March 2020

Clara Wealth Management
Evidence Based Investing

-2EVIDENCE BASED INVESTING

At Clara Wealth Management we believe that investment decisions should be based on
evidence and not tactics, gut feeling or fashions. Our approach is backed by academic
evidence and built upon the following principles:
1) Investment returns are related to risk.
2) Passive investing (buying and holding the market) outperforms active investing
(stock picking and market timing) over the medium to long term.
3) Portfolios should be well diversified.
4) Asset allocation should be based on risk tolerance and disciplined rebalancing.
5) Investment products should be chosen to minimize costs and taxes.

Below is a further explanation and evidence supporting the above principles:
1) Investment returns are related to risk.
Although the City and Wall Street would like us to believe otherwise, in reality a “free lunch”
is a very rare thing. There are no low risk yet high expected return investments. In other
words, investing should yield a return commensurate with the risk of that investment.
The following 2 charts show the returns of shares and bonds for the UK and US (with income
reinvested, from 1899 and 1925 to 2016 respectively):
UK Returns

US Returns

In both graphs, it can be seen that stocks outperform bonds over the long term. This is as
should be expected as equities are higher risk than bonds.
Likewise, the below graph shows the returns, in order from riskiest to least risky of US smallcap shares, large-cap shares, long term government bonds and treasury bills (short dated
bonds). Again, the results are as should be expected with the riskiest assets generating the
highest returns.
The value of investments may go down as well as up and investors may get back less than they invest. Past
performance is not a reliable indicator of future performance.
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Source: Dimensional Fund Advisors

2) Passive investing (buying and holding the market) outperforms active investing
(stock picking and market timing) over the medium to long term.
“Properly measured, the average actively managed dollar must underperform the average
passively managed dollar, net of costs. Empirical analyses that appear to refute this
principle are guilty of improper measurement.”
William Sharpe, 1990 winner of the Nobel Prize in Economics, in his 1991 seminal paper
“The Arithmetic of Active Management”

By passive investing we mean a buy-and-hold portfolio strategy with a long-term investment
horizon, with minimal trading in the market. Markets are hard to beat consistently and
there is a mounting body of evidence showing that active investing underperforms passive
investing. Winning fund managers don’t tend to repeat their performance year to year, and
the very few who do tend to capture their additional returns by charging higher fees rather
than passing the performance to investors.
People will say, but what about someone like Warren Buffet!? There is no question that Mr
Buffett has been a fantastic investor that has outperformed the market. However, we only
know this in hindsight. Being able to tell which fund manager will outperform in the future is
no easier than predicting 40 years ago that Apple would become the giant that it is today.
Or as Burton Malkiel more eloquently put it in his “Elements of Investing” book: “Finding the
next Warren Buffett is like looking for a needle in a haystack. We recommend that you buy
the haystack instead, in the form of a low-cost index fund.”

The value of investments may go down as well as up and investors may get back less than they invest. Past
performance is not a reliable indicator of future performance.
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Another way to explain why active management will underperform passive management is
illustrated by the graph below. It shows a bell-shaped distribution of returns, from lowest to
highest, with the average return marked by a vertical line. In any market, the average return
for all investors before costs is, by definition, equal to the market return. Once various costs
are accounted for, however, the distribution of returns realised by investors moves to the
left, because their aggregate (average after cost) return is now less than the market’s. The
actual return for all investors combined is thus the market return reduced by all costs paid.
One important implication of this is that, after costs, fewer investors are able to outperform
the markets.

We can improve this result, that is, shift the curve back to the right be either finding a fund
manager that consistently outperforms the market, does this job for a reduced free or as we
advocate, by using a low-cost passive fund (we discuss costs further in point 5 below).
Let us first look at the extra cost involved in active portfolio management. The average
industry wide active ongoing charges figure (OCF) in the UK is 1.13% (see
https://www.trustnet.com/news/7457444/the-sectors-that-are-costing-investors-the-mostin-management-transaction-and-performance-fees) vs a typical passive portfolio ongoing
charge figure (OCF) in the portfolios we recommend of .15% to .25%. We will have more to
say on the effect of costs on the erosion of investment performance in point 5 but for now
lets note that this is almost a 1% difference.
The evidence also shows that active fund managers have a poor record of beating the
market in the medium to long term (either by being better stock pickers or being able to
time the ups and down of the market). The charts below present this evidence.
The value of investments may go down as well as up and investors may get back less than they invest. Past
performance is not a reliable indicator of future performance.
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UK domiciled) in their respective sectors that have managed to survive and beat a
composite of passive funds in the same sector. As can be seen, the data allows us to make
some startling conclusions. Over the past 10 years (as of mid-2019) not even half of the
active fund managers have been able to beat their passive counterparts in any of the key
sectors in our chart. In fact, they haven’t even come close. In the global large-cap, US largecap and UK bond markets they have not managed to do this 10% of the time!
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Source: Morningstar, European Active/Passive Barometer, mid-year 2019.

