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A message to our clients 
At Fiscal Engineers we take our fiduciary role very seriously.  At the heart of everything we do is a focus on making 
decisions that are in each and every client’s best interests.  For us that comes first and last.  It always has. 

As part of the FCA’s Retail Distribution Review, January 2013 has seen significant changes for many advisers with the 
abolition of commissions, and all fees paid now agreed upfront by the client.  Whilst for many in the industry this has 
been a seismic change, you will be aware this is something we have been doing for years as part of our commitment to 
being fully transparent in our dealings with you.  We welcome the change and hope that it helps raise the quality of 
advice in the wider advisory world.  It certainly spurs us on to continue to position ourselves at the forefront of the 
emerging profession. 

At the core of who we are as a firm is our keen desire to provide you, our clients, with independent advice.  That means 
starting with an open mind and a whole-of-market view on the world in terms of finding a solution to your unique financial 
situation and goals for the future.  Our decision making, on your behalf, is informed by the theory and evidence available 
to us.  While there are no absolute right or wrong decisions, particularly when it comes to investing, there are certainly 
better and worse risk weighted solutions.  The Investment & Risk Committee (IRC) is the forum through which that 
dialogue is managed and distilled into what we believe to be better risk options.  An integral part of our open philosophy 
is to help clients understand the investment and risk management decisions we take on your behalf.  We have therefore 
selected a few topics recorded in the full minutes that will hopefully provide deeper insight into the role that the IRC plays 
and the 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 
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1 The purpose of the IRC 
The IRC is the formal body that is responsible for the governance of the investment process at Fiscal Engineers.  
Meetings are held twice a year, but can be called on an ad hoc basis if circumstances warrant it.  The most recent 
meeting being held in January 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 ‘best-in-class’ funds that
provide access to the desired asset classes.

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

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

2 IRC meeting proceedings 

2.1 Introduction 
The formal IRC meeting took place on 14th January 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.  The 
major decision made in the previous meeting was the move to an intermediate duration index linked gilt fund and to 
reduce the overall allocation of this fund in the fixed income portion of client portfolios from 50% to 30%, with the 
proceeds to be allocated to the Dimensional Global Short-dated Bond Fund. 

We are pleased to announce that Rebecca Aldridge, who joined the firm in the Autumn as Head of Operations & 
Compliance, has joined the Committee. 

2.2 Key decisions summary 
As all of our clients are aware, our investment strategy is founded on a buy-hold-rebalance approach to investing, 
implemented using high quality, institutional, low cost, pure asset class funds.  The simplicity of our client portfolios 
actually masks the sophistication and complexity of decision-making from which they derive.  They are a product of the 
comprehensive, fair, unbiased and unrestricted analysis that we have undertaken on behalf of our clients.  They are the 
end point of this thinking, not the starting point. 

In this document, a number of key insights into the ‘behind the scenes’ discussions and work being done at Fiscal 
Engineers on our clients’ behalf, is reviewed.  Short notes have been prepared on the following: 

• An update on the active versus passive debate

• Why it’s essential to hold a very diverse array of equities

• Insight into value and smaller company stocks

• Strategies for capturing these risk premia

• Insights into commercial property

3 An update on the ‘active’ versus ‘passive’ debate 
The most important decision that any investor makes is the split that they hold between bonds and equities.  
Refinements to this allocation, such as diversifying globally, making small tilts to value and small cap stocks and using 
diversifying asset classes such as global commercial property should add beneficial properties to the portfolio, making it 
a robust blend of assets across time. 

The final step in the process is to decide how best to implement this strategy in the real world of investment products, 
including OEICs (open ended investment companies), ETFs (exchange traded funds) and investment trusts.  A vast 
number of these products exist which UK based investors could potentially invest in – a conservative estimate is around 
5,000 or more choices.  The vast majority of these are managed by professionals seeking to beat the market, known as 
‘active’ managers.  A smaller pool of managers seek to try and deliver the market rewards for taking on market risks, 
known as ‘passive’ fund providers. 
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3.1 Deciding which route to take 
Deciding which route to go – active or passive – is simply another risk decision that needs to be made.  The decision 
must focus on the probability that an active manager can be identified by one whom, through skill rather than good 
fortune, is likely to beat the market over the longer-term.  If the chances of this are low and/or uncertain, then investors 
are better off capturing the return that the market delivers as closely as possible, using institutional quality pure asset 
class products. 

