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Dear StockInvestor subscriber,

For more than 15 years, Morningstar StockInvestor has looked past the short-term noise of Wall 

Street to bring investors thoughtful research and analysis.

Like you, I love discovering great investment opportunities. But unlike most of you, I also have 

the luxury to spend all day looking for companies with strong and improving competitive  

positions, trading at discounts to their intrinsic values. Even better, I have access to around 100 

Morningstar analysts, all following the same disciplined approach.

Morningstar’s investment philosophy focuses on companies with “wide moats”: Sustainable 

competitive advantages that protect economic profits over the long run. Morningstar’s  

analysts also seek out companies whose moats are expanding, with exemplary management 

teams overseeing strategy and capital allocation.

This Subscriber’s Handbook is intended to get you up to speed on Morningstar’s investment 

philosophy and everything included in your new subscription. If you have any questions or 

comments about your subscription, please contact us at msi@morningstar.com or 312-424-4288. 

Although we can’t promise a response to every message, we do read them all, and if a topic 

shows up repeatedly we will address it for all subscribers in the monthly StockInvestor newsletter.

Matt Coffina, CFA

Editor, Morningstar StockInvestor
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Morningstar’s investment strategy focuses on companies 
with the following five characteristics:

1. Sustainable competitive advantages, as measured  
 by Morningstar’s economic moat ratings

2. Stocks trading at discounts to intrinsic value, as  
 measured by Morningstar’s price/fair value ratios

3. Stocks trading with a margin of safety appropriate  
 for the level of uncertainty underlying Morningstar’s  
 fair value estimates

4. Competitive positions that are stable or improving  
 over time, as measured by Morningstar’s moat  
 trend ratings

5. Management teams that excel at strategic execution 
 and capital allocation, as measured by Morningstar’s  
 stewardship ratings.

You can find more on each of these aspects of Morn-
ingstar’s equity research methodology in the subsequent 
pages. Of course, picking stocks is only part of what  
it takes to meet your investment goals. Below are some 
other aspects of StockInvestor’s approach.

Stocks Represent an Ownership Share in a Business
It seems like a basic point, but far too many people 
treat stocks as pieces of paper, and investing as a form 
of gambling. In fact, common stocks represent an 
ownership interest in a real business. Some portion of 
the cash flows generated by the businesses you  
invest in belongs to you, and you entrust managements 
to use those cash flows wisely.

Thinking like an owner changes your whole perspective 
on stock investing. If a company has a bad quarter  
or two because it is making investments for the future, 

that can be a good thing. If there’s no change in a com- 
pany’s fundamental outlook, then a decline in its  
stock price can be a good thing too: it could allow you 
to increase your ownership stake at a better price, 
either actively by buying more shares, or passively if 
the company is repurchasing its own stock. 

Don’t Panic!
It’s easy to be optimistic when stock prices are rising, 
and just as easy to panic when stock prices are falling. 
You may need to train yourself to go against your 
natural instincts and do just the opposite. To quote 
Warren Buffett: “Be fearful when others are greedy,  
and greedy when others are fearful.”

There is no rule for whether to buy, sell, or hold when a 
stock goes either up or down. But there is a rule that 
you should try to follow no matter what happens: Your 
investing decisions should be based on reason and 
analysis, not emotion. Temperament is at least as impor-
tant to investing as intelligence.

Part of keeping emotions in check is having a realistic 
time horizon. It can take many years for the market to 
recognize the value in a stock. Occasionally, external 
events—like the 2008–09 global financial crisis—can 
temporarily make an undervalued stock much cheaper, 
even if the company’s long-run cash flow outlook isn’t 
materially altered by the event. Funds that will be 
needed within the next three to five years will generally 
be better off in cash or short-term bonds than in stocks. 

Diversification versus Deworseification
A company’s intrinsic value depends on the cash flows 
it can generate in the future. Of course, the future is 
inherently unpredictable. No matter how confident you 
are in your projections, there is always a risk that 
something unexpected will happen, causing a stock to 
be worth substantially more or less than you previ-
ously believed. Even when you can identify all of the 
risks and opportunities, and assign probabilities to 
them, there is no way to know exactly which future 
scenario will play out.

The Wide-Moat Investing  
Philosophy
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To cope with this uncertainty, it is essential to  
maintain adequate diversification. This could include 
diversifying across industries and sectors, as well  
as trying to limit your portfolios’ exposure to underlying 
risk factors such as commodity prices, interest rates, 
regulation, and technological change.

While diversification has clear benefits, it also has 
limitations. The reduction in volatility of annual 
returns that can be achieved through diversification 
drops off substantially as more securities are added  
to a portfolio. A portfolio with 20 stocks isn’t that much 
more volatile than a portfolio with 40 stocks. 

