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Q3 Market Overview 

The third quarter of 2023 started off decently. The stock market ended July with healthy gains that helped 

all three major market indexes add to the gains they’d posted in the first half of the year. At the same time, 

though, an ominous sign appeared in the bond market, as long-term interest rates spiked. The interest 

rate on the 10-year government bond went from 3.84% at the start of the month to 3.95%1 by the end. 

This occurred despite the fact that the Federal Reserve paused its aggressive hiking of short-term interest 

rates in June and approved only another quarter-percent rate hike in July. This somewhat contradictory 

trend of rising long-term rates despite the Fed winding down continued for the rest of the quarter. The 

result was the return of a headwind for all investors, many of whom had been enjoying some recovery in 

their portfolios after the brutal market of 2022. Could things get worse in the final quarter? Before we 

address that question, let’s take a closer look at the markets these past three months.  

The Turnaround Begins 

Once again, July saw stock investors remain optimistic despite the sell-off in the bond market, but all that 

began to change in August. Wall Street ended August with losses for the month while long-term interest 

rates took another significant jump, from 3.95% to 4.17%. Then came September, and a continuation of 

the same trend. Even though the Fed did not approve another short-term interest rate increase in 

September, long-term rates nevertheless jumped again, this time from 4.17% to 4.57%. Meanwhile, Wall 

Street’s woes also continued. All three major indexes finished September in the red: the Dow fell 3.4%, 

the S&P 500 slipped 4.8%, and the NASDAQ ended 5.8% lower. September’s declines ultimately dragged 

equities into the red for the entire quarter. The Dow posted a 2.08% decline in Q3, the S&P 500 ended the 

quarter down 3.25%, and the NASDAQ finished 3.93% lower. The good news is that despite the Q3 

losses, all three indexes remained in positive territory for the year heading into Q4, with the Dow up 2.7%, 

the S&P up 13%, and the NASDAQ up by 27%.2 

So, what’s going on? Why do long-term interest rates seem to be steadily rising even though the Fed is 

continuing to wind down their rate-hiking efforts? The answer is probably that the bond market is finally 

starting to believe another piece of forward guidance from the Fed that it had been skeptical about: that 

short-term rates are likely to remain at their new elevated level for some time to come. Fed Chairman 

Jerome Powell confirmed this “higher for longer” outlook at the Fed’s September policy meeting. 

How We Got Here 

As you know, the Fed began raising short-term rates at a historically aggressive pace last year to fight 

inflation, which was at a 40-year high. This created constant strong headwinds for all investors. Between 

March and December of last year, the Fed took their benchmark short-term rate from near zero all the way 

up to 4.25%. As typically happens, the bond market accommodated all those increases with selloffs that 

also brought long-term interest rates up to their highest level since before the Financial Crisis.  
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But this year has been different. As the Fed began slowing their rate hiking pace in February, the bond 

market began pushing back. While the Fed’s smaller increases brought short-term rates up to over 5% 

between February and July, 3 long-term rates barely budged, remaining below 4% for most of that time. 

This was great for investors because it gave their portfolios a chance to partially recover, as noted.   

But this pushback also had a downside because it meant the yield curve was becoming increasingly 

inverted. As most people know, an inverted yield curve occurs when longer-term bonds pay less interest 

than short-term bonds. That’s wrong because if you commit to a longer time frame when purchasing a 

bond you should get more interest, not less. An inverted yield curve also puts negative financial pressure 

on banks and other lending institutions. In fact, four regional banks have already failed this year and many 

others have been flagged as “at risk” by the FDIC. 4 An inverted yield curve is also a classic warning sign 

of a recession, and, although recession fears had been decreasing for most of this year, they’ve started to 

intensify again more recently. 

It is precisely this yield curve issue that explains what’s been going on with interest rates the last few 

months. Prior to that, the bond market appeared skeptical that the Fed was committed to bringing short-

term rates up to almost 6% and keeping them there. That skepticism appears to have given way to 

acceptance. In other words, when the yield curve is inverted, it can only be fixed in one of two ways: either 

the Fed must start lowering short-term rates again, or the bond market must admit it was wrong and start 

slowly adjusting long-term rates upward again. That second scenario appears to be what we’re seeing 

now, and explains why a headwind returned to all the markets in Q3.   

Other Factors 

The Fed’s continued hawkishness is due mainly to the fact that, although inflation has declined fairly 

steadily since about mid-2022, the year-over-year rate of 3.7% remains higher than the Fed’s 2% target. 5 

As the monthly rate remained unchanged from August to September, many now believe inflation is not 

likely to dip below 3% by the end of this year. Thus, the Fed’s tough talk will continue. 

