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Dear Fellow Investor,

Our mission at Morningstar FundInvestor is to provide you with the comprehensive, insightful 

research you need to manage your mutual fund portfolio. 

We pack so much information into each issue that some people find it a little overwhelming. 

Trust us—it’s not that complicated. To help you make the most of your subscription, we’ve 

compiled this guide.

At Morningstar, we focus on a handful of fundamentals when evaluating funds: process or 

strategy; long-term performance; the people managing the fund; the quality of the fund’s  

parent company; and expenses. We consider all five of these “pillars” when we assign our 

Morningstar Analyst Ratings. Our Morningstar Analyst Ratings go from̈  at the  

bottom to  Œ at the top. 

We hope these ratings, along with our monthly commentary, become critical pieces of  

research in your investing tool kit.
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Our monthly issues of FundInvestor are typically 
released around the 8th of the month. Print issues 
usually arrive mid-month, but all subscribers— 
not just those with online-only subscriptions—have 
access to our website and can download new  
issues as soon as they are available.

You can email questions about subscription-related 
matters to newslettersupport@morningstar.com or 
call us at 312-424-4288.

Key Features
Cover Story. This is my platform for bringing you the 
latest research from Morningstar.

Fund Reports. Each month I choose four funds that  
I think you should know about and include their  
one-page mutual fund report to help you with your 
research. Each fund report includes up-to-date  
analysis along with the top data points any fund 
investor should consider when analyzing a fund.  
On the following pages is our Morningstar Research 
feature. This section focuses on our latest fund-
industry research.

The Contrarian. Our Contrarian feature finds funds 
that shouldn’t be overlooked but are. I talk about 
funds that are not on everyone’s radar screen, so you 
can decide if they should be on yours. 

Red Flags. In this column, our Morningstar analysts 
have the opportunity to alert you to a fund’s hidden 
risks. These risks can take many forms, including 
asset bloat or the departure of a solid manager. Not 
all funds featured in this section qualify as a sell,  
and in fact, some are good long-term holdings. But  
we want our readers to be prepared for a potentially 
bumpier ride in the near future.

Leaders & Laggards. This is where you can find  
the 10 best-performing funds and the 10 worst- 
performing funds along with commentary on which 
funds we believe are either leaders or laggards  
in their respective category.

Manager Changes and News. In this section, I’ll 
provide you with a list of recent manager changes and 
what, if any, impact our analysts believe they will have 
on the performance of the funds. I’ll also provide you 
with the latest fund industry news that happened 
since the last issue.

Portfolio Matters. Christine Benz, Morningstar’s 
director of personal finance, will help you manage  
the portfolio challenges you face each month.  
She will address personal finance issues with prac-
tical solutions throughout the year.

Tracking Morningstar Analyst Ratings. Our ratings 
should be seen as measures for long-term success. 
Analysts assess a fund’s competitive advantages by 
analyzing its people, process, parent, performance, 
and price. (In the next section of this guide, you will 
find an in-depth look at each of these fundamental 
areas.) The tables on the facing page show how the 
funds with Morningstar Analyst Ratings of Gold are 
performing by asset class and which funds have newly 
issued analyst ratings.

FundInvestor Overview
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Income Strategist. In this feature, a snapshot of the 
bond industry is provided along with an analysis of 
how bond funds and bond-fund managers navigate 
the waters of changing yields.

FundInvestor 500. The more than 7,000 mutual funds 
available are narrowed down to the top 500 funds that 
should be on your radar. This section features  
the industry’s best and most notable funds so you can 
garner new investment ideas or track the funds  
you already own. The fund spotlight that follows goes 
in-depth on one of the funds appearing in the  
FundInvestor 500.

Online Resources
Email updates. Whenever there is breaking fund 
industry news, such as fund closings or manager 
changes, I send out an email alert with the details  
as soon as possible. Print subscribers visiting the 
website for the first time will need to create a login  
ID and password. Go to mfi.morningstar.com  
and click on the Register button located in the top 
right corner of the home page. Fill in the required 
fields, and the online portion of your subscription will 
be complete once you click on the Register button.  
Be sure to have your subscription ID handy in order to 
complete the website registration.

