
 

   

Dividend Equity Strategy – Third Quarter Review and Economic Outlook 

 

 

There are times when investors must pay more attention to events in Washington than to the performance of their 

portfolio holdings. The third quarter of 2013 was a perfect example of how bad legislation and confusing 

statements from the Federal Reserve can overshadow everything else. The shutdown of the U.S. Government 

and concerns about the Federal Reserve pulling back the reigns sent the markets (and investors) on a 

rollercoaster ride from June through October.  

 

We do not believe a tapering by the Federal Reserve is in the immediate future. Back in June, when there was 

more confidence in the US economy, Chairman Bernanke floated a trial balloon that the Fed was close to cutting 

back on its asset purchases. The Chairman mentioned that tapering might begin during the fourth quarter of 

2013 and asset purchases would end during the summer of 2014. The reaction from the markets was immediate.  

Equity prices fell, interest rates rose, and economic data declined.  

 

Now that we have reached November and suffered through an extended shutdown of the U.S. Government, 

there has been little discussion about immediate tapering by the Federal Reserve. A new Chairman will be 

chosen and the prospects of damaging the economy and the markets during the first months of leading the 

Federal Reserve are too daunting. As long as the economy struggles to post consistent GDP growth of 2.5% or 

higher, inflation is below 2%, and job creation remains relegated to lower-paying positions, the Federal Reserve 

will continue to buy Treasury bonds and keep interest rates at the status quo.  

 

It should be noted that Janet Yellen has been more concerned about job growth and the rate of unemployment 

than she is about inflation. With Senate approval almost a formality, the new Fed Chairman is expected to 

continue the same strategy as her predecessor.  

 

This will play an important role for the stock market, and more specifically for “bond alternative” investments. 

Although we constantly remind our clients that dividend stocks and fixed income are two completely different 

asset classes, many investors fail to see the difference. There are certain equities that behave more like fixed 

income than a stock, including regulated utility companies, REITS, Master Limited Partnerships, and equities that 

yield three times more than the S&P 500. The SMA avoids MLP’s in all market environments and has a combined 

weighting in REITS and regulated utilities of less than 5% of the total portfolio.  

 

In the near term we expect to see money that was previously taken out of the market due to debt ceiling fears 

redeployed. Aside from high yield and floating rate, bond funds are still experiencing net outflows while mutual 

funds are adding equity exposure. Combined with extended monthly Government purchases, equities should 

trend higher. Cyclical names will likely continue their momentum into year end.  Consumer Discretionary, the 

best performing sector YTD, could face increased competition for the top spot going into year-end as consumer 

confidence has been shaken in light of the shutdown.  



 

   

 

Our outlook for the US economy has not changed significantly as we still see methodic growth in the labor 

market, consumer spending, and the GDP. Certain areas of the economy have been bright spots, including 

housing and auto sales. But restrained government spending and slow wage growth will keep the economy from 

reaching its full potential. While this will restrain stock prices over the foreseeable future, only a major shock (i.e. 

a sudden tapering by the Fed) would send equity prices tumbling by 15% or more. The lack of alternative 

investment options and stable corporate earnings should provide a buffer for the market.  

 

From a positioning standpoint the portfolio continues to follow a long-term outlook that lends to low turnover. If 

you are invested in the Brookmont Capital Dividend Equity SMA, the lack of turnover in the portfolio’s holdings 

should be an indicator that we are comfortable with our current positions. Until we see a significant shift in the 

economy, rising interest rates, or a rapid slowdown in earnings growth, the portfolio will only see changes based 

on specific opportunities or concerns about an existing holding. That being said, H.J. Heinz was removed from 

the portfolio after it was purchased by Berkshire Hathaway. The proceeds were deployed into three existing 

holdings (JP Morgan, General Electric, and Novartis) as each company reported second quarter earnings that 

beat consensus estimates.  

 

The portfolio did not react to concerns that the Fiscal Cliff or tapering by the Federal Reserve would lead to 

higher taxes and interest rates. These decisions have paid off as investor concerns over both issues quickly 

waned.  With an upcoming change in leadership at the Federal Reserve, and lingering effects from the recent 

government shutdown, we do not believe that a tapering is in the immediate future. Future tapering will only 

come to pass in conjunction with improved economic data indicative of a strong economy. Even then, the initial 

step down in purchases will likely be small with actual rate increases lagging the end of monthly purchases.  

 

From a valuation perspective, as equity markets continue to appreciate, various sectors are approaching their 

historical multiples, a noteworthy outlier is the Information Technology sector which is actually trading at a 

discount to historical levels. As the prospects of a taper continue to be pushed out, valuations across the board 

should trend higher as money moves from the sidelines into equities, foreign currencies stabilize and positive 

economic data points flow through to corporate earnings.  

 

To mitigate risk, it is not enough to hold a variety of names from different sectors and assume the portfolio is 

diversified. The individual holdings should also not be highly correlated with each other. Since many events are 

unexpected, and trying to time the market is speculation, holding uncorrelated securities is the best way to 

protect the portfolio during down periods in the market.    

 

Our emphasis has always been on companies that can grow their revenue and net income, provide an above-

average yield with growing dividends, and produce enough free cash flow that supports organic growth and a 

reasonable return to shareholders. As a result, the portfolio includes companies that are considered to be 

growing even if they are a large-cap value stock. 



 

   

 

Disclosure: 

 

The purpose of this publication is purely educational and informational. It is not intended to promote any product 

or service and should not be relied on for accounting, legal, tax, or investment advice. The views expressed are 

those of Brookmont Capital Management. They are subject to change at any time. Past performance does not 

imply or guarantee future results. Investing entails risks, including possible loss of principal. Diversification 

cannot assure a profit or guarantee against a loss. Investing involves other forms of risk that are not described 

here. For that reason, you should contact an investment professional before acting on any information in this 

publication. 

 

Financial information is from third party sources. Such information is believed to be reliable but is not verified or 

guaranteed. Performances from any indices in this report are presented without factoring fees or charges, and 

are provided for reference and competitive purposes only. Any fees, charges, or holdings different than the 

indices will effect individual results. Indexes are unmanaged; one cannot invest directly into an index.  

 

 


