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Dear Fellow Investor,

Thank you for subscribing to Morningstar ETFInvestor. Our mission is to provide thoughtful and 

relevant content designed to empower you to make better investment decisions with  

exchange-traded funds. Here you’ll find actionable investment ideas, insightful analysis, and  

a sanctuary from market noise. 

The market is tough to predict, so we take the long view and avoid making market calls.  

Instead, we focus on identifying funds within each Morningstar Category that have a good 

chance to beat their peers, and on providing insight to inform asset-allocation decisions. 

Beating the market is great if you can do it, but it isn’t a requisite for investment success.  

It’s far more important to focus on keeping costs down, tax efficiency, diversification, and risk 

management. Exchange-traded funds make it easy to keep costs low and the taxman at  

bay, and they can be effective for diversification and risk management, too, which makes them 

attractive as portfolio building blocks. 

This Subscriber’s Handbook outlines the investment philosophy behind the Morningstar  

ETFInvestor newsletter and the content it features. Please send any feedback or questions you 

have about the newsletter, or suggestions for topics you’d like us to cover in an upcoming  

issue, to newslettersupport@morningstar.com. 
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Our perspective is rooted in the fact that it’s hard  
to beat the market. Market prices tend to do a decent 
job of reflecting information that’s widely available  
to the public. That means it’s rarely prudent to make 
big changes to a portfolio based on market news.  
By the time you hear about what the Fed is doing, the 
impact of tariffs, or most other news bites, it’s often 
too late to do anything about it. The horse has already 
left the barn. Consequently, this newsletter generally 
won’t serve up news-driven investment ideas.  
Many of our favorite ideas are broad market-cap-
weighted funds that harness the market’s collective 
wisdom, allowing the market to work for you. 

While we have a healthy respect for the difficulty 
of beating the market, we think it can be done.  
The market is not perfect because people are not 
perfect. We are all susceptible to fear and greed. 
Emotions and common cognitive errors often  
lead to behavioral biases that can create mispricing. 
Even when there is no mispricing, the market  
often compensates investors for taking certain types 
of risk. 

Rules-based investment strategies offer the best way 
to parlay these effects into market-beating perfor-
mance. We place our faith in models over qualitative 
judgment because they are more consistent and  
less prone to cognitive and emotional biases. However, 
no model is perfect. 

Even the best investment strategies can endure long 
stretches of underperformance, and there’s usually 
not much you can do. It’s far more important to  
focus on things you can control: fees, tax efficiency, 
diversification, the amount of risk in your portfolio, 
and your behavior.

Uncertainty is a constant. The best defense  
is to prepare for bad times before they come, and  
diversify. This will make it easier to stay invested  
and enjoy the benefits of compounding.

Morningstar’s Approach to ETF Research

This newsletter leverages the work of Morningstar’s 
ETF research analyst team, which is responsible for 
rating U.S.-listed ETFs. For passive funds, these 
ratings reflect our level of conviction that the fund will 
outperform its Morningstar Category peers (both 
mutual funds and ETFs) on a risk-adjusted basis over  
a full market cycle. Funds that we believe will  
outperform receive Morningstar Analyst Ratings of 
Gold, Silver, or Bronze, where Gold reflects our  
highest level of conviction. Others receive Neutral  
or Negative ratings. 

The bar is higher for actively managed and strategic-
beta strategies, which are index strategies that  
are making active bets. Not only must we think that 
those funds will beat the category average, but  
we must also think that they will beat their category 
indexes, which tend to be higher hurdles, as they are 
affected by fees.  

Morningstar uses the same framework to assign 
Morningstar Analyst Ratings to ETFs and mutual 
funds. These ratings are based on an assessment of 
each fund’s Process, People, and Parent. Expense 
ratios also factor into the ratings. 

Performance is notably missing. That’s intentional, 
and it’s a shift from the original ratings methodology.1 
Outside of short windows, past performance is  
generally a weak predictor of future performance. 
That means a fund with poor past performance could 
receive a high rating, while a fund with strong past 
performance may not. However, we don’t ignore past 
performance. We try to understand why each fund 
performed as it did and whether the future might  
be different. The Morningstar Rating for funds, or star 
rating, is based exclusively on past risk-adjusted 

Morningstar ETFInvestor Philosophy
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performance and is calculated quantitatively, without 
input from the analyst team. 

