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Dear Fellow Investor,

At Morningstar, we’re long-term investors. By tuning out the noise and focusing on the drivers 
of fund performance, you can enjoy superior returns.

When we recommend a mutual fund, we’re thinking out five, 10, even 20 years down the road. 
Some newsletters focus on timing sectors or rapidly trading funds, but that’s a search for  
fool’s gold. Trading may give you the illusion of taking control of returns, but what you’re really 
doing is running up transaction costs and setting yourself up for disappointment.

In nearly 20 years of researching funds at Morningstar, I’ve learned to separate the noise from 
the fundamentals. I’ve seen how fleeting short-term results can be and how the last place you 
want to be is following the herd.

If you focus on a few key things about a fund, you’ll find that this game is easier than it looks. 
We look at expenses, long-term performance, management, strategy, asset bloat, and  
shareholder-friendliness to assess the prospects of a fund. If you get those things right, the 
odds increase dramatically in your favor.

We consider each of those measures when we rate mutual funds. Our Morningstar Analyst 
Ratings go from Á at the bottom to  Œ at the top. To arrive at those ratings,  
we dig into all the details and visit most of the top fund companies each year to get a complete 
picture of each firm’s capabilities.

We’ve collected some insights that help to explain the foundation for our thinking here, and I 
hope you’ll find them helpful. Learn why tried-and-true beats trendy. Learn why patience is one 
of the best attributes an investor can have.

Think through your goals and develop a plan for getting there. We’ll help you to find the best 
funds to fit your plans. In mutual fund investing, the amount of data and potential investments 
can be overwhelming. But if you know what to focus on, you’ll see that it’s really pretty simple.

Best regards,

Russel Kinnel
Editor, Morningstar FundInvestor
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Principle 1: Focus on Pillars
Here at Morningstar, we’ve been analyzing mutual 
funds since the late 1980s. Our analysts evaluate 
funds based on their long-term potential for superior 
risk-adjusted performance. We judge each fund’s 
competitive advantages and disadvantages. In 2011, 
we introduced our new Morningstar Analyst Rating. 
Our ratings have five levels:  Œ,  •, 

,́ ‰, and Á. 

The ratings reflect a synthesis of each fund’s funda-
mentals—and it’s our philosophy at Morningstar that 
to be successful, fund investors must understand a 
few key fundamentals. We break those fundamen-
tals down into five “pillars”: People, Process, Parent, 
Performance, and Price. These are the big, funda-
mental areas that have proved vital to a fund’s 
long-term success. 

Let’s take a look at each pillar that we consider when 
evaluating funds.

People
To understand a mutual fund, investors must under-
stand the people behind them.

There is much more to a fund than its manager. There 
are the analysts, traders, and other managers who 
contribute to the process, and we consider all of them 
when assigning our ratings. We think about what 
advantages they have over their peers along the lines 
of expertise, experience, and demonstrated skill.  
A lot of work goes into assessing the people. We talk 
with managers on a regular basis, we visit fund com- 
panies to meet the people behind the scenes (such as 
analysts and chief investment officers), and of course 
we pore through piles of shareholder reports, press in- 
terviews with the manager, and SEC filings that show 
how much a manager has invested in the fund. 
 

We also look at how other funds at the family have 
done to assess firmwide expertise. We follow an-  
alyst movements at the firm so we know how experi-
enced they are and whether there’s turmoil or sta- 
bility in the ranks.

A negative People score does not mean we think the 
manager is dim or disagreeable. It could mean  
that the firm hasn’t demonstrated expertise in that 
area, the research bench isn’t sufficient or stable,  
or the manager has not established a track record.

Process
There’s an enormous variety of fund strategies even 
within a category: Decide that you want a large- 
cap growth fund and you will need to find out whether 
the manager is taking a momentum-based approach 
or focusing more on growth at a reasonable price,  
for instance. 

At Morningstar, we drill down to really understand  
the differences. Competitive advantages are a key 
way to look at it. Is the manager doing something that 
anyone can do, or is he or she doing things that  
are hard to replicate? Is the strategy a proven one or  
a new, untested formula?

Just as important is how well the process is matched 
to the managers’ and firm’s skill sets. For example, 
PIMCO runs some very involved derivatives strategies. 
While those are not without risks, the firm has the 
resources and track record to give us confidence. Some- 
one running a three-person office would be a terrible 
fit for such a strategy. Mutual Series is another exam- 
ple of a family with a strong process. It has a deep 
fundamental-value strategy that it has had tremendous 
success with, and everyone at the firm is steeped 
in that investing outlook. Short of hiring away some  
people from the firm, it’s not something just anyone 
can replicate.

Parent
When you invest for the long haul, you realize just 
how important the company behind the fund is. 

The Five Principles of Fund Investing
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In our analysis, we look at manager turnover at the 
firm, investment culture, quality of research, ethics, 
directors, SEC sanctions, and more. If you hold a fund 
for 15 years, you want stable management that will 
be there the whole way through. Failing that, you want 
a firm with a deep bench with people who can step 
in and keep the fund going along the right path. What 
you really don’t want is frequent switches with not-
very-talented investors.

You’ll also find that a fund company and the fund 
board make a number of decisions that have a big 
impact on the fund. Some clearly pit the company’s 
short-term profits versus fundholders’ long-term 
interests. For example, if they are maximizing short-
term profits at the firm, they won’t close a fund 
even if further assets could impair performance and 
they keep fees higher than necessary. Or they might, 
to the detriment of shareholders, merge two funds 
with distinctly different strategies. Firms seeking 
near-term gains sometimes launch funds that may be 
hot sellers but aren’t great investments and won’t 
lead to good investor outcomes. In short, you want a 
partner you can trust for many years to come.

Performance
Performance may seem like the easiest element to 
evaluate: After all, there are plenty of indexes and 
categories to compare a fund’s performance with. 

Yet as we’ll discuss later, investors generally do 
not evaluate fund performance accurately. At Morn-
ingstar, we focus on performance under the current 
manager to tell us whether he or she has added value. 
The longer the record, the more predictive it is of 
future relative performance. Although some investors 
tend to weight recent returns more highly, it’s really 
the long-term record of a manager that is most telling.

We spend time trying to understand why a fund per- 
formed a certain way, and we link the performance 
back to its root cause: the strategy and holdings. We 
care about how a fund has performed in different mar- 
ket environments, its risk profile, and its consistency of 
of returns over time. It’s important to understand what 

risks a manager took and is taking now to generate   
the returns. Some higher-risk strategies can enjoy a 
nice steady ride for a few years before all hell 
breaks loose.

We’ll also look beyond the fund when necessary 
and appropriate by considering managers’ records  
at other funds (current and past) as well as other 
accounts they may have run, such as separate ac- 
counts or hedge funds.

Price
As discussed later at length, costs are a good 
predictor of future performance. They aren’t every-
thing, but they are a crucial piece in the puzzle. 
You need to consider fund costs when investing.

At Morningstar, we look at a fund’s expenses relative 
to its peer group and its sales channel. We also  
take into context its asset size and in some cases its 
trading costs if they are particularly high or low.  
It’s also important to consider a fund’s costs in light  
of its strategy.

Final Note: The Morningstar Analyst Ratings and 
Morningstar Rating™ for Funds 
Unlike the backward-looking Morningstar Rating™ 
(often referred to as the “star rating”), which assigns 
1 to 5 stars based on a fund’s past risk- and load-
adjusted returns versus category peers, the Morning-
star Analyst Rating is the summary expression  
of Morningstar’s forward-looking analysis of a fund.

