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A message to our clients 
Fiscal Engineers has recently held its Autumn Investment & Risk Committee (IRC) meeting, which is the forum 
through which client portfolio and other investment related risks are managed.  We are pleased to report that 
there are no material issues with the investment programme that we offer to our clients. 

Yet again, the past few months have provided us with a number of lessons.  Perhaps the most important is that 
there is always something ‘important’ going on – from the troubles in Ukraine; to Isis and its brutal and irrational 
anger and violence; the Scottish referendum back home – and we cannot hope to understand the impact that 
each individually, or collectively, will have on our portfolios. 

It is worth remembering that markets are a pretty powerful mechanism for collecting information, processing it 
and reflecting all this news in current prices.  Markets are volatile because information is volatile.  To be able to 
position your portfolio in response to what is going on, on a minute-by-minute or day-by-day basis, is not just 
about knowing what is happening in the world – the markets have already priced that in – but second guessing 
how everyone else is going to move.  Guessing the guessers?  That’s simply not plausible as a successful long 
term strategy. 

What we can do is to make sure that our clients are invested in robust, broadly diversified ‘portfolios for all 
seasons’ and help you stay the course when markets, and emotions, get stretched.  We can also make sure that 
you remain disciplined, rebalance your portfolio regularly (even when it feels uncomfortable to do so) and stay 
invested in the best products that the market has to offer. 

The IRC’s role is to make sure that we protect your wealth from the dangers out there (e.g. flawed products, 
faddish investments, extortionate costs and your emotions) and only to take risks that we fully understand in 
return for a satisfactory long term return.  We hope you find this summary and insight into our recent meeting 
interesting and useful. 

If you would like to talk further about 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 ‘best-in-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.

The IRC takes an evidenced based approach to the investment strategy adopted for our clients. 

We continue to review as to how best to capture the returns available either by investing in actively managed 
funds or by adopting what is referred to in many studies as ‘passive’ investing through traditional index tracking 
funds. 

Whilst we are certainly more aligned to the ‘passive’ investing approach referred to in the research, 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 investment assets. 

2 IRC meeting proceedings 
2.1 Introduction 
The formal IRC meeting took place on 30 September 2014 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. 

2.2 Key decisions summary 
 Pure asset class investing vs. active management: nothing in the latest research has done anything

but increase our belief in using institutional, low-cost, pure asset class funds.  We review some of the 
latest research in this document.  

 Asset class performance against assumptions: it is always important to remember that short term
asset class performance represents the noise of the markets.  It tells us little of value, but can have a
major impact on how investors feel and behave.  The 12 months to 30 September 2014 delivered a
relatively benign outcome, as the table following this summary illustrates, using asset class index data.
Comparison to 10 year returns (after inflation, or ‘real’ returns) and the assumptions we use in our
financial planning are more informative.  All data greater than one year has been annualised.  It is worth
noting that Fiscal Engineers’ long term capital market assumptions are broadly in line with market
outcomes.

 Existing best-in-class products: the IRC keeps existing fund choices under regular review and is
happy to report that the funds used are performing in line with expectations.  New funds – possible
competitors to best-in-class recommendations – are regularly reviewed.  Currently no funds are
demonstrably more competitive or attractive than those in our client portfolios.

 Portfolio review: the IRC also regularly reviews the fund-based model portfolios that it recommends to
its clients.  Given that it is happy with each of the individual funds; it is no surprise that the Committee is
comfortable with the performance of the portfolios.  It is important to remember that these are long term
strategies designed to pick up the rewards of an appropriate mix of risks that each portfolio is exposed
to.

 Asset class research: Donald Trump once stated that “Sometimes your best investments are the ones
you don’t make”.  The role of the IRC is to help clients avoid the flavour of the month, faddish and
esoteric investments that get so many DIY investors (and even some with advisers) into so much
trouble. With yields on bonds so low at the moment, many investors have been tempted into taking on
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more credit risk – perhaps by buying corporate bond funds – without due insight or consideration of how 
this dilutes the absolutely essential low risk, defensive role that they play in portfolios.  The IRC has 
reviewed and rejected the inclusion of short-dated investment grade bonds, i.e. those with lower quality 
than the average AA credit rating of bonds held in Dimensional Global Short-dated Bond Fund.  The 
rationale is covered later in this document. 