As for other economic indicators, overall, the US labor market remains very strong. However, according to 

the Bureau of Labor Statistics the unemployment rate rose by 0.3 percentage point to 3.8% in August. The 

number of unemployed persons increased by 514,000 to 6.4 million. Meanwhile, although Q3 growth 

numbers have yet to be finalized, a panel of market analysts surveyed by the Federal Reserve Bank of 

Philadelphia forecast an increase in the real GDP of 1.9% for the quarter. That’s down from 2.4% in Q2, 

but still on pace for an estimated growth rate of 2.1% for the year, according to the panel. 6   
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Our Take 

So, the question is, could this headwind for investors last awhile and get significantly worse? We believe 

the answer is, probably not. The bottom line is that in 2022 we had one of the worst years ever for 

investors thanks to the aggressive Fed, and for most of this year we’ve seen steady improvement. Some 

investors saw their portfolios recover by half or more from January to July. We see little evidence to 

believe the market is going to take back much of that before the end of the year, and virtually no evidence 

to believe all those gains will be wiped out again.  

It's also important to keep in mind that the situation we’re in now is normal in terms of what typically 

happens when we’re nearing the end of any rate-hiking cycle by the Fed. The market is simply digesting 

all the changes of the last year-and-a-half and adjusting to them. This adjustment period may continue for 

a while and be affected by other issues. Those include the potential of another government shutdown 

standoff in November and, again, that ongoing threat of a recession.  

Still, even if a recession does hit in 2024, the Fed is now in a good position to combat it by lowering short-

term rates again, which would likely bring long-term rates back down again as well. In short, regardless of 

the current adjustment period, we continue to believe the worst is over for investors, and that the return of 

a more normal market pattern is on the horizon.  

1MarketWatch.com 
2Federal Monthly Market Wrap: Sept. 2023, Oct. 5, 2023, Nasdaq.com  
3Federal Funds Rate History 1990 to 2023, Forbes.com, Oct. 2023 
4FDIC.gov 
5CNBC.com 
6Philadelphiafed.org  

 

Bonds and Fixed Income Securities Overview 

As noted above, the fixed 

income market struggled 

during Q3, pushing the 

Bloomberg Bond Aggregate 

down -3.23% into negative 

territory to -1.2% YTD.  Our 

main income model was up 

slightly for the quarter at 

+0.2%, leaving us +6.5% 

YTD, on average.  The 

Bloomberg graph at left 

illustrates the movement in 

the US Treasury curve from 

1-month T-Bills out to 30-

year bonds. The orange 

line was the Treasury curve 
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at the end of Q2. The green line shows the upward movement in longer-term rates (referred to as a Bear 

Steepener, with long-term rates increasing at a faster pace than short-term rates.    

Another factor impacting the bond market in Q3 was the US Treasury Department boosting quarterly bond 

sales for the first time in two-and-a-half years after Congress kicked the debt ceiling can down the road. 

The Treasury Department estimated they needed $1 Trillion for the third quarter of 2023 on July 31st.  

Given this additional information, the Fitch rating agency downgraded US Debt from AAA to AA+ on 

August 1st.  Japan and China have also been liquidating a portion of their US Treasury holdings and this 

has led to about a -4.7% loss in the 10-year (newest issue) US Treasury for Q3.  These factors, along with 

the Fed’s continuation of letting Treasury and Agency bond holdings roll off the balance sheet without 

replacing them, have also contributed to the bond markets’ struggles these past two months. 

Also, as you can see from the chart below corporate spreads have been tightening since March’s 

Regional Bank scare, with investment grade (IG)-rated bonds at +120 over UST yields and high yield 

(HY)-rated bonds at +425 over the Treasury curve. However, the high-yield bonds we mostly purchase are 

rated BB, which are +255 over Treasuries.  B and CCC high yield spreads are why the HY curve’s 

average spread is +425. 

 

 

2Q New Investments  

Hilton Worldwide - HLT 4.875% 4/01/27’s (Ba2/BB+) @ $96.25/ 6.05% yield to maturity 

Hilton Worldwide Holdings is a holding company, which, through subs, provides hospitality services 

through the management of hotels, resorts, and timeshare properties globally. Currently, HLT resides in 

125 countries with 7,165 properties and 1.13 million rooms.  Their brands include Waldorf Astoria, 

Canopy, Signia, Garden Inn, Hampton, Tru by Hilton, Embassy Suites, Homewood, and Grand Vacations 

timeshares.  With 152 million Hilton Honors members about 80% of total revenue comes from the US.  

About 30% of revenues come from management and franchise segments with 775 managed hotels and 

6,255 that are franchised. 

