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In this paper we test if a mutual fund's own corporate culture predicts fund performance. To do this we use
Morningstar's corporate culture ratings for mutual funds and then examine the ability of these corporate cul-
ture ratings to predict risk-adjusted performance of domestic equity funds over the period 2005–2010. Using
methods that are robust to survivorship bias, we find there is little significant evidence that corporate culture
predicts better fund performance. Indeed, we find that no individual component of the Morningstar steward-
ship rating including board quality, fees, manager incentives and regulatory issues is able to consistently
predict fund performance.
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1. Introduction

On December 22, 2006, Deutsche Bank agreed to pay $208 million
in order to end federal investigations into their late-trading and
market-timing activities in their mutual fund accounts.1 Amazingly,
this was the 21st settlement with a mutual fund company made by
the Office of the New York Attorney General over the three preceding
years. The list of indicted fund companies included some of the most
well-known firms in the country such as Alliance Capital, Bank of
America, Bank One, Janus, Prudential, Putnam and Strong funds.2

To investors, the news that mutual funds were committing such
abuses was a shock as fund companies were thought to be free of
the abuses so common in other parts of the financial industry. Indeed,
in March 2003, Paul G. Haaga, Jr., the chairman of the Investment
Company Institute, summed up this belief by stating: “under the
S.E.C.'s watchful eye, mutual funds have remained free of a major
scandal for more than 60 years.”3 That streak ended on September

3, 2003, when the late-trading and market-timing scandals were
first revealed to the public by the New York Attorney General.

For the public, the impact of the crisis was severe. Since so many
investors own mutual funds,4 the scandal touched many more inves-
tors than did the earlier Enron andWorld.com scandals. In fact, Arthur
Levitt, the former Securities and Exchange Commission chairman,
called the mutual fund scandal “the worst scandal we've seen in
50 years.”5 The public perception of mutual funds was greatly
damaged as well. In a CNN/USA Today/Gallup poll that was taken in
October 2003, a few weeks after the scandal was first announced,
26% of fund investors said they were less likely to invest in funds
because of the scandals, and 71% of respondents said they would
“definitely or probably” move their money if their mutual fund com-
panies came under investigation.6

In light of these scandals there has been growing interest in fund
governance by both practitioners and academics. Among practi-
tioners maybe the single best example of the interest in mutual
fund governance is that Morningstar, the well-known mutual fund
data provider, created a mutual fund stewardship rating in August
2004 to complement its well-known star rating system. Unlike the
star ratings, which focus only on past fund performance, the steward-
ship ratings examine five governance factors of the fund company
itself: board quality, corporate culture, fees, manager incentives,
and regulatory issues. The stewardship ratings essentially allow an
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not published by Morningstar until August 2004. Hence, during the time of the scan-
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3 See Gretchen Morgenstern, “Will Investors Stampede out of Mutual Funds? New
York Times, November 9, 2003, page B1.

4 As of 2009, 51% of U.S. households owned mutual funds according to the 2010 In-
vestment Company Factbook (2009), Investment Company Institute, 50th edition,
chapter 1.

5 See Paul Krugman “Funds and Games”, New York Times, November 18, 2003, page
A24.

6 See Gretchen Morgenstern, “Will Investors Stampede out of Mutual Funds? New
York Times, November 9, 2003, page B1.

1058-3300/$ – see front matter © 2012 Elsevier Inc. All rights reserved.
doi:10.1016/j.rfe.2012.03.003

Contents lists available at SciVerse ScienceDirect

Review of Financial Economics

j ourna l homepage: www.e lsev ie r .com/ locate / r fe



Author's personal copy

investor to determine how well the fund company is taking care of its
fiduciary responsibilities.

Academics have also shown interest in fund governance, particu-
larly after the scandal. For example, a number of recent papers have
investigated the quality of the board of directors at mutual and pen-
sion funds (e.g. Tufano and Sevick (1997), Ambachtsheer, Capelle,
and Scheibelhut (1998), Del Guercio, Dann, and Partch (2003),
Khorana, Tufano, and Wedge (2007), Cremers, Driessen, Maenhout,
and Weinbaum (2009), Ding and Wermers (2009)). These papers
have generally found that funds with better boards have better per-
formance, lower fees, and are more likely to replace poorly perform-
ing managers. Another stream of research examines the proxy voting
decisions of mutual funds. Chou, Ng, and Wang (2009) found that
mutual funds with better governance tend to use their proxy votes
to protect shareholder's rights as opposed to siding with manage-
ment. Additionally they also found that better governed mutual
funds are more likely to hold better governed firms in their portfolios.
Finally, another branch of research has started to examine the predic-
tive ability of the Morningstar stewardship ratings themselves. In an
unpublished working paper Wellman and Zhou (2007) found some
evidence that funds with better stewardship ratings have better
risk-adjusted performance.

In this paper we examine another aspect of fund governance,
corporate culture, which heretofore has not been explicitly examined
in the literature. Specifically we examine how well a mutual fund's
corporate culture predicts mutual fund performance. The reason we
choose corporate culture is that it is the single fund feature that is
most directly related to the overall governance of the fund family. In-
deed, our belief is that corporate culture sets the tone for the entire
operation of the fund and may influence the performance of the fund.

For example, a fund's corporate culture tells us whether the fund
is sales driven or investor driven. That is, it indicates whether the
fund always acts in the interest of the investors. The corporate culture
of the fund also tells us about the fund's ability to attract and retain
top employees. Funds with strong corporate cultures are generally
able to keep top people from switching to other firms. They invest
in their employees and nurture them. Conversely, funds with poor
corporate cultures often have significant managerial turnover which
presumably could affect the performance of the fund.

