EXECUTIVE SUMMARY
•
•
•
•
•
•
•
•

2014 was the 6th straight year of gains for the S&P 500 (13.69%)
Since 1928 there have only been 3 other occurences of 6 or more yearly consective gains
Global stocks had a poor year (EAFE index -4.90%)
Intermediate and Long Term interest rates nearing all-times lows
Federal Reserve terminates Quantitative Easing in the fall of 2014
Economists worry about Global Deflation
US Economy building momentum
S&P 500 Shiller P/E ends the year at 27

HFG Valuations Metrics, Q4 ‘14
Valuation Metrics

Current

Average

Decline to Mean

P/E Year Trailing Earnings
Shiller P/E Ratio (CAPE)
Price to Sales Ratio
Wilshire 5000 to GDP

19.48
26.37
1.76
1.119

14.57
16.58
0.96
0.71

-25%
-37%
-45%
-40%

IS THE FUTURE NOW?
Since 2008, our market summaries have been deeper in thought and content. We’ve challenged the conventional buy-hold
approach to investing by incorporating a discipline of reducing our exposure to equities and commercial real estate when
valuations are high or extreme. Likewise, we look forward to the day we can increase our allocations when valuations get
cheap. We do not believe in market timing. Our approach is centered around the concept that it isn’t about winning as much
as it is about not losing. I encourage all of you to read one of our December 2014 articles on our website called, “Winning
Isn’t Everything” by Will Wang, to illustrate this point. I recently returned from the Seattle CFA Chapter’s Annual Economic
Forecasting dinner. Howard Marks (The Warren Buffet of distressed debt), was the speaker. Mr. Marks has a personal net
worth of over a billion dollars and created his wealth, like Warren, through investing. Mr. Marks voiced a similar view of
portfolio management and he illustrated it through an anecdotal story. He interviewed a large state pension fund in his
beginning years, which was never in the top quartile of investment performance. But, after 15 years of floating around the
2nd quartile, the portfolio was in the top 10% over the longer horizon. His point, was that not losing was more important
than winning each year. In 2011, he wrote a popular finance book called The Most Important Thing: Uncommon Sense
for the Thoughtful Investor.
In this market summary, I will address the topic, “Is the Future Now?” I entertain the question, are current prices where they
could be in 5-10 years? We’ll look at the evidence. Before I get to that point, I want to spend some time discussing global
deflation and addressing why Price and Valuations Matter. Once we get through this discussion, I think the latter will come
to light.
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ECONOMIC NEWS
If you are following the global economic news, many economists are concerned about global deflation and more specifically
deflation in Europe. One might ask what could be wrong with falling prices. It sure has been pleasant to fill a tank of
gas without spending $100. This article isn’t meant to address this specific risk in depth. The primary concern of macro
deflation is two-fold. First, if deflation appears, economists worry economic activity will slow as consumers defer making
major purchases by waiting for a better price. This becomes a self-fulfilling problem; prices fall because consumers wait
and businesses reduce prices further to move inventory. The second problem is the repayment of debt. No matter how
low interest rates are, borrowers are paying back with deflated dollars, thus making it expensive. Inflation works the exact
opposite, debt is paid back with cheaper dollars. If you’ve done any international travel when the US dollar was cheap to the
Euro, you will understand what I mean. Another consequence of paying back debt with deflated dollars is the risk to the
financial industry. Banks and other lenders would likely feel the effect of more defaults and troubled credits. This is why
we’ve cut our exposure to European assets and especially European Financials since November of 2011. On the positive
front the US economy is showing an uptick in growth. On the margin the economy should feel the benefit of cheaper energy,
unemployment is trending down (albeit with disappointing wage growth), and the federal budget deficit is declining. So,
we see reason for optimism as it relates to the US economy. However, in the end, we believe whether the economic news
is good or bad, the primary determinant of investment attractiveness is price and valuations.

WHY PRICE AND VALUATIONS MATTER
In past Market Summaries, we have graphically illustrated the relationship between Price and Valuations to future returns.
One simple example is in Exhibit 1 below – Average Decade Returns S&P 500 1950-2014.

Exhibit 1 - Average Decade Returns S&P 500 1950-2014

On average lower P/E ratios (Our measurement of Price and Valuations) produce better decade returns than high P/E ratios.
When P/E ratios are under 10, returns average almost 16% for a decade, while returns are only 3.6% when P/E ratios exceed
25. Let’s go through the math to explain why Price and Valuations influence returns.
There are three components of return for stocks and other income-producing real assets, such as rental real estate. They
are income, growth of income, and valuation multiples. We’ll illustrate how Price and Valuations impact the income of an
investment and how the change in Price and Valuations impact total return.
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INCOME
The income an investment generates is one component of total return. Over the long run it is usually 30-60% of total return.
For stocks, income is measured by dividends. For real estate it is rent. The price an investor pays for an asset is inversely
correlated with the income they will receive. Another way of saying this is the more an investor pays for an asset the lower
the income they will receive from that investment, and the less an investor pays for an investment the more income they will
receive. Example: If we want to own one share of Exxon today, regardless of the price we pay, one share of stock pays $2.76
in dividends. If we purchase the stock at $100 our income or yield is $2.76/$100.00 = 2.76%. However, if we can purchase
the stock for only $60 our yield changes to 4.6% ($2.76/$60). A surprise for many investors is: As the price declines the yield
increases. Thus, price matters when determining what our future yield or income will be. Lower prices equal higher income
and higher income is more return.

