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Mixed economic data, escalating trade tensions, political
turmoil and rising concerns related to a broad slowdown in
the global economy continue to weigh on sentiment across
markets. It was a quarter that saw the Fed cut interest
rates twice and one in which the yield curve inverted for
the first time in over a decade, signaling to some that a
recession is imminent. Large cap issues outperformed their
small cap brethren and U.S. equity markets turned
decidedly defensive, as Utilities, Real Estate and Consumer
Staples led the pack. Meanwhile, international equities
struggled, as a strong U.S. dollar, uncertainties
surrounding Brexit and cooling economic momentum
pressured earnings growth abroad. For the quarter, the
Ariel Small Cap Value Tax-Exempt Composite was
down -0.14% gross of fees (-0.39% net of fees),
outperforming both the Russell 2000 Value Index and the
Russell 2000 Index, which returned -0.57% and -2.40%,
respectively.

Demand for generators continues to be strong, particularly
among wireless carriers as they invest in backup power for
telecom applications across their networks. GNRC’s recent
acquisitions of Neurio and Pika present further upside,
accelerating the company’s entry into the global market for
energy management and storage, which is expected to be a
multi-billion dollar opportunity as the market matures. In our
view, GNRC’s strong brand, market share, distribution
capabilities and product portfolio highlight a wide moat1, niche
business.
Furthermore, niche supplier of highly-engineered electronic
components Methode Electronics, Inc. (MEI) increased
+18.22% on strong earnings results, highlighted by record
revenue and EBITDA growth. New business wins and
development efforts in both the Automotive and Industrial
segments continue to capitalize on important trends including
safety and electrification. Additionally, MEI’s healthcare
technology, Dabir Surfaces, continues to add new customers
and is making significant progress in lowering the average
evaluation time. In our view, MEI’s solid operational execution,
opportunities around trends towards more electronic and
autonomous vehicles and medical support technology have the
risk/reward skewed sharply to the upside.

Several stocks in the portfolio delivered strong returns in
the quarter. Title insurer, First American Financial
Corporation (FAF) advanced +10.66% on strong earnings,
as low interest rates continue to strengthen the purchase
market, drive substantial growth in refinance activity and
sustain a healthy commercial market. Although the
anticipated reduction in the Fed funds rate will impact
investment income, FAF’s scale advantages and operating
leverage position the company to continue delivering
strong financial results and intrinsic value growth in the
months ahead.

Alternatively, other positions weighed on performance.
Producer and supplier of sand, U.S. Silica Holdings, Inc. (SLCA)
traded down -24.83% after the company lowered its near term
earnings outlook. Specifically, management disclosed energy
markets have softened in West Texas, driven by a combination
of budget exhaustion and oversupply of sand resulting in
pricing pressure and margin degradation. While investors
overly focus on this region, it represents ~50% of total
demand for silica in the oil and gas industry. The company also
noted its less volatile Industrial Segment—a key component of
our investment thesis, accounting for roughly 40% of SLCA’s

Another contributor was leading global manufacturer of
power generation equipment, Generac Holdings Inc.
(GNRC) which jumped +12.87% following an investor day
where management expressed upside to 2019 guidance
and outlined attractive financial targets through 2022.