Dedicated FundInvestor website. Daily performance 
data, breaking fund industry news, my weekly take  
on the fund industry, past issues of FundInvestor, and 
access to each fund’s full-page, year-end Analyst 
Report are archived at mfi.morningstar.com. 

http://mfi.morningstar.com
http://mfi.morningstar.com
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An important part of investing is simply narrowing  
the list of ideas down to a manageable group  
to investigate more thoroughly. After all, there are 
thousands of mutual funds from which to choose. 
Here’s how I go about narrowing the field for 
Morningstar FundInvestor.

Our Complete Coverage List
Morningstar tracks more than 7,000 mutual funds  
in our database, which includes virtually any mutual 
fund that reports returns to Nasdaq. Out of that 
universe, we select more than 1,000 funds to analyze 
in depth. A fund makes this coverage list based  
on a few key factors: asset size, performance, quality 
of management, expense ratio, and strategy. We  
give extra points to unique strategies or formats. We 
generally cover funds with strong track records,  
but we’ll sometimes add brand-new funds to our 
coverage list if we like their managers.

When our analysts cover a fund they interview the 
manager, review SEC filings, conduct research on the 
fund using our in-house tools, and dig into the indi-
vidual holdings of the fund’s portfolio. We also visit 
scores of fund companies every year.

The analysts then bring their recommendations to  
the analyst ratings committee, which will vet the 
ratings for completeness, accuracy, and consistency.

The FundInvestor 500
The FundInvestor 500 is a subset of Morningstar’s 
coverage list. FundInvestor readers use the Fund-
Investor 500 list on Pages 24–45 for two distinct 
purposes: to monitor their existing investments and  
to find great new ideas to buy. While I’m winnow- 
ing the list of funds down to 500, I look for big funds 

that are popular with our readers. In this way, I help 
out with the monitoring function. On the other hand, I 
look for great funds—or at least intriguing new 
ones—that are worth considering. Some great funds 
are small and some are large. To illustrate, let’s look  
at a couple of additions to the FundInvestor 500. I added 
the relatively small Tweedy, Browne Worldwide 
High Dividend Yield TBHDX in September 2011 because 
Tweedy, Browne has more than 20 years of investment 
success at other funds. This one was four years old at 
the time and had impressed so far. Like its siblings,  
it is a cautious value investor. However, this one has a 
greater emphasis on dividends and does not hedge  
its currency exposure.

I also added Akre Focus AKREX soon after it was 
launched because manager Chuck Akre had built  
a long and stellar track record at FBR Focus FBRVX 
before he and FBR parted ways. Akre is a patient 
growth investor who builds a concentrated portfolio of 
his top stocks. In this instance, I didn’t need a long 
track record on the fund to know it was worth adding.

I also watch closely to weed out any weak links. 
Marsico 21st Century MXXIX was once a promising 
fund off to a strong start. However, performance 
dropped off sharply and the manager was replaced  
by an analyst with no prior fund management expe-
rience. That was my cue to drop the fund.

Is the FundInvestor 500 a Buy List?
Not quite. The FundInvestor 500 contains a lot of 
attractive funds, but it isn’t exactly a buy list. I will 
keep a giant fund on the list even if it’s not quite 
topnotch. However, most big funds are decent invest-
ments, as they usually offer skilled management  
and modest costs. This leads us to our true buy list.

How to Use the Analyst Ratings and 
FundInvestor 500
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Gold-Rated Funds
Our Morningstar Analyst Ratings have five levels: 
Œ, „, ,́ ̌ , and Á. We’re 
not imposing a bell curve on the ratings, but you’ll see 
funds spread throughout that spectrum. Some big 
funds are in the Á anď  camps.

The ratings reflect a synthesis of each fund’s funda-
mentals. We break those fundamentals down into five 
pillars: People, Process, Parent, Performance, and 
Price. These are the big, fundamental areas that are 
vital to a fund’s long-term success. However, we  
don’t simply tally up the pillars, as each one has some 
overlap with the others. It’s really about how they 
work together, and that varies from fund to fund.

For example, an index fund’s Price matters a heck of  
a lot more than its People. A focused-stock fund, 
however, is mostly dependent on People and Process, 
so we would weight those more heavily. Let’s take  
a look at each pillar.

