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are no mistakes, there might be still, some mistakes inadvertently crept in the 

article. Please notify the same @ author’s email: drbhavdeep@gmail.com or 

Call/Whatsapp: 98761-93039 and they will be corrected ASAP. 

 

As mentioned previously, I have been dealing in the past few issues with 

an in-depth detail about a few terms and concepts used very commonly in 

the arena of Mutual Funds. In the last issue, I dealt with – Depository 

Participant, Repo Rate, Reverse Repo Rate and Current Repo Rate, Cash 

Reserve Ratio (CRR), Statutory Liquidity Ratio (SLR), Marginal Cost of 

Funds based Lending Rate (MCLR) and Hierarchy of Investment Needs: 

Importance of Prioritizing and some concepts associated with all of them. 

I hope the above terms and concepts don’t seem alien to you as I move 

further.   

 
Let us continue ahead of that: 

 

Risk Tolerance of an Investor aka 

Risk Appetite or Risk Profile of an Investor 
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Understanding Risk & Types 

As they say, ‘the biggest risk is to not take any risk’. We all know that taking a 

risk with enough conviction in a positive outcome can be often rewarding. 

When it comes to finance and investments, a certain element of risk is always 

expected. This is why any financial scheme you choose to invest in should 

complement your risk profile completely. Risk profile or risk appetite or risk 

tolerance can vary from investor to investor. From an investment perspective, 

risk tolerance is nothing but an investor’s ability to take or ‘tolerate’ risks. 

There are many investments that are market-driven like the ELSS (Equity 

Linked Savings Scheme). There are also investment schemes that offer steady 

returns regardless of the market movement. But all investments are ‘risky’ (yes, 

even the safe ones like FD/FDR to an extent) and it is up to the investor to 

decide how much he is willing to put at stake. People with a long-term 

investment horizon (usually, investors in their 20s or 30s) can afford to be 

aggressive risk seekers. If the investor is nearing retirement or is interested 

only in short term financial goals, they will prefer safe avenues that assure 

capital protection, albeit with lesser returns. However, higher rewards often 

come with higher risks. For example, if you are planning to delve into mutual 

funds, stocks or bonds, please understand that returns are not guaranteed and 

may vary from one period to another. However, returns would be way higher 

than traditional investment avenues.  

So, how do we know how much is our risk tolerance? 

Investments and savings are for a financially comfortable future. No financial 

institute encourages us to invest by compromising our current basic comforts. 

It is important to enjoy the process of seeing your money grow towards our 

goal. For this, we should understand our risk tolerance, which is as diverse as 

people’s fingerprints.  

Instead of leaving it to the official from the respective bank or financial institute 

to figure out our risk profile and suggest plans accordingly (may often be 

biased), we can do it on our own online or by asking ourselves a list of 

questions mentioned below: 

 

1. For how long are you planning to invest? 

If you are 25 years old and plan to retire by age 60, you have 35 years to 

invest and save. It is possible that you can stomach a few market ups and 

downs. You might be willing to take moderate to high risk to earn inflation 

beating returns. Now, one cannot expect this if you are in your 50s and 

just have a few years before you retire. 

 

2. How many years are you planning to work? 

There is no easy answer to this, though you can safely assume that you 
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will retire by 55 or 60, if everything in your life goes on smoothly. If you 

are planning for an early retirement to follow your passion (like starting 

your business, writing a novel or travelling), your investment responsibility 

too doubles. So, going for a pension plan that can meet your needs, 

accordingly is a must. Indeed, financial crunch during later years is not a 

pleasant experience. It is difficult to imagine a sorrowful future asking 

money from kids for your living. 

 

3. Have you considered possible expenses during golden years? 

If you already have a house or will have one by then, that is one less thing 

to worry about. Yet, there are regular living expenses to consider like 

healthcare and keeping your dependents comfortable among others. Think 

how much monthly income (pension) you might need and use a retirement 

calculator to find out how much you need to invest until retirement to 

reach that goal. This is another way to understand your risk taking ability. 

 

4. What is your reaction when there is a market high? 

Giddy with happiness and couldn’t wait to celebrate and if this is close 

enough, do remember that you will earn money only when you sell your 

assets. This can take years.  

If you do you tend to invest as per the market movements, 

then this shows that you are an aggressive risk seeker. 

 

5. How do you take the news of a market low? 

Dismay? 

Despair? 

Dread? 

