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Volatility returned with a 
vengeance in Q3 as the 
major U.S. equity averages 
suffered their worst declines 
since the third quarter of 
2011.  For the record, the 
S&P 500 declined 6.9%, the 

NASDAQ declined 7.4% and the Dow fell 7.6%.  
The most pain was felt in small-cap and foreign 
indices as the Russell 2000 and MSCI ex U.S. each 
declined by 12%.  As you’ll note from the style 
box chart on this page, there has been no place 
to hide for U.S. equity investors this year, although 
large-cap stocks have certainly provided the better 
relative returns.

Despite slow and steady growth in the U.S. 
economy, investors have multiple near-term 
concerns.  Equity valuations remain above long-
term averages at a time when analyst earnings 
expectations for Q3 are expected to decline.  Q2 
earnings declined 0.7% compared to the same 
period one year ago and this was the fi rst decline 
since Q3 of 2012.  Looking at analyst estimates 
from FactSet research for Q3, earnings are 
expected to decline 4.9% compared to the year 
ago period.  If overall S&P 500 earnings do decline 
in Q3 (results won’t be fi nal until early December), 
this would represent the fi rst consecutive 
quarterly earnings decline since 2009.  According 
to FactSet, the S&P 500 trades for a price to 
earnings (P/E) ratio of 16.7 times trailing 12 
months earnings as of 9/30/15.  This compares to a 
10-year average of 15.7 times.  Relying on absolute 
levels of valuation has historically proven to be 
a poor short-term timing tool.  However, from a 
longer-term perspective, valuations have proven 
to be very important as it relates to expected 
returns.  In other words, while anything can happen 
in the short-term, longer-term return expectations 
should be reduced for capital invested today 

at these above average valuations.  Over time, 
nothing is more important to investment success 
than the price you pay for the asset.  Speaking 
broadly at the index level, valuations are elevated 
(despite the pullback in Q3) and therefore 
expecting to achieve returns above long-term 
historical averages is questionable.

Looking overseas, the ongoing carnage in emerging 
market equities was also a major contributor to 
volatility in Q3.  Much of the concern is focused 
on the Chinese economy, which is on pace to 
grow at its slowest rate in six years.   The dramatic 
slowdown in Chinese growth contributes directly 
to falling commodity prices, which in turn impacts 
many emerging countries that depend on the 
export of raw materials.  Despite absolute growth 
estimates for many emerging markets in 2015 that 
are superior to the U.S. economy, investors are 
more focused on the declining growth rate and 
pulling capital out.  According to the Institute of 
International Finance, global investors pulled $40 
billion from emerging market stocks and bonds 
in Q3.  The U.S., despite its low growth trajectory, 
represents a stable alternative by comparison.  

Matthew H. McPhail, CFA
Chief Investment Offi cer
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The average fund in the Morningstar Diversifi ed 
Emerging Markets category declined by 15.87% 
in Q3 and also has a negative 5-year total return 
(-3.41%).  Sooner or later this severe lag in relative 
performance combined with lower valuations will 
turn to a buying opportunity, however, for now 
these markets continue to languish.

Drama heading into the Federal Reserve meeting 
on September 17th was high as most market 
participants felt that a hike in the Fed funds 
rate was a possibility.  But, the meeting ended 
with the Fed standing pat with no change in 
rates.  Ultimately the Fed blinked in the face of 
late summer weakness in the equity market, a 
stronger relative dollar, widening credit spreads and 
generally soft readings from the global economy.  
While the Fed meetings are private affairs, they do 
issue their meeting minutes several weeks post-
meeting.  The following sub-set of text from the 
meeting minutes explains why they’re continuing 
to be patient before raising rates:  “...concerns 
about global economic growth and turbulence in 
fi nancial markets led to greater uncertainty among 
market participants about the likely timing and start 
of the normalization of the stance of U.S. monetary 
policy... Most continued to see the risks to real 
activity and unemployment as nearly balanced, but 
many acknowledged that recent global economic 
and fi nancial developments may have increased 
the downside risks to economic activity somewhat.”  
According to investment research from Gluskin, 
Sheff, the Fed used the phrase “downside risk” 
12 times throughout the meeting minutes.  This 
compares to just six times in the June minutes and 
fi ve times in March.  In fact, there hasn’t been this 
much reference to downside risks in over three 

