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O ur small-cap portfolio was down 8.21% for the 
quarter, vs. 7.36% for the Russell 2000, lagging 
by 85 basis points. Year to date we are down 

7.40% versus 4.41% for the Index, for a gap of 299 bps. 
We did book a good relative September however, where 
we were ahead of the benchmark by 87 bps.  
 
We also take comfort that the rest of the portfolio, net of 
our best and worst three stocks, outperformed the index. 
57% of the portfolio beat the index, and roughly a quarter 
of the portfolio was actually UP in a brutal down market, 
but the laggards in the portfolio weighed things down, as 
they did not go gentle into that good night. 
 
Best 3 Minus Worst 3 Stocks 

Our top 3 stocks contributed only 58 bps, not surprising 
in such a sour market. Our worst three stocks, however, 
detracted 261 bps, so the net contribution of our outliers 
was a negative 203 bps. 
 

Our Best 3 Stocks

Our best performing stocks on a contribution basis 
were Pacira Pharmaceuticals, (+25 bps), Texas Capital 
Bancshares (+18 bps) and WEX (+15 bps). Pacira’s 
injectable analgesic Exparel continues to be adopted 
rapidly by the surgical community, as its effectiveness 
makes it a compelling solution for pain relief. Exparel lasts 
longer and doesn’t have the side effects of opioids which 
means that patients ambulate and heal faster, reducing 
the length of stay in the hospital and the overall cost of 
the procedure.

Shares of Texas Capital, a commercial bank focused 
on the Texas market, rose as investors are sniffing a 
possible change of direction in interest rates. Texas 
Capital has a very asset-sensitive balance sheet. TCBI 
has done an excellent job managing their mortgage 
warehouse business despite the big industry-wide decline 
in refinancing volumes. TCBI aggregates mortgages from 
brokers and homebuilders nationwide and holds them 
for an average of 10 days as they package the loans and 
resell to securitizers. Texas Capital has done an excellent 

job recruiting seasoned bankers, which fuels double-digit 
commercial and industrial loan growth. Couple this with 
a disciplined credit culture, and you have a well-run bank 
with solid long-term prospects.

Prepaid payment solutions processor WEX performed 
well in the quarter after reporting strong second 
quarter results and raising its 2014 earnings outlook. 
The headwinds from prior investments are turning into 
tailwinds, giving investors confidence the company can 
achieve its recently stated 15% to 20% EPS growth goals 
over the next few years.

Our Worst 3 Stocks

Our bottom three stocks were Bankrate (-101 bps), K12 (-84 
bps), and Carrizo Oil & Gas (-76 bps).

Bankrate, a financial services web publisher, had a 
number of issues that caused the stock to be taken to 
the woodshed, first for second quarter results and a 
third quarter guide down and secondly because of an 
investigation by the SEC in to an accounting issue. The 
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Contribution (%)
Best 0.6

Worst -2.6
Best Minus Worst -2.0
Rest of Portfolio -6.2

Total Daruma -8.2
Russell 2000 -7.4

Return Difference -0.8%

Ticker Company Description                          Contribution (%)

PCRX Pacira Pharmaceuticals pharmaceutical company 0.3

TCBI Texas Capital Bancshares Texas commercial bank 0.2

WEX WEX payment processor 0.1

Best   0.6%

Ticker Company Description                              Contribution (%)

RATE Bankrate financial services info provider -1.0

LRN K12 online-based education provider -0.8

CRZO Carrizo Oil & Gas gas and oil exploration & production -0.8

Worst   -2.6%

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 Composite Presentation 
available at the end of this presentation, 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 thsi 
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 7.  
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turnaround in the insurance division hasn’t been graceful 
and isn’t unfolding in a linear, predictable way. Bankrate 
is emphasizing generating high quality leads for its 
insurance clients, even if this means sacrificing some 
short-term EBITDA growth. Their insurance franchise will 
be much more valuable as a result.

RATE also made additional investments in an acquisition 
(caring.com, a publisher of information on the long-term 
care industry) that contributed to the EBITDA guide 
down. On the plus side, July saw improving trends with a 
sharp increase in insurance revenues versus the second 
quarter and strong growth in credit card marketing 
spending. Bankrate has significantly added to its talent 
pool of digirati, which we expect to translate into more 
sophisticated marketing and advertising practices on the 
company’s many, heavily-trafficked websites.

