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A message to our clients 
Fiscal Engineers recently held its Spring Investment & Risk Committee meeting (IRC), which is the forum through 
which client portfolio and other investment related risks are managed.  In short, we are happy to report that we 
have no material changes to our investment methodology. 

Those with good memories will notice that we reached the same conclusion at our last meeting.  It is important to 
note that we do not make this statement lightly, nor is it arrived at without considerable deliberation, discussion 
and diligence.  As you know, the role of the IRC is not to alter portfolios in accordance with any predictions of 
future market movements or to pick and choose high profile funds and managers – but to make sure that the 
risks taken in client portfolios continue to make sense and the structures that we employ to capture market 
returns continue to be the best investments to achieve that aim.  Sensible market risks should be rewarded with 
adequately compensated market returns, over time, less the costs of investing.  That sounds easy, but in practice 
it is more involved and challenging than you might think. 

Behind the scenes, the IRC continues to operate a disciplined risk management approach to ensure our clients 
continue to achieve the lifestyle objectives that their portfolios help to secure.  In this short note, we would like to 
highlight some of the work that is done behind the scenes that allows us to restate, in the opening paragraph, our 
continued confidence in pure asset class investing for our clients. 

If you would like to discuss 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 that is 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.  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 funds that
provide access to the desired asset classes.

 Employ best-practice fiduciary standards in overseeing the investment programme.
 Help inform clients about what they are invested in and why.

1 IRC meeting proceedings 
1.1 Introduction 
The formal IRC meeting took place on 20th April 2015 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. 

1.2 Key decisions summary 
 Pure asset class investing vs. active management: we continue to believe – and recent evidence

continues to support – that using pure asset class funds to capture the market returns on offer from 
sensible risks taken on in portfolios continues to make considerable sense.  Avid readers of the financial 
press may have come across two related topics that are receiving significant column inches: criticism of 
funds that charge ‘active’ (higher) fees for the promise of returns greater than the market, but look 
remarkably similar to the market benchmark; these are known as ‘closet trackers’.  The second topic 
relates to a measure called ‘active share’ that is increasingly being used by active fund managers to 
show how different their funds are to the market index they are hoping to beat, in an attempt to 
differentiate themselves from the closet trackers.  Their narrative implies that investors should pick 
managers whose portfolios are quite different (described as having high ‘active share’), if they want to 
beat the market.  True up to a point, but that does not imply that they will deliver, only that if you want to 
beat the market you can’t simply own the market!  Empirical evidence from around the world reveals that 
persistent skilled active management, delivering market-plus returns, is an extremely rare commodity 
and extremely practically impossible to identify in advance.  Recent academic research from the US 
evidences that – perhaps not unremarkably in the less-than-zero-sum game of trading equities – ‘closet 
trackers’ underperformed the market by around 1% and high active share managers underperformed by 
around 1.7%, which is broadly in line with their respective costs!1 

 Asset class performance against assumptions: below, we provide a summary of the longer term
returns that have been exhibited by the building blocks used in constructing our client portfolios.  As
ever, it is worth noting that short term data is noise around long-term averages and should only be
considered as interesting rather than essential.  We provide this data table as it forms part of our
discussion around ‘cost recapture’ that we cover later in this paper.  It is worth noting that Fiscal’s long
term capital market assumptions, used in the financial planning process, are broadly in line with longer
term market outcomes.  We remain comfortable with these long term planning assumptions.

1 Financial Times, Monday 26th January, 2015, Active share revealed to have feet of clay.  FTfm.  Pp. 6-7. 
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Figure 1: Short term market noise in context 

Asset class – (to 31 March 2015) 
Endnote1

10 years 
(Nominal) 

10 years 
(Real) 

FE 
Assumption 

(Real) 

12 months 
(Nominal) 

12 months 
(Real) 

