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LONG-TERM THINKING IN ACTION

SIMON CHRISTOFFEL MARAIS
1964 - 2015
Former chief investment officer and chairman of Allan Gray.

“Would | be happy if | just lead a happy, healthy life and yet
| accomplish nothing? | don't think so. | think it's that sense of
doing something which is not trivial and not everyone can do.
And yet you can see you've done it well and it's helpful to the
greater community. | think that's what gives me the greatest
satisfaction of all.” Simon Marais, June 2014, three months
before falling ill with cancer.

The Allan Gray Quarterly Commentary is printed on LumiSilk, a paper made from trees grown specifically for paper manufacturing.

The paper is certified by the Forest Stewardship Council (FSC), an organisation which promotes responsible management of the world’s forests.



CONTENTS

01

03

05

08

14

COMMENTS FROM THE CHIEF OPERATING OFFICER 18

Rob Dower

THE BENEFITS (OR NOT?) OF FORESIGHT

Simon Marais

PLATINUM AND PALLADIUM:
LOW-RISK OPPORTUNITIES
Tim Acker

DECONSTRUCTING THE INVESTMENT
CASE FOR PROPERTY

Yusuf Mowlana & Jacques Plaut

ORBIS GLOBAL EQUITY: GUIDED BY
OUR INVESTMENT PHILOSOPHY

Graeme Forster

STABLE FUND: SAFEGUARDING OUR
CLIENTS' CAPITAL IS OUR CORE FOCUS
Mahesh Cooper & Fiona Jeffery

21

23

24

25

29

DELAYS TO RETIREMENT REFORM SHOULDN'T
MEAN DELAYS TO YOUR RETIREMENT SAVINGS
Richard Carter

ACTIVE VERSUS PASSIVE
Thandi Ngwane

ALLAN GRAY BALANCED, STABLE AND EQUITY
FUND PORTFOLIOS

INVESTMENT TRACK RECORD
PERFORMANCE AND TOTAL EXPENSE RATIOS

THE ALLAN GRAY GROUP



This Quarterly Commentary is
dedicated to Simon Marais, chairman
of Allan Gray Limited, who passed
away on 26 February this year.

In recent issues we have printed images

reflecting very long-term investments
on the front cover. For our firm, and
for many of our clients, Simon’s career
has perhaps been the best long-term
investment of all. His contribution

to our business was nothing short

of extraordinary.

Simon submitted an impressive CV
when he applied for a programming
job here in 1991: Honours in both
maths and physics and a Masters
degree in physics, all cum laude,
from Stellenbosch, and a Phd in
physics from Cambridge. He had
returned to South Africa with the
intention of doing post-doctoral
work in physics but was attracted to
the field of investments — | imagine
for the reasons in his quote on the
inside cover: the opportunity to solve
challenging problems, where if you
do a good job it makes a big

difference to people.

L
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Within a few months he was pulled
into the investment team as an equity
analyst. By 1994 he was managing
client portfolios, in 1998 he was
promoted to chief investment officer
and in 2001 he took over from Allan
Gray as chairman of Allan Gray South
Africa. Staying on as non-executive
chairman, he moved to our sister
company Orbis for a two-year stint in
London as head of research, but soon
migrated again to warmer Sydney,
Australia, where he founded and grew
Allan Gray Australia into a highly
respected contrarian asset manager.

If he had done nothing else at all,
Simon'’s 20-year track record of

adding value in different markets was
exceptional. He beat the index in South
Africa, globally at Orbis and finally in
Australian equities, and he did so by a
wide margin and over different periods.

But of course this wasn't his only
achievement. Apart from his record as
an investor, Simon’s distinctive gift was
that he could communicate ideas simply
and with wonderful clarity. He liked
speaking to clients about their portfolios,

and sharing his ideas on the radio or

in newspapers. This is unusual: many
investors are worried about looking
stupid or being caught out in some way.
This was not the case for Simon, maybe
because he was always straight and he
spoke his mind without worrying about
what others thought. We have reprinted
his 2008 article on “foresight’ without
edits or updating. | think you'll agree
that it has weathered well.

Simon wasn't obsessive about work.
His first priority was always his wife
and three boys and he was lucky to
have several very close friends, some
of them Allan Gray colleagues. He
was blessed with a very wide range
of talents, which he appeared to relish.
Outside of work, he considered the
toughest maths problems to be a form
of recreation. He was an enthusiastic
and surprisingly fast touch rugby
player, skilled and competitive at
tennis, and a sought-after partner

for lunchtime games of bridge in

our Cape Town office.

Simon was a true friend for life to

his colleagues and we will miss him.



Allocating between property
and commodities

This issue of Quarterly Commentary
includes two articles on important asset
allocation decisions in our balanced
portfolios. In our first piece, Tim Acker
takes a look at platinum and palladium
and explains why we prefer investing

in these actual physical commodities to
buying shares in the mining companies
that produce them. In a second
investment article, Yusuf Mowlana and
Jacques Plaut discuss the performance
and prospects of listed property
companies. Our portfolios have a bigger
exposure fo zero-yield metal bars than to
the property sector, which currently pays
an average yield of 5.1%.

Although listed property has done
extremely well, especially in the last
year, in our view the true underlying
performance of South African property
companies has not been as strong as
their share prices suggest. Because
property companies distribute virtually
all of their net rental income, they are
forced to borrow to fund substantial
renovations. This works well when
property valuations are rising, but

not when they stagnate or fall. Just as
leverage has augmented returns during
the up cycle, it will detract from returns

in the down cycle.

On the other hand, while a platinum
bar in a vault may not provide a yield
today it will be just as shiny in 20 years’
time. The same can't be said of a shiny
A-grade office block - in 20 years' time
it will probably need renovation, and
may even be on the wrong side of town.

At current prices, less than half

of South Africa’s platinum mines
generate enough revenue fo cover
cash operating costs and capital
expenditures. South Africa has the

vast bulk of the world’s known platinum
resources, so it is hard to see a
significant new source of mine supply.
Global mine supply of these metals
has been falling for years already and
it will probably accelerate if prices
remain at these levels. Moreover, the
cost to mine an ounce of platinum

has grown by roughly 15% per year
over the last decade, and it is likely to
continue to grow. We certainly have
more conviction on the potential for
rand capital gains on platinum and
palladium from today's valuations, than

we do for further gains from property.
Orbis’ share selection

While the Orbis funds performed very
well in 2013, much of this was given
back in a disappointing 2014, albeit on
a substantially different share portfolio.
Looking at the application of our
philosophy in global markets, Graeme
Forster, from our offshore partner Orbis,
discusses how sometimes it takes time
for our investment theses to play out.

In some of the more painful periods,
prices can become increasingly
detached from their underlying value as
shares which are unloved, ignored, or
misunderstood by the market continue
on their path of underperformance.

The encouraging flip side is that this
presents exciting buying opportunities.
We are confident that Orbis’ stock-
picking abilities will add value to our
portfolios over the long term.

Active versus passive

In this quarter’s Investing Tutorial,

we look as objectively as we can at
the difference between active and
passive styles of investing. Thandi
Ngwane reminds us that managers
who outperform also often invest

in ways that are contrary to the
popular opinions of the time, and their
portfolios may be going down while
the market is going up. If you choose
an active manager you need fo stick
with your choice during periods of
underperformance so you can enjoy

the returns when they come.

Manager choice is an important aspect
of your investment decisions. This is true
whether you are an individual investing
for yourself, or an employer looking

for retirement savings solutions for

your staff. Richard Carter gives us an
update on retirement reform and offers
some pointers for employers looking

for savings solutions for their staff.

Thank you for choosing us as your
manager, and for your continued

trust and support.

Kind regards

Rob Dower
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SIMON MARAIS

THE BENEFITS (OR NOT?) OF FORESIGHT

This piece was originally published
in Quarterly Commentary 3, 2008.

Simon Marais concludes that, even
if we could forecast the future of
industry growth, it is far from clear
that it would be much help. Instead,
investment decisions should be made
by a detailed study of companies
which other investors have written
off because they dislike the industry
or find it ‘boring’.

At Allan Gray we do not usually have
colourful charts to show clients about
growth in China or the latest sub-prime
disaster in America. The reason for this
is simple — most of the time we have no
special knowledge about such affairs
and therefore cannot add to what is
already known in the market.

But there is an even deeper reason
for trying to limit our reliance on
economic forecasting. Suppose you
had perfect knowledge about which
sector would experience the best
growth over the next 30 years and
which the least. Surely this would
make your investment decisions
easy? Buy the best industry and
avoid the worst.

3 [ac12015]

Which sector has shown the best
growth since 1973 and which has
experienced the most headwinds?

Looking at our Orbis database which
goes back to 1973, we conclude
that developments in the information
technology (IT) sector have exceeded
even the highest expectations of

35 years ago. Meanwhile, the worst-
performing industry since then has
probably been tobacco. In 1973,
smoking was still common on
aeroplanes and you would probably
have been classified as eccentric if you
had told someone to smoke outside.

