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Categorization Decision Process:
All Funds

All Funds

Morningstar Fund Category

If Canadian Money Market

Manual Classification
Canadian
Money Market

If US Money Market

Manual
US
Money
Classification
Market

Hedge Fund

*See HF Categories

Retail Venture Capital

ManualVenture
Retail
Classification
Capital

Fixed Income â 9%

Manual
Fixed
Income
Classification

Equity â 90%

Manual Classification
Equity

Manual Classification
Portfolio
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Categorization Decision Process:
Fixed Income Funds

All Fixed Income Funds (Fixed Income≥95%)

Morningstar Fund Category

Low Credit Quality

High Yield Fixed Income

If Canada≥90%

Manual Classification

CDN Inflation-Protected Fixed Income

Manual Classification
Average
Durationâ9

CDN Long Duration Fixed Income

Manual Classification
Average
Durationâ.

CDN Core Fixed Income

Manual Classification
Average
Duration<.

CDN Short Duration Fixed Income

Canada<90%

Global Fixed Income
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Categorization Decision Process:
Portfolio Funds

All Portfolio Funds (5%<Equity<90%)

Target Date Portfolio

Morningstar Fund Category

Manual Classification

5 Year Target Date Portfolio

Manual Classification

10 Year Target Date Portfolio

Manual Classification

15 Year Target Date Portfolio

Manual Classification

Constant Asset Mix?

If Equityâ%

If Equity>%

If Equity≤%

Manual (%ATA)>%
Canada
Classification

Canadian Portfolio

Manual (%ATA)<%
Canada
Classification

Global Portfolio

Manual (%ATA)>%
Canada
Classification

Canadian Equity Tilt Portfolio

Manual (%ATA)<%
Canada
Classification

Global Equity Tilt Portfolio

Manual (%ATA)>%
Canada
Classification

Canadian Neutral Portfolio

Manual (%ATA)<%
Canada
Classification

Global Neutral Portfolio

Manual (%ATA)>%
Canada
Classification

Canadian Fixed Income Tilt Portfolio

Manual (%ATA)<%
Canada
Classification

Global Fixed Income Tilt Portfolio
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Categorization Decision Process:
Equity Funds

All Equity Funds (”Equity”â90%)

Morningstar Fund Category

If Healthcare>90%

Health Care Equity

If Financials>90%

Financials Equity

If Materials>90%

Precious Metals Equity

If Energy + Materials>90%

Natural Resources Equity

If Info Tech + Tele Serv + Healthcare>90%

Science & Technology Equity

If Real Estate > 90%

Real Estate Equity

If Canada Equity â 0%

If Hi-Income Test = True

CDN High Income Equity

If Canada Equity â 90%

Style Box = Large Cap

CDN Equity

Style Box = Small/Mid Cap

CDN Small/Mid Cap Equity

Style Box = Large Cap

CDN Anchored Equity

Style Box = Small/Mid Cap

CDN Anchored Small/Mid Cap Equity

Style Box = Large Cap

US Equity

Style Box = Small/Mid Cap

US Small/Mid Cap Equity

If Canada Equity â 0%

If US Equity â 90%

Emerging Markets Equity

If Emerging Market Equityâ90%
(continued on next page)
If North America Equityâ90%

Canadian-American Equity

If Europe Equityâ90%

European Equity

If Asian Equityâ90%

If Japan Equityâ90%

Japanese Equity

If Japan Equity<%

Asia Pacific Rim ex-Japan Equity
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If North American Equityá%

International Equity



If Canada Equity â 0%

If US Equity â 90%

Style Box = Large Cap

Categorization Decision Process:
Equity Funds (continued)

CDN Anchored Equity

Style Box = Small/Mid Cap

CDN Anchored Small/Mid Cap Equity

Style Box = Large Cap

US Equity

Style Box = Small/Mid Cap

US Small/Mid Cap Equity

If Emerging Market Equityâ90%

Emerging Markets Equity

If North America Equityâ90%

Canadian-American Equity

If Europe Equityâ90%

European Equity

If Asian Equityâ90%

If Japan Equityâ90%

Japanese Equity

If Japan Equity<%

Asia Pacific Rim ex-Japan Equity

All Remaining Funds

Asia Pacific Rim Equity

International Equity

If North American Equityá%

Any Remaining Funds

Style Box = Large Cap

Global Large Cap Equity

Style Box = Small/Mid Cap

Global Small/Mid Cap Equity
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Industry Sector Concentration
(ISC) Methodology

Morningstar’s ISC measure gauges how concentrated a fund’s equity holdings are in terms of industry sector
weightings. The higher the ISC value, the more “different” a fund’s equity holdings are (on an industry-sector basis)
to a particular benchmark. When measured against a market index, this difference will measure relative sector
concentration. This may or may not reflect a portfolio’s absolute sector concentration, given the market index itself may
itself be quite concentrated in a few sectors. However, in this application, the benchmark is an equal-weighted
portfolio among 12 industry sectors. Therefore, this version of the ISC is a useful measure for absolute industry sector
concentration; the more different a fund is from an equal-weighted portfolio, the more concentrated it must
be in one or more sectors.
Using the methodology outlined below, there exists a theoretical maximum ISC score of 96, while the lowest possible
value is zero. A score of zero would indicate an equal weight in each of the industry sectors. A score of 96 would indicate
that the fund’s equity section is entirely invested in just one sector.
Methodology
3 Assign all equities in the fund to one of the 12 Morningstar industry sector classifications
3 Calculate the 12 industry sector weights of the fund as a percentage of total equity holdings
3 Compute the Euclidean distance between the fund’s sector weights and that of an equal-weighted benchmark:

n

ISCi 

  Wi,k  Wb,k 2

k1

ISCi  The ISC measure for fund i
Wi,k  The percentage weight of fund i, in sector k
Wb,k  The percentage weight of Benchmark, in sector k
n		

 The number of industry sectors measured—in this case, 12

There are 12 Morningstar sectors. An even-weight benchmark would therefore allocate 8.33% of equity
assets to each of the sectors. Thus Wb,k  8.33
Morningstar Sectors®
3 Software

3 Healthcare

3 Consumer Goods

3 Hardware

3 Financial Services

3 Industrial Materials

3 Media

3 Consumer Services

3 Energy

3 Telecommunications

3 Business Services

3 Utilities
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Countries by Geographic Region

Emerging Markets
Argentina

Hungary

Mexico

South Africa

Brazil

India

Morocco

Taiwan

Chile

Indonesia

Pakistan

Thailand

China

Israel

Peru

Turkey

Colombia

Jordan

Philippines

Venezuela

Czech Republic

Korea

Poland

Egypt

Malaysia

Russia

Austria

France

Italy

Spain

Belgium

Germany

Netherlands

Sweden

Czech Republic

Greece

Norway

Switzerland

Denmark

Hungary

Poland

the United Kingdom

Finland

Ireland

Portugal

North America
Canada
United States of America
Europe

Asia
Afghanistan

Iran

Myanmar

Tajikistan

Armenia

Iraq

Nepal

Thailand

Australia

Israel

NewZealand

Turkey

Azerbaijan

Japan

Oman

Turkmenistan

Bahrain

Jordan

Pakistan

United Arab Emirates

Bangladesh

Kazakstan

Philippines

Uzbekistan

Bhutan

Korea, North

Qatar

Vietnam

Brunei

Korea, South

Russia

Yemen

Burma (Myanmar)

Kuwait

Saudi Arabia

Cambodia

Kyrgyzstan

Singapore

China

Laos

Singapore Free

Georgia

Lebanon

SouthAfrica

Hong Kong

Malaysia

Sri Lanka

India

Maldives

Syria

Indonesia

Mongolia

Taiwan
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Fixed-Income Style Box Methodology

Fixed-Income Style Boxes are listed for both domestic and foreign fixed-income funds.
Overview
The model is based on the two pillars of fixed-income performance: interest-rate sensitivity and credit quality.
As depicted in the image below, the three duration groups are short, intermediate, and long-term, and the three credit
quality groups are high, medium, and low quality. These groupings display a portfolio’s effective duration
and credit quality to provide an overall representation of the fund’s risk, given the length and quality of bonds in its
portfolio. Nine possible combinations exist, ranging from short duration/high quality for the safest
funds to long duration/low quality for the riskiest.

