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Introduction

2016 was an extraordinary year on a number of fronts, and a year that will be remembered politically for the events around
Brexit and the Donald Trump victory in the US Presidential election. South Africans experienced an emotional roller coaster of a
year, as we seemed to lurch from one potential political crisis to another, causing gyrations in both asset prices and the
currency - the Rand regained some of the ground it had lost so spectacularly over the previous 5 years. Global bond yields
finally lifted, albeit modestly, off the multi-generational lows, coinciding with the sell-off in expensive defensive “bond proxies”
and a rally in more cyclical equity sectors.

With so many different dynamics at play, it has proved to be another challenging and stimulating year in which to manage
portfolios. Later on in the quarterly, we touch on how the ClucasGray Equilibrium and Equity Funds performed in 2016, and
how they are currently positioned to take advantage of select opportunities we believe exist.

Investment Environment

Having grown accustomed to strong equity returns for much of the last decade, 2016 marked the second consecutive year
where the JSE All Share Index delivered low single digit returns, returning less than 3%. South African Bonds were the stand
out asset class in 2016, with the All Bond Index gaining 15%, followed by listed property at 10%. As is generally the case in a
diverse market such as the JSE, the index returns for both Equity and Property mask some extremely divergent returns from
individual sectors and companies. The currency has strengthened by over 11% against the USD during the year, and more
meaningfully against the Pound (25%) and Euro (14%).

Domestic Prospects

The South African consumer economy has faced significant headwinds over the last few years, which have impacted growth
prospects. These factors have included rising interest rates, high food inflation exacerbated by the drought, extreme currency
weakness, volatile commodity markets, limited investment and employment growth and muted credit extension.

Whilst we are seeing the effects of many of these issues being reported on in company earnings and economic data, we are of
the view that the environment is changing, and that consumers could enjoy some relief in the next few years. We provide some
supporting detail below, however the main arguments for an improvement into 2017 include:

e A moderation in food inflation

e Animproving agricultural environment

e No more interest rates hikes; the potential for cuts exists

e The possibility of a more stable Rand

e The effect of an improvement in commodity prices which are now substantially off their lows
e Animprovement, off a low base, in the fixed investment economy

The key investment question remains how some of these variables will translate into an improvement in corporate earnings.
Earnings revisions have been in a downward trajectory for much of the last 24 months and should some of these factors
reverse, it will provide a more positive backdrop for an improvement in domestic earnings. Some domestic businesses are
already attractively valued, and coupled with an improving earnings outlook, could provide investors with good returns.
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As highlighted in the left hand graph above, the Rand maize price (red line) has declined noticeably in recent months, whilst
food inflation (blue line) has remained high at almost 12%. Maize prices have historically led food inflation, and coupled with
good summer rains in key Maize growing regions, we would expect to see relief to food prices in the months ahead. The right
hand graph illustrates that food inflation (blue line) typically leads CPI or overall consumer price inflation. Our view that one of
the key supply side inflation inputs (food prices) should moderate, coupled with the stronger Rand and weak consumer
demand referred to earlier, leads us to conclude that inflation is likely to fall below 6%.

From an investment perspective, we have interrogated the investment case for food producers, which have historically been
able to improve margins into a declining food inflation environment. Our sense is that the earnings prospects are supportive of
current valuations and believe there are some interesting opportunities in the sector. Our preferred company has been Zeder,
where investors are not only gaining exposure to Pioneer Foods at an attractive discount, but are also exposed to a number of
high quality unlisted companies where the potential for value unlock exists.
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A fixed Investment “Strike”

We concede that politics and low confidence are potential impediments to an improvement in the fixed investment cycle;
however domestic fixed investments spend has been in decline for several years now. With capacity utilisation in the economy
rising above 82% and some improvement in commodity prices, the possibility of a modest recovery exists. Off a very low base,
there may be some opportunity for businesses exposed to a pick-up in investment spend
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The ClucasGray Equilibrium and Equity Funds both have large weightings in Reunert. Whilst we like it for its strong balance
sheet, cash generative qualities, and undemanding valuation, we also see it is a defensive play on the fixed investment
economy. An improvement in investment activity will benefit the company.

Global Prospects

The final quarter of 2016 brought about a discernible change in the pricing of global bonds with yields in key developed bond
market indices all moving sharply higher. Traditionally, an environment of rising developed markets bond yields has been
indicative of improving outlook for growth in these economies, and given recent concerns in key regions, we are encouraged
that deflation fears seem to have subsided.
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One of the near term consequences of this rise in bond yields has been the sell-off in expensive, defensive “bond proxies” and
global property stocks with a rally in more cyclical equity sectors. From a fundamental investment perspective, the improving
global macro environment should also be supportive of better earnings prospects. The link between rising bond yields and
higher commodity prices goes back many years - within the commodity basket, we have a preference for Oil and Copper,
which is reflected in the Fund’s weightings in Sasol, Billiton and Glencore.

ClucasGray Equity Fund

2016 was a significant year for the ClucasGray Equity Fund, as the fund has now been in existence for more than 5 years. The
Fund benefited from decisions taken early in the year to reduce exposure to expensive Rand Hedge industrials, and increase
weightings meaningfully in domestic companies which had been so dramatically sold off during the events surrounding “Nene
Gate”. The Fund delivered a return of 9% in 2016, which compares favourably to the JSE SWIX Total Return Index (4%), and the
General Equity Peer group average (3%)*. Over 3 years the fund has gained 6.3% against the Peer Group average of 4.4%*, and
over 5 years, 12.4% against the Peer Group of 9.8%*. As is industry norm, the returns quoted above are net of the highest fee
class.

