
The issue of portfolio performance has occupied investors’ 
minds for much of the last 3 years given the low returns 
produced by portfolios across the board. Portfolio review 
discussions over the past year have shown us that there can 
be some confusion about what an investor’s actual return 
is. 

Understanding Performance Figures
When investors look at the returns on a fund fact sheet they see one 
number, however, when they get a statement from their product provider 
they can get an entirely different number. In a period of low returns, 
this can lead to investors losing trust in the financial services sector.

The best way to illustrate this issue is with a simple stylised example as 
per the table below:

Year Value at 
Beginning 
of the Year

Investment 
at the 

beginning 
of the Year

% Return Return Year end

1 R 10 000 6% R 600 R10 600

2 R 10 600 R 10 000 6% R 1 236 R 21 836

3 R 21 836 R 10 000 6% R 1 910 R 33 746

4 R 33 746 R 10 000 6% R 2 625 R 46 371

5 R 46 371 R 10 000 6% R 3 382 R 59 753

6 R 59 753 R 10 000 6% R 4 185 R 73 938

7 R 73 938 R 10 000 6% R 5 036 R 88 975

8 R 88 975 R 10 000 6% R 5 938 R 104 913

9 R 104 913 R 10 000 6% R 6 895 R 121 808

10 R 121 808 R 10 000 6% R 7 908 R 139 716

11 R 139 716 R 10 000 12% R 17 966 R 167 682

12 R 167 682 R 10 000 12% R 21 322 R 199 004

13 R 199 004 R 10 000 12% R 25 081 R 234 085

14 R 234 085 R 10 000 12% R 29 290 R 273 375

15 R 273 375 R 10 000 12% R 34 005 R 317 380

16 R 317 380 R 10 000 12% R 39 286 R 366 666

17 R 366 666 R 10 000 12% R 45 200 R 421 865

18 R 421 865 R 10 000 12% R 51 824 R 483 689

19 R 483 689 R 10 000 12% R 59 243 R 552 932

20 R 552 932 R 10 000 12% R 67 552 R 630 484

CAGR 8.96%
IRR 10.01%
Average Return 9.00%

The table above uses three different methodologies to calculate 
investment return; Average Return, Compound Annualised Growth 
Rate (CAGR), and Internal Rate of Return (IRR). For the exact same return 
figures above there are three different performance figures shown at 
the end of the period. The Average Return shows a return of 9% p.a., 
CAGR gives a return of 8.96% and IRR shows a return of 10.01%. Below is 
a brief explanation of these different methodologies.

Average Return
Average return is the simple mathematical average of a series of returns 
generated over a period of time. An average return is calculated the same 
way a simple average is calculated for any set of numbers; the returns are 
added together into a single sum, and then the sum is divided by the 
count of the numbers in the set. 

Compound Annualised Growth Rate (CAGR)
The concept of CAGR requires only three primary inputs: an investment’s 

beginning value, ending value, and the time period. The CAGR is 
superior to Average Returns because it considers the assumption 
that an investment is compounded over time. One limitation is that it 
assumes a smoothed return over the time period measured, only taking 
into account an initial and a final value when, in reality, an investment 
usually experiences short-term ups and downs. CAGR is also subject to 
manipulation as the variable for the time period is input by the person 
calculating it and is not part of the calculation itself.

IRR
IRR is more flexible in that it considers multiple cash flows and periods. 
While CAGR simply uses the beginning and ending value, in reality cash 
inflows and outflows occur when it comes to investments. 

Why is this important?
It is important that investors understand what methodology is used 
to calculate the performances they are looking at, and why there is no 
standard used in the industry. As your adviser, we use the IRR method to 
calculate your returns. This is because with most investors there are often 
a series of cash inflows and outflows, and the timing of these will almost 
certainly differ from client to client. Investors start, stop and change 
contributions at various times, and they may make ad hoc withdrawals. 
All of these activities impact on that specific investor’s return. 

Fund managers on the other hand have no way of knowing what each 
investor’s cash flow activity has been like, so they will typically use CAGR 
when calculating performances. So there is no deliberate attempt on 
their part to ‘show better numbers’ they are just not able to get the data 
they need to do an IRR calculation. 

However, there are some unscrupulous market players out there who 
understand these differences and may choose one methodology over 
another to deliberately show a better return. So it is important that 
investors are aware that this possibility exists and that they look at the 
numbers critically. 

This also explains why returns for monthly investors differ so significantly 
to those for lump sum investors. An IRR calculation for a monthly 
investment is more heavily influenced by recent returns as a result of 
the fact that there are more funds in the portfolio. So a good portfolio 
can suddenly look bad because of one poor month, which is a distinct 
possibility for long term, high growth portfolios.

Conclusion
The important thing for us as your adviser is to ensure that you get a 
true picture of your portfolio’s performance, warts and all. This is why 
we use the IRR methodology, and why you need to watch us in future 
to ensure that we are using this methodology consistently. This is one 
reason that while returns may not look good in the short term, that we 
will not necessarily and automatically change portfolios. 

Note
We will no longer be distributing consolidated statements with the 
quarterly newsletters. The service provider (Seed Analytics) was 
unable to source data from ALL the product providers, which resulted 
in incomplete statements. There was also a delay in getting and 
consolidating statements which meant that the statement values were 
outdated. This caused a lot of concern among many of our clients. We 
will continue to look for ways of distributing consolidated statements in 
a way that ensures integrity and usefulness to clients.
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