
 

 

 

 Return Gaps – Why Investors Fall Short 

 

 

Research has shown that the actions of the average investor act as a drag on returns. Behavioral biases such as 

overconfidence, herding, and an overemphasis on near-term events has typically caused investors to take a 

short-term focus, chasing the returns of the recent winners in the market in an effort to generate excess returns. 

The effects of this behavior has been found to be counterproductive, yet simple steps can be taken to improve 

returns through disciplined portfolio construction and due diligence. 

 

In examining the dollar-weighted returns of mutual funds, which accounts for monthly assets flows, researchers 

have analyzed the timing decisions made by investors and their subsequent impact. The results of this work 

have shown that the return the average investor experienced in each asset class has typically fallen short of the 

average return of mutual funds within that asset-class, a phenomenon that has been termed a “return gap.” 

DALBAR quantified this effect in their 2016 Annual Quantitative Analysis of Investor Behavior Report1 where 

they found over the past 15 years ending in December 2015, the average equity mutual fund investor has 

earned a return almost half of what they would have received by simply buying and holding an S&P index fund 

(4.67% v. 8.19%). Analysis from Morningstar has shown this effect persists at the sub asset-class level as well 

(Figure 1). 

 Figure 1. 

Source: Vanguard – “Reframing Investor Choices: Right Mindset, Wrong Market.” 



 

 

 

The attempt by investors to generate excess returns (“alpha”) through manager selection is one cause of return 

gaps. In a search for alpha, investors are prone to investing in strategies with the best recent returns and 

ignoring that short-term outperformance may be driven by an investment approach, or style, that’s in favor 

given the current market environment. This performance chasing behavior is prone to causing overvaluations in 

the areas of the market with the best recent returns, often leading to underperformance once there is a change 

in the macro-economic environment that causes valuations to normalize. A similar effect is often observed in 

manager termination decisions as investors frequently sell underperforming managers prematurely, despite 

attractive valuations in their holdings. An example of the detrimental effect of investor decisions was quantified 

in research from Frazzini and Lamont (2008), which found that funds with the greatest inflows have the worst 

subsequent performance (Figure 2). Similarly, an analysis done by Vanguard in 2013 showed that managers with 

high Morningstar ratings, which are based on past performance, have lower forward-looking return than their 

lower-rated peers (Figure 3).  

Figure 2. 

 
 
Source: Research Affiliates, LLC – “If Factor Returns are Predictable, Why is there an Investor Return?” Based on Frazzini and 

Lamont(2008) data.  

 

Figure 3. 

 
 Source: Vanguard – “Putting a Value on your Value.” Calculations using data provided by Morningstar, Inc as of December 31, 2013. 



 

 

 

 

The performance chasing nature of investors can also be explained by behavioral biases. As discussed above, it’s 

human nature to place too much weight on short-term events and insufficient weight to evidence from the 

more distant past. This behavior, know as a receny bias, is one likely cause of investors’ tendency to allocate 

capital to the market’s best recent performers. Subsequently, individuals are prone to exhibit a herding bias, 

leading to crowding in some of the most popular areas of the market given the comfort and less career risk 

investors find in following their peers. Finally, an overconfidence bias can lead investors to overestimate their 

abilities, resulting in excessive trading that typically ends up acting as a drag on results.  

Return gaps can potentially be avoided through a disciplined approach to portfolio construction. When invested 

in strategies with high benchmark relative variability, investors may be uncomfortable with periods of significant 

underperformance and, subsequently, inclined to sell at the trough of a manager’s performance cycle. By 

diversifying across differentiated investment styles, investors may be able to smooth the overall portfolio’s 

return variability around its benchmark and systematically re-balance the portfolio holdings back to their target 

weights to harvest gains in the best performing and likely over-valued areas of the market, while adding to out-

of-favor strategies that have trailed the market but are more likely to have cheaper valuations. For those unable 

to fully embrace a contrarian stance, we believe they should at least consider adopting a buy-and-hold strategy. 

The power of this approach is demonstrated by Morningstar’s target-date fund category, which has generated a 

positive returns gap over the 10-years ending in 20152. The constant cash flows received by target-date funds, 

which are primarily held in retirement accounts, is the likely explanation of this phenomenon. 

Another way investors can avoid falling short is through thorough initial and ongoing due diligence. A study from 

Vanguard found that of managers that outperformed over a 15-year period, over 50% had seven or more years 

of trailing the benchmark’s return3. Given the cyclicality of manager performance demonstrated by this study, 

it’s important for investors to have an understanding of the environments each investment strategy will perform 

best and worst in to determine if underperformance is within expectations. Subsequently, the identification of a 

sub-set of peers with similar investment philosophies can provide another valuable benchmark. If it’s 

determined that the manager’s returns are outside expectations and inferior to peers, a close evaluation of the 

strategy’s organization, investment team and process are necessary to determine if it’s simply the case of a 

skilled manager going through a period of short-term headwinds, or if underperformance is symptomatic of 

larger issues.  
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Disclosures & Definitions 

Past performance may not be indicative of future results. Therefore, no current or prospective client should assume that 

the future performance of any specific investment, investment strategy or product made reference to directly or indirectly, 

will be profitable or equal to past performance levels. Opinions expressed are as of the date published and are subject to 

change. Published: [9/28/2016] 

 
S&P 500 
The S&P 500® represents large-cap U.S. equities, including 500 companies which capture approximately 80% of the 
available market capitalization in the U.S. 