Catalyst: 

 



5 
 
 

➢ HLT has put together several impressive quarters, given the pent-up demand for leisure and 

business travel post-pandemic. Q2 ’23 net revenue of $2.7 billion is a 19% improvement YOY and 

the third quarter in a row that revenues have exceeded pre-pandemic levels. Q2 also ushered in 

$811mm EBITDA, which was the highest quarterly EBITDA in the company’s history.  

Management has also brought down gross and net leverage from 3.5x and 3.3x to 3.4x and 2.9x.  

The guidance for 2023 has increased and management noted that bookings for 2024 have grown 

30% YOY and this makes one of the largest quarterly bookings in history.  They expect some 

softening in the economy and have baked that into their numbers. 

Risk & Outlook: 

➢ Unlike other sectors, the lodging sector has, over the years, moved to an asset-light model to cut 

down on expensive carry.  This allows firms in the sector to gather more properties and get paid 

for their true niche: managing, and franchising their names/services vs. carry expensive properties 

on the books.  This stated, Hilton and many competitors, (Marriott and Choice Hotels) have been 

running negative quarterly equity on the books for several years, even before COVID-19.  Much of 

the negative equity is attributed to shareholder rewards.  Despite the negative shareholder equity, 

HLT’s leverage remains healthy for a BB-rated lodging credit with gross and net leverage at 3x and 

2.7x as of Q2 ’23.  With stronger EBITDA and FCF vs. Hyatt (Baa3/BBB-) and Marriott 

(Baa2/BBB).  Hyatt is also moving to an asset-light structure. 

Recommendation: 

Given that hoteliers are moving to an asset-light structure, this can produce several years of negative 

equity, if they are giving the cash flows to shareholders through buybacks or dividends. Most sector 

analysts believe that strong cash flow hoteliers, like HLT, can manage their balance sheets properly.  

Management could also stop these shareholder-friendly policies if there were another COVID-19-like 

scenario.  Hilton was able to cut its negative equity balance from $1.6b during Q1 ’21 to $800mm by Q4 

’21 just by recovering FCF during the year. Given the increasingly improved outlook for travel, we believe 

adding HLT back into our bond line-up, as we have, with a 6% yield and a very modest duration of under 4 

years, should work well. 

Cheniere Energy Partners - CQP 4.5% 10/01/29 (Ba1/BBB) @ $91.75/ 6.15% yield to maturity 

Cheniere Energy Partners, a subsidiary of Cheniere Energy, is a provider of clean liquefied natural gas, 

(LNG).  They offer services such as developing, operating, and constructing natural gas liquefaction and 

regasification facilities, as well as pipelines and LNG terminals.  The company serves energy, utilities, and 

other trading companies worldwide. CQP owns the natural gas liquefaction and export facility located at 

Sabine Pass, Louisiana (the “Sabine Pass LNG Terminal”) with six operational Trains. In addition to 

natural gas liquefaction facilities at the Sabine Pass LNG Terminal (the “Liquefaction Project”), the Sabine 

Pass LNG Terminal also has operational regasification facilities and a pipeline that interconnects the 

Sabine Pass LNG Terminal with a number of large interstate and intrastate pipelines. 

Catalyst: 

➢ CQP’s long-term customer arrangements form the foundation of their business and provide them 

with significant, stable, long-term cash flows. The firm contracts its anticipated production capacity 

under SPAs, in which their customers are generally required to pay a fixed fee with respect to the  
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contracted volumes. This is irrespective of their election to cancel or suspend deliveries of LNG 

cargoes, and under IPM agreements, in which the gas producer sells natural gas to CQP on a 

global LNG index price, less a fixed liquefaction fee, shipping, and other costs. Through CQP’s 

SPAs and IPM agreements, they have contracted approximately 85% of the total production 

capacity from the Liquefaction Project with approximately 15 years of weighted average remaining 

life as of December 31, 2022. They believe that continued global demand for natural gas and LNG 

will provide a foundation for additional growth for their business model in the future.  

➢ Cheniere completed their $38b LNG export terminal buildout with SP6 online in Q1’22 and reached 

their $4B debt reduction target two years early. Though shareholders’ returns are being ramped 

up, management has also reduced its run-rate leverage target to less than 4x from 4.5-5x and 

says they’ll allocate 50% of excess cash flow towards continued debt reduction to maintain their 

recently acquired Investment Grade status and better metrics across their capital structure.  Over 

the next 4.5 years, management expects to generate about $20 billion of cash flow, leaving $10 

billion of excess for debt reduction, which currently stands at $15.5 billion. S&P along with Fitch 

already upgraded CQP debt to IG from BB+. Moody’s could follow suit in 2024. 

