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“ It is worth noting that during a time when the
popular names are soaking up most of the
sun, some tremendous values are hanging out
in the shade—which should inevitably prevent
them from getting burned.”
John W. Rogers, Jr. and Mellody Hobson

“ Avoid investments others make for
non-economic reasons. Seek investments
others avoid for non-economic reasons.”
Charles K. Bobrinskoy

“ While the market focuses on momentum and
growth, the spring in our world of deep value
stocks appears to be even more tightly coiled,
and we believe patience will win.”
David M. Maley

“ Since our investment process focuses equally
on managing risk and return, we always
consider both sides of the equation.”
Rupal J. Bhansali
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John W. Rogers, Jr., Chairman, CEO and Chief Investment Officer
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Re:

Ariel Small, Small/Mid and Mid Cap Value 3Q18 Client Letter

ARIEL SMALL CAP VALUE TAX-EXEMPT COMPOSITE PERFORMANCE
As of September 30, 2018
Inception date: September 30, 1983

Annualized
3Q18

YTD

1 Year

3 Years

5 Years 10 Years Since Inception

Gross of Fees

2.67% 7.85% 15.05% 16.67% 10.33% 12.02%

13.09%

Net of Fees

2.41% 7.05% 13.91% 15.51%

9.24% 10.91%

11.97%

Russell 2000® Value Index

1.60%

9.91%

10.97%

Russell 2000® Index

3.58% 11.51% 15.24% 17.12% 11.07% 11.11%

9.61%

7.71% 10.56% 17.91% 17.31% 13.95% 11.97%

11.19%

S&P 500® Index

7.14%

9.33% 16.12%

9.52%

ARIEL SMALL/MID CAP VALUE COMPOSITE PERFORMANCE
As of September 30, 2018
Inception date: December 31, 2000

Annualized
3Q18

YTD

1 Year

3 Years

5 Years 10 Years Since Inception

Gross of Fees

4.18% 7.26% 15.85% 15.07% 12.29% 13.15%

9.86%

Net of Fees

3.93% 6.47% 14.71% 13.94% 11.18% 12.03%

8.78%

Russell 2500™ Value Index

2.67%

9.99% 10.53%

9.68%

Russell 2500™ Index

4.70% 10.41% 16.19% 16.13% 11.37% 12.02%

9.32%

S&P 500® Index

7.71% 10.56% 17.91% 17.31% 13.95% 11.97%

6.65%

5.75% 10.24% 14.51%

ARIEL MID CAP VALUE COMPOSITE PERFORMANCE
As of September 30, 2018
Inception date: March 31, 1990

