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Dear Investor,

Welcome to Morningstar StockInvestor. Our mission is to give you an independent opinion 
that will help make you a more-informed investor.

Instead of focusing on short-term trends, we devote our time to finding high-quality stocks for 
the long term. These stocks are found in our Tortoise and Hare portfolios as well as our  
Wide-Moat Watchlist. To pick stocks for the Tortoise and Hare, we follow a strategy we call 
the “fat pitch” method of investing. In a nutshell, this strategy consists of buying great  
companies only when they are cheap enough to provide a margin of safety. If we can’t find any 
bargains, we hold cash and wait. This disciplined approach is one of the things that set us 
apart from other newsletters.

Another distinctive feature is that our Tortoise and Hare portfolios contain real money. In other 
words, the cooks are eating the cooking. But perhaps our best asset is the stock analyst staff 
that stands behind this newsletter—more than 100 stock analysts stationed around the globe 
feeding us ideas from their areas of specialization. 

This Reader’s Guide explains how to get the most from your StockInvestor subscription,  
with particular focus on our proprietary measures. Again, thank you for subscribing to  
Morningstar StockInvestor.

Sincerely,

Paul Larson, Chief Equities Strategist 
Portfolio Manager and Editor, Morningstar StockInvestor
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Cover Story 
Equities Strategist Paul Larson gives his take on current 
issues affecting the market and your portfolio.

Tortoise Portfolio 
This portfolio offers you a group of stocks for conser- 
vative, steady growth. Each month, Paul Larson 
discusses portfolio performance and individual stocks 
in the portfolio. 

Hare Portfolio
This portfolio offers you a group of stocks that tend  
to be smaller and/or riskier, with a higher reward  
potential. Paul Larson reviews the portfolio’s perfor-
mance monthly.

Stock Focus 
Each month, you get in-depth Morningstar Analyst 
Reports on stocks in the portfolios or on the radar. In 
addition to giving you our opinion on each, we  
review the valuation, management team, and busi- 
ness strategy.

Spotlights
Whether it is insights from a recent company visit, an 
analyst interview, or a debate, we dedicate pages to 
in-depth coverage in every issue.

Wide-Moat Watchlist
This is our list of companies that trade on U.S. 
exchanges with wide economic moats, or strong 
competitive advantages, which allow them to  
earn excess profits. Each month, we will tell you  
which we think are undervalued or overvalued,  
as well as give you comments.

Your StockInvestor subscription does not end with  
the monthly printed issues. The other valuable  
features include:

StockInvestor Website
Download issues before the mailman arrives, view the 
latest fair value estimates for the portfolio and 
watchlist companies, and manage your account at:  
msi.morningstar.com.

E-mail Trade Alerts
Whenever a trade is made in the Tortoise or Hare,  
Paul Larson sends out an e-mail alert explaining what 
he did and why, within one business day of the trade.

Weekly E-mail Roundup
Each Friday evening, Paul Larson sends out an e-mail 
that discusses and dissects the news of the week 
surrounding the companies in the Tortoise and Hare. œ

Morningstar StockInvestor  
Overview
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 “All I can tell them is pick a good one and sock it.”
—Babe Ruth

 “I’ve found that you don’t need to wear a necktie if you 
can hit.”
—Ted Williams

 “The stock market is a no-called-strike game. You don’t 
have to swing at everything—you can wait for 
your pitch.”
—Warren Buffett

In baseball, a batter who watches three pitches thrown 
just inside the strike zone will be called out by the 
umpire. Also, as many baseball fans know, the size of 
the strike zone can vary from one umpire to the next. 
Baseball players thus often have an incentive to swing 
at pitches they would rather not, out of fear of being 
called out. 

Many investors, especially professional money man-
agers, are playing baseball when they invest. There is  
a lot of pressure to get base hits, doubles, triples, and 
home runs in order to earn their keep. They aim to 
outscore the indexes they are playing against. So out of 
fear of being “called out,” they swing at pitches that 
might be just inside the strike zone, even though they’d 
prefer to watch those pitches go by. 

In other words, investors often forget their valuation 
discipline and think about investing like it’s a baseball 
game—three called strikes and you’re out. So they 
swing away. 

But what if the rules of baseball were different? What 
if a batter could watch any number of pitches go  
by, waiting for the perfect “fat pitch” to come along 

before swinging? Baseball will never adopt this rule,  
of course—games would last too long, and pitchers 
would bemoan their escalating ERAs. But as an 
investor, you can (and should) play by these rules.

You can significantly raise your investment batting 
average by waiting for the pitcher—Mr. Market— 
to throw you a nice fat pitch right down the middle of 
the strike zone. Unless the market throws a pitch  
that you’re very confident in swinging at, you can sit 
there and watch strike after strike be thrown without 
worrying about being called out because, unlike  
in baseball, there is no penalty for being patient in 
investing. With the market pitching, you can let as 
many curveballs, knuckleballs, and sliders go by as you 
want until you see your pitch to hit. 

The fat-pitch strategy that we have developed here at 
Morningstar has five parts:

e Look for wide-moat companies. 
Companies with wide economic moats reside in prof-
itable industries and have long-term structural  
advantages versus competitors. These companies are 
fat pitches with predictable earnings, returns on  
capital higher than their cost of capital, and long-term 
staying power. You will find these companies on  
the Wide-Moat Watchlist contained in Morningstar  
StockInvestor. 

