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HENNESSY EQUITY AND
INCOME FUND (HEIFX, HEIIX)

[ Comments and Opinions ]
The Hennessy Equity and Income Fund is a balanced fund with a target portfolio of 60% in value-oriented,
large-cap stocks and 40% in primarily investment grade bonds. Recently, we spoke with the Fund’s
managers to gain insight into the markets and the portfolio.
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OVERALL

RATING

as of 12/31/16
(Investor)
Among 710 Allocation—50% to 70%
Equity Funds

The Overall Morningstar Rating is based on risk
adjusted returns, derived from a weighted average
of the 3, 5, and 10 year Morningstar metrics. HEIFX
received 4 stars for the three and ten year periods
and 3 stars for the five year period ended 12/31/16
among 710, 419 and 606 Allocation—50% to 70%
Equity Funds, respectively. Ratings for other share
classes may differ.

RISK METRICS (INVESTOR CLASS)
as of 12/31/16

3 Year
Standard Deviation
6.83
HEIFX
10.74
S&P 500
Relative to the S&P 500
0.61
Beta
-0.85
Alpha

5 Year

10 Year

6.19
10.37

8.95
15.28

0.56
-0.63

0.56
1.59

Portfolio Manager Jonathan Moody, CFA, discusses the equity
portion of the portfolio, where he is finding opportunity, the
trend of dividends and share buybacks, and current
market valuations.
1. As a fundamental value-oriented manager, where are you finding opportunity?
With our bottom-up process, we seek higher quality companies with strong
balance sheets, healthy cash generation, low debt levels, and shareholder-friendly
management. Our intention is to be long-term owners of businesses. We believe
the market often loses sight of companies’ long-term underlying fundamentals
while focusing excessively on short-term issues, a tendency that provides many
opportunities to buy great franchises at attractive valuations.
A particular case in point is transportation company Norfolk Southern, which we added
to the portfolio in 2015 when its stock fell due to concerns regarding the company’s
perceived exposure to coal. Transportation of coal was historically a large part of its
business, but has declined to be a much more manageable segment more recently.
We believe the company has several attractive attributes, including a high return on
capital and a focus on returning capital to shareholders through dividends and share
buybacks. In addition, the company operates 20,000 miles of rail network with a
replacement cost that was higher than its market capitalization at the time
of purchase.
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“We prefer companies with
management teams that are
personally invested in
the business and motivated
by incentives focused on
return on capital or total
shareholder return.”
- Jonathan Moody, CFA
The London Company

2. What is the importance of return on capital and shareholderfriendly management?
We seek to provide downside protection by focusing on companies that have
high returns on capital. For example, General Electric’s average return on capital
has been increasing as it gradually divests itself of the low-return GE Capital
businesses and is left with operations that generate higher returns on capital and
higher growth rates. Going forward, we anticipate the company could provide
healthy growth in cash flows along with dividend increases. In addition, CEO Jeffrey
Immelt has been a consistent buyer of GE stock, personally purchasing additional
shares totaling $2 million in May 2016.
We prefer companies with management teams that are personally invested in the
business and that are motivated by incentives focused on return on capital or total
shareholder return. These arrangements help ensure that management interests
are properly aligned with investor interests and encourage the senior management
team to act like owners.

3. Would you please discuss whether the trend of dividend increases and
stock buybacks should continue?

TOP TEN EQUITY HOLDINGS
as of 12/31/16

Berkshire Hathaway, Inc.

4.6%

CarMax, Inc.

2.9%

Dollar Tree, Inc.

2.9%

Carnival Corp.

2.8%

Apple, Inc.

2.8%

Edgewell Personal Care Co.

2.8%

General Dynamics Corp.

2.7%

Altria Group, Inc.

2.6%

Wells Fargo & Co.

2.6%

Alleghany Corp.

2.5%

FOR MORE INFORMATION
Financial Professional Help Desk
800-890-7118
advisors@hennessyfunds.com

At the beginning of 2016, the dividend payout ratio—the percentage of earnings
paid to shareholders in dividends—for the S&P 500 Index was approximately 40%.
We believe payouts could continue to increase, as the dividend payout ratio has
averaged 50% over the long-term. In addition, many corporate balance sheets are
healthy, which indicates a continued ability to increase dividend payouts.
In considering whether stock buybacks create shareholder value, we believe
investors should focus on the spread between the cost of equity and the cost
of debt. In a low interest rate environment, companies can replace higher cost
equity with lower cost debt and this exchange creates value for shareholders. For
companies with low rates of organic growth, shrinking the capital base or pursuing
mergers and acquisitions and buybacks seem to be a prudent strategies for the
allocation of capital.

