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SYSTEMATIC INVESTING 

Investing challenges and choices 

As the old saying goes, investing is simple but not easy.  It is simple enough to pick a few shares 

of well-known global companies to hold in an online brokerage account.  It is also simple to 

avoid this task by engaging a professional investor – such as a stockbroker or fund manager - 

to manage your money for you.  Yet it is not easy to know whether the portfolio you build is 

sensible, the manager you have chosen is worth his or her salt, or that your pool of investments 

will be able to meet the goals that you are aiming to achieve.  It is certainly not easy to stay 

calm and rational, when markets are soaring or in free-fall, as they will be from time to time.   

This document seeks to provide you with a sense of what we believe to be a sensible and highly 

effective way to invest your money, helping you to build confidence in our approach.  Investing 

may never be easy, but it can be far easier. 

Start by building your investment compass 

Investing money well requires a logical and robust framework on which to build a lifelong 

investment programme.  It needs to be grounded in investment theory, supported by empirical 

evidence and enhanced with an insight into the behavioural traps and pitfalls that all investors 

face, that can and do cost them dear.  We have spent considerable time researching the theory 

and the evidence to come up with an investment programme that we, and you, can fully believe 

in.  We call this our investment philosophy. 

 ‘Successful investors operate with a coherent investment philosophy that they apply 
consistently to all aspects of the portfolio management process. Philosophical principles 
represent time-tested insights into investment matters that rise to a level of enduring 
professional convictions.’  

David Swenson, CIO, Yale University Endowment 

a) Five lifelong principles 

We start by looking at five guiding principles that provide the backbone for how we should 

think about investing, rather than what we should invest in.   

1. Have faith in capitalism and confidence in the markets 

Capitalism is an adaptive, robust economic system that has delivered incredible developments 

to the benefit of mankind.  Whilst it may not be an equitable economic system (but then neither 

was communism, which set out to be), it has, from a social perspective, had an overwhelming 

positive impact on global humanity.  For example, the wealth creation of capitalism has meant 

that over the last 25 years, around 2,000,000,000 (two billion) are no longer trapped in 

crushing poverty1 and child mortality rates have fallen by over 50%.  Despite the apparent 

doom and gloom, the world’s economy continues to grow, year on year. 

‘It is not from the benevolence of the butcher, the brewer, or the baker that we expect our dinner, 
but from their regard to their own interest.’ 

Adam Smith - The Wealth of Nations (1776). 

                                                   

1  Human Development Report 2015: Work for Human Development’, United Nations. 
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As investors, we have the ability to share in some of that innovation and reward by investing 

in the markets, either as part-owners of companies – via shares (equity) and receiving 

dividend payments and, hopefully rises in the price of shares owned – or by lending to 

governments and companies – by owning bonds - in return for interest on the money 

borrowed from us.  On average, since 1900 UK equities have delivered returns of around 5% 

above inflation, whereas government bonds and cash have delivered returns substantially 

below this at 1.3% and 0.8% respectively2.   

TABLE 1: UK EQUITIES GENERALLY BEAT UK CASH AND GILTS OVER TIME: 1900-
2015 

 Holding period (years) 

 2yrs 3yrs 4yrs 5yrs 10yrs 18yrs 

Equities beat cash 68% 70% 73% 75% 91% 99% 

Equities beat gilts 68% 75% 75% 72% 79% 86% 

Data source: Barclays Equity Gilt Study 2016 

As investors, we need to keep faith in capitalism as a robust and resilient economic system that 

does good (in spite of itself) and recognise that the markets are an efficient mechanism for 

rewarding those who provide capital to those engaged in the pursuit of wealth creation.  The 

future looks bright from where we are sitting. 

2. Accept that risk and return go hand in hand 

One of the inescapable truths of investing is that to achieve higher returns, you have to take 

on more risk3.  That seems logical enough, but you would be surprised just how many investors 

seem to think that it is possible to get high returns with low risk.   

‘If you want to earn high returns, be prepared to suffer grievous losses from time to time. And if 
you want perfect safety, resign yourself to low returns.’ 

William Bernstein, author of ‘The Intelligent Asset Allocator’ 

A widely used measure of risk is the volatility of returns, yet this is a rather one-dimensional 

perspective.  Risk is multi-faceted; many other risks exist that need to be identified and 

managed appropriately, not least the risk of default on bonds, currency risk, changes in 

interest rates or simply a company that you own shares in going bust. Yet risk should not be 

feared, because when appropriate risks are taken, they are the source of returns that investors 

seek.  

