% in
emerging markets, and -4% in the US®. The Fed raised rates 1.0% while investment grade and low-grade
bond borrowing costs increased 0.60% and 1.83%, respectively?. Global output in most major
economies appeared to slow. The main shreds of good news came from the US where retailers enjoyed
buoyant holiday sales and unemployment remained at multi-decade lows. Yet political polarization,
government shutdown, and year-end market volatility tempered the general mood.

When assessing our results, the ACR investment team does not generally consider market volatility,
global output, or political events. Nor do we emphasize the annual total return of our portfolios. One-
year results are more likely to reflect random market noise than useful information about sustainable
returns. Instead, our focus is on corporate performance as reported in financial statements, since
corporate cash flows and the prices we pay for them ultimately determine investment success. On that
score, 2018 was surprisingly a good year. A few rough company level statistics will help illustrate the
point. The average EQR strategy company held for the full year grew revenue ~9% and cash earning
power ~11% on top of a 3%+ dividend yield®. 2018 results were surprising since in our view they were
not reflected in market prices. A more comprehensive elaboration on EQR strategy fundamental
performance compared to stock price performance will be presented later in this commentary. ACR
strategy investment performance can be found at www.acr-invest.com/strategies.

This past December’s sharp stock price declines were unnerving for many market participants. Even
though long-time ACR investors know that the investment team welcomes volatility, we think a message
of “don’t worry, buy the dips” is disingenuous. Overall stock prices are still very high, debt yields of
many companies do not adequately reflect their risk, and the US economic cycle is likely in extra innings.
Investors are right to be concerned about the risks. Stock valuations in our view remain among the most
worrying. The overall US stock market P/E was 28.4* on December 31, after precipitous price declines.
To put stock market valuations in perspective, the only years in which the P/E exceeded 30 since 1926
were 1928-29, 1998-2001, and 2017-18. While there is no economic law that says stock prices must
decline to some historic P/E average, ACR’s foremost mandate is to protect our investors’ capital. In our
view, taking a defensive posture toward the overall market remains a prudent approach.

Fortunately, ACR does not have to invest in the entire stock market. This brings us to the most
important news of 2018 from our perspective. 2018 marked the first year in several during which we
observed meaningful intra-market equity valuation discrepancies (wide variations in valuations including
significant under-valuation within a market). The two general ways to make money in financial markets
are to (i) buy when the entire market is low, and (ii) capitalize upon intra-market valuation
discrepancies. When intra-market valuation discrepancies develop, we can remain fully invested even
when the market is at all-time highs, as we were at our founding in 1999. For the better part of 2016-
2018 we found few intra-market valuation discrepancies in the equity or debt markets. In the second
half of 2018, pockets of equity market opportunity began to materialize in certain industries. Auto parts
suppliers, telecom operators, and financial services firms declined throughout the year. After a long dry
spell of new purchases in our flagship EQR strategy, we were able to add three new holdings in
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December. Encouragingly, the investment team is busy looking at several opportunities which did not
exist at this time last year.

The paradox of being a fundamental value investor is that discrepancies between price and value create
opportunity, but they can also make the value investor look wrong. In fact, the longer they last, the
more wrong we look. Then one day market conditions change, and suddenly we look smart again. The
main reason for this paradox is that on a certain level the market is always right. That is, the market
represents precisely the price at which a business or its securities can be bought or sold today. Not
surprisingly, confusion between price and value is a main reason that there are discrepancies between
price and value. Market participants sometimes confuse the market price today with the “correct”
price. Academics and practitioners alike agree that the “correct” price is the best estimate of
fundamental value. The only argument is whether the price is sometimes “wrong” (i.e., the current
market is misguided) when compared to the “correct price” (i.e., the best fundamental value estimate).
ACR clearly believes the market is sometimes wrong, and we have waged both our livelihood and
personal capital on this premise.

Assuming our job is to get the best value possible for our investors’ money by taking advantage of
discrepancies between price and value, the most basic requirement of the job is to keep our eye on the
ball of corporate performance. We are charged with separating the “profit signal” from the “market
noise”, since corporate performance establishes fundamental value. Previously we provided a few
rough gauges of corporate performance in terms of revenue, earnings, and dividends for the average
EQR holding. A more comprehensive way for us to assess corporate performance, and our effectiveness
at getting good value for our investors’ money, is to use our price/value statistic to calculate the change
in fundamental value compared to the reported total return (price gains + dividends)>.

