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W e did not cover ourselves in glory this quarter, 
down 37 basis points while the Russell 2000 
was up 2.05%. This meant we lagged by 242 

basis points. It was a frustrating, grinding quarter, given 
that we underperformed in every month. 

In April when the Russell was down (-3.88%) we lagged 
by 103 basis points as some of our best-performing 
stocks gave up ground; in May we trailed slightly (+50 vs. 
+80 bps); and in June when the market was up sharply 
(+5.32%) we bounced nicely (+4.24%), but not enough  
to keep up. 

While a lot of the damage was self-inflicted, mostly 
of the “failing to get out while the going was good” 
kind, the market had a lot of tricky cross-currents that 
disproportionately hurt long term investors. We stand by 
what we said in the first quarter’s commentary: sticking 
to our discipline has worked for us over the long haul,  
and we won’t try to catch every market wave.

The second quarter’s results when tacked on to our first 
quarter’s 15 basis point lead means that year to date we 
are now lagging by 230 basis points. We are up 89 basis 
points while the Russell is up 3.19%. The rotation into 
value did not help us in terms of our sector exposures,  
but mostly we gave up too much ground in the core of the 
portfolio. In a portfolio where we want every stock to earn 
its keep, we had too many fail to do so. 

Our Best 3 Stocks

Pacira Pharmaceuticals was our best performer, up 32% 
and contributing 1.2% to performance. This puts it in the 
pole position year to date as well, contributing 1.9% on a 
return of over 60%.

Pacira manufactures a non-opioid post-surgical pain relief 
drug, Exparel, whose adoption by surgeons continues 
to spread virally. Exparel formulates Bupivacaine (a 
generic that’s been in use for decades) into an injectable 
foam. This foam, when properly injected at the surgical 
site, provides up to 72 hours of pain relief, and has 
revolutionized post-surgical pain control. Patients 
ambulate much faster (key to a speedier recovery) and 
do not suffer from opioid side effects, which can delay 
healing or even cause complications. 

Pacira did well in the second quarter even though many 
biotech high-fliers gave up a lot of ground. Reasons 
for Pacira’s strength include the FDA approval of a new 
manufacturing line and the signing of a third-party 
manufacturing contract, both of which ensure enough 
capacity to meet revenue targets over the next couple 

of years. A price increase and the results of a couple 
of clinical trials that suggest Exparel could be used for 
more kinds of surgeries as well as for chronic pain also 
contributed to its positive performance.

Carrizo Oil and Gas was up over 29% in the quarter, 
and 55% for the year. While energy stocks were great 
performers in the quarter, especially “oily” E&P stocks 
given higher oil prices, Carrizo didn’t just ride on the 
sector’s coattails. Carrizo announced better-than-
expected results in the Eagle Ford and Niobrara and 
increased downspacing in both regions. 

In addition, Carrizo continues to become more efficient, 
which drives lower well costs and higher cash flows. The 
improved results and outlook caused a flurry of price 
target increases from the sell-side, to match the stock’s 
steady rise.

Centene Corporation, a Medicaid health insurance 
company, was up 21% in the quarter. We believe the 
stock’s performance was driven more by the Street 
coming to believe in the long-term earnings power of 
the company than the “beat and raise” earnings report. 
Centene’s historical and projected top line growth is 
impressive. The company has grown revenue between 
20% and 60% annually since 2011, with 40% growth 
anticipated in 2014 and 20+% anticipated in 2015.
 We believe recent acquisitions will help maintain a stable 

Ticker Company Description Contribution

PCRX Pacira pharmaceutical company 1.2%
CRZO Carrizo oil and gas producer 1.0%
CNC Centene Medicaid insurer 0.6%

Best   2.8%
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long-term margin for Centene, also a plus. For example, 
Centene recently acquired US Medical Management 
(USMM), a provider of specialized healthcare solutions for 
complex care patients. 

By providing physician visits to a frail patient’s home, 
Centene’s USMM business has been able to greatly 
reduce ER visits, substantially reducing Centene’s costs. 
We believe the Street is beginning to appreciate not just 
Centene’s revenue story, but also its earnings power story.

Our Worst 3 Stocks

Acxiom was our largest detractor in the quarter, down 
37%. A combination of multiple compression punishing 
software-as-a-service stocks, a weaker earnings outlook 
and the acquisition of privately-held LiveRamp pressured 
shares of this marketing software provider. 