Annualized
3Q18

YTD

1 Year

3 Years

5 Years 10 Years Since Inception

Gross of Fees

3.11% 4.32% 11.05% 13.03%

9.72% 12.73%

11.92%

Net of Fees

2.85% 3.54%

9.95% 11.91%

8.63% 11.61%

10.81%

Russell Midcap® Value Index

3.30%

3.13%

8.81% 13.09% 10.72% 11.29%

11.72%

Russell Midcap® Index

5.00%

7.46% 13.98% 14.52% 11.65% 12.31%

11.66%

S&P 500® Index

7.71% 10.56% 17.91% 17.31% 13.95% 11.97%

10.13%
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It is a pleasure and privilege to begin this letter by acknowledging an important Ariel anniversary. As of September
30, 2018, the Ariel Small Cap Tax-Exempt Composite is exactly 35 years old! While few firms ever reach such a
significant milestone, even fewer have had the same portfolio manager at the helm of a single product from its
inception. The good news is that by diligently adhering to our patient investment philosophy, we have meaningfully
outperformed our primary and secondary benchmarks as well as the broad market over the last three and a half
decades. More specifically, the Ariel Small Cap Tax-Exempt Composite has averaged a +13.09% annualized gross-of
-fees return (+11.97% net of fees) versus +10.97% for the Russell 2000 Value Index, +9.61% for the Russell 2000
Index and +11.19% for the S&P 500 Index. While we are truly gratified by this result, we wake up each and every
day with the understanding that when it comes to our life’s work—there is no finish line.
For the quarter ending September 30, 2018, the Ariel Small Cap Value Tax-Exempt Composite earned +2.67% gross
of fees (+2.41% net of fees). This gain outpaced the +1.60% return posted by the Russell 2000 Value Index which
serves as its primary benchmark but lagged the Russell 2000 Index’s +3.58% gain. The broad market, as measured
by the S&P 500 Index, rose +7.71%. Year-to-date, the Composite has grown +7.85% gross of fees (+7.05% net of
fees) versus +7.14% for the Russell 2000 Value Index, +11.51% for the Russell 2000 Index and +10.56% for the
S&P 500.
The return pattern is similar for the Ariel Small/Mid Cap Value Composite—the portfolio outpaced its primary index for
the quarter and so far this year, but lagged the core index and broad market for the same periods. More specifically,
the Ariel Small/Mid Cap Value Composite returned +4.18% gross of fees (+3.93% net of fees) for the three months
ending September 30th versus +2.67% for the Russell 2500 Value Index and +4.70% for the Russell 2500 Index.
For the nine months, the Composite has gained +7.26% gross of fees (6.47% net of fees) versus +5.75% for the
Russell 2500 Value Index and +10.41% for the Russell 2500 Index.
Meanwhile, the Ariel Mid Cap Value Composite’s +3.11% gross-of-fees gain (+2.85% net of fees) barely trails the
Russell Midcap Value Index which added +3.30% during the quarter versus +5.00% for the Russell Midcap Index.
Year-to-date, the Ariel Mid Cap Value Composite has grown +4.32% gross of fees (+3.54% net of fees) versus
+3.13% for the Russell Midcap Value Index and +7.46% for the Russell Midcap Index.
Across the Ariel traditional value portfolios, one commonly held stock—U.S. Silica Holdings, Inc. (SLCA)—was our
largest detractor during the quarter as well as year-to-date. The shares of this major producer and supplier of the
sand (a.k.a. “silica”) used in oil drilling processes fell amid growing concerns that a slowdown in demand would
depress prices. In our view, U.S. Silica is a logistics company: its national footprint and close proximity to major rail
lines and waterways allow it to respond quickly to clients when oil strikes. We believe the market is overestimating
the volume and delivery time of silica supply coming to market. And even if some competitors plan to bring mines on
line, many face significant regulatory hurdles and lack the capital necessary to begin production. At a 63% discount to
our estimate of its private market value, with a perceived margin of safety1 coming from its less volatile industrial and
sandbox businesses, U.S. Silica’s shares are selling at a bargain, and we have opportunistically added to our position
on price weakness.
Partying Like It’s 1999
The ins and outs of just one stock holding offers a “micro” view of our results. Taking a step back to look at the
bigger performance picture tells a different and perhaps, more important story.

A perceived margin of safety on value cannot protect investors from the volatility associated with stocks, incorrect assumptions or estimations
on our part, declining fundamentals or external forces.
1
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RUSSELL INDICES
Russell 1000 Growth Index
Russell 2500 Growth Index
Russell 2000 Growth Index
Russell Mid-Cap Growth Index
Russell 2000 Index
Russell 1000 Index
Russell 2500 Index
Russell Mid-Cap Index
Russell 2000 Value Index
Russell 2500 Value Index
Russell 1000 Value Index
Russell Mid-Cap Value Index

YTD
17.09%
15.78%
15.76%
13.38%
11.51%
10.49%
10.41%
7.46%
7.14%
5.75%
3.92%
3.13%

Annualized as of September 30, 2018
1 Year
3 Years
5 Years
26.30%
20.55%
16.58%
23.13%
17.96%
12.88%
21.06%
17.98%
12.14%
21.10%
16.65%
13.00%
15.24%
17.12%
11.07%
17.76%
17.07%
13.67%
16.19%
16.13%
11.37%
13.98%
14.52%
11.65%
9.33%
16.12%
9.91%
10.24%
14.51%
9.99%
9.45%
13.55%
10.72%
8.81%
13.09%
10.72%