Well, this somewhat shows that you cannot handle the risk. However, you 

must also remember that your money is still where it is until you sell your 

stocks. Sometimes, even if the stock prices take a hit, it could be 

worthwhile to invest in them if there is a chance of market rise. In fact, the 

strategy of ‘buying low and selling high’ has worked for many in the past. 

 

Categorizing Risk Tolerance 
 

Check which category you belong to: 
 

1. Aggressive: Everyone knows at least one market savvy person who 

religiously combs through finance newspapers and follow the market 

movements to the T. If you think you are one, you are an aggressive 

investor. You understand the workings of underlying securities and the 
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trends. You know just when to put your hands in a volatile investment 

just to pull out at the right time with supremely high returns. You are not 

scared to invest in shares of small companies that show immense growth 

potential. Do the above statements strike a chord with your profile? 

 
2. Moderate: These are people who are willing to take moderate risks that do 

not rock their boats, but earn moderate to high returns. They go for a 

balanced approach when it comes to investment horizon (say, 5 to 15 

years) as well as assets they plan to invest. For example, they often prefer 

large enterprises as opposed to small companies or startups. 

 
3. Conservative: Conservative or low risk tolerant will try to keep the 

volatility factor as low as possible. Capital protection with some kind of 

returns is their priority. So, they often choose money market instruments 

like FDs (FDR). Their investment horizon will be low and hence unwilling 

to take ‘unnecessary’ risks when close to retiring age.  

 

The last question in this 

Am I stuck with any of above forever? 

or  

Should I change portfolio as per changing age or a changing risk profile since 

everything in life is dynamic? 

 

Building well-diversified portfolios that cater to an investor’s needs requires not 

just only market knowledge but also expertise in risk management. Your 

investment objectives evolve constantly and investment horizon become lesser 

and lesser with time. Market fluctuations is another ball game altogether. So, 

the portfolio too should change accordingly. For example, the kind of risks you 

were willing to take at the age of 25 may not appeal to you at the age of 40 or 

50. With changing priorities and responsibilities, the investment goals too will 

change. For this reason, it is important for an investor to be attuned to his/her 

risk appetite. This will help to benchmark risk tolerance without much hassle. 

 

Types of Risks Associated With Mutual Funds 

Risk arises in mutual funds owing to the reason that mutual funds invest in a 

variety of financial instruments such as securities, debt, corporate bonds, 

government securities and many more. The price of these instruments keeps 

fluctuating owing to a lot of factors which may result in losses. Hence, it is 

essential to identify the risk profile and invest in the most appropriate fund. 

Due to price fluctuation or volatility, a person’s Net Asset Value or worth comes 

down, resulting in a loss. In simple terms, NAV is the market value of all the 
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schemes a person has invested in per unit after negating the liabilities. Hence, 

it becomes essential to identify the risk profile and invest in the most 

appropriate fund. Individuals invest money to make profits but no investment 

is risk-free. Though mutual funds offer broader diversification and value for 

money to an individual, there are a few risks associated with investing in 

mutual funds.  

Let take a look at some of these risks: 

1. Market Risk: We all would have seen that one liner dialogue (spoken in a 

hurried tone) in all advertisements that mutual funds are subject to 

market risk and read the offer document carefully before investing. Market 

risk is a risk which may result in losses for any investor due to the poor 

performance of the market. There are a lot of factors that affect the 

market. A few examples can be a natural disaster, inflation, recession, 

political unrest, fluctuation of interest rates, presently Covid-19 and so on. 

Market risk is also known as systematic risk. Diversifying a 

person’s portfolio won’t help in these scenarios. The only thing that an 

investor can do is to wait for the things to fall in place and keep loads of 

patience and not panic at the fall. 

2. Concentration Risk: Concentration generally means focusing on just one 

thing. Concentrating a considerable amount of a person’s investment in 

one particular scheme is never a good option. Profits will be huge if lucky, 

but the losses will be pronounced at times. The best way to minimize this 

risk is by diversifying your portfolio. Concentrating and investing heavily 

in one sector is also risky. The more diverse the portfolio is, the lesser the 

risk of investment is. 

3. Interest Rate Risk: Interest rate changes depending on the credit 

available with lenders and the demand from borrowers. They are inversely 

related to each other. Increase in the interest rates during the investment 

period may result in a reduction of the price of securities. For example, an 

individual decides to invest Rs. 1,000 with a rate of 6% for a period of ‘n’ 

number of years. If the interest rate changes for some reason to 7%, the 

individual will no longer be able to get back the Rs. 1,000 that he invested 

because the rate is fixed. The only option here is reducing the market 

value of the bond. If the interest rate reduces to 4% on the other hand, the 

investor can sell it at a price above the invested amount. 

