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A fter a year filled with resiliency and min-
imal market volatility, stock investors 

were greeted with a 5% decline to start 2014.  
Instability among emerging markets was the 
designated catalyst for the New Year’s sell off, 
but concerns over market valuations were cer-
tainly on the minds of many investors. 

Traditionally, investors purchase 
stocks to gain ownership in a portion of a com-
pany’s future earnings potential.  While corpo-
rate earnings did improve approximately 10% 
in 2013, the market appreciated 30%.  The 
20% difference can be attributed to investors’ 
desire to pay more for the respective earnings 
of the companies that make up the market, 
called a price-to-earnings (P/E) multiple.    
During periods of economic crisis, investors 
discount lower earnings potential by putting 
downward pressure on the stock price and are 
willing to bid the price of a stock higher when 
they anticipate a brighter future for a company.  
Over the long run, the market has traded at an 
average of 16 times the market’s aggregate 
corporate earnings.  In 2013, the S&P 500 In-
dex P/E multiple expanded from 14.2 to 17.3 
(Chart 1). 

While the stock market ended 2013 
slightly above its long-term average P/E value, 
the significant divergence between the growth 
of corporate earnings and the expansion in the 
market P/E left many investors cautious head-
ing into 2014.  As money started to vacate 
emerging market economies in response to the 
increase in U.S. interest rates, investors appear 
to have used this as justification for reducing 
their stock market exposure.  This dynamic 
appears to have reversed course at the begin-
ning of February, as we now see investors sell-

ing Treasuries (read through: higher interest 
rates) and adding back equity exposure both in 
the U.S. and abroad (Chart 2). 

As the stock market declined 5% in 
January, we simultaneously received the latest 
quarterly earnings reports from corporate 
America.  Most companies reported improve-
ments from a year prior with aggregate earn-
ings up over 12% versus the fourth quarter of 
2012.  In conjunction with analysts’ expecta-
tions for corporate earnings to grow 10% this 
year to $118.50 per share, the strong fourth 
quarter earnings growth and the percent of 
market decline should have eased some of in-
vestors anxiety over the price they are paying  
for stock ownership.  At the recent low of 
1,740 on the S&P 500 Index, investors were 
paying 14.7 times the anticipated $118.50 per 
share in earnings projected for the companies 
that make up the Index.   

As we look out at the remainder of the 
year, it is probable that we will continue to see 
earnings growth play catch up with the signifi-
cant valuation expansion from 2013, leaving 
the market range bound.  However, if the econ-
omy were to accelerate throughout the year and 
we see a strengthening between consumer opti-
mism and spending, the U.S. stock market 
could experience an additional expansion as 
investors become more comfortable with the 
prospects of paying a higher P/E multiple in 
advance of better earnings growth.  Our task is 
to determine those sectors and individual 
stocks that investors have mispriced in an ef-
fort to take advantage of either an oversold 
condition or the prospects of better than ex-
pected earnings growth. 
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Please remember that past performance may not be indicative of future results.  Different types of investments involve varying degrees of risk, and there can be no assurance that the future performance 
of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or undertaken by Valicenti Advisory Services, Inc.), or any non-
investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or 
individual situation, or prove successful.  Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions.  
Moreover, you should not assume that any discussion or information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from Valicenti Advisory 
Services, Inc. To the extent that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to consult with the profes-
sional advisor of his/her choosing. Valicenti Advisory Services, Inc. is neither a law firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or 
accounting advice. A copy of the Valicenti Advisory Services, Inc.’s current written disclosure statement discussing our advisory services and fees is available for review upon request. 
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