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Deep value

Global

“Interestingly, in the investing world, the mood remains
dark despite a strong market—which is causing plenty
of stocks to be oversold regularly. It is for precisely this
reason that we are still able to find value in a market
that has mostly rallied for more than a decade.”
John W. Rogers, Jr. and Mellody Hobson

“Today, fast growing technology stocks are very popular.
We will stick with less popular, out of favor, higher expected
return alternatives.”
Charles K. Bobrinskoy

“One of the most powerful signals we know is insider
buying—and it has become an integral part of our idea
screening process as well as a tool to help us gauge
our confidence in existing holdings.”
David M. Maley

“We believe the best days of performance may be
behind FAANG stocks, as good news is priced in, but
looming troubles are not.”
Rupal J. Bhansali
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Memorandum
To:

Friends of Ariel Investments

From:

John W. Rogers, Jr., Chairman, Co-CEO and Chief Investment Officer
Mellody Hobson, Co-CEO and President

Date:

July 30, 2019

Re:

Ariel Small, Small/Mid and Mid Cap Value 2Q19 Client Letter

ARIEL SMALL CAP VALUE TAX-EXEMPT COMPOSITE PERFORMANCE
As of June 30, 2019
Inception date: September 30, 1983

Annualized
2Q19

YTD

1 Year

3 Years

5 Years

10 Years

Since Inception

Gross of Fees

0.00%

16.76%

-3.78%

12.52%

5.46%

14.52%

12.59%

Net of Fees

-0.25%

16.18%

-4.73%

11.41%

4.42%

13.38%

11.48%

Russell 2000® Value Index

1.38%

13.47%

-6.24%

9.81%

5.39%

12.40%

10.48%

Russell 2000® Index

2.10%

16.98%

-3.31%

12.30%

7.06%

13.45%

9.18%

S&P 500® Index

4.30%

18.54%

10.42%

14.19%

10.71%

14.70%

11.02%

ARIEL SMALL/MID CAP VALUE COMPOSITE PERFORMANCE
As of June 30, 2019
Inception date: December 31, 2000

Annualized
2Q19

YTD

1 Year

3 Years

5 Years

10 Years

Since Inception

Gross of Fees

1.07%

18.95%

0.54%

12.00%

7.82%

15.98%

9.23%

Net of Fees

0.82%

18.36%

-0.45%

10.89%

6.76%

14.83%

8.15%

Russell 2500™ Value Index

1.89%

15.26%

-1.92%

8.98%

5.55%

13.28%

9.00%

Russell 2500™ Index

2.96%

19.25%

1.77%

12.34%

7.66%

14.44%

8.76%

S&P 500® Index

4.30%

18.54%

10.42%

14.19%

10.71%

14.70%

6.52%

ARIEL MID CAP VALUE COMPOSITE PERFORMANCE
As of June 30, 2019
Inception date: March 31, 1990