years.  What has so many investors baffl ed is the 
Fed’s unwillingness to make a tiny move higher in 
rates to get off of the zero interest rate policy (an 
emergency rate policy) that has been in place for 
the last six years.  Especially considering multiple Fed 
offi cials have strongly hinted that rate hikes were to 
commence this year.  This trepidation on the part 
of the Fed almost certainly played a role in market 
volatility we witnessed in Q3.  After all, if the Fed 
is confused about interest policy and its impact on 
markets, then why should investors feel any different?  
At this point, the idea of a rate hike in 2015 seems 
to be off the table.  While most are looking ahead to 
Q1 2016 for possible Fed action on rates, one fi xed-
income portfolio manager we recently spoke with 
feels like the Fed may be on hold for considerably 
longer than anyone currently believes.     

Moving Out

According to a recent story in The Wall Street 
Journal (based on the latest data available from 
2013), after years of steady infl ows and asset 
accumulation, the 401(k) industry as a whole is 
experiencing a net outfl ow of assets as the baby 
boomers age.  This shift has numerous implications 
for the fi nancial markets and asset managers.  
According to data from Brightscope, Inc., investors 
pulled $11.4 billion from tax-deferred retirement 
plans in 2013 and this marked the fi rst year of net 
withdrawals after decades of net infl ows.  Naturally, 
as more baby boomers retire in the coming years, 
these withdrawals are expected to accelerate.  
Research fi rm Cerulli & Associates estimates 
these outfl ows will persist at least until 2019 with 
outfl ows then amounting to over $50 billion, while 
J.P. Morgan recently put out a report guessing the 
outfl ows will last even longer.  They estimate the 

trend will last until 2030, with net outfl ows peaking 
well before that year.  Should the retirement plan 
outfl ows proceed according to these estimates, 
we would expect two trends, one favorable and 
one non-favorable, to emerge for investors.  On 
the favorable side, more competition for investor 
dollars should continue to put downward pressure 
on fees for money management.  On the negative 
side, net outfl ows from retirement plans (in 
theory money leaving equities for fi xed-income 
or spending) probably should be considered bad 
news at the margin for equity markets.  While hard 
to quantify, the steady fl ow of retirement dollars 
into equities since 401(k) retirement plans took off 
in the 80’s has certainly been a contributor to the 
long upward trend for stocks.

Client Trends in 401(k)

Below is a list of topics (in no particular order) that 
are coming up most frequently during our regular 
meetings with plan sponsors.  If you’re looking to 

RETIREMENT RIPPLE

Baby boomers who fueled a run up in 401(k) balances are shifting 
out of the savings plans as they reach retirement age.

People hitting retirement age 401(k) plan assets*

*Figures for 2013 and after are quarterly. Sources: J.P. Morgan Chase, U.S. 
Census Bureau (population), Investment Company Institute (assets); Published 
by The Wall Street Journal.



focus on a particular topic heading into year-end or 
in early 2016, please let us know and we’ll help you 
to put a strategy together.

1. Participant Engagement.  How to get plan 
participants more focused on their retirement 
goals.  Is it through targeted meetings?  Social 
media outreach?  Re-enrollment strategies? There 
are a variety of levers to pull here and they vary in 
effectiveness based on the group.  No time like the 
present to get started thinking about these topics 
if your enrollment and contribution statistics aren’t 
where you’d like to see them.  

