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We are off to good start in 2013, up 14.00% versus 12.39% 
for the Russell 2000, for a lead of 161 basis points. We 
outperformed the Index in every month this quarter, and 
this quarter marks the third quarterly “beat” in a row. 
Strong performance from individual stocks helped offset 
our lack of exposure to sectors that drove benchmark 
returns this quarter.

Scorecard 

The net of our top three and bottom three stocks con-
tributed 346 basis points, while the rest of the portfolio 
generated another 1,054 basis points. We are pleased 
with the contribution from our outliers but never feel 
completely happy unless the rest of the portfolio is beating 
the benchmark. Still, given the market’s double-digit 
performance and the drivers to that performance, we are 
pleased with the result.

Our top three stocks, online photo products and services 
seller Shutterfly (+158 bps), internet radio service provider 
Pandora (+130 bps), and DIY hardwood flooring retailer 
Lumber Liquidators (+114 bps) generated 402 basis points 
in total, whereas our bottom three stocks, U.S. health club 
Life Time Fitness (-25 bps), metallurgical coal producer 
Walter Energy (-16 bps) and casino operator Pinnacle  

Entertainment (-16 bps) detracted a total of 57 basis points. 
Details on what drove performance of these outliers follow 
in this quarterly book.

Sectors

54% of our holdings beat the Index returns. Our best 
performing sectors on a returns basis relative to the 
benchmark sectors were Producer Durables (+22.1% vs. 
+14.6%) and Materials and Processing (+14.2% vs. +8.5%), 
driven by companies with exposure to residential and 
commercial construction.

Financial Services (24% of the Russell 2000) had a very 
good quarter, beating the benchmark returns (13.1% vs. 
12.4%). This strong performance, along with our tendency 
to be underweight Financials, resulted in our lagging on 
a contribution basis by close to 300 basis points. REITs, 
in which we do not invest, contributed 127 of those basis 
points. Normally our underweight in Financials doesn’t 
affect us too much, as the sectors in which we choose to 
deploy capital instead tend to outperform, and thus the 
large benchmark weight doesn’t matter. When Financials 
do better than the overall benchmark, it becomes 
harder for us to outperform, and our stock picking has to 
carry the day. Adding our zero weight in Utilities and our 

underweight in Consumer Staples cost us another 68 basis 
points. In aggregate this meant a drag of 365 basis points 
from these underweighted sectors. This is significant 
given that these three sectors cost us 403 basis points in 
contribution headwind for the entire year in 2012.

Energy was another sector that cost us, this time by 77 
basis points, but that was entirely our fault, as the energy 
names held in the quarter—Walter Energy, Advantage Oil & 
Gas (explores and develops oil and gas), and Ion Geophysi-
cal (oil exploration services)—underperformed.

Stocks

We completed two additions to the portfolio: Microsemi 
(semiconductor solutions provider) and Walter Energy. We 
initiated positions in Oxford Industries (Tommy Bahama 
and Lily Pulitzer brand owner), Insulet (disposable insulin 
pump maker) and The Fresh Market (specialty food 
retailer). We are being disciplined about our purchases, 
however, and may not be able to complete these positions 
at the desired price. We completed sales in Rovi (electronic 
programming guides), Advantage Oil & Gas, Vera Bradley 
(handbags and accessories) and Pinnacle Entertainment. 

Subsequent to quarter-end we sold Walter Energy. Over 
the last 17+ years we have trafficked from time to time in 
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commodity stocks, when valuations and expectations ap-
pear to be bumping along the bottom and the risk/reward 
appears especially compelling. As part of our trolling for 
new ideas, we often look to see industry groups that have 
been mauled by investors and left for dead. To give you a 
sense of the carnage, in 2012 the coal ETF (KOL) was down 
22% while the S&P 500 was up 13%. We fi nd that time 
eventually heals most wounds, especially in these kinds of 
stocks, as supply and demand shift back into balance.

Our meetings and phone calls with Walter management 
gave us a lot of confi dence that they would be successful 
in delivering improved operating results, and that the 
new CFO had a fi rm grasp on the company’s cost control 
levers and balance sheet. However, the latest data out of 
China caused us to conclude that metallurgical coal pricing 
(something WLT cannot control) could erode beyond the 
point of comfort in our model, given the leverage Walter 
took on with its Canadian acquisition. Shuttering unprofi t-
able operations or increased operational effi ciency can 
only go so far in this business model, and we are unwilling 
to take that risk for now. We will continue to monitor 
the coal industry closely as well as Walter’s operational 
progress, and may well re-establish the position when we 
have renewed confi dence that the fl oor in met coal pricing 
will hold.

Market Perspective

We have a client who tells us that we are always cranky 
when people are happy and joyful when others are 
despondent. At this point, cranky may be putting it too 
strongly, but it does feel like investors may be getting a bit 
complacent. Valuations aren’t stretched in aggregate, but 
there are a lot of stocks that appear to be ahead of their 
fundamentals. Correlations are down, which bodes well for 
active management. However, economic data appears to 
be turning more negative, the rate of change in earnings 
growth is certainly slowing, and insiders continue to exhibit 
bearish behavior.

