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A message to our clients 
Fiscal Engineers recently held its Spring Investment & Risk Committee (IRC) meeting, the forum through which 
client portfolio and other investment related risks are managed, and is happy to report that our investment 
strategy remains unchanged as a result. 

Whilst we remain confident in our strategic and disciplined approach to managing portfolios, that is more than can 
be said for the financial services sector at large.  Recent events, such as the LIBOR rigging scandal and the 
ongoing investigations into the possible manipulation of pricing in the foreign exchange and gold markets, 
continue to portray the financial services sector in a very poor light.  Combined with excessive pay and the 
growing scourge of managers’ capitalism over owners’ capitalism – where balance of benefits of the brand and 
the balance sheet of a company flow to managers and employees rather than to shareholders who take the risk –  
it does make one wonder whether anything has really changed since the Credit Crisis. 

The recently announced remuneration package of $11.8 million for JP Morgan’s CEO Jamie Dimon, is a case in 
point.  It was awarded despite the fact that the bank has written down $9.2 billion in the third quarter against 
regulatory and legal fines.  Closer to home, Barclays paid out £2.4bn in bonuses, but just £860m in dividends to 
shareholders, in the past year.  Consequently, we continue to be dismayed by the lack of morality and abuse of 
trust that these large institutions exhibit and the disdain that they demonstrate for their clients. 

At least we can control what we do and how we behave as a firm.  At Fiscal Engineers, we continue to take our 
fiduciary responsibilities to our clients very seriously and are absolutely passionate about doing what is right for 
you.  These responsibilities are wide ranging and include acting in your best interest in the advice and guidance 
we give to deliver the potential for better investment outcome. 

In this paper we share highlights of the key discussions and decisions that arose during the meeting and the 
research that we reviewed.  We hope that it provides insight into the scope and depth of the IRC’s remit and 
work, and the fiduciary and risk management culture that we have built at Fiscal Engineers 

If you would like to talk further about any issues raised in this paper, please do get in touch. 

The team at Fiscal Engineers 

Tel: 0115 955 5600 
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1 The purpose of the IRC 
The IRC is the formal body responsible for the governance of the investment process at Fiscal Engineers.  
Meetings are held twice a year, but can be called on an ad hoc basis if circumstances warrant it.  The most 
recent meeting being held on 10 March 2014.  To recap, the purpose of the IRC is to: 

 Define and implement a risk-focused approach to investing.
 Continually test, refine and reaffirm its investment process including: the structure of client portfolios; the

asset classes (e.g. equities, bonds, commercial property) that it uses or excludes; and the ‘best-in-class’
funds that provide access to the desired asset classes.

 Employ best-practice fiduciary standards in overseeing the investment programme.
 Help clients understand what they own and why they own it.

The IRC takes an evidence based approach to the investment strategy adopted for our clients. 

We continue to review as to how best to capture the returns available either by investing in actively managed 
funds or by adopting what is referred to in many studies as ‘passive’ investing through traditional index tracking 
funds. 

Whilst we are certainly more aligned to the ‘passive’ investing approach referred to in the research, our approach 
to capturing market returns is to review the whole of market and utilise institutionally priced pure asset class 
funds to gain efficient access to the underlying assets. 

2 IRC meeting proceedings 
2.1 Introduction 
The formal IRC meeting took place on 10 March 2014 and a quorum was present.  The minutes of the previous 
meeting were reviewed, previous follow-up actions revisited and the minutes were duly signed off by the 
Chairman.  A number of regular agenda items were discussed and the following decisions were made, none of 
which resulted in changes to portfolio strategy or implementation fund choices. 

2.2 Key decisions summary 
 Pure asset class investing vs. active management: the latest research reaffirms the fact that a pure

asset class investing approach (low cost, institutional, passively managed funds) remains a highly 
effective means of investing money and capturing the market returns on offer.  A recent challenge in 
support of active management was rebuffed (see section 5 below). 

 Asset class performance: despite a range of returns from different asset classes from around -7% for
emerging market equities (after inflation) to +24% for global value stocks, the IRC is satisfied that these
returns fall within expected ranges and simply reaffirm the need for holding diversified portfolios (see
section 4 for more detail).

