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Third Quarter 2012 Portfolio Commentary

“It’s OK, it’s all right, stay in there and fight-fight-fight!”

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.

Both the third quarter and year to date results make us 
feel like we’re watching a high school basketball game, 
with the score tied and a quarter to go. For the quarter, 
our Small-Cap composite was up 6.00% versus 5.25% for 
the Russell 2000, ahead by 75 basis points. Year to date 
the composite is up 13.47% versus the Russell 2000’s 
14.23%, trailing by 76 basis points. And while 2012 is 
proving to be less volatile than 2011, we are somewhat 
frustrated that on a relative basis we are not getting 
ahead, largely due not getting enough lift across the 
entire portfolio. 

The top three contributors to performance were DIY hard-
wood flooring company Lumber Liquidators (+193 basis 
points), Medicaid managed care provider AMERIGROUP (+104 
basis points) and direct marketing services company Acxiom 
(+71 basis points). Lumber was up 50% in the quarter, fueled 
by much better than expected second quarter earnings (up 
a whopping 126%). AMERIGROUP was up 38% due to the 
announced acquisition by Wellpoint. The total contribution by 
the top 3 winners was 3.68%. The bottom three (electronic 
programming guide maker Rovi -51 bps, telecom equipment 

supplier Ciena -46 bps and flooring and ceiling products 
maker Armstrong World Industries -25 bps) cost us total of 
123 basis points in the quarter, leaving a net contribution 
from our outliers of 245 basis points, which is a healthy 
amount in a market that’s up a little over 5%.

The entire rest of the portfolio, however, contributed 355 
basis points to performance and thus lagged the benchmark. 
As you know, we like to have a solid contribution from our 
best stocks, minimize our losers, but have the entire rest of 
the portfolio outperform as well.

We sold five positions in the quarter, gaming equipment 
manufacturer Bally Technologies, helicopter medical trans-
port company Air Methods, identification and safety products 
supplier Brady, electronics manufacturer Plexus, and on 
the very last day of the quarter, with the stock spiking over 
20% on rumors of an LBO, health care IT solutions provider 
Allscripts. All five were positions where we either felt that 
risks were skewed to the downside, (Bally and 
Air Methods) or that the upside was no longer 
compelling enough to hold (Brady, Plexus and 
Allscripts).

We bought four new positions: auto dealer 
software maker DealerTrak, internet radio 
company Pandora, Medicaid health insurance 
provider Centene and specialty chemical sup-
plier Shulman. With AMERIGROUP’s acquisi-
tion we added Centene, another Medicaid 
HMO that will benefit from the same favorable 
industry trends, as a replacement. DealerTrak 
is a company we’ve done a lot of work on over 
a long period of time, including several on 
site visits, in order to make sure that both the 
operational transformation was proceeding 
apace, and that we were on board with CEO 
Mark O’Neal’s vision. Although Pandora may 

be controversial due to fears that the Apple juggernaut will 
offer music streaming, its business model is near an inflec-
tion point, and we expect them to reap the benefits of the 
investment they’ve made in their business over the last year.

We have not completed our Shulman position, (currently at 
1%) as it is thin and we are being price sensitive. We expect to 
either have a full position or to take profits in the position we 
currently have by the end of the year.

Detailed comments on the quarter’s completed purchases 
and sales as well and best and worst performers follow.

Sectors

From a sector perspective, our best contribution came from 
consumer discretionary and health care (+170 and +82 
basis points more than the index, respectively), which is not 
surprising given how well Lumber Liquidators and  
AMERIGROUP did in the quarter.  

By Mariko O. Gordon, CFA
Founder, CEO & CIO

Source: Furey Research Partners and FactSet
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Materials and processing was the best performing sector in 
the Russell 2000, up 10.6% in the quarter with big moves 
in the most cyclical and commodity of the industries in that 
sector. We are slightly underweight and two of our stocks 
(Armstrong and Interface) were down a little, which, when 
combined with the lack of exposure to the “hot” industries, 
meant that we trailed on a sector relative basis by 108 basis 
points.

