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Market Overview 
A generational cycle of inflation continued to weigh heavily on 
market sentiment and asset prices during the third quarter. 
These inflationary pressures have forced the hands of the 
Federal Reserve and other Central Banks to tighten monetary 
policies and drain the unprecedented liquidity required during 
the COVID-19 pandemic at rates perceived by investors as 
destabilizing. U.S. equities were not the sole asset class to 
experience drawdowns during the quarter, as correlations 
increased across many asset classes, including in the perceived 
“safety” trades such as Treasuries. Large market capitalization 
stocks, as measured by the S&P 500 Index, declined for the 
third quarter in a row, a feat not experienced since the Global 
Financial Crisis. Adding insult to injury, the tail risks from a 
global crisis brewing in Russia-Ukraine have grown under the 
banners of nuclear threats and annexation. What was once 
thought of as a regional dispute has grown into a potential 
existential threat. Putting all of this together, the market 
backdrop has grown more complex than usual, and one that 
seems destined to be largely influenced by macro factors for 
the foreseeable future. 

During the third quarter, U.S. large-cap stocks led the move 
lower, along with international and emerging markets. Despite 
weak equity markets, riskier segments of the U.S. market 
outperformed, including microcap and small-cap growth 
indices. While value took a back seat to growth stocks during 
the third quarter, value stocks across all size segments have 
declined by a smaller magnitude year-to-date.

Dispersion in sector performance continued to play out in the 
third quarter. Energy was the best preforming sector across 
the market-cap spectrum, increasing its leadership position for 
the year-to-date period. Real estate and communication 
services were among the worst-performing sectors. Healthcare 
saw a large dispersion in performance between large-cap and 
small-cap indices, due to the very strong performance of small 
cap biotechnology stocks, which rebounded after a weak start 

to the year. For the year-to-date period, defensive sectors such 
as consumer staples and utilities continued to lead, along with 
energy, technology, and many of the economically sensitive 
sectors, were among the worst performers, reflecting 
mounting concerns over higher interest rates and slower 
economic growth.

Fund Performance
In the third quarter, Pacific Funds Small/Mid-Cap (Class I-2) 
returned -5.76% versus the Russell 2500 Index, which returned 
-2.82%. For the period, the fund underperformed the 
benchmark by 294 basis points (one basis point equals 0.01%).

Portfolio Review
For the quarter, the Rothschild & Co US Small/Mid-Cap Core 
Strategy underperformed the Russell 2500 Index on a gross-of-
fees basis, due to weak stock selection, with a slight offset from 
positive sector allocation. Most of our stock selection 
underperformance was driven by factor performance and 
exposures.

On a stock specific basis, the fund’s largest contributors 
included Calix, Inc., a broadband equipment and cloud software 
solutions provider, which outperformed on improving sentiment 
and better-than-expected earnings results. Rural broadband 
capex remains robust, partially aided by government subsidies. 
The company’s accelerating mix-shift to higher visibility 
recurring revenue software and services also bodes well for the 
stock long-term. On Semiconductor Corporation, a diversified 
supplier of power, sensing, and discrete semis, has continued to 
outperform despite ongoing negative sentiment within broader 
semis. This has largely been driven by the company’s outsized 
exposure to more resilient automotive (electric vehicles) and 
industrial end markets as well as its idiosyncratic cost cutting/
margin enhancing initiatives. Despite the outperformance, the 
stock remains cheap relative to peers. KnowBe4, Inc. Class A, a 

Past Performance is not indicative of future results. Returns reflect reinvestment of dividends/distribution. Investment return and principal 
value will fluctuate so that an investor’s shares, when redeemed, may be worth more or less than their original cost. Current performance may be 
lower or higher than the performance quoted. Performance current to the most recent month end may be found at www.PacificFunds.com/ 
performance or by calling 1-800-722-2333. The investment advisor has contractually agreed to limit certain expenses and reevaluates the 
annually. Please see the current prospectus for detailed information.
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cybersecurity software company focused on security awareness 
training, outperformed after receiving a takeout offer from 
Vista Equity Partners at a 40% premium to the unaffected share 
price. The company has formed a special committee to review 
the Vista proposal and determine its best course of action.

Conversely, the fund’s largest individual detractors included 
Spectrum Brands Holdings, Inc., a holding company with 
exposure to pet supplies, lawn and garden, and household 
appliances, which was weak following the Department of Justice 
lawsuit to block its pending sale of its Hardware & Home 
Improvement business unit, which will significantly enhance 
shareholder value. The company and the acquirer have publicly 
defended the transaction and are confident in the successful 
completion. With, at worst case, a $350 million break-up fee in 
the event of no deal, lots of optionality around additional 
portfolio simplification, and a very compelling valuation, it 
creates a favorable setup. Arconic Corp, a value-added 
aluminum manufacturer, issued weaker-than-expected 
preliminary Q3 guidance, citing unforeseen operational issues at 
two U.S. manufacturing plants and “hyperinflationary energy 
costs” in Europe, which weakened European demand and 
increased the company’s input costs. Full-year guidance was cut 
by 12%; its stock fell by over 25% in the next week, suggesting 
additional damage in the form of valuation multiple contraction. 
The company backtracked on previous statements regarding the 
short-term benefit from working capital reduction due to lower 
aluminum prices (an input); despite near-term headwinds, the 
company’s long-term earnings power appears unchanged. 
Horizon Therapeutics Public Limited Company, a biopharma 
company focused on orphan therapeutics for the treatment of 
autoimmune and inflammatory diseases, reported weaker-than-
expected sales for its flagship drug, Tepezza, that treats thyroid 
eye disease. Tepezza proved to be the most successful orphan 
drug ever launched, by reaching >$1B in sales in its first four 
commercial quarters. Penetration into its current disease 
indication is below 20%, and there is near-term optionality in 
H1:23 to expand its total addressable market 5x with the 
read-out of additional clinical data. This makes a compelling 
case to continue holding, with significant upside to current 
teens growth sales guidance trading 9.4x 2023 EBITDA.