 Strategy affirmation: the IRC concluded that no changes, in either portfolio structure or funds, are
required at this time.  It is comfortable with the firm’s portfolio strategies.

 Charges: whilst the existing platform and fund structures are very competitive, it was nevertheless
agreed at the meeting that Fiscal Engineers will open discussions and negotiations with relevant
institutions with a view to pushing for cost reductions in the overall annual costs. Whilst compliance and
regulatory costs have increased over recent years, we are still working hard behind the scenes to
achieve as much efficiency within our client portfolios as possible and will report in due course any
changes.

Figure 2-1: Short term market noise in context 

Asset class 
(to 30 September 2014) 

10 years 
(nominal) 

10 years 
(real) 

FE 
assumption 

(real) 

12 months 
(nominal) 

12 months 
(real) 

Global equities 8.3% 5.0% 5% 12.0% 9.6% 

Global value stocks 8.7% 5.4% 7% 11.3% 8.8% 

Global smaller companies 10.5% 7.1% 7% 5.8% 3.4% 

Emerging market equities 12.3% 8.8% 7% 4.5% 2.2% 

Global commercial property 8.9% 5.4% 4% 10.7% 8.3% 

Global short-dated bonds (hedged) 4.6% 1.3% 2% 2.4% 0.1% 

UK inflation linked gilts 6.4% 3.1% 1.5% 4.1% 1.8% 

Data source: DFA Returns.  All rights reserved. 

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).  Adjustment series: UK RPI. 

3 The ‘reckless conservatism’ of holding too much cash 
3.1 Nowhere is truly safe to invest 
A new Green Paper, released by The Open University Business School’s True Potential Centre for the Public 
Understanding of Finance – titled ‘Towards a Common Understanding of Risk’– proposes that a UK consumer 
reluctance to take investment risk may actually be jeopardising longer term financial goals.  Many people are 
loathe to put their money into an investment portfolio for fear of losing money.  Yet over the past five years or so, 
people placing their funds on deposit have been doing just that, once inflation is taken into account.  This 
extreme, and somewhat naïve risk aversion – played out at the cost of falling purchasing power and unfulfilled 
future objectives – has been labelled ‘reckless conservatism’. 

As a firm, Fiscal Engineers tries to help clients to see that taking on an appropriate level of risk in order to 
achieve a desired lifestyle is a combination of understanding their emotional tolerance for risk (gauged using the 
FinaMetrica risk profiling tool), their capacity to sustain losses on their portfolio and their need to take on risk to 
meet their goals.  Even so, we often notice that some clients have half an eye on how they would have done if 
they had been in cash!  It is a natural but distracting trait that constantly brings up the “why am I invested?” 
question when markets fall, as they inevitably do from time to time.  It is important that clients fully buy into the 
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long term strategy they adopt.  If they want to keep an eye on a simple benchmark, UK RPI is a much better one 
to refer to.  The chart below provides an insight into the ‘reckless conservatism’ of holding cash.  It represents the 
past 10 years, about the same length of time Fiscal Engineers has been offering its asset class portfolios to 
clients.  A simple, illustrative portfolio of 60% global equities and 40% UK short-dated gilts, less an estimate for 
portfolio costs of 0.5% per annum, is revealing when viewed in terms of purchasing power.  The performance of 
the MSCI World index offering 100% international equity exposure and the live Dimensional Global Short-Term 
Bond Fund (net of its actual charges) is also provided.  Data is provided after the impact of inflation (UK Retail 
Price Index). 

Figure 3-1: The ‘reckless conservatism’ of holding cash- returns after inflation 

Data source: DFA Returns.  All rights reserved. 

