
Matt’s Market Update

Market Review 

Stocks rebounded from a 
January sell-off to post very 
modest gains in Q1.  The 
S&P 500 rose 1.81% for 
the quarter as investors 
held firm to stocks in the 
face of concerns over 

mixed economic signals at home (was the harsh 
winter weather mostly to blame?), continued 
signs of weakness in China, the Russia / Ukraine 
dispute and nervousness related to the Fed and 
their plans to pull back stimulus from the markets. 
The resiliency of the U.S. stock market continues 
to amaze as it’s now been 21/2 years since we’ve 
experienced a 10% price correction.  Market 
valuations continue to be best categorized as 
expensive, but not in bubble territory.  Certain 
frothy areas of the market like biotech and 
selected high flying stocks did suffer large declines 
in Q1 as investors took profits and rotated into 
less expensive areas.  Remember, we witnessed 
a 30% gain for stocks in 2013 with very little in 
the way of corporate profit growth.  So for the 

market to pause or retrace some of these gains is 
perfectly normal. 

The bond market rebounded slightly in Q1. The 
yield on the 10-year Treasury note ended the 
quarter at 2.73%, down from 3.03% to start the 
year.  Bond mutual funds generally fared well. 
Especially those in the “core” or “Intermediate-
Term Bond” category with the average fund in the 
sector returning 1.95%. While many, including us, are 
expecting rates to rise across the yield spectrum 
(and thus pressuring bond prices lower), the move 
up won’t be in a straight line.  The small pullback 
in yields should be viewed as an opportunity for 
investors who haven’t yet repositioned their bond 
portfolios for a more difficult environment in the 
future.  Rates continuing to stay in a very low range 
or breaking out to new highs will not be favorable 
to traditional fixed-income managers.  Shifting assets 
to managers with flexible mandates who can take 
advantage of opportunities across the bond market 
spectrum is our favored course of action for bond 
investors today.

Volatility in the markets was on the rise during 
the quarter and much of the increase can be 
attributed to the Fed and expectations for future 
interest rate increases.  New Fed chair Janet Yellen 
has been less than clear with her early speeches 
related to future Fed movements and market 
volatility has followed.  Early in Q1 she implied that 
interest rates would increase six months after the 
conclusion of the Fed taper, which would imply 
a rate increase in Q2 of 2015.  Bond markets 
reacted by selling off.  In subsequent speeches 
and meetings, she implied the timetable for rate 
increases was much less certain and bond yields 
fell again.  The point of mentioning this is that the 
market continues to be first and foremost trading 
off of expectations for what the Fed will do next. 
Volatility is especially high around Fed meetings 
and this isn’t likely to change anytime soon.  While 
still relevant to the future path of interest rates, 
the performance of the economy has taken a back 
seat to Fed commentary as the primary driver of 
markets today.

Matthew H. McPhail, CFA.
Chief Investment Officer
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Economic Indicators Pointing Up

Despite concerns over a slowdown in economic 
activity due to the harsh winter weather, the 
economy has proved resilient as we exited Q1. 
The Conference Board Leading Economic Index 
(LEI) rose for the third consecutive month with a 
gain of 0.8% in March.  This follows a 0.5% increase 
in February and a 0.2% increase for January. The 
increased momentum of the leading indicators 
shows the economy gaining traction across a 
broad range of indicators.  As you’ll note from the 
long-term chart of the LEI on this page, the recent 
upturn in momentum for the index would suggest 
there is much more room for improvement and 
recession risks in the near-term are minimal. 

The LEI is an analytic system comprised of ten 
composite indexes measuring a broad range of 
economic activity.  The ten components for the 
U.S. Leading Economic Index include:

Average weekly hours, manufacturing

Average weekly initial claims for 
unemployment insurance

Manufacturers’ new orders, consumer goods 
and materials

ISM Index of new orders

Manufacturers’ new orders, nondefense capital 
goods exluding aircraft orders

Building permits, new private housing units

Stock prices, S&P 500

Leading Credit Index

Interest rate spread, 10-year Treasury Bonds less 
federal funds

Average consumer expectations for 
business conditions

Per the chart, the year-over-year (YOY) growth 
trend in the LEI is currently over 6% now, 
compared to only 1.5% this time last year.  The 
investment fi rm Gluskin Sheff recently published 
some historical observations comparing where this 
YOY percentage change stands prior to the start 
of a recession.  They found that on average, the 
YOY growth trend is -4.49% at the month of the 
recession start, -1.64% three months prior and 
-0.29% six months prior to a recession starting. 
They also analyzed history in terms of how many 
months away was a recession when the indicator 
was where it is now. Historically, when the YOY 
trend is between 6.0% and 6.5% (current is 6.1%), 
the recession is 31 months away on average (with 
the range being minimum 5 months and maximum 
67 months).  While you can never rule out an 
unforseen shock to the economy, the history of 
the LEI would suggest that recession risk over the 
coming year is minimal. 

