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This document describes our thinking behind selected recent portfolio management actions in our portfolios and
provides context to their current positioning against the backdrop of their investment opportunity set. Our funds
always consist of a diversified portfolio of opportunities and risks; please bear that in mind when evaluating our
commentary about individual positions.

Linda Eedes

All Funds Great and Small - Investors Need Them All
“All funds bright and beautiful,
All managers great and small,
All funds wise and wonderful,
Investors need them all.”
(with apologies to Cecil Frances Alexander)
In a market populated with large well-known and trusted investment firms, why should investors bother considering an allocation to a small manager
such as RECM? Because allocating funds exclusively to large managers may reduce an investor’s opportunity set by up to two thirds, and lead to high
levels of concentration risk in a small number of stocks.
In a world of “bigger is better”, you don’t generally hear much bragging about who is the smallest. But there are definitely things in life that are better
smaller – kidney stones, debt, earthquakes and marital disputes come to mind! In the asset management industry, large firms are usually perceived by
investors as the safest places to invest their hard-earned cash. This is unsurprising – many of these managers attracted sizeable assets precisely because
they proved themselves to be successful at investing when they were a lot smaller. As large managers they now have the resources to employ impressive
teams of smart investment professionals and polished marketing specialists to reassure clients that their investments are in good hands. The irony is
that the larger a manager gets, the more difficult it becomes for them to deliver the same active returns that attracted inflows in the first place. At some
point, the size of a manager’s assets begins to directly impede their ability to do their jobs successfully as active managers. In the South African context,
how does investing almost exclusively with large managers potentially impact underlying investors?
To measure this, we considered the FTSE/JSE All Share Index as the full opportunity set of investable stocks. At the start of 2019, this included 164 stocks.
To measure how an increase in assets impacts the number of stocks available to managers, we set two simple parameters: 1) At each level of assets, the
manager needed to be able to still hold at least a 1% position in the stock for it to be considered meaningful; and 2) The manager would only be allowed
to own up to one fifth of the free float (the shares that trade freely on the JSE) to ensure no liquidity issues arose. We then considered how many stocks
were investable without breaching these two parameters at various levels of assets, starting with R4 billion of assets under management through to
R300 billion. The results were as follows:

Assets under management

R4bn

R10bn

R50bn

R100bn

R300bn

Number of stocks available

164

163

135

107

59

% of universe available

100%

99%

82%

65%

36%
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This means that if you are a manager looking after R4bn, you are able to invest in every single stock in the All Share Index without holding more than
a fifth of the free float, while still having at least a 1% position. This flexibility is almost fully intact up to R10bn, and at R50bn, you still have 82% of the
stocks available to you. But at R100bn, you lose one third of the opportunity set. If you happen to be managing more than R300bn, as many of South
Africa’s largest managers indeed are, you cannot invest in more than one third of the All Share Index without breaching one of the two parameters set.
This means you only have one third of the opportunity set fully available to you –without even considering yet whether those stocks actually happen
to be priced attractively at that time.
If your hunting ground as a manager is constrained to the top 40 stocks in the Index, but these stocks happen to be performing well, investors remain
oblivious to the concentration risks involved. After the financial crisis, most large caps were priced attractively, and high quality stocks in particular
were in demand. This saw the ALSI 40 performing well thereafter - and with this backdrop, size didn’t appear much of a hindrance.
However, when the ALSI 40 is down – as was the case in 2018, when all but 7 stocks delivered negative returns – a high concentration of funds which
are similarly positioned because they are similarly constrained can have dire overall consequences for investors with little exposure outside of this. No
matter how many smart people very large managers have in their investment teams, if there is no room to hide within their narrow opportunity set,
as was the case in 2018, their funds will perform poorly. This does not represent a lack of investment skill but a lack of investment manoeuvrability.
In contrast, the RECM Equity Fund was one of only two equity funds that delivered a positive return after fees in 2018. This is a result of two things: our
small size, which gives us flexibility, and our style as a value manager – undervalued stocks, being cheap already, often have the benefit of holding their
ground reasonably well when the rest of the market is down. This combination of size and style results in very different holdings – one that has very
low correlations to most other funds’ returns.
Investing only with large managers may feel comfortable, but can translate into portfolios which may be highly correlated to each other and the market
at precisely the time you need diversification - in market downturns. Ignoring small managers can mean to up to two thirds of the market is unavailable
to you as an investor. If investors are serious about diversification, as all the literature suggests we should be, portfolios need to be populated with
different funds with different holdings – whether this is by virtue of differences in manager size or style or both.