‘Risk surrounds us and envelops us.  Without understanding it, we risk everything and without 
capitalising on it, we gain nothing.’ 

Breakwell and Barnett4 

The one thing we know for sure about risk is that if an investment looks too good to be true, it 

probably is.  If you ever see such an opportunity, you need to establish what the hidden risk is 

as you have not spotted it.  Risk and reward are always related. 

                                                   
2  Barclays Equity Gilt Study 2016  
3  Sharpe, William F. (1964). ‘Capital asset prices: A theory of market equilibrium under conditions of risk’, Journal of 

Finance, 19 (3), pp. 425-442. 
4  Breakwell, G., Barnett, J., (2007) The psychology of Risk: An Introduction. Cambridge University Press p1. 
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3. Let the markets do the heavy lifting 

In investing, there are two main sources of potential returns.  The first is the return that comes 

from the markets and the second is the return generated through an investor’s skill.  At its 

simplest, there are two main ways in which an investor can try to deliver a better return than 

the market return; time when to be in or out of the markets (known as market timing, tactical 

asset allocation or sometimes a ‘top-down’ approach), or to pick individual stocks (known as 

stock picking, security selection or sometimes as a ‘bottom-up’ approach).  This gives us the 

four main combinations of strategies set out in the figure below. 

FIGURE 1: FOUR MAIN STRATEGIES EXIST - THEY ARE NOT EQUAL IN EFFECTIVENESS 

 

Source: Dimensional Fund Advisers 

Trying to beat the market – through either market timing or stock picking - is a tough game, 

with very few winners, and in our view is not a game worth playing.  That positions our own 

approach in the bottom right quadrant, where we and other sophisticated investors use the 

information in the empirical evidence to employ an approach with the greatest chance of 

delivering a successful outcome.  We avoid trying to market time or pick stocks.  We just let 

the markets do the heavy lifting. 

Letting the markets do the heavy lifting on returns will take a great weight off your shoulders; 

you no longer need to worry about picking the right stock, the right manager or deciding if you 

should be in or out of the markets.  We explore some of the overwhelming empirical evidence 

in support of our approach later in this document.   

4. Be patient - think long-term 

One of the great challenges that all investors face is that there is no easy or quick way to 

investment success.  Aesop's fable of the tortoise and the hare is a useful metaphor.  You have 

to use the time on your side – which could be over multiple decades – to capture the returns 

of the markets effectively, but slowly.  In the short-term, market returns can be disappointing. 

The longer you can hold for, the more likely the returns you will receive will be at worst 

survivable, and hopefully far more palatable.  It is time that allows small returns to compound 
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into large differences in outcome for the patient investor.  The reality is that markets go up 

and down with regular monotony, as the chart below clearly demonstrates. 

 

 

FIGURE 2: MARKETS GO UP AND DOWN – THEY ALWAYS HAVE AND THEY ALWAYS 

WILL 

 

Source: MSCI World Index – monthly returns in GBP from Jan-76 to Dec-15 from Morningstar © 2016 

Impatient investors tend to lose faith in their investments too quickly.  The wise words of 

Warren Buffett – one of the world’s best known investors – are worth recalling. 

‘The stock market is a device for transferring money from the impatient to the patient.’  

Warren Buffett 

If you want to be a good investor, you have to be patient.  On your investing journey, you will 

spend a lot of time going backwards, recovering from the set back and then surging forward, 

often in short, sharp bursts of upward market movement.  You just have to stick with it.  

Remember that you have to be in the markets to capture their returns. 

5. Be disciplined  

Patience and discipline are close bed fellows.  Once you realise that to generate good long-term 

returns takes time, patience and belief in the markets, it is essential to put in place the 

discipline to stop yourself succumbing to impatience and ill-discipline.  Discipline comes in 

many forms: sticking to the principles above; constructing well-researched and tested 

portfolios that should weather all investment seasons relatively well; not chasing investments 

that have gone up dramatically, but sticking with the logical reasons for not owning them in 

the first place; and the discipline to not become despondent about short-term, unimportant 

market noise, and abandoning (or at least being tempted to abandon) your long-term strategy. 