Risk & Outlook: 

➢ The LNG market in 2022 saw unprecedented price volatility across all-natural gas and LNG 

benchmarks. Gas market fundamentals across the globe were tight and exacerbated by the 

Russia / Ukraine war risks, and later by the drastic reduction in Russian natural gas flows to the 

European Union (“EU”). Concerns over low natural gas and LNG inventories and low additional 

LNG supply availability early in the year were intensified by the war dynamics in Europe and by 

further constraints on natural gas and LNG supplies caused by the outage at the Freeport LNG 

facility in June and the explosion on the Nord Stream 1 and Nord Stream 2 pipelines in September. 

Several EU policy initiatives were passed to ensure underground gas storage in the region was 

filled before winter. Europe had to compete for LNG cargoes resulting in unprecedented price 

spikes. These conditions were worsened by high coal prices, low nuclear generation output, and 

low hydro levels in Europe, which limited optionality for power generators and deepened the 

energy crisis in Europe.  These uncertainties cause material volatility in the energy markets and 

have hurt CQP’s hedging contracts in the past, such as a $1.1 billion loss in market-to-market 

accounting on derivatives indexed to international LNG prices.  However, the first half of 2023 has 

been better with regard to derivate contracts, per the company:  Substantially all derivative gains 

(losses) are attributable to the recognition at fair value of our long-term Integrated Production 

Marketing (“IPM”) agreement with Tourmaline Oil Marketing Corp. (“Tourmaline”), a natural gas 

supply contract with pricing indexed to the Platts Japan Korea Marker (“JKM”). Our IPM agreement 

is structured to provide stable margins on purchases of natural gas and sales of LNG over the life 

of the agreement and has a fixed fee component, similar to that of LNG sold under our long-term, 

fixed fee LNG sale and purchase agreement (“SPA”). However, the long-term duration and 

international price basis of our IPM agreement make it particularly susceptible to fluctuations in fair 

market value from period to period. In addition, accounting requirements prescribe recognition of 

this long-term gas supply agreement at fair value but do not currently permit fair value recognition 

of the associated sale of LNG, resulting in a mismatch of accounting recognition for the purchase 

of natural gas and the sale of LNG. As a result of the continued moderation of international gas 
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price volatility and declines in international forward commodity curves during the three and six 

months ended June 30, 2023, we recognized approximately $187 million and $1.2 billion of non-

cash favorable changes in fair value attributable to the Tourmaline IPM agreement. 

Recommendation: 

The Russian invasion of Ukraine in early 2022 upended the LNG market as imports from Russia to the 

EU, Europe purchased massive amounts of LNG to replace the lost supply. This drove spot prices higher 

and squeezed volumes and increased volatility.  While this could limit Asian LNG demand long term, 

Europe demand should continue to be strong, though not as high as in 2022.  Japan and Korea have 

been big purchasers of LNG and while both countries plan to increase wind and solar power, this will not 

come close to meeting energy demands. Nuclear energy generation, meanwhile, has very long lead 

times: 5 to 8 years to buildout.  The IEEFA anticipates that weak supply growth and robust demand should 

keep global LNG prices elevated for many years.  Given CQP’s spread of +170 vs. the average Midstream 

of spread +150 bps and management’s actions to move into and sustain investment grade, we added an 

initial position in Cheniere Energy Partners above a 6% yield for a 6-year bond. 

CareTrust REIT-CTRE @ 5.61% 

CareTrust REIT is a self-administered REIT that owns and acquires/leases Senior Healthcare properties.  

The REIT was spun off from senior care operator, Ensign Group in mid-2014 and they own 216 skilled 

nursing, assisted, and independent living facilities.  Most of CTRE’s properties are located in the western 

US, with 70% segregated into SNF (skilled nursing facilities).  CTRE operates as a long-term triple-net-

lease REIT with annual rent escalations with caps; 1%-5% max. 

Risk & Catalysts: 

➢ Ensign leases or provides a guaranty for a significant portion of our properties. As of December 

31, 2022, properties leased to Ensign represented $66.2 million, or 35%, of total annualized 

contractual rental income. And properties leased to Pennant under the Pennant Master Lease for 

which Ensign provides a guaranty (the “Pennant Guaranty”) represented $7.1 million, or 4%, of 

total annualized contractual rental income. Ensign’s inability or unwillingness to meet its lease 

obligations or its obligations pursuant to the Pennant Guaranty could materially adversely affect 

their business, financial position, or results of operations. In addition, Ensign’s inability to satisfy its 

other lease obligations including payment of insurance, taxes, and utilities, could materially and 

adversely affect the condition of the properties leased to Ensign as well as Ensign’s business, 

financial position, and results of operations.  However, Ensign Group has a healthy 3.26x 

EBITDAR coverage and 4.1x EBITDARM coverage. 