While the pillars used to assign Analyst Ratings  
to ETFs and mutual funds are the same, the relative 
importance of the pillars differs for active managed 
and index funds. Most ETFs that Morningstar rates are 
index funds. The assessment of Process is a  
bigger driver for the Analyst Ratings of index funds 
than it is for active funds, while the People Pillar  
has less influence. 

That makes sense because index construction method-
ology, which represents the investment process, 
determines the composition of an index portfolio, as 
the managers’ main goal is to minimize tracking  
error to the index. So, they have little impact on the 
portfolio’s category- and market-relative performance. 
In contrast, active managers’ judgment can have a 
significant impact on the composition of a portfolio 
and its index-relative performance. 

Here’s a closer look at what goes into the assessment 
of each pillar for index ETFs: 

Process. Index funds’ investment strategies are  
codified in their index construction methodology.  
So, our assessment of an index fund’s process is 
mainly based on our assessment of how the index  
is constructed. That said, we also evaluate how  
the fund is managed to the index. The ultimate goal  
is to identify indexes that have a good chance  
to deliver strong performance. Good indexes tend to 
have the following characteristics (though it isn’t  
necessary to have all to receive a Positive Process 
Pillar assessment): 

 p Representative—The index should accurately reflect 
the investment style it is targeting, or the opportunity 
set available to active managers in the category.
 p Sensible—There should be strong economic rationale 
underpinning the strategy.

 p Diversified—The portfolio should effectively  
diversify firm-specific risk, as well as sector and 
country risk, if appropriate.
 p Transparent—Without transparency, it’s harder to 
develop confidence in the strategy.
 p Turnover conscious—Turnover creates transaction 
costs, so indexes should take steps to mitigate  
unnecessary trades.
 p  Investable—The index should be easy to replicate.

People. Index managers don’t have the same type  
of impact on portfolio composition and performance 
as their active counterparts. However, we still believe 
it is important to do due-diligence on the index 
management team to determine whether the team 
can deliver high-fidelity index-tracking in a cost-effi-
cient manner. Top-rated teams tend to have: 

 p Strong index-management experience 
 p Long tenure with the firm and low turnover 
 p Strong supporting infrastructure
 p Effective risk-management oversight
 p Sufficient scale for the strategies they manage 
 p Boots on the ground in the markets where  
they operate 
 p Compensation structure that aligns with  
investors’ interest 

Parent. This pillar is based on our assessment  
of the fund sponsor’s stewardship. Here we assess 
the firm’s culture, business strategy, and regulatory 
history, attempting to determine whether it is a 
responsible and capable steward of client money. 
Positive parents: 

 p Have an investor-centric culture, rather than  
emphasizing salesmanship
 p Have a disciplined product strategy and eschew 
trendy funds 
 p Tend to serve their fundholders first, not their  
shareholders 
 p Attract and retain top talent
 p Pass along economies of scale with their fundholders 
through fee cuts 
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Expense ratios. Fees are an excellent predictor of 
future fund performance. Lower expense ratios allow 
investors to keep more of their money, improving 
returns. Unlike the three pillars listed above, analysts 
don’t subjectively assess fees for funds rated after Oct. 
31, 2019. Instead, the expense ratios quantitively 
reduce Morningstar’s estimate of the value each fund 
can deliver. K

1 This change goes into effect for funds rated on or after Oct. 31, 2019.
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The monthly issues of Morningstar ETFInvestor  
are released around the 13th day of the month. Print 
issues usually arrive a week later, but all subscribers— 
not just those with online-only subscriptions—have 
access to our website and can download new issues 
as soon as they are available.

You can email questions about subscription- 
related matters to newslettersupport@morningstar.
com or call us at 312-424-4288. 

Key Features

Each issue is organized around a different theme and 
attempts to balance investment theory with actionable 
ideas. The issues feature the following content: 

Cover Story. Here our editor shares his perspective on 
the theme for the issue.

