
MorningstarTM Qualitative Research Process

Key Benefits
Morningstar Recommendation 
gives a clear, direct and 
actionable opinion on an 
investment strategy.
Report sections focus directly 
on the key issues of which 
advisers should be aware.
Extensive holdings, valuation 
multiples, and extended 
performance data give 
meaningful insights into  
current and future drivers of  
the strategy and its 
performance outcomes.

Introduction
The purpose of Morningstar’s qualitative research is to 
determine which fund managers deserve the attention 
of advisers and investors, and which do not. Morningstar 
assesses managers based on how we believe they will 
perform in the future over an economic cycle, against 
both peers and accepted benchmarks. Our model 
rewards managers which are open and transparent, have 
a well-run investment process, and importantly, are good 
fiduciaries of investors’ monies.

Our qualitative research assesses a fund manager’s 
capacity in an asset class in five key areas: the  
investment people; the investment philosophy and 
process; the composition of the investment portfolio, 
and how it reflects the process; the fund manager’s 
parent; and the performance track record. The portfolio 
and performance are considered as key outcomes of the 
investment process.

Key issues – People
We assess the key individuals making the investment 
decisions, and the composition of the investment team, 
including relative size and resources; experience levels, 
and the mix and balance of skills leading to the overall 
team skillset; the degree of team stability; team  
members’ familiarity with and ability to articulate the 
promoted investment philosophy and strategies; and any 
key person risks. In short, how good is the team, and 
how does it stack up against peers? 

Key issues – Process, Portfolio
We assess the investment philosophy and process, 
research drivers, and portfolio construction and  
implementation. Is there a clearly-articulated  
investment philosophy and a process discipline?  

How does the process work in practice? How is research 
performed, what are the key drivers, and how is it  
different to competitors? Is the research effort  
logically consistent with the stated investment 
process? We also consider whether the construction 
and management of the Portfolio reflects the process, 
and analyse key portfolio characteristics through our 
holdings-based analysis, to gain insights into the nature 
of the portfolio both currently and in the past.

Key issues – Parent
We assess the fund manager’s parent and/or ownership 
structure, including organisational and ownership  
stability. Morningstar focuses on one key parentage 
issue: is the fund manager likely to be a good steward of 
investors’ money? Among the many factors we  
consider are the types of products, fees, the 
investment and corporate culture, back office functions, 
transparency, and tax awareness, to highlight key points.

Key issues – Performance
We do not explicitly rate Performance, which is captured 
in our Morningstar Star Rating. Instead, we seek to 
understand the key drivers of past performance, and how 
they relate to the investment process and philosophy. 
What has the fund manager got right or wrong, and 
why? How is the portfolio positioned currently, and why?

Outputs
The headline published end result is the new 
Morningstar Recommendation, which signals the extent 
to which Morningstar recommends the  
strategy for advisers to consider using in client  
portfolios. The five-point Morningstar Recommendation 
scale is ‘Highly Recommended’, ‘Recommended’, 
‘Investment Grade’, ‘Hold’, or ‘Avoid’.
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How Does It Work?

Morningstar Recommendation

Highly Recommended	

Recommended

Investment Grade

Hold

Avoid

	 Key Steps 

3	Fund manager interview

3	In-depth analysis

3	Global analyst consultation

3	Fund analyst team debate

	 Key Issues 

3	People	

3	Process

3	Parent

3	Other considerations

7 Strategy
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Fund analysts determine Morningstar Recommendations 
by considering the processes (40.0 percent); the  
people running the strategy (40.0 percent); and issues 
relating to the business/parent (20.0 percent). A  
number of characteristics can have positive or negative 
effects on the overall qualitative assessment,  
including any portfolio size and capacity issues; the 
extent to which the investment style used is clearly-
differentiated, or one of many; the role of the  
strategy in an investor’s portfolio; the impact of 
costs, including any performance-based fees; and any 
governance issues or concerns.

The Morningstar Recommendation is justified in the 
qualitative report’s Morningstar Take summary  
paragraph, which communicates clearly and concisely 
Morningstar’s overall opinion of the fund manager’s 
strategy and capabilities in the asset class.

How We Decide A Recommendation
Morningstar Recommendations are decided by  
consideration and open debate within Morningstar’s 
fund analyst team. Recommendations are based on the 
key issues of People, Process, and the Parent. A number 
of other issues are also taken into account, including a  

relative ranking of similar investment styles and 
approaches. The aim of the recommendation process  
is to signal clearly the funds which in Morningstar’s  
view are the standouts in each asset class, the  
funds which should be avoided, and those in between. 

