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What are your thoughts on current stock 
valuations?    

Equity valuations, as measured by the forward price-to-
earnings ratio for the S&P 500® Index have fallen over 
the past five quarters from 20x at the end of 2017 to 
17x today. We believe this valuation level is reasonable 
and compares favorably to the 10-year Treasury bond 
yield of approximately 2.4%. While U.S. economic 
activity may slow in 2019, a tight labor market and 
robust household spending should offset weakness 
in export markets, bolstering earnings and equity 
valuations.

Would you discuss the common underlying 
characteristics of the Fund’s equity holdings?

We use a “bottom up” investment strategy, focusing 
on companies with high returns on capital and strong 
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In the following commentary, the Portfolio Managers of the Hennessy 
Equity and Income Fund (HEIFX/HEIIX) discuss equity valuations, their 
outlook for interest rates and the bond market, and their investment 
case for two holdings.

balance sheets with low debt. At the end of the 
fourth quarter of 2018, return on capital for the 
holdings in the Fund averaged 19.9% versus just 
13.2% for the S&P 500® Index. For the same period, 
net debt to ebitda (earnings before interest, taxes, 
depreciation, and amortization) averaged 1.2x for 
the Fund’s holdings vs. 1.7x for the Index indicating 
generally lower levels of debt relative to earnings. 

We prefer companies that allocate capital efficiently 
and have high insider ownership levels or incentives 
in place that closely align management interests 
with those of shareholders. Many of the companies 
we invest in have generated substantial cash flows 
because of sustainable competitive advantages. 
While we do not actively seek stocks paying 
dividends, the sort of company we gravitate to does 
tend to pay a dividend. 

Would you explain the investment case for 
Nestle, a new holding in the Fund?

Nestle SA, the world’s largest food and beverage 
company, manufactures chocolate, confectionary 
items, bottled water, coffee, baby food and pet 
food, among other products. The company owns 
many well-known brands including Nescafe, 
Haagen-Dazs, Purina, Coffee-Mate, and Perrier. 

PORTFOLIO PERSPECTIVE 

Investment Opportunity  
as the Fed Prolongs the Cycle

Years  
on Fund12 Years of 

Experience30

“We use a “bottom up” investment 
strategy, focusing on companies with 
high returns on capital and strong 
balance sheets with low debt.”



In 2016, Nestle broke with tradition and hired a 
new CEO from outside the company. Since then, 
the company’s focus has been to raise profitability 
and streamline its operations by exiting non-core 
businesses. Although the company has some debt 
on its balance sheet, we believe it could pay it all 
down if it were to sell its 23% stake in the French 
beauty company, L’Oreal. 

Would you discuss why the Fund recently 
increased its position in The Charles  
Schwab Corp.? 

Schwab has evolved throughout the years 
beyond its discount broker heritage into a leading 
financial services powerhouse. The company offers 
brokerage, custody, banking, and other services to 
independent investment advisors and a full range of 
products and investment services to retail investors. 
Schwab has continually reinvested in technology to 
maintain its low-cost position, passing along savings 
to attract more institutional and retail customers. 
In addition, a new policy whereby cash balances 
are swept into Schwab’s bank as deposits instead 
of leaving them in a Schwab money market fund is 
helping to boost profitability. Finally, Mr. Schwab 
still owns 10% of the company and continues to 
shepherd the company with a long-term mindset.
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Last year, you correctly forecasted that the 
Federal Reserve would not have to raise rates 
as much as most investors anticipated. What 
is your outlook for short-term rates today? 

We believe that the Fed will not raise short-term 
rates in 2019 and, in fact, is likely to cut rates before 
year-end as a result of slower economic growth and 
continued benign inflation. 

The U.S. economy has been showing signs of slower 
activity in domestic markets such as housing and 
autos. Import tariffs and a slowdown in Chinese and 
European gross domestic product (GDP) growth 
have also contributed to a sharp deceleration in 
U.S. export growth over the last year. Despite the 
tight labor market, we do not think the U.S. has 
an inflation problem. Commodity prices are no 
higher today than they were in 1998 and we expect 
inflation to stay low as disinflationary pressures 
from excess capacity, the “Amazon effect,” and 
productivity increases continue to exert relentless 
downward pressure on prices globally. 

“In 2016, Nestle broke with 
tradition and hired a new CEO 
from outside the company. Since 
then, the company’s focus has 
been to raise profitability and 
streamline its operations.”