Gross EQR Fundamental
Total Return Price/ Value
(Market) Value Change

2003 0.95
2004 9.3% 0.90 5.6%
2005 -0.2% 0.83 8.4%
2006 17.9% 0.99 -16.2%
2007 4.3% 0.88 12.5%
2008 -13.9% 0.64 38.6%
2009 29.1% 0.89 -28.4%
2010 20.0% 0.86 3.5%
2011 5.1% 0.77 11.3%
2012 12.3% 0.79 -2.5%
2013 25.0% 0.92 -14.1%
2014 12.7% 0.93 -1.1%
2015 0.9% 0.87 6.9%
2016 9.6% 0.88 -1.1%
2017 16.6% 0.91 -3.3%
2018 -3.3% 0.72 26.4%

Our price/value statistic is the market price compared to our appraisal of fundamental value. A
price/value of 0.75 means we believe a stock is selling at a 25% discount to its fundamental value. The
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“fundamental value change” represents the change in price/value which was not reflected in market
prices for the year. A positive fundamental value change reflects our assessment that value increased
relative to market prices; a negative fundamental value change reflects our assessment that value
decreased relative to market prices. Over time our price/value statistic should be fully reflected in total
return (see our commentary from April 2018 at www.acr-invest.com/commentary/38-commentary/135
which demonstrates how EQR fundamental value and total returns have aligned in the long-term). The
previous table shows that there can be major divergences between market prices and our assessment of
fundamental value in the short-term. An additional elaboration on the nature of these two figures will
help explain why.

Market prices are based on today’s trading of securities by market participants. Fundamental value is
earned in the future as dividends, interest, and principal is paid, or as per-share business growth
accrues. The two are derived from entirely different sources. Market price is established by market
participants who often react emotionally to events which may or may not have much to do with
corporate fundamentals. Fundamental value is determined by long-term corporate performance.
Fundamental value today, in theory, should be based on each investor’s well-informed assessment of
future corporate performance and risk; yet investors are not always well-informed nor sufficiently
focused on long-term value. The constant downpour of hyperbole, punditry, and speculation in the
media and on the Internet distracts from the economic factors which drive corporate performance.

ACR has remained focused on corporate fundamentals and our past assessments of corporate
performance have proven reliable. Only time will tell if our current assessments will prove to be as
reliable. Put another way, we believe 2018 was a strong year fundamentally for our strategies, but our
value estimates won’t be proven accurate until the financial reality of dividends, interest and per-share
profit growth unfold. One final statistic on this score. At year-end, we estimated the S&P 500 P/E to be
28.4, whereas we estimated the EQR strategy P/E to be 9.95. In other words, we believe the market
earnings yield was 3.5% and the EQR strategy earnings yield was 10.1%. Equally important, we believe
the EQR portfolio of companies are higher quality and have similar or better return-on-capital and
growth prospects compared to the average company. So, either the ACR investment team is woefully
wrong, or ACR investors will be very pleased someday as price catches value.

Assessing results today is further muddied by two historic economic events: (i) the longest economic
expansion in US history (as of 2Q 2019), and (ii) a ten-year period in which we have not had an official
bear market (defined as a price decline of over 20%). In our opinion, investors must now go back further
than ten years to properly evaluate an investment manager, since an effective assessment requires an
evaluation of returns in both and up and down markets — a fact which we believe will be lost on many
investors to their own detriment. We believe investors have been lulled to sleep over the past ten years
by the slow but steady expansion and are today largely oblivious to how much more asset prices and
corporate debt loads have advanced compared to sustainable underlying cash flows. Nags like ACR who
warn of these risks may come off like the boy who cried wolf. Eventually everyone stops believing the
wolf will come. Then one day, there he is (dressed as a bear).

The growing length of the economic cycle is not surprising. The following chart shows the annual
change in GDP per capita since 1870.
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2% Real US GDP Per Capita Annual Change
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Source: The Conference Board Total Economy Database™, Angus Maddison, International Monetary Fund, ACR Alpine Capital Research

Recessions have become both less frequent and less severe since the 1950s. Progress! However, this
picture of increasing stability is partially misleading. Economic stability has certainly advanced, but
economic cycles have not been eliminated. The two macroeconomic figures which matter most for the
average investor and worker — corporate earnings and unemployment — show the economic cycle is
alive and well.
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Source: Carter, Susan B. (Lebergott Data), Weir, David R., U.S. Bureau of Labor Statistics, FRED. Definitions: 1900—1942 Data from Stanley
Lebergott & David Weir; Post 1942 BLS U-3 Measure is introduced as the primary official measure of unemployment as "without jobs and actively
looking for work within the past four weeks"; Post 1995 BLS U-5 Measure is introduced as U3 + "discouraged workers" (stopped looking due to
economic conditions) + "marginally attached workers" (who would like to work but have not looked recently); also included is the BLS U-6 Measure
as U5 + "underemployment" (part-time workers who want to work-full time but cannot due to the economy)

The volatility difference between GDP and S&P 500 EPS (earnings per share) looks insignificant, until one
looks closer and notices that the EPS chart is on a scale approximately 3x greater than the GDP chart.
Earnings represent the residual cash flows of enterprise, the riskiest “tranche” of the economy, at least
until the layoffs begin. The volatility of corporate earnings is no secret. The more interesting
observation in our view comes from the unemployment chart. The unemployment rate has never
declined to its low and stayed there for an extended period. It has always marched right down to a
certain level during expansion, made an about face, and marched right back up to the heart of the next
recession. The smartest economists in the world cannot predict the exact level of “full employment”
and the turn back toward recession. Our economic advisor Steve Fazzari has been steadfast in
forecasting that economic growth coming out of the Great Recession would be slow and interest rates
would likely remain historically low, but wisely he is unwilling to forecast precisely when the next
recession will strike. Yet we all agree someday it will. The key for ACR investors is that we protect
capital during the next cycle regardless of when it arrives and generate respectable long-term absolute
returns in the meantime.

