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This booklet is provided for information purposes only and does not constitute any form of financial or 

investment advice. Past performance is no guarantee of future investment returns and you should be 

aware that the value of your investments can go down as well as up.  

 

We believe the information in this booklet to be correct at the time of going to press, but we cannot 

accept any responsibility for any loss accessioned to any person as a result of action or refraining 

from action as a result of any item herein. 

 

Printed and published by © Moore Stephens LLP, an independent member firm of Moore Stephens 

International Limited, a worldwide network of independent firms. Moore Stephens LLP is registered 

by the Institute of Chartered Accountants in England and Wales to carry out company audit work.  

Authorised and regulated by the Financial Conduct Authority for investment business.
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“The idea that any single individual without extra information or extra market 

power can beat the market is extraordinarily unlikely. Yet the market is full of 

people who think they can do it and full of other people who believe them. Why  

do people believe they can do the impossible? And why do other people  

believe them?”  

 

Daniel H. Kahneman, 2002 Nobel Laureate in Economics 
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1 Introduction 

As investment advisers, we regularly encounter the following 
situation: we meet a stranger who asks us what we do for a 
living. When we tell them we’re investment advisers, they 
immediately ask for our views on what shares to buy, which way 
the stock market is heading, or whether we know the name of a 
fund manager who knows such things. 

These people have taken to heart the message that most of the City and fund 

management establishment have conveyed for decades: the key to successful 

investing boils down to making a forecast. They want us to look into a crystal ball 

and make predictions about the future.  

 

But we all know the future is uncertain. So, are you, as investors, well served by 

this type of advice?  

 

Speculating about the future price of one asset or security in relation to another is 

effectively nothing more than gambling and you owe it to yourself to consider an 

alternative approach - one that makes no predictions and is firmly grounded in the 

principles of academic finance.    

 

The good news is that you don’t have to make forecasts about the future to be a 

successful investor - despite what others may have you believe. You don’t have to 

pick the best shares or try to find the best performing fund manager.  

 

At Moore Stephens, we reduce the risk of speculating about the future. Our clients 

benefit from the intelligence and stability of an investment approach based on solid 

economic theory and extensive empirical evidence.  

 

The simple truth is that nobody can provide accurate predictions about share prices 

or manager performance. It follows that, as investors, should you be taking advice 

from people who believe they can? 

 

You owe it to yourself to 

consider an alternative 

approach – one that makes 

no predictions but that uses 

principles grounded in 

academic finance. 
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2 The traditional investment 
management model 

Over half a century of research has shown that traditional 
investment managers are unable to outperform the stock market 
by anything more than the amount we would expect by chance. 

We have all experienced good fund managers and, indeed, Moore Stephens has 

clients and contacts who would fall into this category. However, by the same extent, 

many of us have also experienced poor or inconsistent fund managers. The 

problem, as we will go on to explain, is predicting in advance who will be good and 

who will disappoint us with poor performance. For the sake of clarity, most 

traditional fund managers try to obtain above average investment returns by making 

forecasts about the future in two main areas: 

 

Stock selection: they try to pick shares that go up in value and avoid shares that 

fall in value; 

 

Market timing: they try to invest in the right asset class, country or industry sector 

at the right time. 

 

The hard part from an investor’s point of view is picking those who will and those 

who will not perform in advance. The first landmark study of professional managers 

was undertaken in 1968 by Michael Jensen, of the Harvard Business School. 

Jensen analysed the performance of every single US investment fund between 

1945 and 1964 and showed that two-thirds of funds underperformed the market by 

an average of at least 1% a year. 

 

Over the past four decades, a multitude of studies have duplicated Jensen’s 

findings. But perhaps more worryingly, the performance of UK fund managers 

seems to be even worse. The Sandler Report to the Treasury showed that, 

between 1988 and 1997, the average UK unit trust underperformed the market by 

as much as 2.5% a year.  

 

When faced with such findings, some investors respond that they are not 

concerned by the returns of average fund managers. They plan on hiring the 

services of only the above-average managers. But how do you identify the small 

minority of top performing fund managers in advance? The simple answer is you 

can’t. There is no reliable way to predict which managers will beat the market in the 

future. A minority will be lucky in their selection. The majority will not. 

