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For the fourth quarter 2013 our Small-Cap Composite was up 
8.48% versus 8.72% for the Russell 2000, lagging by 24 basis 
points. Atypically, we had a strong December, where we were 
up 2.95% vs. 1.97% for the benchmark. We beat the market 
in December only 4 times over the last 10 years. Historically, 
there’s a post-tax loss/early “January effect” rally in the last 
two weeks in December that leaves us wishing the year ended 
on December 15th. In short, we are happy to have kept up with 
the Russell in such a strong quarter.

For the year we were up 44.08%, beating the index return 
of 38.82% by 524 basis points. What’s gratifying is that our 
relative performance compounded fairly evenly throughout 
the year. There were only three months this year that were 
negative in the market and two of those were essentially 
flat. The only truly bad month this year was in August, with 
the Russell down 3.18%. This means 2013 was a steady bull 
market that turned out to be the fourth best year on record 
for the Russell 2000. Better years were 2003 (+47.3%), 1991 

(+46.0%) and 1979 (+42.8%). For the second year in a row, 
and by a wider margin than 2012, small-cap stocks beat large-
cap stocks.

Scorecard for the Quarter 
The net of our top three winners and losers contributed 2.04%, 
while the rest of the portfolio generated another 6.44%. We 
are not happy unless the rest of the portfolio beats the index. 
Our top three stocks were direct marketing services provider 
Acxiom (+115 bps), commercial bank Texas Capital Bancshares 
(+90 bps) and satellite operator DigitalGlobe (+71 bps). Our 
largest detractors were online photo products and services 
provider Shutterfly (-28 bps), medical device maker Volcano 
(-27 bps) and Medicaid health insurer Centene (-17 bps). 

We had 10 stocks that for one reason or another were down 
in the quarter, and that created a bit of headwind for the 
portfolio as a whole. Some of our sector exposures didn’t help 
as well, which we will detail in a moment.

Sectors for the Quarter 
The best returning sectors in the Russell 2000 were Materials 
and Processing (+11.7%), Producer Durables (+9.9%) and 
Financial Services (9.3%). When Financials beat the market as 
a whole, even as little as this quarter’s 60 bps, it can create a 
headwind, given that 24% of the benchmark is represented by 
this sector and we are historically underweight.

Our best performing sectors on a returns basis were Financial 
Services (+22.7% vs. +9.3%), Energy (+12.9% vs. +6.3%) and 
Technology (+11.9% vs. 7.3%). Our worst performing sectors 
were Healthcare (0.0% vs. +8.8%), Utilities due to a lack of 
exposure, and Consumer Staples (+1.2% vs. 5.7%).

Although specialty pharmaceutical company Pacira was up 
close to 20% this quarter, it was not enough to offset the 
9% decline in Volcano caused by weak earnings results, 
and declines in inpatient rehabilitation service provider 
HealthSouth (-2.8%) and Centene (-7.8%) due to uncertainties 
around the implementation and impact of new healthcare 
insurance rules. 

Utilities had a decent quarter for the index (+6.2%), driven 
mostly by electric utilities, which were up almost 9%. We 
hold no utility stocks currently, as is typical. As to Consumer 
Staples, where we typically have little or no exposure, the 
underperformance can be explained by our owning specialty 
food store The Fresh Market only for the first month in the 
quarter. 

On a contribution basis, our best relative sector was 
Technology, beating the benchmark by 152 bps. Consumer 
Discretionary helped with 45 bps, followed by Materials and 
Processing with 32 bps above the index sector return. Our 
worst sector was Healthcare, which cost us 116 bps on a 
relative basis, and Financial Services, where our contribution 
due to our underweight cost us 88 bps.

Stocks 
We bought three new positions in the quarter: financial self-
service provider Diebold, digital printing provider Electronics 
for Imaging and refined petroleum products shipping company 
Scorpio Tankers. We have owned Diebold previously and 
hope this management team finally leads this business 
into generating the returns and profits that it is capable of. 
Electronics for Imaging will continue to benefit from the shift 
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to digital printing and the growth in consumable revenues 
from ink. 

Scorpio is a new company with experienced management. The 
shipping industry had a near-death experience because of the 
global crisis, but new regulations, energy-efficient ships and an 
uptick in rates suggest better prospects ahead.

We sold business software developer Progress Software, 
global casual footwear producer Crocs and The Fresh Market 
to make room for these new stocks. 

Scorecard for the Year 
Our top three winners contributed a net of 8.88%, while the 
rest of the portfolio added another 35.20%. We would have 
liked to have the rest of the portfolio beat the benchmark and 
then add a dollop of net contribution from our outliers, but it 
was a decently-balanced year of relative performance.