We like the LiveRamp deal as it will help accelerate 
adoption of ACXM’s Audience Operating System (AOS) by 
reducing the pain point of bringing customer data online. 
AOS helps advertisers target audiences more accurately 

by marrying off-line first party customer data to plan, buy 
and find audiences across online channels. The company 
is positioned to now play an important role in the rapidly-
growing online marketing channel.

A recent partnership with leading digital ad agency 
Starcom MediaVest validates ACXM’s role as a trusted 
vendor helping advertisers communicate more effectively 
with customers and prospects. The softer earnings 
outlook was driven by sluggishness in a non-strategic 
business unit and we think this weakness is contained. We 
used the pullback in the shares to add to our position.

Vera Bradley shares declined 19% this quarter. We 
are impressed by the pace of internal change but the 
turnaround is still nascent. New management has a sound 
strategic plan and is moving quickly to reposition the 
company, but the legacy business remains challenging. 
Earnings came in better than expected driven by margins 
(some timing from delayed inventory clearance), but 
guidance was lowered. Given good feedback, VRA is 
accelerating its new product launches and noted that 
30% of the assortment will be new by the Q4.

Francesca’s shares sold off 19% this quarter. First quarter 
earnings were below expectations, and the company 
lowered Q2 and FY14 guidance due in part to challenging 
traffic, new merchandising challenges and inventory 
clearance. Fixes include e-commerce, planning and 

allocation, a new field management structure and better 
store manager outreach. Management guidance implies a 
better second half, with flat to slightly positive comp sales 
in Q3/4 and a declining expense growth, which should 
result in EPS growth.

Best 3 Minus Worst 3 Stocks

The net contribution of our winners and losers was a 
positive 11 basis points -- not a strong result. We had solid 
winners, but those were largely offset by the top losers. 
The real damage, though, came with the rest of the 
portfolio. Though half our names beat their sector Index, 
those names that underperformed did so by a greater 
magnitude. 

We take no comfort in the fact that some of this quarter’s 
underperformers, such as diabetes device company 
Insulet and real-estate data provider CoStar Group, have 
been large winners in the past. 

Continued on the following page

Ticker Company Description Contribution

ACXM Acxiom direct marketing services -1.4%

VRA Vera Bradley handbags and accessories -0.7%
FRAN Francesca’s apparel retailer -0.6%

Worst  -2.7%

Best 2.8%
Worst -2.7%

Best Minus Worst 0.1%
Rest of Portfolio -0.5%

Total Daruma -0.4%
Russell 2000 2.1%

Return Difference -2.5%

Second Quarter 2014 | Small-Cap Portfolio Commentary
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Changes in Position
We sold e-commerce digital photo company Shutterfly 
(SFLY) during the second quarter, and we completed the 
sale of national do-it-yourself flooring company Lumber 
Liquidators (LL) in the quarter. 

SFLY was a strong performer over our seven-year 
holding period, contributing nearly 800 basis points to 
performance. We sold the stock because we believed 
ongoing investments were capping cash flow and margin 
improvement. The SFLY write-up can be found later in this 
book; the LL write-up was included in last quarter’s book. 

Market Outlook 
Small-cap divergence from large-cap performance 
narrowed in the quarter, with the Russell 2000 also 
making a new all-time high, catching up to large-cap 
performance. Interestingly, it was the 8th consecutive 
quarter of positive returns for the Index, the longest 
streak in almost 20 years (last spotted in 1995/1996). 

It sure hasn’t felt like everything is a hunky-dory rising tide 
though, as there are nasty rip tides that seem to pop out 
from nowhere and drag relative performance out to sea.

While 60% of small-cap core managers beat the Index for 
the quarter, only 9% did so in the month of June when the 
Russell was up 5.3%, with the average fund clocking in at 
4.5% for the month. We are not happy to not be among 
the 60% for the quarter, though there’s some consolation 
from June’s schadenfreude to keep us going.

