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Wall Street ended the first quarter of 2024 with the Dow Jones Industrial Average and the S&P
500 both at new record highs. The S&P had its best first quarter since 2019, and the Dow came
close to hitting 40,000 for the first time ever." In terms of year-to-date growth, the Dow finished
Q1 up by 6.1%, the S&P by 10.5%, and the NASDAQ by 10.5%.

Much of Wall Street’s strength is still being driven by the artificial intelligence (Al) boom, with the
so-called Magnificent 7 tech companies currently representing over 30% of the S&P’s market
capitalization. But other sectors also performed well in the first quarter thanks to a lot of strong
economic data and the Federal Reserve’s continued cautious stance on interest rates. Fourth
quarter economic growth was a healthy 3.2%, and in March the unemployment rate fell to 3.8%,
according to the Bureau of Labor Statistics. Unemployment has now been below 4% since
February of 2022, the longest such stretch in five decades.?

As for the Fed, their effort to bring the inflation rate down to 2% is continuing, but cautiously. As
everyone knows, the Fed put tremendous downward pressure on the financial markets in 2022
by raising short-term interest rates at a historically aggressive pace to combat high inflation.
They slowed that pace last year as inflation fell, and they ended rate hikes altogether by the end
of 2023. Although the Fed’s target rate is still 2%, inflation has been holding stubbornly at a
range of about 3-t0-3.5% since last summer. Nevertheless, the Fed has refrained from raising
rates further at their last five policy meetings, including their most recent meeting in March.3

The Yield Curve Issue

At that meeting, Chairman Jerome Powell said the Fed remains “fully committed” to bringing
inflation down to 2%, but that that they don’t want to run the risk of causing a recession by
raising rates again. At a range of 5.25-t0-5.5%, short-term interest rates are already the highest
they’ve been since 2007, and they remain slightly higher than long-term rates overall. That, of
course, means the U.S. yield curve is still inverted, which is concerning. An inverted yield curve
puts financial pressure on banks and other lending institutions and has long been considered a
recessionary warning sign.

The yield curve issue obviously creates an incentive for the Fed to start lowering short-term
rates again as soon as possible, and coming into the year many analysts were forecasting we
would see several decreases this year. But with inflation still not fully reigned in, those forecasts
have changed. Although the Fed is still expected to lower rates at least this year, now the first
cut isn’t expected to happen until June at the earliest.

That means the inverted yield curve will remain an issue, which is probably why long-term
interest rates saw a slight spike in early April, in the wake of the Fed’s March meeting. The

" “Dow, S&P 500 End Quarter at Record Highs,” Wall Street Journal, March 28, 2024.

2 “Employers Added 303,000 Jobs in March as Unemployment Rate Fell to 3.8 Percent,” Washington Post, April 5,
2024.

3 “March 2024 Fed Meeting: Rates Hold Steady,” J.P. Morgan, March 21, 2024.



interest rate on the 10-year government bond ended March at 4.20% then jumped to 4.36% by
April 2n.4 That's not unusual, though, since the 10-year has been vacillating between about 4
and 4.4% since the start of the year. Although that’s certainly not ideal for bond investors (as
we’ll discuss further in the next section), it does represent a fairly stable market.

Is a Downturn Still Imminent?

So, with the stock market back to record highs and the economy still strong by many measures,
you might be wondering: Are the recession warnings that many economists were trumpeting for
most of last year still valid? The answer is probably yes for several reasons.

Let’s start with the yield curve. As long as it remains inverted, there is a risk we could see a
resurgence of the regional bank scare that rattled investors last year. Remember, five regional
banks failed in 2023 and dozens more were deemed “at risk” by the FDIC. As mentioned, an
inverted yield curve creates major challenges for banks — especially smaller ones — since banks
generally need long-term interest rates to be higher than short-term rates in order to make
money. Although the Fed and FDIC took steps last year to address the problem and shore up
regional banks, the inverted yield curve will continue to create challenges for them.

Another potential tipping point for the economy has to do with debt. Keep in mind that when the
Fed began its tightening phase, consumers were still coasting from the pandemic stimulus.
Student debt repayment was put on hold and many businesses were smart enough to take out
debt or extend maturities before rate increases really took hold, thereby delaying any negative
effects that come from increasing the cost of capital or monetary tightening.
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Beyond that, it's also important to remember that many things can disrupt the markets, including
natural disasters and major geopolitical events, and there is certainly plenty of potential for one
of those to crop up this year.

Our Take

All these factors underscore why it's important to remember that, while financial markets can
seem very reactionary, they are really forward-looking. Therefore, it's always important to weigh
the current economic picture against potential trends and developments down the road.

The good news is that if problems do emerge, the Fed is now well-positioned to fight back by
lowering interest rates again. In fact, the regional bank issue is probably a major reason why the
Fed is keeping short-term rates exactly where they are for now despite an inflation rate still

4 MarketWatch.com



higher than their target. In other words, they want to make sure they don’t exacerbate the yield
curve problem by raising rates again, and they also want to make sure they have plenty of
ammunition to combat an economic downturn if it occurs.