Armed with this knowledge, you
would think making money (at least

in a relative sense) would be simple:
buy the dominant companies in the IT
sector and stay away from tobacco
companies. Back then, IBM dominated
the computer space, while the largest
tobacco company was Phillip Morris
(now called Altria).

Graph 1 shows the value of an
investment in 1973 in both stocks

with dividends re-invested. A US$100
investment in IBM had grown to US$1
700 by the end of 2007 - a little better

than inflation, but worse than the general
stock market which yielded US$3 500.
Foresight on the IT sector would have
been of no help. But an investment

in Phillip Morris/Altria increased to
US$35 000 over the same period —

20 times more than the IBM investment

and 10 times more than the stock market.
Where there is smoke there is fire

Our choice of companies was not just
fortunate. The second-largest computer
company of the day was Digital
Equipment, which was taken over by
Compagq 10 years ago for less than
four times its 1973 price. You have

to look carefully to distinguish Digital
Equipment’s graph from the bottom
axis. Meanwhile, British American
Tobacco (BAT), the second-largest
tobacco company at the time, was

up 1 000 times.

The same has been true in South Africa.
We recently looked into which local
shares have performed best since Allan
Gray opened its doors for business

in 1974. The top total returns by far
have been from Rembrandt, which until
earlier this year was dominated by
tobacco. (See Graph 2.)
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The importance of a holistic approach
to financial markets research

The examples mentioned illustrate that
perfect foresight in macroeconomics
is often of little value; in fact, it could
actively lead you to make poor
investments. One of the most under-
appreciated facts about financial
market research is, in our view, that it
is not only the growth in your markets
that is important; even more significant
is the growth in competition that

you face. This is the part that is very
difficult, if not impossible, to predict.

The computer industry experienced
rapid growth, but that spawned massive
competition and constant innovation.
The large incumbents of the day had to
fight both existing and new competitors

GRAPH 2 TOTAL RATE OF RETURN

for their market. Emerging competitors
such as Apple, Microsoft, Dell and
Google had innovative business models
that the incumbents found difficult to
copy. At the same time, the tobacco
industry faced a shrinking market,
rising taxes, a ban on advertising

and a series of huge lawsuits.

However, nobody entered the market
and the incumbents could pass all
costs on to their customers and, with
no re-investment needs, all profits
could flow to investors as dividends.

Cracks in the crystal ball theory

So we can conclude that even if (and
it is a very big if) we could forecast the
future of industry growth, it is far from

clear whether the information would

help much. Instead, we elect to stick to
our investment philosophy: we make our
investment decisions by completing a
detailed study of companies. We often
choose industries that other investors
dislike or have written off as ‘boring’.
Our research involves a careful study
of financial accounts and annual
reports, management and competitor
interviews and a strong focus on
value. In this way we make sure

we do not overpay.

While this approach does not work
every year (as some of our more recent
numbers show), it has stood us in good
stead since inception. We have no
doubt that as long as we keep up our
standards of analysis, our approach
will work for the next 34 years.

No need for that crystal ball then!
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Investing in platinum or palladium
directly is taking a view that the prices
of these commodities will increase.
Tim Acker explains why we currently
prefer this approach to buying shares
in mining companies that produce
these metals.

An investor buying shares of South
African platinum companies 10 years
ago and holding them until 2015
would have earned a return' slightly
less than inflation and significantly
less than that of the overall market.
The poor performance of platinum
mining shares is despite the rand price
of platinum and palladium, the two
most important platinum group metals
(PGMEs), increasing dramatically over
this period, as shown in Graph 1.

Today, unlike in 2005, investors have

two ways to get exposure to the sector:

= Buy shares in platinum mining

companies, or

= Buy platinum and palladium metal

bars through listed debentures

In some ways analysing an investment in
commodities is very different from buying

5 [ac12015]

TIM ACKER

PLATINUM AND PALLADIUM:

LOW-RISK OPPORTUNITIES

shares in a company. Bars of precious
metal do not generate revenue or pay
dividends, so how does one determine
the intrinsic value? As is the case with
any asset, price is determined by supply
and demand. Here we can apply our
normal fundamental research process.

Our investment case for platinum and
palladium is based on the belief that
demand will grow faster than supply
and the cost of supply will continue to
increase. Short-term price movements
may be unpredictable, but we believe
that backing these fundamentals will
lead to a favourable outcome for the

patient, long-term investor.

GRAPH 1

Rising demand

Platinum and palladium have a
variety of industrial uses, including
in catalytic converters for vehicles,
and overall demand is growing.
PGMs have unique properties that
catalyse the conversion of harmful
pollutants emitted by vehicles into
less harmful carbon dioxide and
water vapour. Global vehicle sales
are growing as people in developing
countries become richer and more
likely to buy cars. Increasingly strict
emissions standards are requiring
car manufacturers to use more
PGMs in each catalyst.
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Jewellery is another important,
but fluctuating, component of

platinum demand.
Declining resources

Global mining supply of platinum and
palladium peaked roughly a decade
ago (see Graph 2). It is interesting to
compare this with South Africa’s gold
production, which peaked in 1970.
In the subsequent 45 years, SA gold
production volumes have declined by
more than 80%, but production from
various other countries has more than
made up for this decline. Contrast
this with platinum: SA’s mineral-rich
Bushveld Complex region produces
approximately 70% of the world's
mining supply of platinum? and
contains an even-larger percentage
of the world’s known reserves. The
Norilsk region in northern Russia
produces approximately half the
remaining platinum mine supply. As
platinum supply is so concentrated,

it is extremely unlikely that SA could
be replaced as a source of supply.

The problem is that SA production
is falling, mostly due to declining
grades. The shallow and easy-
to-mine areas have mostly been
exploited. Mining companies now
have to go deeper and spend more

GRAPH 2
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Increasing input costs

Over the past 10 years the cost to mine
an ounce of platinum has increased,
on average, by 15% per year, far in
excess of the general inflation rate.
This dramatic rise in costs has eroded
the profits mining companies could
potentially have earned from higher
prices. Apart from the decline in grades
discussed above, the chief culprits
have been higher wages, declining
productivity and pressure from
government not to retrench workers. A
high level of unionisation and inflexible
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“THE MAJORITY OF SA MINES WILL HAVE TO
KEEP PRODUCING FOR GLOBAL PLATINUM
SUPPLY TO EQUAL THE DEMAND”

money fo retrieve fewer grams per
ton of rock mined. The supply of
recycled platinum and palladium has
been growing, but even when this

is included, the total supply of both
metals is still in decline.

labour laws suggest that above-
inflation wage increases are likely

to continue. Recent examples of these
pressures are the rise of the Association
of Mineworkers and Construction

Union (AMCU), increased inter-union

'As measured by the FTSE/JSE Africa Platinum Mining Index return including dividends.
%For palladium, SA and Russia each accounts for approximately 40% of mining supply.

T
8 10 12 14

rivalry and the five-month strike by
approximately 70 000 platinum-
sector workers in 2014. As platinum
mines become older and deeper they
also need more maintenance and
have increasing refrigeration and

ventilation requirements.
Declining production capacity

At current PGM prices, less than half of
SA's platinum mines generate enough
revenue to cover cash operating

costs and capital expenditures. As

we don't expect costs to decrease,
higher platinum and palladium prices
are needed for the mining companies
to break even and earn some return

on their investments. What happens

if prices do not increase? Mines can
remain loss-making or marginal in

the short term. Eventually, however,
producers are forced to close loss-
making mines and cancel expansion
plans (this is already happening). In
the meantime, production gradually
declines as current mines are depleted.
The majority of SA mines will have to
keep producing for global platinum



supply to equal the (reasonably
inflexible) demand. Effectively this
means that rand PGM prices need
to at least keep up with increases in
SA mining costs.

A worthwhile
investment opportunity?

As the past 10 years have shown,
rising platinum and palladium prices
are not necessarily enough to ensure

good returns for shareholders of mining

companies. Even if the next 10 years
do turn out to be a good time to
invest in mining companies, it would
almost certainly be with the help of
appreciating platinum and palladium

prices. At a time when assets in most
markets are generally expensive, we
tend to focus more on the possible
downside of investments. We see

a smaller risk of permanent loss of
capital in owning the PGMs rather
than the mining companies.

Conversely, the potential upside of

owning platinum mining companies

may not be that big, as both labour and
government seem likely to continue to
make heavy demands on any economic
profit generated by South African
mines. Given this trade-off between

risk and potential reward, we currently
have a significantly larger exposure

to platinum and palladium metals in

our portfolios than to platinum mining

companies (see Table 1).

TABLE 1 ALLAN GRAY BALANCED FUND PORTFOLIO WEIGHTS
(AS A PERCENTAGE OF FUND) - 31 MARCH 2015

Platinum (platinum bars in a vault, via listed debentures) 2.1%

Palladium (palladium bars in a vault, via listed debentures) 0.5%

PGM mining shares

Source: Allan Gray

0.3%

Tim joined Allan Gray as an equity analyst in 2013. He has a Masters in Accounting, specialising in Taxation, from Stellenbosch University and is a CA(SA).
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YUSUF MOWLANA & JACQUES PLAUT

DECONSTRUCTING THE INVESTMENT

The South African property sector has
been a huge winner over the last decade,
returning 22% per year compared with
18% for the FTSE/JSE All Share Index
(ALSI). Yusuf Mowlana and Jacques Plaut
discuss how the sector has managed fo
perform so well, why we don't think this
performance will be repeated, and why
property companies may be more risky
than they appear at first glance.