The beauty of a wide-moat company is that the odds 
are pretty high that the actual intrinsic value of the  
firm will increase over time, leading to higher share-
holder value. In other words, time is on your side  
with these companies. 

By contrast, companies with no economic moats gener-
ally destroy shareholder value over time—when you 
buy a no-moat company, you’re making a speculative 
bet that the stock will bounce up just long enough for 
you to sell it. That’s a very tough game to play.

The Fat-Pitch Approach to  
Stock Investing

Morningstar’s practical stock evaluation and investment  
techniques for individual investors.
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r Always, always have a margin of safety. 
Instead of buying a stock based on what everyone else 
is doing, buy a stock only when it’s selling at a decent 
margin of safety to your estimate of its fair value. Don’t 
even think about the overall direction of the stock 
market, because that’s impossible to predict with any 
consistency. By doing this, you’ll need to exercise  
a lot of discipline and wrestle with the fear of missing 
out on a market rally. 

Patience is indeed a virtue using this approach because 
often it may take many months, or longer, before a  
fat-pitch opportunity presents itself. Although you may 
feel at times that the market is running away from  
you and that a fat pitch may never come around, rest 
assured that there will be opportunities in the future, 
and you’ll be poised to swing away. 

Think only about individual wide-moat companies; if 
you find one where the price is irrationally low relative 
to its long-term intrinsic value, consider buying it. If 
not, hold off for a fatter pitch. 

Obviously, to determine whether a particular stock  
is trading with a sufficient margin of safety, you  
must have some sort of an estimate of what you think 
it is worth. Our published fair value estimates— 
generated by our stock analysts, who undertake 
complex discounted cash-flow analyses on each indi-
vidual company—are a good place to start. 

Also, you must determine how much of a margin of 
safety you’ll require before buying a stock. In general, 
the more uncertain a stock, the higher your margin  
of safety should be. Likewise, you can accept a smaller 
margin of safety for a company with lower uncer- 
tainty. (See the next section in this guide for more on 
margin of safety.)

The beauty of fat-pitch investing is that there are a 
couple of built-in factors that help offset the risk that 
your fair value estimate is wrong. First, by requiring  

a margin of safety, you’ve given yourself some error 
cushion, just in case your estimate was too high. 
Second, by purchasing wide-moat companies, chances 
are high that the firm will increase in value over  
time. Thus, even if your estimate of value was way off, 
the firm—and its stock price—will most likely  
appreciate in value, eventually catching up to your fair 
value estimate. In effect, by buying wide-moat  
companies, you have another margin of safety built  
into your investment.

t Don’t be afraid to hold cash. 
Holding cash is like holding an option—the option  
to take advantage of volatility in the market. The value 
of this option rises when market volatility rises. Thus, 
when the volatile stock market provides you an oppor-
tunity to buy wide-moat companies at bargain prices, 
you’ll be ready with cash in hand to take advantage of 
the irrationality. 

Many market participants often neglect this important 
aspect of investing and stay fully invested at all times. 
For instance, many professionals feel they are actually 
required to stay fully invested even if there’s a lack  
of fat-pitch opportunities. Thus, when the market drops, 
they often can’t do anything but watch (or worse, sell 
out near the bottom). 

Being fully invested at all times goes hand-in-hand 
with the professional’s focus on relative returns—
beating an index. For example, if the market drops by 
10% in a year, but the fictional Relative Return Fund 
dropped only by 8%, Relative Return’s manager has 
provided value because the fund had a better return 
relative to the market. However, had you invested in 
this fund, you’d still be 8% poorer, not exactly anything 
to cheer about. 

We argue that individual investors should care more 
about absolute returns (how much money did you 
make) and less about relative returns (did you beat a 
benchmark). So if the market isn’t throwing you fat 
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pitches, just hold on to your cash and wait until it does 
because fat-pitch investments are much more likely to 
provide strong absolute returns over time.

u Don’t be afraid to hold relatively few stocks. 
There are very few good ideas in any given year—
Warren Buffett has said he’s happy to have even one. 
For the rest of us (namely, those without the need to 
invest several billion dollars to make a difference in our 
portfolios), there may be five or six good ideas a year. 

Remember, it takes great patience to be a fat-pitch 
investor, but when opportunities present them- 
selves (nice fat pitches right down the middle), you 
should buy boldly (swing away). 

We caution you, however, that it’s risky to hold a 
concentrated portfolio (few positions) unless you  
do three things:

e Buy only wide-moat companies that will increase in 
intrinsic value over time.

r Buy them only at significant discounts to fair value 
(a margin of safety).

t Have a time horizon of at least three years on  
each stock pick. It may take this long (or longer)  
for the market to recognize the value of a company.

If you aren’t willing to follow these three rules on each 
and every stock that you buy, then you probably will 
need more diversification in your portfolio. 

i Don’t trade very often. 
If you’re using the fat-pitch approach, you won’t need 
to trade very often because you’ll hold only wide- 
moat companies. By definition, a wide-moat company 
has long-term advantages and creates shareholder 
value year in and year out. 