The first thing to consider is how many managers actually beat the market over time across different asset classes.  This 
issue of ‘survivorship bias’ plagues cursory reviews of active manager performance often put out by the industry and the 
press.  This occurs when the funds that are closed or merge are not included in the figures, usually because it is easier 
to take the ‘survivors’ and see how many have beaten their market benchmark, than to research back across time and 
build a representative cohort of all funds that existed at the start of the period and how this cohort changed over time.  A 
recent study1 of US equity funds illustrates the importance of taking this bias into account, as well as the large proportion 
of managers who failed to beat their benchmark. 

Figure 1: Percentage of active US equity funds underperforming (15 years to 12/2011) 

Data source: Vanguard, 2012 (V = value, B = blend, G = growth). 

From this piece of evidence alone, it is evident that all advisers should at least consider the use of passive investments 
as a sensible option. 

The second thing to consider is whether those that outperformed did so due to skill, or were simply just fortunate 
managers who got lucky.  There will always be some, given that active managers build portfolios, that do not exactly 
reflect the composition of the market.  One way to test this is by looking at how well ‘good’ performance persists between 
one independent time period and the next.  By dividing the universe up into performance quartiles (Q1 being best, Q4 
being worst) in one period and seeing which quartiles the funds fall into in the next period, it is possible to weigh up the 
argument.  If it is down to chance then Q1 funds should be evenly distributed 25% to each of Qs 1-4.  In a regularly 
reviewed US research program – the Standard & Poor’s Persistence Scorecard2 – that undertakes such analysis, the 
authors’ conclusions were as follows: 
“12.23% of large-cap funds with a top-quartile ranking over the five years ending September 2006 maintained a top-
quartile ranking over the next five years.  Only 3.08% of mid-cap funds and 20.22% of small-cap funds maintained a 
top-quartile performance over the same period. Random expectations would suggest a repeat rate of 25%.”

In fact, the data reveals that for all domestic US equity funds, 40% of all 4th quartile funds were closed or merged, while 
30% of 2nd quartile funds, 17% of 2nd quartile and even 10% of 1st quartile funds suffered the same fate.  The IRC will 
be reviewing new data from the UK market at its next meeting. 

3.2 The IRC’s position 
This new research builds on the growing body of empirical evidence that suggests: 

• Only a minority of active managers beat their market benchmarks in both the equity and bond asset classes.

• Performance rarely persists from one period to the next – outperformance would appear to be largely due to
chance.

1 Phillips, C., B., (2012), The Case for Index Investing, Vanguard Research, www.vanguard.com, April 2012. 
2 http://eu.spindices.com/documents/spiva/sp-persistence-scorecard-june-2012.pdf. 
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• A large number of funds either close or merge.

• There is no system or process for finding persistently outperforming fund managers of the future, or as Jack
Bogle, who founded Vanguard – one of the world’s largest asset managers – states “Don’t look for the needle,
buy the haystack”.

The IRC continues to believe that the implementation of a client’s strategic portfolio allocation is best served utilising 
institutional quality, low cost pure asset class funds managed by leading managers who are experts in their field.  It will 
always keep an open mind on this debate and is only wedded to doing what is best for its clients. 

4 Why it is essential to hold a very diverse array of equities 
It has been a well-known fact for many years that an investor can diversify away all of the risk that is specific to a 
company (e.g. BP specific risks) by holding something in the region of 30-75 stocks.  At that level of diversification, a 
portfolio will have a level of risk that is more or less the same as that of the market as a whole.  The flip side of risk is, of 
course, return.  So can one capture the market return by holding only 30-75 stocks? 

The conclusion from a recent piece of research produced by Vanguard3 and reviewed by the IRC is no.  One set of data 
within the research which reinforced this conclusion is the dispersion of returns of individual stocks in the Russell 1000 
Index (a US large cap index). 

• It showed that in every year over the past 5 years (2007 to 2011) at least two thirds of the stocks in the index
exceeded or trailed the index return by more than 10 percentage points.  Similar analysis was also undertaken
on the Russell 2000 and 3000 indices and the results were “substantially similar”.

• A reasonable assumption to draw from the research is that statistically there is a strong possibility that an
investor may not achieve their core objective of capturing the market returns if they hold a limited number of
stocks.

