
4 Why Moats Matter

known by the market because it’s easy to calculate using basic financial state-
ments. It’s the second factor, the magnitude and duration of future excess 
returns, that is harder to determine but is ultimately more important for suc-
cessful long-term investing.

Here’s another way to illustrate this idea: Take three companies, each with 
a similar value-creating return on invested capital, or ROIC, today. The company 
that is able to sustain those excess returns the longest is going to be able to 
add the most value for itself over the coming years. In Figure 1.1, the company 
with the widest moat and the longest advantage period has the greatest value 
creation (area under the curve).

Moats in Action

What does an economic moat look like for a real live company? Take electric 
utility ITC Holdings as an example. Electricity transmission isn’t exactly a sexy 
business, but investors in this pure-play transmission company have enjoyed 
double-digit earnings growth and healthy returns on capital thanks to its domi-
nant market position and favorable long-term regulatory framework. We believe 
this “boring” utility has a wide economic moat that should protect those high 
returns for years to come. Its competitors have little incentive to build compet-
ing transmission lines if one that ITC owns is already serving a market’s full 
capacity; capital costs are too high and incremental benefits too low to offer 

Figure 1.1 Measuring a Moat by the Duration of Excess Returns 
Source: Morningstar.
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36 Why Moats Matter

declining, and stable when we don’t see much movement one way or the other. 
In mid-2013, about 16% of the companies we cover had negative trends, while 
just 8% showed positive trends. This means that positive trend ratings are even 
rarer than our hard-to-attain wide moat ratings, which we’ve awarded to about 
13% of our coverage universe.

Given that our time horizon when assessing moats is 10 to 20 years, focus-
ing more attention on how the competitive environment is currently changing is 
a useful enhancement to our overall moat methodology. We want to minimize 
situations where we’ve mischaracterized a competitive threat as not serious, 
only to find the need to downgrade a firm’s moat after it has been overtaken 
by attackers. As analysts and investors, we’re now explicitly charged with 
assessing the expected future changes in a firm’s competitive advantages, and 
separating competitive threats that are merely temporary in nature from more 
dangerous and permanent changes in the overall environment. In short, we 
think adding moat trends to our toolbox can provide a more complete picture of 
a firm’s competitiveness.

Figure 3.1 shows how positive and negative moat trends are distributed 
across Morningstar’s current coverage universe by sector.

When evaluating moat trends, we start by looking at the same five sources 
of moat that we use when determining moat ratings (intangible assets, cost 
advantage, switching costs, network effect, and efficient scale). For example, 
if a company’s moat is based on a low-cost base of manufacturing plants 

Figure 3.1 Moat Trends by Sector (%) 
Source: Morningstar Equity Research.
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and it’s expanding its capacity, we want to know if it’s widening the cost gap 
between itself and its competitors. Or perhaps a company with an existing 
low-cost advantage is in the midst of developing network effect as an addi-
tional moat source. Factors like these strengthen the case for a positive moat 
trend rating.

Moat Trends and Fundamental Performance

When we look at data extracted from our analysts’ discounted cash flow 
models for positive- and negative-trend companies, in Table 3.1, we find that  
positive-trend firms tend to grow more quickly, produce more profits, and 

S&P 500 (%) Positive Trends (%) Negative Trends (%)

Trailing 3-Year EPS 
CAGR 11.9 14.7 2.1

Projected 5-Year 
EPS CAGR 9.4 13.6 7.3

Trailing 3-Year 
Revenue Growth 7.9 12.8 4.8

Projected 5-Year 
Revenue Growth 5.2 9.2 3.8

Projected 5-Year 
EBIT Growth 7.8 12.7 6.8

Trailing 3-Year 
Operating Margin 15.7 15.9 11.9

Projected 5-Year 
Operating Margin 17.4 19.4 13.2

Trailing 3-Year 
Average ROIC 13.0 10.9 11.4

Projected 5-Year 
Average ROIC 12.6 12.4 9.8

Forward Debt/
EBITDA 1.72 1.5 1.45

Forward EBITDA/
Interest Expense 11.7 11.8 8.4

Forward P/E 16.0 17.8 13.8

Source: Morningstar Equity Research.

Table 3.1 Median Metrics: Growth, Profitability, Valuation
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wide-moat companies. You could say that these wide-moat companies are at 
the widest end of the wide category, and on the spectrum below, a stronger 
wide-moat company would sit to the right of a weaker wide-moat company. 
However, we don’t use the trend rating to indicate a company’s position on the 
spectrum below. The stronger, wider-moat company may have a negative trend 
rating, while the weaker wide-moat company may have a positive trend rating. 
Each company is starting from a different position of strength, and the competi-
tive advantages are heading in different directions.

Changes in ROIC do not necessarily affect our evaluation of moat trends.

Although rising ROICs are often associated with positive moat trends, this 
certainly doesn’t have to be the case. ROICs can go up for many non-moat-
related reasons. For example, product cycles and cyclicality will have a major 
effect on ROICs. Business mix changes may also alter ROICs without changing 
the moat dynamic. It’s even possible to have a negative moat trend and rising 
ROICs, for a while at least. For example, if a business without many growth 
prospects stops or slows down its investments (thereby “harvesting” its moat), 
it may very well experience rising returns for a number of years as its invested 
capital base declines in relation to profitability and asset turnover.

By the same token, falling ROICs aren’t automatically a sign that the trend 
is negative. ROICs can decline for a number of reasons—some of them actu-
ally good. When a firm makes a significant investment that will ultimately 
strengthen its economic moat, ROICs may decline. Perhaps it’s spending heavily 
on advertising or R&D to strengthen its intangible assets, or it might be build-
ing a major new factory that will eventually lower its costs. In both cases, the 
project is not generating earnings today, which depresses ROICs, but the firm 
is making the right long-term moves to sustain its competitive advantages. 
Thinking about moat trends extends beyond ROICs.

Figure 3.2 Independence of Economic Moat and Moat Trend Ratings 
Source: Morningstar Equity Research.
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42 Why Moats Matter

breast cancer), which already have substantial killing power, can bind to a can-
cer cell and effectively transport cancer chemotherapeutics into the cancer cell 
where its payload is released. The end result is that nasty side effects are less 
common, as the antibody sticks to the cancer cells and more of the cancer drug 
is delivered to the sick cells. These ADCs have been described as floating sea 
mines or miniature drug bombs. Today, Seattle Genetics has one of the more 
powerful technology platforms for screening and selecting the most effective 
floating linkers (or mines) for its own drugs, and its linkers are commonly used 
for next-generation cancer drugs developed through partner collaborations. In 
short, as the firm’s experience with its platform increases, its linkers become 
part of more drugs and the company improves its ability to charge higher  
royalties to its partners. Given these factors, we think Seattle Genetics’ 
 intangibles-based moat should continue to widen. Figure 3.3 shows its position 
in antibody drug conjugates, relative to its peers.

Procter & Gamble, by contrast, is an illuminating case study on how even 
some of the most powerful brands on the planet can lose cachet in the eyes of 
consumers. Over the past decade, P&G’s ability to innovate has slowed, while 
its competitors have rapidly closed the gap. In an industry where a single point 
of market share is a huge deal, P&G has struggled across several markets. For 
example, Gillette has lost share in the razor and blades market since 2005, 
and P&G’s beauty care brands, Pantene and Olay, have also struggled. Perhaps 
the most high-profile example of P&G’s challenges is in the laundry area. P&G 

Figure 3.3 Top 10 Sponsors of Ongoing Clinical Trials of Antibody Drug Conjugates 
Data as of October 2012.
Source: TrialTrove.
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44 Why Moats Matter

Cost Advantage

Everyone knows the package-shipping duo of UPS and FedEx. Both firms enjoy 
massive scale advantages thanks to large transportation networks of aircraft 
and trucks, distribution hubs, and the use of technology to deliver millions of 
packages on time to businesses and consumers around the world every day. The 
cost for effectively competing with these giants in the domestic U.S. market, 
where they still derive more than 75% of sales, can be measured in the bil-
lions. Just ask rival DHL, which lost nearly $10 billion over a fruitless decade 
as it tried and failed to compete in the U.S. market in the 2000s before retreat-
ing. Meanwhile, FedEx has been gaining market share over UPS in U.S. ground 
operations for more than a decade, as Figure 3.5 shows, earning it a positive 
moat trend.

