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I  RationalPortfolio
Understanding what wealth means to our clients and helping them to create a clear vision for the lifestyle they want, 

both now and in the future, is the starting point of their journey with us.  Our disciplined wealth planning process 

helps them to gauge how much investment risk they need to take, given the assets that they have and the demands 

of future cashflow on them.  For most of our clients that means structuring a robust and dependable investment 

portfolio that has a high likelihood of delivering the returns that they require, and gives them the confidence to make 

smart decisions with their money.

This document provides insight into RationalPortfolio, 

our evidence-based approach to investing that is quite 

different from other, more well-known approaches. 

Why our approach is quite different
Most investors have come to expect an investment solution 

that offers a number of promises, which superficially 

appear to be both reasonable and achievable, such as:

 » Picking funds with market-beating track records;

 » Protecting wealth from market falls by moving     

   into cash;

 » Picking the time to move into strongly performing asset   

   classes when markets are rising; 

 » Using ‘complex’ products such as structured products 

 to try and achieve the client’s goals.

Promises are cheap, but, as we explore in this paper, not 

always fulfilled, sometimes at great cost to investors.  Yet 

few investors ever stop to ask if this actually is the best 

way to invest their money, or perhaps why the approach 

is so prevalent.   We have, and the answer is both simple 

and alarming.  

Investors would be forgiven for believing that it is because 

this approach gives them a good chance of achieving their 

investment goals.  Perhaps not surprisingly, it seems that 

few are willing to examine, accept or embrace the growing 

body of investment academia and empirical research that 

suggests a smarter and more effective solution.

We have had the luxury of being able to build an 

investment process that is based on the evidence and 

investment theory available to us. That allows us to 

offer our clients the best outcome from their investment 

program that we can, designed with the greatest 

likelihood of success – and free from conflicts of interest.  

We have called our approach RationalPortfolio.  

A philosophy based on sound

evidence and theory

In short, our approach is driven by what the empirical 

evidence and investment theory tells us we should be 

doing.  We hold a number of enduring convictions that 

form the basis of our investment philosophy, which guide 

the decisions we make on behalf of our clients.

Our logical, simple and 
smarter approach

Figure 1: Our 
investment 
philosophy - 
in summary
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Our starting point is that capitalism should reward those 

who participate in it as owners of companies (equity 

investments) or lenders of money to companies and 

governments (bond investments), as it has in the past.  

We rely on it to do the ‘heavy lifting’ when it comes to 

generating portfolio returns.

We also believe that markets actually work pretty well1. 

Market anomalies seem to be short-lived or hard to exploit 

in a profitable manner after costs. There is no doubt as to 

the talent and hard work of those working on Wall Street 

or in finance, but the odds are likely stacked against them.  

The evidence later in this document helps to illustrates 

why we believe this is the case.  

Risk and return are joined at the hip.  It is a hard link 

to break, with the only true opportunity being the 

diversification benefit of owning a broad portfolio of 

assets and securities, which should improve the trade-off 

between risk and return.  If you want higher returns, 

you have to take more risk.  The promise of high returns 

and low risk will always lead towards disappointment, 

and should have the red flags waiving whenever such a 

promise is made.

The evidence tells us that our time and focus should be 

spent predominantly on managing the long-term mix of 

assets (e.g. equities, real estate, bonds), that typically 

make up our clients’ portfolios, not trying to pick 

managers who will beat the market or making decisions 

to move money between different assets based on short-

term market forecasts.  Long-term portfolio structure 

drives the investment journey2.  Sensible risk selection, 

which is what good investing is all about, combined with 

disciplined risk management and governance, sit at the 

heart of our process.

Simple ideas, executed with excellence

From a practical standpoint we believe that delivering 

clients with a successful investment outcome can be 

distilled into three areas of decision making and focus:

 » Structuring a robust and highly diversified portfolio that

 suits the needs of a specific client;

 » Minimising costs of all kinds (both financial   

 and emotional);

 » Keeping the risk of the portfolio where it  should be.

Portfolio structure

Establishing a robust and highly diversified portfolio that 

bears the level of risk that a specific client can tolerate 

both emotionally and financially, and that is likely to 

deliver the returns needed to support the client’s lifestyle, 

is the starting point. Our rigorous approach to asset 

management helps to ensure that the level of risk taken on 

is arrived at through clarity, discussion and understanding. 

Our portfolio construction process, explored in some 

depth in this document, explains how we build client 

portfolios. In short, we identify the risks that we take in 

portfolios – those that are adequately compensated for – 

and those we wish to avoid – the inappropriate, unneces-

sary and unrewarded. We are particular about the asset 

classes (risks) that we use, and make sure that each plays 

a beneficial role in a client’s portfolio.