 Existing best-in-class products: the IRC keeps existing best-in-class fund choices under regular
review and is happy that the funds used are performing in line with expectations.  New funds are also
under constant review and in the event that any appear to compete for best-in-class status, they will go
through Fiscal Engineers’ formal due diligence process, with final approval by the IRC.  Minimum
volatility and high yield equity funds were discussed and dismissed.

 Asset class research: A new analysis of gold was presented and discussed by the IRC.  In short,
recent research dispels many of the long held beliefs about gold.  An asset without a cashflow remains
unappealing.  Infrastructure holds appeal in terms of the stable inflation-linked cash flows that the
infrastructure assets deliver (e.g. utilities, toll roads, airports).  However, it is impossible to access these
cash flow attributes without taking on the operating risk of the companies owning and/or managing the
infrastructure projects.  The IRC will continue to monitor this interesting asset class over the next 2-3
years.

 Strategy affirmation: the IRC concluded that no changes, in either portfolio structure or products, are
required at this time.  It is entirely comfortable with the firm’s portfolio strategies.
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3 Delivering independent advice to our clients 
3.1 The term ‘independent’ is defined by the regulator 
As part of its comprehensive review of the advice marketplace in the UK – known as the Retail Distribution 
Review - the industry’s regulator, the Financial Conduct Authority (FCA), divided the market up into two groups: 
‘independent’ advisory firms and ‘restricted’ advisory firms.  It also defined the criteria for deciding which category 
a firm falls into. 

At its simplest, a firm may only label itself as ‘independent’ if it has undertaken a comprehensive and fair, 
unbiased and unrestricted analysis of the whole retail investment products marketplace in coming up with 
recommendations for a client.  An independent firm must: keep an open mind as to what is in a client’s best 
interests; continually challenge its approach; be prepared to refine its process; and, where necessary, 
accommodate client-specific investment constraints.  All advisers in an independent firm need to be able to 
discuss and explain their firm’s decisions and reasons why they have recommended certain solutions (and not 
others) with competence. 

‘Restricted’ firms do not provide solutions from the whole of the market as they are limited in some way from 
doing so, either because they are tied to certain providers or do not have the expertise or mandate to provide 
advice from a whole-of-market universe. 

3.2 The IRC’s position 
Fiscal Engineers provides its clients with independent advice.  In this context, the relevance and importance of 
the IRC as a forum for challenge, reaffirmation and, where necessary refinement of the investment process, is 
evident.  We also run a formal and personalised programme of continuing professional development (CPD) for 
each of our team members. 

4 2013 in perspective 
4.1 The imperative of diversification 
As our clients will know by now, we are not in the habit of providing economic insights into why markets did what 
they did, as that is simply fitting a narrative to what has happened.  Neither do we try and predict the short term 
movements of markets – it is hard enough, in reality, to estimate sensible long run future rates of return, let alone 
predict which asset class will do well or badly in the next 12 months.  Our insights on market returns for 2013 
are as follows (all figures in real terms): 

 Perhaps the most compelling message from 2013 was the importance of owning a diversified portfolio,
geographically and by asset class.

 By and large, developed market equities (UK included) performed well, delivering returns a little
under 18% for UK equities, and 21% for global equities.

 Smaller company and value stocks delivered returns above those of the broad developed markets (24%
and 23% respectively).

 Global property was down around 2% (although UK property was up over 20%) and emerging market
equities were down around 7%.  It is important to remember the strong recovery of these two asset
classes provided material support to portfolios after the Credit Crisis.

 Short dated bonds and index linked gilts were down 2% and 3% after inflation.  But then so was cash,
losing around 2% of its purchasing power.  Remember that in the previous three years bonds delivered
unusually high returns, which have only partially been returned.

 Diversified, balanced portfolios saw positive, above inflation returns.

 It is important to remember that bonds in balanced portfolios are there to protect the portfolio from
material falls in the equity allocation.  We are comfortable with the structure of the bond allocation that
we recommend.

 Bonds in more risk averse portfolios are there to maintain purchasing power for long term investors,
without suffering large losses.  Bonds are not risk free assets and they will rise and fall in value, but with
nowhere near the same magnitude as equities.  Short dated, high quality bonds, with some exposure to
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index linked gilts, position these lower risk portfolios to have a good chance of achieving these goals 
over the medium to longer term. 

 Cash is not a safe alternative, having lost more than 10% of its purchasing power in the past 3-4 years.