Model Portfolios. The newsletter features four model 
portfolios, each designed to meet a different invest-
ment objective. These are the Basic, Defensive,  
Factor, and Income portfolios. Every issue highlights 
one model portfolio, rotating to the next portfolio  
the following month. So, each model will appear in 
the newsletter three times a year. The Model Portfo-
lios section below contains more information.

ETF Spotlights. Each month, the editor highlights 
two funds he thinks readers should know more about 
and features an abridged version of the analyst’s 
report if Morningstar covers it, or an original report if 
Morningstar doesn’t. Often, these spotlights tie back 
to the issue’s theme.

Perspective Articles. These are analytical articles that 
further develop the issue’s theme, tackling different 
subtopics. They are designed to educate and serve up 
investment ideas. 

Stock and Bond Watchlists. The watchlists narrow  
the available universe of more than 2,300 ETFs down 
to a more manageable list of around 240. This list 
includes nearly all U.S.-listed ETFs that Morningstar 
analysts rate, along with other notable ETFs that 
should be on your radar. 

Stock Market Snapshot. This provides actionable 
information about valuations and momentum across 
sectors, regions, and factors. This includes Morning-
star’s price/fair value assessments for each portfolio 
based on the stocks it holds, as well as price/earnings, 
trend, long- and short-term performance data for  
each portfolio. The green and red arrows on the page 
indicate whether each fund looks attractive on  
a given metric. 

Bond Market Snapshot. This page provides data 
about the U.S. Treasury yield curve and credit spreads 
for investment-grade and high-yield bonds. 

Online Resources  

Morningstar ETFInvestor website. This website 
provides access to the 12 most recent issues of the 
newsletter, as well as bonus reports, the ETF watch-
lists, model portfolios, and up-to-date analyst reports. 
Print subscribers visiting the website for the first time 
will need to create a login ID and password. Go to 
https://etf.morningstar.com/ and click on the Register 
button located in the upper right-hand corner of the 
home page. Fill in the required fields, and the online 
portion of your subscription will be complete once you 
click on the Register button.

Be sure to have your subscription ID handy to 
complete the website registration.

Email alerts. You can subscribe to receive email alerts, 
which notify you when a new issue or commentary  
is posted. Be sure to add “mailing1@mail.morningstar.
net” to your list of approved senders, so these alerts 
don’t get caught in a spam filter. K

ETFInvestor Overview
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Each month, Morningstar ETFInvestor will highlight 
one of four model portfolios designed to meet 
different investment objectives. These model portfo-
lios are not intended to be specific recommendations 
for portfolio construction, but rather to showcase 
actionable investment ideas and demonstrate how 
individual funds can fit into a broader portfolio.  
The accompanying articles will discuss the composi-
tion and performance of each portfolio, as well as 
adjustments investors could make to them and how 
these adjustments might affect performance. 

The purpose of highlighting potential modifications  
to the model portfolios is to demonstrate the impact 
that specific choices regarding things like fund  
selection, asset allocation, and rebalancing have on 
each portfolio, and discuss the trade-offs of using 
alternative approaches to each to achieve the  
portfolio’s objective. For example, a modified version 
of the basic portfolio might replace Vanguard  
Total Bond Market ETF BND, which only includes 
investment-grade bonds, with iShares Core Total 
USD Bond Market ETF IUSB, which adds high-yield 
bonds. This will help demonstrate the merit (or lack 
thereof) of new funds, different allocations, and so  
on. The newsletter won’t track the modified versions 
of the portfolios outside of the issue that describes 
them. However, it will track the performance of the 
baseline model portfolios, which will remain largely 
consistent over time. 

For ease of comparison, all four portfolios have  
the same target asset allocation (40% U.S. stocks, 20% 
foreign stocks, 40% bonds). There is nothing special 
about this asset allocation. The editor chose to tilt the 
portfolio toward stocks because they have higher 
expected returns (and risk) than bonds. The U.S. stock 
overweighting reflects most U.S. investors’ home-

market bias. Each portfolio rebalances back to its 
target weightings at the end of each year. 