As to the SEC investigation, at issue are the accruals of 
revenues for two quarters in 2012. While the amounts 
involved are not large, they did result in management 
meeting certain targets they would otherwise not 
have, and affected compensation. The CFO has been 
replaced, and the company is undertaking its own internal 
investigation. 

These things take time and incremental money to 
resolve, and will attract the inevitable ambulance-chasing 
shareholder lawsuits. We believe there is real and tangible 

progress being made at the company, that, when more 
consistently evident, will be rewarded by investors.

Online educator K12 lost pieces of a lucrative charter 
school contract, and took down its guidance range for 
enrollments. We bought K12 because of self-inflicted 
enrollment missteps last year that we expected the 
company to correct in this enrollment season. While the 
penetration of online students is quite small, and the 
majority of states have approved of virtual schools, the 
effectiveness of all types of charter schools is being 
questioned. This may make the growth opportunity 
smaller. The industry landscape may be changing and  
K12 needs to adapt.

Carrizo’s decline is much more related to declining oil and 
gas prices than to anything stock specific. Carrizo’s assets 
are well-positioned and we expect them to be economic 
even if oil prices were to decline to the 70s. We have been 
adding to our energy names in this pullback, as valuations 
have contracted to compelling add levels.

Changes in Position
We bought two new positions in the third quarter. One was 
former portfolio holding Lumber Liquidators, the wood 
flooring retailer, and the other was adhesives maker H.B. 
Fuller, a stock we held in our smid portfolio. We owned 
Lumber Liquidators once successfully, and now feel 
that the stock has been overly punished for moderating 

results and the need to reinvest in the business. Fuller 
took down EPS guidance, which hit the stock and brought 
its market cap into small-cap territory. We sold Centene, a 
managed Medicare (HMO) company. 

Continued on the following page.
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Market Outlook 
There’s a lot not to like, and it feels like the market is 
being kept on life support because of central bank policy. 
Not only is the market long in the tooth in an economic 
recovery that is taking twice as long than it normally 
would, but domestic political paralysis and flaring global 
tensions certainly don’t make for a clear upward path. 
The US economy continues to grind forward, but in an 
interdependent world that may not be enough to keep the 
wolves at bay. 

Although multiples on the fast growers have compressed 
significantly since the first quarter’s parabolic move, 
they are still expensive. In contrast, stocks that whiff on 
earnings are punished sharply, and while this can make 
for buying opportunities, it doesn’t feel good when the 
explosion happens in something we already own, resulting 
in a hit to performance.   

We continue to monitor our names closely. Turnarounds 
can be frustrating and never seem to happen fast or 
smoothly enough, and organic growth can be hard to 
come by without paying an enormous price. Nevertheless, 
we continue to adhere to our process, which means adding 
to positions we believe in and transitioning out of those 
where the pathway to higher prices is less certain. ●

Total Return (%)

Sector
Daruma 

Small-Cap R2000 Variation
Financial Services 5.99 -4.99 10.98

Utilities - -8.90 8.90

Energy -15.94 -21.31 5.37

Producer Durables -6.26 -9.95 3.69

Healthcare -2.14 -3.40 1.26

Consumer Discretionary -9.82 -8.02 -1.80

Materials & Processing -10.77 -8.61 -2.16

Technology -12.13 -5.61 -6.52

Consumer Staples -14.28 -2.40 -11.88

Contribution (%)

Sector
Daruma 

Small-Cap R2000 Variation
Financial Services 0.33 -1.21 1.54

Producer Durables -0.90 -1.40 0.50

Utilities - -0.38 0.38

Energy -1.00 -1.33 0.33

Healthcare -0.17 -0.44 0.27

Consumer Staples -0.45 -0.06 -0.39

Materials & Processing -1.16 -0.58 -0.58

Consumer Discretionary -1.88 -1.13 -0.75

Technology -2.98 -0.83 -2.15

Total -8.21 -7.36 -0.85

Return by Sector

Contribution by Sector

Return by Sector
On a returns basis we outperformed in 5 out of 9 sectors, 
the most notable being Financial Services where we 
were up 6% versus the Index being down 5%, for a 
difference of almost 11%. Most of the drag on Financial 
Services in the Index was due to the underperformance 
of REITs and real estate companies, as well as banks 
and thrifts. Energy, Producer Durables and Healthcare 
were also outperformers on a returns basis, and our lack 
of exposure to Utilities helped, too. Energy has been 
demolished this quarter, down 21% in the Russell 2000.