People. 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 rating a fund’s People score. We think 
about what advantages they have over their peers 
along the lines of expertise, experience, and demon-
strated skill. A lot of work goes into assessing the 
people. We talk with managers on a regular basis, we 
visit fund companies to meet the people behind the 
scenes (such as analysts, traders, and chief investment 
officers), and, of course, we pore through piles of 
shareholder reports and press interviews from the 
manager. We will also look at how other funds at  
the family have done to assess firmwide expertise. 
We follow analyst movements at the firm so we  
know how experienced they are and whether there’s 
turmoil or stability in the ranks.

Process. There’s an enormous variety of fund strate-
gies even within a category, and we drill down to 
really understand the differences. Essentially, we are 
looking for competitive advantages.

Are the managers doing something that anyone can 
do or 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 a manager and firm’s skill set. 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. Someone 
running a three-person office would be a terrible fit 
for such a strategy.

Mutual Series is another example 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 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. 
We look at manager turnover at the firm, the invest-
ment culture, the quality of research, ethics, directors, 
SEC sanctions, and more.

If you hold a fund for 15 years, you want stable man-
agement that will be there the whole way through. 
Failing that, you want a firm with a deep bench  
of people who can step in and keep the fund going  
along the right path. What you don’t want are  
frequent switches with not-very talented investors.

A fund company and the fund board make a number  
of decisions that have a big impact on the fund. Some  
pit the company’s short-term profits against fund-
holders’ 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 perfor-
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mance and they keep fees higher than necessary. In 
short, you want a partner you can trust for many years 
to come.

Performance. We focus on performance under the 
current manager to tell us whether he 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 link the performance  
back to its root cause: the strategy and holdings. We 
examine how a fund has performed in different 
market environments, its risk profile, and consistency 
of returns over time. It’s important to understand  
what risks a manager took and is taking now to gen-
erate the returns. Some higher-risk strategies can 
enjoy a nice steady ride for a few years before the 
tide turns. 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.

Price. As I have written before, costs are a good pre-
dictor of future performance. They aren’t everything, 
but they are a crucial piece in the puzzle. 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 parti-
cularly high or low. It’s also important to consider a 
fund’s costs in light of its strategy.

What It Isn’t
The ratings distill our work on a fund, but they are not 
intended to do everything for an investor. Investors 
and their advisors have to decide what suits their 
needs and goals and what their plan is.

In addition, these ratings reflect our belief about a 
fund’s long-term prospects for risk-adjusted perfor-
mance, but they are not short-term calls on a fund or 
an asset class. Focused-stock funds and high-yield 
bond funds are meant to be long-term holdings and, 
by their nature, will lose money some years.

Each Month in FundInvestor
Each month we will include four fund Analyst Reports 
that let you drill down to really understand what 
makes a fund stand out, where it’s positioned, and 
what our take is. They include data on performance, 
the portfolio, fees, and more. 

On Page 18 of each issue, we track the performance of 
our ratings, and I highlight newly rated funds or funds 
whose ratings have been changed because of some 
key fundamental factors. 
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Morningstar Analyst Rating
As described in the prior pages, the Morningstar 
Analyst Rating is a forward-looking qualitative  
rating that reflects our view of a fund’s long-term risk/
reward prospects.

Conversely, the Morningstar Rating for funds (aka the 
“star rating”) is a purely quantitative measure of past 
risk-adjusted performance. The two ratings generally 
agree, but they will sometimes diverge if there is a key 
fundamental change such as a new manager or 
strategy change that may not be reflected in the 
past performance data.

Domestic-Equity Fund Data
Historical Performance
Morningstar Rating. The Morningstar Rating for funds 
is a handy quantitative measure of how well a  
fund has performed relative to its category on a risk-
adjusted basis. The rating is based on trailing three-, 
five-, and 10-year returns. We also adjust for sales 
charges, and the stars are given on a curve so that 
10% get 1 star or 5 stars, 22.5% get 2 stars or 4 stars, 
and 35% get 3 stars.

If you’re having trouble narrowing a list of prospects, 
you could begin by throwing out funds with just 1  
star or 2 stars. Conversely, if you own a fund, you can 
use the star rating as a warning sign. If it falls to 2 
stars or 1 star, it’s worth looking into why it has under-
performed. Sometimes there’s a good reason; for 
instance, its investing style could be out of favor. 
However, other times there’s no good excuse, and  
the fund has been a chronic underperformer. In that 
case, it might be time to get out.