4. Many pundits believe the overall stock market is expensive. As a value
manager, what is your opinion on valuations?
We do not believe that stocks are overvalued in the context of current interest rate
levels. With the 10-year Treasury at 1.5% as of June 2016, we believe price-toearnings (PE) ratios should be meaningfully higher than they are today.

Shareholder Services
800-966-4354
fundsinfo@hennessyfunds.com
hennessyfunds.com

Fund holdings are subject to change and should not be considered a recommendation to buy or
sell any security.
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“The U.S. is a high-yielding
sovereign debt market
compared to many countries
around the world. ”

Portfolio Manager Gary Cloud, CFA, discusses his views on current
interest rates, the U.S. economy and the Fund’s fixed
income positioning.
1. The yield on the 10-year U.S. Treasury fell to 1.5% in June 2016. Where do
you believe bond yields are headed?

- Gary Cloud, CFA,
Financial Counselors,
Inc.

PORTFOLIO CHARACTERISTICS 		

FIXED INCOME ALLOCATION as of 12/31/16
Effective Duration (Years)

3.90

Effective Maturity (Years)

4.91

BOND QUALITY DISTRIBUTION

as of 12/31/16

Aaa/AAA
Aa/AA
A
Baa/BBB
Below Baa/BBB
N/A
Non-rated

PORTFOLIO MANAGEMENT TEAM
FIXED INCOME ALLOCATION

23.0%
3.2%
21.2%
47.1%
3.5%
1.2%
0.7%

While the rate on the 10-year Treasury seems miniscule, the U.S. is a high-yielding
sovereign debt market compared to many countries around the world. For example,
rates on comparable 10-year bonds in Germany, Japan and Switzerland are near
zero or have fallen into negative territory.
Looking ahead, we believe bond yields will likely stay at approximately the level
they are currently given the global economic weakness. Meaningfully higher bond
yields in the U.S. would only be possible, in our opinion, against a background of
significantly faster economic growth and higher bond yields in Japan and Europe.

2. What is your outlook for the U.S. economy?
The U.S. economy is better positioned than many other countries in the world but
a few indicators have recently signaled a softer trend. Capital spending has been
declining for the last several quarters, payroll gains were smaller than expected
in May 2016 and temporary employment figures have recently weakened. These
weaknesses may dim the prospect of future rate hikes.

3. In a potentially slow growth environment, how have you positioned the
fixed income portfolio?
We favor high-quality issuers with approximately 90% of the bond portfolio
invested in investment grade debt. We believe bond yields will remain low but if
we should enter a period where bond yields start to rise, we can invest a portion
of the Fund’s fixed income investments in floating rate bonds, preferred stocks,
floating rate bank loans and certain REIT equities.
In addition, we have been neutral to slightly positive on long-term rates, with a
tendency to hold bonds with longer maturities compared to the Barclays Capital
Intermediate U.S. Government/Credit Index.

Financial Counselors, Inc.
Sub-Advisor
Gary Cloud, CFA
»» Lead Portfolio Manager
»» Over 29 years of investment experience
Peter G. Greig, CFA
»» Portfolio Manager
»» Over 26 years of investment experience
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FUND PERFORMANCE as of 12/31/16
Average Annualized Total Return
3 Month

1 Year

3 Year

5 Year

10 Year

Since Inception
(6/3/97)

Hennessy Equity and Income Fund
Investor Class - HEIFX1

2.84%

5.73%

4.63%

7.47%

6.07%

6.71%

Institutional Class - HEIIX

2.99%

6.19%

5.02%

7.83%

6.37%

6.90%

Blended Balanced Index2

1.47%

8.06%

6.27%

9.52%

6.01%

6.50%

S&P 500 Index

3.82%

11.96%

8.87%

14.66%

6.95%

7.08%

Morningstar % Rank in Category (Investor)*

–

76

32

67

15

_

# of funds in Morningstar Allocation—50% to 70%
Equity Funds

–

810

710

606

419

_

Gross Expense Ratio:

1.43% (Investor Class) | 1.09% (Institutional Class)

* Based on total returns.
1
Represents the performance of the Investor Class shares after September 24, 2001 (inception of the share class) and
Institutional Class for periods prior to that date.
2
The Blended Balanced Index consists of 60% common stocks represented by the S&P 500 Index and 40% bonds
represented by the Barclays Capital Intermediate U.S. Government/Credit Index.

