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Matt’s Market Update

Market reVieW
A very strong Q4 capped off a record-setting year for equity markets. Investor confi dence is 
growing heading into 2014 as the economy continues to improve by most measures, while 
the Fed’s easy money policy will continue on (despite their recent move to “taper”). For the 
year, the Dow Jones Industrial Average posted fi fty-two record closes and gained 29.65%, its 
best performance year since 1995. The S&P 500 index rose 32.29%, its best gain since 1997. 
For just the sixth time ever, the broad index closed the year at an all-time high. Forty-fi ve 
record closes were witnessed in 2013. All ten industry sectors gained for the year, an event that 
historically only happens 30% of the time. Eight of ten sectors posted gains greater than 20%. 
Not to be outdone, the NASDAQ Index was the winner for 2013 with a gain of 40.12%, its 
seventh best annual performance on record. The small-cap Russell 2000 index gained 38.62%, 
its best return since 2003, and also closed the year at a new high. Global markets joined the 
party as well. Japan’s Nikkei Stock index posted gains of 57% in 2013. This is a true testament 
(in the short-term) to the power of printing money. While most of you (if you read this report 
each quarter) are familiar with the largesse of our own Federal Reserve and its enormous efforts 
to stimulate the economy through printing money (or QE aka “quantitative easing”), Japan has 
blazed new trails in terms of printing money in an attempt to stimulate an economy that has 
been struggling with defl ation for over twenty years. Investors have taken note and gravitated 
to Japanese shares. Other global markets also posted solid years as Germany (+25%), France 
(+18%) and Spain (+21%) participated in the rising tide, but certainly lagged the performance 
of U.S. indexes.

The powerful returns witnessed for U.S. equities in a year when GDP growth disappointed, 
alongside slowing corporate earnings and revenue, continues to highlight the importance of Fed 
policy on the markets. At the end of the day, investors were simply willing to pay more (higher 
P/E multiples) for stocks. While the “E”, or earnings, in the P/E ratio grew very modestly 
in 2013, the “P”, or price, investors paid rose. The result was an increase in the P/E ratio to 
seventeen times trailing earnings as the year ended, compared to fourteen times at the start of 
the year. Investor willingness to place higher valuations on stocks was in no small part due to 
confi dence that the Fed would continue pumping money into the economy via QE and other 
measures. The Fed did announce in December that they would be slowing down (or “tapering”) 
their monetary injections by $10 billion per month starting this January. The plan is to now 
“only” purchase $75 billion in treasury and mortgage securities per month compared to the 
$85 billion purchased per month in 2013. One market commentator described it best when 
he said, “this is akin to taking the corvette down to 140 mph from 160 mph.” The Fed also 
stated that developments in the labor market, specifi cally the unemployment rate, would be 
key to their future actions. Finally, it’s important to note two key things to consider currently 
regarding the Fed. First, the initial plan to slow monthly purchases can change (perhaps soon) 

fourth Quarter 2013

Matthew H. McPhail, CFA
Chief Investment Offi  cer

Sentinel Benefi ts & Financial Group  |  55 Walkers Brook Drive, Suite 100 Reading, MA 01867  |  1-800-436-6689  |  sentinelgroup.com

In This Report

Market reVieW            1
U.S. stocks posted positive 
returns in 2013 while bonds 
languished.

WHat cOulD gO           2
WrOng?                        
Potential challenges to the 
stock market in 2014.

cHeaP Or                          3
eXPenSiVe?                       
Based on the Schiller P/E 
ratio, stocks are getting 
pricey.

Putting caSH tO         3 
WOrk               
How is corporate America 
spending its huge cash 
hoard?

Our POrtfOliO            4 
Strategy & 
allOcatiOn OutlOOk                           
One lagging sector is 
starting to look attractive.

Join us for a Live Webinar
thurs., feb. 12th at 2:00 p.m.