More important, good investment opportunities are 
rare. If you insist on holding a very large number  
of stocks, you will inevitably end up diluting your best 
ideas with mediocre picks. Fidelity’s Peter Lynch 
described this phenomenon as “deworseification.”

Staying Fully Invested
Morningstar believes there are two ways to attempt  
to beat the market. One is to buy stocks trading for less 
than fair value, and wait until they appreciate to fair 
value. The second is to buy stock in companies that are 
compounding their intrinsic values more quickly than 
average, usually because they have strong and growing 
competitive advantages. Ideally, you would want to 
find investment opportunities where you can benefit 
from both of these factors.

A much more difficult way to try to outperform the 
market is by jumping in and out of equities, attempting 
to time the highs and lows. Few if any investors  
can do this with consistency. There is no way to know 
whether the market will rise or fall in any given  
day, week, month, or year. Moreover, stocks tend to 
increase in value over time, as the economy and 
corporate earnings grow. Over a long enough time 
horizon, the opportunity cost of not investing in  
stocks greatly outweighs the risks of staying invested 
through a bear market.

Focus on Intrinsic Value
Some investors chase performance, buying stocks 
because they have gone up in the recent past. Other 
investors do the opposite, seeking out stocks that  
have done poorly. As with any investment decision, there 
are no hard-and-fast rules, but choosing to buy or  
sell based on past performance is not a sound strategy.  

What is needed is a careful appraisal of the current 
situation. Is a stock performing well because the 
company has a strengthening competitive position? Is 
it performing poorly because investors are overly 
pessimistic about some short-term headwinds? In either 
of those cases, you may consider holding or buying 
more. On the other hand, is a stock performing poorly 
because evidence is piling up that contradicts your 
original investment thesis? Is it performing well because 
investors are overly optimistic or getting complacent 
about long-term risks? In either of those cases, you might 
want to consider selling.

Don’t Just Do Something, Stand There
Lastly, when you invest in companies with strong and 
improving competitive advantages, it’s possible  
to make more money holding while the companies 
compound their intrinsic values than you could by 
trading in and out. 

Low turnover has a number of advantages, not least  
of which is that it can save you a lot of money on taxes— 
both by paying at long-term instead of short-term 
capital gains tax rates, and by deferring taxes, with 
the money earning a return in the meantime. Low 
turnover also reduces commissions and other trading 
costs such as bid-ask spreads.

The desire to keep turnover low is a good reason not to 
shuffle funds between companies with similar risk/
reward profiles. However, it should not be an excuse 
to hold onto a stock where the risks outweigh the 
rewards, particularly if the company’s competitive 
position is deteriorating. œ
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A company with a very profitable business is like a 
castle that is constantly under attack by competitors. 
Without a strong defense, competitors will soon 
imitate the company’s products, charge lower prices, 
steal market share, and erode profit margins to the 
point where the business is merely average, at best.

Economic moats—a term Morningstar borrowed from 
Warren Buffett—are what keep competitors at bay. An 
economic moat is a sustainable competitive advantage 
that allows a company to earn excess returns on 
capital for a long period of time. Morningstar analysts 
assign every company in their coverage universe an 
economic moat rating: either wide, narrow, or none. 

Starting with the Basics: A Lemonade Stand
The most important quantitative evidence that an eco- 
nomic moat may be present is a high return on 
invested capital, or ROIC. Investors—both shareholders 
and creditors—require a certain level of return in 
exchange for providing a company the funds it needs to 
run its business. This is called the weighted average 
cost of capital, or WACC. A company generates excess 
returns if its ROIC consistently exceeds its WACC.

For example, imagine little Joe wants to open a 
lemonade stand. He needs $100 up front to buy a table, 
a pitcher, lemons, sugar, ice, and cups. This is his 
invested capital. Joe borrows $50 from Mom, and prom-
ises to pay her 5% interest ($2.50). Dad has a higher 
risk tolerance, so he buys $50 worth of common stock 
in Joe’s lemonade stand. Dad expects a 10% return 
(this is called the cost of equity).

The lemonade stand’s invested capital is funded with 
50% equity and 50% debt. The weighted average  
cost of capital is exactly what it sounds like, a weighted  
 

average of the cost of equity and debt capital. It is 
calculated as:

0.5  5%  0.5  10%  7.5%

If Joe’s lemonade stand were just any ordinary business, 
we would expect its return on invested capital to 
match its WACC: 7.5%. But Joe is an exceptional sales- 
man, and when the day is done he has earned a $10 
operating profit, after paying himself a reasonable wage 
and replenishing his stock of lemons, sugar, ice, and 
cups. The lemonade stand’s ROIC is 10% ($10/$100), 
and Joe has achieved excess returns on capital.

