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The first quarter of 2013 was a welcome surprise. Equity returns as measured by the S&P 500 and the 
S&P Dividend Index were 10-14% respectively, while international markets as measured by the MSCI 
World Index were below 7%. The next logical question is, “What’s next?”  Before we get to that ques-
tion, let’s give you a short quiz. Knowing that the stock market as measured by the S&P 500 and many 
other indices has averaged  8-12% over the last 100 years, what do you think returns on stocks have 
averaged since 12/31/99?

Let’s look at the following chart to see the answer. I will summarize the results as the chart doesn’t pro-
vide an exact beginning and end price. On 12/31/1999 the S&P 500 price index was 1469 and by the 
end of 2012 it was 1426; thus the actual price change was slightly negative from start to finish.  If we 
add dividends to the negative price change, the total annualized return came to 1.56%. If you selected 
(E.) congratulations, you are correct.

Déjà Vu… Again?
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What do you think returns Were for the s&P 500 (dividends reinvested) 

from 12/31/99 to 12/31/2012?

a. over 10%
B. aBout 10%

C. 6-8%

d. 2-4%
e. 0-2%
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Market Botton 3/3/09 
Shiller P/E OF 13.32

The Gray Shaded Areas Repersent the Time Peroids 
when the US Economny was in ression.

Market Botton Early 2003
Shiller P/E 21.31

New Peak Shiller P/E OF 23
New Market Peak October 2007
Shiller of 27.31

Market Peak August 2000
Shiller of 42.17
All Time High 1578.46

Shiller P/E ratio is based on the last 10 years of inflation-adjusted earnings. It is also known as the (CAPE Ratio) or Cyclically 
Adjusted PE Ratio 

Chart 1- S&P Price Chart
from 12/31/99 to 4/23/12 (Price Chart Excludes Dividends)

Source: YCharts



 MARKET VALUATIONS
Since 2008 we have been writing to educate clients how we use beginning Price to Earnings (P/E) 
ratios to forecast future returns, (See: Can Future Returns be Accurately Projected? Oct 2012).  Chart 2 
illustrates Shiller P/E ratios from 1910-2013. The range has been a low of 5.57 in March of 1932 to the 
high of 42 in the year 2000. Keep in mind that historically stocks sell at a Shiller P/E of 16-18. The high-
est P/E peak prior to 2000 was 32 in 1929, just before the Great Depression. Let’s stop and reflect on 
what we are seeing. Chart 2 is saying that publicly traded businesses, or what we call stocks, have sold 
as low as 5.57 times earnings to as much as 42 times earnings. Example, if McDonalds was to have av-
eraged $4 in earnings per share over the last 10 years, it has a value based upon historical P/E ratios of 
($4x5.57)=$22.28 to ($4x42)=$168. This is a huge price gap and firmly illustrates why it is important to 
buy investments at good prices and not good companies at bad prices.  Currently you will see that we 
are at a P/E of 22.33, which is 25-35% above the historical average. Now, return to Chart 1 and notice I 
have referenced the Shiller P/E at each of the peaks and bottoms. What is significant is that during the 
last 13 years with 2 significant market declines, only in 2009 did P/E ratios fall below the historical aver-
age.  In summary, we are in a rich or expensive market valuation and during the previous two declines 
we have not experienced the worst that history can deliver.

WHERE DO WE GO FROM HERE?
The stock market has had a wonderful run from the bottom in March of 2009 to present. The question 
is can the market break through the trio of peaks over the last 13 years?  Can it rise significantly from 
where it is today or are we being set up for another fall? (Déjà vu… Again?)   What must happen for the 
market to go higher?  To understand, Let’s Do The Math and examine the multiple scenarios that could 
play out. To start this discussion, prices need to be compared to earnings. The S&P 500 is hovering at 
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Shiller P/E 1910 to 4/23/13
Historical Average 16-18
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Shiller P/E ratio is based on the last 10 years of inflation-adjusted earnings. It is also known as the (CAPE Ratio) or Cyclically 
Adjusted PE Ratio 

Chart 2- Price Earnings Radio
Shiller Method 1910-2013

Source: YCharts



1578 as I write. Shiller Earnings is about $70. (This is how we get the current P/E ratio of 22 by dividing 
$70 into 1578).   Let’s examine how the S&P 500 could increase 50% in five years.
 
