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A message to our clients 
Shortly after the IRC meeting, markets reminded investors that they do not always move relentlessly 
upward.  As ever, many lines were written in the broadsheets about the global equity market falls, but 
were they really anything out of the ordinary?  The short answer is ‘no’.   

The challenge for investors today is that they have been spoiled by the run of strong returns since the 
Credit Crisis, with only one down year since 2008, prior 2018.  It can all feel a bit uncomfortable at the 
moment what with the Brexit impasse, slowing growth in Europe, China’s slowing economy and possible 
further ructions with the US over trade, but that is no reason to doubt your portfolio’s strategy. 

As far as 2019 is concerned, no one who is honest knows what will happen in the markets.  The global 
economy is still set to grow by 3.5% above inflation this year, according to the IMF, which is not that 
bad.   

It is important to remember that market prices reflect the aggregate view of all investors based on the 
information to hand.  If new information comes out tomorrow, prices will adjust to reflect the impact this 
has on company valuations.  As the release of new information is, by definition, random, so too must 
price movements be random, at least in the short-term.  Over the longer-term they reflect the real growth 
in earnings that companies deliver and the dividends that they will pay.  As Benjamin Graham – a 
legendary investor in the early 20th Century once said: 

“In the short run, the market is a voting machine but in the long run it is a weighing machine" 

The key to weathering any market storm is to remain well-diversified, avoid knee-jerk responses to any 
falls and to act with patience and discipline. 

The IRC spends considerable time reviewing the structure of its clients’ portfolios and the quality of the 
funds used to capture market-driven returns.  In its view, portfolios remain well diversified, with exposure 
to a wide pool of companies, sectors and geographies balanced, as appropriate, by high quality fixed 
income assets.   

Remember, the true meaning of wealth is having the appropriate level of assets that you require, when 
you require them, to meet your financial and lifestyle goals.  In the interim, movements in value – both 
up and down - are noise, somewhat meaningless and part and parcel of investing.   

We hope that 2019 has got off to a good start for you. 
 

The Team at Fiscal Engineers 

February 2019 
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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 that is in a client’s best interests. 

 Continually challenge the status quo, and to 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 lower cost, 
systematic funds that provide access to market returns. 

 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 19th November 2018 and a quorum was present.   

Attending the meeting were: Ian Rodger (Meeting Chair), Dave Till, Kevin Bunting and Suzi Beck 
(guest) of Fiscal Engineers, Ben Edwards and James Baker of Albion Strategic Consulting and Dr 
Rob Webb from Nottingham University Business School.  Apologies were received from Shane 
Mullins and Tim Hale.  

The minutes of the previous meeting were reviewed, previous follow-up actions – 19 in total – were 
discussed, and the minutes were duly signed off by the Chairman.   A number of regular agenda 
items were raised, and the following decisions were made: 

2.2. Key decisions summary 

 Systematic vs. judgemental approaches:  although considerable evidence exists supporting 
the use of a well-diversified, long-term, buy-hold-rebalance strategy implemented using high 
quality, risk-based, lower costs funds, this should not go without challenge.  The IRC 
reiterated its commitment to avoid confirmation bias in its research i.e. only picking evidence 
that supports its current case.  This issue is covered later in this note.  The IRC sees no 
compelling evidence for it to change its stance at present. 

 Product due diligence: the IRC discussed the bi-annual review of the products used to 
execute its model portfolio strategies.  It was noted that Fiscal have a) undertaken a risk-
management exercise to consider the impact on structuring portfolios in the absence of 
Dimensional and b) have met with First State who offer risk-factor funds, with some 
similarities to Dimensional, but also some differences (significantly fewer stocks and higher 
turnover), to capturing return premia.  At present, no product changes are recommended, but 
the Firm continues to challenge the status quo and will keep First State funds under review.   

 Portfolio review: the model portfolios maintain long-term strategic asset allocations 
incorporating a bias toward UK stocks relative to a market capitalisation weight and make tilts 
to emerging markets, smaller and value companies, which all have higher expected returns 
than the broad market.  Commercial property is an equity market return diversifier, which can 
be useful at times.  High quality, generally shorter-dated bonds balance out equity risk.   In 
2018 equities hampered returns but global commercial property and high quality bonds held 
up well.  The IRC believes the portfolios to be robustly structured and well diversified.   