4. Liquidity Risk: Liquidity risk refers to the difficulty to redeem an 

investment without incurring a loss in the value of the instrument. It can 

also occur when a seller is unable to find a buyer for the security. In 
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mutual funds, like ELSS, the lock-in period may result in liquidity risk. 

Nothing can be done during the lock-in period. In yet another case, 

exchange-traded funds (ETFs) might suffer from liquidity risk. The ETFs 

can be bought and sold on the stock exchanges like shares. Sometimes 

due to lack of buyers in the market, you might be unable to redeem your 

investments when you need them the most. The best way to avoid this is 

to have a very diverse portfolio and to select the fund diligently. 

5. Credit Risk: Credit risk means that the issuer of the scheme is unable to 

pay what was promised as interest. Usually, agencies which handle 

investments are rated by rating agencies on these criterion. So, a person 

will always see that a firm with a high rating will pay less and vice-versa. 

Mutual Funds, particularly debt funds, also suffer from credit risk. In debt 

funds, the fund manager has to incorporate only investment-grade 

securities but sometimes, to earn higher returns, the fund manager may 

include lower credit rated securities which increase the credit risk of the 

portfolio. Before investing in a debt fund, have a look at the credit ratings 

of the portfolio composition. 

So, right now, we have discussed all the risks that are linked with mutual 

funds.  

 

Mutual Fund Riskometer 

 

How to measure risks? 

 

Investment decisions are usually based on an investor’s risk appetite. Someone 

in their early or mid-twenties might have an aggressive approach towards 

investing in equities whereas a retired person is likely to prefer risk averse fixed 

income investments. To help investors be aware of the risks associated with 

Mutual fund investments, SEBI has made it mandatory for all fund houses to 

display a riskometer depicting the five levels of risk effective 1st July, 2015. 
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(Image Courtesy: Google)  

 
According to the norms, ‘the colour codes will have to be displayed on the front 

page of the application forms next to the name of the scheme’. These colour 

codes will be representative of the financial risk associated with the scheme. As 

per the SEBI circular, ‘The depiction of risk using color codes would be 

replaced by pictorial meter named riskometer and this meter would 

appropriately depict the level of risk in any specific scheme’. 

 

 

Reading the Riskometer 

 

(Image Courtesy: Google)  

The picture is for representation purpose only. 

Note: The colors shown in this diagram do not depict the actual colors of the 

riskometer. 

 
Association of Mutual Funds in India (AMFI) has very clear guidelines on how a 

fund would be classified under the different levels of risk. As seen in the figure 

above, the riskometer has five levels of risks. It is made to look similar to a 

car’s speedometer and indicates the scheme’s risk level. The five risk levels are 

‘low’, ‘moderately low’, ‘moderate’, ‘moderately high’ and ‘high’. The earlier 

version of the riskometer had three colors blue, yellow and brown representing 
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low, medium and high levels of risks respectively. However, AMFI felt the 

representation was inadequate and decided to revamp the riskometer by 

categorizing risk into 5 levels. This helped investors get a clearer picture 

regarding the right fund to invest in.  

Let us see each of them one by one: 

 

1. Low risk level: Securities and instruments such as fixed maturity plans, 

gilt funds and income funds usually come under this classification. These 

are considered to be the safest mutual funds and are suited for an investor 

looking for a safe income source. 

 

2. Moderately low risk level: Short to medium term bonds usually come 

under this category. They are considered safe investments and are suited 

for investors who can stay invested for a period of 1-3 years. 

 

3. Moderate risk level: It signifies that the funds in this category have their 

principal at a moderate risk. Instruments such as Arbitrage funds, MIP 

funds, Hybrid debt-oriented funds. This category of funds are suited for a 

semi-conservative investor who intends to book decent profits at the same 

time wants to keep his risk limited. Funds under this label are suited 

medium to long-term investment horizon. 

 

4. Moderately high-risk level: It signifies that the funds in this category 

have their principal at a moderately high risk. Usually, balanced equity-

oriented funds, Diversified Equity funds, Index Funds and Gold ETFs are 

classified under this label. Products under this label are suited for 

investors seeking to create wealth over a long period of time. Investment in 

equity under such funds is related to the large cap segment. 