2. Simplifying Investment Lineups.  The 
strategy of “smaller is better” is gaining momentum 
in the retirement plan community when it comes 
to the number of investment choices offered in a 
plan lineup.  Clients often fi nd that even though 
they offer funds that rank very well, participant 
investors don’t utilize them.  Therefore, many 
clients are looking to selectively slim down the 
number of choices offered to not only simplify the 
investment menu for participants, but also lower 

the burden of monitoring so many fund choices.  
As you can see from the chart on this page, the 
majority of plans in the Fortune 100 companies 
offer less than 20 investment options.

3. Fund Fees and Revenue Sharing.  We 
continue to see clients opting for the lowest 
cost share class funds for both active and index 
strategies.  This means less revenue sharing 
potential to defray plan expenses, but a lower 
cost of investment for participants.  Today, most 
mutual fund fi rms are waving minimum investment 
requirements for their lowest cost share classes for 
retirement plan investors.  Looking for selective (or 
sometimes across the board) cost reductions in 
plan investment lineups has been a frequent topic 
we bring to meetings.  

4. Plan Design Changes.  Have you considered 
auto enrollment to increase plan participation?  
Have you researched the Roth 401(k) option?  
Could your match formula be altered to increase 
contribution levels from participants?  There 
are many ways to optimize your goals for the 
retirement plan.  

Negative Interest Rates & Their Implications

Earlier this year, Switzerland forced the interest 
rates it pays on government bonds to negative 
territory. In other words, if you want to park your 
money into Swiss francs, you have to pay for that 
“privilege.” Part of the strategy for implementing 
negative interest rates was to limit infl ows into the 
franc and slow its appreciative purchasing power to 
other currencies.  The Swiss have not been alone in 

their endeavor to push interest rates lower.  There 
have also been other governmental entities that 
have experienced negative interest rates, including 
Denmark, Sweden, and the U.S. In terms of the 
U.S., it has recently occurred in the yield of the 
3-Month Treasury Bill.
 
Pursuing this strategy, for one, allows the issuing 
government entities to borrow at lower or 
negative rates. Negative rates punish savers since 
it ultimately costs them to invest money in certain 
government securities. In other words, you would 
theoretically not receive all of your principal back 
when you invest in a T-Bill at par.  This type of 
monetary policy may hurt lenders, such as banks. 
Traditionally, banks have made their profi ts off the 
difference between money they lend, i.e., loans, and 
money they borrow, i.e., deposits. With declining 
rates, that margin continues to become squeezed. 
Lenders ultimately want higher market interest 
rates because it allows them more fl exibility with 
bigger resulting margins. 

NUMBER OF INVESTMENT FUNDS OFFERED IN DC PLANS OF 
FORTUNE 100 COMPANIES, 2013*

*The analysis considers target date funds and brokerage windows as one investment 
option each. Source: Towers Watson of 2013 Form 5500 fi lings for Fortune 100 
companies; Published by BlackRock.

Source: Federal Reserve Bank of St. Louis; Published by FRED® Economic Data
1/1/59 to 4/1/15



Another consideration is that negative rates are 
essentially a war on those who hold cash, unless 
we are in a period of high negative inflation, i.e., 
deflation. With this rate strategy, governments 
want to spur spending rather than saving. In lieu 
of spending, cash holders may be inclined to pay 
off their debt faster. From an investing standpoint, 
negative rates are aimed to prod investors and 
savers into riskier assets such as high yielding 
dividend stocks and junk bonds to reach for higher 
income yields.  Thus far, lower rates have not 
readily accomplished this goal as evidenced by the 
previous chart. This chart depicts the velocity of 
money, which is the speed of money exchanging 
hands throughout the economy. Money velocity 
is at its lowest level in decades. If this money 
finds its way back into the economy and off the 
sidelines, there could be other ramifications such as 
escalated inflation.  

