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A message to our clients 
 
Fiscal Engineers held its latest Investment & Risk Committee meeting (IRC) on 28th November 2016.   
This note provides insight into some of the topics discussed, along with a reaffirmation that the IRC 
remains confident in the portfolio strategies designed for Fiscal’s clients and the funds that it 
recommends to execute these strategies with. 
 
Last year (2016) was certainly an eventful one – both politically and in terms of market movements - 
that tested the robustness of client portfolios.  We are pleased to report that they have weathered the 
uncertainty in the markets well, returning good positive returns across the risk-return spectrum. 
 
As we look towards the future, no-one knows what 2017 will bring; there is always the chance that some 
of 2016’s returns will be given back.  Remember, it is the markets that drive portfolio returns; not Fiscal 
Engineers. 
 
However, what we can take credit for is structuring robust ‘portfolios for all seasons’ for our clients that 
we, and they, can truly believe in and feel comfortable with, whatever the markets throw at them.  We 
can also take credit for selecting some of the best systematic fund managers to manage funds that 
capture the market returns associated with sensible investment risks.  Finally, we can take credit for the 
systematic, disciplined approach to investing that we have adopted that reduces the impact of emotion 
on outcomes, avoiding the behavioural pitfalls that can destroy so much wealth. 
 
Two steps forward, one step back is the journey all investors are on; patience is a virtue. 
 
‘You may deride my awkward pace, but slow and steady wins the race.’ 

Robert Lloyds - The Hare and Tortoise, 1757. A Fable.  
 
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 call. 
 
 
The Team at Fiscal Engineers 
 
Tel: 0115 9555600 
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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 firm’s investment 
philosophy; 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 rewards of 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 28th November, 2016 and a quorum was present. 
   
Attending the meeting were: Shane Mullins, Ian Rodger (Meeting Chairman), Dave Till and Kevin 
Bunting of Fiscal Engineers, Tim Hale of Albion Strategic Consulting and Dr Rob Webb from Nottingham 
University Business School. 
 
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: 
 
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.  As ever, the IRC 
welcomes challenge to the status quo.  The latest research reviewed failed to convince us 
otherwise. 

 Product / fund due diligence:  Fiscal Engineers has undertaken its bi-annual screen of the 
market for new products and funds and it was reported to the IRC that no new funds have met 
the criteria to immediately replace the incumbent pure asset class choices.  One new global 
commercial property REIT fund (managed by Legal & General) was considered, but it failed to 
provide any material advantage over the fund currently used. 

 Portfolio review: the IRC also regularly reviews the fund-based model portfolios that it 
recommends to its clients.  All have delivered strong returns that remain within our expectations 
and at this point we 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 12, focusing particularly on the structuring of risk-
factor based strategies, such as value stocks. We expand on the topic below. 

 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. 

  



3 2016 - an eventful year in an eventful decade! 

The IRC spent some time reviewing both the longer-term and shorter-term asset class and portfolio 
outcomes, as it always does.  All asset classes have delivered positive nominal returns over ten, five 
and one-year periods.  2016 delivered strong returns across all portfolios, despite the political turmoil 
of Brexit and a Trump victory in the US elections.  It also provided some instructive insights into 
investing: 

 The year started with equity market falls on account of worries over slowing growth in China.  
However these quickly subsided as markets realized that things were not as bad as they first 
seemed.  The Brexit referendum followed by the Trump victory for President, were both 
unexpected outcomes by many, wrong-footing many judgmental (active) managers.   

 Equity markets rose, non-GBP assets in portfolios benefited from the fall in Sterling and bond 
yields fell in most markets during the year.  Fiscal’s client portfolios were well positioned, being 
globally diversified. 