We are constantly looking at investing in asset classess 

that move independently of one another yet deliver 

sensible returns for an accumulative amount of risk.

We spend considerable time understanding what makes 

sense for clients and building well-structured portfolios 

that we have confidence in and that the client will too.
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Investment costs really matter

Minimizing costs of all kinds, including the cost of 

inflation, and overpaying for the unlikely outcome of 

market-beating fund returns, is future purchasing power 

in clients’ pockets.  In investing, small savings can amount 

to large monetary differences when magnified by the 

power of compounding returns over time3. 

We emphasize the asset-weighted expense ratio rather 

than a straight average as it is more representative of the 

actual costs borne by investors than a straight average.  

Equal-weighted averages tend to be skewed by a few 

outliers—high-cost funds that attract few assets, in this 

case. The equal-weighted average expense ratio for all 

US funds in 2014 was 1.19%, according to Morningstar.

Over the very long term, US equity markets have 

delivered returns of around 6% above inflation per year, 

on average7. While an annual cost drag of 2% does not 

sound that much, particularly when returns are good, 

that level of cost effectively strips investors of 30% or so 

of the upside – hardly fair when the investor is taking all 

of the risk. Driving down investment costs really matters.

We look to eliminate unnecessary financial costs, and 

we also place pressure on the providers we work with 

to drive down their costs where we can. The funds we 

use are all significantly lower cost than the majority. 

Downward price competition in the funds we use is 

increasing, which is good for investors. Our choice of the 

type of funds we use, and the underlying rationale for our 

approach, is explored later in the document.

Figure 2: Investment costs can be unacceptably high - UK as an example
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Tax is also a particularly pernicious cost and sensible portfolio tax management strategies should always be considered, 

such as using ‘tax-managed’ low turnover funds that are also tax-efficient across multiple tax jurisdictions when available.

Emotional costs really matter

Perhaps the biggest cost to our wealth is us, as human beings.  Our emotions and innate biases, of which there are many 

(e.g. over confidence, familiarity, inertia, regret avoidance, herding), can encourage us to make poor, investment decisions.  

These usually result in entering and exiting markets and funds at the wrong time – buying at the end of a strong upward run 

and selling out towards the bottom of the down slope - driven by fear and panic.

The evidence tells us that this ‘emotional penalty’ is possibly as high as 6% a year, on average.  In the 20-year period to 

the end of 2008, the US equity market delivered a return of a little over 5% a year, after inflation.  The average investor 

in US funds actually achieved a return of -1% a year, by chasing ‘hot’ funds that had exhibited a short period of strong 

performance, most likely just market noise, and then selling out during the subsequent period of poor returns.  By putting 

that into dollar terms, we can quantify the damage that emotions can cause to wealth; employing a buy-and-hold strategy 

to invest $1 million in the market turned it into $2.8 million. Yet, the average investor turned it into around $800,000 – an 

‘emotional penalty’ of almost $2 million8.    

As a salutary piece of investment trivia, it is interesting to note that the best performing US mutual fund over the 10 years 

to the end of January 2010 (The CGM Focus Fund) delivered a return of 18% per annum, yet the average investor received 

a return of minus 13% a year – true evidence of the destructive forces of emotions in investing.

Figure 3: 
Emotion is 
the enemy 
of successful 
investing
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Perhaps one of the most important roles that we can play as a wealth manager is making sure that clients do not needlessly 

destroy their wealth through emotional decision making.  We put significant effort into educating them, and managing 

their expectations on both the up and the down sides in terms of the range of returns their portfolio might deliver.  We 

impose a disciplined and unemotional approach to making decisions as markets move, sometimes dramatically, that we 

call strategic rebalancing (see below).  If we can show the gap between what clients should receive from capitalism and 

what ‘emotional penalty’ they are likely to suffer if they are left alone to let emotions drive their decisions, then our job is 

done in this area alone.

Keeping the risk of the portfolio where 

it should be

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 periodically realign 

portfolios back to their original structure; we call this 

process strategic rebalancing.  Of course, there may be 

occurences when equity markets fall and we will be selling 

bonds and buying equities – not easy, but essential.

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 emotions, particularly fear or greed, 

are heightened.

Figure 4: Rebalancing keeps a portfolio at the required level of risk

Initial allocation 50% 
equities, 50% bonds
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Smarter? Yes. Evidenced-Based? Yes. Exciting? No.