Market Outlook
Can the Federal Reserve orchestrate a soft landing of the U.S. 
economy while balancing the need to restore credibility around 
inflation? The answer to this question will likely determine if U.S. 
equities are buying opportunities at the current levels, since the 
health of the economy will largely influence the corporate-
earnings front. To this point, the signals have been mixed. 
Employment trends will be the key determinants, as consumer 
spending represents roughly 70% of the U.S. economy. Through 
August, the U.S. economy had added just over 430,000 jobs per 
month on average in 2022, or three times the pre-pandemic run 
rate. Corporations have continued to hoard labor due to prior 
shortages, while reshoring actions (moving manufacturing to 
the U.S.) have been aiding trends as well. No doubt, U.S. 
consumers have been challenged by the rising prices on 
necessities, but confidence in employment status is also an 
important component of discretionary spending. On the flipside, 
higher interest rates have impacted the housing market, while 
purchases of many durables have seemed to have slowed 
following above-trend buying during the pandemic. In major 
overseas markets, which represent roughly one-third of 
revenues for the S&P 500 companies, economic trends have 
been mixed, but biased to the downside as Europe has faced an 
energy crisis and Asia deals with intermittent COVID-19 
shutdowns, among other idiosyncratic headwinds.

While corporate earnings have proved relatively resilient to 
macro uncertainty for much of 2022, cracks have been 
beginning to form across a more diverse group of end markets. 
Prior to quarter’s end, a number of global economic proxies 
reported or pre-announced worse-than-expected earnings. 
Companies such as Dow Chemical, Federal Express, Micron 
Technology, Carnival Cruise Lines and Nike confirmed the 
less-constructive corporate profit backdrop, which should likely 
be a tell-tale sign for the broader Q3 earnings reports, in our 
view. Currency has been certainly a material headwind for our 
large-cap companies, following the roughly 20% appreciation of 
the U.S. dollar this year, but the weakness has appeared to be 
more broad-based, with higher input costs affecting most and 
demand destruction being more industry-specific. Importantly, 
for U.S. equity investors, we believe downward revisions to 
earnings estimates need to take place before a baseline can be 
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established and market sentiment can rebuild off extreme 
negative levels. 

Fear-driven markets have proven in the past to be good 
opportunities to upgrade the portfolio quality at reasonable 
valuation multiples. Following the 20%-plus drawdown in U.S. 
equities, the valuation multiple of the S&P 500 has declined to 
below 16x forward earnings, a level that seems neither overly 
expensive nor cheap, versus the past 10-year median of 17x. Of 
course, that comes with the caveat of one’s conviction in 2023 

corporate earnings and the discount rate investors place on 
long-term cash flows, which are highly dependent on the actions 
of the Federal Reserve. Importantly, underneath the surface of 
this market uncertainty lie individual stocks that have likely 
overcorrected relative to their long-term growth and return 
profiles. We believe that identifying those individual stock and 
crafting diversified and balanced portfolios are the most 
effective ways to generate consistent alpha for our clients 
across market cycles.
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Past Performance is not indicative of future results. Returns reflect reinvestment of dividends/distribution. Investment return and principal value will fluctuate so that an 
investor’s shares, when redeemed, may be worth more or less than their original cost. Current performance may be lower or higher than the performance quoted. Performance 
current to the most recent month end may be found at www.PacificFunds.com/performance or by calling 1-800-722-2333. The investment advisor has contractually agreed to limit 
certain expenses and reevaluates them annually. Please see the current prospectus for detailed information. 

Class A and Class I-2 shares incepted on 1/11/16. The Fund acquired the assets of the Rothschild U.S. Small/Mid-Cap 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 Class A and Class I-2 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 Class A and Class I-2 shares of the 
Fund, respectively. 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.

All share classes may not be available at all firms and not all investors may be eligible for all share classes.

Class I-2

Top-10 Holdings (%)

Quanta Services, Inc. 2.56

Hancock Whitney Corporation 2.07

Wintrust Financial Corporation 1.97

Pinnacle Financial Partners, Inc. 1.83

Cadence Bank 1.81

Horizon Therapeutics Public Limited 
Company

1.76

Brixmor Property Group, Inc. 1.69

Portland General Electric Company 1.62

Western Alliance Bancorp 1.58

Civitas Resources, Inc. 1.57

Russell 2500 IndexPacific Funds Small/Mid-Cap
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Definitions 

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 stock market index tracking the performance of 500 large companies listed on stock exchanges in the United States. 
It is one of the most commonly followed equity indices.

Investing involves risk. Principal loss is possible. Equity securities tend to go up or down in value, sometimes rapidly and unpredictably. 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. are as of the publication date 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.  Holdings are subject to change at any time. Please visit PacificFunds.com for a current listing of fund holdings.

Investors should consider a fund’s investment goal, risk, charges, and expenses carefully before investing. The prospectus contains this and other 
information about the fund and can be obtained at www.PacificFunds.com. It 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.

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.

http://www.pacificfunds.com



