
Matt’s Market Update

Market Review 

The major equity markets 
got off to a sluggish start in 
Q2, but a volatile April gave 
way to strong performance 
to fi nish the quarter. As you 
can see from the market 
scoreboard at the end of 

this report, equities are now positive across the 
board through the fi rst half of 2014, but well 
off the record pace set last year. Within the U.S. 
markets, there has been a shift in leadership to 
the large-cap companies. The S&P 500 Index of 
the largest U.S. companies has easily beaten its 
small-cap counterpart, the Russell 2000 Index, 
with gains of 7.14% vs. 3.19% respectively year-
to-date. Q2 also favored large-caps as they 
outperformed by a margin greater than 300 
basis points. Investors may fi nally be taking some 
chips off the table and shifting assets into larger 
companies with lower valuations. Small-caps 
remain the best performing equity group over the 
past fi ve years. Generally speaking, value oriented 
strategies have outperformed growth this year 

as well. Again, a rotation away from last year’s 
winners into areas of the market that may have 
lagged is underway. Foreign equity markets have 
produced strong gains year-to-date with the MCSI 
ACWI Index rising 5.03% in the quarter for a gain 
of 5.56% this year, but this also trails the S&P 500. 
In contrast to the domestic averages, small and 
mid-cap segments of the foreign markets have 
slightly outperformed their large-cap peers at the 
halfway point. Very quietly, emerging markets had 
the best performance in Q2 of the diversifi ed 
equity mutual fund categories with a gain of 6.63% 
according to Morningstar.

To the surprise of many, fi xed-income posted 
another solid quarter with a gain of 2.04% for 
the Barclays Aggregate Index. The average fund 
in the Intermediate-Term Bond category from 
Morningstar has posted a return of 4.05% through 
the fi rst six months. We speculate that many 
(including us) would have said this type of return 
would have been an optimistic prediction for a full 
year 2014 gain, let alone for two quarters. While 
the year certainly isn’t over and 2013 proved that 

changes can happen quickly in the bond market, 
the performance so far this year is impressive. 
The key 10-year Treasury note yield fi nished 
the quarter at 2.52%. This is essentially at the 
bottom of the range for the past year which has 
seen the yield fl uctuate between 2.5% and 3.0%. 
Considering infl ation is now running in the 2% 
annualized range per government fi gures (more on 
this below), it’s hard to fi nd the value in a Treasury 
security yielding only 2.5%. But with a seemingly 
insatiable appetite for income (even low income) 
from the market, treasuries are still fi nding a home 
in investor portfolios for now. 

Random Factoids

In no particular order, here are some interesting 
market facts we’ve compiled from various sources 
in the quarter :

The Dow Jones Industrial Average rose above 
17,000 in early July after hitting 16,000 just 153 
trading days earlier on November 21, 2013. Year to 
date, the Dow has made 14 new closing highs this 
year.
The S&P 500 has made 25 new highs this year. At 64 
months old, the current rally in the S&P 500 is the 
fourth largest on record.
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The S&P 500 has gone 32 months without a 10% 
correction, which is well beyond the historical norm 
of 18 months in a bull market. 
Valuations on forward earnings for the S&P 500 are 
at 15.7x, well above the 10-year median of 13.8x.
Fund investors, per Lipper data, have invested an 
incredible $50 billion into U.S. corporate bond funds 
so far this year.
High yield bond spreads (yield difference over 
treasuries) are at 350 basis points on average. While 
still above the 2007 trough of 240 basis points, yields 
then were at 7.5% on average compared to 5% 
today. (As we mentioned in the last quarterly report, 
be careful with your exposure to high yield bonds).
Credit quality for new high yield offerings is well 
below historical standards this year. 71% of new 
corporate bond issuance was in B-rated credit (junk 
status), vs. approximately 30% of new issuance on 
average historically.
China has bought a record $107 billion of U.S. 
Treasuries year-to-date. 
Net dividend increases to shareholders were $12.6 
billion greater in Q2 vs. Q1 of this year. But on a 
year over year basis, the increase lagged the $17.6 
billion increase in Q2 2013, a decline of 28.3%.
S&P reports that 1,774 companies increased their 
dividends in the fi rst half of this year. Up 15.6% from 
the 1,535 issues that increased payments during the 
fi rst half of 2013. 

