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Flagship funds: Prospects look promising
Disappointing short-term performance has had a dampening effect

positioning on the risk spectrum, with Stable performing better in

on longer-term numbers. Looking at similar periods in our history

absolute terms than Balanced and Equity over this period.

provides useful context and some comfort, while understanding our
current positioning reveals reasons to be enthusiastic about the future.

Periods of underperformance, while uncomfortable, are inevitable

Stephan Bernard and Radhesen Naidoo discuss the performance,

given our investment philosophy. As a reminder, we aim to buy shares

positioning and prospects for our flagship funds.

that are trading below our estimate of their true worth and sell them
when they reach fair value. We often pick shares that are unloved

Recent performance across our flagship Equity, Balanced and Stable

by the market, and it can take time for the market to recognise their

funds (the funds) has been disappointing. As shown in Graph 1, the

true worth.

funds have underperformed their respective benchmarks over a oneand three-year period, with the Stable Fund behind its benchmark

In contrast to prior periods of underperformance, investors today have

over a five-year period. However, longer-term relative returns remain

not been rewarded with strong absolute returns from the South African

pleasing, with all the funds beating their benchmarks and inflation.

stock market. Since Allan Gray’s inception, the FTSE/JSE All Share

Absolute returns have disappointed over the last five years, primarily

Index (ALSI) has delivered a total return of over 16% p.a. and there have

due to poor returns from equities. This has resulted in the funds

been few disappointing five-year periods. This is in stark contrast to the

performing contrary to where one would expect in terms of their

5% return delivered by the index over the last five years.

Graph 1: Annualised fund and benchmark returns to 30 September 2020
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Why have absolute returns been low?
Ignoring volatility, the market is at a very similar level to five years

opportunities. As a result, we had an above-average equity weight

ago, as shown in Graph 2. This is despite Naspers’ extraordinary

and low hedging in the Balanced and Stable funds; this positioning

rally as domestically oriented businesses, in particular, have

did not provide optimal protection against the unforeseeable global

suffered. Similar to the US market, where large technology stocks

catastrophe. While our market was not spared in the downturn,

have dominated returns in recent years, a small number of shares,

however, perhaps its subsequent rapid recovery supports the view

including Naspers, Prosus, Anglo American, BHP and the gold miners,

that valuations were attractive ahead of the crisis.

have driven the South African market. Some of these businesses
rallied off a low base, like Anglo American, and others simply reached

Comparing the COVID-19 crash to the global financial crisis and

new highs, like Naspers. Indeed, if one excludes Naspers, the ALSI

the 2002/2003 crash presents an interesting result: Assuming you

would be over 15% lower (as illustrated by the blue line). For foreign

invested R100 five years before the peak of each crash, you would

investors who consider the performance of stock markets in US

have had more money at the trough of the GFC crash, and almost

dollars, the ALSI excluding Naspers is now back to levels last seen in

the same at the bottom of the 2002/2003 crash, than what you had

2009 (refer to the black line).

at the peak of the market prior to COVID-19 (see Graph 3). In light of
the lower starting valuations today, and historic price performance,

This was the case even before the COVID-19 crash. In our view, the

stronger returns over the next three to five years are not implausible.

market was not expensive before the crisis and we were finding many
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Graph 3: ALSI - pre-crisis rallies, declines and times to recovery

Graph 3: ALSI – pre-crisis rallies, declines and times to recovery
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Most of our historic outperformance stems from protection in down

remains the same: We stay focused, ignore the noise, fear, and

markets (column F of Table 1), rather than strong outperformance

popular sentiment and remain disciplined in our pursuit of higher

in up markets. It was therefore disappointing that we did not protect

returns with lower risk of loss.

capital better in this period. This is not entirely unusual, as column F
also shows. The market has experienced 10 significant drawdowns

If we consider what happened following these drawdowns, investors

since Allan Gray’s inception; we have outperformed the market in

who stayed the course were handsomely rewarded by strong returns

seven of these. While each environment over the last 40 years has

and their capital was not only protected but grew substantially in real

presented a different opportunity set for us to navigate, our approach

terms (see column G). We find this encouraging.
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Table 1: Ten largest ALSI drawdowns since Allan Gray’s inception, based on monthly datapoints
A

B

C

D

E

F

G

Market peak

Market trough

Peak to trough
(months)

Market return

Allan Gray share
return over
corresponding
period

Better than
market?

