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Investors kept a close eye on the economic data in 2013, but at 
times economic readings took a back seat to events in Washing-
ton, D.C. and the Federal Reserve’s evolving monetary policy.  
2013 was bookended with politically manufactured crises.  The 
brinksmanship at the start of the year associated with the Fiscal 
Cliff evolved into worries about the economic impact of higher 
tax rates and the sequester.  The political battle flared up again in 
the fourth quarter as investors tried to determine the impact of 
the Federal government shutdown. 

Meanwhile, despite much speculation, the Federal Reserve kept 
asset purchases steady at $85 billion per month throughout 2013.  
But that did not keep the Fed out of the news last year.  Chair-
man Bernanke rattled financial markets in June when he raised 
the prospect of tapering asset purchases made under the Fed’s 
Quantitative Easing (QE) program.  The stock market rally was 
put on hold, and the yield on the 10-year Treasury rose over 130 
basis points to nearly 3.0% from May to early Sep-
tember.  The debate about whether tapering was war-
ranted continued into the second half of the year until 
the Fed revealed in December that it would imple-
ment a modest $10 billion reduction in its monthly 
asset purchases starting in January. 

The U.S. economy continued to grow at a moderate 
pace last year despite the turmoil in Washington and 
the Fed growing its balance sheet from $3 trillion to 
$4 trillion.  What looks now to be just over 2% real 
GDP growth in 2013 was in line with our expecta-
tions at the start of last year.  S&P 500 earnings 
growth for 2013 is set to come in well below ana-
lysts’ beginning-of-the-year forecasts, as we antici-
pated.  The consensus estimate for Q4 2013 S&P 500 
earnings growth, for example, fell from 16.9% as of 
December 2012 to 7.4% as of December 2013.  Fi-
nally, we expected a move up in equity valuations 
last year, given the extremely low level of interest 
rates, but what we did not see coming was the magni-
tude of the price-to-earnings (P/E) multiple expan-
sion.  The P/E for the S&P 500, for example, rose 

approximately 25% last year as stock price gains substantially 
outstripped the 6% increase in corporate earnings (Figure 1).  A 
mid-single digit increase in earnings coupled with a 25% expan-
sion of P/E multiples led to a very strong 30%+ return for major 
U.S. equity indices.  These strong equity gains were led by 
smaller-capitalization companies.  The Russell 2000 Index of 
small-cap stocks outperformed the S&P 500 by 6.44 percentage 
points, while S&P 500 companies with a market-cap of less than 
$50 billion outperformed greater-than-$100 billion companies by 
11.70 percentage points.           

Been Here Before  

Some investors see the recently reported 4.1% reading for third 
quarter GDP growth and other improved economic readings as 
justification for the 2013 stock market rally, as well as for contin-
ued equity market strength in 2014.  Q3 2013 GDP growth stands 

A STRONG YEAR FOR STOCKS - BUT GAINS DRIVEN BY 
HIGHER VALUATIONS 
Continued modest economic and earnings growth is likely ahead. Less Fed involvement 
could test stock multiples and boost the range of Sector returns. 
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Figure 1: Stock Market's Move vs. Growth in Earnings 

2009 Low to Dec 2012:

S&P 500 Earnings:  +106%

S&P 500 Price Return: +111%

2013:

S&P 500 Earnings:  +6% (Est)

S&P 500 Price Return: +30%



out as the strongest reading since the 4.9% increase in Q4 2011.  
But in our view, the Q3 GDP report does not signal a substantial 
shift in growth.  Final Sales, which strips out the volatile inven-
tory component of GDP, grew just 2.5% in Q3.  This was in line 
with Final Sales growth over the last two years.  Beyond the 
GDP report, there has been other stronger economic data in the 
fourth quarter, led by a pickup in consumer spending.  However, 
we see the recent data as consistent with prior temporary periods 
of above-trend growth within a longer period of moderate 
growth.  Figure 2 shows that the last three periods of above-trend 
growth, including the current episode, have occurred over the 
winter months.  In 2012 and 2013, those temporary periods of 
above-trend strength were followed by periods of weaker 
growth. 