Executing these tasks with excellence means that it can all appear a bit dull – no chasing gold, punting on the next 

Microsoft or betting on whether BP can plug the oil spill in the Gulf of Mexico without cracking the seabed (it did, but 

there was a risk that it could have, perhaps bankrupting the company).  We recognize that some investors enjoy the 

chase, the thrill of the win – but the odds of success are betting odds and should be treated as such – it is not investing.

That is not our game and it should not be that of clients either, with any of their wealth that plays an essential role in 

delivering the goals they seek. 

It is important to remember that in investing there are rarely right or wrong answers, but based on the evidence and 

theory available, there are certainly some solutions that are far better than others, based on common sense, empirical 

evidence, sound investment theory and the probability of success.  We believe our evidence-based approach to be one 

of them.
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II  Building the RationalPortfolio
The paragraphs above describe what we call our Investment Philosophy.  With that in place, we have a framework for 

guiding us through the multitude of decisions that we face on clients’ behalf, to construct a portfolio that will deliver the 

best chance of a successful investment experience.  At each decision point, where we have a choice to go right or left, we 

base our decision on the chances of a successful outcome, given the theory and evidence available to us.

Defining suitable building blocks for
client portfolios
One of the biggest challenges all investors face is what 

asset classes to invest in and what to avoid – the spectrum 

of choice is wide, from traditional equities and bonds 

through to fine wines and Ecuadorian rainforest.  We 

base our choices on each asset class’s ability to meet 

our predetermined selection criteria. They are separated 

into those we will include (e.g. developed and emerging 

equities, real estate, high quality bonds), those that we will 

keep a close eye on until we can make a definitive decision 

either way (e.g. managed futures, alternative beta), and 

those that we will not use.  The latter are often the 

seemingly  more attractive and more esoteric products, 

like private equity and structured notes.  

Being entirely comfortable with the assets in client 

portfolios ensures that when markets get tough, as they 

will from time to time, we (and our clients) are better 

placed to stick with the strategic decisions that were made 

in calmer waters.

Figure 5: Careful selection which asset classes to use is important



8 RationalPortfolio - MASECO Asia Approach 2016 V1

Building client portfolios
We adopt an approach to building portfolios that draws 

heavily on investment theory.  We begin by building a mix 

of riskier assets – the portfolio’s ‘Return Engine’ – that has 

a broad equity orientation.  The Return Engine is likely to 

deliver returns that can vary widely over the shorter-term, 

including into negative territory9, but it is expected to 

produce low-to mid-single digit returns, above inflation, 

over the mid-to longer-term.

Depending on a client’s need and emotional ability to 

tolerate investment risk, the Return Engine will need to be 

tempered by the inclusion of highly defensive assets – the 

Defensive - that provide appropriate balance.  This approach 

is analogous to blending a whisky out of a number of single 

malts to create a robust taste and strength across time, and 

then adding water to taste.

This Defensive Engine of assets includes debt issued by 

one’s US domestic sovereign (Treasuries and Treasury 

Inflation Protected Securities/TIPs)  that provide protection 

from inflation and global US sovereign and high credit 

quality corporate bonds, with non-domestic currency 

exposure either fully or partially hedged, depending upon 

the risk profile and circumstances of the client. 

Broadly, we seek to own bonds that have a shorter time 

to maturity as this reduces the volatility of the returns 

they deliver.  

Decisions we face as we build the
Return Engine Mix
The goal when we construct the Return Engine is to create 

a highly diversified asset class mix with developed market 

equities at its core.  It seeks to deliver robust returns in a 

broad range of future market scenarios. In the uncertain 

world of investing, the key is to manage the uncertainty as 

effectively as possible, by focusing on taking risks that pay, 

and diversifying broadly.

Going overseas 
The first decision that we face is how much we should invest 

in companies listed on the domestic stock market and how 

much we should diversify overseas into companies listed on 

exchanges in other developed economies. Unfortunately, 

nicely coloured pie charts of global equity exposure that 

are commonplace in the investing world do not deliver the 

precision that they imply.  Take the UK, for example, where 

companies listed on the London Stock Exchange derive  

around 70% of their revenues from overseas and 20% 

in absolute terms of this amount comes from emerging 

markets10; think where BP, HSBC (the Hong Kong & 

Shanghai Banking Corporation as it was formerly known), 

and GlaxoSmithKline operate; think of Microsoft, IBM, 

McDonalds are all of which are truly global companies 

operating in both developed and emerging markets, but 

listed on stock markets in the US.  In fact around 45% of 

S&P500 companies’ revenue comes from outside of the US.

