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“ As natural contrarians, this heightened
enthusiasm certainly gives us pause, but
as bottom-up stock pickers, we have never
been in the business of predicting the market.
Instead, we work to be well-positioned for a
myriad of possible scenarios.”
John W. Rogers, Jr. and Mellody Hobson

“ Recently, our view has shifted from believing
stocks were moderately overpriced, to being
fairly priced, to now being even a little cheap!
What has changed? In a word, taxes.”
Charles K. Bobrinskoy

“ We are now seeing strong and improving
fundamentals from most of our holdings which
should act as a catalyst to motivate buyers.”
David M. Maley

“ When the markets inevitably change course,
investors will gravitate toward companies better
positioned to weather the storm. In this vein,
our industry leaders who boast net-cash
balance sheets and sell at compelling
valuations should better protect capital.”
Rupal J. Bhansali

Value
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Ariel Small Cap Value Tax-Exempt Composite
Inception date: September 30, 1983

Annualized

4Q17

5 Years

10 Years

20 Years

30 Years

Since Inception

+6.67% +15.12%

+7.67% +13.00%

+9.04%

+9.89% +12.47%

+13.14%

+6.41% +13.98%

+6.60% +11.88%

+7.96%

+8.81% +11.35%

+12.02%

Russell 2000 Value Index

+2.05%

+7.84%

+9.55% +13.01%

+8.17%

+8.62% +11.57%

+11.00%

Russell 2000 Index

+3.34% +14.65%

+9.96% +14.12%

+8.71%

+7.89% +10.45%

+9.48%

S&P 500 Index

+6.64% +21.83% +11.41% +15.79%

+8.50%

+7.20% +10.70%

+11.12%

Gross of Fees
Net of Fees

1 Year

3 Years

Ariel Small/Mid Cap Value Composite
Inception date: December 31, 2000

Annualized
4Q17

1 Year

3 Years

5 Years

10 Years

Since Inception

Gross of Fees

+8.01%

+16.96%

+9.29%

+16.32%

+9.86%

+9.87%

Net of Fees

+7.74%

+15.80%

+8.21%

+15.17%

+8.77%

+8.78%

Russell 2500 Value Index

+4.25%

+10.36%

+9.30%

+13.27%

+8.82%

+9.76%

Russell 2500 Index

+5.24%

+16.81%

+10.07%

+14.33%

+9.22%

+9.12%

S&P 500 Index

+6.64%

+21.83%

+11.41%

+15.79%

+8.50%

+6.33%

Ariel Mid Cap Value Composite
Inception date: March 31, 1990

Annualized
4Q17

1 Year

3 Years

5 Years

10 Years

20 Years

Since Inception

Gross of Fees

+6.46%

+15.65%

+7.80%

+15.14%

+10.48%

+10.34%

+12.09%

Net of Fees

+6.19%

+14.50%

+6.73%

+14.00%

+9.38%

+9.25%

+10.98%

Russell Midcap Value Index

+5.50%

+13.34%

+9.00%

+14.68%

+9.10%

+9.64%

+11.93%

Russell Midcap Index

+6.07%

+18.52%

+9.58%

+14.96%

+9.11%

+9.51%

+11.70%

S&P 500 Index

+6.64%

+21.83% +11.41%

+15.79%

+8.50%

+7.20%

+10.02%

During a time when “the U.S. stock market is showing the biggest divergence between cheap and pricey stocks
since the aftermath of the dot-com bubble,”1 our value investing strategy prevailed. More specifically, for the
fourth quarter ending December 31, 2017, the Ariel Small Cap Value Tax-Exempt Composite rose +6.67%
gross of fees (+6.41% net of fees) which meaningfully beat the Russell 2000 Value Index’s +2.05% gain as
well as the Russell 2000 Index which added +3.34%. Despite the continued dominance of larger companies
over smaller ones, the Ariel Small Cap portfolio marginally pulled ahead of the S&P 500 Index which earned
+6.64% over the three-month period. Furthermore, our robust quarter-end showing enabled us to post
solid results in 2017. The Ariel Small Cap Value Composite’s +15.12% gross of fees (+13.98% net of fees)
year-end gain nearly doubled that of the Russell 2000 Value Index which grew +7.84%. Perhaps even more
noteworthy, we also edged out our secondary Russell 2000 Index which—juiced by its growthier names—
leapt +14.65% over the 12 month period.
Our good performance news is similarly reflected across all of our traditional value portfolios. More specifically,
the Ariel Small/Mid Cap Value Composite’s +8.01% gross of fees (+7.74% net of fees) three-month return
compares quite favorably to its primary Russell 2500 Value Index which gained +4.25% as well as the more
style neutral Russell 2500 Index which advanced +5.24%. For the year, the Ariel Small/Mid Cap Value
portfolio returned +16.96% gross of fees (+15.80% net of fees) versus +10.36% for the Russell 2500 Value
Index and +16.81% for the Russell 2500 Index. Meanwhile, the Ariel Mid Cap Value Composite swelled
+6.46% gross of fees (+6.19% net of fees); the Russell Midcap Value Index grew +5.50%; and the Russell
Midcap Index gained +6.07% during the last quarter. For 2017, the Ariel Mid Cap Value portfolio increased