UK Equities 7.8% 4.6% 5% 6.6% 5.6% 

Global Equities 9.0% 5.8% 5% 19.2% 18.1% 

Global Value Stocks 9.1% 5.8% 7% 13.8% 12.7% 

Global Smaller Companies 10.8% 7.5% 7% 12.5% 11.5% 

Emerging Market Equities 11.5% 8.2% 7% 13.3% 12.3% 

Emerging Market Value & Small 14.5% 11.1% 9% 12.1% 11.1% 

Global Commercial Property 10.7% 7.4% 4% 33.6% 32.4% 

Global Short-Dated Bonds (hedged) 4.7% 1.7% 2% 4.1% 3.2% 

UK Inflation Linked Gilts 6.6% 3.4% 1.5% 7.4% 6.5% 

UK Cash 2.1% -0.9% 1% 0.4% -0.1% 

Data source: DFA Returns.  All rights reserved. 

A key point of note is that we have always placed broad diversification at the heart of our investment process and 
this has paid off, both over the long and short term, by reducing the reliance on the performance of any one asset 
class to deliver returns.  The chart below provides data for 2014 which demonstrates just why it is so important to 
be invested broadly across markets (developed markets in this example).  Trying to second guess which markets 
will do well and which will do badly is well-nigh impossible.  Simply owning the broad mix is preferable.  A great 
deal of the investment community will look at this chart and see opportunity.  We look at this chart and see risk, 
which can be mitigated through appropriate diversification. 

Figure 2: Return dispersion of developed equity markets in 2014 

Data source: MSCI market returns (net div.) from DFA Returns Program.  All rights reserved. 

 Existing products:  the IRC has, as part of a rolling programme, reviewed the funds recommended to
its clients.  Every year we complete a full due diligence review, obtaining up-to-date data and
information surrounding the funds and how they operate.  We remain very comfortable that each of the
funds is doing what it is supposed to.  In line with our independent mind set and approach we continue
to review the market for alternative best-in-class funds in all asset classes.  For example, we are
currently researching a relatively new short term global bond fund offered by Vanguard and this will be
discussed and evaluated at the next IRC meeting.  It should be noted that we remain entirely
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comfortable with the Dimensional Global Short-dated Bond Fund, which sits in the same investment 
space.  We are viewing the Vanguard fund as a potential supplementary fund with possible additional 
diversification benefits, rather than as a pure replacement.  We will report back to you at a later date on 
our findings and any decisions made. 

 Portfolio review: the IRC also regularly reviews the fund-based model portfolios we recommend.
Again, given that we are content with each of the individual funds; it is no surprise that the Committee
remains comfortable with the investment performance of the portfolios.  It is important to remember that
these are long term strategies designed to pick up the rewards from the sensible mix of risks that each
portfolio is exposed to.   We continue to see that the broad asset allocation of portfolios remains robust.
One issue discussed was the concentration of the UK equity market in a small number of large
companies.  We believe that given the broad diversification into other equity markets currently in place,
this is of no material concern.  It is however, one of the things that we continue to monitor.

 Asset class research:  currently our client portfolios contain each asset class that meets our selection
criteria.  However, the IRC retains an open mind on any new asset classes that we explore, and
periodically revisit those that may have been previously excluded.  During this particular IRC meeting we
discussed early stage private equity investments accessed via Enterprise Investment Schemes (EIS)
and Venture Capital Trusts (VCTs).

 Particularly for those individuals restricted by the amount they can invest into pensions there is always
potential to be seduced by the tax reliefs available; however our conclusion remains that for the vast
majority of our clients these are exceptionally high risk, concentrated, illiquid and very high cost asset
strategies that fail to deliver adequate returns, despite the seemingly attractive tax breaks on offer, and
should largely be avoided.  The recent £8 million loss (out of an £18 million portfolio) on a well-known
fund management company’s EIS offering is a salutary reminder of the material risks of investing in
start-up companies. Our discussion on EIS and VCT investments is summarised below.

 Strategy affirmation: the IRC concluded that no material changes, to either portfolio structure or
recommended fund products, are required at this time.  We remain entirely comfortable with our portfolio
strategies.