We believe that it is prudent to capture a broad exposure to 

global capitalism, and to reduce the risk that the US stock 

market fails to perform well in the years ahead, despite the 

exposure that it has to overseas markets.  It is sobering to 

remember that Japan still languishes well below its market 

high of over 20 years ago, despite many of the internation-

al companies the market contains such as Honda and Sony.   

We make a significant allocation to globally listed 

companies.  Other more ‘precise’ splits between US and 

non-US listed firms begin to err toward spurious precision 

and imply a lack of insight into the underlying nature of 

the global web of earnings of many of these firms.  In the 

longer term we would expect investments in all developed 

equity markets to be broadly similar.
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We seek to capture this incremental return, or ‘risk 

premium’, by owning constrained exposure to these types 

of company, over and above the exposure that exists in the 

broad market.  We are fully aware that whilst this premium 

is expected, it is far from certain and extended periods may 

exist, as they have in the past, when this ‘risk premium’ 

does not exist or is negative.  The same argument applies to 

investing in emerging market equities, which carry higher 

risks.  We call these incremental exposures ‘tilts’ and they 

represent around 40% to 50% of the equity portion of the 

Return Engine. 

To balance the ‘tilts’ we have included allocations to global 

real estate, a hybrid asset class that sits between  equities 

and bonds, and to commodity futures, which help to 

diversify some of the equity risk. 

Risk Premium Investing: Seeking to improve

the risk and return trade-off

Driven by the research evidence, we note that within the 

broad equity market (e.g. as represented by the Wilshire 

5000 Index in the US and the FTSE All Share Index in the UK

(two examples of well-developed markets with many years 

of historical data to analyze), there appear to be two char-

acteristics of firms that have delivered returns above those 

of the market.  In short, both small companies and less 

financially robust companies (often referred to as ‘value’ 

stocks) appear to exhibit increased risks that make their 

cost of raising capital higher; as a consequence, owners of 

their equity or debt should expect a higher rate of return.

We seek to capture this incremental return, or ‘risk 

premium’, by owning constrained exposure to these types 

of companies, over and above the exposure that exists 

in the broad market.  We are fully aware that whilst this 

premium is expected, it is far from certain and extended 

periods may exist, as they have in the past, when this ‘risk 

premium’ does not exist or is negative. The same argument 

applies to investing in emerging market equities, which 

carry higher risks. We call these incremental exposures 

‘tilts’ and  they represent around 40% to 50% of the 

equity portion of the Return Engine. To balance the ‘tilts’ 

we have included allocations to global real estate, a hybrid 

asset class that sits between equities and bonds, and to 

commodity futures, which help to diversifysome of the 

equity risk. equities and bonds, and to commodity futures, 

which help to diversify some of the equity risk.

The Result

The Return Engine offers globally diversified exposure 

to the wealth creation power of global capitalism.  It 

captures over 5,000 companies listed on the exchanges 

of developed and emerging stock markets.  We strongly 

believe that this is a better option than simply owning US 

equities. Diversification is our one defence against equity 

market trauma and is achieved by diversifying across 

companies, sectors, economies and asset classes.  

Its expected qualities are a comparable level of risk to the 

US market, yet with a higher expected return14.  The price 

we pay is that in the short-term, because our clients do not 

simply own the US market, by definition, the returns they 

enjoy will not always be the same as those delivered by it.  

From time to time the differences could be significant on 

both the up- and the down-sides.  It is our role to help our 

clients to be aware of and understand the rationale and 

shorter-term consequences of our approach, in pursuit of 

a better structured portfolio of assets for the longer-term.

Currency exposure implications
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III  How do we establish the most
     suitable portfolio for clients?

As indicated above, establishing the most suitable balance 

between the Return Engine and Defensive Engine is the 

critical decision that we help clients to make.  So how do 

we do that? First of all, clients need to be able to sleep 

and  make smart decisions at all points during the business 

cycle.  Owning a portfolio that is too risky will magnify 

a client’s stress when markets get tough and the likely 

outcome is that they will bail out of it, probably at the 

worst moment.  In order to gauge a client’s tolerance for 

risk we have researched and adopted a widely used and 

highly regarded psychometric risk profiling questionnaire 

to help us, along with our own assessment techniques.  It 

is not a test and there are no right or wrong answers.  The 

most important thing is that it helps us to understand how 

our clients feel about taking investment risk. 

Poorly structured risk profiling questionnaires are often 

home-spun and without validity, reliability and accuracy.  

A few questions about jumping out of planes and how 

long the client will invest for, simply risk getting it wrong.  