+15.65% gross of fees (+14.50% net of fees)—nicely surpassing the Russell Midcap Value Index’s +13.34%
rise but trailing the Russell Midcap Index’s +18.52% growth-bolstered gain. Meanwhile, the large companies
comprising the S&P 500 continued to defy gravity, and expectations, with a +21.83% increase.
The one common theme for the quarter as well as the year across our small, small/mid and mid cap value
portfolios was stellar performance amongst our Financial Services stocks. As contrarian investors, we leaned
into our fee-generating financial holdings as they lagged the generic banks driving big gains in the sector this time
last year. Accordingly, during the fourth quarter, our financial issues more than overcame minor detractions
from the Energy and Technology sectors in our small and small/mid portfolios, as well as lackluster but not
concerning returns within our mid cap Consumer Discretionary holdings. Likewise, for the year, our Financial
Services gains towered over the softness in the Materials and Processing sector in our small cap value portfolio,
along with lackluster Consumer Discretionary sector performance in our small/mid and mid cap strategies—
most notably Mattel, Inc. (MAT) which remains one of our most unloved favorites.
Undone
In last year’s fourth quarter letter entitled “Unprecedented,” we highlighted a curious occurrence in the stock
market. More specifically, we noted, “. . . the Russell small, small/mid and mid cap value indices began to sell at
the narrowest valuation gaps versus their growth counterparts ever—making the growth index premium the
smallest it has ever been.” In an attempt to explain the phenomenon, we theorized that “[v]alue indices chock
full of rate sensitive utilities and banks have been speculatively bid up by yield chasers . . .”
Now, a year later, the forward price/earnings multiples of the Russell growth and value indices have started to
diverge and directionally move back toward their long-term averages. This is noteworthy in that it explains the
strength of the growth stock indices relative to their value counterparts over the last twelve months and also
suggests value indices are better positioned to outperform going forward. Additionally, we are further
encouraged by our own prospects since our portfolios continue to sell at a discount to their value index
peers—as was the case last year.

1 WSJ.com, “Investor’s Finding Little Value in Value Stocks, So Watch for the Rebound,” November 28, 2017.

Chart A depicts the relative valuations for the Russell growth and value indices as described in the Jefferies
Strategy Report last January. We also updated the forward p/e numbers to reflect the year-end 2017 stats and
thereby show the diminished valuation gaps relative to the long-term averages Jefferies cited last year. The
clear take away is mean reversion—the convergence has come undone—which is relevant since it creates
more opportunity for value investors.
Chart A

Relative Valuations for Russell 2000 Growth vs. Russell 2000 Value
2016
2017

Forward P/E
1.11
1.22

Long-term Average
1.39
1.39

% Diff
-20.1
-12.2

Relative Valuations for Russell 2500 Growth vs. Russell 2500 Value
2016
2017

Forward P/E
1.02
1.26

Long-term Average
1.42
1.42

% Diff
-28.3
-11.3

Relative Valuations for Russell Midcap Growth vs. Russell Midcap Value
2016
2017

Forward P/E
1.12
1.24

Long-term Average
1.47
1.47

% Diff
-23.7
-15.6

Source: Jefferies Equity Strategy Report, January 9, 2017 and BNY Mellon
One might wonder what this means for the Ariel portfolios? Last year, we wrote “during a time when the
Russell value indices are trading at elevated multiples . . . our portfolios are selling at the greatest discounts we
have ever seen . . .” This disparity worked out well for us. As we look to 2018 and beyond, Chart B shows
why we remain optimistic about our current positioning given the fact that our portfolios continue to trade at a
discount relative to our indices.
Chart B

Absolute Valuations for Ariel Small Value and Russell 2000 Value
Ariel Small
Russell 2000 Value
Forward P/E – December 31, 2016
16.9
18.1
Forward P/E – December 31, 2017
17.4
18.0
Absolute Valuations for Ariel Small/Mid and Russell 2500 Value
Ariel Sm/Mid Russell 2500 Value
Forward P/E – December 31, 2016
14.6
17.5
Forward P/E – December 31, 2017
14.8
19.7
Absolute Valuations for Ariel Mid and Russell Midcap Value
Ariel Mid
Russell Midcap Value
Forward P/E – December 31, 2016
14.7
17.0
Forward P/E – December 31, 2017
15.3
19.3
Source: BNY Mellon

