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Despite another rocky 
start to the quarter and 
extreme volatility along the 
way, the major U.S. equity 
market averages posted 
strong gains in Q4.  Small-
cap stocks (as measured by 

the Russell 2000 Index) struggled to keep pace 
all year, but fi nished December (+2.85%) and 
the quarter (+9.73%) strongly.  Despite lagging in 
December (-0.25%) and the quarter (+4.93%), 
the S&P 500 posted another calendar year of 
double-digit gains (+13.69%) to the surprise of 
many.  The S&P 500 was also incredibly resilient 
in 2014 as there were three different occasions 
where the index fell by 6%+, only to bounce back 
quickly to new highs.  Buying the dips and staying 
the course certainly paid off last year.  Concerns 
over market related events like the plunge in oil 
prices and the surprise move lower in interest 
rates in addition to other factors like terrorism, 
Ebola and the elections in the U.S. were quickly 
overcome by higher stock prices.  In fact, the index 
managed to make a new high 53 times last year.  In 

case you’re wondering, the Dow Jones Industrial 
Average managed to make a new high 38 times, 
crossing both the 17,000 and 18,000 milestones.  
The rise in stock prices is accompanied by higher 
equity valuations.  The S&P 500 is trading at a 
16 times forward P/E ratio to start 2015, which 
is in line with the median ratio of the past three 
decades.  Not rich, but hardly cheap either.  Of 
the 421 companies in the S&P that pay dividends, 
337 boosted their payouts in 2014.  Six of ten 
industry sectors lifted their payouts by more than 
10%.  From a fi nancial perspective, America’s 
corporations have rarely been in better shape.  
It should come as no surprise that 
concerns over potential future actions 
by the Federal Reserve played a 
role in the volatility we witnessed 
last year.  December provided 
the perfect example.  From a 
closing high of 2075 (rounding 
to whole numbers) for the S&P 
on 12/5, the index proceeded 
to quickly fall by 5% to close at 
1972 on 12/16.  The index then 
reversed dramatically higher to 

gain 5.4% over the 4 trading days ending 12/22 
to completely erase the short-term decline and 
make yet another new high for the index at 2078.  
What was the catalyst for this quick reversal off 
the 12/16 lows?   The Federal Reserve ending their 
policy meeting on 12/17 with a pledge to continue 
being patient before embarking on interest rate 
hikes.  Perhaps it’s no coincidence that market 
volatility ramped up in Q4 and this coincided with 
the formal ending of the Fed’s latest Quantitative 
Easing (aka money printing) program.  In studying 
the chart on this page, there’s simply no denying 
the apparent correlation between the growth of 
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the Fed’s balance sheet (through successive QE 
programs) and the performance of the S&P 500.  
Now that the Fed has ended QE (for the third time 
since 2009) and their balance sheet is expected to 
gradually shrink, how will the stock market react?  If 
Q4 is any indication, expect more volatility in 2015.

Why Are Interest Rates Falling?

If not for the dramatic decline in oil prices during 
the second half of 2014, the plunge in interest 
rates would easily be our pick for market story 
of the year.  Coming into 2014, rates were on the 
rise with the 10 year Treasury yielding 3.03% and 
seemingly poised to go higher.  But, in a complete 
reversal to the consensus forecast, rates across the 
yield curve declined over the course of last year 
with the ten-year yield finishing at 2.17%.  Why 
have yields fallen so dramatically in 2014?  From 
our vantage point, there are many reasons coming 
together now to explain this:

1.) Supply:  The supply of Treasury securities 
has shrunk considerably.  Based on increased 
revenue from the 2013 tax hikes and a general 
improvement in the economy, the deficit 
has fallen so much that new issuance of U.S. 
Treasury debt has slowed to $630 billion over 
the past year from $800 billion at the end of 
2013 according to research from the investment 
firm Gluskin Sheff.