Being confident about the results, allows us to begin a 

sensible discussion about risk with our clients. Other tools, 

such as our educational portfolio insight sheets help them 

to understand how different portfolio structures have 

behaved in the past and the broad characteristics that each 

is likely, but not guaranteed, to exhibit in the future.  In 

investing forewarned is always forearmed. 

The other side of the ‘suitability’ equation is about 

exploring a client’s financial need to take on investment 

risk to achieve the goals set, and their capacity for losses, 

given the level of wealth, the flexibility of the goals set, 

and their investment horizon.  We use lifetime cash-

flow planning models when appropriate to help us, and 

our clients, to understand the impact on their future of 

different portfolio outcomes.

This process is not simply prescriptive but requires careful 

discussion, and the resolution of the trade-offs that a client 

may need to make. 

Figure 6: Creating a portfolio that is suitable for a client
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IV  The best approach to implementing          
      the smart beta strategy
Having established how the client’s portfolio should be 

structured, the next step is to decide how each of the 

market risks in the strategy can best be captured to deliver 

the market rewards that clients are owed. We call this an 

evidence-based smart beta approach.

We believe that a superior approach is to use funds that 

seek to deliver as much of the market return on offer  

(i.e., low cost quantitative asset class funds).

The logical case for asset class funds

Professional money managers manage around 80% 

to 90% of all money, and mostly all claim to be able to 

beat the market - known as ‘active managers’.  Yet that is 

mathematically impossible. Remember that trading in the 

markets, in an attempt to beat them, is a zero-sum game 

before cost and a less-than-zero sum game after trading 

costs.  If there were only two investors in a market and 

one held all the market-beating stocks, the other must, 

by definition, hold all of the market-losing stocks.  They 

cannot both be winners.  

The maths makes sense

All investors are the market and, thus, the average investor 

will obtain the market return, before costs.  Given that the 

cost of investing in an actively managed fund (those trying 

to beat the market) is around 1.3% per year in the US, the 

average active fund will deliver a return below the market 

by this amount. Put bluntly, the simple mathematics of the 

cost differential between active and asset-class investing 

should result in asset-class funds beating the majority of 

active funds.

That would not matter if those managers who do beat the 

market, do so consistently and they can be identified, in 

advance, as being skillful rather than lucky.  We accept 

that if a manager can do so, then the incremental returns 

that they may deliver would be valuable, because of the 

effect of compounding and time.  The question is whether 

a) their performance does persist across time and b) what 

chance we have of picking these managers compared 

to the likelihood of a painful outcome of picking a poor 

‘market-losing’ manager.  

The empirical evidence is compelling

Research studies across markets such as the US, UK, 

India, Spain, Australia all reveal the same message - that 

skilled-based, market-beating returns are evidenced in only 

small numbers which may be as low as around 1% to 2% 

of fund managers, over the longer-term15. 

Over shorter periods of time a few more may beat the 

market, but many of those are simply lucky, or perhaps 

their track records are too short to distinguish skill and luck. 
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Today’s winners tend not to go on to be tomorrow’s winner, 

implying that short-term performance, on which so much 

product choice is sometimes based, is more likely to be 

due to random noise than skill.  In our opinion, the odds of 

finding tomorrow’s winning managers are gambling odds.  

It is a game we do not wish to play with our clients’ wealth.

On occasion we will step away from using asset class 

funds, but that is usually driven by the fact that an asset 

class alternative is not currently available to reflect 

the risk exposure that we require. A case in point is our 

allocation to world bonds; we wanted exposure that was 

highly diversified and that does not allocate assets based 

on the market capitalisation of the global bond markets 

to countries that are more indebted than others, which 

make little sense. No asset class funds exist that can give 

us exposure to this asset class without being skewed to 

the most heavily indebted governments in the world, so 

an active fund manager is used to get us exposure to a 

diversified cross section of global government bonds.

Understanding where returns come from, capturing 

them whilst filtering out unwanted exposures results in 

sophisticated, elegant and understandable portfolios. 

With this understanding, we then combine asset classes 

and return/risk factors to maximize the amount of return 

we generate per unit of risk to deliver optimized portfolios 

to our clients.

A choice that plays the odds in 

favor of success

As we have said, we aim to make decisions that provide 

clients with the greatest likelihood of the best outcome.  

As the market beats most active funds over time and the 

future winners are hard to identify in advance, if we can 

find funds that consistently deliver returns that are as 

close to the market as possible, then we will be happy, and 

our clients should be too.  Fortunately a growing number 

of funds are available to US investors to adopt a robust 

asset-class smart beta approach.  