The Morningstar Rating rates funds from 1 to 5 stars 
based on how well they’ve performed (after adjust-
ing for risk and accounting for sales charges) in com-
parison to similar funds. Within each Morningstar 
category, the top 10% of funds receive 5 stars and the 
bottom 10% receive 1 star. Funds are rated for up  
to three time periods, three, five, and 10 years, and 
these ratings are combined to produce an overall 
rating. Funds with less than three years of history are 
not rated.



6

The Morningstar Analyst Ratings, meanwhile, put only 
partial weight on past performance and backward-
looking risk measures and do not dismiss funds that 
have underperformed or have limited track records. 
Analysts consider numeric and qualitative factors, but 
the ultimate view on the individual pillars and how 
they come together is driven by the analyst’s overall 
assessment and overseen by an Analyst Ratings 
Committee. The approach serves not as a formula but 
as a robust analytical framework ensuring consist-
ency across Morningstar’s global coverage universe.

Principle 2: Know What Data Have Predic- 
tive Power
It’s good to have a few clubs in your golf bag. One on 
its own won’t get you to the cup. This is one of the 
logical conclusions from data that we’ve run on the pre- 
dictive power of four mutual fund data points.

At Morningstar, we’ve studied the predictive power 
of expense ratios, the Morningstar Rating for funds, 
Morningstar Investor Returns, something I call man- 
ager returns, and active share. Too often, studies on 
predictive power fail to account for fund destruction 
even though more than half of the funds get merged 
away or liquidated less than 10 years after their crea- 
tion. Often those funds aren’t eliminated because 
things are going great.

Key to our analysis is a test of success ratios that 
shows what the chances are that a given measure 
will lead to funds that survive and outperform their 
peers. Thus, even the failures that are merged away 
are counted.

Here I’ll focus on how the five measures fared at pre- 
dicting the success ratio over the ensuing five-year 
period. We grouped funds into quintiles within cate-
gory based on data ended Dec. 31, 2005, and then 
tallied up their performance and survival rates over 
the next five years. 

The data reveal that all five data points tested were 
at least slightly helpful, but three of them particularly 
can help investors make better decisions. The star 

rating, expense ratios, and manager records all helped 
investors do much better than the average fund over 
the time period we examined. Yet none consistently led 
led to the best results, and, in combination, two did 
even better than any single factor.

Screening for funds that were rated 5 stars and in the 
cheapest quintile of their category yielded a high 
chance of success. While some have advocated a my- 
opic focus on one data point, the data suggest that 
more is better, provided you use the right data points.

So, how much do they help? Let’s look at how much 
they improved an investor’s chances of success:

A domestic-stock fund rated 5 stars was 30% more 
likely to succeed than average and 2.2 times more like- 
ly to succeed than a 1-star fund. A cheapest-quintile 
domestic-stock fund was 46% more likely to succeed 
than an average-expense fund and 2.2 times more 
likely than one from the costliest quintile. A fund with 
a superior manager record was 43% more likely to 
succeed than one with a middling record and 1.9 times 
more likely than one with a bottom-quintile record. 
A fund with top-quintile investor returns was 15% more 
likely to produce success than a middle-quintile fund 
and 1.6 times more likely than the bottom quintile for 
investor returns. A fund in the highest quintile for 
active share was 10% more likely to succeed than the 
middle quintile for active share and 1.1 times more 
likely than the bottom quintile.

However, topping them all were the cheap 5-star 
funds, which were 57% more likely to succeed than a 
fund with an average star rating or an average ex- 
pense ratio and 2.6 times more likely to succeed than 
a 1-star or high-cost fund.

Background
The star rating is a quantitative measure of load- 
and risk-adjusted performance. It’s based on a fund’s 
trailing three-, five-, and 10-year performance, and 
it is relative to the category so that each category has 
a bell-curve distribution of star ratings. There are as 
many 1-star funds as 5-star funds.
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Expense ratios reflect a fund’s fees for management, 
servicing, and distribution. The fee is spread out over 
the course of a year so that a bit is charged to share-
holders each trading day. The expense ratio does not 
include stock commissions or front loads.

Morningstar Investor Returns are an asset-weighted 
measure of past performance that helps explain 
whether investors are using a fund well. When we 
came up with the concept, we thought of it as more 
of a measure of how well investors could handle a 
fund’s ups and downs rather than a predictor of re- 
turns, but I wanted to put it to the test for both suc- 
cess ratios and investor returns. I grouped funds 
into quintiles based on their trailing five-year investor 
returns within a category for the period ended 2005.

In the case of manager returns, I measured the fund’s 
record since the longest-tenured manager started on 
the fund and compared that with the category average 
for the period ended June 30, 2005. The figures were 
annualized so that we could compare funds within a 
category. Funds with no manager tenures of five years 

or more were excluded, and then the remaining funds 
were grouped into quintiles within each category 
based on the amount of the managers’ under- or out- 
performance. Active share is essentially overlap in 
reverse: You test to see which index a fund has the 
greatest overlap with, and then you invert that over-
lap figure. We found that it’s important to then look at 
active share within a category as it doesn’t translate 
well across market-cap ranges. In these tests, we ran 
figures only for domestic equity.

First, let’s see how those five measures compared 
with each other for five asset classes at predicting suc- 
cess ratios over the ensuing five-year periods through 
the end of 2010. Then we’ll see how the winner of that 
competition fared against the combined low-cost 5- 
star group. Keep in mind that the success ratio for all 
funds is around 34%. Roughly 23% of funds were 
merged away or liquidated over the five-year period in 
question. Of the survivors, only the ones that outper- 
formed their peer group averages count as successes. 
Given the success ratio’s criteria, the vast majority 
of data points wouldn’t move the needle on that 34%. 
However, four of the five data points we tested did  
much better than that.

U.S. Stocks
All measures performed quite well with domestic 
equities. Five-star funds and cheapest-quintile 
expense ratios produced success ratios of 55% and 
59%, respectively. Funds in the top quintile of in-
vestor returns produced a success ratio of 54%, and 
fund manager records were just a touch back with a 
53% success ratio. Active share was well behind with 
a success ratio of 42%. When it comes to warning 
investors away from losers, the star rating fared best, 
as 1-star funds had a mere 25% success ratio. The 
priciest funds had a 27% success ratio over the ensuing 
period, while 29% of those in the bottom quintile 
based on manager track records survived and outper-
formed. Poor investor returns were even less pre-
dictive of failure, with roughly a third of the funds in 
the bottom quintile based on that measure enjoying 
success. Once again, active share brought up the rear, 

How Five Data Points Improve Your Chances of Success

Asset Class
Star 

Rating Expenses
Investor 
Returns

Manager 
Records

Active 
Share

Low-Cost 
5 -Star

U.S. Stocks

Top vs. Avg 1.3x 1.5x 1.2x 1.2x 1.1x 1.6x

Top vs. Bottom 2.2x 2.2x 1.7x 1.8x 1.1x 2.6x

Foreign Stocks

Top vs. Avg 1.4x 1.3x 1.1x 1.2x — 1.4x

Top vs. Bottom 2.0x 2.0x 1.4x 1.9x — 2.0x

Balanced

Top vs. Avg 1.5x 1.2x 1.3x 1.1x — 1.0x

Top vs. Bottom 5.1x 1.8x 2.1x 3.4x — 3.3x

Taxable Bonds

Top vs. Avg 1.2x 1.3x 1.1x 1.2x — 1.4x

Top vs. Bottom 2.4x 2.0x 1.6x 2.4x — 2.8x

Muni Bonds

Top vs. Avg 1.3x 1.6x 1.4x 1.5x — 1.6x

Top vs. Bottom 3.0x 6.5x 2.3x 2.7x — 3.6x

The table shows how much each data point improved an investor’s chances of success over a five-year period. Each data point 
was broken into five quintiles. The star rating was based on the start rating, and the other data points were in quintiles.



