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How not to succumb to chasing the money

Many investors are still reeling from the COVID-19 rollercoaster ride and
are grappling with how to position their portfolios when they value both
capital preservation and growth. Tamryn Lamb and Sean Munsie discuss
how to balance risk and reward and explain why the Allan Gray Stable
Fund could offer a potential solution.

In 2012 we published a piece discussing some of the ideas of author/
financial adviser Carl Richards, who noted that most of us make the
same mistake with our money over and over again: We buy high out of
greed and sell low out of fear, despite knowing on an intellectual level
that it is a very bad idea. This was nearly 10 years ago, and Carl's piece
was written in the wake of the global financial crisis. Fast forward a
few years, and into another crisis, and it is interesting, albeit sobering,
that we don't seem to have learnt much from our mistakes: When it
comes to our response to financial markets, we seem set on following
the same patterns, taking comfort from the fact that others around us
are doing the same.

The behaviour of investors on our local investment platform over the
past 16 months illustrates this point. As Marise Bester noted in an
article on risk perception in October last year, local high-equity funds

experienced their highest net switch outflows in March 2020, when
the FTSE/JSE All Share Index (ALSI) was at its lowest and fear was at
its highest. This behaviour seemed to abate towards the end of 2020,
and into the first four months of 2021, as the market staged a recovery
and investors’ appetite for higher equity offerings, both locally and
offshore, increased. While investors may have felt better exiting the
market when they did, and re-entering when optimism returned, in the
end they lost out on the recovery that ensued in their absence.

Looking specifically at investors in the Allan Gray Stable Fund:
Those who invested in January 2020 and remained invested
through the crash until the end of April 2021 would have earned

an annualised return of 7.6% (after fees and with distributions
reinvested). Meanwhile, those who invested in January 2020,
switched into the Allan Gray Money Market Fund at the end of March
2020, and reinvested in Stable in January 2021, would have earned
0.36% as at end April 2021. Notwithstanding the pain, resisting the
urge to act in the short term was the better course of action.

Of course, if one had had a crystal ball and could have predicted
the market crash, one would have looked good being parked 100%
in cash. However, this strategy would only have worked over a very
short period as the market drawdown was sharp, but brief. Cash
returns over the last 15 months have been lower than equities and
bonds, reversing the trend we have seen over the past few years.

Is equity exposure essential?

In the five years until end 2020, the annualised return of the ALSI
was 6.0%, compared to the Allan Gray Money Market Fund's 7.6%,

understandably leaving investors somewhat disillusioned with the
more volatile asset class. However, history reveals the only asset
class that has consistently delivered returns in excess of inflation is
equities — as shown in Graph 1. Over the last 100 years, on average,
cash has given investors 1% real return and bonds 2%, while local
equities have delivered 7% and global equities 5% after inflation is
accounted for. The takeaway: Long-term investors need an allocation
to carefully selected equities to protect and grow their wealth.

Graph 1: Average annual return generated above inflation across
asset classes
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Of course, this presents somewhat of a conundrum. Investors

need equities to deliver their required level of real growth, but many
struggle to stomach the ups and downs to stay the course. If capital
preservation and growth are equally important to you, or your client,
one way of solving for this is to consider a low equity fund. Low equity
funds have a maximum allocation of 40% to equities and can invest
in other asset classes, including foreign assets, property, cash and
bonds. The allocation across these classes is carefully managed by
professional fund managers. This includes those decisions like trying
to figure out the best time to enter and exit the markets, and weighing
up the opportunities offered within and across the various asset
classes. The Allan Gray Stable Fund is an example of such a fund.

Why the Stable Fund?

When we launched the Stable Fund back in 2000, we were

looking to meet the needs of risk-averse investors who wished

to preserve their capital, but also wanted to achieve real returns.
The Fund is constructed based on our bottom-up assessment of
the opportunities available across the asset classes, supported

by a top-down view on macroeconomic and other risks. We don't
build portfolios betting on any single macroeconomic outcome;
instead, we prefer to be positioned to do well in a range of potential
outcomes, while aiming to protect clients against extreme events.

The equity component is key to our ability to deliver real returns,
and while the Fund can invest up to 40% in equities (and at times
has maximised this opportunity), our average exposure to equities
has been approximately 25%. The lowest exposure to equities was
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12.4%, which occurred in January 2010 when we felt the market was
very expensive. By having the bulk of the Fund's assets in cash and
bonds, the Fund is also able to generate an income, with the rolling
12-month average yield at 4.3%.

In our view, optionality is the Fund's greatest asset: We believe

having the flexibility to switch to where we see the best risk-adjusted
opportunities is extremely valuable. See Graph 2 for an idea of how the
Fund's positioning has changed over time and read “Performance and
positioning” for more information on our current asset allocation.

Graph 2: Allan Gray Stable Fund long-term asset allocation
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How financial advisers use the Stable Fund

A survey of some of the financial advisers who invest in the Stable
Fund on behalf of their clients showed that the primary uses

of the Fund are in-line with its mandate: to preserve and grow
clients’ wealth (see Graph 3). The Fund's long-term track record

has demonstrated that it fulfils this ambition, making it useful for
both risk-averse clients and for those looking to draw an income in
retirement — which is what advisers commonly use the Fund for.
While investors have had to endure some volatility from time to time,
many financial advisers say their clients are prepared to accept this
in their bid to achieve real returns.

Graph 3: Primary uses of the Stable Fund: Which of the Fund’s
two objectives are most important to you?
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While many clients use the Stable Fund to draw an income, it is
important to remember that drawing too high an income can

deplete one’s capital. Most financial advisers surveyed believe that a
reasonable drawdown percentage is 4-5%.

