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EXECUTIVE SUMMARY
• Strong global stock market returns for the quarter and year to date
• Stock price valuations are in the top quintile (This means prices are high related to earnings and sales)
• Overpriced stock markets are not predictors of short term returns
• Overpriced stock markets are strongly correlated with low returns 7-10 years out
• The Federal Reserve’s tapering of QE has been postponed
• We believe QE is providing nominal economic benefits and is creating the potential of a bubble repeat as
in 2000 and 2008

THIRD QUARTER COMMENTARY
US Equity markets posted a solid quarter, as illustrated by the S&P 500 generating a 5% return, while the Dow Jones Industrial
Average returned 2%. For the year, US equities are up over 19% as measured by the S&P 500, while corporate earnings over
that time period are up less than 4%. A rising stock market without a corresponding level of increased earnings is not
sustainable. We remain concerned about the general return opportunities in the stock market over the next 7-10 years. We
believe that history has shown the most important determinant of future returns is the relative price at which you buy.
Our past discussions on price relate to the valuation metric of Price-to-Earnings ratio used by Yale University’s, Dr. Shiller.
(Note: Dr. Shiller was just awarded the Nobel Prize in Economics with his valuation work). Our investment approach is to
align our allocations with our estimate of the expected return for each asset class over the next 7-10 years. There is an inverse
relationship with price and returns. As we have discussed over the last four quarters, stock valuations as measured by P/E
ratios, Price to Sales ratios, and the Q-Ratio are well into the top quintile. This means prices have historically been cheaper
80% of the time as compared to today. As we have illustrated to you in past articles, high prices do not predict short-term
returns, but they do have a strong correlation to low future returns 7-10 years out. To illustrate current valuations please see
Exhibit 1.

Exhibit 1
Valuation Metric
Shiller P/E Ratio (CAPE)
Price to Sales Ratio
Q-Ratio

Current

Average

Overvaluation

23.6
1.6
0.98

16
0.8
0.68

32%
50%
31%

*See page 6 for disclosure and source of information.
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3RD DOWN & LONG
Exhibit 2 illustrates the strong relationship of price and return. It is a scatter graph with P/E ratios on the Y axis and returns
on the X axis. The time period is from 1950-2012 and covers 636 individual ten-year holding periods. How does one get 636
ten-year holding periods in 62 years? Simple, we use a rolling period every 30 days. For example, the first ten-year period
is 12/31/49 to 12/31/1959; the next is 1/31/50 to 1/31/60, and so on. Each dot on the chart represents a different ten- year
holding period. A dot is the coordinate of the beginning P/E ratio for that specific decade with its own ten- year return.
The first thing to notice is the sloping line that crosses 0% return with an approximate 31 P/E ratio and continues downward
to a 19% return and a P/E of 7. This is the regression line of the 636 different dots. Notice if P/E ratios are low (below 15),
returns tend to be on the right side of the grid. The right side of the grid is when returns were 10% or better for the decade.
As beginning P/E ratios increase (stocks get expensive), returns start drifting to the left of 10%. In summary, high prices in
general generate low returns, and vice versa. What’s really interesting is, as P/E ratios get above 22, there are no instances
of 10% returns for a decade (note the vacant area). Hopefully you find a little humor in our football analogy, but we see the
investor expecting 10% returns over the next decade, as being the coach that believes he can consistently overcome “3rd and
Long.” Our approach prefers investing in “probable” outcomes and not Hail Marys.