While the composition of these model portfolios 
should remain fairly stable over time, the editor may 
make occasional changes to the portfolios to help 
them better meet their objectives.

Basic Portfolio

Objective: Harness the market’s collective wisdom on 
the cheap. 

The Basic portfolio is the baseline against which  
the three other portfolios will be compared. It uses 
low-cost, broadly diversified market-cap-weighted 
ETFs. Each of these funds offers comprehensive 
coverage of its respective market. 

Defensive Portfolio 

Objective: Exhibits lower volatility, better downside 
protection, and better risk-adjusted performance than 
the Basic portfolio over the long term. 

The Defensive portfolio uses three low-volatility funds 
within its equity allocation. The 5% emerging-markets 
allocation approximates the weighting of these stocks 
in the basic portfolio. The fixed-income sleeve tilts 
toward short-term investment-grade bonds to further 
reduce risk.

Factor Portfolio 

Objective: Earn higher returns than the Basic portfolio 
over the long term. 

The Factor portfolio includes funds that target  
securities with characteristics that have historically 
been associated with higher returns. The equity 
portion includes three multifactor funds that include 
large- and mid-cap stocks in their respective markets 
(U.S., foreign developed markets, and emerging 
markets) with a combination of attractive value, 
momentum, quality, and small size characteristics. 
However, they operate under a set of constraints 
designed to improve diversification. The factors these 

Morningstar ETFInvestor  
Model Portfolios
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funds target have been linked to market-beating 
performance over the long term, but they tend to pay 
off at different times. Diversifying across these four 
factors should reduce the funds’ risk of experiencing 
extended stretches of underperformance. That said, 
their aggressive pursuit of their targeted factors intro-
duces active risk that won’t always pay off. 

The fixed-income portion of the portfolio attempts  
to earn higher returns than the Bloomberg Barclays  
U.S. Aggregate Bond Index by overcoming that index’s 
heavy reliance on government and agency debt. It 
emphasizes U.S. investment-grade bonds with high 
expected returns relative to that benchmark, though it 
tends to take greater credit and interest- 
rate risk. 

Income Portfolio

Objective: Earn a higher distribution yield than the 
Basic portfolio without taking much more risk. 

The Income portfolio is focused on income rather than 
total return, though this fund should offer slightly 
higher returns than the basic portfolio over the long 
term, with slightly greater risk. The equity portion of 
the portfolio targets a broad basket of stocks with 
above-average dividend yields, keeping risk in check 
through broad diversification. 

The fixed-income sleeve tilts toward corporate bonds 
with at least one year until maturity. These bonds tend 
to offer higher yields than the Aggregate Bond Index, 
albeit with greater risk. K
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Like a stock, exchange-traded funds trade on an 
exchange. But like a mutual fund, most own a port-
folio of many securities. You can think of ETFs in much  
the same way as mutual funds, but one of the most 
important differences has to do with how money 
moves in and out of these funds. 

To understand the difference, consider a mutual fund. 
When an investor wants to buy the fund, he simply 
hands over cash to the fund company in exchange for 
share in the mutual fund. The price at which those 
shares are purchased is equal to the fund’s net asset 
value at the end of the day. The portfolio manager,  
in turn, uses that money to purchase securities for the 
portfolio. When an investor wants to sell, the manager 
may have to sell securities in the portfolio to raise  
cash to hand back to the investor, or keep a sizable 
cash balance on hand. The price the investor receives 
is equal to the fund’s NAV at the end of the day. 
 

These flows into and out of a mutual fund create costs 
for other investors in the fund. This includes transac-
tion costs, such as brokerage commissions and bid-ask 
spreads that the managers must pay when they buy  
or sell securities to meet client demand. There is also 
an opportunity cost when managers keep cash on 
hand to meet redemptions. Investors are paying fees 
on this cash balance, but it does not participate in  
the market’s performance, which tends to be to the 
upside over the long term. 