Medium

Credit Quality

High
Low

Short

Medium

Long

Interest Rate Sensitivity

Horizontal Axis: Interest-rate Sensitivity
The horizontal axis focuses on interest-rate sensitivity, as measured by the bond’s portfolio duration.
Bond funds with durations of 3.5 years or less are short-term; more than 3.5 years and less than nine years, intermediate
term; and more than nine years, long term.
Vertical Axis: Credit Quality
The vertical axis focuses on average credit quality, as derived from the fund’s individual holdings. Funds that
have an average credit rating of AAA and AA are categorized as high quality, less than AA but greater than
or equal to BBB are medium quality, and below BBB are categorized as low quality. For the purposes of Morningstar’s
calculations, non-rated bonds are excluded from the calculations.
The contents of a fixed income portfolio are classified into seven sub-portfolios on the basis of credit quality.
A score for each credit quality level is used to calculate the average credit quality for the overall portfolio. The credit
qualities and associated scores are as follows:
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Fixed-Income Style Box Methodology

Credit Quality Scores
Quality		

Small

AAA		

1

AA		

2

A		3
BBB		4
BB		5
B		

6

Below B		7
Data as of 30 April 2006. Breakpoints recalculated monthly.

Origin
Morningstar generates style boxes for fixed-income funds by using data that are obtained from fund holdings.
Style boxes are recalculated on a monthly basis.
Notes
It is important to note that fixed-income style data is useful for evaluating only the bond portion of a fund’s portfolio.
Thus, funds with a significant mix of stocks, bonds, and cash may have a substantial portion of their portfolios left out of
the fixed-income style data. Consequently, they will be given both equity and fixed-income style data.
The style box for fixed-income funds offers a different interpretation on the way a fund company chooses to position a
fund, such as by its name or marketing material. Style data relies upon the fund’s actual holdings, and therefore often
proves to be a more accurate assessment of a fund’s investment approach.
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Morningstar Equity Style Box
Capitalization Breakpoints

TM

Morningstar Equity Style Box (Millions of $)
Region		

United States of America

Large

Medium

10,117	

Small

1,770	527

Canada		3,413	724	

170

Latin America		5,182

1,229	353

Europe		8,667	

1,638	383

Japan		4,104	803	

219

Australia/New Zealand		3,552	744	

128

Asia Ex-Japan		

104

2,600	394	

Data as of 30 April 2006. Breakpoints recalculated monthly.
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Morningstar Style BoxTM Methodology
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Introduction

The Morningstar Style Box™ was introduced in 1992 to help investors and advisors
determine the investment style of a fund. Different investment styles often have
different levels of risk and lead to differences in returns. Therefore, it is crucial that
investors understand style and have a tool to measure their style exposure. The
Morningstar Style Box provides an intuitive visual representation of style that helps
investors build better portfolios and monitor them more precisely.
Morningstar classifies funds as being large-cap, mid-cap, or small-cap based on the
market capitalization of the fund’s stock holdings; and as value, blend, or growth
based on the value-growth orientation of the stock holdings. The nine possible
combinations of these characteristics correspond to the nine squares of the
Morningstar Style Box—size is displayed along the vertical axis and style is displayed
along the horizontal axis.
Morningstar’s original Style Box model for equity funds used the median market
capitalization of the underlying stocks to determine a fund’s average size. The
original model measured value-growth orientation based on two price ratios (priceto-earnings and price-to-book for U.S. equity funds and price-to-book and price-tocash flow for non-U.S. equity funds). In the original model, all non-U.S. stocks and
funds were measured against a single set of breakpoints.
The current, enhanced Style Box model uses 10 factors—five for value and five for
growth—to measure a stock’s value-growth orientation. The multi-factor approach
produces more accurate and stable stock and fund style assignments. To measure
size, the enhanced model uses flexible rather than static breakpoints between large-,
mid-, and small-cap stocks. The current methodology also measures stocks in the
context of a geographic style zone, rather than grouping all non-U.S. stocks together.
The enhanced methodology starts at the stock level and therefore fosters a shared
analytical framework that can also be applied to fund research, portfolio assembly,
and market monitoring. In the United States, Morningstar introduced the enhanced
10-factor model for U.S. stocks and U.S. equity funds in May 2002 and for non-U.S.
stocks and global funds in March 2004. Outside of the United States, the 10-factor
model was introduced in various markets starting in March 2004. Morningstar
applies the same methodology to all types of equity managed products, such as
open-end mutual funds, closed-end funds, separate accounts, etc.
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Morningstar places all global stocks within one of seven style zones:
Style Zones

United States
Latin America
Canada
Europe*
Japan
Asia ex-Japan
Australia/New Zealand
* Stocks from African countries are scored with European stocks.

Within each style zone, stocks are assigned to the rows of the Style Box as follows:
Large-cap

Stocks within the top 70% of the cumulative capitalization of each style zone

Mid-cap

70%-90% of the cumulative capitalization of each style zone

Small-cap

90-100% of the cumulative capitalization of each style zone

The Morningstar Style Box uses 10 factors for style:
Value Score Components and Weights

Growth Score Components and Weights

Forward Looking

Forward Looking

1. Price-to-Projected Earnings*
Historical-based measures:

1. Long-Term Projected Earnings Growth
Historical-based measures:

2. Price-to-Book*

2. Book Value Growth

3. Price-to-Sales*

3. Sales Growth

4. Price-to-Cash Flow*

4. Cash Flow Growth

5. Dividend Yield

5. Historical Earnings Growth

* The calculations are done with the yield form of these variables (i.e. with price in the denominator of the fraction).

This paper explains the theories and methodology behind the 10-factor Morningstar
Style Box. The first section explains how size and style scores are calculated for each
stock. The second section explains how stock style is used to determine the style
placement for a mutual fund or other portfolio.
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Driving Principles
The Morningstar Style Box is applicable in all equity markets. A geographic
framework ensures that stocks are compared to their closest peers and that style
assignments are relevant to local investors everywhere. World equity markets are
divided up into seven style zones: United States, Latin America, Canada, Europe,
Japan, Asia ex-Japan, and Australia/New Zealand.

The first premise of this model is that stock size breakpoints should be flexible
and responsive to changing market conditions. Instead of using fixed dollar
breakpoints to classify securities as large-cap, mid-cap, or small-cap, the model
bases that distinction on each stock’s position in the cumulative capitalization
of its style zone. Large-cap stocks are those that together account for the top 70%
of the capitalization of each style zone; mid-cap stocks represent the next 20%;
and small-caps represent the balance.
The second premise of this model is that a stock’s value-growth orientation should
be relative to a peer group (“scoring group”), as defined by the style zone of the
stock and its capitalization (e.g. Latin America large-cap). A Japanese small-cap stock
performs quite differently than a European large-cap stock and the two should not
be scored relative to each other. Therefore, two stocks may have similar financial
ratios and growth prospects, but they may be given different value-growth
assignments if they are in different scoring groups.
The third premise of this model is that a stock’s value orientation and growth
orientation are distinct measures. As such, they are estimated using related but
separate variables. Once estimated (Overall Value and Overall Growth scores),
they are combined into a single net value-core-growth (“VCG”) score.
A high Overall Value score indicates that a stock’s price is relatively low,
given the anticipated per-share earnings, book value, revenues, cash flow,
and dividends that the stock provides to investors. A high price relative to
these measures indicates that a stock’s value orientation is weak, but it does
not necessarily mean that the stock is growth-oriented.
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A high Overall Growth score indicates that a stock’s per-share earnings,
book value, revenues, and cash flow are expected to grow quickly relative to
other stocks in the same scoring group. A weak growth orientation does not
necessarily mean that a stock has a strong value orientation.
It follows that an individual stock may have any combination of strong or
weak growth and value characteristics. Where one set of characteristics is
dominant, the stock can be classified accordingly. Where the stock’s growth
and value characteristics are similar in strength, the stock will be given a
“core” style assignment.
(A note on terminology: For stocks, the central column of the Style Box
represents the “core” style. For funds, both value and growth managers
often hold core stocks for diversification or other reasons; therefore,
the central column of the Style Box for funds represents the “blend” style.)
The fourth premise of this model is that historical measures alone can rarely
fully capture a stock’s value-growth orientation. Investors and institutions trade
based on historical measures as well as future expectations. Therefore, Morningstar
includes both historical and forward-looking financial measures in the model to
ensure that all information available to active fund managers is considered. The
forward-looking measures are primarily based on third-party analysts’ earnings
estimates. When forward-looking data is available, it contributes to 50% of the
stock’s style assignment.
The fifth and last premise of this model is that once a stock’s size and value-growth
orientation is determined, these scores can also be used for fund research, portfolio
assembly, and market monitoring. Morningstar assigns X- and Y-coordinates for
style and size that form the building blocks for this unified framework for holdingsbased analysis. This integrated system can help investors and advisors understand
the style positioning of funds and construct well-diversified portfolios that are
consistent with the investor’s return expectations and risk tolerances. Also, in the
United States, investors can monitor the performance of their U.S. portfolios with
Morningstar’s style-based market indexes, which offer broad coverage of the
U.S. market and are based on the same structural foundation as the Style Box.
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Data

Terminology and Notation
The following variables relate to company earnings per share:
e1

