Memorandum
To:

Friends of Ariel Investments

From:

David M. Maley, Lead Portfolio Manager

Date:

October 28, 2019

Re:

Ariel Micro-Cap Value and Small Cap Deep Value 3Q19 Client Letter

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

Annualized
3Q19

YTD

1 Year

3 Years

5 Years

10 Years

Since Inception

Gross of Fees

-2.49%

16.41%

-5.03%

0.87%

-2.74%

5.44%

7.42%

Net of Fees

-2.79%

15.33%

-6.20%

-0.38%

-3.94%

4.14%

5.39%

Russell Microcap® Value Index

-1.98%

9.78%

-11.57%

7.69%

7.59%

10.42%

8.90%

Russell Microcap® Index

-5.45%

7.92%

-15.98%

5.32%

6.15%

9.81%

8.48%

S&P 500® Index

1.70%

20.55%

4.25%

13.39%

10.84%

13.24%

9.34%

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

Annualized
3Q19

YTD

1 Year

3 Years

5 Years

Since Inception

Gross of Fees

-4.40%

10.94%

-13.29%

1.48%

-0.96%

-2.49%

Net of Fees

-4.63%

10.11%

-14.15%

0.47%

-1.94%

-3.46%

Russell 2000® Value Index

-0.57%

12.82%

-8.24%

6.54%

7.17%

6.18%

Russell 2000® Index

-2.40%

14.18%

-8.89%

8.23%

8.19%

7.12%

S&P 500® Index

1.70%

20.55%

4.25%

13.39%

10.84%

11.60%

A Decisive First Move for Small-Cap Value?
Growth and momentum have continued to outshine value, and large-cap stocks have raced ahead of small-caps. The
duration of these trends has reached truly historic levels. The table below illustrates the magnitude of this dichotomy:

Index
Russell Top 200 Growth Index
Russell Microcap Value Index

Annualized as of September 30, 2019
YTD
1 Year
3 Years
5 Years
22.65%
3.20%
17.66%
14.20%
9.78% -11.57%
7.69%
7.59%
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Yet, a crack in the armor of both growth and large-cap appeared during the second week of September. For the five
days ending Friday, September 13th, the following returns occurred:
Russell Top 200 Growth Index
Russell Microcap Value Index

-0.31%
+7.93%

Many market watchers described the abrupt shift in leadership as “violent.” According to J.P. Morgan Strategist
Dubravko Lakos-Bujas, roughly 5 months of Momentum outperformance was given back in 3 days, a 99.8 percentile
rotation based on the past 30 years.1 Of course, this is only one week, and the year-to-date numbers are still
decidedly in favor of large growth. Something clearly changed, however, and we believe this dramatic short-term
event portends a possible long-term shift. Investors reacted to real economic events—events which have the power to
drive a sustained turn in the market cycle.
Last year I wrote about the causes of this decade-long large-cap growth-driven market.2 In the aftermath of the
financial crisis, extraordinarily low interest rates and a fear-based market psychology rewarded dependability. These
factors, combined with a major move to passive investing, have driven investors to embrace momentum and size.
According to Lakos-Bujas, the rotation in September was triggered by a combination of factors that run counter to
these trends: “better than expected economic data, monetary and fiscal stimulus, easing trade tensions, stabilization in
yields, all at a time when factor positioning (long Momentum and short Value) was at an extreme.”3 In essence, the
market has been pricing in a slowing global economy, diminishing governmental growth tactics, worsening trade
relations, and declining interest rates. These are ripe conditions for large-cap growth stocks. As investors crave
certainty, extremely low interest rates make a growth company’s future earnings more attractive.
Most market participants are positioned for a continuation of the past decade. However, this environment is not
guaranteed to last. In fact, a strong case can be made that a reversal will occur. When the market sensed this
possibility in early September, small- and micro-cap value stocks rallied. While we wait, we are encouraged by the
fact that valuations are decidedly in favor of our asset class and even more so our portfolios—which trade at
discounts of over 45% to our estimate of private market value.4 A sustained move in our direction is long overdue.
The week of September was merely a shot across the bow.
Portfolio Comings and Goings
We eliminated long-time holding TeleNav, Inc. (TNAV) from both strategies when it became evident its competitive
position had weakened considerably. Fortunately, we had been selling the stock aggressively as it had risen by as
much as +187% since year-end and it ended up being our top contributor year-to-date in small-cap deep value and
our second best in micro-cap. In micro-cap, we also eliminated Stabilis Energy, LLC (SLNG), which had been formed
by a merger with former holding American Electric Technologies, Inc. (AETI).
We added a new position in AquaVenture Holdings Ltd (WAAS) in small-cap deep value. This company has a unique
collection of water assets including medium-scale desalination plants, wastewater treatment facilities, and point-ofuse filtered water dispensers. Its water-as-a-service (WaaS) model bodes well given the global scarcity of pure water
and the recurring revenue streams these assets produce.
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Of note, we significantly reduced our position in telecom solutions provider PCTEL, Inc. (PCTI) as the stock rallied hard
after a positive earnings report and approached our view of full value. On the buy side, we added meaningfully to
AstroNova, Inc. (ALOT), a maker of durable avionic printers and other data processing and display products, where we
had previously reduced the holding on valuation. After a disappointing but far from disastrous earnings report, its
stock fell by a full -37.16% during the quarter, giving us an opportunity to reload at a very compelling price. We also
significantly built up our holdings in both digital streaming provider Gaia, Inc. (GAIA) and Enzo Biochem, Inc. (ENZ), a
diagnostic laboratory company, where we had initiated positions in recent months.
As always, we appreciate your interest and welcome any questions.
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Ariel People Update
Paul Lussow, who joined Ariel in a newly created position of chief operating officer, will be moving on at the end of
the year. Although his stay with us has been short, we appreciate Paul’s contributions over the last several months.
Despite being his first stint in the asset management industry, he made headway on a number of initiatives, including
hiring a new chief technology officer, and creating a good foundation on which we can build. On that point, Paul will
work directly with long-time Ariel board member, David Vitale to ensure a seamless transition over the coming
months. Dave recently agreed to formalize a special advisory role providing leadership to our operating committee of
department heads charged with prioritizing and executing key initiatives. Dave has previously served in a similar
consulting capacity, most recently as advisor in the creation of our Co-CEO structure and ownership model.
As many know, Dave has been a member of our company board of directors for 19 years, chairing our compensation
committee for much of that time. Going forward, he will continue in these roles and also dedicate time each week to
being at Ariel. Dave knows us well—and we know him. With deep industry experience—including having served as
vice chair and a director of Bank One—he has been a trusted voice as we have navigated our growth and
development over the years. While there is no burning issue at hand, we know we will be a better firm with regular
access to his wisdom and strategic thinking.
We will also be bidding farewell to Phyllis Brady—a 12-year Ariel veteran who has overseen human capital. Phyllis
plans to leave at year-end to take some time off before starting her next professional challenge. It is fair to say she
has been everyone’s confidante and we will miss her kind and warmhearted approach to supporting our most
valuable assets. In anticipation of her departure, Doniel Sutton has been working closely with Phyllis as a human
resource consultant for several months and has become integral to our search for a permanent leader. Doniel is the
former chief human resources officer of PayPal and a tremendous talent who teaches us new things every day. Her
enormous knowledge has already contributed to a re-imagined human capital effort.
On behalf of the entire firm, we sincerely appreciate Paul and Phyllis’ efforts and wish them the very best as they
embark upon future endeavors.
Please do not hesitate to contact us should you have any questions or need additional information.
Sincerely,