Perhaps more significantly, withdrawals from a mutual 
fund can increase tax liabilities for other investors  
in the fund, as the manager sells securities to meet 
redemptions, often at a gain. Funds are required  
to distribute their realized capital gains to investors, 
who must pay taxes on them. So, one investor’s  
decision to leave a fund can create tax headaches for 
those who stay. 

Exchange-traded funds largely externalize these costs. 
Most ETF trades that are executed when someone 
wants to enter or exit an ETF happen on an exchange 
(the secondary market). An investor who wants to 
leave the fund sells to someone who wants to buy. 
The ETF provider does not get involved in these trans-
actions, so the transaction costs and tax conse-
quences are localized to the investors who are trading 
the fund.
 
So, how does money come into and out of the fund? 
Suppose a lot of investors want to buy the fund,  
so they place buy orders on the exchange. That buying 
pressure can push the price of the ETF above its  
NAV. When that premium becomes big enough, enti-
ties called Authorized Participants buy up the securi-
ties the ETF holds (which they can do at a price equal 
to NAV) and turn them over to the ETF provider. In 
exchange, they receive shares in the ETF, which they 
sell on the exchange, effectively arbitraging the  
spread between NAV and the ETF’s market price. This 
is called an in-kind creation. This process continues 
until the additional supply of ETF shares satisfies 
demand and reduces the fund’s premium to the point 
where it is no longer profitable to engage in these 
arbitrage trades.
 
This process works in reverse when money leaves  
the fund. Suppose a lot of investors want to sell  
an ETF, so they place sell orders on the exchange.  
That can push the ETF price below NAV. When that 
happens, authorized participants can buy up ETF 
shares on the exchange and hand them over to the 
ETF provider. In return, the ETF provider hands over  
a basket of the fund’s underlying stocks with a  

How ETFs Work 

Investor 
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Capital Markets

How a Mutual Fund Works

Source: Morningstar.
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value equal to the fund’s NAV, which the authorized 
participant can sell to arbitrage the spread between 
the fund’s NAV and market price. This is called an 
in-kind redemption. 
 

Because no cash changes hands, this transaction  
is not taxable, which is key to ETFs’ tax efficiency.  
It allows the ETF manager to transfer low cost-basis 
shares out of the portfolio, reducing the likelihood that 
it will have to recognize capital gains. Now, this 
doesn’t eliminate the ultimate tax liability investors 
have—it just defers it, which is valuable. 

The other benefit of these in-kind creation and 
redemption transactions is that they externalize much 
of the trading activity that flows into and out of  
the fund trigger, where the authorized participants 
incur the costs of buying and selling the underlying 
securities. But they don’t do this for free. They recoup 
these costs by waiting until the spread between  
the fund’s NAV and price is large enough to make it 
worth their while to participate in the in-kind creation 
and redemption process. Investors who are buying  
and selling the fund on the exchange end up paying 
the price, which is equitable because they’re the ones 
creating these costs. 

So, although ETFs are often thought of as trading  
vehicles, they offer the biggest advantage to  
long-term investors because they externalize the  
transaction costs that flows into and out of the  
fund create. K

ETF Shares

Securities

ETF Shares

Primary Market

Secondary Market

SellerBuyer
Stock
Exchange

Authorized
Participant

ETF
Provider

(In-Kind Transfer)

How an ETF Works

Source: Morningstar.
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1 |  Is there a benefit to owning ETFs if I don’t need  
to trade during the day? 

Yes, ETFs tend to be more tax-efficient than mutual 
funds because they regularly use an in-kind redemp-
tion process that allows them to meet redemptions 
without realizing capital gains. Exchange-traded funds 
also largely externalize much of the trading activity 
that flows into and out of the fund create, reducing 
costs for long-term investors. See “How ETFs Work” 
for more information. 

2 |  What’s the difference between the Morningstar 
Rating and the Morningstar Analyst Rating? 

The Morningstar Rating for funds—commonly 
referred to as the “star rating”—is based exclusively 
on past risk-adjusted performance relative to the 
Morningstar Category. This is calculated quantitatively 
with no input from the research analyst team. 

