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portfolio highlights

Style: Mid Cap
Sub-Style: Core
Index: Russell Midcap®
Portfolio Inception: 2000
Portfolio Assets: $47.9 M
Portfolio Turnover: 25%–35%

investment management
team
names            of research experience

Robert Schwarzkopf, CFA 30
CIO 

Doug Foreman, CFA  25
Director of Equities 

Jon Christensen, CFA 16
Portfolio Manager + Senior Research Analyst

Craig Stone 22
Portfolio Manager + Senior Research Analyst

Todd Beiley, CFA 12
Senior Research Analyst

Julie Kutasov 10
Senior Research Analyst

Craig Th rasher, CFA   6
Research Analyst

Gregory Toppe, CFA 11
Research Analyst

years 

portfolio overview

This report is based on the assumptions and analysis made and believed to be reasonable by Advisor. However, no 
assurance can be given that Advisor’s opinions or expectations will be correct. This report is intended for informational 
purposes only and should not be considered a recommendation or solicitation to purchase securities. A complete list of
holdings and specifi c securities transactions for the preceding 12 months is available upon request. Holdings are subject 
to change. Past performance is no guarantee of future results.

top fi ve holdings
as of September 30, 2011

company

John Wiley & Sons

Ross Stores

Church & Dwight

C.R. Bard

Waters 

Total

A complete listing of portfolio holdings and 
specifi c security transactions for the preceding 12 
months is available upon request. Holdings are 
subject to change. Holdings and weightings listed 
above are based on a representative portfolio 
of the Kayne Anderson Rudnick Mid Cap Core 
strategy. Individual investors’ holdings may differ 
slightly from the representative portfolio.

percent of equity (%)

5.2

5.0

4.5

4.5

4.2

23.4

Th e Mid Cap Core Portfolio outperformed the Russell Midcap Index during the quarter. Our strategy of 
owning businesses with secure competitive positions produced good relative results in a diffi  cult market.  
Th e ability to resist declines during times of stress is a cornerstone of our investment approach and the 
third quarter certainly tested this objective. Th e source of this trait lies in the nature of the businesses in 
which we invest.  Th ese businesses have created competitive protections in our view that provide them with 
more resilient earning power and greater discretionary cash fl ow.

Th e companies that contributed the most to performance during the quarter included Church & Dwight 
and Questar. Church & Dwight saw its shares increase in the quarter aft er posting solid organic growth 
rates in its latest fi scal quarter driven by volume gains and therefore taking market share.  Th e company has 
provided earnings guidance for 2011 that implies 16% to 17% growth versus 2010.  Th e company’s multi-
brand strategy and key role in the value segment in the consumer space have also produced tailwinds. 
Questar had a return on average equity for the trailing-12 months which was far superior to any standalone 
utility in the industry.  Th is high return of capital should continue as the company’s unique structure to 
earn a 20% aft er-tax return on average investment base for its production of cost-of-service gas continues.

Th e companies that contributed the least to performance during the quarter included Brown & Brown 
and Dresser-Rand Group. Brown & Brown’s stock lagged following the company’s reports of weaker-than-
expected second quarter 2011 results driven by the ongoing soft ness in the P&C insurance market, diffi  cult 
economic conditions in the company’s core middle-market segment, and slow acquisition environment.  
Despite this challenging operating environment, the company continues to maintain its industry-leading 
profi tability. Despite being one of the nation’s largest P&C insurance brokers, Brown & Brown holds a 
modest single-digit share of its highly fragmented market. Th e company is in an excellent position to 
maintain its profi table growth by continuing to win market share and execute on numerous consolidation 
opportunities leveraging the company’s unique business culture and M&A expertise. Dresser-Rand 
reported a quarterly result that may have confused investors, one that was fi lled with many one-time items 
such as: Flood damages to manufacturing facilities, acquisition step-up of amortization of intangibles, early 
redemption of debt along with accelerated refi nancing fees, and disruption of its Middle East business due 
to the recent uprising in that region.

purchases and sales
In the Mid Cap Core Portfolio, we sold Dolby Laboratories. Th ere were no new purchases during the 
quarter. 

