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A message to our clients 
Fiscal Engineers held its latest Investment & Risk Committee (IRC) meeting in August 2013, which is the forum through 
which client portfolio and other investment related risks are managed.  As ever, we continue to take our fiduciary 
responsibilities very seriously and have strengthened the IRC with the addition of Tom Wales, Director at Oxford 
Analytica (www.oxan.com), a renowned risk management consultancy firm.  Tom brings a wealth of financial services 
and risk management skills to the IRC and will provide additional third party oversight and input into the decision-making 
process.  We welcome him warmly and look forward to working together in the future. 

The IRC’s role is to review, discuss, challenge, and where necessary refine the investment process at Fiscal Engineers.  
We are committed to making decisions that are in our clients’ best interest.  From an investment perspective that means 
deciding which risks clients should take on in their portfolios (the flip side of risk being return) and managing these risks 
assiduously across time.  Being open to external challenge of the status quo and keeping abreast of new products, the 
latest research on asset classes and the active versus passive approach to implementation, form the core of the 
discussion. 

From our clients’ perspective it may appear that not much is happening on their portfolios from one period to the next.  
The reality is actually very different.  Most investment mistakes – and subsequent destruction of wealth – stem from 
getting drawn into funds and investments that are ‘hot’ at any point in time or that should simply be avoided.  As Donald 
Trump – love him or hate him – once said: 

“Sometimes your best investments are the ones you don't make.” 

Wise words indeed! 

Clients rarely see or hear about much of what goes on behind the scenes, from an investment perspective.  However, it 
is important to remember that the IRC is continually discussing a wide range of risk topics that have a profound impact 
on a client’s chance of a successful investment experience.  To that end, we have selected a few topics that were 
recorded in the full minutes that will hopefully provide deeper insight into the role that the IRC plays and the true value 
and independence that it helps deliver. 

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 



Table of contents 

1 The purpose of the IRC .............................................................................................................. 4 
2 IRC meeting proceedings ........................................................................................................... 4 
3 Why using high quality ‘passive’ funds continues to make sense ............................................... 5 
4 Why Dimensional’s ‘patient trading’ is important ......................................................................... 6 
5 The extremely poor market timing of investors ........................................................................... 8 
6 And finally: the impact of costs on wealth over time .................................................................... 9 

3 



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 being held on 29 August 2013.  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 pure asset class funds that
provide access to the desired asset classes.

• Employ best-practice fiduciary standards in overseeing the investment programme.

• Help clients understand what they own and why they own it.

We take an evidenced based approach to the investment strategy adopted for our clients. 

We believe in the efficiency of capital markets and by investing in them investors will be rewarded in the medium to long 
term and the level of reward will depend on the risk taken. 

Numerous studies reviewed by the IRC have explored how best to capture the returns available, either by investing in 
actively managed funds or by adopting what is referred to in the studies as ‘passive’ investing through traditional index 
tracking funds. 

Whilst evidence continues to support the use of “passive” investment funds our approach to capturing market returns is 
to review the whole of market and utilise institutionally priced pure asset class funds to gain efficient access to the 
underlying assets. 

2 IRC meeting proceedings 

2.1 Introduction 
The formal IRC meeting took place on 29th August 2013 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. 

In addition to Tom Wales, we also welcomed James Dickens.  James has recently been appointed as Chief Operating 
Officer and joined the meeting to familiarise himself with the IRC’s decision-making process. 

2.2 Key decisions summary 
Key decisions made in the meeting included: 

• That a low cost, low turnover approach favouring the use of institutionally priced pure asset class funds in
portfolios remains in our clients’ best interests and none of the research presented materially changes this view.

• After reviewing the in depth and systematic analysis of emerging market bonds and private equity presented to
it, the IRC confirmed that they fail to meet the strict criteria for inclusion in client portfolios and should remain,
for the time being, excluded from menu of asset classes generally recommended.

• The need to help our clients understand that the role that it plays – from an investment perspective – is far
greater and more valuable than just investing client assets in a few funds.

The rest of this document focuses on some of the research that was presented and discussed which highlights the value 
of the use of a disciplined and systematic investment process and how our advisers act as ‘investment coaches’ to our 
clients. 