Ranked by year-to-date return
As the aforementioned chart illustrates, the Russell indices have followed a clear performance pattern this year as well
as over the last five years. More specifically, growth indices across all cap ranges have outpaced their core and value
counterparts, while larger companies have mostly trounced their small- and mid-cap brethren. The underlying “factor”
that has driven this hierarchy has been momentum—particularly amongst technology names. Perhaps John
Waggoner of InvestmentNews best defined this phenomenon when he wrote, “Momentum investing is a subset of
growth investing . . . In its simplest form, momentum simply means buying whatever is going up the most, and selling
it when it loses steam.”2 In short, momentum measures how much a stock’s price has gone up or down relative to
others over some time period—typically 12 months. As such, a stock that has outperformed over the last year has
higher momentum than one that has underperformed over the same period.
As Morningstar’s Tom Lauricella noted, “. . . Since the start of 2017, momentum . . . has been far and away the most
significant factor explaining performance.”3 Three quarters into 2018, this dominance continues. If one were to
decompose the sources of return differential between growth, core and value indices over the last two years, it
becomes imminently clear that differences in growth rates had little to do with the outperformance of the growth
indices. Rather, it is a powerful combination of momentum and technology exposure. As a result, the growth indices
could be considered de-facto momentum indices—with growth trading at a substantial premium to value. The last
time we saw such a phenomenon was 1999 when the dot-com bubble was sucking in all of the air. Based on these
observations, it follows that the large cap names would be the biggest winners of late since the fast-growing FAANG
stocks—Facebook (FB), Amazon (AMZN), Apple (AAPL), Netflix (NFLX) and Alphabet (GOOGL)—have been the
darlings of the momentum investing crowd. While we do not deny the blockbuster contributions of each of these
companies to society at-large, they are not undervalued. Moreover, with money pouring into index funds at record
levels, there is a self-fulfilling prophesy at work. As John Waggoner points out, “One could argue that any index using
capitalization weighting—such as the Standard & Poor’s 500 Index—is a form of momentum investing. After all, the
index gives greater weight to those stocks that have risen the most.”4 While the FAANGs do attract a lot of attention,
similar tech related themes exist in the small, small/mid and midcap indices—which is why the growth versions of
these benchmarks have done so much better than their value counterparts with the “core” strategies sitting
somewhere in between.
John Waggoner. “Momentum is on a roll. But will it last?” InvestmentNews. October 9, 2017,
https://www.investmentnews.com/article/20171009/FREE/171009940/momentum-is-on-a-roll-but-will-it-last, (Accessed on October 20, 2018).
3
Tom Lauricella, “Under the Hood: Is It Growth-Stock Rally, Momentum-Stock Rally, Or Both?” Morningstar, September 20, 2017.
4
John Waggoner, “Momentum is on a roll. But will it last?” InvestmentNews. October 9, 2017,
https://www.investmentnews.com/article/20171009/FREE/171009940/momentum-is-on-a-roll-but-will-it-last, (Accessed on October 20, 2018).
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Our search for widely misunderstood, ignored or underfollowed franchises drives us away from crowded trades. As
such, we do not and would not ever own “frothy” names that have been bid up by investor enthusiasm as opposed to
solid company fundamentals. This may mean we miss out when the market gets swept up in a temporary (or not so
temporary) mania. But in the end, we also avoid the dreaded hangover. On this point, while momentum can do well
over sustained periods of time, there are inflection points whereby its performance can reverse dramatically and wipe
out entire years of gains. As the famed value investor, Howard Marks, notes in his new book, “What’s the greatest
source of investment risk? . . . [I]t comes when asset prices attain excessively high levels as a result of some new,
intoxicating rationale that can’t be justified on the basis of fundamentals, and that causes unreasonably high
valuations to be assigned.”5 It is worth noting that during a time when the popular names are soaking up most of the
sun, some tremendous values are hanging out in the shade—which should inevitably prevent them from getting
burned.
Portfolio Comings and Goings
We initiated two new positions in our small cap portfolio this quarter. We bought Oaktree Capital Group LLC (OAK), a
global alternative investment management firm with a strong expertise in credit strategies and distressed investments.
We also initiated a position in waste management service provider, Stericycle, Inc. (SRCL). Meanwhile, we sold
Keysight Technologies, Inc. (KEYS), which specializes in manufacturing electronic test and measurement equipment
software, once this very successful holding moved beyond our allowable cap range. Additionally, we eliminated our
position in Manning & Napier, Inc. (MN) to pursue other opportunities.
In our small/mid cap portfolio, we initiated a position in global asset manager, Affiliated Managers Group, Inc. (AMG),
which provides centralized support to its affiliates through strategic initiatives, distribution, product development and
operations. We believe the market has not fully recognized the strength of AMG’s franchise and its focus on
alternative investments and global equities. We did not exit any positions in our small/mid cap portfolio. Likewise,
we did not exit or enter any positions in our mid cap portfolio.
As always, we appreciate the opportunity to serve you and welcome any questions or comments you might have.

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.
5

Howard Marks, Mastering the Market Cycle: Getting the Odds On Your Side, (Houghton Mifflin Harcourt, October 2, 2018), 119.
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As of 9/30/18, the Ariel Small Cap Value (representative portfolio) held the following positions referenced: U.S. Silica
Holdings, Inc. 4.13%; Stericycle Inc. 1.70%; and Oaktree Capital Group LLC 1.56%. As of 9/30/18, the Ariel
Small/Mid Cap Value (representative portfolio) held the following positions referenced: Keysight Technologies, Inc.
3.53%; Oaktree Capital Group LLC 2.21%; U.S. Silica Holdings, Inc. 2.12%; and Affiliated Managers Group, Inc.
1.58%. As of 9/30/18, the Ariel Mid Cap Value (representative portfolio) held the following positions referenced:
Keysight Technologies, Inc. 3.84%; Stericycle Inc. 1.91%; U.S. Silica Holdings, Inc. 1.83%; and Oaktree Capital Group
LLC 1.00%. 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 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-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 priceto-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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Memorandum
To:

Friends of Ariel Investments

From:

Charlie Bobrinskoy, Vice Chairman and Portfolio Manager

Date:

October 24, 2018

Re:

Ariel Focused Value 3Q18 Client Letter

ARIEL FOCUSED VALUE COMPOSITE PERFORMANCE
As of September 30, 2018
Inception date: March 31, 2005