Performance for periods prior to 10/26/12 is that of the FBR Balanced Fund. The predecessor Balanced
Fund had the same investment objective and same investment strategy as the Fund. Performance
data quoted represents past performance; past performance does not guarantee future results. The
investment return and principal value of an investment will fluctuate so that an investor’s shares, when
redeemed, may be worth more or less than their original cost. Current performance of the fund may be
lower or higher than the performance quoted. Performance data current to the most recent month end
may be obtained by visiting hennessyfunds.com.

YIELD as of 12/31/16
30-Day SEC Yield
Investor

0.79%

Institutional

1.18%

Opinions expressed are those of the Portfolio Managers and are subject to change, are not guaranteed and should not be considered investment advice.

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 800-890-7118 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 higherrated 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).
Each Morningstar category average represents a universe of funds with similar objectives. The S&P 500 is an unmanaged index commonly used to measure the
performance of U.S. stocks. The Barclays Capital Intermediate U.S. Government/Credit Index is an unmanaged index commonly used to measure the performance
of U.S. bonds. One cannot invest directly in an index. Credit Quality Bond Ratings typically range from AAA/Aaa (highest) to D (lowest). The credit ratings shown
are based on each portfolio security’s rating as generally provided by Moody’s. If a Moody’s rating is not available, then the rating is provided by Standard and
Poor’s (“S&P”), a Nationally Recognized Statistical Rating Organization (“NRSRO”). The credit quality of the investments in the Fund’s portfolio does not apply to
the stability or safety of the Fund. SEC Yield is a standardized yield computed by dividing the net investment income per share earned during the 30-day period
prior to quarter-end. Duration is a commonly used measure of the potential volatility of the price of a debt security, or the aggregate market value of a portfolio of
debt securities, prior to maturity. Securities with a longer duration generally have more volatile prices than securities of comparable quality with a shorter duration.
Standard deviation is a statistical measure of the historical volatility of a mutual fund or portfolio. Beta measures the volatility of the fund, as compared to that of the
overall market. The Market’s beta is set at 1.00; a beta higher than 1.00 is considered to be more volatile than the market, while a beta lower than 1.00 is considered
to be less volatile. Alpha is an annualized return measure of how much better or worse a fund’s performance is relative to an index of funds in the same category,
after allowing for differences in risk. Return on capital is a ratio which is estimated by dividing the after-tax operating income by the book value of invested capital.
Price to earnings ratio is the market price per share divided by earnings per share.
Morningstar Proprietary Ratings reflect risk-adjusted performance as of 12/31/16. The Morningstar Rating™ for funds, or “star rating”, is calculated for managed
products (including mutual funds, variable annuity and variable life subaccounts, exchange-traded funds, closed-end funds, and separate accounts) with at least
a three-year history. Exchange-traded funds and open-ended mutual funds are considered a single population for comparative purposes. It is calculated based on a
Morningstar Risk-Adjusted Return measure that accounts for variation in a managed product’s monthly excess performance, placing more emphasis on downward
variations and rewarding consistent performance. The top 10% of products in each product category receive 5 stars, the next 22.5% receive 4 stars, the next
35% receive 3 stars, the next 22.5% receive 2 stars, and the bottom 10% receive 1 star. The Overall Morningstar Rating™ for a managed product is derived from
a weighted average of the performance figures associated with its three-, five-, and 10-year (if applicable) Morningstar Rating™ metrics. The weights are: 100%
three-year rating for 36-59 months of total returns, 60% five-year rating/40% three-year rating for 60-119 months of total returns, and 50% 10-year rating/30%
five-year rating/20% three-year rating for 120 or more months of total returns. While the 10-year overall star rating formula seems to give the most weight to
the 10-year period, the most recent three-year period actually has the greatest impact because it is included in all three rating periods. Morningstar Percentile
Ranking compares a fund’s Morningstar risk and return scores with all the funds in the same Category, where 1% = Best and 100% = Worst. Past performance is
no guarantee of future results.
The Hennessy Funds are distributed by Quasar Distributors, LLC.								
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