The second chart below shows similar data for US domiciled funds using the widely followed
S&P SPIVA reports that similarly compare active versus passive fund performance. This time
the data is shown in terms of failing beat an index. Again, the conclusion, for similar
reasons, it that active management loses to passive management in the long term.

The value of investments may go down as well as up and investors may get back less than they invest. Past
performance is not a reliable indicator of future performance.
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There are of course winning active fund managers (although they are a minority). However,
as I argued earlier, that the chances of picking them are no greater than picking winning
stocks. It doesn’t help that the financial media put the winners in the spotlight espousing
their skill and not ever questioning if they may have gotten to where they are via random
selection.
Or as Burton Malkiel, author of many classic finance books wrote in “A Random Walk Guide
To Investing”:
It’s true that when you buy an index fund, you give up the chance to boast at the golf
course that you picked the best performing stock or mutual fund. That’s why some critics
claim that indexing relegates your results to mediocrity. In fact, you are virtually
guaranteed to do better than average. It’s like going out on the golf course and shooting
every round at par. How many golfers can do better than that? Index funds provide a
simple low-cost solution to your investing problems.
3) Portfolios should be well diversified.
“If you can’t find the needle, buy the haystack”
A well diversified portfolio mitigates the impact of company specific risk (what is called nonsystematic risk). The old adage of not “putting all your eggs in one basked” is well accepted
and academia has thoroughly documented the theory and benefit of diversification
(https://www.investopedia.com/terms/m/modernportfoliotheory.asp). However, it is
important that investors diversify internationally as well. Below is a graph showing the size
of the UK stock market relative to the size of the global market:

The value of investments may go down as well as up and investors may get back less than they invest. Past
performance is not a reliable indicator of future performance.
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By holding a portfolio where a large part or the majority of the holdings is in UK shares only
results in the investor missing out on some huge investment diversification opportunities.
You don’t have to be an expert in every region to benefit from the opportunities those
regions represent. A well-structured portfolio can help capture returns where and when they
occur.
Because prices do such a good job of incorporating information about securities in every
market, they also offer the best prediction of future prospects. No sensible story or
compelling empirical research suggests investors can consistently outguess those prices and
pick winning countries. A well-diversified global portfolio can help capture the returns of
markets around the world and deliver more reliable outcomes over time.
The table below illustrates 20 years of annual equity returns for developed markets globally.
Each colour represents a different country. Each column is sorted top down, from the
highest-performing country to the lowest. If it looks like a random mess, then you have
gotten the point!
The table powerfully demonstrates the randomness of global equity returns. If you pick a
colour in the first column and follow it through to the right. Does any country seem to
follow a pattern that gives clues about its future performance?
Our colourful table demonstrates why it’s important to diversify globally at all times as it is
difficult to forecast which markets are going to outperform in any given year. What
performs well in one year might perform poorly the next. Timing the markets is just too
difficult. To capture those times when a particular market is performing well it is important
to diversify across all markets at all times.

The value of investments may go down as well as up and investors may get back less than they invest. Past
performance is not a reliable indicator of future performance.
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The table below (also courtesy of Dimensional Fund Advisors) illustrates that this
randomness is just as prevalent when we look at broader geographical regions. The kinds
that may be reflected in the funds we choose to hold in our portfolio:

The value of investments may go down as well as up and investors may get back less than they invest. Past
performance is not a reliable indicator of future performance.
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A globally diversified approach can deliver more reliable outcomes over time with less
volatility than investing in individual countries. This can help an investor stay on track,
through all kinds of markets, toward their long-term goals.

4) Asset allocation should be based on risk tolerance and disciplined rebalancing
Determining the correct asset allocation, that is, the correct mix of shares and bonds in your
portfolio, is one of the most important decisions to be made when establishing an
investment strategy. Studies show that some 80% or more of a diversified portfolio’s
movements are determined by this mix of assets.
The chart below shows an example of this relationship using UK equities and bonds to
demonstrate the impact of asset allocation on both returns the variability of returns. The
middle numbers in the chart show the average yearly return since 1900 for various
combinations of equities and bonds. The bars represent the best and worst one-year
returns. Although this example covers an unusually extended holding period, it shows why
an investor whose portfolio is 20% allocated to equities might expect a very different
outcome from an investor with 80% allocated to equities. That is, higher portfolio volatility
due to owning more equities is rewarded by a higher expected or potential return over
time. Equities are risky, but so is avoiding them (due to lower potential returns in the long
run).