=

forecasted earnings per share (EPS) for the current fiscal year

e0

=

EPS for the most recently reported fiscal year

e–1

=

EPS for the fiscal year prior to e0

e–2

=

EPS for the fiscal year prior to e–1

e–3

=

EPS for the fiscal year prior to e–2

e–4

=

EPS for the fiscal year prior to e–3

The same notation is used for book value per share, revenue per share, cash flow
per share, and dividends per share except that “b,” “r,” “c” or “d,” respectively, are
substituted for “e” in the example above.
When the data is available, the model uses earnings per share from continuing
operations instead of net EPS. The model uses cash flow from operations instead of
total cash flow. For non-U.S. stocks, the data is as originally reported (AOR).
For U.S. stocks, the data is restated. Restated cash flow is limited to three years
(c0, c-1, and c-2). All financial statement data is from fiscal year-end reports—
quarterly reports are not used.
The following variables relate to the yield factors that are used in determining a
stock’s value orientation:
p

=

current stock price per share, from the most recent month-end

e1/p

=

projected earnings yield (uses third party estimates for e1, where available)

b1/p

=

book value yield (projected based on historical data)

r1/p

=

revenue yield (projected based on historical data)

c1/p

=

cash flow yield (projected based on historical data)

d1/p

=

dividend yield (projected based on historical data)
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For the purpose of determining stock value orientation, Morningstar may also use
an additional growth measure. When a third party estimate of e1 is not available,
Morningstar calculates a projection for e1 based on historical growth rates up
through the most recent year, e0.
g(e1)

=

forecasted growth in EPS for the current fiscal year, based on historical growth rates and using e0 as the
end point for growth. Used to calculate e1 to determine a stock’s value orientation.

The same notation is used to forecast growth for book value, revenue, cash flow,
and dividends except that “b,” “r,” “c” or “d,” respectively, are substituted for “e”
in the example above.
For the purposes of determining stock growth orientation, a different growth
measure is used:
g’(e)

=

historical average growth rate of EPS, based on historical growth rates and using e0 or e–1 as the end point
for growth. Used to determine a stock’s growth orientation.

The same notation is used for historical average growth rates in book value per
share, revenue per share, and cash flow per share except that “b,” “r” or “c,”
respectively, are substituted for “e” in the example above. Because dividends are
commonly associated with value-oriented stocks, dividend growth is not one of
the five growth factors.
In addition, for earnings growth only, the following notation applies:
g(e5)

=

third-party long-term earnings growth forecast (mean for U.S. stocks and median for non-U.S. stocks)

Stock capitalization (“cap”) and company size are treated as synonymous in this
document.
Frequency
An individual stock shows continuous short-term variation as its price and other
attributes change. To capture the effects of such changes, Morningstar recalculates
each stock’s Style Box assignment at the end of every month.
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The Morningstar Equity Sample
Stock Style Box assignments are based on information drawn from Morningstar’s
equity sample. The equity sample includes over 20,000 stocks from 70 different
countries.

The following security types are excluded from the original scoring groups.
American Depositary Receipts (ADRs)
American Depositary Shares (ADSs)
fixed-dividend shares
convertible notes, warrants and rights
tracking stocks
preferred shares (unless it is the most commonly held share)
mutual funds
VCG Style Assignments & Capitalization Effects
VCG (value-core-growth) style assignments can appear inconsistent where stocks
are in different scoring groups but are otherwise similar. For instance, if European
mid-cap stocks have an average price-earnings ratio (p/e) of 20 and European largecap stocks have an average p/e of 16, a European mid-cap stock with a p/e of 18
might be considered strongly value-oriented, whereas a large-cap stock with the
same p/e might be considered to have a weak value orientation.

For the same reason, stocks that are “borderline” in their size group, and vary from
month to month between the large-cap and mid-cap groups, for example, may
experience variation in their VCG assignments. This variation may be due to the
use of different comparison groups in successive months, not to variation in value
or growth characteristics.
Stocks may therefore experience changes in their month-to-month VCG style
assignment for two separate reasons:
Their fundamental characteristics vary from month to month.
Their size group varies from month to month, thus changing the scoring
group on which Morningstar bases their VCG style assignment.
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Assigning Stocks to Scoring Groups

Stocks are first divided into seven style zones based on their country of domicile.
United States
Latin America
Canada
Europe
Japan
Asia ex-Japan
Australia/New Zealand
Then, capitalization assignments are determined as follows:
1)
For all stocks in a style zone, convert the market cap of each stock into a
common currency. Order the stocks in each style zone in descending order
by size, and calculate cumulative capitalization as a percentage of total
sample capitalization as each stock is added to the list.
2)
The stock that causes cumulative capitalization to equal or exceed 40% of
the style zone’s total cap is the final one assigned to the giant-cap group.
3)
The largest of the remaining stocks are assigned to the large-cap group until
cumulative capitalization equals or exceeds 70% of the total capitalization
of the style zone.
4)
The largest of the remaining stocks are assigned to the mid-cap group until
cumulative capitalization equals or exceeds 90% of the total capitalization
of the style zone.
5)
The largest of the remaining stocks are assigned to the small-cap group until
cumulative capitalization equals or exceeds 97% of the total capitalization
of the style zone.
6)
The remaining stocks are assigned to the micro-cap group.
Within each style zone, giant-cap and large-cap stocks are combined together for
VCG style scoring. Micro-cap stock style assignments are based on the small-cap
scores for that style zone (10 factor scores, value threshold, and growth threshold).
Therefore, there are 21 scoring groups, based on each combination of the seven
style zones and the three size groups (large, mid, or small).
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Measuring Stock Value Orientation

Basic Process
A stock’s value orientation reflects the price investors are willing to pay for a share
of some combination of the stock’s prospective earnings, book value, revenue, cash
flow, and dividends. Morningstar measures a stock’s value orientation in relation to
its scoring group (groups based on style zone and size).

Value orientation is determined using the following three steps:
1)
Calculate up to five prospective yields (e1/p, b1/p, r1/p, c1/p and d1/p:
as many as are available) for each stock.
2)
Calculate a float-weighted percentile score (0-100) for each available yield
factor for each stock within each scoring group.
3)
Calculate the Overall Value score (0-100) for each stock. This is a weighted
average of the individual percentile scores for each of the five value factors.
The weights for this average are described below. The weighted average
score represents the strength of the stock’s value orientation.
Details of each of these steps are provided below.
Calculating Prospective Yields
As many as possible of e1/p, b1/p, r1/p, c1/p and d1/p are calculated for each stock.
Because p is known, the method used to forecast e1, b1, etc. is key.

If a positive third-party forecast of e1, b1, r1, c1 or d1 is available, it is used to
calculate the prospective yield. (At the time of writing, Morningstar only uses
third-party forecasts for e1). If e1, b1, r1, c1 or d1 is forecasted to be negative by a
third party, or if e0, b0, r0, c0 or d0 is negative and no third party forecast is available,
prospective yield on that factor is excluded for that stock. If no third party forecast
is available and e0, b0, r0, c0 or d0 is positive, then forecasted values are calculated.
In summary, when:
e1

e0

Then

>0

any

Use third-party estimate for e1.

<0

any

Don’t calculate this factor.

NA

>0

Calculate internal estimate for e1.

NA

<0

Don’t calculate this factor.
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Internal estimates for e1 are based on the following straightforward relationship
between prospective and current EPS:
[1]

e1 = e0 × (1 + g (e1 ))

Because e0 is known, only the growth rate g(e1) must be calculated to provide a
forecast of e1. The growth rate g(e1) is calculated from historical earnings data.
First calculate as many as possible of four periodic growth rates:

g (e) − 4

e0 14
= ( ) −1
e− 4

[3]

g (e) − 3

e
= ( 0 ) 3 −1
e−3

[4]

g (e) − 2 = (

[5]

g (e) −1 = (

[2]

1

1

e0 2
) −1
e− 2

e0
) −1
e−1

If e–1, e–2, e–3 or e–4 is negative, no periodic growth rate is calculated using that data
point. A minimum of one periodic growth rate must be available to determine g(e1).
Because this growth rate is used to estimate the current year EPS, e0 must be
positive and e0 serves as the numerator for calculating growth. This growth rate
can sometimes be different than the historical earnings growth rate used to
determine growth orientation, because that growth rate will use e–1 as the numerator
when e0 is negative.
When all available growth rates have been calculated, average the results:
[6]

g (e1 ) = Average[ g (e) − 4 , g (e) −3 , g (e) − 2 , g (e) −1 ]
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Prospective book value, revenue, cash flow, and dividend yields are calculated
in the same way.
Thus,
Estimated earnings growth g(e1) and forecasted earnings e1 are calculated
only for stocks where e0 is a positive number.
In calculating g(e1), recent growth rates are included in more of the averaged
terms than are older growth rates; recent growth rates are therefore weighted
more heavily than are older growth rates.
If only forecasted dividend yield, or no information, is available for a given stock,
the stock is eliminated from the scoring group and is not scored in any way.
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Calculating Percentile Scores For Each Value Factor
When one or more of e1/p, b1/p, r1/p and c1/p values have been calculated,
with or without d1/p, each stock is assigned a float-weighted percentile score
for each relevant factor. The percentile scores are calculated within each stock’s
scoring group.

