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What Goes Up… 
 
The S&P 500 Index, widely considered the benchmark of stock 

market performance, had its’ best year of the 21st century in 2013 
rising more than 32% on a total return basis.1  The first question 
people ask is; can it continue higher?  I find it interesting that when it 
comes to money and investing, most people have a very short term 
view.  The answer to the question is; of course it can go higher and it 
probably will.  This answer however, does not address the timing of 
the next move up nor the possibility that we experience the pain of a 
market correction (a drop of 10% or more) at some point while we 
wait. 

I am an eternal optimist by nature.  However, the experience of 
watching the value of my retirement savings drop during bear 
markets has made me a realist when it comes to planning investment 
strategy.   To be a realist in the realm of investing, one must accept 
the fact that markets don’t always rise and when they do, there is an 
increased risk that they may fall back.  In order to make an educated 
guess as to when these trends will start and stop, we need to look 
closer into the inner workings of both the domestic and global 
economy.  This is where the rubber meets the road.  The stock 
market doesn’t care so much about how much it went up last year as 
it does about the fundamental values of the corporations we’re 
investing in.  Those values are based on sales, earnings and 
economic trends such as interest rates or inflation.  Let’s not forget 
that there are also political overtones that may be factored in. 

The indicators that would allow us to believe the stock market may 
rise in 2014 must be based on the current economic environment, 
recent trends in GDP growth, corporate earnings, manufacturing 
activity and unemployment.  Additionally, we must remember that the 
stock market always looks forward and we need to determine how 
much of today’s data is already accounted for in the market prices 
and what we expect the future of those indicators to look like.   

There are good fundamental reasons why the stock market did so 
well last year.  One example is our Gross Domestic Product (GDP) 
and the rate at which GDP is growing.  GDP is the sum of the value 
of all goods and services sold in the United States in a given year.  
The annualized GDP growth rate is measured quarterly and has been 
hovering between 1% and 2% for several years as our economy has 
slowly recovered from the “Great Recession” of 2008 and 2009. In 
the first quarter of 2013, the GDP growth rate was measured at 1.8%. 
That growth rate increased to 2.5% in the second quarter which is 
considered reasonable and then jumped up to 4.1% in the 3rd 
quarter.2 
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The third quarter number illustrates strong economic growth and a trend of increasing productivity as a 
country.   Coupled with GDP growth is the US Manufacturing Index (PMI) which measures the amount 
of manufacturing activity in the US.  In January 2013 the PMI was at 53.1.  By December, it rose to 57, 
which represents a 7.4% increase in manufacturing activity, another strong growth rate.3 

Another trend has taken hold in the United States energy industry.  In fact, in 2013, the US 
surpassed Russia as to become the number 1 producer of petroleum products (including Natural Gas) 
in the world!  We’ve also surpassed Saudi Arabia as the number 1 Oil producer in the world.  Along 
with this phenomenal growth story comes lower energy costs here in the US.  Not only has the 
significant increase in petroleum production provided employment growth, but lower energy costs are 
driving manufacturing businesses back to the US from overseas as the cost to produce certain goods 
here is now lower as a result of lower energy costs. 

There is a general consensus that approximately 70% of US corporate earnings are derived from 
consumer spending.  Thus the more money consumers have to spend the better the corporate 
earnings are likely to be.  The unemployment rate therefore is a key indicator of the health of the US 
economy.   In January 2013 the unemployment rate was at 7.9% and had been stuck in the range of 
8% for nearly all of 2012.  As of Dec. 2013, the unemployment rate has dropped to 7% and has since 
been reported as low as 6.7%.4 

These fundamentals appear quite positive and give rise to the belief that corporate earnings will 
continue to grow at a favorable rate.  One way to gauge stock prices versus corporate earnings is to 
look at the price earnings ratio (PE) of the S&P 500.  This is the average multiple of earnings per share 
that stocks in the index are trading at.  At the end of 2013, the stocks in the S&P 500 were trading at 
19.4 times their earnings (PE) which is slightly above the long term (50 year) average PE of 18.8.  
Over the last 10 years, the PE ratio for the S&P 500 has ranged from a low of 14.8 as of the beginning 
of 2012 to a high of 70.9 at the beginning of 2009 in the middle of the recession.  Given that the 2009 
number was an anomaly, if we calculate the average for the last 10 years excluding 2009, we come 
away with an average PE ratio of 18.74.5  This is quite consistent with the 50 year average.   