Our Portfolio Strategy & Allocation Outlook

We made several changes to the models we 
manage for individual clients as Q4 began.  Overall, 
our goal was to move to a more conservative 
overall position within our strategies.   This was done 
not by limiting equity exposure, but by changing 
the composition of the holdings within the various 
portfolio buckets.  Within fixed-income, we removed 
a manager with traditionally large exposures to the 
volatile high yield and foreign bond markets.  As a 
replacement, we added a low duration floating rate 
strategy.  While rising rates isn’t our forecast, we 
believe this position should see a net benefit in that 
environment, but for the most part it’s best to think 
of this position as a very conservative holding place 

for cash in light of the fact that good opportunities 
today in fixed-income remain scarce.
We’ve kept our allocation to equity strategies 
level across the various portfolios, but we made 
several changes to the manager mix.  One fund was 
removed based on a change of portfolio manager.  
In addition, we exited one of our more aggressive 
exchange traded fund (ETF) holdings in an effort 
to reign in volatility.  We started new positions in 
minimum volatility ETFs for both US and Foreign 
equity.  These are essentially index strategies that 
weight their stock holdings based on volatility 
measures as opposed to market capitalization.  In 
traditional market cap weighted indexes, more 
money is allocated to the larger holdings without any 
regard to valuation or other factors.  If you examine 
the top holdings of the S&P 500 index for example, 
you’ll note that the mega-sized firms (Apple, 
Microsoft, Exxon Mobil, etc.) get the lion’s share of 
the dollars invested.  The weakness of this approach 
is the top holdings in the index continue to receive 
investor dollars even if they become highly valued or 
increasingly volatile.  The minimum volatility approach 
has less concentration in the top holdings and thus 
less exposure to downside if a single large holding in 
the index experiences a large decline.  

As Q3 has ended, it’s now time again to roll out our 
recommended reading list.  Below is the ninth edition 
of the list for those of you who’ve been reading 
that long.  This may be the most diverse group of 
books yet.  We’ve even included a book that isn’t 
necessarily about business or investing, but contains 
many lessons that apply.  We hope you enjoy them.

1. Margin of Safety:  Risk-Averse Value 
Investing Strategies for the Thoughtful 
Investor.  By Seth Klarman.  Long out of print, 
this book is a true cult classic and a must read if 
you can find it.  To get a sense of how rare it is, 
check out what used copies go for on Amazon.  
Klarman lays out timeless investment advice and 
demonstrates why he is so respected within the 
investment community.

2. The Craft Beer Revolution.  By Steve Hindy.  
Craft beer now represents roughly 10% of the 
$100 billion American beer industry.  This book 
details the explosive growth of this industry 
over the past 40 years and profiles the leading 
entrepreneurs that have made it happen.      

3. The Last Lecture.  By Randy Pausch.  The first 
book we’ve recommended that isn’t specifically 
business or investment related.  That being said, 
there are many lessons we can apply to our family 
and professional lives within these pages.  What 
wisdom would you impart on your family or the 
world if it was your last chance?  Trust me.  Read 
this book.  

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

Matthew H. McPhail, CFA, AIF®

Chief Investment Officer



Market Scoreboard 

 S&P 500    

 DJIA

 NASDAQ

 Russell 2000 

 MSCI ACWI Ex USA

 Barclays Aggregate Bond  

 Bloomberg Commodity TR

Q3 2015 

-6.44

-6.98

-7.35

-11.92

-12.17

 1.23

-14.47

YTD

-5.29

-6.95

-2.45

-7.73

-8.63

1.13

-15.80

1 Year

-0.61

-2.11

2.82

1.25

-12.16

2.94

 -25.99

3 Year

12.41

9.27

14.04

11.03

2.34

1.71

-16.03

5 Year

13.34

11.38

14.30

11.74

1.82

3.10

-8.89

Index Returns (%)

Source: Morningstar as of 9/30/15

10 Year

6.80

7.17

7.94

6.55

3.03

4.64

-5.68

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. The target date 
is the approximate date when investors plan to start withdrawing their money.  The principal value of target date funds is not guaranteed at any time, including at the target date.

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.

Date of First Use: 10/27/15 | QMR-061-10272015