In its own way evidence-based smart beta investing is 

as skillful as active investing, yet its ability to deliver 

on its promised goal – that of delivering market returns 

- is we believe, superior to the promises made, but sel-

dom delivered. Asset-class funds should behave as one 

would expect them to, based on their ambition, low costs, 

transparency and simplicity.  Our clients can access the US 

market (using tax-managed funds to minimize portfolio 

taxes) for a fraction of the direct 1.3% cost drag of active 

US equity funds outlined above, and that is before turnover 

costs and taxes are added in.

Many smart-beta asset-class investment managers are 

also skillful at being able to add additional return by 

understanding how to overcome the Reconstitution 

Effect16, with Smart Trading17 and by getting your 

assets working harder for you by lending them out to 

active managers18.

 

Selecting best-in-class funds

Choosing which funds and exposures to recommend to 

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 
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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. 

V  How safe is our clients’ money?
Clients benefit from several layers of security. The first 

is that, as a firm, we never handle client money. A client 

account will be set up directly with a platform that 

administers the client’s portfolio, and acts as the nominee 

for assets held. Any monies held are treated as ‘client 

monies’ and must be handled in accordance with the SFC 

or SEC’s and other regulator bodies’ requirements.  These 

client monies are ring-fenced from the platform provider’s 

balance sheet. Its role is restricted to the maintenance of 

the registers detailing client holdings and directions to 

buy and sell the assets under the discretionary powers 

delegated to us by our clients.

All of the funds that clients will be invested in are run by third 

party investment managers, who have the power to pass 

instructions on the fund’s behalf to buy or sell securities, but 

again do not handle client monies.  Investor registers are 

maintained by the independent Registrar & Administrator.  

The assets of the fund are held by independent custodian 

banks and are regularly audited.  Fund assets are ring 

fenced from the balance sheet of the fund manager and 

the custodian bank. As part of our due diligence process we 

make sure that we are comfortable with all parties involved 

in the chain. The funds we recommend are all managed 

by regulated entities, whose fund assets are administered, 

audited and custodied by some of the largest and most 

reputable players in the business.

Sometimes the issue is raised as to why we only have a 

limited number of fund providers in client portfolios.  

The answer is that they are the providers of current 

best-in-class products.  They are all leading firms, which 

are financially sound.  In a worst case scenario of an 

unexpected corporate failure, the investment mandate 

(contract) would be picked up quickly by another equally 

able fund management firm.  Diversification by security 

(i.e. companies) is more important than diversification of 

managers.  Five managers each holding 30 stocks – some of 

which may be overlapping - is a far riskier proposition than 

one manager holding 5,000 stocks, globally as the funds 

we employ do.
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VI  Ongoing management of client            
     portfolios
Our objective is to get our clients invested in a portfolio 

that they do not have to worry about, either from a return 

experience perspective or a practical standpoint.  We have 

put in place a robust investment governance process to 

make sure that we continue to make the best decisions 

that we can on behalf of our clients.

Governance of the investment process

It is entirely possible, and likely, that a client’s portfolio 

will look much the same between one time period and the 

next with little activity, except for rebalancing.  However 

that does not mean that nothing is happening.  We hold 

an Investment Committee meeting every quarter. The 

meetings are focused on reviewing any new academic 

evidence supporting or challenging our approach, the 

latest research on asset classes, and additional due 

diligence ensuring that our best-in-class asset-class funds 

remain so, given the performance of our existing funds 

against their benchmarks and in light of any new funds 

available.

Our entire investment process is fully documented with 

supporting evidence and theory backing each decision 

that we face in establishing client portfolios, and is 

continually updated.  All Investment Committee meetings 

are recorded in meeting minutes.

Regular reviews

Finally we will agree with our clients how often we need to 

sit down and discuss with them how they are progressing 

against their broader Wealth Plan, one element of which 

is how the investment portfolio is doing both against 

expectation and against the plan.   
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VII  In summary

Our approach is logical, and highly effective. It is based on the latest empirical evidence and academic 

investment theory that allows us to deliver our clients a robust and diversified exposure to the rewards of 

global capitalism.  It is understandable and transparent.  Returns come from markets and the goal of seeking an 

enhanced market return is achievable over time and an eminently sensible approach.  In short, we aim to do a 

few sensible things exceptionally well.

We hope you have enjoyed this paper, and can see why we strongly believe that adopting an evidence based 

approach is a better way to invest.  If you have any questions or comments, we would be happy to talk them 

through in more detail.