Our views that fund corporate culture is the seminal issue to un-
derstanding its governance is also shared by Morningstar. In 2007
Morningstar changed their methodology to make corporate culture
the most important criterion in the stewardship rating. Hence, rather
than making up just 20% of the stewardship rating, as was the case
before 2007, a fund's corporate culture now comprises 40% of the
stewardship rating, an amount double that of any other criterion
used in determining the rating. Laura Lutton, a Morningstar analyst
stated: “we got feedback from mutual fund companies that corporate
culture sets the tone. For example, if a family focuses on its investors
and lets that focus drive its corporate culture, then it also tends to
have strong board oversight, fair fees, and few regulatory mishaps
and earns good long-term returns for its shareholders.”7

Using the corporate culture ratings from Morningstar, we investi-
gate whether fund corporate culture predicts future mutual fund per-
formance. In our study we use an out-of-sample approach in which
we put ourselves in the shoes of an investor who makes a mutual
fund choices on each of three dates (January 1, 2005, January 1,
2007, or January 1, 2009) and then holds the fund for 12 months,
24-months, or 60 months (for the sample starting on January 2005
only). We then measure performance using a battery of risk-
adjusted performance metrics that are adjusted for survivorship bias.

The rest of this paper is organized as follows. Section 2 describes
the related literature and also explains how fund corporate culture

influences fund performance. Section 3 describes our data. Section 4
provides our methodology. Sections 5 and 6 explain our results and
we conclude with Section 7.

2. Related literature

2.1. General research on the relationship between corporate culture and
performance

The popular press has placed a great deal of attention on the idea
that firms with strong corporate cultures have better performance
than other firms. Each year Fortune magazine comes out with the
“100 Best Companies to Work for list”, which describes how these
100 firms benefit from highly motivated employees dedicated to
common goals. Moreover, there are numerous references made
about a company's specific corporate culture, such as the IBM Way
or 3M Value, that speak to the advantages that these firms derive
from their corporate culture.

Academic studies have also found that firms with strong corporate
cultures have better firm performance. Denison (1984), Gordon and
DiTomaso (1992), Kotter and Heskett (1992), and Sorensen (2002)
all have found, across many different industries, that strong corporate
culture is positively related to firm performance. These studies, when
matched with qualitative studies by Peters and Waterman (1982),
Deal and Kennedy (1982) and Collins and Porras (1994), further
cement the notion that a strong corporate culture is crucial to a firm's
long-run success.

As stated by Sorensen (2002), the reasons why a strong corporate
culture improves firm performance are threefold. First, there is en-
hanced coordination and control within the firm. For example, strong
corporate culture enhances agreement that certain behaviors are
more appropriate than others. Hence, breaches of behavioral norms
may be discovered and corrected more quickly than is the case
when corporate culture is weak. Second, the strong culture improves
goal alignment between the firm and its employees. Consequently,
employees will understand and take the proper course of action
when faced with unexpected situations. Third, and perhaps most
importantly, a strong corporate culture produces increased employee
effort and motivation, as employees feel they are recognized for their
contributions and are involved in decision making. In essence, they
work harder because they feel they are making a difference at the
firm.

Of course, there are also arguments against having a strong corpo-
rate culture. Namely, it is very expensive to implement as employees
must be developed, mentored and nurtured. Indeed, during the finan-
cial crisis of 2008–2009 several companies known for strong corpo-
rate culture had to severely cut back their policies as they were too
expensive.8

Another limitation discussed by Sorensen (2002) is that during
periods of crisis, when volatility is substantial, there is some evidence
that firms with strong corporate cultures are not able to change
quickly. When employees are committed to a certain way of doing
things they may be less able to carry out the types of changes needed
to adjust to high volatility. Indeed, Sorensen finds that as industry
volatility increased, firms with stronger corporate cultures underper-
formed relative to other firms.

2.2. Definition of strong mutual fund culture and the possible
consequences of this culture on fund performance

We define a mutual fund with a strong corporate culture as having
two qualities. First, funds with strong cultures mentor their em-
ployees, reward performance and hard work, and listen to employee

7 David J. Drucker, “Fiduciary Funds”, Research Magazine, October 31, 2007.

8 SAS for example had to cut a number of their benefits for employees during the re-
cession of 2008–2009.
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views. As a consequence, these funds are able to attract and retain top
employees and get those employees to work harder than they would
at funds with weaker corporate cultures. Conversely, funds with poor
corporate cultures do not mentor employees appropriately, reward
performance and consider employees views. Consequently, they
often have high employee turnover that presumably could negatively
affect the performance of the fund.

The second quality of a strong culture is that decisions and prac-
tices are investor driven rather than sales driven. As a consequence
funds with strong cultures pursue policies that always have the best
interests of the investor in mind, e.g., closing funds that are too
large, keeping fees fair, not using soft dollars, and implementing
redemption fees to stop market timing; such policies should improve
fund performance. Another way of putting investors first is to com-
municate clearly in shareholder letters that explain in-depth what
the fund is buying, and what went well as well what did not work
out. This kind of communication should help investors place the
current investing environment into perspective, thereby helping
them think in the long term and avoid making rash decisions. A
fund can benefit through an investor base with a long-term perspec-
tive as long-term investors are less likely to engage in market-timing
strategies. As a result fund performance may increase as they do not
have to hold as much cash to deal with redemptions.

2.3. Related literature on Morningstar stewardship ratings

While there has been no academic study that has explicitly exam-
ined the relationship between fund company corporate culture and
mutual fund performance, the closest in spirit to this paper is an
unpublished paper by Wellman and Zhou (2007). Using domestic
equity funds, they examine the linkage between the Morningstar
stewardship ratings and fund performance as well as the individual
components of the stewardship rating, including corporate culture.
They find that funds receiving good stewardship ratings outper-
formed funds with poor ratings by 10 to 16 basis points per month
over the period September 2004–December 2006. Moreover, they
find that a fund's corporate culture is not significantly related to
fund performance. Indeed, of the five factors that make up the stew-
ardship rating, they find that only board quality and fees are positive-
ly and significantly related to future performance.

Our paper differs from Wellman and Zhou in the following re-
spects. First, and foremost, our paper focuses on corporate culture
whereas Wellman and Zhou examine the stewardship ratings them-
selves. More specifically, in our paper we determine how funds are
chosen, the survivorship bias methodology, and how the results are
compiled, all by using a fund's corporate culture. Conversely, Well-
man and Zhou only examine corporate culture because it happens
to be one of the five components of the stewardship rating (the others
are board structure, fees, manager incentives, and regulatory issues).
Indeed, there is no motivation in their paper as to why corporate cul-
ture should matter to fund performance.

