Memorandum
To:

Friends of Ariel Investments

From:

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

Date:

October 28, 2019

Re:

Ariel International and Ariel Global 3Q19 Client Letter

ARIEL INTERNATIONAL (DM) COMPOSITE PERFORMANCE
As of September 30, 2019
Inception date: December 31, 2011

Annualized
3Q19

YTD

1 Year

3 Years

5 Years

Since Inception

Gross of Fees

0.91%

9.21%

-0.81%

3.54%

3.79%

6.76%

Net of Fees

0.71%

8.56%

-1.59%

2.72%

2.97%

5.89%

MSCI EAFE

-1.07%

12.80%

-1.34%

6.48%

3.27%

6.83%

ARIEL INTERNATIONAL (DM/EM) COMPOSITE PERFORMANCE
As of September 30, 2019
Inception date: December 31, 2011

Annualized
3Q19

YTD

1 Year

3 Years

5 Years

Since Inception

Gross of Fees

1.15%

9.32%

-0.76%

4.71%

4.24%

7.14%

Net of Fees

0.95%

8.67%

-1.55%

3.88%

3.41%

6.23%

MSCI ACWI ex-US

-1.80%

11.56%

-1.23%

6.33%

2.90%

5.85%

ARIEL GLOBAL COMPOSITE PERFORMANCE
As of September 30, 2019
Inception date: December 31, 2011

Annualized
3Q19

YTD

1 Year

3 Years

5 Years

Since Inception

Gross of Fees

-0.54%

10.59%

-1.89%

6.83%

5.90%

9.63%

Net of Fees

-0.73%

9.93%

-2.67%

5.98%

5.05%

8.71%

MSCI ACWI Index

-0.03%

16.20%

1.38%

9.71%

6.65%

9.64%

International equities posted a modest loss in the quarter, with the ACWI, ACWI ex-USA and EAFE indices
down -0.03%, -1.80% and -1.07%, respectively. Escalating trade tensions, a strong U.S. dollar, uncertainties
surrounding Brexit and cooling economic momentum took a toll on earnings growth and investor confidence abroad.
Despite these headwinds, markets are up double-digits so far this year, as coordinated central bank easing set the