2.2.1 The concept of adviser ‘alpha’ 

While the value of establishing a sensibly structured portfolio strategy at the outset of a client’s relationship with us is 
obvious, other areas where we add material value are less apparent.  Yet these can be of material financial benefit.  
Additional points of value are widely referred to as ‘adviser alpha’, ‘alpha’ being a term used by fund managers to 
describe an abnormal rate of return on a portfolio in excess of its benchmark index. 

Often the incremental value comes from avoiding costly mistakes.  Left to their own devices, many investors fall into a 
number of common traps including chasing ‘hot’ managers (e.g. Anthony Bolton’s China Fund) and ‘hot’ markets (last 
year it was gold).  Throw in emotions and natural psychological biases – overconfidence, hindsight bias, herding to name 
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but a few – and the risk of needlessly destroying wealth is profound.  A recent study of the performance of German 
online ‘DIY’ investors established that they underperformed the market by around 7% per annum before costs! 

We have extracted a number of themes from the discussions at the IRC meeting that perhaps give a glimpse into some 
of the areas where adviser ‘alpha’ can add material value.  These include: 

• Why using high quality, pure asset class funds continues to makes sense, despite recent research from one
fund group’s own stable of active funds that demonstrated small levels of ‘alpha’ over an extended period of 
time. 

• Recent empirical insight into trading costs reinforces the merit of Dimensional Fund Advisers’ (DFA) ‘patient
trading’ approach, which is one of the reasons we use their funds.

• Insight into the perverse, yet unsurprising, nature of investors’ exceedingly poor market timing decisions and
how we avoid them.

• Why managing costs closely has an extremely beneficial impact on the terminal wealth of client portfolios.

3 Why using high quality pure asset class funds continues to make sense 

3.1 Recent research in support of using pure asset class funds 
The IRC regularly reviews the latest research and conclusions drawn on active versus evidence based investment 
management studies.  A couple of regularly updated reviews continue to suggest that an evidence based approach to 
capturing market returns continues to be highly effective.  In summary: 

• The latest SPIVA1 report that tracks how many active fund managers beat their benchmarks reveals –
somewhat consistently over the years we have been following it – that around 70% of active managers over the
past five years (to December 2012) failed to deliver on their market beating promises across Canadian, US and
Australian fund universes.  India was an exception where around half were beaten.  The latter represents only a
small number of funds and it is also known that access to privileged information (insider trading) is estimated to
be higher than in more closely regulated markets.  It is important to remember that this study does not test for
luck versus skill in those that outperformed, which, given other academic studies, is likely to reduce this
percentage to low single digits.2

• The SPIVA study also looks at performance persistence – in other words, whether good performance in one
period is followed by good performance in the next.  Top quartile funds managed by skilful managers would be
expected to maintain their top quartile position in the next period.  A lack of skill would see top quartile funds
distributed evenly across the other three quartiles.  The result: of 707 US domiciled domestic equity funds in the
top quartile for the five years to 2006, only 10% remained in the top quartile in the next five years to 2012.

• A new study3 looked at the performance of portfolios of active funds against portfolios of pure asset class funds.
It revealed even higher levels of underperformance (83%) of active fund portfolios, than single fund versus
benchmarks studies such as the SPIVA report.  Even after screening for low cost active funds – which we know
is an indicator of the higher likelihood of better returns – around 70% of active portfolios were beaten by
portfolios of index funds.

• This study also reveals that the median return of the underperforming 83% was -1.25% p.a. and the median
outperformance was +0.5% p.a. by the 17% who outperformed.  Our goal is always to make decisions that
provide our clients with the greatest chance of success.  For the more mathematically minded of our clients, it is
obvious that the probability-adjusted outcome is heavily weighted in favour of a pure asset class approach.

3.2 Evidence of low cost active management success 
The IRC remains open minded as to the merits of which approach is in the best interest of our clients and openly reviews 
challenges to its approach based on academic research and empirical data.  In a recent paper, Vanguard – one of the 
major providers of low cost funds whose products we continue to review – studied its own stable of low cost actively 
managed funds over the 30 year period 1982 to 2012.   