Beware of Competitors
At this point, Joe is feeling pretty satisfied, and his dad 
is ecstatic. After paying Mom’s $2.50 in interest, Joe 
has $7.50 left over to either reinvest in the business or 
distribute to Dad as a dividend. Dad’s return on equity  
is 15% ($7.50 divided by his $50 investment), well ahead 
of the 10% cost of equity he was expecting. It’s good 
to be a stockholder.

Unfortunately, Joe’s lemonade stand lacks an economic 
moat. His sister Julie hears about his successful  
business venture, and decides she wants in. Mom and 
Dad can hardly show favoritism to one child over the 
other, so they agree to fund Julie with the same $50 in 
debt and $50 in equity. Julie sets up shop the next 
morning right next to Joe.

When Joe and Julie count the day’s take, they find that 
each has earned a profit of $6. ROIC has fallen to 6% 
($6/$100), and both Joe and Julie have failed to earn 
their cost of capital. Mom is still doing OK, collecting  
$5 of interest on her $100 total investment. But now 
there is only $7 left for Dad: a 7% return on his $100 
investment. Dad had been expecting to earn at least 
10%—the sleepless night he spent worrying about  
his equity investment wasn’t worth the measly 7% return. 
Joe wishes he could push Julie into a real moat.

 

What is an Economic Moat?
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Wider, Deeper, and More Alligators
This example may seem simplistic, but it illustrates an 
important aspect of a wide-moat investing strategy. 
Investors should look for companies that they believe 
have sustainable competitive advantages and the po- 
tential to earn excess returns on capital for many years.

Morningstar has identified five potential sources of  
an economic moat, which are described below. Every 
company with an economic moat rating of wide or 
narrow exhibits at least one of these sources of advantage, 
and in some cases more than one.

Network Effect. The network effect occurs when the 
value of a company’s service increases for both new 
and existing users as more people use the service. For 
example, merchants have to accept payment cards 
from Visa V and MasterCard MA because so many 
consumers use them, and consumers want Visa-  
and MasterCard-branded cards because they are so 
widely accepted by merchants.

Intangible Assets. Patents, brands, regulatory licenses, 
and other intangible assets can prevent competitors 
from duplicating a company’s products or allow the 
company to charge a significant price premium. For 
example, patents protect the excess returns of pharma-
ceutical manufacturers such as Novartis NVS and 
Pfizer PFE, and consumers are loyal to brands from 
staples firms like Coca-Cola KO and Procter & 
Gamble PG.

Cost Advantage. Firms with a structural cost advantage 
can either undercut competitors on price while 
earning similar margins, or they can charge market-level 
prices while earning relatively high margins. For 
example, Compass Minerals CMP has access to a unique 
low-cost salt mine that allows it to sell this commodity 
basic material while generating excess returns on capital. 
Express Scripts ESRX controls such a large percentage 
of U.S. pharmaceutical spending that it can negotiate 
favorable terms with suppliers like drug manufacturers 
and retail pharmacies.

Switching Costs. When it would be too expensive or 
troublesome to stop using a company’s products, the 
company often has pricing power. Switching costs are 
especially common among software companies such 
as Autodesk ADSK and Oracle ORCL. Professionals spend 
entire careers learning how to use particular software 
packages, and changing software vendors can create too 
much risk of disruption to a critical business function.

Efficient Scale. When a niche market is effectively 
served by one or a small handful of companies,  
efficient scale may be present. For example, pipelines 
and other midstream energy assets operated by 
companies such as Enterprise Products Partners EPD 
and Magellan Midstream Partners MMP can have  
a natural geographic monopoly; it would be too expensive 
to build a second set of pipes to serve the same routes. œ
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If stock prices always reflected the true intrinsic values 
of the underlying businesses, there would be no  
point to stock picking. You might as well invest in an 
index fund and call it a day. 

However, the reality is that stock prices often deviate 
from fair value, sometimes by a wide margin. Ben 
Graham—generally considered the father of value 
investing—provided a great analogy. Graham said 
that in the short run, the market is a voting machine, 
but in the long run, it is a weighing machine. At any 
given time, a stock’s price reflects its current popularity 
and the market’s whims. Sooner or later though, a 
stock’s price converges toward the intrinsic value of 
the underlying business.

Intrinsic value, in turn, is determined by the cash a 
company can generate. Morningstar’s analysts assign 
fair value estimates to each of the roughly 1,500 
companies in their coverage universe. Analysts consider 
valuation from a variety of angles, but their primary 
valuation tool is discounted cash flow, or DCF, analysis.

Discounting Cash Flows
DCF analysis is based on the premise that a company is 
worth the sum of its future free cash flows, discounted 
back to the present at a rate that provides an adequate 
return on investors’ capital. Therefore, Morningstar’s 
analysts must forecast the future level of cash flows, as 
well as make assumptions about an appropriate 
discount rate.