Bigger May Be Better Today

Since the market bottomed in 2009, small-caps 
have led the bull market higher and outperformed 

U.S. large-caps in every year but one.  Small-cap 
categories took the top 3 spots in the rankings 
for best performance within the universe of 
Morningstar category averages we actively 
follow in calendar year 2013.  The Small Growth 
category was tops with a 40.81% return, Small 
Blend was second with a 37.58% return and 
Small Value ranked third with a 36.22% gain. 
While returns moderated in Q1, each of these 
categories displayed small gains.  A byproduct of 
great performance is higher valuations and this 
dynamic is displayed in the chart on the next page. 
You’ll note that U.S. small-cap stocks have the 
largest trailing P/E ratio as of 12/31/13.  In fact, 
the valuations are approaching all-time highs and 
nearly 33% higher than those of U.S. large-cap 
stocks based on this valuation measure.  Based 
on this valuation discrepancy, the other asset 
classes on this chart would seem to offer a better 
potential risk / reward scenario for equity investors. 
We should be clear though, the valuations you see 
here are not cheap on an absolute basis.  While 
nowhere near the bubble like valuations witnessed 
in the past, these valuations are at or slightly above 
average.  This makes perfect sense after the major 
rally in stocks that we’ve witnessed over the past 
fi ve years.  The key point to make is that for money 
which must stay invested in equities, there are more 
attractively valued sectors of the market than small-
cap stocks.  This may be one of those classic “sell 
high” opportunities for investors.  Could small-caps 
keep leading the market higher? The short answer 
is yes.  Investors must ask themselves if it’s worth 
the potential downside risk.  At a minimum, taking 
the opportunity to trim back on winning small cap 
positions seems like a prudent strategy right now.
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High Yield, High Risk?

In addition to small-cap stocks, we would urge 
investors to be especially cautious with their 
exposure to high yield (or junk) bonds.  The 
unquenchable thirst for yield on the part of 
investors is driving existing high yield bond prices 
higher and yields lower.  In addition, new debt 
issues are being gobbled up by investors at a 
record pace.  Consider the following:

According to the Wall Street Journal, a record $1.47 
trillion of corporate bonds were sold into the U.S. 
market last year.  The week ending March 7th this 
year was the second busiest on record. 

According to Moody’s, the quality of covenants (or 
protections written into the bond offerings) fell to a 
record low in Q1 2014.  This means investors could 
have a much more diffi cult time in recovering portions 
of their investment if the bond issuer defaults. 

The yields on Spanish government bonds traded 
below 5 year U.S. Treasuries, implying that Spanish 
debt is more credit worthy than Uncle Sam. 

Portugal held its fi rst public bond auction since 
requesting government aid three years ago and the 
issue was massively oversubscribed (more investor 
demand than expected).  The yield this debt traded 
at was 3.57% or roughly 100 basis points of spread 
over U.S. ten-year debt.  Does an extra 1% of yield 
(vs. comparable U.S. Treasuries) sound like enough 
added cushion for taking on the risk of owning the 
debt of a troubled European country?

In mid-April, French cable operator Numericable 
(ever heard of them?) raised $11 billion in the 
biggest junk bond sale on record.  

As Q1 ended, average spreads on high-yield debt 
over Treasuries stood at 355 basis points, according to 
Barclays’ indices. That is the lowest level since 2007.

Bond market heavyweights like Jeffrey Gundlach of 
DoubleLine Capital and Howard Marks of Oaktree 
Capital are issuing warnings to investors over the 
state of the high yield market. 

At a minimum, the yellow caution light seems to 
be shining very brightly for the high yield market 
right now. While the current default rate for junk 
bonds is very low, corporate balance sheets have 
never been better and the Fed is likely to remain 
friendly to bond investors for the near-term, 
treading lightly in the high yield sector seems like 
the right course of action for investors.  Like small-
caps, if you’ve done well in the past fi ve years with 
an outsized position in high yield bonds, now is a 

great time to make sure you’re still comfortable 
with that position.

Our Portfolio Strategy & Allocation Outlook

We made a number of changes to our private 
client portfolios to start the year.  As we 
mentioned in the prior update, returns in 2013 
were mostly infl uenced by your exposure to 
equities, while other asset classes failed to 
contribute in a meaningful way.  We believe now is 
the time to trim back on winning equity positions 
(particularly in U.S. small and mid-cap sectors) in 
order to deploy those funds into other sectors. 
Fortunately this strategy has worked in Q1 as the 
returns across a variety of sectors have improved 
while equity returns have cooled off. 

Within our fi xed-income holdings, we’ve started 
small new holdings in a global bond strategy. 
Recent volatility in the emerging markets and 
other troubled European countries has opened up 
potential opportunities.  The fund still maintains a 
very low duration or sensitivity to rising interest 
rates.  With interest rates remaining in a generally 
low range, we continue to feel it’s an opportune 
time to examine traditional bond holdings with 
an eye towards shifting to managers that have 
more fl exibility and defensive characteristics for 
a tougher environment in the future.  Within our 
equity segment we’ve introduced more indexing 
strategies to lower overall portfolio costs.  We 
complement this exposure with unique active 
managers to provide a blend of index and 
active strategies.  We’ve done the same within 
our foreign fund managers as we now have a 
traditional active manager paired with an index 

Source: John Hancock



strategy.  This is rounded out with a global manager 
concentrating on small and mid-cap opportunities.  
Our holdings in the alternative space have grown 
slightly with the addition of a new strategy 
designed to perform well in an inflationary 
environment.  While inflation pressures are not 
on the radar of many investors at the moment, 
we believe risks are growing.  Therefore now is 
a great time to start preparing for this type of 
environment.  We’re very hopeful that the addition 
of this type of strategy can act as a hedge for 
some of our more conservative clients with higher 
percentage weightings in fixed-income funds.

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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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. 

Investment advisory services provided by Sentinel Pension Advisors, Inc., an SEC-registered investment adviser. Securities offered through Sentinel Securities, Inc. Member FINRA & SIPC. 
Sentinel Pension Advisors, Inc. and Sentinel Securities, Inc. are affiliated companies. Sentinel Benefits & Financial Group is the brand name for the Sentinel family of companies, which includes 
Sentinel Pension Advisors, Inc. and Sentinel Securities, Inc.
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