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Morningstar’s Dominance: The Good, Bad and the Ugly 
No one likes to follow the herd, but almost everybody does. Following the herd feels safe… right up until the 
point where the herd leads you right off a cliff. 

“The Morningstar Mirage,” a recent article from the Wall Street Journal, shows the dangers of herd-following in 
the mutual fund industry. Despite the repeated warning “past performance is not an indicator of future results,” 
investors continue to pile into funds that get a 5-star Morningstar rating, then find themselves disappointed when 
the funds fail to outperform. 

Morningstar’s (MORN) success and growth is impressive. The firm’s ability to compete and take market share 
from other sell-side firms deserves respect. However, the growing dominance of the firm in the research 
business also leads to harmful inefficiencies and distortions in the market. Investors and advisors deserve other, 
independent sources of research that go beyond Morningstar’s backward-looking methodology. 

The (Hidden) Limitations of Backward Looking Ratings 

“History is strewn with examples where star fund managers have fallen to earth when their luck or skill deserted 
them, but the Morningstar ranking adjusted only slowly downwards, with Legg Mason’s Bill Miller perhaps being 

the most prominent example.” 

Source: “Morningstar: A force to be reckoned with” By Stephen Foley. 

Officially, Morningstar cautions investors against treating its star ratings as predictive. “We have always been 
very clear that it’s not intended to predict future performance,” the company wrote to the Wall Street Journal in 
response to their findings. 

In practice, the media has identified several cases of the Morningstar and its officers touting the ratings as 
having predictive value. For example, Morningstar’s official Twitter account shared a quote from columnist Matt 
Levine saying “Morningstar is better at picking mutual funds than I would have expected.” The company 
conveniently ignored that he also said he expected Morningstar to have zero ability to pick mutual funds. 

Nobody Ever Got Fired for Buying a 5-Star Fund… Until They Did 

“Nobody ever got fired for buying IBM” was a common cliché in corporate America for decades. IBM was the 
safe choice. If you bought IBM machines for your company and they had issues, you wouldn’t face any 
repercussions because it was such a conventional, safe decision. All too often, purchasing agents would go with 
IBM over a smaller company that might fit their needs better to avoid any risk. 

The same issue has been true in the mutual fund industry for years. Morningstar ratings are a convenient safety 
net. Pick a 5-star rated fund that underperforms, and people will chalk it up to bad luck. Pick a lower rated fund 
that underperforms, and people will question your judgement. One former adviser quoted in the WSJ piece 
affirmed this conventional wisdom: 

“Advisers get in trouble when they go against the grain. You isolate yourself more if you sell something else 
rather than just go with what research recommends.” 

However, other conversations in the article indicate that Morningstar ratings no longer provide the cover they 
once did. One municipal police pension fund in Illinois found itself disappointed with the return of its 5-star fund. 
The pension board left its Morgan Stanley (MS) broker for a local one in part due to Morgan Stanley’s reliance on 
Morningstar ratings. 

Investors increasingly understand that Morningstar’s fund ratings do not constitute sufficient diligence to serve as 
the entire basis of an investment recommendation. 

The Hidden Costs of and Forces Behind Morningstar Ratings  

Morningstar rating changes have a huge impact on fund flows as investor money piles into top rated funds. As a 
result, fund managers will often do or spend whatever it takes to get the best rating. 

http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.wsj.com/articles/the-morningstar-mirage-1508946687?mod=e2tw&mg=prod/accounts-wsj
http://www.ft.com/intl/cms/s/0/e02d2768-22d2-11e4-8dae-00144feabdc0.html#axzz3el6ng4Db
https://twitter.com/matt_levine/status/923573239565242369
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=286157
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Many fund managers hire executives specifically to manage relations with Morningstar. They also lobby heavily 
(see Financial Times: “Morningstar: A force to be reckoned with”) to earn the best “Analyst Rating,” the more 
qualitative alternative to the star ratings that Morningstar unveiled in 2011. These executive salaries and 
lobbying activities translate into higher fees for investors.  

In addition, fund managers sometimes pursue suboptimal strategies in order to cater to the Morningstar ratings 
system. David Blanchett offers a great analysis of one of these distortions in his paper “Gaming the system: the 
impact of Morningstar category changes on peer rankings” in the Journal of Investing. 

Blanchett discovered that underperforming fund managers in one category will sometimes “drift” into different 
categories where their relative ranking looks better. Funds that engaged in this style drift saw significant fund 
inflows after making the switch, but they went on to underperform their new peers. Even worse, fund managers 
pursuing this strategy typically saw their new category underperform their old one, further hurting returns for 
shareholders. 