Looking back...

The past decade has been a very good
one for property investors, as shown in
Graph 1, which reflects the total return of
the property sector compared to shares
and bonds over various time periods.
Allan Gray clients have been underweight
the sector over all these periods. With
the benefit of hindsight, this was
obviously a mistake. Looking back,

we underestimated the extent to which
interest rates would decline and stay

low under a very accommodative
monetary policy in developed countries,
and we underestimated the ability of
some management teams fo add value
to their portfolios. On top of this, the
resulting tailwind to valuations allowed

listed property companies to benefit

CASE FOR PROPERTY

from earnings-enhancing acquisitions

in South Africa and overseas.

The return on any investment can be
usefully broken down into a sum of

the initial dividend yield, the growth in
dividends, and the change in rating, or

‘re-valuation’, over time.

For clarification, the dividend yield is
the latest dividend, divided by the price
of the investment. As the price goes

up the dividend yield falls, so a lower
dividend yield implies a more expensive
share. When the dividend yield changes

in this way, it is called a ‘re-valuation'”:
the market changes its mind about how
much a rand of dividends is worth.

Using this formula, we can break the
22% total annual return from property
over the last decade into 8.7% from
the initial dividend yield, 7.6% from
dividend growth and 5.9%

from re-valuation.
...VerSUS Where we are now

While this past decade’s performance

has been fantastic, it is unlikely to be

GRAPH1  ANNUALISED TOTAL RETURN OF PROPERTY
VERSUS SHARES AND BONDS*
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GRAPH 2
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repeated. Investors who buy into the
sector today are only getting a 5.1%
initial dividend yield, as shown in
Graph 2. This might not seem so much
more expensive than the 8.7% yield
they would have received in 2005, but
it equates to a 70% price increase!

Next, let's consider dividend growth.
The sector’s 8% growth over the

last 10 years is better than inflation,
which has averaged 6%, but worse
than the average JSE-listed company,
which has grown dividends at

about 16% per year over the same
period. Even this relatively modest
8% is an overstatement of underlying
growth, since it has been boosted
by acquisitions (which we discuss in
more detail later), and by property
companies paying less interest on

their debt.

More generally, the upside from owning
a property share is limited compared to
other businesses. Some companies can
re-invest earnings at a 30% plus return
on equity, property companies tend to
do single digits. Part of this is probably
because the competitive position is

different. Despite location advantages,

9 [ac12015]

2006 2007 2008 2009 2010

most malls and offices can be
replicated, but it is harder to compete
with an established brand like Cartier
or the technology and commercial

innovation expertise at work in Tencent.

In the last five years, there have been
29 new property listings, more than
in any other sector. These have been
driven by favourable valuations, but
also by recent changes to regulation

201 2012 2013 2014 2015

one should expect lower growth in
dividends for the next part of the
industry cycle.

Lastly, re-valuation has added é% to
overall returns over the last 10 years,
but this may not be the case over
the next 10. Because interest rates
are currently zero in many countries,
investors are paying high prices for
risky assets like shares, junk bonds,

“BUT RIGHT NOW, WE THINK INVESTORS ARE PAYING
A PREMIUM FOR PROPERTY STOCKS THAT IS NOT
JUSTIFIED BY THE FUNDAMENTAL PROSPECTS.”

favouring listed property over
unlisted property. Large new offices
are under construction in Sandton,
Gauteng, despite already-high
vacancies, generally low levels of net
space uptake and a trend towards
more efficient use of space. In most
industries, high levels of investment,
coupled with more competition,
equals lower returns for existing
players. With capacity expanding
ahead of demand growth, certainly

and property. This has benefited
South African property companies,
which are currently trading at
record-high valuations.

The large South African property
companies in the sector currently trade
at a premium to the 10-year rolling
bond yield which was previously only
surpassed in 2007 during the last
decade. Investors appear to be pricing
in future growth which is higher relative



to history and the risk is that
growth disappoints.

Risks in the sector

One explanation for the sector’s high
valuation could be that investors see
very low risk to current earnings.

We think this view is optimistic.

Many companies use debt to boost their
returns. There is nothing wrong with this,
but the extent to which this happens

in the property sector is somewhat
disquieting. Some property companies
have a debt balance that is seven times
larger than annual income. To put this
another way: if a company in such a
position applied all its income to paying
off debt — and paid no dividends - it
would take seven years to pay off all the
debt. The only other sector that is more
geared than this is the banking sector. It
is no coincidence that both sectors have
long-term contracts with their clients and
relatively stable income. But in times

of stress, the large debt balances will
become more prominent in investors’
minds. Economically stressed tenants
can't always meet their commitments
nor easily renew leases. If debt holders
suddenly required higher interest rates
or safer covenants, equity holders
would be in trouble. If property valuers

became more conservative, the ratio of

TABLE 1

debt to property value would increase,
and property companies would have to
raise more money from shareholders.
We saw this all happen to a dramatic
extent in Australia in 2008.

Property companies do not account for
the replacement cost of assets like other
companies do: there is no depreciation
charge on the income statement. In

this respect, long-term earnings are
overstated, and property companies
normally need to issue debt or shares to
be able to pay for capital expenditure.
Take Growthpoint, the largest South
African property stock, as a typical
example. Table 1 shows some cash
flow numbers for the share over the

past decade.

It is clear that capital expenditure —
some of which was for growth, and
some of which was for replacing or
upgrading old buildings - has been
paid for by borrowing money and
by issuing shares. It is striking that
the company has raised R7bn more
from shareholders than it has paid to
shareholders. As a result, Growthpoint's
shares in issue have increased by
14% per year over this period.

To a large extent, these shares have
been issued to make acquisitions.
And mostly, Growthpoint has bought

GROWTHPOINT CUMULATIVE CASH FLOWS (R bn)*

Cash profits from property rentals
Dividends to shareholders
Capital expenditure

Debt raised

Equity raised

* July 2004 — June 2014
Source: Growthpoint Financial Statements, Allan Gray Research

17.6
-16.5
-37.2

12.7

23.6

companies trading on a higher
dividend yield than itself - in other
words, companies that the market has
placed on a cheaper valuation than
Growthpoint itself. This operation has
the effect of boosting earnings per
share even when there is no actual
organic improvement. (Please refer
to Simon Marais’ article in Quarterly
Commentary 2, 2000, for a fuller
explanation of how this works.)

We believe Growthpoint has added
real value by issuing all those shares in
order to make acquisitions, however we
don't think this is something it will be
able to repeat given its current size.

Beware of paying a premium

With hindsight, there were times in

the last 10 years when we should

have been more positive about
property. But right now, we think that
investors are paying a premium multiple
for property stocks that is not justified

by the fundamental prospects.

The re-valuation tailwind is not likely
to repeat, and may even reverse.
Dividend growth has been boosted by
acquisitions. We think the market does
not fully appreciate all of the risks in
the sector, especially the high level

of gearing. Unlike in the late 1990s,
when more than 20% of our clients’
balanced portfolios was invested

in property and the dividend yield

on the property sector went as high
as 23%, we continue to have an

underweight position in the sector.

Yusuf is part of the investment team. He joined Allan Gray in 2013 after completing his articles to qualify as a CA(SA). Yusuf holds a BBusSc degree from UCT.

Jacques joined Allan Gray in 2008 as an equity analyst after working as a management consultant. He began managing a portion of client equity and

balanced portfolios earmarked for associate portfolio managers from March 2013. Jacques completed his BSc degree at UCT.
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GRAEME FORSTER

ORBIS GLOBAL EQUITY: GUIDED BY

This piece was originally published
in the Orbis March 2015 Quarterly
Manager’s Report.

Over the 25-year history of Orbis’
Global Equity Fund, the underlying
investment philosophy has not changed.
We value businesses on a bottom-up
basis and buy the shares of those that
are priced at a significant discount

to our assessment of intrinsic value.
Assuming we are correct in our analysis,
which is something we review throughout
the life of each investment, we believe
that the price of each share we've
selected will come to reflect the
underlying value of the business. What we

are less sure of is the timing.

Painful periods have
common characteristics

In some of the more painful periods,
prices can become increasingly
detached from the underlying value.
These periods typically have some
common characteristics. One such
trait is the degree to which shares are
‘trending’, defined as the tendency
for shares that have outperformed the

11 [0c12015]

OUR INVESTMENT PHILOSOPHY

market in the recent past to continue

to outperform, and vice versa. During
these periods, it's more likely that

your Fund’s holdings, which are often
unloved, ignored, or misunderstood by
the market, will continue on their path
of underperformance and move further

away from intrinsic value.