 

Many people think that past performance can act as a guide. But research by the 

UK Financial Services Authority (FSA) published in 2001 has put paid to that bit of 

wishful thinking. Fund managers with strong track records are no more likely to 

achieve better returns in the future than those with poor historical performance. The 

only link established to past performance is that investment managers with poor 

track records are more likely to perform badly again in the future.  

 

The example of well-known Fidelity fund manager, Peter Lynch, provides some 

interesting anecdotal evidence. He retired in 1990 after serving as portfolio 

manager of Fidelity’s exceptional Magellan fund for 13 years. For the 13 years 

The Sandler Report to the 

Treasury showed that, 

between 1988 and 1997, 

the average UK unit trust 

underperformed the market 

by as much as 2.5% a year. 
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since his retirement, Magellan returns reverted to being broadly equivalent to the 

return achieved by the market. 

 

Fidelity Magellan Fund: Performance after Peter Lynch suggests even he 
could not pick a skilful manager to succeed him 
Annualised Return (March 2004 – June 2009) 
 

8.50% 8.36% 8.18%
7.76%

CRSP 1-10 Index Russell 3000 Index S&P 500 Index Fidelity Magellan
Fund  

 
Even if Lynch’s success was due to skill, Magellan’s later results suggest that it’s a 

skill not easily defined or passed down to others. Active skill is only useful to you if 

you can identify it in advance. Both Fidelity and Lynch had the power to choose a 

highly qualified successor and train him thoroughly. But even with this advantage, 

one of the greatest share-pickers of all time could not seem to identify a great 

share-picker in advance. 

 

The question that therefore needs to be asked is that if Fidelity could not choose a 

fund manager that can outperform in the future with all their resources and 

experience in this field, how can you? 

 

“Before fees, the track records of traditional managers are similar to what would 

be expected from …. throwing darts at share and bond listings. After fees, the 

expected distribution of results is better for the [random approach].”  

 

David Booth - co-founder, Dimensional Fund Managers 

 

The question that therefore 

needs to be asked is that if 

Fidelity could not choose a 

fund manager that can 

outperform in the future with 

all their resources and 

experience in this field, how 

can you? 
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3 Can you beat the market? 

So how should you invest? The answer is simple: by accepting 
that capital markets work. 

Harry Markowitz, Merton Miller and William Sharp were the first Nobel Laureates in 

Finance, each receiving a Nobel Prize in Economics for their work on stock  

market theory.   

 

Multiple studies have expanded on these groundbreaking theories and have lead to 

the establishment of the Efficient Market Hypothesis. This model helps to explain 

why you are just as likely to beat the market if you select your investments by 

throwing darts at a list of individual shares pinned up against a wall than by 

spending hours analysing financial reports and company accounts. 

 

It may seem amazing that such an apparently random process can be more 

successful than an approach based on detailed analysis but the Efficient Market 

Hypothesis is actually deeply profound, because it provides an understanding of 

how markets work as information systems.  

 

In essence, the stock market is a huge information-crunching machine. As 

information enters the market, it immediately alters share prices to reflect this new 

data. So at any one time, share prices reflect the knowledge and expectations of all 

investors. Although prices are not always correct, the market is so competitive that 

it is extremely unlikely that any single investor can routinely profit at the expense of 

other investors. The market is simply too fast and too accurate.  

 

For example, let’s assume you read in the morning paper that a company you hold 

shares in is about to announce a significant loss in profits. Acting on this news, you 

decide to pick up the phone to sell your shares. But the response you receive may 

come as a surprise. You are informed that it’s almost certainly already too late. The 

news about the loss in company profits has been out for hours. The market has 

assimilated this information and adjusted the share price to reflect this additional 

piece of news.  

 

It therefore comes as no surprise that even the brightest and hardest-working fund 

managers fail to beat the market. For managers to succeed consistently, the stock 

market must fail consistently and this is why you rarely find managers who can 

outperform the markets on a consistent basis.  

 

It is worth remembering that investing is not a zero-sum game where one investor 

must lose in order for another to win. Every single investor has the same 

opportunity to capture the same capital markets rates of return. 