To determine the Morningstar Recommendation, the  
primary fund analyst puts forward an initial 
recommendation which is discussed extensively within 
the fund analyst team, and an overall view is formed. 
Morningstar Recommendations for funds with  
global securities are discussed when appropriate  
with Morningstar’s global fund analyst teams.  
The Head of Research has final say in all 
recommendations, and signs off all reports. The 
Morningstar Recommendation is the final outcome  
of a collaborative process based on a site visit,  
the IFSA questionnaire, quantitative and holdings- 
based analysis of the portfolio, and an  
assessment of all the key issues outlined. This is 
illustrated in the diagram on page one.

More Information
Contact the Morningstar Sales Team on  
+61 2 9276 4445 or email sales.au@morningstar.com

Fundamental Data
Fundamental data, including  
security valuation multiples,  
stock sector and asset  
allocation breakdowns,  
largest stockholdings, and  
modern portfolio theory  
statistics provides further  
insights, and enables  
meaningful comparisons  
across different strategies.

Morningstar Take

Fidelity has methodically built up its investment team and Australian equities
capacity since launching in 2003, producing a strategy hard to surpass.
Portfolio manager Paul Taylor – something of an unknown quantity when
selected by Fidelity to manage its Australian shares assets – has
demonstrated his credentials as a very capable manager. In our eyes, there's
no doubting his ability to manage money in this asset class successfully. Taylor
draws on a nine-member investment team we consider one of the best
around. A creative structure sees five analysts in Sydney and the rest in Hong
Kong. Domestically-focused sectors such as Financials and Consumer stocks
are covered locally, while global sectors like Resources and Telecoms are
analysed in Hong Kong. The team is noteworthy for the insightful level of
research it generates on stocks covered, and we're particularly impressed by
the calibre of the local analysts. Taylor runs a portfolio of 30 - 50 names, and
has no qualms about taking punchy bets across the market. This willingness to
pick stocks not usually on competitors' radar screens has played a major part
in Fidelity's success to date, the strategy sitting comfortably in the top quartile
over one and three years at the time of writing. We believe this performance is
sustainable, given Taylor's ability to pick winners across the market without
any particular bias. It's worth pointing out that this performance track record
has been generated from a low assets base, so Fidelity's challenge is to
maintain outperformance while assets under management are growing. We
believe Fidelity's among the select group of managers with the ability to
manage this issue. Taylor represents a key person risk, given his central role,
but we think this is a risk worth taking. An accomplished team, a track record
the envy of other managers, very cheap ongoing expenses, and a low assets
base give Fidelity a place on the top shelf among Australian share funds.

Strategy/Process

Bottom-up fundamental stock research is Fidelity's hallmark, and the firm's
Australian equities strategy is no different. From an initial investible universe
that covers 150 - 200 stocks, analysts use a variety of proprietary models
including assessments of profit and loss, cashflows, and valuations. Company
contacts play a vital role in the strategy, as Fidelity believes these provide
valuable insights into a company's profit drivers and prospects. Analysts must
update coverage of their universes every three months, to ensure investment
ideas remain relevant. Each analyst typically covers 25 - 35 companies divided
along sector lines. Bringing the variety of valuation metrics together, an analyst
calculates a three-year forward estimate that determines a stock's rating.
Favoured companies typically display quality management, enjoy pricing power
that allows them to deliver earnings and cashflow growth, and are positioned
in industries that have favourable dynamics. The resulting investment style can
be characterised as having a soft-growth tilt. Portfolio manager Paul Taylor has
sole responsibility for investment decisions. Using analyst recommendations
and his own convictions (when they differ from the analysts), in conjunction
with clearly-defined buy/sell signals, Taylor builds a diversified portfolio of 30 -
50 holdings. (The portfolio had 36 names in mid-2006.) Turnover has been
moderate, running at around the 50.0 percent per annum level.

Role in Portfolio

This is a potential core holding. The slight growth tilt should see Fidelity paired

?
29 September 2006 Research Report: Australian Shares

Fidelity
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Risks:

• Portfolio manager Paul

Taylor represents key

person risk

• Ability to maintain

performance as assets

base increases

Head of Research:

Anthony Serhan

Morningstar Analyst:

Mark Laidlaw

Flagship Fund: Fidelity Aust'n Equities Fund

Investment Style 30 Jun 2006

Value Blend Growth
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Pr/Pros Ern Rto 15.23
Price/Book Rto 2.26
Price/Cf Rto 9.85
Lt Ern Growth 11.91
Mkt Cap ($Mil) 14,453
Dividend Yld % 4.20

Stock Sectors 30 Jun 2006 %

h Information Economy 2.61

r Software 2.61

t Hardware 0.00

y Media 0.00

u Telecommunications 0.00
............................................................................
j Service Economy 63.06

i Healthcare Services 3.85

o Consumer Services 8.93

p Business Services 3.91

a Financial Services 46.37
............................................................................
k Manufacturing Economy 34.33

s Consumer Goods 3.77

d Industrial Materials 24.26

f Energy 6.29

g Utilities 0.00

Top 10 Stock Holdings 30 Jun 2006 %
BHP Billiton Ltd 10.69
National Australia Bank Ltd 8.69
Commonwealth Bank of Australia 6.28
Rio Tinto Ltd 5.03
AMP Ltd 4.69
Westfield Grp 3.98
Anz Banking Group 3.38
Woolworths Ltd 3.24
Coles Myer Ltd 3.16
Macquarie Bank Ltd 3.08

