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A message to our clients 
Fiscal Engineers has recently held its Spring Investment & Risk Committee meeting (IRC), which is the 
forum through which client portfolio and other investment related risks are managed.  Despite recent market 
movements related to uncertainty over the Chinese economy’s prospects, we remain of the opinion that 
clients’ assets are robustly invested and are well positioned to weather any market storms.  We see no 
reason to alter portfolio structures or the incumbent low-cost pure asset class funds used, at this time. 
 
During the IRC meeting, a wide range of issues were discussed.  In this note we would like to pick up a 
specific topic being the misrepresentation of data by journalists and industry participants to suit a story they 
wish to tell, usually trying to make out active management works!  Fortunately, given our approach and 
understanding, we can deconstruct their arguments and come up with completely different headlines. 
 
We are all aware that the referendum on ‘Brexit’, as it has become known, is looming.  Where you stand 
on this is a personal matter, but in terms of your portfolio, it is worth noting that you are well positioned to 
handle whatever outcome the British people decide.  In the event of the UK leaving the EU, there is likely 
to be short-term volatility in the equity markets, the UK might suffer a credit downgrade, and the pound is 
more likely to fall than rise, at least in the short-term.  Fortunately, Fiscal Engineers’ clients’ portfolios are 
well-diversified across global equity markets, limiting the risk of falls in the UK market; bonds held in the 
portfolio are predominantly globally diversified (with the exception of a small allocation to inflation-linked 
gilts) which mitigates the risk of UK yields rising (and bond prices falling) on the back of any credit 
downgrade; and finally, the unhedged non-UK exposures in the growth assets component of portfolios, will 
benefit from a downward slide in Sterling as these overseas assets are worth more in Sterling terms.  As 
ever, the key is to be disciplined, stick to the plan and remember that this too shall pass. 
 
We trust that you find this insight interesting and thought provoking. If you would like to talk further about 
any issues raised in this document, 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.  The most recent meeting was held on 22nd February 2016.  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 program. 

 Help educate clients about what they own and why they own it. 

 
2. IRC meeting proceedings 
2.1. Introduction 
The formal IRC meeting took place on 22 February and a quorum was present.  Apologies were received 
from Shane Mullins who was unable to attend.  
 
Dr. Rob Webb, of the Nottingham University Business School, was welcomed as a new member of the 
Committee.  Rob is an academic with a keen professional interest in investment strategy. 
 
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 fund recommended to 
capture asset class returns. 
 
2.2. Key decisions summary 

 Systematic vs. judgemental approaches: we believe that a systematic approach to investing that 
does not rely on a manager’s skill in selecting individual stocks or forecasting when to be in or out 
of markets, remains an eminently sensible way to invest money.  The IRC retains an open mind 
and welcomes any challenge to its position.  In this note we review two such challenges in some 
depth, to provide an example of some of the behind-the-scenes work undertaken and reviewed.   

 Product due diligence:  due diligence on two systematically managed global equity funds that focus 
on socially responsible investing (SRI) and sustainability (of the environment) has been completed 
and approved for investors wishing to take a step towards reflecting these values in their portfolios.  

 Portfolio review: the IRC also regularly reviews the fund-based model portfolios that it recommends 
to its clients.  All have delivered returns that remain within our expectations and, at this point see 
no reason to change their underlying structure. 

 Asset class research: currently our client portfolios contain all of the asset classes that meet our 
rigid selection criteria. The IRC reviewed and discussed the latest asset class research contained 
in Albion’s Governance Update, which it receives twice a year, specifically the newer risk-factor 
strategies such as momentum.  At this point no new asset classes/strategies meet the tough criteria 
in place for us to consider bringing them onto the asset class menu but this will of course be 
reviewed regularly. 

 Strategy affirmation: the IRC concluded that no changes, to either portfolio structure or 
recommended fund products, are required at this time.  It is entirely comfortable with the firm’s 
portfolio strategies. 
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3. Recent evidence supporting a systematic approach 
Before we look in more depth at the evidence (and challenges to it), it is worth providing a recap of what 
we mean by ‘systematic’ and ‘judgemental’ approaches. 
 

1. Systematic investing – such as that employed by Fiscal Engineers - is a disciplined, unemotional 
and non-judgemental approach to capturing market returns, in reward for taking selected, long-
term risk exposures (equity market, value and smaller companies in equities and maturity and credit 
risks in bonds) that have been identified in the empirical research.  It is implemented using high 
quality, low cost pure asset class, risk-factor based funds, which are regularly rebalanced.  
 