3.2 The IRC’s position 
Cash is neither a good investment, nor a good benchmark for clients.  It is definitely not a safe haven for 
purchasing power.  Its loss of purchasing power from its high point in 2008 to date has been over 16%, yet the 
peak to trough purchasing power loss of the 60/40 balanced mix from the peak in 2007 to the trough in 2009 was 
18%, yet look at where each ended up.  It is impossible to time the markets and jump between cash and equities, 
so reflecting on what might have been the better option over any short term time period is a futile exercise.  
Having the insight, courage, discipline and patience to be an investor is not easy.  That is where your Financial 
Planning team can help.  

4 New research evidence supporting a passive/pure asset class approach 
At Fiscal Engineers, we recommend investment strategies for our clients that are based on sound empirical 
evidence and implemented using what we refer to as pure asset class funds designed to capture the market 
returns that exposure to specific risks deliver e.g. value and smaller companies.  We do this because we believe 
that the evidence overwhelmingly suggests that this provides our clients the greatest possibility of a successful 
investment experience.  It is the role of the IRC to continuously challenge our approach and to review the latest 
research on this subject.  Since the last meeting several UK-based pieces of research have been published, 
which is good to see, as most early research was US orientated.  We highlight some of the conclusions of these 
studies below.  
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4.1 PwC’s sizing of the passive market 
First of all, recent data reveals that ‘passively’ managed assets globally stand at around $7.3 trillion or 11% of 
global AUM.  This is expected to rise to around a 22% share by 2020, according to PwC in a recent report1 
entitled ‘A Brave New World’.   

One potential theoretical threat to ‘passive’ investing is that everyone adopts this approach and the markets no 
longer work effectively.  However, it is evident that the level of pure asset class investing, while substantial, is 
well away from the point where price discovery by the market begins to fail.  If we assume that the difference 
between ‘passive’ and active costs are around 0.3% p.a. (across asset classes and both institutional and retail 
investors), then active investors would be worse off, as a group, by around $175 billion than if they had invested 
on a ‘passive’ basis!  That’s probably a conservative number given that no trading costs have been taken into 
account. 

4.2 Pensions Institute research into skill versus luck in performance 
An academic study by the respected, UK-based Pension Institute set out to decide whether or not UK mutual 
fund managers exhibit skill, and therefore the ability to outperform the market consistently, both before and after 
costs.  Cutting to their conclusions provides useful insight: 

“The vast majority of fund managers in our dataset were not simply unlucky, they were genuinely unskilled. 
However, a small group of ‘star’ fund managers are genuinely skilled and hence able to generate superior 
performance (in excess of operating and trading costs), but they extract the whole of this superior performance 
for themselves via their fees, leaving nothing for investors.” 

“While ‘star’ fund managers do exist, all the empirical evidence – including that presented here – indicates that 
they are incredibly hard to identify.  Furthermore, it takes a very long time to do so.” 

In fact, the paper also points out: 

“It takes 8 years of performance data for a test of a fund manager’s skill to have 50% power and 22 years of data 
for the test to have 90% power’.” 

In other words one can only determine skill over luck with any degree of confidence by having over 20 years’ data 
and yet most investors pick funds that have performed well over three to five year periods, a strategy akin to 
flipping a coin! 

4.3 Does outperformance persist over time?  In short, no. 
One useful test to establish whether market-beating performance in one period is due to skill, or simply to luck, is 
to look at whether the good performers remain so in the second period reviewed.  If they do, they are likely to be 
skilful.  If not, then it was probably down to luck.  A recent piece of research by Vanguard2 reviewed the 
performance of 1,684 funds available to UK investors across two consecutive five year periods.  Funds were 
ranked into performance quintiles (20% bands). 

If outperformance was due to skill, one would expect that first quintile performers in the first five year period (to 
2008) would remain in the top quintile in the next five year period (to 2013).  The outcome is revealing: 

 Only 2.6% (43 funds) attained top quintile status in both periods.

 A top quintile fund in the first period had a 65% chance of falling into the lowest two quintiles, or going
‘missing’ i.e. closed or merged.

 Over 50% of funds in the bottom quintile had disappeared by 2013.

This UK research is consistent with the ongoing six-monthly analysis of performance persistence undertaken by 
S&P3 for US funds, which also demonstrates a lack of persistence and high fund merger/liquidation rates. 