This latter point has come under a great deal of debate of 
late, but one of our most trusted resources on the matter 
(whose work we’ve used for well over a decade) is most 
adamant on this point, even double-checking his data to be 
sure. We certainly see both the stocks ahead of themselves 
and aggressive insider selling in our portfolios.

Portfolio Perspective

On another note, we are very excited about new idea fl ow. 
This is more likely due to my ability to devote more and 
more of my time to the hunt for new ideas, as well as the 

senior analysts benefi ting from additional research sup-
port, rather than the market. No matter the reason, this is 
a good thing, because in a concentrated portfolio, compel-
ling new ideas force us to sell more marginal holdings. 
Nothing is better for the health of a portfolio than a robust 
pipeline of new ideas.

And while rapidly rising markets can be frustrating for 
those of us who don’t like to chase stocks and there are 
a handful that feel like they “got away,” we are remaining 
disciplined about our entry points. To be clear, a better new 
idea pipeline does not imply a sharp tick up in turnover—
rather it helps ensure that every stock earns its keep in 
the portfolio.

Who knows what the market will bring in 2013? We will 
continue to do our thing, one stock at a time. The invest-
ment team has developed a nice cadence and is really 
jelling with the addition in October of trader Ron Viener. 
Adding more resources to the research process (people and 
tools) has clearly been a wise investment, and we hope to 
continue reaping the benefi t well beyond this quarter. ●

The Daruma “treehouse” view

Past performance is not a guarantee of future results. Results are stated gross of management and custody fees, but after trading costs. This information supplements the Small-Cap Equity Composite 
Presentation on pages 7-8, which includes net performance data. The portfolio is actively managed, so holdings and sector weights may have changed since the date of this report. They should not be considered 
recommendations to buy or sell any security or of a particular allocation. Statements in this report that are not historical facts refl ect our opinions, beliefs or expectations as of the date of this presentation. 
Subsequent events may impact whether those come to pass. Please see information regarding the comparison benchmark, as well as the limitations of any such comparison, on page 4.
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First Quarter 2013 Performance Review

Franklin Regional Retirement System
Cumulative and Annualized Returns
Investment Objective

We aim to be the Russell 2000, using a high-conviction portfolio of no more than 
35 stocks. As active managers, we are hired to invest in only our best ideas, using a 
thorough, disciplined, company-specifi c approach. 
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Franklin Regional Retirement System

Cumulative and Annualized Returns as of 03/31/13 

Past performance is not a guarantee of future results. Results are stated gross of management and custody fees, but after trading costs. Inception date is 01/06/00. The appropriate comparison 
benchmark for the Small-Cap Equity strategy is the Russell 2000. The Russell 2000 includes approximately 2000 of the smallest U.S. common stocks based on a combination of their market cap 
and current membership in the Russell 3000. The Small-Cap Equity strategy is a concentrated strategy that is not managed to a benchmark, so there are material differences in characteristics, such 
as the number of holdings and sector and industry weightings. In addition, benchmark performance does not include any fees or expenses. Because of these differences, benchmarks should not be 
considered a completely accurate comparison. 

Franklin Regional Retirement System Russell 2000
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1Q 1-Year 3-Year 5-Year 10-Year Since 
Inception

Franklin Regional Retirement 
System 14.2% 21.5% 13.6% 10.6% 14.5% 11.4%

Russell 2000 12.4% 16.3% 13.5% 8.2% 11.5% 6.8%

Difference 1.8% 5.2% 0.1% 2.4% 3.0% 4.6%
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First Quarter 2013 Performance Review

Franklin Regional Retirement System
Annual Returns vs. Russell 2000
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Franklin Regional Retirement System

Returns by Calendar Year as of 03/31/13

Past performance is not a guarantee of future results. Results are stated gross of management and custody fees, but after trading costs. Inception date is 01/06/00. The appropriate comparison 
benchmark for the Small-Cap Equity strategy is the Russell 2000. The Russell 2000 includes approximately 2000 of the smallest U.S. common stocks based on a combination of their market cap 
and current membership in the Russell 3000. The Small-Cap Equity strategy is a concentrated strategy that is not managed to a benchmark, so there are material differences in characteristics, such 
as the number of holdings and sector and industry weightings. In addition, benchmark performance does not include any fees or expenses. Because of these differences, benchmarks should not be 
considered a completely accurate comparison.

The difference between Daruma and the Index is stated above or below each pair of annual returns.

Franklin Regional Retirement System Russell 2000
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Daruma Small-Cap Equity Composite Presentation

Notes to Performance

Daruma Capital Management, LLC is an independent 

investment advisor registered under the Investment 

Advisors Act of 1940. In April 2012 Daruma 

succeeded to the business of Daruma Asset 

Management, Inc., which was established in April 

1995 by Mariko O. Gordon, CFA, Founder, CEO and 

CIO, and until March 1998 was known as CastleRock 

Capital Management, Inc. Daruma is located in New 

York City and provides investment management 

services to public and corporate pension funds, 

endowments, foundations and other nonprofit 

organizations, family offices, and individuals.