Total Return (%)

Sector
Daruma 

Small-Cap R2000 Variation
Consumer Staples 18.91 1.85 17.06

Healthcare 12.30 1.18 11.12

Energy 11.03 10.62 0.41

Producer Durables -0.90 0.10 -1.00

Materials & Processing -2.26 1.86 -4.12

Technology -3.22 1.16 -4.38

Utilities - 6.46 -6.46

Financial Services -4.92 2.23 -7.15

Consumer Discretionary -10.10 0.90 -11.00

Contribution (%)

Sector
Daruma 

Small-Cap R2000 Variation
Healthcare 1.83 0.14 1.69

Consumer Staples 0.55 0.07 0.48

Energy 0.69 0.61 0.08

Producer Durables -0.10 0.00 -0.10

Utilities - 0.27 -0.27

Materials & Processing -0.27 0.12 -0.39

Financial Services -0.27 0.59 -0.86

Technology -0.88 0.14 -1.02

Consumer Discretionary -1.92 0.11 -2.03

Total -0.37 2.05 -2.42

Return by Sector

Contribution by Sector

Return by Sector
The Russell’s second-quarter rise was hardly across the 
board: Energy was up over 10% and Utilities were up over 
6%. Index laggards were Consumer Discretionary and 
Producer Durables.

Our returns beat the benchmark in 3 out of 9 sectors. 
Consumer Staples’ outstanding performance came from 
a new position, natural foods company SunOpta (+18%) 
(a full write-up can be found later in the book), while 
Healthcare was boosted by Pacira (+32%), and Medicaid 
insurers Centene (+21%) and Wellcare (+18%).
 
Our biggest relative laggard was Consumer Discretionary 
(-10%): accessories maker Vera Bradley and specialty 
apparel chain Francesca’s were each down almost 19%. 
Financial Services (-5%) proved to be a mixed bag with 
payment processor WEX up 10% while Texas Commerce 
Bank declined 17% on an earnings miss.

Contribution by Sector
A similar picture emerges when it comes to contribution. 
We outperformed in three sectors, primarily Healthcare. 
Our biggest deficit on a contribution basis was Consumer 
Discretionary, as our specialty retail and apparel holdings 
were the culprits. These industries are among some of the 
most unloved in the market today.



Daruma Capital Management | 4

Second Quarter 2014 | Small-Cap Portfolio Commentary

Intra-day Volatility vs. Daily Volatility
There’s been a lot of talk about how volatility has all 
but disappeared. This is true when meaning volatility 
from end of day to end of day (see the black line on 
the chart at left: “Percent of Days with Daily Volatility 
> 1%”). More worrisome is the rise in intraday volatility, 
meaning volatility from open of market to close, which 
suggests the market may not be as placid as commonly 
believed (“Percent of Days with Intraday Volatility > 1%,” 
represented by the bars in the chart at left).

The market as a whole became more correlated in the 
quarter, but intraday volatility for the Russell 2000 has 
been increasing and it is now twice that of the S&P 500. 
The fastest-growing companies have been lagging, and it 
feels like last earnings season there was an asymmetry in 
the effect of earnings surprises: stocks that surprised to 
the upside went up less than stocks that surprised to the 
downside got hit.

In addition, small-cap valuations are expensive -- for 
example, on a price-to-forward-earnings basis the 
Russell is 1 standard deviation above average, a level 
that according to Merrill Lynch usually foretells a tough 
market. In addition, Merrill points out that the level 
of stocks trading under 10x 2-year forward earnings 
estimates is the lowest it’s been since 2007.

As always, there are more questions than answers when 
it comes to the market. Everyone is waiting for QE to 
end, but is unsure how high rates can go and how big 

the impact will be. The recovery in housing will continue, 
albeit slowly, and will likely never reach prior peak levels 
of home ownership (69%). That the U.S. economy is much 
better than reported, masked by both hideous weather 
and a flawed calculation methodology (a bad guess at 
the adoption rate of Obamacare) is now beyond doubt. 
Whether a manufacturing renaissance driven by energy, 
construction and the repatriation of manufacturing assets 
takes firm hold remains to be seen. 

We can’t do a whole lot as concentrated stockpickers 
about the macro risks ahead and the chance that the 
market will once again seize up and all stocks behave 
as one, whether due to war, central banks, or political 
stalemates. We will focus on staving off round trips 
and on keeping as robust a pipeline of new ideas in an 
overheated, erratic market as possible. 

