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Third Quarter 2011 Portfolio Commentary

True Confessions of a Stockpicker

Over the past 16 years no matter how much 

I’ve warned that periods of outperformance 

are inevitably followed by periods of 

underperformance, as surely as night follows 

day, it still hurts to announce that the 

inevitable moment has arrived.

We had a tough quarter, -26.83% versus -21.87% for the 

Russell 2000, trailing by 496 basis points. This brings our 

year-to-date performance to -18.97% versus -17.02% for 

the Index, for a lag of 195 basis points.

Stock specific analysis

Most of the quarter’s lag got booked in July, when we 

were down 8.01% and the Russell was down 3.61%. Two 

stocks cost us half that underperformance, Lumber 

Liquidators (DIY hardwood floors) and MGIC (private 

mortgage insurer), while the rest we would ascribe to 

being “nickeled and dimed” across the portfolio.

Lumber Liquidators detracted 128 basis points from 

July’s performance. In August we trekked once again 

to Lumber’s HQ in Virginia and spent the day with 

management discussing the causes for its earnings miss 

and the drivers to better profitability. We are comfortable 

that all the hallmarks of Lumber being a “classic Daruma 

stock” continue to hold true. Yes, people need to feel that 

redoing a floor is not throwing good money after bad, 

and yes, Home Depot and Lowe’s are merchandising their 

hardwood flooring better. 

However, improving sourcing and logistics and making 

better business decisions as a result of implementing SAP 

(the cause of the first hiccup which gave us our entry 

point in the stock) is a multi-hundred basis point margin 

expansion opportunity for Lumber. The threat of tariffs 

on imported Chinese lumber has been lifted, and we are 

about to anniversary last year’s weak results from the 

dislocation that resulted from the computer systems 

overhaul. 

We are very excited about all the operational 

improvements being made at the company and the 

additions to its management team, as well as its well-

defined competitive niche.

MGIC, on the other hand, cost us 88 basis points in July 

and another 131 in August before we sold out of the 

position. All the positive drivers to the business (market 

share gains as poorly-capitalized competitors exited 

markets; FHA increasing prices and early signs of a 

resolution between bad actor banks; and state and federal 

regulators to break the logjam of foreclosures) became 

irrelevant. 

Investors feared a double-dip recession might make their 

reserves inadequate and raise doubts about their capital 

adequacy. This is a well-run business with a conservative 

management team, but picking and choosing among 

binary outcomes is not our métier.

While we also trailed in August (138 basis points) and 

September (33 basis points), we did so by a smaller and 

smaller margin. 

In all, we had seven stocks that cost us over 100 basis 
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points for a myriad of reasons, ranging from fears of a 

global slowdown, to reductions in sales and earnings 

guidance, to fears of politicians run amok. We had not 

one stock make a positive contribution, though 14 of our 

holdings held up better than the benchmark.   

Sector analysis
Not surprisingly, the two best performing sectors in the 

Russell 2000 were defensive in nature—Utilities down 

8.68% and Consumer Staples down 11.83%. We own no 

Utilities as it’s difficult for us to find unexpected positive 

change in the rate of change of returns when regulators 

dictate returns. While we don’t have a policy of eschewing 

Utilities, we’ve only owned one in 16 years. We own one 

Consumer Staples stock, United Natural Foods, whose 

weight and return were in line with the benchmark.

For us, on a contribution basis versus the Index, our 

worst performing sectors were Consumer Discretionary, 

Technology and Producer Durables. Interestingly, in 

aggregate our stock return performance was either in 

line or better than the Index for Technology and Producer 

Durables but our overweight hurt us.

However, in Consumer we were both overweight and 

performed worse than the Russell 2000. Indeed five of 

our Consumer stocks hit us for over 100 basis points 

each. In addition to Lumber Liquidators, Sotheby’s got hit 

hard late in the quarter on fears that a Chinese slowdown 

would scare away fall auction buyers; Shutterfly got hit 

not for fundamental reasons but rather as investors took 

profits in a growth stock that had performed very well; 

while our two gaming stocks, Bally and Pinnacle declined 

on fears of weak demand—in Bally’s case that weak casino 

results would mean weak demand for slot machines, while 

Pinnacle suffered from a dislocation caused by weather 

as well as fears of a consumer slowdown. We continue to 

believe that Pinnacle’s substantial operating turnaround 

makes it a compelling Daruma stock, while Bally’s results 

will be driven by new sites needing equipment as well as 

revenues from substantial systems wins.

Market environment

In a volatile, macro-driven, “risk on/risk off” market, it’s 

no surprise that small caps underperformed large caps 

(-21.87% for the Russell 2000 versus -13.87% for the 

S&P 500). Both Indices tanked in late July and August as 

political battles over deficits here and abroad suggested 

that the inmates were running the asylum. Since then 

it’s been nothing but a series of volatile flip-flops, as 

traders ply macro “risk on” and “risk off” trades and 

all stocks seem to be moving in the same direction 

(down, more often than not, alas!). On many of the worst 

days it seemed like the only market players at work 

were the high-frequency traders, as we were shown no 

merchandise and our trader felt as lonely as the Maytag 

repairman.

This is a commitment-phobic market, where taking a 

stand and owning anything but cash or Treasuries seems 

like an act of self-sabotage. In 2011 there have been 24 

days when 90% of the S&P stocks moved in one direction 

or the other, and 18 of those were down days. Since the 

August 8th lows, 90% down days have outnumbered 

up days 6 to 5. See figure 1. Not that this volatility has 

gotten you anywhere—over the last 40 trading days, the 

difference in the high and low for the S&P 500 has been 

8%, while the average daily change is just shy of 2%.1
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Not only are all stocks seemingly now 100% correlated to each other, but the European credit crisis is clearly wagging the U.S. market tail. 