Although prices are not 

always correct, the market 

is so competitive that it is 

extremely unlikely any 

single investor can routinely 

profit at the expense of 

other investors.  
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4 Re-defining investment 
advice 

The City’s definition of investment advice is not the only one.  
A different definition has developed in the academic world based 
on decades of empirical research. 

Three leading US academic investment experts (Brinson, Hood and Beebower) 

performed a comprehensive statistical analysis to identify the key factors which 

cause variations in investment returns. They examined the performance of 91 US 

pension funds over a period of 10 years and concluded that the most important 

influence on investment returns by a hugely significant margin (91.5%) is asset 

allocation. Asset allocation is the broad investment decision on how much to invest 

in each of the different investment types, or asset classes - cash, fixed interest 

(bonds) and stocks and shares (equities).  

  

Determinants of investment portfolio profitability 
The areas of stock selection and market timing account for as little as 4.6% and 

1.8% respectively in the total variability of returns. The remaining 2.1% is 

attributable to a range of other (also largely insignificant) factors.  

 

These findings are supported by a number of subsequent academic studies, with 

the most recent being carried out by Vanguard in 2007. The inevitable conclusion of 

this research is that the broad choice on how much you invest into equities, bonds 

and cash is far more important than any other investment decision, including stock 

picking and market timing.  

 

Evolution of investment theory and advice 
Eugene Fama of the University of Chicago’s Graduate School of Business is widely 

regarded as the ‘father of modern day finance’. Professor Kenneth French of the 

Tuck School of Business at Dartmouth College is an expert on the behaviour of 

share prices and investment strategies.  

 

Together, Fama and French have built on previous research on the Efficient Market 

Hypothesis and asset allocation and devised the 3-Factor Model, the theory 

underpinning our approach to investment advice.  

 

Fama and French performed a rigorous analysis of stock market performance 

between 1964 and 1992 to examine the sources of investment risk and returns. 

This work has reshaped portfolio theory and vastly improved the investment world’s 

understanding of the factors which drive investment returns. The three key factors 

driving investment returns are:  

 

Equities market: You can expect a higher return over time if you invest into the 

stock market than safer low-risk assets such as cash or bonds. 

 

Company size: You can expect a higher return over time if you invest in the shares 

of smaller companies than the shares of larger companies.  

 

…[they] concluded that the 

most important influence on 

investment returns by a 

hugely significant margin 

(91.5%) is asset allocation.   
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Company price: You can expect a higher return over time if you invest in  

lower priced ‘value’ shares than if you invest in the shares of higher-priced  

‘growth’ shares.  

 

The notion that equities behave differently to bonds and cash is widely accepted 

and a number of reputable studies have highlighted the critical importance of asset 

allocation. But within equities, Fama and French show that the key factors driving 

investment returns are company size and price characteristics.  

 

Taken together, these three factors explain more than 90% of the performance in 

average equity portfolios. 

 

Small cap

Large cap

ValueGrowth

Increased risk &
expected return

Decreased risk &
expected return

Total equities
market

 

 

Because they are regarded as more risky, small cap and financially less healthy 

‘value’ companies have higher costs of capital (borrowing) than financially healthier 

‘growth’ companies. So, when they borrow from a bank, small cap and ‘value’ 

companies tend to pay higher interest rates to the lending institution.  

 

A company’s cost of capital is effectively an investor’s expected return. In order for  

a company to be profitable, it must earn a return over and above the cost of its 

borrowing. This logical connection explains why small ‘value’ companies have 

higher expected returns than large ‘growth’ companies.  

 

The 3-Factor Model defines the link between investment risk and return with a 

precision that has made it the modern research standard. Size and price 

characteristics, along with broad equities exposure, are the major explanatory 

factors that drive investment returns. 

 

Indeed, even when you analyse the performance of a supposedly successful 

‘stockpicking’ fund manager, it soon becomes apparent that the majority of the 

performance is attributed to the level of exposure to the above three factors: 

equities, smaller companies and ‘value’ companies. The areas where traditional 

investment managers claim to add value - stock selection and market timing - are 

again shown to be almost insignificant. 
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5 Understanding investment 
risk 

It is vital to have a clear understanding of risk before entering 
into any investment. Most investment mistakes are made not 
because of choosing the wrong investments, but because 
investors don’t fully understand their own individual relationship 
with investment risk. 