The investment strategy of Daruma’s Small-Cap 

Equity composite emphasizes long-term growth by 

buying companies at a value price with accelerating 

earnings. Daruma manages a concentrated portfolio 

of typically no less than 25 and no more than 35 

stocks, and primarily invests in companies with a 

market capitalization of up to $2 billion at purchase. 

The benchmark that best reflects the composite’s 

investment style is the Russell 2000 Index (the 

“Index”). The Index represents the bottom two-

thirds of the largest 3000 publicly traded companies 

domiciled in the United States. It is rebalanced 

annually in June. The Index performance is provided 

directly to Daruma by the Russell Investment 

Group each month and reflects the reinvestment 

of dividends, but does not reflect fees, brokerage 

commissions or other investment expenses.

The gross performance results of Daruma’s Small-

Cap Equity composite are presented after all trading 

commissions but before management and custodial 

fees. Net-of-fees composite results are calculated 

by subtracting the management fees paid, but do 

not include custodial fees paid by clients. A client’s 

return will be reduced by all expenses incurred 

in managing the account. The fee schedule for 

separately managed accounts is 1.00% per annum 

of the assets under management, payable quarterly 

in arrears. Fees may be negotiable for certain 

larger or strategic investors. The fee schedule for 

the commingled fund is typically 1% per annum of 

the assets under management, payable monthly in 

advance. Alternatively, investors in the commingled 

fund can pay a reduced fixed fee of 75 basis points 

of assets under management, payable monthly in 

advance, plus 10% of the excess return over the 

Index, payable annually.

Past performance does not guarantee future results, 

and there is the possibility of loss of value. Changes 

in markets, interest and exchange rates, economic 

and/or political conditions, as well as other factors, 

may influence future performance. Investment 

results are time-weighted performance calculations 

representing monthly total return. In other words, 

the performance period is monthly. All realized and 

unrealized gains and losses as well as all dividends 

and interest from investments and cash balances 

are included. Investment transactions are accounted 

for on a trade date basis. Composite valuations and 

returns are calculated and stated in U.S. dollars. 

The dispersion of annual returns is measured by the 

standard deviation across asset weighted portfolio 

returns represented within the composite for the 

full year. Additional information regarding Daruma’s 

policies for calculating and reporting returns, 

valuing portfolios, calculating performance, and 

preparing compliant presentations is available upon 

request.

On 8/1/10, Daruma implemented a $400,000 

minimum account size for an account to be 

included in this composite. Prior to 8/1/10, there 

was no minimum account size requirement. All of 

the firm’s discretionary, fee paying clients using 

its Small-Cap Equity strategy are included in the 

composite, except for any new accounts that have 

not yet entered the composite. Daruma’s Small-Cap 

Equity composite was created in July 1995. A list of 

composite descriptions is available upon request.
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Daruma Small-Cap Equity Composite Since Inception Through December 31, 2012

1. Since Inception July 28, 1995 through December 31, 1995

Daruma Capital Management, LLC claims compliance with the Global Investment Performance Standards (GIPS®) and has prepared and presented this report in 
compliance with the GIPS standards.  Daruma Capital Management, LLC has been independently verified for the period of July 28, 1995 to December 31, 2012. The 
verification report is available upon request. 

Verification assesses whether (1) the firm has complied with all the composite construction requirements of the GIPS standards on a firm-wide basis and (2) the firm’s 
policies and procedures are designed to calculate and present performance with the GIPS standards. Verification does not ensure the accuracy of any specific composite 
presentation. 

The three-year annualized standard deviation for the years ended 2012 and 2011 for the Small-cap Equity Composite and the Russell 2000 are 6.2 and 5.8, and 7.3 and 
7.2, respectively.

Period

Total Gross 
Return

(%)

Total Net
Return

(%)

Russell 2000
Return

(%)
Number of 
Portfolios

Dispersion
(%)

Total 
Composite 

Assets
($ millions)

Total Firm
Assets

($ millions)

2012 19.89 19.12 16.35 34 0.15 1343 1752

2011 -10.32 -10.96 -4.18 40     0.21 1265 1626

2010 32.12 31.33 26.86 61 0.55 1504 1805

2009 43.93 43.04 27.17 53 0.87 1206 1340

2008 -36.63 -37.06 -33.79 53 0.69 738 848

2007 13.06 12.35 -1.57 54 0.38 1185 1185

2006 13.55 12.81 18.37 58 0.45 1085 1090

2005 10.93 10.17 4.55 53 0.40 985 993

2004 23.48 22.66 18.33 53 0.54 929 933

2003 36.74 35.84 47.25 64 1.35 902 902

2002 -21.83 -22.41 -20.48 68 0.77 660 673

2001 16.57 15.79 2.49 58 0.74 799 818

2000 19.26 18.55 -3.02 50 1.24 572 708

1999 4.22 3.62 21.26 32 0.53 293 388

1998 16.32 15.64 -2.55 13 0.49 109 221

1997 42.52 41.89 22.36 ≤5 NA 20 57

1996 23.99 22.87 16.49 ≤5 NA 8 30

19951 12.23 12.04 6.31 ≤5 NA 2 2