2 EIS & VCTs: the dangers of letting the tax tail wag the investment dog 
Private equity, i.e. equity transactions, such as buyouts and venture capital for early stage companies that are 
transacted privately rather than via the stock market, are one of several asset classes that are excluded from 
core client portfolios, after careful analysis and discussion within the IRC.  Research2 indicates that private equity 
funds need to deliver returns of 1.3 times that of public markets to cover the costs of illiquidity, high management 
charges and ‘carry’ (the manager’s slice of the upside return above some return hurdle).  On average, despite the 
myths of exceptional returns from private equity (in general), they appear to just about break even with public 
market returns after costs.  Venture Capital Trusts (VCTs) and Enterprise Investment Schemes (EIS) in the UK 
are a tax-advantaged sub-set of the broader private equity asset class.  This short note summarises the research 
discussed at the IRC meeting and the conclusions arrived at. 

2.1 Superficial appeal, driven by tax breaks 
VCTs and EIS represent tax-advantaged opportunities to invest equity capital into very small and often very early 
stage – or even start-up - privately held businesses.  The words ‘equity’, ‘privately held’, ‘small’ and ‘early stage’ 
immediately point out some of the risks. 

There is a certain human appeal to investing in the next Google or similar tech start-up or to own a share of a 
biotech firm commercialising some aspect of research for the good of mankind.  Intuitively, one knows that this is 
a risky, dice-rolling business and that for every winner there are bound to be some losers and some also-rans.  
But the tax breaks afforded by HM Government, for both of these schemes, risk clouding the due diligence that 
these investments deserve.  It is a mistake to think that these tax breaks are altruistic in nature.  Their purpose is 
to encourage the supply of capital to these companies in the hope that they will employ more people – who will 
pay income tax, make NI contributions (individual and company) and pay VAT on goods bought with their wages 
– and that they will generate higher corporate earnings on which corporation tax can be charged.  The tax breaks
are provided to improve the risk-return relationship that potential investors in these companies face. 

2.2 Capital raising metrics 
As a bit of background, EIS was launched in 1993-1994, as an evolution of the Business Expansion Scheme that 
went before it.  Since it began, it has raised over £10.7bn for 21,000 small companies with an estimated £1 billion 

2 Sorensen, Morten and Wang, Neng and Yang, Jinqiang, Valuing Private Equity (November 2013).  NBER Working Paper No. w19612. 
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raised in 2013/2014 for around 2,400 companies3.  This compares to around £22bn of retail investments into UK 
mutual funds4 in the 12 months to October 2014.  The peak of EIS capital raising was in 2000/1 at the height of 
the technology boom.  Today’s level of fund raising is almost comparable to the previous high.  Since 2006, 
around 60% of all investment has been made into companies operating in London and the South East. 

The VCT scheme was first introduced in 1995.  VCTs are similar to investment trusts, raising capital by the sale 
of shares in the trust, which is then invested into qualifying trading companies.  VCTs must be listed on a UK 
stock exchange and will trade at a premium or discount to the NAV of the underlying portfolio companies.  They 
are managed by professional fund managers.  Total funds raised from 1995-6 to 2013-4 were £5.5 billion, with 
record funds raised in 2000-1 of £450 million.  In 2013-14, funds raised were £440 million, via 66 funds, out of 97 
funds in existence.5  This is around half of the funds raised for EIS in 2012/13. 

Figure 3: General tax parameters of EIS and VCT investments6 

Tax issue EIS VCT 

Maximum annual investment £1,000,000 £200,000 

Income Tax relief on 
subscriptions 

30% of subscription amount. 
(Providing sufficient tax liability). 

30% of subscription amount in 
new ordinary shares. (Providing 
sufficient tax liability).   

Claiming income tax relief 

Company sends form EIS3 (when 
it meets EIS qualifying 
requirements) or fund manager 
sends EIS5 if invested via an EIS 
fund. 

Claim relief via tax return for the 
year in which the ‘eligible shares’ 
were issued.  

One year carry back Yes (all or part of the cost of 
shares acquired). 

No. Based on year in which 
‘eligible shares’ were issued. 

Qualifying holding period 3 years from the time shares are 
issued (or qualifying trade starts). 5 years. 