What’s the secret behind FedEx’s success? Up until the late 1990s, FedEx 
generally controlled the airborne market while UPS controlled the ground 
delivery market. In fact, FedEx thought so little of the ground market in the  
mid-1990s that it viewed “trucks” as a four-letter word. This situation changed 
in the late 1990s as UPS targeted FedEx’s airborne market and became the shipper 
of choice for Internet giants such as eBay and Amazon. The airborne market 
was also in the early stages of a secular shift, as cost-conscious companies 
have traded down to cheaper ground delivery options over the past decade, 
causing the airborne market to shrink. FedEx realized it had to effectively 

Figure 3.4 Procter & Gamble R&D Spending vs. Peers, 2003–2012 (as a Percentage  
of Revenue) 
Source: Company reports.
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counter UPS and invade the U.S ground space, so FedEx Ground was borne out 
of the rebranding of Roadway Package System, or RPS, a Pittsburgh-based firm 
that FedEx acquired in 1998 and UPS’ biggest ground rival at the time.

FedEx’s primary advantage in this fight has been its cost structure. UPS 
relies on an army of brown-uniform-clad union employees, while FedEx relies 
on nonemployee independent contractors for both pickup and delivery, and line-
haul truck driving. FedEx’s drivers are motivated by a pay system that rewards 
higher volume and on-time deliveries, while also encouraging employees to feel 
like entrepreneurs. Drivers are paid based on the number of stops they make, 
the number of packages they handle, and the density of the delivery zones. 
Complaints and missed deliveries jeopardize driver bonuses. In contrast, UPS’ 
unionized workers are certainly loyal, but they’re not quite as motivated to drive 
sales as FedEx’s employees are.

FedEx’s second advantage is technology. In early 2013, FedEx could deliver 
ground packages faster than UPS on almost a third of its routes, at equal 
speed to UPS on two thirds of its routes, and slower than UPS on just 3% of 
the routes. This comparison owes partly to FedEx’s distribution hubs, which 
are highly automated, with human hands touching the package only when it’s 
unloaded from the trailer and loaded into another truck after being sorted. The 
actual sorting process—which includes capturing a package’s physical dimen-
sions, weight, destination zip code, and where it is in the process at any given 
moment—is completely automated and measured in milliseconds. FedEx has 
also forced its sorting-equipment vendors into using FedEx’s own custom sorting 

Figure 3.5 FedEx Ground Market Share, 2002–2013 
Source: FedEx, Morningstar estimates.

Share (%)

14

12

10

8

6

4

2

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

c03.indd   45 10-06-2014   12:56:52



 Why Moat Trends Matter 47

barrel, Saudi Arabia enjoys foreign exchange reserves worth more than $700 
billion, and Saudi Aramco (the country’s national oil company) plans to spend 
more than $200 billion in the next decade on oil and gas projects and invest-
ment in oilfield technology such as nanotechnology. The cash windfall has also 
allowed national oil companies to pursue assets outside of their own borders, 
competing with the majors in many cases, but also demanding better con-
tract terms. The shift in bargaining power means countries with reserves can 
demand and obtain contracts with the oil and gas majors that essentially let the 
countries claim 99% of the revenues generated from the agreement over time, 
as with Iraq. The best avenues left for growth for the Western majors and inter-
national oil companies are areas that the national oil companies do not control, 
such as deep-water oil in the Gulf of Mexico, Australian LNG, and the Canadian 
oil sands, where obtaining oil costs far more than the $10 a barrel it costs to 
do so in Saudi Arabia. As a result of all of these factors, we believe the major 
oil companies’ competitive advantages are declining and their moat trends  
are negative.

Switching Costs

The tech sector is particularly challenging territory for evaluating moats and 
trends, but it also offers some of the clearest examples of the power of switch-
ing costs. For corporations, switching among different software providers can 

Figure 3.6 Majors’ Capital Expenditures vs. Production Levels, 2001–2012 
Note: Ten-year production CAGR: 0.5%. Ten-year CapEx CAGR: 12%.
Source: Morningstar estimates, company reports.
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50 Why Moats Matter

Despite our fondness for software-based moats, these moats can and do 
erode over time. A case in point is SAP. SAP’s strength is enterprise resource 
planning, or ERP, software, which helps corporations manage marketing, sales 
and distribution, production planning, assets accounting, supply chain man-
agement, cost control, project management, plant maintenance, and human 
resources all within a single software package. Beyond the substantial annual 
licensing fees that SAP charges, just implementing SAP’s software can cost tens 
of millions of dollars, involve extensive training of the workforce, and require 
outside consultants to oversee the implementation process. Companies also 
need to hire dedicated IT professionals to manage the overall platform, includ-
ing the needed servers and disk drives. Even then, things can go wrong and the 
company’s core processes can be bungled, which not only angers current cus-
tomers but can also cost tens of millions of dollars more in lost sales. Given the 
immense costs and efforts involved, SAP users do tend to be very sticky.

However, with the rise of cloud-based and software-as-a-service, or SaaS, 
computing, those switching costs are in decline. Popularized by Salesforce.com, 
software-as-a-service offers a very different model for customers and is highly 
disruptive to SAP’s business. Salesforce.com’s revenue increased 48% annually 
between 2004 and 2012. SAP’s software is called on-premise because the key 
data resides on customers’ servers, but SaaS turns that premise on its head. 
Salesforce.com’s offering is hosted entirely on the web, on Salesforce.com serv-
ers, which requires only an Internet browser to use—dedicated IT professionals 
and consultants aren’t needed. This SaaS option can create significant savings 
for companies, as Figure 3.7 shows.

Figure 3.7 Five-Year Total Cost of Ownership (%) 
Source: Salesforce.com, IDC.
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52 Why Moats Matter

insurmountable barriers to entry to duplicate its marketplace’s value to users, 
which means MercadoLibre’s network is very likely to capture greater than its 
fair share of the new users coming online.

What makes MercadoLibre’s network-effect advantage even more com-
pelling and durable is its rather interesting strategy. The firm makes no secret 
of the fact that it has copied many of the elements that have made Amazon, 
eBay (which owns an 18% stake in MercadoLibre), and PayPal so successful. 
You may have heard the saying that “good artists copy, great artists steal,” 
and that’s applicable here. For example, MercadoLibre has focused primarily  
on fixed-price listings, avoiding the “auction bubble” and sometimes pain-
ful transition that eBay has endured in recent years as it’s moved its business 
toward more fixed-price listings. MercadoLibre also has a very simple fee 
structure with a single final value fee of about 6.5% versus the multiple fees 
that eBay charges, which is an ongoing source of frustration for eBay sellers. 
What’s more, MercadoLibre’s already-low fees compared with its peers leave 
little room for competitors to attack by undercutting on fees. The firm is bor-
rowing ideas from other firms as well. It’s offering a PayPal clone through its 
MercadoPago, which is generating around $2 billion in annual payment vol-
umes (PayPal is well over $100 billion). It’s also taking ideas from craigslist with 
a growing classified business, and from Google by offering ads on its pages. 
Figure 3.8 gives a look at MercadoLibre’s growing user base and MercadoPago’s 
increasing payment volumes.

Figure 3.8 Growth in MercadoLibre’s User Base and MercadoPago Payment Volumes  
(in Millions) 
Source: MercadoLibre.
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exchanges have battled back with new and faster trading systems, we don’t 
expect the competitive environment to improve. Traders will likely shift order 
flow between electronic networks (both public and privately owned dark pools, 
which offer institutional investors nonexchange sources of liquidity where 
trades are concealed from the public) to obtain the best execution and prices, 
putting constant pricing pressure on the exchanges to cut prices to maintain 
enough liquidity.

Efficient Scale

Our newest moat source, efficient scale, was introduced only in late 2011. 
Recall that efficient scale refers to situations where companies are effectively 
serving a very limited market size, and potential competitors have little incen-
tive to enter the market because by doing so, they would lower the industry’s 
returns to below the cost of capital. Although this moat source hasn’t been 
part of our framework for long, we have identified several situations where 
we believe the efficient-scale advantage for a firm is changing in positive or 
 negative way.

