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Our clients enjoyed a good quarter, with the Small-Cap 
composite up 11.62% versus 10.21% for the Russell 2000, 
giving us a lead of 1.41%. Year to date, our Small-Cap 
composite delivered a +32.82% return versus +27.69%, 
outperforming the benchmark by 513 basis points. Over 
the last twelve months, our composite was up 40.33% 
versus 30.06% for the Index, ahead by 1,027 basis points. 
While we are pleased with the results, I must quote our 
controller Rob Motch, a lifelong Red Sox fan, who likes to 
remind me that, “like the Red Sox in August, no lead  
is safe.”

Scorecard
We outperformed the benchmark in August and 
September, while we lagged in July’s sharp market rally. 
July and September join January as months in 2013 that 
the Russell 2000 was up 5% or more, not unusual in such 
a strong year.

The net of our top three winners and losers contributed 
+1.06%, while the rest of the portfolio contributed another 
+10.56%. We like it when the rest of the portfolio beats the 
Index, even if it’s by a mere 35 basis points. As you know, 
we want to let our winners run and seek to minimize our 

losers, but we want every stock to earn its keep and have 
the entire rest of the portfolio outperform the benchmark.

In total, our top three stocks—real estate information 
services provider CoStar Group (+114 bps), direct marketing 
services company Acxiom (+93 bps) and internet radio 
provider Pandora (+86 bps)—generated 293 bps. Although 
they operate in three different industries (commercial 
real estate, marketing and entertainment respectively), 
all three are seen in some way as technology stocks by 
investors. Technology in the form of e-commerce and 
mobile applications is literally changing business real 
estate information services models across broad segments 
of the economy, seemingly overnight.

CoStar’s acquisition of LoopNet brought with it cross-
selling synergies, but also new ways to generate revenue, 
e.g. getting paid for providing leads to brokers. CoStar’s 
new mobile offering and products that help speed up lease 
negotiations and contracts are taking the company way 
beyond being just a source of data, and into the realm of 
potentially changing industry business processes.

Acxiom has just unveiled its Audience Operating System 
(AOS), a software platform that allows marketers to 
connect data silos and to quickly optimize their marketing 
campaigns. AOS has an intuitive, user friendly interface 
that lives on top of sophisticated statistical algorithms, 
turning marketers into rocket scientists.  Marketers can 
now create campaigns across data silos, and run many  
 “what if?” scenarios that allow them to make faster and 
better decisions about where to spend their ad dollars. 
AOS has the potential to both change its users’ work lives 
and to create significant new revenue streams for Acxiom.

By contrast, while Pandora’s music business would seem 
simplistic, it’s been able to sell mobile advertising very 
successfully, delivering great ROI for advertisers. Pandora 

sits on a valuable trove of data, able to connect artists to 
their fans and advertisers to their targets, both much more 
effectively than terrestrial radio. Investors are beginning 
to appreciate that Pandora’s business model may be more 
flexible than they thought.

In all three companies, data is king and drives the 
investment case. If you have high-quality data no one else 
does, if you can solve problems for your customers, and if 
you can embed yourself in their workflow, thereby creating 
new revenue streams for yourself, then your stock will be 
a winner.

By contrast, our top three losers in total cost us 187 bps, 
more than we would have liked, given that the market was 
so strong in the quarter. Our top three losers, Francesca’s 
Holdings (fashion apparel retailer) (-113 bps), Crocs (global 
casual footwear maker) (-54 bps) and Cadence Design 
Systems (electronic design automation software) (-20 bps) 
all had company specific disappointments.

Francesca’s got whacked when guidance for the back half 
of the year caused investors to rethink the company’s 
margin structure. Francesca’s, as a fast-turning, fast fashion 
concept with a nimble sourcing structure, is very profitable. 
Their lowered margin guidance created skepticism about 
inventory risk. We believe that the concept isn’t broken, and 
that many of the issues affecting margins are temporary in 
nature—one-third of the hit to margins alone is due to a shift 
in the retail calendar around the holidays (fewer shopping 
days) as well as 2013 being a year with 52 weeks versus 
last year’s 53 weeks (yes, the accounting calendar can be 
different than the Gregorian calendar).

Crocs, on the other hand, is a cheap, well-capitalized 
business undergoing a transformation that feels 
frustratingly slow at times. Still a predominantly Spring 
business, Crocs sales were hit by unseasonable weather. 
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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.

The company decided to clear aggressively rather than risk 
letting product clog the channels. Expectations are in the 
cellar for this stock and management continues to drive 
operational change through the company.

