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CORPORATE EXCELLENCE INSIGHTS
We are a specialized provider of systematic Quality Investment Solutions and one of the few providers of Quality equity
investment strategies worldwide. Corporate Excellence Insight is our monthly publication that includes a brief update on
markets and our thoughts about major trends that are impacting the investment management industry.

MARKET UPDATE: VOLATILITY IS BACK
Despite the fact that economic fundamentals remained strong and global unemployment continued to fall, in October volatility increased
dramatically as investors reacted negatively to increased yields and reduced earnings forecasts.
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A CREDIT LINE WORTH MORE THAN
1 TRILLION YUAN

U.S. PORK FACES RETALIATORY DUTIES
OF 62% IN CHINA

IBM BUYS RED HAT INC

China's state-owned automaker FAW
Group said it signed a deal with 16 banks
for a credit line worth more than 1 trillion
yuan ($144 billion) - an important signal of
government support.

U.S. pork faces retaliatory duties of 62% in
China and up to 20%in Mexico, slashing
demand from two top U.S. pork export
markets and contributing to a mountain of
unsold meat in cold storage.

IBM agreed to acquire U.S. software
company Red Hat Inc for $34 billion,
including debt, as it seeks to diversify its
technology hardware and consulting
business into higher-margin products and
services.

MONTHLY TOPIC OCTOBER SELL-OFF
This October has reinforced the negative reputation of the year’s tenth month. A number of
reasons have been given to explain the market decline in October: global GDP growth rate
decline, increasing yields in the US, an overcrowded tech sector prolonged growth without any
major correction. Stock indices globally, in the US and in the EU disappointed bull investors by
declining 5%, 6.9% and 6.9%, respectively.
However, we saw strong resistance from Quality stocks to the market decline, as Hérens Quality
US portfolio managed to outperform MSCI United States by 1.53% in October.

As October is also reporting season, we
decided to analyze the management rhetoric
during earnings calls. The results showed that
the sentiment overall continues to improve
and is obviously on a much better level
compared to what was seen and heard four
years ago. However, one cannot neglect that
its momentum slows down.
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We believe that the global October sell-off
should be a short-term phenomenon and that
the correction, particularly in the tech sector,
can be regarded as an expected and healthy
one. However, it is also quite evident that risks
have substantially increased.
Read full Article on Page 2
↪

OCTOBER SELL-OFF – HAS THE BEAR WOKEN UP?

This October reinforced the negative reputation of the year’s tenth month. A
number of reasons were named to explain the market decline in October: global
GDP growth rate decline, increasing yields in the US, tech sector prolonged
growth without any major correction. Stock indices globally, in the US and in the
EU disappointed bull investors by declining 5%, 6.9% and 6.9%, respectively
(Fig.1), while significant capital withdrawal continued in Emerging markets,
which were already beaten down to the lowest valuation level since the beginning
of the year.

Fig. 3: Earnings calls sentiment score and momentum
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October 1907, October 1929 and October 1987 are well-known for the drastic selloffs on the stock market, which has even led to the creation of the psychological
pressure (though not supported by the statistical data) for negative expectation
in October called the ‘October Effect’.

Obviously, managers have become more cautious considering the global economic
growth cooling down and tensions regarding tariffs. And so have the analysts.

Earnings Calls Sentiment

October 2018 sell-off adds to the October Effect Statistic
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The common trend observed with regard to both US and European companies was
that over half of the companies reporting 3Q results in October managed to beat
earnings estimates: 57% of companies in Europe reported EPS was at least 8%
higher than guidance and 81% of US companies reported EPS at least 4.6% higher
than expected (Fig.4).
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Fig. 1 Style Indices performance YTD and in October 2018
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On the style indices dimension, the major losers in the sell-off unsurprisingly were
the growth companies, and particularly sharp losses were seen in the IT sector,
though they managed to keep their outperformance on a YTD basis. Major
attention was paid to the FAANG stocks, which have 13% weight in S&P500 and
11% weight in MSCI USA. Overall they lost 12% in October (Fig.2).
Fig. 2 Performance of FAANG stocks (Facebook, Amazon, Apple, Netflix, Google)
vs. S&P 500
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However, good reported results could not really help overcome the pessimism on
the markets as analysts decreased earnings growth forecasts for the vast majority
of the companies (72% in Europe and 66% in USA). The analysts were referring to
the greater uncertainty in the economic market conditions, reinforced by the trade
tensions between the USA and China, which have not yet significantly impacted
global trade but stimulate companies to reconsider capital investments and
development plans.
In such an uncertain environment, Quality stocks proved again to be less
vulnerable to market volatility, as the reported results were better and revisions
less severe compared to the benchmark: 66% of Quality stocks in EU reported EPS
above estimates, 85% in US; in both regions, 62% of the Quality companies EPS
forecasts were reduced - less than for the market.
Temporary Drop or a Prolonged Decline?

Source: Hérens Quality Asset Management

Corporate Earnings under Scrutiny
When a market volatility swing coincides with the reporting season, investors
tend to overreact to the reported results and particularly to the change in
forecasts, while they may be insignificant. Therefore, in October this year it was
not a rare case to see company declines of 20% or more in a day.
We have analyzed the sentiment and the messages conveyed during the earnings
calls of the S&P 500 companies, trying to understand whether the managements
of companies are generally negative when speaking about the current and future
earnings. Fig.3 shows that the overall sentiment continues to improve and is
obviously on a much better level compared to what was seen and heard four
years ago. However, one cannot neglect that its momentum has slowed down.

We believe that the global October sell-off should be a short-term phenomenon
and the correction, particularly within the tech sector (where spectacular
outperformance was also justified by the unparalleled competitive advantage due
to access to enormous amount of users and information about consumer
behaviour), can be regarded as the expected and healthy one. We also see a strong
US economy with leading economic indicators up 6% from last year and recordlow unemployment.
However, it is also quite evident that the risks have substantially increased due to
the following reasons:
• Continued US interest rate increase, while USD liquidity dries up;
• Emerging markets meltdown;
• Continuation of tariff war between China and USA, though it is expected that the
US will be pragmatic regarding this issue;
• Political turbulence due to rise of populism in Europe.
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