Annualized
2Q19

YTD

1 Year

3 Years

5 Years

10 Years

Since Inception

Gross of Fees

1.57%

17.41%

1.20%

9.66%

6.08%

14.95%

11.53%

Net of Fees

1.31%

16.82%

0.20%

8.57%

5.03%

13.82%

10.42%

Russell Midcap® Value Index

3.19%

18.02%

3.68%

8.95%

6.72%

14.56%

11.42%

Russell Midcap® Index

4.13%

21.35%

7.83%

12.16%

8.63%

15.16%

11.44%

S&P 500® Index

4.30%

18.54%

10.42%

14.19%

10.71%

14.70%

9.96%
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For the quarter ending June 30, 2019, large stocks beat mid-sized issues, and midcaps beat their small fry
brethren. Meanwhile, growth continued to outpace value—boosted by their higher-octane tech names. The
market’s twists and turns were masked by the Ariel Small Cap Value Tax-Exempt Composite’s flat +0.00%
gross of fees return (-0.25% net of fees) which trailed the Russell 2000 Value Index and the Russell 2000
Index which gained +1.38% and +2.10% respectively. The S&P 500 rose +4.30%. Although our
Consumer Discretionary names performed well during the quarter, the Financial Services and Material &
Processing Sectors created the biggest drag on our results. Year-to-date, the story is better with the Ariel
Small Cap Value Tax-Exempt Composite gaining +16.76% gross of fees (+16.18% net of fees) which is
ahead of the Russell 2000 Value Index’s +13.47% return and only slightly behind the Russell 2000 Index’s
+16.98% gain. The S&P 500 continues its gravity-defying ascent and is up +18.54% so far this year.
Meanwhile, the Ariel Small/Mid Cap Value Composite earned +1.07% gross of fees (+0.82% net of fees)
during the second quarter while the Russell 2500 Value Index added +1.89% and the Russell 2500 Index
increased +2.96%. Once again, Consumer Discretionary names boosted returns while our Financial Services
issues and Producer Durables holdings detracted from these gains. For the six months, the Ariel Small/Mid
Cap Value Composite has jumped +18.95% gross of fees (+18.36% net of fees) compared to +15.26% for
the Russell 2500 Value Index and +19.25% for the Russell 2500 Index.
Lastly, the Ariel Mid Cap Value Composite added +1.57% gross of fees (+1.31% net of fees) during the
quarter which lagged both the Russell Midcap Value and Russell Midcap indices which earned +3.19% and
+4.13% respectively. We were most helped by avoiding the Energy and Utility sectors while our Producer
Durables and Materials & Processing names underperformed. Year-to-date, our Mid Cap Value Composite
has gained +17.41% gross of fees (+16.82% net of fees) versus +18.02% for the Russell Midcap Value
Index and +21.35% for the Russell Midcap Index.
Dark Discourse
With the Game of Thrones phenomenon now over, it was hard to miss the mostly negative reactions to the
show’s conclusion. While widely hailed as one of the most successful dramas of modern times, the
twitterverse literally went mad when the last credits rolled. One could easily sum up the show’s ending with
three words (spoiler alert!)—the Starks won. For viewers, the long-suffering Stark family was owed some
happiness—so one would think their victory would be celebrated. But happy endings are not very popular
these days. And so it seems, Game of Thrones is just another casualty of our age—a time when our public
discourse goes dark right away.
This darkness extends beyond our entertainment. An ominous mood prevails. It feels as if anything in the
world might go wrong at any time. Social media makes going viral easy and as a result, people are
continually bracing themselves for the worst. Our global political discourse is only adding fuel to this fire.
From North Korean missiles, to Russian trolls, to a Brexit stalemate, to the endless tweets—the world is on
edge. In the rough and tumble world of politics, negative attacks are nothing new, but the lack of civility is
taking its toll. Mental health experts cite growing levels of anxiety and depression. And when the human
spirit is under siege, our decision-making is compromised. This is evident in today’s stock market—where on
any given day, a headline on CNN or Fox News can cause markets to surge or plunge for reasons completely
unrelated to underlying business or company fundamentals. Even though we hold onto the view that risk
and return are reasonably correlated, “risk on/risk off” is now considered an investment philosophy.
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Finding the Good
A wise man once said, “We have enormous opportunities disguised as intractable problems.” To this point,
as value managers, we are wired to believe plenty of upside can be imbedded in the downside. By targeting
companies that are widely misunderstood, ignored or underfollowed—we know a prevailing negative view
can lead to significant financial gains. Interestingly, in the investing world, the mood remains dark despite a
strong market—which is causing plenty of stocks to be oversold regularly. It is for precisely this reason that
we are still able to find value in a market that has mostly rallied for more than a decade.
Our core belief is that over the long-term, stocks trade on fundamentals, not speculation. In our search for
investment opportunities, our job is to be skeptical but not negative. There is a difference. We train our
analysts and portfolio managers to ask questions instead of simply assuming the worst. Facts matter. A
search for truth allows us to establish an unemotional investment thesis. The harder the problem, the more
information and context we seek. Oftentimes, more context means enlarging the frame to see the bigger
picture. Interestingly, few would say they are in search of the “smaller picture” but that is exactly what Wall
Street’s short-termism feels like. This matters greatly because we believe your focus becomes your reality.
Unlike the buy/sell mentality that rules the day, we are not in search of the next “trade.” Instead, our focus
on being patient investors, drives our long-term results.
We once heard someone say, “We should be optimistic about the past.” It is a brilliant concept. In many
ways, Warren Buffett speaks to this same idea when he recounts how the market managed to post
remarkable gains from the beginning to the end of the last century while overcoming everything from wars,
to recessions, to the Great Depression. From today’s vantage point, hindsight looks pretty good. We suspect
the same will be true a hundred years from now. This thinking is not wishful, it is anchored in history.
Besides, no mood lasts forever.
Portfolio Comings and Goings
While we did not initiate any new positions in our small cap value portfolios during the quarter, we
successfully sold out of International Speedway Corporation (ISCA) once the company was acquired by
NASCAR Holdings—reaching our private market value estimate. Additionally, we eliminated our position in
Atlas Financial Holdings, Inc. (AFH) to pursue more compelling opportunities. We also ended the pain with
Bristow Group, Inc. (BRS) which was definitely a swing and huge miss for us. With the benefit of hindsight,
it is apparent that we overestimated the helicopter company’s brand, scale and global reach. In the end,
with the company faced with too many challenges to overcome, we accepted our losses and moved on from
the stock.
By contrast, we did not add or sell out of any issues in our small/mid cap value or our mid cap value
portfolios.
As always, we appreciate the opportunity to serve you and welcome any questions or comments you might
have.
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Investing in small- and mid-cap companies is more risky and volatile than investing in large cap companies.
The intrinsic value of the stocks in which the portfolios invest may never be recognized by the broader
market. The portfolios are often concentrated in fewer sectors than their benchmarks, and their 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. Net performance of each Composite has been
reduced by the amount of the highest fee charged to any client in each Composite during the performance
period. Actual fees may vary depending on, among other things, the applicable fee schedule and portfolio
size. Fee information 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. Ariel’s small, small/mid and mid cap portfolios differ from their primary
benchmarks with fewer holdings and more concentration in fewer sectors. Effective August 1, 2010, the Ariel
Mid Cap Value Composite was redefined to exclude pooled funds due to differences in performance
calculation methods.
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.
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 smallcap 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. The Russell
2500™ Value Index measures the performance of the small to mid-cap value segment (companies with
lower price-to-book ratios and lower forecasted growth values) of the U.S. equity universe. The Russell
2500™ Index (a subset of the smallest 2500 companies of the Russell 3000® Index) measures the
performance of the small to mid-cap segment of the U.S. equity universe. The Russell Midcap® Value Index
measures the performance of the mid-cap value segment (companies with lower price-to-book ratios and
lower forecasted growth values) of the U.S. equity universe. The Russell Midcap® Index measures the
performance of the mid-cap segment (a subset of the smallest securities Russell 1000® Index) 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. Russell does not
promote, sponsor or endorse the content of this communication. The S&P 500® Index is the most widely
accepted barometer of large cap U.S. equities. It includes 500 leading companies.