Because a wide-moat firm creates value each year, its 
intrinsic value tends to increase over time. These  
are the only types of stocks in which a buy-and-hold 
strategy works well because the odds are in your  
favor that the actual underlying value will continue 
increasing over time. 

Think of it this way: Investing is nothing more than a 
game of probabilities. No matter how diligent you  
are, your fair value estimate for a stock will never be 
exactly right. In essence, fair value is just an estimate 
of what a stock is worth using estimates for future 
earnings growth and profitability. Thus, there’s always 
less than a 100% probability that you’ll be right about  
a stock pick. 

Given that the odds are below 100%, there’s little point 
in frequently trading from one stock to another; your 
odds of being “right” on the new pick are probably only 
a little higher than the odds of being wrong on the 
current pick. Add to this the costs of trading—including 
taxes, bid-ask spreads, and commissions—and the 
odds of generating higher returns by trading frequently 
are worse than simply buying great stocks at good 
prices and holding them for three years or more. 

The Fat-Pitch Approach at a Glance

e  Look for wide-moat companies.

r  Always, always have a margin of safety.

t  Don’t be afraid to hold cash.

u  Don’t be afraid to hold relatively few stocks.

i Don’t trade very often.

The Bottom Line
By following this approach to stock investing, we think 
you can tremendously improve your odds of investment 
success. Although it requires plenty of discipline and 
patience, you should be able to earn strong returns 
over the long term by only buying stocks that present a 
nice fat-pitch opportunity. œ



8

In the 1950s, acclaimed journalist Edward R. Murrow 
hosted a popular radio program called “This I Believe” 
that lives on in various forms today. The program asked 
people from all walks of life to write short essays 
regarding the principles that guide them. In the spirit of 
this program, below are 15 things I believe. This should 
give some flavor regarding the strategy I use to 
manage the Tortoise and Hare as well as what you can 
expect from me in the future. 

1 Stocks represent ownership stakes in businesses and 
are not just pieces of paper to enable trading. Think 
like a business owner.

2 If stocks are ownership slices of a business, we 
should value stocks like we value businesses. A  
business is worth the discounted value of all future 
cash flow that it can generate.

3 In the short term, the market is a voting machine. 
Popularity rules the day. In the long term, the market  
is a weighing machine, gravitating toward a company’s 
true intrinsic value. Buy on the cannons (when  
stocks are unpopular), sell on the trumpets (when 
euphoria reigns).

4 There are two ways to make money in the stock 
market: 1) Own businesses that will grow in value  
over time. 2) Buy things below intrinsic value, and wait 
for the market to come around to recognize that value. 
Try to do both.

5 Businesses that have strong and sustainable 
competitive advantages—a wide economic moat—will 
increase in value at a greater rate than those that do 
not. Wide-moat firms are also best suited for survival,  
 

possessing the high ground that will flood the last,  
if at all, when a downturn hits. Focus on these firms.

6 Gaining an edge via better information is nearly 
impossible in this day and age. However, humans  
are fallible, and incentives are aligned with short-term 
measures for many market participants. Behavioral 
finance is legitimate, and an edge can still be had via a 
better long-term perspective.

7 Staying within one’s circle of competence is impor-
tant. Do not be afraid to admit, “I don’t know” and/or 
that something is “too hard.” To use a baseball meta-
phor, there are no called strikes in investing, so we  
can be patient and wait for the truly fat pitches before 
taking a swing.

8 Activity for activity’s sake is harmful since frictional 
trading costs can greatly harm returns. We should aim 
to minimize commissions, taxes and fees for “helpers.”

9 We should focus on the value of the securities we 
are considering just as much as the price. If we know 
the price but do not know the value, we know nothing. 
One becomes a better athlete by practicing, not 
watching the scoreboard.

10 Valuation matters. Paying too high a price for  
a stock can lead to disappointing returns, even if the 
underlying company subsequently performs wonder-
fully. Look for situations where a company has to meet 
or exceed a low set of expectations priced in by  
the market.

11 There is a dosage effect regarding portfolio diver-
sity. Diversity is important to have, but too much can 
also dilute best ideas and excess returns. It can actu-
ally be safer to have fewer baskets if it affords a much-
closer watching of the eggs.

12 The greater the payoff odds (lower price/fair value 
ratio), the greater the weight a position should be in a 

15 Things I Believe
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portfolio, all else equal. Likewise, the greater the confi-
dence in one’s projections, the greater the position size 
should be, all else equal. 

13 The future is inherently uncertain, and one should 
always demand a margin of safety. The more uncertain 
a situation, the greater the margin of safety should be.

14 Always consider opportunity costs. We should not 
be afraid to sell a good opportunity to take advantage 
of a great opportunity. We can generate value by 
selling dollar bills trading for $0.90 to buy other dollar 
bills trading for $0.60.

15 Investing is a multidisciplinary exercise. Read 
widely. Look for wisdom in unconventional places, and 
always keep an eye out for opportunities.

I think this list is a good introduction to my strategy for 
the newer subscribers, and a cogent reminder of  
the course we are pursuing for subscribers that have 
been with StockInvestor for awhile. As the perfor-
mance of the Tortoise and Hare shows, these simple 
principles have served us well, and I have no reason  
to believe they will not continue to be profitable guides 
for the future. œ
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The phrase “margin of safety” goes back to the 
legendary value investor Benjamin Graham, who called 
it “the key concept of investment.” Here at Morningstar, 
margin of safety is the major factor we use to judge 
whether a stock is a “buy” at a given price.

