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I’ve written extensively in the past about the strategy
I am pursuing within the Tortoise and Hare portfo-
lios—focusing on wide-moat firms with high returns
on capital that will compound their intrinsic values 
at above-average rates, and only buying when 
they trade at enough of a discount to our estimate 
of intrinsic value to provide a margin of safety.
But these broad objectives don't mean I ignore the
tactical details. This month I share some tips 
to use while executing this strategy in your personal
portfolios. Without further delay…

Stop-Loss Orders Make No Sense
On May 6, we experienced a “flash crash” that was
like nothing modern markets have ever experienced.
For instance, Tortoise Portfolio holding Exelon EXC
traded below a penny at the height of the craziness.
Moreover, Procter & Gamble PG went from roughly
$62 to $40 in a matter of minutes, then popped 
back to $61 just as quickly as it had fallen. That drop
represented about $70 billion of market value that
was momentarily erased. That's a lot of toothpaste!

As I mentioned in a recent e-mail to subscribers
(make sure to register to receive them … ), I generally
disdain stop-loss orders, and I like them even 
less after this experience. I figure that if a company's
intrinsic value is unchanged and its stock drops, say,
20% on no material news, I should be MORE attracted
to the opportunity, not looking for the exits and 
selling at any price. In our overall system of evaluating
companies and stocks—estimating an intrinsic value,

then buying below that value—stop-loss orders
simply make no logical sense.

The silver lining of the “flash crash” is that it illus-
trated how the markets have a very long way to go
before becoming perfectly efficient. If anything, 
they may have actually become less efficient with the
increase in high-frequency computerized trading.
That’s great news for those of us trying to outwit 
Mr. Market.

Avoid Lawless Geographies
On more than a few occasions I have become aware
of interesting opportunities in certain emerging
markets that looked too good to be true. But no
matter how dominant the business and/or inexpen-
sive the stock appears, I think it is wise to avoid such
situations if they are found under the auspices of
governments that do not play by the normal rules of
capitalism. Russia fits this description, as does
Venezuela. Mainland China is also a borderline case;
it has treated private companies well thus far, but
there are few checks and balances to the very strong
central government. 

The Hare’s experience with CEMEX CX is instructive.
In mid-2008, the company's assets in Venezuela were
nationalized by the increasingly erratic and aggressive
government of Hugo Chavez. Unfortunately, CEMEX
is still awaiting payment, and Venezuela’s willingness
and ability to pay continues to decline. This was 
not a fatal blow to CEMEX; these assets represented
less than 5% of pre-nationalization production. 
But the timing was painful, coming at a moment when
CEMEX could have really used the cash flow to 
ease the liquidity crunch it experienced at the height
of the credit crisis. And it's worth noting that if the
Venezuelan unit had been 50% of CEMEX, the terms
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From inception on June 18, 2001, through June 3, 2010,
the Tortoise has returned 75.4% compared with 
7.7% for the S&P 500 Index and 11.4% for the average
large-cap blend mutual fund. The Tortoise has outper-
formed just 37.0% of large-cap blend funds over 
the past 12 months, but it is still beating 99.4% of them
since inception.

May was not a good month for stock prices, and 
the holdings in the Tortoise weren’t an exception.
Every single stock in the portfolio fell since last issue.
The biggest losers were Exelon EXC (down 12%),
Pfizer PFE (down 11%), and 3M MMM (down 10%).
There was no material, company-specific news 
to easily explain these movements, just overhanging
worries emanating from Europe. There were no fair
value estimate changes among the portfolio holdings.

I did not make any trades in the portfolio since last
issue. However, there is nevertheless a new stock as
First American FAF split itself into two parts—the 

“new” First American (which is actually the spin-off)
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The Tortoise Portfolio
Morningstar Stock Portfolios  | Paul Larson

The Tortoise 
Portfolio
Performance 
and Transaction
Summary

Portfolio Holdings Morningstar Ratings & Fundamentals

Star Fair Value Fair Current Consider Consider Size of Dividend
Stock Name Rating Uncert. Value ($) Price ($) Buying Selling Moat Yield (%) Stewardship

Berkshire Hathaway BRK.B QQQQ Med. 88.00 72.34 61.60 123.20 Wide      0.0 œ

Exelon EXC QQQQQ Med. 73.00 38.41 51.10 102.20 Wide      5.5 ∑

Lowe’s Companies LOW QQQQQ Med. 36.00 24.44 25.20 50.40 Wide      1.8 œ

ExxonMobil XOM QQQQQ Low 87.00 61.56 69.60 108.80 Wide      2.9 ∑

Novartis NVS QQQQQ Low 71.00 46.31 56.80 88.80 Wide      3.6 ∑

Kinder Morgan Mgmt KMR QQQ Med. 63.00 55.99 44.10 88.20 Wide      0.0 ∑

Johnson & Johnson JNJ QQQQQ Low 80.00 59.77 64.00 100.00 Wide      3.6 ¥

Wal-Mart Stores WMT QQQQ Low 60.00 51.72 48.00 75.00 Wide      2.3 ∑

General Dynamics GD QQQ Med. 78.00 68.07 54.60 109.20 Wide      2.5 œ

Automatic Data Procssng ADP QQQQ Med. 51.00 41.96 35.70 71.40 Wide      3.2 ∑

Sysco SYY QQQ Med. 35.00 30.18 24.50 49.00 Wide      3.3 ∑

C CoreLogic CLGX QQQQ Med. 25.00 20.34 17.50 35.00 Narrow      4.3 ∑

J.P. Morgan Chase JPM QQQQ High 61.00 39.10 30.50 122.00 Narrow    0.5 œ

Cintas CTAS QQQ Med. 30.00 26.10 21.00 42.00 Narrow    1.8 ¥

TransCanada TRP QQQQQ Low 43.00 34.37 34.40 53.80 Narrow    4.5 œ

American Express AXP QQQQ High 54.00 40.54 27.00 108.00 Wide      1.8 ∑

Home Depot HD QQQQ Med. 42.00 33.43 29.40 58.80 Wide      2.8 ∑

PepsiCo PEP QQQQ Low 73.00 63.37 58.40 91.30 Wide      3.0 ∑

Procter & Gamble PG QQQQQ Low 77.00 61.80 61.60 96.30 Wide      3.1 ∑

C First American FAF UR — UR 13.83 — — Narrow 0.0 —

3M Company MMM QQQQQ Low 100.00 78.34 80.00 125.00 Wide      2.7 ∑

Diageo DEO QQQQ Med. 80.00 63.54 56.00 112.00 Wide      2.8 —

Walgreen WAG QQQQ Med. 39.00 32.35 27.30 54.60 Narrow    1.7 ∑

Molson Coors Brewing Co TAP QQQQ Med. 59.00 42.11 41.30 82.60 Narrow    2.7 †

Coca-Cola KO QQQ Low 57.00 52.75 45.60 71.30 Wide      3.3 ∑

Pfizer PFE QQQQQ Med. 26.00 15.23 18.20 36.40 Wide      4.7 ¥

Cash Holdings 2

Tortoise Portfolio Total 3.0 1

5 Shares added
5 Shares sold
5 New holding

NR 5 Not Rated
UR 5 Under Review

Å

Í

C

Goal of the Tortoise
The Tortoise Portfolio has two
goals: to outperform the 
S&P 500 Index and to generate
positive returns regardless of 
the broad market environment.
Companies in this portfolio 
tend to be large, moderate to
low risk, and slow growing. 
We aim for all the companies
here to have an economic moat,
preferably wide. 
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and CoreLogic CLGX (which is the old First American
but with a new name). The Tortoise now has 300
shares of each company. Using the prices at the end of
the first trading day (June 2), I allocated the cost 
basis in the old First American 57.5% to CoreLogic and
42.5% to the new First American.

Looking beyond the technicalities of the spin-off, the
new First American is essentially a “pure” real estate
title company, and CoreLogic sells data and analyt-
ical tools important in the mortgage industry. Both
companies have narrow economic moats and trade at
discounts to their fair value estimates. As such, I am
not in a rush to sell either one. œ
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Index This Since3

Trailing Return (%) Level Month 12 Month Inception

Tortoise Portfolio

S&P 500 Index

NASDAQ Composite

Portfolio Transactions Portfolio Value

Date of First # of Shares Cost Basis/ Total Current % Gain/ % of
Ticker Purchase +/– Change Total Share ($)

1 Cost ($)
1 Value ($) Loss Portfolio

— -5.5 18.3 6.5

1102.8 -5.2 20.8 0.8

2303.0 -4.0 27.3 2.8

Portfolio Performance Breakdown

Top Five Sectors (%)

a Financial Srvcs 23.7

o Consumer Srvcs 20.0

s Consumer Goods 11.3

i Healthcare 11.2

f Energy 10.3

Style Breakdown (%)

166413.95 100.0

Value Blend Growth

Lrg

Med

Sm

31 37 16

4 10 0

0 0 0

p50 –100

p25 – 50

p10 – 25

p0 – 10

BRK.B 06-18-01 0 250 51.23 12807.98 18085.00 41.2 10.9

EXC 10-06-09 0 260 48.01 12482.44 9986.60 -20.0 6.0

LOW 11-15-07 0 400 24.70 9878.40 9776.00 -1.0 5.9

XOM 07-11-08 0 146 78.18 11414.18 8987.76 -21.3 5.4

NVS 02-09-07 0 185 56.80 10508.61 8567.35 -18.5 5.2

KMR 03-08-06 0 144 35.62 5129.45 8062.56 57.2 4.8

JNJ 12-06-05 0 130 59.51 7736.38 7770.10 0.4 4.7

WMT 07-19-02 0 150 47.43 7114.28 7758.00 9.1 4.7

GD 03-12-03 0 110 33.12 3643.34 7487.70 105.5 4.5

ADP 06-14-02 0 175 27.84 4872.72 7343.00 50.7 4.4

SYY 04-28-08 0 235 29.01 6817.73 7092.30 4.0 4.3

CLGX 03-17-04 0 300 16.49 4948.03 6102.00 23.3 3.7

JPM 07-23-02 0 150 30.49 4574.16 5865.00 28.2 3.5

CTAS 05-16-07 0 200 37.61 7522.00 5220.00 -30.6 3.1

TRP 01-23-04 0 150 21.21 3181.88 5155.50 62.0 3.1

AXP 07-18-01 0 125 29.46 3682.50 5067.50 37.6 3.1

HD 09-24-01 0 150 21.85 3277.50 5014.50 53.0 3.0

PEP 07-19-02 0 75 35.92 2694.25 4752.75 76.4 2.9

PG 05-12-09 0 75 50.86 3814.74 4635.00 21.5 2.8

FAF 06-02-10 +300 300 12.21 3662.96 4149.00 13.3 2.5

MMM 01-23-08 0 50 74.93 3746.49 3917.00 4.6 2.4

DEO 07-17-08 0 60 74.23 4453.59 3812.40 -14.4 2.3

WAG 10-11-07 0 110 39.37 4330.61 3558.50 -17.8 2.1

TAP 02-25-10 0 70 40.80 2856.15 2947.70 3.2 1.8

KO 10-01-04 0 50 40.63 2031.43 2637.50 29.8 1.6

PFE 09-24-01 0 150 35.21 5281.01 2284.88 -56.7 1.4

Cash Holdings 2 378.35 0.2

©2010 Morningstar, Inc. All rights reserved.  Any opinions, recommendations, 
or information contained herein: (i) is for educational purposes only; (ii) is not 
guaranteed to be accurate, complete, or timely; (iii) has not been tailored to suit
any particular person’s portfolio or holdings; and (iv) should not be construed 
as investment advice of any kind. Neither Morningstar nor any of its agents shall
have any liability with respect to such opinions, recommendations, or information.
Morningstar has not given its consent to be deemed an “expert” under the 
federal Securities Act of 1933. Past performance is no guarantee of future results. 
Before making any investment, consult with your financial advisor. Morningstar
employees may have holdings in the stocks recommended.

Paul Larson personally owns shares of the following Tortoise stocks:
AXP, BRK.B, CLGX, CTAS, DEO, EXC, FAF, GD, HD, JNJ, JPM, KMR, KO,
LOW, MMM, NVS, PFE, PG, SYY, TAP, TRP, WAG, WMT, and XOM.

1 5 Paul has purchased the stock in the past month.

2 5 Paul has reduced his position in the stock in the past month.

Contact Paul Larson at paul_larson@morningstar.com

Subgroup Med. P/FV Ratio 

All Stocks 0.96
Wide Moat 0.86
Narrow Moat 0.95
No Moat 1.03
Low Uncertainty 0.94
Medium Uncertainty 0.94
High Uncertainty 0.96

Median Price/Fair Value Ratio

*

pTortoise Portfolio p S&P 500 Index

% Total Return

70

35

0

Morningstar ratings and fundamentals as of 6-3-10. Portfolio inception date:6-18-01.

1 Cost basis includes commissions.
2 Includes interest and dividends.

3 Returns since inception are 
annualized and include dividends.

*May 5 to June 3.

Morningstar Investment Services now offers customizable 
portfolios patterned after the StockInvestor portfolios. To Learn
more, call Morningstar Investment Services at 1-866-765-0663.
Morningstar Investment Services is a registered investment advisor and wholly
owned subsidiary of Morningstar, Inc.

Data through June 3, 2010.
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From inception on June 18, 2001, through June 3, 2010,
the Hare has returned 62.2% compared with 7.7% for
the S&P 500 Index and 7.3% for the average large-cap
growth mutual fund. The Hare has outperformed
98.6% of these funds over the past 12 months, and it
has outperformed 97.9% of these funds since inception.

While it has been a difficult couple of weeks for stock
prices, the Hare held up relatively well, thanks in 
no small part to the portfolio’s cash balance. Having
Compass Minerals CMP also essentially unchanged
in price since last issue also helped. 

