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Second Quarter 2012 Portfolio Commentary

Reversals and Rebounds

Our Small-Cap composite lagged the Russell 2000 for 

the quarter by 166 basis points, down 5.13% versus 

3.47%. We find some small solace that only 19% 

of Small-Cap core mutual funds outperformed this 

quarter, with the average fund being down 5.1%.1 Year-

to-date, our Small-Cap composite is up 7.05% versus 

8.53% for the Russell 2000, trailing by 148 basis 

points. While there have been some notable highlights 

this year, we are frustrated that the steps we have 

taken have yet to translate into better performance. 

Macro headlines (European debt crisis, slowing Chinese 

growth rates and weaker U.S. economic data) drove the 

market this quarter. Defensive stocks and those with 

no international exposure carried the day in April and 
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May. Energy fell out of bed and health care was in limbo 

most of the quarter awaiting the SCOTUS ruling on the 

constitutionality of Obamacare.

The market then bounced back sharply in June, as 

European leaders stepped up efforts to resolve the debt 

crisis. While we did not keep pace during the down months, 

we did exit the quarter on a positive note in June, both 

absolute and relative, as we were up 5.29% versus 4.99% 

for the benchmark.

2Q Market Drivers

The second quarter felt like a mirror image of the first 

quarter, across the market cap spectrum. What worked in 

the first quarter (highly shorted, highly owned, no yield, 

high EMEA exposure) in the case of the Russell 2000 didn’t 

work in the second quarter. This held true as well in the 

case of the S&P 500, where the largest, highest yielding, 

least shorted, least well-owned, most U.S.-centric stocks 

also worked this quarter, in a complete reversal for the first 

quarter’s drivers.

Year to date, however, the smallest, lowest quality stocks 

are still winning the derby. The Russell Microcap Index is 

up 12.2%, while the Russell 1000 and the S&P 500 are both 

up 8.3%. The lowest ROE and the non-earners are beating 

their high quality brethren as well. Aside from holding on to 

the gains made during “risk-on” market spells, the smallest 

companies may be in demand because they have less 

international exposure. 

All of these market reversals make it hard to keep up. 

Correlations among stocks, while not at all-time highs, 

ticked up to 29.7%, higher than March’s 24.8%.2 More 

importantly, there was a real asymmetry in how earnings 

results were greeted: although beats were rewarded, 

the relative gains (+2.5% over 20 days) were much less 

pronounced than the relative price declines (-4.2% over 20 

days) that accompanied earnings misses.3

Sector Performance

On a sector basis, our biggest positive contribution 

variations relative to the benchmark were in energy (+105 

bps) and producer durables (+124 bps) with technology 

(-276 bps) and health care (-92 bps) the biggest laggards. In 

the case of energy and producer durables, we were helped 

both by stock selection and by the industry exposures we 

held within the portfolio, which performed better than the 

sector as a whole. In the case of health care, one position 

(Allscripts) hurt, as did our lack of exposure to the biotech 

and pharmaceutical industries, which were the quarter’s 

big drivers. In the case of technology, our variance was 

largely stock specific and self-inflicted.
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By Mariko O. Gordon, CFA
Founder, CEO & CIO

Past performance is not a guarantee of future results. 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 partcular allocation. Statements in this report that are not historical facts reflect our opinions, beliefs or expectations as of the date 
of this presentation. Subsequent events may impact whether those come to pass.
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Top 3/Bottom 3 Performance

Our top three winners generated 287 basis points of 

performance, driven largely by Lumber Liquidators (DIY 

hardwood flooring), up over 34% and contributing 140 

basis points. MAXIMUS (Medicaid enrollment & outreach), 

and CoStar (real estate information services) delivered 77 

and 70 basis points respectively.   

