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Holding conviction

I met a colleague recently who told me
that he invests in global equities but
wasn’t sure how to choose a strategy
amongst hundreds of alternatives.

He asked me: “What would be the one thing I should look
at when trying to select a global equity strategy?” Put on
the spot, 1 quickly considered possibilities: what about the
usual trinity of ‘people, philosophy and process’? Too many
and too qualitative. ESG? Too complicated.

Performance? Too blunt.

So in the end 1 answered “the number of holdings”.

It is a simple measure, which may be helpful when filtering
a universe. But it also is an indicator of a couple of
important characteristics, the first of which is conviction.
This is an important contributor to relative performance,
as it suggests something about the strategy’s investment
philosophy, or why an investment manager selects certain
investments, but rejects others.

It is this selection that creates differences between the
portfolio and the broader market, allowing the strategy’s
performance to divert away from the market, generating
out or under-performance.

“Too few holdings, therefore, could imply a portfolio that
is insufficiently well-diversified, making it susceptible

to those unintended incidental risks dominating the
investment returns.”
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The inference is that the lower the number of holdings,
the greater the conviction in those holdings. We tend to
all know what we really like, but only up to a point. If in
doubt, just ask yourself what your two favourite ice-cream
flavours are (mine are vanilla and chocolate, despite

an occasional dalliance with salted caramel). Now, try

to determine your eighth and ninth favourite flavours.
Accurately ordering them isn’t easy and neither is

being able to say how much more the eighth is preferred
to the ninth.

It is the same with investment ideas. Each incremental
holding is not expected to be as good as the ones that
precede it. Yet each new holding will be funded with
capital that could have been invested in some of those
better ideas. This diversion of capital from good ideas
to less good ideas imposes an opportunity cost

on performance.

But it isn’t necessarily the case that fewer holdings is
always better. Just like the ex-British prime minister Harold
Macmillan, who, when asked what had been the greatest
influence on his administration, replied “Events, dear boy,
events”, portfolios with too few holdings can be blown off-
course by the unexpected.

Additional holdings may improve the overall investment
experience by adding diversification. Investing is all about
being rewarded for taking risks and every holding will bring
with it exposure to a varied number of risks. Many such
risks may be considered desirable and make the holding
attractive. But there will also be other unintended risks
incidental to the investment thesis.
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For example, investors may be drawn to the attractiveness
of a particular company based on its brand and technology
but be unconcerned about where the company is listed.
Should the country of listing be affected by an ‘event’, the
portfolio returns may be compromised.

Fortunately, this ‘country risk’ may be mitigated through
diversification by holding a portfolio of companies from

a selection of different countries. Too few holdings,
therefore, could imply a portfolio that is insufficiently
well-diversified, making it susceptible to those unintended
incidental risks dominating the investment returns.

Unfortunately, the investment environment is complex
and ‘events’ are not uncommon. There are many such
sources of unintended incidental risk. This leads to an
inevitable tension between having fewer holdings to
preserve conviction and adding additional holdings to
diversify incidental risks.

Managing this trade-off is one of the challenges of
efficient portfolio construction and investors’ opinion of
their optimal portfolio will vary with the degree of risk
they are comfortable taking. But it is widely acknowledged
that there comes a point after which the diversification
gains from adding each additional holding begins to
diminish. Moreover, each additional holding will lower
conviction, until ultimately the portfolio’s return will be
indistinguishable from that of the market. That may be
fine if one is looking for broad equity exposure, but would
be problematic if one is paying a management fee in the
expectation of outperformance.
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The number of holdings is also a key variable in the
consideration of environmental, social and governance
issues, or ‘ESG’. These are often contextual issues,
requiring judgement, and may only become apparent over
time. But taking the time to investigate them and then
incorporate them into the investment decision actually
adds to overall conviction. It supports better-informed
decisions and thus, improved investment outcomes.

The difficulty is that ESG takes time and resource, both
during due diligence prior to investing, and then post
investing through active engagement. It is an opportunity
to enhance investment returns, but becomes harder

and harder to do, and do well, the greater the number of
portfolio holdings.

There is much that is relevant to the selection of a
strategy that is omitted from a simple datapoint such as
the number of holdings, so it should not be the only thing
relied upon when making a selection. A more detailed
and considered analysis would likely uncover additional
aspects worthy of consideration and an investor’s own
preference for risk is also important.

But having been put on the spot by my colleague, and
having since had time to reflect upon my answer, 1 remain
of the opinion that the number of holdings is as good a
starting point for investigation as any, offering as it does
a window into conviction, investment philosophy, risk
management and ESG.

- isalso akey variable

~inthe consideration

of ESG issues.”