8

with a 37% success ratio for the bottom quintile of 
funds whose portfolios overlapped most with 
their benchmarks.

In terms of separating the wheat from the chaff, the 
expense ratio fared best, as the success gap between 
cheapest quintile and priciest was 32 percentage 
points. The star rating was a touch behind, as the gap 
between 5-star and 1-star funds was 30 percentage 
points. Manager records finished third with 24 percent- 
age points, and investor returns were fourth with 17 
percentage points. Active share had a margin of just 5 
percentage points, meaning it would have been of 
little help in selecting winners. (While it didn’t help 
here, it’s possible that other tests and time periods 
will produce more-favorable results for active share.)

Foreign Stocks
Among foreign-stock funds, the pattern was pretty sim- 
ilar. Five-star funds produced a success ratio of 51%. 
Manager records were third with 46%, expenses were 
tops with 52%, and investor returns finished fourth 
with 44%. (Remember, we only ran active share for 
domestic-stock funds.) Once again, there was a reg- 
ular step-down as the next-ranked group of each meas- 
ure was worse (or even in one case) than the top quin-
tile and so on down to the bottom-ranked group. We 
found that 1-star funds had a miserable success ratio 
of 26%, manager records were even worse at 25%, ex- 
expenses were tied for second at 26%, and investor 
returns were fourth, as its bottom quintile produced a 
success ratio of 32%. So in this group, expense ratios 
were the best at separating the wheat from the chaff, 
followed closely by star rating, manager records, and 
investor returns.

Balanced Funds
The star rating swept the three competitions on this 
asset class. Balanced funds with 5-star ratings en- 
joyed a 66% success ratio. Next, top-quintile manager 
returns had a 65% success ratio. Manager returns 
were followed by expense ratios at 52% and investor 
returns at 60%. A 1-star rating was the best predic-   
tor of failure; only 16% survived and outperformed. 

Manager records fared second best with the bottom 
quintile leading to a small 20% success ratio, ex- 
penses next at 28%, and investor returns last at 29%. 
The wheat from the chaff test thus led to the star 
rating having the best results, followed by manager 
performance, investor returns, and expenses.
 
Taxable Bonds
Overall, these four measures were at their very best 
predicting success among taxable-bond funds. The 
star rating led at predicting success, but the manager 
records were a little better at predicting failure and 
separating the wheat from the chaff. Fully 68% of 5- 
star funds went on to survive and outperform over 
the ensuing five years. Manager records and expense 
ratios tied for second with a still-strong 67%, fol- 
lowed by investor returns at 62%. As for predicting 
failure, the bottom quintile of manager records pro- 
duced a 27% success ratio. The star rating was sec- 
ond at 29% and the expense ratio was third at 33%, 
followed by investor returns at 40%. Manager returns 
generated the most separation between top and 
bottom groups, followed by star rating, expenses, and 
investor returns.

Municipal Bonds
The expense ratio takes the prize in muni land. The 
cheapest quintile of muni-bond funds enjoyed a 68% 
success ratio, while manager records were next at 
61%, followed by star ratings at 58% and investor re- 
turns at 56%. Buying funds in the priciest expense 
ratio quintile was particularly daft, as only 11% of 
pricey muni funds survived and outperformed. One-
star funds were next at 19%, followed by manager 
records and investor returns. Needless to say, ex- 
penses were the best at separating the wheat from 
the chaff, followed by star rating, manager returns, 
and investor returns.

Low-Cost 5-Star Funds
Matters improve when we examine the subset of low-
cost 5-star funds and see how they perform in the 
future. If the star rating added no value to expenses 
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or vice versa, then this combination would fare no 
better than single factors alone. In fact, the combined 
measure produces higher success ratios for all five 
asset classes than either star ratings or expense ratios 
do on their own. Here are the combined measure’s 
success ratios by asset class: domestic stock 66%, for- 
foreign stock 53%, balanced funds 43%, taxable bonds 
79%, and muni bonds 71%. That’s pretty impressive.

The only spot where one of the measures did bet-
ter on its own was in balanced funds, where the star 
ratings did well and expense ratios did surprisingly 
poorly. Thus in this one spot adding an expense screen 
to the star rating led to weaker results. The positive 
side is that adding a star screen to an expense screen 
helped results by quite a bit.

The Forest for the Trees
Looking at the data in the table, you can see that all 
of these measures help in fund selection. I would 
caution against focusing exclusively on which meas- 
ure did the best at a certain time period and for a 
certain asset class. After all, 1 percentage point better 
isn’t that important. Our study covered a full market 
cycle and a particularly varied one, but what stands 
out is that the three measures in particular are valu-
able to the process of selecting funds, and even inves- 
tor returns helped. Active share added little value 
when it comes to predicting returns, but I do think it’s 
quite useful for understanding how closely a fund 
matches an index.

Moreover, there is plenty more to know about a fund: 
stewardship, strategy, management, and other data 
are also crucial. This, of course, only touches on se- 
lecting good funds, but you first have to have a plan 
and know what kind of funds you need to reach 
your goals.

In sum, we’ve got some very useful data points that 
can help you reach your goals. Each brings something 
a little different to the table. They can help you to 
have a fuller picture of a fund’s prospects than any one 
on its own.

Principle 3: Don’t Chase Performance
By John Rekenthaler, Vice President of Research
The myth about mutual fund investors goes like this:

1  Mutual fund investors are bad at selecting funds.

2  If investors were to hold index-only funds instead  
    of the rotten funds that they choose, they would be  
    far better off.

3  Thus, mutual fund investors are the dumb bunnies  
    of the investment industry.

Through repetition, this myth has become powerful—
such that fact-checking appears no longer required. 
For example, I recently read an abstract for an upcom- 
ing academic article. The abstract states that inves-
tors place “substantial amounts of assets into index 
funds charging high fees (over 2% per year).” I ran the 
numbers. The substantial amounts turn out to be 0.02% 
of industry index assets; 2 basis points is the percent- 
age of the U.S. population that lives in Bayonne, N.J.

Actually, fund investors are good at selecting funds. 
The proof can be found by comparing the asset-
weighted returns for a fund category in a given year 
against the equal-weighted returns for that same 
category. If the asset-weighted returns are superior, 
then investors have favored better-performing funds. 
If, instead, the equal-weighted returns are stronger, 
then investors purchased relatively poor funds.

(In conducting this test, I looked at the 10 calendar 
years from 2001 through 2010, counting all funds that 
existed for the calendar year at the time of the meas- 
urement. Thus, a fund that expired in 2004 would be in- 
included for the 2001, 2002, and 2003 data but not the 
2004 data. The 10-year annualized totals for the cate-
gory averages were calculated by stringing together 
the calendar-year results.)
 