The Essentials
At some level, every investor is trying to buy assets 
(stocks, bonds, or whatever) for less than they’re really 
worth, in the hope of selling those assets once the 
market wises up and the price rises. The revolutionary 
step taken by Graham and David Dodd in their book 
Security Analysis (1934) was to quantify the relation-
ship between a stock’s market price and its intrinsic 
value in a more systematic way than anyone had tried 
to do before. 

For Graham and Dodd, a stock’s margin of safety is  
the amount by which its market price trades below its 
intrinsic value. So, if a stock is worth $40 a share but 
it’s selling for $30, its margin of safety is $10, or 25%  
of its intrinsic value. Graham thought a stock was 
worth buying as an investment only if it had a margin 
of safety big enough to compensate for the possibility 
that his intrinsic value estimate was too optimistic. 
Graham disciple Warren Buffett has used this principle, 
in a somewhat modified form, to become one of the 
most successful investors of all time.

Of course, figuring out a stock’s intrinsic value can be 
tricky. Much of Security Analysis is devoted to this 
challenge, focusing mainly on various forms of the divi-
dend discount model. Nowadays, with dividends out  
of favor (at least until recently), discounted cash-flow 
models are more popular, but the basic idea is the 
same: An asset is worth the present value of the cash 
it will generate in the future. Here at Morningstar,  

our analysts estimate each stock’s fair value using a 
discounted cash-flow model.

One Size Doesn’t Fit All
Once we have a fair value estimate, the other tricky 
part is figuring the required margin of safety. How  
far below its fair value estimate must a stock’s price 
fall before it becomes an attractive investment?

We approach this question by first assuming that not 
all margins of safety are created equal. A young,  
very risky company whose future cash flows are hard  
to predict will require a bigger margin of safety than a 
dominant, well-established company in a stable 
industry, such as PepsiCo PEP. The larger discount 
compensates for the increased chance that some- 
thing will damage the young firm’s growth and profit-
ability (such as new competitors) and for the greater 
possibility that our fair value estimate will turn out  
to be too optimistic. Even the slightest margin of safety 
would have kept investors from buying risky stocks  
in March 2000 before their share prices collapsed (then 
again, it’s unclear if anything would have stopped 
people from buying stocks in March 2000. It was a “new 
economy,” remember?).

Margin of safety can also be seen as a way of mitigating 
valuation risk. Suppose we’re considering two stocks, 
one very stable and one very risky, each with a $50 fair 
value estimate. We’ll probably be confident in the  
fair value estimate for the stable stock, and so we might 
require only a small discount—to let’s say $40—
before the stock looks attractive. But we’re much less 
confident in our $50 estimate for the risky stock; 
there’s a good possibility that it’s really worth only $30, 
or even $20. (Think of all those ultrarisky—and in  
retrospect, ultraexpensive—Internet stocks in 1999–
2000.) To lessen the possibility of overpaying, we’ll  
buy that risky stock only at a substantial discount to its 
fair value estimate—say, $30 or $25.

How We Determine a Stock’s 
Margin of Safety
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The StockInvestor Way
How do we determine a stock’s margin of safety at 
StockInvestor? As with the rest of our stock analysis, 
we try to use consistent standards. Essentially,  
the margin of safety we require for a stock depends on 
the same factors that help determine its star rating, 
namely fair value uncertainty and economic moat.

We classify each stock’s uncertainty as low, medium, 
high, very high, or extreme based on cyclicality,  
cash-flow predictability, leverage (both financial and 
operating), and the risk that an external event (such  
as a lawsuit or missed product approval) could change 
its investment outlook. Stocks are classified as having 
a wide moat, a narrow moat, or no moat depending  
on how sustainable their competitive advantage is, as 
determined by the analyst in consultation with Paul 
Larson (chief equities strategist) and the rest of Morn-
ingstar’s economic moat committee.

Based on these two factors, each stock falls into one  
of four groups. Stocks with low uncertainty, such  
as PepsiCo, require a small 10% discount to be rated 5 
stars. Those with very high uncertainty require a large 

40% discount for 5 stars. Stocks between these two 
require intermediate discounts. We’re consistent in the 
margin we recommend. That sets us apart from just 
about every other equity research firm and newsletter. 
Think about investment recommendations you’ve 
received from other sources. Is there a consistent, 
rigorous methodology behind them, or a seat-of-the-
pants analysis and buy or sell recommendations based 
on the mood of the analyst that week?

At Morningstar, we need to see a margin of safety 
before we’ll recommend a stock. Valuation is  
important, and one of our primary jobs as analysts is  
to keep investors from overpaying—even for great 
companies. We’d rather miss out on a good investment 
because we require too large a margin of safety than 
recommend stocks at nosebleed prices. In our view, the 
real cost of losing money is worse than the opportunity 
cost of missing out on gains.

Required Margins of Safety
The table above shows how a discount or a premium to 
a stock’s fair value estimate affects its star rating, 
based on its uncertainty rating.