Dividends Taxed at the investor’s marginal 
rate. 

Exempt on both new and second-
hand shares acquired. 

Capital Gains Tax Exempt after 3 years Exempt. Otherwise known as 
disposal relief. 

Loss offset 

Yes.  Loss less Income Tax relief 
can be set against Income Tax in 
year of disposal or income in 
previous year.  

No allowable losses. 

Capital Gains tax deferral relief 
Yes - unlimited.  Capital gains 
can be deferred by investing 
gains in new EIS investment.   

No 

Inheritance Tax Relief Hold for 2 years to take outside of 
the estate. No 

Data source: HMRC7 

3 HMRC (2014), Enterprise Investment Scheme and Seed Enterprise Investment Scheme – Commentary Note, Released 12th December 2014 
4 The Investment Association website: Retail sales http://www.theinvestmentassociation.org/investment-industry-information/fund-statistics  
5 UK Government (2014), Venture Capital Trusts: Introduction to National and Official Statistics. 
6 Note that this table represents our understanding of the tax regime as at 31/12/2014.  However it should not be relied on.  Professional tax 

advice should be sought prior to making any investment in any EIS or VCT scheme. 
7 HMRC – About Venture Capital Trusts, Gov.UK – Enterprise Investment Scheme. www.HMRC.gov.uk  
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2.3 There is a dichotomy between the drivers for investors and advisers 
Recent research8 provides some useful insights into the differences between advisers and investors when 
considering tax-advantaged, early stage, equity investments in small unquoted companies.  

2.4 From the advisers’ perspective 
In terms of advisers advising on EIS, the research points out that around three quarters of advisers recommend 
EIS investments (recommending both single company and discretionary managed funds), and over 90% of 
advisers stated that tax benefits were one of the main reasons why they recommended EIS to clients.  
Surprisingly, around 60% thought that they provided good diversification.  Their key concerns are the complex 
investment process and poor quality investment literature.  The forecast timing of exit from the EIS is, 
surprisingly, a very low concern. 

These findings are surprising – even alarming – to us.  The tax tail seems to be wagging the investment dog, 
particularly the fact that 70% of advisers believe that these investments should be considered before other more 
mainstream tax breaks (ISA and pension) have been fully utilised.  The fact that 60% of advisers think that they 
provide diversification is a sad reflection on the level of investment knowledge that many advisers must hold.  
The one thing that we can be certain of is that when equity markets fall, the value of microcap companies will fall 
too.  The artificial smoothing of the pricing of unquoted companies – managers inevitably have the scope to value 
the underlying portfolio as they wish – is a diversification illusion. 

2.4.1 From the investors’ perspective 
The same piece of research also polled 6,000 private investors (the database of ‘Angel News’), who classified 
themselves as sophisticated or reasonably experienced investors; 61% held EIS investments and 93% had 
considered them.  When choosing an investment, 92% stated that the expected level of return was one of the 
most important criteria.  It is easy to make promises and ‘expected’ returns quoted in marketing literature 
averages out around 20% per annum.  Three quarters preferred direct investment in companies to a 
fund/portfolio structure. 

These findings also alarm us.  Even self-selected ‘sophisticated’ investors are probably taking far higher risks 
than they are actually aware of, not least the risk of real disappointment that returns are poor (or their capital is 
lost entirely, before the tax breaks they receive).  Direct investment in a single company EIS is a game of 
Russian roulette with a tax break on your funeral costs!  Investors may well be seduced by the high target rates 
of return that are illustrated in the glossy marketing literature, which may or may not include the tax breaks 
received. 

2.5 There is a dichotomy between expectations and reality 
Return promises of 20% or so, on average, for an EIS fund sound attractive.  After all, that is more than double 
the pre-inflation rate of return on UK publicly listed equities since 1900.9  The reality of how poorly this matches 
up to the expectation is illustrated in Figure 4 below.  The data captured looks at internal rates of return (IRR) of 
VCTs (as virtually no data is available for EIS products) based on the cashflows of the investment portfolio – not 
accounting for tax breaks – of funds that have been in existence for long enough so that the IRR is meaningful.  It 
also includes funds that have disappeared because they have been merged and have a new manager (a 
frequent event) or closed. 

