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Ariel International Fund

-4.55%

0.69%

9.00%

MSCI EAFE Net Index

-0.45

8.35

MSCI ACWI ex-US Net Index

-2.99

3-year

5-year

Since inception*

3.29%

3.74%

5.53%

25.73

7.62

8.81

7.95

5.90

23.91

8.03

8.94

7.27

3Q21

YTD
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Ariel Global Fund

-3.92%

5.56%

15.91%

MSCI ACWI Net Index

-1.05

* The inception date for Ariel International Fund is 12/30/11.
Average annual total returns as of 09/30/21

11.12

27.44

5.28%
12.58

7.18%
13.20

Since inception*
8.16%
11.43

* The inception date for the Ariel Global Fund is 12/30/11.

DEAR FELLOW SHAREHOLDER:
In our 38-year history, Ariel has witnessed many market
environments. As contrarian equity managers, we recognize
there will be highs and lows of varying magnitudes. Six
consecutive quarters of relative underperformance—
including the down market in the third quarter of 2021—

ranks among the toughest for our global portfolios. Difficult
period or not, know we are disappointed in our results.
The obvious question is why did Ariel’s portfolios
underperform in a down market? Of course, there were
isolated stock-specific issues which all managers confront.
But the more significant headwind was the dramatic rally in

Performance data quoted represents past performance. Past performance does not guarantee future results. All performance assumes the
reinvestment of dividends and capital gains and represents returns of the Investor Class shares. The investment return and principal value of an
investment will fluctuate so that an investor’s shares, when redeemed, may be worth more or less than their original cost. Current performance
may be lower or higher than the performance data quoted. Any extraordinary performance shown for short-term periods may not be sustainable
and is not representative of the performance over longer periods. Performance data current to the most recent month-end for Ariel International
Fund and Ariel Global Fund may be obtained by visiting our website, arielinvestments.com.
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cyclicals which was in sharp contrast to our current
bottom-up positioning and sector-related biases.
HINDSIGHT
Sir Winston Churchill once said, “if you are going through
hell, keep going.” Sometimes in order to move forward, you
have to assess what you have learned. Looking back, the
pandemic unleashed massive economic shocks causing
governments across the globe to deliver record levels of
stimulus to ease the damage on Wall Street and Main Street.
In hindsight, we failed to understand the impact these easy
money policies would have on bolstering the economy and
as a result underestimated the demand led recovery.
Following the financial crisis, it took six years for durable
consumption to return to its 2007 high.1 This time around, it
took only two months.2 Although we believe we own strong
business franchises with sustainably high returns relative to
the risk of the business, our portfolio positioning has not
been in sync with the COVID recovery theme underway.
OUR CYCLICAL UNDERWEIGHT
Our underweight to the Energy and Financials sectors
presented headwinds. Surging global demand has driven rising
oil prices while production remains suppressed from prepandemic peaks. While we acknowledge the strong near-term
earnings momentum, we view the long-term prospects of the
energy patch to offer poorer risk-adjusted returns.
Meanwhile, rising long-term interest rates have created
investor enthusiasm for banking shares. Yet, we believe the
prolonged effects of highly accommodative monetary policy
and ultra-low rates has placed a secular burden on banks.
As a reminder, profit is a function of net interest margin.
Thus, depressed rates across developed markets suggest
earnings growth for institutions that accept deposits and
offer loans may be pressured for years to come. In addition,
following the financial crisis, regulators instituted higher
capital requirements for banks. These rules have weighed on
the industry’s overall profitability and resulted in declining
returns on equity. Accordingly, we continue to see the
Financials sector as challenged in developed markets.
However, we are finding attractive investment opportunities
in emerging markets, such as Peruvian banking franchise
Credicorp Ltd., where net interest margins are higher.
1
2

Recognizing the increasing uncertainty surrounding interest
rates, our ongoing exposure to this phenomenon is
Deutsche Boerse AG, the leading market maker in
European derivatives, which benefits from rate volatility.
STOCK SHOCK
Two names in the Communications Services sector proved
painful to our portfolios during the quarter. When we have
such a high level of conviction for a company it is not
uncommon for us to own it in size across our portfolios. Such
is the case with technology giant Baidu, whose leading search
engine has been dubbed the “Google of China.” This quarter
shares sold off in sympathy with the Chinese internet sector as
investors were rattled by the government’s sweeping
regulatory crackdown intended to promote “common
prosperity” by easing wealth inequality. While we recognize
the greater political risk of investing in emerging markets such
as China and incorporate an appropriately higher risk premium
in the discount rate in our valuation models, we believe Baidu’s
business strategy is aligned with national policies and priorities
and is therefore not adversely impacted unlike some other
players in the internet sector who are in the eye of the storm.
Indeed, the Chinese government recognizes Baidu’s large,
upfront investments in many next-generation artificial
intelligence (AI) technologies and hails it as a national champion.
For example, the company’s Advanced Driving Support System
(ADAS), Apollo, has twice as much data on miles driven than
any other initiative in the world, giving Baidu (and China) a
large lead in the global AI arms race. In addition, Baidu’s cloud
offering touts highly differentiated Platform as a Service (PaaS)
features and capabilities for a demanding enterprise customer
base. While these initiatives are a temporary drag on margins
and require long-term execution, their success will bolster
China’s “dual circulation” strategy aimed at spurring domestic
demand, innovation and self-reliance.
There are many elements underpinning our investment
thesis on Baidu, including our belief that the market fails to
recognize the company’s ability to navigate an everchanging world. In our view, this is the result of a common
misconception: Baidu is a business-to-business (B2B)
company. Although its capabilities benefit the end
consumer, Baidu’s primary clients are other companies.
B2B business models tend to have a longer investment