Second, our paper examines performance over a six year horizon
(2005–2010) and then examines performance over bull and bear
market periods while Wellman and Zhou only examine the relatively
short period of 28 months (September 2004–December 2006). Third,
our paper uses several different methods to account for survivorship
bias. Wellman and Zhou make no adjustment for survivorship bias
and thus rely on those funds that survived the sample.

Another paper that is related to ours is Chen and Huang (2011).
Similar to Wellman and Zhou, they examine the relationship between
fund performance and the Morningstar stewardship ratings, but use
more recent data than did Wellman and Zhou. They find somewhat
mixed results. Specifically, they find the stewardship ratings are
positively and significantly related to fund performance when using
a 3-year Sharpe ratio yet no significant relationship existed when
using a 3-year single-index alpha. They also generally find that

corporate culture is not a significant predictor of fund performance.
However, similar toWellman and Zhou they donot control for survivor-
ship bias. Since they look at a relatively long horizon period of three
years, this is a significant omission as funds that droppedout of the sam-
ple during the three year period are omitted from the study.

3. Data

3.1. The Morningstar corporate culture rating

Starting in August 2004, Morningstar has provided a corporate
culture rating for mutual funds. The corporate culture rating is
assigned as part of the overall stewardship ratings. As mentioned in
the introduction, the corporate culture rating was originally 20% of
the overall stewardship rating but was raised to 40% in the fall of
2007 as Morningstar realized the importance of corporate culture in
governance of the fund.

The corporate culture ratings are based on Morningstar analysts'
impressions of funds. The analyst gathers information on the fund
through four methods.9

1) An assessment over time of experience with fund managers and
their practices;

2) In-person interviews with fund management and boards of
directors;

3) The analysis of years of data and SEC filings;
4) Field visits to fund management offices.

The actual corporate culture ratings are then based on Morningstar
analysts' answers to the following questions:

1) Is the fund manager sales oriented (trendy funds) to gather assets
or is it investment oriented to serve shareholders?

2) Are shareholders treated like owners?
3) Are candid explanations of the investment process and results

included in shareholder communications?
4) Are key investment personnel maintained and long tenured?
5) Are funds closed at the appropriate size or are they allowed to

balloon to increase advisory fees?
6) Are redemption fees used to discourage rapid trading?
7) Are “soft dollars” prohibited?

Based on the answers to these questions, Morningstar assigns one
of five possible corporate culture ratings to each fund: excellent,
good, fair, poor, and very poor. For each fund, the corporate culture
ratings along with the other sub-ratings that make up the overall
stewardship rating are updated once a year, hence, even if there are
immediate changes in the fund culture this may not be reflected the
culture ratings for some time.10 Note also that in late 2007Morningstar
changed their corporate culture ratings from excellent, good, fair, poor,
and very poor to four specific ratings (A, B, C and D). Hence, our analysis
using the 2009 sample uses only these four ratings as opposed to the
five ratings used in the 2005 and 2007 samples.

3.2. Fund selection

To select funds for 2005, 2007 and 2009 we use the January
Morningstar Principia Mutual Funds Data Disk for the respective year.
These disks provide data for funds as of January 1 of that year. From
these disks we then select all domestic equity funds (which includes
funds in the following Morningstar categories: large value, large
blend, large growth, medium value, medium blend, medium growth,
small value, small blend, small growth) with a Morningstar corporate
culture rating.

9 See Haslem (2008) and Morningstar (2004) for more information on the calcula-
tion of the Stewardship ratings.
10 We thank Laura Lutton, research analyst at Morningstar, for this information.
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We then narrow the sample for each year by eliminating replicate
funds. Replicate funds are funds that are identical to another fund in
our sample except that they are sold as different share classes. Since
we do not want to over count the number of funds in each sample,
we include only one of the fund's share classes. To choose the one
share class that is included in the sample, we use a rule of selecting
the fund share class that has the earliest inception date. By eliminating
these replicate funds, we attain a sample of 376 funds for 2005, 441
funds for 2007, and a sample of 365 funds for 2009.

3.3. Survivorship bias adjustment

For the funds in each of the three samples (2005, 2007, 2009) we
obtain the out-of-sample returns. Specifically, for the 2005 sample we
obtain the 12-month, 24-month and 60-month out-of-sample
returns. For the 2007 and 2009 samples, we obtain the 12-month
and 24-month out-of-sample returns.

For a large majority of funds, obtaining the out-of-sample returns is
simply a matter of following the fund's future performance. However, a
small but significant percentage of the funds disappear due to mergers
and liquidations before the end of the out-of-sample period. For exam-
ple, 82 of the 376 funds in the 2005 sample disappear before the end of
the 60-month out-of-sample period. For the 2007 sample 49 of the 441
funds disappear before the end of the 24-month out-of-sample period,
and for the 2009 sample 29 of the 365 funds disappear before the end
of the 24-month out-of-sample period.

If we were to simply reduce our sample to include only the funds
that survived the entire out-of-sample period, we would subject our
study to a survivorship bias. To include those funds that fail to survive
the out-of-sample period, we use two distinct survivorship bias
methodologies.

3.3.1. Survivorship bias method 1
Before the fund disappears we simply use the out-of-sample

returns of the fund in question. After the fund disappears we find a
surviving fund from the original sample that closely matches the
fund that has disappeared. To find the matching fund we use an
approach similar to Loughran and Ritter (1997). Specifically, we use
an algorithm, detailed in Appendix A, that uses the corporate culture
rating, Morningstar style category, expense and turnover ratios to
find the matching fund. Hence, in this method the out-of-sample

returns from the month of disappearance onward are the returns of
the matching surviving fund.

3.3.2. Survivorship bias method 2
As with method 1, before a fund disappears we use the out-of-

sample returns of the fund in question. After the fund disappears,we as-
sume the investor randomly re-invests into the other surviving funds
(from the original sample) of the same Morningstar corporate culture
rating. Hence the out-of-sample returns from the month of disappear-
ance onward are the equally weighted average returns of all the other
surviving funds in our sample with the same corporate culture rating.

