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Perspective on Shocktober

A return to volatility marked October in the capital markets, notably in the U.S. small cap and SMID cap investment universes where the benchmark Russell 

2000® and Russell 2500™ indices fell approximately 10.9% and 10.2%, respectively.  The majority of  market sectors posted negative absolute performance 

in October, including health care and technology which had been the leading contributors to performance through the first nine months of the year in both 
the Russell 2000® and Russell 2500™.  The materials and processing, producer durables and energy sectors all sold off sharply with utilities, consumer 

staples and financial services holding up better, relative to the others.  We commented recently that a broad repricing, however painful, might motivate 
the market to focus on the fundamentals and valuations we espouse in our research process rather than the growth and momentum investment styles 

which we would argue have continued to support the strength of high multiple stocks in market performance, regardless of underlying business quality.  We 
contend that October’s sell off was not reflective of fundamentals reported by our portfolio companies or even corporations more broadly in the market.

Revenue growth and improved cash flow continued for our portfolio holdings in the third quarter of 2018, and we believe that management teams 
are optimistic as they implement strategic plans for 2019.  The stock price movements we witnessed in October do not reflect the last several quarters 
of organic growth, margin expansion and cash flow generation in our businesses.  We assert that October’s market action means that the “spring is 

loaded” even more for high quality, attractively priced companies.  Remember also that roughly 60% of our portfolio companies had not yet reported 

by the end of October, but we have seen solid results so far and are looking forward to hearing from more of our businesses in the coming weeks.

The industrial recession of 2014-2016 provided fertile ground for several of our businesses to utilize their financial flexibility during a period of slack demand and 
capacity to fund new projects, and we have learned that some of these are just now moving into a position of more optimal utilization and cash flow generation.  We 
believe that the next 12-24 months may better reveal the potential of these investments than the market’s reaction to short-term conditions and uncertainty.  Darling 

Ingredients, Inc. (DAR) has commented recently on the increased cash flow profiles of its renewable diesel and pet food investments.  The Brink’s Co. (BCO) 

has effected initiatives, since current management was hired in 2016, designed to increase the efficiency of its cash management services both inside its branches 
and on its armored truck routes which we believe may support higher incremental cash flows in the coming years.  Timken Co. (TKR) continues to report on 

the progress of its emerging markets operations, noting directional improvement in its supply chain, distribution capabilities and customer relationships in China.

While October produced an increase in volatility and a broad repricing, these examples, amongst others, lead us to believe that this did not 

represent a return to fundamentals.  However, we do believe that increased volatility and the cracking of the momentum trade present a real first 
step toward a shift to fundamentals, favoring high quality and attractive valuations.  Based on our conviction in the quality of our portfolio businesses 

and the valuations at which they trade presently, we are optimistic regarding their potential upside following October.  We remain close to the companies in 
which we invest and to those we are evaluating, meeting with them regularly to discuss capital allocation, growth prospects and their value creation, and look 

forward to continuing to report their progress to our clients.
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While the health care and information technology sectors sold off  in October after leading market performance through the first nine months of  the year, 
energy, industrials and materials continued as leading detractors.

Our research on October’s performance led us to consider the broader equity markets, small caps specifically and performance across styles, sectors and 
valuation ranges.  Several headwinds persisted for our strategies last month as outlined in Charts 1-3 below;  however, we finally began to see some shifts in 
the growth versus value trade and momentum’s leadership, which we believe will be positive for our style going forward. 

A look at a broad market sampling of  nearly 7,000 stocks shows that the lowest price:earnings (PE) ratio quintile of  stocks had the worst performance in 
October 2018.  Only negative earners posted poorer performance.  While the market sold off, it did not favor the low multiples preferred by value investors.

CHART 1: PE RATIO AT START OF OCTOBER 2018, USING TRAILING 12 MONTH EARNINGS

CHART 2: U.S. SECTOR MARKET CAP CHANGE

Source: Musings on Markets blog written by Aswath Damodaran who is a Professor of  Finance at New York University Stern School of  Business; 

S&P Capital IQ

Source: Musings on Markets blog written by Aswath Damodaran who is a Professor of  Finance at New York University Stern School of  Business; 

S&P Capital IQ
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Negative performance was notable for small capitalization U.S. equities 
versus their large cap counterparts, as the Russell 2000, Russell MidCap 

and Russell 2500 indices each underperformed the Russell 1000.