Total Return. We all watch these numbers because 
returns are more or less the bottom line in investing. 
However, it is the long-term percentile category 
ranking that provides insight as to whether a fund 
manager is adding value. There’s still some useful 
information to be gleaned from total return, though. 
When you see extreme returns in the short- or  
long-term periods, you know you’re looking at a high-
risk fund.

Total Return Category Rank. The five- and 10-year 
relative performance figures are among the most  
valuable data points on our pages. They provide the 
best glimpse about whether a manager has added 
value relative to his true peers. Everyone has his day 
in the sun, but you have to be pretty good to do  
well over five or 10 years. When I’m shopping for a 
fund, I’ll look for one with returns that are in the  
top third (<33) or better. On the flip side, I’d take a 
long, hard look at any fund I held that was in the 
bottom third (<66) over one or both of those periods.

Yield. Funds use their income from bonds, cash, and 
stock dividends to pay off their expense ratio. Any-
thing left over is distributed as dividends and cap-
tured by the yield figure. While it’s tempting to use 
this figure to pick a bond fund, that would be a 
mistake. The reason is that some funds pay big yields 
but erode investors’ principal. If a bond fund instead 
produces strong returns, that means it’s growing prin-
cipal and will likely produce more income over the  
life of your investment.

Historical Risk
Standard Deviation. This is a measure of a fund’s 
volatility. The higher the number, the riskier the fund. 
One way to get a handle on whether a fund’s volati-
lity is within your tolerance range is to compare it with 
the standard deviation of a fund you’ve held for a long 
time that is about as volatile as you can handle. If its 
standard deviation is 25% or more above that, you 
might want to pass. Technical details: The standard 
deviation figure provided here is an annualized 

Introduction to FundInvestor 500 Data
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statistic based on 36 monthly returns. By definition, 
approximately 68% of the time, the total returns of 
any given fund are expected to differ from its mean 
total return by no more than plus or minus the stan-
dard deviation figure. Ninety-five percent of the time, 
a fund’s total returns should be within a range of 2 
times the standard deviation plus or minus its mean. 
These ranges assume that a fund’s returns fall in a 
typical bell-shaped distribution.

R2 (R-squared). R-squared ranges from 0 to 100 and 
reflects the percentage of a fund’s movements that 
are explained by movements in its benchmark index. 
An R-squared of 100 means that all movements of a 
fund are explained by movements in the index.

People sometimes use this to gauge whether a fund  
is a “closet indexer,” which is an actively managed 
fund that follows the index so closely you might as 
well own an index fund. A fund with an R-squared 
higher than 98 fits that description.

Risk Relative to Category. This tells you how volatile a 
fund is relative to its category peers. The key word 
here is relative. A short-term bond fund that is classi-
fied as “high” risk relative to other short-term bond 
funds is still going to be much less volatile than the 
wide universe of all mutual funds, just as a “low”  
risk emerging-markets fund is still much more volatile 
than most funds. We also include a plus or minus  
sign next to the word average to indicate if a fund is 
above or below average for its category. However, 
when you get down to that level, the differences are 
pretty small—it’s really just when the measure is  
low or high that it should get your attention.

Current Portfolio Style
Current Equity Style Box. The current Morningstar 
Style Box is based on a fund’s most recent portfolio. 
On occasion, you’ll see a fund with a style box  
that differs from its category because the category  
is based on three years’ worth of portfolios.

Price/Earnings Ratio. Our P/E ratio reflects the overall 
P/E of the underlying holdings in the fund rolled  
up into one number. We use earnings projections 
because they more closely reflect what portfolio 
managers are looking at. True, these projections can 
be flawed, but we’ve found they are still much  
better than past net income, which can be distorted 
by write-offs and industry cycles.

Price/Book Ratio. Price/book ratio is another useful 
valuation measure. It’s often favored by value hounds 
who want a business that appears very cheap rela-tive 
to its book value even if the business isn’t grow-ing 
much. It’s worth noting, though, that this ratio is  
a useful measure in some sectors such as financials, 
but it’s of little value for technology stocks where 
goodwill can inflate book value.