That said, there were some stocks that moved signifi-
cantly to the downside. Mastercard MA fell 15%
as new regulations surrounding debit card fees were
added to the Senate version of the financial regu-
latory reform bill. Dell DELL was also off 13% after
reporting disappointing earnings, and Microsoft
MSFT was also off 10%. And, to my dismay, Boston
Scientific BSX—a stock I have long said I have 

The Hare Portfolio
Morningstar Stock Portfolios  | Paul Larson

The Hare 
Portfolio
Performance 
and Transaction
Summary

Portfolio Holdings Morningstar Ratings & Fundamentals

Star Fair Value Fair Current Consider Consider Size of Dividend
Stock Name Rating Uncert. Value ($) Price ($) Buying Selling Moat Yield (%) Stewardship

Enterprise GP Holdings EPE 1 QQQQ Med. 53.00 45.07 37.10 74.20 Wide      4.8 ∑

Compass Minerals Intl CMP QQQ Med. 85.00 75.16 59.50 119.00 Wide      2.1 ∑

Fastenal FAST QQ Low 43.00 51.97 34.40 53.80 Wide      1.5 œ

CarMax KMX QQQ High 25.00 22.39 12.50 50.00 Narrow    0.0 ∑

Magellan Midstrm Part MMP 1 QQQ Med. 44.00 44.64 30.80 61.60 Wide      6.5 ¥

Apollo Group APOL QQQQQ Med. 106.00 52.85 74.20 148.40 Wide      0.0 ¥

Paychex PAYX QQQQQ Med. 42.00 29.07 29.40 58.80 Wide      4.3 œ

MasterCard MA QQQ High 233.00 202.00 116.50 466.00 Wide      0.3 ¥

International Speedway ISCA QQQQQ Med. 51.00 27.64 35.70 71.40 Wide      0.6 ¥

Autodesk ADSK QQQ Med. 33.00 29.98 23.10 46.20 Wide      0.0 ¥

eBay EBAY QQQQ Med. 28.00 22.18 19.60 39.20 Wide      0.0 œ

Discover Financial Svcs DFS QQQQQ High 27.00 13.52 13.50 54.00 Narrow    0.6 —

Vulcan Materials VMC QQQQ Med. 68.00 51.43 47.60 95.20 Wide      1.9 ∑

Western Union WU QQQQQ Med. 28.00 16.15 19.60 39.20 Wide      1.5 ¥

CEMEX CX QQQQ High 14.42 10.72 7.20 28.80 Narrow    0.0 —

Amgen AMGN QQQ Med. 65.00 55.64 45.50 91.00 Wide      0.0 †

Microsoft MSFT QQQQ Med. 32.00 26.86 22.40 44.80 Wide      1.9 œ

International Game Tech IGT QQQ High 21.00 19.87 10.50 42.00 Wide      1.2 ∑

Dell DELL QQQ Med. 15.00 13.76 10.50 21.00 None      0.0 ¥

Corporate Executive Brd EXBD QQQ Med. 28.00 31.53 19.60 39.20 Wide      1.4 ¥

Expedia EXPE QQQQ Med. 26.00 21.33 18.20 36.40 Narrow    1.3 ∑

Boston Scientific BSX QQQ High 7.00 6.03 3.50 14.00 Wide      0.0 ¥

Cash Holdings 2

5 Shares added
5 Shares sold
5 New holding

NR 5 Not Rated
UR 5 Under Review

Å

Í

C

Hare Portfolio Total 2.6 1

Goal of the Hare
The Hare Portfolio has two
goals: to outperform the S&P
500 Index and to generate 
positive returns regardless of
the broad market environment.
Companies in this portfolio 
tend to either be small or fast
growing, or have a high
risk/return proposition. We aim
for all companies here to 
have an economic moat, prefer-
ably wide.
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Index This Since4

Trailing Return (%) Level Month 12 Month Inception

Hare Portfolio

S&P 500 Index

NASDAQ Composite

Portfolio Transactions Portfolio Value

Date of First # of Shares Cost Basis/ Total Current % Gain/ % of
Ticker Purchase +/– Change Total Share ($)

2 Cost ($)
2 Value ($) Loss Portfolio

— -4.2 33.2 5.5

1102.8 -5.2 20.8 0.8

2303.0 -4.0 27.3 2.8

Portfolio Performance Breakdown

Top Five Sectors (%)

o Consumer Srvcs 24.8

p Business Srvcs 24.3

f Energy 16.3

d Ind Mtrls. 15.8

r Software 7.2

Style Breakdown (%)

Value Blend Growth

Lrg

Med

Sm

2 3 26

16 17 29

5 0 2

p50 –100

p25 – 50

p10 – 25

p0 – 10

EPE 1 05-29-07 0 350 34.89 12212.52 15774.50 29.2 8.9

CMP 08-18-05 0 200 25.40 5080.74 15032.00 195.9 8.5

FAST 01-29-07 0 220 38.56 8482.65 11433.40 34.8 6.4

KMX 01-20-04 0 500 14.71 7355.20 11195.00 52.2 6.3

MMP 1 04-28-08 0 234 35.83 8384.20 10445.76 24.6 5.9

APOL 08-02-04 0 195 56.27 10973.39 10305.75 -6.1 5.8

PAYX 06-24-02 0 350 28.65 10026.38 10174.50 1.5 5.7

MA 05-30-06 0 50 44.00 2199.99 10100.00 359.1 5.7

ISCA 01-06-06 0 280 40.18 11251.49 7739.20 -31.2 4.4

ADSK 11-18-08 0 250 19.43 4857.50 7495.00 54.3 4.2

EBAY 04-20-06 0 330 33.08 10917.98 7319.40 -33.0 4.1

DFS 08-08-07 0 500 21.39 10694.45 6760.00 -36.7 3.8

VMC 10-03-07 0 120 87.53 10503.68 6171.60 -41.2 3.5

WU 10-02-06 0 365 17.74 6474.63 5894.75 -9.0 3.3

CX 12-11-06 0 395 26.41 10431.40 4234.00 -59.5 2.4

AMGN 06-11-02 0 75 38.80 2910.25 4173.00 43.4 2.4

MSFT 08-22-05 0 150 26.30 3945.63 4029.00 2.1 2.3

IGT 06-27-05 0 200 28.35 5669.00 3974.00 -29.9 2.2

DELL 09-21-01 0 200 20.39 4078.00 2752.50 -32.5 1.6

EXBD 07-10-07 0 80 67.76 5421.14 2522.40 -53.5 1.4

EXPE 01-11-05 0 100 22.73 2273.12 2133.00 -6.2 1.2

BSX 06-18-01 0 160 8.60 1376.00 964.80 -29.9 0.5

Cash Holdings 3 16974.43 9.6

177598.39 100.0

©2010 Morningstar, Inc. All rights reserved.  Any opinions, recommendations, 
or information contained herein: (i) is for educational purposes only; (ii) is not 
guaranteed to be accurate, complete, or timely; (iii) has not been tailored to suit
any particular person’s portfolio or holdings; and (iv) should not be construed 
as investment advice of any kind. Neither Morningstar nor any of its agents shall
have any liability with respect to such opinions, recommendations, or information.
Morningstar has not given its consent to be deemed an “expert” under the 
federal Securities Act of 1933. Past performance is no guarantee of future results. 
Before making any investment, consult with your financial advisor. Morningstar
employees may have holdings in the stocks recommended.

Paul Larson personally owns shares of the following Hare stocks:
ADSK, AMGN, APOL, CMP, CX, DELL, DFS, EBAY, EPE, EXBD, EXPE,
FAST, IGT, ISCA, KMX, MA, MMP, MSFT, PAYX, VMC, WU.

1 5 Paul has purchased the stock in the past month.
2 5 Paul has sold the stock in the past month.

Contact Paul Larson at paul_larson@morningstar.com

*

pHare Portfolio p S&P 500 Index

% Total Return

80

40

0

Interested in investing in
the Tortoise and Hare portfolios?
Now you can! Morningstar
Investment Services, Inc. now
offers customizable portfolios
patterned after the Morningstar
StockInvestor portfolios.

Call Morningstar Investment
Services at to
learn more.

Morningstar Investment Services is a regis-
tered investment advisor and wholly-owned
subsidiary of Morningstar, Inc.

Morningstar ratings and fundamentals as of 6-3-10. Portfolio inception date:6-18-01.

1 Master limited partnership units 
have different tax characteristics than
common stocks and may not be suit-
able for tax-deferred accounts such as
IRAs. Please consult your tax advisor 
before buying. 

2 Cost basis includes commissions.
3 Includes interest and dividends.
4 Returns since inception are annualized
and include dividends.

*May 5 to June 3.

Morningstar Investment Services now offers customizable 
portfolios patterned after the StockInvestor portfolios. To Learn
more, call Morningstar Investment Services at 1-866-765-0663.
Morningstar Investment Services is a registered investment advisor and wholly
owned subsidiary of Morningstar, Inc.

been looking to sell, withered another 11% this month.
I still have Boston and Dell on very short leashes.

In keeping with my history of relatively low turnover, 
I yet again made no trades since last issue. But with
the stock market continuing to swoon and a healthy
cash balance here, I’m still trolling for new oppor-
tunities and thinking about adding to a few existing
positions. Among the stocks already in the portfolio,
Apollo APOL and Western Union WU remain among
my favorites. Among new things I am spying, St Joe
JOE, the Florida land company, is also looking cheap
after an apparent market overreaction to the Gulf oil
spill. As they say, stay tuned! œ
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Coca-Cola KO
Tortoise Stock Focus  | Philip Gorham, CFA

Though my most recent move was to trim the
Tortoise’s stake a few months ago, I don’t mind 
continuing to hold the remaining shares.

Morningstar’s Take
Coke’s distribution network spans the globe and allows
the firm to sell products in some of the most remote
markets in the world. Although this means that Coke’s
potential for geographical expansion is limited, 
we expect per capita consumption to rise along with
disposable income in developing markets. Further-
more, the network would be costly for competitors to
replicate, and has acted as a sturdy barrier to entry 
in the soda industry.

Over the last decade in mature markets, consumer
tastes have shifted away from carbonated soda to 
still beverages such as juices and ready-to-drink teas,
as consumers have demanded products with a lower
sugar content. In order to mitigate falling volumes and
to maintain market share, Coca-Cola has been forced 
to broaden its portfolio into non-soda categories. This
has presented challenges to Coke’s bottlers, because
the much smaller scale of these new products means
that their average production cost is higher than that 
of soda, and the greater number of products requires
higher levels of working capital.

The pressure on bottlers’ margins and the demands by
the syrup makers for distribution and production 
flexibility have been sources of conflict between the
parent companies and their bottlers for many years.
Coke has followed the lead of its great rival PepsiCo
PEP by acquiring the North American operations of
Coca-Cola Enterprises CCE, in a strategy intended
to eliminate these conflicts and make the firm more
responsive to changing consumer tastes. 

Although this is a time of significant change in the
beverages industry, we think that Coke’s extensive
distribution network should allow it to successfully
leverage its foothold in almost every beverage cate-
gory and should ensure that the firm continues to
generate excess returns on invested capital for many
years to come. œ

Rating 1-Yr High/Low Fair Value Current Price Consider Buy Consider Sell
QQQ $59.45/47.18 $57.00 $52.75 $45.60 $71.30

Size of Moat Uncertainty Market Cap Dividend Yield Revenues Stewardship
Wide Low $121.7 bil 3.3% $31.3 bil ∑

Data through June 3, 2010

Profile

Moat Trend  | Stable

Margin of Safety

Coca-Cola is the world’s largest manufacturer, distributor, and
marketer of nonalcoholic beverage concentrates and syrups. 
The firm also sells a variety of noncarbonated drinks such as water,
juices, and teas. With almost three-fourths of the company’s
revenues generated outside of the United States, Coke’s footprint
extends throughout the world through its global network of
bottlers. Coke’s core brands include Coca-Cola, Sprite, Dasani,
Powerade, and Minute Maid.

Coke’s moat trend is stable. Market shares in most beverages cate-
gories have been relatively stable over recent years, and even 
in the recent economic downturn, private labels have failed to gain
any material traction. We expect Coke to continue investing heavily
in marketing and that this will keep competitors at bay in the 
long term. We also think that the investment that would be required
to match Coca-Cola’s distribution network will continue to be
prohibitive for new entrants in the long term. 

We think Coca-Cola is worth $57. The acquisition of CCE’s North
American operations is being executed at a fair value and does not
affect our valuation of Coca-Cola. Our fair value estimate implies
forward fiscal 2010 price/earnings of 17 times, price/sales of 2.9
times, and enterprise value/EBITDA of 12.2 times. Volume and costs
are the primary drivers of our valuation. We expect per capita
consumption increases in developing markets in Asia and Eastern
Europe to drive average annual revenue growth of 5% over the 
next 10 years. The bottler acquisition and a greater share of the
financial burden of promotional activity are likely to be detrimental
to Coke’s profitability, and we forecast the firm’s operating margin
will fall to around 23% in the medium term. We forecast that Coke
will generate average returns on invested capital of almost 21%.

Paul’s Position
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Much like Coke, this is a core holding that does not
cause me any lost sleep.

Morningstar’s Take
We assign a wide economic moat to PepsiCo because
of its economies of scale, its dominance in the 
snack category, and its effective distribution network.
The direct store delivery system allows the firm to
leverage its impressive portfolio of brands and should
ensure that PepsiCo maintains its strong returns on
invested capital over the long run. 

Although long-time competitor Coca-Cola KO may
have won the battle for the leadership of the cola
industry, PepsiCo is winning the war against its
competitors in the broader snack and beverage market
with a group of brands that hold leading or second-
place positions across several categories. Collectively,
these products give Pepsi control of around 39% of
the U.S. salty snack market and a leading 23% share
of the market in Western Europe. The North American
snack business is Pepsi’s most profitable segment,
generating 35% of the firm’s total revenue in 2009 but
46% of its profits.

One of the primary sources of PepsiCo’s moat is 
its direct store delivery system, which acts as 
a barrier to new entrants because it would be costly
to replicate. The firm has leveraged this extensive 
distribution network to broaden its offerings of non-
Pepsi-Cola products and grab share in adjacent 
snack categories. PepsiCo has been particularly
successful at doing this in its nonbeverage categories,
where its strong brands have been successful in grab-
bing market share from weaker competitors.

Pepsi’s relationships with retailers have become 
even more direct since taking control of its two anchor
bottlers. Consolidation will allow Pepsi to experiment
with niche products and new package sizes, giving the
company the ability to more closely monitor consumer
trends and adapt to them quickly. It is difficult for
manufacturers to predict which of today’s niche prod-
ucts will become tomorrow’s mainstream beverages,
so maintaining the flexibility will allow Pepsi to
remain at the forefront of beverage innovation. œ

Paul’s Position

Data through June 3, 2010

Rating 1-Yr High/Low Fair Value Current Price Consider Buy Consider Sell
QQQQ $67.61/52.11 $73.00 $63.37 $58.40 $91.30

Size of Moat Uncertainty Market Cap Dividend Yield Revenues Stewardship
Wide Low $102.2 bil 3.0% $44.3 bil ∑

Profile

Moat Trend  | Stable

Margin of Safety

PepsiCo manufactures, markets, and sells a variety of salty, conve-
nient, sweet, and grain-based snacks, as well as carbonated 
and noncarbonated beverages and foods. The firm’s organizational
structure constitutes three primary business units: PepsiCo 
Americas Foods, PepsiCo Americas Beverages, and PepsiCo Inter-
national. The company’s broad portfolio of brands includes Pepsi,
Gatorade, Tropicana, Lay’s, Doritos, and Quaker.

We think that Pepsi’s wide moat is stable. The firm’s market shares
have been stable in most categories for several years, and even 
in this economic downturn, private label has failed to gain significant
traction in the snacks industry. We expect continued investment 
in marketing by Pepsi to maintain the status quo in the long term,
and we do not see an end to Pepsi’s dominance of the snacks
market in the near future.

Our fair value estimate is $73, and there is a moderate margin 
of safety today. Our fair value estimate implies forward fiscal year
2010 price/earnings of 17.6 times, price/sales of 2.1 times, and
enterprise value/EBITDA of 10.7 times. Volume, pricing and consoli-
dation synergies are the key drivers of our valuation. We forecast
revenue to be flat in 2010, as consumers in most markets remain
cautious, but we think 2011 may be a stronger year as the economy
picks up. We forecast a long-term revenue growth rate of around
4% per year from 2014. We expect the firm to generate an operating
margin of 17%-18% over the next decade, roughly equal to our fore-
cast prior to the announcement of the deals, as synergies offset the
effects of consolidating less profitable activities. Pepsi has poten-
tial to grow margins in emerging markets, as greater scale and
improving infrastructure should provide cost savings in distribution,
but the firm could also face rising commodity costs.

PepsiCo PEP
Hare Stock Focus  | Philip Gorham, CFA
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Discover Financial Services DFS
Stock Focus  | Michael Kon, CFA

Though uncertainty is high, in the Hare, DFS trades at
the greatest discount to its fair value estimate.

Morningstar’s Take
Discover operates one of the two closed-loop credit
card networks in the United States; American Express
AXP operates the other. Discover issues proprietary
cards, extends card loans to cardholders, and acquires
transactions from merchants whenever a cardholder
pays with a Discover card. It has also developed rela-
tionships with third-party issuers such as Wal-Mart
WMT to issue Discover cards to its customers. In
addition to credit cards, Discover operates a PIN-based
debit card network, Pulse.