The asset-weighted categories win comfortably. The 
pattern was consistent across all asset classes. For 
example, the asset-weighted results of large-company 
U.S.-stock funds were 41 basis points per year better 
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than the equal-weighted results. Those of the four 
largest international-stock categories—world stock, 
foreign large-blend, foreign large-value, and diversi-
fied emerging markets—were 82 points better. Those 
of the three allocation categories—aggressive, mod- 
erate, and conservative—were 83 points better. Those 
of taxable intermediate-bond funds were 39 points 
better, and those of municipal national long funds were 
35 points better.

This shouldn’t come as a surprise. As is well-known, 
most new investor money flows into 4- and 5-star 
funds. On the whole, these funds have below-average 
expenses and are issued by fund companies that are 
more stable, more successful, and more investor-ori-
ented (as measured by the Morningstar Stewardship 
Grades for mutual funds) than is the typical fund com-  
pany. These are not controversial virtues. It would be 
a bit puzzling if such funds did not outperform.

Because of the success of investor fund selection, the 
point that investors would be far better off owning 
index funds is greatly overstated. True, low-cost index 
funds do outperform the typical actively managed 

mutual fund over time. But as we saw, investors don’t 
hold typical funds. They hold above-typical funds, and 
against that group the indexes aren’t big winners. 
Consider the largest category of mutual funds, large-
blend U.S.-stock funds. Compared with the equal-
weighted large-blend average of 0.78% per annum from 
2001 to 2010, the Vanguard 500 Index VFINX Investor 
shares’ gain of 1.31% is excellent. Compared with the 
asset-weighted large-blend average of 1.17%, it’s not.

The story is similar for the industry’s other stock-fund 
categories. With domestic-stock funds, the relevant 
indexes outgained the asset-weighted fund averages 
in six of the eight remaining squares of the Morning-
star Style Box, and the funds outperformed in the other 
two cases. Internationally, stock funds beat the in- 
dexes almost across the board. Results for balanced 
funds and sector funds were mixed. Overall, it was 
very much a wash with stock funds.

The case for indexing was stronger with bond funds. 
Most taxable-bond-fund indexes solidly outgained the 
asset-weighted fund averages, although the margin 
of victory was slight in the giant intermediate-bond 
category (thanks in good part to a strong decade-
long showing by giant PIMCO Total Return PTTRX), 
which houses about half the fund industry’s bond-
fund assets. As for municipal bonds, there are no muni- 
bond-fund index funds because of the difficulty of 
investing in a somewhat theoretical index.

Fund investors do have a problem. They select 
funds well, but they allocate poorly. Reworking my 
study so that it compares asset-weighted versus 
equal-weighted results over a 10-year stretch, rather 
than over individual calendar years, yields a very 
different picture. Now investors find themselves sharp- 
ly lagging the equal-weighted averages. The reason 
is that they buy hot categories and sell cold ones.

For example, as the stock market bottomed in 2002, 
fund investors were redeeming stock funds and 
purchasing bond funds. As stocks recovered, they re- 
sumed buying stocks and cut back on bonds, so that 

Average Annualized Total Return, 2001– 2010
Category Equal Weighted Asset Weighted Difference

Large Growth -0.77 -0.22 0.55

Large Blend 0.78 1.17 0.39

Large Value 2.3 2.58 0.28

Large Company U.S.    

World Stock 4.74 3.85 -0.89

Large Blend Foreign 2.81 4.46 1.65

Large Value Foreign 4.63 6.01 1.38

Emerging Markets 14.47 15.72 21.25

Major International    

Aggressive Allocation 3.14 2.85 -0.29

Moderate Allocation 3.12 4.2 1.08

Conservative Alloc. 3.67 4.7 1.03

Allocation    

Intermediate Bond 5.22 5.61 0.39

Municipal Nat’l Long 3.87 4.24 0.35

Source: Morningstar
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by 2006 inflows to stock funds were triple the in- 
flows into bond funds. This enthusiasm ended in 2008 
when stock funds had their largest outflows in his-
tory, directly before the market rally in 2009 and 2010.

The same tendency often occurs within an asset 
category. It’s well-known that fund buyers loaded up  
on high-growth shares in the late 1990s, only to 
get crushed by the collapse of the technology bubble. 
Less familiar are other examples of mistiming:

p Investors redeeming government-bond funds during   
    2006–07, directly before government bonds had
    their best year of relative performance since the 
    Great Depression.

p Fund buyers shifting from large-cap to small-cap 
    stock funds in 2004-05, only to see blue-chip stocks 
    crush smaller shares during the next two years.

At least fund investors have company. Institutional 
investors behave much the same. From the boom/bust 
cycles of private equity and venture capital, to the 
frenetic performance-chasing of hedge fund buyers, to 
the asset allocation of public pension funds and en- 
dowments (which consistently are heavy stock buyers 
the year before a market crash), the big money looks 
a whole lot like the small money. Consider also ex-
change-traded funds, the allegedly civilized replace-
ment for mutual funds. In 2011, SPDR Gold Shares 
GLD became the world’s largest ETF. Say no more.

As investors, this tells us that we should be wary of big 
asset bets and instead focus on fund selection and 
matching our investments to our goals. In short, think 
about investing and planning but don’t try to be your 
own economist.

The myth of the dumb fund investor is harmful 
because it addresses a problem that does not exist 
and distracts from a large and real problem that 
very much does. To their detriment, investors chase 
category performance. They need to stop doing so.  
Category chasing is a big and universal problem that 
nobody adequately addresses—not Morningstar,  

not financial advisors, not the fund industry, not ETF 
providers, not the academic community, and not  
institutional investors. It’s time to turn our collective 
attention in that direction. It’s time to stop talking 
about what isn’t and to start talking about what is.

Principle 4: People Matter
Investing is a people business, and the firms that 
attract and retain the top talent tend to win out  
in the long run. This is why people are so important 
in our Morningstar Analyst Ratings. This is why a  
fund’s track record under its current managers is the 
most telling.

We’ve also found that past manager changes signal 
more problems in the future: A couple of months ago, 
Scott Kolar left Goldman Sachs Growth Opportu-
nities GGOAX. His comanagers, Steven Barry and 
Jeffrey Rabinowitz, remain at the fund. Will they be 
there five years from now? Maybe, but I wouldn’t 
bet on it.

Kolar was named comanager in 2011 when Warren 
Fisher and David Shell left. Fisher had been named 
comanager in 2009 and Shell in 1999. Before they left, 
Herb Ehlers, Ernest Segundo Jr., and Ken Berents left 
in 2005, Mark Shattan left in 2003, and George Adler 
and Robert Collins left in 2001.

Occasionally a spate of manager instability is followed 
by a long period of stability or vice versa, but more 
often it isn’t. The strongest cultures are places where 
analysts and managers want to stay for their whole 
careers. On the other hand, there are firms where every- 
one has one eye on the exit. Janus, for example, has 
been forever taking three steps forward and two steps 
back. In May we learned of three key managers leav- 
ing, including two of its very best: Chad Meade and 
Brian Schaub. Janus has had a few CEOs in the past 
15 years, and it’s had a hard time holding on to its best 
managers. I set out to see just how predictable man- 
ager changes are. I grouped funds by the number of 
manager departures in the five years prior to 2002 
and 2007 and then looked at how many departures the 
funds suffered in the ensuing five years. I created five 
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groups: no departures, one departure, two depar-
tures, three departures, and more than three depar-
tures. I looked at it by category grouping and overall.

Why departures instead of manager changes? To 
me, the addition of a manager to an existing team 
doesn’t sound like a negative. Instead, I wanted to 
focus on subtractions.