Annualized

3Q18

YTD

1 Year

3 Years

5 Years

10 Years Since Inception

Gross of Fees

6.51%

8.83%

15.22%

16.39%

9.97%

9.43%

7.63%

Net of Fees

6.34%

8.30%

14.48%

15.64%

9.24%

8.52%

6.70%

Russell 1000® Value Index

5.70%

3.92%

9.45%

13.55% 10.72%

9.79%

7.62%

S&P 500® Index

7.71% 10.56%

17.91%

17.31% 13.95% 11.97%

9.18%

In this quarterly letter, we will examine an investment maxim that has been at the heart of Ariel Focused Value this
year. “Avoid investments others make for non-economic reasons. Seek investments others avoid for non-economic
reasons.” For example, restaurants tend to be bad investments because many seek the prestige of being a
restauranteur and ignore high bankruptcy rates. Similarly, many countries consider a national airline a source of
international status and will accept poor returns in this capital intensive industry. By contrast, KKR & Co. Inc. (KKR),
Blackstone Group L.P. (BX) and Hanger, Inc. (HNGR) offered Ariel Focused Value excellent economic opportunities
precisely because large groups of institutional investors would not or could not own them for reasons having nothing
to do with their business prospects.
In the third quarter, Ariel Focused Value returned +6.51% versus +5.70% for the Russell 1000 Value Index and
+7.71% for the S&P 500 Index. Year-to-date, Ariel Focused Value increased +8.83% versus +3.92% for the Russell
1000 Value Index and +10.56% for the S&P 500 Index. As has been widely reported, the S&P 500 returns have
been boosted by large weights in technology growth stocks such as Amazon (AMZN), Alphabet (GOOGL) and Netflix
(NFLX), all of which are too expensive to be held in Ariel Focused Value.
Companies in FOCUS
In 2018, the three companies contributing most to our performance were Zebra Technologies Corporation (ZBRA), KKR
& Co. Inc. and Hanger, Inc. KKR and Hanger owe much of their strong performance to a change in structure, which
made them “buyable” by large new classes of institutional investors. More specifically, many mutual fund managers
and index funds do not own KKR due to its structure as a partnership. For years, KKR investors have received a K1 tax
form, simple to complete, but an administrative problem for many back offices. As index funds gained market share
from active managers, dollars moved from investors such as Ariel Focused Value who own KKR, to investors like the
Vanguard S&P Index Fund who would not. Despite years of excellent earnings and a growing share of the
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burgeoning alternative asset management industry, KKR traded for a price well below its intrinsic value. We had an
opportunity to buy a great business at a discounted price because others stayed away for non-economic reasons.
This all changed on July 31, 2018 when KKR completed its recently announced conversion from a partnership to a CCorp. The company was no longer a partnership and buyers of its shares would no longer receive a K1. Since then,
KKR has traded up another +10.43% in the quarter and +32.31% year-to-date. The change in corporate structure
was announced in the second quarter and some investors rightly foresaw the new demand soon to come.
Hanger benefited from a similar change in status, going from “unlisted” to “listed.” For the last several years, its
shares were not to be found on any stock exchange due to a long process of restating past financial results. Instead,
Hanger traded on the so-called “pink sheets” until it met exchange listing requirements. Many institutional investors
are prohibited from owning stocks which do not trade on an exchange. Once the company’s past accounting filings
were brought current during the third quarter, its shares became listed on the New York Stock Exchange. Like KKR,
Hanger shares surged when the change was announced and the new listing became a reality. The stock is up
+22.82% for the quarter and +32.25% year-to-date.
Two additional companies continue to give us similar opportunities as “orphan stocks.” Blackstone and Lazard Ltd.
(LAZ) still trade as partnerships issuing the dreaded K1’s. Both are avoided by many mutual and index funds. Both
are excellent companies with strong economic moats and good returns on capital. Both trade at low multiples of next
year’s earnings; 11 times for Blackstone, 9 times for Lazard. Both have seen the excellent market reaction to KKR’s
conversion. We expect both to follow suit, Blackstone in the relatively near-term. We will probably need to be more
patient with Lazard.
Our biggest detractors during the quarter were Barrick Gold Corporation (ABX), Western Union Company (WU), and
Stericycle, Inc. (SRCL) which declined -15.37%, -5.30% and -10.12% respectively. Barrick has been one of our
greatest disappointments over the last five years. Our initial thesis centered on its position as one of the world’s lowcost gold and copper producers. We believed competitive currency devaluation along with high levels of government
borrowing would lead to higher inflation and rising gold prices. Strong building demand in China, the U.S. and the
rest of the world would also lead to an ever growing need for copper and thus higher prices. It has not worked out
that way. Instead, Barrick saw the Tanzanian government threaten to nationalize its highly profitable local operations.
Attempts to pay down debt resulted in underinvestment and lower production growth. Not to mention, copper prices
have fallen as global construction has been lackluster. Recently, Barrick announced a merger with Randgold
Resources Ltd (GOLD), a leading African gold company with a respected management team. The market has reacted
positively to the deal, increasing Barrick’s stock price about +34% from its recent third quarter low of $9.52 to over
$12 as we go to print. The deal, however, increases Barrick’s exposure to political risk on the African continent. We
are taking advantage of the recent rally to significantly reduce our position.
Western Union has also been a disappointing holding over the last several years – trading modestly above our cost.
And with a 4% dividend yield, we were able to get some return on our investment. But earnings growth has
continued to come in below our expectations. Our investment thesis contended that fears of a global cashless society
were exaggerated. Migrant workers would still need Western Union to send money home across political borders,
particularly with anti-laundering laws in effect. That thesis has generally proven out with global remittance payments
growing at a steady pace. Unfortunately, the company’s expenses have grown as well. First, compliance costs
increased, as government regulators placed the greatest burden on Western Union, the global leader. Next,
technology investments grew as the company sought (and generally succeeded) in growing its digital money transfer
business. As a global business, Western Union became adept at moving operating profits to low-tax jurisdictions. As
a result, it received little benefit from U.S. tax reform. The stock trades at only 9 times earnings and we plan to
continue to hold our position. If the company’s investment in digital transfer technology continues to produce revenue
growth, it could enjoy a higher multiple consistent with its predictable and stable cash flows.
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We initiated a position in Stericycle in the first quarter of 2018. Stericycle has many of the traits we look for in a
portfolio company. Stericycle is a leader in the medical waste management industry, a highly regulated business with
significant barriers to entry. The company has enjoyed spectacular long-term success, with its stock increasing from
$3 to $147 from 1999 to 2015. Since 2015, the stock has declined over -60% to about $50 as we go to press.
Stericycle was sued and forced to pay a large settlement over its billing practices for small quantity (“SQ”) customers.
Many SQ customers had signed contracts with unfair price increases forcing Stericycle to offer significant rebates. In
addition, the company announced a new ERP software system that will cost hundreds of millions to implement. These
expenses will pressure earnings through next year. We have seen this story before. A good company makes a series
of synergistic acquisitions, but fails to install standardized accounting systems. A hodge-podge of systems results in a
lack of management visibility and a short-term earnings hit as systems are brought up to date. In the near-term,
Stericycle’s stock has become very attractive, at only 11 times forward earnings. Things could be bumpy for several
quarters, but the long-term outlook is exciting in our view.
As we write this letter, the U.S. equity markets have been hit by concerns over higher interest rates. There is no doubt
rising rates are a headwind for stocks as other asset classes become more attractive and higher discount rates make
future earnings less valuable today. At Ariel, we believe our holdings in companies, trading at considerably lower
multiples than the broad market, will allow our portfolios to hold up as rates rise. Our lack of ownership in “bond
substitute stocks,” (e.g. REITS, MLPs, high dividend paying utilities) should cushion the blow.
Portfolio Comings and Goings
We did not initiate any new positions this quarter. However, we sold out of Adtalem Global Education Inc. (ATGE), a
global provider of for-profit university and educational programs, as it reached our estimate of private market value.