Undeterred
Reactions ranging from euphoria to nail biting are understandable when one considers that “Soaring stock prices
across the globe added more than $9 trillion in market value to equity markets in 2017, the biggest one-year
swell since the financial crisis.”2 Not to mention, “Nearly two-thirds of investor newsletter writers were bullish
on stocks in mid-December, nearly a three-decade high, according to a weekly survey conducted by Investor’s
Intelligence.”3 As natural contrarians, this heightened enthusiasm certainly gives us pause, but as bottom-up
stock pickers, we have never been in the business of predicting the market. Instead, we work to be wellpositioned for a myriad of possible scenarios. Should the market rally endure, the value already embedded in
our portfolios can continue to be unleashed. By contrast, should markets contract, we believe the relative
cheapness of our portfolios would offer some downside protection. Of course, the one thing we know from
35 years of stock market investing is that there are no certainties, and in the short-to-intermediate term,
anything can happen. That said, those same three plus decades have also taught us that, over the long term,
markets are rational, and value is eventually realized for patient investors.
Portfolio Comings and Goings
While we did not eliminate any holdings during the quarter, we initiated one new position in our small cap
value portfolio. As a supplier of highly-engineered electronic components and subsystems, primarily to the
automotive industry, Methode Electronics, Inc. (MEI) stands to benefit from increasing demand for technology,
particularly touchscreens, within connected cars.
Meanwhile, in our small/mid cap value portfolio, we purchased Nielsen Holdings plc (NLSN) whose television
ratings are the de facto currency for media and advertising decisions. Likewise, its consumer purchase data is
unmatched in scope and scale. As television viewership and purchasing behavior has become more
fragmented across online and mobile devices, we believe Nielsen will become even more valuable. Herein lies
an opportunity to own a leading information services brand with recurring and growing free cash flows. We did
not eliminate any small/mid cap positions during the quarter.
Lastly, shares of TEGNA, Inc. (TGNA) were added to our mid cap value strategies—a name that is already
held in our small and small/mid cap portfolios. In our view, this pure-play, local network broadcast television
operator will continue benefitting from growing retransmission revenues. The Super Bowl, the Olympic
Games, as well as intensifying political advertising are just a few of the drivers that should help boost profits.
Recent tax changes will be icing on the cake. Also in mid cap, we successfully sold Bio-Rad Laboratories, Inc.
(BIO) at a slight premium to our estimated private market valuation and eliminated Franklin Resources, Inc.
(BEN) to focus on more attractive opportunities within the asset management industry.
One Last Note
We are pleased to announce a promotion in our domestic equity research department. Eighteen year Ariel
veteran, Tim Fidler, who currently serves as Director of Research, will assume oversight of all of our domestic
equity team’s research output, including chairing our research meetings. Tim’s role as co-portfolio manager of
our mid cap strategies will remain unchanged since we believe the best leaders are those who teach and do.
Charlie Bobrinskoy—who serves as Vice Chairman and a member of the Ariel Board of Directors—will take an
increased role with client and media interactions while also spearheading our thought leadership efforts. In
addition, he will continue to manage Ariel Focus Fund. Both will report to John Rogers.
As always, we appreciate the opportunity to serve you and welcome any questions or comments you might
have.
2 The Wall Street Journal, “Global Market Cap Adds Trillions,” January 2, 2018, page R1.
3 The Wall Street Journal, “U.S. Stocks Wrap Up Strong 2017,” January 2, 2018, page R1.

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. Results may be preliminary. Performance results are net of
transaction costs and reflect the reinvestment of dividends and other earnings. 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.
As of 12/31/17, the Ariel Small Cap Value (representative portfolio) held the following positions referenced:
Methode Electronics, Inc. 1.70%; TEGNA, Inc. 1.21%; and Bio-Rad Laboratories, Inc. 2.85%. As of 12/31/17,
the Ariel Small/Mid Cap Value (representative portfolio) held the following positions referenced: Mattel, Inc.
2.64%; Nielsen Holdings plc 2.24%; TEGNA, Inc. 2.81%; and Bio-Rad Laboratories, Inc. 2.02%. As of
12/31/17, the Ariel Mid Cap Value (representative portfolio) held the following positions referenced: Mattel,
Inc. 2.71%; Nielsen Holdings plc 2.08%; and TEGNA, Inc. 0.51%. 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 portfolios.
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. The Russell 2500™
Value Index measures the performance of the small to mid-cap value segment (companies with lower price-tobook 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.
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Ariel Focused Value
Inception date: March 31, 2005