Change Begets Change
The data show that, sure enough, stability trends con- 
tinue. For example, among U.S. equity funds grouped 
by their departures from 2002 to 2007, funds that had 
no departures in the trailing five years were much less 
likely to lose a manager than funds that had lost three 
managers in the prior five years.

Going from no past departures to one led to a modest 
increase of a future 1.05 departures to 1.37. At two 
past departures, it surged to 2.58 departures on av- 
erage. The rate dipped a bit to 2.06 departures for 
funds with three past departures and then rose again 

to 3.46 departures for those that shed more than three 
managers in the earlier period.

The results were pretty similar in other groups. Bal- 
anced funds were particularly dramatic as there was a 
swing from 1.2 future departures at the low end to 
5.4 departures for balanced funds that had more than 
three departures the prior period.

The trend worked for taxable-bond funds, too, though 
the disparity was smaller—1.1 to 2.6 from top to 
bottom. In municipal-bond funds, the trend was less 
visible. There, I saw a shift from 0.81 to 1.9 for the 
first time period, but it actually dipped from 0.90 to 
0.82 in the second series. I’m not sure why munis 
wouldn’t follow the pattern. At some firms, muni man- 
agers have a more team-oriented process and the 
named manager may switch from one fund to another 
without much upset. However, I don’t know whether 
the practice is widespread enough to be an explana-
tion. Certainly there are fewer dramatic ups and 
downs in performance in munis. Maybe that means 
less turbulence in the manager’s suite.

All Funds 2007

0 >3 1

Number of departures prior five years

 2  3

1.04
1.56

2.03 2.05

3.34

p	Changes Next Five Years

Performance as a Predictor of Manager Changes 2002

1st Quartile 2nd Quartile 3rd Quartile 4th Quartile

1.38
1.64 1.70 1.70

p	Subsequent Manager Changes

Performance as a Predictor of Manager Changes 2007

1st Quartile 2nd Quartile 3rd Quartile 4th Quartile

1.40
1.73

1.94 2.08

p	Subsequent Manager Changes

All Funds 2002

0 >3 1

Number of departures prior five years

 2  3

1.10
1.53

1.83
2.34

3.00

p	Changes Next Five YearsData as of April 2013.
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Let’s look at the results for all funds. In the 2002 test, 
funds with no change in the prior five years experi-
enced 1.1 departures on average in the next five years. 
That was followed by 1.53 for one departure, 1.83 for 
two departures, 2.34 for three departures, and 3.00 for 
more than three departures. For the 2007 test, we saw 
1.04 departures on average for the no-departures group, 
then 1.56 departures, 2.03 departures, and 3.34 de- 
partures for the last group.

In sum, the more recent departures a fund has en- 
dured, the more likely it is to have many in the coming 
years. If you want stability, then check the record of 
past manager departures. On the one-page fund reports 
you see on pages 4–7 in FundInvestor’s monthly issue 
and on mfi.morningstar.com, past manager changes are 
marked in the returns graph with a triangle.

What About Past Returns?
That’s a question I asked as I was running the above 
data. I wondered whether funds with bad perfor-
mance were even more likely to make changes than 
funds with past manager departures. So, I set up 
a similar test, only this time I used past performance 
over the trailing five years.

I found that there is a slight link between perfor-
mance and departures, but it’s not nearly as strong as 
past manager departures. For 2007, funds in the 
top-performing quartile saw 1.4 manager departures 
on average in the ensuing five years. Funds in the 
second quartile saw 1.73 departures on average, while 
third-quartile funds saw 1.94 departures on average. 
Bottom-quartile funds saw 2.08 manager departures 
on average.

That gives us a difference of 0.68 manager departures 
on average compared with 1.81 manager departures 
from the top to bottom groups based on past manager 
departures. So, manager departures were nearly  
3 times more predictive of future manager changes.

How Can I Apply This?
Glad you asked. This suggests to me that I want to 
steer clear of most funds with more than a couple of 

departures in recent years. If a fund has had a num-  
ber of manager changes, be very skeptical about 
claims that everything is ducky now. It just doesn’t 
happen often. 

A stable manager’s suite is no guarantee of great per- 
formance, but it’s pretty hard to have a good outcome 
if managers continue to leave. You’ll have to endure 
strategy changes and portfolio turnover, and you won’t 
have as much to go on in figuring out a fund’s risk/
return profile. If a manager has a 15-year track record, 
you can at least build realistic expectations about the 
upside and downside from calendar-year performance. 

The only clear exception would be index funds, where 
management is less important and turnover rarely sig- 
nals a change in the quality of management.

Funds With Low Manager Turnover
To give you some ideas, let’s look at some funds with 
low levels of manager departures as well as fund 
companies with very high manager-retention rates. 
(See the table for more funds). 

The standouts at a firm level are FPA, American, 
Dodge & Cox, Primecap, and T. Rowe Price. Many of 
the funds from these firms are good bets to have 
stable manager and analyst support. True, T. Rowe 
Price has lost a couple of good managers lately,  
but the data show that this is generally not the norm. 

On the downside, Putnam, Columbia, American  
Century, and Dreyfus are near the bottom with reten-
tion rates below 90%. Getting near the top of the  
list is very hard to do as good cultures don’t spring  
up overnight. 

I often purge funds from the Morningstar 500 that have 
a lot of manager turnover, but there are a few that 
still make the cut. One is Fidelity Blue Chip Growth 
FBGRX, which has had four managers since 2006. 
It’s typical of Fidelity’s smaller diversified funds, which 
often end up as a launching pad for other funds or 
as a place where less-promising managers wind up.
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Principle 5: Recognize Neither Active nor 
Passive Funds Are ‘Better’
Life is filled with legendary debates—those either/or, 
black-and-white-no-gray loyalties. Here in Chicago, 
you’re either a Cubs fan or a White Sox fan, not both. 
Fans of 1960s rock listened to the Beatles or the  
Rolling Stones—and fortysomething years later, they’re 
still arguing the superiority of one band over the other.

The financial media’s legendary debate involves active 
versus passive investment strategies.

Most active/passive reports you see in the news focus 
on comparing actively managed U.S. equity funds 
with the S&P 500’s returns. If less than half beat the 
benchmark, the media says it was a bad year for 
active management. Some people then take that state- 
ment to mean that you shouldn’t bother with actively 
run funds. But consider what they are assuming: First, 
that you can’t do better than average with actively 
managed funds—essentially, we can only throw darts 
at the fund listings. Second, they are assuming that 
the alternative is a cost-free index. So, active inves-
tors are dolts while index-fund investors somehow 
can get an index without any cost.

That’s why I like to look at index-fund performance. 
It shows what’s wrong with that logic. Another flaw is 
the assumption that the S&P 500 is the right bench-
mark. More than 90% of actively managed U.S. funds 
have average market caps below the S&P 500’s. Thus, 
you are not comparing active with passive. You are com- 
paring mega-caps with the rest of the market. Sure 
enough, in all of the years when active strategies are 
said to be foolish, the big names at the top of the 
S&P 500 perform better than small- and mid-cap names.

A few years ago, I created custom benchmarks for 
the nine Morningstar Style Box categories that accu-
rately reflected where actively managed funds invest, 
because these funds tend to spread out across the style 
box. When you make that adjustment, a remarkable 
thing happens: The good year/bad year notion goes 
away. Then you see that about one third of actively 
managed funds beat the custom indexes each year re- 
gardless of how mega-caps fared. If you go another 
step further and look at index-fund performance ver-
sus active, you see that active improves to better 
than that one-third figure, though it’s still below 50%.