Investors intuitively know that markets go up and down, yet many still worry about a sideways 

or downward movement in the value of their portfolio between one meeting with their adviser 

and another.  We know from research in the field of behavioural finance that we tend to feel at 

least twice the pain of losses than we do gains of a similar magnitude.  So every time a portfolio 

falls, we feel glum.  The key to this discipline is to understand the very ordinariness of market 

falls and not to look at your portfolio too often.  The figure below illustrates why. 
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FIGURE 3: MARKET FALLS ARE AN EVERYDAY AFFAIR – DON’T WORRY ABOUT THEM 

‘Look’ 
frequency 

Chance of loss  
Chance of  loss 

>-5% 
Chance of  loss 

>-10% 
Chance of loss 

>-20% 
Worst loss   

Daily* 46% <1% 0% 0% -7% 

Weekly 45% 2% <1% <1% -22% 

Monthly 38% 9% 1% <1% -22% 

Quarterly 31% 13% 5% 1% -29% 

6 months 31% 16% 10% 2% -33% 

1 year 23% 16% 11% 5% -32% 

3 years 16% 12% 9% 6% -45% 

5 years 10% 9% 7% 3% -28% 

10 years 3% 2% 1% 0% -13% 

Note: *Daily return data from Jan-01, all other data from Feb-75 to Dec-2015 

Data: MSCI World Index (net divs.) total return in GBP before inflation. All losses are cumulative, not 

annualised 

The more often you look, the greater the chance of seeing a loss and the more pain you will 

feel.  As the wise old saying goes: 

‘Look at your cash every day if you must, your bonds every five years and your equities every ten 
years.’  

Five effective investment practices  

Having established a sensible set of investing principles, let’s turn our attention to five key 

investment practices that the evidence and theory suggest we should focus on.   

6. Build a well-structured portfolio 

Once you accept that returns come from markets and are rarely enhanced by the judgemental 

approaches of professional managers of market timing and stock picking, it is evident that 

structuring a well-thought-out mix of different investments (referred to as asset classes) 

should sit at the heart of your investment programme. 

“For the individual investor, the asset allocation decision is by far the most important factor in 
determining returns.” 

Sandler Review (2002) – commissioned by the UK govt. 

Your long-term portfolio structure will dominate the investment returns obtained during your 

investment lifetime5.   

Successful investing is all about taking on well-understood risks that deliver a positive return 

expectation – these are carefully selected market risks associated with ownership and 

lending6.  It avoids taking on risks that add little (or worse) to the portfolio, such as illiquidity, 

                                                   
5  Brinson, Gary P., Hood, L. Randolph, and Beebower Gilbert L., (1986) ‘Determinants of Portfolio Performance’, Financial 

Analysts Journal, vol. 42, No. 4, pp 40-48.  
6  Fama, Eugene F., and Kenneth R. French, (1993) ‘Common risk factors in the returns on stocks and bonds’, Journal of 

Financial Economics 33, 3-56. 
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poor judgemental portfolio manager performance, and opaque and complex product 

structures.  

“Since the future cannot be predicted, it is impossible to specify in advance what the best asset 
allocation will be.  Rather, our job is to find an allocation that will do reasonably well over a 
wide range of circumstances.” 

William Bernstein, author of ‘The Intelligent Asset Allocator’ 

7. Use diversification to manage an uncertain future 

Not putting all of your eggs in one basket is an intuitive and valuable concept.  No-one knows 

what the future holds and owning a highly diversified portfolio spread widely across asset 

classes (bonds, equities and property, for example) and across global markets, industry sectors 

and by company, helps make sure that we are prepared for whatever the markets throw at us 

over time; a portfolio for all seasons, if you like.  Diversification is the key tool that we have 

against the uncertainty of the future.   

“Sensible investors prepare for a future that differs from the past, with diversification 
representing the most powerful protection against errors in forecasts of expected asset class 
attributes.” 

David Swenson, CIO, Yale University Endowment  

Owning a diversified portfolio brings its own challenge.  Inevitably there will always be one or 

two parts of the portfolio that are doing well, but one or two that are not.  The patient and 

disciplined investor knows that there is little point in knee-jerk responses, and that this is 

simply the way that markets are.  The impatient and ill-disciplined will seek to change their 

strategy.  More fool them. 