Our top three winners were internet radio provider Pandora 
(+389 bps), real estate data provider CoStar (+343 bps) and 
Acxiom (+337 bps), adding up to 1,069 bps. Oddly enough these 
were our top three stocks in the third quarter as well. These 
three stocks serve as good illustrations of what stocks with 
evolving business models can do when investors catch on to 
the improvement in earnings power. Our top three detractors 
were fashion apparel retailer Francesca’s (-99 bps), coal 
producer Walter Energy (-62 bps) and casino operator Pinnacle 
Entertainment (-20 bps). Of the three, we still own Francesca’s 
and added to it on weakness. These cost us a total of 181 bps. 

In total, we had 19 positions contribute 100 bps or more to 
performance, as befits a concentrated portfolio in such a 
strong year. We had nine stocks where we booked negative 
returns (seven of those for less than 20 bps), most early in  
the year in positions we closed out. 

We swapped out 12 positions over the course of the year, which 
is in line with our historical turnover. Our turnover is driven by 

pressure put on the portfolio from new ideas. 

Sectors 
Our best performing sectors for 2013 on a returns basis 
were Producer Durables (+65.4% vs. +43.0%), Healthcare 
(+60.3% vs. +51.7%) and Technology (+45.6% vs. +41.3%). On 
the flip side, we owned no Utilities, which were up 21.8% for 
the Russell 2000, while our Consumer Staples (+25.9% vs. 
+47.7%), and Energy (+30.0% vs. +35.0%) lagged.

On a contribution basis our best sector was Consumer 
Discretionary, which generated 626 bps more than the index 
both from our overweight (6%) and from our outperformance 
(+46.1% vs. +44.7%). Technology contributed 405 bps more 
than the index also boosted by being overweight (7.3%) and 
the outperformance as mentioned above. Producer Durables 
contributed another 172 bps over the benchmark, but the 
impact of our good returns was somewhat muted by our  
equal weight.

Market Environment and Outlook 
For both the year and the fourth quarter the smallest  
market caps performed the best. Stocks with market caps 
over $1 billion in the Russell 2000 were up 36.8% while 
those under $250 million in market cap were up a whopping 
44.5%. Companies that had no earnings performed the best, 
up 44.2%, whereas the cheapest P/E stocks were up “only” 
35.5%. 

Companies in the highest quintile for debt to capital also 
outperformed in 2013, as did those with the highest betas 
and those trading under $5. These are all viewed as indicating 
lower quality, though some non-earners, such as biotechs 
with groundbreaking products and companies on the cusp of 
significant profitability don’t deserve to be tagged with  
that moniker.

This has made it difficult for managers to beat the index, with 

only a third of core small-cap mutual fund managers beating 
the benchmark, with an average fund return of 36.8% (Source: 
Bank of America).

Valuations of small caps relative to history and to large caps 
are looking stretched. The IPO calendar has heated up but 
M&A activity has remained weaker than expected at this 
point in the cycle. Investors have penalized companies whose 
managements dare to allocate capital away from dividends or 
buybacks. Investors don’t trust managements to use cash on 
the balance sheet wisely when it comes to capex or M&A. That 
small- and smid-cap stocks have done so well without M&A 
may mean a leg up should M&A start to kick back up again. 

Stocks that have international exposure, especially to EMEA, 
are starting to act better relative to stocks with U.S.-only 
exposure. Fund flows into small caps started to slow down 
in the fourth quarter although they were good for the year, 
both for actively-managed funds and small-cap ETFs. U.S. 
small caps have a much smaller percentage of international 
revenues than large caps, and can be subject to fund outflows 
if investors no longer seek U.S.-centric investments. Insider 
sentiment remains exceedingly bearish, and earnings 
momentum is decelerating, according to the work of Market 
Profile Theorems, a service we have used for many years. 

The upside to having been around the block a few times in 
this business is that we know we need to stick to our knitting. 
We continue to look for niche businesses that offer a product 
or service that people want and thus can control their fate, 
or whose business models  are undergoing transformations 
that will accelerate growth or expand profitability. We are 
paying close attention to valuation, and keep adding to our 
vocabulary of great businesses, getting ready for that time 
when the market serves us up a passel o’ bargains. ●
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Fourth 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-specific approach. 



Franklin Regional Retirement System

Cumulative and Annualized Returns as of 12/31/13 
Annualized

4Q 1-Year 3-Year 5-Year 10-Year Since 
Inception

Franklin Regional Retirement System 8.6% 44.8% 16.1% 24.4% 13.0% 12.7%

Russell 2000 8.7% 38.8% 15.7% 20.1% 9.1% 8.0%

Difference -0.1% 6.0% 0.4% 4.3% 3.9% 4.7%
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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. 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. 
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Fourth 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 12/31/13

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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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. 
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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 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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AppendixDaruma 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