 Asset class research: The IRC discussed a relatively recent academic research paper on 
trend following strategies presented at the CISI conference in October 2018.  The paper 
suggested that using a moving average as a signal to move into and out of equites (by 
holding cash) results in lower portfolio falls without giving up returns. It sounded too good to 
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be true.  A follow-up research note by Albion suggests this to be the case. Although it works 
some of the time – particularly in long-trending market falls such as the Teck Wreck (2000-
2003) and the Credit Crisis (2008-2009) – there were many times, looking back to 1927, when 
trend following created problems of its own.  Volatile markets that reverse quickly can lead to 
moving into and out of equities at exactly the wrong time and crystallising losses. The IRC 
decided not to pursue trend following strategies at this time but will continue to look at any 
new research that is published.  

 Home bias: the question of holding a home bias to the UK (around 40% of the equity 
allocation), relative to a market cap weight (10%) was discussed again.  Over the past 10 
years, the UK has underperformed non-UK markets by around 4% per annum.  On closer 
inspection, most of this was due to Sterling weakening against other major currencies, not the 
performance of the underlying equity markets.  Attempting to time currency movements is 
exceptionally hard to do.  Two things should be noted a) that we expect the UK and other 
developed markets to deliver similar long-term returns and b) owning a global market cap 
weight places around 55% in the US (twice its contribution to global GDP). As ever, most 
decisions in investing require sensible trade-offs.  The IRC has decided that the home bias 
will be maintained at this time and it will not be influenced by market-timing temptations. 

 Asset class assumptions: The IRC made no changes to the long-term asset class 
assumptions following the 0.5% reduction at the time of the last meeting. 

 Strategy affirmation: the IRC concluded that no changes to either portfolio structure or 
recommended products are required at this time.  It is entirely comfortable with the firm’s 
client portfolio strategies. 
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3. 2018 – Market overview 

One of the great challenges to being an investor is dealing emotionally with the short-term noise of the 
markets.  At the time of the meeting, the IRC reviewed the market returns to the end of Q3 2018.  Global 
developed equity markets had powered ahead during the year and rising bond yield (a good thing for 
long-term investors) had dampened returns from bonds.  

Figure 1: Market returns to Q3 2018  

 

Data source: FE Analytics and Dimensional Returns 2.0 (see endnote for details). 

Rolling forward one quarter to the end of the year (subsequent to the IRC meeting), one can see how 
quickly things can change. 

Note how high quality bonds – to which ‘scared’ risk money flows at times of market uncertainty – 
behaved as one might expect: bond yields fell, and prices rose, as money flowed out of more risky 
assets and into safe, liquid assets issued by governments and corporations with strong credit quality. 

Also note how global commercial property also provided a diversification benefit. 
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Figure 2: Market returns to Q4 2018  

 
Data source: FE Analytics and Dimensional Returns 2.0 (see endnote for details). 

The final quarter of 2018 was a salutary reminder to investors that markets can go down as well as up!  
The past 10 years – since the bottom of the Credit Crisis – has been a pretty favourable journey for 
most.  It is worth noting that even investing at the start of 2008 and suffering the 35% peak-to-trough 
fall in 2008, an equity investor (in a market cap weight of developed and emerging markets) over the 
past 11-year period would have more than doubled their money, if they had been disciplined and patient. 

In relation to the current weightings towards value and small companies within the portfolio the IRC 
recognise that investors have not been rewarded in the shorter term for having these tilts. However, 
based on the academic and historic data available the IRC’s view is that we retain the current weightings 
as the evidence suggests there is a high probability (but no guarantee) that these premiums will persist 
in future time periods.     

4. Avoiding confirmation bias 
There is certainly a risk that, unless challenged rigorously, an incumbent investment approach could 
suffer from confirmation bias.  Returning to the same supporting sources of research, treating previously 
published research as irrefutable, and failing to take into account new and opposing research risks such 
a bias. 

“Confirmation bias, also called confirmatory bias or myside bias, is the tendency to search for, 
interpret, favour and recall information in a way that confirms one's pre-existing beliefs or hypotheses. 

It is a type of cognitive bias and a systematic error of inductive reasoning.” 

Wikipedia definition 

The IRC is keenly aware of the issue and has – on many occasions in the past – reviewed and discussed 
a number of papers challenging a systematic approach, largely focused on the identification of pockets 
of active managers outperforming the markets over a specific time period.  In Albion’s latest Governance 
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Update 16, a study covering a wide range of other studies, focused on active manager skill, was 
reviewed. 