Cadence Design Systems had been a beat and raise story 
for so long, that when it merely met and held guidance, 
the stock sold off. We do not believe this is the beginning 
of the end. CEO Li-Bu Tan has made a number of strategic 
IP acquisitions, as advertised, that we believe continue to 
strengthen a company more focused under his leadership, 
with a more stable recurring revenue stream. The need 
for Electronic Design Automation software is more crucial 
than ever, now that the semiconductor industry is testing 
the limits of Moore’s law.

In all three instances we have chosen to stick with the 
stocks for now, and have added selectively.

Sectors
62% of the portfolio beat the benchmark, so performance 
was broad based, despite the strong contribution from 
our big winners. On a returns basis our best sectors were 
Energy (+31.2% vs. +14.7% for the Russell 2000) thanks 
largely to Carrizo Oil & Gas (oil and gas producer) and 
Producer Durables (+24% vs. +12.4%) driven by CoStar, 
Maximus (medical enrollment and outreach service 
provider) and Wabtec (railroad equipment). Our worst 
were Consumer Staples (-4.9% vs. +13.8%) due to The 
Fresh Market (specialty food retailer) having a weaker 
than expected second quarter report, and Consumer 
Discretionary (+2.7% vs. +7.6%), where Francesca’s and 
Crocs had an big impact.

On a contribution basis our best sectors were Healthcare  
(+328 bps vs. +183 bps for the index), and Technology (+280 
bps vs. +196 bps). Our worst were Financial Services (+54 
bps vs. +141 bps) and Consumer Staples (-10 bps vs. +46 bps). 

Year to date, Financials are costing us 446 bps in relative 
contribution, due to our normal albeit significant underweight.

Stocks
We sold two stocks in the quarter, Knoll (furniture and 
textiles company) and ICU Medical (medical device 
company). We added three stocks, Standard Pacific Corp. 
(home builder), TETRA Technologies (oil and gas services) 
and Pacira Pharmaceuticals (surgical analgesic producer). 
In your quarter-end appraisals, you will see that TETRA 
and Pacira are partial positions, as we work to bring the 
positions up to their full weights. Full write-ups for all 
purchases and sales follow in the book. Pacira will be 
included in next quarter’s review.

Market Perspective
It’s no surprise that in such a frisky market, the stocks 
that worked best were growthy, had high price volatility, 
high beta, no earnings, and had more cyclical and global 
(especially EMEA) exposure. Some of the best performing 
stocks this quarter were some of the worst performers of 
2012, a trend that has carried forward from the first half of 
the year. Healthcare continued to do well, powered by the 
biotechnology stocks, where M&A has been active.

Flows into Small-Cap stocks continue to be strong year to 
date, at close to $18 billion, of which $13 billion has flowed 
into ETFs. Demand for Small-Cap stocks after two years 
of significant outflows from mutual funds and ETFs alike 
reflect more of a collective appetite for growth rather than 
income. The Russell 2000’s one-year forward P/E at 18.5 
is close to one standard deviation away from its long-term 
average, which has often presaged weakness. These 
observations are from Steve DeSantis of BofA  
Merrill Lynch. 

There’s no question that things feel stretched. On the other 
hand, many, many Small-Cap companies have business 

models that are coiled springs, where a little revenue 
growth will generate proportionately outsized free cash 
flow and profits. With Europe becoming less bad, and 
better news out of Asia, it’s a shame that we face political 
gridlock at home, which may trigger another bout of 
end-of-the-world-itis.

It’s typical that in such a strong market we find ourselves 
trimming our big winners as we find we like their 
businesses more than their stock prices, and find it difficult 
to spot undiscovered gems. At this point in the cycle, the 
stocks with “hair” on them have so many issues that 
they look like Star Wars’ Chewbacca and will go down 
with everything else once the music stops. We own lots 
of positions we would happily buy more of, but at a much 
lower price. We keep adding to our inventory of good 
businesses and managements, however, hoping to pick 
and choose our spots whenever short-term anxiety gives 
us a buying opportunity. This is a rifle-shot, not a shotgun 
market, and we are hunting our game very carefully. ●
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Third Quarter 2013 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-specifi c approach. 
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Franklin Regional Retirement System

Cumulative and Annualized Returns as of 09/30/13 

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
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Inception

Franklin Regional Retirement 
System 11.8% 33.4% 41.0% 17.7% 15.0% 13.3% 12.2%

Russell 2000 10.2% 27.7% 30.1% 18.3% 11.2% 9.6% 7.5%

Difference 1.6% 5.7% 10.9% -0.6% 3.8% 3.7% 4.7%
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Third 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 09/30/13

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