Subsequent 5-year
Allan Gray share
return p.a.

30 09 1980

30 06 1982

21

(37%)

(18%)

Yes

57%

30 09 1987

31 03 1988

6

(36%)

(34%)

Yes

24%

31 03 1990

30 09 1990

6

(14%)

(8%)

Yes

22%

31 07 1997

31 12 1997

5

(18%)

(19%)

No

35%

30 04 1998

31 08 1998

4

(39%)

(29%)

Yes

43%

31 12 1999

31 05 2000

5

(13%)

(7%)

Yes

32%

31 05 2002

30 04 2003

11

(30%)

(2%)

Yes

37%

31 10 2007

31 01 2008

3

(13%)

(13%)

Same

15%

31 05 2008

28 02 2009

9

(40%)

(22%)

Yes

23%

30 04 2019

31 03 2020

11

(22%)

(32%)

No

8

(26%)

(18%)

7/10

Average

32%

Source: Allan Gray research, IRESS
Note: Allan Gray share returns refer to the returns of the carve-out of South African shares held in Allan Gray’s global balanced mandates.

Drivers of our relative performance
Share selection across the local and foreign components has been the

their respective benchmarks. As with the South African market,

main dampener of performance across the funds. The current period

returns in the broader market have largely been driven by a handful

of underperformance of the domestic share portfolio, when measured

of large, mainly US-listed technology, shares. In other words, while

relative to the broad market indices, commenced within the past two

stock market averages are up – the average share is not. The Orbis

years. In other words, as at 30 September 2018, the share portfolio’s

Global Equity Fund, for example, holds only six of the biggest 50

relative performance was strong, but it has subsequently lagged.

American companies. While those giant firms represent over 35%
of world stock markets, they account for just 14% of the portfolio;

The underperformance has been driven predominantly by 1) an

the other 86% have been picked from the “forgotten rest”, and have

overweight position in Sasol, which disappointed as capital project

similar or better fundamentals than the wider market, but trade at a

cost overruns left the business vulnerable; 2) a higher weight to

steep discount. Being in the forgotten rest does not mean that Orbis

Glencore and lower weight to BHP and Anglo American, which

sacrifices on the quality or growth prospects of the businesses it

benefited from what we believe is an unsustainably high iron

prefers to own: NetEase and Taiwan Semiconductor, for example,

ore price; 3) a lower allocation to the gold and platinum mining

have equally attractive growth prospects as their US technology

companies, which benefited from higher prices of precious metals

peers, but are available at significantly cheaper valuations.

and the weaker rand along with the physical commodities we held;
and 4) a higher weight to select financials and SA-focused industrials,

Being different to the market isn’t always comfortable, particularly

of which valuations reflect the South African economic woes.

when this translates into underperformance, but given where market
valuations are today feels more than appropriate. Orbis portfolio

The offshore component of the funds is primarily invested in the

manager Ben Preston sheds some light on the current investment

Orbis funds, which have added value in rand terms, but lagged

context in a video available via the Latest insights page of our website.
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Looking forward
There are two important points to highlight which are cause for

Despite these attractive valuations, we have been cautious in how

enthusiasm: Firstly, the price of the average share in the South

we construct the portfolios, in light of the many risks in the broader

African market has not grown for a number of years. Real values of

economic and macro environment. We don’t build portfolios betting

businesses have not stayed the same, and so we continue to find

on a particular economic outcome, but we are mindful of the tough

many opportunities today where there is a dislocation between price

headwinds that many South African businesses face. Cognisant

and value, as we did prior to COVID-19. Secondly, compared to the

of the risk that the environment continues to deteriorate, within

average listed share in global developed and emerging markets,

domestic equities we have opted for a ‘barbell approach’. This

the average South African share is cheaper. We retain conviction in

ensures that we have good downside protection, with significant

the majority of shares that have impacted performance over recent

exposure to businesses that don’t rely on the local economy, such

years and expect them to drive the recovery within the funds. This

as Naspers, British American Tobacco, Reinet, Glencore, platinum

is reassuring, as it means we don’t consider the majority of the

shares and PGM metals, alongside significant potential upside from

decisions that have driven poor performance to be mistakes. There

depressed and unloved domestic-facing businesses, such as the

could very well be more pain in store, but we are excited about the

financial, retail and hospitality shares. Perhaps most exciting is the

long-term prospects.

relative return potential from the offshore component of the funds.
As noted above, the levels of disparity in global equity markets are