The most important principle of risk is that it is related to the level of expected 

return. For example, you can double your money in a very short space of time  

by gambling; the risk is that you lose your entire stake. At the other extreme,  

you can hold cash in a deposit account with virtually no risk (other than the 

solvency of the institution), but naturally the return, in the form of interest, will  

be substantially lower. 

 

Since we know that the riskier capital market segments of equities, smaller 

companies and ‘value’ companies generate higher returns over time, it is crucial to 

make an accurate assessment of your attitude to investment risk before investing. 

 

We break the risk equation into two parts: risk tolerance (the ability to tolerate 

fluctuations in value) and risk aversion (your vulnerability to losses). 

 

Risk tolerance: ability to tolerate fluctuations 
Over the course of your investment life, the value of your portfolio will rise and fall. 

While we would always rather see the portfolio value rise, a prudent investor knows  

that any investment will have some periods in which the value will fall. Risk 

tolerance describes your level of comfort waiting through the downturns. If the risk 

you take is within your risk tolerance, then you will be able to maintain your 

investment strategy through both strong and weak markets, giving you the best 

chance of investment success.  

 

Risk aversion: vulnerability to losses 
Your ability to tolerate risk is determined by your circumstances as much as by your 

preferences. Risk aversion indicates the genuine economic harm you would endure 

if your investment suffered a sharp decline in value.  

 

At Moore Stephens, we use psychometric investment risk profiling to help gauge 

your true attitude to investment risk.  Based on your individual risk profile, we are 

able to determine the most appropriate asset allocation split for your investment 

portfolio. We establish how much to invest into the areas which deliver higher 

expected returns over time: so equities generally, but also smaller companies and 

‘value’ companies.  The remainder is then invested into more low-risk asset 

classes, including bonds and cash. This tailored approach reduces the volatility of 

your portfolio to a level with which you are comfortable and maximises your 

chances of achieving above average investment returns over time. 

 

 

Based on your individual 

risk profile, we are able  

to determine the most 

appropriate asset allocation 

split for your investment 

portfolio.  
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6 Our role as financial and 
investment advisers 

In the old definition of advice, investment managers try to make 
forecasts about the future. In the new definition, we aim to 
capture the capital market rate of return based on our detailed 
understanding of the sources of investment risk and return. 

We break the investment process down into five key parts: diversification, 

education, discipline, cost, and a holistic approach. 

 

Diversification 
You should invest across a range of asset classes that are most appropriate for 

your individual goals, time horizon, and tolerance for risk. As asset classes behave 

differently from one another, each plays a different role in a portfolio. 

 

The whole is greater than the sum of its parts: you can achieve greater expected 

returns with lower risk in a diversified portfolio. Asset allocation and a diversified 

portfolio are crucial. 

 

Education  
It is important to have an understanding of how markets work and how to capture 

market returns. Our job is to help you understand that forecasts don’t work and are 

generally costly. Our aim is to help you act on intellect instead of emotion. 

 

An important part of this job is to help educate you on what to avoid. History is 

littered with examples of products that have sold well, but whose risks have not 

been sufficiently spelt out and investor wealth has been destroyed.  

 

Maintain discipline 
While asset pricing scientists have identified the factors that explain over 90% of 

equity performance, a big wild card for individual investors is discipline. Investors 

will not capture market returns effectively if they abandon their long-term strategy in 

response to recent events or predictions of the future. Most of the City (and the 

media in general) promotes a short-term perspective that is diametrically opposed 

to the principles of modern portfolio theory. Helping you to maintain discipline is a 

difficult but important challenge that can make or break your portfolio. The 

foundation of this discipline is education. 