Once inferior to peers’, Discover’s credit card network
is catching up as merchant acceptance levels approach
those of Visa V and MasterCard MA. Nevertheless,
we expect lending to remain Discover’s main business
line. Unlike Amex, which earns a boatload of fees
(over 80% of revenue), the bulk of Discover’s revenue
(about 60%) comes from the spread on card receiv-
ables. This suggests that Discover doesn’t fully mone-
tize the operating leverage embedded in its network
and has to rely on the performance of its receivables
to fill its coffers. While Amex can enjoy a stable
stream of fee income, Discover has to handle credit
risk, interest-rate risk, and competition from giants
like Capital One COF.

All this said, Discover has a solid brand name and 
a network that, despite all the disadvantages, would
be hard to duplicate. The firm also boasts lower 
attrition rates than other card issuers, because 
cardholders tend to keep using their Discover cards
once they get used to paying with them at certain
merchant locations. In addition, Pulse makes Discover
a force to be reckoned with in the debit card market,
which is growing much faster than the mature credit
card market.

However, the industry is facing a decline in spending
and deleveraging of the U.S. consumer, which bodes
ill for balance sheet and revenue growth. In addition,
rising unemployment in the U.S. is driving loan losses,
a trend that’s likely to persist for a while longer. œ

Rating 1-Yr High/Low Fair Value Current Price Consider Buy Consider Sell
QQQQQ $17.36/8.58 $27.00 $13.52 $13.50 $54.00

Size of Moat Uncertainty Market Cap Dividend Yield Revenues Stewardship
Narrow High $7.4 bil 0.6% $6.7 bil —

Data through June 3, 2010

Profile

Moat Trend  | Positive

Margin of Safety

Discover Financial Services issues credit cards and acquires trans-
actions. It operates a closed-loop credit card network and also 
uses third parties to issue its cards. Discover extends card loans
(receivables) to cardholders who wish to borrow through their
credit cards. It also operates a PIN-based debit card network in the
U.S. and has a credit card issuing business in the U.K. and credit
card acceptance agreements with JCB in Japan and China UnionPay.

While Discover’s network used to be inferior to Visa and MasterCard
in terms of merchant acceptance and global reach, Discover has
been closing the gap by collaborating with merchant acquirers to
add more merchants to its networks. The acquisition of Diners 
Club provides Discover with an international footprint and adds
millions of foreign merchants to the pool of merchants that accept
the card. These actions expand the firm’s moat because they 
are likely to increase card usage, making it less appealing for card-
holders to use other cards. In addition, closing the acceptance 
gap with Visa and MasterCard will make Discover’s networks more
attractive to third party issuers and will help negotiate card
issuance deals, thus adding more distribution channels to the firm. 

Our fair value estimate remains $27. The opening of the closed-loop
network to third-party issuers and acquirers will help Discover
increase card volume in the long run, but consumer spending is a
major headwind for near-term growth. We forecast loans to remain
flat in 2010, but to increase by 3% in 2011 and by 5% thereafter.
We think charge-offs are likely to keep rising in 2010, but we expect
Discover to fare better than peers in the current cycle. We model
net charge-offs of 8% in 2010, 7% in 2011, and 5.5% in the long run.
A 50-basis-point increase in our long-term net charge-off assump-
tion would result in a $4 decline in our fair value estimate.

Paul’s Position

% Total Return p Discover Financial Services
p S&P 500 Index20
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One of the stocks on the radar for the Hare.

Morningstar’s Take
KLA-Tencor occupies a sweet spot in the chip-equip-
ment industry because of its dominant position in the
process diagnostic and control (PDC) market. Chip-
makers use PDC tools to measure and detect defects
during semiconductor production and to identify 
and correct the problem sources; this lowers costs 
by reducing the number of faulty chips produced.
Customers rely on KLA’s tools to accelerate manufac-
turing to full production of new chip designs and
factory startups, as well as to maintain high yields for
devices already in production to maximize profitability.

KLA sits atop the PDC market with 50%-plus share. The
firm has steadily gained share in recent years because
of its wide economic moat. KLA’s vast experience 
in PDC—gained from an installed base of 20,000 tools
and having engineers in every chip manufacturing
facility—has allowed the firm to build its leading tech-
nical expertise and extensive knowledge base, which
are significant competitive advantages. Further, KLA’s
dominant position gives it an advantage in main-
taining its technological edge. The firm has the largest
research-and-development budget in the PDC market
(roughly $370 million in fiscal 2009), and its close rela-
tionships with customers give KLA insight into future
needs of the semiconductor industry.

Although the severe cyclical downturn in the semi-
conductor equipment industry dragged KLA into an
operating loss in fiscal 2009, the firm’s historical
financial performance has been superb. Faced with
few credible rivals, KLA has some room to charge a
premium for its highly proprietary products, which
help chipmakers save considerable time and money.

Despite the recent business slowdown, we are
excited about KLA’s long-term growth prospects. Each
successive generation of semiconductor fabrication
technologies involves smaller circuit sizes, new mate-
rials, and more process steps. This all amounts 
to a greater number of increasingly complex defects,
which drives the growing need for ever more
advanced PDC tools. We think KLA’s future is bright. œ

Paul’s Position

Data through June 3, 2010

Rating 1-Yr High/Low Fair Value Current Price Consider Buy Consider Sell
QQQQQ $37.71/23.03 $45.00 $31.63 $31.50 $63.00

Size of Moat Uncertainty Market Cap Dividend Yield Revenues Stewardship
Wide Med. $5.4 bil 1.9% $1.4 bil ¥

Profile

Moat Trend  | Stable

Margin of Safety

KLA-Tencor designs and manufactures yield-management and
process-monitoring systems for the semiconductor industry. The
systems are used to analyze the manufacturing process at 
various steps in a product’s development. The firm’s laser-scanning
products are used for wafer qualification, process monitoring, 
and equipment monitoring. KLA-Tencor also provides systems for
optical metrology and e-beam metrology.

KLA sits in the sweet spot of the semiconductor equipment industry.
PDC has and will continue to become increasingly critical to the
chip manufacturing process, as chip circuitries become ever smaller
and defects become more complex over time. We believe that the
firm’s moat is stable, as KLA’s market-leading position has continued
to allow the firm to maintain its large R&D investments and to 
build on its industry-leading technical expertise.

Our fair value estimate for KLA is $45 per share. The firm had a
brutal fiscal 2009, as revenue declined 40% because of the cyclical
downturn in the chip-equipment industry. We expect a recovery in
business levels during the next several years, and in our model, we
forecast sales to increase 17% in fiscal 2010 and 28% in fiscal
2011. Over the long term, we think the firm can grow in the 10% to
low-teens range annually. We believe that KLA is capable of
growing faster than its chip-equipment peers as a result of the firm’s
strong product position in a sweet spot of the semiconductor 
equipment market. Although recent profitability has been hampered
by the industrywide cyclical slowdown, we believe KLA will be 
able to sustain above-average profitability relative to the industry
in the long run, with operating margins converging to the low to
mid-20s over time. This is the result of the firm’s solid competitive
position and focus on operational efficiency.

KLA-Tencor KLAC
Stock Focus  | Andy Ng
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Thus far, the U.S. economy has managed to do excep-
tionally well despite all the uncertainties brewing 
in European markets. Whether or not this can continue
is the main thing driving markets today.

The fallout from the crisis has two key dimensions:
another potential banking/financial meltdown and the
overall effect of a weakened European economy 
on the world economy. The meltdown issue is harder
to answer with certainty because speculators, flag-
ging confidence, and a few poorly chosen words from
politicians could turn a bad situation into a nearly
impossible one in short order. That said, this just
doesn’t feel like a redo of the subprime mortgage situ-
ation to me. Securities related to subprime mortgages
were stuffed in portfolios around the world in institu-
tions big and small. In that meltdown the mortgages
were sliced, diced, and securitized in such a way that
no one could be sure exactly which institutions 
were exposed to the crisis. And then there were the
leveraged bets on leveraged bets on those artificially
manufactured products. Uncertainty reigned.

The Greek situation strikes me as being a more
straightforward debt default that could severely
damage some European financial institutions, but 
it is not likely to bring down the whole system. While
there is also potential for the problem to spread 
to other countries, the world economy appears to be
continuing to pick up steam, while the sub-prime
crisis started when the economy was just beginning
to roll over on its own accord. Spain, which 
seems to be the next economy in doubt, appears to
have bottomed and is beginning to show some
improvement. The lower euro is already beginning to
boost European exports in some the larger eurozone
economies, such as France and Germany.

I am even less worried about the impact of European
slowing on the larger world economy. As the table

here shows, Europe represents just 15% of the world
economy. Even before the crisis fully broke loose, the
IMF was projecting eurozone growth of just 1% versus
4.2% for the entire world and 3.1% for the United
States for 2010. So of the 4.2% worldwide growth pro-
jection for 2010, Europe contributed a paltry 0.2%.
It just doesn’t move the needle much.

U.S. Shipments to Europe Aren’t a Huge Deal
The U.S. economy is far less dependent on exports
than most other developed nations, with exports
representing just 12% or so of our GDP. That compares
with a figure closer to 40% for Germany. Exports 
to Europe are approximately 25% of all U.S. exports.
So, if US shipments to Europe went to zero, 
a highly unlikely event, U.S. GDP would fall by 3%.

Silver Linings From the Euro Situation
Problems in euro land have provided some benefits to
the U.S. consumer. For example, interest rates in 
the U.S. have fallen dramatically over the last month,
with the U.S. 10-year bond yields falling from close 
to 4% in April to 3.2% in late May. A 30-year mort-
gage is well under 5% again as of late May, a level
not seen since December 2009. My forecast for rising
bond rates seems to be in real danger, especially in
the short run. Given the delicate position of the world
economy and reported inflation remaining low, it
seems unlikely that the Fed will make a move to raise
rates in the short term.

Furthermore, a stronger dollar has pressured a broad
basket of commodity prices, including oil. Weaker 
oil prices will eventually translate into meaningfully
lower gasoline prices in the months ahead. 
That will in turn reduce friction in the economy while
leading to more cash in consumers’ pockets for
spending on other items.

Economy Trumps Europe With Consumers
Thus far, American consumers seem to be shrugging
their shoulders in response to the European crisis.
Perhaps the best evidence was news out of Toll
Brothers TOL, a major homebuilder, that indicated
that sales and traffic at Toll Brother sales centers
accelerated during the first three weeks of May, even
after the $8,000 housing credit expired. Although I 
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Robert Johnson, 
CFA
Associate Director of 
Economic Analysis

Can Europe Derail the Recovery?
Economic Weather Report  | Robert Johnson, CFA
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am not a fan of consumer confidence numbers, data
out of the Conference Board suggested that consumer
confidence, while still depressed when compared with
boom times, is now at its high point for this recovery.
And though retail sales were not as robust in April 
as they were in March, the numbers were still up. My
guess is that U.S. consumers will continue to ignore
the European situation as long as employment levels
continue to improve. Lower gasoline prices and rock-
bottom interest rates won’t hurt either. 

Manufacturing, We Have Blast Off
Manufacturing-sector employment has been particu-
larly strong, adding more than 44,000 jobs in April and

showing one of the best percentage gains of all 
the job categories. My thesis has been that a strong
manufacturing sector with its high-paying jobs 
and long work weeks would be the engine for even-
tual job growth in the service sector as factory
workers begin to spend their hard-earned dollars. In
both the ISM purchasing managers’ survey and 
the employment report for April, it is clear that manu-
facturing has turned the corner. And it doesn’t look
like that trend is stopping anytime soon. 

The Census Department announced that durable goods
orders in April rose by almost 20% from the 2009’s
level, the biggest increase since the series began 
in 1992. Durable-goods orders are a fantastic leading
indicator of eventual industrial production figures,
which in turn usually lead to more manufacturing
employment. The reason the durable-goods orders
statistic is such a good indicator is that it takes time,
in some cases months, to produce and ship those
goods once they are ordered. As good as the improve-
ment has been, the economy has only recovered 
$33 billion of the $87 billon (or 38%) of orders lost
during this recession. That leaves considerable room
for improvement in the months ahead.

A series of reports, including the most recent durable-
goods report, show that inventory levels are finally
beginning to increase. At this stage of the recovery,
modestly growing inventories is a very good thing; they
indicate robust underlying demand. Inventory resto-
cking was clearly not a one-quarter phenomenon, as
some analysts believed. What is happening now 
is that inventories are indeed increasing, but so are
shipments. That means that businesses are now stuck
on the treadmill of trying to build higher inventories,
but being unable to do so as orders and shipments
continue to accelerate. The low levels of inventories
are depressing sales from what they could other-
wise be. We also have evidence that some companies 
with low inventories of component goods are
depressing shipments as manufacturers scramble to
meet demand. I think that we may be hearing 
more about this, especially if there is some type of
resolution on the Greek issue. œ
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Toll Brothers TOL

Star Rating QQQ
Uncertainty High

Fair Value ($) 26.00

Current Price ($) 20.23

Market Cap ($bil) 3.3

Dividend Yield (%) —

Size of Moat Narrow

Consider Buying ($) 13.00

Consider Selling ($) 52.00

1-Yr Hi/Low ($) 23.67/15.19

Stewardship ¥

P/E —
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% of 2010 Contribution
World Growth to World

Area Economy (%) Growth (%)

Developed Economies

United States 20.5 3.1 0.6

Euro Area 15.2 1.0 0.2

Japan 6.0 1.5 0.1

United Kingdom 3.1 1.3 0.0

Canada 3.7 3.1 0.1

Other Developed 7.3 3.7 0.3 

Developing and Emerging

Developing Asia 22.5 8.7 2.0

Western Hemisphere 8.5 4.0 0.3

Middle East/ North Africa 5.0 4.5 0.2

Commonwealth of Independent States 4.3 4.0 0.2

Central and Eastern Europe 3.5 2.9 0.1

Sub-Saharan Africa 2.4 4.7 0.1 

World 100 4.2 4.2

Source: IMF

Europe, Big Enough to Make a Difference?
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In several of our recent columns, we have discussed
the ideas of time- and intrinsic-value in options. Now,
with these two fundamental concepts under our belts,
let’s take a closer look at another core concept for
options: implied volatility

Let’s say I have $100 in a bank account paying 1% per
annum. We know with certainty (assuming the bank
and FDIC are financially sound!) that the account will
be worth $101 in a year. Now, let’s say I buy $100
worth of a blue chip stock. In most circumstances, we
would expect the value of this investment to be some-
where slightly above $100 in a year, but would have a
hard time pinning down a single number. Considering
the stability of a blue chip, we estimate that our
investment will be worth somewhere between $90
and $110 in a year. 

Now, let’s say I buy $100 worth of stock in a biotech
firm that has an idea about a novel cancer treatment.
As Martha Stewart found out to her dismay, the
future stock price of small biotech firms can be very
unpredictable! If the company produces tangible
results, our $100 investment could be worth $1,000 in
a year; if the idea fizzles, our investment value could
be cut to $1.

Translating this into option terms, we would say that
we would expect no volatility for our bank account,
low volatility for our blue chip, and high volatility for
the biotech. Volatility is thus a measure the uncer-
tainty surrounding the future value of an asset. Notice
that this definition of volatility is a guess—we are
not sure what the future will hold in any case except
the bank account. 

Volatility is fundamental to determining the prices of
options. Option price is directly related to the proba-
bility that the underlying stock will reach a certain
level before the contract expires. Let’s go back to our

blue chip and biotech investments. How much would
you pay for a call option on the blue chip struck at
$120? It might be worth a little something, but not
much—after all, we thought the stock would probably
be worth $110 or less in a year, so it doesn’t seem
likely that the option will expire with any intrinsic
value. How about an option on the biotech struck at
$120? We thought the biotech could be worth $1,000,
so this call option should be worth something more
than the option on the blue chip.

