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Spotlight
Style Drift: Is it the Manager or the Style Box?

Investors need to understand the quirks of the ubiquitous investment style box.
Ah, the investment style box. It's so enmeshed in today's framework of investment analysis it's easy to
forget that this common sense tool has only been around for less than two decades. In that time, however,
it has evolved from a classification system for comparing performance among managers to an oftenused part of asset allocation models seeking diversification through style and market-capitalization.
It's important for investors to understand that this was not the intended use of the style box. Like any
quantitative model, its inputs and assumptions have built-in biases that may drift in various market
environments, making it potentially awkward as an asset allocation tool.

History

Research firm Morningstar, Inc. brought discipline and legitimacy to the mutual fund world when it
introduced its nine-box style descriptor in 1992 as a way to facilitate performance comparisons between
funds. Before its arrival, mutual fund performance analysis was at times a free-for-all as investment
managers often bragged of superior stock-picking skills in "beating the market", when a heavy style
or market-cap bias was frequently a decisive factor. The new holdings-based style box quickly became
the standard, an easy and intuitive way for investors to make apples-to-apples comparisons between
managers picking stocks from roughly the same area of the market.
With its simple and understandable quantitative methodology, investors readily adopted the system.
Morningstar later updated and improved its version of the style box in May 2002, moving from a twofactor model (price/earnings and price/book) to one with 10 factors (five value-oriented metrics and five
measures of growth). The issue with the old methodology and its two backward-looking value metrics
was that growth was treated as simply the absence of value. The current model uses distinct measures for
both growth and value—and a combination of forward looking measures based on third-party earnings
estimates and historical data.

Growth Tilt

The challenge with any classification system—at best only a representation of reality—is where to draw
the lines. Indeed, evidence suggests that the Morningstar style box has skewed funds toward the growth
part of the spectrum for years. While this may be due to style drift on the part of active managers moving
across the style box from value towards growth over time, much of this drift may have nothing to do with
a shift in manager style as much as a systematic bias in the style box itself.
Only 76% of actively managed funds categorized by Morningstar as "value" (Morningstar categories
are based on three years of portfolios), have current portfolios that reside within the value part of the
spectrum—compared with 96% for growth funds. Moreover, the tilt worsens as one travels down the
market-cap ladder. Whereas 86% of funds categorized as large-value have current portfolios in the largevalue box, only 74% of mid-value funds and a shockingly low 53% of small-value funds have current
portfolios that match their long-term categories. On the growth side, there's no such disparity between
market-caps.1 It's unlikely that such a notable and systematic discrepancy is due entirely to manager shifts
in style. The differences between the current portfolios and their three-year history indicate that the box is
somehow moving out from underneath them. Commonly used small-cap indices such as the Russell 2000
and S&P 600 provide corroborating evidence as well. Each index rests right on the line between blend and
growth instead of in the middle of the blend part of the style box as one might expect, further highlighting
the likely drift of the box itself.
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What is Value?

While it's difficult to identify the exact source of bias in the style box, the problem begins with the premise
that value and growth are distinct concepts. Unfortunately, the definition of value and growth is rarely
so precise. As famed investor Warren Buffett wisely noted, " . . . the two approaches are joined at the
hip: Growth is always a component in the calculation of value."2 Growth is only relevant compared with
the price paid for it, and to be a good investment value a stock must still grow to some degree. Most
style box methodologies seek to score each style component independently, relative to a stock's broader
universe. Despite efforts to mash these value and growth scores together at the end, growth and value are
determined in isolation, potentially distorting the style picture.
The use of simple financial ratios that cannot account for changes in economic conditions and industryspecific dynamics is likely another factor. Certain metrics are not consistent across industries. Indeed,
in April 2008, Morningstar decided to no longer use value- or growth-oriented cash-flow measures for
financial stocks "as cash-flow from operations is not meaningful for banks and insurance firms."3 In
addition, price/book measures typically ignore intangible assets, frequently shortchanging the book value
of service and technology companies that rely on brand names or intellectual property. Finally, to function,
the model excludes companies that have no earnings. This can alter the scoring universe, especially value
scores, amid extreme market conditions when many companies are struggling—as is the case in the
current environment.
By separating value from growth, and calculating valuation relative to the overall market instead of a
stock's value compared with its own growth prospects, the style box has introduced a seemingly "deep
value" bias into its methodology. Only the most beaten down companies with minimal (though still
positive) earnings and lackluster growth appear capable of landing in the heart of the value side of the
current Morningstar style box—the type of stocks, by the way, that many active managers typically avoid.
That bias, plus volatile earnings estimates and traditionally higher growth rates among small- and midcap stocks, has likely added to the more severe skew toward growth near the bottom of the market-cap
structure. Although this growth tilt may be less perceptible during more normal market conditions and
may self-correct over time, it's not clear how long that will take or what the lagging effects the current
environment will have on future fund categorizations.

Not An Asset Allocation Tool

Although this discussion has focused on the industry-leading Morningstar style box, other quantitative
style systems suffer from similar assumptions and biases, as do most style-oriented indexes when
they rebalance. Still, the style box remains an extremely useful tool for grouping managers together
in comparing performance, as long as investors are cognizant of these limitations. Its use as an asset
allocation tool is more problematic, however. Indeed, style itself may be overrated as a diversification tool.
Evidence supporting the benefits of style diversification isn't as compelling as that for truly distinct asset
classes over the long haul. The long-term correlations between value and growth strategies are much
higher than between stocks and bonds, foreign and domestic equities, and even large-cap versus small-cap
equities. Although views have been colored by the extreme variances between growth and value in recent
years—growth during the 1990s and value during much of this decade—investment cycles historically
have only favored one style over another for short periods. Furthermore, it's often difficult to separate style
from the underlying industry and sector trends as the driving force for such cycles. Thus, while striving
to maintain a balance of styles and strategies is certainly prudent, investors would do well to focus on the
manager's process instead of a fund's placement in the style box in guiding their asset allocation decisions.
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