Buyback Binge

What’s driving the equity market higher?  Is 
it a gradually improving economy?  Ultra-low 
interest rates?  Cash moving off the sidelines into 
equities?  More buyers than sellers?  All of the 
above are playing a role for sure. One factor that 
isn’t getting as much attention as it should is the 
massive amount of stock being purchased back 
by corporate America. With balance sheets fl ush 
with cash, very low borrowing costs and activist 
investors demanding companies return cash to 
shareholders; it’s no wonder that most fi rms in the 
S&P 500 are actively buying back large amounts 
of their stock. This reduces the shares outstanding 
and thus helps to increase the earnings per share 

(EPS) reported each quarter, even with company 
revenues barely growing. Let’s look at an example 
in Bed, Bath & Beyond (BBB). As most of you 
are familiar, this is the large retailer of home 
accessories. As you’ll note from the chart on this 
page, BBB is spending hundreds of millions each 
quarter (the red bars) on stock repurchases, 
while their spending on capital expenditures 
(investments in new products or technology to 
grow the business, the green bars) is far less. In 
fact, BBB spent over half a billion on buybacks 
in the February quarter alone!  In their most 
recent quarterly fi nancial report as of May 31st, 
the company reported revenues of $2.66 billion 
(below the analyst estimates of $2.69 billion) 
and earnings per share of $0.93, below the $0.95 
expected. The company also guided analysts to 
lower their expectations for the coming quarter. 
We wonder how much worse the numbers would 
have been if not for the large amounts of stock 
repurchased during the quarter. The stock was 
immediately punished for missing their numbers, 
but that only lasted a day and his since rallied back. 
Why?  Because the company also announced a 
new stock buyback authorization of another $2 
billion. This is on top of the remaining $861 million 
from their current buyback plan. So the company 
will now be buying back $2.8 billion of stock by 
the end of 2016. In case you’re wondering, the 
company has re-purchased approximately $6.6 
billion of stock since 2004. Over the same period 
of time, BBB has reported net income of $7.1 
billion. In other words, 93% of BBB’s net earnings 
were used for stock buybacks. Apparently (as the 
chart confi rms) the company hasn’t seen the need 
to invest much in growing the business. While this 
may be an extreme example, similar charts could 

be shown for numerous S&P 500 companies. This 
is a major reason why company revenues continue 
to grow at a very slow pace while earnings growth 
has been much better. Corporations are spending 
their money on stock and not long-term growth. 
Sooner or later (likely when interest rates go up), 
the buyback binge will slow down, but for now it 
remains a great supportive factor to higher equity 
prices.

Infl ation Making a Comeback?

The U.S. Consumer Price Index (CPI) was up 
more than expected in May with a 0.4% month 
over month (MOM) increase. This marked the 
third consecutive monthly acceleration following a 
0.3% increase in April and 0.2% increase in March. 
The year started with 0.1% MOM increases in 
January and February. In other words a trend of 
climbing prices across a broad basket of goods 
measured by the CPI is now fi rmly established. The 
year over year annual increase also surpassed the 
2% mark in May, the highest since October 2012. 
One segment of the CPI clearly having an impact 
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on higher prices is food. The price index for 
ground beef in May rose 10.4% from a year earlier 
while pork rose 12.7%. Fresh fruit rose 7.3% and 
oranges 17.1%, but cereal and bakery products 
inched higher by 0.1% and vegetable were up 
only 0.5%. So while prices are not up dramatically 
across every category, many important food 
staples are showing signifi cant increases. As 
you can see from the chart on this page, the 
forecasted infl ation for 2014 is much higher than 
last year for all categories. The U.S. Department of 
Agriculture predicts overall prices for a basket
of food items will increase 2.5% to 3.5% this year, 
an acceleration from the 1.4% increase witnessed 
in 2013. Food prices are obviously volatile and 
subject to weather and crop disease among other 
factors. However, should the trend continue to 
increase it will certainly start to hit the consumer 
wallet. For all of us with a sweet tooth, Hershey 
Foods just announced an immediate 8% price 
increase in wholesale prices across the majority 
of its product portfolio. According to the press 
release, the increase “will help to offset part of 

the signifi cant increase in Hershey’s input costs, 
including raw materials, packaging, fuel, utilities and 
transportation, which the company expects to 
incur in the future.”  Needless to say, Hershey is 
expecting more infl ation across many cost factors 
impacting their business and they have no problem 
passing some of those costs on to consumers.