Graph 1 plots the degree to which
global shares have, on average,
trended since the mid-1990s. As one
would expect, the late 1990s saw a
high degree of trending as technology,
media, and telecommunications

(TMT) shares outperformed consistently
for multiple years. It was a classic
example of share prices becoming
detached from the reality of their
fundamental value, and your Fund,

which spans the end of the global
financial crisis until today, has also
been a strongly trending market. That's
not fo say that our own mistakes did not
contribute to below-par performance

in either of these periods, only that
there have been other headwinds that

have been less under our control.

This is an emotive graph, as it hints
at the potential for a similar valuation
dislocation to that witnessed before
the TMT bubble began to burst. We
wouldn't go that far. For one, the
extreme trending in that period was
sustained for a few years longer than
we have seen recently, and is a stark
reminder that today’s trending
environment could be far from over.

However, the graph does illustrate

“BY FOCUSING RELENTLESSLY ON INTRINSIC VALUE...
WE CAN EARN OUR KEEP AS STEWARDS OF YOUR CAPITAL.”

along with those managed by many
other value-oriented managers,
struggled to keep up with the broader

stockmarket. The most recent period,

that the trending effect has been
abnormally strong. Part of this has
been driven by extreme measures taken
by central banks in the wake of the



GRAPH 1

DEGREE OF TRENDING IN THE GLOBAL MARKET: FOUR-YEAR AVERAGE CORRELATION BETWEEN
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reflect the degree of trending over the medium term.
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global financial crisis. Regular liquidity
injections have led to asset inflation
as the incremental money supply has
fuelled further inflows into the recent
winners, which has in turn sustained

the momentum.

A second and related dynamic is

the hunt for positive real return and
yield. Real interest rates are negative
in many countries (indeed, nominal
interest rates have turned negative in
some) and many 10-year plus bonds,
both sovereigns and some corporates,
now offer negative real yields. Loss
aversion is a well-known factor in
psychology and behavioural finance.
Investors are more likely to take on
risk when the alternative is a certain
loss. If investors cannot generate a
positive real return in safer assets, then
they will move their money to other
assets where positive real returns are
possible, albeit far from guaranteed.
This is a recipe for asset bubbles, and
the assets that have benefitted the
most this time have been those with
stable ‘bond-like” characteristics such
as high-yielding equities in defensive

businesses. The more aggressive central

banks have become, the more investors
have flocked to the apparent ‘safety’ of
these assets, which has also sustained
the trend.

This trending effect explains why we
have found fewer and fewer opportunities
in those areas of the market that are
well-liked by many others, and why not
owning those same shares has been
costly to your Fund's relative performance.
The encouraging flip side is that the
major laggards are beginning to look
particularly cheap on a relative basis.
Although the Global Equity Fund is not
as heavily skewed toward laggards as
it was during the two previous extremes
(the early 1990s Japan equity

bubble and TMT bubble of the late
1990s/early 2000s), we are finding
ourselves increasingly drawn to the
more neglected areas of the market
(see Graph 2 on page 13).

Exposure to laggards

Korean equities, which we have written
about in previous commentaries
(see my piece in Quarterly Commentary

4, 2014), fall squarely into the laggard

bucket. Global has for some time been
significantly overweight in Korea,
roughly 10% versus the benchmark,
driven by our Asia ex-Japan analysts’
strong degree of conviction in these
stock selections. Generally speaking,
Korean share prices remain depressed
at least in part because they have not
benefitted from either of the factors that
we believe have contributed to above-
normal trending in global markets.
Korea has not implemented quantitative
easing, and Korean asset prices have
seen muted direct benefit from capital
inflows stemming from aggressive easing
in other economies. And with Korean
companies paying, on average, just
10-15% of their net income in the form
of dividends (something we believe will
gradually improve over time), the market
offers little appeal for yield seekers.
For bargain hunters, however, Korea
has a lot to offer. At current levels, our
favoured Korean shares are trading
comfortably below 10 times what we
consider to be normal earnings. While
future growth will be challenging for
many of these businesses, our view is
that valuations more than discount this
outlook. In the US, on the other hand,



GRAPH 2

GLOBAL LAGGARDS ARE BECOMING MORE ATTRACTIVE: RELATIVE ATTRACTIVENESS OF GLOBAL

LAGGARDS AND THEIR THREE-YEAR SUBSEQUENT RELATIVE RETURN, 1990 - MARCH 2015
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sentiment is ebullient, with the market's
valuation now above 17 times next year’s
estimated earnings—and those earnings
are arguably above normal levels.

Aside from Korea, your Fund’s exposure
to laggards is spread across a range of
other shares. An example of a laggard
we hold in Europe is The Royal Bank of
Scotland (RBS). As is the case with the
Fund’s Korean holdings, RBS has
generated little interest from yield-
seeking investors, being both leveraged

and having not paid a dividend since

TMT Bubble
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the final quarter of 2007. However,

a new management team is in the
process of shrinking the balance sheet,
which is delaying the payment of
dividends and obscures the true value
of the underlying franchises. As the
restructuring comes to a close, we expect
RBS to emerge as a well-capitalised
bank with excellent profitability and a
solid dividend payout ratio. We believe
the shares will deserve a premium to
net asset value, or certainly more than
the current valuation of just 0.7 times

net asset value.
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Of course, the laggards may continue
to lag and we can never know how or
when it will end. As George Charles
Selden wrote over 100 years ago,

‘it is exhaustion of liquid capital that
brings the bull movement to an end’,
and the market doesn’t appear to

be short of liquid capital for the time
being. What we do know for certain
is that momentum-driven markets have
typically ended badly in the past. By
focusing relentlessly on intrinsic value,
it is during these times that we can earn
our keep as stewards of your capital.

Cambridge), and is a CFA charter holder.
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Graeme joined Orbis in 2007 and is a member of Orbis’ portfolio management and construction team in Bermuda.
Before moving to Bermuda, Graeme spent five years in London where his primary responsibility was global quantitative
equity research. He has a Master of Arts (Honours) in Mathematics (University of Oxford), Master of Research in Applied
Mathematics (University of York), Doctor of Philosophy in Mathematical Epidemiology and Economics (University of



MAHESH COOPER & FIONA JEFFERY

STABLE FUND: SAFEGUARDING OUR
CLIENTS" CAPITAL IS OUR CORE FOCUS

When we launched the Allan Gray Stable
Fund 15 years ago, we hoped that it
would provide clients with returns that
were competitive with bank deposits.

The Fund has more than lived up fo this,
exceeding bank deposits by 5.6% per
year since its inception, with a low risk of
capital loss. Mahesh Cooper and Fiona
Jeffery go back to the basics in this article,
describing how the Stable Fund goes
about achieving its objectives and what
investors can expect over the long term.
They also unpack the recent performance
of the Fund and its positioning in the light
of current market conditions.

The Allan Gray Stable Fund was one of
the first of its kind in the South African
unit trust space: a fund dedicated to
delivering above-cash returns with low
risk of capital loss. The Fund’s portfolio
managers start with this objective of
preserving our clients’ capital and then

seek to deliver returns in excess of cash.

The Stable Fund is constructed
from the bottom-up

We follow a valuation-based investment
philosophy and construct our portfolios
from the bottom-up, looking for assets,
such as shares, bonds and property,

where the current price is less than our
estimate of their intrinsic or underlying
value. The Stable Fund's positioning is

a direct result of this approach: shares
and other assets are selected based on
their attractiveness relative to cash. For
example, if we are able to find many
individual SA-listed shares attractive
relative to cash, taking into account its
focus on capital preservation, the Stable
Fund will have a higher exposure to
shares, eventually up to its maximum net
equity exposure of 40%. On the flipside,
the Fund can have zero exposure

to shares if we are not able fo find

and 75%. Given the Stable Fund’s capital
preservation objectives, the selection
of individual assets is also inherently

more conservative.

The Fund is often compared with others in
the low equity multi-asset class category,
many of which allow for a greater short-
term risk of capital loss to try and capture
a higher long-term return. As with all our
funds, our portfolio managers pay no
attention to how the Fund's competitors
are invested or the composition of any
benchmark. The positioning of the Fund

is driven solely by the objectives of

“THE POSITIONING OF THE FUND IS SOLELY DRIVEN BY
THE OBJECTIVES OF DELIVERING ABOVE-CASH RETURNS
WITH A LOW RISK OF CAPITAL LOSS.”

any attractively priced shares to buy.
Alternatively, some of the share exposure
may be through our offshore partner,
Orbis (if we consider other markets to

be more attractively priced than South
Africa). The Stable Fund’s 40% share
exposure limit contrasts with the Allan
Gray Balanced Fund, where the net
equity exposure must be between 40%

delivering above-cash returns with a low
risk of capital loss. This means that there
will be times when the Fund is ahead

of its competitors, but there will also be
times when the Fund is behind others in
the same sector. Regardless, the portfolio
managers always remain focused on
achieving the Fund’s own objectives,

irrespective of what others are doing.
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What can we expect over the
very long term?

