kellog

H

S

MANAGEMENT
PARTNERS, LLC

First Quarter 2022
Investment Perspective

640 Fifth Avenue, 18th Floor
New York, NY 10019
212.888.0060
www.hsmanage.com

investment styles ebb and flow . . . fundamentals never go out of favor
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Investment Perspective
Brave New World
As noted in our 2021 Investment Review, your portfolio had experienced a strong 4Q finish, a robust 2021
overall, a sharp advance from March 2020’s lows and significant gains over the past 3-, 5-, and 10-year
periods. We wrote that “these well-above average trends reflected a recovering economy, a prolonged
economic expansion, low inflation, a drop in interest rates, and accommodative monetary policies.”
Today, we face a very different picture. Markets and your portfolio are correcting. Inflation is running
hot. The Fed is now tightening. Bond yields have backed up markedly. And we are now at the sevenweek mark of Russia’s brutal invasion of Ukraine. To steal a phrase from Aldous Huxley, we really do
believe that we have entered a brave new world.
It is worth taking a step back and consider where we have come from as we grapple with the implications
of Russia’s actions. In late 1991, The Soviet Union collapsed, and the Cold War ended. Fifteen newly
independent states were created (including Ukraine) and Western companies wasted little time moving
into these new geographic markets. This coincided with China’s economic reform that opened the country
and paved the way for China’s emergence as an economic superpower. NAFTA also went into effect in
1994, and the era of globalization had begun.
This past 30-year period has been good to Corporate America. New markets boosted the top line and
globalization lowered cost structures as well. “Just in time” inventory became the mantra and profits
powered forward.
However, the focus on the top-line, cost efficiencies and, of late, an increased emphasis on environmental
and social priorities obscured inconvenient realities. To some degree, some of the realities or risks had
begun to rear their heads during the Trump administration when Chinese tariffs upended supply chains.
COVID-19 brought this further to the fore as critical items such as PPE (personal protective equipment)
were in short supply and, in fact, made largely out of the U.S. Supply chains were further thrown into
turmoil by the Pandemic disrupting sales opportunities and raising costs.
But the Russian invasion has awakened the world to the most serious consequences of relying on hostile
parties for key natural resources. It has also forced a reappraisal of priorities, especially as it relates to
national security. And it has made countries think more than twice about other vulnerabilities that may
exist worldwide.
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Which brings us to today and how we are thinking about your portfolio in this post 2/24/22 Russian
invasion of Ukraine world…this brave new world.
Our investment methodology focuses on quality businesses, growing earnings and cash flows, and a strict
valuation discipline. Active management and a willingness to move across the continuum of quality
growth companies also remains core to our investment playbook. These tenets set the guideposts as we
adjust to changing times.
Investment Outlook
Earlier on, we discussed the favorable backdrop for sales growth and margins stemming back to the early
1990’s. It has also been a beneficial environment for price/earnings ratios, thanks to an almost 40-year
decline in bond yields. When I started in the business back in the summer of 1982, the ten-year bond
yield had recently come off a peak of almost 16%. Rates dropped persistently down to the 4% or so level
in the mid 2000’s before taking another leg down to about 2% in the 2010-2019 period, before
plummeting below 1% during the Pandemic. This drop in the ten-year bond yield was led by extremely
stimulative Federal Reserve monetary policy, which also coincided with aggressive fiscal spending. The
problem now is that it has contributed to a big resurgence in inflation. As a result, the Fed has reversed
course with Fed Fund rates on the rise and quantitative tightening on the horizon. This has led to an
especially dramatic rise in the ten-year bond yield during the first quarter of 2022.

Ten-Year U.S. Treasury Yield 1Q 2022

Source: Bloomberg Finance L.P.
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Rising inflation and interest rates are not good for multiples and the pullback we witnessed in portfolios
was driven by declining valuations. For perspective, your portfolio sold for 21.6X forward EPS estimates
at year-end 2021 and then dropped to 18.5X by the end of the first quarter of 2022 so we lost a good
three multiple points.
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Based on HSMP estimates since inception (4/1/07) through 3/31/22.