Annualized
4Q17

1 Year

3 Years

5 Years

10 Years

Since Inception

Gross of Fees

+5.87%

+15.76%

+6.72%

+13.71%

+7.24%

+7.39%

Net of Fees

+5.70%

+15.01%

+6.03%

+12.90%

+6.33%

+6.44%

Russell 1000 Value Index

+5.33%

+13.66%

+8.65%

+14.04%

+7.10%

+7.76%

S&P 500 Index

+6.64%

+21.83%

+11.41%

+15.79%

+8.50%

+8.88%

The Ariel Focused Value Composite outperformed its primary benchmark in the fourth quarter and for the year
ending December 31, 2017, while trailing the S&P 500 Index over both periods. More specifically, Ariel Focus
Value returned +5.87% gross of fees (+5.70% net of fees) in the fourth quarter and +15.76% gross of fees
(+15.01% net of fees) for the year. The Russell 1000 Value increased +5.33% over the last three months
and +13.66% over the last twelve—while the S&P 500, fueled by red-hot technology issues, gained +6.64%
in the quarter and +21.83% in 2017.
What worked and what didn’t?
My discussion will largely focus on our biggest contributors and detractors during the quarter—which is not
intended to emphasize short-term results but instead meant to illustrate the merits of our patient, contrarian
approach—including when new information causes us to shift gears. Accordingly, over the last three months,
Hanger, Inc. (HNGR) and Lazard Ltd. (LAZ) added meaningfully to our returns, while the underperformance
of CVS Health Corp. (CVS) and Barrick Gold Corporation (ABX) held us back.
Hanger, Inc.—a leading provider of orthotic and prosthetic patient care—surged +43.31% during the fourth
quarter. With growing obesity in the U.S., diabetes remains on the rise as do the unfortunate and life changing
leg amputations that often accompany the disease. Hanger owns over 800 clinics that provide patients with
prosthetic solutions and much needed continuing care. After a series of acquisitions resulted in inconsistent
accounting systems, shares of this industry leader traded down -30% in 2016 when the company was unable
to issue audited financial statements and was delisted from the New York Stock Exchange. The company finally
issued its 2014 audited financials last year and is optimistic it will be able to file audited returns for each
subsequent year over the next twelve months. Hanger also recently announced the addition of Thomas
Fryman, former Chief Financial Officer of Abbott Laboratories (ABT), to their board of directors. I have known
Mr. Fryman for almost thirty years and consider his decision to associate himself with Hanger a very important

vote of confidence in the company’s future. With the prospect of up-to-date financials, there is growing
speculation that Hanger could be a takeover candidate. One source specifically mentioned German health care
firm, Ottobock Holding, as a possible suitor since the company had unsuccessfully tried to acquire Hanger in
2000.1
Lazard Inc. rose +17.11% during the quarter and represented our second largest contributor. We initiated a
position in Lazard in 2017 when its shares were trading around $40. By valuing the company principally as a
merger and acquisition advisor, investors were not giving Lazard enough credit for its leading position in
emerging market asset management which is a much more stable and predictable business that usually garners
higher PE multiples. Not to mention, emerging market portfolios are less susceptible to passive investing
trends. We also believed Lazard’s stock traded below its intrinsic value because its partnership structure
precluded mutual funds, index funds and ETFs from owning its shares. Now, the new corporate tax law will
make it more economical for Lazard to convert to a “C Corp” structure—a restructuring which would
immediately require index and ETF funds to become buyers and in so doing, bid up its shares. As we go to
press, Lazard stock is trading near $58, up +42.17% over the last twelve months.
Meanwhile, CVS Health was our largest detractor during the quarter. At Ariel, we search for industry leaders
with some barrier to entry which prevents competitors from eroding high returns on capital. We avoid
businesses who seek to strengthen a weakening hand by making acquisitions in a new area. CVS Health,
unfortunately, now falls into this latter category. The company began as a drug retailer competing with
drugstore chains like Walgreens. Then, it diversified into pharmaceutical benefits management by merging with
CareMark. While we did not own shares of CVS at the time of that merger, their goal of providing one-stop
shopping to large corporations for their employees’ prescriptions drugs was understandable. But late last year,
CVS announced the $66 billion acquisition of health insurer, Aetna Inc. (AET)—some say in reaction to the
threat of Amazon’s (AMZN) entry into drug distribution. Although we liked CVS’s core drug distribution
business, paying a large buyout premium for a big company in a different business has given us, and the market,
pause. Accordingly, as the stock price fell -12% during the quarter, we sold our shares.
Barrick Gold was another disappointment. The company had been in difficult negotiations with the
government of Tanzania which blocked gold exports from Barrick’s operations. As a result, Barrick was forced
to cede 16% ownership in its Tanzanian mine, plus a large portion of its revenues, to the Tanzanian
government. By our estimates, this settlement will cost the company hundreds of millions of dollars. While we
continue to be bullish on both the gold and copper mining industries, this new development has reduced the
value of the company.
What now?
As long-term, patient investors, we are normally loath to make short-term predictions. But we do often have
an opinion on how stocks are generally being priced relative to their intrinsic value. Recently, our view has
shifted from believing stocks were moderately overpriced, to being fairly priced, to now being even a little
cheap! What has changed? In a word, taxes. The marginal tax rate for US corporations has just been
dramatically cut, from 37% to 21%. A company with $100 million in pretax profit and $63 million in after tax
1

AFS Morning Note, November 28, 2017, page 5.