4. Methodology

4.1. Performance metrics

To measure out-of-sample performance we use four risk-adjusted
performance metrics: a Sharpe ratio, a single-index alpha, a 4-index
alpha, and a conditional alpha. We now briefly explain the four per-
formance metrics:

The Sharpe ratio is:

Sharpei ¼
Ri−Rf

σ i
ð1Þ

where Rit−Rft are the monthly returns, in excess of the 30-day T-bill
rate, Rft, of the ith mutual fund during the out-of-sample period, and
σi is the standard deviation of Ri−Rft.

The single-index alpha is defined as:

Rit−Rft ¼ αi þ βi1RMRFt þ εit ð2Þ

where RMRFt is the value weighted market return on all NYSE/AMEX/
NASDAQ firms in excess of the risk-free rate.

For the 4-index alpha (Carhart (1997), the following time-series
regression model is used:

Rit−Rft ¼ αi þ βi1RMRFt þ βi2SMBt þ βi3HMLt þ βi4UMDt þ εit ð3Þ

where SMBt is the difference in returns across small and big stock
portfolios controlling for the same weighted average book-to-

Table 2
Predicting fund performance with corporate culture over a 12-month out-of-sample period.
This table presents the results of Eq. (5)

Si ¼ α0 þ β1CorporateCulturei þ β2NetAssetsi þ β3TurnoverRatioi þ β4ExpenseRatioi þ β5ManagerTenurei þ ui

where Si is the 12-month out-sample performance metric for fund i. There are three samples (2005, 2007, 2009). The 2005 sample starts in January 1, 2005 and measures out-of-
sample performance for the year 2005. The 2007 sample starts in January 1, 2007 and measures out-of-sample performance for the year 2007. The 2009 sample starts in January 1,
2009 and measures out-of-sample performance for year 2009. CorporateCulturei is a variable that quantifies the in-sample corporate culture rating for fund i. NetAssetsi,
TurnoverRatioi, ExpenseRatioi and ManagerTenurei are the in-sample net assets, turnover ratio, expense ratio and manager tenure for fund i. Number is the number of funds in
each regression. For each performance metric we present the results using both survivorship bias method 1 (which uses a matching algorithm) and survivorship bias method 2
(which uses an equally weighted average of the surviving funds with the same corporate culture and broad investment style). *** and ** indicate significance at the one and five
percent levels respectively.

Sample Dependent Intercept Corporate
culture

Net assets Turnover
ratio

Expense ratio Manager
tenure

Adj R2 Number

2005 12-month Sharpe ratio (survivorship method 1) 0.07448*** 0.01082 0.00538 376
2005 12-month Sharpe ratio (survivorship method 2) 0.0359 0.02046*** 0.01736 376
2005 12-month Sharpe ratio (survivorship method 1) 0.09083*** 0.00944 0.00184 0.00027** −0.02073 −0.00124 0.02404 376
2005 12-month Sharpe ratio (survivorship method 2) 0.05853 0.01892** 0.00183 0.00025 −0.02227 −0.00161 0.02738 376
2007 12-month Sharpe ratio (survivorship method 1) 0.12212*** −0.0124 0.00327 441
2007 12-month Sharpe ratio (survivorship method 2) 0.1188*** −0.01142 0.00247 441
2007 12-month Sharpe ratio (survivorship method 1) 0.1672*** −0.01547 −0.00058 0.00030** −0.04084*** −0.00163 0.02892 441
2007 12-month Sharpe ratio (survivorship method 2) 0.16001*** −0.01444 −0.00064 0.00034*** −0.04100*** −0.00149 0.03179 441
2009 12-month Sharpe ratio (survivorship method 1) 0.36247*** 0.0123 0.00463 365
2009 12-month Sharpe ratio (survivorship method 2) 0.41265*** 0.00127 −0.00265 365
2009 12-month Sharpe ratio (survivorship method 1) 0.35269*** 0.01408 0.00007 0.00001 0.00837 −0.00092 −0.00412 365
2009 12-month Sharpe ratio (survivorship method 2) 0.40823*** 0.00421 0.00040 0.00002 0.00574 −0.00234 −0.00428 365
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market equity in the two portfolios; HMLt is the difference in returns
between high and low book-to-market equity portfolios; UMDt is the
momentum factor, the average return on two high prior return port-
folios minus the average return on two low prior portfolios.11

To estimate the conditional alpha we use the form specified by
Christopherson, Ferson, and Glassman (1998). We use the following
regression model:

Rit−Rif ¼ αi þ βi1RMRFt þ βi2 RMRFt�TBt−1ð Þ þ B13 RMRFt�TSt−1ð Þ þ εit
ð4Þ

where TBt−1 is the lagged one-month T-Bill rate and TSt−1 is the
lagged Treasury Slope Measure (10-year Treasury yield minus the11 The data for the 4-index alpha were obtained from Kenneth French's webpage.

Table 3
Predicting fund performance with corporate culture over a 24-month out-of-sample period.
This table presents the results of Eq. (5)

Si ¼ α0 þ β1CorporateCulturei þ β2NetAssetsi þ β3TurnoverRatioi þ β4ExpenseRatioi þ β5ManagerTenurei þ ui

where Si is the 24-month out-sample performance metric for fund i. There are three samples (2005, 2007, 2009). The 2005 sample starts in January 1, 2005 and measures out-of-
sample performance for the period 2005–2006. The 2007 sample starts in January 1, 2007 and measures out-of-sample performance for the period 2007–2008. The 2009 sample
starts in January 1, 2009 and measures out-of-sample performance for the period 2009–2010. CorporateCulturei is a variable that quantifies the in-sample corporate culture rating
for fund i. NetAssetsi, TurnoverRatioi, ExpenseRatioi and ManagerTenurei are the in-sample net assets, turnover ratio, expense ratio and manager tenure for fund i. Number is the num-
ber of funds in each regression. For each performance metric we present the results using both survivorship bias method 1 (which uses a matching algorithm) and survivorship bias
method 2 (which uses an equally weighted average of the surviving funds with the same corporate culture and broad investment style). *** and ** indicate significance at the one
and five percent levels respectively.

