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Our Small-Cap composite was up 4.37% versus 3.08% for 
the Russell 2000, for a lead of 1.29%. Year to date, the 
composite was up 18.99% versus 15.86% for the Index, 
ahead by 3.13%. Over the last 12 months the composite 
was up 33.27% versus 24.20% for the benchmark, outper-
forming by 9.07%.

Scorecard

This was the fourth quarter in a row of outperformance 
and one that contained a once in a blue moon event: for 
the month of June the Russell 2000 was down 0.51%, and 
we were up 1.21%. As a long-only manager, always at least 
90% invested, this doesn’t happen every day, and it is 
worth celebrating.

The second quarter saw the net of our top three stocks 
and bottom three performers contribute 127 basis points, 
while the rest of the portfolio contributed another 310 
basis points, in line with the Index.

Garnering the top spot for the second quarter in a row, 
online photo products and services seller Shutterfly 
contributed 96 basis points to performance. Internet radio 
provider Pandora (+92 bps) and real estate information 
services provider CoStar (+69 bps) rounded out the 
performance derby, for a total of 257 basis points.

Our top three losers were all companies with exposure 
to commercial construction: flooring & ceiling products 
manufacturer Armstrong World Industries (-45 bps), office 
furniture and textiles retailer Knoll (-43 bps) and modular 
carpet manufacturer Interface (-42 bps). These stocks 
detracted a total of 130 basis points. Details on what drove 
our top and bottom performers follow in this book.

Sectors

57% of the portfolio beat the benchmark, so performance 
was broad-based. Our best performing sectors on a returns 
basis were consumer staples (16.5% vs. 9.4%), healthcare 
(11.0% vs. 5.8%) and consumer discretionary (12.4% vs. 
9.6%). Our worst performing sectors were energy (-9.7% 
vs. -0.6%) and materials and processing (-10.4% vs. -4.5%).

In the first quarter, we faced a full year’s worth of 
headwind from being underweight financials, utilities and 
consumer staples—back then, our underweight cost us a 
whopping 365 basis points of relative performance. This 
quarter, with financial services returning an anemic 0.6% 
and utilities returning 1.8%, both well below the Russell 
2000’s 3.1% return, the headwind was a mere 15 basis 
points. Good performance from our lone consumer staples 
holding, The Fresh Market (up 16.5% vs. 9.4% for the 

sector) meant that despite our underweight in staples we 
outperformed on a contribution basis by 15 basis points.

On a contribution basis, our biggest sectors were consum-
er discretionary (330 bps vs. 143 bps for the benchmark) 
and healthcare (150 bps vs. 73 bps). Four out of our top 10 
performers were consumer discretionary stocks (Pandora 
+29.9%, Shutterfly +26.6%, auto service and tires sup-
plier Monro Muffler +24%, and branded apparel company 
Oxford Industries +18.6%), with three healthcare stocks 
also making the list (medical device company ICU Medical 
+25.3%, disposable insulin pump maker Insulet +21.5% and 
Medicaid health insurance provider Centene +19.1%).

By contrast, materials and processing cost us 122 basis 
points versus the benchmark’s 38 basis points, and 
energy cost us 46 basis points versus 3 basis points 
for the benchmark. The relatively poor performance in 
materials was due to both our being overweight a sector 
that underperformed the market, as well as poor relative 
performance in three out of four of our materials stocks: 
Armstrong World Industries, specialty chemical supplier 
A. Schulman, and Interface. The fourth, roofing distributor 
Beacon Roofing Supply, was down, but less so than the 
market sector. Armstrong, Interface and Beacon are 
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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 reflect 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.

dependent on construction spending, both residential and 
commercial, in the U.S. and globally to varying extents. 
With the sudden rise in interest rates, stocks exposed to 
construction suffered a sharp pullback, and these four 
stocks were not immune. Schulman’s weakness was more 
due to reduced expectations from macro weakness and 
uncertainty around an acquisition.

In energy we sold both Walter Energy (metallurgical coal 
producer) and ION Geophysical (oil exploration services) 
because they did not track our original investment thesis. 
In aggregate these two cost us 58 basis points, offset by 
oil and gas producer Carrizo Oil & Gas’ contribution of  
12 basis points.