Now that we understand the idea of volatility, let us
look at what tools Morningstar offers to help us make
sense of stock and option prices. The first tool is the
Morningstar Rating system and the Fair Value Uncer-
tainty Rating. Morningstar’s stock analysts set their
uncertainty ratings such that the “Consider Buying”
and “Consider Selling” prices bound their best guess
for the future intrinsic value ranges of the stock
(equivalent to our $90–$110 band for our blue chip, in
other words). The wider the range of potential future
value, the greater the Fair Value Uncertainty Rating. 

We can compare Morningstar’s “Consider Buying”
and “Consider Selling” values with the option
market’s expectation for the future stock price by
looking at the “delta $/$” field on our option chains.
Delta is options jargon that indicates the option
market’s estimate of a stock being at a certain price in
the future. A delta of 0.3 means the option market
believes that an option has a 30% chance of having
intrinsic value by expiration. Morningstar option
chains also give the implied volatility for each option.
Implied volatility simply shows the percentage devia-
tion from today’s stock price the option market
believes is most likely. An implied volatility value of
23% means that the market expects that, on an annu-
alized basis, the stock will fluctuate in a band 23%
above and below the present stock price between
now and expiration. 

Take a look at the page on the overlay to see an
actual example of Morningstar’s take on the volatility
of Baxter International BAX, a company recently
highlighted by Paul in a cover story as one whose
stock is on his radar.
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Implied Volatility 101
OptionInvestor  | Erik Kobayashi-Solomon

Erik Kobayashi-
Solomon
OptionInvestor 
Co-Editor

Baxter International BAX

Star Rating QQQQQ
Uncertainty Med.

Fair Value ($) 67.00

Current Price ($) 42.19

Market Cap ($bil) 25.2

Dividend Yield (%) 2.8

Size of Moat Narrow

Consider Buying ($) 46.90

Consider Selling ($) 93.80

1-Yr Hi/Low ($) 61.88/40.48

Stewardship ∑

P/E 15.8

Introducing Morningstar’s
Option Investing Course
Want to learn how to invest
with options? Let our options
coaches show you how to
invest with options from home.
Supplement your investing
education with the support and
interaction of a personal
coaching experience. Call or
click to learn more about
our new coaching program.

For a free session call:
1-800-615-6178 (ext. 1036)

Or visit us online at:
www.MorningstarInvestor-
Training.com/options1036
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e Morningstar’s Julie Stralow believes the company 
is worth between $46.90 and $93.80 and that 
the most likely value (the Fair Value Estimate) is 
at $67.00.

r This shows the actual price volatility of the stock 
over the preceding time period, extrapolated 
over 365 days. For example, if you looked at the 
previous month’s worth of stock movement 
and extrapolated that over one year, the stock 
would moved most often in a 27.86% band 
up and down around its stock price at the begin-
ning of the month.

t The option market believes the price of Baxter’s
stock will fluctuate at an annualized rate 
of 32.2% over the duration of this call option. 

u This means the market believes that there is 
only a 2% chance that Baxter will trade at 
or above this $65 strike one year in the future. 
Note that $67 is Stralow’s fair value estimate. 
So the value that Stralow considers most 
likely for the stock is one that the option market 
considers very unlikely. The views are not 
necessarily contradictory, because Stralow’s 
investment horizon is 2–3 years, and this 
option’s expiration is only eight months. But the 
fact that the perceived outcomes are so 
divergent means there may be an investment 
opportunity here. œ

Visit: www.morningstar.com

e

t

r

u

p10_Report_0610.qxp  6/8/10  9:24 AM  Page 13



Wide-Moat Watchlist All the companies on this watchlist have wide economic
moats. Go to http://msi.morningstar.com to track changes
throughout the month.

Star Fair Value Fair Current Consider Moat Stew. Yield Port-
Company Name Rating Uncert. Value ($)* Price ($) Buying ($) Trend Grade (%) P/E folio Comment

14

Manufacturing rebounding. Innovation and manufacturing
skills basis of moat. Two thirds of sales outside U.S.   

Diversified firm with patent-protected drugs, a leading
diagnostics operation, and an emerging devices business.

Acrobat and Photoshop are industry standards. Network
effect and switching costs underpin moat. 

Similar to Corp. Executive Board but focused on health-
care and education sectors. Hurt by weak economy.

Ophthalmic leader in both drugs and surgical supplies.
Novartis in process of buying entire firm. 

Specialty pharmaceutical company that derives more 
than one third of its revenue from Botox.

Top-tier asset manager. Conditions moderating as the
recovery in market has been big help.

Focused on U.S. tobacco market. Marketing ban raises
barriers to entry. High taxes actually yields pricing power.

Head and shoulders above competition in online retailing.
Results continue to impress, but stock is rich.

Dominates Brazil beer market; strong in other markets and
soft drinks. Currency swings with Brazilian Real volatile.

Large payment network combined with lending operation.
Delinquencies and loan losses appear to have crested.

Top-shelf biotech. Anemia drugs regaining traction, but
biosimilars on horizon. Prolia just approved.

Controls 25% of global beer market. Cutting overhead
expenses to help pay for merger. Raised fair value.

Largest for-profit education firm, with more than 440K
students. Doing very well, but scrutiny greatly increased.

Semiconductor equipment standard-bearer. Technological
lead and broad product portfolio. Very cyclical industry.

Number one in gastrointestinal (ulcer) drugs. Hefty 
late-stage pipeline. Expanding biologic presence. 

AutoCAD software has very high switching costs. Recent
results ugly, but glimmers of hope on horizon.

Client turnover very low. Lower interest rates actually 
hurt earnings, as does weak labor market.

Brands and direct-sales model lead to high and consistent
returns on capital. Strong dollar hurts results.

Canadian banking market is very attractive with relatively
few competitors.

Mammoth in asset custody and management. Benefits
from large scale. More stable business than other banks.

One of relatively few large Canadian banks. Twenty-five
percent of earnings from international operations.

Buffett still going strong. Market rebound greatly helped
reported book value. Burlington Northern purchase done.

After 50-for-1 split, B-share value is now worth 1/1500th
of A-share and with even less voting power.  

Multiple-sclerosis leader with two leading treatments.
Activist investor Carl Icahn won two board seats.

*Fair value based on Morningstar analyst estimates. Data through June 3, 2010. UR 5Under Review    ]5 Fair Value Increased    [5 Fair Value Decreased   j5Positive   k5Stable   l5Negative

3M Company MMM QQQQQ Low 100.00 78.34 80.00 k X 2.7 15.5 a

Abbott Laboratories ABT QQQQQ Low 68.00 47.73 54.40 k C 3.7 13.9 b

Adobe Systems ADBE QQQ Med. 30.00 32.90 21.00 l C 0.0 49.0 d

Advisory Board ABCO QQQ Med. 38.00 38.65 26.60 k C 0.0 58.8 d

Alcon ACL QQQ Low 155.00 143.65 124.00 k C 1.5 20.4 b

Allergan AGN QQ Med. 52.00 61.24 36.40 l C 0.3 25.1 d

AllianceBernstein Hlding AB QQQ Med. 31.00 28.46 21.70 l V 6.5 13.2 d

Altria MO QQQQ Med. 24.00 20.59 16.80 k C 6.8 12.4 d

Amazon.com AMZN QQQ High 95.00 128.76 47.50 k X 0.0 56.2 d

American Beverage ABV UR High UR 97.91 UR k — 2.8 18.2 b

American Express AXP QQQQ High 54.00 40.54 27.00 k X 1.8 18.6 a

Amgen AMGN QQQ Med. 65.00 55.64 45.50 l V 0.0 11.8 c

Anheuser-Busch InBev BUD QQQ High 54.00 ] 48.65 27.00 l C 0.8 16.8 b

Apollo Group APOL QQQQQ Med. 106.00 52.85 74.20 k C 0.0 13.1 c

Applied Materials AMAT QQQQQ Med. 22.00 13.03 15.40 k C 2.2 NA d

AstraZeneca AZN QQQQ Med. 53.00 43.52 37.10 l C 7.9 7.8 d

Autodesk ADSK QQQ Med. 33.00 29.98 23.10 k C 0.0 — c

Automatic Data Prcssng ADP QQQQ Med. 51.00 41.96 35.70 k X 3.2 15.7 a

Avon Products AVP QQQQ Med. 36.00 26.29 25.20 k X 3.4 20.5 d

Bank of Montreal BMO QQ V.High 38.00 60.61 15.20 l Z 0.0 13.5 b

Bank of New York Mellon BK QQQQ Med. 35.00 27.28 24.50 k C 1.3 NA b

Bank of Nova Scotia BNS UR Med. UR 49.08 UR k Z 3.8 13.4 b

Berkshire Hathaway BRK.A QQQQ Med. 131000 108480 91700 k Z 0.0 12.8 b

Berkshire Hathaway BRK.B QQQQ Med. 88.00 72.34 61.60 k Z 0.0 12.2 a

Biogen Idec BIIB QQQQ High 65.00 49.25 32.50 k C 0.0 14.9 d
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Star Fair Value Fair Current Consider Moat Stew. Yield Port-
Company Name Rating Uncert. Value ($)* Price ($) Buying ($) Trend Grade (%) P/E folio Comment

After several mergers, now the largest asset manager in
the world, with more than $3 trillion under management.

Natural gas pipeline company that is well-positioned for
growth. Large cost overruns on recent projects.

Still struggling in wake of the Guidant purchase. Big
restructuring announced. ICD recall in rear-view mirror.

Major patent losses in 2011 offset by strong pipeline.
Focusing on core pharmaceutical business. 

Cash-cow firm. Successfully taking cigarettes into
emerging markets.

Owns general partner of Buckeye Partners LP. GP’s returns
are leveraged. Could be target of purchase by LP.   

Pipeline firms tend to have moats because of their
geographic advantage. Buckeye is among our favorites.

Strong brands and market share in excess of 70%. Very
defensive business. Volumes weak recently.

Canadian banking has low degree of rivalry and is highly
insular. More hurt than Canadian peers by U.S. problems.

Prices set by inefficient nonprofit competitors. High
amount of scrutiny around for-profit education lately.

Sensitive to economic cycles, so results may be bumpy.
Strong dollar hurts exports, and vice versa. 

Leading truck brokerage with an interesting business
model. Benefits from scale advantages. 

Largest futures and options exchanges in world. High
degree of operating leverage. Bought Dow Indexes.

Still 800-pound gorilla of networking. Cash flow and
hoard provide buffer. Outlook brightening.

One of the longest-lived moats around because of its
brands and business model. Buying bottlers in N America. 

Has 44% worldwide market share in toothpaste. Large
overseas exposure. About 75% of sales outside U.S. 

Unmatched ability to offer multiple services via one
connection. Bought NBC Universal from GE.

Low-cost producer of salt and sulfate of potash fertilizer.
2009 potash volumes way off, starting to recover now.

Collects and sells best-practices intelligence. As a “corpo-
rate discretionary,” growth stopped in recession.

Recent addition to watchlist. Controls info critical to
commercial real estate industry.

One of two top Swiss banks. Strong asset management
and private bank. Uncertainty rating now high.

French product-life management and 3-D design software
firm, focused on higher-end products.

For-profit education companies in media spotlight lately.
Industry is still growing fast. 

Largest spirits producer in the world. Strong brands and
exclusive distribution competitors can’t match. 

Database model characterized by high barriers to entry
and low incremental costs. 

Stew. Grade5Morningstar Stewardship Grade    C5New Addition a5Tortoise Holding    b 5Potential Tortoise Holding    c 5Hare Holding    d 5Potential Hare Holding

Blackrock BLK QQQQQ Med. 240.00 163.84 168.00 j V 2.4 20.9 d

Boardwalk Ppline Prtnrs BWP QQQ Med. 28.00 28.27 19.60 l C 7.2 26.5 d

Boston Scientific BSX QQQ High 7.00 6.03 3.50 k C 0.0 NA c

Bristol-Myers Squibb BMY QQQQ Med. 28.00 22.88 19.60 l C 5.6 12.8 d

British Amer Tbco BTI QQQ Med. 66.00 62.61 46.20 k C 7.0 15.7 d

Buckeye GP Holdings BGH QQQ Med. 28.00 30.25 19.60 k C 5.7 16.9 d

Buckeye Partners BPL QQQ Med. 51.00 58.95 35.70 k C 6.5 21.1 d

Campbell Soup CPB QQQ Low 36.00 36.65 28.80 k C 3.0 16.0 b

Canadian Imp Bk Of Cmrc CM QQQ High 53.00 69.74 26.50 k X 4.8 16.6 d

Capella Education CPLA QQQ Med. 95.00 86.73 66.50 k X 0.0 29.9 d

Caterpillar CAT QQQ Med. 64.00 61.11 44.80 k X 2.8 31.4 b

CH Robinson Wrldwde CHRW QQQ Med. 64.00 58.04 44.80 k X 1.7 27.2 d

CME Group CME QQQ High 331.00 323.49 165.50 k X 1.4 24.8 d

Cisco Systems CSCO QQQQ Med. 28.00 23.72 19.60 l X 0.0 20.1 d

Coca-Cola KO QQQ Low 57.00 52.75 45.60 k X 3.3 17.3 a

Colgate-Palmolive CL QQQQ Low 92.00 78.88 73.60 k X 2.7 19.3 b

Comcast CMCSA QQQQ Med. 23.00 18.40 16.10 l C 2.1 17.9 d

Compass Minerals Intl CMP QQQ Med. 85.00 75.16 59.50 j X 2.1 15.2 c

Corporate Executive Brd EXBD QQQ Med. 28.00 31.53 19.60 l C 1.4 24.5 c

CoStar Group CSGP QQQ High 48.00 41.94 24.00 j X 0.0 54.6 d

Credit Suisse Group CS QQQ High 51.00 38.79 25.50 k — 0.0 7.0 d

Dassault Systemes DASTY QQQ Med. 58.00 59.25 40.60 k C 1.1 30.5 d

DeVry DV QQQQ Med. 81.00 57.70 56.70 k C 0.4 17.0 d

Diageo DEO QQQQ Med. 80.00 63.54 56.00 k — 2.8 16.8 a

Dun & Bradstreet DNB QQQ Med. 85.00 72.99 59.50 k C 1.9 14.4 d
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Wide-Moat Watchlist (continued)

Star Fair Value Fair Current Consider Moat Stew. Yield Port-
Company Name Rating Uncert. Value ($)* Price ($) Buying ($) Trend Grade (%) P/E folio Comment

Money-management firm with below-average customer
turnover. Industry problems have stung less here.

Moat from network effect. PayPal going strong. Market-
place business growing again in recent quarters. 

Leading maker of mental-health drugs. Steep patent
losses in coming years offset by decent pipeline.

Pipeline MLP. Leveraged returns to subsidiaries’ perfor-
mance. Chairman and founder recently died.

Credit bureaus operate in an oligopoly. Like other data-
base firms, enjoys high entry barriers. 

Large fleet of nuclear plants gives massive cost advan-
tage. Could benefit from potential carbon tax.

Freight consolidation business model benefits from
network effect, scale. 

Largest, most-efficient oil company on the planet.
Purchase of XTO shifts focus more toward natural gas.

Distributor focused on fasteners. Past Morningstar CEO 
of the Year winner at helm.  

Major player in the money-management industry. Holding
up relatively well against tough industry backdrop.

The nation’s largest bank-processing firm. Enjoys 
significant customer-switching costs.

Has no rival with the same scale and service quality
because of its wide transport network.

Owns some of the best-established brand names in the
mutual fund industry.