Our worst performing sectors on a returns basis 
were Consumer Staples, Technology and Materials & 
Processing.

Contribution by Sector
On a contribution basis we also outperformed in 5 out 
of 9 sectors. On a relative basis, our biggest sector was 
Financial Services (+154 bps), led by Texas Capital and 
WEX. Producer Durables (+49 bps) and Utilities (+38 
bps) also boosted relative results, more from not being 
exposed to the worst performing industry groups, as well 
from good stock selection in the aggregate.

Our worst sector on a contribution basis was Technology, 
which lagged the benchmark by 217 bps. This was largely 
due to two stocks, marketing data services company 
Acxiom which had gotten hit hard in the second quarter 
and continued to drift lower and Bankrate, which we’ve 
discussed above.
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Third Quarter 2014 | Snapshot of the Small-Cap Landscape

T hese charts show the Russell 
2000 sorted by deciles of 
performance according to different 

characteristics. The percentage in each 
box is the performance of that attribute 
(e.g. beta) for that decile. The first matrix 
is for the third quarter; the second is for 
the year to date.  
 
Third quarter results have overwritten 
the year-to-date picture. Low-quality 
companies have underperformed in the 
third quarter and are feeling the most 
pressure. We define low-quality companies 
as those that are 1) controversial (high 
short interest and hated by the sell-side), 
2) high beta, 3) with low (or no) dividends, 
and 4) showing weak sales growth. These 
companies struggled in the quarter and 
led index weakness. The same stocks that 
did poorly in the first half of the year 
continue to underperform, drastically, 
leading to very poor year-to-date results. 
 
Even quality stocks were not spared from 
weakness in the third quarter, as no decile 
had positive returns, and the distribution 
between best- and worst-performing 
deciles was small. Yet, as the Russell 
2000 approaches its year-to-date low, 
the quality trade was still your best move 
with the largest-cap, low-beta, best-sales-
growth companies leading performance. ●

