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I don’t like this market, given the relative scarcity of
bargains at the moment. Every month on Page 21, at
the end of the Wide-Moat Watchlist, I publish a table
that contains all the businesses in our coverage
universe that have an economic moat rating of wide
with stocks that trade at sufficient enough of a
discount to our fair value estimate to attain a 5-star
rating. For better or worse, this list has shrunk
considerably over the past year, and I already own the
majority of the stocks that remain.

With the “menu” of stocks on the consider buy list
looking a bit thin, I expanded my horizons slightly
to go fishing for opportunities among some of the
higher-quality narrow-moat firms. I’m willing to
consider investing in narrow-moat stocks under these
conditions: 1. A lack of wide-moat opportunities, 2. A
great valuation, and 3. Predictable cash flows. I found
one opportunity that was compelling enough for me 
to pull the trigger this past month for the Tortoise Port-
folio—Molson Coors TAP. Below is my thinking 
on this newest stock, and I’ve also included a couple of
other narrow-moat firms that are looking interesting.

Molson Coors TAP
Molson Coors, the fifth-largest brewer in the world,
falls short of a wide-moat rating because of its lack of
scale relative to industry titans Anheuser Busch
InBev BUD, Ambev ABV, and SABMiller SBMRY.PK.
Plus, sales volume of mass-market beers has been flat
to slightly declining. That’s the bad news.

But there is plenty of good news! For one, the company
dominates in Canada, where Molson has a market
share in excess of 40%. Additionally, here in the United
States, the company entered into a joint venture with
SABMiller in mid-2008 that is boosting the bottom
line. By cutting substantial costs out of the system,
primarily in distribution, the company expects to even-
tually save more than $200 million annually. This
equates to a little over $1 per share and is not chump
change for a company that generated $641 million
overall in operating profit the year before the joint
venture. This cost-cutting is a relatively certain source
of profit growth that has already yielded results, 
and earnings growth from this source should continue
for another two years or so.

What really interested me in buying the stock is the
valuation. Today we can buy something that is 
relatively recession-resistant at just below 11 times
expected forward earnings, with a decent balance
sheet (current assets roughly equal total debt), and
there is only modest uncertainty. The company 
generates copious amounts of free cash flow that
amounted to $3.74 per share last year, equating 
to a free cash yield on the stock near 9%. At roughly a
30% discount to our $59 fair value estimate, this
seems like a good price for an opportunity where I do
not see a lot of risk at the moment.

Though we do have a number of beverage firms in the
Tortoise Portfolio—Molson joins Coca-Cola KO,
Diageo DEO and PepsiCo PEP—I think the consumer
staples sector is one worth focusing on, given the
relatively large number of high quality firms deriving
moats from brands and scale advantages. (If selecting
stocks for the Tortoise was like drafting a basketball
team, this is a sector that would have an excess of very
tall players.) Besides, the concentration is not as 
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From inception on June 18, 2001, through March 3,
2010, the Tortoise has returned positive 81.4%,
compared with positive 8.8% for the S&P 500 Index
and positive 13.2% for the average large-cap blend
mutual fund. The Tortoise has outperformed only 20.7%
of large-cap blend funds over the past 12 months, but
it is still beating 99.4% of them since inception.

This month, we come close to lapping the March 2009
low, when the panic selling created by the financial
crisis was most fervent. At its lowest close, the S&P
500 was at 676.5 on March 9, 2009. The reason for
the eye-popping returns listed on the opposite page is
the very low point at which the 12-month returns are
starting. Though the Tortoise has lagged the market as
a whole during the past year, it is not surprising, 
given the composition of this portfolio that holds rela-
tively low-risk names. The risk-adjusted returns are
still quite good. (Though volatility is far from a perfect
measure of risk, for fans of Modern Portfolio Theory,
the three-year portfolio beta is 0.77, yielding an alpha of
2.7, with an R-squared of 83.5.)
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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 QQQ Med. 88.00 82.95 61.60 123.20 Wide      0.0 œ