4.1 The IRC’s position 
This research underlines just how important very broad diversification is, when trying to capture market returns. 

• To achieve the returns of a specific index, an investor has to own all or most of the stocks in it.

• Client portfolios hold somewhere in excess of 9,000 individual stocks in an attempt to capture the return of
global capitalism.

• Broad diversification applies as much to markets as it does to securities.

• It remains an important strategy for mitigating downside risk and for capturing market returns.

5 Insight into value and smaller company stocks 
For a number of years, our client portfolios have made incremental allocations to ‘value’ companies (less healthy 
companies with high book-to-market ratios) and smaller companies (measured by market capitalisation).  The underlying 
rationale is that the characteristics of these companies make them more risky than the market as a whole and as such 
they should deliver a premium relative to the return of the broad market.  These ‘value’ and ‘size’ premia have been 
identified across global markets and recognised in the institutional investor marketplace for many years. 

Over the long term, the risk is that no premium exists and the investor should obtain a market rate of return.  In the short 
to medium term, the risk of periods when these strategies underperform exists.  In a recently published paper by Fama 
and French4 reviewed by the IRC, the likelihood of a negative premium (i.e. a rate of return below that of the market) 
occurring was investigated.  The study covered the period 1963-2011.  The chart below provides an indication of the 
chances of outperforming or underperforming the market over different time horizons. 

3

4

Vanguard (2012), Dispersion! Not correlation!,www.vanguard.com 
https://institutional.vanguard.com/VGApp/iip/site/institutional/researchcommentary/article/InvResDispersionCorrelation. 
Fama, E.F., French, K.R., (2012) Volatility & Premiums in US Equity Returns (www.dfaeurope.com) 
http://www.dfaus.com/pdf/Volatility_and_Premiums.pdf. 
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Figure 2: Probability of a negative size or value premium, by holding period 

Data source: Fama & French (see footnote above). 

The authors’ conclusions were as follows: 
“In a nutshell, the message...is that long time periods are required to be reasonably sure that the average equity 
premium, the average size premium, or the average value premium will be positive…indeed, no matter how long the 
investment period, one can never be perfectly certain that the realized average premium will be positive.  Such is the 
nature of risk and return!” 

5.1 The IRC’s position 
Size and value premia, based on historical observations and risk assumptions are estimated in the region of 2% over the 
longer term and represent a valuable source of potential return for long term investors.  They continue to form an 
important component of the overall global allocation to equities in client portfolios.  Helping clients to understand that 
short term outperformance or underperformance is to be expected as the price to pay for picking up this incremental 
reward is an important message. 

6 Strategies for capturing these risk premia 
Our recommended strategy for weighting the equity exposure to value and to small companies’ risk exposures has been 
to use Dimensional Fund Adviser funds.  Their ‘core’ funds provide a proxy for the broad market that includes small 
weightings to value and small companies stocks.  Additional weightings or tilts are made using the Dimensional Global 
Targeted Value Fund, which has concentrated exposure to value and small cap stocks from around the world. 

An alternative means of capturing these risk factor returns would be to hold a low cost index ‘tracker’ from another 
provider and to use the Dimensional Targeted Value Fund holding a slightly higher allocation.  The IRC undertook a 
review of the relative costs and benefits of both approaches.  A briefing note was written and is held on file. 

The analysis considered the Vanguard UK Equity Index as a substitute for the Dimensional UK Core Fund and the 
Vanguard FTSE World ex-UK fund for the Dimensional UK International Core Fund.  It found that doing so would 
decrease the fees on the equity portion of portfolios by 0.11% p.a. 

One of Dimensional’s strengths is their patient, price focused trading which allows flexibility when maintaining the desired 
asset class exposure.  Whilst difficult to quantify in absolute terms, clients benefit by Dimensional being patient when 
other funds are forced to transact, and by being thrifty when others pay a premium.  In addition, any move to the 
Vanguard UK Equity Index product would incur a 0.5%, one-off stamp duty payment and possibly incur capital gains on 
the sale of existing holdings.  It was also recognised that holding all tilts within separate funds may result in an increased 
exposure to capital gains tax when the regular rebalancing of the portfolio is undertaken. 