 

5. High-risk level: This label means that the funds in this category have 

their principal at a high risk. Sectoral funds, Thematic funds, 

International funds and Small/Micro-cap funds are a few examples of 

funds under this label. Products under this label are suited for investors 

seeking to create wealth over a long period of time and are fine with the 

high risk associated with their bet. 

 

Let us see the risk profiling of investors 
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(Image Courtesy: Cleartax)  
 

Similar to the risk labels on the riskometer, investors can also be classified 

based on their ability to take risks in investments.  

See which band you fall into.  

What you should keep in mind while choosing schemes is that, since the 

universe of mutual funds is vast with hundreds of funds out there, investors 

can use the new riskometer to choose schemes which are in sync with their 

risk appetite. This meter is especially useful to investors who are new to the 

world of mutual funds and usually depend on the advice of their financial 

advisors. However, it is important to note that although the riskometer can give 

an overall idea of the risk level there are many factors involved that should be 

considered while selecting a fund and a riskometer should not be the sole 

indicator. Hence, it is important to do your homework and judiciously make 

the decision regarding your investments. 

Still Confused? 

Risk is also dependent on Financial Advisors how much they warn you. 

At this point, I would quickly like to add over here that a Chartered Accountant 

(CA) and a Financial Advisor are two different professions meant for separate 

purposes. A CA can be a good advisor depending on how his interests are but 

an Advisor needn’t be a CA, first of all (leave aside good or bad).   

 

Fee-Only and Fee-based Financial Advisors 

It is a common misconception that people consider the fee-only and fee-

based financial advisors as same. They might sound similar but, they are not 

inter-changeable. The two vary from each other in numerous aspects. You have 

to be aware of the differences between the fee-only and fee-based financial 

advisors before choosing one.  

Let us understand the key differences between the fee-only and fee-based 
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financial advisors: 

 
Fee-Based Financial Advisors 

The fee-based advisors charge an annual fee corresponding to the assets they 

manage. Their fee can be a percentage of the assets under management (AUM). 

For example, if you have handed over assets of worth Rs. 1 crore to a fee-based 

financial advisor to manage, then he may charge an annual fee of 1% to 2% (Rs 

1 lac to Rs. 2 lac in this case) of the assets that he is managing. The fees of the 

advisor might not depend on the performance of your portfolio. The advisor will 

charge his/her fee even when your portfolio suffers losses. The advisor might 

have interactions with clients on a monthly, bi-monthly or quarterly basis as 

per terms settled. All fee-based financial advisors are Registered Investment 

Advisors (RIA) under the Securities and Exchange Board of India (SEBI). They 

are allowed to offer direct plans to the customers. 

 
Drawbacks of Fee-Based Financial Advisors 

A major concern with opting for a fee-based advisor is that the advisor might 

prefer to service clients depending on the size of the portfolio. This might 

hinder your portfolio from getting the needed attention and uniformity in 

servicing the clients might not be seen in this kind of advisory services. Also, 

they can invest in instruments that are not as per your requirement but, in the 

interest of the advisor. This would then be a clear case for conflict of interest. 

 

Fee-Only Financial Advisors 

Fee-only financial advisors charge a flat fee on all transactions, regardless of 

the portfolio whether it reads Rs. 50 lac or Rs. 5 crore. Unlike fee-based 

advisors, we can expect more uniformity from the fee-only financial advisors in 

servicing clients. This is because the fee remains the same for all customers. 

 
Advantages of Financial Advisors 

Unlike fee-based advisors, fee-only advisors don’t provide direct plans. Instead, 

they offer support for the execution of investments in instruments that the 

customer wishes and hence, there is no room for conflict of interest. They 

generally charge a fee on an hourly basis. 

 

Points to note while opting for a Fee-only Financial Advisor 

1. The fee-only advisors are fiduciaries, meaning, they have a legal or ethical 

bond with clients. 

2. The fee structure is clear and very much transparent. 
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3. Fee-only advisors have genuine experience in financial planning. They are 

highly qualified and have obtained certifications such as NISM, CWM and 

CFP.  

4. It is wise to ask and check references from the former clients and take 

feedback regarding them. 

5. Check with the advisor for the frequency of evaluation of the portfolio. 

Summary 

The summary of the differences between the fee-only and fee-based financial 

advisors is given in the following table: 

Fee-Based Financial Advisor Fee-Only Financial Advisor 

The fee charged depends on the 

assets under management. 

The fee charged is the same for all 

assets, regardless of the quantum. 