Q4 Market update 
regiSter: https://www.sentinelgroup.com/Q4-2013



as the Fed leadership has recently changed from Bernanke to 
Yellen. Second, this reduction in monetary stimulus doesn’t 
mean offi cial interest rate increases from the Fed are on the 
horizon any time soon. Most don’t expect the Fed to start 
raising rates until 2015 at the earliest.

As we’ve noted several times in recent updates, 2013 was 
a poor year for fi xed-income, specifi cally government 
debt. Since bottoming in May, yields on the key ten-year 
Treasury note have been on the rise. Yields on the ten-year 
started 2013 at 1.76% and fi nished at 3.03%. Rising yields 
sent bond prices lower and the Barclays Aggregate Bond 
index declined by 2.02%, its fi rst losing year since 1999 
and the second worst in its history (with -2.92% in 1994 
the worst decline). The Intermediate-Term Bond category 
average from Morningstar fi nished with a decline of 1.42% 
and investors have reacted by pulling approximately $81 
billion out of bond funds in 2013 according to Trim Tabs 
Investment Research. This amount surpassed the previous 
record outfl ow of $62 billion in 1994. Investors have clearly 
made some allocation shifts to equities, which is hardly a 
surprise given the strength of the stock market in the past 
year, but it would seem that investors are also starting to fear 
future infl ation and the negative impact that it will have on 
bond prices. While offi cial government measures like the 
CPI (Consumer Price Index) indicate that infl ation is well 
under control, price pressures are clearly building. It’s hard 
to believe that the unprecedented monetary experiment 
currently being conducted by the Fed won’t result in infl ation 
and other unintended consequences. After the Fed’s meeting 
in December where the reduction in monthly bond buying 
(“taper”) was announced, Chairman Bernanke was quoted 
as saying, “But we are very committed to making sure that 
infl ation does not stay too low.” In other words, the Fed is 
actively trying to achieve more infl ation. And we believe 
they’ll succeed! To us, it’s a matter of when and not if. This 
would obviously imply higher yields and more pressure on 
bond prices. This won’t happen over night and the move up 
in yields won’t be in a straight line, but we do believe that 
2013 was likely only a preview of the struggles in store for 
the bond market over the coming years. 

WHat cOulD gO WrOng?
Anytime we speak to a mutual fund manager, we like to ask 
what could go wrong with their strategy.  This at least helps 

to set expectations for the environment where they might be 
expected to struggle. How about things that could go wrong 
for the broad U.S. stock market? Here are some issues to 
keep an eye on this year:

1. Sentiment. Or investor complacency. This is really a short-
term issue as we start the year. Following two very strong 
years for the S&P 500 (and four years returning double-digits 
in the last fi ve), it’s no surprise that the average investor is 
feeling very bullish on the 2014 prospects for the market. 
Various market surveys compare those respondents who are 
bullish vs. bearish. As we begin the quarter, we’re seeing 
near record levels of those calling themselves bullish versus 
those who claim to be bearish. What’s wrong with that you 
ask? Historically speaking, such extreme spreads between 
the bullish and bearish responders have been a precursor 
to market pullbacks. When everyone identifi es themselves 
as bullish, they’ve probably already expressed that opinion 
by buying into the market, thus the buying power to take 
us to higher market levels isn’t present until a correction 
occurs and investors become less enthusiastic. On a side 
note, the opposite conditions are now present in the bond 
market. Bearish opinion is at a high level. So we wouldn’t 
be surprised to see a pullback in yields and a move higher 
for bond prices, even though we have longer-term concerns. 

2. Valuations. More on this below. By any number of 
measures, stocks are not cheaply valued at the moment. No 
surprise at all after such a large move up in prices. However, 
this doesn’t mean imminent danger for stock investors. 
As you know, markets can move from fairly valued to 
moderately overpriced to highly overvalued to ridiculously 
high valuations (think March 2000). Unfortunately, judging 
valuations is as much art as science and not a great market 
timing tool.