 Trying to predict the future is a difficult game, and absolute return funds – very actively managed 
funds that seek to deliver strong positive returns with lower risk over short-term horizons - had 
an awful year as many tried to second guess events and market reactions to them. The IA 
Targeted Absolute Return Sector delivered a poor return of 1.1%1 compared to the global 
developed equity market return of 28.2% for the MSCI World Index and the UK market return 
of 16.8% for the MSCI UK Index (similar to the FTSE All Share). 

The investment approach at Fiscal Engineers - as you know - is based not on a judgmental (‘active’) 
approach to markets, but the systematic structuring of long-term 'portfolios for all seasons' and the 
capturing of the reliable (yet never certain) rewards for taking sensible investment risks. 
 
The point to be made is that owning a diversified portfolio that aims to weather the broad array of market 
outcomes is likely, over time, to be superior to trying to guess the ‘best’ approach for a specific moment 
in the markets on a sequential basis.  Having the patience and fortitude to believe in it, and to see out 
the turbulent events of 2016, yielded significant benefit.  For example, Fiscal Engineers’ balanced 
Portfolio 60 delivered a return of around 15.25%2 during the year, after fully deducting costs. 
 
The success of a portfolio strategy should be judged on its logic and robustness today, as a protection 
against all possible future market environments, rather than with hindsight against portfolio strategies 
that may have done better, given the market outcome that actually occurred, but which could not have 
been identified in advance. 
 
That links nicely to an important topic that was discussed at some length; that of parsimony.   

 

4 Truth and beauty in investing 

At Fiscal Engineers we are keen supporters of parsimony in investing, alternatively known by some as 
an Occam’s razor approach to decision making.  Perhaps at this point a definition would be useful: 
 
‘Occam's razor (also written as Ockham's razor, and lex parsimoniae in Latin, which means law of 
parsimony) is a problem-solving principle attributed to William of Ockham (c. 1287–1347), who was an 
English Franciscan friar, scholastic philosopher and theologian.  The principle can be interpreted as 
stating: “Among competing hypotheses, the one with the fewest assumptions should be selected”.’ 

Wikipedia, 2017 
 

Whatever aspect of investing we are considering, it is a useful guiding principle, which has supporters 
across the investing world. It is worth heeding the wise words of David Swensen, the CIO of the Yale 
University Endowment Fund, who is considered by many to be one of the most astute institutional 

 
1 All data in this paragraph from Financial Express © Copyright.  All rights reserved. 
2 Fees based on £1 million invested 



investors of our time: 
 
‘As a general rule of thumb, the more complexity that exists in a Wall Street creation, the faster and 
farther investors should run.’ 
 
One of the challenges all investors face is that investment management companies, in order to gain an 
investment (or marketing edge), create ever more seemingly sophisticated, and certainly more complex, 
ways of identifying ‘market beating’ investment strategies.   
 
Academic research (and investment management) attracts very bright, capable and ambitious people, 
who - by a tyranny of function – have an incentive to create ever more complexity in their models, as 
they try to push forward the boundaries of knowledge.  A very real danger exists that these models not 
only become highly complex and hard to understand, but fail to build on their parsimonious origins.  
They may even risk charges of data mining in some cases.   
 
In the meeting, Dr. Rob Webb (IRC member) described the need for 'truth and beauty' in both academic 
research and investing.  We concur, believing that it is better to seek out an approach that is simpler, 
more easily understood, less costly to implement and which offers reliable causes and effects, rather 
than one clouded by complexity. 
 
We certainly see parallels in some of the recent product development in the industry, particularly in 
equity risk-factor funds, such as those trying to capture the value premium.  This topic, reviewed in 
Albion’s Governance Update dated October 2016 (a research document that feeds into the IRC), was 
discussed at some length during the meeting. 
 