The discount rate used is the weighted average cost of 
capital, or WACC, encountered earlier by Joe’s 
lemonade stand. Interest rates can be observed, so they 
don’t present any special difficulty. However, the  
cost of equity is a key assumption—what level of return 
do investors require to own a particular stock?

This is one of the most hotly debated topics in finance, 
and there is no easy answer. The most common tool  
for estimating cost of equity in practice is the Capital 
Asset Pricing Model, or CAPM. However, CAPM has 
several drawbacks, including the fact that it replaces one 
unobservable input (cost of equity) with three  
(the risk-free rate, beta, and the equity risk premium).

Morningstar has adopted a simplified methodology 
based on the idea of CAPM, but without all the messy 
details. For companies whose primary business is in 
the U.S., Morningstar analysts assign a cost of equity 
of 7.5%, 9.0%, 11.0%, or 13.5%. The choice of a cost  
of equity depends on a company’s level of systematic 
risk—risk that is correlated with the overall market, 
and thus can’t be eliminated through diversification. The 
most common cost of equity across Morningstar’s 
coverage universe is 9.0%, about in line with the long-run 
return on U.S. stocks. Companies with above-average 
systematic risk (such as certain economically sensitive 
financial and industrial companies) receive an 11.0% 
or 13.5% cost of equity, while those with low systematic 
risk (such as diversified pharmaceutical companies 
and regulated utilities) receive a 7.5% cost of equity. A 
premium is added to the base cost of equity for some 
international markets.

Forecasting Future Cash Flows
Estimating the cost of capital is easy compared with the 
much greater challenge of forecasting cash flows. 
There’s plenty of room for differences of opinion on what 
future cash flows will be.

Morningstar has found that it’s often easier to predict 
the future cash flows of wide- and narrow-moat 
companies. While no method is guaranteed, Morning-
star’s star ratings have been more accurate (with 
5-star stocks historically outperforming 1-star stocks) 
for companies with economic moats. It is much  
harder to pin down a valuation for a no-moat company.
Companies with moats also tend to compound their 
intrinsic values more quickly and reliably than companies 
without moats. 

How Morningstar Estimates  
a Stock’s Intrinsic Value
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Still, you shouldn’t underestimate the difficulty  
of predicting the future. Many assumptions go into 
Morningstar’s cash flow forecasts—estimates of 
volumes and prices, gross profit margins, operating 
costs, capital expenditures, investments in working 
capital, and so on. Any of these forecasts could prove 
to be too optimistic. Diversification is critical to offset 
the occasional, inevitable mistake.

A Three-Stage DCF
Morningstar’s discounted cash flow model has three 
distinct stages. In Stage I, analysts make specific 
predictions about individual financial statement line 
items, such as revenue, operating costs, and capital 
expenditures. This stage covers the first 5–10 years.

In the second stage, analysts only need to make 
assumptions about earnings growth, the return on new 
invested capital (which determines how much in- 
cremental investment is required to achieve that level 
of growth), and how long Stage II will last. This is 
where economic moat ratings are accounted for in 
Morningstar’s valuations. The wider a company’s 
moat, the longer it should be able to earn returns on 
new invested capital in excess of its cost of capital.

In Stage III, Morningstar assumes every company’s 
return on new invested capital has converged to its 
WACC. In other words, no economic moat lasts forever. 
Sooner or later, competition will catch up with a 
company and prevent it from creating value through on- 
going investment. Assuming a company is currently 
earning excess returns, the longer it can put off Stage 
III, the better.

The “Long Term” Matters Most
The most important thing to know about discounted 
cash flow analysis is that assumptions for the long  
term matter much more than short-term results. This is 
the opposite of the “price targets” commonly 
published by Wall Street analysts, which are frequently 
calculated by applying a price/earnings multiple  
to next year’s earnings. Considering that the highest-

quality businesses can stick around for a century or 
more, missing earnings estimates by a few pennies in 
any given quarter seems trivial.

That’s not to say investors can afford to ignore short-term 
developments. Short-term earnings can provide  
important clues about whether a company’s competitive 
position is strengthening or weakening over time, 
which in turn determines its future market share, margins, 
and returns on capital. Some of the best opportunities 
can arise when other investors become overly fearful 
about a short-term headwind that will actually turn 
into a long-term positive. œ
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Star Ratings and Uncertainty
Morningstar’s price/fair value ratios are a useful way 
to rank available investment opportunities. However, not 
all fair value estimates are created equal. Morningstar 
analysts also assign uncertainty ratings to every company, 
which reflect how confident the analysts are in their 
fair value estimates. Uncertainty can be low, medium, 
high, very high, or extreme. Each of the uncertainty 
ratings is associated with a suggested margin of safety. 
For example, a company with low uncertainty only 
needs to be trading at a 20% discount to fair value to 
receive a 5-star rating. With high uncertainty, the 
company needs to trade at a 40% discount to earn a 
5-star rating. The relationship between star ratings, 
uncertainty, and the price/fair value ratio can be seen 
in the graphic below. 