Stocks

We added five stocks to the portfolio and sold seven during 
the quarter. The five new additions were: ICU Medical, 
Monro Muffler, Texas-based commercial bank Texas Capital 
Bancshares, Carrizo Oil & Gas and medical device company 
Volcano. We also completed purchases of Insulet and Ox-
ford Industries that we initiated in the first quarter. Sales 
include Walter Energy (discussed in last quarter’s review), 
U.S. health club Life Time Fitness, telecom equipment 
supplier Ciena, fine art auction house Sotheby’s, analog & 
mixed signal semiconductor manufacturer Semtech, office 
products wholesaler United Stationers, and ION Geophysi-
cal. Full write-ups follow in this book.

Market Perspective

With the rapid reversal in interest rates, the chase for yield 
finally stopped. The highest dividend yielding stocks in 
the Russell 2000 performed the worst (+0.9%) while the 
lowest did the best (+9.4%). And while there were mo-
ments that swept the market in one direction or another, 
mostly due to second guessing central bankers, by and 
large investors started to focus on the differences among 
individual stocks rather than equities as a commodity. We 

can see this in a few ways. For one, the stocks that were 
the worst performers in 2012 continued to outperform 
this quarter; for another, the sell-side’s most hated stocks 
performed the best; and high short interest stocks also did 
well.

The market continues to be dominated by high frequency 
trading, quantitative strategies, ETFs and investors with 
extremely short-term investment horizons. And, despite 
all this activity, liquidity continues to dry up and intraday 
volatility increases. It feels overdone—indexing and ETFs 
have such enormous share, and fund flows out of equity 
mutual funds (especially actively managed ones) relative 
to fixed income (despite the recent weakness in fixed 
income) are at extreme highs. 

The same way that a generation of deep value investors 
retired back in 1999, bewildered by a market seemingly 
unmoored from conventional valuation metrics, I wonder if 
all of these changes are not triggering an existential crisis 
among active managers.

It’s an interesting conundrum, because the lack of demand 
for both equities and active strategies is coupled with 
a lack of supply of equities. Both the number of shares 
outstanding and the number of publicly traded companies 
are at multi-year lows. It is unknown whether this is due 
to Sarbanes-Oxley raising the bar on being public, or the 
growth in private equity funds and their financial engineer-
ing. While both mergers and acquisitions and initial public 
offerings have rebounded off their fiscal crisis lows, they 
are still nowhere near frisky levels and broadly offset each 
other. Cash-rich balance sheets and shareholder demands 
for their slice of the capital allocation pie has meant an 
increase in buybacks, however, shrinking supply.

This lack of supply, coupled with a lack of liquidity and the 
extremely shortsighted view of market participants, means 
both continued stock-specific volatility and the need for 

conviction in an investment case to be served up with a 
large dose of courage alongside. I have spent almost 30 
years watching sentiment catch up to shifts in business 
model fundamentals, and I continue to be amazed at how 
wide the gap is nowadays and how sudden the swings. If 
fewer people are doing deep work, and if more and more 
of the money is “fast,” then it makes sense that opinions 
are slow to change, but once they do, they spread at 
dizzying speed.

All of which means that we must stay focused and not 
let the noise of intraday volatility and rumor mongering 
distract us from doing the work that allows us to have 
conviction. A long-term investment horizon is a blessing 
when everyone seems to be worshipping at the altar of 
Make Money Now. If we invest to Make Money Later and 
fundamentals unfold properly, the passage of time will 
bring us to the moment primed for the Make Money Now 
crowd, and we get to make (more) money too.

We saw this last year with Lumber Liquidators and this 
year with Pandora. There was no big secret or magical 
revelation involved—the investment case was there to be 
seen all along, well communicated by both companies, if 
only one took the time to see it. It’s the exact opposite 
of the story about the Emperor’s new clothes. In this 
case, everyone thinks the emperor is strutting around in 
his birthday suit, until someone believes their eyes and 
proclaims that the emperor is wearing a most fashionable 
outfit indeed.

I have spent a lot of the quarter on the road, continuing 
to build our “vocabulary” of interesting companies—those 
with good business models and great management—so 
that when the moment strikes and the market serves up 
a good entry point, we can act quickly, having already 
invested time getting to know the Emperor’s wardrobe. ●
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Second 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 06/30/13 

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

0

10

20

30

40

Return (%)

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

Annualized

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

Franklin Regional Retirement 
System 4.5% 19.3% 33.8% 19.7% 11.9% 12.9% 11.6%

Russell 2000 3.1% 15.9% 24.2% 18.7% 8.8% 9.5% 6.9%

Difference 1.4% 3.4% 9.6% 1.0% 3.1% 3.4% 4.7%
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Second 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 06/30/13

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