2.6 Figure 4: Return outcomes of existing, merged and closed funds 

8 Intelligent Partnership (2014) AIR – Alternative Investments Report 2014, EIS Industry Report. 
9 Barclays Equity Gilt Study 2015. 

More than 10% 
IRR, 2% Between 5% and 

10% IRR, 6%

Between 0% and 
5% IRR, 26%Below 0% IRR, 

66%
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Data source: Allenbridge10 

It is evident that the history of VCT investing is littered with disappointment.  Public data for EIS is virtually non-
existent.  Some firms may provide top-line performance to investors, but that is rarely publicly available.  Investee 
company level information is scarce.  The use of case studies (obviously favourable ones) and tempting target 
rates of return seem to be common practice in the sales process, which make the EIS investment proposition 
largely a leap of faith. 

2.7 The costs of investing are high 
The fees on EIS and VCT funds are, as one might expect, usuriously high in comparison to asset class funds.  
Every £1 of costs that spills from a portfolio in intermediary fees is £1 of investors’ money that cannot compound 
and grow over time. 

Figure 5: EIS fund fees – indication 

Initial fee AMC Performance fees 
Low 1% 0.5% 10% above 105p 
High 6.5% 3.0% 25% of all profits 
Average 4.3% 1.8% 20% of all profits 

Data source: AIR Report 2014. 

Only annual management fees (AMCs) have been shown above, but it is likely that other ongoing fund charges 
that can be offset against performance are likely to be material, which will raise the overall cost of investing.  VCT 
fees are broadly comparable, with initial fees of 5% not unusual (although these may be discounted, depending 
on the distribution channel).  Total ongoing costs are estimated at around 3.5% per year.11  Arrangement fees, 
representing around 2% of each transaction, may also be charged when portfolio companies are acquired.  In the 
end, investors only receive returns net of costs.  When costs are high, as they are in this case, intermediaries 
take, in our opinion, an unjustified share of the upside.  The proof of the pudding is in the eating, as Figure 4 
clearly illustrates. 

2.8 The risks are material 
The risks of VCT and EIS investments are varied and considerable.  They both invest in very small, unquoted 
companies.  It is our belief that many investors do not have a clear insight into the risk they are taking on.  These 
are summarised in the table below: 

Figure 6: VCT and EIS risks 

Risk Explanation 

Minority stake 
Investing in minority stakes of small businesses is problematic; the company 
has the investor’s money, but the investor has little, if any, control over the 
workings of the company. 

Exit strategy 

It is easy enough to get invested in an EIS or VCT investment, but very much 
less easy to predict the exit strategy and the timing of the exit from the fund. 
Exit from either EIS or VCT investments is dependent on the sale of the 
underlying companies, which could take years to achieve. 

Company failure According to a recently published report12, 55% of SMEs fail to survive the first 
five years of their lives. 

Concentration risks 

To construct a portfolio with 95% confidence that a ‘10 times cost’ investment 
is selected – assuming 1-in-10 deliver such returns – a portfolio of 30 stocks is 
required. The risks of concentrated portfolios (or single company EIS 
investments) are obvious. 

Loss of qualifying status There is a risk that EIS-qualifying companies or VCT funds lose their status.  In 
this case, all tax reliefs are at risk. 

Changes in tax The tax reliefs available to EIS and VCT investors can and do change over 
time, as does legislation in other areas that could affect the attractiveness of 

10  Raw data sourced from Allenbridge (website).  This data includes all funds for which IRR figures have been calculated and includes open 
funds, closed funds and funds that have merged or have new managers.  

11  Merryn Somerset Webb (2014) Money for nothing among VCT managers.  FT, 14th Feb 2014. 
12  RSA (2014), Growing Pains; How the UK became a nation of “micropreneurs”, October 2014” 
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EIS and VCT reliefs.  Less favourable reliefs may skew the risk-return equation 
away from these assets.  The new pension regime may well also reduce the 
value of the IHT benefits available, for example. 