To calculate an earnings yield score (0-100) for each stock in a scoring group:
1)
Rank all stocks in the scoring group by e1/p yields in ascending order.
2)
Determine the total float capitalization of all stocks in the group.
Float is defined as the number of shares issued and outstanding,
less any shares owned by insiders, 5% owners, and Rule 144 shares.
3)
Starting with the lowest observations, trim all stocks that sum up to 5%
of float. Then, trim 5% of the float from the highest observations. When a
stock “straddles” the 5th percentile point or 95th percentile point, remove it
from the sample.
4)
Calculate the float-weighted average e1/p for the remaining stocks.
5)
Add the trimmed stocks back to the sample. Calculate the ratio of each
stock’s e1/p to the float-weighted average e1/p.
6)
Assign each stock to an e/p “bucket” as follows:
a)
If the stock’s e1/p is equal to or less than 0.75 times the floatweighted average e1/p (“the lower value cutoff”), the stock is
assigned to the low e/p bucket.
b)
Or, if the stock’s e1/p is equal to or less than the float-weighted
average e1/p, the stock is assigned to the mid-minus e/p bucket.
c)
Or, if the stock’s e1/p is equal to or less than 1.25 (“the upper value
cutoff”) times the float-weighted average e1/p, the stock is assigned
to the mid-plus e/p bucket.
d)
Or, the stock is assigned to the high e/p bucket.
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When each stock has been assigned to an e/p bucket, it is then scaled relative to
other stocks in the same bucket. The low e/p bucket is used as an example here:
1)
Order the stocks within the low e/p bucket by their raw e1/p scores, from
lowest to highest.
2)
Within the low e/p bucket, assign each stock a value equal to the cumulative
float represented by that stock and all stocks with a lower e1/p. Thus, the
stocks in the low e/p bucket have values ranging from 0.00+ (the stock with
the lowest e1/p in the low e/p bucket) to 100 (the stock with the highest
e1/p in the low e/p bucket).
3)
Where two or more stocks have the same e1/p, they are assigned a value that
represents the cumulative float of all stocks with a lower e1/p plus one-half
of the total float of the stocks that share the same e1/p.
4)
Re-scale the scores in the low e/p bucket between 0.00+ and 33.33.
Repeat the four steps immediately above for each of the mid-minus, mid-plus and
high e/p buckets; and re-scale the values as follows:
Bucket

Minimum Score

Maximum Score

Low e/p

0.00+

33.33

Mid-minus e/p

33.34

50.00

Mid-plus e/p

50.01

66.66

High e/p

66.67

100.00

All of the steps in this section are then repeated for each of b1/p, r1/p, c1/p and
d1/p. For stocks that do not pay dividends, 0% dividend yield is considered a valid
data point and is given a dividend yield score.
Repeat all of the steps above for each scoring group.
Percentile scores for micro-cap stocks are assigned based on the small-cap scoring
group for the respective style zone. For each micro-cap stock, find the small-cap
stock that has the closest earnings yield. Copy the percentile score from the smallcap reference stock and assign it to the micro-cap stock. Repeat for all the remaining
value factors.
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Calculating Overall Value Scores
When all of the five value factors have been scored from 0-100, a weighted
average Overall Value score is calculated for each stock. If available, e/p scores
are assigned a weight of 50% in the Overall Value score; each of the other value
factors is assigned an equal share of the remaining weight (either 50% or, if e/p is
unavailable, 100%).

For example, if all five value factors are available, the weights are:
Scores

Stock A

e/p

b/p

r/p

c/p

d/p

50%

12.5%

12.5%

12.5%

12.5%

41

78

73

88

81

Overall Value

61

Or, for example, if b/p is missing, the weights are:
Scores

e/p

b/p

r/p

c/p

d/p

50%

--

16.7%

16.7%

16.7%

Or, for example, if e/p and b/p are both missing, the weights are:
Scores

e/p

b/p

r/p

c/p

d/p

--

--

33.3%

33.3%

33.3%

If only forecasted dividend yield, or no information, is available for a given stock,
the stock is not given an Overall Value score or a net VCG style score.
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Measuring Stock Growth Orientation

Basic Process
A stock’s growth orientation reflects the rates at which its earnings, book value,
revenue, and cash flow are expected to grow. Dividend growth rates are not used in
determining stock growth orientation. Morningstar measures a stock’s growth
orientation in relation to its scoring group (groups based on style zone and size).

Growth orientation is determined using the following three steps:
1)
Calculate up to four average growth rates g΄(e), g΄(b), g΄(r) and g΄(c)
for each stock, using the process described in the next section. Collect
third-party estimates for long-term projected earnings growth rate, g(e5).
2)
Calculate a float-weighted percentile score (0-100) for each available growth
rate for each stock within each scoring group.
3)
Calculate the Overall Growth score (0-100) for each stock. This is a
weighted average of the individual percentile scores for each of the five
growth factors. The weighting scheme is described below. The weighted
average score represents the strength of the stock’s growth orientation.
Details of each of these steps are provided below.
Calculating Stock Growth Rates
As many as possible of g΄(e), g΄(b), g΄(r) and g΄(c) are calculated for each stock.
The example historical growth rate calculation below uses g΄(e), but the process is
identical for g΄(b), g΄(r) and g΄(c). In addition, if g(e5) is available from a third party
and if the estimate is greater than 0, it is used as a fifth growth rate indicator.

If e0 and e–1 are both negative, then g΄(e) is not calculated. If e0 or e–1 is positive,
then g΄(e) is calculated as follows.
First calculate as many as possible of four periodic growth rates:
1

[7]

g ' (e) − 4

e
= ( n ) n+ 4 − 1
e− 4

g ' ( e) − 3

e
= ( n ) n +3 − 1
e−3

1

[8]
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1

e
= ( n ) n+2 − 1
e− 2

[9]

g ' ( e) − 2

[10]

e
g ' (e) −1 = ( n ) n +1 − 1
e−1

1

where:
n

=

the most recent period (0 or -1) in which EPS is positive

If e–1, e–2, e–3 or e–4 is negative, no periodic growth rate is calculated using that
data point. A minimum of two periodic growth rates must be available to
determine g΄(e). If n=0, up to four rates are calculated; and if n= -1, up to
three growth rates are calculated.
When all available growth rates have been calculated, average the results:
[11]

g ' (e) = Average[ g ' (e) − 4 , g ' (e) −3 , g ' (e) − 2 , g ' (e) −1 ]

If n=0 and if the stock was missing a third party forecast for e1, g΄(e) will be the
same as the growth rate used in the calculation of the stock’s value orientation, g(e1).
Book value, revenue, and cash flow growth rates are calculated in the same way.
If growth information for at least one factor is unavailable for a given stock, the
stock is eliminated from the scoring group and is not scored in any way.
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Calculating Percentile Scores For Each Growth Factor
As with the value factors, percentile scores are assigned to each of the five growth
factors. The percentile scores are calculated within each stock’s scoring group.

To calculate an earnings growth rate score (0-100) for each stock within a
scoring group:
1)
Rank all stocks in the scoring group by their g΄(e) growth rates in
ascending order.
2)
Determine the total float capitalization of all stocks in the group.
3)
Starting with the lowest observations, trim all stocks that sum up to 5% of
float. Then, trim 5% of the float from the highest observations. When a
stock “straddles” the 5th percentile point or 95th percentile point, remove
it from the sample.
4)
Calculate the share-weighted average growth rate for the remaining stocks.
See Appendix A for a description of the share-weighted average.
5)
Add the trimmed stocks back to the sample. Calculate the ratio of each
stock’s g΄(e) to the share-weighted average g΄(e).
6)
Assign each stock to a g΄(e) “bucket” as follows:
a)
If the stock’s g΄(e) is equal to or less that 0.75 times the shareweighted average g΄(e) (“the lower growth cutoff”), the stock is
assigned to the low g΄(e) bucket.
b)
Or, if the stock’s g΄(e) is equal to or less than the share-weighted
average g΄(e), the stock is assigned to the mid-minus g΄(e) bucket.
c)
Or, if the stock’s g΄(e) is equal to or less than 1.25 times the
share-weighted average g΄(e) (“the upper growth cutoff”), the
stock is assigned to the mid-plus bucket.
d)
Or, the stock is assigned to the high g΄(e) bucket.
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When each stock has been assigned to a g΄(e) bucket, it is then scaled relative to
other stocks in the same bucket. The low g΄(e) bucket is used as an example here:
1)
Order the stocks within each bucket by raw g΄(e) score, from lowest
to highest.
2)
Within the low g΄(e) bucket, assign each stock a value equal to the
cumulative float represented by that stock and all stocks with a lower g΄(e).
Thus, the stocks in the low g΄(e) bucket have values ranging from 0.00+
(the stock with the lowest g΄(e) in the low g΄(e) bucket) to 100 (the stock
with the highest g΄(e) in the low g΄(e) bucket).
3)
Where two or more stocks have the same g΄(e), they are assigned a value
which represents the cumulative float of all stocks with a lower g΄(e),
plus one-half of the total float of the stocks that share the same g΄(e).
4)
Re-scale the scores in the low g΄(e) bucket between 0.00+ and 33.33.
Repeat the four steps immediately above for each of the mid-minus, mid-plus and
high g΄(e) buckets; and re-scale the values as follows:
Bucket

