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Mutual Fund Rating Persistence 

Not All Stars Shine Bright 
Investors are always on the lookout for an edge when it comes to putting money to work in the markets. 
Unfortunately, many investors fail to conduct proper due diligence and instead rely too heavily on recent 
performance and third party rating systems such as Morningstar’s star rating system. This behavior may lead to 
unexpected portfolio results.  
 
A History Lesson 
The Morningstar Rating System debuted in 1985 as a way for investors to compare risk-adjusted returns among 
similar mutual fund strategies.1 Since its inception the system has continued to evolve and currently accounts 
for factors such as downside risk and the specific treatment of fund expenses within differing share classes. It 
also puts more emphasis on longer-term returns associated with skill and less focus on short term 
outperformance which may be attributed to luck. Overall, Morningstar’s Rating System provides investors an 
easy way to evaluate the past risk-adjusted performance of individual funds.  
 
Maintaining One’s Star Power is Difficult 
Unfortunately, past performance is not necessarily an indicator of future returns. Although the rating system 
puts heavier emphasis on longer term performance and ranks skillful managers higher, it doesn’t offer much in 
the way of predictive power for the future. For example, a study done by Vanguard showed that from June 30, 
1992, through August 31, 2009, investors had a 50% chance or less of choosing a fund that subsequently 
outperformed its benchmark over the subsequent 36-month period, regardless of its rating at the beginning of 
the period.2  
 
Likewise, investors often fail to realize that even good managers can go 
through tough times and exhibit poor performance. Morningstar reported 
that from July 2004 to July 2014, out of the 458 funds that started as 5-
star rated funds, only 58 or 14% remained 5-star rated at the end of the 
period.3 In addition, Vanguard found that on average most funds did not 
retain their current rating over the following 12 months, as seen in the 
chart to the right. Specifically, only 53% of 3-star rated funds retained 
their rating over the next 12 months.4 This clearly illustrates that choosing 
a fund that will remain 4 or 5-star rated over the long-term is very difficult 
and other methods should be employed.   
 
Stick to the Details 
Rather than focusing solely on past returns, investors should perform more qualitative research such as better 
understanding exactly what a fund’s investment strategy entails. For example, two equity managers might be 
labeled as Large Cap Core, but one might manage with a growth bias and the other is more value oriented. 
Additionally, one fund manager might only invest in 30-40 holdings, while the other typically holds 400+. These 
examples illustrate factors that the Morningstar Rating System doesn’t account for and highlights simple, but 
important, characteristics that are often overlooked by novice investors.  
 
Lastly, investors need to make sure they know exactly who is managing their funds. Individuals often put money 
with a fund because of their familiarity with the fund’s name, but fail to realize that the previous fund manager 
has since left the firm. Thus, the person who helped earn the 4 or 5-star rating is no longer the individual 
managing the strategy. On the flipside, a 1-star fund may hire a new manager who previously ran a 5-star fund. 
The fund will unfortunately have a poor rating due to its past performance, but now has the potential to 
perform better due to the new manager’s skillset. An investor who simply uses the Morningstar Rating System 
would likely overlook this potential difference.  
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All the examples provided are intended to help emphasize why it’s important to perform proper due diligence 
and not rely solely on rating systems. Although the Morningstar Rating System may be a good tool for starting a 
search, it’s critical for investors to take their research a step further and truly understand where they are putting 
their money. 
 
 
 
Source: 
1. Morningstar  
2. Vanguard 
3. Wall Street Journal  
4. Vanguard 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

http://corporate.morningstar.com/US/documents/MethodologyDocuments/FactSheets/MorningstarRatingForFunds_FactSheet.pdf
http://www.vanguard.com/pdf/icrwmf.pdf
http://online.wsj.com/articles/how-funds-with-5-star-morningstar-ratings-10-years-ago-have-fared-1410120116
http://www.vanguard.com/pdf/icrwmf.pdf
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Important Risk and Disclosure Information 

Investing has risks, some of which may be substantial depending on the objective. Investors should carefully consider their 

objectives, risk tolerance and time horizon before investing. There is no guarantee that investment objectives will be 

achieved. Diversification does not necessarily ensure a profit or protect against a loss. Certain investments discussed may not 

be liquid. ETF’s, non-traded securities and closed-end funds and other investments could be worth more or less than their net 

asset value when bought or sold. A complete description of risks can be found in the prospectus for each investment.    

This material is provided on an informational basis only and should not be construed as a solicitation for any specific product 

or service. The views expressed in this report are those of investment professionals and are current only through the date 

when this was delivered, and are not intended as investment advice or a recommendation to purchase or sell specific 

securities. All discussion of asset allocation and/or portfolio diversification reflects general principles and does not represent 

a recommendation for specific action.  

These opinions may change at any time without notice, and there is no assurance that any securities discussed herein, will 

remain in an account at the time you receive this information. It is not possible to invest directly in an Index. Various index 

names that we refer to may be registered trademarks. Past performance does not predict future results. While every effort has 

been made to verify the information contained herein, we make no representations as to its accuracy.    

Wealth and Pension Services Group, Inc., (WPSGI) and its affiliates and its employees are not in the business of providing 

tax or legal advice. Tax‐related statements, if any, may have been written in connection with the marketing of the 

transaction(s) or matter(s) addressed by these materials, to the extent allowed by applicable law. Any such taxpayer should 

seek advice based on the taxpayer’s particular circumstances from an independent tax advisor. You should only rely on your 

statements from you custodian(s) for definitive information about your accounts, holdings and transactions. While we make 

every effort to ensure the accuracy of reports we provide, our company is a registered investment advisor, not a custodian, so 

we must rely on information from other sources for generating reports and cannot guarantee the accuracy of such 

information.    

WPSGI does not give any representation or warranty as to the reliability, accuracy or completeness of any third party 

material, nor does WPSGI accept any responsibility arising in anyway ( including negligence) for errors in, or omissions 

from such third party material. The fact that third party information was provided through WPSGI does not constitute an 

endorsement, authorization, sponsorship, or affiliation by WPSGI its owners, or its employees. Securities offered through 

Triad Advisors, Inc. Member, FINRA/SIPC. Investment Advisory services offered through Wealth and Pension Services 

Group, Inc.    

Please see form ADV 2 and part B for a complete description of services, conflicts and disclosures. A copy can be requested 

by calling 770-333-0113.  

 