Dolby Laboratories announced on its earnings call that its compression codec is currently not being 
included in the upcoming Windows 8 version that will be released next year.  Currently, Dolby gets roughly 
$200 million of revenue from PCs (mostly from being embedded into Windows 7).  Annual licensing 
revenue run rate is about $700 million.  While some of the $200 million lost revenue could be recaptured 
through other licensing distribution methods over time, nonetheless, near-term revenues will decline.  
Depending on the recapture and the company’s ability to lower its costs, earnings for next year could 
decline 20%.

outlook
Mid capitalization equity valuations are certainly lower now compared to just three months ago but remain 
elevated.  However, high-quality mid capitalization companies are more reasonably priced and should 
therefore provide superior investment results over the next several years relative to the Russell Midcap 
Index.  Our strategy is centered on investing in high-quality mid  capitalization stocks and we therefore 
expect our relative results to compare favorably to the index over the intermediate and long term.

Th e best times to invest can oft en be those times when circumstances appear the worst.  We do not know 
precisely how the current challenges will turn out, but we will continue to invest in businesses that have the 
greatest control over their markets with excellent business-level economics.  We focus on purchasing these 
businesses at good prices with the expectation to own them for many years.  Th is approach has historically 
produced healthy excess return with less risk and we expect that to continue in the future.



kayne anderson rudnick Investment Management

• Low debt balance sheet
• Superior credit metrics
• Low volatility of earnings
• High return on invested capital
• Rising free cash fl ow
• Strong profi t margins 

development of high- proprietary

• Qualitative Analysis
 • Sustainability of business model
 • Management evaluation
 • Risk analysis

• Financial Analysis
 • Long-term growth potential
 • Basis for superior profitability
 • Capital demands of the business

• Valuation Analysis
 • Double-digit expected 
    annualized return over
    3-5 years
 • Minimize downside risk
 • Balance historical valuation with 
    potential multiple expansion in  
    peer analysis

security selection &

25-35 Stocks

• Valuation
 • Favorable reward-to-risk
 • Double-digit expected return
 • Attractive within sector

• Diversifi cation
 • Sectors +/- 10% of the Russell  
    Midcap®
 • Broadly diversified industry mix

• Long-Term Focus
 • Capture business trajectory
 • 3-to-5-year holding period
 • Invest with conviction

portfolio & risk

Portfolio Designed for 
management

Strong Performance with
Lower Risk

• Continuous Evaluation
 • Cultivate an open dialogue with   
    management
 • Channel checks–competitors,  
    suppliers, customers, and   
    consultants

• Add Opportunities
 • Attractive near-term
    reward-to-risk
 • Better long-term expectations

• Long-Term Focus
 • Extended valuation
 • Portfolio upgrade
 • Diversification requirements
 • Negative company or industry  
    change
 • Acquisition activity

quality universe fundamental research portfolio construction

200 Stocks 50-60 Stocks 

investment process—discovering quality
• Higher Quality • Stronger, More Consistent Growth • Better Value

Data is obtained from FactSet Research Systems and is assumed to be reliable. A 
complete listing of portfolio holdings and specifi c security transactions for the 
preceding 12 months is available upon request. Holdings are subject to change. The 
sector information represented above is based on Russell sector classifi cations.

sector diversifi cation
as of September 30, 2011
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*January 1, 2000
†Free cash fl ow data is as of June 30, 2011. Prices are as of September 30, 2011. Excludes 
fi nancials. 
This material is deemed supplemental and complements the performance and disclosure 
at the end of this presentation. Results shown refl ect past performance and are not 
indicative of future results. Data is obtained from Bloomberg, FactSet Research Systems, 
and a major consulting fi rm, and is assumed to be reliable.  Other principal consultant 
fi rms may use different algorithms to calculate selected statistics.  Estimates are based on 
certain assumptions and historical information.

quality 

Return on Equity–Past 5 yrs.                                                   23.1%                                 14.4%

Total Debt/EBITDA                                                                     1.2x                                3.1x

Earnings Variance–Past 10 yrs.                                               19.0%                              66.8%

S&P Stock Ranking (A+, A, A-, B+)                                       89.4%                              44.0%

growth

Earnings Per Share Growth–Past 5 yrs.                                    8.0%                                 5.8%