Minimum Score

Maximum Score

Low g’(e)

0.00+

33.33

Mid-minus g’(e)

33.34

50.00

Mid-plus g’(e)

50.01

66.66

High g’(e)

66.67

100.00

All of the steps in this section are then repeated for the other four growth
orientation factors. Repeat all of the steps above for each scoring group.
Percentile scores for micro-cap stocks are assigned based on the small-cap scoring
group for the respective style zone. The procedure is described in the section on
value factor scores.
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Calculating Overall Growth Scores
When all of the five growth factors have been scored from 0-100, a weighted
average Overall Growth score is calculated for each stock. If available, g(e5) scores
are assigned a weight of 50% in the Overall Growth score; each of the other growth
factors is assigned an equal share of the remaining weight (either 50% or, if g(e5)
is unavailable, 100%).

For example, if all five growth factors are available, the weights are:
Scores

g(e5)

g’(b)

g’(c)

g’(r)

g’(e)

50%

12.5%

12.5%

12.5%

12.5%

If no growth rates are available for a given stock, the stock is not given an Overall
Growth score or a net VCG style score.
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Determining the Stock’s Net Value-Core-Growth
Score

Each stock now has an Overall Value score and an Overall Growth score; both of
these range from 0 to 100. Morningstar calculates a net value-core-growth (VCG)
score for each stock by subtracting the stock’s Overall Value score from its Overall
Growth score. The result can range from 100 (for low-yield, extremely growthoriented stocks) to –100 (high-yield, low-growth stocks).
Morningstar classifies a stock as growth-oriented if its net value-core-growth
score equals or exceeds the “growth threshold” (normally about 10 to 30 for largecap stocks). Morningstar classifies a stock as value-oriented if its net VCG style
score equals or falls below the “value threshold” (normally about -5 to -20 for largecap stocks). And, the stock is given a style assignment of “core” if its net VCG score
lies between the two thresholds. Morningstar classifies micro-cap stocks using the
threshold values from the small-cap scoring group in the respective style zone.
Calculating Threshold Levels
Value-oriented, growth-oriented, and core stocks are each assumed, over time,
to account for one-third of the total capitalization of each scoring group. The value
and growth thresholds for each scoring group are recalculated monthly using a
three-step process:

1)

2)
3)

Within each scoring group, calculate the preliminary value and growth
thresholds that would result in each stock type representing exactly
one-third of the total capitalization at the current month-end. (For the
U.S. scoring groups, use one-third of the total float capitalization).
Repeat Step 1 for the periods ending six, 12, 18, 24, and 30 months ago.
Calculate the simple average of the six preliminary value thresholds.
Calculate the simple average of the six preliminary growth thresholds.

The two simple averages calculated in Step 3 are used as the current value and
growth thresholds for each scoring group.
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Assigning Coordinates and Style Boxes to Stocks

Raw X and Y Coordinates for Stocks
Morningstar uses a system of X and Y coordinates to determine a stock’s placement
on the Morningstar Style Box. These coordinates also serve as the building blocks
for determining the style of a fund or portfolio.

Each stock is assigned a raw X score, which represents its placement along the
horizontal axis of the Morningstar Style Box. Morningstar scales the net VCG score
of each stock so that core stocks have raw X scores ranging from 100 to 200. Hence,

raw X = 100 × [1 +

[12]

g − v − s1 (cap)
]
s 2 (cap) − s1 (cap)

where:
g

=

the stock’s Overall Growth score (based on the five growth factors)

v

=

the stock’s Overall Value score (based on the five value factors)

s1(cap)

=

the threshold between value and core stocks for the stock’s respective scoring group
(the “value threshold”)

s2(cap)

=

the threshold between core and growth stocks for the stock’s respective scoring group
(the “growth threshold”)

Value and growth thresholds—the dividing points between value, core and growth
stocks—are calculated separately for each scoring group.

Morningstar Style Box Methodology| 22 March 2004
© 2004 Morningstar, Inc. All rights reserved. The information in this document is the property of Morningstar, Inc. Reproduction or transcription by any means,
in whole or part, without the prior written consent of Morningstar, Inc., is prohibited.

23

Each stock is next assigned a raw Y score, which represents its placement along the
vertical axis of the Morningstar Style Box. Morningstar uses the natural logarithm
of market capitalization to measure stock size. This number is scaled so that each
mid-cap stock has a raw Y size score between 100 and 200. Hence, given a stock
with a market capitalization of “cap,”

raw Y = 100 × [1 +

[13]

ln(cap) − ln(cap1 )
]
ln(cap 2 ) − ln(cap1 )

where
cap2

=

the market capitalization that corresponds to the breakpoint between large-cap and mid-cap stocks for the
stock’s respective style zone

cap1

=

the market capitalization that corresponds to the breakpoint between mid-cap and small-cap stocks for
the stock’s respective style zone

Raw Y is unbounded for large-cap and small-cap stocks.
When all stocks have been assigned value-growth orientation (raw X) and size
(raw Y) scores, Morningstar determines the stock’s Style Box placement.
Small

Raw Y < 100

Value

Raw X < 100

Mid-cap

100 ≤ Raw Y ≤ 200

Core

100 ≤ Raw X ≤ 200

Large

200 < Raw Y

Growth

200 < Raw X

Note: See Rescaling section for the differences between raw X and Y and
rescaled X and Y for stocks.
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Assigning Coordinates and Style Boxes to Funds

Frequency
Morningstar calculates each fund’s Style Box assignment upon receipt of a new
portfolio of holdings. Morningstar uses stock scores from the same date as the
fund portfolio date in order to determine the fund’s Style Box assignment.
Raw X and Y Coordinates for Funds
The Style Box assignment for a fund or portfolio is based on the asset-weighted
average of the raw X and raw Y scores for the underlying stocks.

Let:

raw X
raw Y

=

the asset-weighted average of the raw X scores of the stocks in a fund

=

the asset-weighted average of the raw Y scores of the stocks in a fund

Xi

=

the raw X score for stock “i”

Yi

=

the raw Y score for stock “i”

N

=

the number of stocks in the fund

wi

=

the fraction of the fund’s stock assets held in an individual stock “i”

so that:
N

[14]

raw X = ∑ wi X i
i =1

N

[15]

raw Y = ∑ wi Yi
i =1

This method of assigning fund style involves blending stock raw X and raw Y scores
that were generated in different style zones or size groups. These style and size
scores may correspond to different net VCG style scores or market caps, but they
can be blended together into the fund-level score, because they represent each
stock’s relative size and style.
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The center column of the Style Box for funds (“blend”) is a little different than the
center column for stocks (“core”). Few or no funds contain only stocks with
extreme value-growth orientation scores, and both value and growth managers often
hold core stocks for diversification or other reasons. As a result, funds show less
variation than stocks do on the x-axis; that is, funds tend to cluster nearer the middle
of the x-axis.
It follows that the threshold points between value, blend and growth funds are
closer to the center of the x-axis than are the threshold points between value, core
and growth stocks. Therefore, the value and growth areas are expanded toward the
center for funds, and the remaining “blend fund” area is narrower than the “core
stock” area.
Let γ denote the ratio of the width of the blend fund area to the width of the core
stock area. Then,

γ

[5]

value-blend breakpoint = 150 × (1 − )
3

[6]

blend-growth breakpoint = 150 × (1 +

γ
3

)

Currently Morningstar sets γ = 0.5 so that a fund is considered to be value
if raw X <125, growth if raw X >175, and blend if 125≤ raw X ≤175
(in contrast to core stocks which have raw X scores between 100 and 200).
A fund’s Style Box assignment is based on its raw X and Y coordinates.
Small

Raw Y < 100

Value

Raw X < 125

Mid-cap

100 ≤ Raw Y ≤ 200

Blend

125 ≤ Raw X ≤ 175

Large

200 < Raw Y

Growth

175 < Raw X

Note: See Rescaling section for the differences between raw X and Y and
rescaled X and Y for funds.
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Morningstar Ownership ZoneSM

The style and size scores for stocks and funds are the building blocks for the
Morningstar Ownership ZoneSM. A portfolio's Ownership Zone is derived by
plotting each stock in the fund's portfolio within the proprietary Morningstar
Style Box. The shaded area represents the center 75% of the fund’s assets, and it
provides an intuitive visual representation of the area of the market in which the
fund invests. A “centroid” plot in the middle of the Ownership Zone represents
the weighted average of all the fund's holdings.
The Ownership Zone can be illustrated on the familiar nine-square grid of
the Morningstar Style Box.