4

Memorandum
To:

Friends of Ariel Investments

From:

Charlie Bobrinskoy, Vice Chairman and Portfolio Manager

Date:

July 26, 2019

Re:

Ariel Focused Value 2Q19 Client Letter

ARIEL FOCUSED VALUE COMPOSITE PERFORMANCE
As of June 30, 2019
Inception date: March 31, 2005

Annualized
2Q19

YTD

1 Year

3 Years

5 Years

10 Years

Since Inception

Gross of Fees

3.57%

17.94%

1.00%

11.32%

5.31%

11.76%

6.82%

Net of Fees

3.41%

17.56%

0.35%

10.60%

4.63%

10.86%

5.90%

Russell 1000® Value Index

3.84%

16.24%

8.46%

10.19%

7.46%

13.19%

7.40%

S&P 500® Index

4.30%

18.54%

10.42%

14.19%

10.71%

14.70%

8.87%

Ariel Focused Value returned +3.57% gross of fees (+3.41% net of fees) in the second quarter, modestly trailing the
Russell 1000 Value Index which gained +3.84% as well as the S&P 500 which rose +4.30%. Year to date, Ariel
Focused Value has modestly outperformed the Russell 1000 Value gaining +17.94% gross of fees (+17.56% net of
fees) versus +16.24% for the benchmark but trails the technology heavy S&P 500 which rose +18.54%.
What Helped, What Hurt
Blackstone Group L.P. (BX) was both our largest position and our best performing stock during the quarter. The
investment business is highly unpredictable. We have argued for some time that BX, a widely respected company in
the highly profitable alternative asset management industry, traded at a depressed valuation due to its corporate
structure. Organized as a partnership, mutual funds and index funds could not or would not own the stock. In April,
BX announced it would convert to the more common C-Corp structure making the company an investable option for a
large group of new buyers. Its shares jumped +16% in the days following the announcement, returned +28.19%
for the quarter and +52.97% year-to-date as of June 30, 2019.
We began 2018 with three financial sector holdings trading at a discount due to their partnership structures: KKR &
Co. Inc. (KKR), Blackstone Group and Lazard Ltd. (LAZ). In the last twelve months, two of the three have converted to
C-Corps which has driven up their share prices. As the last holdout, LAZ has been the worst performer of the three,
declining -30% over the last year. We predict LAZ management will use the experience of KKR and BX and convert in
the not too distant future. We added to our position in the second quarter.
The second company to help performance in the quarter was Lockheed Martin Corporation (LMT) which returned
+21.90%. Our thesis is focused almost entirely on the F-35, the tactical fighting aircraft designed to service the U.S.
Airforce, Army, Navy and Marines, as well as our NATO allies. Current Defense Department estimates predict the U.S.
will purchase 2,663 F-35s at an average cost of $85 million. LMT is projected to be the primary supplier of the F-35
through at least 2037, with supply and maintenance revenue extending well beyond. We had an initial opportunity
to purchase LMT’s stock at an attractive price when initial cost overruns depressed profitability during the early years
5