The advisor is generally a company 

with a corporate structure. 

The advisor is generally a small firm 

with less than five employees. 

Can sell direct plans. Don’t sell direct plans. 

 

With the investment process getting complicated each day, it may be necessary 

to obtain financial advice. Whether to go for a fee-based or fee-only financial 

advisor entirely depends on your requirements. Ultimately, both kinds of 

financial advisors will help you achieve your goals.  

 
Apart from the above, one does have Rating agencies as well to help us out on 

deciding the mutual fund. 

 

RATING Agencies 

Rating agencies also called Credit rating agencies are institutions that assess 

the financial strength of large scale borrowers usually companies or 

governments. They particularly analyze and rate their ability to meet their debt 

obligations. Credit rating agencies are thus, agencies which provide ratings to 

represent objective analyses and independent assessments of companies, 

entities or countries that issue such debt securities. These ratings are an 

indication to the buyers of this debt how likely they are to be paid back. There 

are many functions of a Credit Rating Agency: 

 
1. Compiling financial data essential for loan decisions and insurance. 
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2. Statistical assessment that is involved in ascribing a rating to a borrower. 

 
3. Providing investors an objective analysis of the organization’s ability to pay 

back. 

 

What are These Ratings? 
 

A credit rating issued by a rating agency is an assessment of the 

creditworthiness of securities issued by corporations, governments and other 

entities. The ratings given to such securities are mostly represented as AAA, 

AAB, Ba3, CCC etc. It is very similar to a marking system wherein the highest 

rating AAA is given to a borrower who has the highest probability of paying 

back. In that way, AAA is considered to be one of the safest debt securities to 

buy. Credit rating represents an objectively analyzed assessment of the 

creditworthiness of the borrower. So, the scorecard affects the amount that 

companies or governments are charged to borrow money. A downgrade, thus, 

pushes down the value of the bonds and raises interest rates. These, in turn, 

influence the overall investor sentiment concerning the Borrower Company. If a 

company perceives to have undergone a downturn in fortunes and its rating is 

lowered, investors might ask for higher returns to lend to it, thereby, judging it 

to be a riskier bet. Similarly, if the economic and political policies of a country 

look gloomy, its ratings are downgraded by global credit agencies, thereby, 

influencing the flow of investments in that country. On a macroscopic level, 

these changes affect economic policies of a nation. An endorsement from a 

convincing rating agency makes life easier for countries and financial 

institutions issuing bonds. It basically tells investors a firm has a track record 

and indicates how likely it is to be able to pay back the money. Globally, 

Standard & Poor’s (S&P), Moody’s and Fitch group are recognized as The Big 

Three credit rating agencies. In terms of acceptability and influence, these 

three collectively have a global market share of 95% as per the CFR report, 

USA 2015. The Indian credit rating Industry has also evolved with the 

emergence of professionally competent agencies like CRISIL, ICRA, ONICRA, 

CARE, CIBIL, SMERA and others. 
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(Table Courtesy: Cleartax)  

 
Again I would repeat, this doesn’t mean that the rating can be the sole deciding 

factor in selecting a fund. Investors can use data from one rating agency or 

compare ratings from different agencies to weigh risks and potential of different 

mutual fund schemes.  

 

CRISIL Rating for Mutual Fund 

CRISIL is a global credit rating agency for financial institutes and financial 

instruments. The Credit Rating Information Services of India Limited offers a 

myriad of financial services. This rating shows how likely a particular mutual 

fund is going to deliver the returns on time and within the policy framework. 

They enjoy great acknowledgement among investors, intermediaries and fund 

houses for mutual fund analysis and ratings. Just like CIBIL assesses the 

creditworthiness of individuals, CRISIL does the same for mutual fund 

companies. CRISIL is an internationally renowned rating agency.  

CRISIL Parameters to Rate Mutual Funds 

CRISIL ratings for mutual funds disclose all the variables in their rating 

methodology description. They only rate open-ended schemes and they rank 

mutual funds based on a set of parameters as listed below: 

1. Superior Return Score (SRS): SRS denotes the fund’s returns and risks 

in comparison with other similar portfolios. For example, you can’t 
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compare a large cap fund with a mid cap fund. The only apple to apple 

comparison works here. 

2. Portfolio Concentration Analysis: Concentration, here, means the risks 

faced due to over-diversification. For example, if one invests in too many 

funds to diversify the portfolio, you might end up having similar stocks, 

which defeats the purpose. 