THIS DOCUMENT IS FOR INFORMATION AND EDUCATION PURPOSES ONLY.  ANY INFORMATION CONTAINED 

WITHIN IT IS THE OPINION OF THE AUTHORS AND NOTHING IN THIS DOCUMENT SHOULD, UNDER ANY 

CIRCUMSTANCES, BE CONSIDERED AS INVESTMENT ADVICE.  ALL INFORMATION PROVIDED IN THIS

DOCUMENT COMES FROM SOURCES THAT WE BELIEVE TO BE RELIABLE ALTHOUGH WE DO NOT GUARANTEE 

ITS ACCURACY OR COMPLETENESS.  
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Risk Warnings

 » Past performance is not a reliable indicator of future results.

 » The price of units and the income from them can fall as well as rise.

 » Currency fluctuations may increase or decrease the return of any investment.

 » Investment into any investment portfolios should be regarded as medium to long term.

 » There can be no guarantee or assurance that a client’s portfolio will not incur a loss 

 over any particular time period.

 » MASECO Asia Limited trading as MASECO  Asia is authorized and regulated by the  

 Securities and Futures Commission in Hong Kong.

MASECO Asia Limited (CE# BHR224) is authorized and regulated by the Securities and Futures 

Commission of Hong Kong to carry out Type 9 Regulated Activities.  All information in this 

document is intended for financial professionals or Professional Investors (as defined under 

the Securities and Futures Ordinance of Hong Kong) only.



19  RationalPortfolio - MASECO Asia Approach2016 V1

Endnotes
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The Efficient Markets Hypothesis was developed by Professor Eugene Fama.  It suggests that markets work 
effectively, incorporating all public information in a share price, which is the best estimation of a company’s 
true value. Prices change on new information and, as such, market movements are unpredictable and random.  
Mispricings are unpredictable and are rarely exploitable.  The empirical evidence on the persistent failure of 
most professional investors to beat the market supports it.
Seminal works: Eugene F. Fama, “Efficient Capital Markets: A Review of Theory and Empirical Work,” Journal of 
Finance 25, no.2 (May 1970): 383-417.
A Random Walk Down Wall Street, by Burton Malkiel. 

A widely quoted study (see below), which reviewed 91 major US pension plans, found that despite most of 
the trustees focus being on fund manager selection and decisions to time markets, the variability of returns 
over time were dominated by the long-term, strategic mix of assets (asset allocation) that the pension fund 
exhibited.  In fact is explained around 94% of the return variability.  The obvious conclusion is that most 
investors are better off focusing on asset allocation decision rather than trying to pick managers or time 
markets.
Seminal work: 
Brinson, Beebower, Hood Brinson, G., Hood, R., and Beebower G., (1986) ‘Determinants of Portfolio 
Performance’, Financial Analysts Journal, vol. 42, No. 4, pp 40-48.

Imagine that you and a friend both made an investment of $1,000 for 30 years, and the market returned a 6% 
compound return over this period.  The two funds you chose were similar in all respects except that yours had 
costs of 0.2% and hers had costs of 1.5%.  At the end of the period your investment would be worth $5,400 
and your friend’s $3,200.  Ignore costs at your peril.

The average UK All Companies actively managed fund has a total expense ratio (TER), which comprises the 
Annual Management Charge (AMC) and other fixed costs that can be offset against fund performance, of 
around 1.6% (Lipper 2009).  Within that there is around 0.5% trail commission passed to commission-based 
advisers each year.  Another 0.25% represents payments to fund platforms to cover the cost if holding the 
assets for the client.  To make a fair apples-to-apples comparison, these costs have been omitted from the 
‘all-in’ calculation.  Other costs that are a drag on performance relate to the decisions to sell and buy shares.  
The average turnover is around 55% of the portfolio a year (Lipper), which based on a round trip cost to sell 
and buy a share in the UK of around 1% (0.5% of which is stamp duty), means the average fund incurs around 
0.6% of trading costs a year.  That gives an ‘all-in’ cost of around 1.5% compared to around 0.2% for a 
well-managed UK equity index fund.     

Schneider, L. (2007), Diploma thesis: Are UK fund investors achieving fund rates of return? Submitted in July 
2007, Fachhochschule Kufstein, Tirol, Austria.

www.icifactbook.org

Barclays Equity Gilt Study 2011.

Dalbar Quantitative Analysis of Investment Behaviour, 2009 – this study reveals that the average investor 
in US equity funds lost, on average, 1% of their purchasing power over twenty years to 2008, compared to 
an average 5.3% return of the market (note that you can own the US market with an index fund for around 
0.1%).  