of the program. In more recent years, the company’s shares has been pressured by projections of reduced Defense
Department spending due to the wind-down of the wars in Afghanistan and Iraq. Recent threats from Iran, combined
with growing Chinese military expenditures have reminded us of Plato’s unfortunate proverb, “Only the dead have
seen the end of war.”
Zimmer Biomet Holdings, Inc. (ZBH), which increased +23.35% in the first quarter, gave back some of those gains in
the second quarter declining -7.61%. Most of the news from ZBH has been positive this year, with the company
getting FDA approval for its ROSA system, a robotically-assisted knee replacement technology. Its first quarter
appreciation reduced its relative discount to other leading Med-Tech players. ZBH is also still facing manufacturing
bottlenecks resulting from regulatory compliance at plants acquired in the Biomet acquisition. We believe ZBH should
be on track to fix these issues later this year or early in 2020. Likewise, we continue to believe the company is well
positioned to take advantage of increased demand for replacement hips and knees from an aging population.
All four of our energy and materials companies saw their stock price decline in the second quarter. Concerns about a
slowing global economy combined with record North American oil production pressured West Texas Intermediate Oil
prices. Calls from investors to manage oil-field capital expenditures curtailed demand for National Oilwell Varco Inc.’s
(NOV) exploration and drilling equipment. Continued flooding across the American Midwest reduced farm plantings
and demand for Mosaic Company’s (MOS) fertilizer products. MOS’s stock declined -8.14% in the quarter. While our
long-term thesis for increased food consumption and fertilizer demand is intact, short-term pressures at MOS have
been daunting. From broken dams in Brazil to flooded Iowa cornfields, MOS has suffered from a string of natural
disasters.
The Downside of Popularity
We will spend the remainder of this letter reviewing a new theory recently proposed by Roger Ibbotson and two of his
colleagues, Thomas Idzorek and Paul Kaplan. Ibbotson et al (henceforth “Ibbotson”) call their theory the Popularity
Asset Pricing Model, PAPM or simply Popularity. In common usage, “popularity” means how much something is liked
or desired. All else being equal, there is higher demand for the more popular versus the less popular. And more
demand, with supply held equal, will produce a higher price.
Ibbotson takes this idea of popularity and applies it to investment characteristics like volatility, liquidity, growth, as
well as brand recognition. He postulates that, because the number of securities is limited, assets with popular
characteristics will result in higher prices. Importantly, higher initial prices with the same underlying cash flows will
produce lower (not higher) future returns. Imagine two bonds, both paying $100 per year in interest. If the first bond
had a price of $1,100 and the second bond a price of $1,000, (perhaps because the first bond was issued by a
popular company like Apple Inc. (AAPL) while the second bond was issued by a less well known but equal credit
quality private company) the SECOND BOND would have a higher expected return, not the more popular bond. This
analysis produces the hypothesis of a negative return to popularity. Investments with popular features will have lower
expected returns than comparable securities without those features.
Ibbotson positions his PAPM as a generalization of the Capital Asset Pricing Model. CAPM argued a high correlation
to the market (“Beta”) would be unpopular and would therefore require a higher expected return. PAPM simply
expands that model to lots of other characteristics such as growth, wide moats, liquidity, general reputation and
absence of negative tail risk.
Ibbotson tested his hypothesis using historical U.S. equity returns and believes the results strongly support the PAPM
thesis. Importantly, he uses this framework to test many of the historical “anomalies” finance professors have
documented over time. Small cap, value and less liquid stocks being less popular outperform. He argues low
volatility is unpopular and that low volatility outperformance is therefore consistent with his theory.
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Like many important theories, the PAPM takes something we already knew and makes it more formal and more
general. The idea that illiquid private securities would be less popular than liquid publicly traded alternatives and
would therefore require a higher expected return is hardly new. But up until now, most models of asset pricing and
expected return have been based on the idea that all humans seek to minimize risk. Risk may take many forms (Beta,
lack of growth, illiquidity, etc.), but in the end all securities are priced with a tradeoff between risk and expected
return. The Popularity Asset Pricing Model says it is not risk, but popularity that is being priced. The more popular
characteristics, the higher the initial price, and the lower the expected return.
One can quickly see how many of our everyday economic experiences are consistent with PAPM. Why are restaurants
notoriously bad investments? Because people like to be restaurant owners. People like to cook and to eat and to
entertain. It is a very popular entrepreneurial path. On average, it is not a profitable one. A very high percentage of
new restaurants fail before their second anniversary.
Before we had ever heard of the Popular Asset Pricing Model, we used a simple phrase to describe a similar idea.
“Never invest in something, which other people invest in for non-economic reasons.” Sports teams, movies,
diamonds, wine, and high-end modern art are examples of non-economically motivated asset classes. Many invest in
these assets for reasons other than capital appreciation and are willing to accept lower returns. Today, fast growing
technology FANG stocks are very popular. We will stick with less popular, out of favor, higher expected return
alternatives.
As always, we appreciate the opportunity to serve you and welcome any questions or comments you might have.

Investing in equity stocks is risky and subject to the volatility of the markets. Investing in small- and mid-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. A focused portfolio may be subject to greater
volatility than a more diversified investment.
Past performance does not guarantee future results. Performance results are net of transaction costs and reflect the
reinvestment of dividends and other earnings. Net performance of the Ariel Focused Value 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 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 Focused Value Composite differs from its benchmark with dramatically fewer holdings concentrated in fewer
sectors.
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 6/30/19, Ariel Focused Value Composite (representative portfolio) held the following positions referenced:
Blackstone Group L.P. 6.06%; KKR & Co. Inc. 4.69%; Lockheed Martin Company 4.62%; Zimmer Biomet Holdings, Inc.
4.15%; Lazard Ltd. 3.77%; Mosaic Company 3.77%; and National Oilwell Varco 1.39%. The portfolio holdings are
subject to change. The performance of any single portfolio holding is no indication of the performance of other
portfolio holdings of Ariel Focused Value Composite.
Index returns reflect the reinvestment of income and other earnings. Indexes are unmanaged, and investors cannot
invest directly in an index. The Russell 1000® Value Index measures the performance of the large-cap value segment
7

(companies with lower price-to-book ratios and lower expected growth values) 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. Russell does not promote, sponsor or endorse the content of this
communication. The S&P 500® Index is the most widely accepted barometer of large cap U.S. equities. It includes
500 leading companies.
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Deep Value

Memorandum
To:

Friends of Ariel Investments

From:

David M. Maley, Lead Portfolio Manager

Date:

July 24, 2019

Re:

Ariel Micro-Cap Value and Small Cap Deep Value 2Q19 Client Letter

ARIEL MICRO-CAP VALUE COMPOSITE PERFORMANCE
As of June 30, 2019
Inception date: July 31, 2002

Annualized
2Q19

YTD

1 Year

3 Years

5 Years

10 Years

Since Inception

Gross of Fees

5.57%

19.38%

-6.38%

5.26%

-4.07%

7.76%

7.69%

Net of Fees

5.24%

18.64%

-7.54%

3.96%

-5.26%

6.43%

5.65%

Russell Microcap® Value Index

1.41%

12.00%

-10.91%

12.17%

6.27%

12.96%

9.16%

Russell Microcap® Index

0.92%

14.15%

-10.39%

11.19%

5.52%

12.54%

8.97%

S&P 500® Index

4.30%

18.54%

10.42%

14.19%

10.71%

14.70%

9.38%

ARIEL SMALL CAP DEEP VALUE COMPOSITE PERFORMANCE
As of June 30, 2019
Inception date: October 31, 2013