Sample Dependent Intercept Corporate
culture

Net assets Turnover
ratio

Expense
ratio

Manager
tenure

Adj R2 Number

2005 24-month Sharpe ratio (survivorship method 1) 0.24875*** 0.00127 −0.00034 -0.00018 -0.04622*** 0.00084 0.06095 376
2005 24-month Sharpe ratio (survivorship method 2) 0.21625*** 0.01031 −0.00034 -0.00021 -0.04634*** 0.00056 0.05135 376
2005 24-month Jensen's alpha (survivorship method 1) −0.02618 0.00486 0.00094 −0.00081*** −0.12562*** 0.00032 0.06237 376
2005 24-Month Jensen's alpha (survivorship method 2) −0.44897 0.06869 −0.00626 −0.00037 −0.04282 0.01266 0.0002 376
2005 24-month 4-index alpha (survivorship method 1) −0.05234 0.02923 0.00424 −0.00020 −0.03669 −0.00721** 0.02317 376
2005 24-month 4-index alpha (survivorship method 2) −0.65010 0.02892 0.03120 −0.00566 0.34450 0.01074 −0.0015 376
2005 24-month conditional alpha (survivorship method 1) −0.0596 0.00358 0.00045 −0.00059 −0.12964*** 0.00333 0.04788 376
2005 24-month conditional alpha (survivorship method 2) −0.44584 0.06931 −0.00684 −0.00029 −0.04884 0.01269 −0.00059 376
2007 24-month Sharpe ratio (survivorship method 1) 0.29899*** −0.00233 0.00109 −0.00027** −0.06201*** 0.0007 0.07162 441
2007 24-month Sharpe ratio (survivorship method 2) 0.29489*** −0.00159 0.00111 −0.00028** −0.06039*** 0.00073 0.07208 441
2007 24-month Jensen's alpha (survivorship method 1) 0.60356*** −0.02174 0.00349 −0.00114*** −0.20695*** 0.00402 0.09312 441
2007 24-month Jensen's alpha (survivorship method 2) 0.43910*** −0.01972 −0.00049 −0.00051 −0.14519*** 0.00146 0.05853 441
2007 24-month 4-index alpha (survivorship method 1) 1.19771*** −0.02603 0.00182 0.00033 −0.19708*** −0.00136 0.03765 441
2007 24-month 4-index alpha (survivorship method 2) 0.69381*** −0.01622 −0.00057 0.00004 −0.15548*** −0.0004 0.03909 441
2007 24-month conditional alpha (survivorship method 1) 0.61388*** −0.02718 0.00093 −0.00138*** −0.20505*** 0.00613 0.08855 441
2007 24-month conditional alpha (survivorship method 2) 0.48001*** −0.01448 −0.00136 −0.00052 −0.15975*** 0.00266 0.06301 441
2009 24-month Sharpe ratio (survivorship method 1) 0.27934*** 0.01426** −0.00015 0.00006 0.00722 −0.00056 0.00581 365
2009 24-month Sharpe ratio (survivorship method 2) 0.32527*** 0.00436 −0.00001 0.0001 0.00599 −0.00109 0.00327 365
2009 24-month Jensen's alpha (survivorship method 1) 0.26708 0.09182 −0.01502 0.00002 −0.01657 −0.02463 −0.0045 365
2009 24-month Jensen's alpha (survivorship method 2) −0.0042 0.03156 −0.00303 0.00079 0.05257 −0.00818 0.01262 365
2009 24-month 4-index alpha (survivorship method 1) 0.1441 0.09821 −0.02599 −0.00085 0.08317 −0.02244 −0.00902 365
2009 24-month 4-index alpha (survivorship method 2) −0.06054 0.00773 −0.00011 0.0002 0.01758 −0.00525 −0.00202 365
2009 24-month conditional alpha (survivorship method 1) 0.23037 0.09372 −0.01829 −0.00024 0.01321 −0.02398 −0.00562 365
2009 24-month conditional alpha (survivorship method 2) −0.01265 0.02848 −0.00296 0.00054 0.05128 −0.00685 0.00751 365

Table 4
Predicting fund performance with corporate culture over a 60-month out-of-sample period.
This table presents the results of Eq. (5)

Si ¼ α0 þ β1CorporateCulturei þ β2NetAssetsi þ β3TurnoverRatioi þ β4ExpenseRatioi þ β5ManagerTenurei þ ui

where Si is the 60-month out-sample performance metric for fund i. There is one sample (2005). The 2005 sample starts in January 1, 2005 and measures out-of-sample perfor-
mance for the period 2005–2009. CorporateCulturei is a variable that quantifies the in-sample corporate culture rating for fund i. NetAssetsi, TurnoverRatioi, ExpenseRatioi and
ManagerTenurei are the in-sample net assets, turnover ratio, expense ratio and manager tenure for fund i. Number is the number of funds in each regression. For each performance
metric we present the results using both survivorship bias method 1 (which uses a matching algorithm) and survivorship bias method 2 (which uses an equally weighted average of
the surviving funds with the same corporate culture and broad investment style). *** and ** indicate significance at the one and five percent levels respectively.

Sample Dependent Intercept Corporate
culture

Net assets Turnover
ratio

Expense
ratio

Manager
tenure

Adj R2 Number

2005 60-month Sharpe ratio (survivorship method 1) 0.00252 −0.00185 0.00028 0.00009** −0.00318 −0.00012 0.00908 376
2005 60-month Sharpe ratio (survivorship method 2) −0.0378 0.0093** 0.00025 0.00007 −0.0038 −0.00039 0.00243 376
2005 60-month Jensen's alpha (survivorship method 1) 0.0057 −0.01387 0.00131 0.00047** −0.01871 −0.0014 0.01325 376
2005 60-month Jensen's alpha (survivorship method 2) −0.44897 0.06869 −0.00626 −0.00037 −0.04282 0.01266 0.0002 376
2005 60-month 4-index alpha (survivorship method 1) −0.0123 −0.0141 0.0027 0.00069*** −0.01817 −0.00192 0.03315 376
2005 60-month 4-index alpha (survivorship method 2) −0.6501 0.02892 0.0312 −0.00566 0.3445 0.01074 −0.0015 376
2005 60-month conditional alpha (survivorship method 1) 0.00627 −0.01508 0.00164 0.00056*** −0.01295 −0.00161 0.0207 376
2005 60-month conditional alpha (survivorship method 2) −0.44584 0.06931 −0.00684 −0.00029 −0.04884 0.01269 −0.00059 376
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3-month Treasury Bill yield). The conditional alpha is a measure that
compares a fund's return with the return of a dynamic strategy that
attempts to match the fund's risk exposures.