With that in mind, although we still think a downturn is more likely than not, we continue to
believe that if it does happen, it will probably be fairly mild and brief due to the Fed’s strong
strategic position.

Bonds and Fixed Income Securities Overview

It's hard to believe four years have passed since the beginning of the pandemic and the bond
index still hasn’t fully recovered, but with the fastest interest rate increase since 1980, it
shouldn’t be too big a surprise. As stated in the year-end letter, we believed the fixed income
market got a little ahead of itself during Q4 last year and we’d see bonds stumbling a bit during
Q1 this year.

Investment grade (IG) and high yield (HY) Corporate bond spreads both tightened during Q1,
though the US Treasury curve sold off or widened during the quarter. The graph below is a real-
world example of credit spread compression. As we can also see from the graph, spreads
coming down to the +135 area or 1.35% above the equivalent US Treasury maturity is one of
the narrowest levels in decades, showing just how hungry investors are for bonds and some of
the highest nominal yields not seen since the 2008-2009 recession.®
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Overall, it wasn’t the most interesting quarter we've seen for our fixed-income portfolios, but we
did make some changes during the quarter, and we’ll continue to adjust securities in a few of
our asset classes going forward.

Q1 Transactions:
The following is a list of the securities added to our client’s accounts over the previous quarter:
a. Dana Incorporated (DAN) - 4.25% 9/01/30 (B1/BB-/BB+) @ $87.00/ 6.70% yield to

5 Credit spread data is based on information from the following sources: Bloomberg, Vanguard, Charles Schwab, and
Reuters.




maturity

Dana is a global provider of high-technology products to virtually every major vehicle
manufacturer in the world. They serve global light vehicle, medium/heavy vehicle, and off-
highway markets through four business units — Light Vehicle Drive Systems (Light Vehicle),
Commercial Vehicle Drive and Motion Systems (Commercial Vehicle), Off-Highway Drive and
Motion Systems (Off-Highway), and Power Technologies, which consists of sealing and
thermal-management technologies that span all customers in our on-highway and off-highway
markets. Dana has a diverse customer base and geographic footprint which minimizes their
exposure to individual market and segment declines. In 2022, 48% of their sales came from
North American operations and 52% from operations throughout the rest of the world. Sales by
operating segment: Light Vehicle: 40%, Commercial Vehicle: 20%, Off-Highway: 29% and
Power Technologies: 11%. Rear/front axles, driveshafts, transmissions, sealants, and service
of OEM parts come from 88 facilities across the globe.

Catalyst:

» COVID-19 had caused a rough ride for the Big Three domestic auto manufacturers,
therefore materially affecting Dana Inc’s margins and EBITDA. Given that the Big Three,
which account for almost a third of Dana’s revenue, have finally settled with the UAW,
that should clear the runway for improved margins and free cash for 2024. Q3 '23 had a
5% increase in top-line revenue and 70% of net sales growth was from ICE, (traditional
combustion vehicles) programs, and 70% of adjusted EBITDA growth was driven by EV
programs. Dana has been investing, via capex, and prepping for EVs, (electric vehicles)
for several years now. This will more than likely continue as governments force auto
manufacturers into the EV space. The improved margins for the EV space represent an
important shift for Dana.

» The company’s cash position improved by 10% YoY, with liquidity mostly unchanged.
Current leverage stands at 2.6x and 3.0x on a net and gross basis. Management has
stated that they want to move back towards net leverage of 2.0x by 2025. The UAW
strike pushed Dana bonds wider, as expected, but given the clarity of the contract and
Dana management's goal of de-leveraging, we should see some spread compression
from current levels of +270 over the 5-year UST bond.

Risk & Outlook:

» The UAW strike hurt margins and cash flows, pushing management to lower 2023
guidance, with cash flows turning negative from estimated positive amounts during the
year. Increased working capital needs and higher capex to support new business and
product launches have taken a near-term toll on profitability. Another COVID-like black
swan event would severally hurt Dana and the auto industry’s recovery, but that’s an
inherent risk for all sectors.

» Outside of general economic, market, and geopolitical risks, the idiosyncratic risk to
Dana doesn’t seem material at this point in their business cycle. Increasing YoY sales
and favorable currency outlook for a less strong USD combined with an end to the UAW
strikes and clarity on worker contracts management should be able to de-leverage
further in the years ahead.