2. Judgemental investing – places a material reliance on the skills of fund managers to make short-
term price forecasts (for markets and/or individual securities) in the hope of beating the market 
returns on offer.   

3.1. Evidence presented 
While it is accepted that finding a skilled manager, who has in the past delivered market-beating returns 
and appears likely to do so in the future, would have a significant, beneficial effect on an investor’s wealth, 
the flip side of the equation needs to be considered too.  The negative impact of market underperformance 
by the manager is a significant risk and cost.  The chances of success, both in delivering skill-based excess 
returns and in any adviser being able to pick them in advance, needs to be weighed against the risks and 
the consequence of failing to do so.   
 
There is a large and growing body of evidence on which to base a sound decision in favour of adopting a 
systematic approach over a judgemental one.  A number of pieces of evidence were presented to the IRC, 
relating to the efficacy of a systematic approach to investing. 

3.2. Latest evidence – SPIVA – Mid-Year 2015 – US and UK 
There are many studies that demonstrate the poor success rate of active managers delivering on their 
promise to beat the market.  Any useful study needs to take into account the issue of survivorship bias, 
reviewing all funds from the start of the period under review including those that do not make it through to 
the end of the period.  One of the more robust, ongoing pieces of research is the Standard & Poor’s SPIVA© 
report, which takes into account survivorship bias and also makes apples-to-apples comparisons of funds 
to appropriate benchmarks.   
 
The table below provides some evidence of the power of the zero-sum-game-less-costs environment that 
all investors play in.  The concept of the zero-sum-game is captured well in a short quote by John Bogle, 
the founder of the Vanguard Group and the grandfather of systematic investing: 
 

‘What becomes a zero sum game is trading back and forth because all of us together are, of course, 
average. If I make a smart trade, believe me, somebody out there has made a dumb one. I mean, that's 
the other side of the trade, so beating the market becomes a zero sum game’ 

John C. Bogle, Founder - Vanguard Group 
 

The SPIVA research illustrates the percentage of actively managed funds beaten by an appropriate market 
benchmark.  Note that even in markets where one might expect active managers to do well at finding 
mispriced securities – such as emerging market equities, small cap stocks and high yield bonds – up to 
c90% fail to achieve their promise to beat the market return. 
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Table 1: US active funds beaten by their benchmarks - 10 years to mid-2015 

All US equity US large 
equity 

US large 
value equity 

US small cap 
equity 

US small 
value equity 

International 
equity 

Emerging 
market eq. 

75% 80% 61% 81% 82% 82% 92% 
US REIT 
(property) 

US Govt. 
long bond 

US Govt. 
short bond 

Investment 
grade long 

Investment 
grade short 

High yield 
bonds Global bond 

78% 93% 76% 93% 57% 93% 57% 

Source: S&P Dow Jones Indices1  
 
SPIVA has also recently started providing a more limited data set for UK actively managed funds and it 
makes similarly unwelcome reading for those adopting a judgemental (active) approach.  
 
Table 2: GBP denominated active funds beaten by their benchmarks - 10 years to mid-2015 

UK equity UK large-
/Mid-cap eq. 

UK Small-cap 
equity 

Europe ex-
UK equity US equity Global equity Emerging 

market eq. 
73% 73% 85% 72% 89% 88% 86% 

Source: S&P Dow Jones Indices  
 
Since the IRC meeting, the year-end 2015 numbers for the UK have been published, which reveal that the 
numbers have not materially changed. 
 
Table 3: GBP denominated active funds beaten by their benchmarks - 10 years to end-2015 

UK equity UK large-
/Mid-cap eq. 

UK Small-cap 
equity 

Europe ex-
UK equity US equity Global equity Emerging 

market eq. 

72% 71% 81% 73% 95% 89% 85% 

Source: S&P Dow Jones Indices  

 
Supporters of an active/judgemental approach will point to the fact that around 10% to 30% of active 
managers have beaten the market benchmark, over this 10-year period.  They may be tempted to jump to 
the conclusion that these funds are managed by skilful managers and that all investors need to do is to pick 
these managers.  That would be incorrect; one cannot draw this conclusion unless the issue of whether 
these market beating returns were due to skill or simply luck, has been ascertained.  Around 20 years of 
fund data is required in order to be able to distinguish between the two.  Truly skilled managers are 
exceptionally rare and very difficult to identify, upfront. 
 
Another shocking statistic is that in the GBP fund data above between 35% and 60% of funds (depending 
on the category) at the start of the 10-year period failed to survive.  Good funds do not tend to disappear.   

