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Focus on investment costs, not style
When it comes to investing, the reality is the opposite of the marketer’s beloved slogan –  
“you get what you pay for”.

Over the past few years, the great active-versus-passive debate has raged. But while these 
discussions generally seek to uncover the best approach for investors to maximise their returns, 
they often distract from the one factor that transcends investment style or preference when 
selecting investments – cost.

If you want a better chance of earning a higher return on your investments, then a simple  
and effective road is through recognising the direct relationship between the cost of your 
investments and their after-fee returns.

Considerable evidence supports the view that the odds of outperforming a majority of similar investors increase  
if investors simply seek the lowest possible cost for any given strategy.

For example, in 2002 the Financial Research Corporation evaluated the predictive value of different fund metrics, 
including a fund’s past performance, Morningstar rating, alpha, and beta.

In the study, a fund’s expense ratio was the most reliable predictor of its future performance, with low-cost funds 
delivering above-average performance relative to the funds in their peer group in all of the periods examined.

Likewise, in 2010, Morningstar performed analysis across its universe of funds and found that, regardless of fund  
type, low expense ratios were the best predictors of future relative outperformance.

The rationale behind the expected sustained success of lower-cost active and passive investments over the long  
term is grounded in a theory called the zero-sum game.

The argument is that as the investment market return represents the average return of all investors, for each  
investor that outperforms the market there must be another who underperforms by the same amount. As a result,  
in aggregate, the excess return of all invested assets is zero.

Efficiency

The concept does not rely on any degree of market efficiency and applies to markets thought to be less efficient  
(such as small-cap and emerging market equities) as readily as to those widely regarded as efficient.

After accounting for costs, the aggregate outperformance of investors is less than zero. Thus, as costs increase,  
this performance deficit gets larger.

Vanguard founder Jack Bogle famously said: “The miracle of compounding returns is overwhelmed by the tyranny  
of compounding costs.”

Just like the accelerating effect compounding returns has on the growth of savings, the same thing happens—only  
in the opposite direction—when investment fees compound.

Consider an investor in a balanced portfolio containing a mix of equities and fixed income, who could reasonably  
expect to receive a 7 per cent annual return, in line with average market returns over the past 40 years.

Duncan Burns
Head of Vanguard’s 
Equity Index Group, 
Asia-Pacific
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Fees and return

Years

Low-fee portfolio 
performance  

(0.45% per annum)

High-fee portfolio 
performance  

(1.17% per annum)
Value lost to 
higher fees

% Value lost  
(per cent of  

low-fee portfolio)

0 100,000 100,000 0 0

10 188,000 175,000 13,000 7

20 354,000 306,000 48,000 14

30 665,000 535,000 130,000 20

40 1,250,000 935,000 315,000 25

Source: Vanguard

To show the impact of fees over time, let’s compare an investment with a lower management fee of 0.45 per cent,  
to an investment with Australia’s median investment cost of 1.17 per cent.

While some Australian managers charge management fees in the 0.1 per cent to 0.2 per cent range, the lowest  
10 per cent charge below 0.45 per cent in management fees.

The calculations above are based on an investment of $100,000 in a balanced multi-asset managed fund containing  
a mix of equities and fixed income with an average return of 7 per cent.

The percentage of value lost to high fees climbs higher as the years pass. In this example, from year 20 to year 40,  
the loss to fees increases from 14 per cent to 25 per cent. In all, over the course of 40 years, the impact of high fees  
is more than $315,000. Keep in mind that half the Aussie managers are charging more than that median 1.17 per cent 
fee, so some investor outcomes could be even more stunted.

Fees take a toll on any investor’s portfolio. That acceleration in costs as a portfolio grows should serve as a reminder  
to Gen Xers and Baby Boomers to pay close attention to fees and get them under control. But Millennial investors who 
have come of age in an era when low-cost investing products have taken off can reduce the toll of investing fees from 
the get-go.

All that said, determining your objectives and setting the right asset allocation should come first and foremost when 
making investment decisions. Then think carefully about what you hope to get from an investment service or product, 
and whether that benefit is worth the fees.