We are particularly excited about the attractive opportunities offered

extreme by historical standards, and we believe our colleagues at

by select South African shares, specifically among the banks (such

Orbis are well-positioned to take advantage of any normalisation.

as Standard Bank) and retailers (such as Woolworths). In many
instances, current valuations suggest that the earnings of these

In an unpredictable world, we do not pretend to know how the future

businesses don’t even have to recover quickly to pre-pandemic levels

will unfold. However, we believe that by investing in a well-diversified

for the investments to be worthwhile.

portfolio of undervalued assets, and paying close attention to
downside risk, we will continue to protect clients’ capital against the
risk of permanent capital loss and deliver returns over time.

Commentary contributed by Stephan Bernard, manager, Allan Gray and Radhesen Naidoo, manager, Allan Gray
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Allan Gray Proprietary Limited is an authorised financial services provider.
Copyright notice
© 2020 Allan Gray Proprietary Limited
All rights reserved. The content and information may not be reproduced or distributed without the prior written consent of Allan Gray Proprietary Limited (Allan Gray).
Information and content
The information and content of this publication/presentation are provided by Allan Gray as general information about the company and its products and services.
Allan Gray does not guarantee the suitability or potential value of any information or particular investment source. The information provided is not intended to nor does
it constitute financial, tax, legal, investment, or other advice. Before making any decision or taking any action regarding your finances, you should consult a qualified
financial adviser. Nothing contained in this publication/presentation constitutes a solicitation, recommendation, endorsement or offer by Allan Gray; it is merely an
invitation to do business.
Allan Gray has taken and will continue to take care that all information provided, in so far as this is under its control, is true and correct. However, Allan Gray shall not be
responsible for and therefore disclaims any liability for any loss, liability, damage (whether direct or consequential) or expense of any nature whatsoever, which may be
suffered as a result of or which may be attributable, directly or indirectly, to the use of or reliance upon any information provided.
Allan Gray Unit Trust Management (RF) Proprietary Limited (the “Management Company”) is registered as a management company under the Collective Investment
Schemes Control Act 45 of 2002, in terms of which it operates unit trust portfolios under the Allan Gray Unit Trust Scheme, and is supervised by the Financial Sector
Conduct Authority (FSCA). Allan Gray is an authorised financial services provider and the appointed investment manager of the Management Company and is a
member of the Association for Savings & Investment South Africa (ASISA). Collective investment schemes in securities (unit trusts or funds) are generally medium- to
long-term investments. Except for the Allan Gray Money Market Fund, where the Investment Manager aims to maintain a constant unit price, the value of units may
go down as well as up. Past performance is not necessarily a guide to future performance. The Management Company does not provide any guarantee regarding the
capital or the performance of its unit trusts. Funds may be closed to new investments at any time in order for them to be managed according to their mandates. Unit
trusts are traded at ruling prices and can engage in borrowing and scrip lending. A schedule of fees, charges and maximum commissions is available on request from
the Management Company. Allan Gray unit trusts may invest in foreign funds managed by Orbis Investment Management Limited (“Orbis”), our offshore investment
partner. Orbis is licensed to conduct investment management by the Bermuda Monetary Authority.
Performance
Performance figures are for lump sum investments with income distributions reinvested. Actual investor performance may differ as a result of the investment date, the
date of reinvestment and dividend withholding tax. Movements in exchange rates may also be the cause of the value of underlying international investments going up
or down. Certain unit trusts have more than one class of units and these are subject to different fees and charges. Unit trust prices are calculated on a net asset value
basis, which is the total market value of all assets in the Fund including any income accruals and less any permissible deductions from the Fund, divided by the number
of units in issue. Forward pricing is used. Unit trust prices are available daily on www.allangray.co.za. Permissible deductions may include management fees, brokerage,
Securities Transfer Tax (STT), auditor’s fees, bank charges and trustee fees. A schedule of fees, charges and maximum commissions is available on request from the
Management Company.
Benchmarks
FTSE/JSE All Share Index
The FTSE/JSE All Share Index is calculated by FTSE International Limited (‘FTSE’) in conjunction with the JSE Limited (‘JSE’) in accordance with standard criteria. The
FTSE/JSE All Share Index is the proprietary information of FTSE and the JSE. All copyright subsisting in the FTSE/JSE All Share Index values and constituent lists vests in
FTSE and the JSE jointly. All their rights are reserved.
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