As you can see, 50% is our maximum required margin 
of safety. Also, because the largest number of our 
coverage universe falls into the medium uncertainty 
category, many stocks require a 30% margin of  
safety to hit 5 stars. œ

Morningstar Margin of Safety and Star Rating Bands

Q 

QQ

QQQ

QQQQ

QQQQQ

Uncertainty Low Medium High Very High Extreme
Rating

50%
60%

70%
80% 80%

85%
90%

95%

175%

155%

135%
125% 125%

115%
110%105%

Price/Fair Value

2.00 

1.75

1.50

1.25

1.00

0.75

0.50

0.25
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Readers often ask how to use the fair value estimates 
we generate for stocks. Our fair value estimates  
are the cornerstone of the Morningstar investment 
approach, and they can be easily confused with  
the “target price” that Wall Street brokerage houses 
(the “sell-side”) issue in their research reports. 

A Subtle but Important Difference
There’s a key difference between fair value and target 
price: The Morningstar fair value estimate is based on 
how much we believe the stock is worth, while a target 
price estimates how much other investors are willing  
to pay for the stock. This divergence happens because 
Morningstar looks at stocks differently than most on 
Wall Street. 

Morningstar’s fair value estimates aren’t meant to be 
automatic buy or sell indicators. To determine reason-
able buy and sell prices, we look at a stock’s margin  
of safety. We like to buy when a stock’s market price is 
considerably less than our fair value estimate. This  
is important because buying when a stock is trading at 
a discount protects the investor in case our fair value 
estimate is too optimistic. On the other hand, when the 
market price has climbed far above the fair value  
estimate, this may be an indication that the stock is 
overvalued and potentially vulnerable to any hiccups 
that might come along.

A Closer Look at our Fair Value Estimates
We use a proprietary discounted cash-flow (DCF) model 
to derive our fair value estimates. This model assumes 
that the stock’s value is equal to the total of the free 
cash flows the company is expected to generate in the 
future, discounted back to the present at a rate 
commensurate with the riskiness of the cash flows.
 

The first step is to project how much cash a firm is 
likely to produce over a number of years, and subtract 
the amount needed for capital improvements and 
increases in working capital to keep the business 
growing. Whatever profits are left over belong to the 
shareholders. The second step is to discount those 
profits to understand how much they are worth today.

As with any DCF model, the ending value is highly 
sensitive to the analyst’s projections of future  
growth and profitability. In addition, the cost of capital, 
which is determined by the firm’s capital structure  
and riskiness, is another influential factor in the fair 
value estimate. 

In contrast, Wall Street target prices are usually formu-
lated by taking a short-term earnings estimate and 
applying a multiple, most typically a price/earnings (P/E) 
ratio. In theory, the P/E ratio shows how much inves-
tors are willing to pay for a firm’s earnings. To arrive at 
a target price for the future, sell-side analysts often 
take their earnings projections and multiply them by a 
P/E ratio that’s appropriate for the industry or reason-
able by the company’s historical standards. 

Key Distinctions
There are several key differences worth noting.  
Morningstar’s approach emphasizes cash flows, while 
price targets focus on earnings estimates. Both are 
measures of profitability, and both depend, to a great 
degree, on the analyst’s projections of future perfor-
mance. However, a company’s management often has 
more discretion over how to report earnings, which  
can lead to distortions or accounting sleight of hand. 
Cash flows are less vulnerable to manipulation. 

How Morningstar Calculates 
a Stock’s Fair Value Estimate
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Another important distinction is that Morningstar 
analysts typically have a longer time frame in mind 
when thinking about a company’s prospects and  
how much cash it can generate—sometimes 10, 15,  
or even 20 years into the future. 

As a result, we’re not particularly concerned with earn-
ings over the next few quarters. If McDonald’s  
MCD experienced a near-term dip in earnings because 
of unusual weather conditions, we wouldn’t be too 
worried, and it likely wouldn’t have any effect on our 
fair value estimate. On the other hand, target prices 
from the sell-side analysts most often apply to a six- to 
12-month time period. Because of this shorter window, 
sell-side models focus on the company’s ability to  
meet short-term forecasts for the next quarter and year.

Worth vs. Price
Finally, keep in mind that what something is worth is 
not always the same as what someone is willing  
to pay for it. Just think about the last time you bought  
a pair of shoes on sale and felt like you’d found  
a bargain because you paid less than you figured the 
shoes were worth. Or, conversely, the last time you 
went out for a meal and felt it wasn’t worth as much  
as you paid. Our fair value estimates are meant to 
provide a calculation of what the stock is worth, irre-
spective of what investors are willing to pay for it.

In the end, our fair value estimates are more of a guide 
than automatic buy or sell prices. As long as you  
have a good idea of what a stock is worth, you’ll be in 
a better position to determine whether it is a bargain  
or is overvalued. 

The father of value investing, Benjamin Graham, 
explained that in the short run, the market is like  
a voting machine—tallying up which firms are popular 
and unpopular. But in the long run, the market is  
like a weighing machine—assessing the substance  
of the company. Target prices are geared more  
toward the former, while the Morningstar fair value 
estimates are oriented toward the latter. œ
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The concept of economic moats is a cornerstone  
of StockInvestor’s investment philosophy. We believe 
that successful investing involves a thorough evalua-
tion of whether a business will stand the test of time. 