3.3. Keeping an open mind - challenges to a systematic approach 
During January this year, the UK’s regulator – the Financial Conduct Authority (FCA) – issued one of its 
thematic reviews on due diligence2 around the services that advisory firm’s provide to their clients.  One of 
the report’s findings was as follows: 

‘We found that a key driver of good research and due diligence was a corporate culture of challenge. 
The better firms had either in-built challenge in the process and/or individuals who were knowledgeable, 
enthusiastic and challenged the firm’s approach.’ 
 

Fiscal Engineers, via the IRC, has established and continues to review its investment approach with an 

 
1  http://us.spindices.com/resource-center/thought-leadership/spiva/  
2  https://www.fca.org.uk/your-fca/documents/thematic-reviews/tr16-1  
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open mind. Our driving goal is to do what is right for our clients.  It is worth noting that team members at 
Fiscal Engineers invest alongside our clients too, in Fiscal portfolios, aligning our interests. 
 
We would like to share two challenges to our approach that have arisen since the last IRC meeting.  The 
first relates to an analysis provided in the Sunday Times, and the second was from a session at the annual 
Institute of Financial Planning’s annual conference.  Using logic and deconstructing the portfolio under 
review with suitable analysis, we were able to show that both challenges were a result of apples-to-oranges 
comparisons (which unfortunately are not uncommon). 

3.4.  Apples to oranges comparisons and survivorship bias 
The financial press and the broader active management world can sometimes be guilty of, either a lack of 
understanding, or a wilful misrepresentation of data to suit its own cause; although to be fair this sometimes 
happens on the other side of the debate too.  Below are two relatively recent examples of this at play, where 
a simple analysis can be used to disassemble the headline.  

3.4.1 Example 1: The Sunday Times implies that passive funds are cheap but not good  

An article in the Sunday Times on 15th October 2015 explained, correctly, that the UT UK Equity Income 
sector – made up of all the judgemental/active managers pursuing an equity income style -had 
outperformed the market (e.g. FTSE All-Share and FTSE 100), and by definition index trackers of these 
two market indices, despite the fact that the latter had low costs.  Take a look at the headline below. 

Figure 1: Headline from Sunday Times article 15th Oct 2015 

Source: Sunday Times, 15th October 2015. 
 
The author states: 

‘Calculations show that £10,000 invested in the average UK equity income unit trust would have grown 
to £24,500 since the turn of the century, compared with just £16,300 in the average UK tracker fund.  
Both figures include charges and reinvested income (dividends).’ 

 
The implication is that a systematic approach – in this case index tracker funds - is costing investors money, 
despite being cheap and an active approach is materially better.  Yet that is an apples-to-oranges 
comparison that compares a UK equity income strategy to a broad market, larger cap approach.  The author 
seems to equate passive products as providing access only to broad market exposures.  A fairer, apples-
to-apples comparison would be to compare the UT UK Equity Income Sector average to a UK equity income 
benchmark.  
 
The results of doing so are set out below and make for a very different headline. When comparing the FTSE 
UK Equity Income Index3 (A) as well, you can see this index materially outstrips the UT UK Equity Income 

 
3  This is an index consisting of a broad range of dividend paying securities within the FTSE 350 (excluding Investment Trusts).  
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Sector average (B) over the time period used in the article. The comparison to the broad market FTSE All 
Share Index (C) and large cap FTSE 100 (D) is an inappropriate one.  It is possible to find funds that track 
the index at low cost, delivering a near market return. 
 
Figure 2 – Performance of FTSE 100, FTSE All-Share and FTSE UK Equity Income indices against the UT 
UK Equity Income sector average from 31-12-1999 to 15-10-2015 

 
Source: FE Analytics. All rights reserved 2016 
 
The headline that might have made more sense could have been: 

‘If you want to pursue a certain investment style, low cost systematically managed funds are likely to be 
better than paying a highly paid manager to do so’. 
 

A cynic might suggest that this would not sell too much advertising space! 
 
3.4.2 Example 2: Investment trusts are not as good are they are made out to be 

During the IFP Annual Conference 2015, the Association of Investment Companies (AIC) gave a 
presentation on investment trusts. The AIC described the long-term performance edge of being invested in 
the AIC UK All Companies sector – a collection of investment trusts (ITs) – compared with the FTSE All-
Share as shown in the figure below.  These seemingly startling returns raised a few eyebrows amongst 
firms offering a systematic investment approach to their clients. 
 