Earnings Per Share Growth–Past 10 yrs.                                13.8%                                      9.5%

Dividend Per Share Growth–Past 5 yrs.                                 13.4%                                 4.8%

Dividend Per Share Growth–Past 10 yrs.                               14.9%                                6.6%

Capital Generation–(ROE x {1-Payout})                               17.5%                              11.2%

value

P/E Ratio–Trailing 12 Months                                                16.6x                             15.4x

Dividend Yield                                                                            1.8%                                   1.9%

Free Cash Flow Yield†                                                                       6.1%                               5.0%

market characteristics

$ Weighted Avg. Market Cap—4 Qtr. Avg.                           $7.3 B                              $8.0 B

Largest Market Cap—4 Qtr. Avg.                                                   $17.0 B                               $29.9 B

Annualized Standard Deviation—Since Inception*               15.9%                             21.4%

portfolio characteristics
as of September 30, 2011

  KAR Mid Cap Core   Russell Midcap®
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historical returns

annualized returns (%)*
as of September 30, 2011

3rd Quarter -15.21 -15.96 -18.90
Year to Date -6.86 -8.28 -12.34
One Year 4.93 3.02 -0.88
Th ree Years 2.17 0.51 3.96
Five Years 1.80 0.04 0.56
Seven Years 4.42 2.36 5.03
Ten Years 5.57 3.17 7.45
Inception‡ 5.59 3.08 5.07

annual returns (%)
2010 19.30 17.83 25.48
2009 21.47 19.74 40.48
2008 -28.78 -30.29 -41.46
2007 6.19 4.20 5.60
2006 13.10 10.91 15.26
2005 8.79 5.56 12.65
2004 15.29 11.86 20.22
2003 26.67 23.03 40.06
2002 -12.62 -15.26 -16.18
2001 -2.76 -5.59 -5.62
2000 21.54 17.94 8.25

Russell
Midcap®

KAR Mid
Cap Core

(net)†

KAR Mid 
Cap Core

(gross)

*All periods less than one year are total returns and are not annualized. Returns are preliminary.
†Net of all fees and expenses. Assumes a 3% annual fee.
‡January 1, 2000

*January 1, 2000

This material is deemed supplemental and complements the 

performance and disclosure at the end of this presentation. 

Past performance is no guarantee of future results. Data 

is obtained from FactSet Research systems and is assumed 

to be reliable.

performance statistics
Inception* to September 30, 2011

KAR
Mid Cap

Core

Russell
Midcap®

5.59

15.92

annualized
return

annualized
standard deviation

*January 1, 2000

This material is deemed supplemental and complements the performance and disclosure at the end of this presentation. Past performance is no guarantee of future results. 
Data is obtained from FactSet Research systems and is assumed to be reliable.

alpha

beta

sharpe ratio

r-squared

1.00

0.69

0.20

85.58

5.07

21.44

16.21

1.00

0.12

100.00

risk-return analysis
Inception* to September 30, 2011
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kayne.com

800.231.7414
1800 avenue of the stars, second fl oor
los angeles, ca 90067

disclosure
Kayne Anderson Rudnick Investment 
Management, LLC has prepared and presented 
this report in compliance with the Global 
Investment Performance Standards (GIPS®).  
Kayne Anderson Rudnick Investment 
Management, LLC, a wholly owned subsidiary 
of Virtus Investment Partners, Ltd., is a 
registered investment advisor under the 
Investment Advisers Act of 1940. Kayne 
Anderson Rudnick Investment Management, 
LLC manages a variety of equity and fi xed-
income strategies focusing exclusively on 
securities the fi rm defi nes as high quality. 

Th e composite is defi ned as all fully 
discretionary, wrap fee Mid Cap Core 
portfolios (including cash) under management 
for at least one full quarter.  Mid Cap Core 
portfolios are invested in equity securities 
with market capitalizations consistent with 
the Russell Midcap® Index that have market 
control, rising free cash fl ow, shareholder 
oriented management, strong consistent profi t 
growth, and low debt balance sheets. Th e 
minimum account size for this composite 
is $100,000.  For comparison purposes, the 
composite is measured against the Russell 
Midcap® Index.  Th e Russell Midcap® Index 
is a market capitalization-weighted index of 
the 800 smallest companies in the Russell 
1000® Index, which comprises the 1,000 largest 
U.S. companies.  Th e index is calculated on a 
total-return basis with dividends reinvested.  
Benchmark returns are not covered by the 
report of the independent verifi ers.  Th e 

composite was created in July 2003.  Th e fi rm 
maintains a complete list and description of 
composites, which is available upon request.