Exelon EXC QQQQQ Med. 73.00 44.47 51.10 102.20 Wide      4.7 ∑

Novartis NVS QQQQQ Low 71.00 54.33 56.80 88.80 Wide      3.7 ∑

First American FAF QQQQ High 53.00 32.00 26.50 106.00 Narrow    2.8 ∑

Lowe’s Companies LOW QQQQQ Med. 36.00 23.62 25.20 50.40 Wide      1.5 œ

ExxonMobil XOM QQQQQ Low 87.00 65.43 69.60 108.80 Wide      2.6 ∑

Johnson & Johnson JNJ QQQQQ Low 80.00 63.40 64.00 100.00 Wide      3.1 ¥

Å Kinder Morgan Mgmt KMR QQQ Low 56.00 57.68 44.80 70.00 Wide      0.0 ∑

Wal-Mart Stores WMT QQQQ Low 60.00 53.66 48.00 75.00 Wide      2.0 ∑

General Dynamics GD QQQ Med. 65.00 72.83 45.50 91.00 Wide      2.1 œ

Automatic Data Procssng ADP QQQQ Med. 51.00 41.91 35.70 71.40 Wide      3.3 ∑

Sysco SYY QQQQ Med. 35.00 28.75 24.50 49.00 Wide      3.5 ∑

J.P. Morgan Chase & Co. JPM QQQQ High 58.00 41.53 29.00 116.00 Narrow    0.5 œ

TransCanada TRP QQQQ Med. 43.00 34.23 30.10 60.20 Narrow    4.5 œ

Cintas CTAS QQQQ Med. 30.00 25.07 21.00 42.00 Narrow    1.9 ¥

PepsiCo PEP QQQ Low 68.00 63.98 54.40 85.00 Wide      2.8 ∑

American Express AXP QQQQ High 54.00 38.28 27.00 108.00 Wide      1.9 ∑

Procter & Gamble PG QQQQ Low 77.00 63.55 61.60 96.30 Wide      2.8 ∑

Home Depot HD QQQQ Med. 40.00 31.47 28.00 56.00 Wide      3.0 ∑

3M Company MMM QQQ Low 85.00 81.00 68.00 106.30 Wide      2.6 ∑

Diageo DEO QQQQ Med. 80.00 65.32 56.00 112.00 Wide      2.8 —

Walgreen WAG QQQ Med. 39.00 35.36 27.30 54.60 Narrow    1.6 ∑

C Molson Coors Brewing TAP QQQQQ Med. 59.00 41.32 41.30 82.60 Narrow    2.3 ¥

Coca-Cola KO UR Low — 53.93 — — Wide      3.3 ∑

Pfizer PFE QQQQQ Med. 26.00 17.32 18.20 36.40 Wide      4.2 ¥

Cash Holdings 2

Tortoise Portfolio Total 2.8 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. 
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Berkshire Hathaway BRK.B was yet again the best-
performing stock in the portfolio, up 12%. The stock has
been on a relative tear since being added to the S&P
500. The next largest-moving stocks were Home Depot
HD and Lowe’s LOW, up 11% and 7%, respectively. 
The market may be finally figuring out that the expeca-
tions priced into these stocks are too low if we get 
any sort of meaningful economic rebound. The only fair
value estimate change was for First American FAF,
where we added $3. See Page 12 for more.

I made one trade in the portfolio this past month,
purchasing 70 shares of Molson Coors TAP on Feb. 25
at $40.66. See the cover story for my thesis. 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

— 3.6 56.8 7.1

1118.8 2.2 63.7 1.0

2280.7 4.2 74.3 2.5

Portfolio Performance Breakdown

Top Five Sectors (%)

a Financial Srvcs 24.0

o Consumer Srvcs 19.1

i Healthcare 12.2

s Consumer Goods 11.1

g Utilities 9.7

Style Breakdown (%)