New idea pressure is key to the health of a concentrated 
portfolio’s sell discipline, so that is what we continue to 
focus on. ●

Don’t Be Fooled by Daily Volatility

Source: Bloomberg

% of Days with Intraday 
Volatility >1% 
Gray and green bars

% of Days with Daily 
Volatility >1% 
Black line
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Second Quarter 2014 | Snapshot of the Small-Cap Landscape

I n these charts the Russell 2000 is 
sorted into deciles of performance 
according to different characteristics, 

some fundamental and some sentiment-
based. The percentage in each box is the 
performance of that attribute (e.g. beta) for 
that decile.

The first matrix is for the second quarter, 
followed by year-to-date results. You can 
see that what’s worked for the year-to-date 
is not altogether what’s worked for the 
quarter. The quality trade is still winning for 
the first six months: the largest companies, 
least controversial (low short interest and 
well-loved by the sell-side), lowest beta 
stocks and those that did well in the first 
quarter continued to shine. These were 
companies that had lagged in 2013 and 
were underowned institutionally.

In the second quarter, the quality theme 
was less strong, as only the largest and the 
lowest beta were the best performers, and 
the distribution between best and worst 
performing deciles was more spread out 
among characteristics. According to Credit 
Suisse, the high-quality cohort has been 
overowned by small-cap funds, suggesting a 
crowded, expensive trade, and we may now 
be witnessing a rotation away. ●

Year-to-Date
Deciles

1 2 3 4 5 6 7 8 9 10 

16.4 5.2 5.4 6.5 4.5 -0.1 4.7 4.3 1.8 -1.0

-1.0 1.7 -0.4 4.2 3.8 8.9 10.5 - - 7.2

3.4 0.1 1.5 4.3 - - - - - 6.4

9.0 4.2 5.9 3.2 6.9 3.8 8.0 1.0 3.4 2.5

18.4 7.5 5.5 7.8 3.6 0.5 2.6 1.0 -3.8 5.3

8.6 6.8 5.7 5.7 - 2.1 5.8 3.4 2.2 1.4

-1.8 6.1 4.0 2.4 5.5 3.6 2.4 3.7 8.9 13.8

48.5 15.2 14.7 5.3 5.0 0.6 -2.9 -9.2 -14.5 -26.6

5.9 3.3 1.1 4.7 1.5 4.8 5.0 8.7 9.7 -

Quarter-to-Date
Deciles

1 2 3 4 5 6 7 8 9 10 

Market Cap  
Largest to smallest

10.9 4.3 3.0 0.7 1.2 -1.2 2.3 0.1 -1.5 -4.2

P/E Ratio 
Lowest to highest1 -0.3 0.2 -0.3 3.4 2.1 5.5 5.1 - - 0.2

Dividend Yield  
Highest to lowest2 2.1 0.1 1.1 3.7 - - - - - 1.5

Short Interest  
Lowest to highest

3.0 1.7 3.3 1.7 2.8 1.2 2.5 -1.9 0.3 0.8

Beta  
Lowest to highest

8.0 2.9 4.5 2.6 1.8 0.9 0.8 0.6 -3.2 -3.4

Analyst Ratings  
Best to worst

1.3 3.8 -0.6 1.4 - 0.2 2.8 2.2 0.4 2.1

Institutional Ownership 
Most to least3 0.2 2.8 1.7 -1.0 3.2 0.6 0.4 0.0 2.8 4.8

% Change Q1 2014  
Best to worst

0.8 -1.9 4.5 0.2 3.5 2.5 2.4 0.2 1.1 3.3

% Change in 2013  
Best to worst4 0.9 1.2 0.2 1.8 0.4 3.2 0.8 2.7 5.5 -

R2000 Decile Performance (%) as of June 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.
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Performance

Cumulative and Annualized Returns

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 06/30/14.

Franklin Regional Retirement System

Annualized

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

Franklin Regional Retirement System -0.35% 1.02% 22.59% 12.51% 22.38% 11.68% 12.28%

Russell 2000 2.05% 3.19% 23.64% 14.57% 20.21% 8.70% 7.98%

Difference -2.40% -2.17% -1.05% -2.06% 2.17% 2.98% 4.30%

Franklin Regional Retirement System Russell 2000
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Franklin Regional Retirement System Performance

Returns by Calendar Year

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 06/30/14.

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

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


