
Matt’s Market Update

Market Review 

The major equity market 
averages focused on large-
cap stocks (Dow, S&P 500, 
NASDAQ) in Q3 repeated 
the same pattern we’ve 
witnessed in the prior two 
quarters this year. Namely, 

a volatile dip in the first month of the quarter 
followed by recovery over the latter two months 
to close out the quarter with a gain. Despite a 
poor September finish, the major market averages 
managed to eke out the small quarterly gains 
you’ll note in the chart on the last page. Year-To-
Date (YTD) gains in the major averages are solidly 
positive, though well off the pace set in 2013. The 
big exception to this pattern was the performance 
of small-cap stocks as measured by the Russell 
2000 Index. Small-caps were never able to recover 
from the weak start to the quarter and diverged 
greatly with their large-cap peers in September 
with a loss of 6.05% for the month. Investors 
are clearly migrating out of small-caps (which 
did so well last year) towards the better relative 
valuations and earnings performance of large-

cap stocks. Much of the gain in large-cap stock 
prices this year is attributed to solid economic 
fundamentals. On a relative basis, the U.S. 
economy has outperformed with a growth rate 
in the 2.5-3% range expected this year vs. near 
recession levels in Europe and a slowing China. 
The combination of stable growth and continued 
low interest rates provides U.S. firms with a great 
environment to grow earnings per share. As 
earnings have grown over the past five years, stock 
prices have followed. When you add in the impact 
of a Federal Reserve determined to keep interest 
rates low (and stock prices high) combined with 
incredible amounts of stock buybacks taking place 
in corporate America, it’s not hard to see why 
stocks continue to rise. That being said, equity 
valuations remain elevated by historical standards 
and the markets will be very dependent on a 
continued pace of rising corporate earnings to 
support stock prices. As we entered Q4, volatility 
was on the rise and markets were in decline 
(to match the pattern from the start of prior 
quarters) as concerns over global growth and the 
end of Fed stimulus took center stage. 

Fund Category Review

A wide disparity in performance is evident based 
on the YTD performance of the various fund 
groups we track. 

As you’ll note from the above chart, in U.S Equities 
there has been a clear bias towards large-cap 
sectors both in Q3 and YTD. You may recall back 
in the Q1 review that we warned about excessive 
valuations in small-cap stocks following their strong 
performance in 2013. The pullback this year has 
alleviated some of the valuation disparity, but the 
better valuations (on a relative basis) for equity 
investors continue to be found within large-caps. 

Matthew H. McPhail, CFA.
Chief Investment Officer
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At the end of Q3, the three major domestic 
small-cap categories (Value, Blend and Growth) 
ranked at the bottom of the universe we track 
after ranking in the top three for calendar 2013. 
The disparity between domestic and foreign stocks 
continues this year through Q3 with each of the 
foreign large-cap categories registering small losses 
in the 1-3% range YTD. European economies 
continue to struggle while a slowdown in China is 
impacting many emerging market countries. The 
net result is that the U.S. economy, despite its slow 
pace of growth by historical recovery standards, 
looks superior to the rest of the world and stock 
price performance confirms this disparity. Despite 
a rough September (-6.23%), the Morningstar 
Emerging Markets category has posted a return 
of 2.196% YTD and leads the foreign fund peer 
groups. EM valuations continue to look attractive 
relative to their developed country counterparts. 
The standout equity categories from Morningstar 
through Q3 are U.S. Real Estate (+13.14%) and 
Global Real Estate (+5.82%). Several factors 
are driving the performance of REITs this year. 
First, supply / demand is favorable. The economic 
recovery has brought an increase in occupancy 
and rents, but there has not been a pickup in 
new supply since the global meltdown five years 
ago. Second, declining interest rates this year 
are supportive to real estate financing. Finally, 
REITs have been sought out by income-oriented 
investors looking to diversify away from fixed-
income. The real estate funds were not immune 
from pullbacks in Q3 as they fell 3-4% on average, 
but the dynamics that have driven the gains YTD 
look to be in place for some time.

Fixed-income benchmarks (Barclays Aggregate 
+0.17%) and core funds (Intermediate-Term Bond 
category average -0.09%) were flat in Q3 while 
posting 4.60% and 3.97% gains YTD. The surprising 
fall in interest rates drove bonds higher. At the end 
of Q3, the ten-year treasury was yielding 2.508%, 
down from nearly 3% to start the year. Yields 
fell further as Q4 got underway. The High Yield 
category (another we warned about in Q1) has 
posted an average return of 2.72% YTD as equity 
volatility in Q3 spilled over into this sector causing 
an average loss of 2.03% for the quarter.

Buyback update

Last quarter we highlighted stock buybacks as 
one of the primary drivers of higher stock prices. 
An improving economy combined with record 
low interest rates has positioned many large-
cap companies with excess cash on the balance 
sheet that need to find a home. More often than 
not these days, companies are spending large 
amounts of their excess cash to buy back their 
shares. This not only lowers the outstanding share 
count and helps reported earnings per share 
(EPS), but it’s also very supportive to stock prices. 
New research out from Goldman Sachs indicates 
that the November / December time period has 
recently been the best two month stretch for 
company buybacks from a seasonal perspective. 
These two months have accounted for roughly 
25% of annual buyback activity during the market 
recovery phase following 2008. They note that 
companies are typically prohibited from engaging 
in stock buybacks for five weeks ahead of an 
earnings release. Roughly 75% of S&P 500 firms 
report Q3 results Oct. 13th-31st. Based on this 
seasonal pattern, Goldman Sachs expects a surge 

in buyback activity to close out the year and this 
should be supportive overall to equity prices. 

oil Tumbles in Q3 

Oil prices took a tumble in Q3 with an 
approximate 15% decline in Brent crude prices 
since mid-June and nearly 20% fall since the highs 
back in February. This is a bullish development for 
the U.S. economy and the 70% of GDP related 
to consumer spending. According to estimates 
from the investment firm Gluskin Sheff, every 
penny decline in the gas price translates into 
approximately $1.5 billion in savings to consumers 
at an annual rate. In early October, the price in the 
futures market for November gasoline delivery 
was well below the current national average gas 
price. This implies a continued fall in prices at the 
pump and a gift of more discretionary cash flow to 
consumers entering the holiday shopping season. 