4.2. Regression methodology

To capture the linear effect of corporate culture on future risk-
adjusted performance we first run a simple linear model:

Si ¼ α0 þ β1CorporateCulturei þ β2NetAssetsi þ β3TurnoverRatioi

þβ4ExpenseRatioi þ β5ManagerTenurei þ ui

ð5Þ

where Si is out-sample performance metric for fund i and
CorporateCulturei is a variable that quantifies the ith fund's corporate
culture rating, i.e., excellent is a 5; good is 4; fair is a 3; poor is 2, and
very poor is a 1. NetAssetsi, TurnoverRatioi, ExpenseRatioi and
ManagerTenurei are the in-sample net assets, turnover ratio, expense
ratio and manager tenure for fund i. We use these as controls as
these variables have been found to be related to fund performance
in other papers. More specifically, Chen, Hong, Huang, and Kubik
(2004) found that there is an inverse relationship between mutual
fund size and fund performance. Carhart (1997), among others, has
found that turnover and expense ratios are negatively related to
fund performance. Finally Golec (1996) has found that longer-
tenured fund managers have better performance than shorter-
tenured managers.

Note also that we estimated Eq. (5) without any of the control var-
iables, or using just some of the control variables, and acquired the
same general results as those reported in the paper. We also tried
other controls such as the in-sample Morningstar star rating and the
style of the fund (defined by the Morningstar category) and always
found results that are very similar to those reported here. Thus our re-
sults are robust to different specifications of control variables.

To further examine the out-of-sample predictive performance we
next use a dummy variable regression. Specifically, we estimate the
following equation:

Si ¼ α0 þ β1Excellenti þ β2Goodi þ β3Poori þ β4Verypoori þ β5NetAssetsi
þβ6TurnoverRatioi þ β7ExpenseRatioi þ β8ManagerTenurei þ ui8

ð6Þ

where:

excellenti 1 if the fund i received an excellent corporate culture rating,
0 if not,

goodi 1 if the fund i received a good corporate culture rating, 0 if
not,

poori 1 if the fund i received a poor corporate culture rating, 0 if
not, and

verypoori 1 if the fund i received a very poor corporate culture rating,
0 if not.

In the above equation, the fair rating fund group is the reference
group, as this is the median level of corporate culture. If better corpo-
rate culture accurately predicts out-of-sample performance we
should see positive and significant coefficients for β1 and β2 and neg-
ative and significant coefficients for β3 and β4.

Note also that the 2009 sample uses the ratings A, B, C, and D instead
of using excellent, good, fair, poor and very poor for corporate culture
(see Section 3). Hence, in our estimation of Eq. (6) using the 2009
sample, the C rated funds are the reference group.

5. Results of the impact of corporate culture on performance

The results in this section are presented in seven tables. Table 1
provides descriptive statistics for our samples while Tables 2–4 provide Ta
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the results from estimating Eq. (5) using the 12-month, 24-month
and 60-month out-of-sample periods. Similarly, Tables 5–7 present
the results from estimating Eq. (6) using the 12-month, 24-month
and 60-month out-of-sample periods.

The descriptive statistics are presented in Table 1, panels A–C.
Panel A provides information on the 2005 sample, while panels B
and C show information on the 2007 and 2009 samples respectively.
In each panel we show the number of funds in each sample and the
breakdown of funds by corporate culture rating. We also present
the number of funds that dropped out of the sample before the end
of the longest out-of-sample period (for the 2005 sample, this date
is December 31, 2009; for the 2007 sample, this date is December
31, 2008; and for the 2009 sample it is December 31, 2010). We
also provide the in-sample average net assets, expense and turnover
ratios, and managerial tenure. Furthermore, we provide the mean
and standard deviation for the monthly out-of-sample returns.
Again, for the 2005 sample the out-of-sample returns are based
on the period 2005–2009, while the out-of-sample returns for the
2007 and 2009 samples are based on 2007–2008 and 2009–2010,
respectively.

The results show several interesting findings. First, funds with
excellent corporate culture ratings have lower expense and turnover
ratios than other funds across all three samples. This result is consis-
tent with our expectations because funds with better corporate
cultures work in the interest of investors (as explained earlier)
which usually means keeping fees and trading costs low.

Second, we find that funds with better corporate culture ratings
generally have substantially longer managerial tenure than other
funds. This is not surprising as Morningstar's measure of corporate
culture includes the question of whether “are key investment person-
nel maintained and long tenured”. In the 2005 and 2009 samples,
the funds with top-rated corporate culture have the highest average
tenure. In the 2007 sample the top-rated rated funds have the second
highest average manager tenure (only the very poor have a higher

average tenure). Again, this result is consistent with expectations
as funds with better corporate cultures invest in, and nurture, their
employees, which fosters greatly loyalty.

Third, we find that funds with top rated corporate culture ratings
have a much lower chance of merging or liquidating before the end of
the out-of-sample period. For example, in the 2005 sample only 3 of
the 74 funds that drop out are top-rated funds. Comparatively, a
large percentage of the funds rated fair or lower drop out before the
end of the sample.

Fourth, Table 1 also provides the monthly mean returns and stan-
dard deviation of the out-of-sample (load-adjusted) returns for various
groups of funds. The results show that funds rated as excellent in terms
of corporate culture do not always have the highest mean monthly
returns during the out-of-sample periods. Only in the 2009 sample do
the top-rated funds have the highest mean monthly returns.

Table 2 provides the results from estimating Eq. (5) for the
12-month out-of-sample period for each of the three samples, 2005,
2007 and 2009. We provide the results using only the Sharpe ratio
as the other performance metrics require longer samples for their
estimation. Furthermore, we provide the results for each survivorship
bias method separately. The results show that corporate culture is not
a significant factor in predicting future performance. Indeed, in ten of
the 12 regressions (four regressions for each sample) the coefficient
on corporate culture is insignificant at traditional levels. Although
we do not report the results, our findings in Table 2 are robust to
deleting the control variables or adding other controls such as style
or past fund performance.