In contrast, Morningstar’s Analyst Ratings are 
forward-looking qualitative assessments of how we 
think a fund will perform against its peers on a risk-
adjusted basis over a full market cycle.  

3 |  How does Morningstar’s Analyst Rating system  
for ETFs differ from others? 

Morningstar’s Analyst Ratings for ETFs are primarily 
concerned with the merit of the investment strategy 
codified in the index construction methodology and 
fees, rather than the liquidity of the ETF, its tracking 
error, or the valuations of its holdings. Morningstar’s 
ratings also put mutual funds and ETFs on a level 
playing field. See “Approach to ETF Research” for 
more information. 

4 |  How often does Morningstar update the  
fund ratings? 

The Analyst Ratings are updated at least once a year. 
We may also review the ratings if there is a material 
change to the fund before the regularly scheduled 
update, such as an index change. 

5 |  Why do some funds with strong performance not 
get Morningstar Medalist ratings? 

Past (long-term) performance generally isn’t represen-
tative of future fund performance, so we try not to 
anchor the ratings on past performance, but focus on 
the investment merit of funds’ process.    

6 |  How does Morningstar choose what to rate?

We focus on funds designed to be used as long-term 
holdings (as our ratings approach is long-term) that 
either have broad investor interest (as measured by 
assets under management and/or net inflows), or that 
we think investors should know more about, subject 
to the capacity constraints on our team. 

7 |  Why doesn’t this newsletter focus more on news? 

It’s tough to benefit from trades that are motivated by 
market events that you read in the news because 
everybody else has access to that information. By the 
time you hear about something happening, it’s usually 
too late to do anything about it—market prices tend 
to already reflect that information. So, it’s usually not 
worth worrying about what you read in the paper. 
Lots of scary things happen; the risk of investing is 
real—there’s no way around it. But the market tends 
to reward diversified investors for that risk over the 
long term.  

Frequently Asked Questions
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8 |  How do you know when it’s time to sell an ETF? 

It depends on the fund and investor. Some funds, like 
those that track the S&P 500 or a total market index, 
can be held indefinitely, as long as that exposure is 
still suitable for the investor. It is difficult to success-
fully time exposure to different ETFs. It’s often best  
to find a suitable strategic allocation and stick with it. 

That said, there are some good reasons to sell an ETF. 
For instance, if you have a capital loss in an ETF, it 
may be prudent to sell it to offset a gain elsewhere.  
It also may be prudent to switch out of an ETF if there  
is a cheaper or better-constructed alternative 
(provided the tax costs of switching aren’t prohibi-
tively high). Investors following disciplined rules-
based trading strategies, like trend-following, may 
also have good reason to sell if the model indicates  
it is appropriate to do so. 

9 |  How often do the holdings in the model  
portfolios change? 

The funds in the model portfolios are intended to be 
long-term holdings. That said, the editor will periodi-
cally review them and make changes if appropriate. 
For example, if there is a higher-rated fund that 
achieves a similar objective to a holding in the port-
folio, it may warrant a change.   

10 |  Why are there green arrows next to funds  
with poor five-year performance on the Stock Market 
Snapshot page? 

The five-year performance metric is a contrarian  
indicator. Over the long term, performance has tended 
to mean revert, where past winners become future 
losers and past losers become future winners. This is 
likely because assets that have underperformed for  
a long time eventually become cheap and priced  
to offer better returns going forward; those that 
outperformed may become expensive and priced to 

offer less attractive returns in the future. So, poor five-
year performance is an attractive contrarian indicator. 

11 |  How are the price/fair value ratios calculated? 

The price/fair value ratios roll up Morningstar  
equity analysts’ fair value assessments for the under-
lying stocks in each portfolio to arrive at a fair value 
estimate for the portfolio, which is compared with the 
fund’s price. This calculation uses the quantitative  
fair value estimates for stocks Morningstar analysts 
don’t cover.  K
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Authorized Participant

An institution chosen by an exchange-traded fund 
sponsor to undertake the responsibility for creating or 
redeeming ETF shares.

Beta

A measure of an investment’s sensitivity  
to market fluctuations. A beta of 1.0 means that the 
security tends to go up in value 1% for every  
1% increase in value in the market, and down 1% for 
every 1% decline in the market. 