We ended the 1Q with a 5.4% earnings yield (inverse of the P/E ratio) with the 10-year bond yield at 2.34%
(it has gone to 2.7% since then). We think the earnings yield/bond yield ratio looks attractive, even in the
face of higher bond yields and note that when our Composite began 15 years ago, multiples were more
than 20X (and the earnings yield less than 5%) in a world in which the bond yield was more than 4.6%. As
we wrote last time “while rising yields can cause dislocations to valuation, we feel comfortable that we
own our portfolio at reasonable levels and can face somewhat higher yields. Rising bond yields may well
disproportionately pressure companies with high valuations and no cash flow.” We continue to believe
this is the case.
A more hawkish Fed will ultimately slow today’s recovering economy. Jamie Dimon, JP Morgan’s CEO,
framed today’s dilemma well in his 2022 Shareholder Letter: “I do not envy the Fed for what it must do
next: The stronger the recovery, the higher the rates that follow (I believe that this could be significantly
higher than the markets expect) and the stronger the quantitative tightening (QT). If the Fed gets it just
right, we can have years of growth, and inflation will eventually start to recede. In any event, this process
will cause lots of consternation and very volatile markets…rates will need to go up substantially. The Fed
has a hard job to do so let’s all wish them the best.”
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Which ultimately brings us back to the building blocks of your portfolio. Future appreciation will largely
be a function of earnings and price/earnings ratios. Your holdings are not immune from future economic
slowdowns or recessions, but we believe they are inherently resilient companies, with robust free cash
flow capabilities and strong balance sheets. We do not think valuations are extended and believe many
fears have begun to be discounted into current price/earnings ratios. In addition, your portfolio sports a
1.8% dividend yield which adds to total returns and leaves ample funds available for other shareholder
friendly activities, such as accretive share repurchase.
15 Years and Counting
Our Composite hit the 15-year mark at the end of the first quarter of 2022. Since inception, over that
interval, our Composite has compounded returns at a 12.8% annual post-fee rate (4/1/2007 through
3/31/2022). The power of this compounding shows that cumulative returns amounted to 512.3% in that
period and that $1 million invested at our start (4/1/2007) is now worth $5,123,000. Needless to say, we
have faced considerable challenges in that time, starting with the Financial Crisis in 2008, the Pandemic
in 2020, and the Russian Invasion of Ukraine in 2022. As my partner Greg Nejmeh points out, three Black
Swan events in 15 years.
As we go forward, we are committed to our sole focus on our concentrated quality growth methodology.
This includes a strong valuation discipline and active management. Undoubtedly, we will face many
challenges but believe this approach will serve our clients well in our drive toward absolute returns in the
years ahead.
Many thanks to the incredible HS Management Partners team that has been assembled over the years
and who work tirelessly on your behalf. My partners and I feel enormous pride at the professionalism,
commitment, and culture that we see at work every day.
And thanks most of all to you, our clients, who have stood with us over the years, entrusting us with the
management of your valuable assets. It is a responsibility that we take with utmost seriousness, and I can
assure you that every member of the HS Management team is focused on doing the right thing for you
each and every day.
Sincerely,
Harry W. Segalas
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Portfolio Profile (3/31/22)
HSMP Composite Performance as of 3/31/22
1Q22

1 Year

3 Years
Annualized

5 Years
Annualized

10 Years
Annualized

Since Inception
4/1/07
Annualized

Since Inception
4/1/07
Cumulative

HSMP Composite (Net)