Exhibit 2
1950-2012 Average Return
50.00

Less than 10%

More than 10%

45.00

40.00

Starting P/E Ratio (CAPE)

35.00

CURRENT QUAD

30.00

VACANT

LOWER RETURN CLIMATE

25.00

20.00
AVERAGE RETURN CLIMATE

15.00

10.00
HIGHER RETURN CLIMATE

5.00

-5.00%

0.00%

5.00%

(282 Samples)

10.00%

10 Year S&P 500 Returns

15.00%

20.00%

25.00%

(354 Samples)
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THE MATH OF COMPOUNDING
A disregard for valuations in making investment allocation decisions can be harmful to one’s financial health. To illustrate
the importance of limiting significant declines to one’s portfolio, let’s examine the math of compounding. Let’s assume
you are analyzing two investments having the following returns: Investment A increased 50% in Year 1 and then declined
50% in Year 2. Investment B increased 5% in Year 1 and declined 10% in Year 2. Which investment had the better results
after 2 years? In my discussions with all types of investors: engineers, teachers, doctors, house spouses, the majority select
investment A. But is that really the correct answer? No, investment B is the correct answer.
Let’s do the math. Investment A increased 50% the first year and assuming we invested $100, our value after the first year
was $150. The second year it declined by 50%, so the ending value fell to $75. Most of you thought in terms of simple
compounding because you added the 50% gain to the 50% loss and determined the ending return was 0%. But compounding
the returns gives us a 25% loss. Investment B gained 5% so our $100 grew to $105 and with the 2nd year loss of 10%; we
end up with $94.50. This is only a 5.5% loss. Why go through this math analysis? It is because the math of compounding
illustrates the importance of protecting capital from large losses. Large losses need to generate even larger gains to break
even.
Please look at Exhibit 3 below. It illustrates what rate of return is needed to fully recover from a given loss. Note that a 50%
loss requires a 100% return to get even. If you weren’t aware, it generally takes markets 5-10 years or more to generate 100%
returns. The worst market declines over the last 100 years have been when stock prices were at Shiller P/E ratios above 20.
Our approach at HFG is to identify market valuations and when they become overvalued, we reduce exposure. Investment
advisors that believe in a buy & hold approach would have had clients in the same allocation to stocks in 1999 before the
2000 bear market as in the 1982 bull market. We believe we should be constantly aware of whether prospective returns are
high or low, and adjust asset allocations accordingly.

Exhibit 3
The Impact of Losses
Why The First Rule Of Investing Is Also The Second Rule...
1000
1000%

900%900
800%800
700%700
600%600
500%500

900%

KEY POINTS
Avoid Losses: the gain required to recover from a loss is exponential;
likewise, a relatively smaller loss can erase big gains...
Memorable Declines: what gain does it take to recover from these losses?
DOW
S&P 500
S&P 500

1929-1932
1973-1974
2000-2002

-89%
-48%
-49%

NASDAQ
S&P 500
Next...