3. Mean Return & Volatility: CRISIL considers only mean return and 

volatility for equity funds, short-term debt funds and credit opportunities 

funds. Mean return is the average daily returns based on the NAV, while 

volatility is the degree of fluctuations in returns. 

4. Quality of Assets: Asset quality calculates the possibility of default by the 

debt security issuer to honour the timely debt repayment. 

5. Exposure to Sensitive Sector: For debt funds, CRISIL takes industry 

risks into account and give the fund an Industry Risk Score (IRS). This 

score analyses the effect of different variables on industry and the debt 

repayment capacity of organizations in a given time horizon. 

6. Liquidity Analysis (LA): It assesses the ease with which a fund house can 

liquidate a portfolio. The lower the score, the more liquid the fund is. For 

example, the LA of equity funds is based on the number of days it takes to 

liquidate the portfolio. 

7. Tracking Error: Index funds use this parameter to estimate how much a 

fund’s performance can fluctuate regarding the index that it tracks. A 

lower tracking error is a positive indicator. 

CRISIL ranks Mutual Funds - Rating from 1-star to 5-star 

While most ranking models use either returns or net asset value (NAV) for the 

purpose, CMFR (CRISIL Mutual Fund Ranking) evaluates both NAV and 

portfolio-based attributes. This presents a single-point analysis of mutual 

funds by considering the quality of the asset, risk-adjusted returns, liquidity, 

and asset concentration. The rating agency assigns ranks or star-ratings to 

mutual funds on a scale of 1 to 5. For example, CRISIL Fund Rank 1 indicates 

‘excellent performance’ to the top 10 percentile of funds in any peer group. The 

next 20 percentile falls under CRISIL Fund Rank 2. CRISIL’s ratings are based 

on different time frames, namely three years, five years or ten years. 

Combinations of these timelines give a single measure of risk-adjusted 

performance of a fund. After calculating the ratings, the agency sets stars to 
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these funds as per their respective percentiles. While the top 10% of funds get 

5-star ratings, the bottom 10% of funds are given a 1-star rating. The rating is 

a composite measure of both return and risk, which helps investors to figure 

out the ability of the funds to deliver returns, even with various risks involved. 

 

(Image Courtesy: Google)  

 

Examples of how CRISIL Rates different Mutual Funds 

  

Equity Debt Hybrid Money Market 

TATA Equity PE 

Fund – Rank 1 

Franklin India 

Low Duration 

Fund – Rank 1 

HDFC Balanced 

Fund – Rank 1 

Indiabulls Liquid 

Fund – Rank 1 

DSP BlackRock 

Opportunities Fund 

– Rank 2 

BOI AXA 

Corporate Credit 

Spectrum – Rank 

2 

DSP BlackRock 

Balanced Fund – 

Rank 2 

Axis Liquid Fund 

– Rank – 2 

 

CRISIL Rating – what it means to investors 

CRISIL rating is highly reliable if you seek an elaborate and thorough rating 

practice because they check every variable possible and this is why many fund 

houses use CRISIL ranking as one of their USPs. However, this rating will not 

point towards a fund with more return potential. Ratings alone can’t be 

considered as a performance indicator, thanks to unpredictable markets. So, it 

is always a good idea to look at other assessment metrics. If you find the entire 

process to be cumbersome, then you can request your well researched fund 

advisor so that he selects you his hand-picked mutual funds as per your 

unique needs and risk profiling. The top ranked funds are usually selected 

from the top fund houses in the country based on CRISIL, past performance, 

liquidity and Sharpe Ratio among other metrics. In short, CRISIL’s reputation 

for unbiased ratings and benchmarks made it a premier and globally 
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recognized rating agency. No wonder many seasoned investors, as well as first-

timers, choose to check the ratings and ranks with CRISIL before selecting a 

mutual fund. 

 

Morningstar Rating 

This is the ranking that is given by Morningstar, an investment firm, to mutual 

funds and Exchange-Traded Funds (ETFs) that trade publicly. The Morningstar 

Ratings are also known as star ratings, ranging from one to five where five is 

the best and one denotes the poorest rank. The rating helps investors in 

identifying funds for their portfolios. Morningstar rating is a mutual fund 

ranking system which involves the use of quantitative measures to gauge the 

risk-adjusted performance of funds. These funds could be evaluated over a 

period of three or five or a ten year period with regards to the performance of 

funds those are similar to it or grouped in the same category. The ratings are 

then assigned between one and five, with five being the highest rating. 