1 PwC Asset Management (2014): Asset Management 2020, ‘A Brave New World’, Feb 2014. 

2 Vanguard (2014), The Case for Index Fund Investing in the UK, www.vanguard.co.uk.  
3 S&P (2013), Persistence Scorecard (data to Sept. 2013), www.spiva.com.  
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4.4 Local Government Pension Schemes 
The UK Government’s Department for Communities and Local Government recently commissioned Hymans 
Robertson to undertake a review of the structure of Local Government Pension Schemes (LGPS).4  The overall 
aim of the paper was to provide suggestions into how the LGPS can make cost savings as part of a review of 
how to make them more sustainable over the longer term.  By way of background, the LGPS consists of 89 funds 
with assets of £180 billion under management, of which £85 billion is actively managed.  One of the main 
conclusions of the report was as follows: 

“Greater use of passive investment (“trackers”) for listed equities and bonds could save £230m (13bps) per 
year without damaging investment performance in aggregate across the LGPS.” 

Another insight of the report revealed that, despite claims by active managers that they can protect client 
portfolios in down markets by holding more cash and defensive positions; this is not borne out in practice.  In 
seven of eight asset categories, during the Credit Crisis they delivered returns lower than the market before fees. 
In fact, in three asset classes this under-performance was almost 2.5% p.a. worse.  

4.5 Warren Buffett recommends a ‘passive’ approach 
The Sage of Omaha, as the legendary investor Warren Buffett is sometimes known, has provided some direct 
instructions to the trustees of his estate on how to invest the money on behalf of his wife: 

“One bequest provides that cash will be delivered to a trustee for my wife’s benefit...My advice to the trustee 
could not be more simple: put 10% of the cash in short-term government bonds and 90% in a very low-cost S&P 
500 index fund. (I suggest Vanguard’s).  I believe the trust’s long-term results from this policy will be superior to 
those attained by most investors – whether pension funds, institutions or individuals – who employ high-fee 
managers.” 

4.6 The IRC’s position 
The IRC view remains clear: using high quality, pure asset class funds is a highly effective way to invest and 
provides its clients with the greatest chance of experiencing a successful investment outcome, over the medium 
to long term.  It will, however, remain open minded to all evidence, both in support of, and challenging its 
approach. 

5 Asset class review – investment grade bonds 
5.1 Short-dated investment grade bonds 
It is tempting, when yields are low on bonds, to try and squeeze a little more yield out of this part of the portfolio. 
As ever in investing, higher returns come with higher risks.  It is important to remain focused at all times on why 
different asset classes have been selected in the first place and to ask what positive and negative attributes any 
new asset class (and the products used to capture the risks and returns) contribute to the portfolio. 

The IRC reviewed the strategy of investing in lower credit quality, but still investment grade bonds, which on 
average sit below the AA target credit rating of the Dimensional Global Short-dated Bond Fund that Fiscal 
Engineers recommends to its clients.  As a reminder, investment grade bonds are those that have a BBB and 
above credit rating.  Short-dated bonds are those that have maturities of less than five years.  As you can see 
below, as you take on more credit risk, the incremental yield relative to government bonds increases.   

4 Selman, L., Wright, J., (2014), LGPS structure analysis December 2013, Hymans Robertson. 
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Figure 5-1: Credit premiums relative to US treasuries 1/1973 to 4/2014 

Data source: Morningstar Encorr © Copyright.  All rights reserved. 2014.  Data; Barclays Capital. 

The flip side of this incremental return is the reduction in downside protection at times of equity market crisis.  
Money tends to flood out of riskier assets and into high quality, liquid bonds at these times, raising prices as 
yields fall.  The more credit risk taken on, the more like equities bonds become.  The chart below provides some 
insight into how the defensive qualities of bonds are eroded in tandem with lower credit risk and longer maturities. 

Figure 5-2: Credit crisis 11/2007 to 2/2009 – cumulative returns 

Data source: Morningstar Encorr © Copyright.  All rights reserved. 2014. 