For example, there’s an entire category of biotechnology firms focused on 
orphan drugs that derive their moats from efficient scale. Congress passed 
the Orphan Drug Act of 1983 to promote the development of drugs that treat 
rare diseases, where the patient population might only be in the hundreds or 

Figure 3.9 Nasdaq and NYSE Market Share, 2006–2013 (%) 
Source: Nasdaq, NYSE.
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56 Why Moats Matter

exclusivity period granted by the Orphan Drug Act, these drugs tend to be very 
difficult to manufacture, making it even less likely that a new entrant will want 
to pursue these small markets.

What makes these firms even more attractive is their ability to expand 
their rare drugs to new markets, thus creating positive moat trends. Because 
an efficient-scale market is one that can be effectively served by a single 
firm, a positive trend can occur when a company can expand a drug’s indica-
tions to serve multiple rare-disease niches and thus numerous efficient-scale 
markets. Alexion is pursuing this course with Soliris, testing it for several 
additional diseases such as severe and relapsing neuromyelitis optica (which 
causes eye pain, vision loss, limb weakness or paralysis, and loss of bladder 
and bowel control), Shiga-toxin-production E. coli hemolytic uremic syndrome  
(which causes organ damage), and severe and refractory myasthenia  
gravis (which causes blurred vision, slurred speech, and difficulty chew-
ing, swallowing, and breathing). Given the very limited number of competi-
tors Soliris will face in each rare market, we see the firm as expanding its  
competitive advantages with each new indication. BioMarin also exhibits its 
positive trend as it expands its rare-disease portfolio with new drugs and new 
indications in the coming few years. As an added bonus for orphan-focused 
firms, the FDA is likely to approve orphan-drug applications more quickly than 
nonorphan-drug applications, which sharply reduces costs for the orphan-drug 
manufacturer, increasing its economic returns, as Figure 3.10 shows.

Figure 3.10 Speed of Regulatory Approval and Probability of Success for Orphan and 
Nonorphan Drugs 
Note: Approval times are measured from launch of Phase II trials to commercial drug launch.
Source: Drug Discovery Today.
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64 Why Moats Matter

Table 4.1 Stewardship Rating Distribution and Descriptions

Rating % of Total Ratings Description

Standard 84 Most of the companies in our coverage universe 
receive our default Standard stewardship rating 
due either to an absence of evidence that manag-
ers have made exceptionally strong or poor capi-
tal-allocation decisions, or because the net result 
of the decisions has been approximately neutral 
to shareholder value.

Exemplary 9 Exemplary stewards of shareholder capital tend to 
have a history of value-accretive acquisitions, 
optimal financial leverage, ideal dividend and share- 
buyback policies, and investments that enhance  
competitive advantages. Exemplary stewards are 
also more focused on creating long-term share-
holder value even if it comes at the expense of 
short-term results. A good litmus test for an 
Exemplary rating is to ask, “Is this a candidate for 
CEO or CFO of the year?”

Poor 7 Poor stewards of shareholder capital are more likely 
to display highly inappropriate financial leverage 
from an equityholder’s perspective, a track record 
of value-destructive investments (goodwill impair-
ment is one piece of evidence), and frequent oper-
ational, strategic, and execution-related missteps.

Source: Morningstar analysis.

Investment Strategy and Valuation

When you boil it down, companies have three basic options when they’re decid-
ing what to do with their capital: They can reinvest cash in the business, save 
it, or return it to claimholders.

Reinvesting in the business, through either expending capital or acquiring 
other companies, is the primary use of shareholder capital for most businesses. 
When thinking about reinvestment, bear in mind that expanding the size of 
the business is often in management’s best interest because the bigger the 
company gets, the larger remuneration package management can command. 
We’re certainly not against growth, but we want to make sure it’s the right 
kind of growth that’s occurring—that is, value-enhancing, moat-widening 
growth rather than growth that boosts short-term results to the detriment of  
long-term value.
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72 Why Moats Matter

The opposite is true for Poor stewardship ratings. Though there’s potentially a 
“halo effect” at work here whereby our analysts’ favorable view of a company’s 
competitive advantages biases our view of management’s skill, and vice versa, 
we believe there are at least three explanations for this positive correlation 
between moat and stewardship ratings.

 1. Management skill: Management itself can’t make a moat, but a company 
can enhance or establish a moat resulting from its management’s skillful 
efforts to allocate capital toward moat-widening projects. On the other 
hand, poor stewards of shareholder capital that consistently invest in com-
petitively disadvantaged projects for the sake of short-term growth and 
destroy long-term shareholder value in the process would likely see moats 
erode over time.

 2. Magnet effect: Companies with sustainable competitive advantages are 
often able to better attract or retain outstanding managers and managers-
to-be than firms without economic moats.

 3. Chasing their tails: Try as they might, managers of no-moat firms may sim-
ply lack moat-widening investment opportunities because of industry reali-
ties (think of buggy whip manufacturers heavily investing in new capacity 
after the automobile was commercialized). They may nevertheless feel the 
need to do something—anything—to keep the company growing even if 
it doesn’t make economic sense to do so. This can lead management to 
embark on large acquisitions of unrelated companies, pursue far-out growth 

Figure 4.1 Stewardship Ratings by Economic Moat Rating (%) 
Source: Morningstar analysis.
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initiatives, or sell off still-valuable assets on the cheap. This phenomenon 
might explain the higher percentage of Poor stewardship ratings for no-
moat companies versus those for wide- or narrow-moat companies.

We also gain some insights by breaking out stewardship ratings by sector, 
as in Figure 4.2.

By viewing stewardship ratings this way, we can better understand that 
the importance of capital-allocation decisions varies by sector. For example, the 
highest percentage of nonstandard stewardship ratings lies in the energy and 
financial services sectors. Intuitively, this makes sense, as energy and finan-
cial companies’ managers make frequent and meaningful capital-allocation 
and strategic decisions. At energy companies, managers must decide where to 
invest cash flows from producing wells, and portfolio shifts can have a mean-
ingful impact on the overall competitive position of the firm. For example, com-
panies like ExxonMobil and Chevron have assembled portfolios of high-quality 
energy assets by maintaining a strategy of pursuing high-return opportunities. 
For financial firms, balance-sheet strategy and loan underwriting standards 
have a material effect on growth, risk, and profitability. For example, U.S. 
Bancorp could have pursued aggressive growth by loosening its loan underwrit-
ing standards, but its culture includes sound underwriting practices, and as a 
result the bank never incurred a loss even at the height of the financial crisis. 
Both of these sectors also face frequent capital needs, where the skill (or lack 
thereof) of management can have a meaningful impact.

Figure 4.2 Stewardship Ratings by Sector (%) 
Source: Morningstar analysis.
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86 why Moats Matter

•	 Stocks that consistently offer high dividend yields—as long as those divi-
dends are perceived to be sustainable—tend to fluctuate less than the 
overall market, leading to superior risk-adjusted returns.

This last point has been illustrated in numerous academic studies; one of 
our favorites is the data that wharton professor Jeremy J. Siegel produced for 
his 2005 book, The Future for Investors: Why the Tried and the True Triumph 
Over the Bold and the New. we can also see this phenomenon in the long-
term performance of several equity market indexes that focus on high-yielding 
stocks. In Figure 5.1 we see that one of the oldest, the Dow Jones U.S. Select 
Dividend Index, outperformed the S&P 500 Index by 3.2% annually between 
1991 and 2012 with a monthly beta of 0.78. At first glance, you might attribute 
this performance to the decline of interest rates through this period. If this were 
the case, however, we should see rising valuations for the index expressed 
through falling dividend yields. That the trailing 12-month dividend yield on the 
index was very nearly the same in December 2012 as it was in December 1991 
suggests that falling interest rates were not the cause of the outperformance.