1 Standard & Poors Index versus Active Scorecard 2012. 
2 Fama, Eugene F. and French, Kenneth R., (December 14, 2009), Luck versus Skill in the Cross Section of Mutual Fund Returns.  Tuck School of 

Business Working Paper No. 2009-56; Chicago Booth School of Business Research Paper; Journal of Finance, Forthcoming. 
3      Insert study of index portfolios versus active portfolios. 
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In summary: 

• It identified low levels of ‘alpha’ – market-beating returns – of around 0.35% per annum (depending on how it
was calculated), which is a beneficial incremental addition to client wealth.  They identified several reasons for
this including;

o exceptionally low costs (around 0.35% per year) in part due to their unique mutual structure;

o employing top talent at rock bottom prices, although the vast level of assets managed still provide
substantial remuneration packages in absolute terms;

o symmetrical long-term performance fees where managers make extra fees if they outperform and pay
some back if they don’t; and

o CEO led manager selection resulting in longevity of manager tenure (around 15 years).

They suggest - perhaps rightly at this point in time – that these are quite unique attributes to Vanguard. 

• On further inspection it is evident that most of the alpha occurred as a one-off event in 2000 – the year of the
start of the tech-stock crash.

• The other point worth noting was that to achieve this result would have required investment in all of the funds to
avoid picking those that simply did not deliver alpha.

3.3 The IRC’s conclusion 
Overall this new research builds on the growing body of empirical evidence that suggests that passive investing 
continues to be an effective means of delivering market returns in clients’ portfolios.  The research piece from Vanguard 
provides some useful pointers for the characteristics that will improve the chances of an active manager delivering 
market-beating returns, primarily through exceptionally low pricing.  In terms of the Vanguard funds, one would wish for 
good alpha to be delivered on a more persistent basis for it to be genuinely attractive.  The IRC will keep a close eye on 
costs levels in the UK fund management industry – particularly with the advent of unbundled ‘clean’ share classes.  
However, at the moment active equity ‘clean’ share costs are around 0.75% at best. 

3.3.1 Fiscal Engineers’ adviser alpha 

The deep insight into the chances of active managers being truly skilful and delivering persistent, market-beating returns 
over longer time horizons provides the firm with the conviction not to be swayed by short-term, sometimes stellar returns 
that some ‘hot’ funds produce.  As the old saying goes ‘up like a rocket, down like a stick’ comes to mind.  It is not always 
easy, but it is the right thing to do. 

It is perhaps noticeable to clients that we do not make knee-jerk, emotionally driven changes to portfolio structures and 
funds used, but makes considered, evidence-based decisions after full analysis and discussion at the IRC.  All new 
evidence will continue to be reviewed with an open mind and any strategy changes made within this structured 
framework.  The only strategy we are truly wedded to is doing what is in our clients’ best interest.  Patience, solid 
thinking and fortitude are required. 

4 Why Dimensional’s ‘patient trading’ is important 

4.1 Recent research illustrates the high cost of trading less liquid stocks 
A new US study4 reveals that the costs of buying and selling funds varies considerably between different parts of the 
equity markets, from highly liquid large companies to far less liquid smaller companies.  The key costs include 
commissions paid to brokers, the bid-offer spread (the different prices for buying and selling), and market impact costs, 
which is where as one begins to sell a position the price moves down (and vice versa).  It is the latter that is the major 
component of trading costs.  The authors used actual fund transaction data (buys and sells) and married it with actual 
bid-offer spreads and estimates of market impact using real stock exchange price data.  It provides one of the best 
insights into the true costs of trading.  The cost of trading large cap US stocks was calculated at around 0.4%, whereas 
the cost of trading small cap US stocks was 1.5%.  The market impact cost of a large cap trade was around 0.2% 
compared to 1% for small cap stocks. 

4.2 Dimensional Fund Adviser’s (DFA) ‘patient trading’ approach 
It is evident from the granular data in the research that trading small cap stocks is a costly business and creates a 
material performance drag on funds that trade positions regularly.  The major component of small cap trading costs is the 

4 Edelen, R., Evans, R., Kadlec, G., (2013), ‘Shedding light on ‘Invisible’ Costs and mutual Fund Performance’, Financial Analysts Journal, Volume 69, 
Number 1. (Purchase only from FAJ). 
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market impact effect.  To lower this cost, fund managers can reduce a) the amount they trade and b) the market impact 
effect on the trades that they make. 

DFA is highly cognisant of these harmful cost impacts and addresses both through its ‘patient trading’ approach to 
deliver back more of the market return due to the investor as possible.  Small cap stocks are broadly defined by their 
market capitalisation, with a number of cut-offs being made either on an absolute level of capitalisation or on a relative 
basis, such as the bottom 10% to 15% of all companies by size in the market.  DFA takes the latter approach. 