Fraud and 
mismanagement 

There is obvious scope for both fraud and mismanagement.  Using a fund may 
mitigate this to some extent, but this risk also applies at the fund level. 

High costs 
The high costs (set out above) risk negating a material proportion of the initial 
income tax reliefs, when looked at over a 5-year time frame. Performance fees 
with low hurdle rates will further damage the risk-return equation. 

Manager selection 
This is not a straightforward task, given the wide number of providers, opacity 
in performance and the onerous due diligence surrounding both the manager 
and the underlying portfolio strategy. 

Lack of liquidity 

For VCT investments, despite being listed, discounts tend to be well below 
NAV and any attempt to sell the shares will most likely lead to a decline in the 
share price of the NAV, even in small quantities.  For EIS there is no 
secondary market whatsoever, and extracting assets will depend on a liquidity 
event at the firm (a trade sale or listing) or as these occur in an EIS fund’s 
portfolio. Exit could be far further away than first envisaged, which is why it is a 
crucial question in any due diligence. 

Tail risk 
Within a VCT or EIS portfolio, considerable tail risk (i.e. large, bad outcomes) 
exists, given that there is a high likelihood of very poor performance or even 
liquidation of portfolio companies. 

Data source: Albion Strategic Consulting – Governance Update 9, January 2015. 

2.9 The conclusion of the IRC 
The conclusion that we, yet again, arrive at is that it would be extremely rare for us to recommend EIS and VCT 
investments in the event that a client’s other tax reliefs (e.g. pension, ISA, CGT) have not yet been maximised.  
These products should only be considered in very specific circumstances where all other avenues have been 
explored, and only for those clients who meet stringent net worth and investor sophistication criteria. 

Does the tax tail wag the investment dog?  On balance, and based on the evidence, the IRC believes so. 

3 Running a tight ship on costs 
3.1 Cost management is a source of added value, often hidden from view 
The second topic we cover in this note relates to costs.  At Fiscal Engineers, we have always been firmly focused 
on stringent cost management.  Our approach to cost management is perhaps broader and deeper than some 
clients may at first appreciate and this section is an opportunity to provide greater insight and clarity into how we 
think about costs, how we manage them and how our approach adds value.  It is perhaps useful to consider 
costs under the following headings: 

1. Explicit costs: these include our ongoing annual fees, platform  fees and the ongoing costs inherent in the
funds we recommend to clients (these used to be known as Total Expense Ratios, or TERs, but are now
called the Ongoing Costs Figure, or OCF).

2. Hidden portfolio costs: these relate largely to the transaction costs associated with buying and selling
securities in funds.

3. Portfolio structuring costs: these relate to the structuring and execution of a portfolio strategy.  Badly
structured portfolios may incur high outcome costs, whereas well-structured portfolios provide the scope to
‘recapture’ costs.

4. Hidden emotional costs: these relate to the emotional pressures that investors face that tempt them to do
the wrong thing at the wrong time (e.g. selling out of equities at times of market crisis) and failing to do the
right thing at the right time (e.g. rebalancing a portfolio by selling safer bonds and buying equities when the
equity markets crash).

5. Avoidance of usurious product costs: again, avoiding very expensive products – often in-house managed
offered by private banks and wealth managers – ensures that our clients receive the bulk of the market
returns due to them for the risks that they take on.

We look at each briefly, in turn, in order to help provide some insight into how Fiscal Engineers seeks to manage 
these costs on behalf of clients. 

3.2 Explicit costs and the IRC 
During the recent IRC Meeting, updates on three areas of explicit costs were discussed: 

 OCFs on Dimensional’s funds: following the September 2014 meeting, Fiscal Engineers wrote directly to
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the chairman at Dimensional specifically requesting that they lower their fees on key funds we employ in 
our strategies.  The response was, eventually, positive and OCFs were reduced.  It is worth noting that 
the weighted OCF of Fiscal Engineers Portfolio 60 (60% growth assets, 40% defensive assets) has 
reduced by nearly 25% to 0.33% per annum over the past 5 years from 0.42% per annum.  The saving 
on a £2 million portfolio equates to £1,800 p.a. 