John W. Rogers, Jr.
Chairman and Co-CEO

Mellody Hobson
Co-CEO and President
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Investing in micro-cap and small-cap companies is more risky and volatile than investing in large companies. The
intrinsic value of the stocks in which the portfolios invest may never be recognized by the broader market.
Past performance does not guarantee future results. Performance results are net of transaction costs and reflect the
reinvestment of dividends and other earnings. Net performance of each Composite has been reduced by the amount
of the highest fee charged to any client in each Composite during the performance period. Actual fees may vary
depending on, among other things, the applicable fee schedule and portfolio size. Fee information is available upon
request and may also be found in Ariel Investments LLC’s Form ADV, Part 2. Returns are expressed in U.S. dollars.
Current performance may be lower or higher than the performance data quoted. The Ariel Small Cap Deep Value
Composite and the Micro-Cap Value Composite differ from their primary benchmarks with fewer holdings
concentrated in fewer sectors.
Net returns of the Ariel Micro-Cap Value Composite beginning May 2009 reflect the deduction of the advisory fee. Net
returns of the Ariel Micro-Cap Value Composite prior to May 2009 are net of a 20% incentive fee, other expenses,
management fees, and profit allocations. The performance results prior to April 30, 2009 were achieved while David
Maley managed the strategy at his prior firm using a substantially similar investment style. Mr. Maley began
managing this strategy at Ariel on April 30, 2009. The performance results achieved at Mr. Maley’s prior firm are
linked to the performance results of the Ariel Micro-Cap Value Composite. The strategy will on occasion hold cash
when values are difficult to identify. Also, the strategy at times includes temporary investments in Exchange Traded
Funds (ETFs) while seeking other investment opportunities. During June 2004 through January 2008, the investment
strategy included periodically holding short positions in certain ETFs. This practice may have had a material effect on
returns.
The opinions expressed are current as of the date of this commentary but are subject to change. The information in
this commentary does not provide information reasonably sufficient upon which to base an investment decision and
should not be considered a recommendation to purchase or sell any particular security.
As of 9/30/19, the Ariel Micro-Cap Value Composite (representative portfolio) held the following positions referenced:
Gaia, Inc. 2.66%; AstroNova, Inc. 2.19%; PCTEL, Inc. 1.91% and Enzo Biochem, Inc. 1.83%.
As of 9/30/19, the Ariel Small Cap Deep Value Composite (representative portfolio) held the following positions
referenced: Gaia, Inc. 2.84%; AstroNova, Inc. 2.36%; PCTEL, Inc. 1.91% Enzo Biochem, Inc. 1.84%, and Aqua
Venture Holdings Ltd. 1.21%.
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
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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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