Revenge of the Bubble
The U.S. economy has returned to full strength. Corporate profitability is at all time highs, unemployment
is low, and inflation is at bay. These are the economic facts based on the year past.
Excessive debt levels, the current account deficit, the future claims of an aging population, and an
attendant weak dollar are all causes for concern. Of course, U.S. economic history is littered with such
concerns, whereas only a few have developed into full blown economic storms. Moreover, we have
survived economic storms in the past, and we should expect to have and survive them in the future. The
problems cited above could cause a severe recession, significant inflation, or slower growth. Even so,
Western Civilization will probably survive. Bottom-line, smart investors know that they must be prepared
to weather the inevitable economic storm, and our growing debt and weakening dollar are presently a
gathering storm.
Once we acknowledge the sky is unlikely to fall, but is almost certain to rain upon us someday, the issue
becomes what to do. The recipe for avoiding financial distress during difficult economic times is simple,
but not easy. Avoid over-valued assets and stick with quality. In the world of sports, they call it playing
defense. The beauty is that by playing defense we are also playing offense. Fairly valued or under-valued
assets by definition earn higher returns than over-valued assets.
There is just one problem. Circa 2005, our recipe is very difficult to follow. The bull markets of 2003 and
2004 have resulted in a return of the stock market bubble. First, a little history. The stock market
contained an unprecedented speculative bubble which reached its peak in early 2000. The 2000-2002
bear market took much of the air out of it. When the market reached its bottom in the fall of 2002, stock
prices had returned to a normal valuation range, though still at the high end. From there, prices have
increased dramatically. For example, small company stocks are now up over 90% from their bottom.
Valuation and return implications for the following major categories of stocks are as follows*:

Earnings Yield

Price-to-Earnings Ratio

Large Company Stocks
4.4%
Mid-Sized Company Stocks 3.8%
Small Company Stocks
3.2%

23
26
31

The earnings yield (or earnings-to-price ratio) is a theoretically correct and practical guide to long run
stock returns**. For example, a 3.2% earnings yield for small company stocks, plus a 3% inflation plug,
implies a long run return of 6.2%. Not very appealing. However, the short run is of greater concern. Small
company stocks could decline by roughly 50%, to a price-to-earnings of 16, and still be viewed as
somewhat high in price. We have no idea if or when this will happen. The point is that a price-to-earnings
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of 16 for a riskier basket of stocks than the blue chip large company stocks is still not cheap by historical
standards.
Large company stocks are reasonably high. A 4.4% earnings yield, with a 3% inflation plug, implies a 7.4%
long run return. Nothing to write home about, but not too bad considering the quality of the companies.
Still, there is short-term downside risk. The historical average price-to-earnings ratio from 1950-2004 was
17. A decline of 26% would return us to the historical average. Of course, there’s no rule that stock prices
must return to their historical average valuations or lower. Only the risk.
The average price-to-earnings of Alpine-selected stocks is currently 16. This implies a satisfactory long
run return of 9.3% with a 3% inflation plug. So, our recipe of avoiding over-valued assets and sticking with
quality is difficult, but not impossible, to follow. (Our actual return estimate for Alpine-selected stocks is
more refined, being based on company-by-company valuations rather than the more simple earnings
yield. The actual estimate is a tad higher, and does not include excess profits from shares purchased
below or sold above their intrinsic values in the future).
Stock returns in the coming year, as always, are anyone’s guess. If the bubble grows significantly, Alpine
clients won’t participate. We are currently holding a sizeable cash position, and our higher quality
holdings are unlikely to do well in such an environment. But we are comfortable falling behind. We know
that – the bigger the bubble, the bigger the fall. Most importantly, our returns will be higher in the long
run for having avoided the bubble’s revenge.
Nick Tompras
December 2004

* Large, Mid-Sized, and Small Company stocks are represented by the S&P 500, S&P 400 Mid-Cap, S&P 600 Small-Cap Indexes,
respectively. Earnings are adjusted for special charges, stock compensation expense, inflated reported pension income, and
normalized earning power.
** A stock’s return is equal to its earnings yield plus inflation, assuming it pays out all if its earnings in dividends. Most companies
retain some or all of their earnings. In these cases, the stock’s return will be higher if the company’s return on retained earnings
is higher than its earnings yield, and vice-versa. Alpine performs more refined valuations and estimated stock returns for the
indexes cited in this letter, in which we employ estimated returns on retained earnings. The implied stock returns from these
valuations do not differ significantly from the stock returns implied by the earnings yield, and therefore the more simple earnings
yield presented in this letter remains an appropriate guide to long run stock index returns.

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.
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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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