Large defense firm focused on cash generation. 
Allocates capital with discipline. Huge backlog. 

Leader in large number of industries. Capital markets
freeze and recession hurt. Shrinking finance business.

Focus on products for rare diseases gives firm unique
positioning and high margins. Quality control issues lately.

Strong drug portfolio despite recent negative safety 
data on Avandia. Well positioned in vaccines.

Majority share of search market, expanding into other
areas. Competition with Microsoft and Apple heating up.

Standout among industrial firms; dominant in several
niche markets, such as paint sprayers. 

2008 IPO. Relatively young for-profit education company.
Can provide services to students relatively cheaply. 

Wide-moat firm with airport monopoly in central and
northern Mexico.

Airport monopoly in west-central Mexico, including
Guadalajara.

Third major owner of Mexican airport concessions.
Completed third terminal at Cancun airport. 

Among the strongest and most profitable brands. Liquidity
problems at finance arm solved by Berkshire infusion.

Largest candymaker in the U.S., with a 30% share.
Bypassed making bid for Cadbury.

*Fair value based on Morningstar analyst estimates. Data through June 3, 2010. UR 5Under Review    ]5 Fair Value Increased    [5 Fair Value Decreased   j5Positive   k5Stable   l5Negative

Eaton Vance EV QQQ Med. 33.00 30.11 23.10 k C 2.1 24.2 d

eBay EBAY QQQQ Med. 28.00 22.18 19.60 l Z 0.0 12.0 c

Eli Lilly & Company LLY QQQQQ Med. 47.00 33.37 32.90 l C 5.9 8.6 d

Enterprise GP Holdings EPE QQQQ Med. 53.00 45.07 37.10 k X 4.8 29.7 c

Equifax EFX QQQQ Med. 39.00 29.76 27.30 k C 0.5 16.1 d

Exelon EXC QQQQQ Med. 73.00 38.41 51.10 k X 5.5 9.3 a

Expeditors Intl of WA EXPD QQQ Med. 44.00 38.85 30.80 k Z 1.0 34.7 d

ExxonMobil XOM QQQQQ Low 87.00 61.56 69.60 l X 2.9 14.0 a

Fastenal FAST QQ Low 43.00 51.97 34.40 k Z 1.5 40.2 c

Federated Investors FII QQQQ Med. 30.00 22.26 21.00 k V 4.3 10.3 d

Fiserv FISV QQQQ Med. 65.00 47.62 45.50 k C 0.0 15.0 d

Forward Air FWRD QQQ Med. 32.00 28.03 22.40 l X 1.0 49.8 d

Franklin Resources BEN QQQQ Med. 125.00 95.87 87.50 k X 0.9 16.0 d

General Dynamics GD QQQ Med. 78.00 68.07 54.60 k Z 2.5 11.0 a

General Electric GE QQQQQ Med. 25.00 16.45 17.50 l X 2.4 16.1 b

Genzyme GENZ QQQQQ Med. 78.00 49.55 54.60 j C 0.0 — d

GlaxoSmithKline GSK QQQQ Med. 49.00 34.93 34.30 l X 5.3 10.6 b

Google GOOG QQQ High 550.00 505.60 275.00 k C 0.0 23.0 d

Graco GGG QQQ Med. 35.00 32.13 24.50 k X 2.5 29.1 d

Grand Canyon Education LOPE QQQQ Med. 32.00 24.97 22.40 k X NA 33.8 d

Grupo Aero del Norte OMAB QQQ High 11.00 13.19 5.50 k V 4.3 14.5 d

Grupo Aero Pacifico PAC QQQ High 29.00 33.82 14.50 k C 1.3 0.0 d

Grupo Aero Sureste ASR QQQ High 43.00 49.39 21.50 l V 3.8 22.7 d

Harley-Davidson HOG QQQ High 34.00 29.23 17.00 l X 1.4 NA b

Hershey Company HSY QQ Med. 38.00 49.41 26.60 l C 2.6 22.3 b
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Star Fair Value Fair Current Consider Moat Stew. Yield Port-
Company Name Rating Uncert. Value ($)* Price ($) Buying ($) Trend Grade (%) P/E folio Comment

One of only a handful of wide-moat retailers. Maintained
profitability in cyclical trough. Conditions improving.

Well-positioned to take advantage of Chinese trade.
Moving beyond pain caused by subprime lending. 

Bread and butter is servicing rat’s nest of IT infrastruc-
ture at core of most firms. 

Fourth-largest tobacco firm in world. Cash cow. Nearly
50% share in U.K. market.

Semiconductor behemoth. Scale advantages. Antitrust
issues have resurfaced overseas.  

Electronic exchange focused on energy futures. Benefits
from network effect. Regulation change still a risk.

Slot machine manufacturer with majority share. Current
recession could spark gaming expansion by states.

Strong relationship with NASCAR sanctioning body. 
2009 was tough. Won casino license in Kansas. 

Dominates small-business accounting, tax-prep, and
personal finance software. Large switching costs.

Currently has monopoly position in robotic surgery 
market. Purchased in Hare in July, sold in January.

Bank processing firm focused on smaller banks. Enjoys
high customer-switching costs. 

Publisher enjoys high returns on capital. Science and
technical franchises especially lucrative.

Diversified health-care giant. All segments growing,
albeit slowly. Reform legislation mild net positive.

Large master limited partnership focused on energy 
transport and storage. Pipelines tend to have moats.

Different share class of KMP without MLP tax complexity.
Pays in shares instead of cash. Trimmed in Tortoise.

Still dominates certain niches of highly cyclical semicon-
ductor industry.

Very similar to C.H. Robinson, benefiting from
network effect.

Now among the largest asset managers on the planet.
Sam Peters will replace Bill Miller when he retires.

Among semiconductor companies, lower-risk. Has a
concentrated amount of industry’s design talent.

Defense market now highly consolidated. Sole provider 
of many key defense items, particularly in aerospace.

Dominates menthol tobacco category with Newport
brand. High taxes actually give producers pricing power.

Scale advantages. Negative same-store sales recently,
but store base still growing. Conditions improving.

Long-haul refined-products pipelines and energy-storage
assets. Recently raised distribution.

High transport costs of heavy goods gives geographic
advantage. Volumes off significantly, pricing holding up.

One of three major global card systems. Benefits from
cash-to-plastic shift. Reform measures will hurt.

Stew. Grade5Morningstar Stewardship Grade    C5New Addition a5Tortoise Holding    b 5Potential Tortoise Holding    c 5Hare Holding    d 5Potential Hare Holding

Home Depot HD QQQQ Med. 42.00 33.43 29.40 k X 2.8 21.6 a

HSBC HBC QQQQ High 65.00 46.56 32.50 k — 3.4 24.9 d

IBM IBM QQQ Low 124.00 127.96 99.20 k X 2.0 12.4 d

Imperial Tbco Grp ITY QQQ High 66.00 56.26 33.00 k X 2.5 29.5 d

Intel INTC QQQ Med. 23.00 21.90 16.10 k X 2.9 20.0 d

IntercontinentalExchange ICE QQQ High 100.00 121.22 50.00 k X 0.0 26.1 d

International Game Tech IGT QQQ High 21.00 19.87 10.50 l X 1.2 45.9 c

International Speedway ISCA QQQQQ Med. 51.00 27.64 35.70 k C 0.6 NA c

Intuit INTU QQQ Med. 32.00 36.87 22.40 k X 0.0 23.4 d

Intuitive Surgical ISRG QQ Med. 246.00 337.38 172.20 j X 0.0 45.9 c

Henry Jack & Associates JKHY QQQ Med. 25.00 24.27 17.50 k X 1.6 17.8 d

John Wiley & Sons JW.A QQQ Med. 40.00 39.06 28.00 l X 1.4 16.6 d

Johnson & Johnson JNJ QQQQQ Low 80.00 59.77 64.00 k C 3.6 12.6 a

Kinder Morgan Enrgy Ptnr KMP QQQ Med. 63.00 64.24 44.10 k X 6.7 14.9 b

Kinder Morgan Mngmnt KMR QQQ Med. 63.00 55.99 44.10 k X 0.0 99.0 a

KLA-Tencor KLAC QQQQQ Med. 45.00 31.63 31.50 k C 1.9 74.1 d

Landstar System LSTR QQQQ Med. 53.00 42.29 37.10 k Z 0.4 29.2 d

Legg Mason Inc LM QQQ High 33.00 31.20 16.50 l V 0.5 23.6 d

Linear Technology LLTC QQQ Med. 33.00 28.83 23.10 k X 3.2 20.6 d

Lockheed Martin LMT QQQ Med. 89.00 79.71 62.30 k X 3.2 10.5 b

Lorillard LO QQQ V.High 82.00 73.07 32.80 k C 5.5 11.8 d

Lowe’s Companies LOW QQQQQ Med. 36.00 24.44 25.20 k Z 1.8 19.8 a

Magellan Midstrm Part MMP QQQ Med. 44.00 44.64 30.80 k C 6.5 18.4 c

Martin Marietta Mtrls MLM QQQ Med. 110.00 94.99 77.00 k X 1.7 61.7 d

MasterCard MA QQQ High 233.00 202.00 116.50 k C 0.3 17.0 c
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Wide-Moat Watchlist (continued)

Star Fair Value Fair Current Consider Moat Stew. Yield Port-
Company Name Rating Uncert. Value ($)* Price ($) Buying ($) Trend Grade (%) P/E folio Comment

Leading analog chipmaker with concentration of 
industry’s engineering talent.

More than 2 times larger than its next competitor in
spices and seasonings. Very stable business.

Brand and scale make Golden Arches unique. Same-
store sales held up very well in weak economy.

Publisher and parent of S&P ratings business under 
significant market and regulatory pressure.   

Largest medical-equipment maker with wide product 
portfolio and technological lead. 

Patents on pharmaceutical products basis for moat.
Bought Schering-Plough in bid to gain scale, diversity.

Large share buyback announced. Windows 7 and Office
2010 selling now and doing well.

Large technological lead in seeds. Roundup facing pricing
pressure from generics. Antitrust issues surfacing.

Pressured by mortgage and structured-finance mess.
Moat under extreme stress with regulatory heat rising. 

Owns numerous equity indexes, some of which are
industry standards. 

Strong brands and global scale translate to high returns
on capital. Tiger Woods fallout could dent brand.

Relatively conservative company. Focused on large 
institutions and the wealthy. 

Unique in that patented pharmaceutical business 
married to large generics business. Buying rest of Alcon. 

Leader in diabetes treatments. Rivals also attracted to
growing diabetes market. 

Like most pipeline firms, has very long advantage 
duration and is relatively low risk.

Maintains enviable position in the database market. 
Sun Micro integration on deck.

Focused on small businesses. High customer switching
costs. Low employment and interest rates hurt.

Dominant salty-snacks company. Boasts 16 brands with
more than $1 billion in sales. Bought some of its bottlers.

Bought Wyeth in bid to dilute loss of Lipitor patent.
Restored part of previously cut dividend.

Tobacco industry enjoys huge barriers to entry, and high
taxes actually lead to pricing power.

Largest fertilizer producer in world. Potash market
controlled by cartels. Volumes way down in 2009. 

Has 23 brands that generate more than $1 billion in 
sales annually. Purchased in Tortoise Portfolio in 2009.

Intellectual property powerhouse in wireless industry.
Patents provide very high-margin revenue stream.

Industrial equipment auctioneer benefits from 
network effect. Moat is widening further.

Largest bank in Canada by assets. Canadian market has
few competitors. Held up well during recession.

*Fair value based on Morningstar analyst estimates. Data through June 3, 2010. UR 5Under Review    ]5 Fair Value Increased    [5 Fair Value Decreased   j5Positive   k5Stable   l5Negative

Maxim Integrated Prod MXIM QQQQ Med. 24.00 18.04 16.80 l X 4.4 74.1 d

McCormick MKC QQQ Low 39.00 39.70 31.20 k X 2.6 18.2 b

McDonald’s MCD QQQ Low 66.00 67.85 52.80 k Z 3.2 16.0 b

McGraw-Hill MHP QQQ High 34.00 28.01 17.00 l C 3.4 11.4 d

Medtronic MDT QQQQ Low 48.00 39.23 38.40 k X 2.1 18.6 b

Merck MRK QQQQ Med. 46.00 34.29 32.20 l C 4.4 7.4 b

Microsoft MSFT QQQQ Med. 32.00 26.86 22.40 l Z 1.9 13.9 c

Monsanto Company MON QQQQQ Med. 74.00 [ 50.51 51.80 k — 2.1 20.8 d

Moody’s MCO QQQQ High 27.00 19.69 13.50 l C 2.1 11.0 b

MSCI MXB QQQ Med. 35.00 29.54 24.50 k C 0.0 33.1 d

Nike NKE UR Med. UR 73.63 UR k X 1.5 21.0 d

Northern Trust NTRS QQQQ Med. 64.00 50.93 44.80 k X 2.2 14.3 b

Novartis NVS QQQQQ Low 71.00 46.31 56.80 k X 3.6 11.2 a

Novo Nordisk NVO QQQ Med. 74.00 80.48 51.80 k X 1.2 26.0 d

ONEOK Partners OKS QQ Med. 50.00 60.95 35.00 k C 7.3 14.0 d

Oracle ORCL QQQQ Med. 29.00 22.84 20.30 k X 0.9 20.4 b

Paychex PAYX QQQQQ Med. 42.00 29.07 29.40 k Z 4.3 22.1 c

PepsiCo PEP QQQQ Low 73.00 63.37 58.40 k X 3.0 16.1 a

Pfizer PFE QQQQQ Med. 26.00 15.23 18.20 l C 4.7 14.2 a

Philip Morris Intl PM QQQQ Med. 55.00 45.02 38.50 k C 5.2 13.2 d

Potash Corp of Ssktchw POT QQQ High 105.00 97.70 52.50 k Z 0.4 25.6 d

Procter & Gamble PG QQQQQ Low 77.00 61.80 61.60 k X 3.1 16.4 a

Qualcomm QCOM QQQQ Med. 49.00 36.47 34.30 l Z 2.1 19.5 d

Ritchie Bros. Auctioneers RBA QQQQ Med. 24.00 20.44 16.80 j X 2.0 25.1 d

Royal Bank of Canada RY QQQ Med. 48.00 52.57 33.60 k Z 0.0 13.9 b
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Star Fair Value Fair Current Consider Moat Stew. Yield Port-
Company Name Rating Uncert. Value ($)* Price ($) Buying ($) Trend Grade (%) P/E folio Comment

Has 15% of worldwide beer market. Near monopoly in
certain countries. Joint venture in N. America doing well. 

Wide lineup of branded drugs and vaccines. Diversifying
by buying consumer products firm Chattem. 

Strong technology platform to offer investment-
processing services to private-banking and trust clients.

Owns giant midstream natural gas business, as well as
general partner of Spectra Energy Partners.

Majority owned by Spectra Energy. Structured as MLP.
Has less attractive stock valuation than peers at moment.

Huge amounts of undeveloped land in Florida. Balance
sheet allows it to ride out storm. Oil spill could hurt.

Part of implantable cardioverter defibrilator oligopoloy.
Recent results were soft.

Brand creates large barrier to success for competitors.
Appears to have turned the corner.

Added back to watchlist after scare of dilution passed.
Still not totally free from mortgage mess.

Medical waste is a noncyclical business, and Stericycle
has a dominant share. Miller won CEO of Year award. 

Outstanding for-profit education company. Silberman 
won Morningstar’s CEO of the Year award in 2007.

Orthopedic devices benefit from demographic trends.
Government crackdown on industry relatively benign.

Wide-moat distributors are rare, but this one dominates
thanks to economies of scale. Very stable moat. 