2.) Global Demand:  Over 90% of the new 
Treasury debt coming to market is being bought 
by global entities that are not price-sensitive, 
namely sovereign wealth funds and central banks.  
These are buyers who are primarily concerned 
with recycling cash into safe assets, not with 

attractive total return potential.  It’s estimated 
that $400 billion of U.S. Treasury securities have 
been bought by these groups in the past year.

3.) Pension Moves:  Pension funds have 
become more conservative since the financial 
crisis and are adding to their bond portfolios, 
competing with the entities listed above for the 
limited supply.  This competition raises prices 
and drives yields lower.  It’s estimated that 
pension funds have added over $200 billion to 
their holdings in the past year.

4.) Rate Hikes Later:  The market consensus 
over the timing of the first rate hike continues to 
be pushed back, thus lessening the fear of buying 
Treasuries now.  One year ago, rate hikes in 2015 
seemed like a sure bet, but now this is being 
called into question.  Fed rate hikes starting in 
2016, and not this year, would not be a shock to 
most market participants at this point.

5.) Inflation Expectations:  Major declines in 
commodity prices combined with U.S. dollar 
strength has crushed inflation expectations, thus 
lessening the Treasury buyer’s fear of near-term 
interest rate increases.

6. ) Yield Advantage:  On a relative basis, 
the U.S. Treasury commands a sizeable yield 
premium over debt from other developed 
nations that feature slower economic growth 
rates, weaker currencies and generally more 
questions over near-term stability.  If you’re a 
large investor that can invest in a 10-year U.S. 
Treasury yielding 2% vs. the same maturity in 
Germany yielding 0.85% or France yielding 1.3%, 
it’s fairly obvious where money will flow.

7.) Short Covering:  Speculators, who 
established large short positions (bets on higher 
interest rates and lower prices) in Treasuries in 
2013, have been covering those positions and 
this forced buying is adding to the rate declines.

8.) Demographics:  An aging population and 
the continued desire for income (as low yielding 
as it currently stands) represents a seemingly 
continuous source of demand for high quality 
fixed-income.

The Downside to Falling Oil Prices 

The stunning collapse in oil prices during the 
second half of 2014 will have far reaching 
consequences.  So far, much of the attention has 
been focused on the benefit to consumers from 
lower oil prices.  There’s no question that the fall in 
gasoline prices and home heating oil act as a giant 
tax cut to consumers.  Most economists forecast 
the decline in oil to add a few percentage points 
of growth to GDP in 2015.  The expectation is that 
the average consumer will use the savings from 
lower fuel costs to increase their consumption, thus 
adding to economic growth as a whole.  So far, 
this narrative isn’t playing out.  While it’s certainly 
too early to fully gauge the impact on consumer 
spending, U.S. retail sales for December (netting out 
the impact of lower gasoline sales) unexpectedly 
fell 0.3%, well below the forecast of a 0.5% gain 
month over month.  This was the biggest drop on 
a monthly basis since June of 2012.  If in fact the 
benefits from lower fuel costs go toward savings or 
debt reduction, as opposed to consumption, those 
forecasts for higher GDP growth on the back of 
falling oil may need to be adjusted downward.



Much of rationale for falling oil prices boils down 
to supply and demand.  While most don’t believe 
there is an oil demand issue (despite slowing 
growth outside the U.S.), supply is unquestionably 
higher today.  Saudi Arabia has made it clear that 
they’re unwilling to cut their oil production and 
they have the low cost reserves to weather any 
adverse impact of lower oil prices in the interim.  
Other countries (Russia, Venezuela, etc.) do 
not have this luxury.  At the same time, U.S. oil 
production and stockpiles are hitting new highs 
as oil extracted from shale basins hit the market.  
Some estimates peg the global oversupply of oil at 
nearly 2 million barrels per day.  A glut that likely 
won’t go away without production cuts.  Barring 
an unscheduled emergency meeting (which 
certainly can’t be ruled out based on current 
events), the next meeting of OPEC (where 
production cuts could be announced) isn’t until 
June.  Another reason that a quick rebound in oil 
prices isn’t likely soon.  