In essence, the dominance of Morningstar’s research created a situation where it was more profitable for fund 
managers to pursue a course that hurt investors returns.  

One Dominant Voice Creates Market Inefficiencies 

More broadly, Morningstar’s dominant voice in the fund industry creates the potential for groupthink and market 
inefficiencies. Markets with a large number of independent estimates of value are likely to be more efficient, even 
if those estimates are all individually flawed (See “Market Efficiency and the Bean Jar Experiment”). When one 
institution can impact investor flows the way Morningstar does, you lose some of that independence, which 
increases the potential for instability and inefficiency. 

The market needs multiple, independent voices analyzing mutual funds and their holdings to serve as 
alternatives to Morningstar’s overly dominant and, often, backward-looking ratings. 

According to the Expert: Proper Fund Research Requires Diversity of Research Providers 

Fund industry expert Chuck Jaffe wrote an article a few years ago about how he picks a new fund. In the article, 
he writes that before settling on a fund, he checks with Morningstar, Lipper, and New Constructs. In addition to 
checking with analysts, Mr. Jaffe does a great deal of diligence on his own by reading fund newsletters, 
examining costs, and figuring out tax impacts. 

The key here is that Mr. Jaffe consults several sources of research, along with his own due diligence, before 
making a decision on a fund. If he likes a fund, he specifically looks for research that contradicts his thesis to see 
if his conclusions still hold up. 

Investors deserve this level of diligence. Brokers and advisors that just buy 5-star rated funds without consulting 
other research or performing their own diligence are not fulfilling their fiduciary duty.  

This article originally published on November 2, 2017. 

Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, style, or 
theme. 

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.  

http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.ft.com/content/e02d2768-22d2-11e4-8dae-00144feabdc0
http://www.iijournals.com/doi/abs/10.3905/joi.2011.20.1.033#sthash.MZMiLWFI.dpbs
http://www.iijournals.com/doi/abs/10.3905/joi.2011.20.1.033#sthash.MZMiLWFI.dpbs
http://www.jstor.org/discover/10.2307/4479031?uid=2&uid=4&sid=21104136453311
https://www.newconstructs.com/investors-need-independent-fund-research/
https://www.newconstructs.com/education-etf-mutual-fund-rating/
http://moneylifeshow.com/
https://www.marketwatch.com/story/the-right-way-to-pick-a-new-mutual-fund-2014-07-21?page=2
https://www.newconstructs.com/wall-street-journal-reveals-the-dangerously-outsized-role-morningstar-plays-in-the-mutual-fund-industry
https://twitter.com/NewConstructs
https://www.facebook.com/newconstructsllc/
https://www.linkedin.com/company/new-constructs
https://stocktwits.com/dtrainer_NewConstructs


   DILIGENCE PAYS 11/3/17 

 

Page 3 of 4 
 

New Constructs® - Research to Fulfill the Fiduciary Duty of Care 

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent 
investment decisions. 

New Constructs leverages the latest in machine learning to analyze structured and unstructured 
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work 
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings 
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients 
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the 
firm's CEO, is regularly featured in the media as a thought leader on the fiduciary duty of care, 
earnings quality, valuation and investment strategy. 

To fulfill the Duty of Care, research should be:  

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been 
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).  

2. Un-conflicted - Clients deserve unbiased research.  

3. Transparent - Advisors should be able to show how the analysis was performed and the data 
behind it.  

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or 
mutual fund performance. 

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale 

Accounting data is only the beginning of fundamental research. It must be translated into economic 
earnings to truly understand profitability and valuation. This translation requires deep analysis of 
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for 
thousands of stocks, ETFs and mutual funds. 

http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/technology/


   DILIGENCE PAYS 11/3/17 

 

Page 4 of 4 
 

DISCLOSURES  

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management 
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any New Constructs’ 
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any 
investment or merchant banking functions and does not operate a trading desk.  
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading 
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are 
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration 
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on 
that security. 

 

DISCLAIMERS  

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered 
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure 
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal, 
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial 
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report 
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such 
investments or investment services. 
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but 
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs 
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results 
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of 
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions 
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New 
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the 
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared 
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.  
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not 
professionals or institutional investor customers of New Constructs should seek the advice of their independent f inancial advisor prior to making 
any investment decision or for any necessary explanation of its contents.  
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which 
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.  
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material, 
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including 
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of 
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at 
your own risk.  
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of  it, may be altered in 
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks, 
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs. 
Copyright New Constructs, LLC 2003 through the present date. All rights reserved. 
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