profit in 2017 will now produce $79 million in after tax profit in 2018—a +25% increase. And that +25%
gain is before the positive effect of this massive fiscal stimulus on the economy. Add in the wealth effect on US
consumers; institutions enjoying the benefits of a nine year bull market; a strong housing market; a revitalized
energy sector; increasing demands for healthcare; and very good economic growth in the rest of the world—
and you have a recipe for corporate earnings that will surprise to the upside, at least in the near-term.
Now we know humans tend to be slow to fully incorporate new information—also known as “anchoring” in
behavioral finance. In our opinion, the market as a whole is anchoring on its pre-tax cut outlook for earnings,
as well as the economy. Since no one really knows how big the effects will be, analysts are predictably waiting
for more certainty. As a result, we believe corporate earnings estimates for 2018 are too low. Hence, our
optimism. It is very hard for the stock market to go down when earnings estimates are going up.
Portfolio Comings and Goings
Although we exited our position in CVS as previously mentioned, we purchased shares of New York based,
MSG Networks, Inc. (MSGN). MSG owns and operates two regional sports and entertainment networks,
MSG and MSG+, while controlling key live, must-have sports content for the next 18 years in the largest
Designated Market Area (DMA) in the United States. We believe the company represents an attractive
acquisition target since it is the only publicly traded, pure-play regional sports network operating in a key
geography. In the meantime, its strong cash flow generating characteristics should enable it to accelerate debt
repayments and return capital to shareholders.
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. Results may be preliminary. Performance results are net of
transaction costs and reflect the reinvestment of dividends and other earnings. 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 12/31/17, the Ariel Focused Value (representative portfolio) held the following positions referenced:
Hanger, Inc. 3.74%; Lazard Ltd. 5.16%; Barrick Gold Corp. 4.88% and MSG Networks, Inc.1.1%. 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 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 (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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Ariel Micro-Cap Value Composite Results Ended December 31, 2017
Inception date: July 31, 2002
Annualized
4Q17
1 Year
3 Years
5 Years
10 Years
Gross of Fees
+0.50% +3.54%
-6.05% +2.55%
+6.45%
Net of Fees
+0.19% +2.26%
-7.21% +1.28%
+5.10%
Russell Microcap Value Index
+2.44% +11.09% +10.72% +14.60%
+7.89%
Russell Microcap Index
+1.80% +13.17% +8.91% +14.29%
+7.68%
S&P 500 Index
+6.64% +21.83% +11.41% +15.79%
+8.50%

Since Inception
+8.57%
+6.44%
+10.20%
+9.94%
+9.45%

Ariel Small Cap Deep Value Composite Results Ended December 31, 2017
Inception date: October 31, 2013
Annualized
4Q17
1 Year
3 Years
Since Inception
Gross of Fees
+1.92%
+9.50%
+0.20%
-0.08%
Net of Fees
+1.66%
+8.41%
-0.79%
-1.07%
Russell 2000 Value Index
+2.05%
+7.84%
+9.55%
+9.33%
Russell 2000 Index
+3.34%
+14.65%
+9.96%
+9.85%
S&P 500 Index
+6.64%
+21.83%
+11.41%
+12.95%

Ariel Small Cap Deep Value had its second straight solid year. In-line results in the fourth quarter capped a fullyear gross of fees return of +9.50% (+8.41% net of fees) which beat the +7.84% gain for the benchmark
Russell 2000 Value Index. Against a challenging backdrop, where our style of low price-to-book, deep value
investing continues to face robust headwinds, we believe this result represents a respectable outcome. These
headwinds were particularly strong at the smallest end of the low price-to-book universe. As a result, our
Micro-Cap Value strategy trailed for both the quarter and the year. Our 2017 gross of fees gain of +3.54%
(+2.26% net fees) was well short of the +11.09% for the Russell Micro-Cap Value Index.
With both portfolios selling at deep discounts—especially when considered against solid underlying company
fundamentals—we think the future is bright. We also expect to benefit from the recently passed tax law, as our
companies are largely US-based and the limited deductibility of interest payments favors cash-rich companies
relative to those with heavy debt. Additionally, a healthy merger and acquisition market should begin to work
in our favor.