An economic moat is a perceived competitive advantage that acts as a barrier to entry for other companies in the same industry.
This perceived advantage cannot protect investors from the volatility associated with stocks, incorrect assumptions or estimations,
declining fundamentals or external forces.
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total EBITDA—remains strong and tracking well with
previously articulated expectations. Furthermore, we
continue to view the positioning of SLCA’s Sandbox
Logistics business to be favorable. Taken together with the
company’s stable balance sheet, we believe SLCA is well
positioned from a risk/reward standpoint.
Moreover, specialty cutting tool insert maker, Kennametal,
Inc. (KMT) declined -16.32% following an announcement
that the previously articulated sales and EBITDA projections
for full year 2021 are challenged by an increasingly volatile
macro backdrop. KMT is experiencing international endmarket weakness, increased tariffs and currency
headwinds. Nonetheless, we believe the scale, scope,
quality, lower-cost production and the value proposition of
the cutting tools themselves will mitigate pricing pressure.
Additionally, KMT continues to simplify its product portfolio
and execute on its strategic plan to improve economics of
scale and deliver margin expansion. Given KMT’s
commitment to close additional facilities and continued
defense of its market position, from our perspective recent
share price weakness reflects greater market-based fears
than warranted.
Lastly, shares of owner and operator of regional sports and
entertainment networks, MSG Networks, Inc. (MSGN)
decreased -21.79%, following an acceleration of reported
subscriber losses across Cable, Telco and Satellite video
distributors in the quarter. Shares have also been
negatively impacted by the lower than expected multiple
paid by the Sinclair Broadcast Group, Inc. (SBGI) for the
regional sports networks (“RSNs”) included in Walt Disney
Company’s (DIS) forced sale of certain 21st Century Fox
assets. Management took advantage of the recent
weakness in shares and launched a modified Dutch
auction, repurchasing ~20% of total shares outstanding.
At current levels, MSGN is trading at a -38% discount to
our estimate of its private market value.
Also during the quarter, we initiated a position in
marketing communication company, Interpublic Group of
Cos., Inc. (IPG). We believe the company is poised to
deliver solid revenue and operating profit growth over the
next few years. We also expect IPG’s recent acquisition of
Acxiom Marketing Solutions to present a compelling
opportunity to provide more effective advertising to clients
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through advanced data analysis. Additionally, we added highquality, differentiated manufacturer and marketer of tools and
repair systems Snap-on, Inc. (SNA) to the portfolio.
By comparison, we successfully exited alternative asset
manager Oaktree Capital Group, LLC (OAK) and art auction
house, Sotheby’s (BID) due to announcements of acquisitions
by Brookfield Asset Management (BAM) and BidFair USA,
respectively. Additionally, we eliminated our position in bar
code manufacturer, Zebra Technologies Corp (ZBRA) as it
moved into one of the top three categories of the Russell U.S.
equity index.
We remain cautiously optimistic that slowing yet steady U.S.
economic and corporate earnings growth will continue to
generate positive returns for quality companies with strong
balance sheets in this late-cycle environment. That said, shortterm corrections and market volatility are expected in the nearterm—be it from profit taking, corporate earnings swings,
elevated corporate debt leverage, trade policy or geopolitical
factors. And while meaningful to current market sentiment and
conversation, we view these uncertainties and risks as shortterm noise within the context of our long-term investment
horizon.
_______________________________
Investing in small-cap companies is more risky and volatile than
investing in large cap companies. The intrinsic value of the
stocks in which the portfolio invests may never be recognized
by the broader market. The portfolio is often concentrated in
fewer sectors than its benchmarks, and its performance may
suffer if these sectors underperform the overall stock market.
Past performance does not guarantee future results.
Performance results are net of transaction costs and reflect the
reinvestment of dividends and other earnings. For the period
ended 09/30/19 the performance (net of fees) for the Ariel
Small Cap Tax-Exempt Composite for the 1-, 3-, and 5-year
periods was -7.35%, +7.24%, and +5.18%, respectively. For
the period ended 09/30/19 the performance for the Russell
2000 Value Index and the Russell 2000 Index for the 1-, 3-,
and 5-year periods was -8.24%, +6.54%, and +7.17%,
and -8.89%, +8.23%, and +8.19%, respectively. Performance
of the Ariel Small Cap Value Tax-Exempt Composite has been
reduced by the amount of the highest fee charged to any client
in the Composite during the performance period. Actual fees
may vary depending on, among other things, the applicable fee
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schedule and portfolio size. A complete fee schedule is
available upon request and may also be found in Ariel
Investments LLC’s Form ADV, Part 2. Returns are expressed
in U.S. dollars. Current performance may be lower or
higher than the performance data quoted. The Ariel Small
Cap Value Tax-Exempt Composite differs from its primary
benchmark in that it has fewer holdings and more
concentration in fewer sectors.
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Russell does not promote, sponsor or endorse the content of
this communication. No further distribution of Russell data is
permitted without Russell’s express written consent.

The opinions expressed are current as of the date of this
commentary but are subject to change. The information
provided in this commentary does not provide information
reasonably sufficient upon which to base an investment
decision and should not be considered a recommendation
to purchase or sell any particular security.
As of 09/30/19 First American Financial Corporation
constituted 5.57% of the Ariel Small Cap Value Tax-Exempt
Composite (representative portfolio); Generac Holdings,
Inc. 4.22%; Methode Electronics, Inc. 2.91%; U.S. Silica
Holdings, Inc. 3.05%; Kennametal, Inc. 3.84%; MSG
Networks, Inc. 2.22%; The Interpublic Group of Cos., Inc.
2.83%; and Snap-On, Inc. 1.92%. Portfolio holdings are
subject to change. The performance of any single portfolio
holding is no indication of the performance of other
portfolio holdings of the Ariel Small Cap Value Tax-Exempt
Composite.
Index returns reflect the reinvestment of income and other
earnings. Indexes are unmanaged, and investors cannot
invest directly in an index. The Russell 2000® Value Index
measures the performance of the small-cap value segment
(companies with lower price-to-book ratios and lower
forecasted growth values) of the U.S. equity universe. The
Russell 2000® Index (a subset of the smallest 2000
companies of the Russell 3000® Index) measures the
performance of the small-cap segment of the U.S. equity
universe. Frank Russell Company (“Russell”) is the source
and owner of the trademarks, service marks and copyrights
related to the Russell Indexes. Russell® is a trademark of
Frank Russell Company. Neither Russell nor its licensors
accept any liability for any errors or omissions in the
Russell Indexes or underlying data and no party may rely
on any Russell Indexes and/or underlying data contained in
this communication. No further distribution of Russell data
is permitted without Russell’s express written consent.
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