Annualized
2Q19

YTD

1 Year

3 Years

5 Years

Since Inception

Gross of Fees

1.56%

16.04%

-13.98%

6.39%

-2.36%

-1.82%

Net of Fees

1.31%

15.46%

-14.83%

5.33%

-3.32%

-2.80%

Russell 2000® Value Index

1.38%

13.47%

-6.24%

9.81%

5.39%

6.57%

Russell 2000® Index

2.10%

16.98%

-3.31%

12.30%

7.06%

7.91%

S&P 500® Index

4.30%

18.54%

10.42%

14.19%

10.71%

11.81%

For the second consecutive quarter our deep value portfolios performed well—especially against the backdrop of
continued underperformance by small versus large stocks and value versus growth stocks. The decade-long trend is a
topic we have addressed in recent letters, and we continue to expect a major swing in favor of our small and microcap deep value style. So far in 2019, however, the headwinds have persisted:
Small vs. Large
Russell Micro-Cap
Russell 2000 (small-cap)
Russell 3000 (broad market)
Russell 1000 (large-cap)

Q2
+0.92%
+2.10%
+4.10%
+4.25%

YTD
+14.15%
+16.98%
+18.71%
+18.84%

Value vs. Growth
Russell 2000 Value
Russell 2000 Growth

+1.38%
+2.75%

+13.47%
+20.36%
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As we are smaller than “small,” and more value than “value,” we expect to outperform when small value is in favor
and underperform in periods such as the current environment. Yet, we are well ahead of our benchmarks in 2019.
We believe much of our improvement is due to an increased emphasis on insider buying.

“Insiders might sell their shares for any number of reasons, but they buy them for only one: they think the price will
rise.” - Peter Lynch
Long-time readers know the premium we place on inside ownership and corporate governance. Since we believe
incentives drive behavior, we seek to invest alongside leaders whose financial well-being aligns with shareholders.
Accordingly, we often scrutinize management and director decisions to use their own money to buy company stock in
the open market.
We applaud companies where stock and/or options make up a significant component of executive compensation.
Over time, a director or top executive will build a significant stake in the company, and his or her incentive structure
will become increasingly aligned with investors.
In line with Peter Lynch’s comments, out-of-pocket purchases take this concept to another level. Dipping into personal
savings to buy company shares is a clear signal, particularly when one’s well-being is already tied to company success
through salary, bonus and/or stock appreciation. An insider buyer believes their company deserves a higher valuation.
Thus far in 2019, our top three performers in both strategies are:

Orion Energy Systems, Inc. (OESX)
Aspen Aerogels, Inc. (ASPN)
Ballantyne Strong, Inc. (BTN)