Bid-Ask Spread

The difference in price between the highest price that 
a buyer is willing to pay for an asset (the bid) and  
the lowest price for which a seller is willing to sell it 
(the ask).

Creation/Redemption Mechanism

The process by which ETF shares are created or 
redeemed. Unlike traditional mutual funds, ETFs do 
not deal directly with the end investor. Rather, they 
rely on specially designated institutions (authorized 
participants) to create or redeem shares in big blocks 
called creation units, usually in-kind. Creations and 
redemptions are conducted at the end of each trading 
day, allowing an ETF’s share count to expand or shrink.

Creation Unit

The smallest block of ETF shares that can be bought or 
sold from the fund company at net asset value; usually 
a multiple of 50,000.

Credit spread

The difference in yield between a nongovernment 
bond and a duration-matched Treasury. 

Duration

A measure of bond interest-rate sensitivity. The longer 
the duration, the more sensitive the bond’s price  
is to changing interest rates. When rates go up, long-
duration bonds tend to lose more of their value than 
short-duration bonds. 

Economic Moat Ratings

Morningstar’s assessment of whether a firm enjoys  
a durable competitive advantage and the durability  
of that advantage. Firms that do not have a durable 
competitive advantage receive a Morningstar 
Economic Moat Rating of none, while those with 
lasting advantages receive moat ratings of wide. 
Those in between get ratings of narrow.  

Factor

A characteristic many securities share that both  
helps explain past returns and predict future returns.  
These include things such as credit risk, interest- 
rate risk, valuations, size, momentum, quality, yield, 
and volatility.  

Front Running

The practice of buying or selling an asset in anticipa-
tion of buying or selling by another investor. When 
performed by brokers to take advantage of clients,  
it is illegal. When performed by traders in anticipation 
of forced buying or selling by index funds, it is legal—
indeed, rational.

Liquidity

The ease with which an asset can be traded without 
affecting its price and with minimum loss in value.

Market Efficiency

The idea that market prices reflect all publicly avail-
able information. If this is correct, fundamental 
research shouldn’t provide insights that could lead to 
market-beating performance after accounting for risk. 

Data Definitions and Key Terms



15

Market Impact

The price movement in an asset induced by  
buying or selling. It is a hidden cost, just as real as  
a commission. 

Market Maker

A firm that quotes both bid and ask prices for an asset, 
“making a market” for it. Most market makers are high-
frequency traders.

Net Asset Value

The value of a fund’s assets, minus the value  
of its liabilities, divided by the number of fund  
shares outstanding. 

Regression

A statistical technique that attempts to explain a set 
of observations, such as a fund’s monthly returns,  
as a function of one or more variables, like the perfor-
mance of the market or value stocks. 

Relative Wealth Chart

Chart showing how much money you would have in 
one investment compared with another (typically a 
benchmark). If you had a “growth of $10,000” chart for 
each fund, a relative wealth chart divides the value in 
the first chart by the value in the second. This is a 
useful tool for performance comparison because it 
shows the timing and magnitude of the fund’s outper-
formance (or underperformance) relative to the bench-
mark. When the line slopes up, the fund is outper-
forming; when it slopes down, it is underperforming. 

Return on Invested Capital

A measure of profitability. It’s calculated as net  
operating profit after tax  (equity  debt  capital 
lease obligations) 

Standard Deviation

This is a measure of volatility, often used to measure 
the volatility of an investment’s returns. It can  
serve as a proxy for risk. Generally, risk increases with 
standard deviation. 

Strategic Beta

Index funds that make active bets relative to the 
market. Sometimes these funds are called “smart 
beta.” These funds often attempt to beat the  
market, or achieve a targeted outcome like lower risk 
or higher income than the market. Many, though  
not all, weight their holdings by something other than 
market capitalization. 

Yield Curve

A chart that plots the yield-to-maturity of Treasury 
bonds with different maturities. Most of the time,  
the yield curve slopes up, as long-term bonds tend to 
offer higher yields than short-term bonds.
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