4.2 The IRC’s position 

While emotionally investors tend to think that it must be easy to time the markets, in practice it is not and we do 
not attempt to try.  Short term noise is an inevitability of investing and something that we cannot control.  What 
we can control is the structure of our clients’ portfolios, ensuring that we combine asset classes together in 
proportions that are likely to deliver robust outcomes in varied conditions over the mid to longer term.  Having 
confidence in the structure, sticking with the programme in good and bad markets (both will come in equal 
measure) and rebalancing over time are key to giving oneself the highest chance of a successful investment 
experience. 

5 Lies, damned lies, and recent investment research 
5.1 Recent headline ‘Active beats passive in all periods!’ or does it? 
Fiscal Engineers has, for some years now, advocated the use of institutional quality, low cost pure asset class 
funds (passive1 or index funds) to implement its investment strategy recommendations to clients.  One of the 
static items on the IRC’s agenda is to review the latest research supporting or challenging our approach. 

One recent piece of research ‘Active funds trounce passive funds over all periods’ 2 highlighted a number 
of important issues when reviewing any research: 

 Look behind the headlines – they should not be taken as gospel.

 The methodology used should be understood and its limitations challenged.

 Ditto any assumptions made.

 Ensure that apples are being compared with apples.

 Keep an open mind, but also a healthy sense of scepticism.

The research in question made a comparison between the 10-year performance of a cohort of actively managed 
funds (after costs) – defined as the IMA UK All Companies sector of funds – and a cohort of all the UK index 
tracker funds following the FTSE All Share Index and the FTSE 100 Index with a 10-year track record.   

The research made some useful points: 
 An index fund does not deliver the market return, as there are costs involved, which we are acutely

aware of.

 There are some awful index tracker funds (particularly some of the earliest funds) – due to high costs
and poor execution of the tracking strategy – we concur!

 The IMA UK All Companies sector funds include material exposure to smaller company stocks than the
market as a whole.  This was dismissed in the paper as an active manager choice.  Here we disagree,
as we do not class ourselves as active managers yet make strategic tilts to smaller companies in client
portfolios.

 The broad market index – the FTSE All Share Index beat the IMA UK All Companies sector over the 10
years under review.

 There are some good passive managers who can deliver near market returns through low cost and
skilful market replication.

A counter analysis was undertaken by Albion Strategic Consulting (Governance Update 7 reviewed by the IRC), 

1 The implication is that ‘passive’ means a computer simply picking and holding stocks in an index.  Nothing could be further from the truth.  
Most ‘passive’ fund management companies place extraordinary focus and resources on managing down costs and avoiding the attritional 
costs of trading that active managers are less concerned about.  Being a good passive manager takes real skill.  Not all passive managers 
produce the same results.  Manager selection is very important. 

2 Ausden, J., (2014), Active funds trounce passive funds over all time periods. www.trustnet.com, 13 January, 2014.
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which sought to make a fair apples-to-apples comparison. 
 Using a regression analysis, it identified the proportion of the returns of the IMA UK All Companies

return series that was attributable to its allocation to small cap.

 It found that this active pool of funds had a strategic, long term exposure of around 30% to smaller
companies and 70% to the broad market.  It is thus unfair to compare it directly to a cohort of broad
market (FTSE All Share) index funds and large cap (FTSE 100) index funds.

 A comparable portfolio structure of 70% UK equity market and 30% UK smaller companies was
created using market indices – before costs.

 Over the 10-year period, this structure delivered a return of 9.93% versus 8.82% for the IMA UK All
Companies sector.

 Stripping out costs of 0.4% still leaves a return advantage of 0.7% per annum.

5.2 The IRC’s position 
It is relatively straight-forward to identify an exceptionally well managed asset class/passive/index fund, yet you 
cannot obtain the return of the IMA UK All Companies sector unless you own all of the funds in this cohort – 232 
at the last count!  Attempting to pick individual funds is fraught with noise and the well documented lack of 
performance persistence over time.  The risks and probabilities of getting this wrong outweigh the upside of 
getting it right.  Pure asset class investing is a highly effective way of managing money.  Perhaps the headline 
should have read ‘Passive trounces active’. 

The wise and timeless words of Professor Simon Keane3 are worth remembering: 

“The significance of the evidence is not that passive investing will always outperform active investing, but that 
when an investor has to make a decision about which way to invest, the probability of success always lies in 
favour of passive investment.” 