Lastly, we would like to further clarify what we mean by capital protection. ACR seeks to protect our

investors’ capital from impairment. Impairment is realized when a large price decline is justified by a
major decline in security cash flows or a highly inflated original purchase price. Impairment is not
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downside volatility, though there is sometimes a fine line between the two. ACR’s ability to safeguard
capital is sometimes evident in short-term price action, but not always. An illustration of monthly
declines this past year and during the 2008 financial crisis demonstrates the lumpiness of “downside
protection”.

EQR
EQR Excess
(Net 1%) S&P 500 Return

2018 Down Months
Dec-18 -6.0% -9.0% 3.3%

Oct-18 -46%  -6.8% 2.5%
Mar-18 -08% -2.5% 1.8%
Feb-18 -39% -3.7% -0.2%

Financial Crisis Down Months

Feb-09 -9.2% -10.6% 1.6%
Jan-09 -1.7% -8.4% 0.8%
Nov-08 -7.3% -7.2% -0.1%
Oct-08 -12.3% -16.8% 5.4%

Sep-08 3.3% -89% 13.4%
Jul-08 09%  -0.8% 1.8%
Jun-08 -58% -84% 2.9%
Mar-08 1.0% -04% 1.5%
Feb-08 -29%  -3.2% 0.4%
Jan-08 -1.6%  -6.0% 4.7%
Dec-07 -18% -07% -1.1%

Nov-07 0.7% -42% 5.1%

Forecasting that the EQR strategy would rise in price and gain 13.4% relative to the market in September
of 2008 was impossible. Forecasting that someday we would perform well by knowing the fundamental
value of our holdings and of the markets in which we compete is what we get paid to do. Said another
way, the ACR investment team is good at knowing how much, not when.

The requirements for investment success are simple: focus on the valuation of individual securities,
commit capital only when there is a high probability of earning a satisfactory return, and intelligently
assess the cost of holding liquid reserves. ACR looks forward to the continued execution of our strategy
in the coming year, and we wish to thank our investors for your continued confidence, trust, and
patience.

Nick Tompras
January 2019

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

Please see pages 7-8 for additional important disclosures.


https://acr-invest.com/commentary-supplement/

Notes

1. The following representative indexes were used:
Europe = EURO STOXX 50 TR
Emerging Markets = MSCI EMERGING MARKETS INDEX (USD) TR
United States = S&P 500 TR
Total Return (TR) performance includes unrealized gains, realized gains, dividends, interest, and the re-investment of all
income. As of December 31, 2018. Source: S&P Dow Jones Indices, Bloomberg.

2. The Federal Open Market Committee raised the Federal Funds target range from 1.5% to 2.5%, by gradually raising rates
four times by 25 bps each time. To measure changes in borrowing costs ACR is comparing option-adjusted spread (OAS) at
12/31/2017 to 12/31/2018. OAS is the difference (spread) between fixed income yield and a similar maturity treasury
security. Investment grade securities = Bloomberg Barclays US Corporate Bond Index (BBG: LUAC).

Junk bonds = Bloomberg Barclays US Corporate High Yield Bond Index (BBG: LF98).

3. Figures represent ACR fundamental estimates based on weighted average statistics for portfolio holdings as of December
31, 2018. 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.

4. The Price-to-Earnings Ratio (P/E) referenced is ACR’s Cyclically Adjusted P/E Ratio based on Inflation Adjusted S&P 500
Price Per Share (PPS) divided by an Ordinary Least-Squares Regression (OLS) trendline of S&P 500 Inflation Adjusted
Earnings Per Share (EPS) from 1926 to 2018. Sources: S&P Dow Jones Indices; Robert Shiller; BLS-CPI Data; ACR Alpine
Capital Research. Price as of December 31, 2018; EPS as Sept 30, 2018 due to corporate reporting lag.

5. Fundamental Value is ACR’s estimate of what a company is worth based upon our estimate of its future cash flows and
their riskiness. Ultimately, Fundamental Value represents the portfolio manager’s subjective estimate of business value.

The Price/Value is ACR’s estimate of undervaluation based on market prices and Fundamental Value.

6. Figures represent ACR fundamental estimates based on weighted average P/E for portfolio holdings as of December 31,
2018. The S&P 500 P/E is as referenced in Note 4. For more details on EQR Strategy please see Note 3.

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
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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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