US Bureau of Economic Analysis https://apps.bea.gov/regional/histdata/releases/1215pce/index.cfm
US Bureau of Economic Analysis https://apps.bea.gov/regional/histdata/releases/1020pce/index.cfm
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cycle than their business-to-consumer (B2C) counterparts,
yet offer more enduring payoffs due to high switching costs.
We witnessed this with Microsoft (largely a B2B business
model), whose earnings and stock initially lagged Amazon,
it’s B2C peer. However, as investments paid off, the stock
re-rated. We expect a similar story may play out for Baidu
and continue to own it as one of our top ten positions.
Japanese video game developer Nintendo Co., Ltd was the
other detractor within Communication Services in the quarter.
As the economy recovers from the stay, work and play from
home environment, investors are concerned year-over-year
sale comparisons for its hybrid console Nintendo Switch,
portable Switch Lite and popular game Animal Crossing: New
Horizons may prove more difficult. We believe the hardware
offering, whose initial model was launched in 2017, will have a
longer lifecycle than previous generations. The console
continues to be sold-out across most distribution channels,
validating our view that demand remains strong. Furthermore,
it’s large install base and vertically integrated business model
of selling proprietary software titles enable higher profits.
There has also been an increasing shift away from third-party
distributors towards online sales via digital downloads, further
enhancing margin expansion. Looking ahead, Nintendo’s
partnership with Tencent in China, as well as sales across
mobile platforms, offers runways for additional growth.
Another stock that was particularly weak in the quarter was
Spanish electric utility Endesa S.A. On September 16th,
2021 the Spanish government took regulatory actions aimed
at reducing the surge in gas and electricity prices for
consumers. Shares fell on the announcement of the
legislation limiting the margin utilities may generate. Industry
participants immediately challenged the law on the basis that
utilities do not benefit from spot prices because power
generation is pre-sold at fixed rates through long-term
contracts. The Spanish government subsequently reversed
course—declaring fixed price energy supply contracts would
be exempt from the clawback measure. With the political
overhang behind the company, we think Endesa presents an
ESG (environmental, social and governance) related business
opportunity in the years ahead. The company is working
aggressively to shut down coal capacity and move forward
with a multi-billion euro investment in renewables to reduce
greenhouse gas emissions and lower the cost of power
generation. We expect Endesa S.A. to retain a large portion

of these cost savings. Meanwhile, this utility trades at a
compelling 7% dividend yield.
TIME AND PATIENCE
In our view, the basic rules of investing remain unchanged.
All of our analysis has been done with the mindset of
identifying companies whose distinct fundamentals lend
themselves to an inevitable recovery—where demand is
delayed, not denied.

“ All of our analysis has been done
with the mindset of identifying
companies whose distinct
fundamentals lend themselves to
an inevitable recovery—where
demand is delayed, not denied.”
According to Deep Survival author Laurence Gonzales, “under
stress, what you get is what you practice.” On Wall Street an
increasing number of professional investors practice making
macroeconomic forecasts, following the crowd and taking a
short-term view. At Ariel, we practice bottom-up fundamental
research—carefully assessing a company’s growth prospects;
ability to generate revenues and profits; economic returns on
capital; financial health; competitive positioning; and balance
sheet resilience. We practice watching stocks closely, buying at
a discount to our estimate of the company’s intrinsic worth and
typically holding them for several years as our theses play out.
Most of all, we practice patience. Looking beyond the horizon
toward a better day, our portfolio holdings continue to highlight
higher returns on equity, lower financial leverage and attractive
dividend yields relative to the stocks included in the benchmark.
We remain optimistic these compelling characteristics will pave
the way for outperformance over a full market cycle.
As always, we appreciate the opportunity to serve you and
welcome any questions or comments you might have.
Sincerely,

Rupal J. Bhansali

Chief Investment Officer
International and Global Equities

As a consideration of risk, we consider ESG issues as part of our broader review of the material and relevant risks to an investment. ESG is weighed among
many other factors as part of our risk screening process.
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