Adjusted EBITDA has improved by 35% over the past year, management plans on reducing
outstanding debt with a net leverage goal of 2.0x by 2025, with long-term leverage falling to 1.0-
1.5x. Leverage mostly increased with acquisition pre-COVID amounts to over $1 billion as



management moved towards an increasing global EV market. Given that supply chains are
mostly back to pre-covid “normality”, the UAW strike is over, and EV is starting to improve
EBITDA mix bonds should look narrow at some point over the next 12 months. We have very
little exposure to the auto and sub-industry and given management’s focus to de-lever spreads
should improve so we are adding the credit to our portfolios.

b. National Retail Properties (NNN) — @ 5.4% yield

NNN REIT Inc. is a real estate investment trust that acquires, develops, leases, and manages
retail spaces to tenants under long-term net leases and is primarily to retail under longer-term
agreements. The REIT has a well-diversified tenant roster with 3,532 properties with 390
different tenants in 49 states. There is some concentration in the Sunbelt states such as Florida,
Texas, George, North Carolina, and Tennessee, which are still growth areas. The REIT is also
well diversified across the retail sector, such as convenience and automotive stores,
restaurants, entertainment, health & fitness, equipment, pharmacy, electronics, and several
other sub-sectors.

Catalyst:

» During the Q4 earnings call, management indicated that the pipeline for M&A was going
to be soft due to low cap rates and sticky inflation, hence a higher for longer interest rate
outlook for at least the first half of 2024. FFO was $589mm/ $3.27 FFO per share for
2023 with expectations of $602mm/ $3.29 per share for 2024. Q4 FFO was at/above
consensus due in part to one tenant moving from a cash basis to accrual basis reporting,
hence a non-cash item. Consensus is expecting ‘24/'25 FFO of $3.29 and $3.39 and
AFFO of $3.33 and $3.43 per share.

» Though growth will be anemic for at least the first half of this year, dividends are
expected to be $0.565 quarterly for $2.26 during 2024, which equates to a conservative
68.7% FFO payout ratio.

Risk & Outlook:

» Management has been able to increase their dividend each year going back to 1990 and
their occupancy rate has always been strong at 98%, even during the 2008-2009
recession and the COVID-19 pandemic.

» Currently, NNN has a 99.5% occupancy, a 10+ year weighted average lease term, only
6.7% of outstanding leases coming due for 2024/2025, a decent cap rate spread
between acquisitions and dispositions, (1.4% 2023), and a low FFO/AFFO payout ratio
of 69% along with a current multiple near the lower end of the historic range 12x. A 5.8x
net debt/EBITDA, interest and fixed charge coverage ratios at 4.3x, and NOI flat to
slightly lower YoY combined with increasing FFO/AFFO and a flat debt maturity structure
with roughly 8% maturating in ‘24/25, should position NNN as a defensive to stable REIT
going forward during uncertain times with interest rates.

» P/FFO multiples have ranged from 9.3x up to 22.7x over the past decade for NNN and
the multiple currently stands at 12x. The tenants are roughly 18% IG with a 6.45% cap
and a 57% weight to non-IG tenants with a 6.7% cap and the residual exposure at a
6.9% Cap to public/non-rated tenants. Though net investment activity is expected to be
around 70% of 2023 activity NNN is a conservative play in the triple-net-lease space and
offering us a 5.4% vyield.



We were looking to replace some of our names in the Medical REIT sector that will have a
difficult time keeping their dividend rate up going forward. We feel that NNN should be a stable
replacement for these positions.

c. National Health Investors — NHI @ 5.8% vield

NHI is a self-managed REIT specializing in sale-leaseback, joint venture, and
mortgage/mezzanine financing for senior housing and medical facility investments. The REIT
held real estate, mortgage, and notes receivable for 179 facilities in 31 states, (106-SHP, 72-
SNFs, and 1-HOSP). These properties have an aggregate original cost of approximately $2.4
billion, rented mostly with triple-net leases to 25 tenants. The earnings breakdown into two
reportable segments, real estate rental properties, and a SHOP segment (Senior Housing
Operating Portfolio) that holds two ventures owning 15 ILFs throughout the U.S. operated by
independent managers. These 15 ILFs were previously leased as triple-net-lease agreements
until April of 2022, at which point they were moved to the two joint ventures under a TRS for
compliance under the REIT structure.

Catalyst:

» NHI falls under the Healthcare subsector, they are mostly set up as a triple-net-lease
manager. At year-end about 40% of their revenue came from just three tenants, Senior
Living (16%), NHC (12%), and Bickford (12%). Most of the Healthcare sector, REITs
included, suffered greatly under the COVID-19 pandemic and many healthcare
REITs/operators are still struggling from increasing costs, oversupply, questionable
local, state, and federal reimbursements, and to some degree, even private pay
insurance is attempting to cap payments to healthcare operators.

» While NHI management has done a good job of maintaining the capital structure and
overall leverage, like others, they have had to write off and incur accounting changes
due to uncollectible rental payments from some healthcare operators and restructure
some of those obligations. During 2022 there were at least $10.7mm in pandemic-
related rent concessions, but fortunately nothing during the second half of 2023. Total
deferral payments since the beginning of the pandemic were $37.5mm. Part of NHI's
plan for struggling operators was taking 15 ILCs, (independent living communities) from
a triple-net-lease structure and placing them in a joint venture with Merrill Gardens and
Discovery Senior Living as managing operators. *If industry fundamentals continue to
improve, and they did a bit in 23, this could help NOI going forward, as NHI believes
NOI margins will increase back to the mid-30% area. At the end of last year, there were
$31.8mm left in deferrals which management expects to realize with repayments and
other value-creating transactions.

