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Market Overview 
The case for equities continues to be generally favorable from 
both a relative value and earnings perspective despite high 
absolute valuation levels across most indexes. Versus bonds, 
equities are still attractive given the low-interest regime of  
the last decade. Earnings estimates have recovered relative to 
April 2020 with 2021 estimates for the S&P 500 Index already  
at post COVID-19 levels. 2022 earnings growth is expected  
to show high single-digit gains. This combination of healthy 
forward earnings, even if not at the recovery rates experienced 
during 2021, and attractive valuation levels versus other asset 
classes is positive. However, investors are also digesting the 
potential impacts of higher inflation to growth and profits,  
as well as the change in Federal Reserve policy. These elements 
have caused a lot of volatility in leadership over the last  
12 months between cyclical and growth stocks. 

Corresponding to the earnings recovery of the past year, 
economic indicators such as the Purchasing Managers’ Index 
(PMI) continue to stay at record-high levels for both the U.S. 
and most developed economies. Early-cycle sectors have 
performed well in light the improving economic picture. Over 
the past year, industrials, energy, financials and segments of 
consumer have all seen a sharp performance recovery. 
Although of note is that the rate of growth is expected to 
moderate. Yet, if the actual indicators remain in expansionary 
mode, the environment should remain supportive. Thus far,  
no alarming dips have been experienced, even with the 
COVID-19 Delta variant disruptions. Supply-chain troubles, 
however, have led to some unmet demand and higher prices. 
Should they continue or worsen, growth could be more 
meaningfully compromised. In fact, September saw several 
U.S. retailers and consumer product companies lower earning 
guidance due to these bottleneck issues.

Along with economic indicators, the inflation picture and yield 
curve have played an important and influential role not just  

on the direction of equity markets, but also on actual market 
leadership. Inflation has been running hot in the U.S. Supply-
chain bottlenecks are largely responsible for the surge in prices 
for many goods and services. In addition, wages have also 
moved higher, which could have a more lasting impact on 
corporate profitability. Fortunately, the latest data points have 
seen inflation numbers start to slightly ease. The ultimate 
direction of inflation will be critical as it also sets the tone for 
Fed policy going forward. Some inflation will be tolerated, 
especially if it helps growth. Too much inflation will prove 
damaging to profit margins, economic growth and the speed 
with which the Fed will look to both reign in quantitative easing 
and start increasing rates. Therefore, we continue to monitor 
inflation levels, along with other economic indicators, to see  
if it should prove to be more than transitory in nature.

Fund Performance
In the third quarter, Pacific Funds Small/Mid-Cap (Advisor 
Class) returned -3.38 versus the Russell 2500 Index, which 
returned –2.68%. For the period, the fund underperformed  
the benchmark by 70 basis points.

Portfolio Review
Communication services, consumer staples, and financials were 
the leaders for the fund during the quarter, while consumer 
discretionary, healthcare, and materials were laggards. Sector 
allocation was essentially flat. Stock selection was weaker for 
the quarter, and the main driver of performance, largely due  
to detractions from consumer discretionary,healthcare, and 
materials outpacing the effects of contributors in industrials, 
financials, and consumer staples.