YTD
2019
+420.14%
+234.74%
+180.87%

Full-Year
2018
-35.11%
-56.35%
-75.27%

Each of these companies struggled in 2018, and all three suffered in the December small-cap annihilation which we
believe was driven by tax-loss selling and redemption activity. In each case, we felt the fundamentals were intact,
and of note, all three had very substantial insider buying going back as far as mid-2016. This gave us added
confidence to stick with these names when price action was bleak, and in fact we added meaningfully to Ballantyne
Strong.
On the negative side, our two worst performers year-to-date were Atlas Financial Holdings, Inc. (AFH), down -87.76%
before our sale, and Bristow Group Inc. (BRS), a small-cap deep value holding, which lost -52.26% before we
eliminated the position in the first quarter. Perceptron, Inc. (PRCP) fell by -45.40%; part of our confidence going
forward stems from insider buying at both the management and board level.
Over the last few years, many inexpensive stocks have remained impaired as the market has ignored value and
focused on growth at any price. This has led us to spend a great deal of time and effort refining our approach in an
attempt to buy value that is poised to perform well. One of the most powerful signals we know is insider buying—
and it has become an integral part of our idea screening process as well as a tool to help us gauge our confidence in
existing holdings.
Portfolio Comings and Goings
During the quarter, we added two names to both strategies. Gaia, Inc. (GAIA) is now a holding for the third time, as
growth investors sold the stock to an attractive valuation after this digital video streaming service announced a focus
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on profitability. Enzo Biochem, Inc. (ENZ) is a diagnostic laboratory company with significant cash and valuable
intellectual property which we believe the market has overlooked. In addition, Lakeland Industries, Inc. (LAKE),
already owned in small-cap deep value, was added to the micro-cap portfolio. LAKE is a producer of protective
clothing such as chemical suits and disposable coveralls and lab coats.
We sold Atlas Financial Holdings after losing confidence in the company’s ability to recover from severe write-downs
due to adverse claim experiences.
As always, we appreciate your interest and welcome any questions.
Investing in micro-cap and small-cap companies is more risky and volatile than investing in large companies. The
intrinsic value of the stocks in which the portfolios invest may never be recognized by the broader market.
Past performance does not guarantee future results. Performance results are net of transaction costs and reflect the
reinvestment of dividends and other earnings. Net performance of each Composite has been reduced by the amount
of the highest fee charged to any client in each Composite during the performance period. Actual fees may vary
depending on, among other things, the applicable fee schedule and portfolio size. Fee information 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 Deep Value
Composite and the Micro-Cap Value Composite differ from their primary benchmarks with fewer holdings
concentrated in fewer sectors.
Net returns of the Ariel Micro-Cap Value Composite beginning May 2009 reflect the deduction of the advisory fee. Net
returns of the Ariel Micro-Cap Value Composite prior to May 2009 are net of a 20% incentive fee, other expenses,
management fees, and profit allocations. The performance results prior to April 30, 2009 were achieved while David
Maley managed the strategy at his prior firm using a substantially similar investment style. Mr. Maley began
managing this strategy at Ariel on April 30, 2009. The performance results achieved at Mr. Maley’s prior firm are
linked to the performance results of the Ariel Micro-Cap Value Composite. The strategy will on occasion hold cash
when values are difficult to identify. Also, the strategy at times includes temporary investments in Exchange Traded
Funds (ETFs) while seeking other investment opportunities. During June 2004 through January 2008, the investment
strategy included periodically holding short positions in certain ETFs. This practice may have had a material effect on
returns.
The opinions expressed are current as of the date of this commentary but are subject to change. The information 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 6/30/19, the Ariel Micro-Cap Value Composite (representative portfolio) held the following positions referenced:
Ballantyne Strong, Inc. 4.38%; Perceptron, Inc. 2.30%; Orion Energy Systems, Inc. 1.87%; Aspen Aerogels, Inc.
1.81%; Gaia, Inc. 1.16%; Lakeland Industries, Inc. 1.01%; and Enzo Biochem, Inc. 0.44%.
As of 6/30/19, the Ariel Small Cap Deep Value Composite (representative portfolio) held the following positions
referenced: Lakeland Industries, Inc. 3.21%; Ballantyne Strong, Inc. 3.13%; Perceptron, Inc. 1.84%; Aspen Aerogels,
Inc. 1.80%; Orion Energy Systems, Inc. 1.56%; Gaia, Inc. 1.24%; and Enzo Biochem, Inc. 0.42%.
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 Micro-Cap Value Composite or the Ariel Small Cap Deep Value
Composite.
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Index returns reflect the reinvestment of income and other earnings. Indexes are unmanaged, and investors cannot
invest directly in an index. The Russell Microcap® Value Index measures the performance of the microcap value
segment (companies that are considered more value oriented, relative to the overall market) of the U.S. equity market.
The Russell Microcap® Index measures the performance of the microcap segment (1,000 of the smallest securities in
the small-cap Russell 2000® Index) of the U.S. equity market. 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 measures the performance of the small-cap segment
(2000 of the smallest securities of the Russell 3000® Index) 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. Russell does not promote, sponsor or endorse the content of this communication. The S&P 500®
Index is the most widely accepted barometer of large cap U.S. equities. It includes 500 leading companies.
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Friends of Ariel Investments

From:

Rupal J. Bhansali, Chief Investment Officer, International and Global Equities

Date:

July 26, 2019

Re:

Ariel International and Ariel Global 2Q19 Client Letter

ARIEL INTERNATIONAL (DM) COMPOSITE PERFORMANCE
As of June 30, 2019
Inception date: December 31, 2011

Annualized
2Q19

YTD

1 Year

3 Years

5 Years

Since Inception

Gross of Fees

0.42%

8.23%

0.14%

5.19%

2.31%

6.86%

Net of Fees

0.22%

7.80%

-0.65%

4.36%

1.50%

5.99%

MSCI EAFE

3.68%

14.03%

1.08%

9.11%

2.25%

7.22%

ARIEL INTERNATIONAL (DM/EM) COMPOSITE PERFORMANCE
As of June 30, 2019
Inception date: December 31, 2011

Annualized
2Q19

YTD

1 Year

3 Years

5 Years

Since Inception

Gross of Fees

0.48%

8.08%

0.18%

6.41%

2.71%

7.22%

Net of Fees

0.28%

7.65%

-0.61%

5.57%

1.90%

6.31%

MSCI ACWI ex-US

2.98%

13.60%

1.29%

9.39%

2.16%

6.31%

ARIEL GLOBAL COMPOSITE PERFORMANCE
As of June 30, 2019
Inception date: December 31, 2011

Annualized
2Q19

YTD

1 Year

3 Years

5 Years

Since Inception

Gross of Fees

1.52%

11.19%

4.00%

8.77%

5.92%

10.05%

Net of Fees

1.32%

10.75%

3.17%

7.91%

5.08%

9.12%

MSCI ACWI Index

3.61%

16.23%

5.74%

11.62%

6.16%

9.99%

For the three months ending June 30, 2019, the market generally maintained its risk-on posture driving broad gains,
while our risk-aware positioning lagged. As such, the Ariel international and global portfolios underperformed their
benchmarks. For the quarter, the Ariel International (DM) Composite rose +0.42% gross of fees (+0.22% net of fees)
versus +3.68% for the MSCI EAFE Index. Similarly, the Ariel International (DM/EM) Composite gained +0.48% gross
of fees (+0.28% net of fees), while the MSCI ACWI ex-US Index returned +2.98%. Meanwhile, the Ariel Global
Composite increased +1.52% gross of fees (+1.32% net of fees) compared to +3.61% for the MSCI ACWI Index. In
1