The other concerns for the subsector are government and insurance payments.
Payments from government programs and private payors are subject to many statutory
and regulatory changes, unfair retroactive rate adjustments, recovery of program
overpayments, or ongoing governmental investigations/audits. One issue that’s still
overcast on the industry is the Budget Control Act of 2011, (BCA) which requires
automatic spending reductions to reduce the Federal deficit, resulting in uniform
payment reduction across all Medicare programs of 2% per year and goes until July of
2032. Fortunately, Congress has delayed the, up to 4%, Medicare payment reduction
which was supposed to take effect in January of '22. So, this could become an issue
during '25, after the election. Obviously, any material governmental reductions in
payments could adversely affect the tenants of NHI.
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Risk & Outlook:

» National Health Investors, for the Healthcare REIT space, has a decent balance sheet
with interest coverage at 4.2x, fixed charge coverage at 4.4x, and total debt/ assets of
35.9%. The FFO and FAD payout ratios are 82.5%, again not bad. As can be seen from
above the coverage and occupancy have improved with their REIT operators, but it’s still
a slow recovery in the space in general. If interest rates do decline this year and next, it
should help lower NHI's WACC at 4.7% with 38% in variable debt. Given management
was probably forced out of triple-net-leases properties and into 15 SHOP joint ventures,
this could actually help NOI increase FFO per share going forward, provided
management assumptions are accurate.

While we are lowering our exposure to Healthcare REITs overall, we have replaced some
REITs in the sector with new REITs that could improve with falling interest rates, better
occupancy, and improving NOI going forward.

Fixed Income Outlook & Perspectives

The world is watching our central bank and hoping for lower rates soon. Given the amount of
government stimulus provided as a result of the pandemic, we have been coasting from savings
and extensions of debt which has allowed continued consumption and pushed GDP higher.
However, there always comes a point when the party is over, and the bill comes. We hope this
time is different. Either way, we will continue to look for solid companies producing quality
income no matter the gyrations of the financial markets.

Equities Overview

After its March close, the S&P logged its first two back-to-back 10%+ quarters in 12 years,
which the table on the right below shows is a fairly rare feat. On average, the next months
following such a run have been marginally negative, but usually these runs were followed by
positive gains six months and twelve months later. This track record suggests that if past is
prologue, now would be too early to cash out, for investors with short-term horizons, even
though valuations are a bit high, in anticipation of lower interest rates to come.

S&P 500 Up 10%+ In Back to Back Quarters: 1945 - 2024

Second10%+  First  Second $&P 500 Performance (%)
Quarter  Quarter (%) Quarter (%) One Month Three Months Six Months One Year|
12/31/195 1061 11.36 181 167 1404 2640
12311958 1065 10.29 0.38 042 590 8.48
6/30/1975 U5 1419 6.71 11.89 525 95
3/31/1986 16.04 13.07 -141 5.00 317 210
9/30/2009 15,22 1498 -1.98 349 10.63 196
3o un 10.20 2.26 542 501 0.00
331012 1L15 12,00 0.75 3.2 .9 1141
331/204 1.4 10.04 (thru 3/27)
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Value Beats Growth

As the chart below illustrates, growth stocks have outperformed value stocks for the last year
and a half, but in the final month of Q1, that changed. In March, value beat growth and
dividends led value.

Russell 1000 Value Versus Russell 1000 Growth — Last 27 Months
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Some of the reasons why growth outperformed for so long include:

a. The rising yields in bonds have led yield investors to sell dividend stocks to buy
potentially less risky and higher-yielding bonds.

b. Growth stocks were over-sold heading into 2023, as a series of negative revisions in
2022, due to the effects of higher interest rates on companies’ capital investment plans
and the reduction in online spending, due to the reopening of the US and global
economies caused a drop demand for technology. This lower expectation reset set the
stage for higher positive revisions, once a new catalyst for technology investments came
along, as it did.

c. Fundamental growth in artificial intelligence and related cloud-based technology names
has led to material positive estimate revisions for sales and earnings in those areas,
which has motivated investors to pile into what appears to be a long-term secular trend,
which has propelled those stocks and related names higher.

d. In Healthcare, innovation and broader approval in BLP-1 inhibitors, which have been
proven to reduce patients’ weight and morbidity has led to a gold rush into that area as
well, propelling the stocks of the three pharmaceutical companies with approved drugs in
that area higher. This trend too should have legs, although with the side effects and
unpleasantness of a lifelong regime of injections, there is a good chance that the
expectations for these companies will not be met, if other companies come out with oral
alternatives or solutions with fewer side effects.