8. Avoid cost leakage from your portfolio 

Costs eat away at the market returns that you should be gathering for yourself.  Small 

differences in costs will compound into large differences over extended periods of time.  

Investment industry costs are high, particularly those related to judgemental (active) 

managers.  The costs of investing are more than simply the annual management charges 

(AMC) charged by the fund manager.  Other fund related costs can also be offset against the 

fund’s performance which roll up into the ongoing charges figure (OCF).  Yet that is not all.  

When a manager buys and sells equities or bonds they incur transaction costs, which eat 

further into returns.   

FIGURE 4: A BIG DIFFERENCE IN COSTS EXIST BETWEEN THE TWO APPROACHES 
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Source: Albion Strategic Consulting7 

Professor William Sharpe – a winner of the Nobel Prize for economics - came up with a means 

of gauging the impact of such a cost differential, by estimating how much more wealth would 

be held by the investor if they adopted the lower cost strategy of the two, assuming the gross 

return of each fund is the same.  In this specific example, the lower cost, systematic approach 

would, on average, deliver 46% more wealth at the end of 30 years, and a staggering 65% over 

40 years8. 

‘In investing, you get what you don’t pay for’  

John Bogle, Founder, Vanguard Group 

9. Control your emotions using a systematic, disciplined approach 

Unfortunately, evolution has hard-wired the human brain to be particularly poor at making 

investment decisions.  A deep seated sub-conscious battle is constantly being waged between 

greed and desire for reward, and the fear of uncertainty and loss, which creates on-going 

anxiety and irrational decision-making in many investors. Investing is certainly not 

emotionally easy. 

 ‘Investors are not stupid, they are just human’ 

Shlomo Bernatzi – behavioural finance academic 

Evidence of wealth destroying, emotion-driven decision making is plentiful, as impatient and 

ill-disciplined investors have a propensity to chase fund managers (and markets) that have 

previously performed well, and sell poorly performing investments.  Buy-high, sell-low is not 

a good investment strategy. 

 ‘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.’ 

John Bogle, founder of the Vanguard Group9 

Differences exist between returns that a fund achieves and the returns achieved by the 

investors in the fund, due to the timing of their cash flows into and out of the fund.  It appears 

that fund investors are not good at market timing, resulting in achieving lower returns than 

the funds they invest in.  This wealth destroying phenomenon has been coined 'the behaviour 

gap' by the industry and is widely observed across a wide range of fund sectors, as evidenced 

in the table below. Research10 reveals that, on average, US investors in mutual funds lost 

around 2.5% per annum through their bad behaviour.  Given that equities have only returned 

around 5% above inflation, on average, that is a material erosion of potential wealth.  

Figures released by a mutual fund industry body in the US reveals that funds tend to flow into 

equities when they have risen, and out of them when they have fallen, as you can see in the 

chart below.  For example, record inflows were recorded at the peak of the tech boom in the 

                                                   
7  Using Albion Strategic Consulting’s Investment Cost Calculator using a well-known UK equity index tracker fund and the 

average UK equity fund data points. 
8  Sharpe, W. F., (2013), The Arithmetic of Investment Expenses, Financial Analysts Journal, Volume 69 · Number 2©2013 

CFA Institute 
9  Bogle, J., C., (2003), The policy portfolio in an era of subdued returns. Bogle Financial Markets Research Centre, available 

at www.vanguard.com 
10  Mind the Gap 2014 by Russel Kinnel, Morningstar. http://news.morningstar.com/articlenet/article.aspx?id=637022  

http://news.morningstar.com/articlenet/article.aspx?id=637022
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late 1990s and record outflows were seen at the bottom of the equity market fall during the 

Credit Crisis, as the figure below reveals.  Patience and discipline?  

FIGURE ERROR! NO TEXT OF SPECIFIED STYLE IN DOCUMENT.-5: US INVESTORS – 

INFLOWS INTO EQUITY FUNDS – 2000 TO 2014 

 

Source: Investment Company Institute. Copyright.  All rights reserved 2014. 

Recognising that both investors and advisers suffer from a range of behavioural biases that are 

more likely than not to result in the erosion of wealth, we believe that the design of a 

disciplined, systematic and understandable investment process, and its on-going 

implementation, is central to your success as an investor.  Closing the gap between what 

reflective, patient and disciplined investors should earn from markets and what emotional, 

irrational and intuitive investors tend to earn is of enormous value.  