6.1  The IRC’s position 
On balance the IRC still considers that there is merit in pursuing the disciplined investment approach employed by 
Dimensional Fund Advisers, who are a market leader in the construction of funds created specifically to exploit these 
premia gathering opportunities.  The IRC will continue to review alternative funds as part of the ongoing due diligence 
process. 
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7 Insights into commercial property 
The IRC also included an updated review of global commercial property accessed via REITs (real estate investment 
trusts).  REITs are listed property investment companies that pass through income to shareholders, and thus avoid 
corporation tax.  In the UK, the profits of a REIT's property rental business are exempt from tax.  One condition that must 
be met is that 90% of the income of the tax-exempt business is distributed to shareholders within twelve months of the 
end of the accounting period; in addition, 75% or more of its assets must be investment property and 75% or more of its 
income must be rental income.5  REIT details vary across markets but broadly follow the same principles. 

The IRC’s view on REITs was broadly captured in the paper, which drew the following conclusions. 

• REITs provide a useful, and liquid, means of accessing an illiquid asset class.

• They allow risks to be diversified by manager, property type, tenant profile, strategy, geography and at the
security level.

• They tend to have smaller company and value characteristics, volatility that is more equity-like than bond-like
and can provide diversification benefits when part of the equity-oriented portion of clients’ portfolios.

• In the short term, they may act more like equities, but in the long-run the underlying characteristics of property
are evident.

• The REIT vehicle is likely to grow in popularity and investment products based on owning multiple REITs are
likely to expand in number over the next 2-3 years.

7.1 The IRC’s position 
The IRC continues to believe that the moderate allocation to commercial real estate via REITs represents a useful 
refinement to the equity-oriented portion of clients’ portfolios. 

In terms of implementing the allocation to REITs, an evidence based approach is an effective means of accessing the 
asset class.  A recent study by academics at the University of Reading6 revealed that of 80 active US real estate mutual 
funds, none of the managers, over a long sample period (1995-2008), exhibited stock selection skill.  They concluded: 
“The empirical findings show that even apparently successful funds ex-post display 'poor' skill in that they perform 
significantly worse than they would be expected to simply due to luck.” 

On this topic, an analysis has been undertaken on a recently launched global commercial property REIT fund managed 
by Blackrock (Blackrock Global Property Securities Equity Tracker Fund).  To date, we have recommended the iShares 
FTSE EPRA/NAREIT Developed Markets Property Yield ETF.  There is a cost advantage to the new fund of 0.35% per 
annum, which is material.  We are currently undertaking its detailed due diligence on this fund and providing it passes 
muster, the Blackrock fund will be recommended as a new ‘best-in-class’ product.  Existing client holdings in the iShares 
ETF will be discussed on an individual basis with clients at the time of their next review, taking into account CGT and 
transactional costs. 

8 Other issues discussed 
A range of other issues were discussed in the meeting including: 

• Training – as part of our ongoing efforts to build a strong and knowledgeable team to serve our clients, an
ongoing program of training has been developed for all staff that links into the appraisals.  All regulated staff will
keep and complete a CPD log which will be reviewed on a quarterly basis.

• As part of our commitment to meeting the regulatory requirements of the FCA’s Retail Distribution Review, the
firm has a robust process in place but it was also agreed that the IRC will also have a stand-alone document
which specifically focuses on the regulatory/investment process risks as part of best practice.

• Downside protection – the risk of equity market falls is ever present in investing.  Traditionally this has been
balanced using high quality fixed income products.  An alternative hedging strategy of buying put options (the
right to sell the equities at a pre-agreed price) was briefly discussed.  However, it was dismissed as the cost of

5

6

HMRC.  Found at: http://www.hmrc.gov.uk/pbr2006/pbrn3.htm. 

Layfield, L and Stevenson, S. (2011) Separating skill from luck in REIT mutual funds.  Working paper in Real Estate & planning. 06/11.  Working 

Paper, University of Reading. http://www.reading.ac.uk/REP/fulltxt/0611.pdf. 
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buying such insurance is estimated at around 10% or more for a one-year put (or 8% for 90% protection).  This 
varies on market volatility, but is costly for a long term investor to put in place on a permanent investment, or 
alternatively it requires market timing skill, which the evidence suggests few exhibit. 

No other major decisions were made and the meeting was duly closed. 

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 
Winter 2012 
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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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