Average Market Cap. This is a measure of the size of 
the companies in which the fund invests. Technically 
speaking, it isn’t an average; it is a geometric mean. 
This is the best way to measure market-cap exposure 
because it prevents a single holding from skewing 
the figure.

Top Three Sectors. The name pretty much says it all. 
The sectors are worth a look because you probably 
don’t want more than one of your funds to have a big 
bet on the same sector.
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Total Number of Holdings. We watch this figure for 
signs that a fund’s assets are growing too large. If  
a fund cranks up its total holdings from 100 to 200,  
it’s a sure sign of strain on the portfolio.

Turnover. Turnover is calculated by taking the lesser  
of purchases or sales (excluding all securities  
with maturities of less than one year) and dividing  
by average monthly net assets. In stock funds, it  
can be a little worrisome if a fund’s turnover is greater 
than 100% because it is likely generating a lot of 
trading costs. In a bond fund, though, turnover is not  
a big deal.

Recent Composition (% of Assets). Composition tells 
you how a fund is allocating resources. Is it building 
cash? Is it moving money overseas? If you have one 
stock fund that tends to build double-digit cash stakes, 
you might want your next purchase to be a fund  
with a cash stake below 5% so you don’t end up with 
a high-priced money market fund.

There are some derivatives-heavy bond funds with 
rather unreliable composition numbers. These are 
mostly PIMCO-managed funds. We are working to 
improve those figures but haven’t yet gotten the  
data we need.

Costs
Sales Charge. We tell you if a fund charges an 
up-front fee (or “load”) or if it is closed to new invest-
ments. However, some funds are closed in only  
one share class and still open in others. For example, 
Columbia Acorn funds have Z shares that are closed 
but A shares that are still open.

Expense Ratio. This tells you what percentage of 
assets your fund company will charge you in fees 
during the course of the year. It’s easy to look right 
past expenses, but you’d be making a big mistake. The 
expense ratio is the best predictor of future per-
formance we know of, so you should always hunt  
for the low-cost fund.

Why is it such a good predictor? For starters, it is 
subtracted from returns, so it goes right to your 
bottom line. The other reason is that expense ratios 
are fairly stable factors that don’t change much  
over time. Conversely, the other elements in returns 
vary widely. One year, there’s a bear market, the  
next it’s a huge rally. Moreover, the market rotates 
leadership among sectors and market caps. That’s 
why fund advertisements all bear the caveat that  
past performance does not predict future returns.  
In short, there’s a lot of noise in total returns and  
other data points, but expenses are pure information.

Operations
NAV. This is the month-end net asset value. It tells 
you what each share is worth, but don’t read too 
much into it. Some people treat it like a stock price  
or a stock P/E and target buy points at certain  
levels for a fund. But, in fact, that strategy doesn’t 
make a whole lot of sense. NAV is not the same  
as total returns—a fund could pay a big dividend and 
that would drop its NAV yet not have any impact  
on the fund’s return or the value of your investment.

Total Assets. This figure represents the total amount of 
assets in the fund. If your stock fund has one of  
the largest asset bases in its category, it may be time 
to get out.
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Portfolio Manager. This last column of information on 
the page is vital. The manager or managers running 
the fund have a big impact on how the fund performs. 
If you come across a fund with great long-term 
returns but notice that the manager has been there 
for only a year or two, you might want to pass on  
it. Alternatively, you could dig deeper to learn if the 
manager has experience elsewhere. Whether  
you’re looking at a fund from one of the giants or a 
small boutique, it’s important to find a skilled, 
experienced manager.

The tenure figures listed in parentheses show  
the number of years each listed team member has 
managed the fund.

International-Equity Fund Data
Price/Cash Flow. Because earnings calculations vary 
from country to country, we use price/cash flow as 
a measure of a foreign portfolio’s valuation. Price/
cash flow shows the ability of a business to generate 
cash and acts as a gauge of liquidity and solvency.

Regional Exposure. Just like our sector breakdown  
for domestic-stock funds, it’s worth taking a look to 
see which regions your foreign funds are favoring. 
First, look to see if you’re getting the diversification 
you need. Second, take a close look at Latin America 
and Asia ex-Japan weightings to see if you have  
more in emerging markets than you bargained for. 
Emerging markets can produce big returns, but they 
seem to suffer a meltdown every five to 10 years, so 
it’s a good idea to keep your exposure there in check.