The Style Box can also be expanded to a 25-square grid. This version of the
Ownership Zone often includes individual plot points for each stock. This provides
investors with more detail and allows them to better differentiate between giant-cap,
micro-cap, deep value and high growth stocks.

The Ownership Zone helps investors visually evaluate the investment style of a fund
or a portfolio. It can also be helpful for monitoring style drift, a fund’s tendency to
change its style over time.
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Rescaling

In order to graphically distribute the X and Y coordinates evenly across the width
and height of the Style Box grid, Morningstar established a system of rescaling for
stocks and funds (see Appendix B for exact rules).
Rescaling is for graphical presentation only. All in-house calculations
(e.g. fund Style Box, Morningstar CategoryTM) use raw scores.
Rescaling does not change the style assignment for a stock or fund.
The same rescaling rules can be used for stocks and funds.
Each raw value for style and size (raw X and Y) is rescaled onto a grid that runs
from –100 to 400 (rescaled X and Y). For example, during one month, the raw Y
scores for stocks ranged from –555 to 397 (the smallest numbers represent the
micro-cap universe). These Y scores were squeezed and stretched and redistributed
between –100 and 400.
The breakpoints for the rescaled values are as follows:
Stock Scores
Small

Rescaled Y < 100

Value

Rescaled X < 67

Mid-cap

100 ≤ Rescaled Y ≤ 200

Core

67 ≤ Rescaled X ≤ 233

Large

200 < Rescaled Y

Growth

233 < Rescaled X

Fund Scores
Small

Rescaled Y < 100

Value

Rescaled X < 100

Mid-cap

100 ≤ Rescaled Y ≤ 200

Blend

100 ≤ Rescaled X ≤ 200

Large

200 < Rescaled Y

Growth

200 < Rescaled X
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The rescaled X and Y scores can be plotted on the Morningstar Style Box. Each
square of the Style Box grid represents 100 rescaled units.

As with the raw scores, the size of the center column for stocks (“core”) is wider
than the center column for funds (“blend”).
Rescaling does not change the style assignment for a stock or a fund. Raw X scores
of 100 and 200 (the raw boundaries for core stocks) get rescaled to 67 and 233,
respectively. Raw X scores of 125 and 175 (the raw boundaries for blend funds)
get rescaled to 100 and 200, respectively.
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Long-Term Style Trend: The Morningstar CategoryTM

While the Morningstar Style Box represents a snapshot in time for a fund or
portfolio, Morningstar also performs holdings-based analysis of long-term style
trends. The Morningstar CategoryTM reflects the primary investment focus of the
portfolio over the past three years. Categories for equity funds can be based on
style, country/regional exposure (e.g. Japan Stock), or economic sector focus
(e.g. Specialty Technology).
In the United States, Morningstar uses 14 style-based categories. Nine of these
categories are for diversified U.S. equity funds, and the category names correspond
to the nine squares of the Style Box (Large Value, Mid-Cap Blend, etc.). The
remaining five style-based categories are used for diversified non-U.S. equity funds
(Foreign Large Value, Foreign Small/Mid Growth, etc.). Some of Morningstar’s
international operations also classify funds based on style.
Morningstar reviews category assignments semi-annually, incorporating all portfolio
data over the prior three years up through the most recent quarter-end. The process
is partially quantitative: a program calculates the three-year averages for various
statistics and makes a recommendation about the appropriate category for the
portfolio. The process is also qualitative: Morningstar’s fund analyst team will review
the suggestions from the quantitative program and, based on their unique knowledge
of the funds, will make a recommendation about whether the changes should be
overruled or upheld. These results are then communicated to the fund company.
Funds are assigned to style-based categories based on their three-year average raw X
and raw Y scores. The three-year average is the simple average of three 12-month
averages, using the portfolio files that were received over that period.
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An example of the three-year average calculation is below:
Year 1

Year 2

Year 3

(April 2003-March 2004)

(April 2002-March 2003)

(April 2001-March 2002)

Date

Raw X

Raw Y

Date

Raw X

Raw Y

Date

Raw X

Raw Y

5/31/03

105

297

6/30/02

110

296

5/31/01

106

295

7/31/03

116

290

9/30/02

118

289

9/30/01

111

287

9/30/03

132

284

12/31/02

117

295

12/31/01

121

279

1/31/04

134

286

3/31/02

124

286

Average

122

289

Average

116

287

Average

115

293

Three-year average Raw X = (122 + 115 + 116)/3 = 117
Three-year average Raw Y = (289 + 293 + 287)/3 = 290

Style-specific category assignments are based on the fund’s three-year average raw X
and raw Y, using the same raw breakpoints for value, blend, and growth that are
used for the fund Style Box.
Small

Raw Y < 100

Value

Raw X < 125

Mid-cap

100 ≤ Raw Y ≤ 200

Blend

125 ≤ Raw X ≤ 175

Large

200 < Raw Y

Growth

175 < Raw X

When there are fewer funds in certain investment styles, Morningstar may only
support two categories across the value-growth spectrum. For example, in the
United States, there are two categories for smaller foreign style funds: Foreign
Small/Mid Value and Foreign Small/Mid Growth. In these cases, funds with
three-year average raw X scores<150 are placed in the value category and funds with
three-year average raw X scores≥150 are placed in the growth category.
Some Morningstar operations may use some discretion or buffering mechanisms
during the Morningstar Category review process. These methods ensure that a fund
does not undergo a category change unless it has exhibited a strong and sustained
shift into a new investment style. That is, a fund may not necessarily experience a
category change if the three-year average has landed just over a breakpoint by a small
amount. (These buffering mechanisms are for category placement only and do not
apply to Style Box assignments.)
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Conclusion

The Morningstar Style Box has become the industry standard for categorizing and
tracking managed investment portfolios. It describes securities in terms of their
relative size and value-growth orientation in an intuitive, visual tool. It is based on a
robust methodology that includes forward-looking and historical components and
10 different factors to measure value-growth orientation.
Because different investment styles often offer different return and risk patterns, it is
important for individuals to understand the investment style of a stock, fund or
portfolio. This understanding can help investors and advisors construct portfolios
that are consistent with the investor’s return expectations and risk tolerances.
The Morningstar Style Box lays the groundwork for better portfolio assembly
and monitoring and is a useful tool for individual and professional investors.
It provides a logical, completely integrated system and philosophy for analyzing
stocks, funds, and portfolios.
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Appendix A: Share-Weighted Average

Morningstar calculates five value and five growth factors for each stock and then
scores each factor from 0 to 100. The scores are similar to percentile ranks, but the
scoring is constrained based on quartiles (called “buckets”) for each scoring group.
Bucket assignment is based on the stock’s value for that factor relative to a trimmed
scoring group average.
The scoring group average for the five value factors is float-weighted. The scoring
group average for the five growth factors is share-weighted, as described below.
There are two calculations for share-weighted average: one for long-term projected
earnings growth and one for the four historical growth rates. Because these
calculations often reach across different countries within a style zone, all financial
statement data must first be converted into a common currency.
The same methods are also used to calculate the growth rate factors at the fund
level (using shares currently held by the fund, rather than shares outstanding for
the company).
Share-Weighted Average for Long-Term Projected Earnings Growth Rate
m

Share Weighted Average =

∑ (1 + g (e
j =1

5

)) × e0 j × shares 0 j

n

∑e
j =1

0j

−1
× shares 0 j

where
g(e5)

=

third-party long-term earnings growth forecast

e0j

=

EPS for the most recently reported fiscal year for stock j

shares0j

=

shares outstanding for the most recent fiscal year-end for stock j

m

=

the number of stocks in the group with long-term earnings forecasts>0 and with e0j>0
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Share-Weighted Average for the Four Historical Growth Rates
The example below uses earnings, but the procedure is the same for book value,
revenue, or cash flow growth.
Step 1: Calculate a 4-year earnings growth rate
1

 earn (0)  4
egr (0,−4) = 
 −1
 earn ( −4) 

[1]

where
egr(0,i)

=

earn(i)

=

portfolio earnings growth rate from year i to year 0
n

∑ shares
j =1

ij

× eij

sharesij

=

shares outstanding for fiscal year-end i for stock j

eij

=

earnings per share (EPS) for fiscal year-end i for stock j

n

=

the number of stocks in the peer group that were not trimmed and for which e0 and ei are greater than 0

Step 2: Calculate a 3-year earnings growth rate
1

[2]

 earn (0)  3
egr (0,−3) = 
 −1
 earn ( −3) 

Step 3: Calculate a 2-year earnings growth rate
1

[3]

 earn (0)  2
egr (0,−2) = 
 −1
 earn ( −2) 

Step 4: Calculate a 1-year earnings growth rate
[4]

 earn (0) 
egr (0,−1) = 
 −1
 earn ( −1) 

Step 5: Calculate the historical share-weighted average for this growth factor
[5]

= Average[egr (0,−4), egr (0,−3), egr (0,−2), egr (0,−1)]
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Appendix B: Rescaling Rules

In order to graphically distribute the raw X and Y coordinates evenly across the
width and height of the Style Box grid, Morningstar established a system of rescaling
for stocks and funds. The following rescaling rules are applied to the raw X and Y
coordinates for both stocks and funds. Rescaling does not change the style
assignment for a stock or fund.
Parameters for Y
There are different rules for rescaling Y scores, based on the style zone and size of
each stock. First, six parameters must be defined for each style zone.

