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T. Rowe Price Mid-Cap Growth

Ticker
RPMGX

Yield
0.1%

Total Assets
$31,664 mil

Mstar Category
Mid-Cap Growth
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Introducing 2 New
Bond Categories

Morningstar Research | Sarah Bush

At the end of April 2019, Morningstar retired

the intermediate-term bond Morningstar Category
and split that group’s constituents into two

new categories: intermediate core bond and interme-
diate core-plus bond. Morningstar Ratings (often
known as “star ratings”) have been recalculated rela-
tive to the new categories. We have not made any
changes to Morningstar Analyst Ratings, although we
regularly review these and will continue to assess
the ability of funds to beat relevant benchmarks and
category norms on a risk-adjusted basis across a

full market cycle.

The Rationale

The intermediate-term bond category long ranked

as the largest of the fixed-income categories.

[t was home to funds that invested primarily in invest-
ment-grade fixed-income debt and had durations

(a measure of interest-rate sensitivity) that ranged
from 75% to 125% of the three-year average effec-
tive duration of the Morningstar Core Bond Index.

Despite those commonalities, the category included
a mix of portfolios that tended to cluster in one of
two subgroups. The first contained funds that stuck to
U.S.-dollar investment-grade debt with very little
exposure to below-investment-grade fare. The second
included funds with more-flexible mandates; these
typically took more credit risk, holding larger positions
in below-investment-grade debt, with many ventur-
ing into emerging-markets and non-U.S.-dollar bonds
and currencies. Funds in these two subgroups tend

to behave differently in different market environments
and offer investors moderately different risk/reward
trade-offs. We made the change to provide investors
with clearer expectations for risk and performance
and to create more homogeneous categories.

The New Categories

Following the split, the intermediate core bond and
intermediate core-plus bond categories remain two of
the largest U.S. category groups, with core spanning
136 open-end and exchange-traded funds and totaling
$860 billion in assets, and core-plus spanning 183
funds totaling $690 billion. The definitions for the two
categories are provided below.

Intermediate core bond funds typically hold:
« Investment-grade U.S. government, corporate,
and securitized debt.
« Less than 5% in below-investment-grade debt.
« Durations between 75% and 125% of the
Morningstar Core Bond Index’s three-year
average effective duration.

Intermediate core-plus bond funds typically hold:

« Investment-grade U.S. government, corporate,
and securitized debt.

« Some noncore sectors like corporate high-yield,
bank-loan, and emerging-markets debt, and non-U.S.
CUITeNcy expaosures.

« Durations between 75% and 125% of the
Morningstar Core Bond Index’s three-year average
effective duration.

A Deeper Look

By definition, funds in the intermediate core bond
category can't hold more than 5% in below-invest-
ment-grade debt, and these funds tend to have credit-
quality profiles that skew more heavily to the higher-
rated tiers of the market. So, for example, the median
allocation to below-investment-grade debt as of the
most recently available survey date stood at close to
0% for core bond funds, while the median allocation
for intermediate core-plus bond funds was a little over
8%. Meanwhile, core bond funds tended to hold
larger allocations to AAA rated debt (61%) median;
core-plus bond funds held less in the highest rated
tier of the market (48%). From a sector perspective,
core bond funds tended to hold more government-
backed debt, while core-plus bond funds were more
heavily invested in corporate bonds.

The categories look more similar when it comes to
duration and interest-rate sensitivity. The median



Average Eff % Invstmnt % Below- % Not
Intermediate Core Bond Ticker Duration Grade Invst-Grade  Rated/NA
Baird Aggregate Bond BAGIX 5.8 100 0 0
Fidelity Intermediate Bond FTHRX 38 98 2
Fidelity Investment Grade Bond FBNDX 5.6 95 6 -1
Fidelity Mortgage Securities FMSFX 3.7 109 0 9
Fidelity U.S. Bond Index FXNAX 5.7 100 0 0
T. Rowe Price New Income PRCIX 6.1 93 7 0
Vanguard Core Bond VCOBX 6.0 94 2 4
Vanguard Interm-Term Bond Index VBILX 6.1 100 0 0
Vanguard Total Bond Market Index VBTLX 6.0 100 0 0
Western Asset Core Bond WATFX 5.6 101 0 -2

Average Eff % Invstmnt % Below- % Not
Intermediate Core-Plus Bond Ticker Duration Grade Invst-Grade  Rated/NA
AMG Managers Loomis Sayles Bond MGFIX 45 92 8 0
Carillon Reams Core Plus Bond SCPYX 6.5 100 0 0
Dodge & Cox Income DODIX 4.4 94 6 0
DoubleLine Total Return Bond DBLTX 38 75 10 16
Fidelity Total Bond FTBFX 5.3 87 15 -2
Harbor Bond HABDX 3.6 NA NA NA
Loomis Sayles Investment Grade Bond LIGRX 30 79 9 12
Metropolitan West Total Return Bond MWTRX 59 94 6 0
PGIM Total Return Bond PDBAX 6.4 83 " 6
PIMCO Total Return PTTRX 3.8 NA NA NA
TCW Total Return Bond TGLMX 59 89 " 0
USAA Income USAIX 5.9 93 5 1
Western Asset Core Plus Bond WACPX 6.1 89 " 0

Note: All data as of most recent survey and/or fact sheet available.

duration for the core bond category was about
5.7 years; that's roughly in line with the 5.5-year
metric for the core-plus bond category.

Performance Profile

Differences between intermediate core bond and
intermediate core-plus bond portfolios are clear

in their performance profiles. Low- and midrated
bonds have outperformed for most of the trailing
10-year period, which began right as credit markets
started rebounding off their financial-crisis lows.

The 5.1% median annualized return for core-plus bond
funds (based on the returns of the cheapest avail-
able share class) over that period through April 2019
topped the 4.0% median annualized return for core
bond funds; the core-plus bond category also sported
a higher median Sharpe ratio.
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Meanwhile, although the reported durations for both
groups are similar, core bond funds have historically
been more sensitive to moves in bond yields than
core-plus bond funds, posting bigger gains when yields
decline and bigger losses when yields rise. So,

as long-term Treasury yields spiked between August
and December 2016, both groups saw losses, but

the 2.9% median loss for the core category was more
severe than the 2.2% decline for core-plus funds.

Core bond funds tend to hold up better than core-
plus bond funds when corporate credit comes under
pressure. As oil prices plunged and high-yield
suffered between June 2015 and February 2016, core
funds held up reasonably well with a median 1.2%
gain; core-plus funds suffered a median 0.1% loss.

These differences also show in historical correlations.
Core bond funds feature somewhat higher correla-
tions to the Bloomberg Barclays U.S. Aggregate Bond
Index than core-plus bond funds over the past
decade and a small negative correlation to the S&P
500; core-plus bond funds tend to be more heavily
correlated to broad high-yield indexes and have a
modest positive correlation to equities.

What Do These New Categories Tell Investors?
Because they have more-limited exposure to credit
risk and typically hold up better when risk markets
struggle, core bond funds might be best for investors
looking for diversification from an equity-heavy
portfolio. Investors who already have exposure to
high-yield and/or emerging-markets bonds might
also want to stick with core funds. Meanwhile, core-
plus bond funds offer a one-stop shop for bond
exposure and typically offer higher yields and more
total return potential, albeit with more credit risk.

Impact on M500 funds

Of the 23 funds in the Morningstar 500 that previously
were in the intermediate-term bond category, 10,
including the passive behemoth Vanguard Total
Bond Market Index VBILX, land in core bond. The
remaining 13, which include the largest actively
managed funds in the old intermediate-term bond
category, moved to core-plus bond. Il
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