-8.1%

10.7%

18.4%

16.8%

15.9%

12.8%

512.3%

S&P 500® Index

-4.6%

15.7%

18.9%

16.0%

14.6%

10.3%

333.0%

Russell 1000® Growth
Index

-9.0%

15.0%

23.6%

20.9%

17.0%

12.9%

518.6%

Performance results are net of fees and include the reinvestment of dividends and other earnings. Past performance is not indicative of future results.
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Composite performance results since inception (4/01/07) through 3/31/22. Performance is net of fees and include the reinvestment of dividends and other earnings.
Past performance is not indicative of future results.
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IMPORTANT DISCLOSURES
When we use HSMP, HS Management Partners, or Firm, we mean HS Management Partners, LLC. This piece is written from the perspective of our Composite holdings,
performance, and estimated metrics, and it does not refer to any speciﬁc client account (client accounts can have higher or lower performance than that shown here).
When we use Composite, we mean our HS Management Partners Concentrated Quality Growth Composite, and when we use the portfolio/our portfolio/your portfolio(s),
we mean client por�olios in general from our Composite perspec�ve (see below regarding diﬀerences between the Composite and client por�olios/accounts and
diﬀerences between client por�olios/accounts themselves). The Composite 12.8% compounded return noted on page 4 is net-of-fees and was used for the $1 million
investment example on that page (this example is for illustra�on/discussion only—actual client accounts could have had or had higher or lower performance than our
Composite and there is no guarantee than the return noted in the example was actually atained by any client account or could indeed be atained in the future. Our
Composite net-of-fees performance for 4Q21 was 10.57%, for 2021 was 30.51%, for 1Q20 –24.42%, and for the past 3-, 5-, and 10-year periods please refer to the
performance table under Por�olio Proﬁle on page 5. Composite performance is presented net-of-fees (net of actual investment advisory fees and trading costs). The
performance shown in this piece, including this page, should not be taken as an indica�on of how the Composite or a client account will perform in the future. Past
performance is not indica�ve of and does not guarantee future results. This piece has forward-looking statements that are by their nature uncertain and based on our
assump�ons (such as when we refer to possible/future/es�mated earnings, cash ﬂows, earnings-per-share (EPS), growth rates, price-earnings ra�os (P/E), market
condi�ons, or por�olio/client por�olio outlook); there is no assurance that forward-looking statements will prove to be accurate as actual results and future events can
diﬀer materially from our assump�ons. In any event, inves�ng in securi�es involves signiﬁcant risks, including the risk of loss of the original amount invested. We
encourage you to refer to our Firm Brochure (available on our website—www.hsmanage.com—or upon request at 212-888-0060) for some material risks applicable to
our investment strategy and addi�onal informa�on regarding our Firm. The informa�on here is solely for illustra�on or discussion, represents our opinion about the
men�oned companies and market condi�ons as of the date of this document, is subject to change without no�ce, should not be construed as a recommenda�on to buy
or sell any par�cular security, and should not be used as basis for making investment decisions. Some of the charts in this piece were obtained from the indicated thirdparty sources which we believe reliable, but we did not verify, nor do we guarantee the accuracy of this informa�on.
HSMP claims compliance with the Global Investment Performance Standards (GIPS®). HS Management Partners, LLC is an independent SEC registered investment adviser
(SEC registra�on does not imply any certain level of skill or training). The HS Management Partners Concentrated Quality Growth Composite includes all fully discre�onary,
ac�vely managed, fee paying accounts (accounts that pay us an investment advisory fee even if they pay zero trading commissions) which employ our style of inves�ng in
20-25 quality growth businesses. These accounts must have a market value exceeding $500,000 at the �me of ini�al inclusion in the Composite and have a market value
exceeding $300,000 to maintain inclusion. Results are based on fully discre�onary accounts under management that meet our Composite’s inclusion criteria, including
those accounts no longer with HSMP. Results reﬂect accounts managed at another en�ty: prior to January 1, 2008, the accounts in the Composite were non-fee paying
(non-investment-advisory fee-paying) individual accounts managed by Harry Segalas in accordance with HSMP’s investment policies, becoming HSMP’s accounts in
December 2007. The U.S. Dollar is the currency used to express performance. For more informa�on or for a copy of our fully compliant GIPS® Report and/or list of
composite descrip�ons, please contact us at 212-888-0060. The Composite is compared to the Russell 1000® Growth Index and the S&P 500® Index as benchmarks for
market context only. The Russell 1000 Growth Index is an unmanaged index that measures the performance of those Russell 1000® Index companies (largest 1,000 U.S.
companies based on market capitaliza�on) with higher price-to-book ra�os and higher forecasted growth values. The S&P 500® Index is an unmanaged market
capitaliza�on-weighted index designed to measure performance of the broad domes�c economy through changes in the aggregate market value of 500 stocks represen�ng