On a stock-specific basis, the fund’s largest individual 
detractors included: American Eagle Outfitters, an apparel 
retailer, reported mixed quarterly results with modestly below 
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expectation sales but higher margins and earnings versus 
forecasts. The sales miss was primarily due to the street not 
properly adjusting for changes in the back-to-school calendar. 
The company also pointed to supply-chain and freight-related 
headwinds in the second half of the year. However, it expects 
merchandise margins to offset such pressure and operating 
profit to be above prior guidance, but in-line with current 
consensus estimates. We remain constructive on the stock as 
the combination of significant growth potential of Aerie along 
with sizable margin expansion and earnings power of its 
American Eagle brand seems to position the company well for 
the future. Jazz Pharmaceuticals is a specialty pharmaceutical 
company focused mainly on sleep disorder and oncology drugs. 
The company reported strong 2Q21 results, beating both sales 
and earnings expectations. The company’s strategy over the last 
few years has been to switch its flagship drug, Xyrem, which 
faces generics in early 2023, to a safer and patent-protected 
reformulated version called Xywav, which provides earnings 
visibility. The company’s sin was that it converted from Xyrem to 
Xywav too quickly, which ultimately allows earlier generic entry. 
Additionally, Xywav received FDA approval for the treatment of 
idiopathic hypersomnia, which is an expanded label indication 
and represents a significant market opportunity that further 
insulates the company from potential share loss. JAZZ valuation 
trades at a deep discount given the generic overhang despite the 
early and successful conversion of its flagship drug that should 
provide cash-flow visibility and warrant multiple expansion. 
Avaya Holdings, a communications software provider, reported 
modestly above expectation results with marginally lower 
guidance driven by a tough comparison that was partially 
mis-modeled, along with the margin impacts from the continued 
migration to a subscription and cloud business model. The 
company continued to increase its key performance metrics and 
raised its cloud annualized recurring revenue estimate. While 
the street seems to be focused on the near-term pressure on its 
EBITDA margins, we believe this is temporary and a function of 
the company moving to a cloud subscription model in which 
there is an initial mismatch of revenue and expenses versus 
legacy license upfront revenue recognition model.

Conversely, the fund’s largest relative contributors included: 
Sprout Social—a high-growth software company specializing  
in social-media management, monitoring, and commerce—that 
outperformed on better-than-expected quarterly results and 
guidance in early August. A bullish tone set by management at 
its inaugural investor day with a long-term growth forecast 
above street estimates also helped drive stock outperformance. 
Horizon Therapeutics is a specialty pharma company targeting 
rheumatology, inflammation/pain management, and orphan 
diseases. Its flagship drug, Tepezza that treats thyroid eye 
disease, was relaunched in Q2 after its supplier was shut down 
in Q1 to support COVID-19 vaccine manufacturing. Company 
management and sell-side survey work were signaling 
significant uptake momentum upon relaunch, and the stock 
outperformed in July leading up to its Q2 report in early August. 
Quanta Services performed well in 3Q as the company had a 
solid earnings report and raised guidance for the year. Quanta 
also remains a key beneficiary of an infrastructure bill that  
has a large focus on electrification.

Market Outlook
Despite some near-term divergence in the market-cap spectrum 
with respect to growth and value, there continues to be a lot of 
volatility around style leadership. As a result, equity investors 
are watching the yield curve given its tight relationship to 
market leadership.

Should yields continue to inch higher into year-end and 2022, 
value stocks could see a more productive backdrop as long 
duration growth becomes more expensive. Conversely, should 
yields retreat and growth slow, long-duration growth could 
continue to outperform. With a level of uncertainty ahead 
surrounding leadership, we are looking to achieve a level of 
balance across our equity strategies. We are, therefore, exposed 
to both attractively priced cyclical companies with idiosyncratic 
appeal along with secular growers with long-term staying power.
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Advisor Class

Top-10 Holdings (%)

Horizon Therapeutics Public Limited 
Company

2.36

Pinnacle Financial Partners, Inc. 2.09

Western Alliance Bancorp 1.98

Generac Holdings Inc. 1.94

Quanta Services, Inc. 1.93

Hancock Whitney Corporation 1.60

Charles River Laboratories Interna-
tional, Inc.

1.51

Sprout Social Inc Class A 1.51

Elastic NV 1.44

Diamondback Energy, Inc. 1.42
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Returns reflect reinvestment of dividends and distributions. Advisor Class shares incepted on 1/11/16.The Fund acquired the assets of the Rothschild 
U.S. Small-Cap Core Fund (the Predecessor Fund) in a reorganization transaction on 1/11/16. The Fund’s objectives (goals), policies, guidelines, and 
restrictions are substantially the same as those of the Predecessor Fund. The performance figures shown for Advisor Class shares of the Fund reflect 
the historical performance of the then-existing Institutional Class shares of the Predecessor Fund for periods prior to 1/11/16. The performance figures 
for periods prior to 1/11/16 have not been adjusted to reflect fees and expenses of Advisor Class shares of the Fund. If these returns had been 
adjusted, then performance for the share classes could vary from the returns shown based on differences in their fee and expense structures. The 
Institutional Class shares of the Predecessor Fund commenced operations on 12/31/14. 