Moat Trends
While wide moat stocks have their advantages, the 
problem with moats is that they are often recognized 
by other investors. As a result, excess returns  
on capital are usually incorporated in stock prices. It  
is much harder for the average investor to discern 
changes in a company’s competitive position. This is 
where Morningstar’s “moat trend” rating comes  
in. If the underlying sources (or potential sources) of a 
company’s competitive advantage are improving  
over time, the company receives a positive moat trend 
rating. If the underlying sources (or potential sources)  
of an economic moat are weakening, or the company 
faces a substantial competitive threat that is growing,  
it receives a negative moat trend rating. If the competitive 
position is neither strengthening nor weakening, the 
moat trend is stable. 

Stewardship
The last piece of the puzzle is Morningstar’s steward-
ship rating. The stewardship rating represents the 
analysts’ opinion of the quality of management, with 
particular emphasis on strategic execution and capital 
allocation. Analysts also consider the degree of financial 
leverage, accounting policies, management compen-
sation, related party transactions, and other aspects of 
corporate governance. Stewardship can be exemplary, 
standard, or poor. œ

Other Morningstar Ratings
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Morningstar StockInvestor focuses on companies with 
strong and improving competitive advantages trading  
at reason able valuations. Morningstar believes these 
firms have the potential to fend off competition  
and earn high returns on capital for many years into 
the future—growing their earnings, raising their  
divi dends, and compounding their intrinsic values. The 
bottom-up research of Morningstar, Inc.’s 100 equity 
analysts forms the foundation of the data and analysis 
in StockInvestor.

Morningstar’s investment philosophy is put to work 
through the Tortoise and Hare portfolios, which are 
owned by Morningstar, Inc. and managed by Morningstar 
Investment Management LLC, a registered investment 
adviser and subsidiary of Morningstar, Inc.

Monthly issues of StockInvestor are published in three 
formats: PDF, iPad®, and print. The PDF version is  
available first through msi.morningstar.com. Data within 
the newsletter is generally as of the last business  
day of the preceding month, unless noted otherwise.

Key Features
Cover Story. This space is used to share StockInvestor’s 
latest thoughts on a wide variety of topics: economic 
moats, shifting competitive dynamics, risks and oppor-
tunities across sectors, lessons from market history, 
perspective on current events, and so on.

Tortoise Portfolio. The objective of Morningstar, Inc.’s 
Tortoise Portfolio is to focus on “high-quality” busi-
nesses, defined as having both durable competitive 
advantages and strong balance sheets. These are 
often well-estab lished market leaders with economic 
moats (preferably wide). Morningstar’s aim for  
the portfolio is to  generate risk-adjusted returns that 
outperform the S&P 500 over a full market cycle. 

Hare Portfolio. The objective of Morningstar, Inc.’s Hare 

Portfolio is to seek long-term capital appreciation  

ahead of the S&P 500 Index, focusing on companies 

with strong and growing competitive advantages. 

Morningstar is willing for the Hare to accept greater 

risk in exchange for higher total return potential. 

Portfolio Roundups. These sections are used to analyze 
the performance of Morningstar’s portfolios and 
update subscribers on recent trades, earnings reports, 
and other news affecting Tortoise and Hare holdings.

Featured Holdings. These sections display four holdings 
each from Morningstar’s Tortoise and Hare portfolios, 
with a focus on holdings that have been purchased, 
added to, or trimmed within the last three months, 
holdings trading at relatively steep discounts to Morn-
ingstar, Inc.’s fair value estimates, and holdings that 
have been in the news recently. Featured holdings are 
rotated on a regular basis with the inten tion that  
each holding will appear at least once per calendar year. 

Watchlists. The Tortoise and Hare Watchlists each 
contain 80 companies that could poten tially fit with the 
investment mandate of Morningstar’s Tortoise or  
Hare portfolios. These may include compa nies with wide 
or narrow moats, positive or stable moat trends,  
and below-average price/fair value ratios according to 
Morningstar’s analysts at the time the Watchlist 
is compiled.

Stock Focus. Each month, four companies are high-
lighted, describing what the company does, why 
Morningstar’s analysts think it has an economic moat, 
bull and bear points, and the Morningstar analysts’ 
financial forecasts.

Spotlights. This space is used to share some of the most 
interesting recent research from Morningstar’s equity 
analysts—who produce in-depth reports on economic 
moats, industry trends, valuation, and other topics—
particularly if it has implications for Morningstar’s 
Tortoise or Hare Portfolios.