Castles and Moats 
The concept of an economic moat can be traced back to 
legendary investor Warren Buffett, whose annual 
Berkshire Hathaway BRK.B shareholder letters over 
the years contain many references to him looking to 
invest in businesses with “economic castles protected 
by unbreachable ‘moats.’” 

In a 1999 Fortune article, Buffett wrote, “The key to 
investing is… determining the competitive advantage 
of any given company and, above all, the durability of 
that advantage.”

Whenever a company develops a profitable product or 
service, it isn’t long before other firms try to capitalize 
on that opportunity by producing a similar—if not 
better—version. Basic economic theory says that in a 
perfectly competitive market, rivals will eventually eat 
up any excess profits earned by a successful business. 
In other words, profits attract competition, and compe-
tition makes it difficult for firms to generate strong 
growth and margins over an extended period of time. 

Wider, Deeper, and More Alligators
Sustainable competitive advantages can take many 
forms, and some companies are better at developing 
them than others. But more than anything, the prin- 
ciple of sustainability is central to an evaluation of a 
company’s economic moat. A company with a wide 
economic moat is one best suited to prevent a compet-
itor from taking market share or eroding its margins. 

Here is how Morningstar defines the five main types of 
economic moats.

Low-Cost Producer: Firms that can figure out ways to 
provide goods or services at a lower cost than anyone 
else have an advantage because they can undercut 
their rivals on price. Wal-Mart WMT is a textbook 
example of a low-cost producer because it can use its 
size to acquire merchandise on the cheap, passing part 
of the savings to its customers. 

Switching Costs: Switching costs are those one-time 
inconveniences or expenses a customer incurs to 
change from one product to another. Customers facing 
high switching costs often won’t switch unless they  
are offered a large improvement in either price or 
performance. Otherwise, the switch isn’t worth it. As 
they say time is money. Companies whose customers 
have switching costs can charge higher prices (and 
reap more profits) without the threat of losing business.

Many financial-services companies enjoy the benefits 
of customer switching costs. Just ask anyone who  
has contemplated moving a checking account from one 
institution to another. Is it worth the hassle to open  
a new account, order new checks, switch direct deposit, 
and transfer automatic billing just to save $1 on  
ATM transactions?

The Network Effect: The Network Effect occurs when 
the value of a particular good or service increases for 
both new and existing users as more people use that 
good or service. For example, the fact that there are 
literally millions of people buying and selling things on 
eBay EBAY makes its service incredibly valuable  
to existing users—and makes it all but impossible for 
another company to duplicate its service. Imagine if 
you started a competing auction site tomorrow—there 
would be nothing for sale, so no buyers would be  
interested in your site. And without any buyers, there 
would be no sellers, either. It’s a virtuous circle for 
eBay, but a vicious one for competitors.

How Morningstar Measures 
Economic Moats



Buying Core Stocks the Morningstar StockInvestor Way 15

Intangible Assets: Intangible assets generally refer to 
the intellectual property that firms use to prevent  
other companies from duplicating a good or service. Of 
course, patents are the most common economic  
moat in this category, critical for drugmakers, such as 
Pfizer PFE and Johnson & Johnson JNJ. A strong 
brand name can also be an economic moat—just 
consider consumer-product companies such as Coca-
Cola KO and Procter & Gamble PG. 

Efficient Scale: This dynamic primarily occurs when a 
limited market size is effectively served by one or a 
small handful of companies. In many of these situa-
tions, the incumbents have economic profits, but a 
potential competitor has less incentive to enter 
because the limited opportunity would cause returns in 
the market to fall well below the cost of capital, not 
just down to the cost of capital itself. The companies 
that benefit from this phenomenon are efficiently 
scaled to fit a market that only supports one or a few 
competitors, limiting rivalry. International Speedway 
ISCA is a great example; there is simply not enough 
demand for more than a single NASCAR racetrack in 
any given city. Airport companies like Grupo Aero del 
Sureste ASR (a Mexican airport operator) also benefit 
from efficient scale because, for most cities, it makes 
sense to have just a single commercial airport.
 
Companies can sometimes fall into just one of these 
buckets, while others may have two or more sources of 
advantage. Take Grupo Aero del Sureste: Even though 
efficient scale alone would keep competitors at bay, 
the company also sources its moat from intangible 
assets in the form of government concessions that limit 
new airports from being built in geographies where it 
operates. Or consider Coca-Cola: The company obvi-
ously benefits from the intangible assets represented 
by its brands. But even if these brands were to lose 
their value and the company were to produce generic 
cola, Coke would still have a major cost advantage 
because of its distribution network.
  

Measuring Moats

At Morningstar, we classify moats as either wide, 
narrow, or none. To determine which bucket a company 
fits into, we spend a lot of time getting to know the 
industries we cover, combing through financial state-
ments, and talking to management. Before we assign a 
company a narrow or wide economic moat, we want to 
be confident that sustainable competitive advantages 
will allow it to generate returns on capital in excess of 
its cost of capital for at least one decade. To attain a 
wide moat rating, we must expect a company’s 
competitive advantage period to last at least two 
decades.
 