M&A, Where Art Thou?
In our June 2013 letter, we were among the first to document a new trend—that the shares of companies
making acquisitions were trading up on merger news.1 On the heels of the financial crisis, board members and
chief executives felt pressure to deploy large cash balances—especially given the low interest rate environment
and meager economic growth. This trend continues as business leaders look for bite-sized acquisitions. To
our surprise, however, there have been few acquisitions in our portfolios over the past four years. More
specifically, since 2013, we have held positions in 92 companies between the two strategies, only five of which
have been taken over at a premium to our purchase price. In 2017, just one company, West Marine, Inc.
(WMAR), was acquired and it was held only in Small-Cap Deep Value.
We examined deals in the Russell Micro-Cap and Russell 2000 indices, as well as in the larger-cap Russell 1000
and found a healthy M&A environment across all capitalization ranges. In fact, 17% of the companies in each of
the small-cap indexes at year-end 2013 have since been taken over.2 We also see room for further growth, as
small and micro-cap transactions remain below the pace of the four years ending in 2007.3
While disappointed to have missed this action so far, our patience should eventually be rewarded. Although
our companies have been significantly undervalued, many lacked the business momentum often needed to
attract a suitor. We are now seeing strong and improving fundamentals from most of our holdings which
should act as a catalyst to motivate buyers.
Below are a few companies that could prove to be good targets. Each was initially bought based on cheap
asset value, but is now also attractive based on its growth prospects. We would not be surprised if these, and
many other holdings, are acquired by this time next year.
TechTarget, Inc. (TTGT) —With 30% insider ownership, including 6% held by Founder and Executive
Chairman Greg Strakosch, few companies have better alignment between shareholders and leadership than
this small cap deep value holding. Despite macro softness from its largest customers, this operator of websites
connecting buyers and vendors in the IT industry has continued to exhibit strong underlying growth and
powerful operating leverage. IT Deal Alerts, a high-quality lead generation business launched in 2014, is
growing +40% to +50% annually. As business from a handful of global technology companies likely recovers,
EBITDA margins are expected to more than double to nearly 40%. A large media company could easily justify
paying well above the current $384 million market capitalization for this debt-free, cash-generating gem.
ORBCOMM Inc. (ORBC)—Originally purchased in our micro-cap portfolio in 2010 for 80% of the $91 million
in cash on its balance sheet, ORBCOMM has evolved from a pure connectivity provider utilizing low-earth
satellites into the only machine-to-machine (M2M) supplier offering a full end-to-end solution of connectivity,
hardware, device management and asset tracking. The company now has nearly 2 million subscribers,
primarily transportation and heavy equipment customers monitoring the status of vehicles, railcars, containers
or ships. Under the leadership of CEO Marc Eisenberg, whose family owns a significant portion of the 9.5%
owned by insiders, ORBCOMM has become an attractive target for either a strategic or financial buyer. Its
installed base and satellite constellation would offer unique and valuable assets to a global telecom enterprise.
Using Bloomberg, we found 25 announced acquisitions of public companies by public in the first six months of 2013 with deal
valuations between $50 million and $2.5 billion. Of these, 52% of acquirers’ stock gained on the first day of trading, by an average of
3.1%. A week later the average was still positive and 54% of acquirers were in the black.
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For the Russell Microcap Index, Russell 2000 Index and Russell 1000 Index, the number of holdings at year-end 2013 were 1528,
2004 and 1015 respectively. During the subsequent three years, there were 259, 331 and 107 announced acquisitions respectively.
3
There were 378 deals for companies in the range of $50 million and $2 billion for the years 2014 to 2017. This was 35% lower than
the 584 deals in the years 2004 to 2007.
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Moreover, ORBCOMM’s ability to begin generating significant cash could make it a great acquisition for a
private equity buyer.
Kindred Biosciences, Inc. (KIN)—With 81% of its market capitalization in net cash at the time of our initial
purchase in 2014, Kindred Bioscience is a drug development company focused on modifying and repurposing
human drugs to treat dogs, cats and horses. Since we first bought shares, Kindred Bioscience has had positive
topline results for three pivotal clinical studies, and is now awaiting approval from the Food and Drug
Administration (FDA) for its Zimeta and Mirataz drug candidates. Once approved, we anticipate distribution
will commence in the second half of 2018, driving meaningful topline growth. An extensive product candidate
portfolio, as well as rapidly growing demand for innovative pet medicine, augments our belief that Kindred
would be an attractive acquisition for a larger pharmaceutical company. The consolidation that has already
occurred in the livestock drug industry is likely to expand to the companion animal market.
Rosetta Stone Inc. (RST)—We bought this well-known language learning company trading near its cash, at a
price of $7.11 in 2011. Much has changed since then. A reconstituted and highly incentivized team, led by
CEO and Chair John Hass, has focused the company away from a consumer-driven model and toward
enterprise language and educational literacy customers. Lexia Learning, the literacy business, is a true softwareas-a-service (SaaS) company with 90%+ renewal rates. On its own or in combination with the rest of Rosetta,
Lexia is likely to be the driving force in any deal. By our estimates, it almost represents the value of the entire
company as a direct result of its rapid growth and subscription model. Many private and public companies are
interested in consolidating the educational software business, and now that Rosetta Stone has turned the corner
and is thriving, it is an attractive target.
EMCORE Corp. (EMKR)—EMCORE provides technology that enables cable TV companies to meet the
growing demand for improved bandwidth and connectivity. Its shares currently trade at just 1.5 times book
value despite its profitability and fast growth. EMCORE also has significant cash on its debt-free balance sheet.
Spending delays by cable TV providers have created temporary softness that should eventually diminish due to
pent-up demand. In the meantime, in an effort to diversify, management has worked diligently to grow
revenue from its non-cable TV operations while also cutting costs. Expanding margins and an attractive growth
outlook should make EMCORE a terrific acquisition for many strategic and financial buyers.
Portfolio Comings and Goings
While we did not eliminate any positions, we added two new names to our micro-cap value portfolio during
the quarter: Tejon Ranch Co. (TRC), which we had initially purchased in the small-cap deep value strategy,
and Pure Cycle Corporation (PCYO). We believe each has land worth multiples of the carrying value on their
respective balance sheet. Tejon Ranch owns 270,000 contiguous acres 60 miles north of downtown Los
Angeles, with plans to develop three communities totaling 35,000 residential units. Pure Cycle is also a water
utility in the Denver area with extensive water rights. Each company has strong leadership with high
ownership.
Meanwhile, EMCORE Corp. (EMKR), described above, was our largest addition to our small-cap deep value
portfolio during the quarter. We also added very small positions in five of our favorite names from our microcap portfolio whose market caps sit around $100 million each. Since none are likely to become a major
holding due to their size, the five together can be considered as one “position” in an area of the market which
has significantly lagged despite outstanding prospects. They are Cumberland Pharmaceuticals Inc. (CPIX),
Perceptron, Inc. (PRCP), Aspen Aerogels Inc. (ASPN), CPI Aerostructures, Inc. (CVU) and 180 Degree Capital
Corp. (TURN).