3. Monetary Policy. The “taper” strategy has been well 
received by the stock market so far. Will this continue to be 
the case? Especially if the unemployment rate continues to 
improve and the Fed decides to reduce stimulus even further? 
While we view this as a less of a near-term concern, we 
know that any hints of a less accommodative Fed have roiled 
markets over the short-term. Just look at what happened in 
late June when the “taper” strategy was fi rst discussed.
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4. Earnings. Consensus analyst estimates for S&P 500 
earnings in 2014 call for growth of 10.5% to a new high level 
for the index. This translates into double the 5% earnings 
growth achieved by the index in 2013. This would likely 
require further profi t margin expansion and 2014 GDP growth 
in the range of 5% (well above current optimistic forecasts 
of 3%). Also to note, ninety-four companies in the S&P 500 
told analysts to cut their prior estimates of Q4 earnings since 
September according to Barron’s. Only thirteen companies 
issued improved profi t forecasts. While the market was able 
to shrug off weak earnings growth in 2013, it may be asking 
too much for a repeat performance this year.

cHeaP Or eXPenSiVe?
One popular measure of equity market valuations is known 
as the Schiller P/E ratio. Developed by Yale Professor Robert 
Schiller and highlighted in his excellent book, “Irrational 
Exuberance”, this method of valuation compares the current 
price level of the market to the prior ten years average of 
corporate earnings. This approach takes a longer view that 
attempts to normalize earnings over time and limit the 
impact of extremes brought on by booms or recessions. The 
approach is also in contrast to our notes above regarding the 
“trailing P/E” ratio which simply looks at earnings from the 
prior twelve months. 

As you’ll note from the chart on this page, U.S. stocks trade 
for approximately twenty-fi ve times trailing earnings based 

on the Schiller P/E. While this valuation certainly isn’t 
unprecedented, it’s certainly higher than most time periods 
referenced on the chart. What does this mean for the average 
investor? First, stocks in aggregate are not cheap based on 
earnings. So, it may be more important than ever to rely 
on picking the right stocks, as opposed to more recently 
when the rising tide lifted all boats. Second, this is a single 
point in time observation for the market, but as the chart 
shows, markets more often than not tended to correct when 
valuations reached these levels. Finally, as we mentioned 
above, valuation analysis isn’t a market timing tool. This 
chart isn’t a reason to sell stocks, but it likely indicates that 
(based on history) future market gains won’t come as easily 
as they have in recent years.
 
Putting caSH tO WOrk
Companies continue to return capital to shareholders in 
the form of stock buybacks and dividends. In Q4, S&P 
500 companies are estimated to have bought back nearly 
$138 billion worth of their own stock according to Howard 
Silverblatt, a senior analyst with Standard & Poors. This 
would represent the largest quarter for buybacks since 
2007, and a 40% jump from this level one year ago. For 
the twelve months ending September 30, stock buybacks 
totaled $445 billion. While these purchases have certainly 
aided the market’s recent strong performance, are they 
really indicative of companies buying back stock at cheap 
prices, or is it simply a matter of no better alternatives for 
the cash? The true answer is probably a combination of both. 
Companies in general are under greater pressure these days 
to keep stock prices high and investors happy by whatever 
means necessary, including stock buybacks. Unfortunately, 
these great sums spent on stock come at the expense of other 
potential capital expenditures that might benefi t the fi rms 
in the long-term. Many are predicting that 2014 will see a 
continuation of the buyback trend. In case you’re wondering, 
buybacks peaked at $589 billion in 2007, just before the 
market tanked.  

Equity investors are also reaping the rewards of higher 
dividend payments. Announced dividend net increases in Q4 
for U.S. common stock totaled $12.7 billion, up from $8.4 
billion in Q4 2012. The recent quarter also saw 885 companies 
announce dividend increases. For all of 2013, 2,895 issues 
raised their dividends to shareholders, roughly the same as 

- 3 -

Price  decline of DJ Industrial Average following peaks in Shiller Ratio:
1901-1903: -46%; 1929-1932: -88%; 1937-1938: -49%; 1966-1974: -42%; 2000-
2003: -37%; 2007-2009: -54%