It is not easy for a company to meet our wide-moat 
criteria. Of the approximately 2,000 securities to which 
we assign moat ratings, only about 10% are classified 
as wide-moat. This is all the more impressive when you 
consider Morningstar’s coverage universe skews 
toward large and successful firms; most companies in 
the overall economy don’t have any sort of moat what-
soever. By focusing on this select group of wide-moat 
firms, we are focusing on the at least the top decile in 
terms of company quality. œ
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Morningstar has been analyzing investment strategies 
for more than 25 years. We’ve become experts at  
separating styles that haven’t worked from those that 
have. And we’ve also developed our own strategy  
for investing in stocks.

Buying a stock means becoming part owner in a busi-
ness, which means that over the long run, stock prices 
are ultimately driven by corporate financial perfor-
mance. Therefore, stocks should be valued as pieces of 
a business—not as, in the words of Warren Buffett,  
 “little wiggling things with charts attached.” That’s why 
we spend a great deal of time thinking about things 
such as competitive advantages, cash flows, and 
economic moats—all of which are crucial to valuing 
companies as businesses. 

It’s no surprise, then, that the Morningstar Rating for 
stocks takes a business-centered approach. The rating 
compares a stock’s current price with our estimate  
of the stock’s fair value. We base this estimate on the 
present value of the company’s future cash flows.  
Not on stock-price momentum. Nor on investor senti-
ment. Nor on other nonfinancial factors. 

The Morningstar Rating for stocks leads investors  
to well-run businesses trading at reasonable prices.  
We think that’s a successful strategy for choosing 
stocks—more successful than following fads or buying  
 “story stocks.”

 How is the rating created?

 Morningstar analysts estimate a company’s future 
financial performance using a detailed discounted cash- 
flow model that factors in projections for the company’s  
 

income statement, balance sheet, and cash-flow state-
ment. The result is an analyst-driven estimate of the 
stock’s fair value. 

 What determines whether a stock gets 1, 2, 3, 4, 
or 5 stars?

 Generally speaking, stocks trading at large 
discounts to our analysts’ fair value estimates  
will receive higher (4 or 5) star ratings, and stocks 
trading at large premiums to their fair value esti- 
mates will receive lower (1 or 2) star ratings. Stocks 
trading close to our analysts’ fair value estimates  
get 3-star ratings.

A stock with a lower uncertainty rating is likely to 
receive a better star rating than a stock with a  
higher fair value uncertainty rating given an equal 
discount to their fair value estimates.

For example, a low-uncertainty stock needs only a 10% 
discount to our fair value estimate to receive a rating  
of 5 stars, while a stock with high uncertainty needs a 
40% discount to fair value to receive the same rating.

 How often do ratings change? What causes 
them to change?

 Ratings are updated daily and can therefore 
change daily. They can change because of a move  
in the stock’s price, a change in the analyst’s estimate 
of the stock’s fair value, a change in the analyst’s 
assessment of a company’s fair value uncertainty,  
or a combination of any of these factors. The vast 
majority of daily rating changes are driven by changes 
in market prices of stocks because we don’t make 
frequent adjustments to our fair value estimates.

How We Assign Our Star Rating  
for Stocks
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 How does the methodology for your stock star 
ratings differ from the methodology for your mutual 
fund star ratings? 

 Funds and stocks are different investment vehicles 
and therefore should be analyzed—and rated—differ-
ently. The Morningstar Rating for funds describes  
how well a fund has balanced return and risk or vola-
tility in the past. The Morningstar Rating for stocks  
is forward-looking; it uses projections of a company’s 
future operating performance to estimate whether  
the stock is overvalued or undervalued based on its 
future cash flow. 

Evaluating an individual security requires a different 
approach than sizing up a portfolio of stocks; our 
ratings for stocks and funds are designed to do two 
different things.

When evaluating a mutual fund, an investor is essen-
tially judging the past performance of a portfolio 
manager. Our rating for funds is a backward-looking 
description of how the fund has balanced return and 
risk or volatility.

When evaluating an individual stock, you need to  
estimate future cash flow and earnings. The Morning-
star Rating for stocks is designed to tell investors if  
a stock’s current price is greater than or less than our 
estimate of the stock’s fair value, based on the  
potential future cash flow and performance of the 
company. 

 Does the Morningstar Rating for stocks include 
a risk component?

 Yes. The higher a company’s fair value uncertainty 
rating, the greater the discount to the fair value  
estimate needed to achieve a 5-star rating.

 How do you choose the companies that receive 
a star rating? 

 We rate the largest and most well-known compa-
nies in the stock market, as well as those that are 
popular among our customers. We rate approximately 
2,000 securities, and we aim to continue expanding our 
coverage universe. œ
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I manage two of Morningstar’s stock portfolios, the 
Tortoise and the Hare. As the names imply, these  
portfolios are designed for investors with different 
levels of risk tolerance. 

The Tortoise Portfolio is designed for conservative 
investors, while the Hare Portfolio is for investors able 
to stomach a lot of volatility for a chance at higher 
returns. Because most investors don’t fall neatly into 
one of these two categories, we expect that most 
readers will pick and choose stocks from each portfolio 
based on their own risk tolerance and investment goals. 

I consider stocks for the portfolios based on our 
analysts’ estimates of their fair values. Unless I feel  
a stock is significantly undervalued, I won’t add it  
to the portfolios. Because of this discipline, only a frac-
tion of the companies Morningstar covers are worthy  
of consideration for the portfolios at any given time. 