The Fed’s move to reduce its asset purchases also seemed to 
validate some investors’ view that the economy is on a higher 
trajectory of growth.  We, however, see the Fed’s move to taper 
as an acknowledgement of the aggregate progress made in the 
labor market, and of the prospective risks associated with perpet-
ual QE.  Tapering does not signal an acceleration of overall eco-
nomic growth, nor an acceleration of job growth.  Payrolls are 
now less than one percent below their previous peak, but Figure 
3 highlights that the average monthly increase in payrolls has 
been essentially unchanged over the last three years, despite the 
Fed’s unprecedented measures to spur increased economic 
growth and hiring.  

Export growth improved from early 2013’s modest declines on a 
year-over-year basis to a 5% gain in November.  But even that 
improved growth is substantially below the mid-teens growth 
recorded earlier in the recovery and the consistent 12% export 
growth prior to the last recession.  Stronger exports as well as an 
upturn in nonresidential construction will contribute to Q4 GDP 
growth, but it will likely be consumer spending that is the big-
gest contributor to growth in the fourth quarter.   

Consumer spending has reaccelerated as we expected after softer 
readings in the spring.  Key fundamentals behind this pickup in 
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spending - like healthy income growth and an elevated sense of 
job security among workers - remain in place.  The significantly 
above-trend 7% annualized growth in Core Retail Sales for the 
three months ended December, though, is not sustainable.  The 
savings rate fell sharply from 5.1% in September to 4.2% in 
November as spending improved, and we should find the sav-
ings rate declined further in December when the data is released 
later this month.  In addition, there are recent signs that the pace 
of activity is moderating - including disappointing December 
Auto sales and the decline in hours worked in December.  Auto 
sales were up just 0.8% year-over-year, which was the weakest 
gain in over three years, while hours worked fell -0.3% com-
pared to the same month a year ago.  

Environment Ahead 

The recent strength in certain U.S. economic data points, along 
with an end of the European contraction, signals less downside 
risk to the U.S. economy in 2014.  But less risk does not neces-
sarily translate into an increasing upper bound of growth.  This 
diminished risk of an economic contraction was likely one of 
the factors that led the Fed to taper its asset purchases.  Reduced 
fiscal drag from government spending in 2014 is another factor 
that gave the Fed the confidence to taper purchases.  However, 
the fiscal drag is not going away completely and will cost ap-
proximately 0.5% of GDP in 2014.  That is substantially below 
the 2013 level, but consistent with drags on growth from re-
duced government spending in 2011 and 2012.  All of these 
fundamental trends, along with the fact the U.S. economy has 
grown for more than four years, satisfying any pent-up demand 
created during the last downturn, indicate to us that 2014 U.S. 
economic growth will not be dynamic.  We see real GDP grow-
ing in the 2.0% to 2.5% range in 2014.   

This continued moderate economic growth will disappoint some 
investors who have raised their expectations.  Similarly, the 
consensus for 2014 corporate earnings growth also looks to be 
overly optimistic.  We question again analysts’ forecasts of  
10% plus earnings growth for the S&P 500, largely on a re-
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Source: Bureau of Labor Statistics Source: Federal Reserve Bank of Chicago  
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Figure 2: Chicago Fed National Activity Index
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Figure 3: Monthly Payroll Gains 
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bound in earnings for the most economically sensitive companies 
in the market.  We expect, for example, that Materials Sector 
companies will not achieve their 15% earnings growth in a slow 
growth environment in which the U.S. dollar is likely to rise com-
pared to other currencies.  Matching what played out a year ago, 
we should again see expectations for earnings growth fall as the 
year progresses.  