MULTIPLE EXPANSION
A second component of total return is the change in valuations or the change in P/E. The most common metric in assessing
valuations is the Price to Earnings Ratio or P/E. If an investor purchases Exxon for $100 per share and earnings are $5, the
investor is paying a MULTIPLE of 20 times earnings ($100/$5). This is the P/E ratio. When P/E ratios expand, investors get
the benefit of appreciation. Assuming all things equal, returns are higher when investors purchase stocks at low P/E ratios
and sell them in the future at higher P/E ratios. P/E expansion is the primary reason for high return periods. For example,
the S&P 500 had a return of 17.5% during the 1980s. The primary contribution to this high return was the expansion of the
P/E. In 1980 P/E ratios were 8 and ended at 17. It’s easy to make excellent returns when you buy at 8 and sell at 17 and collect
a high yield from the dividend along the way.
In contrast, the decade of 2000 was a poor return period with investors returning negative 1% per year. Investors in the
beginning of the decade paid a ridiculous multiple of 44 (highest P/E ratio since the recording of 1883) and at the end of
the decade sold stocks for a multiple of 20. This is how you lose money. Bull markets start when P/E ratios are low and end
when P/E ratios are high or extreme.
In summary, purchasing assets at low valuations provide us higher income and the opportunity for capital appreciation
because of P/E expansion.

FORESIGHT 20/20
All of you are probably familiar with the term “Hindsight is 20/20.” This phrase is commonly used in finance and sports.
According to Yahoo, “Hindsight 20/20 means had you been able to see the situation as clear as you do now, that you
would have made different choices.” We’ve tweaked the phrase to get you thinking, is there actually “Foresight 20/20”? Can
we foresee or forecast future stock prices and returns from current prices and valuations today? We don’t mean this to be
forecasting with precision, but can we distinguish attractive returns vs. unattractive returns over the next decade. Let’s go to
the charts on the next page to see the relationship of price and valuations versus future returns.
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Exhibit 2 - Price Change for S&P 500 When P/E Ratios Start Under 20

Exhibit 2 illustrates all of the 10-year rolling periods from 1/31/1950 to 6/30/2014 with a beginning Shiller P/E ratio of
less than 20. We are using P/E as our Valuation metric. The chart shows S&P 500 price change for each decade sorted low
to high. The price change excludes dividends. (There are 654 10-year rolling periods during this time frame and 436 had
starting P/E ratios of under 20 and 218 had P/E ratios above 20.) The take-away from this chart is there were only two
periods with a negative price change in any decade. The price change was less than negative 2%; this really means prices were
essentially flat for these two 10-year rolling periods. This isn’t readily apparent from the chart because there were no periods
of significant loss to create a visual scale. You can also see by looking at the middle of the chart, the median change was over
150%. This comes to 9.6% annual compounded growth. Once you add dividends to this number, you should understand
these are higher return periods. In summary, when starting P/E ratios were under 20, investors were typically rewarded with
acceptable or above average returns. This is why we define this as an attractive Price or Valuation Climate.
In contrast let’s examine Exhibit 3. This chart illustrates decade price changes when P/E ratios began the decade over 25.
There were 87 periods for this price climate out of 654 samples. What is interesting to me, is there were no exceptional price
changes as compared to Exhibit 2. The previous chart had about 100 periods where prices increased by at least 200%. In
Exhibit 3, no period had a 100% price change. (There were 10 of the 87 that had price changes of 80-98%). There were also
27 periods with price declines for the decade with 20 of them having declines of 20% or more. Hopefully, this illustrates
why Price and Value matters when investing. What we can learn from the past is when Price and Valuations are attractive,
as shown in Exhibit 2, there is little downside to one’s portfolio, if it is held for a 10 year or longer time period. Another take
away from examining Exhibit 3 is that acceptable returns may occur, but they are few and far between. Valuations in this
climate can also produce negative price changes over the decade. Investing in this Price or Valuation climate should be done
with caution.
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Exhibit 3 - Price Change for S&P 500 When P/E Ratios Start Over 25