About StockInvestor
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About the Tortoise and Hare
The inception date for the Tortoise and Hare portfolios 
owned by Morningstar, Inc. is June 18, 2001. Each 
portfolio began with $50,000, and $2,000 was added 
monthly for 25 months until the cost basis reached 
$100,000. The Tortoise and Hare strategies focus on 
large-cap companies (market capitalization typically 
above $500 million) with ample liquidity. The strategies 
do not short-sell stocks, use margin loans, or invest in 
bonds, options, futures, exchange-traded funds, or other 
types of financial instruments. Trade execution details 
reported in StockInvestor or its supporting materials 
are based on actual trades made in the portfolios. 
Both portfolios use the S&P 500 as their benchmark.

Online Resources
Email Updates. In addition to the monthly newsletter, 
there are a number of online resources included in 
your subscription. If you haven’t already, you will need 
to register on the StockInvestor website to access  
this valuable content. Go to msi.morningstar.com and 
click on “Register” in the upper right corner. Be sure 
to have your subscription ID handy (for print subscribers, 
this is located on the back cover of your newsletter 
next to your address). Once registered, you can sign 
up for email alerts by logging in to the website, 
clicking “E-mail alerts” in the upper right corner, and 
checking the first box to “Receive email commentary.”

Trade Alerts. Whenever a position is bought or sold in 
Morningstar’s Tortoise or Hare portfolio, an alert is 
sent out that provides execution details and rationale 
for the trade, normally within a few hours. 

Weekly Roundup. At the end of each week, you will 
receive an email with the latest Morningstar analyst 
notes pertaining to companies in Morningstar’s 
Tortoise and Hare portfolios.

Dedicated StockInvestor Website. At msi.morningstar.
com, you can find up-to-date data and analyst reports 
on all the companies in the portfolios and watchlists. 
You can also find an archive of past newsletters, trade 
alerts, and weekly roundups.

Morningstar StockInvestor for iPad
Your subscription includes access to the Morningstar 
StockInvestor for iPad® app. Download the app for  
free from Apple’s U.S. App Store, tap the “Sign In” icon 
at the top of the home page, and follow the prompts  
to log in. You can either use your msi.morningstar.com 
login credentials or register your subscription directly 
within the app. œ
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Annual Dividend Per Share
The annualized dividend expected to be paid to each 
share of common stock based on the company’s most 
recently declared dividend rate. 

Cumulative Total Returns
The cumulative total return graphs show the total 
percentage increase or decrease in the value of  
a portfolio or security over the specified time period. 

Dividend Growth (%)
Dividend growth, as shown in the Stock Focus data 
tables, represents the Morningstar analyst’s forecast for 
the compound annual growth rate in the company’s 
per-share dividend for the upcoming four years, starting 
from the base year indicated. 

Dividend Yield (%), Yield
Dividend yield measures the annual dividend per 
share as a percentage of the current stock price.

Earnings Per Share, EPS
Earnings per share, or EPS, measures a company’s net 
income divided by diluted shares outstanding. Earnings 
per share shown in the Stock Focus data tables represent 
the Morningstar analyst’s estimate for the fiscal year 
indicated, frequently on an adjusted (non-GAAP) basis.

EPS Growth (%)
Earnings per share growth, as shown in the Stock 
Focus data tables, represents the Morningstar analyst’s 
forecast for the compound annual growth rate in  
the company’s per-share profits for the upcoming four 
years, starting from the base year indicated.

Fair Value, Fair Value Estimate
The fair value estimate is a proprietary Morningstar 
data point that displays a Morningstar analyst’s opinion 
of what a stock is worth. Each stock’s fair value is  

estimated by utilizing a proprietary discounted cash flow 
model, or DCF. This model assumes that the stock’s 
intrinsic value is equal to the total free cash flows the 
company is expected to generate in the future, dis-
counted back to the present at a rate commensurate 
with the riskiness of the cash flows. Fair value esti-
mates are highly sensitive to Morningstar’s projections 
of future cash flows and other assumptions.

Fair Value Uncertainty, Uncertainty
Fair value uncertainty is meant to give investors an idea 
of how tightly Morningstar analysts feel they can 
bound their fair value estimate for any given company. 
To assign uncertainty ratings, Morningstar analysts 
consider the company’s economic sensitivity, operating 
leverage, and financial leverage, among other  
factors. Analysts classify stocks into one of the following 
uncertainty levels: Low, Medium, High, Very High, or 
Extreme. The greater the level of uncertainty, the greater 
the discount to fair value required before a stock  
can earn a 5-star rating, and the greater the premium 
to fair value before a stock earns a 1-star rating.