10. Manage risks carefully across time 

Our approach to investing positions us as risk managers, rather than performance managers 

as advisers have traditionally been.  Our risk management programme can be divided into 

three key areas: 

Rebalancing your portfolio back to its original structure 

Having spent considerable effort ensuring that a client’s portfolio is both suitable for them and 

robustly structured, it is important to keep it that way. Over time, the more risky assets 

(equities) tend to rise in value and begin to overpower the more defensive assets (bonds) in 

the portfolio, and the risk level starts to creep up.  We will periodically realign - or rebalance 

– your portfolios back to its original structure. 

“The fundamental purpose of rebalancing lies in controlling risk, not enhancing return.  
Rebalancing trades keep portfolios at long-term policy targets by reversing deviations resulting 
from asset class performance differentials.  Disciplined rebalancing activity requires a strong 
stomach and serious staying power.” 

David Swenson, CIO, Yale University Endowment 
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Rebalancing involves selling out of better performing assets and buying less well performing 

assets i.e. selling, rather than buying ‘hot’ performing asset classes. This enforces a systematic, 

rather than a market valuation based, defence against possible market bubbles.  Rebalancing 

is simple in concept, but in practice it is hard to do; it requires considerable discipline and 

fortitude, particularly at times of market turmoil, when our emotions, particularly fear or 

greed, are heightened. 

Reviewing the best-in-class fund choices 

Choosing which funds to recommend to our clients is a big responsibility that we take very 

seriously.  We employ a detailed and insightful due diligence process to ensure that we are 

asking the right questions from product providers.   

At first glance, debacles such as the Madoff ‘Ponzi’ scheme and the ability of professional fund 

managers and advisers to be taken in are hard to believe.  On closer examination though, it is 

perhaps not surprising.  If you run a business model that promises great market-beating 

performance and promise high returns with low risk, you will always be susceptible to being 

drawn into every ‘exceptional’ investment opportunity, where the rush for performance 

dominates and blinds the need for careful and insightful due diligence.   

Our focus is always on risk management that starts with eliminating fraud, explores 

operational risks, then focuses on product structure risks and finally looks at the ability of the 

fund firm to deliver market returns effectively.  We are happy to share our fund due diligence 

reports with our clients, although they do not make light reading!   

Challenging and refining our approach  

It is entirely possible, and likely, that your portfolio will look much the same between one time 

period and the next with little activity, except for rebalancing.  That most definitely does not 

mean that nothing is happening.  We hold regular Investment Committee meetings.  If we 

were an active management firm, these meetings would be taken up with economic analysis, 

forecasts for markets, tactical short-term market timing decisions and fund picking choices.  

Our meetings are far less exciting, focused on reviewing any new evidence supporting or 

challenging our approach, the latest research on asset classes, and additional due diligence 

ensuring that our best-in-class funds remain just that. 

1. Building you a portfolio for all seasons 

In this section, we dive a little more deeply into how we build portfolios.  The first thing to 

remember is that there is no absolute best way to construct a portfolio, but there are certainly 

some portfolio structures that are more sensible and more robust than others.  The first step 

we take is to define the different asset classes that could be used and to exclude others that do 

not contribute effectively to the portfolio’s structure.   

a) Deciding on the asset class menu 

One of the biggest challenges that all investors face is what asset classes to invest in and what 

to avoid.  The spectrum of choice is wide, from cash and UK equities, through to fine wines 

and Ecuadorian rainforest.  We base our choices on each asset class’ ability to meet our pre-

determined selection criteria.  The discipline of this framework allows us to review any asset 

class or investment strategy that crosses our desks in a systematic way.  Having to analyse it 

against our criteria, forces us to engage our reflective mind, which defuses much of the 

emotion that might exist. 
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Being entirely comfortable with the assets held in your portfolios ensures that when markets 

get tough, as they will from time to time, you are better placed to remain disciplined and stick 

with the strategic decisions that were made in calmer waters. 

b) Growth and defensive assets – the two components of your portfolio 

Your portfolio will comprise two components; the first is what we call growth assets, which are 

higher returning, equity-like assets.  To own an entire portfolio made up of these higher risk 

investments – however well-diversified - would take some staying power when markets are in 

turmoil.  So, most investors require a balancing allocation to assets that perform a high-quality 

defensive role, which tends to be predominantly high-quality bonds.  The figure below explores 

this relationship, by looking at how different types of bonds performed during the equity 

market crash from 2007 to 2009. 