If an otherwise attractive business does not pay a dividend, it’s worth ask-
ing how its value is recognized by the market. As an investor’s time horizon 
lengthens, the impact of dividends becomes more and more important—the 
combination of dividend yield and dividend growth explains 49% of the com-
pound total return of the S&P 500 Index over the past 10 years, 83% over the 
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88 why Moats Matter

In its 2013 fiscal year, which ended in June 2013, Clorox posted net income 
of $572 million, of which $337 million (59%) was paid out to shareholders 
through regular cash dividends, as shown in Table 5.1. Based on our calcula-
tions, the company earned a 25% return on invested capital for the year.

If Clorox had no economic moat—and therefore no ability to sustain 
profit margins at current levels in the face of future competition—we would 
expect the firm’s long-run earning power to match its cost of capital, and prob-
ably sooner rather than later. Using an 8.0% cost of equity and 4.6% long-term 
cost of debt, we estimate Clorox’s weighted average cost of capital at 7.7%. 
Assuming Clorox earned only that 7.7% weighted average cost of capital, its 
net income would have been only $117 million, 80% less than what the com-
pany actually earned, and 65% less than the sum of the dividends paid during 
the year.

Fortunately, Clorox does have strong evidence of an economic moat, which 
we trace to the firm’s intangible assets—well-established brands like Hidden 
Valley (salad dressing), KC Masterpiece (barbeque sauce), Glad (trash bags), 
Kingsford (charcoal), Brita (water filters), and its namesake bleach and cleaning 
products. These brands enable Clorox to charge premium prices for its products, 
which, when combined with the firm’s highly efficient manufacturing facilities, 
generate profit margins that rival competitors with substantially larger product 
portfolios. Yet Clorox rarely goes head-to-head with these giants; instead, it 
dominates relatively small niches.

Clorox’s economic moat also plays a critical role in future dividend growth. 
The company routinely invests 2% of annual revenue in research and develop-
ment and 4% of revenue in capital expenditures. If Clorox were investing in 

Table 5.1 Clorox: Economic Moat Pays Dividends ($ Millions)

2013 Actual At WACC

Net Income 572 117
NOPAT 644 195
Average Invested Capital 2,569 2,569
Return on Invested Capital (%) 25.0 7.6
Dividends Paid 337 337
Dividends/Net Income (%) 59 288

Note: Net operating profit after tax (NOPAT) uses 34% tax rate.
Source: Company filings, Morningstar.
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negative total returns from 81% of the portfolio positions that reduced their 
dividends while we owned them (or shortly after a sale, by which time a divi-
dend cut was reflected in the price). The only reason this metric isn’t 100% is 
because three of the 16 stocks that handed us with dividend cuts were held 
until their dividend payments had recovered sharply. On the other hand, we’ve 
earned positive total returns 67% of the time from stocks that have had flat 
dividend rates while we’ve owned them (including several new positions as of 
this writing that haven’t yet had time to raise their dividends) and an 89% win 
rate from stocks that have raised their dividends.

And how can you predict a dividend cut? Payout ratios, balance-sheet 
strength, and short-run prospects for profits are all important, but lack of an eco-
nomic moat is an overarching factor that correlates with substantially higher 
risk to dividends. Table 5.2 shows the results of our 2011 study of the interplay 
between economic moat ratings and dividend cuts among the U.S. companies we 
cover. The chance of a no-moat company cutting its dividend in a one-year forward 
time horizon was twice that of a wide-moat company. (The cuts were slightly 
larger as well, but when the barber takes out the scissors, it’s rarely for a trim.)

Thanks to a focus on both economic moats and above-average and grow-
ing dividends, DividendInvestor’s two model portfolios have outperformed the 
S&P 500 by a substantial margin over time, as shown in Figure 5.2. we don’t 
outperform every year, and we don’t expect to. Yet curiously—or perhaps not 
so curiously—our outperformance correlates closely with the higher yields we 
have earned from our holdings. On a price-only basis that excludes dividend 
income, our portfolio holdings have slightly underperformed the S&P. However, 
by collecting annual dividend yields averaging 2.9 percentage points higher 
than the S&P, our total returns have outperformed this key benchmark by 2.2 
percentage points annually from our January 2005 inception through September 
2013. Figure 5.3 demonstrates that a significantly higher proportion of our 

Table 5.2 Frequency and Magnitude of Dividend Cuts by Moat Rating

Moat Rating Frequency of Cuts (%) Average Cut Size (%)

No moat 7.4 69.8
Narrow moat 5.3 66.8
wide moat 3.0 66.0

Source: Morningstar® Indexes.
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performance comes from dividends, when compared with the S&P 500. Not only 
has our strategy outperformed the S&P, but the margin of outperformance has 
come directly from our above-average dividend yields, and we’ve experienced 
significantly less price volatility than the market as a whole.

In recent years, above-average dividend yields have been concentrated in 
several sectors including consumer staples, utilities, communications services, 
and midstream energy, where many companies have narrow and wide economic 
moats. Elsewhere in the U.S. equity market, dividend yields and payout ratios 
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Figure 5.2 Cumulative Price Appreciation (%) 
Data from Jan. 7, 2005, to Sept. 30, 2013.
Source: Morningstar.
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94 Why Moats Matter

commonly known as discounted cash-flow, or DCF, analysis, and the discount 
rate should reflect an adequate return on investors’ capital. Of course, no one 
knows the exact intrinsic value of a business, but there are some tools we can 
employ to narrow the range of possible outcomes and identify the best opportu-
nities. At Morningstar, we base our intrinsic or fair value estimates on detailed 
company, industry, and macroeconomic analysis combined with our consistent 
methodology framework and thorough peer review process.

To illustrate the power of this approach, Figure 6.1 shows the median price/fair 
value, or P/FV, chart for our entire coverage universe over the past decade. When 
stock prices rise above our fair value estimates, the P/FV is greater than 1, and we 
consider stocks to be overvalued at this level. Conversely, when share prices 
fall below our fair value estimates, the P/FV falls below 1, where we consider 
stocks to be undervalued. The chart shows how, in the optimism leading into 
the global financial crisis, our stock-specific fair values led us to be “fearful 
when others were greedy,” following the dictum by Warren Buffett. In contrast, 
in the depths of the financial crisis we were “greedy when others were fearful,” 
in keeping with Buffett’s famous words. The fair value estimate is critical to this 
investment approach and to outperforming the market. Over time we expect 
share prices to converge to fair value, thereby enabling value to be realized. 
Estimating a company’s fair value allows you to avoid some of the behavioral 
mistakes common in the market, such as overestimating the impact of a bad 
earnings report on a company’s underlying business.

1.2

1.1

1

0.9

0.8

0.7

0.6

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Overvalued Undervalued Fair Value Price/Fair Value

Figure 6.1 Market Fair Value 
Source: Morningstar.
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98 Why Moats Matter

To incorporate a three-stage approach to calculate the fair value estimate, 
we simply sum the present values of the three stages, deduct the value of net 
debt, and divide by the number of shares on issue. After the Stage 1 explicit 
forecast period, Stage 2 in our model assumes that EBI grows at a fixed rate 
and that the company needs to reinvest a proportion of annual EBI to grow. 
These assumptions act as a proxy for explicit forecasts, as discussed earlier. In 
Stage 3, we capitalize EBI at the cost of capital and use this terminal value as 
a proxy for cash flows into perpetuity. From a returns perspective, the picture is 
often akin to Figure 6.3, where RONIC exceeds WACC in Stage 1, fades toward 
WACC in Stage 2, and is equal to WACC in Stage 3.
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Figure 6.2 Graphical Illustration of Example Cash-Flow Profile 
Source: Morningstar.
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Example: Calculating ROIC

To illustrate the calculation of ROIC, let’s use a company Morningstar consid-
ers to have a wide economic moat: Patterson, a distributor of dental, veterinary, 
and medical supplies. Patterson’s wide moat is based on a cost advantage—
the company is one of only a few national dental and animal health distributors 
with the scale to effectively leverage investments in warehouses, logistics net-
works, and customer and supplier relationships. Table 6.1 displays Patterson’s 
balance sheet for fiscal 2012 and 2013 (Patterson’s fiscal year ends in April).