Asset manager with excellent fund lineup and 
ethical reputation. 

Communications capabilities competitors cannot match.
Spin-off from Time Warner complete.

High return on equity in very attractive Canadian market,
expanding into United States.

Handles applications, billing, collections, and customer
service for credit card issuers.

Major asset manager. Strong I-bank. Received Swiss
rescue. IRS settlement threatens client secrecy.

Scale and network density give strong cost advantage.
Strong balance sheet. Volumes are rebounding nicely.

Diversified company operating efficiently in several 
industrial markets. Service contracts quite lucrative. 

Relatively conservative with large portion of earnings
coming from fee-based sources. 

IPO in October. Collects data essential to insurance
industry operations.

2008 IPO. Like MasterCard, enjoys advantages from
network effect and scale. 

High transport costs of low-value goods gives geographic
advantage. Stimulus spending on infrastructure helps.

Retailing goliath enjoys cost advantages. Anticyclical: did
relatively well during recession, lagging during recovery.

Stew. Grade5Morningstar Stewardship Grade    C5New Addition a5Tortoise Holding    b 5Potential Tortoise Holding    c 5Hare Holding    d 5Potential Hare Holding

SABMiller SBMRY QQQ Med. 27.00 28.64 18.90 k — 1.0 23.0 b

Sanofi-Aventis SNY QQQQQ Med. 46.00 30.63 32.20 k C 4.0 12.5 b

SEI Investments SEIC QQQ Med. 21.00 21.42 14.70 l C 0.9 20.6 d

Spectra Energy SE QQQQQ Low 27.00 20.11 21.60 k X 5.0 13.5 b

Spectra Energy Partners SEP QQ Med. 25.00 31.98 17.50 k V 5.3 17.2 b

St. Joe JOE QQQQ V.High 50.00 24.79 20.00 k X 0.0 NA b

St. Jude STJ QQQQQ Low 47.00 37.99 37.60 k C 0.0 15.8 d

Starbucks SBUX QQQ Med. 24.00 26.86 16.80 l X 1.5 26.8 b

State Street STT QQQQ Med. 50.00 38.91 35.00 k C 0.1 NA d

Stericycle SRCL QQQ Med. 60.00 59.94 42.00 j X 0.0 28.3 d

Strayer Education STRA QQQ Med. 257.00 249.59 179.90 k Z 1.2 30.6 d

Stryker SYK QQQQ Med. 72.00 54.03 50.40 k C 1.1 18.8 d

Sysco SYY QQQ Med. 35.00 30.18 24.50 k X 3.3 15.5 a

T Rowe Price Group TROW QQQ Med. 56.00 49.47 39.20 k X 2.2 23.7 d

Time Warner Cable TWC QQQ Med. 60.00 55.98 42.00 l C 2.9 17.8 b

Toronto-Dominion Bank TD UR Med. UR 68.50 UR l Z 3.4 14.0 b

Total System Services TSS QQQQ Med. 19.00 14.84 13.30 l C 1.9 12.9 d

UBS UBS QQQ V.High 16.00 13.33 6.40 l X 0.0 29.6 d

United Parcel Service UPS QQQQ Med. 78.00 63.01 54.60 j X 3.0 27.6 b

United Technologies UTX QQQ Med. 71.00 67.85 49.70 k Z 2.5 15.9 b

US Bancorp USB QQQQ Med. 32.00 ] 23.57 22.40 k Z 0.9 23.0 b

Verisk Analytics VRSK QQ Med. 23.00 30.71 16.10 k C 0.0 41.3 d

Visa V QQQQ High 105.00 72.84 52.50 k — 0.7 27.5 d

Vulcan Materials VMC QQQQ Med. 68.00 51.43 47.60 k X 1.9 NA c

Wal-Mart Stores WMT QQQQ Low 60.00 51.72 48.00 k X 2.3 13.9 a
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Star Fair Value Fair Current Consider Moat Stew. Yield Port-
Company Name Rating Uncert. Value ($)* Price ($) Buying ($) Trend Grade (%) P/E folio Comment

Owns theme parks, movie studios, and television proper-
ties. Extensive media library. Bought Marvel.

Large share in analytical instruments important in drug
discovery, research, and manufacturing. 

Highly recognizable and respected brand. Balance sheet
moderately leveraged.

Strong brand and large network of more than 400,000
agents. Avg transaction size down, volumes holding up.

Leading provider of orthopedic devices. Demographic
trends on firm’s side. 

*Fair value based on Morningstar analyst estimates. Data through June 3, 2010. UR 5Under Review    ]5 Fair Value Increased    [5 Fair Value Decreased   j5Positive   k5Stable   l5Negative

Wide-Moat Watchlist (continued)

Walt Disney DIS QQQ Low 37.00 34.71 29.60 l X 1.0 18.2 b

Waters WAT QQQ Med. 70.00 70.50 49.00 k Z 0.0 20.8 d

Weight Watchers Intl WTW QQQQQ Med. 41.00 27.12 28.70 k C 2.6 12.0 d

Western Union WU QQQQQ Med. 28.00 16.15 19.60 k C 1.5 13.5 c

Zimmer Holdings ZMH QQQQ Med. 78.00 55.23 54.60 k Z 0.0 16.2 b

Notes From Paul: Regarding Consider Selling Prices ...
You may have noticed that the Consider Selling prices
were removed from the Wide-Moat Watchlist to
make room for our newest fundamental data point,
the moat trend. We have not abandoned our commit-
ment to providing advice on when to sell; all the
Consider Selling prices are still available on the
website for StockInvestor subscribers at the following
address: msi.morningstar.com

Plus, if a company has a stock that is trading at a price
above its Consider Selling price, we will still list that
company in the table on Page 21.

Regarding Dividends ...
Historically, we’ve published dividend yields based on
dividends paid over the past 12 months. Unfortu-
nately, with the rash of dividend cuts seen the past

year, this often means that the past dividend rate is
no longer reflective of what can be expected in 
the future. As a result, I’ve changed the dividend data
published here to reflect “forward indicated yield.”
This is basically the yield that is calculated by using
the most recent quarterly dividend. I think this is a
much more useful figure.

Of course, keep in mind that dividend payments can
and do change.

Much More Information!
If you wish to read more about any of the companies
listed on the Wide-Moat Watchlist, please visit 
the website listed above. We have made available 
the analyst reports for each of the companies on 
the watchlist. 

p14_WMoat_0610.qxp  6/7/10  5:50 PM  Page 20



Morningstar StockInvestor June 2010 21

Morningstar Wide-Moat Watchlist Recommendations

Stocks to Consider Buying
3M MMM
Abbott Laboratories ABT
Apollo Group APOL
Applied Materials AMAT
Blackrock BLK
Eli Lilly LLY

Exelon EXC
ExxonMobil XOM
General Electric GE
Genzyme GENZ
Intl. Speedway ISCA
Johnson & Johnson JNJ
KLA-Tencor KLAC

Lowe’s LOW
Monsanto MON
Novartis NVS
Paychex PAYX
Pfizer PFE
Procter & Gamble PG
Sanofi-Aventis SNY

Spectra Energy SE 
St. Jude Medical STJ
Weight Watchers Intl. WTW
Western Union WU

Stocks to Consider Selling
None this month

Types of Economic Moats
What separates a bad company
from a good one, in large part, 
is the size of the “economic moat,”
or competitive barrier, a firm builds
around itself. Here are four main
types of economic moats along with
explanations of how they work:

High Customer-Switching
Costs: If a company sells products
that customers can’t get else-
where—at least not easily—it 
has high customer-switching costs.
This creates a situation in which
customers are willing to pay higher
prices for products because 
of convenience.

Cost Advantage: Companies that
thrive on being the low-cost
provider in a commodity industry
can offer lower prices to
customers and still make a profit.
These companies create difficulty
for higher-cost competitors.

Intangible Assets: Some 
companies have an advantage over
competitors because of unique
nonphysical assets such as intel-
lectual property rights (patents,
trademarks, and copyrights),
government approvals, brand
names, a unique company culture,
or a geographic advantage.

The Network Effect: A common
trait among companies that 
exploit the network effect is 
that they are the first, or one of 
the first, to create a standard 
in an emerging industry. These 
companies can sometimes 
create monopolies.

Above are all the Wide-Moat Watchlist firms trading below their Consider Buying price as well as those trading above their Consider Selling price.

Tortoise & Hare
Period Tortoise (%) Hare (%) Combined

1
(%) S&P 500 (%)

2001* 9.1 0.7 4.9 -4.8
2002 -1.6 -23.9 -12.3 -22.1
2003 26.2 26.3 26.2 28.7
2004 13.1 26.9 18.8 10.9
2005 8.0 3.2 5.8 4.9
2006 13.7 22.0 17.3 15.8
2007 1.6 5.2 3.3 5.5
2008 -22.2 -32.4 -26.8 -37.0
2009 19.4 45.6 30.5 26.5
Trailing 12 Months 18.3 33.2 25.0 20.8
Since Inception Cumulative 75.4 62.2 68.8 7.7
Since Inception Annualized 6.5 5.5 6.0 0.8

Performance: Morningstar StockInvestor Portfolios vs. S&P 500

Data as of June 3, 2010. Returns include interest and dividends.    *Since Inception 6-18-01 1Time-weighted, assuming equal investments at inception.
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The explosion of Deepwater Horizon and the subse-
quent oil spill have weighed heavily on the stocks 
of companies directly involved with the incident. In this
article we will spy the potential liabilities that may
have been generated by the incident and the wider
effects this could have on the energy industry.

Key players involved in the Deepwater Horizon explo-
sion and oil spill:

+ BP BP: Operator of well and owner of 65% stake 
in Macondo

+ Transocean RIG: Owner of Deepwater Horizon rig
+ Cameron CAM: Installed the blowout preventer 

that did not work as designed
+ Halliburton HAL: Involved in cementing the well
+ Anadarko APC: Owner of a 25% stake in Macondo

Immediate Impact of the Spill
There are several cost components related to this
spill. First, there are the costs to close the oil leaks and
to contain the surface oil spill. Second, BP plans to
drill two relief wells that will intersect and block the
Macondo well. Third, there will be environmental
clean-up costs regardless of how quickly BP can halt
the flow of the well and how thoroughly it can 
contain the surface spill. Lastly, BP faces liabilities,
particularly from the fishing and tourism industries,
and the potential for fines and litigation to add addi-
tional costs.

We estimate that BP may spend up to $3 billion to stop
oil leaking from Macondo and to contain the existing
surface spill. Longer-term environmental costs are
exceedingly difficult to estimate and will depend on a
number of factors, such as how much oil makes it 
to shore and how long it takes BP to completely stop
the flow of new oil. We estimate that BP could face
costs of up to $5 billion, depending on severity of
shoreline impact. But this estimate is little more than
a shot in the dark; actual costs could vary from this
estimate greatly.

Similarly, estimating potential liabilities for lost 
earnings to the fishing and tourism industries is chal-
lenging, but to consider a worst-case scenario, 
we note that the Gulf Coast fishing industry pulls in
roughly $2.5 billion a year and tourism another 
$1 billion–$2 billion. Also, we note that there is an
existing federal statute that limits liability for damages
at $75 million, apart from clean-up costs. BP has
stated that this is a moot point, however. Total poten-
tial liabilities, which include civil penalties of up 
to $4,300 for every barrel of oil leaked into the Gulf of
Mexico, could be up to tens of billions and will take
several years to resolve.

Industry Impacts
Beyond the acute problems, we remain concerned
about the impact of the failure of the Horizon BOP
on the offshore and services industries. The additional
information out of the Congressional hearings
regarding the Horizon’s BOP problems and performance
issues strengthened our concerns. Both industries 
are exposed to a slowdown in offshore drilling as oil
and gas operators review safety and training prac-
tices as well as potentially upgrade BOPs on numerous
rigs. Our fair value estimates for the services industry
are hit harder in an extended downturn, because we
think the industry’s aggressive capital spending plans
offshore will quickly create oversupply conditions 
and drive down services prices. In contrast, we think
drillers may fair relatively better, thanks to long-term
contracts that should provide some income during any
drilling slowdown. As well, we think the impact of 
the slowdown could be fairly limited to midwater and
some deep-water rigs, leaving ultra-deep-water and
jackup fleets in safer waters.

The Gulf Oil Spill
Spotlight  | Morningstar Energy Analysts
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Transocean RIG

Star Rating QQQQ
Uncertainty V.High

Fair Value ($) 116.00

Current Price ($) 51.11

Market Cap ($bil) 16.4

Dividend Yield (%) —

Size of Moat Narrow

Consider Buying ($) 46.40

Consider Selling ($) 290.00

1-Yr Hi/Low ($) 94.88/46.63

Stewardship œ

P/E 5.6

BP BP

Star Rating QQQQ
Uncertainty High

Fair Value ($) 56.00

Current Price ($) 39.27

Market Cap ($bil) 122.9

Dividend Yield (%) 8.6

Size of Moat Narrow

Consider Buying ($) 28.00

Consider Selling ($) 112.00

1-Yr Hi/Low ($) 62.38/36.20

Stewardship —

P/E 6.2

Stock Stock Mkt
Price ($) Price ($) Loss

Company 4/20/10 6/3/10 ($Bil) Change

BP BP 60.48 39.27 66278 -35%

Anadarko Petroleum APC 73.94 46.06 13965 -38%

Transocean RIG 92.03 51.11 13160 -44%

Cameron Int’l CAM 46.04 34.62 2793 -25%

Halliburton HAL 33.31 23.63 8763 -29%

Total Market Cap Lost 86942

Oil Spill
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Testimony to Congress
The biggest news out of a recent Congressional hearing
was that the blowout preventer had problems, and
that the field where the Horizon was drilling was prone
to large gas kicks. The key takeaway, in our opinion, 
is that improvements to BOPs and BOP testing practices
are likely to be a top priority for oil and gas compa-
nies and offshore drillers in the near term.

The issues with the BOP include a failed battery and a
hydraulic leak, both which apparently went unde-
tected by Transocean and BP. Despite the BOP being
tested every 14 days from the surface, and inspected
by a ROV every three days, none of the companies
involved offered a clear explanation why the issues
were missed. The breakdowns appear to confirm a
history of reliability issues with BOPs for the industry,
which include numerous industry studies, as well 
as Transocean’s own BOP issues in 2009. There have
been several studies going back to the early 1990s
detailing design and reliability issues with BOPs. The
reliability issues were related to the fact that the
contractors didn’t have the design and technical spec-
ifications to provide the blowout manufacturers, and
some of the preventers were being rushed into the
field. As a result, the BOPs broke down, and rather than
figure out the root cause of the breakdown, the
contractors simply fixed the problem and kept drilling.
The higher maintenance costs were viewed as
acceptable to prevent more expensive downtime.

The main area of concern with the BOP is the ability
of the rams that cut the drill pipe and seal the well.
The MMS found in 2004 that only 3 out of 14 rigs with
new BOPs were able to seal the well at the equip-
ment’s maximum water depth. Cameron was singled
out at the time as a contractor that relied on calcula-
tions rather than real-world testing to determine BOP
performance. Given this history, we thought it was
unusual that BP modified one of the Horizon’s rams in
2005 to function only for test purposes and not work
in an emergency situation. The situation became worse
following the explosion: BP wasted a day trying to
activate the rams before realizing it had modified the
ram so it wouldn’t activate. In other words, BOP
performance could very well have been a ticking time
bomb for the industry, and the Horizon may be a

wake-up call to put more effort designing and devel-
oping better BOPs.