Not all value funds are equal 

As you are aware, we believe that overweighting value stocks - less healthy and thus more risky stocks 
- in the portfolio can help to add incremental returns, when implemented in a diversified and systematic 
manner.  The ratio of the book value of a company's assets to its market value (BtM) is a rigorously 
tested measure of the value characteristics of a company in multiple academic studies. Serendipitously, 
it is also a simpler and more cost effective way to implement a value strategy than using multiple metrics.  
Yet in the marketplace we see a number of systematically managed value funds, with far more complex 
methodologies, that place the ‘truth and beauty’ of a BtM approach at risk.  The IRC looked at three 
such products (two managed by iShares and the other Vanguard, both key players in low cost 
investment strategies) and considers that our existing parsimonious approach, executed with a highly 
disciplined trading strategy by Dimensional Fund Advisers, still remains the most effective approach, 
exhibiting these parsimonious characteristics. 
 
However tempting these new, more complex products seem - and how attractive looking their back-
tested models look - they need to prove themselves in the real world, over time.  The key to successful 
investing is not to flit from one seemingly good thing to another, but to be deeply confident that what 
one is invested in makes sense for the long-term.  No fund product is sacrosanct, but it will take a deep 
conviction, detailed evidence and insight to knock an incumbent pure asset class product from its perch.  
That is, after all, how the pure asset class product got there in the first place. 
 
5 Patience is a virtue 

The IRC reviewed some research undertaken by Albion Strategic Consulting, which used a historical 
data set for a globally diversified 60% growth assets, 40% defensive assets portfolio3, after inflation, to 
see how the chances of experiencing purchasing power growth improves significantly with time. 
 
A statistical method called bootstrapping was used to create new samples of data by randomly picking 
from the actual sample set of data points of the historical performance record.  Imagine a big bowl with 
balls in it – like the lottery draw – each marked with a monthly performance data point from the actual 

 
3  Proxy indexes are as follows: 40% global equity = MSCI World Index (net div.); 10% global value = Dimensional Global Large 

Value Index; 10% global small cap = Dimensional Global Small Index; 40% short-dated, high quality bonds = Dimensional 
Global Short-Dated Bond Index (hedged GBP), rebalanced annually, no costs deducted, but after inflation. 



sample from January 1975 to August 2015.  Bootstrapping is the process of randomly picking a ball 
from the bowl, recording what the data point (monthly return) is, and then returning the ball to the bowl 
and repeating the process.  This study created ten thousand 1, 5, 10 and 20 year investment lives 
(outcomes) using this technique.  The data shows - as one might expect – that time (and patience) help 
to reduce the risk of losing purchasing power and capturing a successful outcome. 
 
One can see that in the figure below that in any one-year period, a 60/40 global balanced portfolio has 
around a 1/3 chance of suffering a loss of purchasing power.  The benefits of holding firm grow over 
time as the following charts show. 
 
Figure 1: Annual cumulative real performance  

 
Note: 10,000 simulated 1 year periods using monthly data from the Jan 1975 – Aug 2016.  
Source: Albion (2016). 
 
 
Yet, over a 10-year period, the chance of a positive purchasing power improves dramatically.  As you 
can see, investing is not without risk, but patience is a powerful tool. 
 
Figure 2: 10-year cumulative real performance  
 

 
Note: 10,000 simulated 10 year periods using monthly data from the Jan 1975 – Aug 2016.  
Source: Albion (2016). 
 
Patience is definitely a virtue. 
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6 Many investors fail to capture the returns of the funds they invest in 

The IRC is very conscious of the emotional traps that lie in wait for investors, as markets rise and fall.  
Fiscal Engineers’ systematic approach to investing is designed to take as much of the emotion out of 
investing as possible. 
   
One such trap is failing to capture the market returns on offer by trying to time when to be in or out of a 
market and/or fund.  It is possible to identify and quantify the magnitude of this trap.  One way to do this 
is to compare the returns that a fund publishes, i.e. reflecting say, £1, invested at the start and held 
within the fund across time, which is known as a time-weighted return, and the return that investors in 
the fund achieve, calculated to include the timing of their money flows into and out of the fund, known 
as the money-weighted or investor return.  The difference between the two is the cost (or benefit) of an 
investor’s market timing actions.  This is often referred to as the ‘behaviour gap’ and it has been widely 
evidenced in empirical studies.   
 