Highly Rated Funds With No Departures in Past Five Years

Name Ticker
Morningstar 
Analyst Rating Morningstar Category

Manager 
Tenure 

(Longest)
Fund Size 

USD

Total Ret  
% Rank  
Cat 3 Yr 

Total Ret  
% Rank  
Cat 5 Yr 

Total Ret  
% Rank  

Cat 10 Yr 

Total Ret  
% Rank  

Cat 15 Yr 

Prospectus 
Net Expense 

Ratio%

Artisan Value ARTLX • US OE Large Value 7.17 1,000,239,883 40 27 — — 1.06

ASTON/Fairpointe Mid Cap CHTTX • US OE Mid-Cap Blend 14.00 4,069,889,107 33 12 7 3 1.11

Dodge & Cox Stock DODGX Œ US OE Large Value 36.33 45,650,859,183 21 55 25 1 0.52

Fidelity Contrafund FCNTX • US OE Large Growth 22.67 93,709,094,786 24 35 6 6 0.74

FPA Crescent FPACX Œ US OE Mod. Allocation 19.92 11,743,803,136 20 9 2 3 1.26

FPA Perennial FPPFX Œ US OE Mid-Cap Growth 13.75 285,749,176 40 18 35 12 1.02

Harbor Capital Appreciation HACAX Œ US OE Large Growth 23.00 20,031,215,276 47 21 25 44 0.66

Harbor Real Return HARRX Œ US OE Inflation-Prot. Bnd 5.42 506,536,131 8 9 — — 0.59

Oakmark OAKMX Œ US OE Large Blend 13.17 9,699,726,119 18 2 13 17 1.03

T. Rowe Price Small-Cap Stock OTCFX • US OE Small Growth 20.67 8,388,798,593 16 2 13 20 0.92

Templeton Global Bond TPINX Œ US OE World Bond 12.33 73,111,103,678 7 1 1 2 0.90

Vanguard Wellington VWELX Œ US OE Mod. Allocation 12.42 72,504,831,525 13 10 4 8 0.25

Westport WPFRX Œ US OE Mid-Cap Growth 15.42 673,470,706 50 33 15 11 1.23

Data as of May 21, 2013.
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Of course, the pro-index crowd is not alone in this 
goofiness. Firms with only actively managed funds 
like to trot out the idea that the next year is going to 
be a “stock-picker’s market,” usually because the 
market will be flat. But as my above point shows, this 
never happens. Actively managed funds don’t have 
a greater chance of beating an index in flat markets 
than in other markets. It is even less likely that 
someone can predict when those stock-picker’s mar- 
kets will come.

I’m agnostic about index and actively managed funds, 
as you might have inferred from the fact that we give 
Gold Analyst Ratings to the best of both groups, but 
most do not earn that rating. Either way, you need 
strong fundamentals such as low costs, good strategy, 
and sound management. Throwing a dart at active or 
passive funds will not likely get you where you need 
to be.

Build a plan for active and passive funds and stick to 
it. Tune out the reports of which camp did well and 
which did poorly or forecasts to that effect. Actively 
managed and index-fund companies are just pro- 
moting their products, and reporters are just filling 
space with fluff. Investing for the long term in good 
funds is what succeeds. œ
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I talk with investors almost every day, and over time 
the same themes emerge. Although investors cover 
the gamut of sophistication levels, I hear the same mis- 
takes over and over again. So, to help save you from 
repeating the same mistakes and losing a lot of money 
to learn the lessons, I’ve jotted down 20 of the most 
common investing mistakes. 

Most come down to two basic types of errors. One 
error is to let emotions get the better of you. I’m 
amazed at the reasons people build to justify making 
the investments that make them feel better even if,  
in the long run, they’ll be poorer for having done them. 
The second error is to not build a plan and think  
things through. As one planner told me, “People don’t 
know what they bought or why they bought it.”

Mistake 1 | Reacting to short-term returns. Every 
day, people go to their online 401(k) accounts and sell 
the fund with the worst one-year returns and buy 
the one with the best one-year returns. It makes them 
feel better, and they will tell you that the new fund 
is ahead of the curve and run by a smart manager and 
the old one has lost its touch. What they won’t say  
is that they are buying high and selling low. Nor will 
they say that short-term returns are just noise. As 
I have pointed out in past issues, among Morningstar 
500 funds, you are better off buying funds with  
lagging short-term performance than those with top-
quartile returns.

Mistake 2 | Basing sell decision on cost basis. You 
bought fund A at $10 and now its net asset value  
is at $5. You bought fund B at $10 and now it’s at $20. 
Which should you hold, and which should you sell?  
I have no idea. The amount you paid is relevant only to 
tax planning. What matters is which will have better 
returns over your investment horizon. If the answer is 
fund B, then sell fund A (you’ll have a tax benefit if  
it’s in a taxable account) and put the proceeds in fund 

B. The problem is that people have an emotional at- 
tachment to the price. Some are afraid to book losses, 
and others are too anxious to sell a winner for fear that 
they’ll miss out on gains. What matters is whether the 
funds have strong fundamentals. 

Mistake 3 | Selling after the market falls. The short-
term direction of the stock market is unpredictable; 
yet selling in reaction to market moves implies that you 
can predict short-term moves. What we fail to ac-
count for is that the markets price in the same news 
that we are hearing—often before we hear it. The 
markets are not perfectly efficient from minute to min- 
ute, but they quickly reflect a best guess based on 
new information. Fear is one of the greatest enemies 
of successful investing. When you’re worried about 
your money, you want to make it safe. However, you  
risk missing out on the next rally, and you might not 
even keep pace with inflation. From a long-term per- 
spective, cash is very risky and stocks are low risk. 
Put another way, this is another example of selling low 
and buying high. Savvy investors go bargain hunting 
when the market is oversold; you should, too.

Mistake 4 | Accumulating too many niche funds.  
We get mailings all the time telling us about hot new 
investments. Recently, commodity funds and BRIC 
(Brazil, Russia, India, and China) funds were the rage. 
Soon it will be something else. These specialist  
funds are exciting and fun to buy, but they will mess 
up your portfolio if you let them. Most niche funds 
charge more than more-diversified funds, and they 
typically have third-tier managers and less analyst 
support. Yet you can get the same exposure to sectors 
and regions through more-diversified funds. Niche 
funds drive up your costs, add extra volatility, and make 
managing your portfolio more difficult.

Mistake 5 | Failing to build an overall plan. This is 
a biggie. Spend a little time to spell out your goals,  
how you’ll meet them, and the role of each invest-
ment. This is an enormous help in figuring out how to  
get to your goals and how to adapt along the way. 
Make a little plan, and your day-to-day investment de- 
cisions will become easier and less stressful.

Clip and Save: 20 Common  
Investing Mistakes
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Mistake 6 | Failing to write down your reasons for 
buying and selling. Once you’ve got your plan, spell  
out why you own each investment and what would 
lead you to sell. For example, you could say that you 
own Fairholme FAIRX as a long-term 20-year in-
vestment for its manager and its moderate costs. 
You’d sell if the manager left, costs were raised,  
or asset bloat forced a change in strategy. If you have 
doubts about the fund in the future, you can turn  
to that document when you may well have forgotten 
what the draw was in the first place.

