Ariel Small Cap Deep Value Composite

Quarter Ended September 30, 2018

Quarter Ended September 30, 2018
U.S. equity indexes hit record highs again this quarter.
While we acknowledge the current cycle is getting long in
the tooth, the positive narrative surrounding the market
suggests the upward trend should continue for now.
Strong corporate earnings fundamentals, traction from latecycle stimulus, aggressive share buybacks and elevated
levels of business and consumer confidence overcame
trade tensions, geopolitical issues and tightening monetary
conditions. For the quarter, the Ariel Small Cap Deep Value
Composite declined -5.15% gross of fees (-5.38% net of
fees), significantly behind the Russell 2000 Value Index
and the Russell 2000 Index, which returned +1.60% and
+3.58%, respectively.

with the operating businesses. At current levels, we continue to
view COWN as a misunderstood deep value opportunity that is
trading at a significant discount to total book value.
Another positive contributor this quarter was leading creator of
automotive access control products STRATTEC Security
Corporation (STRT), which advanced +17.18%, largely driven
by strong demand for its products from major North American
customers. Notably, STRT is the market leader in share at Fiat
Chrysler, Ford and General Motors and has a strong pipeline of
innovative opportunities that continue to enhance the
company’s long-term growth prospects. We also believe that
advancements in automated car systems will provide an
additional tailwind for STRT. A resolution to the NAFTA
agreement also helped provide clarity in the business over the
next few years. Despite being a high quality company, we
believe STRT trades well below total book value.

Several holdings in the portfolio had strong returns.
Commercial stage biopharmaceutical company focused on
saving and improving the lives of pets, Kindred
Biosciences, Inc. (KIN) advanced +30.99% in the quarter,
following the successful launch of Mirataz, the first and
only transdermal medication specifically developed and
FDA approved, for the management of weight loss in cats.
The next major catalyst for KIN is the approval of Zimeta
for the treatment of fever in horses, which is currently
under regulatory review and could receive FDA approval by
year-end. We believe KIN remains an attractive risk/reward
investment opportunity. With $85 million of cash and no
debt on the balance sheet, KIN is well positioned to
support its current pipeline. We believe the success of one
or more programs in development could lead to
meaningful revenue streams and promote interest from
potential strategic buyers.

Alternatively, several positions weighed on performance.
Investor in equity securities of privately-held early stage life
sciences and technology companies, Safeguard Scientifics, Inc.
(SFE) declined -26.95%, largely due to weaker than expected
earnings results and a write-off of its ownership interest in
Apprenda. Earlier this year, the company announced its intent
to focus on supporting existing portfolio companies in order to
maximize monetization opportunities, and in the meantime will
no longer invest in any new companies. Recently, SFE also
appointed a new CEO and CFO who have been tasked with
reducing the company’s operating expenses. Currently, three of
its portfolio companies (MediaMath, NovaSom and
Flashtalking) are in the late “high traction” stage so we believe
they have high potential for sales or IPOs within the next 12
months. A successful exit would be a significant catalyst for
shares.

Asset manager Cowen Inc. (COWN) also aided
performance with the delivery of another solid quarter of
operating and financial result, which drove a +17.69%
gain in the period. The business benefitted from a robust
capital raising environment, elevated trading volumes and
strong performance in its investment management
products. In addition, COWN continues to gain momentum
scaling its businesses, driving margin, diversifying its
revenue streams and aligning its balance sheet activities