➢ CTRE risk in the business is similar to other REITs in this space, but 95% of its revenue comes 

directly from rents.  Increased costs from COVID-19, labor, refinancing of debts, tenant operational 

risk of not being able to pay rent in full or a timely manner, and lower occupancy rates are issues 

to consider.  During the year ended December 31, 2022, CTRE recognized $94.0 million of 

impairment of real estate related to 10 skilled nursing/transitional care facilities that have either 

sold or are under contract to sell. During the year ended December 31, 2022, CTRE recognized 

$98.0 million in loss from their unconsolidated joint ventures compared to $192.1 million of loss for 

the year ended December 31, 2021. The $94.0 million net decrease in the loss is related to a  
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$95.4 million decrease in loss from the Enlivant joint venture, partially offset by $1.4 million of net 

loss. This includes $3.6 million of depreciation expense and $0.3 million of transaction costs, from 

15 senior housing communities acquired by two joint ventures entered into during the year ended 

December 31, 2022. 

➢ One plus for Care Trust REIT is a healthier balance sheet than most of the Healthcare REITs.  

CTRE ended Q2 with net debt/ normalized EBITDA of 3.8x vs. 10x for comps.  Management has 

set a target range of 4-5x, so there is room for additional acquisitions, but given cap rates net 

acquisitions might not grow too much given the market.  Management states liquidity is strong with 

$12mm cash, $290mm available under the revolver, and $207mm in future ATM proceeds with 

equity increases.  This liquidity reserve is sufficient to cover more than half of the current debt 

outstanding, though no debt comes due until 2026, and that’s only $200mm.  This gives 

management flexibility to get through the next two years, and no real refi-risk until 2028. 

➢ Looking through the Healthcare sector, most names continue to have material headwinds with 

weak tenants. And given that cap rates have not moved while WACC has greatly increased or 

soon will for many REITs, it doesn’t look like many deals will get done at favorable levels.  CTRE’s 

5.6% dividend, which is lower than the sector’s average, looks to be more stable, with much less 

chance of being cut, and a fairly conservative 76% payout ratio. 

Recommendation: 

Management has been careful with its balance sheet and has been growing its dividends and operating 

income and keeping a stable-to-growing FFO.  After COVID-19, management made some changes to 

their personnel to grow the pipeline with healthy operators with off-market deals.  That’s paid off according 

to management, with six new operators/ tenants that seem to have more financial flexibility than many of 

the larger Senior Housing/ Skilled Nursing operators.  Management puts a lot of emphasis on getting the 

best operators even if that means lower growth, which, during times of distress, such as pandemics and/or 

recessions, should help this REIT.  During the pandemic, 2020/21, CTRE was up 22.6% vs. 4.88% for the 

Bloomberg Healthcare REIT Index.  CTRE also has a lower AFFO payout ratio of 78%.  Normally we 

would say that having a material amount of revenue coming from just one client/company would be a 

concern. But given the last several years of operator/tenant struggles in the SNF and SHOP sectors, 

having a very healthy operator like Ensign Group-ENSG contributing a material amount of revenue as the 

largest tenant, probably lowers risk for CTRE during difficult, but improving times.  While other healthcare 

REITs pay much higher dividends, in all likelihood many of those dividends will probably be cut during 

2024, so we have added this name to our REIT line-up. 

Fixed Income Outlook & Perspectives  

The US Treasury curve has been inverted for five quarters now. In the past month alone, we have seen a 

rapid spike in longer yields, a painful Bear Steepener.  As we have noted in past newsletters, the yield 

curve usually steepens as the Fed starts to lower the Fed Funds rate, and bonds rally based on 

expectations of lower rates. We believe this return to a “normal”, steep yield curve – and, thus, more 

favorable conditions for fixed income investors – is on the near horizon. Meanwhile, we will, as always, 

continue to make the adjustments necessary to minimize any temporary decreases to asset values and 

maximize your income return.   



9 
 
 

Equities Overview 

 

As shown in the graphs above and tables below, while large cap tech/growth names have logged their 

best relative performance in many years in 2023, by the end of Q3 they had pulled back more than value 

did as rates backed up, and investors took profits. While large cap growth has been this year’s best bet, 

they are still down since the Fed started raising interest rates in Q1 last year, and the total return still lags 

value if you start counting at the start of last year through month end. While higher rates should lead to 

value stocks having better relative performance due to their shorter mathematical duration than growth 

names, the scarcity of growth can overcome this math late in a business cycle, as we are now in. 