Readers of our Quarterly Commentary
will know that we have been concerned
about the level of the South African
equity market for some time. South
Africa has been a great place to invest
in over the last 15 years, with all asset
classes delivering returns well above
inflation, and this has provided a boost
for low equity strategies like the Stable
Fund. However, very long-term historical
data suggests investors should become
accustomed to lower real returns

going forward.

Graph 1 is based on data that tracks
the after-inflation returns of different
South African asset classes over the

last 115 years. We have used this data
to construct theoretical returns over
rolling 10-year periods for a low equity
portfolio invested in South African asset
classes, comprising one-third equities,
one-third bonds and one-third cash.
The solid blue line shows the returns this
portfolio has produced over 10-year
rolling periods since 1900, with the
bars representing the contributions
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from the asset classes, while the dotted
black line shows the average of these
10-year real rolling returns — just over
3% per year above inflation. Looking at
recent history, we can see how returns
from all South African asset classes
have been well above their long-term
averages. However, there have also
been periods in the past when this low

equity portfolio has delivered returns

below inflation over a 10-year period,
sometimes for long periods at a time.
After a long period of returns well
above average (since the early 1990s),
returns could be below their long-term
average for a period of time, to offset

the recent relative strength.

Graph 2 uses the same data as Graph 1,
but instead of just looking at 10-year

GRAPH 2 FLUCTUATION OF LONG-TERM REAL RETURNS
FROM A THEORETICAL LOW EQUITY PORTFOLIO
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real returns, it looks at the real returns
achieved by the portfolio over different
time periods. The vertical axis shows
the spread of real returns that our
hypothetical low equity portfolio would
deliver over one, two, three years, efc.,
all the way to 30 years. For example,
over all the five-year rolling periods
going back to 1900, this portfolio

has produced five-year real returns,
which have varied between -7.9%

and 18.1% per year. What becomes
obvious is that, over the shorter term,
the outcomes of the portfolio are much
more variable than the longer term.
This is true for most investments. It is
also worth pointing out that, over a
one-year period, the portfolio failed

to outperform inflation 37% of the
time; this drops to 31% over a two-
year period. It is only after 25 years
that all outcomes for the range of real
returns are positive. So over the short
term, investors can expect a lot more
fluctuation in the real returns they
experience than over the longer term.
In addition, a low equity portfolio may
deliver a negative nominal return over
the short term. This has happened in 16
out of the last 115 calendar years for
our hypothetical low equity portfolio.

With this in mind, let us consider the

returns of the Fund.

Performance

The more recent returns for the Stable
Fund have been disappointing relative
to the longer-term returns. This is better
understood in the context of the Fund's
positioning, which has been cautious
over the last few years, and is covered in

the next section.

Since inception 15 years ago, the Fund
has delivered a return of 12.9% per
year (7.2% real return). While we think

Positioning

The solid black line (right axis) in

Graph 3 shows how strong the South
African equity market has been over the
last 15 years, rising more than five times
over the period. Bearing this in mind,
together with our concerns regarding
high asset valuations, our portfolio
managers have taken several steps to
protect your investments. The outcome
of this is that the net equity position

in the Fund is low and a large portion

“LOOKING AT VERY LONG-TERM HISTORICAL DATA
SUGGESTS INVESTORS SHOULD BECOME ACCUSTOMED
TO LOWER REAL RETURNS GOING FORWARD.”

these returns are pleasing in light of the
Fund's capital preservation objectives
and low levels of risk, they have been
achieved during a very favourable
environment for asset management in
South Africa, during which all asset
classes have performed strongly. It is
important that we remind ourselves that
this performance is in the past, and that
prices today determine returns going
forward. From the current high starting
point, we expect that the next 15 years

are likely to be far more challenging.

of the Fund is invested in fixed interest
investments and cash equivalents.

The Fund also currently favours
investments in shares where we believe
the downside risk is below average

— higher quality companies with
diversified and stable earnings streams

which are highly cash generative.

Graph 3 also shows the net South
African equity exposure of the Fund over
time (on the left axis). The current net

SA equity exposure is 13.8% (including
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property), lower than the long-term
average of 23.2% and well below the
overall maximum 40% permitted. As
is evident in Graph 3, we have been
cautiously positioned for some time.

This low exposure to South African
equities has hurt the Fund’s performance
both in absolute terms and relative to

its competition as the stock market has
continued to rise. With the benefit of
hindsight, we lowered the Fund's equity
exposure too quickly in 2009/10 post
the global financial crisis. We can't undo
the past, but we do continuously and
rigorously assess our positioning and,

in light of current market conditions, we
believe that the net South African equity
exposure is appropriate.

A large portion of the Fund is invested
in ‘hedged equities’, both locally and
offshore. We use hedging when we
are concerned about asset valuations
as it provides downside protection

for your investments. Hedged equities
can be thought of as cash-equivalents
where we effectively exchange market
returns for more stable cash-like returns.
At the same time, we retain exposure
to the potential outperformance from
our selection of shares relative to the
market, which should further enhance

returns over the long term'.

Unfortunately hedging has recently
detracted from returns as equity markets
have continued to outperform cash
returns, and Orbis’ offshore stock
selection has been disappointing.
Hedged equities, however, offer a
source of returns which are uncorrelated

to equities, adding diversification
benefits on behalf of our clients. This
portion of the Fund is also very liquid
and, together with the cash in the
portfolio, provides us with the flexibility
of being able to materially increase
net equity exposure (by decreasing

the hedged equities and deploying

the cash reserves) at some point in

the future when shares present more

attractive opportunities.

We also continue to hold the maximum
permitted allocation of offshore assets?
in the Fund. We have written before
about the benefits of investing offshore
(please see Seema Dala’s piece in
Quarterly Commentary 1, 2013 and
Mahesh Cooper and lan Liddle's
piece in Quarterly Commentary 4,
2010) and we continue to believe

that the offshore exposure in the

Fund will assist in preserving the
purchasing power of our clients’
capital over the long term. However,

Forster's piece on page 11). Global
equity markets are also looking

more stretched and, in light of its
conservative objectives, the Fund

has favoured a more cautious net
equity exposure offshore, which has
detracted from returns given the strong
performance of global markets.

Capital preservation is key

Although the Fund's conservative
positioning has hurt its recent
performance, we believe that, in

the current environment, it is the
appropriate way to fulfil our objective
of protecting our clients’ capital over
the long term. We expect it to be
more difficult to achieve cash-beating
returns going forward. If equity
markets locally and globally continue
to perform strongly, our clients can
expect the Stable Fund's returns to be
lower than its peers’ returns. However,
if valuations revert to what we believe

“...HOPEFULLY THE MORE CONSERVATIVE APPROACH
WE TAKE IN THE STABLE FUND WILL PROVIDE OUR
CLIENTS WITH MORE DOWNSIDE PROTECTION.”

more recently this positioning has
hurt performance. While the Orbis
funds performed very well in 2013,
last year was disappointing, with all
of the Orbis’ funds underperforming
their benchmarks. This was primarily
driven by Orbis’ selection of shares
performing poorly relative to

global equity markets (see Graeme

are more normal levels, hopefully the
more conservative approach we take
in the Stable Fund will provide our
clients with more downside protection.
In the meantime, you can rest assured
that we remain as focused as always
on preserving and growing our clients’

investments over the long term.

' A hedged equity strategy offers clients a cash-like return, plus alpha (the extent to which the shares in the portfolio either outperform or underperform the market). It is important
to bear in mind that alpha can be negative in the short term and therefore detract from the cash return. However, over the long term, we expect that Orbis’ and our stock
selections will be able to add value for clients and hence enhance the cash returns.

2Via the range of funds managed by our offshore investment partner, Orbis (excluding African ex-SA investments)

Mahesh is a director of Allan Gray Proprietary Limited and heads up the Institutional Client Servicing team. He joined Allan Gray in 2003, having had

previous experience in investment and healthcare consulting. He completed his BBusSc degree at UCT and his MBA at IMD. He is a qualified actuary.

Fiona joined Allan Gray in 2009 as a business analyst in the Institutional Client Servicing team. She has a BCom (Hons) from the University of Stellenbosch

and is a CFA charter holder.
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RICHARD CARTER

DELAYS TO RETIREMENT REFORM SHOULDN'T
MEAN DELAYS TO YOUR RETIREMENT SAVINGS

In Quarterly Commentary 1, 2013

we wrote about retirement reform,
discussing how the changes would
affect existing and potential retirement
fund members. Fast forward two years
and most of the mooted changes have
been delayed until at least 2016. But
the delay in regulation is no reason to
delay saving for retirement. The changes
are positive, on the whole, and will
make for a better, more well-rounded
industry. Overall, Treasury wants us to
save more and take less out along the
way. Ultimately, this will lead to South
Africans accumulating more retirement
savings and thus enable smarter long-
term choices when we retire.

Richard Carter discusses the benefits
of saving for retirement through a
modern unit trust-based retirement
annuity fund, and how retirement
annuities can be managed on a
group basis to provide an excellent
group savings solution for small

to medium-sized businesses.

The 2015 Budget reminded us that
retirement reform is an ongoing
process, with several of the proposed
changes potentially coming into

effect on 1 March at the earliest.