 Transact costs: Fiscal Engineers has also used its market influence with Transact to encourage a further
reduction in platform fees.  Using the new fee scale, a £2 million portfolio will pay platform costs of
£3,600 p.a. instead of £3,800 previously.  Whilst this may appear modest, over an investment period of
say 30 years, this could result in savings in excess of £6000.

 Fiscal Engineers ongoing fee: during the past couple of years, there have been considerable increases
in compliance and regulatory costs that are driven by the wider adviser market that fails to employ a
rigorous risk management approach, such as that adopted by ourselves. Our costs are both internal and
external.  The internal costs, for example are the people and systems we need to ensure compliance
are growing exponentially.  Our external costs are also growing sharply.  Both PI insurance premiums
and the Financial Conduct Authority (FCA) levy have increased by around 50% on last year and overall,
insurance and levy costs have more than doubled over the last two years. A constant cause of
frustration within the IRC is the fact that we have no control over these costs and are obliged to pay for
others’ lack of professionalism.  To date, we have not passed on these costs to clients, but have
absorbed them ourselves; however, we cannot continue to do so indefinitely.

3.3 Hidden portfolio costs and the IRC 
 Transactional costs of investing: the IRC recommends that its clients adopt a low cost, ‘pure asset class’

approach to investing.  The basic premise is simple mathematics.  Trading equities and bonds costs
money and the average investor will receive the market level of return net of these (and OCF) costs.
Pure asset class, low cost funds trade little and have low OCFs (and firms like Dimensional use smart
trading strategies to reduce costs by being providers of liquidity to the markets rather than takers of
liquidity).  Active managers have high levels of buying and selling and high OCFs in comparison.  That
matters in the long run.  The maths requires that the average pure asset class, low cost approach will
consistently beat the very great majority of active managers in the long run.

3.4 Portfolio structuring costs and the IRC 
 Making tilts to value and small cap stocks:  The IRC has consistently adopted systematic exposure to

value (less financially healthy) and smaller companies, based on the global evidence that over the
medium to longer term, disciplined investors have a strong chance of picking up an incremental return
over the broad market from these exposures, whilst owning better diversified portfolios.  It has always
considered that these moderate, strategic overweight exposures represent an opportunity to ‘recapture’
some of the costs inevitably suffered by clients in the real world.

 The IRC considers that longer term premia relative to the broad market should be expected to be in the
region of 2% or so. It allocates around 20% of the equity market exposure to each of these risk factors.
As such, in a 100% growth assets portfolio, incremental returns would be expected to be around 0.7%
per annum in the longer term, or around 0.4% in Fiscal Engineers’ Portfolio 60.  We consider this to be a
form of cost recapture of some of our ongoing annual fee.  Figure 1 demonstrates that over the past 10
years – the period over which we have been offering pure asset class investment strategies – global
small and value strategies in developed markets have delivered premia of 2.5% and 0.8% respectively.
In emerging markets the premia have been even higher, although the allocation in absolute terms is low
in portfolios.

 Reckless conservatism: The IRC has always positioned the defensive assets strategically away from
cash, optimising the opportunity to pick up returns from owning short-dated bonds and AA-rated
securities, rather than cash (the concept of ‘reckless conservatism’ was addressed in a prior paper).
This strategy has paid material dividends over the past ten years; one can see from Figure 1 that short-
dated bonds have delivered a return of 1.7% per annum after inflation compared to cash of -0.9% per
annum after inflation.  In terms of £100 of purchasing power, short-dated bonds would have delivered
£118 and cash would have fallen to £91 over the past 10 years. Structure matters.

 Avoiding bad investment choices: It is impossible to measure the costs of getting involved in faddish or
poorly structured products, such as life settlement funds and ground rent funds; yet these are examples
of assets that have been looked at and rejected by the IRC over the past decade, on our clients’ behalf.
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3.5 Hidden emotional costs and the IRC 
The IRC is the body that ensures that all client portfolios are managed with discipline and that all portfolios are 
rebalanced periodically back to their original level of risk (i.e. asset allocation). 