On a total return basis in September, the total rates of return for the various benchmark were: 
Russell 1000 Value (RLV) (3.86%) Russell 1000 Growth (RLG) (5.44%) 
S&P 500 (SPX) (4.77%) Dow Jones Industrial Average (3.42%) 
NASDAQ (CCMP) (5.76%) iShares Select Dividend ETF (DVY) (3.89%) 

  Sound Equity Income ETF (DIVY) (3.39%) 

 
YTD, the total returns for the various benchmarks, assuming reinvestment has been: 
Russell 1000 Value +1.77% Russell 1000 Growth +24.97% 

S&P 500 +13.06% Dow Jones Industrial Average +2.73% 
NASDAQ (CCMP) +27.11% iShares Select Dividend ETF (DVY) (8.05%) 

  Sound Equity Income ETF (DIVY) (0.71%) 

 
Note that while we all learned in economic history that small cap stocks deliver higher returns than large 

caps over time, that has generally not been the case since the so-called Financial Crisis, when quantitative 

easing drove more index capital into equities than ever before. 

As shown in the chart below, consistent with the market’s “risk-off” trading in 2H 2023, in the face of 

higher interest rates, a slowdown in forward growth expectations, and the significant narrowness of the 

market, with mega-cap growth stocks pulling the indices higher, we have seen a predictable relative 

weakness in small cap returns versus large caps. Also hurting the small caps is that they tend to need to 

borrow more because they typically have higher capital needs per their level of sales, and therefore are 

more interest rate sensitive. 



10 
 
 

 

 

  

  

  

  

  

  

  

  

  

  

  

  

  

 

Once the mega caps start to falter, as they did in the 2000’s, small caps should again outperform. This 

will probably happen when other sectors of the market, besides technology, show more reliable growth 

prospects. 
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As show in the table above, Information Technology (think Nvidia, Microsoft, etc.), communications (think 

Google and Meta, over AT&T), and consumer discretionary (think Tesla, Amazon) have all seen nice lifts 

in their earnings estimates, as demand has turned out to be better than feared. Even falling costs have 

allowed consumer staples and industrials companies to raise estimates, despite significant headwinds to 

demand, which is pressuring volumes. 

The effects of rising rates are marginally pressuring the financials, but their impact on materials stocks has 

been great, with steel, copper and wood demand falling, as well as pulp and resins for packaging coming 

down. Energy is benefitting from cutbacks in production and higher prices, but demand there too has 

weakened for gasoline, jet fuel and chemicals. 

Getting back to Financials’ briefly, the chart below shows what a drag and relief rate movements have 

been to deal-making activity. Once rates start to drop, investment banks do very well. 

 

As we’ve discussed all year, the best talk of the markets still has to do with AI, which offers productivity 

and labor cost savings at a time when skilled labor is scarce and expensive. Hence, AI will remain a 

genuinely transformative hot topic for years to come. After 50 years of being little more than a digital 

automation tool, the technology’s ability to do real language processing on the cheap has made 

capabilities that were only possible with super-computers, like IBM’s Watson, ten years ago, now 

accessible to ordinary people, and extraordinary ones – which is where there is risk.  

Large Language Models: By Design, More Inputs = Better Quality Outputs 

These outputs then become further inputs that can help to form further refined outputs if some filtering 

(which may even be human editing) is done along the way. With this value chain, it seems almost 

impossible that Google should not become an Artificial Intelligence monster once it can adapt its own 

search engine funnels into becoming AI learning devices. Maybe Microsoft’s AI enabled Bing browser has 

better tools for now, but it doesn’t have the same market share, and hence data feed that Google has, so 

in the race to build the best AI platform, leading on the first lap is probably not enough to win the race. We 

shall see. 
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Technically Speaking, We Are Back in Neutral 

As indicated below, last month’s neutral to bullish technical readout has been flattened by the market’s 

repricing actions and rising volatility. Are these indicators useful? Probably not, as rates have been the 

whole story for the last six months and that hasn’t changed. 

 

  

 

  

  

  

  

  

  

  

  

  

  

 

One of the key changes in the stocks versus bonds debate is that, with interest rates rising, the extreme 

relative attractiveness of stocks versus bonds (on the basis of historical risk-premiums/investment 

spreads) that we have seen over the last 8 years has shifted.  Accodingly, the equity risk premium has 

fallen, like it typically does when the Fed hikes rates.  It will likely widen out again when the Fed is done.  