Leader of transformative multi-screen video services software,
SeaChange International, Inc. (SEAC) also underperformed,
falling -47.66% on disappointing earnings results. In response,
SEAC implemented a cost reduction program with the goal of
returning the company to profitability and positive cash flow
before the end of this fiscal year. While we acknowledge SEAC
has experienced more than its fair share of challenges, we see
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limited downside at the current trading level. The product
portfolio has pivoted to where the market is going, with
Over-the-Top, Software as a Solution (SaaS) and the ability
to target low-cost Android set-top-boxes. Management is
also building out a network of partners to extend its reach.
If the company can hit its lowered projections over the next
six months, SEAC will enter fiscal year 2020 with a
growing stream of SaaS revenue and a leaner cost
structure.
The digital entertainment business RealNetworks, Inc.
(RNWK) was another notable detractor, trading –20.54%
lower in the period. While earnings results fell short of
management’s expectations, RNWK continues to expect
EBITDA profitability by year-end. Our confidence in
RNWK’s new products, growth initiatives and cost cutting
strategies remains high. In addition, RNWK touts 70%
gross margins, $44 million in cash and optionality from a
42% ownership of Napster held with a $0 valuation on the
balance sheet. Napster is an online music streaming
website that has been profitable for the last four
consecutive quarters by focusing on the business to
business (B2B) market. Significant insider buying over the
past few months shows management shares our
enthusiasm for this overlooked gem.
During the quarter, we added Jernigan Capital (JCAP), a
self-storage Real Estate Investment Trust (REIT). Jernigan
has superb leadership, a solid balance sheet, and
underappreciated value in properties we expect to be
written up in the future. We sold out of leading creator of
mobile games Glu Mobile (GLUU) and polymer technology
company Landec (LNDC) on valuation and MB Financial
(MBFI) in anticipation of its previously announced
acquisition by Fifth Third Bancorp (FITB).
We remain cautiously optimistic that a lightly regulated
free market economic system in the United States will
generate a healthy, growing economy and positive real
returns over the long run. In the meantime, we expect
many of our domestic holdings to benefit from steady
economic and corporate earnings growth, as well as the
second order effects from U.S. tax reform. While cyclical
pressures on inflation are building, we believe tightening
financial conditions, along with the expectation for further
rate increases are largely priced into the markets. Not to
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mention, history shows that stocks can still do well in a rising
rate environment. The bull-run, it seems, is here to stay for
now. The drivers seem sustainable and investor sentiment is
not yet euphoric. Short-term corrections and market volatility
are expected in the near term – be it from profit taking,
corporate earnings swings, elevated corporate debt leverage,
trade policy or geopolitical factors. That said, we view these
uncertainties and risks as short term noise within the context of
our long term investment horizon. Given our “slow and steady”
approach, we remain confident in our portfolio positioning,
especially with our domestic strategies trading at a discount
relative to the indices.
_____________________________________________
Investing in micro- and small-cap companies is more risky and
volatile than investing in large companies. The intrinsic value of
the stocks in which the portfolio invests 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. For the period
ended 9/30/18, the performance (net of fees) of the Ariel Small
Cap Deep Value Composite for the 1-year, 3-year and since
inception periods was +0.56%, +8.33% and
-1.12%, respectively. The Ariel Small Cap Deep Value
Composite has an inception date of October 31, 2013, and
does not yet have performance for the 5-year period. For the
period ended 9/30/18, the performance of the Russell 2000
Value Index and the Russell 2000 Index for the 1-year, 3-year
and since inception periods was +9.33%, +16.12% and
+9.38%, and+15.24%,+17.12% and +10.71%,
respectively. Performance of the Ariel Small Cap Deep 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
Small Cap Deep Value Composite differs from its primary
benchmark in that it has fewer holdings concentrated in fewer
sectors.
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This commentary candidly discusses a number of individual
companies. These opinions 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, Kindred Biosciences, Inc. constituted 6.06%
of the Ariel Small Cap Deep Value Composite
(representative portfolio); Cowen, Inc. Class A 6.01%;
STRATTEC Security Corporation 3.44%; Safeguard
Scientifics, Inc. 3.50%; RealNetworks, Inc. 4.26%;
SeaChange International, Inc. 1.23%; 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
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 2000® Value Index
measures the performance of the small-cap value segment
(companies with lower price-to-book ratios and lower
forecasted growth values) of the U. S. equity universe. The
Russell 2000® Index (a subset of the smallest 2000
companies of the Russell 3000® Index) measures the
performance of the small-cap segment of the U.S. equity
universe. Frank Russell Company (“Russell”) is the source
and owner of the trademarks, service marks and copyrights
related to the Russell Indexes. Russell® is a trademark of
Frank Russell Company. Neither Russell nor its licensors
accept any liability for any errors or omissions in the
Russell Indexes or underlying data and no party may rely
on any Russell Indexes and/or underlying data contained in
this communication. No further distribution of Russell data
is permitted without Russell’s express written consent.
Russell does not promote, sponsor or endorse the content
of this communication.
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