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. 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 9/30/18, Ariel Focused Value Composite (representative portfolio) held the following positions referenced: Lazard
Ltd. 4.58%; Hanger, Inc. 4.42%; Blackstone Group L.P. 4.38%; KKR & Co. Inc. 4.06%; Western Union Company
3.69%; Zebra Technologies Corporation 3.44%; Stericycle, Inc. 2.13%; and Barrick Gold Corporation 1.79%. 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.
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An economic moat is a perceived competitive advantage that acts as a barrier to entry for other companies in the
same industry. This perceived advantage cannot protect investors from the volatility associated with stocks, incorrect
assumptions or estimations, declining fundamentals or external forces.
A REIT (real estate investment trust) is a security that invests in real estate. REITs receive special tax considerations,
have potentially high yields, and offer a liquid method of investing in real estate. Risks include interest rate and
overdevelopment risk. MLPs have risks that include governance features that can favor management over other
investors, potential conflicts of interest, and concentrated exposure to a single industry or commodity. Utility stocks
tend to offer high-yield dividends, though the prices are unlikely to fluctuate. This reduces the potential for capital gain
and presents the risk of loss.
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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Deep Value

Memorandum
To:

Friends of Ariel Investments

From:

David M. Maley, Lead Portfolio Manager

Date:

October 24, 2018

Re:

Ariel Micro-Cap Value and Small Cap Deep Value 3Q18 Client Letter

ARIEL MICRO-CAP VALUE COMPOSITE PERFORMANCE
As of September 30, 2018
Inception date: July 31, 2002

Annualized
3Q18

YTD

1 Year
1.00%

3 Years
4.04%

5 Years
-2.41%

10 Years

Since Inception

Gross of Fees

-4.10%

0.50%

7.46%

8.19%

Net of Fees

-4.39%

-0.44%

-0.24%

2.75%

-3.62%

6.12%

6.10%

Russell Microcap® Value Index

-1.26%

9.30%

11.97%

17.79%

11.10%

10.08%

10.31%

Russell Microcap® Index

0.83%

11.64%

13.65%

16.41%

10.51%

10.82%

10.21%

S&P 500® Index

7.71%

10.56%

17.91%

17.31%

13.95%

11.97%

9.67%

ARIEL SMALL CAP DEEP VALUE COMPOSITE PERFORMANCE
As of September 30, 2018
Inception date: October 31, 2013