So, we are often asked, “are stocks still cheap versus bonds?” Yes, but the spreads between stocks and 

bonds are closer to normal now than they have been since QE started, thanks to the surge in bond yields. 

One could argue that stocks are closer to being more fairly valued today, relative to bonds and historical 

measures, than at any time in the last 12 years. 

One interesting data point is that the spread of the BBB corporates to Treasuries narrowed in Q3 as 

Treasury yields blew out more. This move and the equity risk premium drop is ironic as the restrictive 

pressures of higher rates should increase the chances of economic distress and not reduce them.  

Portfolio News and Changes 

In August, we exchanged/sold our Johnson & Johnson (JNJ) shares for similarly sized holdings in its 

consumer products spin-off Kenvue (KVUE). We also added a little to Pfizer (PFE), which has sold off this 

year on drug pricing pressures.  The swap offer that JNJ made allowed shareholders to convert their JNJ 

shares into Kenvue shares at a 7% discount to the preceding week’s market average price.  At the same 

time, Kenvue also offered a higher dividend yield (3.5%) than JNJ (2.2%) and potentially higher earnings 

growth, although this potentially superior feature needs to be proven with execution.  At 17.9X current 

year EPS, KVUE today trades at a 10% premium to JNJ.  However, by being able to buy it at a 7% 

discount erased most of that premium for JNJ holders. 
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The net effect of the spin-out, in which JNJ retained a 9.9% interest in KVUE, was also a 6% reduction in 

JNJ’s FY EPS outlook, which further improved the relative attractiveness of the swap.  We knew that the 

spin would be dilutive to JNJ’s EPS, but because of the unknown amount of the reduction in JNJ’s shares 

from the swap, it was unclear exactly how much of a reduction in EPS the separation would be. 

Kenvue (KVUE) is the former consumer products segment of JNJ.  KVUE’s products include Listerine 

mouth wash, Aveeno skin car products, JNJ Baby Shampoo, Tylenol, Motrin, Band-Aids, Neotrogena, 

Lubriderm, etc.  It does not have any liability exposure to the Talc litigation, and will be based in Skillman 

NJ, in its existing geographical footprint.  The newly listed company has a $44B equity market 

capitalization and pays a 3.5% dividend yield. Its net-debt-to-EBITDA ratio is below 2X and it is expected 

to be added to the S&P 500 in September.  At 17.9X current year estimates, KVUE is expensive for our 

portfolios, but still valued 10% below the market and 20% cheaper than its peers, on average. 

Kenvue is a 2% position in our portfolios. 

For JNJ swap shareholders, the transaction was tax free and the shares have a below market basis.  For 

those few accounts where we were not elected to be able to make the tax efficient swap, the JNJ shares 

were sold and KVUE shares bought in the open market. 

September Changes 

In September, the only notable portfolio change was that we sold the remaining small piece of 

Hanesbrands (HBI) out of those portfolios that still held it, after the company announced that it was 

considering selling its primary growth business, Champion. We redeployed the 1.3% proceeds in those 

accounts into Levi Strauss & Co. (LEVI) discussed below. 

We did not really want to sell that last bit of Hanesbrands where it was, but similar to our first 

disappointing sell-down of the company, the feedback we were getting from the company was different 

than the feedback we were hearing elsewhere. Basically, the company made it seem like the conditions 

were better than perhaps they were, and the surprise announcements (whether it be the dividend cut in 

Q1, or the Champion sales process in Q3) appear to have been driven by creditors looking to improve 

their interest coverage, with the threat of raising the cost of debt, if the company did not go along. Had 

the “strategic alternative” discussion for Champion been initiated by an external inquiry, most likely HBI 

would be trading much higher, as the bid for price would likely be interesting. However, the company 

indicated that was not the case, but rather they wanted to get a sense for what it might be worth. At this 

time, with the entire apparel industry under duress, in the post-pandemic spending shift, it is not an ideal 

time to be selling brands. So, we capitulated and took our chips off the table, and the new mean expected 

value for HBI dropped on the news. 

With the proceeds, we did not want to give up on the depressed apparel industry, as apparel is normally a 

GDP+ category that benefits from globalization, on top of fashion replacements that typically exceed 

functional consumption. The company that best met our high-dividend, value with a catalyst inclinations, 

with a much better balance sheet than HBI was Levi Strauss & Co. (LEVI). 

San Francisco based LEVI has the #1 share in the global denim market, predominantly catering to men. It 

has successfully deleveraged itself since the family controlled LBO went public again in 2019 and has 

since been expanding its women’s lines, including its acquisition of Beyond Yoga three years ago. The 

$5.3B market cap company is trading at ~$13 per share, down 57% from $30 per share in 2021, as the  
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same apparel slowdown that hit HBI has also hit LEVI. However, LEVI looks poised to bounce back next 

year. Currently trading at 11.6X depressed EPS, with a 3.6% dividend yield and EPS expected to grow 

20% in 2024 and 14% in 2025, LEVI has some attractive metrics that imply the company’s stock price 

should move higher. 