Mistake 7 | Ignoring costs. Expense ratios matter 
across the board. Most of the best managers work for 
low-cost funds. So, don’t listen to the siren song of  
a high-cost mutual fund or hedge fund. Results won’t 
live up to expectations. Expense ratios are the best 
predictor of future performance.

Mistake 8 | Making things needlessly complex. 
This one comes courtesy of Christine Benz, Morning-
star’s director of personal finance: Wall Street 
works overtime to sell the message that investing is 
complicated, messy stuff that you couldn’t possibly 
undertake on your own. Is it any wonder that so many 
investors are paralyzed with fear and indecision?

True enough, there are a handful of investors who 
have delivered tremendous returns by using swash-
buckling investment strategies and zooming in and out 
of arcane investments. For the rest of us mortals, 
though, buying and holding a portfolio composed of 
plain-vanilla stocks and bonds—with perhaps a 
dash of a “diversifier” such as commodities or real 
estate—is more than adequate to help us reach 
our goals. That’s also the kind of portfolio that you 
can easily manage yourself. By building a sturdy, 
streamlined portfolio, you’ll have fewer moving parts 
to monitor.

Mistake 9 | Not understanding the risks. Narrowly 
focusing on recent returns can blind investors to  
risks. If a fund has a long track record, you can easily 
get a handle on risk by looking at annual returns.  
 

In a bad year, the stock market can lose 30% or more. 
In a bad three-year period, it can lose 60%. 

It’s reasonable to assume that nearly any stock fund 
can do at least that badly. This is why stocks are  
for 10- or 20-year time horizons or longer. If you know 
that going in, you stand a much better chance of 
earning a healthy return. Most bond funds can lose 
5% or 10% in a year. If they have long maturity or  
own mostly junk-quality bonds, you can double those 
losses or more.

Mistake 10 | Not diversifying properly. The 2008 bear 
market punished financials the most, while energy 
fared best. Large growth got crushed in 2000–02, and 
small-value stocks as well as bonds held up like 
champs. Every down period is different, so be sure to 
diversify between stocks and bonds, between for-
eign and domestic, and among sectors. The key is to  
have meaningful exposure to a lot of areas and to 
build up your core.

Mistake 11 | Not saving enough. I’d encourage you 
to preach the benefits of early saving to relatives and 
friends in their 20s or 30s. If they make regular contri-
butions to their 401(k) and IRA accounts, reaching their 
goals will be quite manageable. If they don’t, they 
better make a killing or they’ll be behind the eight ball.

Mistake 12 | Failing to rebalance. My 401(k) plan has 
a tool that automatically rebalances my investments 
for me. When the markets really move, your portfolio 
can go off-kilter and mess up your nicely laid plan. 
Rebalance yearly so that you’ll be buying low and 
selling high.

Mistake 13 | Failing to factor taxes into portfolio 
decisions. Like expenses, taxes play a huge role  
in your long-term success, but they’re no fun. So, a  
lot of people ignore them in the hopes that their  
funds will make such big returns that taxes won’t 
matter. There’s a better way to think about it. Sim-
ply putting less-efficient investments in tax-sheltered 
accounts and more-efficient ones in taxable ac-
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counts will pay off in a big way. In addition, when 
you’re shopping for a new fund for a taxable account 
be sure to look for those that should be efficient, 
such as tax-managed funds, index funds, low-turnover 
actively managed funds, and, of course, municipal-
bond funds. 

Mistake 14 | Not building up a sufficient money 
market position. Christine Benz recommends that you 
have six to 12 months’ worth of living expenses in  
a money market account. As the messes in short-term 
bond funds and auction-rate securities show, there’s 
no substitute for money market funds. This emergency 
stash is vital in case you lose your job or have an-
other emergency, such as unexpected home repairs. In  
addition, it will make market downturns less stressful.

Mistake 15 | Ignoring costs in money market funds. 
Many fund companies and brokerages charge high 
expenses on money market funds because investors 
don’t pay attention. So, go with Vanguard or Fidelity 
or someone else who charges less than 40 basis points 
to manage your cash.

Mistake 16 | Failing to look at the big picture across 
accounts. Roger Ibbotson argues: Investors tend to 
view each investment and each account—401(k), IRA, 
college-savings account, etc.—in isolation rather  
than in aggregate. Trying to make every investment a 
winner can throw off the overarching asset alloca- 
tion. It can also lead an investor to chase hot stocks, 
trade excessively, and sell at the wrong time. If all  
of an investor’s accounts and individual investments 
are up at the same time, he should be alarmed rath-   
er than proud. It’s a sign that he may be under-diver- 
sified and taking on too much risk.

Mistake 17 | Misreading your own abilities. People 
who treat gambling addicts say that it’s the big winning 
bet that hooks gamblers. They get high and want  
to repeat that high. Fund investors can be a little like 
that. They remember that one time they accurately 
called the direction of the market or picked a sector 
fund, and they forget all the times their calls were  
off. Go back over your past investments. See what 

you do well, and figure out a solution for the areas 
where you didn’t do well. Maybe your individual stock 
picks aren’t that great overseas, so you should buy a 
foreign fund. Maybe your bond fund blew up, so you 
should change the way you pick bond funds and tone 
down the risk.

Mistake 18 | Focusing on the fund instead of the 
manager. I exchanged emails with a reader a couple 
of years ago who didn’t understand why Clipper  
CFIMX was recommended despite its bad five-year 
returns. I explained that the current managers’  
long-term record at other funds is outstanding. The 
fact that previous managers did well or poorly is 
rarely relevant unless it reflects institutional strength 
or weakness. Columbia Value & Restructuring 
UMBIX has a great record, but should you buy it now? 
The manager responsible for that great record  
retired at the end of 2012.

Mistake 19 | Ignoring the fund company behind the 
fund. You may like a fund, but if the fund company  
has mostly lousy investors, a record of sticking it to 
fundholders, or both, you may pay the price in the 
end. Over a long time horizon, bad things happen to 
good funds at bad fund companies. John Hancock 
Regional Bank FRBAX was once a diamond among 
dross, but the parent company pushed it down the 
tubes. John Hancock’s penny-pinching deprived the 
fund of sufficient support.

Mistake 20 | Worrying about daily ups and downs. 
Don’t get stressed watching business TV or tracking 
the market online. Those activities are exciting and 
often informative but not always helpful for long-term 
investors. Reporting on the markets, whether in  
print or on TV, requires putting a lot of experts on to 
make predictions. If they were honest and said they 
didn’t know what would happen the next week but that 
you should buy and hold, no one would watch. All 
those ups and downs have no bearing on your long-
term goals. Warren Buffett advocates buying stocks 
you feel so strongly about that you wouldn’t care if 
the stock market took a two-year holiday. The same 
goes for funds. Buy them and tune out the noise. œ
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Morningstar Analyst Rating for Funds 
This is a proprietary Morningstar data point. 

Unlike the backward-looking Morningstar Rating™ 
(often referred to as the “star rating”), which assigns 
1 to 5 stars based on a fund’s past risk- and load-
adjusted returns versus category peers, the Morning-
star Analyst Rating is the summary expression  
of Morningstar’s forward-looking analysis of a fund. 
Morningstar analysts assign the ratings on a  
five-tier scale with three positive ratings of  Œ,  
•, and  ́ , a ‰ rating, and a 
Á rating.