However, as confidence grows that the Fed will cut interest rates this year, and with the style
box pendulum greatly swinging too far into the growth side, such that the usual range between
growth and value stocks has reached an extreme, there are many catalysts now for value
stocks to get a run, but in the US and abroad, namely:

e. As interest rates and bond yields fall, high-yielding value stocks, with their inflation-
hedging attributes will again become attractive.

f. Investors who have jumped on the growth/momentum bandwagon in technology and
BLP-1 names have started to take profits, fearful of their high valuations and high
expectations. A lot of this harvested money is being reinvested into value names, that
have underperformed.

g. Value stocks are more cyclical in nature than growth stocks and as the economy both
has done better than expected and should pick up more if the Fed cuts interest rates, the
forward outlook for these companies has been improving, which is driving a modest
repricing in those names.

h. Energy stocks, which have suffered from under-investment and market pressure from
Russia and Iran flooding the black markets, are starting to jump and low inventory levels,
even despite ongoing near-term negative revisions, as domestic oil companies are
ramping capacity.

i. As interest rates fall and the yield curve returns to its positive slope, the carry trade
should work again for financial companies, a value bedrock, which should allow their
NIMs, book values, and EPS to grow. We are not there yet, but seem to be slowly
moving in that direction.

As illustrated below, the value to growth spread is not only at an extreme in the US, it is also at
extreme levels around the world, including in Europe.

The MSCI Europe Value index is up less than 2% so far this year, compared with the MSCI Europe
Growth up almost 10%. The value/growth ratio is near the lowest in more than two years.
Value Stocks Lose Relative Value Over Growth

European value versus growth ratio is lowest in over two years
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Looking at the March results, the total rates of return for the various benchmarks were:

Russell 1000 Value (RLV) +5.00% Russell 1000 Growth (RLG) +1.76%
S&P 500 (SPX) +3.27% Dow Jones Ind’l Average (INDU) +2.08%
NASDAQ (CCMP) +1.85% iShares Select Dividend ETF (DVY) +6.64%



Notice how dividends beat everything for the first time in 15 months.

Monthly US Equity Market Report
Fundamental, Technical, and Valuation Snapshots

32972024

Fundamentals: Estimates continue to lift on rising real incomes, cost efforts & low baselines.

Trend Economy is growing, input prices (ex-labor, rates) are falling, sentiment is up, with Fed hikes over.

(+) Healthcare Obesity drugs & price increases have offset other headwinds.
(+) Communications Al, Bhare gains & election spending are lifting Internet & select media cos.
(+) Consumer Discretionary Low-end slowing, but real income growth & pent up demand are lifting #s.
(+) Information Tech Al demand & chip turn are offsetting soft commercial demand.
(+) Industrials Mixed picture, as high interest rates & weak exports have nicked outlook.
[+ Utilities Rising capacity investments & lower rate outlook are lifting estimates.
(+) FReal Estate Rent gains, restructuring are offsetting occupancy, costs value pressures.
(+) Financial Services Good loan perf, cost cutting & rate optimism are battling falling MIMs.
(+) Consumer Staples Price & cost pressures continue to abate, yet volumes are still weak.
(—) Materials Soft demand, falling prices & rising costs continue to hit estimates.
(—) Eneragy Warm winter led to high inventories, soft volume & weak earnings.
32912024 Earnings Revisions Performance (Total RoR)
Mix 3 Mo. 6 Mo. MTD QTD YTD
SE&P 500 7.6% 8.8% 3.2% 10.6% 10.6%
Communications 9.2% 14.7% 20.0% 4.3% 15.8% 15.8%
Caonsumer Discretionary 10.7% 9. 9% 13.0% Warst=r  0.1% 5.0% 5.0%
Consumer Staples 6.5% 2 8% 3.5% 3.5% 7.5% 7.5%
Energy 3.8% ‘Wors=r -5.9% -6.7% EBest=r 10.6% 13.7% 13.7%
Financial Services 12.6% 31% 9.1% 4.8% 12.4% 12.4%
Healthcare 12.3% Best=r 15.5% 6.8% 2.4% 8.9% 8.9%
Industrials 8.8% 8.7% 5.8% 4.4% 11.0% 11.0%
Information Tech 29.4% 9.8% 15.4% 2.0% 12.7% 12.7%
Materials 2.3% -2.2% -5.1% 6.5% 8.9% 8.9%
Real Estate 2.2% 37% 3.8% 1.8% -0.5% -0.5%
Utilities 2.1% 7.7% 7.9% 6.6% 4.6% 4 6%

Source: Bloomberg

As you can see in the earnings revision table above, for the past six months we have been in an

unusual period of massively positive earnings revisions in nine of the eleven sectors, led by
Communications (Meta, Google, and the like), Information Technology (Nvdia, Microsoft, etc.),
Consumer discretionary (Amazon, Tesla, select retailers) and more recently Healthcare, via Eli
Lily and the BLP-1 names. This level of 2X to 3X+ GDP EPS revisions is unsustainable, but
happening now due to favorable operating leverage and improving demand on top of low

baseline expectations. Many people think that low economic and earnings growth leads to lower

returns, but the data surprisingly says that slow and steady wins the race, more than fast.




