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Mutual Funds:
 Reported Returns Versus Realized Returns 

Numerous studies over the years have demonstrated that the realized returns earned by most mutual fund investors were actually significantly lower than the returns reported by the very same funds in which they invested. The fund managers were neither lying nor misrepresenting their returns. The returns reported by mutual funds reflected the hypothetical returns that would have been earned on each dollar invested, if the dollar were invested for the entire period reported. The discrepancies occurred as a result of investors’ own trading behaviors, as they jumped from one fund to another in their quest to outperform the market.

Many investors lack a clear investment policy to help them achieve a prudent buy-and-hold, objective-based strategy. They tend to instead succumb to “recency” in their investment decisions, extrapolating funds’ most recent past performances into the future. Such investors fall prey to selling mutual funds that have been recently underperforming (selling low) and purchasing those that have been recently outperforming (buying high), despite the evidence that such an approach cannot be expected to outperform, particularly after the expenses incurred in the effort. 

Money Magazine recently completed a study using data provided by Lipper, Inc., with the assistance of Charles Trzcinka, Indiana University finance professor; and investment policy specialists Lawrence Siegel and Timothy Arthur of the Ford Foundation.1 The study analyzed the returns of more than 6,900 US stock funds from 1998-2001. Each fund’s total return was calculated for each month and then multiplied by the fund’s assets to calculate the actual return earned by shareholders. 

The study’s data revealed just how much damage investors can inflict on their own portfolios by succumbing to recency, or chasing the noise of the market. For example, in reporting the results of the study, Money Magazine columnist Jason Zweig noted that the Kinetics Internet Fund reported a return of 42.4 percent per annum during the entire study period. It entered the period with just $100,000 under management. With returns of 79 percent during its first six months, and almost 200 percent for the full year, new investors jumped on the bandwagon, to the tune of $22 million under management by the end of 1998. It repeated its spectacular performance in 1999, again returning over 200 percent, at which point, a tidal wave of assets rushed in. By the end of 1999, the fund’s assets had swelled to $1.15 billion. 

Then the Internet bubble burst. By the end of 2001, while the fund was still accurately reporting annualized returns of over 42 percent per annum, most Kinetics Internet Fund investors had actually lost almost 16 percent per annum on their investments, resulting in a gap of more than 58 percent between the reported and realized returns. Where did the gap come from? The biggest gains had occurred when the fund had a small amount of assets under management and few investors, while the biggest losses had occurred when the fund had a much larger amount under management and many recent investors. 

The example of Kinetics Internet could be considered typical. Similarly, the Janus Funds, long a favorite among individual investors, reported returns of 5 percent annually for the period 1998-2001. Yet the actual returns earned by Janus investors during the same period were a negative 11 percent, representing a negative gap of 16 percent.2 

Additional evidence can be found in two Morningstar studies. The more recent study tracked the performance of the least popular fund categories from 1987 through 2000. Morningstar measured popularity by the amount of cash flowing in or out of the funds. Interestingly, the three least-popular categories of funds beat the average fund 75 percent of the time. Even more amazing, they beat the most popular funds 90 percent of the time.3

The second Morningstar study, covering the period 1987-1995, compared returns each year with the returns for the subsequent one, two, and three years. Morningstar found that funds from the three least popular equity categories outperformed funds from the three most popular categories 22 out of 24 times, or just about 92 percent of the time.4
Jim Oelschlager, manager of the Oak funds, summarized the tendency toward recency investing as follows: “People have always come in at the wrong time and left at the wrong time. … That’s unfortunate, but I don’t know how you change human psychology. The truth is, I don’t think you can. You can’t save people from themselves.”5 

We agree with Oelschlager that the tendency is indeed strong. This is particularly true given the constant hype fed to investors by many within the popular media and brokerage community regarding the latest investment trends and hottest money gurus. The more responsible reporters in the community (such as Jason Zweig) are much harder to find. However, unlike Oelschlager, we remain optimistic that some people can and have changed their behavior, particularly those who, through education, recognize the weakness and take steps to overcome it. 

Among the strongest possible defenses is for the investor to seek the assistance of a professional investment advisor. The advisor should help the investor develop a written investment policy statement, and to use the clearly defined investment policies to build globally diversified portfolios of passively managed funds that reflect the investor’s unique risk tolerances. Supplement such a plan with the discipline and expertise an advisor can provide to help the investor remain true to his or her objectives, to conduct regular portfolio rebalancing, and to implement effective tax loss harvesting, and it is possible for one’s portfolio to end up at the right place at the right time. 
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