In our small deep value portfolio, we sold Electro Scientific Industries, Inc. (ESIO) after it soared through our
estimate of fair value. We also eliminated Pendrell Corporation (PCOA) in anticipation of its voluntary delisting
planned for later this year.
As always, we appreciate the opportunity to serve you and welcome any questions you might have.
_____________________________________________________________________________________
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. Results may be preliminary. Performance results are net of
transaction costs and reflect the reinvestment of dividends and other earnings. 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
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 12/31/17, the Ariel Micro-Cap Value (representative portfolio) held the following positions referenced:
ORBCOMM Inc. 4.10%; Kindred Biosciences, Inc. 3.33%; Rosetta Stone Inc. 5.39%; EMCORE Corp. 1.85%;
Tejon Ranch Co. 0.54%; Pure Cycle, Corp. 0.34%; Cumberland Pharmaceuticals Inc. 3.31%; Perceptron, Inc.
4.23%; Aspen Aerogels Inc. 2.57%; CPI Aerostructures, Inc. 3.02% and 180 Degree Capital Corp. 4.19%.
As of 12/31/17, the Ariel Small Cap Deep Value (representative portfolio) held the following positions referenced:
TechTarget, Inc. 2.60%; ORBCOMM Inc. 4.24%; Kindred Biosciences, Inc. 3.32%; Rosetta Stone Inc. 4.83%;
EMCORE Corp. 1.81%; Tejon Ranch Co. 2.42%; Cumberland Pharmaceuticals Inc. 0.25%; Perceptron, Inc.
0.31%; Aspen Aerogels Inc. 0.28%; CPI Aerostructures, Inc. 0.25% and 180 Degree Capital Corp. 0.81%.
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.
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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Ariel International (DM) Composite
Inception date: December 31, 2011
4Q17
Gross of Fees
+0.41%
Net of Fees
+0.21%
MSCI EAFE Net Index

1 Year
+17.52%
+16.59%
+25.03%

+4.23%

Annualized
3 Years

5 Years

Since Inception

+9.31%
+8.43%
+7.90%

+8.91%
+8.01%
+9.41%

Annualized
3 Years
5 Years

Since Inception

+7.22%
+6.37%
+7.80%

Ariel International (DM/EM) Composite
Inception date: December 31, 2011
Gross of Fees
Net of Fees
MSCI ACWI ex-US Net Index

4Q17

1 Year

+1.07%
+0.87%
+5.00%

+20.37%
+19.41%
+27.19%

+7.88%
+7.02%
+7.83%

+9.95%
+9.04%
+6.80%

+9.42%
+8.48%
+8.41%

Annualized
3 Years
5 Years

Since Inception

Ariel Global Composite
Inception date: December 31, 2011
4Q17
Gross of Fees
+1.54%
Net of Fees
+1.34%
MSCI ACWI Net Index