Unlike 2013, however, the prospect for an increase in equity 
valuations looks limited in 2014.  Continued moderate economic 
growth should lead to less intervention from the Fed.  Reduced, or 
an outright end of, asset purchases will likely lead to a further 
normalization of long-term interest rates.  The yield on the 30-
year Treasury could move up 100 basis points to near 5% - an 
interest rate that would reflect a normalized spread over antici-
pated inflation, as well as the market’s propensity to overshoot as 
yields rise.   Higher interest rates would not only be a challenge 
for economically sensitive segments of the economy - like hous-
ing and auto sales - but higher interest rates would also make slow
-growth, higher-yielding stocks look less attractive on a relative 
basis.  Additionally, fewer equity investors will feel protected by 
the Fed when it ends its manipulation of long-term interest rates 
and, in turn, asset prices.  As investors gain conviction that QE 
will go away, the most economically sensitive Sectors of the mar-
ket like Energy, Materials, Financials and Industrials will likely 
be the most vulnerable to earnings and stock performance disap-
pointments in 2014.  

A Return to Normal  

Corporate earnings rose in 2013, but those gains were small com-
pared to the sharp upward move in stock valuations.  Earnings are 
set to grow again at a modest, but likely below-consensus, pace 
again in 2014.  This year, however, valuations are unlikely to ex-
pand to any great degree.  In fact, there is potential for downward 
pressure on price-to-earnings multiples as interest rates rise, eco-
nomic growth comes in below recently-elevated expectations and 
the Fed pulls back from asset purchases.  

This economic and market backdrop, including less Fed involve-
ment, should lead to a wider range of Sector returns.  Figure 4 
illustrates that if the range of returns among Sectors moves up to a 
normal level, it would be a departure from the recent environment 
in which the difference between the best and worst performing 
Sector has been at half its long-term average of nearly 28 percent-
age points.  A shift back to more normal Sector return dispersion 
driven by wide ranging earnings growth should benefit active 
portfolio management as well as the Large-Cap Core Equity port-
folio with its emphasis on higher-quality, higher-earnings growth 
stocks in a limited number of market Sectors. 

LARGE-CAP CORE EQUITY   
Fourth Quarter 2013 

WESTEND 
A D V I S O R S 

The Large-Cap Core Equity portfolio is positioned to capitalize 
on areas of economic strength including consumer spending and 
investment in enterprise technology with allocations to the Con-
sumer Discretionary, Consumer Staples and the Information 
Technology Sectors.  In addition, the portfolio has allocations to 
certain Health Care and Consumer Staples stocks with strong 
earnings growth prospects.  The portfolio’s earnings growth 
profile is substantially higher than the S&P 500’s, and that dif-
ferential looks attractive given the portfolio’s reasonable valua-
tion premium compared to the market.  Not only is the Large-
Cap Core Equity portfolio’s earnings growth higher than the 
broad market’s growth, but we have a higher degree of confi-
dence in the portfolio’s growth because it is less economically 
sensitive than the broad market.   

The Large-Cap Core Equity portfolio should have enough eco-
nomic sensitivity to keep up in another strong equity market.  
However, the more likely scenario for 2014 is muted equity re-
turns as concerns resurface about the pace of economic and 
earnings growth, and investors digest the impact of higher inter-
est rates and less Fed support.  The Large-Cap Core Equity port-
folio, which has historically been less volatile than the market, 
with its exposure to high-quality, market-leading companies 
should be well positioned if the equity market delivers subdued 
returns in 2014.  

Robert L. Pharr, Chief Investment Officer 

Frederick O. Porter, Investment Analyst 

Edmund N. Durden, Investment Analyst  

January 15, 2014 
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This report should not be relied upon as investment advice or recommendations, and is not intended to predict the performance of any investment.  These opin-
ions may change at anytime without prior notice.  All investments carry a certain degree of risk including the possible loss of principal, and an investment 
should be made with an understanding of the risks involved with owning a particular security or asset class.  While every effort has been made to verify the 
information contained herein, we make no representation as to its accuracy.  The Standard and Poor’s 500 Stock Index includes 500 stocks and is a common 
measure of the performance of the overall U.S. stock market.  An index is unmanaged and is not available for direct investment.  
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Figure 4: Difference Between Best and Worst 
S&P 500 Sector Performance (Percentage Points)

Average Differential:
27.7 Percentage Points