In this paper by Cremers, Fulkerson and Riley’s paper, pithily (!) entitled ‘Challenging the Conventional 
Wisdom on Active Management: A Review of the Past 20 Years of Academic Literature on Actively 
Managed Funds’ the authors come to the broad conclusion that: 

“Taken as a whole, our review of current academic literature suggests that the conventional wisdom is 
too negative on the value of active management. The literature that followed Carhart (1997) has 

documented that active managers have a variety of skills and tend to make value-added decisions, 
such that, after accounting for all costs, many actively managed funds appear to generate positive 

value for investors.” 

The authors point out a wide number of studies that appear generally supportive of active management, 
suggesting a number of ways in which active managers add value, problems and biases in the 
methodologies for evaluating performance and raising important issues for further research.  It is a 
useful contribution to the debate. 

However, there are many instances where the magnitude, significance and risks to the conclusions are 
not proffered, and too many references to ‘many’ (unquantified) managers outperforming, for example.  
Some of the evidence is inconclusive where research supports both sides of the argument.  Although 
areas of skill appear to be identified on occasion, the positive impact of such skill is still rare and needs 
to be separated from lucky outcomes.  Also, it provides no systematic process – or even ideas - for 
identifying and capturing skill.  A few examples of relative skill levels include: higher skill if the manager 
is from a poorer background; better education and MBA school matters; managers tend to have higher 
skill in their largest holdings; and managers who invest in their own fund tend to do better than those 
that don’t.  Perhaps, interestingly, in markets where passive management levels are higher, skill levels 
in active management tend to be higher too. This may well be because poor managers cannot survive 
against good passive alternatives. 

It is worth noting that Martijn Cremers sits on the advisory board of active management firms and 
provides consulting to them, as well as being an active participant in the Active Managers Council. 
Confirmation bias is a risk in both directions! 

The IRC has always accepted that some skill may exist but trying to identify skill from luck in advance 
of when you need it, is extremely challenging and few advisers or professional fund pickers would 
appear to be able to do so.  

4.1. Looking at the UK evidence 

Albion provided some practical evidence of the challenge that active managers face in navigating the 
markets and generating value above benchmarks after costs – the claim made in the Cremers paper.  
It looked at all managers of risk targeted ‘allocation’ funds (i.e. families of funds with portfolio offerings 
from lower to higher risk) in the UK, with 5 year track records as of 30-09-2018.  The goal was to see 
how active strategies – which to be successful require skill in fund manager selection and market timing 
– have fared against systematic, buy-hold-rebalance, diversified options of similar risk.  In short, we see 
that the answer is ‘poorly’ and that costs are highly correlated to performance.  Despite their scope and 
identified sources of value-added, active managers struggle, in part due to the high fees they charge, 
as ‘conventional wisdom’ suggests they should. 

The figure below provides a comparison of each fund company’s family of ‘allocation’ funds along the 
risk spectrum.  What is evident is the fact that systematic, low costs strategies dominate the opportunity 
set, with a wide variation in outcomes. 
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Figure 3: Systematic, low cost funds dominate the opportunity set (5 years to 30-9-18)  

 

Analysis: Albion Strategic Consulting: Governance Update 16 – October 2018 

It is gratifying to see that funds of lower cost, systematic product providers such as Vanguard and 
Dimensional Fund Advisers dominate the other approaches, most of which are active. 

For all the new research suggesting skill-based value in pockets of active management, in the practical 
world of selecting funds for clients, few managers (and none above) deliver on their promise of beating 
a sensible (risk-adjusted) benchmark. Getting close to a sensible market benchmark is a valid goal and 
a good outcome for clients. 

5. In conclusion 
The IRC spends considerable time and energy reviewing the structure of the portfolios that it 
recommends to its clients.  It takes a lot of discipline and patience not to tinker with allocations and 
products, particularly when it is human nature to regret elements of a portfolio’s strategy when viewed 
with the luxury 20/20 hind-sight.  We structure portfolios to weather the storms that the markets might 
throw at investors in the times ahead, while giving them the opportunity to capture the market returns 
that they are due. That is a worthy goal and responsibility that the IRC does not take lightly.  Being 
patient and disciplined is the key to success. 

Please feel free to contact us if you have any questions or comments arising from this note. 
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