Table 1 on page 19 outlines where

we are at. Understandably, potential
investors would rather have certainty
before making investment commitments.
Delaying saving while waiting for
clarity is a bad idea. The importance
of starting to save for retirement

sooner rather than later cannot be
underestimated. We can't get time

back once we have spent it.

Accumulating enough capital to live
comfortably in retirement is a daunting
task for most people. To get this right
you need to start investing early in life,
keep putting aside enough on a regular

basis, invest the money wisely and don't

break from saving for the last two years
could easily find themselves more than
two years behind, as not only have they
put aside less capital and missed out
on market growth, but they have also
set their level of consumption higher.
For many of us, the more we spend
now, the harder it will be to live off

less in future.
Take advantage of tax perks

The government encourages us to save
for retirement by offering tax benefits
for using approved retirement savings
products, such as a retirement annuity

fund (RA). RAs are effectively personal

“...YOU NEED TO START INVESTING EARLY, KEEP PUTTING
ASIDE ENOUGH, INVEST THE MONEY WISELY AND
DON'T DIP INTO ACCUMULATED CAPITAL...”

dip into your accumulated capital along
the way. Getting any of these four
ingredients wrong can undermine the
end result. There has been uncertainty
in the retirement landscape for some
time, and we don't expect this to go
away overnight. An investor who took a

retirement funds that, because they
aren't linked to your employer, go
where you go. They give self-employed
people a tax incentive to save for
retirement, and are also an excellent
way to increase retirement savings

outside of your employer’s pension
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TABLE 1

RETIREMENT REFORM - WHERE ARE WE AT?

Aligning refirement funds: accessing your money

Aligning refirement funds: fax

Full withdrawal limits at refirement

Increased tax deductions for
contributions to retirement funds

Estate duty in retirement annuity funds

or provident fund. In addition, RAs

are already structured to enforce
preservation and provide for an easy
transition into a pension at retirement —
which are key elements of the refirement
reform proposals.

A solution for groups

If you are an employer, consider offering
your staff an RA as a benefit. Employers
who illustrate to their staff that they care
about their futures by providing them

with a retirement savings solution, along
with investor education, are likely to see
increased employee engagement. Happy,
engaged employees are less likely to start
looking for greener pastures.

In many ways Group RAs can be a
better choice for employers and their
employees than other retirement funding
options, such as umbrella funds, which
can have higher costs and time-

consuming administrative requirements.

19 [0c12015]

CURRENT

Before refirement: it is possible to draw your full
benefit from a pension and provident fund, but
not from an RA, when you leave the fund.

At retirement: Provident funds allow you to take
your full investment as cash. Pension fund and
RA members can only take one-hird in cash,
the rest must be used to purchase an income-
providing product, such as a living annuity or a
guaranteed annuity.

Employer contributions to occupational pension
and provident funds are not considered to be a
fringe benefit.

If the value of your retirement benefit at
retirement is less than R75 000, you should be
able to withdraw the entire amount without the
need fo purchase an annuity.

You are allowed the greater of the following
three tax deductions:
- Minimum tax deduction: R1 750
- R3 500 less any contributions made to
a pension fund
- 15% of your non-retirement funding income

It has been possible for some individuals to
avoid estate duty by transferring their assets into
a refirement annuity fund before their death.

An efficient group retirement annuity
system allows employers, particularly
those in small- to medium-sized
businesses, the time to manage their
businesses, while avoiding tedious
administration requirements, all

the while not detracting from the
importance of retirement saving for
their employees. Group systems also
ensure that employees get all the
benefits of an individually managed
unit trust-based RA. These include:

= Tax advantages
Contributions to an RA (within
certain limits) are tax deductible,
and the returns employees earn
while invested in an RA are tax-
free. However, at retirement any
cash lump sum taken will be taxed
according to the retirement tax
tables and the portion transferred to
a pension-providing product will be
taxed at the marginal tax rate.

PROPOSED

Treasury plans to harmonise retirement funds,
but has stressed that vested rights will be
protected. Provident fund members will not
be forced to annuitise their historic savings.

Employer contributions to occupational pension
and provident funds will eventually be taxed in
the hands of the member as a fringe benefit and
the member will get a tax deduction on the total
contribution towards retirement funds, subject to
the annual percentage and monetary limit.

If the value of your retirement benefit at
retirement is less than R150 000, you should be
able to withdraw the entire amount without the
need fo purchase an annuity.

Retirement fund members will eventually enjoy
increased tax deductions from their contributions
to retirement funds of up to 27.5% of the greater
of taxable income or employment income, and
the introduction of an annual contribution ceiling
of R350 000.

To eliminate the potential to avoid estate duty,
government proposes that an amount equal to
the non-deductible contributions to retirement
funds be included in the dutiable estate when a
retirement fund member passes away.

= Investment control
Employees can choose the right unit
trust to match their individual needs
and circumstances. Keep in mind that,
unlike a bank account, return is not
guaranteed and may go up and down.

= Flexibility and portability
Employees can change their unit
trust choice and their contribution
amount, stop and restart contributions
or add to their investment at any
time, without fees or penalties. If an
employee changes jobs, he/she can

continue to contribute to their RA.

= Investment protection
An RA ensures that employees’
retirement investments are kept for
their retirement because they will not
be able to access their RA investment
until they turn 55, and neither can

any potential creditors.



= Transparency, communication
and education
Approaches to communication vary
depending on the RA provider. At
Allan Gray we believe it is essential
to give members ownership and
a sense of responsibility for their
investment. Members can register for
a login for our secure website, which
allows them to monitor and manage
their investment online. We also offer

member training and education.

How do traditional employer
retirement funds differ from
modern unit trust-based RAs?

Unlike an RA, where anyone can invest
in their own right, in traditional pension
or provident funds, contributions are
deducted from employees’ pre-tax
salary. Employees often have little
control over their investment and

when they leave their employer their
membership of the fund ends.

Some employer funds give employees
a specified retirement benefit — or
pension — when they retire. These
funds do not give members investment

choice or control. In other funds,

the benefit is not guaranteed and
depends on how much is contributed
and how well the investment
performs. In these funds, members
may be allowed some degree of

investment choice.

In comparison, modern unit trust-based
RAs simply wrap around a unit trust
investment. Members decide how

their money is invested (within legal
limits), which means they have more
control over their potential investment
return than they would in traditional

employers' retirement funds.

As an employer considering whether

to go with a more traditional retirement
fund, such as an umbrella pension fund,
or a group RA, we think you should

focus on three key points:

1. Consider the investment options
available. While many products give
access to great investment managers,
not all do, and you want to be sure
that your employees’ savings will be
made to work as hard as possible
by managers who are striving
to deliver the best returns for the
risk taken.

2. Look at the costs and transparency
of disclosure. The range of fees and
charges of different products can
be bewildering. Don't assume that
the costs are similar in all retirement
savings arrangements — they can be
wildly different and these differences,
compounded over a working lifetime,
can be the difference between your
employees enjoying a comfortable
retirement or not having enough

to live off.

3. Bear in mind what happens to your
employees’ retirement savings if
they exit your employment before
retirement. In a conventional
retirement fund employees have
the opportunity to take all the
accumulated savings. If they don't
invest these wisely, they end up
having to start saving for retirement
all over again. By contrast, when they
leave a group RA, their individual
RAs go with them. While this means
no access to cash at a time when
some cash may be useful, the
discipline of having a pot of money
which will be there when you finally
retire, empowers people to secure

a better future.

Richard joined Allan Gray in 2007 after working for several years in financial services in the UK. He is jointly responsible for the retail business, heading

up Product Development and is also a director of Allan Gray Life. Richard completed his B Bus Sc degree at UCT and is a qualified actuary.
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THANDI NGWANE

ACTIVE VERSUS PASSIVE

As a proud advocate of a committed
active manager, Thandi Ngwane does
her best to stay objective in discussing
the pros and cons of active and passive

investment approaches.

Every asset manager has an investment
philosophy — a stated approach to
investing. To understand an investment
philosophy, a good question to start
with is to ask whether the asset manager

is an ‘active’ or ‘passive’ investor.

Active managers study individual assets
or groups of assets and make an active
choice about which to own for their
clients and which not to own — thus the
word ‘active’. They think that the market
sometimes misprices assets, such as
shares, bonds and property, and that this
creates opportunities to earn a return, for
example to buy a share at a discount and
then to sell it when it goes up in price.

If they are skilled enough over the long
term to get more than half of these
decisions right, and if they also put a
bit more money in the winners than in
the losers in their portfolios, they grow
the savings of their clients by more
than had they invested in ‘the index’

(a basket of investment instruments, e.g.
shares, representing the overall market).

Active managers can do better or worse
than the market depending on which

individual shares or other investments
they choose to own for their clients,

and which they choose not to own.

Not owning a share can have a positive
outcome relative to the market, if that
share loses value and drags down the

overall market.