all major industries. There are meaningful diﬀerences between the Composite and each index that should be considered when comparing performance, such as in terms
of composi�on, concentration and vola�lity (e.g., the Composite contains securi�es not represented in either or both indices and is much more concentrated than either
index in terms of companies and sectors; the average market capitaliza�on of companies in the Composite will likely diﬀer from that of either index; and market or
economic condi�ons can aﬀect posi�vely/nega�vely the Composite’s performance but not the indices to the same extent). In addi�on, neither index bears fees and
expenses and investors cannot invest directly in either of them. Furthermore, we do not seek to mimic any market index in our investment approach and do not maintain
limits on industry or sector weigh�ngs. Although most discre�onary client accounts are included in the Composite and dispersion is typically low over �me, not all client
accounts are in the Composite, and even for those in the Composite, there can be dispersion, par�cularly for small client accounts and also when viewed over narrow �me
periods. Small accounts generally experience higher dispersion from our Composite than large accounts primarily because they do not par�cipate in trading, alloca�ons,
and aggrega�ons to the same extent as large accounts given their size and that actual par�cipa�on in trade orders depends, among other factors, on cash available in an
account and on our imposed per-order share minimums, which typically range anywhere from 5 to 100 shares depending on the stock price. Also, while the investment
merits of a given security drive our investment decisions, we take into considera�on the tax status of an account or group of accounts in certain instances when prac�cable
(that being said, we are not a tax-eﬃcient focused adviser and do not provide tax advice, and clients should consult with their own separate tax advisors in this regard).
In sum, client account holdings and performance can deviate from our Composite and/or from other client accounts (even within the same group and even diﬀerent
accounts of the same client), and also from the representa�ve por�olio, for several reasons, such as: client restric�ons, account type and size, �ming and market condi�ons
at an account’s incep�on and contribu�ons/withdrawals, �ming and terms of trades, actual client investment advisory fees (or the lack thereof), and client directed
brokerage/commission recapture instruc�ons. Furthermore, under our sole investment strategy (HSMP Concentrated Quality Growth Equity strategy) we provide
investment advice on a discre�onary basis (we make all the investment decisions and trade the accounts) and also on a non-discre�onary basis in the form of model
por�olios for use in mul�manager products (we do not make the ﬁnal investment decisions nor trade the accounts); therefore, certain informa�on here (including holdings,
performance, Composite, and investment strategy implementa�on) is not applicable to model por�olio clients as we have no control and do not monitor the
implementa�on (complete, par�al or not at all) of model por�olios, and the performance of model por�olio clients is not atributable to us.
We typically build a concentrated por�olio with a hard cap on company names and with an aim to keeping clients’ capital nearly fully invested. Our investment advice is
limited to domes�c and foreign equity securi�es of publicly traded companies. Client accounts generally hold 20-25 companies, although in some cases they may hold
more or less names. We do not maintain limits on industry or sector weigh�ngs, and while we do limit por�olio posi�ons by company, clients’ por�olios are likely to be
signiﬁcantly concentrated by sector, industry and/or geography, among other factors. While we believe that our investment strategy will produce desired returns, there
can be no assurance that we will achieve our investment objec�ves. Refer to our Firm Brochure for risks applicable to our investment strategy and Firm informa�on.
This document includes general information and has not been tailored for any specific recipient or recipients. Accordingly, the information here is not intended to cause
HSMP to become a fiduciary within the meaning of Section 3(21)(A)(ii) of the Employee Retirement Income Security Act of 1974, as amended, or Section 4975(e)(3)(B) of
the Internal Revenue Code of 1986, as amended.
Russell Investment Group is the source and owner of the trademarks, service marks, and copyrights related to the Russell 1000® Growth Index. Russell® is a trademark of
Russell Investment Group. S&P 500® Index is a registered trademark of Standard and Poor’s Financial Services LLC, a division of the McGraw-Hill Companies, Inc. Standard
& Poor’s is the owner of the trademarks, service marks, and copyrights related to its indexes. GIPS® is a registered trademark of the CFA Institute. CFA Institute does not
endorse or promote this organization, nor does it warrant the accuracy or quality of the content contained herein. Neither Standard and Poor’s nor Russell Investment
Group endorses, promotes, or sponsors HSMP. The marks, trade names, or copyrighted work included in this document are mentioned for identification purposes only
and are the property of their respective owners.

© Copyright 2022 HS Management Partners, LLC. All rights reserved.
This material shall not be reproduced without permission.
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