When asked what would be the most compelling alternative for a
Stable Fund investment, almost 70% of advisers said they would pick
another fund in the multi-asset low equity category, with about one-
third of respondents saying they would pick an income fund.

Performance and positioning

Theory is all well and good but, at the end of the day, performance
and capital preservation are what matters most to clients. So
how has the Fund performed and how is it positioned for future
performance?

Capital growth

Alook at the Stable Fund's performance shows pleasing returns
since inception and over the last year. Over a three- and five-year
view, however, the Fund is behind its benchmark — as reflected in
Graph 4. Over the last few years until the COVID-inspired crash, the
local market generated lacklustre returns, with the exception of a
narrow band of shares that did well. We were largely underweight
the shares that outperformed and, as a result, our equity selection
detracted from relative performance, while returns were boosted
by fixed interest and cash. However, the same shares that
underperformed over that period, such as Glencore, Sasol and Sappi,
have boosted returns more recently, which we believe supports our
view of their attractiveness.

Graph 4: Allan Gray Stable Fund performance (30 April 2021)
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Capital protection

The Fund has fulfilled its capital preservation objective over the
last 20 years, except for a brief period during last year's COVID-19
market sell-off. We carried a relatively high equity weighting into
2020 on account of attractive valuations, particularly among local
shares. Many of these businesses saw sharp short-term declines
in March and April, in line with the broader sell-off as investors
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assumed the worst-case outcome. Bonds, which traditionally provide
downside protection, sold off in sympathy. We used the opportunity
to buy distressed bonds and shares in March and April 2020. This
opportunistic buying of undervalued assets has helped performance
in the recovery.

Given the sharp rebound, it may be hard to believe that we continue to
see value in a number of JSE-listed equities. However, some sectors
remain depressed, and we believe that the current disparity in markets
is creating an opportunity for bottom-up stockpickers like ourselves to
generate meaningful returns. Yet we are not blind to the risks in SA and
the high likelihood of an uncertain and drawn-out economic recovery.
Much of the underlying exposure of the SA share component is in
foreign businesses, including Naspers, Glencore and BAT.

When we look at yields in South Africa, the important question we
need to ask is if investors are being sufficiently compensated for the
risk they are taking on. One way to answer this is to look at real yields
on SA long bonds, which are high compared to history, and versus
those available in both emerging and developed markets. At 9.4%,

the 10-year government bond yield looks optically high, but this is not
an indiscriminate buying opportunity, and we are concerned about

a deteriorating fiscal situation. To manage around this, we carefully
construct the fixed interest component, balancing upside potential

and duration risk. For example, we would rather sacrifice a bit of return
and reduce risk by investing in inflation linkers and floating rate bonds,
which can help protect investors from inflation or interest rate changes.

The Stable Fund is currently making use of its full 30% offshore
allocation, offering diversity and building in protection for investors if
the rand weakens. However, only 12% is placed in foreign shares as
we are worried about valuations in certain markets — although we are
seeing some pockets of value, such as in emerging markets. Many
emerging market stocks are currently trading at low valuations relative
to history and their developed market counterparts. We believe we are
able to pay lower-than-average prices and get a collective of well-above
average businesses in return. Asian technology shares are one such
example. The remainder of the offshore allocation is invested in a mix
of hedged equities, commodities, bonds and cash.

Looking forward

The majority of financial advisers surveyed expect the Stable Fund to
deliver CPI + 3% over the next few years versus an expected ALSI return
of CPI + 5% (see Graph 5). We are cautiously optimistic about the Fund's
ability to outperform CPI + 3% over the same period, supported by
exposure to equities and active asset allocation decisions.

Graph 5: Return expectations: What is your expectation for the
ALSI and AGSF over the next 3 years?
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Is Stable the right solution for your clients?

The Allan Gray Stable Fund balances caution with opportunism. The
Fund's flexibility to invest where we see value is key. The liquidity
from cash and bond investments allows us to take advantage of
market extremes, and the conservative asset allocation minimises
the risk of capital loss.

The Fund could be a good solution for those investors who want to
balance the risk of losing money with the risk of losing out by not
being in the market at all.

Commentary contributed by Sean Munsie, portfolio manager, and Tamryn Lamb, head of Retail Distribution, Allan Gray
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Allan Gray Proprietary Limited is an authorised financial services provider.

Copyright notice
© 2021 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.

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. 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.Unit trust prices are available daily on \ llangray.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.

FTSE/JSE All Bond Index

The FTSE/JSE All Bond Index is calculated by FTSE International Limited (FTSE') in conjunction with the JSE Limited (JSE') in accordance with standard criteria. The
FTSE/JSE All Bond Index is the proprietary information of FTSE and the JSE. All copyright subsisting in the FTSE/JSE All Bond Index values and constituent lists vests in
FTSE and the JSE jointly. All their rights are reserved.

FTSE Russell Indices

London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2021. FTSE Russell is a trading name of certain of the LSE
Group companies. “FTSE®" “Russell®”, “FTSE Russell®’, is/are a trade mark(s) of the relevant LSE Group companies and is/are used by any other LSE Group company
under license. All rights in the FTSE Russell indexes or data vest in the relevant LSE Group company which owns the index or the data. Neither LSE Group nor its licensors
accept any liability for any errors or omissions in the indexes or data and no party may rely on any indexes or data contained in this communication. No further distribution
of data from the LSE Group is permitted without the relevant LSE Group company's express written consent. The LSE Group does not promote, sponsor or endorse the

content of this communication.

MSCI Index

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 as a basis for other indexes or any securities or financial products. This report is not approved, endorsed, reviewed
or produced by MSCI. None of the MSCI data is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment
decision and may not be relied on as such.
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