Disclosure
Collective Investment Schemes are generally medium to long term investments. The value of participatory interests or investments may go down as well as up and fluctuations or movements in exchange rates may also cause the value
of underlying international investments to go up or down. Past performance is not necessarily a guide to the future. The manager does not provide any guarantees either with respect to a funds’ capital or investment returns. Collective
investments are traded at ruling prices and can engage in borrowing and scrip lending. The manager may borrow up to 10% of the market value of the portfolio where insufficient liquidity exists. A schedule of fees and charges and
maximum commissions is available on request from the manager. Commission and incentives may be paid and if so, would be included in the overall costs. The quantifiable deduction is the annual management fee (and performance
fee where applicable), whilst non-quantifiable fees included in the net asset value price may comprise brokerage, auditor’s fees, bank charges, taxes, trustee and custodian fees. Collective investment prices are calculated on a net asset
value basis, which is the total value of all assets in the portfolio including any income accrual and less any permissible deductions from the portfolio. Forward pricing is used. Where a fund is exposed to foreign securities, investors
should consider the (a) potential constraints on liquidity and repatriations of funds, (b) global macro-economic risks, (c) political risks, (d) foreign exchange risks, (e) tax risks, (f) settlement risks and (g) potential limitations on the
availability of market information. Funds may be closed. Prior to investing, please read the Minimum Disclosure Document for your chosen fund/s available at www.recm.co.za This document contains objective factual information
about our products; does not constitute advice and the reader should approach a financial adviser to determine suitability before investing. No warranty is given as to the accuracy or completeness of the information and no liability
is accepted for reliance upon the information.
The Manager is RECM Collective Investments (Pty) Ltd, Company Registration Number: 2004/027540/07, registered under the Collective Investment Schemes Control Act of 2002 and is a member of the Association for Savings and
Investment SA (ASISA). The Investment Manager is Regarding Capital Management (Pty) Ltd, FSP No 18834 and the Trustees, the Standard Bank of SA Limited, PO Box 54, Cape Town, 8000.
The RECM Global Fund Limited is regulated in Guernsey and are approved foreign collective investment schemes in South Africa. The Management Company is RECM Global Management Limited. The Custodian is Northern Trust
(Guernsey) Limited; the Investment Advisor is Regarding Capital Management (Pty) Ltd, FSP No 18834 and the Administrators are JT Fund Solutions (Guernsey) Ltd. Please read the Offering Memorandum in conjunction with the
Minimum Disclosure Document and “Schedule of Similarities and Differences” available on www.recm.co.za.
A Feeder Fund is a fund that invests in a single collective investment scheme, levies it’s own charges while the underlying fund charges its own fees separately and in addition to the feeder fund.
The RECM Money Market Fund is not a bank deposit account. The price of each unit in the Fund is targeted at a constant value. Investors’ total returns are made up of interest received and any gain or loss made on any particular
instrument; and that in most cases the return will merely have the effect of increasing or decreasing the daily yield, but in cases of abnormal losses it can have the effect of reducing the capital value of the Fund. The Fund’s yield
quoted on an annual effective rate (NACA) basis. The NACA is the effective interest rate an investor can expect to earn over a 12 month period based on the nominal yield of the fund at a point in time. The nominal yield is simply the
net interest accrual of all the instruments in the fund divided by the number of units in the fund (the fund NAV). The quoted NACA is always higher than the nominal yield because the calculation is based on an investor re-investing
the monthly income distribution back into the fund at the nominal yield. (i.e. The NACA is the compounded annual 12-month rate). Excessive withdrawals from the Fund may place the Fund under liquidity pressures; and in such
circumstances a process of ring fencing of withdrawal instructions and managed pay-outs over time may be followed.