Passive managers, as their name
implies, don’t make any active choices
about what to own and what to leave
out of their clients’ portfolios, they just
buy a small amount of all the shares

in the relevant stock-market index,
normally in proportion to the market
price of the company that that share
represents. Since they don't try to make
active choices, their philosophy implies
that the price of shares is efficiently set
by the share market, in other words,
that the current price of each share is
the best indicator of its long-term value.

Naturally, passive investors have

no hope of beating the market, but
they also are not in danger of doing
much worse than the market. And
passive managers have lower costs
because they don't do research and
therefore don't need to employ any

investment analysts.
Which is better?

The prices of shares move when they
are bought and sold. On each share
trade there is a buyer and a seller, and,
looking back, one of these will be right
and one wrong. Because valuations
are never certain, sometimes the lucky
manager will be right. This is especially
true over the short term when price
movements are more random. Over

the long term, when the business cycle
has a chance to play through, more
often it will be the manager with better
skill who is right. Proponents of passive
funds will argue that it is too difficult —
maybe impossible - to tell who are the
more skilled managers and who are
less so. We disagree. As stock-picking

skill is something that relies on the right
people and processes and a lasting
philosophy, and in good managers all
of these are persistent, we think that skill

is normally evident in long-term returns.

On the other hand, since they have
lower costs and don't try to add value
with research, passive managers should
charge lower fees than their active
counterparts. On an after-fees basis,
the average passive investor will be
guaranteed to do a little worse than
the index, but not much. This may be
a better result than trying to pick (and
pay good money for) a mix of active
managers who, on average, do not

perform better than the index.

Whichever side you take, if there are
too few active managers in a market,
and thus not enough buying and
selling of shares based on rigorous
research, the market would get less
and less efficiently priced and therefore
worse at allocating investors’ savings
to companies with the best prospects.
Without enough active managers,

the average outcome for all active

and passive investors, and indeed the
outcome for society, would be worse.
One could say that investors in passive
funds are free-riding on those paying
for the research in active strategies.

If you pick an active manager it is
important to have confidence in the
manager you choose, especially as
managers who are likely to outperform
the index over the long term, are also
likely to underperform for periods of
time. Managers who outperform also
often invest in ways that are contrary

to the popular opinions of the time,

and their portfolios may be going down
while the market is going up. This can
cause anxiety for some investors. If you
choose an active manager you need to
stick with your choice during periods of
underperformance so you can enjoy the
returns when they come.

Thandi joined Allan Gray in 2008. She is a senior member of the distribution team having previously worked in legal and compliance and marketing in
the financial services sector. Thandi completed her Masters of Business Law at the University of KwaZulu-Natal, has an advanced CFP from the University

of the Free State and is an admitted attorney.
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ALLAN GRAY BALANCED AND STABLE FUND ASSET ALLOCATION AS AT 31 MARCH 2015

BALANCED FUND % OF PORTFOLIO STABLE FUND % OF PORTFOLIO
TOTAL SA FOREIGN* TOTAL SA FOREIGN*
Net equities 56.8 44.2 12.5 17.2 11.8 54
Hedged equities 13.4 2.3 11.2 32.7 15.5 17.2
Property 1.6 1.2 0.4 2.4 2.0 0.3
Commodity-linked 4.7 4.6 0.0 4.6 4.6 0.0
Bonds 12.0 11.0 1.0 13.0 12.1 0.9
Money market and bank deposits 11.5 9.6 1.9 30.1 27.5 2.6
TOTAL 100.0 72.9 27.1 100.0 73.5 26.5

Note: There might be slight discrepancies in the totals due to rounding.

* This includes African ex-SA ossets.

ALLAN GRAY EQUITY FUND NET ASSETS AS AT 31 MARCH 2015

MARKET VALUE
(R MILLION)

FTSE/JSE ALSI

SECURITY (RANKED BY SECTOR) WEIGHT (%)

% OF FUND

RESOURCES 2 960 7.2 14.8
Anglo American 684 1.7
Goldfields 412 1.0
Positions less than 1% 1863 4.5
FINANCIALS 12 580 30.5 23.6
Standard Bank 4058 9.8
Old Mutual 2137 5.2
Reinet Investments SA 1656 4.0
Investec 1186 2.9
Rand Merchant Insurance 651 1.6
Barclays Africa 458 1.1
Positions less than 1% 2 434 5.9
INDUSTRIALS 22788 55.2 61.6
British American Tobacco 4158 10.1
Sasol 3955 9.6
SABMuiller 3249 7.9
Remgro 1832 4.4
Naspers! 940 2.3
Netcare 654 1.6
Sappi 565 1.4
Mondi 521 1.3
Aspen 519 1.3
Nampak 475 1.1
Kap International 432 1.0
Super Group 401 1.0
Tongaat Hulett 391 0.9
Positions less than 1% 4 696 11.4
OTHER SECURITIES 17 0.0
Positions less than 1% 17 0.0

Positions less than 1% 633 1.5

Orbis Global Equity Fund

Note: There might be slight discrepancies in the totals due to rounding. Positions less then 1% include positions that are individually less than 1% of total JSE-isted equities, property and community-linked instruments held by the Fund.

"Including positions in Naspers Limited - N stub certificates
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INVESTMENT TRACK RECORD - SHARE RETURNS

ALLAN GRAY PROPRIETARY LIMITED GLOBAL MANDATE
SHARE RETURNS VS FTSE/JSE ALL SHARE INDEX

INVESTMENT TRACK RECORD - BALANCED RETURNS

ALLAN GRAY PROPRIETARY LIMITED GLOBAL MANDATE TOTAL
RETURNS VS ALEXANDER FORBES GLOBAL MANAGER WATCH

PERIOD AUANGRAY:  TISE/SEALL — OUT/UNDER- PERIOD ALLAN GRAY* AFLMW** (OUT/UNDER
1974 (from 15.06) -0.8 -0.8 0.0 1974 - - -
1975 23.7 -18.9 42.6 1975 - - -
1976 2.7 -10.9 13.6 1976 - - -
1977 38.2 20.6 17.6 1977 - - -
1978 36.9 37.2 -0.3 1978 34.5 28.0 6.5
1979 86.9 94.4 -7.5 1979 40.4 35.7 4.7
1980 53.7 40.9 12.8 1980 36.2 15.4 20.8
1981 23.2 0.8 22.4 1981 15.7 9.5 6.2
1982 34.0 38.4 -4.4 1982 253 26.2 -0.9
1983 41.0 14.4 26.6 1983 24.1 10.6 13.5
1984 10.9 9.4 1.5 1984 9.9 6.3 3.6
1985 59.2 42.0 17.2 1985 38.2 28.4 9.8
1986 59.5 55.9 3.6 1986 40.3 39.9 0.4
1987 9.1 -4.3 13.4 1987 11.9 6.6 53
1988 36.2 14.8 21.4 1988 22.7 19.4 3.3
1989 58.1 55.7 2.4 1989 39.2 38.2 1.0
1990 4.5 -5.1 9.6 1990 11.6 8.0 3.6
1991 30.0 31.1 -1.1 1991 22.8 28.3 -5.5
1992 -13.0 -2.0 -11.0 1992 1.2 7.6 -6.4
1993 57.5 54.7 2.8 1993 41.9 34.3 7.6
1994 40.8 227 18.1 1994 27.5 18.8 8.7
1995 16.2 8.8 7.4 1995 18.2 16.9 1.3
1996 18.1 9.4 8.7 1996 13.5 10.3 3.2
1997 -17.4 -4.5 -12.9 1997 -1.8 9.5 -11.3
1998 1.5 -10.0 11.5 1998 6.9 -1.0 7.9
1999 122.4 61.4 61.0 1999 80.0 46.8 33.1
2000 13.2 0.0 13.2 2000 21.7 7.6 14.1
2001 38.1 293 8.8 2001 44.0 723.5 20.5
2002 25.6 -8.1 33.7 2002 13.4 -3.6 171
2003 29.4 16.1 1183 2003 21.5 17.8 8¥
2004 31.8 25.4 6.4 2004 21.8 28.1 -6.3
2005 56.5 47.3 9.2 2005 40.0 31.9 8.1
2006 49.7 41.2 8.5 2006 35.6 31.7 82
2007 17.6 19.2 -1.6 2007 14.5 15.1 -0.6
2008 -13.7 -23.2 9.5 2008 -1 -12.3 11.2
2009 27.0 32.1 -5.1 2009 15.6 20.3 -4.7
2010 20.3 19.0 1.3 2010 11.7 14.5 -2.8
2011 9.9 2.6 7.3 2011 12.6 8.8 3.8
2012 20.6 26.7 -6.1 2012 15.1 20.0 -4.9
2013 24.3 21.4 2.9 2013 25.0 23.3 1.7
2014 16.2 10.9 53 2014 10.3 10.3 0.0
2015 (to 31.03) 4.3 5.8 -1.5 2015 (to 31.03) 82 4.9 -1.7
RETURNS ANNUALISED TO 31.03.2015 RETURNS ANNUALISED TO 31.03.2015
307 259
25 20
20
15
15 1
10 4
10 +
54 >
07 From From From From Since Since 0 From From From From Since
01.04.2014 01.04.2012 01.04.2010 01.04.2005 01.01.1978 15.06.1974 01.04.2014 01.04.2012 01.04.2010 01.04.2005 01.01.1978
(1 year) (3 years) (5 years) (10 years) (1 year) (3 years) (5 years) (10 years)
133 203 183 21.3 280 2.0 9.6 16.6 150 17.2 22.3
125 194 16.1 18.0 201 17.8 122 17.6 154 15.9 177
I ALLAN GRAY* I FTSE/JSE ALL SHARE INDEX I ALLAN GRAY* B AFLMW**

An investment of R10 000 made with Allan Gray on 15 June 1974 would have grown fo R172 288 651
by 31 March 2015. By comparison, the refums generated by the FTSE/JSE All Share Index over the same period
would have grown a similar investment to R7 869 019. Retums are before fees.