Have Al and Growth Stocks Gotten Too Hot?

Clearly, the answer to that question is “some have,” as we saw a fair amount of profit taking in
March. In particular, Nvidia, which has been the best stock of the Al bull run, traded off by a few
percent in the last week. However, it still represents 29% of the S&P 500’s total return YTD.

As we have noted in prior letters, the S&P 500 has a widely dispersed set of PEs, with some of
the hyper-growth names trading at over 100X earnings, and some distressed value names
trading in the mid-single digits. To tease that out a bit, the following two illustrations reveal that
the 2024e S&P forward PE in mid-March was 21X, but the PE without the Magnificent 7 was still
high by historical standards at 19X, versus a long-term mean of 16X. This is because other
megacap names, such as Eli Lilly, which has a PE of 137X are also pulling up the weighted
average figure.

The chart below that, which uses trailing GAAP PES, so the PE figures are higher, shows that
the market’s current spread between the most expensive names and the median remaining
stocks is the highest it has been since the dot.com era. On the margin, that statistic should be a
warning to growth investors and a sign of encouragement to value investors. However, if the
growth champions fall and that leads to a selling climax, everyone will lose in the short run, but
those who jump in when things eventually do go on sale will likely be glad that they did — at least
that has been the case historically.

S&P 500 Valuations Excluding ~Magnificent Seven'

MEEP 500 Ex AAPL, MSFT, AMZN, GOOGL, META, TSLA, NVDA - BEst P/E Ratio M S&P 500 - BEst P/E Ratio
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Median P/E of largest 10 stocks more overvalued than bottom 490
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This suddenly noticeable shift out of the high growth, technology-heavy indexes, like the S&P
500 and Nasdaq 100, has led to a slow but increasingly visible gain in positive flows to actively
managed ETFs, like ours. We have not yet benefitted from this shift towards more active ETF
fund flows, but our business development team has laid a lot of groundwork setting the stage for
it in 2024 and beyond. Again, the popular technical indicators seemed to echo the market’'s
momentum more than presage its continuation. Nonetheless, the overwhelmingly bullish signs
suggest more gains should come.

Q1 Transactions

We did little trading overall in Q1, as finding high-yielding value names that appear to be fatter
than ours has been a challenge — although we did do a few things that we feel will help overall
returns. The following is a list of buys/sells to our client’s accounts over the previous quarter:

a. January Changes

In January, we began to initiate a position in Interpublic Group (IPG), which is a nearly identical
company to Omnicom (OMC), but it was trading a little more cheaply, with a higher yield, due to
some relative weakness in the second half of 2023. To fund this purchase, we sold OMC and HR
Block. HR Block was included because it has done well and has a lower yield.

Interpublic Group (IPG) is a New York-based advertising agency conglomerate, like Omnicom,
with a $12.7B market cap. It trades at 11.7X current year estimates (which we think will move
higher as the election year ad spending picks up) and it pays a 3.7% dividend. The company’s
long-term average PE multiple is ~15X with a range of 11X to 25X. After growing EPS 18% in
2023, the consensus for now is for low-to-mid single-digit EPS growth over the next two years,
which is below management’s guidance. This cautiousness comes because IPG missed its Q3
EPS result, and Q4, which has yet to be reported, is not an easy target. We like that disbelief
about future growth and hope that the Street has set a low and beatable bar, against which the
company can demonstrate its abilities and regain its historical multiple.



If we take a two-year view and assume that earnings only grow 10% over that time, but that the
depressed multiple comes back to being in line with normal, that would imply a nearly 50% total
rate of return (with the dividends) over two years. On the downside, if the company continues to
middle along (while still generating $1B in FCF per year), just the enterprise value shift of paying
off debt and the dividend, should net 7% per year, with no earnings growth or multiple
expansions. Since we have never seen an election year when the ad agencies did not surprise
on the upside, this outcome seems unlikely, but still acceptable.

b. February Changes

In February, we shifted small amounts of clients’ assets from Valero (VLO) to Pfizer (PFE), in
response to Valero gaining on falling input costs, while Pfizer sank on its COVID product
guidance cuts. Looking ahead, Pfizer has laid out encouraging cost and clinical trial and new
product launch estimates that point to 19% EPS growth in 2024 and 25% growth in 2025.
Because of doubt in PFE being able to hit these goals, after reducing estimates so greatly in the
last 12 months, PFE only trades at 12X forward estimates, making it one of the cheapest stocks
we own on a PEG basis, if the current forecast comes true. Plus, PFE pays a 6% dividend. In
comparison, VLO pays a 3.2% dividend, with negative EPS growth expected over the next three
years. On a normalized basis, VLO trades at 12X EPS, but it does have a more structurally
defensive position and a better management team than Pfizer, so we still like it.