5.2 Positives 
 Some yield enhancement compared to AA and AAA rated paper.
 Low absolute volatility, although higher than AA rated and above.
 Mid-single digit one-year losses.
 Relatively low correlation to growth assets.
 Protection from anticipated inflation, via reinvestment at higher yields.
 Possible inclusion to boost yield in lower risk portfolios, but only in moderation.

5.3 Negatives 
 The defensive qualities are diluted by the lower credit quality, compared to short-dated government and

other higher quality bond assets. 
 Marginal incremental returns are secondary to equity market trauma protection in balanced portfolios.

5.4 The IRC’s position 
The IRC concludes that the defensive qualities afforded to portfolios by holding high quality bonds (AA) – which 
should provide an incremental return relative to UK short term gilts – should be highly prized and not given up in 
pursuit of a few additional basis points of return.  Return is not the primary objective in the bond element of 
portfolios.  Diluting these defensive properties of the current bond allocation is unappealing.  They will be needed 
at some point in the future. 
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6 Behaviour costs around 1% to 3% of wealth if unconstrained 
The IRC is very conscious of the emotional nature of investing and the very real negative consequences of 
making investment decisions based on emotions.  Discipline, fortitude and patience are the keys to success, yet 
these three attributes can sometimes appear to some to result in inactivity or benign neglect, as portfolios do not 
change much from one review to the next.  Nothing could be further from the truth. 

Evidence of wealth destroying, emotion-driven decision making is plentiful, as investors have a propensity to 
chase fund managers (and markets) that have previously performed well, and sell poorly performing investments. 
Differences therefore exist between a fund’s return and the return achieved by the investors in the fund, due to 
the timing of the cash flows in and out of the fund.  A fund’s performance is calculated as a time-weighted return, 
as the manager is not responsible for investor cash flows and these are excluded from the calculation.  Investor 
returns, on the other hand, need to take these cash flows into account and a money-weighted approach is used, 
i.e. an internal rate of return, or IRR, calculation.  This wealth destroying phenomenon has been coined 'the 
behaviour gap' by the industry.  As John C. Bogle, Founder of Vanguard states: 

“If I have learned anything from my 52 years in this marvellous field, it is that, for a given individual or institution, 
the emotions of investing have destroyed far more potential investment returns than the economics of investing 
have ever dreamed of destroying.”5 

This behaviour gap is widely observed across a wide range of fund sectors, as evidenced by Morningstar’s recent 
research.6 

Table 7-1: The 'behaviour gap' exists across all fund sectors – 10 years to Dec 2013 

Fund group by asset class Total return % 
(time weighted) 

Investor return % 
(money weighted) Behaviour gap 

US equity 8.18% 6.52% -1.66% 

US sector funds 9.46% 6.32% -3.14% 

US balanced funds 6.93% 4.81% -2.12% 

International equity funds 8.77% 5.76% -3.01% 

Taxable bond funds 5.39% 3.15% -2.24% 

All funds 7.30% 4.81% -2.49% 

Data source: Morningstar. 

6.1 The IRC’s position 
Short term movement in the value of a portfolio is simply market noise, which risks tempting investors into bad, 
emotional choices at extremes.  Our role is to provide perspective, stop clients from owning investments that 
should be avoided, help them to keep focussed on the investment programme and to regularly rebalance 
portfolios even when it feels uncomfortable to do so.  By helping clients to maintain discipline, confidence in their 
investment strategy and a long term view, we will help them to achieve their goals, and provide the outcomes that 
investors want. 

6.2 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. 

It may not be a very exciting way to manage money, but it is a highly effective one.  Our clients can rest in the 

5 Bogle, J., C., (2003), The policy portfolio in an era of subdued returns. Bogle Financial Markets Research Centre, available at 
www.vanguard.com.  

6 Mind the Gap 2014 by Russel Kinnel, Morningstar. http://news.morningstar.com/articlenet/article.aspx?id=637022. 
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quiet confidence and knowledge that they are invested in sophisticated, yet simple, portfolios and have given 
themselves every prospect of achieving favourable investment outcomes.  

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 would like to see them. 

Fiscal Engineers’ Investment & Risk Committee 
Autumn 2014 

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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