As illustrated above, 1.17 per cent versus 0.45 per cent may not feel like much over the course of a year, but when 
saving for retirement over the course of 40 years, it would materially affect a retiree’s lifestyle. That additional $315,000 
could potentially mean the difference between retiring at age 65 versus 70.

As a result, most investors’ best chance at maximising their net returns over the long term lies in minimising these 
costs. Ultimately, the less you pay in fees, the more of what you earn stays in your pocket, where it belongs.

This article originally appeared on www.afr.com
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Quarter in Review
Uncertainty is the only certainty. Arguably, this phrase aptly describes how most investors felt in 2019. Rising  
recession risks, Britain’s unclear path towards Brexit, and, especially, swirling US-Sino trade tensions have all left 
investors with a raft of questions to which there are no definitive answers. These concerns have been reflected  
in measures of economic policy uncertainty constructed from news stories around the world (Figure 1), with the  
index reaching its highest peak since 2012. 

Figure 1: Economic uncertainty on the rise
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Notes: The World Uncertainty Index is computed by counting the frequency of “uncertainty” (and its variants) in quarterly Economist Intelligence Unit country reports for 143 
countries from 1996 onward, adjusting for scale. A higher number means higher uncertainty and vice versa. Sources: Vanguard chart, based on data from policyuncertainty.com.

Under such circumstances, one would have expected to see equity markets in low or negative territory. Figure 2 
suggests otherwise. Despite elevated uncertainty, the investor who stayed the course would have managed to clinch 
more than 20% for equities and close to double-digit returns for bonds year-to-date, a combination not seen very 
often in today’s low-return environment. One can attribute the simultaneous rally in equity and fixed income markets 
to investors revising downward their assessment of long-run policy rates in the world’s major economies, and central 
banks agreeing with this recalibration by signalling a move to cut rates (Figure 3). 

Figure 2. Strong performance amidst heightened 
volatility
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Figure 3. Global monetary policy has turned 
accommodative
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In the US, for instance, the Federal Reserve continued to lead the global easing cycle by reducing interest rates  
by another 25 basis points in September, marking the second cut this year intended to inoculate the US economy  
from persistent uncertainty and global headwinds. Shortly after, the European Central Bank joined the easing party  
by taking its deposit rate further into negative territory and restarting quantitative easing amidst growth concerns 
 in its manufacturing sector. Even at home, the Reserve Bank of Australia eased monetary policy three times in the  
last five months, and are expected to do so at least one more time within the next year given the lack of a strong 
alternative for spurring economic growth and inflation.

Economic outlook

The shift to a more accommodative monetary policy stance globally should insulate Australia and the global economy 
from a recession in the near-term, resulting in a “muddle through” scenario for the rest of this year and further out in 
2020. That said, investors should brace themselves for periodic “growth scares,” given numerous black swan events on 
the horizon (Figure 4). The most prominent of these are the trade and technology disputes between the US and China. 
Unlike conventional wisdom, we do not view these tensions as merely cyclical and resolvable by China buying more 
American goods to narrow the trade deficit. Rather, the primary battle is targeted more on long-term issues and is going 
to be much more strategic and prolonged, focused on fundamental issues to the structure of the Chinese economy.  
Hence, although a comprehensive trade agreement could be reached eventually, the bumpy path of negotiation between 
two of the world’s superpowers will continue. In other words, uncertainty is not likely to go away in the near-term.   

Figure 4. Top global risks
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Source: Vanguard.

Rather than trying to avoid or discern how uncertainty will play out – a more sound way to future-proof your strategy  
will be to learn how to adapt to it.

One way to start would be to accept the limitations of our ability to predict the future. “Misguided convictions”  
or playing the market can often lead to suboptimal investment decisions, be it through the adoption of a higher- 
than-tolerable risk profile or turning over one’s portfolio more frequently than necessary. Both cases tend to lead  
to a subsequent reduction in returns, with previous research finding a strong negative correlation between the rate  
of trading activity and returns1.