Our top three losers detracted 315 basis points, with Rovi 

(electronic programming guides) costing 152 basis points, 

Vera Bradley (handbags & accessories) (90 bps) and 

Allscripts (IT solutions for health care) (73 bps). This meant 

that the net contribution from our biggest winners minus 

our biggest losers resulted in a drag of 28 basis points. The 

rest of the portfolio in aggregate detracted another 485 

basis points, lagging the Russell 2000.

Big Winner: Lumber Liquidators (LL)

Lumber Liquidators is up 90% year to date, both because 

the U.S. housing market is growing anew and in part 

because the Street is coming around to our investment 

case -- one where margins can double and with continued 

top-line momentum can lead over time to earnings per 

share of $2 to $3, in contrast to last year’s 94 cents.

We first bought Lumber Liquidators (LL) in December 2010. 

LL was a stock market darling that had put up remarkable 

growth despite the housing bust but had stumbled on an 

SAP implementation gone awry. We got in early and had 

to live through some disappointing results as the negative 

impact from the disruption caused by the new ERP system 

lingered longer than expected. In addition, the bump to 

sales from the first time homeowners tax credit in 2010 

created a tougher than expected comparison in the spring 

of 2011, causing the company to miss earnings again.

These issues exacerbated the Street’s skepticism about 

Lumber’s market potential, given its atypical strategy 

of building a national presence first and then filling in 

existing markets. The opening of new stores in existing 

markets occurred during the recession. As a result, new 

store productivity was below that of prior years, fueling 

concerns that returns on capital would be permanently 

reset lower. In our experience, a recession merely pushes 

out the maturation curve of new stores, but investors are 

quick to fear that the lower new store productivity means 

the business model is broken.

We felt comfortable with the store cannibalization issue. 

Total sales in a market would grow, but more importantly, 

spreading the advertising and distribution/transportation 

expenses over multiple stores would more than offset the 

deleveraging that results from the temporary hit to same-

store sales. Efficient transport is key, given the high costs 

of moving product from mill to store. 

What got us even more excited, however, was the 

operational transformation the company was undergoing, 

one that we often see in formerly fast-growing Small-Cap 

stocks. It’s rare that infrastructure growth and the adoption 

of robust business processes keep up with growth in sales. 

Just as replacing antiquated systems with SAP was long 

overdue, practically every business function, from how 

the company sourced its products to how store locations 

were chosen, needed to be revamped in order for Lumber 

to maximize its profitability now that it was considerably 

bigger.  

All of the attributes listed above make Lumber Liquidators 

a classic “Daruma stock” -- a little patience on our part, 

a lot of misunderstanding and hyperfocus on one or two 

data points on the Street’s part, and our conviction to add 

to a position that’s down, derived from taking the time to 

understand the changes and opportunities at the company 

before their impact is seen in reported numbers.

As the stock has climbed, we have trimmed the position 

size above 5%. While we expect Lumber to deliver 

fundamentally, we continue to manage the position’s 

size relative to valuation and to expectations. Lumber 

Liquidators still has considerable room to grow both top 

line and margins, and consumer sentiment around housing 

continues to improve as well.

Big Loser: Rovi (ROVI)

We’ve owned Rovi since 2006, and have added to and 

trimmed the position many times over the years. Back in 

2008, when the stock was under a lot of pressure during 

the great financial crisis, we added substantially to our 

position.

In recessions, leveraged companies are shunned by the 

market. Rovi took on debt to acquire Gemstar from Rupert 

Murdoch. Gemstar included a horse racing and TV Guide 

channels, among other things, but owned valuable assets 

in TV program guides. Gemstar was a dog’s breakfast of 

assets, and Rovi had to take the whole package and sell 

what wasn’t strategic. The Street feared that the proceeds 
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from the asset sales would fall short, and that Rovi would 

end up with more debt on the balance sheet than planned. 

The proceeds and timing of the asset sales were uncertain, 

and investors’ attitude was “call me when it’s all over.” 