We believe that if the Fed lowers rates once or twice 
during the second half of 2019, it can engineer a 
“soft landing” whereby U.S. economic growth slows 
down for a period before it reaccelerates, effectively 
prolonging the positive economic cycle by two or 
three years. 

How is the Fund’s fixed income portion 
positioned and where are you finding value 
in the bond market today?

In our view, corporate bonds, especially triple-B 
rated investment grade corporate bonds, currently 
offer some of the best investment opportunities in 
fixed income markets. Many investors are concerned 
that an economic slowdown will cause difficulties 
for companies with leveraged balance sheets. They 
worry that many triple-B rated corporate bonds will 
be downgraded to non-investment grade, forcing 
some holders to sell and causing disruption in the 
marketplace. We believe these risks are overstated 
and that if the Fed succeeds in prolonging the 
economic expansion, as we believe it will, most 
corporate bonds should perform well. 

The Fund’s fixed income portion continues to be 
overweight Investment-grade corporate bonds 
and U.S. government agency obligations and 
underweight Treasury securities relative to its 
benchmark, the Barclays Capital Intermediate 
U.S. Government /Credit Index. The Fund’s fixed 
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“In our view, corporate bonds, 
and especially triple-B rated 
investment grade corporate bonds, 
currently offer some of the best 
investment opportunities in fixed 
income markets.”

income duration of 3.8 years as of March 31, 2019 is 
comparable to the benchmark’s. 

Can you explain how the Trump 
administration’s two major policy initiatives, 
import tariffs, and tax reform have affected 
the outlook for economic growth?

We believe the import tariffs put in place in 2018 
and the uncertainty surrounding the possibility 
of more tariffs for both Chinese and European 
manufactured goods have dampened GDP growth 
to some degree over the last twelve months. 
Lower corporate taxes, on the other hand, boosted 
corporate profits and economic activity in 2018. 
Nevertheless, in our view, both higher tariffs and 
lower tax rates have helped make the U.S. a more 
attractive place for direct investment, i.e. a more 
profitable place to build a factory. 

2018 was the first year since 1990 that the U.S. 
made fewer direct investments outside the U.S. than 
foreigners made in the U.S. Effectively, the U.S. has 
gone from investing a net $300-$400 billion a year 
outside the U.S. to receiving a net $100 billion in 
direct investment from abroad. We are hopeful that 
this higher level of investment will help raise the 
America’s potential growth rate. 
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Investors should consider the investment objectives, risks, charges and expenses carefully before investing. This and other important information can 
be found in the Fund’s statutory and summary prospectuses. To obtain a free prospectus, which can be obtained by calling 800-966-4354 or visiting 
hennessyfunds.com. Please read the prospectus carefully before investing. 
Mutual fund investing involves risk; Principal loss is possible. Investments in debt securities typically decrease in value when interest rates rise. The risk is 
greater for longer term debt securities. Investment by the Fund in lower-rated and non-rated securities presents a greater risk of loss to principal and interest 
than higher-rated securities. Mortgage- and asset-backed securities are subject to prepayment risk, which is the risk that the borrower will prepay some or all 
of the principal owed to the issuer. Investments in foreign securities may involve political, economic and currency risks, greater volatility and differences in 
accounting methods. The Fund may experience higher fees due to investments in pooled investment vehicles (including ETFs).

The S&P 500® Index is an unmanaged index commonly used to measure the performance of U.S. stocks. Barclays Capital Intermediate U.S. Government /Credit Index measures the 
performance of U.S. Dollar denominated U.S. Treasuries, government-related and investment grade U.S. corporate securities that have a remaining maturity of greater than one year and 
less than ten years. One cannot invest directly in an index. Price to earnings ratio is the market price per share divided by earnings per share. Cash flow measures the cash generating 
capability of a company by adding non-cash charges (e.g. depreciation) and interest expense to pretax income. Return on capital is a ratio which is estimated by dividing the after-tax 
operating income by the book value of invested capital. Earnings growth is not representative of the Fund’s future performance. 
Top ten holdings for the Hennessy Equity and Income Fund can be found on the fact sheet or here: https://www.hennessyfunds.com/funds/equity-income/investor#portfolio.Fund 
holdings and sector allocations are subject to change and should not be considered recommendations to buy or sell any security.
The Hennessy Funds are distributed by Quasar Distributors, LLC.                                     QA39486 -5/19 #5/19