Once we are able to acknowledge our behavioural biases, we can adjust our approach accordingly. For one, we’ll  
be more inclined to hold diversified portfolios so that risk is not concentrated in any particular area. Framing portfolio 
discussions in terms of long-term goals and the total wealth picture can also resist the natural tendency to “over-
evaluate” individual investment holdings and time the market. Instead, one would be encouraged to put their trust  
in factors that are within their control – such as saving more, working longer, spending less, and controlling investment 
costs. Figure 5 illustrates that these factors far outweigh the less reliable benefits of ad hoc return-seeking tilts.  

1 Barber and Odean, “The courage of misguided convictions”. 1999, Association for Investment Management and Research.
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Figure 5. Ways investors can raise their odds of investment success
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Source: Vanguard US.

Ultimately, our economic outlook suggests a somewhat more challenging and volatile environment ahead. Yet, the 
principles of investing suggest that investors with an appropriate level of discipline, diversification, and patience are  
still likely to be rewarded over the long term. Adhering to investment principles such as long-term focus, disciplined 
asset allocation, and periodic portfolio rebalancing will be more crucial than ever before in these times.

Long-term market outlook 
The chart below shows the Vanguard Capital Markets Model® (VCMM) return forecasts over the next 10 years for a 
range of asset classes and Vanguard’s Diversified Funds.

Figure 6. Projected 10-year nominal return outlook 
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It shows two concepts: the range of annualised 10 year nominal returns and the median volatility experienced. The bars 
show the range of return outcomes over a 10 year period. The central return expectations for the asset class or portfolio 
are shown in the middle of the bars. Observations in the optimistic or pessimistic regions should not come as a surprise 
though; goals and portfolios should always be positioned with these possibilities in mind. 

The red disks show the median volatility forecasts. This represents the volatility of the asset classes that can be 
expected over the 10 year period. The chart shows that equities are expected to produce a higher return over a 10 
year period than bonds, however the trade-off is that an investor can expect a more volatile experience and greater 
uncertainty over the end point, which could be a much wider range of outcomes.
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About Vanguard’s Investment Strategy Group

Vanguard’s Investment Strategy Group is a global team of economists and investment and portfolio construction strategists with a wide 
variety of specialties, ranging from monetary policy to index construction to market trends. Their research serves as the basis for Vanguard’s 
investment principles and methodology, guides Vanguard’s global leadership and influences decisions about our investment offerings and 
portfolio construction.

Research-based investment approach
As part of Vanguard’s broader Investment Management Group, ISG plays an essential role in developing Vanguard’s investment 
methodology, which is carried through in the implicit and explicit advice solutions available to our clients. Our global chief economist and 
head of ISG reports directly to Vanguard’s global chief investment officer. We work closely with Vanwguard’s in-house portfolio managers. 
Notably, our global chief economist is integrated into Vanguard Fixed Income Group through our portfolio management process. Through 
that process, ISG advises our fixed income investment managers on the macroeconomic outlook, expected monetary policy and other 
factors to support day-today portfolio management. Vanguard’s investors around the world benefit from our collaborative approach to 
investment management, research and thought leadership.

Vanguard Capital Markets Model
The VCMM projections are based on a statistical analysis of historical data. Future returns may behave differently from the historical 
patterns captured in the VCMM. More important, the VCMM may be underestimating extreme negative scenarios unobserved in the 
historical period on which the model estimation is based. The Vanguard Capital Markets Model® (VCMM) is a proprietary financial 
simulator developed and maintained by Vanguard’s Investment Strategy Group. It is a long term tool that takes into account current 
macroeconomic conditions and equity and bond valuations to forecasts distributions of future returns for a wide range of asset classes 
and portfolios. The primary value of the VCMM is in its application to analysing potential client portfolios. VCMM asset-class forecasts —  
comprising distributions of expected returns, volatilities, and correlations — are key to the evaluation of potential downside risks, various 
risk-return trade-offs, and diversification benefits of various asset classes.

An important point to remember is that asset returns are not perfectly correlated, which means that if an Australian 
equity return over 10 years is in the optimistic range, this does not necessarily mean that Australian bond returns will 
also be in the optimistic range. Combining assets can therefore present strong diversification benefits.