We believed in then-CEO Fred Amoroso’s vision for the 

company as the provider of guidance solutions that allow 

for search and discovery in both conventional TV (“linear 

programming”) and emerging (“over the top”) content, e.g., 

video on demand. These new advanced guides could be 

deployed to multiple consumer devices, not just the cable 

and satellite set-top boxes that had been Rovi’s traditional 

market. In addition, these advanced solutions allow for 

a more interactive advertising delivery platform, a new 

source of revenues for both Rovi and its partners.

We did a lot of work to feel comfortable that the sales and 

proceeds would be sufficient to pay off debt to the desired 

levels. Our work proved to be correct, and over time, the 

stock surged, and we lightened up accordingly.

Rovi, as the holder of a thicket of patents around 

programming guides for “linear” and “over the top” 

providers, enjoys a unique position in the video delivery 

food chain. That both Apple and Google find it necessary 

to pay Rovi royalties is a sign of the value of its patent 

portfolio. Nevertheless, as a niche business with a 

complicated business model, it takes a little work to 

understand the company. 

So when a series of stumbles occurred beginning late last 

year, it created another round of “call me when it’s over” 

behavior from investors, which hit the stock hard. 

In last year’s fourth quarter, Rovi brought down guidance 

because a legacy business, whose projected decline was 

proceeding at a better than expected rate, suddenly went 

end of life. This resulted in an unexpected hole in earnings. 

Also in the fourth quarter, the long running search for 

a new CEO finally ended (Fred Amoroso giving up the 

reins for health reasons), with an internal candidate, Tom 

Carson, being named to the helm. Carson, who came to 

Rovi via the Gemstar acquisition in 2008, has a reputation 

for being a very good operator, but he is not the visionary 

that the Street had come to appreciate in Amoroso. With 

the strategic path already laid out for the company, an 

operating rather than visionary CEO is fine by us.

Rovi stock recovered in the first quarter of 2012, up 32%, 

contributing 85 basis points to performance. Rovi products 

featured in the consumer electronics show gave investors 

confidence that revenues from the next leg of Rovi’s 

growth would start to kick in in earnest late in 2012, on 

schedule.   

After that recovery, three things occurred which have 

caused investors to lose patience:

For one, Rovi announced the need to invest additional 

funds in their video on demand division. Rovi provides 

white-label video on demand service to retailers, having 

acquired Sonic in 2011 to do so. Sonic’s technology wasn’t 

robust enough to scale to meet the large demand for this 

service, and the additional investment is causing the Rovi 

Entertainment Store business (RES) to lose money this 

year. Management has committed to a timeline by which 

RES will be fixed or discontinued. While a small part of 

Rovi’s business, it commands a disproportionate share of 

investors’ attention.

For another, in early May, CFO James Budge announced 

that he was leaving Rovi for a dream job at another 

company, where he was made an offer he couldn’t refuse. 

The departure of competent and well-liked CFOs is never 

welcome, but we feel comfortable that there are no hidden 

and malevolent reasons behind his departure. Peter Halt, 

formerly the company’s Chief Accounting Officer, was 

named to the CFO post. He also came to Rovi via the 

Gemstar acquisition.

Lastly, Rovi did an $800 million debt offering, which is 

currently dilutive by 8 cents but will likely be offset by 

share repurchases. The Street worried that the company, 

after paying off $300 million in higher cost existing 

debt, was going to make another acquisition, creating 

uncertainty. Management has made it clear that no 

transformative acquisitions are in the cards and that 

the debt was taken on when it was cheap and available, 

providing for future flexibility.

We feel comfortable that negative sentiment far exceeds 

the fundamental issues that weigh on Rovi’s stock and that 

management will have to regain the Street’s confidence the 

old-fashioned way: by putting up a series of solid earnings 

reports. Until then, we hold a stock trading at 7.5 times 

2012 earnings (6.3 times ‘13 EPS) and 10 times free cash 

flow (8 times ‘13 FCF), capable of growing at 15 percent. 

As we went to press, Rovi pre-announced disappointing 
results as a number of license deals got pushed out. Stay 
tuned...
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Supply and Demand

Equity fund flows are still very negative. 