The figure on the following page, demonstrating material excess return, is reproduced from the AIC 
presentation pack. 
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Figure 3 – Long-term performance edge of the AIC UK All Companies sector compared with the FTSE All-
Share index 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: AIC using Morningstar (to 31/08/15) 
 
After investigation, this seemingly outstanding performance arose, in part, due to the fact that the AIC used 
historical data only for current members within the AIC sector, which introduces an inevitable survivorship 
bias, caused by trusts no longer in the peer group index.  When comparing the internal AIC data – that 
presented - with Morningstar’s4 own investment trust data (where there is no survivorship bias) a clear 
difference in performance is evident.  The Morningstar data is the fair series to use for any analysis. 
 
Figure 3 – Difference in internal AIC UK All Companies sector performance data and Morningstar IT UK All 
Companies sector (31/8/2015)  

Source: AIC and Morningstar. All rights reserved 2016 
 
Given the framework that Fiscal Engineers uses to understand and structure portfolios – where a portfolio’s 
return is attributable to the exposure to the market as a whole, value stocks and smaller company stocks – 
we can test to see what characteristics the IT UK All Companies sector exhibits. 
 
One obvious source of incremental returns would be exposures to value and size factors.  On analysis5, it 
was found that the IT UK All Companies sector had a statistically significant exposure to smaller companies.  
A similarly exposed portfolio was constructed using market indices.  Costs were deducted equivalent to the 

 
4  Morningstar is an independent fund database  
5  Done by regressing the Morningstar IT UK All Companies data using a UK Fama-French Three Factor model to determine 

exposures to value and small cap stocks. 
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cost of passive funds that could be used to create the portfolio in practice.  This is referred to as the ‘Factor 
Tilted Portfolio’ in the figure below (see footnote6).  An average gearing (borrowing) level of 5% was also 
applied, which was a characteristic of investment trusts at the time of the presentation. 
 
Figure 4: Regression analysis of Morningstar AIC All Companies 01/1996 to 09/2015 

 
Data source: Dimensional Returns Program. Analysis: Albion Strategic Consulting. 
 
In fact, despite the numbers showing almost twice the performance of the FTSE All Share in the original 
presentation over 20 and 25 years, the reality was that the over the 18 year data period for which the 
Morningstar data was available (01/1996 to 09/2015), the Factor Tilted Portfolio (net of estimated ongoing 
charges figure) grew £100 into £361, the Morningstar IT UK All Companies grew £100 to £349 and the 
FTSE All Share delivered £242.  The spectacular outperformance turned into underperformance.  To 
achieve the return of the Morningstar IT UK All Companies, one would have to have owned a weighted 
exposure to all of the investment trusts throughout the 18 years. 
 
3.5. The conclusion of the IRC 
These two examples show how the unwitting investor (and his or her adviser) can be drawn into making 
investment decisions that are not necessarily in their best interest.  A working knowledge of the dimensions 
of returns and an understanding of the usual methodological weaknesses of industry studies are defences 
against the loose use of numbers by some.  Common methodological flaws include:  survivorship bias, 
inappropriate benchmarks, start-end date manipulation, loading to value and size, comparisons made gross 
of costs, and gearing. 
 
Believe the headlines at your peril.  

  

 
6  In this chart, the broad UK market e.g. the FTSE All Share, would sit on the cross hairs.  Small company exposure sits above the 

horizontal cross-hair and value stocks sit to the right of the vertical cross hair.  The greater the exposure to the risk factor that 
exits, the further away from the centre of the cross hairs the portfolio will be. 

Regression Chart 
Monthly 10/1997 – 08/2015 Adjusted by:UKTBL;Default Currency: GBP 

A shaded number indicates significant result (T-stat greater than 2.0) 
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4. In conclusion 
We continue to work hard at ensuring that our clients have a safe and rewarding experience.  We are totally 
dedicated to doing what is right for our clients and, through the IRC, have built a culture of open-mindedness 
and challenge.  There are no sacred cows in our investment process in terms of asset classes, allocations 
or funds used.  They only remain in place because they continue to represent the best thinking and analysis 
of the IRC, its independent members, and the team at Fiscal Engineers.  We hope this note has provided 
an insight into some of what goes on, on your behalf, behind the scenes. 
 
In terms of future IRC meetings, please note they will now be held at slightly later points in the year albeit 
the frequency is not changing.  Our next edition will be based on a Winter 2016 meeting (rather than 
Autumn) followed by a Summer 2017 meeting (rather than Spring).  The decision to change to Winter and 
Summer meetings is down to a change in the schedule of key research used by the IRC. 
 
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 2016 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
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.  