We can use the balance sheet to calculate Patterson’s invested capital. For 
the purposes of this exercise, let’s make the simplifying assumption that all of 
Patterson’s cash and equivalents are necessary to operations and that goodwill, 
other long-term assets, other long-term liabilities, and deferred income taxes 

Table 6.1 Patterson’s Balance Sheet (Values in $ Millions)

April 2012 April 2013

Cash and Equivalents 574 505
Receivables 465 448
Inventory 320 361
Prepaid Expense and Other 45 47
Total Current Assets 1,404 1,361
Property and Equipment 196 192
Long-Term Receivables 92 85
Goodwill 810 824
Identifiable Intangibles 213 197
Other 26 23
Total Assets 2,740 2,682
Accounts Payable 208 250
Accrued Payroll Expense 66 71
Other Accrued Expense 130 128
Current Maturities of Long-Term Debt 125 0
Total Current Liabilities 530 449
Long-Term Debt 725 725
Deferred Income Taxes 82 93
Other 28 21
Total Liabilities 1,364 1,287
Total Stockholders’ Equity 1,375 1,395

Note: Companies with preferred stock in their capital structure will have an additional term in the WACC 
formula.
Source: Patterson annual report.
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should not be included in invested capital because they’re not being utilized in 
operations. Under these assumptions, Patterson’s invested capital at the end of 
fiscal 2012 and 2013 is calculated in Table 6.2.

Table 6.3 displays Patterson’s income statement for fiscal 2011–13. We can 
use the income statement to calculate Patterson’s earnings before interest.

Table 6.2 Patterson’s Invested Capital (Values in $ Millions)

April 2012 April 2013

Cash and Equivalents 574 505
Receivables 465 448
Inventory 320 361
Prepaid Expense and Other 45 47
Property and Equipment 196 192
Long-Term Receivables 92 85
Identifiable Intangibles 213 197
Operating Assets 1,904 1,836
Accounts Payable 208 250
Accrued Payroll Expense 66 71
Other Accrued Expense 130 128
Operating Liabilities 405 449
Invested Capital (Op. Assets—Op. Liabilities) 1,499 1,387

Source: Patterson annual report.

Table 6.3 Patterson’s Income Statement (Values in $ Millions)

April 2011 April 2012 April 2013

Net Sales 3,416 3,536 3,637
Cost of Sales 2,271 2,373 2,446
Gross Profit 1,144 1,163 1,191
Gross Margin % 33.5 32.9 32.7
Operating Expenses 768 805 836
Operating Income 376 358 355
Operating Margin % 11.0 10.1 9.7
Other Income, Net 6 2 3
Interest Expense −26 −30 −36
Pretax Income 356 330 321
Income Taxes 131 117 111
Effective Tax Rate % 36.7 35.5 34.5
Net Income 226 213 210
Diluted Shares Outstanding 119 111 104
Diluted Earnings Per Share 1.89 1.92 2.03

Source: Patterson annual report.
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profitability won’t go unnoticed by the competition, and firms that lack eco-
nomic moats may experience market-share losses, pricing pressure, margin con-
traction, or falling returns on capital.

One of the most important assumptions in a valuation model is EBI in the 
last year of the explicit forecast period. Since Morningstar’s analysts make 
specific projections for the first five to 10 years of their models (Stage 1), 
the last year of Stage 1 serves as the jumping-off point for all future years. 
Earnings in this year must be reflective of a normalized, midcycle level of 
both revenue and margins. If Stage 1 ends with earnings at a cyclical peak 
or otherwise unsustainable environment, the fair value estimate is certain 
to be too high. Similarly, if Stage 1 ends with earnings at a cyclical trough,  
you will inevitably underestimate intrinsic value. This idea is illustrated in 
Figure 6.4.

Estimating the intrinsic value of a common stock is really more art than 
science. There are many, many assumptions involved in a discounted cash-
flow model. The future is inherently unpredictable, and no matter how much 
research and analysis we do, unexpected things will happen: technologi-
cal advancements, shifting consumer preferences, regulatory or legal actions, 
emergence of new competitors, and so on. Pros and cons of DCF analysis are 
shown in Table 6.4.

One of the best tools for coping with future uncertainty is scenario analysis. 
Morningstar’s analysts don’t just make a single point estimate of a company’s 

Incorrect: Trough earnings used as 
jumping-off point for Stages 2–3

Incorrect: Peak earnings used as 
jumping-off point for Stages 2–3

Correct: Midcycle earnings used as 
jumping-off point for Stages 2–3

Figure 6.4 Choosing an EBI Forecast in the Last Year of Stage 1 
Source: Morningstar.
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fair value. Rather, we always consider at least three scenarios: a base case, 
a bull case, and a bear case. In the bull case, we believe there is a 25% prob-
ability that the company will exceed our optimistic assumptions. Likewise, our 
bear case assumes a 25% probability that the company will underperform  
our pessimistic predictions. We try to stay focused on the fact that there are a 
range of possibilities for a company’s intrinsic value—if pinning down a precise 
appraisal were easy, stocks would always be fairly valued and this whole exer-
cise would be a waste of time.

If a company faces a symmetric set of potential future outcomes, we might 
envision its fair value as being represented by a probability bell curve, as in 
Figure 6.5.

Many factors influence a company’s valuation, but one of the most impor-
tant is the presence of an economic moat. A strong competitive advantage 
enables a firm to invest capital at an attractive rate of return, so that growth 
translates to shareholder value creation. Without a moat, a company risks seeing 
any excess returns eroded by the competition.

Table 6.4 Pros and Cons of Discounted Cash-Flow Analysis

Pros Cons

DCF valuation is extremely flexible; it 
allows you to account for almost any cir-
cumstance imaginable.

The future is inherently unpredictable; the 
further out in time you project results,  
the more likely you are to be wrong.

DCF enables you to incorporate multiple 
years of forecasts and can be used on  
companies with losses or unusually rapid 
growth in the near term.

A DCF-based valuation is only as good as 
the inputs; the “garbage in, garbage out” 
rule applies.

The most common alternative—applying a 
price/earnings multiple to a single year’s 
earnings—is overly short-term-focused and 
requires the choice of an appropriate P/E 
multiple, which is often arbitrary.

Free cash flow is not the same thing as  
dividends. Management may end up squan-
dering cash on bad investments or destroy-
ing shareholder value by letting cash 
accumulate on the balance sheet, earning a 
subpar return.

You don’t have to be exactly right, as long 
as you invest with a margin of safety (that 
is, buy stocks only when they are trading at 
a discount to your best estimate of intrinsic 
value).

Source: Morningstar.
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The Morningstar RatingTM for Stocks

Next let’s explore how we move from these fair value estimates to the 
Morningstar RatingTM for stocks, which essentially summarizes our view on a 
stock’s investment attractiveness given the current stock price, our fair value 
estimate, and our level of uncertainty. We define our ratings so you under-
stand exactly how we intend for them to be used (and how we use them 
ourselves). Figure 6.6 conveys where we are in the research process—the 
home stretch.

If you’ve worked with DCF models before, you know they can be highly 
sensitive and subjective tools. Even the most well-intentioned analyst can, 
after months or even years of work, miss the mark on a company’s intrinsic 
value despite what seems like a reasonable set of assumptions. We’d like to 
think we’re better than average at developing best practices, methodologies, 
and quality control measures to ensure that the assumptions driving our valu-
ations are accurate. Still, it’s an imprecise science, which brings us to another 
key piece of our methodology that we haven’t discussed much yet—our 
confidence in each fair value estimate, codified in our valuation Uncertainty 
Ratings. The combination of our fair value estimate and our uncertainty rat-
ing on any given company leads us to the Morningstar RatingTM for stocks.1 To 
illustrate the uncertainty rating and the role it plays in our system, let’s briefly 
define the star rating: It’s essentially a forward-looking, uncertainty-adjusted 
investment rating indicating the likely direction and magnitude of a stock’s 
future returns.