Annualized
3Q18

YTD

1 Year

3 Years

Since Inception

Gross of Fees

-5.15%

-0.34%

1.56%

9.41%

-0.14%

Net of Fees

-5.38%

-1.09%

0.56%

8.33%

-1.12%

Russell 2000® Value Index

1.60%

7.14%

9.33%

16.12%

9.38%

Russell 2000® Index

3.58%

11.51%

15.24%

17.12%

10.71%

S&P 500® Index

7.71%

10.56%

17.91%

17.31%

13.16%

A recent Barron’s article on factor investing noted that momentum has been far and away the most powerful driver of
U.S. equity returns in 2018, while the two biggest detractors have been small size and value. 1 Against this backdrop,
our deep value portfolios continue to face significant headwinds. Laser-focused on our deep value mandate, we seek
tiny stocks trading at significant discounts—which thereby tend to be anti-momentum. After a tough third quarter,
each strategy is down modestly year-to-date and several points behind its benchmark.
As we noted in last quarter’s letter, there are reasons to believe these headwinds will abate. In the meantime, our
companies generally are performing well fundamentally. Not to mention, the subpar quarter made our portfolios even
more attractive since it now trades even further below our estimate of fair value. While the market focuses on
momentum and growth, the spring in our world of deep value stocks appears to be even more tightly coiled, and we
believe patience will win.

1 Fonda, Daren. “These 5 ‘Factors’ Can Fuel Stock Returns.” Barron’s. September 20, 2018.

1

Ariel Micro-Cap Value
Ariel Small Cap Deep Value

Discount
to PMV 2
6/30/18

Q3 Return

Discount
to PMV
9/30/18

-34.4%
-35.9%

-4.10%
-5.15%

-38.8%
-40.5%

A Top Holdings Review
Cowen Group, Inc. (COWN)
Since taking over as CEO at year-end, Jeff Solomon has made excellent progress on his boutique investment bank’s
long-term goals. His mantra has been, “Simpler, Fewer, Deeper.” The $1.50 of economic income earned in the first
half of 2018 is a record for the company since its 2009 merger with alternative asset manager, Ramius, LLC. A strong
second quarter was driven by a +25% increase in investment banking revenues led by solid performance in equity
financings and growing contributions from advisory and non-healthcare sectors. The market has begun to take notice
of this progress.
We believe Cowen remains one of our best values. Even with solid recent stock performance, the shares trade at 70%
of book value, 80% of tangible book value, and less than 6 times 2018 expected earnings. Meanwhile, the company
gets no credit for its $11 billion asset management arm. That said, we have been gently trimming our holdings
because the stock’s recent climb would have caused it to represent over 6% of both portfolios.
Kindred Biosciences, Inc. (KIN)
After a one-year return of +71.97% and a two-year return of +179.56%, Kindred still remains one of our most
attractive holdings. The company has transitioned from one with a great balance sheet and a promising pipeline of
companion animal drugs, to a commercial stage company. Mirataz, the first and only transdermal treatment approved
by the FDA for weight loss in cats, has been launched. Applying a typical multiple of sales for this industry, Mirataz
alone nearly justifies Kindred’s market capitalization of $456 million. Adding in cash of $109 million, we believe
investors now own the company’s entire pipeline for free.
Under the stellar leadership of company co-founders Richard Chin, who serves as CEO, and Denise Bevers, who is
President and COO, Kindred employs a unique and compelling strategy. By utilizing previously approved human
compounds to develop medicines for dogs, cats and horses, costs are much less than with human drugs; each
program costs $5-8 million and moves much more quickly. Zimeta, which treats fever in horses, should be approved
by early 2019. Meanwhile, roughly 20 compounds, including biologics to treat atopic dermatitis in dogs and cancer
in cats, are in the pipeline.
Our estimate of fair value jumped sharply as the company made the successful transition to the commercial stage, and
we see continued upside either as a standalone company or as a take-over target in the rapidly consolidating animal
healthcare space.
RealNetworks, Inc. (RNWK)
While second quarter results for this digital media company were lower than expected, RealNetworks continues to
expect EBITDA profitability by year-end. After a multi-year restructuring and turnaround led by CEO Rob Glaser, we
believe the company’s growth initiatives will allow it to achieve that target and expand from there.