Asset Allocation 28 Feb 2007 %
Domestic Equity 89.52
Intl Equity 0.00
Listed Property 7.78
Unlisted Property 0.00
Mortgages 0.00
Dom Fixed Interest 0.00
Intl Fixed Interest 0.00
Cash 2.70
Other 0.00
Not Classified 0.00

with either a value or blend manager.

People

Fidelity sent Paul Taylor home in 2003 to build an Australian equities team,
where he remains at the helm. Taylor joined Fidelity in London back in 1997,
subsequently holding a number of roles, including portfolio manager of the
Fidelity Global Financial Services Fund. Supporting him are nine investment
analysts, five of whom are located in Sydney, the remainder operating from
Hong Kong. The Sydney-based team covers domestically-focused sectors such
as Financials, Industrials, and Healthcare, with globally-oriented sectors like
Resources, Gaming, and Telecoms examined from Hong Kong. The team also
uses the services of a sector specialist in Mumbai to help with day-to-day
modelling legwork. Analysts are directly accountable for their calls, which in
conjunction with appraisals by Taylor comprise the major part of their incentive
plans. In Taylor's case, the greater part of his remuneration is linked to strategy
performance, weighted towards three-year returns.

Performance

Fidelity's Australian equities strategy passed its three-year milestone at the
end of June 2006, and celebrated by being the top performer in the asset
class. Stock selection has been the dominant factor in the strategy's stellar run
to date. The resources sector has proven fruitful for Paul Taylor, top picks
including Oil Search, Rio Tinto, and Zinifex. The strategy was also boosted by
holdings in firms servicing the resources boom, such as Downer EDI and
United Group. Home loan broker Mortgage Choice is an example of Taylor
looking across the market spectrum to unearth winners. The bearish view on
Telecoms, which has meant avoiding Telstra, has also been a winner. On the
other hand, Fidelity has missed out by not holding recovery plays Aristocrat
Leisure and Brambles. The position in News Corporation, which Fidelity exited
in mid-2005, was a major detractor over the three years to 30 June 2006.

Parent

Fidelity Investments Australia Limited is a subsidiary of London-based Fidelity
International. The firm manages in excess of US$330.0 billion globally.
Boston-based affiliate Fidelity Management & Research was founded in 1946,
and is one of the largest fund managers in North America.

Fees

The Fidelity Australian Equities Fund's 0.85 percent ongoing fee is substantially
lower than the retail peer average.

Top 5 Funds by Net Assets
Ticker

Net Assets
($Mil)

Quartile
Rank 3yr

Total
Ret 3yr

Fidelity Australian Equities Fund 12292 88.78 & 31.66

29 September 2006 Research Report: Australian Shares

All figures and stats relate to the Flagship Fund, and all performance figures are shown as % / % per annum, net of fees.
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Portfolio Stats

Mgr Bmark: S&P/ASX200

No. Stocks: 30 - 50

Max Weight: Index +5.0%

Min Weight: Index –5.0%

Expd Track Error %pa: 3.0 - 7.0

Expd Turnover %pa: 50.0

People Stats

Lead Manager: Paul Taylor

Appointed: 2003

Years Experience: 9

Team Size: 10

Average Years Experience: 2

Average Years Tenure: 7

Flagship Fund: Fidelity Aust'n Equities Fund

Performance 31 Mar 2007 Fund Index

Growth of $10,000 $24,034

25,200

21,400

17,600

13,800

10,000
2004 2005 2006 2007

1Yr 3Yr 5Yr 7Yr

Quartile Rank & & NAv NAv

............................................................................

Total Ret% 23.64 31.66 -- --

Income Ret% 8.36 9.21 -- --

Growth Ret% 15.28 22.45 -- --

............................................................................

Index% 21.78 25.87 16.73 14.15

............................................................................
Index: S&P/ASX 200 Accum Index
Category: Aust Large Blend

Performance Analysis 3 Yrs to 31 August

2006

Value Add vs Manager Bmark% 5.85

Tracking Error 2.00

Information Ratio 2.92

MPT Statistics 31 Mar 2007

3Yr% 5Yr% 7Yr%

Beta 1.03 -- --

Alpha 4.09 -- --

R Squared 0.94 -- --

Sharpe Ratio 2.60 -- --

Risk Meter (3 Year Standard Deviation)

Fund
Õ

Low Moderate High
Ö

Category