1

scene for the current “risk-on” rally. As such, lower quality stocks and bonds, as well as growth oriented assets
continue to outperform their higher quality and value counterparts.
Actively Aware
The market’s robust 2019 performance contrasts with current fundamentals. Adverse developments from trade policy,
a global contraction in manufacturing, weakening economic indicators across Asia and an inverted U.S. yield curve
suggest rising risks. The associated uncertainty has rattled business confidence. Earnings growth abroad is under
pressure, capital expenditures have stalled and corporate debt continues to surge, particularly within the lowest
investment grade BBB credit tier. On that point, the universe of riskier BBB rated bonds is now bigger than the highest
rated speculative grade BB rated bonds combined. 1 Nonetheless, global equity valuations across the marketplace are
near record highs, particularly when viewed from the perspective of enterprise value relative to price/earnings ratios.
As a result, our “risk-aware” portfolios continue to be underweight cyclical sectors, such as Materials and Real Estate.
We also continue to avoid commodity-like Financial Services companies, often found with banks, especially in Europe.
Meanwhile, we remain overweight differentiated Health Care and large-scale Telecommunications companies, where
barriers to entry are high. In turn, margins, returns on capital and balance sheets for these uniquely positioned
holdings are solid. They also generate a significant amount of free cash flow, increasing the possibility for higher
dividend yields, share-enhancing stock buybacks and industry consolidation over the long term.
Although our investment holdings have generally remained unchanged, our current positioning generated strong
relative performance in 2018, when sentiment turned bearish as the Fed was tightening, the European Central Bank
(ECB) ended quantitative easing and Chinese officials voiced concerns about high debt levels from previous episodes
of stimulus. Given deteriorating fundamentals underpinning asset prices this year, we mindfully remain on the
sidelines of what we view as “risky” price-action.
The Return of Zero Interest Rate Policy (ZIRP)
Twenty years ago, the Bank of Japan implemented a zero interest rate policy to stabilize the country after a
catastrophic real estate bubble burst. In so doing, they set a precedent of aggressive monetary policy for financial
crises to come.
Following the Great Financial Crisis of 2008, major central banks, including the Fed, ECB, the Bank of England and the
Bank of Canada followed a similar playbook, calling for unconventional expansion in money supply, which began as
quantitative easing (QE) and in certain countries resulted in ZIRP, or a 0% nominal interest rate. These actions drove
investment in riskier assets with higher yields, including stocks, junk bonds, real estate and commodities. At the
corporate level, lower rates supported greater leverage and boosted asset prices. Overall, the “wealth effect” spurred
consumption and economic growth. And the substantial rebounding of global equity markets over the last decade,
appear to partly point to the success of such unconventional policies.
In 2018, central banks began to reduce the monetary supply, however uncertainties surrounding Brexit shook the
United Kingdom and economic growth slowed from the Eurozone to China. The reversal was short lived. In 2019,
stimulus was re-initiated and ZIRP returned, as the ECB’s policy rate drove Germany to negative levels. Today across
the globe, more than $17 trillion of government debt carries a zero or negative yield. 2
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Jelle Brons and Lillian Lin, “Investment Grade Credit: Be Actively Aware of BBB Bonds,” Viewpoints Blog, PIMPCO, accessed October 15, 2019.
John Ainger, “The Unstoppable Surge in Negative Yields Reaches $17 Trillion,” Bloomberg, August 20, 2019.
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Pseudo Wealth Effect
The effect of holding rates near zero for so many years, as well as the recent return of QE and ZIRP has direct
implications on global equity markets today.
Unconventional monetary policy has placed a burden on banks, where profit is a function of net interest margin or
how successful the firm invests funds in comparison to its expenses on the same investment. Generally, as interest
rates contract, so do a bank’s profit and margin. Thus, depressed rates in both the U.S. and Europe, as well as the
recent return of ZIRP 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. As
macro-aware investors, we incorporate such considerations into our bottom-up intrinsic value analysis. Accordingly,
we have been underweight banks impacted by QE and ZIRP for more than a decade.
QE and ZIRP have also driven a surge in government borrowing, over $33 trillion 3 to be exact, reaching $62 trillion in
2018. 4 However, nonfinancial corporate debt has grown by the same amount in absolute terms—a notable
development—totaling $71 trillion in 2018. 5 While the deepening of corporate bond markets and diversification of
corporate financing is good for the global financial markets, there are risks. Accommodative monetary policy has
distorted the hurdle rate companies and investors use to determine whether an investment is worth the risk/return.
Lower capital costs have also provided an incentive for corporations to access debt markets to fund acquisitions and/or
repurchase shares already selling at inflated prices. Meanwhile, average credit fundamentals are declining, especially
on the lower end of the scale. The BBB segment has seen a +170% gain since 2008 and the number of covenant lite
leveraged loans given to corporate borrowers with poor credit profiles, now make up 79% of the segment. 6 In our
view, the substantial increase in corporate debt, along with higher levels of equity prices being bid up with leveraged
money is creating a bubble that presents one of the most concerning side effects of the widely adopted central bank
policies of today and much of the past decade.
Furthermore, since interest is the price of using money over time, these low rates imply that the value of cash flow
today is less than its potential earning capacity in the future—thereby creating a distortion in pricing between value
and growth stocks. Said another way, low rates depress the relative present value of a company with stable cash flow
in the near term, and enhance the relative value of firms who appear less profitable today, but are perceived to
generate much higher earnings and cash flow growth in the future. Thus, with the return of QE and ZIRP, riskier
growth assets have outperformed, re-instituting growing headwinds for value investors.
Exit Costs
In the investing world, we have all come to know the notion of “the bubble.” Unfortunately, most bubbles are only
truly understood after the damage is done. Central banks have driven up the price of risky assets, increased leverage
and created a simulated wealth effect. And yet, most agree that asset prices cannot continuously outpace real
economic momentum forever. When bubbles get too big, they inevitably burst. The question becomes, what will
unconventional monetary policy ultimately cost?
As always, we appreciate the opportunity to serve you and welcome any questions or comments you might have.
Lund et al. “Rising Corporate Debt Peril or Promise,” Mckinsey Global Institute (June 2018), 5.
Jeff Cox, “Global debt is up 50% over the past decade, but S&P still says next crisis won’t be as bad,” CNBC, March 2, 2019.
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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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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
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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