Year-to-Date
Deciles

1 2 3 4 5 6 7 8 9 10 

10.4 1.6 0.3 -3.2 -0.8 -7.1 -6.6 -7.9 -5.3 -24.4

-9.5 -8.7 -3.7 -3.9 -1.4 6.4 1.7 - - -8.3

-4.1 -4.9 -5.9 -1.2 - - - - - -4.5

-5.7 -1.6 -0.3 -1.9 1.1 -5.3 -6.1 0.2 -11.0 -13.0

9.5 3.3 -0.8 -4.3 -5.7 -5.4 -4.0 -9.8 -15.6 -9.9

4.6 4.3 -5.7 -3.2 -3.4 -4.9 -7.8 -7.0 -11.4 -18.1

-2.1 1.6 -0.3 -2.6 -1.1 -3.8 -6.4 -9.3 -7.1 -12.6

-8.6 -4.5 -2.0 -0.5 -7.6 -7.6 -3.7 -3.7 -2.6 -2.1

46.1 12.8 5.7 0.5 -6.0 -9.7 -13.9 -20.1 -28.3 -45.7

-5.9 -5.8 -6.6 -2.4 -5.6 -2.6 -2.0 -1.0 -5.0 -

Third Quarter
Deciles

1 2 3 4 5 6 7 8 9 10 

Market Cap  
Largest to smallest

-0.5 -5.3 -5.6 -7.8 -5.7 -8.9 -9.6 -8.0 -9.6 -22.9

P/E Ratio 
Lowest to highest1 -10.4 -8.3 -8.0 -6.6 -5.1 -3.1 -6.2 - - -12.0

Dividend Yield  
Highest to lowest2 -7.7 -5.8 -6.8 -5.6 - - - - - -9.7

Short Interest  
Lowest to highest

-6.8 -6.2 -6.3 -6.9 -5.4 -7.5 -8.8 -7.2 -13.6 -15.2

Beta  
Lowest to highest

-2.0 -4.9 -3.9 -6.0 -7.5 -9.7 -8.8 -11.0 -13.7 -16.3

Sales Growth 
Best to worst

-9.0 -7.2 -7.6 -6.9 -6.9 -5.8 -8.1 -8.4 -11.0 -17.7

Analyst Ratings  
Best to worst

-6.6 -6.6 -7.4 -6.8 -7.0 -8.6 -9.1 -10.2 -9.9 -12.3

Institutional Ownership 
Most to least3 -7.9 -7.4 -6.7 -6.2 -9.7 -8.8 -7.6 -8.3 -8.1 -13.3

% Change H1 2014  
Best to worst

-9.4 -8.2 -6.8 -6.6 -7.9 -7.3 -7.7 -8.4 -9.6 -12.7

% Change in 2013  
Best to worst4 -9.6 -8.6 -7.4 -6.2 -7.1 -6.0 -6.7 -8.8 -12.9 -

R2000 Decile Performance (%) as of September 30, 2014

The red circle indicates the worst-
performing decile for the category.

The green circle indicates the best-
performing decile for the category.

1. Decile 10 of P/E Ratio category 
is made up of all stocks that have 
no P/E.
 
2. Decile 10 of Dividend Yield 
category is made up of all stocks 
that pay no dividend.

3. Institutional Ownership may be 
over or under stated due to timing 
of filings. 

4. Decile 10 of % Change in 2013 
is made up of stocks with no 
complete 2013 performance.

Ron Viener
Director of Trading

Sources: Russell Investments, Daruma Capital Management
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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 account returns tables in the Appendix, which include net performance data. Please also see the disclaimers at the end of this book, which include a description of the 
comparison benchmark and the limitations on any comparison to the benchmark. Performance from inception (01/06/00) through

Franklin Regional Retirement System

Franklin Regional Retirement System Russell 2000
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Return (%)

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

Annualized

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

Franklin Regional Retirement 
System -8.23% -7.29% 0.64% 21.34% 15.59% 10.78% 11.39%

Russell 2000 -7.36% -4.41% 3.93% 21.26% 14.28% 8.19% 7.27%

Difference -0.87% -2.88% -3.29% 0.08% 1.31% 2.59% 4.12%

Performance

Cumulative and Annualized Returns

09/30/14.
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Franklin Regional Retirement System

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 account returns tables in the Appendix, which include net performance data. Please also see the disclaimers at the end of this book, which include a description of the 
comparison benchmark and the limitations on any comparison to the benchmark. Performance from inception (01/06/00) through

Franklin Regional Retirement System Russell 2000
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21.95

2000

13.82

2001

-1.35

2002

-9.67

2003

6.73

2004

6.74

2005

-4.94

2006

14.82

2007

-2.73

2008

17.16

2009

5.31

2010

-5.80

2011

3.70

2012

5.95

2013

-2.88

YTD

Performance

Returns by Calendar Year
The difference between Daruma and the Index is stated above or below each pair of annual returns.

09/30/14.
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Daruma Small-Cap Equity Composite

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 08/01/10, Daruma implemented a $400,000 

minimum account size for an account to be included 

in this composite. Prior to 08/01/10, 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, 2013

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, 2013. 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. Previous versions of Daruma’s Small-Cap Equity Composite Presentation showed 
3-year standard deviations rather than 3-year annualized standard deviation for both the composite and the benchmark. In this presentation, the numbers have been changed to their annualized 
equivalent.

Period

Total Gross 
Return

(%)

Total Net
Return

(%)

Russell 2000
Return

(%)
Number of 
Portfolios

Dispersion
(%)

Small-Cap 
Composite 

3-Year 
Annualized 

Standard 
Deviation

Russell 2000  
3-Year 

Annualized 
Standard 
Deviation

Total 
Composite 

Assets
($ millions)

Total Firm
Assets

($ millions)

2013 44.08 43.09 38.82 36 0.39 18.8 16.5 1975 2556

2012 19.89 19.12 16.35 34 0.15 21.6 20.2 1343 1752

2011 -10.32 -10.96 -4.18 40 0.21 25.2 25.0 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

1. Since Inception July 28, 1995 through December 31, 1995


