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Experienced planners will know that left unchecked poor investor behaviour can be responsible for significant wealth 
destruction through actions like buying high and selling low. The problem can become particularly pronounced 
during market extremes when emotions such as fear and greed are prominent. Perpetuating the problem is the way 
in which investment success is measured by the industry and reported in the media.  

In this edition of the FTFM, we highlight some research undertaken by Morningstar in the USA which shows the 
difference between the average return quoted by funds and the average return actually received by investors. This is 
known as the ‘return gap’ and takes each fund's stated return and then adjusts for inflows and outflows to get a 
measure of how the typical investor really fared. In technical terms Morningstar measures the difference between 
time-weighted and money-weighted returns, also making an adjustment for the different size of funds. Time-weighted 
returns are those shown in the performance tables and assume an investor buys at the beginning of a period and 
holds the investment to the end. Money-weighted returns factor in when the funds are actually bought and sold. The 
chart below shows the return gap in the USA during the decade ending 2013 was 2.5% per annum.  

The Return Gap: 10 years to 31 December 2013 (US Mutual Funds) 

 

 

 

 

 

 

 
 

How this impacts fund manager behaviour  

Knowing how investors react to short term performance many fund managers mistakenly place an undue focus on 
their ranking within the league tables (and forget that investors are actually loss averse and do not like losing money). 
Peer awareness is insidious, because this fear of underperformance leads to benchmark hugging. Not wanting to 
“stray too far from the pack” also increases the likelihood of holding expensive or inappropriate assets, simply 
because those assets are prominent within the peer group or market benchmark. The whole process encourages 
herding and inhibits the pursuit of attractive assets that are out of favour. This is unfortunate because it is the 
unpopular assets that often have the highest expected future returns, and are therefore more likely to provide long 
term outperformance and less downside. 

Goal based investing 

A better approach for investors, financial planners and asset managers involves aligning the investment strategy with 
the goals of the investors and then tracking outcomes on the same basis. Success then becomes a function of the 
consistency with which the stated objectives are achieved, rather than whether the strategy is top of the league 
tables. It would be unusual for an investor to have an objective that requires performance to be top of the peer group, 
because as they say “you can’t eat relative returns”. Defining success in a way that is consistent with client 
objectives means they are less likely to engage in value destroying behaviour, and more likely to focus on outcomes 
that are actually relevant to their circumstances.  

0.00%

2.00%

4.00%

6.00%

8.00%

Time Weighted (All Funds) Money Weighted (All Funds)

Return Gap = 2.5%

Source: Morningstar 



  

  

                       2 Ibbotson Associates | From the Foot’s Mouth | October 2014 

 

Disclaimer 
This document is issued by Ibbotson Associates Australia Limited (ABN 54 071 808 501, AFS Licence No. 228986) (‘Ibbotson’). Ibbotson is a member of the Morningstar group of 
companies (‘Morningstar’). © Copyright of this document is owned by Ibbotson and any related bodies corporate that are involved in the document’s creation. As such the document, or 
any part of it, should not be copied, reproduced, scanned or embodied in any other document or distributed to another party without the prior written consent of Ibbotson. The information 
provided is for general use only. In compiling this document, Ibbotson has relied on information and data supplied by third parties including information providers (such as Standard and 
Poor’s, MSCI, Barclays, FTSE). Whilst all reasonable care has been taken to ensure the accuracy of information provided, neither Ibbotson nor its third parties accept responsibility for any 
inaccuracy or for investment decisions or any other actions taken by any person on the basis or context of the information included. Past performance is not a reliable indicator of future 
performance. Neither Ibbotson nor Morningstar guarantees the performance of any investment or the return of capital. Ibbotson warns that (a) Ibbotson has not considered any individual 
person’s objectives, financial situation or particular needs, and (b) individuals should seek advice and consider whether the advice is appropriate in light of their goals, objectives and 
current situation. Before making any decision about whether to invest in a financial product, individuals should obtain and consider the disclosure document. For a copy of the relevant 
disclosure document, please contact our Distribution Team on 02 9276 4550. 

  

 

 