6 The sequence of returns you experience matters 
6.1 Drawing down a portfolio, over time, requires care and guidance 
Many investors in retirement look to their investment portfolios to provide an income.  For some, that means 
running their pot down fast enough to enjoy a financially comfortable lifestyle yet without running the risk of the 
pot running out.  Finding the right balance between these two competing goals is neither easy nor static.  This 
balance is influenced by several things: the asset allocation that drives the returns the portfolio achieves, the rate 
of withdrawal from the portfolio, and the sequence in which returns are experienced. 

Without some flexibility in the drawdown plan, a sequence of really poor returns in the years just after retirement 
can materially raise the chances of running out of money.  Recent research (Governance Update 7), 
demonstrated both the damaging effect of bad early year returns on outcomes and the ability to mitigate this 
through flexibility in the level of income taken from the portfolio. 

The first formal research on safe withdrawal rates in retirement was undertaken in 1994 by William Bengen.4  
His study used historical data from the US market and established, using 50-year rolling periods, what the safe 
withdrawal rate would have been to avoid running out of money over any 30-year period.  The 4% withdrawal rate 
used widely across the planning industry derives from this work.  He clearly demonstrated that the rate of 
withdrawal was variable depending on the sequence of returns.  In his words: 

“Therefore I counsel my clients to withdraw at no more than a four-percent rate during the early years of 
retirement, especially if they retire early (age 60 or younger).” 

He also suggested in his paper that investors should hold between 50% and 75% equities in their portfolios – any 
less and the risks of running out of money were too great on account of the lower returns of bonds. 

3 Keane, Simon. (2000) ‘Index Funds in a Bear Market’, Glasgow University. 
4 Bengen, B., (1994),  Determining Withdrawal Rates Using Historical Data, Journal of Financial Planning 

http://www.retailinvestor.org/pdf/Bengen1.pdf  
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Under analysis, the worst 15-year starting sequence of any 30-year horizon from 1900 to 2013 – for a portfolio 
60% invested in UK equities and 40% invested in UK gilts – delivered an average return of 4% per annum after 
inflation, which was similar to the compound return of a 60/40 portfolio over this 114-year period.  Yet, 
withdrawing 4% a year, an investor would have run out of money before the 30-year period was up.  In fact, in 
around 1-in-4 times, such a strategy would have risked running out of money without an adjustment to the plan. 
Whilst only taking 3% a year would have resulted in a very low chance of running out of money, such a broad 
brush approach penalises the 3-in-4 who would have been fine – not a good outcome either. 

The same analysis then used a dynamic withdrawal methodology that altered the rate of withdrawal depending 
on asset levels.  The results demonstrated that this dramatically reduces the risk that the cohorts who experience 
poor early returns do not run out of money, without penalising those who have a more favourable experience. 

6.2 The IRC’s position 
Whilst we have attempted to mitigate risk by holding a certain degree of future income liquid, this is an interesting 
piece of research and the IRC has commissioned a short paper to raise and explain this issue to clients who are 
in drawdown, or considering it. 

Further research was also discussed, to be presented at a later date, examining the impact of changing the 
allocation of the portfolio over time.  Recent research from the US suggests that to avoid the early poor return 
sequence risk, a higher allocation to bonds may make sense at retirement, with a slowly increasing allocation to 
equities as time progresses.  This may seem counter to established wisdom that allocations should either remain 
static or become more conservative with age. 

Fiscal Engineers is extremely aware of the critical responsibility that it holds in helping clients to navigate the 
perils of portfolio drawdown throughout their retirement, and the analysis, discussion and potentially tough 
choices that it will help its clients to make.  The recent budget has made this issue more acute, given the freeing 
up of restrictions on withdrawing assets from pension vehicles.  Whilst we believe that most pension holders will 
be responsible, the long term consequences of dipping into the pension pot, even with a moderate overspend, 
are hard to evaluate and predict without rigorous analysis and informed discussion.  Leaving it to luck is not a 
strategy. 

We hope that you have found this summary both informative and interesting.  If you wish to discuss any of the 
issues raised in this paper, please feel free to give us a call.  The full minutes of the meeting are available, on a 
confidential basis, to any client who would like to see them. 

Fiscal Engineers’ Investment & Risk Committee 
Spring 2014 

The value of your investments may fall as well as rise and you may receive less back than you originally 
invested.  All content is intended as general information only and does not constitute a personal recommendation.
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