While these statistics would indicate that current stock prices are relatively expensive based on 
earnings, the “forward PE” which measures the ratio based on the upcoming years’ projected 
earnings, is only 16.25.6  The current PE ratio may give reason for stock prices to pull back before 
going higher as the market looks to align prices with fundamental valuations and waits to see if the 
projected earnings increases for 2014 hold true when companies provide their quarterly earnings 
reports. 

There are also socioeconomic trends that will indicate the direction of stocks in particular industries.  
A good example of the power of socio-economic trends is seen in the healthcare and technology 
industries.   

The increasing demand for healthcare with our aging population combined with significant advances 
in medical technology including Biotechnology, are fueling strong growth for the industry leaders.  As 
companies like Celgene and Biogen develop drugs that can cure certain cancers, the demand for 
those drugs is overwhelming and the profits are quite impressive.  We continue to see Biotechnology 
companies as potential market leaders for 2014.  Technology has gone from science fiction to an 
amazing reality and now to a way of life.  Today, technology is no longer something people reach for in 
curiosity or to be cool.  Technology such as mobile communication and mobile computing is as much a 
necessity as having a car or having a telephone.  In fact, for the majority of people in younger 
generations, technology is as much a necessity as food.  They simply can’t function without it!  This 
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socioeconomic trend has been building for many years yet continues to gain momentum as we rely 
more and more on mobile communication, cloud computing capacity and e-commerce.   We believe 
that leading technology companies such as Google and VM Ware will continue to prosper in 2014. 

We remain mildly bullish for 2014 however, as of February 1st, 2014, we are currently in a bearish 
trend.  The S&P has gone down 3.5% in January, a very inauspicious start to the year.7 Historically, a 
down January would indicate that the market is due for a correction at some point in the year or it will 
just be a flat year for the stock market.  In fact, according to the “January Barometer”, a study created 
by Yale Hirsh, “every down January since 1950 was followed by a bear market (new or continued), a 
10% correction or a flat year.”8  There have been 850 calendar days since the last stock market 
correction.  This is the fifth longest stretch without a correction in the last 50 years.9  As a matter of 
course, the stock market will periodically experience sell offs and corrections which can be triggered by 
something  as simple as a bell weather corporation reporting lower than expected earnings, or a 
political event somewhere around the world.  Often times these pull- backs are a healthy step back for 
the market to recalibrate and begin to move higher again.  If the economic indicators we’ve discussed 
are positive, that would be the more likely scenario.  If there are systemic economic problems such as 
high inflation or lower GDP, a pull-back could represent the beginning of an extended bear market.   
We believe this year will present the former rather than the later and send us a correction of 10% or 
more only to turn positive again.  The key to success in 2014 will be to navigate the impending 
correction and remain positioned to take advantage of the longer term growth trend that the market 
may offer.   

 
Happy Investing! 

 
Best regards, 

  
Richard Cella III 
 

The opinions expressed are those of Richard C. Cella, III as of 2/7/14 and are subject to change based on market and other 

conditions. Past performance is no guarantee of future results. Investing involves risk. Investment decisions should be on an 

individual’s own goals, time horizon and tolerance of risk. 

The S&P 500® is a market-capitalization-weighted index of common stocks. All indices are unmanaged and are not 

illustrative of any particular investment.  An investment cannot be made in any index. 
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