It is evident that the more risky bonds tend to act more like equities at times of market trauma, 

particularly if this is accompanied by an economic downturn.   

FIGURE 6: BALANCING GROWTH ASSETS WITH SOLID DEFENSIVE ASSETS 

 

Source: Morningstar © 2016.   

1. Growth assets – the engine of portfolio returns 

The growth assets component of your portfolio represents a logically constructed, globally 

diversified mix of risk assets that seeks to deliver strong mid-single digit, after-inflation 

returns over medium to longer-term investment horizons.  Different assets play different roles 

in the growth component, as illustrated in the figure below. 

FIGURE 7: THE PRIMARY ROLES OF GROWTH ASSET CLASSES  

 

Source: Albion Strategic Consulting 

Developed market equities (e.g. the US, UK, Germany and Japan) sit at the core of the growth 

assets component.  We also include – in moderation - return enhancing assets such as 
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and less financially healthy companies, which, on account of their higher risk, should deliver 

a return premium.   We also seek out other asset classes that can diversify some of this equity 

risk, but without giving up too much return, as in the case of bonds.  Global commercial 

property – being offices, retail and industrial buildings - is a useful addition. 

As a result, the growth assets component of your portfolio is highly diversified at the asset 

class, geographic, sector and company levels, and contains exposure to several thousand 

companies in over 40 markets.  This part of your portfolio will be volatile, with negative 

returns likely in around one-in-three annual periods; that is fine, as it is the nature of markets.  

Large falls in value may well be experienced at times of market turmoil, such as during the 

credit crisis.  Remember that a fall only becomes a loss if you sell, something that patient and 

disciplined investors should avoid. Remember, too, that your holding in defensive assets will 

help to reduce any fall in the value of your portfolio at these times.  We explore briefly how we 

get this balance for you right a little later. 

2. Defensive assets – balancing the portfolio 

Defensive assets, for longer-term investors, play an important role in all portfolios.  For more 

cautious investors they provide downside protection by delivering lower levels of potential falls 

than equity markets and should preserve purchasing power over time, although this is not 

guaranteed.  Returns are expected to be 1% to 2% above inflation over the longer term.  As 

evidenced in the figure above, for more risk tolerant investors they provide a crucial balance 

against equity market trauma such as that experienced during the technology crash (2000-

2003) and the credit crisis (2007-2009), delivering solid returns to offset equity market losses. 

Short-dated, high credit quality bonds provide useful defensive properties.  Their short-dated 

nature – the amount of time until the bond matures and capital is repaid – tends to lead to 

lower volatility than longer-dated bonds.  High credit quality – on average around AA credit 

rating – tends to attract money fleeing from riskier assets at times of equity market trauma, 

driving prices of these bonds up.  If bonds are denominated in currencies other than your base 

currency then all of the currency risk will be hedged out, to avoid the volatility associated with 

exchange rate movements. 

Inflation linked bonds, such as the UK index-linked gilts, can provide an insurance policy 

against this risk, and may be included in your portfolio. 

c) Identifying the portfolio that is right for you 

Finding the balance between growth assets and defensive assets that is most suitable for you 

is one of the most important decisions that we will make together.  There are three distinct 

areas that need to be understood and addressed: first, we need to understand your emotional 

tolerance for taking on investment risk to try to find the point at which you feel most 

comfortable, when balancing the trade-off between risk and return; second, we need to 

understand the worst magnitude of any falls in the value of your portfolio that you can survive 

financially; and finally, we need to establish how much risk you need to take in order to achieve 

your goals.  
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FIGURE 8: IDENTIFYING A SUITABLE LEVEL OF RISK FOR YOU TO TAKE 

 

 

Defining the right level of risk to take is not simply the prescriptive output of the tools we use 

(cash flow modelling and psychometric risk profiling) but requires careful discussion, and the 

resolution of the trade-offs that you may need to make.  This ensures that you end up owning 

a portfolio that has a good chance of delivering on your unique emotional and financial 

objectives. 

d) Implementing the strategy using systematic, not judgemental funds 

We like to talk about the way we invest as being systematic.  What we mean is that we do things 

according to a disciplined system that is efficient, methodical and objective.  Whilst, inevitably, 

we have to hold long-term views on the characteristics of asset classes that we use to build 

portfolios, we do not make short-term forecasts on the direction of markets or the value of 

individual securities.  We put in place a sensible long-term strategy, live with it, and refine it 

over time if new products and evidence allow us to improve its structure.  Low cost – which 

also means low activity – is key.  This approach is sometimes referred to, confusingly, as 

passive investing or index tracking. 