Holding conviction |3

Author

Jeremy Richardson
Senior Portfolio Manager, Global Consumer Products

ACA (1996); BA (Economics) (1992), consumer products research. He joined the firm in
University of Exeter, UK. 2014 after spending seven years with the team at a

previous employer. Prior to this, Jeremy worked at two
Jeremy is a Senior Portfolio Manager on the RBC other investment management firms, also researching
Global Equity team at RBC GAM, responsible for global consumer products equities.

This document may be produced and issued by the following entities: in the European Economic Area (EEA), by BlueBay Funds Management Company S.A. (the
ManCo), which is regulated by the Commission de Surveillance du Secteur Financier (CSSF).

In Germany and Italy, the ManCo is operating under a branch passport pursuant to the Undertakings for Collective Investment in Transferable Securities Directive
(2009/65/EC) and the Alternative Investment Fund Managers Directive (2011/61/EU). In the United Kingdom (UK) by BlueBay Asset Management LLP (BBAM LLP),
which is authorised and regulated by the UK Financial Conduct Authority (FCA), registered with the US Securities and Exchange Commission (SEC) and is a member
of the National Futures Association (NFA) as authorised by the US Commodity Futures Trading Commission (CFTC). In Switzerland, by BlueBay Asset Management
AG where the Representative and Paying Agent is BNP Paribas Securities Services, Paris, succursale de Zurich, Selnaustrasse 16, 8002 Zurich, Switzerland. The place
of performance is at the registered office of the Representative. The courts of the registered office of the Swiss representative shall have jurisdiction pertaining to
claims in connection with the distribution of shares in Switzerland. The Prospectus, the Key Investor Information Documents (KI1Ds), where applicable, the Articles
of Incorporation and any other applicable documents required, such as the Annual or Semi-Annual Reports, may be obtained free of charge from the Representative
in Switzerland. In Japan, by BlueBay Asset Management International Limited which is registered with the Kanto Local Finance Bureau of Ministry of Finance, Japan.

In Australia, BlueBay is exempt from the requirement to hold an Australian financial services license under the Corporations Act in respect of financial services as
it is regulated by the FCA under the laws of the UK which differ from Australian laws. In Canada, BBAM LLP is not registered under securities laws and is relying on
the international dealer exemption under applicable provincial securities legislation, which permits BBAM LLP to carry out certain specified dealer activities for
those Canadian residents that qualify as “a Canadian permitted client”, as such term is defined under applicable securities legislation. The BlueBay group entities
noted above are collectively referred to as “BlueBay” within this document. The registrations and memberships noted should not be interpreted as an endorsement
or approval of BlueBay by the respective licensing or registering authorities. Unless otherwise stated, all data has been sourced by BlueBay. To the best of BlueBay’s
knowledge and belief this document is true and accurate at the date hereof. BlueBay makes no express or implied warranties or representations with respect to the
information contained in this document and hereby expressly disclaim all warranties of accuracy, completeness or fitness for a particular purpose. Opinions and
estimates constitute our judgment and are subject to change without notice. BlueBay does not provide investment or other advice and nothing in this document
constitutes any advice, nor should be interpreted as such.

This document does not constitute an offer to sell or the solicitation of an offer to purchase any security or investment product in any jurisdiction and is for
information purposes only. This document is intended only for “professional clients” and “eligible counterparties” (as defined by the Markets in Financial Instruments
Directive (“MiFID”) ) or in the US by “accredited investors” (as defined in the Securities Act 0f 1933) or “qualified purchasers” (as defined in the Investment Company
Act 0f 1940) as applicable and should not be relied upon by any other category of customer. No part of this document may be reproduced, redistributed or passed on,
directly or indirectly, to any other person or published, in whole or in part, for any purpose in any manner without the prior written permission of BlueBay.

Copyright 2021 © BlueBay, is a wholly-owned subsidiary of RBC and BBAM LLP may be considered to be related and/or connected to RBC and its other affiliates. ®
Registered trademark of RBC. RBC GAM is a trademark of RBC. BlueBay Funds Management Company S.A., registered office 4, Boulevard Royal L-2449 Luxembourg,
company registered in Luxembourg number B88445. BlueBay Asset Management LLP, registered office 77 Grosvenor Street, London W1K 3JR, partnership registered
in England and Wales number 0C370085. The term partner refers to a member of the LLP or a BlueBay employee with equivalent standing. Details of members of the
BlueBay Group and further important terms which this message is subject to can be obtained at www.bluebay.com. All rights reserved

Published date: February 2022

Global Asset Management
N BlueBay Asset Management
RBC

®