Bond-Fund Data
Average Duration. Duration is a measure of a fund’s 
interest-rate risk. The figure is expressed in years.  
It tells you the time period in which an investor would 
be indifferent to a rise in interest rates. So, if you 
planned to hold a fund with a 4.0-year duration for six 

years, you’d welcome a rise in interest rates because 
it would mean a higher yield. However, if you  
planned to hold it for just two years, the loss in prin-
cipal wouldn’t be fully covered by the gain in yield.

You can also look at duration as a rough gauge on 
how much your fund would gain or lose in a shift in 
interest rates. A general rule is to multiply duration  
by the amount of the rate change to see what the 
impact on total return would be. So, if rates rose from 
3% to 4%, a fund with a duration of 4.0 would theo-
retically lose about 4% of its value. Conversely, a drop 
in rates from 4% to 3% would produce a 4% gain.

Category Average Duration. This figure provides a 
handy benchmark so that you can see if your fund  
is courting more or less interest-rate risk than its 
average peer.

Average Credit Quality. In 2010, Morningstar changed 
the way that it calculates the Average Credit Quality 
statistic for fixed-income funds. In late 2009, Geng 
Deng, Craig McCann, and Edward O’Neal circulated a 
paper titled, “What Does a Mutual Fund’s Average 
Credit Quality Tell Investors?” The paper argued that 
the standard approach for calculating the average 
credit rating for the bonds held in a fixed-income port-
folio—the approach used just about everywhere, 
from Morningstar to the fund companies themselves 
to other data sources—would at times produce less-
than-sensible results.

The standard method treats averaging credit ratings 
like averaging letter grades from school. In school,
a student who receives two grades of A and two of C 
will post a grade-point average of 3.0, while a second 
student who receives a grade of B in all four classes 
will also record the identical GPA. Thus, in averaging 
credit ratings, the standard approach scores a fund 
that consists 50% of AAA bonds and 50% of A securi-
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ties the same as a fund that consists solely of AA 
bonds. Similarly, a portfolio that is 50% in AAA  
and 50% in BB would equal to a portfolio of 100% 
A bonds.

However, there is a critical difference between grades 
and credit ratings because the underlying scores for 
credit ratings are not at all linear. Specifically, the 
cumulative default rates for bonds carrying invest-
ment-grade ratings tend to be relatively similar 
(particularly at the AAA and AA levels). Then, as the 
credit ratings hit BB and lower, the default rates 
increase at a massive and exponential rate, such that 
a lower-rated bond will have 100 times or more the 
default expectation of a highly rated security. Lower-
quality securities are very potent: A small dose of 
them can have a large effect in pulling down a fund’s 
Average Credit Quality.

Let’s consider a real-world example, Loomis Sayles 
Bond LSBRX. Several people have wondered how the 
fund could receive a BB Average Credit Quality score 
and land in the low-quality row of the Morningstar 
Fixed-Income Style Box, because it has two thirds of 
its assets in investment-grade securities. To those 
accustomed to thinking along GPA lines, that result 
does not make sense. But because the risk of default 
is much greater for the one third of the portfolio 
invested in bonds rated BB and below, the portfolio 
ends up with an overall cumulative probability of 
default rate that is only modestly better than that of  
a single BB issue.

Implementing the new, cumulative-default method-
ology caused Morningstar’s published Average  
Credit Quality scores to drop for many funds. Among 
taxable-bond funds (the effect was less with muni 
funds), slightly more than half saw their Average 
Credit Quality score decline by one or more ratings 
levels. In most cases, the decline was by a single 

ratings level, but about 15% of funds dropped two 
ratings levels. Funds that hold credits of a similar 
quality were relatively unaffected, while those  
that “barbelled” their portfolios by owning a mix of 
high and low credits were most affected.

Credit Quality Breakdown. This information provides 
some added detail to average credit quality. A fund 
that’s half AAA and half BB is going to behave differ-
ently than a fund that’s all A, so we provide the  
breakdown on how much of a fund’s assets are high-, 
medium-, and low-quality debt. “Other” indicates  
that a fund holds nonrated debt. This is a warning 
sign for municipal bonds because nonrated debt is 
very thinly traded and can be difficult to sell if some-
thing goes wrong. For funds with a meaningful  
stake in nonrated debt, it’s important to be sure you’re 
investing with a trustworthy firm with extensive  
credit research capabilities.