The opposite of a systematic approach is a judgemental approach, which can be described as 

where a fund manager has the ability to act according to their own discretion or judgment to 

make subjective forecasts of short-term market or security prices in order to try to beat the 

market.  This is often referred to as active investing.   

Systematic strategies provide you with a highly effective and, serendipitously, a simpler way 

to invest.  We explore why, below. 

1. The power of understanding that the markets are a zero sum game 

Understanding that markets are a zero-sum game, in aggregate, provides the very elegant, yet 

powerful, insight that simple maths dictates that low cost funds will deliver better performance 

than a majority of higher cost, usually judgemental funds.  An important concept that is often 

overlooked by investors is that for every investor who beats the market, there has to be an 

investor who loses to it. This is often referred to as a zero-sum game.   
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‘What becomes a zero sum game is trading back and forth because all of us together are, of 
course, average. If I make a smart trade, believe me, somebody out there has made a dumb one. 
I mean, that's the other side of the trade, so beating the market becomes a zero sum game’ 

John C. Bogle, Founder - Vanguard Group 

By definition, as a group, investors will achieve the market return before costs.  After costs, 

there will be more losers than winners.  Average costs for judgemental (active) funds trying to 

beat the market return are generally materially higher than systematic (passive) funds aiming 

to deliver the return of the market, as we have seen above.  On average, systematic funds will 

beat the majority of judgemental funds by the difference between their costs.   

That is a galling conclusion for the clever and hardworking active fund management 

community.  The table below looks at the zero sum game at work.  It illustrates the percentage 

of active managers beaten by a benchmark that they should be aiming to beat.  As you can see, 

it does not make pretty reading for active managers. 

TABLE 2: GBP-DENOMINATED ACTIVE FUNDS BEATEN BY THEIR BENCHMARKS OVER 

10 YEARS TO END-2015 

UK equity UK large-
/Mid-cap eq. 

UK Small-cap 
equity 

Europe ex-
UK equity 

US equity Global equity Emerging 
market eq. 

72% 71% 81% 73% 95% 89% 85% 

Source: S&P Dow Jones Indices11  

2. Discerning between luck and skill is difficult 

None of the above would matter if we could identify a few managers who are truly skilled and 

demonstrate the ability for their good performance to persist across time. Unfortunately fund 

rankings in the Sunday papers are entirely useless in this task.  To be able to discern skill from 

luck with any confidence, you need a track record of 15 to 20 years to analyse.  Short-term 

rankings based on performance are meaningless, yet most investors still pick funds that have 

performed well over the past three to five years, which is akin to coin flipping. It is worth 

recalling the wise words of Charles Ellis: 

‘In addition, some overzealous fund companies dedicated to active investing have made matters 
worse by their extensive advertising of those few funds that have recently had great results. 
Although all professionals know it takes many years of superior performance to prove that skill, 
not luck, is causal, the vast investing public is unwilling to wait.  And most are so unsophisticated 
when it comes to statistics that they don’t realize how dangerous selective sampling can be. So, 
performance envy runs rampant and investors mutter, “I’ll have what she’s having!”.’ 

Charles Ellis – investment sage, consultant and author12 

  

                                                   
11  http://us.spindices.com/resource-center/thought-leadership/spiva/  

12  In Defence of Active Investing, by Charles Ellis, CFA, 23 June 2015.  This is a good, easily digestible piece, which is a 
somewhat back-handed compliment to the members of the CFA Institute comprised of many active investment 
managers.  
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3. Our conclusion on why we prefer systematically managed funds 

We hold a deep conviction that in selecting well-managed, low-cost, systematically managed 

funds, we will be providing you with the best chance of capturing the bulk of the market returns 

that are on offer.  Trying to identify judgemental managers, who can persistently overcome 

their fees and costs to deliver market beating returns is extremely difficult and requires long 

track records to discern skill from luck.  Picking funds that will even be around is a tough 

starting point, given the poor survivorship record of the industry.  Living with the inevitable 

underperformance that will occur from time to time when employing judgemental fund 

managers is not for the faint hearted and may well lead to impatience and ill-discipline; and 

we know where that leads.  Our view is perhaps best summed up below: 

“The significance of the evidence is not that passive investing will always outperform active 
investing, but that when an investor has to make a decision about which way to invest, the 
probability of success always lies in favour of passive investment.” 