We think it is instructive to highlight the Gross of Fees returns for the fund over various periods since inception. The table
below shows good relative performance against both the All Share and SWIX Total Return indices over all periods

Equity Fund Gross Returns, to 31 December 2016 1 Year Return 3 Year Return 5 Year Return  Since inception
CG Equity Fund - gross returns 10.1% 8.4% 14.6% 15.8%
SWIX Total Returns 4.1% 7.6% 14.2% 15.2%
ALSI Total Returns 2.6% 6.2% 12.9% 14.0%

Source: Prescient

The Fund’s financial exposure remains significant, with Standard Bank, Barclays Africa and Old Mutual all featuring within the
top 6 positions of the fund. Despite the good performance from Banks in 2016, we believe they remain relatively attractive. In
addition, our view of some relief in Inflation is reflected in an exposure to Food producers, and select discretionary retailers. We
continue to favour consumer commodities in our resource exposure, with Oil and Copper being preferred - Sasol, Billiton and
Glencore all feature prominently in the fund. As mentioned in prior quarterlies, we have exposure to a number of smaller, less
liquid opportunities, where we believe the prospects for good real returns exist.

ClucasGray Equilibrium Fund

The ClucasGray Equilibrium Fund is our Multi-Asset High Equity Regulation 28 Fund. As alluded to above, 2016 was a year in
which Fixed Income and Property outperformed other asset classes, with the All Share index gaining 3%, and the Rand
strengthening over 11% against the US Dollar. The Equilibrium Fund gained 4.6% in 2016, which compares favourably to the
Multi-Asset High Equity Peer group, which gained 0.1%*. The fund has now returned an annualised return of 8.7% since
inception, with the peer group average being 4%* over the same period.

During 2016, the portfolio benefitted from an active approach to asset allocation, taking advantage of attractive real yields on
offer in the fixed income markets, reducing exposure to relatively expensive rand hedge industrial companies in favour of
mispriced domestic companies, and out of favour commodity companies.

The equity carve out of the portfolio is very similar to that of the ClucasGray Equity Fund, outlined above. The income
component remains significant, with Cash, Bonds and Preference Shares making up over 30% of the Fund, delivering what we
believe to be very attractive real yields. Notwithstanding the increase in global bond yields referred to earlier, we do not
believe that global non-equity assets are attractive enough at current levels. Coupled with our view for continued stability in
the Rand, the Fund’s weighting to offshore remains at the low end of our Asset Allocation guidelines.

Note * signifies the Peer group average is taken off INET’s Plexcrown data.
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Conclusion

Investors globally have been reminded that markets are extremely dynamic, and that strategies which have worked over the
last 5 years, may well prove disappointing in a different economic and investment cycle. In addition, the importance of
appropriate geographic, asset class and sectoral diversification has again been demonstrated in 2016.

We spend our time looking for opportunities to deliver sustainable real returns for our investors, and acknowledge that these
come in many differing guises. We believe, and have articulated as such in previous quarterlies, that South African Investors
have been afforded a window of opportunity in high yielding income assets, which in many cases are delivering more than a 3%
real yield. A number of companies are, in our opinion, mispriced - either their valuations are below long-term norms, or the
earnings prospects of the company are not accurately reflected in valuations. We have avoided certain highly rated companies
where, notwithstanding their undeniable quality, we are not able to envisage an earnings scenario for the investment to deliver
sufficient real returns.

Markets and economies will need to digest the implications of rising bonds yields and some uncertainty around a number of
political events, but in aggregate a more constructive and positive earnings environment in the year ahead seems plausible.
Adherence to a disciplined investment process enables one to take advantage of the dislocation in assets prices and the
current environment could well present opportunities for patient investors to generate real long-term returns.

For more detail on both the ClucasGray Equity and ClucasGray Equilibrium funds and to view our
latest fund fact sheets, please see our new website - www.clucasGray.co.za

Disclaimer

“ClucasGray (Pty) Ltd is an authorised financial services provider (FSP 21117). Collective Investment Schemes in Securities (CIS) should be
considered as medium to long-term investments. The value may go up as well as down and past performance is not necessarily a guide
to future performance. CIS’s are traded at the ruling price and can engage in scrip lending and borrowing. Performance has been
calculated using net NAV to NAV numbers with income reinvested. There is no guarantee in respect of capital or returns in a portfolio.
The Manager retains full legal responsibility for any third-party-named portfolio. Where foreign securities are included in a portfolio there
may be potential constraints on liquidity and the repatriation of funds, macroeconomic risks, political risks, foreign exchange risks, tax
risks, settlement risks; and potential limitations on the availability of market information. The investor acknowledges the inherent risk
associated with the selected investments and that there are no guarantees Prescient Management Company (RF) (Pty) Ltd is registered
and approved under the Collective Investment Schemes Control Act (No.45 of 2002). For any additional information such as fund prices,
fees, brochures, minimum disclosure documents and application forms please go to www.clucasgray.co.za
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