Tables 3 and 4 provide the results for the 24-month and 60-month
out-of-sample periods. We find similar results to those reported in
Table 2, namely that corporate culture does not appear to be a signif-
icant factor in predicting future risk-adjusted performance. Indeed, in
only one of the 24 regressions on Table 3 is the corporate culture
coefficient significant. Similarly, in only one of the eight cases on
Table 4 is the corporate culture coefficient significant at traditional levels.

Table 7
Predicting fund performance with corporate culture over a 60-month out-of-sample period using dummy variables.
This table presents the results of Eq. (6)

Si ¼ α0 þ β1Excellenti þ β2Goodi þ β3Poori þ β4Verypoori þ β5NetAssetsi þ β6TurnoverRatioi þ β7ExpenseRatioi þ βManagerTenurei þ ui

where Si is the 60-month out-sample performance metric for fund i. There is one sample (2005). The 2005 sample starts in January 1, 2005 and measures out-of-sample perfor-
mance for the period 2005–2009. Excellenti is a dummy variable that signifies that the in-sample corporate culture rating for fund i was excellent. Goodi is a dummy variable
that signifies that the in-sample corporate culture rating for fund i was good; Poori is a dummy variable that signifies that the in-sample corporate culture rating for fund i was
poor; Verypoori is a dummy variable that signifies that the in-sample corporate culture rating for fund iwas very poor. The reference group is funds with fair rated corporate culture.
NetAssetsi, TurnoverRatioi, ExpenseRatioi and ManagerTenurei are the in-sample net assets, turnover ratio, expense ratio and manager tenure for fund i. Number is the number of
funds in each regression. For each performance metric we present the results using both survivorship bias method 1 (which uses a matching algorithm) and survivorship bias meth-
od 2 (which uses an equally weighted average of the surviving funds with the same corporate culture and broad investment style). *** and ** indicate significance at the one and five
percent levels respectively.

Sample Dependent Intercept Corporate
culture
grade
excellent

Corporate
culture
grade
good

Corporate
culture
grade
poor

Corporate
culture
very poor

Net assets Turnover
ratio

Expense
ratio

Manager
tenure

Adj R2 Number

2005 60-month Sharpe ratio
(survivorship method 1)

−0.0049 −0.00032 0.00016 0.01084 −0.00042 0.00029 0.00008** −0.00338 −0.00013 0.00682 376

2005 60-month Sharpe ratio
(survivorship method 2)

−0.00259 −0.00134 0.00292 0.01195 −0.15167*** 0.00011 0.0001 −0.0085 0.00024 0.07442 376

2005 60-month Jensen's alpha
(survivorship method 1)

−0.0471 −0.00942 0.00114 0.06332 0.01309 0.00127 0.00045** −0.02001 −0.00143 0.01068 376

2005 60-month Jensen's alpha
(survivorship method 2)

−0.21277 0.07431 0.04134 −0.16469 −0.20209 −0.00657 −0.00032 −0.0449 0.01334 −0.00687 376

2005 60-month 4-index alpha
(survivorship method 1)

−0.06315 −0.02098 0.00377 0.07009 −0.03414 0.00245 0.00068*** −0.02191 −0.00165 0.03439 376

2005 60-month 4-index alpha
(survivorship method 2)

−0.37863 −0.08014 −0.43884 −0.79582 0.16244 0.03861 −0.00518 0.39727 0.00839 −0.0038 376

2005 60-month conditional
alpha
(survivorship method 1)

−0.0482 −0.01251 −0.00663 0.06109 0.00637 0.00171 0.00056*** −0.01386 −0.00165 0.01758 376

2005 60-month conditional
alpha
(survivorship method 2)

−0.21019 0.07671 0.04881 −0.15487 −0.20776 −0.00727 −0.00025 −0.05178 0.01342 −0.00784 376
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A possible explanation for the results in Tables 2–4 is that we do
not adequately control for expenses, size, and turnover. In a sense,
these variables are endogenous to fund performance as funds with
lower expenses, size and turnover have been shown in the literature
to generally have better performance. Hence, the appropriate method
for estimating the regressions would be a generalized least squares
method to take account of the endogeneity of these control variables.
Using this technique here is problematic as our data do not include
appropriate instruments. For example, we could the out-of-sample
expense ratio, net assets and turnover ratio as the control variables
and then use in-sample values of these variables as the instruments
but we cannot always compute these for non-survivor funds.

Tables 5–7 provide the results from estimating Eq. (6). The results
are similar to those in Tables 2–4 in that we find no consistent evidence
that funds with better corporate culture outperform or that funds with
weak culture underperform fair rated funds (the reference group). In
Table 5, for the 12-month out-of-sample tests using on the Sharpe
ratio, we find that only in the 2009 sample do funds with better corpo-
rate culture significantly outperform other funds. For the 2005 sample
we find that very poor rated funds significantly underperform fair
rated funds as expected. However, for the 2007 sample we actually
find that poor rated funds significantly outperform fair rated funds.
This result suggests that funds with lower rated cultures may actually
have advantages that aid performance. As we mentioned earlier, funds
with strong cultures are also tend to be rigid in their business opera-
tions. It is possible that this rigidity does not allow a fund to change
quickly to deal with new circumstances and hence harms performance.
However, we note we only find this result in the 2007 sample.

In Table 6, the results for the 24 month out-of-sample tests, pro-
vide little evidence that top-rated funds outperform or that very
poor rated funds underperform relative to fair-rated funds. In fact
we find that poor-rated funds significantly outperform fair-rated
funds more frequently, than do excellent-rated funds. Finally, in
Table 7, the results for the 60-month out-of-sample tests, we find
almost no significant effects at all.

6. Results using other Morningstar stewardship components to
predict performance

Although our study principally examines the impact of fund cor-
porate culture on fund performance, in this section we also examine
how the other components of the Morningstar stewardship rating
namely board quality, fees, managerial incentives and regulatory is-
sues are related to future fund performance.