SCENARIO 1: HIGHER P/E RATIOS
For the index to increase by 50% it would need to increase from 1578 to 2367. For the market to go 
higher without an increase in earnings would require P/E ratios to expand. How much higher?  P/E 
ratios would need to expand to 34. [We get this by dividing the future price by the current Earnings 
of $70 (2367/$70=33.81)]. How likely is that?  You decide by examining Chart 2. It has happened two 
times over the last 100 years; in 1929 and in 2000. In both cases the future returns over the next 10 
years were negative. We believe this is unlikely.
 
SCENARIO 2: STRONGER ECONOMIC GROWTH
Another scenario would be for earnings to grow significantly over the next 5 years. Let’s assume that 
P/E ratios stay at the current elevated ratio of 22. Earnings would need to grow from $70 to $107 for 
the market to go up 50%. How do I calculate that?  For starters, the index would need to increase to 
2367 from 1578. If we divide 2367 by 22, which is the P/E ratio we are assuming going forward, earn-
ings would need to be $107. In order for earnings to grow 50% economic activity as measured by 
changes in GDP would need to increase by 50%. Another way of saying this is that the companies that 
represent the S&P 500 index would need to have sales increase by 50%. Looking at Chart 3, we use 
GDP as our proxy for sales as we analyze the likelihood of this event. This chart illustrates the 5 year 
rolling percentage change in GDP from 1954-2012. (1954-1958 is one period, 1955-1959, 1956, 1960… 
and so on). Note that it has been over 30 years since the economy expanded at or close to a 50% in-
crease. Note that from the late 1980s to present that GDP growth in nominal terms has decreased from 
30% to 20% to the most recent trend of 5%. In our opinion Scenario 2 is unlikely as well. We do not 
anticipate economic growth to return to the early 80s. (There is more macro data that we could discuss 
at a later date to explain why this is unlikely as well)
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SCENARIO 3: COMBINATION OF HIGHER P/E RATIOS AND ECONOMIC GROWTH
Perhaps there is a third scenario which is a combination of elevated P/E ratios and Economic Growth. 
Let’s assume economic growth gathered momentum and increased at a 30% clip over the next 5 years, 
(This is a reasonable yet optimistic assumption). Again, in order to have a 50% increase in the S&P 500 
in 5 years, the index would need change to 2367. If earnings increased 30% over the 5 years the end-
ing earnings would be (30% x$70) +$70= $91.  This would mean that the ending P/E ratio would need 
to be $2367/$91=26. Perhaps P/E ratios expand and earnings grow over the next 5 years, but again we 
think it is agressive to assume that ending P/E ratios that have historically averaged 16-18, would be 26 
over the next 5 years. Again, we see this as an unlikely scenario.
 
SCENARIO 4: HIGHER PROFIT MARGINS , NO ECONOMIC GROWTH AND 
CONSTANT P/E RATIO
Perhaps there is another aspect that we should consider. What if corporations are becoming more ef-
ficient, which would allow them to become more profitable, without an increase in sales or an eco-
nomic expansion? Chart 4 illustrates profit margins for business in the USA from 1947-2011. In order 
for earnings per share to increase without an increase in sales, profit margins would need to expand 
even higher. We do not see this as a likely scenario as current profit margins are at an all-time high.