2000-2002
2007-2009

-78%
-57%
-??%

Note: “Dow” is the Dow Jones Industrial Average; Declines are peak to trough during the years presented.
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FEDERAL RESERVE POLICY OF QE (QUANTITATIVE EASING)
“When you combine ignorance and leverage, you get some pretty interesting results.” -Warren Buffett
Warren Buffett made this quote after the 2008 economic crisis as we witnessed once famous financial institutions disappear.
Today if I were to rephrase this quote from Mr. Buffett I would say it this way. “When you combine a lack of historical
knowledge of market valuations with Quantitative Easing, you are likely to get some pretty poor returns.”
President Obama has nominated Janet Yellen as the new Federal Reserve Chairperson to replace Ben Bernanke. Since late
spring Bernanke had hinted slowing the pace of QE was a real possibility in the fall. Eventually, September was identified as
the potential starting period. Because of the Federal Reserve’s recent concern for the soft economy, they chose to abandon
any idea of tapering and continue the pace of bond purchasing which has become known as QE. It is widely believed Yellen
will be likely to continue with QE indefinitely.
To put the Fed’s current bond purchases into perspective, they are buying over $80 billion of bonds each month or about
$1 trillion per year. This number equates to the average monthly federal budget deficit number for the last 5 years plus
or minus. Our concern over QE is based upon the following: first, this form of expansion of the Fed’s balance sheet is an
experiment. No one knows for certain how it will end. How does the Fed liquidate what it has bought and shrink its own
financial statement without having to raise interest rates or cause inflation? Second, the overall benefits of QE from our
perspective are questionable. It has been beneficial to home buyers and those with mortgages. However, it is also a wealth
transfer from the lender to the borrower. Investors are not receiving reasonable returns on bonds or bank deposits and thus
are subsidizing the true cost of capital. Our largest concern is that as investors can’t find yield on relatively safe investments
like bonds and CDs, they are moving capital to higher risk asset classes such as stocks and real estate. This in itself wouldn’t
be a bad idea if the relative price of these asset classes were below their historical price metric. But as we have noted they
aren’t. We fear the Fed is causing another bubble like 2000 and 2008 and we have learned how painful that experience can be.
In closing, I think it is very important our clients and readers understand our opinion on future stock market returns is
agnostic to the current political climate. There is plenty to discuss and debate in this arena. Our views and assumptions are
strictly evaluating prices as they relate to basic financial metrics. This is why we prefer to discuss the “investment climate”
and not the political or economic climate. Our approach has been called by some industry observers as “Evidence Based”
investing. The financial industry often quotes the stock market has generated 10% returns since the early 1900s. This is true,
but what is lost is that 40% of the time the market delivered returns less than 8%. As we have detailed in our past market
summaries, when Shiller P/E ratios are above 22, the average return for the decade is less than 4%, and the odds of a 10%
return are less than 1 in 10. From an investment perspective we would always prefer a poor economy with low stock prices
than a booming economy with an overpriced stock market. Today we have a slow economy with a high priced stock market.
The math doesn’t add up. We will continue to be cautious and opportunistic.
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EXHIBIT 1 DISCLOSURES
Yale professor Robert Shiller, the author of Irrational Exuberance, averages the last 10 years of earnings and then adjusts
them for inflation to get the Shiller PE. Shiller refers to this ratio as the Cyclically Adjusted Price Earnings Ratio, abbreviated
as CAPE. Source Dr. Shiller’s website 9/30/13.
The price to sales (P/S) ratio is the current market value of the S&P 500 index divided by the last four quarters of sales. It is
used because sales are much less susceptible to cyclical swings than earnings. During recessions, profit margins can become
depressed, while during booms, they tend to become abnormally high. Source Dr. John Hussman 10/21/13.
The Q Ratio is a popular method of estimating the fair value of the stock market developed by Nobel Laureate, James Tobin.
The Q Ratio is the total price of the market divided by the replacement cost of all its companies. The numbers are supplied
in the Federal Reserve Z.1 Financial Accounts of the United States of the United States, which is released quarterly. Source
Doug Short, Ph.D. Advisor Perspectives, October 2013

Haberling Financial Group (HFG) is a financial services corporation specializing in investment management and financial planning. HFG has been providing quality
wealth management services since 1983, and currently manages over $275 million in assets for 600 families and retirement plans.

Legal Information and Disclosures
This memorandum expresses the views of the author as of the date indicated and such views are subject to change without notice. Haberling Financial Group has no duty or obligation to update the
information contained herein. Further, Haberling Financial Group makes no representation, and it should not be assumed that past investment performance is an indication of future results. Moreover,
wherever there is potential profit there is the possibility of loss. This memorandum is being made available for educational purposes only and should not be used for any other purpose. The information
contained herein does not constitute and should not be construed as an offering of advisory services or an offer to sell or solicit and securities or related financial instruments in any jurisdiction. Certain
information contained herein concerning economic trends and performance is based on or derived from information provided by independent third-party sources. Haberling Financial Group Inc. believes
that the sources from which such information has be obtained are reliable; however, it cannot guarantee the accuracy of such information and has not independently verified the accuracy or completeness
of such information or the assumptions on which such information is based. This memorandum, included the information contained herein, may not be coped, reproduced, republished, or posted in any
form without the prior written consent of Haberling Financial Group. © Copyright 2013 Haberling Financial Group. All rights reserved. All content provided by Crestmont Research has been used with express
permission and attribution.
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