Source: yale.edu/shiller, and Bloomberg

The Shiller Ratio (PE10)  
Illustrates the market price to earnings ratio using 10yr average earnings adjusted for inflation; this method tends to 
smooth out boom/bust cycles or single-year earnings effects.  This ratio, when applied consistently over time, has been 
an excellent indicator of significant peaks and troughs in  valuation of equity markets. The current level has preceded 
some of the largest declines in market history and until now is without exception. 
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the 2,887 issuers who took this action in 2012. Despite these 
high figures, company dividend payout ratios remain only 
at 36%, compared to historical averages of 52%. This leads 
many to believe that there is plenty of room to see the trend 
of higher dividends to continue into 2014. With bond yields 
remaining near historic lows, we continue to believe income 
oriented investors should consider high quality dividend 
growth stocks for a portion of their portfolios.

Our POrtfOliO Strategy & allOcatiOn 
OutlOOk
No major changes to report in our managed portfolios during 
Q4. While we took major steps in 2013 to alter our fixed-
income manager mix, we’ll probably tilt even further this 
year in the direction of managers who we feel can navigate 
through a rising interest rate environment. The tailwind of 
falling rates is most likely behind us, and managers who can 
be opportunistic across the entire fixed-income spectrum 
are most likely to succeed in our opinion. From an equity 
perspective, small and mid-cap issues have outperformed 
their large-cap peers and thus carry significantly higher 
valuations. While posting good absolute returns, very large 
brand name companies with solid dividends have been 
laggards. We continue to like this segment of the market 
for conservative investors. 2013 was certainly a year where 
diversification didn’t matter much as equity performance 
was the sole return driver. While this trend could certainly 
persist, we don’t think it’s the time to give up on other asset 
classes. If anything, trimming back on winning holdings 

from the past year and deploying those funds into other areas 
that have lagged makes sense. Funds that hedge their equity 
positions certainly qualify as laggards. These funds are also 
commonly referred to as “alternatives”. Managers who took 
the more conservative path last year certainly didn’t perform 
as well on a relative basis, but considering the concerns we’ve 
mentioned above, keeping some exposure to managers that 
protect on the downside is still our plan.

One sector of the market that stands out as possibly 
attractive (since it has lagged so much in recent years) is 
the Emerging Markets category. By now, the potential long-
term growth story of the emerging world is well known, but 
these countries are currently dealing with a variety of issues 
related to currency devaluation and a slowdown in growth 
to more modest rates. These near-term issues have resulted 
in lower overall valuations and potentially a good long-term 
opportunity. According to stats from Bloomberg at the end of 
Q3, emerging markets traded at 9.7 times forward earnings 
compared to 14.9 times for U.S. stocks and 13.3 times for 
developed Europe. In addition, the Morningstar Emerging 
Markets category of funds average return over the past three 
years through 12/31/13 was -1.79% vs. +8.17% for the broad 
EAFE index of developed countries. For those with longer 
time horizons who can deal with the volatility, this may be 
an unloved segment of the market to consider.

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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Market ScOreBOarD

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.

Date of First Use: 1.21.14 | QMR-006-01202014

  S&P 500    

  DJia

  naSDaQ

  russell 2000 

  MSci acWi ex uSa

  Barclays aggregate Bond  

  DJ-uBS commodity

Q4 2013

10.51

10.22

11.10

8.72

 4.77

   -0.14

 -1.05

ytD

32.29

29.65

40.12

38.62

15.29

-2.02

-9.52

1 year

32.39

29.65

40.12

38.62

15.29

-2.02

 -9.52

3 year

16.18

15.70

17.73

15.67

5.14

3.26

-8.11

5 year

17.94

16.74

22.86

20.09

12.82

4.44

1.51

index returns (%) 

Source: Morningstar

Sentinel Benefits & Financial Group  |  55 Walkers Brook Drive, Suite 100 Reading, MA 01867  |  1-800-436-6689  |  sentinelgroup.com

10 year

7.41

9.64

7.62

9.07

7.57

4.55

0.87