$18 billion ex ETFs left equities through 

April 30, 2012, $4.2 billion of which 

were Small-Cap dollars.1 This is the fifth 

straight quarter of outflows. Nine of the 

last 11 quarters have also seen flows out of 

equities, averaging $19 billion. Bond funds, 

in contrast, have had 14 straight quarters 

of inflows, averaging $65 billion.2 As you 

can see in Figure 1, extreme fund flows in 

one direction or another often presage 

reversion to the mean in performance.

These outflows may explain why the 

most widely held Small-Cap stocks 

underperformed.

M&A is running at a lower pace than last 

year, with only 39 deals year to date in the 

Russell 2000.3 The number of IPOs has 

also declined year over year. The monthly number of U.S. 

M&A deals has slowed, as has the IPO calendar. See Figure 

2 and Figure 3.

It will be interesting to see what company buybacks look 

like when second quarter results are tallied -- certainly in 

1 BofA Merrill Lynch Second Quarter 2012 Performance Recap 02 July 2012
2 Furey Research Partners 2Q12 Quarter-End Letter
3 BofA Merrill Lynch Small-Cap Strategy Research 19 June 2012

the first quarter Russell 2000 companies were stingy with 

their cash. Only 33% bought shares back, the smallest 

percentage since InsiderScore has been tracking the 

data. This represented a total of $2.5 billion and a 42% 

sequential decline.4 

In another sign of companies being conservative, cash 

made up 15.8% of the Russell 2000’s capitalization.5 

4 InsiderScore Buyback Trends Report June 15, 2012
5 BofA Merrill Lynch Small-Cap Strategy Research 19 June 2012

Sentiment

European politicians notwithstanding, we were due for a 

rally. Short interest kept building across the board, insiders 

were stepping up their purchases, and negative earnings 

revisions had all hit extreme levels.

We have 10 straight weeks of S&P 1500 net downward 

revisions in earnings estimates.6 Negative revisions spiked 

in June to levels not seen since fall of 2011. See Figure 4.

Growth Versus Value

The tug of war continues, with value beating growth in 

June. Growth was hit across all market cap ranges for the 

quarter as well. However, year to date growth is still ahead. 

Interestingly, the Steady Eddie growers are the big growth 

winners (these are companies growing earnings at 10% to 

20% with a low standard deviation of results).7

Small-Cap Valuation

30% of the Russell 2000 trades below 10 times 2012 

earnings estimates, and 20% trades below 3 times 

cash. The forward estimate for the Russell 2000 is at a 

reasonable 14.4 times. Utilities are at valuation extremes 

while technology and health care appear cheap.8 

6 Bespoke Investment Group B.I.G. Tips 6/29/12
7 BofA Merrill Lynch Small-Cap Strategy Research 19 June 2012
8 BofA Merrill Lynch Small-Cap Strategy Research 19 June 2012
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Figure 1. Net Equity Fund Flows minus Net Bond 
Fund Flows (3Mos MA, $US BN)
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Oct. ‘02  

1970s  1980s 1990s  2000s  

Long-Term Government 5.5 12.6 8.8  7.7  
Long-Term Corporate 6.2 13.0 8.4  7.6  
Small-Cap Stocks  11.5 15.8 15.1  6.3  
Intermed iate-Term Government 7.0 11.9 7.2  6.2  
Treasury Bills 6.3 8.9 4.9  2.8  
Inflation 7.4 5.1 2.9  2.5  
Large-Cap Stocks 5.9  17.5  18.2  -0.9  

 

*Compound annual returns by  decade Source: Strategas Research Partners 
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Summary

We have added three new stocks to the 

portfolio - Ion Geophysical (oil exploration 

services), Crocs (global casual footwear), 

and Brunswick (marine engines, boats & 

recreational products) - and sold Integrated 

Device Technology (semiconductor supplier). 