The Analyst Rating is based on the analyst’s con-
viction in the fund’s ability to outperform its peer group 
and/or relevant benchmark on a risk-adjusted basis 
over the long term. If a fund receives a positive rating 
of  Œ,  •, or  ́ , it means Morn-
ingstar analysts think highly of the fund and expect it 
to outperform over a full market cycle of at least  
five years. 

The Analyst Rating is not a market call, and it is not 
meant to replace investors’ due-diligence process. 
It cannot assess whether a fund is the right fit for a 
particular portfolio and risk tolerance. It is intended 
to supplement investors’ and advisors’ own work on 
funds and, along with written analysis, provide 
forward-looking perspective into a fund’s abilities. It 
picks up where commonly watched measures of  
the past leave off.

Research Methodology: The Five Pillars
Morningstar evaluates funds based on five key 
pillars—Process, Performance, People, Parent, and 
Price—which its analysts believe lead to funds  
that are more likely to outperform over the long term 
on a risk-adjusted basis. Analysts assign a rating  
of ∞ Positive, ¶ Neutral, or § Negative to each pillar.

Process: What is the fund’s strategy and does 
management have a competitive advantage enabling 
it to execute the process well and consistently 
over time?

Performance: Is the fund’s performance pattern logical 
given its process? Has the fund earned its keep with 
strong risk-adjusted returns over relevant time periods?

People: What is Morningstar’s assessment of the 
manager’s talent, tenure, and resources?

Parent: What priorities prevail at the firm? Steward-
ship or salesmanship?

Price: Is the fund a good value proposition compared 
with similar funds sold through similar channels?

Analyst Rating Scale 
This is a proprietary Morningstar data point.  

Œ: Best-of-breed fund that distinguishes itself 
across the five pillars and has garnered the analysts’ 
highest level of conviction.

•: Fund with advantages that outweigh the 
disadvantages across the five pillars and with  
sufficient level of analyst conviction to warrant a pos-
itive rating.

:́ Fund with notable advantages across sev-
eral, but perhaps not all, of the five pillars—strengths 
that give the analysts a high level of conviction.

‰: Fund that isn’t likely to deliver standout 
returns but also isn’t likely to significantly underper-
form, according to the analysts.

Á: Fund that has at least one flaw likely to 
significantly hamper future performance and that is 
considered by analysts as inferior to its peers.

Glossary of Important Terms
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Morningstar Rating for Funds 
This is a proprietary Morningstar data point. 

Morningstar rates mutual funds from 1 to 5 stars 
based on how well they’ve performed (after adjusting 
for risk and accounting for sales charges) in compar-
ison to similar funds. 

Within each Morningstar category, the top 10% of 
funds receive 5 stars and the bottom 10% receive 1 
star. Funds are rated for up to three time periods, 
three, five, and 10 years, and these ratings are com- 
bined to produce an overall rating. Funds with less 
than three years of history are not rated. 

Ratings are objective, based entirely on a mathemat-
ical evaluation of past performance. They’re a use-
ful tool for identifying funds worthy of further research 
but should not be considered buy or sell signals.

Stewardship Grade  
This is a proprietary Morningstar data point.  
 
Morningstar’s Stewardship Grade for funds goes be- 
yond the usual analysis of strategy, risk, and return. 
The Stewardship Grade allows investors and advisors 
to assess funds based on factors that we believe 
influence the following: 

p The manner in which funds are run;
p The degree to which the management company’s 
    and fund board’s interests are aligned with fund  
    shareholders
p The degree to which shareholders can expect their  
    interests to be protected from potentially conflicting 
    interests of the management company.

We assign each fund a letter grade from A (best) to F 
(worst). Funds are graded on an absolute basis. There 
is no “curve.”

Morningstar analysts’ evaluation of five factors 
determine the grade for each fund:
1 Regulatory issues, 2 Board quality, 3 Manager 
incentives, 4 Fees, 5 Corporate culture

Morningstar’s Stewardship Grade for funds is entirely 
different from the Morningstar Rating for funds. There 
is no relationship between the two.

Morningstar Style Box 
This is a proprietary Morningstar data point. 

The Morningstar Style Box is a nine-square grid that 
provides a graphical representation of the “invest-
ment style” of stocks and mutual funds. For stocks 
and stock funds, it classifies securities according to 
market capitalization (the vertical axis) and growth 
and value factors (the horizontal axis). Fixed-income 
funds are classified according to credit quality (the 
vertical axis) and sensitivity to changes in interest 
rates (the horizontal axis). 

By providing an easy-to-understand visual repre-
sentation of stock and fund characteristics, the style 
box allows for informed comparisons and portfolio 
construction based on actual holdings, as opposed  
to assumptions based on a fund’s name or how it 
is marketed. The style box also forms the basis for 
Morningstar’s style-based fund categories and  
market indexes.

Morningstar Category 
This is a proprietary Morningstar data point. 

While the investment objective stated in a fund’s 
prospectus may or may not reflect how the fund actu-
ally invests, the Morningstar category is assigned 
based on the underlying securities in each portfolio.

Morningstar categories help investors and investment 
professionals make meaningful comparisons between 
funds. The categories make it easier to build well-diver-
sified portfolios, assess potential risk, and identify 
top-performing funds. Morningstar places funds in a 
given category based on their portfolio statistics and 
compositions over the past three years.
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If the fund is new and has no portfolio history, Morn-
ingstar estimates where it will fall before giving it a 
more permanent category assignment. When neces-
sary, Morningstar may change a category assignment 
based on recent changes to the portfolio.

Morningstar Risk 
This is a proprietary Morningstar data point. 

An assessment of the variations in a fund’s monthly 
returns, with an emphasis on downside variations, in 
comparison to similar funds.

In each Morningstar category, the 10% of funds with 
the lowest measured risk are described as Low Risk, 
the next 22.5% Below Average, the middle 35% Aver- 
age, the next 22.5% Above Average, and the top 10% 
High. Morningstar Risk is measured for up to three time 
periods (three, five, and 10 years). These separate 
measures are then weighted and averaged to produce 
an overall measure for the fund. Funds with less 
than three years of performance history are not rated.

Morningstar Investor Return 
This is a proprietary Morningstar data point. 

Morningstar Investor Return (also known as “dollar-
weighted return”) measures how the average investor 
fared in a fund over a period of time. 

Investor return incorporates the impact of cash in- 
flows and outflows from purchases and sales and the 
growth in fund assets. In contrast to total returns, 
investor returns account for all cash flows into and out 
of the fund to measure how the average investor 
performed over time. 

Investor return is calculated in a similar manner to 
internal rate of return. Investor return measures  
the compound growth rate in the value of all dollars 
invested in the fund over the evaluation period. 
Investor return is the growth rate that will link the be- 
ginning total net assets plus all intermediate cash 
flows to the ending total net assets. œ
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Dear New Subscriber:

Thank you for subscribing to Morningstar FundInvestor. I think you’ll find FundInvestor is one  
of those publications that proves its worth in the very first issue.

That’s why we’re offering new subscribers like you the opportunity to extend your subscription 
for an additional year for just $95 more (versus our annual $135 rate). That’s 24 issues for just 
$230—a $40 savings off two one-year subscriptions at the regular rate.

To extend your subscription and save 15%, call toll-free 1-866-910-1145 and mention code 
FSNUPS. 

P.S. Morningstar Guarantee applies—cancel after your first issue and receive a full refund. 
Thereafter, cancel anytime for a refund for the unused portion of your subscription. We want 
you to be satisfied.
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