HFG POINT OF VIEW
We see two likely alternative scenarios. In the first scenario we see stock price as measured by the S&P 
500 flat for 7-10 years. This time frame would allow earnings to catch up with stock prices. As stated 
earlier the S&P 500 is 1578 today. If normalized P/E ratios are 17, this would mean earnings would need 
to be (1578/17=) $93.  If earnings as measured by Shiller are $70 today, it would take 7 years at 4% 
growth to get to $93 in earnings. In this scenario returns on stocks would approximate 2-3% during 
this 7-10 year period. This is not an attractive rate of return for the level of risk. Another scenario is for 
the stock market to decline to match earnings. Again, if normalized P/E ratios are 17, and earnings are 
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US Corporate Pro�ts After Tax As % Of GDP
Chart 4- US Corporate Pro�t Margins
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US Corporate Pro�ts After Tax As % Of GDP Are At 
An All Time High of 11.18% As Compared To The 
Historical Average 6.2%
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$70 this would justify an S&P 500 price of (17x$70=) 1190 today. If the market were to decline to 1190 
it would be a 25% drop. If P/E ratios were to decline to 10, it would mean a price of (10x$70=) 700 or a 
decline of 55%.  If you don’t think that is realistic, I would encourage you to review Chart 2 and see that 
the market sold for a 7 P/E in early 1980. If the market declined 25-50%, future returns would likely be 
in the 8-14% range for the subsequent 7-10 years.
 
WHAT IS CAUSING THE ELEVATED STOCK MARKET?
In our opinion there are two major factors; all of which are induced by the Federal Reserve. First, artifi-
cially low interest rates are causing investors to reach for return. This has been one of the Feds objec-
tives. They want rates to decline so that housing is more affordable, but also for investors to move from 
safe investments into risk investments. If the stock and real estate markets increase in value, the Fed 
believes this creates a wealth effect. The theory is that as investors feel “wealthier” they will contribute 
to the economy by spending. The evidence that we see today shows a very negligible benefit for the 
economy from this strategy.  The second factor is the Feds strategy of QE (Quantitative Easing). QE 
is where the Fed is buying securities; primarily Treasury Bonds and mortgages. The Fed has been on 
a buying binge since 2008. Originally this was to create liquidity in the markets. However, with each 
stock market decline and poor economic update, the Fed has moved to purchase more securities. Take 
a look at Chart 5 as it illustrates the growth of the Feds balance sheet since 2008. The growing balance 
sheet is another way of saying it has injected cash into the economic system. The chart illustrates the 
aggressive actions of the Fed. Prior to 2003 the Fed had about $700 Billion in assets, today it is over 
$3.2 Trillion.

Chart 5-All Federal Reserve Banks
 Total Assets, Eliminations From Consolidations (WALCL) 
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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 memo-
randum 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 ob-
tained 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 memo-
randum, 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.

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 $250 million in assets for 600 families and retirement plans.
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DO YOU LIKE ANY INVESTMENTS?
Keep in mind none of this is personal. We have no allegiance to any investment. Our allegiance is to 
our client’s portfolio. I think you have either heard me say or read where one of my finance professors 
said that there is no such thing as a bad bond (investment); there is only a bad price. So, in summary 
there is not much that is priced attractively today for future returns. Yes, there are exceptions, but even 
these are not bargains. In the area of stocks we continue to favor what we call high quality global com-
panies. We like them for the following reasons: attractive dividend yields, low debt balance sheets and 
the diversification into emerging markets for growth. In bonds we prefer short to intermediate matu-
rity bond funds as we are concerned about interest rate risk.
 
WHAT DOES THIS ALL MEAN?
My intent is to give you a framework of our thoughts and the reasons for our strategy. The good 
news is that the economy is chugging along. Brian Westbury, an economist, calls it the “Plow Horse” 
economy. The not so good news is that stock and bond prices are at such elevated levels that there 
is substantial downside risk. In past discussions we used the term “Investment Climate” to give you a 
sense of how things look from a return perspective, not from an economic perspective. In closing we 
continue to believe the current investment climate is not very attractive and we maintain a cautious 
posture of your wealth. We are more inclined to believe in Déjà Vu.