Lukas Schneider’s study (Note 5 above) also reveals that the average investor in UK equity fund has no reason 
to feel smug.  They underperformed the average UK active equity fund by 2%, which in turn underperformed 
the market by 2% - a 4% per annum wealth forfeit.  Given that the average after-inflation return on UK 
equities has been around 5% over the last 110 year (Barclays Equity Gilt Study, 2010) you might as well have 
stayed in cash!   

As an indication, a basic, high risk portfolio structure consisting of developed market equities, between 
01/1970 and 3/2011 had a worst year of -47% (with a best one year of 66%). Over five years, the worst 
annualised loss was around 6% per year, compared to an average return of 11% and a best return of 34% per 
year over five years.  Data: MSCI World Index (net.div.) in US$.

The Share Holder (2009), Broadening your horizons. www.shareplc.com.  

Heifliger et. al. (2002) Hedging Currency Risk: Does It Have to Be So Complicated? 
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Albion 
In a piece of research that provides significant insight into the nature and source of equity market returns, Eugene 
Fama and Kenneth French proposed that three main factors could describe around 95% of all the return of a 
portfolio of equities.  The first factor was the contribution of the market itself; the second related to the size of 
the equities in the portfolio relative to the market; and the third factor related to the ‘value’ of the firm based 
on its book value compared to its market value – firms with a high book-to-market ratio being classed as ‘value’ 
stocks and those with a low book-to-market ratio being known as ‘growth’ stocks.
The work has become central to robust portfolio structuring as the equities of smaller and value companies 
appear to have a higher cost of capital and thus a higher expected return.  The historical data support this thesis.  
In order to achieve higher returns investors must take more risk. Astute investors may seek to tilt portfolios 
towards these factors to obtain above market returns, for additional risk.
This work has also become important in deconstructing the returns of active managers.  Many instances of 
what appears to be skill-based outperformance can be attributed to ‘style’ (value and smaller company tilts) in 
portfolios that could have been accessed using cheaper passive alternatives.
Seminal work: 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.    

Based on the portfolio structure that we have arrived at and the risk, return and correlation assumptions we 
have made (which we would be happy to discuss with you) our broadly diversified return engine mix is expected 
to return around 6% per annum, after inflation but before any costs, with a risk of around 19% compared to 
a return of 5% per annum and 20% risk for global developed equities.  The improvement in the relationship 
between return and risk is valuable to our clients.

While there are a broad number of papers with similar numbers, research undertaken by John Bogle, one of the 
founders of the passive investment movement clearly reveals the fund picking challenge.  Looking at a period 
from 1970 to 2005, and reviewing all 355 US equity mutual funds in 1970, he found that only 132 funds actually 
survived through to 2005!  Of those only 9 evidenced statistically valid levels of skill; of those, six had high 
outperformance in the early years attracting significant assets and then their star fell back to earth, exhibiting 
patchy performance at best.  Only 3 of 355 funds showed any form of consistent, skill-based returns. That is less 
than 1%.
Recommended book: John C. Bogle (2007), The Little Book of Common Sense Investing, John Wiley & Sons.  

Anthony Lynch and Richard Mendenhall, ”New Evidence on Stock Price Effects Associated with Changes in 
the S&P 500 Index,” Journal of Business 70, no. 3 (July 1997): 351-83 showed that after S&P announced a 
stock was being added to the S&P500 index it would have a significant abnormal return of 3% on the day of 
announcement, 3.807% between the announcement date and reconstitution day and a negative abnormal return 
after the reconstitution date. Rajesh Chakrabarti, Wei Huang, Narayanan Jayaraman, and Jinsoo Lee, showed the 
Reconstitution Effect also exists in non-US Indices in their research ”Price and Volume Effects of Changes in MSCI 
Indices—Nature and Causes,” Journal of Banking & Finance 29, no. 5 (May 2005): 1237-64.

Skilful passive investment management companies can add value by not needing to trade certain stocks and by 
being a market liquidity provider.  Typically market liquidity providers get paid a premium to trade and takers 
(most active managers) pay a premium to trade.  Recommended video: http://www.dfaus.com/process/trading.html

Most passive funds have low turnover and own a large number of securities in their portfolios.  This makes them 
a good provider of securities to active manager who would like to `short` equities.  Before `shorting` a security, 
the active manager must first borrow the security from someone who owns it.  When they borrow the security, 
they must pay the lender a fee for borrowing the security.  Skilful passive investment companies can generate 
additional revenue from this endeavour and some will pass on the incremental revenue to their clients.
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