2 PMV, or Private Market Value, is Ariel’s internal estimate of fair value for each company. The quarter-end average PMV is a weighted average
calculation of the quarter-end holdings.
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Among these initiatives is Secure, Accurate Facial Recognition (SAFR), an artificial intelligence (AI) driven technology
now being offered free to individual K-12 schools and soon available commercially. Validated as a world-class
algorithm, SAFR identifies people without posing, i.e. “in the wild.” Other promising products include KONTXT, a
carrier-grade text message prioritization, routing and delivery system using advanced machine learning algorithms. In
customer trials, the program promises to help carriers avoid some of the $15 billion annual estimated loss from
unmanaged mobile message delivery.
RealNetworks shares held up after the soft earnings report, but then drifted lower in the closing weeks of the quarter.
More specifically, the stock is down -14.04% year-to-date. Despite this performance, our confidence remains high,
given the growth outlook, 70% gross margins, $44 million in cash, and the optionality from a 42% ownership of
Rhapsody (which now uses the Napster brand) held with a $0 valuation on the balance sheet. The original streaming
music company, Rhapsody has now been profitable for the past four quarters by focusing on the B2B market.
Significant insider buying over the past few months shows RealNetworks management shares our enthusiasm for this
overlooked gem.
Century Casinos, Inc. (CNTY)
We wrote in detail in our April letter about our favorite holding. Despite solid progress toward long-term goals, the
stock was pressured during the quarter due to what we see as short-term concerns and tumbled -14.74%. At 1.2
times book value, with underappreciated growth opportunities and superb, highly incentivized leadership, we remain
extremely bullish on Century.
Portfolio Comings and Goings
In our micro-cap value portfolio, we did not add any new names this quarter. We sold out of Glu Mobile Inc. (GLUU)
and Spartan Motors, Inc. (SPAR) as each approached full value. In addition, Dover Motorsports, Inc. (DVD) was sold
to take advantage of more compelling opportunities.
In our small cap deep value strategy, we added Jernigan Capital, Inc. (JCAP), a self-storage Real Estate Investment
Trust (REIT). Jernigan has great leadership, a solid balance sheet, and underappreciated value in properties we expect
to be written up in the relatively near future. We sold out of Glu Mobile Inc. (GLUU) and Landec Corporation (LNDC)
on valuation and MB Financial Inc. (MBFI) in anticipation of its previously announced acquisition by Fifth Third
Bancorp (FITB).
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. 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,
3

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 9/30/18, the Ariel Micro-Cap Value Composite (representative portfolio) held the following positions referenced:
Kindred Biosciences, Inc. 6.10%; Cowen Group, Inc. 6.02%; Century Casinos, Inc. 5.70%; and RealNetworks, Inc.
4.09%.
As of 9/30/18, the Ariel Small Cap Deep Value Composite (representative portfolio) held the following positions
referenced: Kindred Biosciences, Inc. 6.06%; Cowen Group, Inc. 6.01%; Century Casinos, Inc. 5.93%; RealNetworks,
Inc. 4.26%; and Jernigan Capital, Inc. 0.74%.
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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Global

Memorandum
To:

Friends of Ariel Investments

From:

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

Date:

October 29, 2018

Re:

Ariel International and Ariel Global 3Q18 Client Letter

ARIEL INTERNATIONAL (DM) COMPOSITE PERFORMANCE
As of September 30, 2018
Inception date: December 31, 2011

Annualized
3Q18

YTD

1 Year

3 Years 5 Years Since Inception

Gross of Fees

1.88%

0.29%

0.71%

6.99% 5.10%

7.93%

Net of Fees

1.67% -0.31% -0.09%

6.14% 4.26%

7.04%

MSCI EAFE Net Index

1.35% -1.43%

9.23% 4.42%

8.10%

2.74%

ARIEL INTERNATIONAL (DM/EM) COMPOSITE PERFORMANCE
As of September 30, 2018
Annualized

Inception date: December 31, 2011
3Q18

YTD

1 Year

3 Years 5 Years Since Inception

Gross of Fees

2.11%

0.19%

1.25%

8.62% 5.58%

8.36%

Net of Fees

1.91% -0.41%

0.45%

7.75% 4.74%

7.44%

MSCI ACWI ex-U.S. Net Index

0.71% -3.09%

1.76%

9.97% 4.12%

6.94%

ARIEL GLOBAL COMPOSITE PERFORMANCE
As of September 30, 2018
Inception date: December 31, 2011

Annualized
3Q18

YTD

1 Year

3 Years 5 Years Since Inception

Gross of Fees

5.43%

7.00%

8.65% 12.29% 8.85%

11.45%

Net of Fees

5.22%

6.36%

7.79% 11.40% 7.98%

10.50%

MSCI ACWI Net Index

4.28%

3.83%

9.77% 13.40% 8.67%

10.93%

Foreign markets were left behind as continued economic growth coupled with strong corporate profits drove the S&P
500 Index to test new highs with its +7.71% gain in the third quarter. Meanwhile, the non-U.S. developed equity
markets, as defined by the MSCI EAFE Index, earned +1.35%—while the MSCI ACWI ex-U.S. returned a modest
+0.71%. Emerging market equities lagged, with the MSCI Emerging Markets Index falling -1.09%. Globally, as
measured by the MSCI ACWI, equities were up +4.28% in the quarter. During this period, our portfolios have
delivered positive absolute and relative returns as shown in the tables above.
1