25% Probability 25% Probability

Fair Value Estimate

Bull CaseBear Case

Figure 6.5 Scenario Analysis 
Source: Morningstar.
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Fair Value Uncertainty and Cost of Equity

So what exactly do we mean by uncertainty? We’re basically asking, “How 
likely is it that I’m wrong in my estimates of the intrinsic value of the secu-
rity I’m analyzing?” Our approach, after more than a decade of iteration and 
research, is to use five buckets of uncertainty: low, medium, high, very high, 
and extreme, each with a corresponding margin of safety. Every company that 
we cover receives an uncertainty rating, and we require a specified margin of 
safety around our fair value estimate before we’ll pound the table on a buying 
opportunity and rate it 5 stars. A 1-star rating indicates that we think a com-
pany is significantly overvalued and we’d consider selling it if we happened 
to own it. As you might expect, the margin of safety we require increases as 
valuation predictability decreases. Put another way, as valuation uncertainty 
increases, so does the prudent margin of safety. Figure 6.7 demonstrates  
our system.

For situations where our uncertainty is low, meaning our confidence in 
forecasting the possible outcomes is relatively high, a 5-star rating is triggered 
when the stock trades at a 20% discount to fair value. If our uncertainty is very 
high, on the other hand, we require a 50% discount to fair value to award 5 
stars. In between, if uncertainty is medium, the required discount is 30%, 
and for high uncertainty, it’s 40%. So, for example, if we’ve determined that 
a reasonable base-case fair value estimate for a stock is $20 per share, we’d 

Fundamental
Analysis

Economic 
Moat Rating

Fair Value
Estimate

Uncertainty
Assessment

Star Rating

Figure 6.6 The Morningstar RatingTM for Stocks 
Source: Morningstar.
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consider buying at $16 with a low uncertainty rating, $14 with medium uncer-
tainty, $12 with high uncertainty, and $10 with very high uncertainty. We use 
the extreme uncertainty rating to capture situations where we believe the mar-
gin of safety required is infinite. We still develop an “indicative” fair value in 
these cases, but we generally believe an investment would just be too risky, as 
there are surely greener pastures.

When establishing our uncertainty ratings, we divide risk into two buck-
ets: systematic and nonsystematic (or company specific). Our uncertainty rating 
takes both of these into account, as Table 6.5 demonstrates. Essentially, when 
choosing an uncertainty rating we try to consider any factor that could affect 
valuation.
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Figure 6.7 Uncertainty Rating 
Source: Morningstar.

Table 6.5 Valuation Uncertainty Rating

Systematic Risk + Nonsystematic/Company-Specific Risk

Cost of equity
Revenue beta to economy
Operating leverage
Financial leverage

All non-COE model assumptions
Regulatory changes
Large license, contract, or patent expirations
Highly concentrated customer base
Changing competition
Risk of disruption or disintermediation
Price taker in a volatile market
Unpredictable management
Questionable capital allocation

Source: Morningstar analysis.
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that the moat rating is a valuable risk-management and security-selection tool, 
especially when used in conjunction with valuation-based metrics.

The most direct way to look at the performance of moat ratings is to seg-
ment companies based on their moat ratings and examine the distribution of 
returns for each group subsequent to the date it received its moat rating.

Table 7.1 shows how stocks from each moat-rating group can be expected 
to perform over a one-month time horizon. Of course one month is very short to 
a long-term investor, but it’s useful to study returns on this horizon for two 
reasons. First, there is a direct mathematical relationship between short-term 
returns and long-term returns: Long-term returns are the geometric mean of 
the short-term returns that compose the same period. Here, we are averaging 
monthly returns over more than a decade, giving us many datapoints over vary-
ing market conditions. Second, it is reasonable to assume that even a long-term 
investor may revisit portfolio constitution at a monthly frequency given the fluc-
tuations in expected returns that happen over periods as short as one month.

The first thing we notice from Table 7.1 is that there is no differentiation in 
the mean one-month return across moat ratings. This means that if you were to 
choose one stock randomly from each of the three buckets and hold them for 
one month, you could expect each to earn the same return percentage over that 
one-month time period.

Of course, the mean tells us nothing about the risk involved in making 
these three investments. The standard deviation describes the dispersion of the 
return distribution, or how far away from that mean you might land. No-moat 
stocks have nearly double the standard deviation of wide-moat stocks, meaning 

Table 7.1 Summary Statistics for Marginal Distributions of Future Monthly Returns by 
Moat Rating

Wide Narrow None

Mean (%) 1.0 1.0 1.0
Standard Deviation (%) 6.9 8.7 13.2
Interquartile Range (%) 7.3 8.7 12.3
5th Percentile (%) −9.6 −12.5 −18.9
Median (%) 0.7 0.8 0.5
95th Percentile (%) 11.5 14.3 20.8
Skew 0.0 0.3 1.2
Kurtosis 5.5 9.1 16.2

Source: Morningstar.
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trails significantly behind its narrow- and wide-moat counterparts, as shown in  
Figure 7.2. Still, the payoff to being in wide-moat stocks has not been constant, 
and we see that wide-moat stocks don’t outperform on a risk-adjusted basis 
over all time periods. This becomes clearer when we look at the rolling premium 
earned by the wide-moat portfolio relative to the no-moat portfolio over time.

Figure 7.3 shows that the premium of the wide-moat portfolio over the no-
moat portfolio vacillates from positive to negative territory quite frequently. 
However, there is a clear departure from this behavior entering the financial 
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crisis in 2008. As the crisis became worse, the premium of wide moats over 
no moats became exaggerated to the positive side. This makes intuitive sense 
given the general increase in risk aversion during that time period. Conversely, 
the premium became significantly negative as the crisis subsided and risk aver-
sion decreased. Monitoring the level and trend of this premium can be a solid 
indication of general market appetite for risk.

Despite the evidence provided earlier, we don’t believe simply investing in 
wide-moat stocks is enough to ensure superior risk-adjusted returns in the long 
run. A stock’s valuation, or its price relative to its intrinsic cash-flow-based valu-
ation, is another major component to consider.

As we discussed in Chapter 6, we use a discounted cash-flow methodol-
ogy to assign a fair value estimate to each stock we cover. By comparing that 
fair value estimate with the current price of the stock, you can immediately 
gauge our opinion on whether a given stock is over- or undervalued at any point 
in time. Undervalued stocks should be expected to earn positive risk-adjusted 
returns, and overvalued stocks should be expected to earn negative risk-
adjusted returns.

One interesting phenomenon that we find with our rating methodology is 
that the accuracy of our valuations seems to vary by moat rating. On average, 
our valuations are more accurate when moats are wider. In Figure 7.4, you can 
see this in the much more orderly relationship between valuation decile and 
subsequent average returns for wide- and narrow-moat stocks than for no-moat 
stocks. In fact, the R-squared between valuation decile and subsequent returns 
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118 Why Moats Matter

among wide-moat stocks is 0.84—more than double the R-squared among no-
moat stocks, which indicates high correlation between the valuation decile and 
the subsequent returns.

Why would this be the case? As we have discussed, stock prices of wide-
moat companies are generally less volatile than their no-moat counterparts. If 
we think about stock price volatility as a proxy for earnings and cash-flow vola-
tility of the underlying firm, we can conclude that wide-moat companies have 
less volatile cash flows than no-moat companies do. Given that we are attempt-
ing to forecast those cash flows, one might conclude that we can model wide-
moat companies more reliably in a discounted cash-flow framework than more 
volatile no-moat firms.

All of the preceding studies tell us only about returns and risk in the con-
text of individual securities. As investors we’re also interested in how securities 
behave in portfolios. Once we combine individual securities into portfolios, we 
have the opportunity to diversify away the idiosyncratic risk inherent in picking 
individual stocks. The capital asset pricing model, or CAPM, can help us analyze 
our moat ratings in the portfolio context.

The CAPM is arguably the most well-known asset pricing model today. Like 
any model, it’s a simplification of the world, and as such, its many flaws have 
been expounded on sufficiently in academic literature. A full treatment of the 
CAPM is outside the scope of this book. It suffices to say that the CAPM is a 
formula that describes an asset’s expected future return in excess of the risk-
free rate as proportional to the market’s excess return. The exact proportion that 
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equates these two excess returns is the stock’s beta, a measure of its system-
atic or undiversifiable risk. The main tenet of the CAPM is that undiversifiable 
risk is the only risk for which an investor should be compensated because all 
other risk can, by definition, be diversified away in a portfolio.