What are other expected impacts from the 
dramatic fall in oil prices?  Here are a few to keep 
an eye out for.  First, as you’ll note from the chart 
on this page, expected earnings growth for fi rms 
in the energy sector are falling dramatically.  This 
impacts the overall forecast for S&P 500 earnings 
and the stock market will adjust accordingly.  There 
may be corresponding earnings benefi ts from lower 
energy prices in other sectors, but only time will 
tell.  Second, the fi nancial impact to smaller and 
medium sized energy fi rms.  The real question is 
what price per barrel for oil will allow these fi rms 
to be profi table?  Opinions on this question are all 
over the map, but it’s unlikely that many fi rms were 
budgeting for a sub $50 price per barrel.  What is 
the price where cash fl ow problems develop for 
these fi rms that lead to production cuts or other 
drastic measures?  Reuters recently reported 
that permits for new oil and gas wells in the U.S. 
tumbled by 40% in November.  Third, what is the 
impact on U.S. employment.  While the recovery in 
jobs in recent years may not have been as robust 
as past rebounds, one bright spot was the growth 
in jobs related to the energy sector.  According to a 
recent article in Zero Hedge, employment in states 
with large shale energy operations (CO, ND, PA, TX, 
WV) had risen by 1.36 million jobs since December  
2007.  If production cuts and less drilling activity 
are on the way, how long until job losses start to 
appear?  Finally, will debt defaults become a major 
issue in 2015 based on the low price of oil?  Much 
of the production growth and exploration budgets 
of the past few years have been fi nanced by cheap 
debt issued in the high yield market.  Lower cash 
fl ow to shale drillers will make payback of such 
loans much more challenging and may lead to 
defaults.  The energy sector currently accounts for 

16% of the U.S. junk bond market, so the potential 
impact is not immaterial.  The availability of future 
credit for new projects will likely disappear or 
become much more costly as well.  Needless to say, 
the news related to falling oil prices isn’t all good. 

Is the Middle Class Saving for Retirement?

Not according to the 5th annual Wells Fargo 
Middle-Class Retirement study.  According to 
the survey results released in October, forty-one 
percent of middle-class Americans between the 
ages of 50 and 59 are not currently saving for 
retirement. Nearly a third (31%) of all respondents 
say they will not have enough money to “survive” 
on in retirement, and this increases to nearly 
half (48%) of middle-class Americans in their 
50s. Nineteen percent of all respondents have 
no retirement savings.  On behalf of Wells Fargo, 
Harris Poll conducted 1,001 telephone interviews 
from July 20th to August 25, 2014 of middle-class 
Americans between the ages of 25 and 75 with a 
median household income of $63,000.  Other key 
fi ndings from the survey include:

68% of survey respondents agree that saving 
for retirement is “harder than anticipated.”

55% say they plan to save “later” for 
retirement in order to “make up for not 
saving enough now.”

27% of those between the ages of 30 and 
49 are not currently contributing savings to a 
retirement plan.

61% across all income levels in the survey 
say they’re not “sacrifi cing a lot” to save for 
retirement.



72% admit they should have started saving 
earlier for retirement, up from 65% in the 
2013 survey.

50% say they would cut spending “tomorrow” 
in certain areas to save for retirement, 
while 56% said they would give up treating 
themselves to indulgences like impulse buys 
and eating out.  51% would give up a major 
purchase like a car or home renovation 
project.  Interestingly, only 38% said they 
would forgo a vacation to save for retirement.

The median amount saved for respondents 
in the survey is $20,000, which is down from 
25,000 in 2013.  Looking at age brackets, 
for those between 40 and 49, the median 
amount saved is $40,000.  The median for 
those in their 50s is $20,000, while its $25,000 
for those between 60 and 75.

Respondents between 30 and 49 are saving 
a median amount of $200 per month for 
retirement, while those in the 50 to 59 
group are only saving $78 per month.