Professor Simon Keane, Glasgow University 

 

2. Reflecting your values in your portfolio 

There is no doubt that since the industrial revolution in the West in the eighteenth and 

nineteenth centuries, we have done immeasurable harm to the planet and sometimes each 

other.  We now face some immense challenges and risks that we can’t ignore.  The enormity of 

these challenges can lead people to question whether, as an individual, they can make any sort 

of difference.  

Most of us are increasingly aware of the social and environmental impacts of our daily lives; 

we may recycle, avoid buying products from certain companies and try to cut our carbon 

footprint.  Yet, despite many peoples’ domestic attempts to ‘do their bit’, few seem to consider 

how their investing – that is to say the allocation of their capital – can make a difference.  

Fortunately, things are changing in this respect.  It is estimated, for example, that today $1 out 

of every $6 under professional management in the US (around $6.6 trillion) incorporates 

socially responsible investing strategies.   

Socially responsible investing - or SRI - is a catch-all term for a broad array of investment 

strategies that focus on social, sustainability and governance issues.  Social issues broadly 

relate to issues such as diversity, human rights, consumer protection and animal welfare.  

Sustainability issues relate to building towards a sustainable use of resources for the world 

going forward, and tackling environmental concerns such as climate change and hazardous 

waste management.  Governance issues relate to how companies are run.   These criteria have 

been abbreviated in the industry to ‘ESG’.  

1. From a binary approach to a weighted approach 

In the early stages of SRI investing, investment opportunities were often described as ‘ethical’ 

funds that avoided the key ‘six sins’: tobacco, alcohol, arms manufacturing, pornography, 

nuclear weapons and gambling.  Over time, other opportunities arose to allocate capital in a 

way that reflected an investor’s personal values through funds that screened out other ‘bad’ 

companies and/or industries (from the perspective of the values espoused by the fund), or 

funds that only invested in ‘good’ companies.   
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This binary approach has the danger of resulting in unusually structured portfolios, potentially 

risking capital market returns, or at least being unable to gauge the risks, expected returns and 

correlations between different investments, which are integral to sensible portfolio 

construction.   

A more recent development has been the construction of what have become known as ‘best-

in-class’ SRI investments which do not make binary choices, but over-weight companies 

relative to their market capitalisation based on positive ESG criteria, or under-weight them if 

their criteria are poor.  The implication is that firms who have better ESG credentials should 

outperform those that do not, in the long run. This is the approach that we favour, balancing 

the need to obtain a capital market return with one’s own values. 

Investors can participate in the process of reallocation of capital through investment in 

systematically managed SRI funds.  Costs are likely to be a slightly higher than non-SRI funds 

on account of the additional work to capture, assess and rank the ESG criteria of firms.  For 

many, this may be a price worth paying.  The latest generation of best-in-class SRI funds 

provide a compromise that is a step in the right direction for many investors.  

 

3. Finally 

We hope that this detailed note has provided you with a good insight into the key principles 

and investment practices that guide our systematic approach to investing.   We are confident 

that our approach will provide you with every chance of having a successful investment 

experience.  We cannot guarantee what returns the markets will deliver in the future, but we 

can guarantee that you will capture most of what is available through our systematically 

managed, best-in-class funds.  By owning a well-diversified portfolio for all seasons, having 

faith in capitalism, allowing the markets to do the heavy lifting, being patient and remaining 

disciplined, you give yourself – with our continued help and guidance – every chance of 

success. 

 

Important notes 

This is a purely educational document to discuss some general investment related issues. This 

document should be read alongside our separate report that goes into product specific 

advice. It is for information purposes only; any information contained within it is the 

opinion of the authors, which can change without notice. All information is based on sources 

the Firm believes to be reliable.  No responsibility can be accepted for actions taken as a 

result of reading this document.   

  
 