We were also not helped by our zero weight in utilities (-34 
bps) and consumer staples (-4 bps) nor by our underweight 
in financial services, which mattered much more than our 
positive stock selection (-76 bps). Producer durables, tech-
nology and energy were all sectors that gave us a boost 
relative to the index, but in all, our industry exposures 
mattered more this quarter, and explains how the portfolio 
net of the big outliers had trouble 
beating the index.

The Market

The quarter contained a number of 
market cross currents, which has been 
a hallmark of this year -- there’s con-
tinued flip flopping between defense 
and offense, value and growth, quality 
and speculation, large and small.

The Russell 2000 Value is beating 
Growth for the quarter (5.7% vs. 
4.8%), and the year (14.4% vs. 14.1%). 
The Russell 1000 was up 6.3% vs. 
5.3% for the quarter, and 16.3% vs. 
14.2% for the year versus Russell 
2000. Interestingly, though Large-Cap 
is beating Small-Cap year to date, 
the Russell Microcap index is beating them both, up 19.7%. 
Indeed, since the end of last October (market lows), Micro-
Caps have outpaced Small-Caps by a stellar 6% (See Figure 
2). For all the risk-on/risk-off vacillations in the market, the 
smallest of the small have been the big winners. 

Thus it’s not surprising that Small-Cap managers are 
struggling to beat the index year to date, with the average 
core Small-Cap fund lagging the Russell 2000 by 230 basis 
points.1 Active managers typically hold higher quality and 
larger market caps than the index. In addition to size, there 
are other reasons the market has been tough to beat: for one, 

1    Furey Research 3Q12 Quarter-End Letter

more than half of the Russell 2000 return (7.46%) has come 
from only the top five industries (real estate, pharma/bio-
tech/life sciences, banks, software and services, and health 
care equipment and services).

These industries have the lowest median return on invested 
capital (ROIC), but some of the best year over year earnings 
growth, and were severely underowned by small cap funds 
(See Figure 3). According to our friends at Furey Research, 
this is not typical of a low quality rally, where normally the 
contribution from low price, low market cap and low trading 
volume stocks is much higher -- the only low quality “tell” is 
low ROIC stocks, which have done well because of those rates 
of earnings growth. However, within those industry groups 
with low median ROIC, the best performing stocks were those 
with the highest ROIC. Over the long haul, the high ROIC 
stocks outperform the low ROIC companies.

Short interest continued to rise broadly even as the summer 
rally progressed. Typically in a rising market short interest 
decreases, so there has been a lot of skepticism associated 
with this market’s rise. However, insiders have turned decid-
edly negative to levels normally predictive of weak markets, 
while sales and earnings growth have decelerated.2 While 
the bar may have been reset lower for third quarter earnings 
expectations, it looks like fourth quarter and 2013 estimates 
for sales and earnings may still be too high. This likely makes 
for a difficult market environment ahead.

One bright spot in the U.S. economy is the recovery in hous-
ing, which, though easily influenced by changes in consumer 
sentiment, has a huge multiplier effect on the economy. 
Should housing continue to recover the U.S. economy may be 
in better shape than expected.

We are gearing up for what may turn out to be a very 
“interesting” earnings season and plan to take advantage 
of opportunities the market serves up. We have a robust 
new idea pipeline, and are very pleased with how smoothly 
analysts Daniel Doddo and April Zhu have been integrated 
into our research team and investment process. ● 

2    Market Profile Theorems

Source: Furey Research Partners and FactSet
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Figure 3. Funds were underweight the top six contributing sectors by -11% in aggregate
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Third 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-specifi c approach. 
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Franklin Regional Retirement System

Cumulative and Annualized Returns as of 09/30/12 

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

Franklin Regional Retirement 
System 6.0% 13.5% 25.9% 13.3% 3.4% 11.8% 10.2%

Russell 2000 5.3% 14.2% 31.9% 13.0% 2.2% 10.2% 5.9%

Difference 0.7% -0.7% -6.0% 0.3% 1.2% 1.6% 4.3%
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Third 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 09/30/12

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.

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. 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