In addition, interviews with survivors have indicated
that the field was prone to sizable gas kicks. A few
weeks before the rig sank, one of the kicks was 
so large that the rig had to be shut down because the
crew was afraid that there could be an explosion. 
The news confirms our fears about the inability of
today’s BOPs to handle drilling ultra-deep wells with
increased pressure differentials. In the aftermath
of the Horizon explosion, we believe that the industry
will focus on improving its ability to handle gas kicks
by upgrading BOPs to handle the increased pressures.

The rest of the testimony was useful as a guideline
for how the companies may defend themselves 
in pending lawsuits. Halliburton indicated that it was
following BP’s instructions on the failed cementing
job, while BP pointed to the failure of the BOP as the
key issue in the accident. For its part, Transocean
acknowledged the importance of the BOP failure, but
pointed to the catastrophic failure of the cement 
as the root cause of the Horizon incident. We do not
dispute the failure of the cement as the root cause 
of the explosion, but if the BOP had worked as designed,
it could have greatly diminished the scale of the
blowout and subsequent oil spill. 

We note that the failure of the cement appears to 
be have been caused by following non-standard
cementing orders that were issued by BP. Given the
current information we have, we view the cement
failure as a minor issue that can be addressed with
stepped-up training for rig crews.

Impact of the Breakup of the MMS
The Interior Department now plans to split the MMS
into two parts. The split will sever the agency into
two parts, one which will handle the royalty collection
from the oil and gas companies and the second part
will handle safety regulations for the industry. The split
is aimed at fixing the perceived conflict of interest 
at the MMS that was caused by its dual roles. Previ-
ously, the agency had identified several safety 
issues within the industry, but it did not follow up to
ensure that the problems were fixed or relied on 

Halliburton HAL

Star Rating QQQ
Uncertainty V.High

Fair Value ($) 25.00

Current Price ($) 23.63

Market Cap ($bil) 21.4

Dividend Yield (%) 1.5

Size of Moat None

Consider Buying ($) 10.00

Consider Selling ($) 62.50

1-Yr Hi/Low ($) 35.22/18.11

Stewardship ¥

P/E 21.5

Anadarko Petroleum APC

Star Rating QQQQ
Uncertainty V.High

Fair Value ($) 77.00

Current Price ($) 46.06

Market Cap ($bil) 22.8

Dividend Yield (%) 0.8

Size of Moat Narrow

Consider Buying ($) 30.80

Consider Selling ($) 192.50

1-Yr Hi/Low ($) 75.07/40.28

Stewardship ¥

P/E 23.7

Cameron International CAM

Star Rating QQQ
Uncertainty High

Fair Value ($) 36.00

Current Price ($) 34.62

Market Cap ($bil) 8.5

Dividend Yield (%) —

Size of Moat None

Consider Buying ($) 18.00

Consider Selling ($) 72.00

1-Yr Hi/Low ($) 47.44/24.63

Stewardship ¥

P/E 16.5
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the industry to draft a solution, which never came.
Another issue was the inability to properly inspect 
the rigs operating in the Gulf every month, which was
at odds with its own declared policy.

We think the intent of the Interior Department is 
laudable in trying to address the cozy relationship
between the agency and the oil and gas industry.
Unfortunately, we think splitting the agency in two is
unlikely to resolve the core issues, although we
expect some additional minor regulation to emerge
around safety issues. The problem isn’t just the
typical regulatory capture that results, it is the fact
that we doubt the MMS will have the necessary
expertise to proactively propose solutions to safety
issues that arise, and will instead rely on the
industry’s answers. Unless we see new details that
indicate the new safety side of the MMS is being
strengthened with an unusual level of regulatory and
drilling expertise, we expect the breakup to have a
minimal effect on the industry at large.

Industry Scenario Analysis
If the failure of the BOP leads to the oil and gas industry
re-evaluating the equipment on offshore rigs and
deep-water drilling plans, offshore drillers, services,
and equipment firms will all be substantially impacted.
In our view, the obvious impact will be a slowdown in
offshore drilling while operators reconsider their
drilling plans and the needed equipment. Some of the
other effects may include changes to future contracts
that specify increased sharing of environmental and
clean-up liabilities between the driller and the oil and
gas company, as well as substantially higher insur-
ance premiums for companies operating in the Gulf.
We expect that the drillers will be able to pass along
any increased insurance costs to their customers 
in the form of higher day rates. However, the drillers
will still be vulnerable to any slowdowns in offshore
drilling. The length of the slowdown could vary
depending on how critical the failure of the BOP is
viewed by oil and gas companies. Therefore, we 
think there are several possible scenarios, where the
slowdown in offshore drilling ranges from three
months to two years.

The first is that operators are satisfied with the
existing BOP technology, despite the catastrophic
blowout. The oil and gas companies will only 
require a detailed review and updating of safety and
cementing practices in the Gulf of Mexico, and
offshore drilling can fully resume. We expect this
process to take two to three months. During this 
time period, we expect offshore drillings to mainly
target shallower wells where the well pressures 
can be easily managed with existing technology or
the basins’ geological pressures and structures are
already well understood.

The second scenario has a little more of an impact on
our coverage universe, as we believe that the entire
process could drive a six to nine month slowdown in
deep-water drilling. We expect a detailed review and
updating of safety, cementing, and BOP practices
globally, not just in the Gulf. Further, we believe BOPs
will need to be upgraded mainly on older midwater
rigs and some deep-water rigs to the latest BOP tech-
nology, which ultra-deep-water rigs already operate.
The need to upgrade the midwater and selected deep-
water rigs forces operators to hold off on drilling
ultra-deep wells and instead target shallower wells. 

We think this scenario could be more painful for the
services firms; we think that the offshore markets
generate considerable amounts of revenue per rig and
are markets that require significant amounts of capital
spending. None of the services companies break out
their exposure to offshore markets, but some have
disclosed that about 30% of the spending budgets go
towards offshore efforts. We’re assuming that the
industry generates about the same amount of its
revenue (30%) from offshore markets as well. In our
view, the services industry’s pricing power can 
disappear very rapidly in a downturn, and the sudden
nature of the slowdown in deep-water drilling will
recreate conditions similar to those that crushed the
North American market in 2009. We’d expect to 
see a sharp drop in services profitability within a few
months, followed by a yearlong recovery to prior
margins as drilling activity ramps back up to resume
its long-term trend.

Diamond Offshore Drill DO

Star Rating QQQ
Uncertainty High

Fair Value ($) 73.00

Current Price ($) 60.49

Market Cap ($bil) 8.4

Dividend Yield (%) 0.8

Size of Moat None

Consider Buying ($) 36.50

Consider Selling ($) 146.00

1-Yr Hi/Low ($) 108.78/57.10

Stewardship ¥

P/E 6.4
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Our third and worst-case scenario envisions an offshore
drilling slowdown of about two years. In this case, we
believe oil and gas companies and drillers will post-
pone further deep-water drilling until BOPs capable of
handing 30,000 psi are widely available. Today’s best-
in-class BOPs can only handle about 20,000 psi, and
we think it will take some time for the industry to be
able to develop and mass-produce more powerful
BOPs. The time period is long enough for a significant
amount of the industry’s rigs to come off contract, 
and therefore we expect substantial levels of over-
supply in the midwater and deep-water rig markets.
Ultra-deep-water rigs will be relatively less affected
as we expect the more powerful rigs to be better-
equipped to handle the upgraded and heavier BOPs
without too many changes to the existing rig’s 
structure. Ultra-deep-water rigs will also benefit from
lengthy contracts that will still be in place during 
this period of uncertainty, which should ensure a steady
stream of income for the driller. Even in our worst-
case scenario, we do not think the oil and gas company
will break rig contracts, because it doesn’t want 
to make it harder for the company to obtain rigs in the
future. Industrywide, we expect day rates across all
rig classes to decline about 25% in the near term, but
day rates should return to a strongly positive long-
term trend once the industry has upgraded its BOPs.
The exception to this case will be Diamond Offshore
DO, as we think the company will be reluctant to
invest more into its aging midwater fleet, and there-
fore its rig rates are unlikely to recover completely
from the downturn. For the services companies, we
expect profitability to sharply decline within a few
months and remain depressed for another year, which
will be followed by a yearlong recovery process.

BP’s Ability to Fund Dividend
Rising costs to contain BP’s Gulf of Mexico oil spill and
uncertainty over future clean-up costs and liabilities
have led to some questions on whether BP can support
and/or grow its dividend. When we look purely at its
existing financial position and our forecast for future
cash flows, BP appears to have sufficient cash and
funding capacity to meet financial needs and pay its
current annual dividend of about $10.5 billion per 
year. However, rising political concerns in Washington
D.C. add another of level of uncertainty to future

liabilities. As uncertainty over potentially large regu-
latory and legal liabilities will likely take years to
resolve, BP could choose to refrain from growing its
dividend during this period.

Under most scenarios and assumptions, we believe that
BP has sufficient cash generation and funding options
to meet financial needs, including our estimates of
near-term oil spill recovery costs, planned investments,
and the dividend. We estimate that operating cash
flow will exceed $30 billion in each year, which could
cover $20 billion in capital expenditures and $10.5
billion in dividend payments. With a first-quarter-end
cash balance of $6.8 billion, BP can fill immediate
cash needs for its 65% share of oil spill recovery costs.
Oil spill recovery costs have quickly reached over 
$1 billion, which includes costs for spill response, con-
tainment, relief well drilling, settlements, federal
costs, and in grants to Gulf Coast states and industry.
Costs could rise from the current estimated rate of
$22 million per day and extend for at least 60–90 days
to complete relief wells, bringing near-term oil
recovery costs to $2–$3 billion. 

The ultimate cost of shoreline cleanup activities,
lawsuits, and regulatory liabilities is difficult to esti-
mate but is unlikely to accrue in a single year,
providing an opportunity for BP to meet future claims
on cash with future cash flows. In addition to oper-
ating cash, BP can borrow another $13 billion under
current credit facilities before exceeding its self-
imposed limit of a 30% net debt ratio (net debt/net
debt and equity).

BP remains supportive of its dividend, and continues to
indicate its willingness to even incur debt to cover 
the dividend. Managers in the past have indicated that
the dividend ranks high among its calls on cash. 
After paying for maintenance capital expenditures, 
BP would likely use cash to pay the dividend before
allocating cash for new upstream projects. The 
firm would then allocate remaining cash to down-
stream facility upgrades and alternative energy
investments before considering debt reduction and
share repurchases. œ
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The two dominant dialysis centers operators, Frese-
nius Medical Care FMS and DaVita DVA rely 
heavily on government reimbursement, and changes
effective in 2011 will reduce Medicare’s payments 
per treatment to these firms. Because Fresenius has 
both a products business and an international services
segment, it will be less affected overall, and we 
forecast a compound annual revenue growth rate of
6% annually through 2014 and slightly improving
margins. As a pure play operator, DaVita is slightly
more exposed, and we expect this firm’s annual
revenue growth to fall slightly from its current level
(which we project at 6.7% for 2010) to around 4%
from 2011 through 2014, with roughly flat margins.

Background: Demographic Trends Imply Strong
Growth in Dialysis Patient Population
End-Stage Renal Disease involves the loss of normal
kidney function, and it is treatable only with a constant
dialysis regimen or a kidney transplant. Because of
long donor lists and the difficulty of finding an exact
donor match, the majority of patients are treated with
dialysis, which removes toxins from the bloodstream. 

Hemodialysis is most often administered in dialysis
clinics, and it involves using a dialyzer to remove toxins
and waste from the patient’s bloodstream. Peritoneal
dialysis uses the patient’s peritoneum, which lines the
abdominal cavity, to dispose of waste. Hemodialysis
continues to be the most popular form of dialysis in the
U.S.: It is used at a roughly 9–1 ratio over peritoneal
dialysis. There were about 100,000 new patients on
hemodialysis in 2007 (341,000 patients overall on
hemodialysis), while peritoneal dialysis accounted for
only 6,376 new patients (with 26,000 patients overall
on peritoneal dialysis). According to United States
Renal Data System, in 2007, diabetes and hypertension
were responsible for 54% and 33% of new ESRD
patients in the U.S. Partially because of the rising inci-
dence of diabetes and obesity, the number of dialysis

patients in treatment continues to grow at a 4%
annual rate.

Dialysis Payment System Unique in Medicine
Dialysis has unique payer functionality unlike any other
area of medicine. Thanks to the Social Security Act 
of 1972, Medicare is the primary payer for all patients
with End-Stage Renal Disease after a period of 33
months (referred to as the coordination period), regard-
less of age. A patient diagnosed with ESRD is covered
by a combination of their insurance and Medicare
during the coordination period. Once Medicare
becomes the primary payer, it pays for 80% of the
cost of treatment, with the patient, Medicaid, or
supplementary third-party insurance responsible for
the remaining 20%. Medicare payment rates are
considerably lower than commercial rates, which
means two things: Dialysis centers depend on higher
commercial rates to subsidize Medicare rates, and
centers actually lose money on Medicare-reimbursed
treatments, because payments are lower than a
typical center’s average cost per treatment. To illustrate
the public/private payer differential, Fresenius 
wrote in its 2009 annual report that about 80% of its
patients are covered by Medicare, but Medicare 
and Medicaid only represent 54% of total revenues
from North American dialysis services. DaVita’s
public/private mix is a little higher; the firm reported
that revenue from government sources was 65% of
2009 total revenue. 

The Bundling Debate and Reliance on Epogen
Those that follow this industry closely know that 
a new payment system based on “bundling” is on the
horizon. The current Medicare payment structure
provides dialysis centers with an adjustable composite
payment for treatment plus a separate payment for
certain drugs administered during treatment, the most
critical of which is Amgen’s AMGN anemia drug
Epogen. Because the goverment provides separate
Epogen reimbursement to clinics, a de facto profit
center has developed for many dialysis firms, much to
the chagrin of regulators. Both DaVita and Fresenius
stated in their most recent annual reports that Epogen
represents around 20% of dialysis services revenue 
in North America. While the firms do not disclose what
the drug contributes to profitability, we think that it

The Dialysis Market’s Shifting Dynamics
Healthcare Observer  | Bill Buhr

Bill Buhr
Stock Analyst
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For more information on the 
dialysis market, please go to our
website listed below for a
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Observer:

http://healthcare.morningstar.com

Fresenius Med Care FMS

Star Rating QQQ
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Fair Value ($) 59.00

Current Price ($) 52.10
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Dividend Yield (%) 1.0
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has an even bigger impact on the bottom line. Regula-
tors have become increasingly concerned that the
current system encourages overuse of Epogen, partic-
ularly because of the drug’s high profitability for 
dialysis centers and recent safety concerns that may
be tied to Epogen overuse. Partly as a result of 
these concerns, the government will now administer
one payment for all dialysis services provided,
including pharmaceuticals. The final terms of this new
reimbursement are scheduled to be announced early
this summer. 

Comparing Strategies of the Top Two Dialysis
Chains: Fresenius vs. DaVita
There are roughly 4,000 outpatient dialysis centers in
the U.S., and they are typically categorized as large
dialysis organizations or small dialysis organizations.
There has been some consolidation in the industry
over the last 20 years, as the larger chains have slowly
integrated smaller operators. While only 1 in 7
patients received care from a chain during the 1990s,
that number had risen to 7 out of 10 by 2007, according
to the U.S. Renal Data System. There are only a 
few LDOs, which include Fresenius and DaVita, and
they’re fairly dominant, with a combined 63% market
share of North American dialysis services. 