Net annual operating expenses for Advisor Class are 0.95% and total (gross annual) expenses are 1.00%. The Fund’s annual operating 
expenses shown above are effective 8/1/21 through 7/31/22. Gross Expense Ratio reflects the total annual operating expenses paid by the Fund. 
Net Expense Ratio reflects waivers, reductions, reimbursements, and the limitation of certain “Other Expenses.” Expense caps and/or fee waivers are 
reevaluated annually. There is no guarantee that the investment adviser will continue to cap expenses after the expiration date. Please see the current 
prospectus for detailed information. 

For performance data current to the most recent month-end, call Pacific Funds at (800) 722-2333 or go to PacificFunds.com/
Performance. Performance data quoted represents past performance, which does not guarantee future results. Current performance 
may be lower or higher than the performance quoted. The investment return and principal value of an investment will fluctuate so that 
shares, when redeemed, may be worth more or less than the original cost. 
All share classes may not be available at all firms and not all investors may be eligible for all share classes. 
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Definitions 

One basis point equals 0.01%.

EBITDA, or Earnings Before Interest, Tax, Depreciation, and Amortization, is a measure of a company’s profits before any of these net 
deductions are made.

The Purchasing Managers’ Index (PMI) is an indicator of the economic health of the manufacturing sector, and is based on five major 
indicators: new orders, inventory levels, production, supplier deliveries and the employment environment.

The Russell 2500 Index measures the performance of the small- to mid-cap segment of the U.S. equity universe, commonly referred to as 
“smid” cap. The Russell 2500 Index is a subset of the Russell 3000 Index.

The S&P 500 Index is a market capitalization-weighted index of 500 widely held stocks often used as a proxy for the U.S. stock market.

About Principal Risks: All investing involves risk, including the possible loss of the principal amount invested. There is no guarantee that the Fund will achieve its 
investment goal. Indexes are unmanaged and cannot be invested in directly. Further, they hold no cash and incur no expenses. Equity securities tend to go up or down 
in value, sometimes rapidly and unpredictably, in response to many factors, including a company’s historical and prospective earnings, the value of its assets, general 
economic conditions, interest rates, investor perceptions and market liquidity. Small- and mid-capitalization companies may be more susceptible to liquidity risk and price 
volatility risk and more vulnerable to economic, market and industry changes than larger, more established companies.

This commentary represents the views of the portfolio managers at Rothschild & Co Asset Management US Inc. as of 9/30/21 and are presented for informational 
purposes only. These views should not be construed as investment advice, an endorsement of any security, mutual fund, sector or index, or to predict performance of 
any investment. Any forward-looking statements are not guaranteed. All material is compiled from sources believed to be reliable, but accuracy cannot be guaranteed. 
The opinions expressed herein are subject to change without notice as market and other conditions warrant. Sector names in this commentary are provided by the Fund’s 
portfolio managers and could be different if provided by a third party. Fund holdings are subject to change at any time and should not be considered recommendations to 
buy or sell any security.

Pacific Life Insurance Company is the administrator for Pacific Funds. It is not a fiduciary and therefore does not give advice or make recommendations regarding insurance or 
investment products.

You should consider a fund’s investment goal, risks, charges and expenses carefully before investing. The prospectus and/or the applicable summary 
prospectus contain this and other information about the Fund and are available from your financial advisor or PacificFunds.com. The prospectus and/or 
summary prospectus should be read carefully before investing. 

Rothschild & Co Asset Management US Inc. is unaffiliated with Pacific Life Insurance Company. Third-party trademarks and service marks are the property of their 
respective owners. 

Pacific Funds are distributed by Pacific Select Distributors, LLC (member FINRA & SIPC), a subsidiary of Pacific Life Insurance Company (Newport 
Beach, CA), and are available through licensed third parties. Pacific Funds refers to Pacific Funds Series Trust.