 

To help illustrate the need for investment discipline, a study by Dalbar, a US 

research firm, showed that while the average US equity mutual fund earned an 

annual compound return of 10.2% per year between 1984 and 2002, the average 

mutual fund investor in those same funds only earned 2.6% per annum. Investors, 

driven by the emotional cycle described above, bought funds that had experienced 

above average performance and sold funds that had experienced poor returns. The 

answer is therefore to maintain discipline and remain invested throughout the 

inevitable ups and downs of the stock market. This is critical to the investment 

process and, whilst your natural human instincts will often be to react to short-term 

events, maintaining discipline and remaining invested is one of the most important 

factors to a successful long-term investment experience.  

The whole is greater than  

the sum of its parts: you  

can achieve greater 

expected returns with lower 

risk in a diversified portfolio. 

Asset allocation and a 

diversified portfolio  

are crucial. 
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Reduce costs and taxes 
Markets are uncertain, but you can always control investment costs and taxes.  

By reducing these whenever possible, you help to retain a greater share of your 

investment return.  

 

Take a holistic approach 
To help meet your long-term financial goals, we acquire a detailed understanding of 

your non-investment financial challenges (e.g. estate or tax planning issues). A 

holistic approach is at the heart of our philosophy for delivering investment advice.  

 

Rebalance in line with your risk profile 
In addition to the five key parts of the investment process, retaining your portfolio’s 

balance of equities to bonds and cash in line with your risk profile is critical. It is this 

that will ultimately enable you to maintain the required discipline to remain invested 

over the longer term and reap the rewards the markets offer every investor. 

Rebalancing also has the effect of enhancing your longer term expected returns 

since this process automatically leads to a ‘sell high, buy low’ strategy – the exact 

opposite of how most investors who cannot maintain discipline behave. 

 

“To invest successfully over a lifetime does not require a stratospheric IQ, unusual 

business insight, or inside information. What’s needed is a sound intellectual 

framework for making decisions and the ability to keep emotions from corroding 

that framework.” 

 

Warren Buffett - Intelligent Investor 

 

A holistic approach is  

at the heart of our 

philosophy for delivering 

investment advice. 
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7 Which advice model will  
you choose? 

As the investment industry continues to evolve, you have  
a choice. 

You can choose the old model for investment advice, where your portfolio’s value 

depends on a fund manager’s ability to choose tomorrow’s investment winners and 

correctly predict market movements in advance. 

 

Or you can choose the new model, where you apply diversification, lower costs, 

and manage taxes to maximise the returns the market has to offer. You can focus 

on understanding how markets work and how to stay disciplined, optimising your 

chances of achieving your long-term goals.  

 

The choice is yours. We, however, believe you owe it to yourself (and to your 

family) to choose the new model since this will serve you best and help to deliver a 

successful investment experience over the longer term. 

 

The bottom line is that capital markets work. This is evidenced by an overwhelming 

body of research confirming that very few fund managers consistently beat the 

market and predicting them in advance is virtually impossible.  

 

Our investment strategy is designed to capture the capital market rates of return 

available from each individual asset class - since asset allocation is the key driver 

of investment returns over the long term. The decision on how much to invest into 

each asset class is made only after an extensive assessment of our clients’ attitude 

to investment risk. We fully maximise the benefit of asset class diversification to 

achieve the highest possible return for the least amount of risk over time.  

 

We use low-cost ‘whole of market’ funds to secure the broad capital return available 

from the market. We then look to achieve enhanced returns via a series of precisely 

defined, low-cost and sector targeted investment funds. Within the equity element 

of the portfolio (and in accordance with your risk profile) we then secure these 

capital returns from areas of the market which have consistently delivered higher 

expected investment returns: smaller companies and ‘value’ companies.  

 

This approach can be replicated throughout the world in order to provide a fully 

diversified and internationally invested portfolio. Even emerging market funds can 

be included within the low cost approach.  

 

But don’t just take our word for it, legislation in the US called ‘The Prudent Investor 

Act’ is now law in the vast majority of States and requires all trustees to provide a 

written explanation if they choose to follow the traditional approach to investing trust 

monies, such is the overwhelming body of research and empirical evidence  

now available. 

 

If you would like to benefit from the same experience huge numbers of investors 

around the world are now enjoying, please call us to arrange a more  

detailed presentation. 

 

We believe you owe it to 

yourself (and to your family) 

to choose the new model 

since this will serve you  

best and help to deliver 

a successful investment 

experience over the  

longer term. 
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