The next charts show the trade-off between targeting a CPI+ return target and the risk of a loss along the way. Taking 
more risk means that an investor increases the probability that they will achieve their target over 10 years. Highlighting 
the importance of managing expectations, it also means there is the increased probability of experiencing a negative 
return or a large annual loss in at least one year over the 10 year period.

Figure 7. Probability of achieving real return target Figure 8. Downside risks
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Asset allocation
Vanguard’s approach to asset allocation is to provide long-term returns 
that match investors’ desired level of risk. The broad allocations to 
defensive (fixed income) and growth (equities) are the main factors 
influencing the risk/return profiles of our asset allocation strategies.

Our asset allocation approach is designed with a medium to long-term 
investor in mind (a time horizon of at least five years), reflecting the 
reality that the majority of Australian investors need to accept some 
market risk in order to reach their investment goals. 

Why diversification matters 

We believe that a successful investment strategy starts with an asset allocation suitable for its objective. In practice, 
diversification is a rigorously tested application of common sense: Markets will often behave differently from each other—  
sometimes marginally, sometimes greatly—at any given time.

Owning a portfolio with at least some exposure to many or all key market components ensures the investor of some 
participation in stronger areas while also mitigating the impact of weaker areas.

Many investors lack the time, interest, or skills, and can become overwhelmed by the choice of investment options, 
asset classes, and other implementation hurdles such as choosing between index and active management. Investors 
also face behavioural risks in adhering to their investment plan over time due to the temptation of performance chasing 
or overreacting to market events.

Vanguard Diversified Funds provide professionally managed portfolio solutions designed to help medium to long-term 
investors achieve their goals and overcome these challenges.

Risk and return overview

Vanguard Diversified Funds peer group comparison
30 September 2019

 The shaded boxes display the total return percentile rank of the Vanguard Fund within its peer group*, as shown  
by the colour code, with the number reflecting the Vanguard Fund return in excess of the peer group median return (%). 
The numbers below the shaded boxes indicate the number of funds in the peer groups across each time period.

Vanguard Fund  
Asset weighted peer group MER (% p.a.) 3 mths 6 mths 1 yr 3 yrs 5 yrs 7 yrs 10 yrs

Conservative 
0.69

0.65 1.59 2.75 1.18 1.67 1.50 1.02
56 55 54 52 48 48 44

Balanced 
0.85

0.49 1.51 2.31 1.23 1.55 1.30 1.04
67 66 66 59 53 48 37

Growth 
0.80

0.35 1.32 1.96 1.39 1.60 1.38 1.28
83 82 81 78 72 70 59

High Growth 
0.94

0.26 1.04 1.55 1.10 1.20 1.22 0.98
74 73 72 68 60 57 45

Peer group 
percentile

Top 5%
1st quartile
2nd quartile
3rd quartile
4th quartile

Sources: Vanguard calculations using data from Morningstar Inc. Past performance is not an indication of future performance. All returns are net of fees and assume 
reinvestment of income distributions. Returns greater than 12 months are annualised. There has been no adjustment for survivorship bias.
* The peer groups were constructed by first sourcing a universe of funds from Morningstar having the same category as the Vanguard Funds, but excluding Vanguard 
strategies.  
An automated filter was then applied to these original peer groups with the aim of removing identified duplicate investment strategies and retain unique strategies.
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Understanding Vanguard’s SAA process

For multi-asset funds, such as Vanguard Australia’s Diversified Funds, Vanguard’s Investment Strategy Group  
(ISG) conducts an annual review of the strategic asset allocation (SAA) of the funds. The team considers new asset 
classes, currency exposure, home bias, regulatory and tax impact, investment costs, investor behaviours, and 
implementation factors amongst others. The ISG team presents a recommendation to maintain or change the SAA 
to Vanguard’s global Strategic Asset Allocation Committee (SAAC), which oversees all of Vanguard’s multi-asset 
funds. The SAAC is comprised of senior leaders from the Investment Management Group and Vanguard’s advice 
businesses and is co-chaired by Vanguard’s global Chief Investment Officer and global chief economist. Upon 
approval of a change to the SAA, Vanguard assesses the feasibility, tax impact, and costs of the recommended 
changes and presents to the Board of Vanguard Australia for approval prior to implementing the changes.