Morningstar incorporates the use of objective tools of mathematical nature for 

three-time durations: three years, five years and ten years. An overall rating for 

the fund is created by combining the rating of each of these three funds’ time 

periods. It is important to note that Morningstar does not take those funds into 

consideration that have a history of fewer than three years. The agency also 

rates individual funds and then sells the research findings to investors. To help 

investors with a further comparison of funds, Morningstar also offers ratings 

pertaining to categories and peer-groups. 

 

(Image Courtesy: Google) 

Evaluation of Morningstar ratings 

The Morningstar ratings are an entirely mathematical method of rating and 

highlight how a fund’s performance and returns over the past years have 

benefited the shareholders for the risk, they have taken on the same. There are 

no inputs, subjectively, in the ratings and the star ratings are not assigned by 

the Morningstar fund analysts. The addition or subtraction of stars does not 

happen as per the liking or popularity of funds. As per the performance of the 

funds, 5 stars for the best performers and 1 star for the worst performing 

funds, is how Morningstar rating takes place. Morningstar measures a fund’s 

risk level by taking into account a risk penalty for each of the funds. This is 
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based on “expected utility theory” which is a very common method of economic 

analysis. It is based on the assumption that investors concern themselves more 

with a possible poor result than a surprisingly good outcome. These investors, 

according to the assumption, are the ones who are willing to part with a small 

fraction of an investment’s expected return for a higher certainty. For example, 

a fund has an expected return of 10% annually and it is most likely that the 

investors will receive 10%, but if the past returns indicate that it is possible 

that the investors may get anything between 5% to 15% on that fund, chances 

are investors will be more concerned about receiving less than 10% than being 

optimistic about receiving close to 15% (more than 10%). Therefore, these 

investor’s show a higher possibility of settling for a lower return of say 8% or 

9% if they are more certain of receiving this amount. Similarly, if a fund has an 

expected return of 10% annually, with variation in returns in the past ranging 

between 8% to 12% investors will be willing to let go of a bit of their expected 

return if they feel they have a higher certainty of getting a slightly smaller 

amount. This is how Morningstar makes adjustments for risk. Morningstar 

subtracts a risk penalty from each fund’s total return on the basis of variation 

in the past month on monthly returns during the rating period, with a certain 

emphasis on the variation heading downwards. This penalty is based on the 

extent of the variation i.e. the more the variation, the greater the penalty. In 

case of a scenario where two funds have the same return, Morningstar assigns 

a larger risk penalty to the fund with more variation in its return. According to 

their risk-adjusted returns, the funds are then ranked within their categories. 

This is done by taking into account, the fund’s sales charges and expenses. 

 
Classification of Funds and Their Rankings 

The 10% funds in every category having the highest risk-adjusted return are 

assigned 5 stars. The next 22% of funds in each category are given 4 stars 

while the 35% in the middle are allotted 3 stars. The second from bottom, 

which is 22% of funds, receive 2 stars. The bottom-most 10% funds receive 1 

star. In case of multi-share-class funds, the rating for each share class is done 

separately and counts as a portion of a fund that is on this scale. This can 

cause a little variation in the percentages of distribution. This accounting 

measure prohibits a single portfolio that has multiple share classes in much 

smaller categories from dominating any fraction of the rating scale. 

 

How do the Morningstar Ratings Work? 

Morningstar recalculates the ratings each month for funds that are rated for 

three, five and ten years. Of course, funds that do not have a performance 

history of at least three years are not rated. The rating for a fund that has only 
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three years of performance history; Morningstar gives them the same star 

rating as their overall rating. The five year history of those funds is taken into 

account that has a five year record. Their histories will account for 60% of their 

overall rating and 40% will depend on their three year rating. For those funds 

that have more than ten years of performance history, Morningstar considers 

50% from the 10 year rating, 30% for their five year rating and 20% for their 

three year rating. 

What happens when a fund changes its Morningstar category? 

During the evaluation period, if a fund changes its Morningstar category, there 

is less emphasis on its historical performance in the other category, depending 

on the extent of the change. If a fund moves from a small cap category to a 

large cap category, it is given more weight than if the move was from a mid cap 

category to a large cap category. This way Morningstar makes sure that there is 

a fair comparison and also minimizes the prospects of any incentive for fund 

companies that seek to change their fund’s category just to get a better rating. 

Though the ranking system established by Morningstar takes into account the 

risk adjusted performance of funds backed by quantitative measures, if you are 

a new investor you must consult a financial expert before investing in mutual 

funds and exploring your investing options. Hence, it is important to use these 

ratings as a way to screen potential funds you could invest in.  