Fresenius is the largest dialysis company in the world,
and the firm is unique in its own right. While other
LDOs offer only dialysis services (and only in North
America), Fresenius has expanded its scope internation-
ally and also maintains a thriving dialysis-products
business. This vertically integrated business model is
one of the many reasons we think that the firm 
has enduring competitive advantages and a narrow
economic moat. Fresenius has roughly 2,500 outpa-
tient clinics worldwide and generated $8.3 billion in
dialysis care revenue in 2009. Meanwhile, its high-
margin products business offers a nice one-two punch,
with almost $3 billion in sales. Fresenius’ products
segment has allowed competitors on the services side
to also be customers for its products, which include
dialysis machines, dialyzers, and other accompanying
equipment. Fresenius has reaped cost advantages
through its products business, because it supplies its
own clinics and competing ones. Overall, we think
that the larger chains in this space like Fresenius have

competitive advantages over smaller operators, 
especially in a business for which location is impor-
tant. A patient or doctor may seek out an operator
with a larger network like Fresenius—which operates
roughly one out of every three clinics in the U.S.—
because of the flexibility for patients to get treatment
at clinics in different situations, such as when the
patient is away at school or on vacation. 

DaVita is the second-largest LDO in the dialysis space,
and is a pure North American services firm with
around 1,500 clinics in total and a 30% market share.
The company generated $6.1 billion in revenue in 
2009 and has been a steady performer in the space
over the last several years, with free cash flow of
around $392 million last year and returns on capital
averaging 10.6% since 2005. However, we think 
that DaVita could face some slight headwinds from
the bundling proposal on the horizon. Unlike Frese-
nius, the company does not have an international
business or a products division to fall back on, should
bundling and its overall effect on revenue per treat-
ment become more onerous than expected. Given that
20% of the firm’s total revenue is generated from
Epogen, and given that our estimate that the firm has
a roughly 30% gross profit margin on the drug,
Epogen could be the elephant in the room for DaVita,
operationally. However, we don’t expect bundling 
to impact the firm materially, given our expectation of
a less onerous final bundling proposal, potential 
cost savings from the firm’s contract negotiations with
Amgen, and our faith in the firm’s consistent manage-
ment team. 

There are a lot of moving pieces and short-term
uncertainties in the dialysis industry, and any unfore-
seen negative changes or fallout from the final
bundling proposal could provide short-term headwinds
for the entire industry. However, we think the long-
term growth prospects of the industry remain sound.
ESRD should continue to grow at a steady clip of
3%–4% annually, and we expect that firms like DaVita
and Fresenius will benefit from this growth over the
next several years. œ
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Old-line media companies have been featured regularly
in this column, and this month I highlight two more.
When a business sees chronically declining revenue,
things often get far worse than the market expects 
as overhead costs—both operating and financial—
become ever increasing burdens over time. With 
both LIN TV and McClatchy, we think the value of the
businesses are dwarfed by the outstanding debt.

LIN TV TVL
LIN TV benefits from relationships with major televi-
sion networks. However, LIN’s heavy debt load
prevents us from assigning any value to its equity.

Despite a plethora of media options, TV viewing is
still popular among consumers. Local broadcasters
like LIN attract a portion of this audience, as its
stations show programming from affiliated networks
such as ABC or CBS. Networks rely on broadcasters 
to distribute their programming, which makes broad-
cast TV an effective medium for local and national
advertisers to reach wide audiences. Also, revenue 
is boosted by heavy political spending in election
years. By strategically operating more than one station
in about half of its markets, LIN has capitalized on
industry dynamics to generate impressive profitability.

However, the broadcast TV industry has been affected
by major competitive shifts within the media land-
scape. Viewers have migrated to cable and satellite TV,
which has hurt ratings for the traditional networks
and limited broadcasters’ ability to generate mean-
ingful sales growth. The progression of the Internet as
a viable video source, combined with emerging tech-
nologies such as digital video recorders, also dimin-
ishes advertisers’ dependence on companies like LIN.
Networks have responded by reducing the compensa-
tion paid to broadcasters, and LIN is particularly
vulnerable to this trend. The firm’s affiliation agree-
ments allow compensation from traditional networks

to be eliminated over time, while newer networks,
such as CW and MyNetworkTV, do not provide the
firm with any compensation at all.

LIN also faces significant near-term challenges. The
firm has struggled through the economic downturn
because advertising spending is closely tied to the
health of the overall economy. In 2008, more than
24% of the firm’s advertising revenue came from the
automobile industry, which has suffered major 
sales declines. Automakers have cut their advertising
budgets to minimize expenses, which has directly
affected LIN’s bottom line. In the first half of 2009, LIN’s
advertising revenues stemming from the auto industry
declined approximately 45%.

However, the company’s debt load presents the most
difficult challenge, in our opinion. LIN has acquired
seven television stations during the last few years,
which has added to its heavy debt burden. Although
LIN has negotiated amendments to its debt
covenants, we think it will struggle to avoid tripping
covenants in the future. We expect cash flows to
continue to decline while cost-cutting will be difficult
because programming and infrastructure costs are 
on the rise. LIN will be forced to devote its free cash
flow to paying down its debt burden, and we think 
its shares will eventually become worthless.

Our fair value estimate, as of June 2, was $0 per
share. (We put the stock under review June 3 as we
shift coverage to a new analyst.) Growth oppor-
tunities for traditional TV broadcasters are limited,
especially amid an economic downturn. We expect
LIN’s cash flows to continue to decline, which
increases the risk that the company will trip one of its
debt covenants. LIN’s debt load is so burdensome 
that we think management will be forced to fulfill its
obligations to creditors at the expense of equity
shareholders. Although revenue will skew higher in
the years of political elections, we think declining
sales will pressure profit margins indefinitely.
By Morningstar Stock Analysts (As of June 2, 2010)

Stocks to Sell—LIN TV and McClatchy
Stocks to Sell  | Paul Larson and Morningstar Stock Analysts
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McClatchy MNI
Since its poorly timed acquisition of Knight Ridder in
2006, McClatchy has struggled under the multiple
weights of declining revenues, high debt, large expo-
sure to troubled housing markets, and the continuing
shift of readers and advertisers from print to online.
Given the persistence and severity of these conditions,
we think equity shareholders are at risk of losing the
entire value of their investment.

McClatchy’s $4.6 billion purchase of Knight Ridder
was a bold bet on the future of print journalism. The
acquisition added more than $2.5 billion in debt to
McClatchy’s balance sheet. It more than doubled both
the company’s portfolio of daily mastheads and its
annual revenues. However, in 2007, it took a noncash
impairment charge of $3 billion—evidence that
McClatchy overpaid for the Knight Ridder acquisition.

We think the acquisition only magnified McClatchy’s
exposure to the turbulence plaguing the industry.
During three months ended March 2009, its print ad
revenue decline accelerated to 33%. The sharpness 
of this decline is driven partly by the company’s expo-
sure to California and Florida, which together account
for about 34% of its total ad sales. Both states 
have been hit hard by the downturn in the residential
housing market.

We think that the company’s revenues will continue to
reflect industry weakness, as secular forces drive
further declines in both circulation and print ad revenue.
During the next five years, we think that advertisers
and readers will continue to gravitate away from news-
papers and toward the ease and flexibility of the
Internet. Internet-based classified ad sites allow
advertisers to target readers with specific interests at
lower cost than print classifieds.

Online advertising now accounts for about 12% of
McClatchy’s total revenue; its online sales, however,
lack the scale and financial gravitas to materially
offset the accelerating erosion of ad dollars from print.
During 2008, for every dollar of print ad revenue
McClatchy lost, its online advertising recaptured just
$0.05. We don’t think its online ad revenue is going 
to increase quickly enough to fill that gap.

During January 2009, McClatchy eliminated its divi-
dend completely after cutting it in half several 
months earlier. The initial dividend cut in September
2008 allowed it to win concessions from its creditors.
Although this arrangement gave the company some
breathing room, we think that declining revenues and
its high debt burden are such that management will
eventually have to manage the company to appease
creditors at the expense of equity shareholders. Given
the priority claim McClatchy’s creditors have on its
assets, we think shareholders are at risk of being left
empty-handed.

Our fair value estimate on McClatchy’s shares is $0.
We think the combination of McClatchy’s exposure to
the decline in print ad revenue, high fixed costs, 
and substantial debt burden is such that the firm 
will eventually have to be managed to satisfy its
obligations to its creditors at the expense of its equi-
tyholders. We expect an average annual sales decline
of 4%, with a much sharper decline in 2009. We think
additional cost reductions will be difficult to achieve
without affecting the content and quality of its prod-
ucts. Its high fixed-cost structure means that lower
revenues will place increasing pressure on earnings
before interest, taxes, depreciation, and amortization
margins. The company posted an EBITDA margin of
19% in 2008; we expect EBITDA margins to average
14% during the next five years. œ
Analyst: John Ayling
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of nationalization probably would have been no
different, but it could have sunk the firm.

I also have an interesting personal story. Back in 2002
I found what I thought was a very compelling opportu-
nity in a Russian company named Yukos. It was at
the time one of the largest producers of oil in Russia
(a non-OPEC country), its production was growing
rapidly (15%–20% annual growth rates), and it had a
management team that was improving efficiency 
and bringing itself up to Western financial standards
by increasing disclosure. Yet the most attractive part
was that the company was exceptionally cheap by
just about any standardized measure; it traded at just
4 times earnings and a small fraction of production-
and reserves-per-barrel that the Western oil compa-
nies did. And this was back when oil prices were
below $30 per barrel, too! Between oil prices starting
to rise and the “Russian discount” starting to fade, 
my investment quickly tripled and was poised for even
more gains.

Unfortunately, the company’s billionaire CEO, Mikhail
Khodorkovsky, became a little bit too Western-
focused. In 2003, he started to criticize some of the
Putin administration’s policies and began funding
opposition parties in elections. Uh oh. The administra-
tion responded by claiming that Yukos had failed 
to pay sufficient taxes. Instead of playing along,
Yukos fought back and proclaimed its innocence. Yet
every time Yukos tried to defend itself, the bill for
back taxes grew exponentially and arbitrarily. Mean-
while, the Russian populace did not exactly shed a
tear for the demise of a major private company and its
oligarch. The story ends with Yukos having all of its
assets essentially seized by the Russian government
and handed over to politically connected Rosneft
RNGZY for a song. For his part, Khodorkovsky has
spent the past seven years in jail. 

I saw the writing on the wall and sold my shares
before the end of the saga, but not before giving back
all my gains. This experience seared into my brain 
the importance of having a solid rule of law behind
any investment thesis. Without it, even the best
fundamental analysis is moot.

Short Only With Options
Years ago in the “dot com” era, I used to sell stocks
short (borrowing shares and selling first, then buying
the shares back later to repay the loan) in my personal
accounts quite often and with success. But I no 
longer short stocks outright, for two reasons. First, it
occurred to me that over very long periods of time,
stock prices tend to go up, and I’d much rather 
go with this tide than against it. Second, and more
critically, if one makes a mistake in shorting, there 
are potentially infinite losses. I have made plenty of
mistakes, and I know I will continue to make them;
being wrong is an inherent part of investing. But
while the most I can lose on a bad purchase is 100%
of my original outlay, the potential to lose several
multiples of my maximum potential gain on a short
position just does not seem like a good proposition.
After all, successful investing is very much about
avoiding big mistakes, and ordinary mistakes can
quickly explode into huge ones when shorting.

That said, I do still bet against individual companies
in my personal accounts. (I often share some of 
my ideas in the “Stocks to Sell” column on Page 28.)
The main reason I make modest investments on the 

“dark side” is because I think it makes me a more
holistic investor. When I look at a company, I find that
I do a less-biased analysis if one of the potential
actions at the end is to bet against the stock. Going 
in with just a “buy/don’t buy” set of potential actions
may bias me toward buying, if for no other reason
than to try to get something out of the sunk cost
reflected in the time I spent analyzing the situation.
But if my potential actions are “buy/no action/short,”
I find I am much more balanced in my judgment.

But it is worth noting that when I say “short,” as 
I mentioned, I don’t actually short the stocks. These
days I exclusively make my bearish bets via put
options. I try to buy options with as long an expiration
as possible and only in very modest amounts. These
options frequently expire worthless, but occasion-
ally double or more in value. Most importantly, none
of these individual options have the potential to
completely destroy my portfolio. Erik will write more
in the near future regarding bearish option strategies
in his regular column here in StockInvestor.

Tactical Tips
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Current Price ($) 38.41
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Keep MLPs in Taxable Accounts
I have periodically purchased MLPs (master limited
partnerships) in the Hare Portfolio, and I own two at
the moment—Magellan Midstream Partners MMP
and Enterprise GP Holdings EPE. There are also 
a number of other MLPs in the Wide-Moat Watchlist.
The reason is that long-haul pipeline companies—
many of which organize under the MLP structure—
tend to have wide economic moats thanks to geo-
graphical reasons (rights-of-way are tough to come
by) and a generally friendly regulatory structure.
These companies tend to not have sky-high returns 
on invested capital (low-teens ROICs are common),
but the returns are relatively steady. In general, these
have been wonderful investments that have added
value to the portfolios’ performance.

But if one is going to buy an MLP, it does not make
sense to purchase them in a qualified account such as
an IRA or 401(k). Some background is perhaps helpful
to explain why. These MLPs are not corporations 
with an ordinary structure. The partnerships do not
pay corporate income tax, and the entity’s income tax
liability flows through to individual partners, which
would be us. There is no “double taxation” here, just
a single layer. The amount of taxable income is
different for every single partner and is dependent on
the purchase price. This level of taxable income has
no relation to the partnership distributions, which are
usually quite hefty—witness Magellan yielding 6.5%
and Enterprise 4.8%.

For the vast majority of MLPs, they do not generate
taxable income for their owners in the first few 
years after they are purchased. This is because of an
accounting concept known as the “depreciation
shield.” When one buys an MLP, one is actually
buying a portion of the underlying assets of the MLP,
and the value of those assets is written up to what-
ever the investor paid (as opposed to the partnership’s
own historic cost). The cost basis of the assets are
then depreciated over time, and the owners can deduct
this noncash expense from income. I know this is 
all a bit complex, but rest assured we don’t have to do
the accounting ourselves. MLPs send K1 forms after
the end of the year that have all income and expenses
broken out for each individual owner.

Remember, there is no direct link between quarterly
partnership distributions and the income tax liability
the partnership is generating for its owners. And
again, for most MLPs, their owners incur no income in
the first few years they are owned. The partnership
distributions are considered a return of capital, and
that return of capital is potentially recaptured as
income only once one sells. But as long as one does
not sell, we have a stream of cash distributions that
generate little to no income in the eyes of the IRS.
Sweet! And what income and related tax liability we
do have is greatly deferred, and we all know that
money today is worth more than money a few years
from now. (And as a side-note, if one passes away
while owning these, the value of the underlying
assets is written up yet again at death, restarting the
clock on the depreciation shield for one’s heirs. This
does not apply in 2010 while the estate tax is on
vacation, but it will apply again in 2011.)

So, in a nutshell, the first reason to lean one’s MLP
investments toward taxable accounts and away 
from qualified accounts is that these entities are tax-
advantaged, and one would not want to give up 
these advantages by owning them in an account that
would not benefit. 

The second reason has to do with taxable income.
After owning them a few years, the MLPs should start
to generate taxable income for their owners. This
income is considered to be unrelated business taxable
income. If one’s MLPs generate in excess of $1,000
worth of UBTI inside a qualified account, then the
qualified account itself (not the account’s owner) must
pay the tax on this income. Most people think that
qualified accounts are automatically exempt from all
taxation, but this is certainly not the case if one buys
MLPs in those accounts.

Many investors see these complications with taxes,
their eyes glaze over, and they move on to simpler
investments. But for those willing to do the extra
legwork to understand how MLPs work (and fill out a
small handful of extra forms come tax time), this
investment class can create attractive opportunities,
especially for those seeking a regular stream of 
cash from their portfolios. œ
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Give Morningstar Option Coaching a try at
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