Vanguard Diversified Funds return contributions for the quarter
30 September 2019

3 Month  
Gross Return (%)

3 Month Return Contribution (%)

Fund VCIF VBIF VGIF VHIF

VCPIF 0.44 0.0 0.0 0.0 0.0

VAFIIF 1.97 0.4 0.3 0.2 0.1

VASIF 2.56 0.3 0.5 0.7 0.9

VISIF 4.71 0.4 0.7 1.0 1.2

VISMIF 3.20 0.1 0.1 0.2 0.2

VEMSIF -0.28 0.0 0.0 0.0 0.0

VISIFH 1.42 0.1 0.1 0.2 0.2

VGABH 2.47 1.0 0.9 0.5 0.2

Total Return Contribution (%) 2.3 2.6 2.7 2.8

*Figures in the return contribution table are calculated as the product of the monthly gross return and the corresponding actual asset allocation.

Underlying fund asset allocation

The strategic asset allocation (SAA) is provided in the table below. The Diversified Funds leverage Vanguard’s 
international expertise in investment research and utilise a global investment methodology. This approach starts with 
market capitalisation weightings and from this local market factors are then also considered.

Target asset allocations effective from July 2017

Asset Allocation (%)

Fund Conservative Balanced Growth High Growth 

Asset Classes

Vanguard Cash Plus Fund 10.0 0.0 0.0 0.0

Vanguard Australian Fixed Interest Index Fund 18.0 15.0 9.0 3.0

Vanguard Global Aggregate Bond Index Fund (Hedged) 42.0 35.0 21.0 7.0

Total Income 70.0 50.0 30.0 10.0

Asset Classes

Vanguard Australian Shares Index Fund 12.0 20.0 28.0 36.0

Vanguard International Shares Index Fund 8.5 14.5 20.5 26.5

Vanguard International Shares Index Fund (Hedged) 5.5 9.0 12.0 16.0

Vanguard International Small Companies Index Fund 2.0 3.5 5.0 6.5

Vanguard Emerging Markets Shares Index Fund 2.0 3.0 4.0 5.0

Total Growth 30.0 50.0 70.0 90.0
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Four key principles that help achieve 
portfolio success

Buy low and sell high is the mantra of many a seasoned investor regardless of the asset class. 
Just stick to this investment strategy and you will never go wrong – right?

If only investing were that simple.

Short of the ability to look into the future and timing the market, how do you determine what is 
low and what is classified as high?

Although keeping abreast of market commentary is always useful, particularly in helping to 
develop your investment acumen, it is unlikely to deliver guaranteed investment success.

So, what can you do to give yourself the best chance for investment success?

Start with the basics

Vanguard believes there are four simple principles that will help improve the chances of a successful investment 
portfolio – goals, balance, cost and discipline.

1. Setting goals is possibly the most important aspect of any investment strategy. Having clearly defined goals that  
are attainable will help establish the strategy to achieve your goals at each life stage. Having specific goals in mind will  
also help you stay the course and reduce your vulnerability to investment noise during periods of market volatility.

2. The concept of a balanced portfolio is about building an asset allocation strategy that aligns to your investment  
goals, based on realistic return assumptions. The strategy is balanced between potential returns and risk, and your 
portfolio holdings as a result should be broadly diversified.

3. Although investment costs may seem small, they can take a significant toll on your portfolio, particularly when 
compounded over many years. Costs are an inevitable part of any investment portfolio but are certainly the one  
thing you can control. Ultimately the less you pay in fees, the more of what you earn stays in your pocket, where  
it belongs.

4. Maintaining long-term perspective and a disciplined approach to your investment strategy will help to avoid  
making decisions that are rooted in impulsiveness or are in response to events with a short-term effect. Making 
regular contributions to a portfolio and increasing them over time can have a surprisingly powerful effect on long-
term results.

De-risking as you age

Where possible, always make investment decisions and portfolio allocations based on your personal circumstances  
and goals. Accordingly, asset allocations in a portfolio should not only be guided by your risk tolerance and its ability  
to guard against market volatility, but also by the stage of life you are at.