An investment of R10 000 made with Allan Gray on 1 January 1978 would have grown to R18 077 489 by 31 March 2015.
The average total performance of global mandates of Large Managers over the same period would have grown a similar
investment fo R4 361 773. Returns are before fees.

* Allan Gray commenced managing pension funds on 1 January 1978. The returns prior to 1 January 1978 are of individuals managed by Allan Gray, and these returns exclude income. Returns are before fees.
** Consulfing Actuaries Survey returs used up o December 1997. The return from 1 April 2010 is the average of the non-investable Alexander Forbes Large Manager Watch. The return for March 2015 is an estimate.
Note: Listed property included from 1 July 2002. Inward listed included from November 2008 to November 2011.
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UNIT TRUSTS

THE ALLAN GRAY GROUP

A unit trust is a savings vehicle for investors who want to grow their money and may want to access

it before they retire. Unit trusts allow investors to pool their money with other investors who have
similar investment objectives. Unit trusts are also known as ‘portfolios of collective investment schemes’
or ‘funds’. Allan Gray has nine funds in its South African stable: Equity, Balanced, Stable, Optimal,
Money Market, Bond, Global Equity Feeder, Global Fund of Funds and Global Optimal Fund of Funds.

RETIREMENT ANNUITY*

The Allan Gray Retirement Annuity Fund (RA) is a savings vehicle for investors looking for a flexible,
tax-efficient way to save for retirement. Investors can only access their money when they retire.
Individually owned RAs can be managed on a group basis, offering employers a flexible solution to
the challenge of retirement funding for their staff.

PRESERVATION FUNDS*

The Allan Gray Pension Preservation and Provident Preservation funds are savings vehicles for
investors looking for a tax-efficient way to preserve existing retirement benefits when they leave
a pension or provident fund, either as a result of a change in employment (e.g. retrenchment or
resignation), or when they transfer from another preservation fund.

ENDOWMENT*

The Allan Gray Endowment Policy is a savings policy for investors who want a tax-efficient way to
save and wish to create liquidity in their estate.

LIVING ANNUITY*

The Allan Gray Living Annuity gives investors flexibility, within certain regulatory limits, to select an
annuity best suited to their income needs after retirement. A living annuity provides investors with a
regular income which is not guaranteed, and which is funded by growth on capital and income from
interest and dividends.

OFFSHORE FUNDS

Allan Gray International manages Bermuda-listed portfolios in equities and bonds covering the
continent of Africa. Through our partnership with Orbis we also offer you a cost-effective way to
diversify your portfolio by investing internationally. There are two options for investing offshore
through Allan Gray: invest in rand-denominated offshore funds without the need to use your offshore
investment allowance, or use your offshore investment allowance to invest in foreign funds.

PLATFORM — LOCAL AND

Our investment platform provides you with access to all of our products, as well as a focused range
of unit trusts from other fund providers. The platform enables you to buy, sell and switch — usually at
no charge - between the funds as your needs and objectives change. South African investors who

QEHORE wish to diversify their portfolios can also access funds from certain other offshore fund providers via
the same platform.
The minimum investment per client is R20 million. Mandates include risk-profiled pooled portfolios:
LIFE POOLED | foli | foli | folio- | | folios:
PORTFOLIOS Stable Portfolio, Balanced Portfolio and Absolute Portfolio; asset class pooled portfolios: Money
Market, Equity and Foreign, and finally an Optimal Portfolio.
SEGREGATED The minimum portfolio size is R500 million. Mandates are of a balanced or asset class specific nature.
PORTFOLIOS
Allan Gray Botswana manages institutional portfolios on a segregated basis and offers our range
BOTSWANA . . . S .
of nine South African unit trusts to individual investors.
NAMIBIA Allan Gray Namibia offers institutional portfolios on a segregated and pooled basis and the Allan
Gray Namibia Balanced Fund is available for institutions, retirement funds and individuals.
SWAZILAND Allan Gray Swaziland manages institutional portfolios on a segregated basis.

ALLAN GRAY ORBIS

Allan Gray Orbis Foundation is a non-profit organisation that was established in 2005 as an

education and development catalyst. It seeks to foster a next generation of high-impact leaders and
entrepreneurs for the ultimate purpose of increased job creation in Southern Africa. The Foundation
focuses on educational and experiential methods at the secondary and tertiary levels to realise the

AULDLUL potential of bright young minds. Through its highly-researched learning programmes, it intends to
equip talented young individuals with the skills, attitudes and motivation to have a significant
future impact.
E? stands for ‘excellence in entrepreneurship’ and as a long-term capital fund its purpose is to provide
P2 substantial financing to entrepreneurs who are graduates of the Allan Gray Orbis Foundation’s

Fellowship Programme. In addition, E? provides financing for social entrepreneurs who demonstrate
exceptional leadership and creative initiative in the not-for-profit sectors.

*This product has unit truss as its underlying investment option.
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© Allan Gray Proprietary Limited, 2015.

Directors

Executive

M Cooper BBusSc FIA FASSA

R W Dower BSc (Eng) MBA

|'S Liddle BBusSc (Hons) CFA

T Mhlambiso AB MBA JD
Non-Executive

W B Gray BCom MBA CFA (lrish)
T Mahuma BA (Hons) MPhil

K C Morolo BSc (Eng) MEng

Company Secretary
C E Solomon BBusSc (Hons) CA (SA)

Registration Number
2005,/002576,/07

Business Address

1 Silo Square  V&A Waterfront  Cape Town 8001
P 0Box 51318 V&A Waterfront Cape Town 8002 South Africa

Client Service Centre

Tel: 0860 000 654 / +27 (0)21 415 2301
Fax: 0860 000 655 / +27 (0)21 415 2492
Email: info@allangray.co.za

Website: www.allangray.co.za

Office hours: Monday to Friday 7:30 - 17:30

Collective Investment Schemes (unit frusts) are generally medium- to long-term investments. The value of participatory inferest (units) may go down as well as up. Past performance is not necessarily a guide to the future. 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 company,/scheme. Commissions and incentives may be paid and if so, would
be included in the overall costs. Unit frust prices are calculated on  net asset value basis, which, for money market funds, is the total book value of all assets in the portfolio divided by the number of units in issue. The Allan Gray Money
Market Fund aims to maintain a constant price of 100 cents per unit. The tofal return to the investor is primarily made up of interest received, but may also include any gain or loss made on any particular instrument held. In most cases
this will have the effect of increasing or decreasing the daily yield, but in some cases, for example in the event of a default on the part of an issuer of any instrument held by the Fund, it can have the effect of a capital loss. Such losses
will be borne by the Allan Gray Money Market Fund and ifs investors and in order fo maintain a constant price of 100 cents per unit, investors” unif holdings will be reduced to the extent of such losses. Fluctuations or movements in
exchange rates may also be the cause of the value of underlying international investments going up or down. Different classes of units apply to the Allan Gray Equity, Balanced, Stable and Optimal Funds only and are subject to different
fees and charges. Forward pricing is used. A fund of funds unit trust may only invest in other unit frusts, which levy their own charges that could result in a higher fee structure for these portfolios. A feeder fund is a unit frust fund that,
apart from assefs in liuid form, consists solely of units in a single portfolio of a collective investment scheme. All of the unit trusts except the Allan Gray Money Market Fund may be capped at any time in order for them to be managed
in accordance with their mandates. Allan Gray Unit Trust Management (RF) Proprietary Limited is  member of the Association for Savings & Investment SA (ASISA). Allan Gray Propriefary Limited, an authorised financial services provider,
is the appointed investment manager of Allan Gray Unit Trust Management (RF) Proprietary Limited.

The FTSE/JSE Africa Index Series is calculated by FTSE International Limited (FTSE) in conjunction with the JSE Limited (JSE) in accordance with standard criteria. The FTSE /ISE Africa Index Series is the propritary information of FTSE
and the JSE. ANl copyright subsisting in the FTSE/JSE Africa Index Series index values and constituent lists vests in FTSE and the JSE jointly. All their rights are reserved.

Allan Gray Life Limited is an authorised financial services provider and Allan Gray Investment Services Proprietary Limited is an authorised administrative financial services provider.
To read our Email Legal Notice, browse to this URL: http: //www.allangray.co.za/legal /email_legal.aspx



