A/ ichael Barr

Contents

Where will the
growth come
from?

Pg 4

Active fund

management
- It may work for a
while but not for

long
Pg5

& Co. Ltd

Newsletter

The value of good advice

As investors grapple with
the extreme market
turmoil | hear of many
stories where investors
question the value of the
financial advice they have
been receiving. Perhaps
the more pertinent
observation is to ponder
the cost of bad advice.

That unrecoverable cost has
been evident on several
fronts in recent months
amid revelations of multiple
investment scandals in
which thousands of people
have been robbed of their
retirement savings. Even
properly advised investors
are finding market volatility
difficult to deal with right

now but the pain is
compounded for those who
have been victims of
incompetence, deceit and,
in some cases, outright
fraud.

Among the scandals is the
disgraced financier Bernard
Madoff, who is alleged to
have swindled investors of
US$50 billion in a 'Ponzi'
scheme, a scam in which
early investors are paid with
money from later investors.
Other similar schemes are
coming to light in the City,
in addition to the collapsing
hedge funds which | first
wrote about almost a year
ago.

Continued pg2

Good advice is not about forecasting.



For a non-technical but
superbly truthful view of
the hedge fund industry,
as | see it, go to the Dilbert
link

http://dilbert.com/strips/comic/2009-04-12/
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- Many a true word is
spoken in jest!

A common thread

While each of these sad
episodes is distinctive, they
share a common
characteristic in that people
were lulled into investing
into something that, in
normal times, they might
have identified as seeming
too good to be true.

There are those who are
now more vulnerable as the
Bank of England base rate
is the lowest rate on record,
and there is the risk of
investors jumping out of
the frying pan.

That's the nature of long
bull markets. People start
to focus exclusively on
investment return, rather
than the risk which drives
those returns. This
provides an opportunity for
purveyors of bad advice or
plain scam artists to ply
their wares.

“If it seems to be too good
to be true, it probably is"
was on everybody's lips
after the Barlow Clowes
fraud just over 20 years
ago.

| remember rescuing an
investor who had fallen for
the scam just before it
collapsed and as a result
she became a client for life.

So it seems as if the passage
of one generation is long
enough for many to forget
the lessons of the past.

What is good advice?

It is worth reflecting at this
time on exactly what
constitutes good advice and
how investors can recognise
it when it is offered to them.

First, good financial advice
is not about providing a
forecast. The smartest
advisers are not those who
seek to divine what will
happen next in the markets,
but the ones who help their
clients make smart
decisions about their money
to secure the capital market
rate of return.

This kind of advice is not
based on a hunch or guess
work, but on financial
principles backed by long
observation and research.

Second, good financial
advice is about structuring
an investment strategy that
is right for the individual,
not one that reflects what
the advisor is trying to sell
and earn them the most in
commissions. It has to
match each person's
appetite for risk, while
helping them reach their
lifetime investment goals.

Third, good financial advice
is about ensuring clients'
portfolios are structured
around risks where there is
an actual relationship with
return.
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The scandals listed earlier
largely resulted from people
not understanding or not
being told the sizeable risks
they were taking in chasing
‘guarantee dreturns.

An educational
process

It is obvious to say but not
often followed in practice
that good financial advice
means ensuring investors
understand what their money
is going into and that the
management of those assets
is handled transparently and
with a great deal of integrity.

This involves advisors being
upfront with their clients
about what they can and
can't control. If investors
want to enjoy long-term
stock market returns, they
need to be exposed to the
stock market. That means
they can't avoid being
exposed to a market
downturn.

We can diversify to avoid
specific risks to avoid heavy
losses and have a mix of
truly defensive and growth
assets blended in an efficient
portfolio.

We can also plan well to
minimise fees and taxes but
anything else is beyond
reality. For examples of bad
fortune look at those who
thought they had spotted a
bargain in banking shares
and property companies last
year, and those who tried to
make money by chasing
higher interest paying Bonds
without having the risks
explained.

Perhaps the hardest part
about financial advice is
keeping investors disciplined
in their chosen asset
allocation even when things
seem hopeless. Good
advisors remind their clients
that falling prey to short-
term anxiety and dumping
their asset allocation to
shelter completely in cash,
or to be attracted to some
investment that promises the
earth (but have in fact no
substance) will not be the
best for their long-term
wealth. These mistakes just
mean they forgo stock
market returns and the risk
of missing the bounce when
it comes.

Diversified portfolios may be
down, but they are not out.
We can take comfort from
the fact that potential
returns are now at a high
level and that if nerves are
kept, we are positioned for
the recovery when it comes.

That is the value of good
advice. O
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Where will the growth

come from?

Each person running a
business is responsible for
their own part of the
recovery. If you only rely
on national statistics you
will overlook the role of
every business owner.

| am cautiously optimistic,
whereas some | see are
convinced we are going into
some deep depression.
However, even the
pessimists work harder to
make sure their own
businesses will survive and
flourish on
after the recovery. | do not
hear of many people giving

up.

What company will keep a
manger or Chairman who
does not work hard to keep
the company going? When a
job is lost, most try to get
another or work out a
survival plan. We put in extra
hours to try and make our
life and business better. Even
if it is really difficult,

t'he

most of us do not give up.
What we do is to get on with
it and have a go, every day.

It is these individual efforts
that will get us back into
working order.

This is not under-estimating
the problems we, as a
Nation, face the very deep
holes of personally held and
Government debt, so it is
going to take time. The point
is that most of us will do
what we can to make our
lives better, and all these
individual efforts multiplied
together will get us back to a
growing economy and
rewarding markets.

Of course, we will always
have problems, but we solve
them as best we can. The
country suffered terribly
during and then after WW2
and we became strong again.

This is not that bad. O




Active Fund Management
o It may work for a while
but not for long
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The article explaining
why an orang-utan is a
better fund manager
than your average active
manager is located on
our websited home page.

For those of you with a
thirst for more information
there is a mathematical
reason why it takes 16
years to determine that a
manager’ s exce
are either down to luck or
skill.

A manager’s apparent skill
is measured by what is
known as the information
ratio (IR) being active
return/active risk
(alpha/tracking error).

Leading managers exhibit
Information ratios of
around 0.5

The length of time
required to discern skill
from luck is defined by an
equation:

Time = (2/1R)
is the t-statistic at a 95%
confidence level.

Applying this formula, a
fund manager needs a
track record of 16 years
to be able to distinguish
skill from luck - in other
words to be able to prove
they were not just lucky.
So there you have it.

Unfortunately, the
number of managers still
with the same company
after 16 years is
minuscule, and to follow
him or her around costs
money, which eats into
any outperformance
above the market return.

Active fund management
can beat the passive
approach, but there is no
defined process where we
can reliably distinguish in
advance between the
flops and the flyers.

This part of the argument
is easy to understand
because we are trying to
find an accurate way of
reliably predicting the
future, which is clearly
impossible. O
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Pension Legislation

The National
Association of Pension
funds has said that our
Government has passed
700 pieces of pension
legislation in the last 14
years, which is one a
week on average. How
about that!

It is obviously a great
time to be a pension
commentator and if you
have ever seen me

perhaps cutting the new
rules to make it only one

e change every fortnight
looking tired at my desk might give us a chance to

it might not just be the catch up and the time to
fell walking. walk the dog. O

It may be me just trying
to keep up with the press
releases!

| have heard it said that

there may be a campaign
to lobby the Government
to ask it to ease up a bit-
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