The four parameters y0, y1, y2, and y3 are the raw Y scores for the smallest stocks
in the small, mid, large, and giant capitalization groups, respectively, for each style
zone. The parameter ybot defines the lower boundary of the micro cap group
(although it is not necessarily the raw Y score of the smallest stock in the micro
cap group). The parameter ytop defines the top boundary of the giant cap group
(although it is not necessarily the raw Y score of the largest stock in the giant
cap group).
First, determine y0 and y3 for each style zone. Then, calculate ybot and ytop.
y0

=

The raw Y score for the smallest stock that falls into the small capitalization group. This is the raw Y score
for the first stock that meets or exceeds the top 97% of cumulative market cap in each style zone.
y0 changes every month. See below for derivation.

y1

=

This is always 100.

y2

=

This is always 200.

y3

=

The raw Y score for the smallest stock that falls into the giant capitalization group. This is the raw Y score
for the first stock that meets or exceeds the top 40% of cumulative market cap in each style zone.
y3 changes every month. See below for derivation.

àmicro

=

The ratio of the slope of rescaled Y for small-cap stocks to the slope of rescaled Y for micro-cap stocks.
Currently, this is set to 2 and does not change every month.

ybot

=

y0 – à micro * (y1 – y0)

ytop

=

2y3 – y2
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Finding y0 and y3
The most straightforward way to find y0 and y3 for each style zone is to insert the
monthly capitalization breakpoints into the equation for raw Y.

raw Y = 100 × [1 +

[1]

ln(cap) − ln(cap1 )
]
ln(cap 2 ) − ln(cap1 )

Example for the United States:

Breakpoint

$USD million

ln

Raw Y

cap3

between giant- and large-cap stocks

49,250

10.80

298

y3

cap2

between large- and mid-cap stocks

8,435

9.04

200

y2

cap1

between mid- and small-cap stocks

1,391

7.24

100

y1

cap0

between small- and micro-cap stocks

361

5.89

25

y0

Example:

 ln(49,250) − ln(1,391) 
= 298
y 3 = y score (Giant ) = 100 × 1 +
ln(8,435) − ln(1,391) 

For funds, use an average of the style zone values for y0, y3, ybot, and ytop.
Rescaling Y
Once these six parameters are defined for each style zone, the raw y values can be
rescaled according to the calculations below.
Raw Y
raw Y < ybot
ybot ≤ raw Y ≤ y0
y0 ≤ raw Y ≤ y1
y1 ≤ raw Y ≤ y2
y2 ≤ raw Y ≤ ytop
ytop < raw Y

Rescaled Y
-100

100 × (

y − y0
)
y0 − ybot

100 × (

y − y0
)
y1 − y 0

100 × (1 +

y − y1
)
y 2 − y1

100 × (2 +

y − y2
)
y3 − y 2

400
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Parameters for X
While some of the parameters for Y change every month, the parameters for X
are constant for all style zones.
xbot =

-50

x0 =

50

x1 =

125

x2 =

175

x3 =

250

xtop =

350

Rescaling X
The raw X values can be rescaled according to the calculations below.

Raw X
raw X < xbot
xbot ≤ raw X ≤ x0
x0 ≤ raw X ≤ x1
x1 ≤ raw X ≤ x2
x2 ≤ raw X ≤ x3
x3 ≤ raw X ≤ xtop
xtop < raw X

Rescaled X
-100

100 × (

x − x0
)
x0 − xbot

100 × (

x − x0
)
x1 − x0

100 × (1 +

x − x1
)
x 2 − x1

100 × (2 +

x − x2
)
x3 − x 2

100 × (3 +

x − x3
)
xtop − x3

400

Limiting Rescaled Scores to the Nine-Square Style Box
The nine-square Style Box grid is scaled from 0 to 300. When stocks or funds are
displayed on this grid, any rescaled X or Y values that are below 0 or above 300
should be trimmed to 0 and 300, respectively.
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Appendix C: Major Countries in Each Style Zone

The following major economies map to the seven style zones:
United States

United States

Latin America

Argentina

Mexico

Brazil

Peru

Chile

Venezuela

Colombia
Canada

Canada

Europe

Austria

France

Luxembourg

Slovakia

Belgium

Germany

Macedonia

Slovenia

Croatia

Greece

Netherlands

Spain

Cyprus

Hungary

Norway

Sweden

Czech Republic

Ireland

Poland

Switzerland

Denmark

Italy

Portugal

Turkey

Estonia

Latvia

Romania

United Kingdom

Finland

Lithuania

Russia

African stocks are scored with the European stocks. They represent only 2% of
the total capitalization of the style zone.
Japan

Japan

Asia ex-Japan

Bahrain

Israel

Pakistan

Taiwan

China

Jordan

Philippines

Thailand

Hong Kong

Kuwait

Singapore

India

Lebanon

South Korea

Indonesia

Malaysia

Sri Lanka

Australia/NZ

Australia
New Zealand

Morningstar Style Box Methodology| 22 March 2004
© 2004 Morningstar, Inc. All rights reserved. The information in this document is the property of Morningstar, Inc. Reproduction or transcription by any means,
in whole or part, without the prior written consent of Morningstar, Inc., is prohibited.

38

The Morningstar Hedge Fund
Categories

Morningstar Data Point Explanation
10 February 2005
2005 Morningstar, Inc. All rights reserved. The information in this document
is the property of Morningstar, Inc. Reproduction or transcription by any
means, in whole or in part, without the prior written consent of Morningstar, Inc.,
is prohibited.

Contents

Introduction
Equity Focus

3
4

Equity Net Long
Equity Net Neutral
Equity Net Short
Equity Variable

Arbitrage

6

Relative Value Arbitrage
Convertible Arbitrage
Fixed Income Arbitrage

Corporate Life Cycle

7

Corporate Event Driven
Distressed Companies
Merger Arbitrage

Macroeconomic Trends

8

Global Macro
Emerging Markets
Managed Futures

Combinations

9

Multi Strategy
Fund of Funds

The Morningstar Hedge Fund Categories| 10 February 2005
© 2005 Morningstar, Inc. All rights reserved. The information in this document is the property of Morningstar, Inc. Reproduction or transcription by any means,
in whole or part, without the prior written consent of Morningstar, Inc., is prohibited.

2

Introduction

The Morningstar Hedge Fund Categories were introduced in 2005 to help investors
understand the different types of investment strategies used by hedge funds around
the world. Hedge fund managers typically focus on specific areas of the market
and/or specific trading strategies. For example, some hedge funds buy stocks based
on broad economic trends, while others search for arbitrage profits by pairing long
and short positions in related securities. The Morningstar categories divide the
universe of hedge funds based on these different approaches.
Morningstar supports 15 hedge fund categories, which map into five broad asset
classes (Equity Focus, Arbitrage, Corporate Life Cycle, Macroeconomic Trends, and
Combinations). These categories and broad asset classes can help investors make
meaningful comparisons between hedge funds. Investors can use these peer groups
to identify top-performing funds, evaluate a fund’s performance against its peers,
and find similar funds. For example, if an investor wanted to evaluate how well a
fixed-income arbitrage fund performed, they could compare its performance to that
of the fixed-income arbitrage category and the arbitrage broad asset class.
Morningstar assigns a category to each hedge fund based on the hedge fund
memorandum document, conversations with portfolio managers, and regression
techniques. Currently, Morningstar does not have access to portfolio holdings for
hedge funds and must instead rely on information provided by the asset managers.
We regularly review the category structure and the hedge funds within each category
to ensure that the system meets the needs of investors. The driving principles behind
the classification system are as follows:
Individual funds within a category use similar strategies and techniques to
create value.
Individual funds within a category can, in general, be expected to behave
more similarly to one another than to funds outside the category.
Categories have enough constituents to form the basis for reasonable peer
group comparisons. (Small categories are permitted when a subset of funds
is substantially different than other categories.)
The distinctions between categories are meaningful to investors and assist in
their pursuit of investing goals.