An investment portfolio that has regular contributions (as a result of regular income) has more money working  
in compound than an investment portfolio that has regular withdrawals (typical of a portfolio of a retiree funding  
their retirement).

Thus, the asset allocation in an investment portfolio of a younger investor (typically up to 40 years old) should  
look markedly different to that of an investor in the early stages of retirement.

Balaji Gopal
Head of  
Product Strategy,  
Vanguard Australia
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An investment approach that is quite entrenched in the US and gaining traction in Australia is the target-date fund 
model, which could perhaps provide some lessons in asset allocation to meet goals for each life stage. These allow 
investors to nominate their target date for retirement and the fund will gradually shift the asset allocation as they 
approach and then begin their retirement.

Vanguard’s US target-date fund glide path takes place over four stages and constructs a portfolio based on balancing 
market, inflation and longevity risks in an efficient and transparent manner over an investor’s life cycle along our basic 
investment principles. It generally segments investors into four phases, starting with investors aged 40 and below,  
then moving into the mid-to-late career.

Phase one starts with an allocation of around 90 per cent to equities and then begins de-risking during the mid-to-late 
career phase. Phase three encompasses the transition to retirement phase, where the portfolio de-risks further before 
reaching a landing point in the final retirement phase.

Too often a sound concept can be undone by sub-par implementation. This arose as a theme in the Productivity 
Commission’s final report, highlighting the impact to outcomes that can arise from a target-date fund that is:

• Too conservative in the early years when members have the greatest capacity to take on investment risk.

• De-risks too early, or lands too low.

• Is constructed to retirement, rather than considering the needs of investors through retirement.

Vanguard endorses the Productivity Commission’s view. The objective of Vanguard’s asset allocation is to avoid  
being too conservative or too aggressive and to adequately diversify where possible.

Achieving your investment goals

Vanguard’s research, time and again, continues to show that disciplined, diversified and patient investors who adopt  
a holistic view and focus on factors within their control are likely to be rewarded over the long term.

Following the four simple principles—goals, balance, cost and discipline—and focusing on the things you can control 
will help you become a better investor and ultimately deliver you the best chance for investment success.



Vanguard Capital Markets Model 
IMPORTANT: The projections or other information generated by the Vanguard 
Capital Markets Model regarding the likelihood of various investment outcomes 
are hypothetical in nature, do not reflect actual investment results, and are not 
guarantees of future results. VCMM results will vary with each use and over time.

The Vanguard Capital Markets Model forecasts distributions of future returns for 
a wide array of broad asset classes. Those asset classes include Australian and 
international equity markets, several maturities of the Australian Treasury and 
corporate fixed income markets, international fixed income markets, money markets, 
commodities, and certain alternative investment strategies. The theoretical and 
empirical foundation for the Vanguard Capital Markets Model is that the returns 
of various asset classes reflect the compensation investors require for bearing 
different types of systematic risk (beta). At the core of the model are estimates of 
the dynamic statistical relationship between risk factors and asset returns, obtained 
from statistical analysis based on available monthly financial and economic data 
from as early as 1960. Using a system of estimated equations, the model then 
applies a Monte Carlo simulation method to project the estimated interrelationships 
among risk factors and asset classes as well as uncertainty and randomness over 
time. The model generates a large set of simulated outcomes for each asset class 
over several time horizons. Forecasts are obtained by computing measures of central 
tendency in these simulations. Results produced by the tool will vary with each use 
and over time.

Although central tendencies are generated in any return distribution, Vanguard 
stresses that focusing on the full range of potential outcomes for the assets 
considered, such as the data presented in this paper, is the most effective way to 
use VCMM output. 

The VCMM seeks to represent the uncertainty in the forecast by generating a wide 
range of potential outcomes. It is important to recognise that the VCMM does not 
impose “normality” on the return distributions, but rather is influenced by the so-
called fat tails and skewness in the empirical distribution of modelled asset class 
returns. Within the range of outcomes, individual experiences can be quite different, 
underscoring the varied nature of potential future paths. Indeed, this is a key reason 
why we approach asset-return outlooks in a distributional framework.
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