














advertise their stars are
misrepresenting their
funds because the ratings
are solely backward-
looking.

“We know people misuse
it. If we know people
misuse it, why don’t we do
something about it?” Mr.
Rawson said.

Morningstar said it
publishes the ratings
because it believes they
have investment merit, not
for financial gain. It said
its intellectual-property
licensing packages, which
include the stars, contrib-
uted just 4% of revenue in
2016.

Mr. Mansueto said
employees are encouraged
to debate issues related to
its products, but the effi-
cacy of its star ratings no
longer comes up internally.
“This is not a hot topic or
even a cold topic at Morn-
ingstar today,” he said.

As for Hodges Small Cap,
its performance has since
turned down. Its rating has
fallen to two stars from
five, and assets that had
soared after the top rating
have dropped by more
than half.

Morningstar in 2011
launched a second rating
system, currently covering
26% of fund share classes,
in which the firm’s analysts
do a more qualitative
assessment. Unlike the
stars, analysts’ ratings
often refer to likely future
performance. The firm said
analysts’ ratings reflect its
level of conviction that a
fund will “outperform its
peer group and/or relevant
benchmark.”

The analysts give funds
one of three medals—
gold, silver or bronze—or
a “neutral” or “negative”
rating.

The Journal exam-
ined how these funds
performed in future years,

as measured in their star
ratings. It found that five
years after having a gold-
medal rating from Morn-
ingstar’s analysts, funds
had an average rating of
3.4 stars for that five-year
period.

Silver-medal funds
were rated 3.3 stars for
their performance over
the following five years.
Bronze-medal funds had an
average rating of 3 stars. In
other words, while funds
rated highly by the Morn-
ingstar analysts did better,
the differences among the
funds weren’t large.

A Morningstar spokes-
woman said there was
a mismatch in how the
Journal evaluated the
performance of analyst-
rated funds because it
relied on star ratings.
She said unlike analysts,
the star ratings take into
account a “load”—a sales
fee—that some funds have.

The Journal analysis
also found Morningstar
analysts’ ratings of funds
were overwhelmingly posi-
tive. From November 2011
through August 2017, the
firm gave analyst ratings
to about 9,200 fund share
classes. Just 421, or 5%,
received negative reviews.
At the end of August, only
1% did.

Mr. Mansueto said
analysts tend to choose
better funds to examine,
since they can’t review
them all. “Investors want
to know what funds they
should be investing in,”
Mr. Mansueto said. “They
don’t care so much about
what the terrible funds
are.”

Morningstar recently
started a third “quantita-
tive ratings” system that
it says applies analyst
screening to a broader
universe of funds. This one
is likely to include more

negative ratings, execu-
tives said.

J.P. Morgan Chase & Co.
is among asset managers
that regularly send port-
folio managers to talk
to Morningstar analysts
about the merits of their
funds. BlackRock Inc.
has a team that works
to persuade Morningstar
analysts of the merits of
various funds, according
to people familiar with the
matter.

They added that Black-
Rock CEO Laurence
Fink met with Morning-
star analysts early this
year to discuss the firm’s
ratings. In May, Morning-
star upgraded to positive
BlackRock’s “parent pillar”
rating, an evaluation in
which analysts are looking
for factors including an
alignment of interests
between fund shareholders
and those who manage the
funds.

A BlackRock spokesman
said its team that works
with research providers
“is focused on providing
transparency, education
and information about
our products to facilitate
informed decisions.”

Morningstar said Black-
Rock had changed how
portfolio managers were
paid in a way that led to
their having more of their
own money invested in
BlackRock funds. “We
followed the same process
in evaluating Blackrock’s
standing as a parent that
we do with any other firm,”
said a Morningstar spokes-
woman,

Funds of its own

Mr. Kapoor, the Morn-
ingstar CEO, said analysts
operate independently
from fund companies and
without influence from
management despite
frequent angry calls execu-
tives must field. “We prize

our independence,” he said.

Morningstar’s applica-
tion to the Securities and
Exchange Commission for
permission to launch nine
mutual funds of its own
has led some critics to cry
conflict of interest. The
Morningstar spokeswoman
said the firm is in a quiet
period related to the filing,
restricting what it can
say, but she said the firm’s
analysts sit “in a separate
entity” from Morningstar
Investment Management,
which would oversee the
company’s funds.

The Journal spoke with
more than three dozen
executives at asset-
management firms large
and small about Morning-
star. Few would go on the
record.

Several years ago, some
were unhappy when Morn-
ingstar changed the way
it calculates its “stew-
ardship grade,” which is
supposed to measure the
corporate culture of each
fund company. Execu-
tives from fund companies
viewed the change as the
latest example of Morning-
star acting unilaterally and
without explaining itself.

The money managers
drafted a two-page letter
to Morningstar that
accused the company of
“bullying” fund companies
and running a monopoly,
according to people
familiar with the letter.

“The nature of what we
do is going to end up alien-
ating some portion of the
industry,” said Jeffrey
Ptak, Morningstar’s global
director of manager
research. “That’s not some-
thing we relish but it’s part
of our job.”

When the time came for
the money-management
firms to put their names to
the letter, they balked. The
letter was never sent