 

Volatility 

Basically you have to understand the difference between risk and volatility. 

‘Risk’ and ‘Volatility’ are popular terms used in the financial market. Volatility 

is mathematical, Risk maybe psychological. ‘Volatility’ is thus a financial 

jargon. It refers to the upward and downward trend swings in market indices / 

interest rates, on which an investor will have little or no control at all, whereas 

Risk, on the other hand, is a personal matter like possibility or chance of an 

injury, loss or hazard, or how much financial uncertainty an investor can 

tolerate (appetite). Volatility in stock market can be measured in multiple ways. 

The simplest perhaps is the difference between the maximum return and the 

minimum return, but the more accurate method preferred by analysts is to 

measure using ‘Standard Deviation’. Standard deviation indicates how much a 

stock market index varies from its average, both on the upside and the 

downside. Most of us ditched Mathematics in 10 + 1 Standard while taking 

admission in Medical, but Maths refuses to leave us one way or the other. 

Coming back, there is no such measure to calculate the same in Risk. In 

financial terminology, risk refers to the potential permanent loss of money. 

Technically risk tolerance means different things to different people. You don’t 
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really know your tolerance for risk unless and until you have knowingly been 

through it. When it comes to market, age plays a vital role in connecting risk 

and volatility. In theory, the younger you are, the less risk affected you will be 

with volatility. You can set your sights on long term goals, more or less ignore 

the market’s fluctuations and trust that investment will yield good return as 

you have time on your side. As wisely said market and climate both are alike; 

when it will turn in your favor no one knows, conversely, the closer you are to 

the age of retirement, the more vulnerable you are to volatility. 

 

But then, there is another important question? 

 

Are financial markets the only sector where you face risk and volatility? 

 

What about Dentistry – Endo or Oral Surgery? 

 

Do think again!! 

 

Lemme then, throw you another question. 

 

Going by that principle, aren’t PPF and other interest bearing investments like 

FD also volatile? 

 

Doesn’t their return change, due to interest rate fluctuations? 

 

Don’t banks revise their rate of return on fixed deposits every quarter to adjust 

the volatility? 

 

At the same time, equity mutual fund prices are also known for its fluctuations 

but we have to understand that just because prices fluctuate doesn’t mean 

there is a risk of loss.  

 

So, how you cope with the impact of volatility on your risk tolerance? 

 

First of all be honest to yourself in terms of investment and stop acting on 

impulse. If you can’t digest the volatility, then don’t invest in volatile avenues. 

If you think you need support please contact your financial advisor who is far 

more equipped with knowledge and tools to guide you to take an informed 

decision rather than you ending up taking a rash move yourself. 

 

So, the most important thing is how to take advantage of market 

volatility? 
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Volatility finds its extensive application in the domain of equity investing. 

Within mutual funds, the basic mechanism for price discovery happens to be 

volatility. Based on this, an investor decides whether he needs to go for a 

highly volatile fund like small caps or the moderately volatile large caps. The 

risk averse usually opts for a diversified equity portfolio as against the risk 

seeker who prefers a portfolio inclined towards small caps. In order to 

maximize returns, volatility can be extremely helpful but how one takes it 

makes all the difference. Generally, when the market is rallying (rising) 

investors usually step-up their SIPs, in order to gain from the said situation. 

However, soon they start panicking and start reducing their stakes when they 

see declining markets. They end up buying high and selling low. To benefit 

from volatility, one needs to follow behaviour moderation in tandem with the 

underlying goals. Considering other things to be constant, volatility is virtuous 

for smart investors, because volatility leads to creation of opportunity. Closely 

following market valuations and instances of high volatility may help you to 

make wise decisions as regards diversification, asset allocation, and 

rebalancing. Volatility does not imply risk of loss. Volatility simply refers to the 

price fluctuation. Finally, if you want good returns you need to take risk just as 

we take it when it comes to career or for that matter, many other decisions of 

life. 

 

The mantra is, just explore the unexplored and you will find the treasure you 

are looking for but do keep in mind that some investments may be more 

volatile while others may be less, which one to choose from is purely based on 

your risk appetite an investor. 

 

(Series to be Continued) 

 

(We shall continue this Article on Finance in the Part 16 of this Series 

in Volume 3 Issue 2 – Mar–Apr 2020 Issue – Second Part with Mutual 

Funds) 
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