The Morningstar Hedge Fund Categories| 10 February 2005
© 2005 Morningstar, Inc. All rights reserved. The information in this document is the property of Morningstar, Inc. Reproduction or transcription by any means,
in whole or part, without the prior written consent of Morningstar, Inc., is prohibited.

3

Equity Focus

Funds in the equity-focus broad asset class primarily invest in stocks and may take
long or short positions. Managers may also use options to lever their position or to
hedge. Hedge funds with more short positions are more likely to behave differently
than traditional long-only funds or indexes. Most managers assemble portfolios via
fundamental equity research, although some managers may use top-down strategies.
Equity Net Long
These funds maintain a core holding of long stock positions and usually hedge the
portfolio slightly with smaller short positions in stocks or indexes. These short
positions can be a safety net if the broad market declines and the long positions
falter. These managers may focus on a specific sector, style, size or geographic area,
based on their expertise and the available opportunities in the market. Short
positions typically account for about 15-40% of fund assets.
Equity Net Neutral
These funds, which are also known as market neutral funds, divide their exposure
equally between long and short stock positions. They buy attractive stocks and short
weaker stocks. If the broad market is fairly flat, they aim to profit from both the
long and short holdings. If the broad market is rising or falling, the gains and losses
from the long and short positions should approximately cancel each other out.
These funds typically hold a diverse selection of equities in order to limit their
exposure to any one stock, and they rebalance their holdings frequently. These funds
normally design their strategies based on broad groups of securities, rather than
specific pairs. Short positions typically account for about 40-60% of fund assets.
Equity Net Short
These funds dedicate most of their portfolio to short stock positions, in an attempt
to take advantage of anticipated market or stock declines. Some managers invest the
proceeds from their short positions in low-risk assets, while others dedicate a
portion to long stock positions in order to hedge against broad market rallies. In the
event of a broad market rally, these funds will lose money on their short positions
but will experience a gain on their long positions. The number of hedge funds
pursuing this strategy is fairly small. Short positions typically account for 60-85% of
fund assets, although some managers may be 100% short.
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Equity Focus (continued)

Equity Variable
These funds use both long and short positions in stocks in different combinations
over time. These funds do not hold their long/short exposure fixed, and the net
exposure for these funds will vary widely at any given point in time. An equityvariable fund could be predominately long, predominately short, or somewhere in
between, given the manager’s overall equity market sentiment. These funds are more
dependent on a manager’s ability to predict whether the market will rise or fall.
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Arbitrage

Funds in the arbitrage broad asset class study the pricing relationship between pairs
of related securities. Managers take a long position in the security that appears to be
under-priced and a short position in the security that appears to be over-priced. The
manager will hold the positions until the pricing discrepancy disappears. These
strategies are usually market neutral. Because markets are generally efficient, pricing
discrepancies are typically very small and short-lived. Therefore, these funds tend to
be highly leveraged, using borrowed money to increase the size of possible gains.
Relative Value Arbitrage
These funds take long and short positions in pairs or sets of related securities in
order to profit from perceived pricing discrepancies. These funds use numerous
different arbitrage strategies, including convertible arbitrage (convertible bond vs.
the issuing stock), fixed-income arbitrage (e.g. long-term vs. short-term bonds),
capital structure arbitrage (senior debt vs. junior debt vs. preferred stock vs.
common stock), statistical arbitrage (mathematical pricing models vs. market prices),
or pairs trading (one stock vs. its industry peer, e.g. Coca-Cola vs. Pepsi). These
funds are usually highly leveraged.
Convertible Arbitrage
These funds study the relationship between a company’s stock and its convertible
bonds. Convertible bonds contain an option that allows the bondholder to trade in
the bond for common stock at a certain price and under certain conditions. Usually,
the bond trades for less than the stock so managers buy the bond and short the
stock. These funds craft strategies to manage their exposure to interest rate risk,
default risk, and illiquidity in the convertible bond market, and pricing volatility in
both the stock and bond markets. Because the pricing discrepancies are usually very
small, many of these funds employ leverage to maximize return.
Fixed Income Arbitrage
These funds specialize in arbitrage opportunities in the fixed-income market.
Portfolio managers study whether spreads (the differences between bonds’ yields)
are reasonable between short-term, long-term, corporate, mortgage-backed,
municipal, and government bonds. For example, if a manager thought that the yields
on long-term bonds were too high relative to their expected risk, he might buy those
bonds in the hopes that the yields would fall and the bond prices would rise. These
managers take offsetting positions to neutralize their exposure to other factors, and
they are often highly leveraged.
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Corporate Life Cycle

Funds in the corporate life-cycle broad asset class attempt to profit when stock or
bond prices change in response to certain corporate events, such as bankruptcy,
mergers, or acquisitions. Managers will typically use short positions or derivatives to
hedge their market exposure. These positions help the fund capture the price change
related to the event itself and insulate the fund from broad market changes.
Corporate Event Driven
These funds attempt to profit from price changes related to a variety of corporate
events, including bankruptcy, emergence from bankruptcy, mergers, acquisitions,
divestitures, stock buybacks, dividend issuance, major shifts in corporate strategy
and other atypical events. Most strategies involve purchasing or shorting elements of
a company’s capital structure and could involve senior debt, junior debt, convertible
bonds, preferred stock, or common stock.
Distressed Companies
These funds specialize in financially troubled companies that may face bankruptcies,
distressed sales, corporate restructurings or financial reorganizations. A fund might
take long positions only in the company stock or debt, or it might exploit pricing
discrepancies between different parts of the company’s capital structure, e.g. buying
senior debt and shorting preferred stock. The hedge fund may try to accumulate a
controlling stake in the company in order to influence the outcome. During
bankruptcy proceedings, debtholders often exchange their debt for an equity stake in
the post-bankrupt entity.
Merger Arbitrage
These funds specialize in companies that are or may be involved in corporate
mergers and acquisitions. These funds typically purchase shares in the company
about to be acquired (e.g. Gillette) while selling shares in the buyer (e.g. Procter &
Gamble). This tactic is popular because the stock of the company about to be
acquired will usually rise and the buyer’s stock will typically fall when the acquisition
is announced or completed. These funds bear the risk that the deal may be stalled or
may fall through. Many of these funds use derivatives to hedge against market risk or
as an alternative to buying or selling the stock directly.
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Macroeconomic Trends

Funds in the macroeconomic-trends broad asset class study broad-based changes
and prices in global markets. Often, these funds make tactical decisions about an
optimal global asset allocation mix, and they use equities, bonds, currencies,
derivatives, and commodities in their portfolios. Many managers look for emerging
trends in countries, industries, and geopolitical institutions. Some managers will also
attempt to profit from general market volatility during times of uncertainty.
Global Macro
These portfolio managers take a top-down, broad view of the world. They look for
investment opportunities by studying the global economy, government policies,
interest rates, inflation, and market trends. These managers study which asset classes
look most attractive and promising. For example, a manager might decide that
European stocks look over-valued while Asian debt looks under-valued. These funds
invest in equities, bonds, currencies, derivatives, and commodities.
Emerging Markets
These funds specialize in securities issued by corporations and governments in
developing nations. These managers study current events, history, and the investing
climate in each country. Most of these securities are exposed to political, economic,
currency, and government risks, and the managers seek the best return for any given
level of risk. These funds invest in both equity and fixed-income securities. Some
funds focus on a specific area of the world, while others invest in emerging markets
around the world.
Managed Futures
These funds invest in a variety of futures contracts, including currencies, interest
rates, stocks, stock market indexes, derivatives, and commodities. These funds build
quantitative models to price futures and then take long and short positions in the
futures. For example, a hedge fund might have long positions in weather futures and
short positions in gold futures. These funds often prosper when there is a lot of
uncertainty about futures prices.
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Combinations

The combinations broad asset class contains the hedge funds that merge multiple
techniques into one single fund. Multi-strategy funds tend to manage all the assets
in-house, while fund of funds purchase stakes in other hedge funds.
Multi Strategy
These funds offer investors exposure to several different hedge fund investment
tactics. In most of these cases, all of the assets are managed in-house at the hedge
fund, but the assets may be divided between multiple portfolio managers, each of
whom focus on a different strategy. An investor’s exposure to different tactics may
change slightly over time in response to market movements.
Fund of Funds
A fund of funds invests in a sampling of other hedge funds. The fund of funds
offers investors exposure to several different investment tactics, which it outsources
from different hedge fund asset managers. The advisor for a fund of funds does due
diligence on different asset managers and selects the appropriate managers and asset
weights for different parts of the portfolio.
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