Simply put, over time, the fortunes of companies may wax and wane resulting in some companies moving into the small 
cap definition as they fall in value and others who leaving the universe as they grow into mid-cap stocks.  Hard 
boundaries to these criteria and rules-driven execution, such as when the stock is no longer in the relevant market index 
it must be sold, create trades that seek liquidity i.e. desperate buyers or sellers. 

We all know that in life, any seller who looks desperate is unlikely to achieve top dollar on their side of the sale.  The 
buyer smiles; it is the same in the stock market.  If you can provide liquidity, buying shares from someone desperate to 
sell (and vice versa) will see them take the market impact costs.  Trading the other side of the spread adds real value.  
Yet to do that, a fund must have flexibility over when it exits or enters a position and the trading skills to do so.  
Dimensional’s funds have that flexibility and seek to provide liquidity in an area of the market where it is in short supply.  
As DFA states: 

“By being patient when others are pushing to transact and by being thrifty when others pay a premium, the firm works 
daily to improve your results.” 

4.3 The IRC’s position 
We sometimes get asked why several of our pure asset class funds are from DFA.  There are a few reasons why this is 
the case: 

• Our starting point is always a whole-of-market review of available products that start with a universe that
includes active and passive Open Ended Investment Companies (OEICs), Exchange Traded Funds (ETFs)
and investment trusts.  One critical characteristic that we demand of our funds is that they exhibit low ‘Fund
Manager Ongoing Charges’ – formerly known as Total Expense Ratios or TERs for short.  Empirical evidence
suggests a strong link between low costs and a higher performance ranking of funds.5  DFA meet this first
hurdle.

• Next, we look at each asset class and determine which funds will make the short-list for further, deeper review.
In the smaller companies and value space – key components of our client portfolios – DFA were the pioneers
of structuring funds to gain exposure to these additional equity risk factors that have the potential to deliver
returns above the broad equity market return over time.  These factors were first identified and incorporated
into the widely used ‘three factor model’ by Fama and French (who sit on DFA’s Board) that describe around
95% of equity returns in terms of their exposure to the broad market, value and small cap stocks.  DFA still
have a few competitors, particularly in the value stock area.

• When we look deeper at the possible candidates to define which funds make our pure asset class funds
selection, we need to look at the way that they define what is a small cap stock, what is a value stock and how
they handle firms that transition into and out of that universe.  The flexibility and focus on how they trade
becomes key.  We believe that through their long and leading experience of managing assets in these high
turnover cost areas of the market, DFA has the skills and focus that, at the moment, sets them apart from the
competition.

• The IRC continually reviews the performance and efficacy of DFA’s approach and that of other competing
funds.  While DFA’s funds remain pure asset class, they are always subject to review, challenge and, where
necessary, replace.

While we do not subscribe to the concept that just because major institutions use certain funds that they must be good, it 
is worthwhile reminding our clients that DFA manages considerable institutional and private client money – £188 billion 
as at 30 June 2013 – for investors such as CalPERS (one of the World’s largest pension funds), Boeing, Citigroup, 
PepsiCo and the J. Paul Getty Trust. 

4.3.1 Fiscal Engineers’ adviser alpha 

Our understanding of the challenges of investing in these less liquid parts of the market allows us to select fund 
managers who understand and organise their funds and skills around minimising unnecessary costs.  In the long run, 
this provides every opportunity to add value to client portfolios. 

5 Morningstar (2010), How Expenses and Stars Predict Success, www.morningstar.com. 
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5 The extremely poor market timing of investors 

5.1 The issue 
Many people believe that picking the timing of entry into and out of the markets is fundamental to successful investing.  It 
is logical to do so.  After all if an investor had sold all of his or her equities at the top of the market in 2007 and bought 
them back in early 2009, they would have made a considerable return.  This logic – buy low, sell high – leads to the 
expectation that advisers and fund managers should be looking (and able) to identify these market turning points to 
deliver incremental returns to the portfolio.  The cruel, practical reality is that market timing is extremely difficult, not least 
because it requires two decisions each time being when to exit and when to enter the market again. 

Markets work pretty effectively and there are no easily identifiable signals as to when the time is right.  It is possible to be 
wrong for many years!  The other thing that gets in the way is investors’ emotions.  Logic tells us that we should exit 
markets when they have done well and enter them when they have performed poorly.  But greed and fear overpower 
logic.  We like equities when they have done well, but who wanted them the day that Lehman Brothers collapsed in 2008 
and the FTSE 100 fell to below 4,000 from a high in 2007 of nearly 7,000? 