this environment, we continue to focus on taking advantage of research-driven market opportunities while managing
risk.
FAANG Risks Have Breached Investor Firewalls
Supported by advancements in technology, high-speed connectivity and customized gadgets, the economy has
experienced another era of remarkable growth in tech-based businesses, led by the near-vertical rise of the FAANG
stocks—Facebook, Inc. (FB), Amazon.com, Inc. (AMZN), Apple Inc. (AAPL), Netflix, Inc. (NFLX) and Alphabet Inc.
(GOOGL). Amid the multi-year global bull market, these tech giants have contributed disproportionately to benchmark
gains. Accounting for 15% of the S&P 500 market cap in 2019—more than double the percentage of 2013—FAANG
stocks’ aggregate forward earnings multiple has soared to nearly 35 times. However, as is true with many growth
stocks, investors are not buying these names on fundamentals. Instead, they are purchasing them on the expectation
of a future where their dominance in our entertainment, social and professional lives endure.
Meanwhile, the FAANG gang is bobbing and weaving to survive the wide array of challenges confronting the sector.
In what has become one of the most dynamic and competitive industries in history, the race for innovation is fraught
with rivalry, and the stakes to remain relevant with mercurial digital consumers are high. For smartphones, Asian
handset vendors are increasingly offering compelling or even superior alternatives to Apple products, pressuring the
iPhone’s novelty and margins.
Concurrently, Netflix is on a spending spree, with the hope of defending its significance in an environment of
escalating content costs and rising competitive intensity from deep-pocketed programmers, existing streaming services
and new entrants. To fund its crusade, the company has tapped the high-yield bond market for more than $12
billion, interest expense has swelled and cash flow continues to drift deeper into negative territory.
Furthermore, heightened scrutiny and increasing regulatory requirements remain real risks. The European Union, the
U.S. Department of Justice, the Federal Trade Commission (FTC) and other global governing bodies have each
launched investigations or levied fines to combat anticompetitive behavior in the industry. U.S. government officials
are also voicing concerns as these companies buy smaller players and edge closer to monopoly status. For example,
Amazon continues to acquire businesses to further enhance the power of its infrastructure, illustrated by its $13.7
billion acquisition of Whole Foods Market in 2017. Data privacy is another lightning rod within the sector, with
Facebook grappling with customer data scandals and in July 2019 settling with the FTC for $5 billion—the largest FTC
fine in history.
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Finally, we note that trade uncertainty weighs on these names, particularly those for which overseas partners and
supply chains may face tariffs or bans from the U.S.
As a result of competitive and regulatory headwinds, FAANG have been forced to reinvest their earnings to pioneer
products and technologies; help meet regulatory requirements for data privacy; fund capital-intensive data centers;
and/or finance high content costs. While it may be too early to write the obituaries for these high-fliers, lofty growth
expectations are baked into current valuations, and in our view, investors are ignoring these key risks. We believe the
best days of performance may be behind FAANG stocks, as good news is priced in, but looming troubles are not.
Shifting the Spotlight: FAANG to MANG
In Thinking, Fast and Slow , Daniel Kahneman writes, “The standard practice of open discussion gives too much
weight to the opinions of those who speak early and assertively, causing others to line up behind them.”1 Kahneman
is referring to the powerful research showing how individuals’ opinions or judgments can be swayed by others’
observations. The year-to-date performance of FAANG is a clear example of this phenomenon, as the rise in price is
viewed by many investors as validation of their investment thesis. In the meantime, investors are ignoring the lesstelegraphed steady growth and strong competitive positions of attractively valued MANG—Compagnie Générale des
Établissements Michelin SCPA, Koninklijke Ahold Delhaize N.V., NTT DOCOMO, INC. and GlaxoSmithKline plc. As
contrarian investors, it should not surprise you that we strongly prefer names whose fundamentals are solid and
rewards are not yet priced in.
1