The IRC reviewed a recent piece of work, undertaken in 20154, that provides some interesting insights 
into the wealth destroying behaviour of investors, with particular insight into the value premium.  
 
The behaviour gap in practice  

While an astute investor knows that if he or she holds an incremental exposure to value stocks (relatively 
cheaper, less healthy companies) they can be fairly confident that with time, they have a good chance 
of picking up a premium relative to the broad market, on account of the higher risk that comes with 
these stocks.  They know that this premium is volatile, and that it could take quite a few years to be 
realised. 
 
Those who fall into the behavioural trap are tempted to try to time when best to be in or out of value 
stocks, avoiding the bad times and participating in the good times, based on some valuation driven 
timing signal5.  Sounds like a good plan, but does it work?  The results of this latest research, suggest 
not: 
 
‘On average, investors who invest in value mutual funds do not benefit from the excess returns reported 
by those funds because of the timing of their allocations…In fact, over periods with a documented high 
value premium, the average value investor in mutual funds has actually done worse than a buy-and-
hold investor in an S&P 500 Index fund!’  

 
Those who invest in value funds - seeking out the value premium - paradoxically prize value stocks 
when they are expensive and shun them when they are cheap.  This behaviour costs them about 1.3% 
per year in returns foregone, representing a large chunk of the value premium they were hoping to 
capture in the first place. 

Table 1: Time vs money weighted returns – US mutual funds Jan 1991 to Jan 2013 

Category Money weighted 
Investor return 

Time weighted* 
Fund return Difference 

All funds 6.87% 8.81% -1.94% 
Growth funds 5.22% 8.38% -3.16% 
Value funds 8.05% 9.36% -1.31% 
Small-cap funds 8.23% 9.78% -1.55% 
Large-cap funds 6.76% 8.66% -1.9% 
Index funds 6.95% 9.66% -2.72% 
Active funds 6.85% 9.73% -2.88% 

Source: Hsu et al. (2015).  * Equivalent to buy-and-hold. 

 
4  Hsu, Jason C. and Myers, Brett W. and Whitby, Ryan J., Timing Poorly: A Guide to Generating Poor Returns While Investing 

in Successful Strategies (May 1, 2015). Available at SSRN: https://ssrn.com/abstract=2560434 
5  One potential timing signal is the value ‘spread’, being the valuation measure - say B/M - of the long portfolio (value in this 

case) divided by the measure of the short (growth) portfolios used to construct the value premium.  Greater spread tends to 
lead to a higher premium. 



It is also worth noting that investors in index (passive funds) are also prone to bad market timing 
decisions; they give up almost 3% p.a.  Those owning actively managed funds fare no better.  When 
the after-inflation, annualised return of equities has only been around 5%, on average, since 19006, that 
is a senseless waste of money with severe consequences for the future goals of the investor.  Avoiding 
this trap requires discipline, which many investors appear not to have.  
 
This research reinforces the efficacy of the systematic, disciplined approach to investing adopted by 
Fiscal Engineers on behalf of its clients, as well as highlighting the value that it delivers to its clients by 
helping them to avoid these common, yet dangerous, behavioural traps. 
 
 
7 In conclusion 

Without a doubt 2016 has provided us with many lessons, not least the importance of owning a robust 
and elegantly simple investment portfolio, as our clients do.  We continue to be absolutely sure that our 
systematic approach provides our clients every chance of a successful investment experience.  Nothing 
in investing is certain – markets will do what markets do – but we can, and have, reduced the risks for 
our clients.  The IRC plays a central role in this process. 
 
If you wish to discuss any of the issues raised in this paper, please feel free to give us a call.  
 
 
 
 
Fiscal Engineers’ Investment & Risk Committee 
 
Winter 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.  

 
6  Barclays Equity Gilt Study, 2016 