 Doing the wrong thing at the wrong time (buying high and selling low): there is plenty of empirical
evidence to show that left to their own devices, investors tend to time when to be in or out of
investments poorly, chasing returns and selling out when they reverse.  This emotional trait is estimated
to cost in the region of 1% to 3% per annum.13

 Doing the right thing at the right time (rebalancing): Fiscal Engineers’ advisers talk through the need for
rebalancing, at least once a year, during the regular client review meetings.  Where needed, portfolios
will be rebalanced back to their original level of risk.  That is easy enough when markets are relatively
benign, but tough when markets are rising or falling rapidly.  The IRC oversees all client portfolios and
ensures that this valuable activity (selling high and buying low) is being executed, in the face of
juxtaposed emotions.

3.6 Avoidance of usurious product costs and the IRC 
The IRC is responsible for screening for, undertaking due diligence on, and approving investment products that 
are recommended to clients to construct their long term portfolio strategies with.  Costs are one of several critical 
criteria in product selection.  The evidence we see when we look at portfolios of new clients coming on board at 
Fiscal Engineers, or proposals made by other wealth management firms and private banks, is the high level, and 
on occasion, of high cost, in-house managed products.  These might include, for example, funds of private equity 
funds and hedge funds (often with fee layers totalling 3% annual management fees and up to 30% of the return 
upside above a simple target like cash), structured products, EIS and VCTs and private real estate.  There is little 
in the literature to suggest that these strategies enrich investors in aggregate, but they certainly make their 
managers extremely wealthy.  Avoiding these usurious products reduces the overall cost leakage of clients’ 
money to the investment and wealth management industry. 

3.7 Material wealth protection of a pure asset class approach to investing 
When all of these factors are put together, the end picture is quite shocking.  The following chart provides the 
latest assessment of the costs incurred by investors.  The two columns relate to £1 million pound portfolios, 
managed by an adviser, sitting on the same administrative platform.  The column on the left is a ‘typical’ actively 
managed approach and the column on the right is a ‘typical’ pure asset class portfolio approach, such as that 
offered by ourselves.  Even if the adviser with active portfolios is managing to stop clients incurring emotional 
costs and does not put them into expensive alternative products, the cost differential compared to a pure asset 
class approach is almost 1% per annum in the latter’s favour.  When emotional costs and usurious product costs 
are factored in, costs erode nearly the whole of the return above inflation that has been delivered by equities, on 
average, since 1900! 

“Costs matter” as Jack Bogle, the founder of Vanguard often says alongside his other favourite quote “in 
investing you get precisely what you don’t pay for”. 

13 ‘Mind the Gap’, 2014 by Russel Kinnel, Morningstar. http://news.morningstar.com/articlenet/article.aspx?id=637022 
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Figure 7: Controlling costs is a critical part of what we do, for good reason 

Data source: Albion Strategic Consulting: An update on the total cost of advice (March 2015). 

4 In conclusion 
The IRC works hard behind the scenes to make sure that its clients own the most effective portfolios that it can 
construct.  The governance framework that we have in place ensures that each component of the portfolio 
continues to do what is asked of it and that all funds recommended represent the latest best-in-class products 
available. 

We hope that this paper has provided some insight into the depth of research, thinking and effort that goes 
behind leaving your portfolio largely unchanged from period to period!  It remains as it is, not by default, but by 
design. 

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 2015 

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. 

1 Data set used: MSCI World Index (net div.) GBP, Dimensional Global Value Index (USD, in GBP), Dimensional Global Small Index (USD, in 
GBP), MSCI Emerging Markets Index (gross div.) (USD, in GBP), S&P Global REIT Index (gross div.) (USD, in GBP), Dimensional Global 
Short Dated Bond Index (gross of fees, hedged in GBP), Barclays UK Government Inflation Linked 5-15 Year Bond Index (GBP, in GBP), UK 
1-month T-Bill.  Adjustment series: UK RPI. 