+5.73%

1 Year
+17.20%
+16.27%
+23.97%

+8.31%
+7.45%
+9.30%

+12.27%
+11.34%
+10.80%

+11.70%
+10.75%
+11.67%

The Tide is High
Global equities soared in 2017. Positive economic indicators fueled the market’s ebullience and drove the
ACWI, ACWI ex-USA and EAFE indices each up more than +20%. The trends established earlier in the year
continued in the fourth quarter and investors seemed largely undeterred by geopolitical risks such as rising
tensions with North Korea. With the S&P 500 up +6.64% during the quarter, global markets—helped by
their US stock components—outpaced international markets.
As many know, risk management is incorporated in every step of our investment process. Consequently, we
seek to understand both the upside and the downside of any potential investment. As the bull market has
repeatedly surpassed new highs as well as most investor’s expectations, we are disappointed, but not surprised
that our results have fallen short relative to our benchmarks. Our returns reflect a contrarian approach that
seeks to invest in companies that are out-of-favor. As intrinsic value managers, we care about the value in a
company, not simply the share price—finding opportunities in segments of the market others fear. By contrast,
many of the stocks which have driven the market to record highs are trading at valuations which, in our
opinion, capture all of the good news but little of the risk. And yet, many of our holdings sell at discounted
valuations that price in the downside and little upside. Admittedly, the fourth quarter was particularly
challenging because some of our companies experienced profit warnings or missed earnings, causing them to
be further shunned by investors. In the face of some near-term setbacks, we have scrutinized our research and
reaffirmed our investment theses. Now, we must be patient and wait for the value to be realized.
We know it is virtually impossible to determine exactly when the tide will turn and a company’s share price will
reflect its underlying worth. One example of a rapid turnaround is Gemalto N.V. (GTO), a Dutch digital
security company and the world’s largest manufacturer of SIM cards. While the stock was a detractor earlier in
2017, it rebounded to become one of our biggest contributors in the fourth quarter. In fact, the shares rallied
sharply in December following an all cash offer from French defense electronics maker, Thales SA (HO). We
were pleased the price reflected the value we saw in the company’s business model and superior technology.
Thales believes this merger will establish the market leader in digital security.
Today, our portfolios are heavily invested in healthcare. Controversy within the sector has led investors to
abandon good companies—especially within big pharma. Many believe pharmaceuticals are a socioeconomic
burden on consumers, with rising drug prices viewed as the driver of escalating healthcare inflation. Our
research suggests this perception is not actually true. While healthcare inflation is seemingly being viewed as a
new concern, in reality, it has been an issue for decades. The percentage of healthcare dollars spent on
prescription drugs is nearly the same as in 1960—about 10%. By contrast, the percentage of healthcare dollars
spent on hospital visits is approximately three times that spent on medication.1 In our view, innovative drugs
can therefore lower overall healthcare costs if hospital stays are reduced. Against this backdrop,
groundbreaking drugs should be seen as part of the solution, not part of the problem.
We seek to own secular inventive franchises with strong research and development as well as solid balance
sheets. On this point, GlaxoSmithKline plc (GSK), Roche Holding AG (ROG), Gilead Sciences, Inc. (GILD) and
Johnson & Johnson (JNJ) stand out—and yet, their potential remains under-appreciated by the market. We
steer clear of commoditized businesses and those lacking R&D initiatives. And as with any industry, we seek to
avoid serial acquirers, companies with binary outcomes, as well as those with leveraged balance sheets.

Pharma analysis based on CMS data. “National health expenditures by type of service and source of funds, CY 1960-2013,”
www.phrma.org/cost, December, 2017.
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An idiom to describe the euphoria of today’s bull market may well be “a rising tide lifts all boats,” and indeed
our double digit gains are a testament to the environment. But we prefer the wisdom of celebrated investor,
Warren Buffett, who has been known to say, “It’s only when the tide goes out that you learn who’s been
swimming naked.”2 On that point, it is critical to understand the risks associated with an investment and one
should be paid to take those risks. When the markets inevitably change course, investors will gravitate toward
companies better positioned to weather the storm. In this vein, our industry leaders who boast net-cash
balance sheets and sell at compelling valuations should better protect capital. While we know our contrarian
approach may require us to wait patiently for value to be realized, we remain confident our long-term horizon
is a key driver of investment success.
As always, we appreciate the opportunity to serve you and welcome any questions or comments you might
have.
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. Results may be preliminary. Performance results are net of
transaction costs and reflect the reinvestment of dividends and other earnings. 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-USA Index,
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) Index, because the Composite has fewer holdings than the benchmark.
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 12/31/17, the Ariel International (DM) (representative account) held the following positions referenced:
Gemalto N.V. 3.22%; Thales SA 0.38%; GlaxoSmithKline plc 5.16% and Roche Holding AG 5.35%. As of
12/31/17, the Ariel International (DM/ EM) (representative account) held the following positions referenced:
Gemalto N.V. 3.25%; Thales SA 0.32%; GlaxoSmithKline plc 5.22% and Roche Holding AG 5.37%. As of
12/31/17, the Ariel Global (representative account) held the following positions referenced: Gemalto N.V.
1.41%; Thales SA 0.19%; GlaxoSmithKline plc 3.50%; GlaxoSmithKline plc ADR 1.7%; Roche Holding AG
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5.37%; Gilead Sciences, Inc. 5.27% and Johnson & Johnson 4.37%. 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.
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-USA Index is an unmanaged, market-weighted index of global developed and emerging markets, excluding
the United States. MSCI ACWI (All Country World Index) 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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Slow and steady wins the race.