The value of investments may go down as well as up and investors may get back less than they invest. Past
performance is not a reliable indicator of future performance.

- 10 -

It is important to stress that the asset allocation decision (relative mix of shares and bonds)
of an investor’s portfolio is determined by his or her risk profile (tolerance of risk and
capacity for loss). Your ability to take risk will be determined by financial ability as well as
willingness or psychological factors. Some people are just naturally more worry prone.
Where Clara Wealth Management can make a big difference in this process is through
instilling discipline into the whole process. Trading is only done to rebalance your portfolio
back to the desired asset allocation (or when building up or drawing down funds). This
discipline results in you buying more of an asset when prices have fallen to sell when it has
gone up. This is often the opposite of what investors do without a disciplined approach (as
manifested by heavy fund out-flows in market sell-offs and inflows at market highs). Many
investors pulled their money out of equities immediately following the 2008/2009 crash and
therefore missed the huge market rebound that followed.
This pattern of behaviour is illustrated in the picture below:

The value of investments may go down as well as up and investors may get back less than they invest. Past
performance is not a reliable indicator of future performance.
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“Time In The Markets, Not Timing the Market”
While trying to time the market, avoiding the lows and catching the highs, is alluring, in
practice it is extremely difficult and very costly if it doesn’t work. The chart below illustrates
that in many cases a large proportion of market returns are captured in a small number of
trading days. It's surprising how quickly stock market returns can be generated. The blue
line shows the return of the FTSE All-Share Index since January 1986. The grey line shows
how this return would be eroded if you missed just the ten best days over that period.
Trying to time the market could cost you half your return. This is why it's often said
that time in the market is more important than timing the market.

5) Investments products should be chosen to minimize costs and taxes.
"Most investors, both institutional and individual, will find that the best way to own
common stocks (shares) is through an index fund that charges minimal fees. Those
following this path are sure to beat the net results (after fees and expenses) of the great
majority of investment professionals."
Warren Buffet in his 1996 annual report to Berkshire Hathaway shareholders
Fund management fees can have a very significant impact on investment returns. The costs
associated with mutual fund ownership, we would argue, are not as clear and simple as they
should be. The costs of owning a fund is made up of the Ongoing Charges Figure (OCF) as
well as fund transaction costs and one-off costs. The OCF covers the day to day
management of the fund plus administrative expenses, the fund transaction costs pay for
any trading done by the fund and the one-off costs charge cover such thigs as the bid/offer
spread or any exit/entry charges on buying a fund.

The value of investments may go down as well as up and investors may get back less than they invest. Past
performance is not a reliable indicator of future performance.
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and transaction and one-off costs will usually be a smaller portion of total costs compared
to most active funds. Any point made here about costs by referring to the OCF only will be
as if not more valid than if we were looking at total costs.
The average industry wide active ongoing charges figure (OCF) in the UK is 1.13% (see
https://www.trustnet.com/news/7457444/the-sectors-that-are-costing-investors-the-mostin-management-transaction-and-performance-fees) vs a typical passive portfolio ongoing
charge figure (OCF) in the portfolios we recommend of .15% to .25%.
As you can see in the table below, investment is not an enterprise where consumers’
experience improves in line with the cost. The opposite is true, in fact, and the more you
pay the worse the long-term return.
We have created an illustration of the effect a fund OCF of 1.25% vs .2% (courtesy of
Vanguard, using an annual return of 6%). As can be seen, after 25 years, the higher fund
charge typical of an active fund has taken 1/3rd of returns made over the time period. Our
substantially cheaper passive fun on the other hand has enabled us to keep 93.6% of the
returns. The effect becomes even more startling after as we go out further in time!

The value of investments may go down as well as up and investors may get back less than they invest. Past
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At Clara Wealth Management, we are glad that the financial media is becoming more aware
of the impact of costs on investment returns as exemplified by this article:
https://www.telegraph.co.uk/investing/funds/invest10000-pay14227-fees-fund-chargeserode-money-stealth/
Regarding taxes, there is clearly no point in conducting a thorough and disciplined due
diligence on fund costs to then improperly manage the tax consequences of ones portfolio.
Another benefit of having investment advice from Clara Wealth Management is that your
ISA and pension contributions as well as the utilization of your capital gains allowance and
loss offsetting, and where appropriate the use of other tax efficient investments such as
investment bonds will be implemented as tax efficiently as possible.

Clara Wealth Management is an appointed representative of ValidPath Ltd which is authorised and regulated
by the Financial Conduct Authority (FCA) under Reference Number 197107. Registered in England & Wales.
Company number: 12494557. Clara Wealth FCA number: 923344.
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