CHART 3: AWFUL MONTH ESPECIALLY FOR SMALL CAPS; WORST SINCE SEPTEMBER 2011 CHART 4: FINALLY, GROWTH TOOK IT ON THE CHIN

CHART 5: ...AND WE SAW MOMENTUM CRACK

Source: Jefferies Equity Note written by Steven DeSanctis, November 1, 2018; 

Factset; FTSE Russell

Source: Jefferies Equity Note written by Steven DeSanctis, November 1, 2018; 

Factset; FTSE Russell; Evestment

Source: Jefferies Equity Note written by Steven DeSanctis, November 1, 2018; 

Factset; FTSE Russell; Evestment

But, after leading in performance versus value for much of  the year, 

growth underperformed during the month.

And, momentum’s performance slowed following a strong first nine 
months.
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Important Disclosures: 

The portfolio holdings discussed in this commentary are in the top 5 largest holdings as of October month-end for the SMID Cap Composite and the Small Cap 

Strategy Composite and were selected as relevant examples of companies that are optimizing utilization and cash generation. No performance-based criteria was 

used in the selection of these holdings.

The specific securities identified are not representative of all of the securities purchased, sold or recommended for advisory clients. It should not be assumed that 
an investment in the securities identified has or will be profitable. Actual holdings will vary for each client and there is no guarantee that a particular client’s account 
will hold any or all of the securities listed. Holdings are subject to change and should not be construed as investment advice.

Past performance is not indicative of future results, which may vary. | The information contained herein may be estimates, are as of the dates indicated, and are 
subject to change without notice. | The information contained herein does not constitute an offer, solicitation or recommendation of any transaction in any securities 
referred to herein. | Holdings are subject to change and should not be construed as investment advice. | References to exited positions indicates that the position 
has been fully liquidated from the portfolio by SouthernSun except in instances, if applicable, where a client has instructed us otherwise. | Statements received 
directly from the account custodian should be regarded as the official record for a client’s account | This information is being furnished to you for informational 
purposes only and should not be solely relied upon when making an investment decision. | Any performance composite data utilized herein is used for illustrative 
purposes only and may not be inclusive of your account or reflective of the performance specific to your account.  Moreover, the effect of certain market or 
conditions may have impacted the performance composite data shown and may differ from the performance of your account. | Performance data provided 
herein reflects the reinvestment of dividends and other earnings. | Periods of performance presented herein may not be comprehensive and may also under-
represent certain periods of underperformance. | All information has been obtained from sources believed to be reliable, but its accuracy and completeness are not 
guaranteed. | This information is confidential, may not be reproduced or circulated in whole or in part, and is intended for institutional clients, qualified institutional 
buyers, professional investors or professional clients.  Any transmittal of this information to individual clients, without the prior written consent of SouthernSun, is 
strictly prohibited.   

Regulatory Disclosures:

This material is provided for informational purposes only and is only directed at persons who may lawfully receive it.  You should satisfy yourself that you are lawfully 

permitted to receive this.  This material is not intended to be relied upon as a forecast or research and is not a recommendation, offer or solicitation to buy or sell 
any securities or to adopt any investment strategy nor is it investment advice.  Past performance is not a reliable indicator of future performance. SouthernSun 

Asset Management, LLC is registered with the United States Securities and Exchange Commission (“SEC”) as an investment adviser and also serves as investment 
manager to SouthernSun Value Fund plc, an umbrella-type open-ended investment company authorized by the Central Bank of Ireland as an undertaking for 
collective investment in transferable securities. Southern Asset Management (UK) Ltd., a subsidiary of SouthernSun Asset Management LLC, is a UK domiciled 
limited company that is authorized by the Financial Conduct Authority.

Notice to professional clients in the United Kingdom:

SouthernSun Asset Management, LLC and its affiliates are permitted to provide advice in the United Kingdom to professional clients only.  For this reason, the 
information contained herein is only permitted for individuals or firms who would fall within the definition of a professional client as defined by the Financial 
Conduct Authority’s rules.  

Notice to wholesale clients in Australia:  

SouthernSun Asset Management, LLC is exempt from the requirement to hold an Australian financial services license by operation of ASIC Class Order 03/1100:  
US SEC regulated financial service providers.  

Notice to recipients in Canada:

In reliance on an international adviser exemption, SouthernSun Asset Management, LLC is permitted to provide advice to permitted clients pursuant to the 
securities laws of the Provinces of Quebec and Saskatchewan, Canada.  

Notice to recipients in Israel:

The information contained herein is only permitted for individuals who are an “Investor” within the meaning of such term in section 15A(b)(1) of the Israeli Securities 
Law. 
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