On the FundInvestor Website
We include some additional valuable data points in 
the data pages of mfi.morningstar.com. This is  
a free benefit to subscribers. We also update total 
returns daily so you can keep track of your invest-
ments in real time.

Manager Investment Level. We tell you how much of 
a manager’s own money is invested in his fund. Fund 
companies are required to disclose this information 
once a year. They report investments in the following 
bands: 0; $1–$10,000; $10,001–$50,000; $50,001–
$100,000; $100,001–$500,000; $500,000–$1 million; 
and over $1 million.

We show you the highest manager investment  
level for all managers of a fund. It’s a key data point 
because managers know their funds better than 
anyone and you want to be sure they are eating their 
own cooking.

http://mfi.morningstar.com
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Worst 3-Month Return. I like this measure because 
it’s a nice tangible way of getting a sense for a fund’s 
downside. As the name implies, this figure represents 
the worst three-month loss that a fund has suffered. If 
that figure scares you, it might mean you need to find 
a less risky fund.

Beta. Beta tells you how sensitive a fund is to market 
movements. By definition, a beta of 1.00 is equal to 
that of the relevant index. So, a large-blend fund with 
beta of 1.10 can be expected to be more volatile than 
the S&P 500. It ought to go up about 10% more than 
the index in rallies and fall 10% in sell-offs. However, 
beta is not a perfect predictor.

It’s also worth noting that beta is more meaningful as 
the fund’s R-squared figure rises. A good general  
rule is that the measure is useful when the R-squared 
is 80 or higher.

Also on mfi.morningstar.com
Besides additional data points, our companion website 
offers one-page reports on every fund in the 500. The 
pages are updated monthly. Just enter the fund’s 
ticker and you will get a one-page PDF. K
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Q | What do the hollow star ratings mean?

A | The hollow star ratings are extended star ratings 
for share classes that are not the longest track record 
for the fund. For example, Vanguard Small Cap 
Growth Index VSGAX has a hollow star rating. The 
fund has been around for more than 15 years, but  
the Admiral shares were launched in 2011. We take 
the older Investor share class record and attach it  
to the existing record of the Admiral shares and show 
you what the star rating would have been if this  
share class had been around for 10 years. 

You can see we’ve done the same thing for the Total 
Return and Total Return Category Ranks to the  
right of the star rating. There, we italicize the figures 
so that you can see which part is extended back. 

The point is to give you more information on how the 
fund has performed, even though the share class is 
fairly new. Share classes have identical performance 
to each other except for fees, so there’s a sound 
reason for doing it. 

Q | Why are there funds whose performance percen-
tile ranks don’t line up with others in their group?

A | Some of the groupings in data pages are based  
on fund categories, and some have multiple catego-
ries together. For example, mid-growth is a category, 
so the return rankings all line up. However, allocation 
funds represent a few different categories. The 
ranking is within each category such as moderate 
allocation or long-short. 

When we group funds from more than one category 
together, you’ll see a category abbreviation to the 
right of the Morningstar Analyst Rating. You’ll see 

that American Funds American Balanced ABALX has 
MA for moderate allocation while Arbitrage ARBRX 
has NE for market neutral. You can see the category 
abbreviations for funds at the bottom of  
the data page.

Q | Are Total Returns after expenses?

A | Yes, the return figures are after expenses. They  
do not factor in sales loads, but the star rating does 
factor in sales loads.

Q | Why don’t composition figures for stock funds sum 
up to 100%?

A | The percentage in Foreign overlaps with the  
asset classes. The percentage in Cash, Stock, Bond, 
and Other should sum to 100%.

Q | Why don’t the Morningstar Analyst Ratings and 
star ratings sync up?

A | The star rating is a quantitative measure of past 
risk-adjusted, load-adjusted performance. The  
Morningstar Analyst Rating is a qualitative rating 
based on a fund’s fundamental prospects for  
strong risk-adjusted performance. Consider the star 
rating as the rearview mirror and the Analyst  
Rating as the windshield. 

Frequently Asked Questions
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