WHERE ARE VALUATIONS TODAY?
The Shiller P/E ratio, as of 12/31/14, is 27. In many regards we view this as a concern. I think it is important to remind our
clients and readers this doesn’t mean that prices and returns can’t continue going higher in the interim. This has been proven
since we voiced our concerns in 2012. Market prices have continued to increase. We also witnessed something similar in
the 1997-2002 period when P/E ratios were greater than 25 and increased for three more years to a P/E of 43 in 2000 before
the market collapsed 50%. Or, maybe we’ll repeat the 2007-2009 market when P/E ratios climbed to 27 in 2007 before
they collapsed 50%. Or maybe we’ll experience something totally different this time. High P/E ratios, in our opinion
don’t indicate an immediate risk, however, we believe they do identify low return periods and the risk of potentially
large market losses. (For details see our White Paper on the History of Bear Markets) Let’s examine these high Price and
Valuation periods further.

EXAMINATION OF TIME PERIODS WITH P/E OVER 25
High P/E valuations over 25 have disproportionately occurred from 1996 to present. Prior to this period, 1901 and 1929
were the only high Price and Valuations that exceeded 25. Because of this we don’t have a large sample. What samples we
do have demonstrate mostly unattractive investment periods and poor returns. The first post 1929 incident when P/E ratios
climbed over 25 was 12/31/1995. Those investors who stayed true to being fully invested would go on to experience four
extraordinary years, as 1996-1999 provided annual returns of approximately 23%, 33%, 28% and 21% consecutively. You
can see this by looking at column #1 in Exhibit 4. (See red font.) These are the annual returns for the S&P 500. The second
view is to go across the columns #2-#7. As you go across the columns, 2 represents the second year, 3 the third and so on.
The return below each column represents the COMPOUNDED AVERAGE return. For example, in column 4 for 1996, the
average annual return was 26.39% for investors that started in 1996. However, if investors continued to hold as valuations
became even more extreme, they witnessed their returns go from FANTASTIC to MEDIOCRE. This can be seen in column
7. After the first four years an investor went from averaging 26% to only 6.87% per year. In the end, this means the
investor made 6.87% per year for the entire 7 year holding period, even while averaging 26% for the first four years.
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Exhibit 4 - Returns for S&P 500 1996-2002
Year
1996
1997
1998
1999
2000
2001
2002

1
22.96%
33.36%
28.58%
21.04%
-9.10%
-11.89%
-22.10%

2
28.06%
30.95%
24.75%
4.89%
-10.51%
-17.15%

3
4
5
6
28.23% 26.39% 18.33% 12.65%
27.56% 17.20% 10.70% 4.40%
12.26% 5.66% -0.59%
-1.03% -6.78%
14.55%

7
6.87%

Let’s examine returns for investors that started after 1996. Investors starting in 1997 had 3 fantastic years from 1997-99
averaging 27.56% per year. (See column 3-Year 1997) But, true to our belief, returns earned in excessive valuations were
not retained. By the end of the bear market returns were reduced to 4.4%. The exhibit goes on to illustrate how an investor
who delayed by one additional year would have fared. By the time investors joined in 1998 or later their ending annualized
return through 2002 was negative. The next exhibit illustrates when stocks exceeded a P/E over 25. As stocks bottomed out
in 2002 at a P/E of 20 it didn’t take long for the ratio to exceed 25. This happened at the end of 2003.
The next four years (2004-2007) were all positive, but nothing like the bull market run from 1996-99. However, those who
joined in 2004 and held to the end of 2008 had negative average returns of negative 2.19%. Just like the previous cycle, as
investors entered the market a year later returns were worse, with all ending as negative.

Exhibit 5 - Returns for S&P 500 2004-2008
Year
2004
2005

1
10.88%
4.91%

2
7.86%
10.22%

3
10.44%
8.62%

2006
2007
2008

15.79% 10.52%
5.49% -18.47%
-37.00%

-8.36%

4
9.18%
-5.21%

5
-2.19%

In summary, the occurrence of P/E ratios over 25 is rare and the subsequent returns were generally disappointing.

ARE RECENT RETURNS BORROWED FROM THE FUTURE?
Here’s a question I would guess few investors would get correct. What do you think was one of the best asset classes in 2014?
If you guessed 20-30 year Treasury Strips you’d be right. This asset class, as measured by the Barclays US Treasury Strips 2030 yr index, had a return of over 40% in 2014. Not bad when US stocks returned less than 14%. US Treasury Strips or Zero
Coupon Bonds, are bonds that are issued at a discount to their maturity value and the difference between the current price
and the maturity value is the return. For example, if a $1,000 bond maturing in 25 years from now is yielding 4%, its price
would be $375. The difference between the beginning and ending value of $625 is your long-term interest. These bonds can
fluctuate in price as much or more than stocks. For example, a year later when the above bond has 24 years left to maturity
and market interest rates decreased to 2.6%, the bond now has a value of $543. This would be a 45% return in one year. This
illustrates what happened in 2014. If interest rates had stayed unchanged at 4% the bond would increase in value by 4% or
to $390 ($375*1.04).
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Exhibit 6 - Bond Price Chart