Other aspects of Morningstar’s stock portfolios:

p Each portfolio began with $50,000 June 18, 2001. 
We added $2,000 to each portfolio each month  
until our cost basis rose to $100,000. Then we stopped 
adding new money. 

p Commission is included in the cost basis of  
each stock.

p We only buy stocks listed on one of the three major 
U.S. exchanges.

p We have a minimum size ($100 million market capi-
talization requirement, as well as a minimum liquidity 
($1.5 million average daily trading volume) requirement.

p We do not short-sell stocks or purchase bonds, 
options, futures, or other types of financial instruments. 
The portfolios do not use margin loans.

p The weighting of each stock in the portfolios gener-
ally signifies the degree of confidence we have in it. 
For example, we have more confidence in a stock that 
constitutes 8% of a portfolio than one that constitutes 
only 4%.

p We may sell a stock at any time, or we may choose 
to hold onto a stock—even if we feel it’s overvalued—
because of tax considerations or other reasons.

Consider Buying and Consider Selling Prices
We publish prices at which we’d consider buying or 
selling each of the stocks in the Tortoise and Hare  
portfolios. For example, if a stock’s Consider Buying 
price is $35 and Consider Selling price is $67.50,  
we’d consider purchasing the stock at a price of up to 
$35, then be patient and consider selling when it  
rose above $67.50. These prices are based on our fair 
value estimates; if our estimate of a stock’s fair  
value moves up, so will its Consider Buying and Consider 
Selling prices.

How to Use the Portfolios
I get a lot of questions from subscribers about how to 
use the Tortoise and Hare to make investment decisions. 

For subscribers wishing to profit from the success of 
the Tortoise or Hare portfolios, there are two possible 
courses of action. Which one you choose depends  
on how much time and effort you want to spend picking 
your stocks: 

e Buy all the stocks in the Tortoise or Hare Portfolio at 
today’s prices, even if they’re above the Consider 
Buying price. 

This is the same thing you do when you invest in a 
mutual fund. When you buy a fund, you’re purchasing a 

An Overview of the Tortoise and 
Hare Portfolios
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basket of stocks, some of which are undervalued and 
some of which, presumably, are slightly overvalued  
at any given time. There’s no getting around this fact 
when you buy a fund, unless you buy the day it starts 
operations. Still, owning the fund can be profitable  
if the manager makes good decisions over time. We  
think the same holds true with the Tortoise and  
Hare portfolios.

This is the easiest, least time-consuming way to benefit 
from a subscription to Morningstar StockInvestor.  
Sure, by following this course of action you’ll be buying 
some overvalued stocks—we sometimes hold on  
to a stock even though it’s temporarily overvalued. On 
average, though, we think you’ll do well buying all  
the stocks in either or both portfolios and holding on to 
them for several years. 

r Merge into traffic and buy only stocks rated 5 stars 
(namely, ones trading below the Consider Buying price). 

This is probably the better strategy, because you will 
avoid what you might call planting a seed in a field  
we are about to harvest. There isn’t always much of a 
difference between 4-star stocks and 5-star stocks,  
in terms of future return potential. On average, we think 
a strategy of buying only 5-star stocks should produce 
the best returns. However, it may also result in more 
volatility because you’ll presumably hold fewer stocks. 

Definitions
Although we try to avoid jargon in our writing, there 
are some terms we use a lot here at Morningstar,  
such as economic moat, fair value estimate, fair value 
uncertainty rating, and Morningstar Rating for stocks. 
Following are definitions for these terms. This is the 
short version; see elsewhere in this Guide for more on 
these concepts. 

Size of Moat
The term “economic moat” was coined by Warren 
Buffett to describe the predictability and defensibility 

of a company’s future profits. Companies with big 
competitive advantages in mature industries (such as 
Wal-Mart WMT or Coca-Cola KO) are expected  
to have high profitability and returns on their invested 
capital, so we rate them as wide-moat companies, 
while companies with poor earnings (such as General 
Motors) have no economic moats. Most large-cap 
companies fall somewhere in between and get a 
narrow moat rating. Nearly all of the companies in the 
Tortoise and Hare portfolios have a wide moat rating.

Fair Value Estimates
In order to assign fair value estimates to stocks,  
Morningstar analysts project future cash flows using a 
proprietary discounted cash-flow model. Our DCF  
model has many “levers” that drive our fair value esti-
mates. Using our analysts’ estimates of growth, profit-
ability, and asset efficiency (among other factors), we 
are then able to calculate a stock’s fair value estimate. 

Morningstar Fair Value Uncertainty Rating
Our team of 100-plus company analysts score companies 
based on how predictable and risky are the future  
cash flows of the companies they follow. The wider the 
 “cone of future possibilities” or the more difficult  
a company is to project, the greater the uncertainty 
rating. We segment into five buckets of uncertainty—
low, medium, high, very high, and extreme. 

Morningstar Rating for Stocks
The Morningstar Rating for stocks (namely, the star 
rating) is calculated by comparing a stock’s current 
market price with our estimate of the stock’s fair value. 
A stock with a low uncertainty score will receive a 
higher star rating than a stock with a higher uncertainty 
score, given an equal discount to their fair value esti-
mates. In other words, we risk-adjust the star rating. œ
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