The strongest sectors for our International strategies were Telecom and Information Technology, while Financials and
Telecom buoyed our Global portfolio. Across our International and Global portfolios, Utilities and Energy detracted
from our relative performance. As we build portfolios from the bottom up, these outcomes are the result of individual
stock selection.
Since the market bottom in 2009, global equity markets have delivered strong returns with startlingly few hiccups
along the way. Naturally, this can lead to hubris. Accordingly, we believe many investors are underappreciating or
altogether ignoring risks present in the market. Since our investment process focuses equally on managing risk and
return, we always consider both sides of the equation.
Caution Ahead—Rising Risks
Although social etiquette says one should never discuss religion or politics, as true contrarians we are going to
disregard this advice because we believe the risks stemming from today’s political environment are simply too great to
ignore. More specifically, our biggest concern today is the rise of populism. We are also closely watching sovereign
debt and rising rates.
But first, on populism, whose definition has varied since its origin in the 19th century. These days, it is largely thought
to be an ideology of the people versus the elite. It exists at both the right- and left-wings of the political spectrum.
While “the people” can be defined in many ways, “the elite” typically refers to “the political, economic, cultural, and
media establishment, all of which are depicted as a homogenous entity and accused of placing the interests of other
groups—such as foreign countries or immigrants—above the interests of ‘the people.’” 1
Regardless of one’s definition, a wave of populism is sweeping the world—across both developed and emerging
markets. In fact, a report published by Bridgewater shows the “Populism Index” at highs not seen since the 1930s. 2
More specifically, Mexico recently elected a populist president, Andrés Manuel López Obrador, who represents a wide
ranging coalition. The same is true of Brazil. Voters in Italy expressed their frustrations on austerity and weak
economic activity by voting in a populist government who has vowed to spend so much money that they run the risk
of breaching the Maastricht treaty budget deficit caps.
Elsewhere in Europe, leaders in Hungary and Poland also garnered support by promoting protectionist policies, largely
related to immigration. In the United Kingdom, Labour Party leader Jeremy Corbyn’s pro-Brexit populism is gaining
traction. And, populism is on the rise in America, too.
Most populists are “anti-establishment,” preferring protectionism to globalization. The resulting economic policies
affect stocks, as we have seen with Brexit, NAFTA and the Trans-Pacific Partnership. Initially, political regime changes
usually give rise to currency wars. At present, we have devolved further into tariff and trade wars. Populist elected
officials believe tariffs help protect certain sectors of their domestic economy. And yet, tariffs alter prices only
temporarily, while the real issue is the need to improve productivity. The ability of a company to create manufacturing
capacity requires significant lead time. It cannot—with few exceptions—be implemented overnight or at a pace that
keeps up with changing tariffs. In the near-term, tariffs are effectively a tax on the consumer which can ultimately
slow the economy.
Beyond politics, another significant risk is the potential fallout from the debt binge by sovereigns, corporates, and
consumers globally. Here, we are concerned not only with the overall level of indebtedness of these entities, we are
Stefan Hofrichter, “The Economics Of Populism: Why It Matters For Growth And Markets," Seeking Alpha. March 06, 2018,
https://seekingalpha.com/article/4153649-economics-populism-matters-growth-markets, (Accessed on October 23, 2018).
2
Ray Dalio et al., “Populism: The Phenomenon,” Bridgewater Daily Observations. March 22, 2017, 1.
1
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troubled by the high yield–or junk–bonds that are most vulnerable to a credit shock. Not to mention, we find credit
spreads to be artificially low as investors chase yield in a low interest-rate world. Overall, we do not believe equity
holders are being paid for the excessive financial leverage risk. Instead, we prefer to own companies with strong
balance sheets, ideally seeking those that are net cash versus those that have debt.
On a related note, rising interest rates present yet another potential challenge. Not long ago we were worried about
deflation and rates falling to zero. Today, the six-month Treasury bill yields more than 2% and the Federal Reserve is
expected to continue raising rates. This matters because rising yields increase the cost of capital which can be painful
in the late years of an expansionary economic cycle. In other words, as companies need to borrow to adjust their
production capabilities, it becomes increasingly expensive to do so. Looking at the fixed income markets, our concern
is not only the higher cost of debt service, but the lack of restraint on inflating their balance sheets.
At this point in the market cycle, some words of wisdom from a classic American author, Mark Twain, seem apropos:
"A banker is a fellow who lends you his umbrella when the sun is shining, but wants it back the minute it begins to
rain." In other words, we are wary of the day when lending policies are not as liberal as today. All said, we believe in
being patient and carefully considering whether or not the risk is priced into the stock price before investing.
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. 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.
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
3

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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Ariel Investments
200 East Randolph Street
Suite 2900
Chicago, Illinois 60601
312.726.0140 phone
800.725.0140 toll-free
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Follow us on Twitter @ArielFunds

Slow and steady wins the race.