We bought and sold Acme Packet (telecom 

equipment supplier) in the quarter. Detailed 

write-ups follow.

We also sold Validus, a well-run reinsurance 

company that we bought in December 

2008. The company is very disciplined about 

allocating capital and has just completed a Dutch tender auction, but we did not see much upside in the stock from 

these levels. Validus contributed 131 basis points to performance over our holding period.

Although the second quarter’s challenges offset its triumphs, I am very pleased with the cadence and rhythm of 

our investment process workflow, which is the leading indicator to performance. I am delighted with the addition of 

research analysts April Zhu and Daniel Doddo, as well as trader David Levine. More details can be found in the Firm 

Update that follows this commentary. It has been a long time coming since Noreen McKee retired five and half years 

ago, but thanks to the support that COO David Gerber and his operations team provide me, I am once again free to 

devote myself exclusively to that which I love doing best: picking stocks. In a thinly traded, sentiment-driven market, 

performance is likely to come the way we lost it: in chunks and one stock at a time. In the meantime, we are very 

focused on new idea generation — we want to buy only “Daruma stocks” and we want to time our entry points well. We 

know that getting those two factors right is critical to future results. ●
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Second Quarter 2012 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-specific approach. 
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Franklin Regional Retirement System

Cumulative and Annualized Returns as of 06/30/12 

Past performance is not a guarantee of future results. Results are stated gross of management and custody fees, but after trading costs. 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. Inception date is 01/06/00.

Annualized

2Q YTD 1-Year 3-Year 5-Year 10-Year Since 
Inception

Franklin Regional Retirement 
System -5.1% 7.1% -13.1% 18.8% 2.3% 8.5% 9.9%

Russell 2000 -3.5% 8.5% -2.1% 17.8% 0.5% 7.0% 5.6%

Difference -1.6% -1.4% -11.0% 1.0% 1.8% 1.5% 4.3%

Franklin Regional Retirement System Russell 2000
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Second Quarter 2012 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 06/30/12

Past performance is not a guarantee of future results. Results are stated gross of management and custody fees, but after trading costs. 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. Inception date is 01/06/00.

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. 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, 

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 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 list of composite descriptions 

is available upon request.
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Daruma Small-Cap Equity Composite Since Inception Through December 31, 2011

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

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, 2011. 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 year end 2011 for the Small-cap Equity Composite and the Russell 2000 are 7.3 and 7.2, respectively.

Period

Total Gross 
Return

(%)

Total Net
Return

(%)

Russell 2000
Return

(%)
Number of 
Portfolios

Dispersion2

(%)

Total 
Composite 

Assets
($ millions)

Total Firm
Assets

($ millions)

Non-Fee Paying             
Assets in      

Composite
(%)

2011 -10.32 -10.96 -4.18 40     0.21 1265 1626 0

2010 32.12 31.33 26.86 61 0.55 1504 1805 0

2009 43.93 43.04 27.17 53 0.87 1206 1340 0

2008 -36.63 -37.06 -33.79 53 0.69 738 848 0

2007 13.06 12.35 -1.57 54 0.38 1185 1185 0

2006 13.55 12.81 18.37 58 0.45 1085 1090 0

2005 10.93 10.17 4.55 53 0.40 985 993 0

2004 23.48 22.66 18.33 53 0.54 929 933 0

2003 36.74 35.84 47.25 64 1.35 902 902 0

2002 -21.83 -22.41 -20.48 68 0.77 660 673 0

2001 16.57 15.79 2.49 58 0.74 799 818 0

2000 19.26 18.55 -3.02 50 1.24 572 708 0

1999 4.22 3.62 21.26 32 0.53 293 388 0

1998 16.32 15.64 -2.55 13 0.49 109 221 0

1997 42.52 41.89 22.36 ≤5 NA 20 57 0

1996 23.99 22.87 16.49 ≤5 NA 8 30 0

19951 12.23 12.04 6.31 ≤5 NA 2 2 0