In reality, of course, asset returns don’t perfectly match the CAPM, so we 
include an error term in the equation to account for how far an asset’s return 
deviates from the model prediction after the fact. The mean of this error term 
is known as alpha, and it represents the portion of the security’s return that is 
unexplained by the excess market return factor. As a result, positive alpha  
is return that was not accompanied by proportionate systematic risk and is a 
desirable trait for an investment to have.

If markets were truly efficient, there would be no way to predict alpha in 
advance (assuming you’re using the true model of systematic risk). Although we 
don’t know the true model of systematic risk, we can use the CAPM as a lens to 
investigate whether moat ratings tell us anything about alpha before the fact.

Table 7.2 shows the same summary statistics as Table 7.1 with one key dif-
ference: Table 7.2 is the distribution of alpha segmented by moat rating, instead 
of return segmented by moat rating. This allows us to see how an investor 
would do if they perfectly hedged out all idiosyncratic, or unsystematic, risk.

The chart shows that wide-moat stocks have earned 20 basis points more 
alpha than no-moat stocks each month. They also have lower alpha standard 
deviation, smaller interquartile ranges, and less downside risk. Wide moats still 
have a lower skew and kurtosis than narrow- or no-moat alphas as well. So, 
it appears that wide-moat stocks, minus their disadvantage in skewness, are 

Table 7.2 Summary Statistics for Marginal Distributions of Future Monthly Alpha by  
Moat Rating

Wide Narrow None

Mean (%) 0.1 0.0 −0.1
Median (%) 0.0 0.0 −0.4
Standard Deviation (%) 6.7 8.0 12.1
Interquartile Range (%) 7.2 8.3 11.6
5th Percentile (%) −10.1 −12.2 −17.9
95th Percentile (%) 10.3 12.4 18.3
Skew 0.1 0.5 1.3
Kurtosis 6.1 8.1 15.9

Source: Morningstar.
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American Depositary Receipts, American Depositary Shares, and limited part-
nerships). We then rank this universe of approximately 130 companies by ratio 
of market price relative to fair value estimate and include the 20 securities trad-
ing at the largest discounts to fair value. The holdings are weighted equally, 
and the index is reconstituted and rebalanced quarterly.

Since its inception on Sept. 30, 2002, through Sept. 30, 2013, the 
Morningstar® Wide Moat Focus IndexSM has generated annualized returns of 
15.9%, versus 8.8% for the S&P 500. (We actually created the index in 2007, 
but based on moat ratings and fair value estimates assigned starting in 2002, 
we are able to create hypothetical results going back to September 2002. For 
2007 to the present, the results are based on the index’s actual performance.) 
As you can see in Table 8.1, the Wide Moat Focus Index has performed well 
over a decade that has seen many market conditions, including commodity 
booms, a major financial crisis, a deep recession, and a boom-bust cycle in the 
housing markets. The Wide Moat Focus Index’s strong performance through 
several major market fluctuations suggests a robust ability to adapt to the  
market and identify high-quality undervalued stocks.

This index has been licensed for the creation of two exchange-traded prod-
ucts: an exchange-traded fund under the ticker MOAT, and an exchange-traded 
note under the ticker WMW. Because the portfolio construction process is 
rules-based, the index has fairly high turnover—on the order of 120%–150% 
per year. This occurs because a security trading at a 25% discount to our fair 
value estimate can be replaced by one trading at a 25.5% discount when we 
reconstitute the portfolio each quarter. We designed the index construction 
process to be as hands-off as possible, so that our bottom-up work on eco-
nomic moats and intrinsic values would flow into the portfolios without any 

Table 8.1 Annual Performance of Wide Moat Focus Index

02* 03 04 05 06 07 08 09 10 11 12 YTD**

Morningstar® Wide 
Moat Focus 
IndexSM (%) 15.0 36.2 27.8 4.7 17.7 −1.3 −19.6 49.7 8.6 6.6 24.5 22.5

S&P 500  
Index (%) 8.4 28.7 10.9 4.9 15.8 5.5 −37.0 28.3 15.1 2.1 16.0 19.8

*Partial year: returns from Oct. 1, 2002. 
**YTD: Sept. 30, 2013.
Source: Morningstar.
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top-down intervention that could call into question whether the portfolio’s 
returns stemmed from our analysts’ security-specific analysis or from manage-
rial overrides.

Few rational portfolio managers would actually replace a security trad-
ing at a 25% discount to their estimate of value with one trading at a 25.5% 
discount. For one, the transaction costs could eat up some of the potential 
alpha. Also, estimates of value are just that—estimates. You could overcome 
this issue by either using this wide-moat-focus strategy in a qualified account 
where short-term capital gains taxes would not chip away at returns, or by 
modifying the portfolio construction process to require that new portfolio 
entrants overcome a certain hurdle before being added. For example, maybe 
you’d require that a new stock be at least 5% more underpriced than the 
security it would be replacing. We’ve performed some internal simulations 
using a hurdle rate like this to bring down turnover, and those studies suggest 
that getting turnover down to about 50% might cost 150 to 200 basis points 
in annual performance. So, the turnover issue is manageable, but it’s certainly 
something to keep in mind.

Interestingly, the vast majority of this turnover comes from changes in valu-
ation due to stock-price movements, rather than frequent changes in our moat 
ratings or fair value estimates. As Figure 8.1 shows, we see less than 10% 
annual turnover in our moat ratings.
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Figure 8.1 Moat Upgrades and Downgrades as a Percentage of Our Total  
Coverage Universe 
Source: Morningstar estimates.
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130 Why Moats Matter

By definition, basic materials companies deal in commodities, which isn’t 
the most fertile territory for moat building. In commodity-based businesses, 
products are undifferentiated and prices are set by the law of supply and 
demand. These companies are considered price takers, meaning they have very 
little control over the prices of their products.

Given these dynamics, the key to gaining a competitive advantage and 
building a moat is the ability to produce commodities at lower cost than com-
petitors. Ownership of world-class mineral deposits, access to low-cost feed-
stocks (for example, crude oil) and highly efficient production methods are 
the most common pathways to lower costs. Some companies have also cre-
ated moats by building strong research and development, or R&D, pipelines or 
entwining themselves in their customers’ businesses to create high switching 
costs. Unfortunately, though, many of these advantages are geologically finite 
or can eventually be replicated by competitors, so although some companies 
have secured enough of an advantage to establish narrow economic moats, 
wide moats are rare in the basic materials space, as Figure 9.1 shows.

Commodity Manufacturers

Commodity manufacturers—including companies that make steel, alumi-
num, and paper—produce intermediate or finished goods that serve as major 
components in end products such as infrastructure, buildings, automobiles, 
and household items. Using raw material that is mined, recycled, or har-
vested, these companies refine, smelt, or process to mass-produce essential 
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Figure 9.1 Economic Moat Characteristics in the Basic Materials Sector 
Source: Morningstar.
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prices and an expansive breadth of products attract millions of customers, 
which in turn attract third-party merchants to the online retailers’ marketplaces. 
Additionally, customer reviews and product recommendations increase in rele-
vance as more customers and products are added to the platform, strengthening 
the network effect.

Beverages

In the beverage industry—which includes makers of soft drinks, beer, wine, and 
spirits—generating consistent excess returns requires strong brands supported 
by vast distribution networks. Large beverage companies benefit from a virtuous 
cycle: The largest brands can also most efficiently invest in marketing programs, 
bottling facilities, and supply-chain operations, spurring further growth and 
profits. This virtuous cycle has allowed soft-drink giant Coca-Cola, beer  
juggernaut Anheuser-Busch, and spirits leader Diageo to sell premium-priced 
drinks through the most efficiently run distribution networks, capturing leading  
market shares in the process. These large firms also enjoy buying power, purchasing 
needed supplies at better rates than their smaller peers can.

