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Gauging Risk and Return Together, Part 2 

Our last session focused on two common measures of risk-adjusted performance: alpha and the Sharpe ratio. But as we pointed out, both of those figures need a context to be useful. Who can say whether an alpha of 0.7 is good? Or whether a Sharpe ratio of 1.3 is good? 

That's where Morningstar's proprietary star rating comes in. Unlike alpha and the Sharpe ratio, our rating puts data into context, making it more intuitive. You can find the star rating on our Quicktake Reports. 

What is the Star Rating?

Let's clear the air immediately: The star rating is a purely mathematical measure that shows how well a fund's past returns have compensated for the amount of risk the fund has taken on. An analyst doesn't assign a fund a star rating. We don't yank stars off when we don't like a fund or add stars when we do.

Here's the short version of how we calculate star ratings. Our ratings of 1 to 5 stars are assigned to each fund based on its risk-adjusted performance in comparison with one of four peer groups: domestic-stock funds, international-stock funds, taxable-bond funds, or municipal-bond funds. A fund's rating is determined by the difference between a return component and a risk component. Only funds with at least three years of performance history are given ratings. Ratings are calculated for three-, five-, and 10-year periods (if available) and are then combined and weighted to arrive at an overall rating. 

We talked about the risk component of the rating, Morningstar risk, in a previous session, so we won't till that ground again. The return component, Morningstar return, is simply a fund's return in excess of the Treasury Bill divided by the rating group's return in excess of the Treasury Bill. (The rating groups with which we compare funds are domestic stock, foreign stock, taxable bond, and nontaxable bond.) We also deduct loads (commissions) from these return numbers, so the returns are load-adjusted. 

To assign star ratings, we subtract each fund's risk score from its return score and then rank all of the funds in a group by the resulting number. The top 10% of funds receive 5 stars, the next 22.5% receive 4 stars, the middle 35% receive 3 stars, the next 22.5% receive 2 stars, and the bottom 10% receive a single star. (The percentage breakdowns with the largest section in the center reflect a classic bell-shaped curve.) 

For funds with only three years of performance history, their three-year star ratings will be the same as their overall star ratings. For funds with five-year records, their overall rating will be weighted as 60% for its five-year rating and 40% for its three-year rating. For funds with more than a decade of performance, the overall rating will be weighted as 50% for the 10-year rating, 30% for the five-year rating, and 20% for the three-year rating. 

A fund can take different paths to a high star rating. Some 5-star funds at the end of August 1999, like Alliance Technology ALTFX, have extraordinary returns (overall Morningstar return of 3.26) coupled with high risk (overall Morningstar risk of 1.65). Others, like Weitz Value WVALX, possess good returns (overall Morningstar return of 1.86) with modest risk (overall Morningstar risk of 0.59). 

Category Ratings Defined

Category ratings also measure risk-adjusted return, but in a different way from star ratings. While we use the same basic star-rating methodology to calculate category ratings, the two measures differ in three important ways. 

1. Category ratings compare funds within smaller and more-similar groups. Instead of pitting Longleaf Partners Small-Cap LLSCX against all domestic-equity funds, for example, the category rating compares this small-cap value fund with other funds that buy cheap, small-cap stocks. 

2. Category ratings focus exclusively on the past three years. We chose that period because it's long enough to be relevant but short enough that funds have likely had some consistency of management and investment style. 

3. Category ratings use straight returns, not load-adjusted returns. Over the shorter time period, loads would unduly skew returns.

When to Use Which Rating

Use star ratings to help you pick your first stock fund. They steer you away from the true dogs of the fund world and into offerings that have solid risk-adjusted returns. Of the 1,800 or so domestic-equity funds with star ratings, only 600 boast 4- or 5-star ratings. Of that smaller group, many are large-cap funds--the types of funds around which you can build a portfolio. 

Star ratings are less useful to investors who already have the nucleus of their portfolio in place and are looking to diversify. Because category ratings compare funds that invest similarly, they allow investors to find good funds in out-of-favor categories. Baron Growth BGRFX earned a star rating of just 3 at the end of August 1999, in large part because it focuses on small-company growth stocks, which were poor performers. But its category rating of 4 indicates that the fund has been a better risk-adjusted performer than many other funds buying small-company growth stocks. 

You can also use category ratings to uncover inferior funds in categories that are doing exceptionally well. Two large-cap funds, Principal Growth PRGWX and Goldman Sachs Capital Growth GSCGX, earned 4-star ratings through July 1999. They may have seemed like equally worthy funds. But their category ratings tell a different story. The Goldman fund has been, on a risk-adjusted basis, a far better fund relative to its immediate peers (large-blend funds) than Principal Growth over the past three years: The Goldman fund's category rating clocks in at 5 versus a 2 for Principal's fund.

Caveats

Like all backward-looking measures, the star and category ratings have limitations. For starters, if a management change occurs, the ratings stay with the fund, not with the portfolio manager. Therefore, a fund's rating might be based almost entirely on the success of a manager who is no longer with the fund. 

Furthermore, Morningstar's ratings are backward-looking, not forward-looking. The rating won't predict short-term winners. A Morningstar study conducted a few years ago did find, however, that that our ratings do a pretty good job separating winners from losers over longer periods. 

Limitations aside, Morningstar's ratings make the fund-selection process easier by pulling together risk and return into one measure and by making comparisons for you. 

Quiz 
There is only one correct answer to each question.

1. Star ratings are:


a. Assigned by analysts.


 
b. Short-term predictive measures.


c. Mathematical measures of risk-adjusted performance.


2. Which statement is false?


a. Star ratings measure a fund's risk-adjusted performance against one of four broad peer groups.


b. A fund must have at least three years of performance history to qualify for a star rating.


c. A fund automatically loses a star if its manager leaves.


3. Which fund probably earns a 5-star rating?


a. A fund with extraordinary returns and above-average risk.


b. A fund with very low returns and average risk.


c. A fund with average returns and average risk.


4. Category ratings differ from star ratings because they:


a. Compare funds within smaller groups.



b. Don't take risk into account.


c. Take loads into account.


5. If you want to find a good fund in an out-of-favor category, consult its:


a. Star rating.


 
b. Category rating.


c. Morningstar risk.