Fundamentally, LEVI is pursuing a classic globalization, adjacency expansion strategy, by investing in 

overseas distribution, growing its women’s tops and accessories lines (to augment its strong bottoms 

franchise), and increasing its direct-to-consumer (DTC) sales. As expected, women’s is now the fastest 

growing category for the company, consistent with most apparel companies, and this expansion still has a 

long way to go. 

The firm’s DTC strategy is centered less on growing its 1,500 company owned stores and more towards 

online sales. To help improve its online presence, CEO Chip Bergh hired Michelle Gass, who used to run 

Kohls, and led their online business, to replace him as CEO in 2024. She is now leading the company’s 

online efforts, with the goal of accelerating the company’s sales. 

When you add together the company’s revenue and margin targets, the company projects to generate 

10% to 12% CAGR EPS over the next 5 years, plus pay a 2%+ (now 3.6%) dividend. Simply hitting the 

consensus forecast for fiscal 2024 and returning to a more normal 13.5X PE, LEVI has ~40% price upside 

on top of its dividend, which would be a solid 12 month return if it comes to pass. They report on October 

5th. The risk is that the ongoing apparel slowdown gets a little worse before it gets better. 

Offsetting that risk to some degree has been recent weekly retail sales data that show Levi’s to be gaining 

market share versus their competitors. So, LEVI may just be the tallest midget, with its strategies working 

better than others. Either way, the stock looks cheap and if the progress that the company has made over 

the last four years can continue, this name should be money good for the next few years at least. 

Performance 

In Q3, most of our portfolios realized smaller declines than the S&P 500 value indices and dividend peers. 

As you are no doubt tired of reading, YTD, the technology-led S&P 500 and NASDAQ indices remain 

ahead of the value benchmarks thanks to the massive gains captured by the so called Magnificent 7 

names, which do not meet our high dividend yield and valuation criteria. Last year, when dividends were 

more scarce than secular growth, dividend stocks out-performed massively. This year, growth has 

become more scarce so those stocks have triumphed. We believe that once interest rates stop rising, the 

market’s favoritism pendulum will gradually sway back towards a more central or balanced position, which 

should take dividend paying companies out of the penalty box they are now in. 

In the meantime, with so many stocks under pressure, our goal is to try to dance between the raindrops 

and upgrade our holdings when upgrade opportunities present themselves. We remain diligent in our 

quest to upgrade our positions and continue to execute our mandate, which is to generate relatively high 

dividend income, and positive net returns for our clients. 

Characteristics: Still Cheap, With Higher EPS Growth Than the S&P 500 

The characteristics of our portfolios show that they are still ~42% cheaper than the S&P 500 on a PE 

basis, with much higher dividend yields and expected EPS growth, but lower weighted average sales 

growth expectations than the popular benchmark. As of the end of Q3, one of our dividend portfolios was  
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paying a 4.7% annual dividend, 2.8X that of the S&P 500 for 43% below its PE price, while another was 

paying a 3.8% dividend, 2.3X the yield of the S&P 500, at 42% below its PE price. The first has a 2023e 

EPS growth forecast that is 4.9% above the S&P 500, while the other portfolio is expected to grow EPS 

10.1% above the benchmark. Also, their Betas are 0.7X the Index Beta, which means that they should go 

up and down less than the S&P, based on the historical movement of their constituent shares. The EPS 

growth plus dividend lines in the tables below indicate our approximate expected forward total returns for 

both portfolios relative to the S&P 500, based on consensus estimates. 

Equities Outlook & Perspective 

As we enter the final quarter of 2023, we are optimistic that nearly all the pressure from the Fed’s rate 

hiking actions are priced in. October is typically the turning point when most of the tax loss selling and so-

called “window dressing” are done, which should make for merrier returns as we close in on the new year. 

The last eighteen months of fighting the Fed have not been very fun or productive for stock and bond 

market investors, but we really do believe that what we are doing is helping our clients have income 

through good and bad times, and be in good positions to capture more upside, as soon as the rate 

pressures abate. 

In all times, we feel grateful and blessed to be able to work with you towards that common goal of taking 

care our deserving clients as best as we can. 

Sincerely,  

Sound Income Strategies 

Investment Advisory Services offered through Sound Income Strategies, LLC, an SEC Registered Investment Advisory Firm. 

 

 