“Had you bought the S&P at the close every day since 7/7 and sold the next morning at 11:30 a.m. (when European markets close) you would be down 13.14%. Had you bought at 11:30 

every day and sold at the 4 p.m. close, you would be down just 3.31%,” observed Bespoke Investment Group. In addition to Europe’s woes the slowing Chinese economy causes more 

gloom to descend upon the market.

Ironically, some of the more recent U.S. economic news has been mildly positive. Indeed, 14 out of 18 reports in the last week of September were better than expected. We are also 

beginning to see gas prices decline, which puts money in the consumer’s pocket. Our companies are certainly not seeing the end of the world just yet, but so much uncertainty is 

making everyone cautious, from Main Street to the C-suite, and may well cause a self-fulfilling prophecy.

Third Quarter 2011 Portfolio Commentary

Figure 1.
Source: Strategas

S&P 500 with 90% Up-Days vs. 90% Down-Days
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A harbinger of better times?

In addition to slightly better than expected economic news, there’s some solace to be had in figure 2, which shows the change in the rate of change of earnings growth relative to 

the market, prepared by Market Profile Theorems. The rate of change has stopped going down, and indeed ticked up in September, which, when combined with aggressive insider 

buying, is not unlike the first swallow to arrive at Capistrano. Under all that sturm und drang the market may well be pricing in the most nightmarish of scenarios. Right now there’s 

too much up in the air to be analyzable, and the market will trade on macro headlines and sentiment until political decisions are made and the world becomes quantifiable again.

In such an environment, distinguishing among companies’ varying prospects seems little value-added, but inevitably, it will matter once again. In the meantime, we continue to 

research those quality businesses and management teams that have helped us put up good numbers over the long haul, while we pick our entry points. We continue to focus on 

the portfolio one stock at a time, keeping our eyes fixed on the horizon to prevent volatility-induced seasickness, waiting for dawn to arrive.

1. Bespoke Investment Group LLC

Figure 2.
Source: Market Profile 
Theorems 



Third Quarter 2011 Performance Review

Franklin Regional Retirement System   
Cumulative and Annualized Returns 
Investment Objective
We aim to beat 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-specific approach.
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Third Quarter 2011 Performance Review

Franklin Regional Retirement System Returns

Cumulative Annualized

3Q YTD 1-Year 3-Year 5-Year 10-Year
Since

Inception 

Franklin Regional -26.8% -18.8% -8.2% 4.2% 3.7% 8.4% 9.0%

Russell 2000    -21.9% -17.0% -3.5% -0.4% -1.0% 6.1% 4.0%

Difference  -4.9% -1.8% -4.7% 4.6% 4.7% 2.3% 5.0%

Returns are stated gross of fees. For returns net of fees please refer to the Notes to Performance in 
the Appendix. Performance from inception (01/06/00) through 09/30/11. 

     Franklin Regional                                 Russell 2000
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Third Quarter 2011 Performance Review

Franklin Regional Retirement System   
Annual Returns vs. Russell 2000
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Third Quarter 2011 Performance Review

Franklin Regional Retirement System vs. Russell 2000
Returns by Calendar Year
The difference between Daruma and the Index is stated above and below each pair of annual returns.

Returns are stated gross of fees. For returns net of fees please refer to the Notes to 
Performance in the Appendix. Performance from inception (01/06/00) through 09/30/11. 

Return (%)
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Small-Cap Equity Composite

Notes to Performance

Daruma Asset Management, Inc. is an independent 

investment advisor registered under the Investment 

Advisors Act of 1940. Daruma 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 and individuals.

The investment strategy of Daruma’s small-cap 

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 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.

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 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 strategy are included in the composite, except 

for any new accounts that have not yet entered 

the composite. Daruma’s small-cap composite was 

created in July 1995. A complete list and description 

of Daruma’s composites is available upon request.
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Performance

*Since Inception July 28, 1995 through December 31, 1995
** From 1995-1997 there were less than 5 portfolios in the composite for each full year period.

Daruma Asset Management, Inc. has prepared and presented this report in compliance with the Global Investment Performance Standards (GIPS®). 
Daruma has been independently verified for the period of July 28, 1995 to December 31, 2010. A copy of the verification report is available upon request. 

Period

Total Gross 
Return

(%)

Total Net
Return

(%)

Russell 2000
Return

(%)
Number of 
Portfolios

Dispersion**
(%)

Total 
Composite 

Assets
($ millions)

Total Firm
Assets

($ millions)

2010 32.12 31.33 26.86 61 0.55 1504 1805

2009 43.93 43.04 27.17 53 0.87 1206 1343

2008 -36.63 -37.06 -33.79 53 0.69 738 852

2007 13.06 12.35 -1.57 54 0.38 1185 1188

2006 13.55 12.81 18.37 58 0.45 1085 1089

2005 10.93 10.17 4.55 53 0.40 985 992

2004 23.48 22.66 18.33 53 0.54 929 932

2003 36.74 35.84 47.25 64 1.35 902 901

2002 -21.83 -22.41 -20.48 68 0.77 660 672

2001 16.57 15.79 2.49 58 0.74 799 816

2000 19.26 18.55 -3.02 50 1.24 572 706

1999 4.22 3.62 21.26 32 0.53 293 386

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

1995* 12.23 12.04 6.31 ≤5 NA 2 2

Daruma Small-Cap Equity Composite Since Inception Through December 31, 2010