Accounts that experience a signifi cant cash 
fl ow, defi ned as aggregate fl ows that exceed 
25% of the beginning of period market value, 
are removed from the composite for the 
quarter the signifi cant cash fl ow occurs.  Th e 
account remains excluded until it has been 
invested without further signifi cant cash fl ows 
for one full calendar quarter.  Additional 
information regarding the fi rm’s policies and 
procedures for calculating and reporting 
performance and for the treatment of 
signifi cant cash fl ows is available upon request.

For periods prior to July 1, 2003, the 
composite calculations have been linked to 
the fi rm’s Mid Cap Core actual historical 
non-wrap fee composite performance.  Th e 
minimum account size for the Mid Cap Core 
non-wrap fee composite was $250,000.  Th ese 
non-wrap fee portfolios are presented net 
of commissions on portfolio transactions.  
Beginning on July 1, 2003, only eligible wrap 
fee portfolios are included in composite results.  

Th e standard wrap fee schedule in eff ect is 
3.00% on total assets.  Actual management fees 
charged may vary depending on applicable 
fee schedules and portfolio size, among 
other things.  Additional information may 
be found in Part IIA of Form ADV, which 
is available on request. Th e performance 

information is supplied for reference. Past 
performance is no guarantee of future results. 
Results will vary among accounts. Th e 
U.S. dollar is the currency used to express 
performance. Performance results include 
the reinvestment of all income. As of July 1, 
2003, pure gross returns do not refl ect the 
deduction of any expenses, including trading 
costs.  From January 1, 2000 to December 
31, 2005, net annual returns are calculated 
aft er the deduction of an assumed maximum 
annual wrap fee of 3%.  Beginning January 
1, 2006, net annual returns are calculated 
using actual fees incurred.  If no fee data is 
provided by wrap sponsors, the maximum 
annual wrap fee of 3% is used to calculate net 
of fee performance.  Th e historical non-wrap 
fee composite gross annual performance, as 
presented, is aft er commissions on portfolio 
transactions, which under a wrap fee 
agreement are included in such wrap fees. 
Wrap fees include all charges for trading costs, 
portfolio management, custody, and other 
administrative expenses.

If applicable, the annual standard deviation 
presented is an asset-weighted calculation of 
performance dispersion for accounts in the 
composite for the entire year.

Year

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

Total Firm 
Assets

($ millions)

8,384

8,612

10,262

10,320

8,533

6,523

5,392

3,445

4,010

4,729

Total Composite 
Assets 

($ millions)

1

2

5

2

5

34

25

18

23

28

Accounts at 
Year End

<5

5

<5

<5

14

14

7

9

8

8

Wrap Accounts as 
% of Composite 

Assets

0%

0%

100%

100%

100%

100%

100%

100%

100%

100%

Pure Gross 
Annual

Return (%)*

(2.76)

(12.62)

26.67

15.29

8.79

13.10

6.19

(28.78)

21.47

19.30

Net Annual
Return (%)

(5.59)

(15.26)

23.03

11.86

5.56

10.91

4.20

(30.29)

19.74

17.83

Russell 
Midcap® 

Annual Return

(5.62)

(16.18)

40.06

20.22

12.65

15.26

5.60

(41.46)

40.48

25.48

Annual 
Standard 

Deviation

n/a

n/a

n/a

n/a

n/a

0.10

0.06

0.15

0.35

0.87

*Beginning July 1, 2003, pure gross returns are supplemental to net returns.

If applicable, the annual standard deviation presented is an asset-weighted calculation of performance dispersion for accounbts in the composite for the entire year.

The Russell Midcap® is a trademark/service mark of Frank Russell Company. Russell® is a trademark of Frank Russell Company. 4019