A recent piece of research from the US6 reveals that, by-and-large, investors do the exact opposite.  A picture paints a 
thousand words – see the chart below.  The eye can see that investors enter the market when it has done well and exit 
when it has done poorly, thereby implementing a wealth-destroying buy high, sell low strategy. 

Figure 1: How not to time markets – evidence from the US 1988-2012 

Data source: Investment Company Institute. Copyright.  All rights reserved 2013. 

The data looks equally as poor for fixed income investments. 

5.2 The IRC’s position 
This latest data reinforces other empirical studies that show that, in aggregate, investors are poor at making market-
timing decisions.  The cost to their wealth has been estimated to be anywhere from 2% to 6% per annum.  The IRC 
continues to believe that active market timing is more likely to deduct value from client portfolios and believes that 
systematic rebalancing provides a counterintuitive discipline around a buy low, sell high strategy that serves clients 
better. 

5.2.1 Fiscal Engineers’ adviser alpha 

Perhaps the greatest role that an adviser can play from an investment perspective is to stop this relentless erosion of 
client wealth through this misperception of the ease of market timing and the crucial negative impact of human emotions.  

6 www.ici.org (2013), Investment Company Institute Investment Company Fact Book 2013. 
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This can be achieved in a number of ways: 

• Helping clients to understand the potential costs of market timing.

• Helping clients to understand the magnitude of short-term losses they could experience.

• Providing support and guidance at times of market turmoil.

• Putting in place a rebalancing discipline that systematically forces us to advise our clients to sell out of markets
that have done well and buy into markets that have done less well.

Rebalancing positions a portfolio back to the original structure that was established in the first place to deliver the returns 
required from the portfolio, with potential losses set at a target that is both emotionally and financially survivable.  It is a 
non-predictive, rules-driven process.  We are not attempting to value the markets and pick turning points.  It is not easy 
to advise clients to rebalance and buy equities at the bottom of a stock market fall or to sell equities when they are 
performing well.  It takes fortitude on both the advisers’ and clients’ part to deliver and stick with our investment 
methodology. 

6 And finally (for those of a mathematical persuasion!): the impact of costs on 
wealth over time 

Following on from the above, Professor William Sharpe – a Nobel Prize winning economist – has come up with a simple 
formula for comparing the terminal wealth differential between two strategies with different costs.  It is elegant in its 
simplicity, calculating the ratio of the terminal wealth of one strategy to another based on a lump sum invested for a 
specific number of years.  The formula is as follows: 

Terminal Wealth Ratio = TWR = [(1-x1)/(1-x2)]n

Where x1 is the lower of the expense ratios of the portfolios and x2 is the higher, and where n is the number of years.  It 
is very easy to calculate in practice.  His example uses a lump sum invested for 10 years with a low TER of 6 basis 
points (0.06%) compared to a higher TER of 112bp (1.12%)7.  The equation would be as follows: 

TWR = [(1-0.0006)/(1-0.0112)]10 = 1.1125 

In his words: 

“Thus, an investor who obtains a given terminal gross return over 10 years with an expense ratio of 0.06% a year ends 
up with 11.25% more wealth than one who obtains the gross terminal return but must pay 1.12% a year in expenses.” 

6.1 The IRC’s position 
Cost management continues to play an important role in delivering a successful investment experience.  Low cost 
strategies, such as using skilfully managed pure asset class funds deliver cost differential benefits compared to higher 
cost active funds (and some overly expensive pure asset class funds).  Overcoming this cost differential relies on 
manager skill which is empirically evidenced to be in very short supply and exceptionally hard to identify in advance.  Our 
constant focus on costs will continue for the direct benefit of our clients. 

6.1.1 Fiscal Engineers’ adviser alpha 

Our clients hear us talking about managing costs with a somewhat monotonous regularity.  But we do so with good 
reason; as John Bogle, the grandfather of low cost investing would say “costs really matter”. 

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

Fiscal Engineers’ Investment & Risk Committee 
Autumn 2013 

7     The numbers are a reflection of the levels of fees that US investors pay on passive and active funds. 
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The value of your investments may fall as well as rise and you may receive less back than you originally invested.  All 
content is intended as general information only and does not constitute a personal recommendation.
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