To do this, first, just as we did with the corporate culture component,
we create a variable which quantitatively measures the level of each of
the other components.12 Second, we use the same approach used in
Tables 2–4. That is, for each of the other four components of the steward-
ship ratingwe examine the ability of the individual component to predict
the out-of-sample 12-month, 24-month and 60-month risk-adjusted
fund performance. We use the same two survivorship bias methods13

and control for fund size, expenses, turnover, and manager tenure (the

only exception is that we do not control for expenses when examining
the component, fees, as this raises the prospect of endogeneity).

The results are reported in Table 8, panels A–C. Panel A contains
the 12-month results, panel B the 24-month results and panel C has
the 60-month results. Hence panel A is similar to Table 2, panel B is
similar to Table 3 and panel C is similar to Table 4. In each of the
three panels we examine fees first, then board quality, followed by
regulatory issues, and last manager incentives.

The results provide only slight evidence that the other components
are better predictors of future fund performance than in corporate
culture. We find that for the vast majority of the regressions the com-
ponents do not significantly predict future fund performance. Indeed,
we find that in only six of the possible 38 regressions are fees signifi-
cant, five of which pertain to the 24-month sample period (panel B).
Similarly the number of significant cases for board quality is seven,
the number for regulatory issues is six and the number for manager
incentives is seven. While these numbers are all larger than those for
corporate culture, where only four of the cases, were significant,
there still is not enough evidence to merit attention. Hence, unlike
Wellman and Zhou (2007), who find that board quality and fees are
positively and significantly related to fund performance, we find that
no one component is able to consistently predict fund performance
when using different performance metrics, time horizons, samples,
and when adjusting for survivorship bias.

7. Conclusions

In the wake of the late-trading and market-timing scandals in
2003, there has been a great deal of interest in the governance of mu-
tual fund companies. In response to this interest Morningstar, the
well-known mutual fund data provider, created a stewardship rating
in August 2004 to complement its well-known star rating. Arguably
the most important component of the stewardship rating is fund cor-
porate culture as it sets the tone for the entire operation of the fund.
Indeed, the culture of the fund conveys how well employees are trea-
ted, how the fund treats its own investors, and how well the fund
communicates with its shareholders. In fact for some fund companies,
such as T. Rowe Price, corporate culture is the centerpiece of the fund.
They list the corporate philosophies in their advertisements, and con-
sistently make the argument that their corporate culture is responsi-
ble for their strong performance of their funds.

But does a fund's corporate culture predict its performance? In
this paper we have begun to answer this question. We use Morning-
star's corporate culture ratings for mutual funds for three different
sample periods (2005, 2007 and 2009) and examine the ability of
these corporate culture ratings to predict risk-adjusted performance
over different out-of-sample periods that cover both bull and bear
market periods. Using methods that are robust to survivorship bias
we find that corporate culture is not a significant factor in predicting
performance. This is somewhat surprising since we do find that funds
with better corporate cultures have lower expense and turnover ra-
tios which are usually related to better performance.

We also find that the other components of the Morningstar stew-
ardship rating (board quality, fees, manager incentives and regulatory
issues), are not able to consistently predict future fund performance.

What is the explanation for our results? It may be that a strong
corporate culture may also be a rigid corporate culture. As a result,
the presumed added benefits of the strong culture, i.e., more trans-
parency, retaining workers, etc., may be canceled out by the fact
that these strong-culture funds maybe inflexible. As Sorensen
(2002) observes, in periods of crisis (such as the period surrounding
the Fall of 2008) when volatility is substantial and flexibility to
change critical, firms with strong corporate cultures may be less
able to carry out the radical changes needed to adapt high volatility.

In conclusion, Morningstar states that the stewardship ratings or
corporate culture ratings should not be used to predict future

12 In the 2005 and 2007 samples each component of the Morningstar stewardship
rating was given a rating of excellent, good, average, poor or very poor which we coded
5 to 1 respectively. In the 2009 sample Morningstar used four specific ratings (A, B, C,
and D) which we coded 4 to 1 respectively.
13 For survivorship bias method 1, in which we use the returns of a matching fund, we
follow the same procedure described in Appendix A except that instead of matching on
corporate culture we match using the other sub-rating component in question. For ex-
ample, for regulatory issues, the returns of a missing fund are based on a matching sur-
viving fund which has a regulatory issues rating, Morningstar category, and expense
and turnover ratios similar to the missing fund. For survivorship bias method 2, the
missing fund returns are the equally weighted returns of all the surviving funds with
same rating as the missing fund. For example for regulatory issues, we use the equally
weighted returns of all surviving funds with the same regulatory issue rating as that of
the missing fund.
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performance.14 Indeed, the company makes the same argument
about the Morningstar star rating. Our results largely confirm this as
we find that corporate culture and the other components of the stew-
ardship rating are not consistently significant factors in predicting
future fund performance. While investors may be more confident
that funds with good corporate cultures will not fall victim to scandal
as easily as other funds, the notion that these funds will perform
significantly better does not hold up in the data.

Appendix A. Algorithm for finding matching funds used in
survivorship bias method 1

Survivorship bias method 1 uses the following algorithm to iden-
tify the closest surviving fund.

1. To choose the matching fund, we identify domestic equity funds
that survive during the entire sample period.

2. Of the funds that remain following step 1:
a. We identify all funds that share the same corporate culture

rating and Morningstar Category.
b. If no fund satisfies a, we identify all funds that share the same

corporate culture rating.
c. If no fund satisfies either a or b, we identify all funds that share

the same Morningstar Category.
d. If no fund satisfies either a, b, or c, we identify all funds.

3. Of the funds that remain following step 2:
a. Select the fund with the closest expense ratio to the fund

that eventually disappears. Then,
b. If only one fund remains, go to the final step.
c. If more than one fund remains, go to the next step.

4. Of the funds that remain following step 3:
a. Select the fund with the closest turnover ratio to the fund

that eventually disappears. Then,
b. If only one fund remains, go to the final step.
c. If more than one fund remains, go to the next step.

5. Of the funds that remain following step 4 we randomly choose one
fund and go to the final step.

6. Final step: Extract the returns of the identified fund.
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