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Last week, we published Morningstar’s response to our article, Morningstar Ratings Fail
over a Full Market Cycle, which we had published the previous week. Here is our
response to Morningstar’s:

| am not persuaded by Morningstar’s objections to our study. | will respond to the three
points raised by John Rekenthaler, Morningstar's VP of Research.

Rekenthaler claims that three years, the time period we chose for our evaluation, is too
short to demonstrate the success or failure of Morningstar’s rating system. | agree with
Rekenthaler that studying a longer time period would provide more informative results,
but as | note below in response to his third objection, using a longer time period
introduces substantial survivorship bias.

| believe three years is enough time, especially when one can compare the relatively
stable bull-market conditions of 2004-2006 to the turbulent conditions of the three years
ending 9/30/09. On that count, the evidence is incontrovertible. The ratings lost
virtually all their predictive power once conditions became turbulent.

| chose three years as the measurement period because that was the time period used
by Morey and Gottesman in their study, which is the most widely-cited examination of
Morningstar's new ratings methodology.

My choice of three years is supported by the research firm Dalbar, which calculated that
the average holding period for mutual funds in 2008 was 3.89 years. Calculating the av-
erage holding period, however, is not straightforward and Avi Nachmany, the Research
Director at the research firm Strategic Insight, told me that fund companies often use
five to six years as a representative expected holding period.

If Morningstar truly believes that their ratings are predictive only over periods as long as
seven years, as Rekenthaler states in his response, then they should make that clear in
their licensing. Fund companies should be required to include a disclaimer in their
marketing literature: “Funds must be held at least seven years for this rating to be
meaningful.”

Rekenthaler's second objection is that the three-year time period | chose does not

constitute a “full market cycle,” as | claim it did. | strongly disagree. The three years
ending 9/30/09 include the bear market of 2008 and the bull market of 2009. That is as
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complete a market cycle as one could require for this type of study. The fact that the
S&P 500 began the period at 1055 and ended at 1355 is less important than the
inclusion of bull and bear market results.

The third objection raised by Rekenthaler is, on the surface, the most valid. He
presents data indicating that the ratings had predictive power over the seven years
ending 6/09. If this were true, it would be a strong endorsement of the ratings.

Very few subjects have commanded more academic attention than the persistence of
mutual fund performance. While some evidence has been found that future
performance can be predicted solely based on past performance, those findings
typically hold for periods less than two years (e.g., using a “hot hands” approach). No
scientific evidence exists that performance can be predictive over periods as long as
seven years. Morningstar’s findings, if they could pass academic scrutiny, would be a
breakthrough.

This suggests there may be something wrong with Morningstar's methodology, so let's
look at some obvious culprits.

For starters, a seven-year study is highly susceptible to survivorship bias.
Rekenthaler’s study only considers funds that survived the entire seven-year period.
Funds that closed, most often due to poor performance, were omitted, inflating the
results of the pool.

A comprehensive study of survivorship bias in mutual fund data was conducted by Mark
Carhart and three co-authors in 2001. It found that funds indeed disappear because of
poor performance, and that the annual bias increases dramatically as the time period of
the study increases. “In the data, we find the

annual bias increases from 0.07% for one-year samples to 1% for samples longer than
fifteen years,” note the authors.

While ignoring survivorship bias for a three-year period, as we did, is not ideal, ignoring
it for seven years is highly problematic. Morey and Gottesman found that approximately
20% of funds disappeared over the three-year period they studied. That implies that
nearly half of all funds would disappear over a seven-year period.

Because it lacks a methodologically sound basis to correct for survivorship, the results
of Rekenthaler’s study should be disregarded.

The same correction for survivorship should be applied to my studies. In my case,
though, | am comparing the results over two different time periods. The question
becomes whether fund survival patterns changed significantly from 2004-2006 to 9/06-
9/09.
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Morningstar’s results could also be the result of random noise. On the one hand,
Rekenthaler argues that short studies cannot determine whether there was predictive
value, but based on the nature of randomness | would question whether you can make
a reliable determination over a long study as well. There will be times such a study
shows a positive value and times when it is negative. Rekenthaler then claims the stars
did (his italics, not mine) have positive predictive value over the full market cycle. Which
is it?

Another explanation for Morningstar’s results is that they do not adjust for risk. It could
be that the outperformance of higher rated funds is a result of their being riskier. This
would not necessarily invalidate any predictive power in the ratings, but it would provide
an important explanation for why they work.

| stand by my conclusion that Morningstar’s ratings lack predictive power when
evaluated over a full market cycle.
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