Free Cash Flow Per Share
Free cash flow per share is equal to operating cash flow 
minus capital spending, divided by diluted shares 
outstanding. Free cash flow represents the cash flow 
a company has left over after internal investments  
in its business. As shown in the Stock Focus data tables, 
free cash flow per share represents the Morningstar 
analyst’s estimate for the fiscal year indicated.

FCF/Share Growth (%)
Free cash flow per share growth, as shown in the Stock 
Focus data tables, represents the Morningstar 
analyst’s forecast for the compound annual growth 
rate in the company’s per-share free cash flow  
over the upcoming four years, starting from the base 
year indicated.  

Commonly Referenced Terms
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FCF Yield (%)
Free cash flow yield is free cash flow per share divided 
by the stock price as of the date indicated.

Market Capitalization, Market Cap
Market capitalization is the total equity value of a 
company. It is calculated by multiplying the market price 
as of the close of trading by the number of shares out-
standing as of the most recently reported fiscal quarter. 

Moat, Economic Moat, Size of Moat 
Moat is a proprietary Morningstar rating that measures 
a company’s sustainable competitive advantage, if  
any. An economic moat enables a company to generate 
returns on invested capital above its cost of capital  
for a long period of time. Morningstar has identified 
five sources of economic moats: intangible assets, 
customer switching costs, cost advantages, network 
effects, and efficient scale. These are described in 
greater detail on Page 7. Morningstar divides stocks 
into three categories according to moat size: wide 
moat (companies with the longest-lasting competitive 
advantages), narrow moat (those with less durable 
competitive advantages), and no moat (those with no 
sustainable competitive advantage).

Moat Trend
Moat trend is a proprietary Morningstar rating that 
reflects whether the underlying sources of a company’s 
competitive advantage (or potential sources of  
advantage) are improving over time (positive moat trend), 
weakening over time (negative moat trend), or  
neither strengthening nor weakening (stable moat trend). 
A company may also have a negative moat trend if  
it faces a substantial competitive threat that is growing. 
Moat trend ratings tend to change more frequently 
than moat ratings.

Morningstar Rating™, Star Rating
The Morningstar Rating™ for Stocks is a forward-
looking, analyst-driven measure of a stock’s current 
price relative to the analyst’s estimate of what the 
shares are worth. Stock star ratings indicate whether 

a stock, in the equity analyst’s educated opinion,  
is cheap, expensive, or fairly priced. To rate a stock, an 
analyst estimates what he thinks it is worth (its “fair 
value”), using a detailed, long-term cash flow forecast 
for the company. A stock’s star rating depends on 
whether its current market price is above or below the 
fair value estimate. Those stocks trading at large 
discounts to their fair values receive the highest ratings 
(4 or 5 stars). Stocks trading at large premiums to their 
fair values receive lower ratings (1 or 2 stars). A 3-star 
rating means the current stock price is fairly close to 
the analyst’s fair value estimate.

Stewardship
The stewardship rating represents Morningstar’s 
assessment of management’s stewardship of shareholder 
capital, with particular emphasis on capital allocation 
decisions. Morningstar analysts consider companies’ 
investment strategy, history of investment timing  
and valuation, financial leverage, dividend and share 
buyback policies, execution, management com- 
pensation, related party transactions, and accounting 
practices. Corporate governance practices, such as 
poison pills and staggered boards, are only considered  
if they’ve had a demonstrated impact on shareholder 
value. Morningstar analysts assign one of three  
stewardship ratings: “exemplary”, “standard”, and “poor”. 
Stewardship is judged from an equity holder’s 
perspective. Ratings are determined on an absolute 
basis. Companies are judged not against peers  
within their industry, but against ideal stewardship of 
shareholder capital. Most companies will receive  
a standard rating, and this should be considered the 
default rating in the absence of evidence that a 
management team has made exceptionally strong or 
poor capital allocation decisions.

Morningstar Style Box™, Style (%)
The Morningstar Style Box™ reveals a fund’s investment 
strategy as of the date noted on the report. For equity 
funds, the vertical axis shows the market capitalization 
of the long stocks owned, and the horizontal axis 
shows the investment style (value, blend, or growth). 
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A darkened square in the style box indicates the 
weighted average style of the portfolio. 

Operating Margin (%)
Operating margin is equal to a company’s annual 
operating profit or loss divided by its annual sales. The 
figures shown in the Stock Focus data tables use 
Morningstar analyst estimates for the fiscal year indicated, 
with operating income frequently stated before 
nonrecurring charges.

Price/Earnings Ratio, P/E
The price/earnings ratio, or P/E, is a stock’s current price 
divided by its annual earnings per share. A portfolio’s 
P/E is equal to the weighted average of its stock holdings’ 
P/E ratios. P/E ratios found in the Stock Focus data 
tables use the Morningstar analyst’s estimate of earnings 
per share for the fiscal year indicated, frequently 
stated on an adjusted (non-GAAP) basis. P/E ratios listed 
with company data in the sidebars use GAAP earn-
ings per share over the trailing twelve months. In other 
locations, the authors may refer to P/E ratios using 
other time periods or adjustments as specified. 