As you examine Exhibit 6 above, notice how the blue bars, which illustrate the annual increase in value of the bond at 4%,
increase in a linear fashion over the 25 years. What is known is the ending value of the bond. What isn’t known is the path it
will take to get there. Next, look at the orange bar with a value of $543. As discussed, this is the value of the bond in year 2 if
interest rates decreased to 2.6%. This is about the same value of the bond in year 10 or 11. Thus, the investor who purchased
the bond at $375 a year ago and now owns it at $543 ironically has received the next 9-10 years of gains in one year if they
were to sell. This is why we say:
•
Is the Future Now? or
•
Are Recent returns borrowed from the future
I hope you see how lower interest rates in this example cause prices to increase, and why we’re saying the returns today could
be borrowed from the future.

PRIMARY CAUSE OF HIGH P/E VALUATIONS
The Federal Reserve is the major cause, or influence, of high returns in bonds and the high valuations in today’s stock and
commercial real estate market. Since 2008, when the Great Recession started, the Federal Reserve has lowered short-term
interest rates. Once rates were effectively zero and couldn’t go lower, the Federal Reserve implemented a new idea. It was
called QE (Quantitative Easing). QE was a plan for the Federal Reserve to purchase government bonds in the market place.
When the Feds purchase bonds in the market, it is effectively injecting liquidity or cash into the economy. Prior to the Great
Recession the Fed’s balance sheet was less than $1 trillion. Today, it is over $4 trillion. QE ended last fall after the Federal
Reserve purchased $3.5 trillion (yes, trillion) of bonds from the government and private markets over the last 4-5 years. This
caused a shortage of bonds which drove bond prices higher. When bond prices increase, interest rates are lower. This can be
illustrated by examining Exhibit 7 below on the interest rate of 5 year US Government Bonds. (If you don’t relate with the
previous paragraph I refer you back to Exhibit 6 - the Bond Price Chart above.)
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Exhibit 7 - 5 Year Treasury Bond Rates

are lower for future investors. Lower interest rates have an effect on other asset values as well. For example, if an investor
considers selling farm ground, he/she will be the benefactor of higher asset prices if interest rates are low. How? Let’s say
in 2007 an investor could rent his ground for $300 per acre. If investors were requiring a 7% return the land would sell for
$300/7% or $4,286 per acre. As interest rates are pushed lower, investors are now satisfied with lower returns. To illustrate
this, further assume an investor can only yield 1% in bonds today. This low return would likely satisfy them with a 4% yield
on farm land. If rents haven’t changed, the farm land now can be sold at $300/4% or $7,500. Keep in mind this is the same
farm ground with the same rent per acre, however, because interest rates are lower the market price is 75% higher.
If you follow the logic, you can see how low interest rates impact every investment from bonds to real estate, and business
valuations to stock prices. The million dollar question today is: Are these prices sustainable or are we borrowing returns from
the future? Our view is that investment prices in 5-10 years could be similar to today’s prices. If we are wrong, it depends on
our assumption of interest rates. If you believe our current low interest rates are here for the next 10-20 years, then a case
can be made for high prices in stock and commercial real estate markets today. If interest rates remain at these low levels
for decades, we believe our compensation (return) will be low. However, if interest rates rise and normalize as the Federal
Reserve has planned, higher rates will likely impact asset prices negatively. At HFG we believe it is always important to
question why prices are at their current level.

SUMMARY
The title of this Market Summary, “Is the Future Now?”, questions if today’s current stock, long-term bond and real estate
prices aren’t likely to be at their present level in the next 5-10 years. Many investors have probably forgotten that excluding
dividends, the S&P 500 price change has been no more than 2% for the last 15 years. Prices ended at or near 1500 12/31/1999
and at the end of 12/31/14 were 2052. We don’t think we are in a bubble like the 2000 stock market. However, we are likely
in a Price and Valuations climate which offers little long-term upside. If prices continue to expand faster than the earnings
that support them, THE FUTURE COULD BE NOW, just as it was in 2000 and in 2007.
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Exhibit 8 - S&P 500 Price as of Jan 26, 2015

If you are not a client we caution you to review your allocations in light of your capital needs. If you haven’t, we encourage
you to visit our website, WWW.HFGINVEST.COM, to read about the History of Bear Markets, and use our website program,
STRESS TESTING YOUR PORTFOLIO, to see how your portfolio will hold up in the event of a Major Bear Market. This program
simulates how your portfolio would perform during one of the historical Bear Markets. As always, feel free to contact one of
our advisors if you have a question. We wish everyone a prosperous 2015.

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 $300 million in assets for 600 families and retirement plans.
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