In addition, we initiated a position in Baker Hughes. We also exited International Flavors and
Fragrances before their earnings miss, and redeployed the capital into Berry Plastics and
Baxter, which seem to have improved prospects, and whose stock prices do not currently reflect
the improvements underway.

Houston-based Baker Hughes (BKR) is one of the top oil field services companies in the world,
along with Schlumberger, Halliburton, and NOV (National Oilwell Varco). It is involved in all
forms of exploration, production, and energy conversion, from discovery, well design, project
engineering, drilling, completion services, and power plant development. It also makes and sells
gas turbines, pumps, and flow meters as part of its complete energy solutions. Segment-wise,
60% of sales are in Oilfield Services and Equipment and 40% is in Industrial & Energy
Technologies.

Currently, BKR has a $29.6B market cap. It trades at 14.3X current-year estimates, which are
29% higher than last year’s EPS, with over 70% of growth expected in the 2024 — 2026 period,
thanks to the company’s growing backlog, both domestically and abroad. BKR also pays a 2.8%
dividend and has a 1X net debt to EBITDA leverage ratio, good for an A- S&P rating and A3 on
Moody’s. While BKR’s current PE ratio is 40% below its LTA, as it is P/FCF, for a long-cycle
company like this, EV/S is the most consistent measure to use. On that basis, BKR, at 1.33X is
25% below normal, consistent with the stock’s 20% drop from its September 52-week high, on
falling petroleum and natural gas prices, coming off the Ukraine war highs. We don’t fret over
this pullback because investment outside of the US in energy projects was below consumption
for many years, and now there are many catchup projects underway, from LNG developments
to green fuels to power plant conversions from coal to cleaner fuels that BKR continues to see
its backlog grow. At the same time, US shale production and the green transition in the US also
demand significant capital investment to “decarbonize” the world.

At present, we have only allocated a small position in BKR but anticipate increasing it before too
long. In terms of price targets, if we assume that the company grows its revenues by 18%, as
expected over the next three years, and reduces its share count with excess FCF by about $6B



over that time (up to a 20% share reduction), we project a total rate of return, including
dividends of about 49% over 3 years, or about 16% per year.

c. March Changes

Generally, we continued to take some profits from Valero and began reducing IBM at their 52-
week highs, added to Interpublic Group, and initiated an initial position in Kraft Heinz (KHC). We
limited our anticipated buying in KHC because the management was not available to answer our
questions and the stock immediately moved up nearly 7%, so don’t be surprised if we add more
to it soon.

We continued to add Sensata, Baker Hughes, and Pfizer to clients’ portfolios, which altogether
should have more upside and an equivalent yield.

In addition, the Firm started to purchase Pittsburgh, PA-based Kraft Heinz (KHC), which is a
$44.8B market cap convenience food and condiment co. It makes everything from coffee to
cream cheese, to Oscar Meyer deli meats, to juices, drink mixes, and of course, ketchup and
pickles. KHC trades at 12.2X current year EPS, and 9.8X CY EV/EBITDA, which is about 5 turns
(43%) less than its trailing five-year average. KHC also pays a 4.3% dividend, and its EPS are
expected to grow in the mid-single digits per annum over the next 3 years.

KHC’s EPS growth numbers and dividend alone are not particularly compelling. However, with
the stock trading 40% cheaper than normal at a time when its prospects are improving, there is
scope for meaningful upside. In particular, the company has been restructuring itself for the past
ten years, selling off slower-growing brands (reducing SKUs by 20%) and adding faster-growing
ones while cutting costs ($2.5B cost goal through 2027). Many of its portfolio high-grading deals
have been dilutive to EPS in the short run, though they are expected to lift the company’s growth
rate and ultimate earnings in the long run. Further, KHC should continue to benefit from having
raised its prices, to offset rising costs, at a time when its food costs have started falling and it has
been gaining shelf space in supermarkets. This shelf space is coming at a time when
management has begun reinvesting its cost savings into higher promotion, increasing marketing
by 30% point-to-point between 2020 and 2024).

Putting this all together, KHC is likely to benefit if it continues to grow sales and earnings, as
expected, and gets rediscovered as a stable income play, once interest rates start to fall. Getting
back to its historical mean EV/EBITDA multiple, factoring in some debt paydown that seems
inevitable, we think KHC could become a $50+ stock in 18 months (+30%) if it executes. That
price and the dividend imply ~37% return from now on, after the stock already has gained 7%
since we bought our first shares. FWIW, Berkshire Hathaway is KHC’s largest shareholder,
owning 26.8% of the equity, with a cost basis of $52.60 per share, ~45% above its current price.

Equities Outlook & Perspective

We expect the profit taking in some of the high multiple names to continue, even though they
have strong fundamentals, as the valuation disparity and generally improving outlook for the more
ordinary names in the market drives more broadening out of the rally, as we saw in March.