Price/Fair Value Ratio, P/FV
The price/fair value ratio, or P/FV, is a stock’s current price 
divided by the Morningstar analyst’s fair value  
estimate. A portfolio’s P/FV is equal to the weighted 
average of its stock holdings’ price/fair value ratios.  
A P/FV ratio above 1 indicates that the Morningstar 
analyst believes a stock is overvalued, while a  
P/FV below 1 indicates that the Morningstar analyst 
believes the stock is undervalued.

Price/Sales Ratio
The price/sales ratio is a stock’s market capitalization 
divided by its annual revenue for the fiscal year indicated. 

Return on Equity (%)
Return on equity is a company’s annual net income 
divided by its average shareholders’ equity. The 
figures shown in the Stock Focus data tables are 
based on Morningstar analyst estimates.

Return on Invested Capital (%)
Return on invested capital, as shown in the Stock Focus 
data tables, is the Morningstar analyst’s estimate  
of a company’s earnings before interest divided by its 
average invested capital. Invested capital includes 
operating assets such as inventory, accounts receivable, 
and property, plant, and equipment, less operating 
liabilities such as accounts payable and deferred taxes. 

Revenue
Revenue, as shown in the Stock Focus data tables, 
represents the Morningstar analyst’s estimate  
of a company’s sales in the fiscal year indicated. 

Revenue Growth (%)
Revenue growth, as shown in the Stock Focus data tables, 
represents the Morningstar analyst’s forecast for  
the compound annual growth rate in the company’s 
revenue over the upcoming four years, starting from 
the base year indicated. 

Sector
A sector is a company’s general area of business. Morn-
ingstar divides stocks into 11 sectors: basic materials, 
communication services, consumer cyclical, consumer 
defensive, energy, financial services, healthcare, in- 
dustrials, real estate, technology, and utilities.

Total Returns
Unless stated otherwise, total returns reflect investment 
performance without adjusting for advisory fees or  
the effects of taxation. Total returns do reflect all actual 
ongoing expenses, such as commissions and foreign 
withholding taxes, and assume reinvestment of applicable 
dividends and capital gains. Total returns for periods 
longer than one year are expressed in terms of compound 
annual averages, also known as geometric total 
returns. If adjusted for advisory fees and the effects of 
taxation, the performance quoted would be signifi-
cantly reduced. Relative total returns, as shown on the 
back cover of the newsletter, indicate how the 
combined Tortoise and Hare portfolios have performed 
relative to the S&P 500. œ



The commentary, analysis, references to, and performance informa-
tion contained within Morningstar® StockInvestorSM, except where 
explicitly noted, reflects that of portfolios owned by Morningstar, 
Inc. that are invested in accordance with the Tortoise and Hare 
strategies managed by Morningstar Investment Management LLC, a 
registered investment adviser and subsidiary of Morningstar, Inc.  
Throughout this document, references to “Morningstar” refer to 
Morningstar, Inc. 

Opinions expressed are as of the current date and are subject to 
change without notice. Morningstar, Inc. shall not be responsible 
for any trading decisions, damages, or other losses resulting from, 
or related to, the information, data, analyses or opinions or their 
use.  This commentary is for informational purposes only and has 
not been tailored to suit any individual. 

The information, data, analyses, and opinions presented herein do 
not constitute investment advice, are provided as of the date 
written, are provided solely for informational purposes and therefore 
are not an offer to buy or sell a security. References to specific secu-
rities or other investment options should not be considered an offer 
to purchase or sell that specific investment. 

All data presented is based on the most recent information available 
to Morningstar as of the release date and may or may not be an 
accurate reflection of current data.  There is no assurance that the 
data will remain the same.

This commentary contains certain forward-looking statements. Such 
forward-looking statements involve known and unknown risks, 
uncertainties and other factors which may cause the actual results  
 
 
 

to differ materially and/or substantially from any future results,  
performance or achievements expressed or implied by those 
projected in the forward-looking statements for any reason.  
Investments in securities are subject to investment risk, including 
possible loss of principal.  Prices of securities may fluctuate from 
time to time and may even become valueless. Before making any 
investment decision, investors should read and consider all the rele-
vant investment product information.  Investors should seriously 
consider if the investment is suitable for them by referencing their 
own financial position, investment objectives, and risk profile before 
making any investment decision. There can be no assurance that 
any financial strategy will be successful.

Diversification is a method used to help manage risk.  It does not 
ensure a profit or protect against a loss.
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