Needless to say, these are sobering statistics.  
Based on meetings with many clients over the 
past year, we can’t claim to be surprised by the 
numbers.  America simply isn’t saving enough for 
retirement.  While some of the blame is surely 
behavioral in nature, the fact is that the “economic 
recovery” of the past five years post-crisis hasn’t 
been as beneficial to the middle-class.  We see 
our plan sponsors focusing on two approaches.  
First, scheduling targeted education meetings for 
plan participants.  Instead of generic information 
sessions on the retirement plan, employers are 

picking specific topics to highlight.  These include 
savings strategies, understanding social security and 
retirement income planning.  The other approach 
that is really gaining steam is automatic enrollment 
/ automatic escalation.  In this approach, new 
employees are enrolled into a retirement plan 
with an initial starting savings rate, say 3% of 
salary pre-tax, and the employee must opt out 
in order not to participate.  Industry research 
overwhelmingly shows that only a tiny fraction 
of people opt out of these plans.  If utilized, the 
escalation feature will automatically increase 
that initial 3% to a higher level, say 4%, one year 
later with a similar increase each year up to a set 
stopping point.  This approach puts the savings 
rate for the employee on auto-pilot and partially 
solves the problem of employee indifference when 
it comes to retirement saving.  The reality though 
is that while a 3% savings rate in a retirement plan 
is ok, it likely should be much higher.  Hopefully 
continued educational efforts can help bring those 
savings rates up into the 10% range where it likely 
needs to be for true retirement security over the 
long-term.

Our Portfolio Strategy & Allocation Outlook

Overall, 2014 was a frustrating year for those of 
us that believe in diversified portfolios.  In perfect 
hindsight, a simple mix of large-cap stocks (S&P 
500 Index) and high quality U.S. bonds (Barclay’s 
Aggregate Bond Index) would have beat most 
well-diversified portfolios.  Within the U.S. equity 
market, large company stocks were the leaders 
while mid-caps trailed by a decent margin and 
small-caps lagged further still and were only positive 
for the year based on a huge run-up in Q4.  Within 
large-cap equities, sector exposure weighed heavily 

on results as those managers overweight the energy 
sector (S&P Energy Index down 7.8%) tended to 
lag, while those overweight utilities (S&P Utility 
Index up 29%) and health care (S&P Health Care 
Index +25.3%) tended to outperform.  Foreign fund 
categories posted modest 3-6% gains through the 
first half of 2014, only to completely give up those 
gains and finish the year with negative returns.  In 
addition, funds in the low volatility or “Alternatives” 
categories provided good diversification and 
downside protection, especially in the volatile third 
quarter, but they finished the year with only small 
positive returns.  

Fixed-income fund returns were mostly positive, 
but just like U.S. equities, sector positioning was 
key as the tide of falling interest rates didn’t lift all 
boats.  In 2013 we benefited by reducing exposure 
to funds that track the Barclay’s Aggregate Index 
(heavily weighted toward government bonds) and 
diversifying into other areas of the bond market 
that were either more tactical in their approach or 
less vulnerable to the threat of rising interest rates.  
In 2014, this diversification didn’t post negative 
results, but clearly trailed the Aggregate Index 
which is very sensitive to interest rates falling.  
Based on the move lower in rates during the past 
year, we’re hesitant to make big shifts in positioning 
that would in effect be a bet on rates continuing 
to plunge lower.  While the market consensus one 
year ago considered dramatically falling rates a low 
probability (the average forecast of 49 economists 
in the Wall Street Journal’s January 2014 survey 
predicted the ten-year Treasury would yield 3.52% 
at year-end), the current consensus seems to 
be equally convinced that a rate increase of any 
significant magnitude is unlikely.  We prefer to 



spend time finding managers that can produce 
acceptable returns in a variety of environments 
going forward rather than predicting interest rate 
movements. As always, the start of the year is a 
great time to review your investments with an 
eye toward any needed changes. Making sure your 
asset allocation percentages are still in line with 
your goals is always a valuable exercise.  
 
Please let us know if you’d like to discuss your 
personal investing goals.

Matthew H. McPhail, CFA, AIF®

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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