The Federal Reserve often mentions an offi cial 
“infl ation target” of 2%. They tend to focus on the 
trend in the Personal Consumption Expenditure 
price index (PCE). Similar to the CPI, this index 
also measures the price changes for a broad 
category of goods. The PCE was up 1.8% year over 
year in May, the 25th straight month below the 
Fed’s target, but this fi gure was only up 0.8% year 
over year in February. Again is seems that infl ation 
is starting to accelerate. When asked about it at 
a June press conference, Fed Chairwoman Janet 
Yellen described the infl ation readings as “a bit on 
the high side”, but warned “the data we’re seeing 
is noisy.”  Reading between the lines it would 
seem that she’s not overly concerned yet about 

infl ation. And this makes sense since 
the Federal Reserve is on record as 
wanting to see an increase in infl ation. 
This is why they continue to be 
very active in providing stimulus to 
the markets even though they are 
in the process of winding down the 
latest quantitative easing program. 
We believe that the Fed will get their 
desired infl ation and then some. 

Our Portfolio Strategy & Allocation Outlook

We’re making some small changes to our 
individual client portfolios as we enter Q3. First, 
as we previewed earlier in the year, we’re starting 
small positions in a dedicated emerging markets 
manager for our growth accounts. While getting 
the timing perfect is nearly impossible, we’re 
encouraged by the fact that market sentiment for 
emerging equities has improved noticeably this 
year, performance has lagged other sectors of the 
equity market dramatically in the past few years 
(thus hopefully a nice time to start a new long-
term position) and valuations relative to other 
developed markets are certainly more reasonable. 
As the chart on this page indicates, the MSCI 
Emerging Markets Index has a trailing P/E ratio of 
12.5, a substantial discount compared to the MSCI 
EAFE (16.8x) and the S&P 500 (16.7x). 

     Source: Labor Department; Forecasts by USDA                                                 Source: The Wall Street Journal
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We’ve also been gradually increasing exposure 
to a multi-manager fund that focuses on hedging 
against inflation. This unique strategy concentrates 
in a few select asset classes that have proven to 
be successful during inflationary periods. These 
asset classes include commodities, inflation 
sensitive equities, bank loans and treasury inflation 
protected securities (TIPS). While we could look 
to utilize separate fund managers, we’ve chosen 
to get access to all of the above in one fund that 
strategically manages the various weightings in 
each asset class. As we discussed above, inflation 
seems to be on the upswing and we want a hedge 
in client portfolios to help if the Fed fails in its 
quest to create solid economic growth with very 
little inflation. An outcome we place a very low 
probability of occurring.

Please let us know if you’d like to discuss your 
personal investing goals.

Matthew H. McPhail, CFA
Chief Investment Officer
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4.37

 8.21

3 Year

16.58

13.56

16.70

14.67

5.73

3.66

-5.17

5 Year

18.84

17.83

19.16

20.21

11.11

4.85

1.99

Index Returns (%) 
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10 Year
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S&P 500 TR:  A market capitalization-weighted index of 500 widely held stocks often used as a proxy for the large-cap segment of stock market. 

Russell 2000 TR:  Consists of the smallest 2000 companies in the Russell 3000 Index, representing approximately 7% of the Russell 3000 total market capitalization often used as a proxy for the small-cap segment of the stock market.

Barcap Aggregate Bond TR:  The Barclays Capital Aggregate Bond Index is a market capitalization-weighted index, meaning the securities in the index are weighted according to the market size of each bond type. Most U.S. traded investment grade 
bonds are represented. The index includes Treasury securities, Government agency bonds, Mortgage-backed bonds, Corporate bonds, and a small amount of foreign bonds traded in U.S.

MSCI EAFE NR USD:  Widely accepted as a benchmark for international stock performance, the EAFE Index is an aggregate of 21 individual country indexes that collectively represent many of the major markets of the world.

DJ US Industrials TR USD:  Computed by summing the prices of the stocks of 30 U.S. companies and then dividing that total by an adjusted value--one which has been adjusted over the years to account for the effects of stock splits on the prices 
of the 30 companies. 

NASDAQ:  Measures the performance of all issues listed in the Nasdaq Stock Market and is often used as a proxy for the large-cap technology segment of the U.S. stock market.

DJ/UBS Commodity:  The DJ-UBSCI is composed of futures contracts on physical commodities and is often used as a proxy for broad-based exposure to the commodity markets.

Disclosure: This information is intended solely to report on investment results, strategies and opportunities identified by Sentinel Pension Advisors, Inc. as of the date of this report. Opinions and estimates offered constitute our judgment and are subject to 
change without notice, as are statements of financial market trends, which are based on current market conditions. This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. References to specific securities 
are for illustrative purposes only and are not intended, and should not be, interpreted as recommendations to purchase or sell such securities. Past performance is not indicative of future 
results. Index information has been obtained from sources that we believe to be reliable; however, we do not guarantee the accuracy of such information. 
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Sentinel Pension Advisors, Inc. and Sentinel Securities, Inc.
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