Brand loyalty is also strong for many beverage categories. This loyalty 
reduces searching costs for consumers and enables beverage companies to 
launch product-line extensions (such as Diet Pepsi, Coke Zero, or Budweiser 
Platinum), as well as different packaging sizes to meet the needs of different 
channels and different drinking occasions. The strongest beverage brands enjoy 
premium pricing, helping ensure meaningful return on invested capital, or ROIC.
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154 Why Moats Matter

or E&P, companies and refiners have been able to establish narrow moats, pri-
marily through cost advantage, which is the most common moat source for the 
energy sector, as Figure 11.1 shows. E&Ps build a cost advantage by develop-
ing oil and gas properties with long-lived reserves, multiple years of drilling 
inventory, and favorable well economics. Refiners can gain cost advantage over 
global peers through access to low-cost crude oil, lower operating costs, and 
the ability to export refined products.

Wide moats in the energy sector occur most often among midstream oil 
and gas pipeline companies, which usually build their moats through efficient 
scale. Both regulation and economics tend to limit competition for existing 
pipelines, and while competition for new pipeline projects can be fierce, it also 
tends to be rational, with long-term contracts designed to project a modest, but 
steady, return on capital for years.

Oil and Gas Drilling

Oil and gas drillers, which provide rigs, crews, and the associated drilling ser-
vices to oil and gas firms on a day-rate contract basis, generally do not have 
moats. Drillers operate in a very tough environment where price drives deci-
sion making among customers, although intangibles such as quality of service, 
operational and technical expertise, equipment suitability and availability, rep-
utation, and the driller’s safety record are also considered. Demand for drilling 
rigs depends on customer expectations around commodity prices in the near 
future and the expected economics of their projects, while supply is a function of 
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168 Why Moats Matter

Elsewhere in the sector, economic moats are easier to find. The transac-
tional nature of the financial industry occasionally lends itself to the estab-
lishment of powerful network effects. Successful credit card companies and 
financial exchanges have established moats, thanks to their networks of card-
holders, merchants, and traders. We’ve identified several wide-moat firms in 
these arenas, and as Figure 12.1 shows, cost advantage is the most prevalent 
moat source in the overall sector.

Banks

Banks serve as financial intermediaries, transforming the raw materials of 
deposits and other liabilities into productive assets, usually loans and securi-
ties. Banks make money through the spread between their borrowing costs and 
the yields on their balance-sheet assets, which is a function of the interest-rate 
and credit risks they assume. They can also make money from charging customers 
fees for various products and services.

Pricing power is hard to come by in the highly competitive banking business. 
The costs of borrowing as well as the yields available on investments are usually  
set by the market, leaving little room for banks to distinguish themselves. What’s 
more, given the wide array of banking choices available to consumers, especially 
in crowded markets like the United States, it can be hard for banks to exert any 
real bargaining power. Banks in markets with fewer competitors, such as Canada 
or the United Kingdom, sometimes have a little more flexibility with pricing. Also, 
banks with structural advantages, such as large, convenient branch networks 
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Figure 12.1 Economic Moat Characteristics of the Financial Services Sector 
Source: Morningstar.
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Pharmaceuticals

Large pharmaceutical companies are in the business of creating, developing, 
patenting, and marketing drugs worldwide. Often generating robust cash flows 
from patent-protected drug sales, pharmaceutical firms are usually well posi-
tioned to redeploy capital in creating new drugs to launch into their established 
distribution networks. As a result, all of the major drug manufacturers we cover 
have moats—most of them wide.

Patents, which generally last for 20 years in the drug industry, are definitely 
the most important source of moat for these companies. Although some of the 
exclusivity period passes during a drug’s development time, once a drug is 
approved, drug companies can charge monopolistic prices. Since drug sales fall 
by roughly 90% after a patent expires in a developed market, companies must 
continually offset generic competition with new patented product launches in 
order to sustain their moats. In emerging markets, however, brand names are 
more important than patents, enabling drugs to maintain market share in these 
regions well after the exclusivity period ends.

Outside of patents, other moat sources can add further support for some 
large diversified pharmaceutical companies. Brand power exists not only in 
emerging markets, but also in consumer and animal drug products, where  
consumers are willing to pay more for trusted brands. Efficient scale tends to 
support rare-disease drugs, where very small populations reduce the incentive 
for new entrants.

The difference between a wide moat and a narrow one in the pharmaceu-
ticals business depends largely on the diversity of products that are generating 
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Figure 13.1 Economic Moat Characteristics of the Healthcare Sector 
Source: Morningstar.
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188 Why Moats Matter

with the complex workings of government customers. Switching costs also mat-
ter a lot in aerospace and defense, given the sophisticated technologies and 
significant training requirements. Cost advantage is a key driver for railroads, 
which can move freight more cheaply than many other transport options. And 
network effect helps heavy equipment companies that rely on broad dealer net-
works to service their equipment quickly and effectively in the field.

The moatiest subindustry in this sector is diversified industrials—holding 
companies that can build moat by leveraging core competencies across multiple 
platforms. Least moaty is the trucking industry, where it’s difficult to gain com-
petitive advantage through cost advantages, network effect, switching costs, or 
intangibles such as brand. Figure 14.1 gives a look at the distribution of moat 
ratings and sources in the industrials sector.

Railroads

Railroads haul coal, chemicals, grain, intermodal containers, automobiles, lum-
ber, crude oil, and other commodities. Railroads in North America, unlike those 
in many other regions, generally own the real estate or rights-of-way, track, and 
terminals over which they operate, as well as the engines and cars.

Railroads earn their wide economic moats from cost advantage and effi-
cient scale. Although other transportation modes like barges, aircraft, and 
trucks also haul freight, railroads are by far the lowest-cost option when no 
waterway connects the origin and destination. Railroads are also 4 times more 
fuel-efficient than trucks, and long freight trains make more effective use of 
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Source: Morningstar.
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200 Why Moats Matter

and semiconductor companies. The rest of the sector splits fairly evenly among 
no-moat and narrow-moat firms, with many of the narrow moats stemming from 
high customer switching costs and intangible assets, as well as other moat 
sources, as Figure 15.1 illustrates.

Consumer Technology

The consumer technology industry is home to some of the world’s best-known 
brands, including Apple, Panasonic, Samsung, and many others. These firms are 
in the business of offering some combination of hardware, software, services, 
and content to a vast audience of users.

Switching costs are critical for any semblance of a moat in the consumer 
technology industry. Given extremely short product life cycles, the only con-
sumer technology firms that can generate sustainable excess returns over time 
are those that can embed switching costs to ensure that today’s customers 
will make repeat purchases tomorrow. Hardware firms may initially profit from 
the sale of a gadget, but it’s the software, services, and content around that 
hardware that are likely to drive product purchases in the future. We believe  
consumer electronics hardware is relatively commoditized. The hardware specs 
of an iPhone, for example, have largely been matched by dozens of products in 
recent years, but we believe software, apps, and media content purchased by 
iPhone customers will help Apple retain a good portion of its user base in the 
years ahead.
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competitive advantages and economic moats less likely. Only firms with clear 
cost advantages—often those focused on nuclear energy rather than fossil 
fuels or renewable energy—have a shot at creating moats. See Figure 16.1 for 
an illustration of the moat ratings and sources found in the utilities sector.

Regulated and Diversified Utilities

For regulated utilities, efficient scale is clearly the primary source of moat. 
State and federal regulators typically grant utilities exclusive rights to oper-
ate as service-territory monopolies. In exchange for these rights, regulators set 
prices at levels that aim to minimize customer costs while still allowing fair 
returns for the utilities’ capital providers.

This implicit contract between regulators and capital providers should, 
on balance, allow regulated utilities to achieve at least their costs of capi-
tal over time, though short-term returns can vary based on demand trends, 
investment cycles, operating costs, and access to financing. Intuitively, these  
utilities should all have economic moats based on efficient scale, but there 
can be situations where aggressive regulation offsets this advantage, limiting 
excess returns on capital. This risk of adverse regulatory decisions prevents 
most regulated utilities from earning wide moat ratings. But because the threat 
of material value destruction is low, and normalized returns do exceed costs of 
capital in most cases, we’re comfortable assigning narrow moat ratings to most 
regulated utilities.

Figure 16.1 Economic Moat Characteristics of the Utilities Sector 
Source: Morningstar.
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