As we’ve discussed before, the combination of anticipated cuts in interest rates, led by the Fed,
and election year stimulus by the incumbents should continue to nudge stocks higher, despite the
many potential problems that the economy and markets may face.

Sooner or later, we believe the market should take a dive, as a 10% drop in most years is normal
and we just had two back-to-back up 10%+ quarters, which is a rarity. Should this happen, it is



most likely going to be a buying opportunity rather than the beginning of a major meltdown, so
long as there is not a powerful catalyst, like a global war that kicks it off.

Most importantly, if the Fed lowers interest rates, higher-yielding stocks and bonds should rally,
which would be good for our portfolios. Annuity sales have been hot as annuity buyers have
sought to lock in higher crediting rates, while they can. We expect to see more of that in high-
yielding stocks and bonds in the months and quarters ahead.

Sincerely,

Sound Income Strategies



Important Disclosures:

Past performance may not be indicative of future results. Different types of investments involve varying degrees of
risk. Therefore, it should not be assumed that future performance of any specific investment or investment strategy
(including the investments and/or investment strategies recommended and/or undertaken by Sound Income
Strategies, LLC (“SIS”), or any non-investment related services, will be profitable, equal any historical performance
level(s), be suitable for your portfolio or individual situation, or prove successful. SIS is neither a law firm nor
accounting firm, and no portion of its services should be construed as legal or accounting advice. Moreover, you
should not assume that any discussion or information contained in this document serves as the receipt of, or as a
substitute for, personalized investment advice from SIS. Please remember that it remains your responsibility to advise
SIS, in writing, if there are any changes in your personal/financial situation or investment objectives for the purpose of
reviewing/evaluating/revising our previous recommendations and/or services, or if you would like to impose, add, or
to modify any reasonable restrictions to our investment advisory services. A copy of our current written disclosure
Brochure discussing our advisory services and fees is available upon request. The scope of the services to be
provided depends upon the needs of the client and the terms of the engagement.

The referenced performance results reflect the reinvestment of dividends and other account earnings and are gross
of applicable account transaction fees (unless indicated) and SIS’ investment management fee. In instances where
performance figures are presented gross, performance would be lower as a result of transaction fees and SIS’
investment management fee. Historical performance results for investment indices, benchmarks, and/or categories
have been provided for general informational/comparison purposes only, and generally do not reflect the deduction of
transaction and/or custodial charges and the deduction of an investment management fee, the incurrence of which
would have the effect of decreasing historical performance results. It should not be assumed that your SIS account
holdings correspond directly to any comparative indices or categories. Please Also Note: (1) performance results do
not reflect the impact of taxes; (2) comparative benchmarks/indices may be more or less volatile than your SIS
accounts; and, (3) a description of each comparative benchmark/index is available upon request. The historical
benchmark performance results are provided exclusively for comparison purposes only, so as to provide general
comparative information to assist an individual client or a prospective client in determining whether the investments
meet, or continues to meet, his/her investment objective(s). It should not be assumed that account holdings will
correspond directly to any of the comparative index benchmarks. No current or prospective client should assume that
future performance will be profitable, or equal to either the composite performance results reflected above, or the
performance results for any of the comparative benchmarks provided. For reasons including variances in strategy,
account holdings, variances in the investment management fees incurred, market fluctuation, the date on which a
client engaged SIS’ investment management services, and any account contributions or withdrawals, the
performance of a specific client’s account may have varied substantially from the indicated composite performance
results.

Neither rankings and/or recognition by unaffiliated rating services, publications, or other organizations, nor the
achievement of any designation or certification, should be construed by a client or prospective client as a guarantee
that he/she will experience a certain level of results if SIS is engaged, or continues to be engaged, to provide
investment advisory services. Rankings published by magazines, and others, generally base their selections
exclusively on information prepared and/or submitted by the recognized adviser. Rankings are generally limited to
participating advisers. No ranking or recognition should be construed as a current or past endorsement of SIS by any
of its clients.

Portfolio managers at SIS generally make collective investment decisions. However, in certain instances, portfolio
managers may make client specific investment choices. As a result, portfolio dispersion may be increased in certain
time periods. Dispersion can also be impacted by factors including but not limited to individual client investment
objectives and guidelines, tax considerations, allocation of investment opportunities, order execution, and timing of
funding. The material is intended as a broad overview of portfolio, philosophy, process, and style.

Holdings are as of the date indicated and subject to change without notice. The list does not constitute a
recommendation to buy, sell or hold a security. Individual accounts may vary. The representative holdings have been
selected based on objective, non-performance-based criteria. Holdings shown in this presentation may or may not be
suitable for an individual’s account. Holdings are provided to illustrate a broad view of a particular strategy and are for
illustrative purposes only.

Due to various factors, including the passage of time and changing market conditions, content in this presentation
may be outdated and no longer reflective of current conditions.

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