DISTRIBUTION OF ANNUAL CORPORATE BUYBACK 
ACTIVITY, 2007-2013 (EXCLUDES 2008) 
as of October 10, 2014

Source: Goldman Sachs Global Investment Research



Fears of disruption to world oil supplies (which 
would cause oil price spikes) due to the Russian-
Ukraine and Middle East conflicts never materialized 
this summer while U.S. production has soared 
due to the breakthroughs in fracking and other 
technologies. Falling demand from global economies, 
especially China, is also having a downward impact 
on demand. Most analysts concede that oil demand 
will likely pick up heading into the winter heating 
season, but current supply / demand dynamics 
continue to point to muted price increases for oil. 
The U.S. daily oil production has increased by 3 
million barrels since 2011, setting a 28-year high this 
August, per data from the U.S. Energy Information 
Administration (IEA). Imports will account for 
approximately 26% of U.S. oil consumption this 
year, down from 45% in 2011. The IEA recently 
cut its forecast for 2014 global oil-demand growth 
by 150,000 barrels to 900,000 barrels per day 
based on lowered expectations for demand out of 

China and Europe. While the story in the oil patch 
can change quickly based on geo-political events, 
consumers are benefitting from a reprieve (at least 
for now) in the price of oil.

our portfolio strategy & allocation outlook

Here are some thoughts on our portfolio 
positioning within our privately managed accounts:

Fixed Income: We remain well balanced across 
multiple strategies with an emphasis on more 
flexible or “unconstrained” managers. These 
managers are not tied to a benchmark and take 
an absolute return approach to investing. While 
we continue to have conviction that this approach 
will provide a strong risk / return profile looking 
out three to five years, it has admittedly lagged 
this year. Many managers in this space have been 
caught off guard by the large decline in interest 
rates and strong move up in the U.S. dollar. As a 
result, those managers with underweight positions 
(or outright bets against) U.S. treasuries have 
lagged. Our other managers who operate in 
core fixed-income, high yield and foreign bonds 
have performed well and have balanced out the 
lag from other areas within the fixed-income 
portfolio. 

Global Equity: Our exposure is roughly split 
between index and active strategies. We are 
starting to see lower correlations among stocks 
and it slowly appears as good stock picking and 
correct sector exposure will start to matter again. 
In perfect hindsight, simply sticking with an index 
approach has been the better performer for the 
most part in recent years. Now with volatility back 
on the rise in equities, active management should 

have increased odds of adding value.

Alternatives: This is our collection of unique 
managers and sector exposures. The standout 
performer this year has been in the MLP (Master 
Limited Partnership) sector. These companies 
are primarily toll collectors on the vast network 
of oil & gas pipelines in this country. As volume 
flows through their pipelines, they collect fees. 
Typically, a large percentage of the fees go towards 
funding attractive dividends for shareholders. These 
stocks are benefitting from the current boom 
in U.S. oil & gas production along with investors’ 
insatiable appetite for securities with good relative 
yields. The recent sharp decline in the price of 
oil is something to monitor closely in relation to 
these investments, but growth in production and 
distributable cash flows from these pipelines still 
is forecast at 6-7% through 2018 according to the 
manager we use in this space. Also performing well 
in the face of Q3 volatility were our multi-strategy 
alternative managers. Both funds outperformed 
the broad market in the quarter and posted 
positive gains in the month of September when 
the broad equity market declined. 

Q4 has begun with heightened volatility and we 
remain comfortable with our relatively moderate 
positioning within each portfolio strategy we 
manage. With equity markets trading at elevated 
valuations, the Fed ending its current round of 
stimulus (QE) and unknowns related to the 
domestic election results and geopolitical concerns, 
now is not the time to be taking on added risk 
with portfolios.

SLIPPERY SLOPE

Source: SIX Financial Information
The Wall Street Journal, 9.30.14



As Q3 has ended, it’s now time again to roll out 
our recommended reading list. Incredibly, this is the 
eighth edition of the list for those of you who’ve 
been reading that long. Last year we went off the 
grid with some great selections for plan sponsors. 
This year we go back to investment related 
books and this may be the best group we’ve ever 
mentioned in this report, which is saying a lot. Each 
of these is a must read.

1. Flash Boys. By Michael Lewis.  
We’ve recommended books by Lewis before. 
The best advice is to just read them all. You’ll 
follow the story of Brad Katsuyama and 
his quest to discover how High Frequency 
Trading (HFT) is impacting the stock market. 
When the story ends, you’ll likely ask how 
they’re getting away with it?

2. The Outsiders: Eight Unconventional CEOs and 
Their Radically Rational Blueprint for Success. 
By William Thorndike.  
Part investment story and part management 
/ leadership rules, this great book highlights 
leaders across a variety of industries and 
how they went against the grain to achieve 
incredible success for their companies and 
shareholders. 

3. The Little Book of Behavioral Investing:   
How Not to Be Your Own Worst Enemy.  
By James Montier.  
Another great title from the “Little Book” 
series. The author lays out steps you can 
follow to guard against the investment 
mistakes that all humans are prone to make. 

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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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. Diversification neither assures a profit nor guarantees against a loss in a declining market.

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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VALUATIONS LOOK STRETCHED
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