Kahneman, Daniel. Thinking, Fast and Slow. Farrar, Straus and Giroux. 2011.
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For instance, Michelin Automotive is a global tire manufacturer based in France trading at roughly 9 times earnings
and offering a 3.3% dividend yield. The company’s profitable razor/razor-blade business model is less dependent on
new car sales (which are peaking), and more dependent on car miles driven (which remain stable). Michelin is also
benefiting from a more favorable mix. Sales of luxury, high-performance cars and SUVs are growing, making the
competitive and profitability dynamics of the larger-diameter wheel size category more beneficial for Michelin.
Ahold Delhaize is a Dutch food retailing company operating supermarkets with market-leading positions in the U.S.
and the Netherlands. In 2017, Ahold shares sold off due to overblown fears of disruption following Amazon’s
purchase of Whole Foods. This allowed us to opportunistically add to our position. Ultimately, after the transaction
closed, Whole Foods did not lower prices and struggled to take market share from grocery incumbents. As we
anticipated, it has been harder for Amazon to apply its distribution advantages in the grocery market as it has in other
merchandise categories (such as books or apparel); the logistics and supply chains for fresh and perishable produce
have different components from those of ambient goods. Furthermore, Ahold’s strong execution and judicious capital
expenditure policies have helped it sustain superior operating margins. Ahold trades for approximately 12 times
earnings, delivers prodigious free cash flow, and returns capital to shareholders through a generous 3.5% dividend
yield and share repurchases.
NTT DOCOMO, Inc. is the largest wireless telecom service provider in Japan, commanding roughly 40% market share
by revenue. Following years of heavy investment, the quality of the firm’s wireless network is among the best in the
world. Therefore, incremental capital expenditures for the 5G technology buildout will likely be more muted relative to
other carriers, helping preserve annual free cash flow and the company’s 4.4% dividend. Additionally, a
disproportionate share of profits for DOCOMO come from loyal, higher-end subscribers who value superior network
performance. In fact, DOCOMO’s churn rate is among the lowest in the industry, highlighting a particularly
challenging level of allegiance to be addressed by a competitor’s acquisition strategy.
Finally, while there is significant innovation coming from Silicon Valley, we think an even greater degree of lifechanging breakthroughs are occurring in the healthcare space—investors have failed to notice. Under the leadership
of CEO Emma Walmsley, GlaxoSmithKline plc, a leading British pharmaceutical firm, has evolved from a respiratory
company to one with an increasing expertise in next generation oncology and antiviral therapies. GlaxoSmithKline’s
vaccine business has generated strongly-received products such as SHINGRIX, the leading shingles vaccine, in which
demand has outpaced supply. And the CEO has continued to supplement organic growth with bolt-on acquisitions
and joint ventures in its pharmaceutical and consumer divisions—all while paying a 5% dividend yield.
Seeing Past the FAANG Fanfare
In our view, while FAANG investors remain enticed by rising stock prices and dazzling growth, risks are increasing and
the sustainability of current valuations is questionable. Ariel’s expertise lies within the execution of proprietary
bottom-up research, which considers quantitative and qualitative criteria to assess the forward-looking risk and return
profile of each name.
As contrarians, we are constantly looking for companies that are misunderstood by the consensus, or that have
reached an inflection point at which the future is likely to be different from the past. While MANG comes with its own
set of risks, we think the obstacles these companies face are largely priced in. These high conviction investment
opportunities are illustrative of how we apply our intrinsic value discipline and go against the grain to generate above
average returns with below average risk, and to ultimately identify what we believe will be the blue chips of
tomorrow.
As always, we appreciate the opportunity to serve you and welcome any questions or comments you might have.
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Investments in foreign securities may underperform and may be more volatile than comparable U.S. stocks because of
the risks involving foreign economies and markets, foreign political systems, foreign regulatory standards, and foreign
currencies and taxes. The use of currency derivatives, exchange-traded funds (ETFs) and other hedges may increase
investment losses and expenses and create more volatility. Investments in emerging markets present additional risks,
such as difficulties in selling on a timely basis and at an acceptable price. The intrinsic value of the stocks in which the
portfolios invest may never be recognized by the broader market.
Past performance does not guarantee future results. Performance results are net of transaction costs and reflect the
reinvestment of dividends and other earnings. Net performance of each Composite has been reduced by the amount
of the highest fee charged to any client in each Composite during the performance period. Actual fees may vary
depending on, among other things, the applicable fee schedule and portfolio size. Fee information 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 International (DM) Composite differs from its benchmark, the MSCI EAFE Index, because: (i) the Composite
has fewer holdings than the benchmark, (ii) the Composite will invest in Canada, and (iii) the Composite will at times
invest a portion of its assets in the U.S. and emerging markets. The Ariel International (DM/EM) Composite differs
from its benchmark, the MSCI ACWI (All Country World Index) ex-US, because: (i) the Composite has fewer holdings
than the benchmark and (ii) the Composite will at times invest a portion of its assets in the U.S. The Ariel Global
Composite differs from its benchmark, the MSCI ACWI (All Country World Index), because the Composite has fewer
holdings than the benchmark.
As of 6/30/19, the Ariel International (DM) Composite (representative portfolio) held the following positions
referenced: GlaxoSmithKline plc 5.97%; Michelin (CGDE) 4.85%; Ahold N.V. 4.82%; and NTT DOCOMO, Inc. 3.47%.
As of 6/30/19, the Ariel International Composite (DM/EM) (representative portfolio) held the following positions
referenced: GlaxoSmithKline plc 6.56%; Michelin (CGDE) 4.86%; Ahold N.V. 4.82%; and NTT DOCOMO, Inc. 3.52%.
As of 6/30/19, the Ariel Global Composite (representative portfolio) held the following positions referenced:
GlaxoSmithKline plc 3.73%; Michelin (CGDE) 3.54%; NTT DOCOMO, Inc. 2.42%; GlaxoSmithKline plc ADR 1.83%;
and Ahold N.V. 0.95%. Portfolio holdings are subject to change. The performance of any single portfolio holding is
no indication of the performance of other holdings in any Composite.
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.
Investors cannot invest directly in an index. MSCI EAFE Index is an unmanaged, market-weighted index of companies
in developed markets, excluding the U.S. and Canada. The MSCI ACWI (All Country World Index) ex-U.S. is an
unmanaged, market-weighted index of global developed and emerging markets, excluding the United States. MSCI
ACWI (All Country World Index) is an unmanaged, market weighted index of global developed and emerging markets.
The MSCI Index net returns reflect the reinvestment of income and other earnings, including the dividends net of the
maximum withholding tax applicable to non-resident institutional investors that do not benefit from double taxation
treaties. MSCI uses the maximum tax rate applicable to institutional investors, as determined by the companies’
country of incorporation. Source: MSCI. MSCI makes no express or implied warranties or representations and shall
have no liability whatsoever with respect to any MSCI data contained herein. The MSCI data may not be further
redistributed or used to create indices or financial products. This report is not approved or produced by MSCI.
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