172092.02 100.0

Value Blend Growth

Lrg

Med

Sm

24 53 8

7 3 5

0 0 0

p50 –100

p25 – 50

p10 – 25

p0 – 10

BRK.B 06-18-01 0 250 51.23 12807.98 20737.50 61.9 12.1

EXC 10-06-09 0 260 48.01 12482.44 11562.20 -7.4 6.7

NVS 02-09-07 0 185 56.80 10508.61 10051.05 -4.4 5.8

FAF 03-17-04 0 300 28.70 8610.99 9600.00 11.5 5.6

LOW 11-15-07 0 400 24.70 9878.40 9448.00 -4.4 5.5

XOM 07-11-08 0 130 79.31 10309.95 8505.90 -17.5 4.9

JNJ 12-06-05 0 130 59.51 7736.38 8242.00 6.5 4.8

KMR 03-08-06 +2 142 36.12 5129.45 8190.56 59.7 4.8

WMT 07-19-02 0 150 47.43 7114.28 8049.00 13.1 4.7

GD 03-12-03 0 110 33.12 3643.34 8011.30 119.9 4.7

ADP 06-14-02 0 175 27.84 4872.72 7334.25 50.5 4.3

SYY 04-28-08 0 235 29.01 6817.73 6756.25 -0.9 3.9

JPM 07-23-02 0 150 30.49 4574.16 6229.50 36.2 3.6

TRP 01-23-04 0 150 21.21 3181.88 5134.50 61.4 3.0

CTAS 05-16-07 0 200 37.61 7522.00 5014.00 -33.3 2.9

PEP 07-19-02 0 75 35.92 2694.25 4798.50 78.1 2.8

AXP 07-18-01 0 125 29.46 3682.50 4785.00 29.9 2.8

PG 05-12-09 0 75 50.86 3814.74 4766.25 24.9 2.8

HD 09-24-01 0 150 21.85 3277.50 4720.50 44.0 2.7

MMM 01-23-08 0 50 74.93 3746.49 4050.00 8.1 2.4

DEO 07-17-08 0 60 74.23 4453.59 3919.20 -12.0 2.3

WAG 10-11-07 0 110 39.37 4330.61 3889.60 -10.2 2.3

TAP 02-25-10 +70 70 40.80 2856.15 2892.40 1.3 1.7

KO 10-01-04 0 50 40.63 2031.43 2696.50 32.7 1.6

PFE 09-24-01 0 150 35.21 5281.01 2598.00 -50.8 1.5

Cash Holdings 2 110.06 0.1

©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, CTAS, DEO, EXC, FAF, GD, HD, JNJ, JPM, KMR, KO, LOW,
MMM, NVS, PFE, PG, SYY, TAP1, 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 1.03
Wide Moat 0.92
Narrow Moat 0.99
No Moat 1.10
Low Uncertainty 0.99
Medium Uncertainty 0.98
High Uncertainty 1.03

Median Price/Fair Value Ratio

*

2001 2002 2003 2004 2005 2006 2006 2008

pTortoise Portfolio p S&P 500 Index

% Total Return

70

35

0

Morningstar ratings and fundamentals as of 3-3-10. 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.

*Feb. 3 to March 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 March 3, 2010.

Ports_0310.qxp  3/5/10  12:08 PM  Page 3



4

From inception on June 18, 2001, through March 3,
2010, the Hare has returned positive 60.7% compared
with positive 8.8% for the S&P 500 Index and posi-
tive 8.5% for the average large-cap growth mutual
fund. The Hare has outperformed 84.2% of large-cap
growth funds over the past 12 months, and it is
beating 97.3% of them since inception.

As I mentioned in the Tortoise recap, the shocking
trailing 12-month returns on the opposite page for both
the indexes and the portfolio are indeed true, largely
reflecting the depths of the trough in the market one
year ago. As expected, the Hare did markedly better
than the Tortoise, as it usually does in periods where
the market rises significantly. I disclosed the Modern
Portfolio Theory stats for the Tortoise and might as
well do it for the Hare, too. The Hare’s three-year beta
is 0.99, alpha is 6.7, and the R-squared is 84.3.

Things were relatively quiet this past month in terms
of the individual stocks. For one, there were no 
fair value estimate changes. Also, volatility was fairly

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

Compass Minerals Intl CMP QQQ Med. 85.00 75.90 59.50 119.00 Wide      2.1 ∑

Enterprise GP Holdings EPE 1 QQQQ Med. 53.00 42.68 37.10 74.20 Wide      5.0 ∑

Apollo Group APOL QQQQQ Med. 106.00 60.93 74.20 148.40 Wide      0.0 ¥

MasterCard MA QQQ High 233.00 232.15 116.50 466.00 Wide      0.3 ¥

CarMax KMX QQQ High 25.00 22.20 12.50 50.00 Narrow    0.0 ∑

Paychex PAYX QQQQ Med. 42.00 30.36 29.40 58.80 Wide      4.1 œ

Magellan Midstrm Part MMP 1 QQQ Low 44.00 45.04 35.20 55.00 Wide      6.3 ¥

Fastenal FAST QQQ Low 43.00 45.02 34.40 53.80 Wide      1.8 œ

eBay EBAY QQQQ Med. 28.00 23.51 19.60 39.20 Wide      0.0 œ

International Speedway ISCA QQQQQ Med. 51.00 27.24 35.70 71.40 Wide      0.5 ¥

Autodesk ADSK QQQ Med. 28.00 28.61 19.60 39.20 Wide      0.0 ¥

Discover Financial Svcs DFS QQQQ High 27.00 13.78 13.50 54.00 Narrow    0.6 —

Western Union WU QQQQQ Med. 28.00 15.71 19.60 39.20 Wide      0.4 ¥

Vulcan Materials VMC QQQQQ Med. 68.00 43.89 47.60 95.20 Wide      2.3 ∑

Microsoft MSFT QQQ Med. 32.00 28.46 22.40 44.80 Wide      1.8 œ

Amgen AMGN QQQ Med. 65.00 56.90 45.50 91.00 Wide      0.0 †

CEMEX CX QQQQ High 15.00 10.08 7.50 30.00 Narrow    0.0 —

International Game Tech IGT QQQ High 21.00 17.80 10.50 42.00 Wide      1.4 ∑

Dell DELL QQQ Med. 13.00 13.71 9.10 18.20 None      0.0 ¥

Expedia EXPE QQQ Med. 26.00 22.87 18.20 36.40 Narrow    1.2 ∑

Corporate Executive Brd EXBD QQQ Med. 28.00 24.88 19.60 39.20 Wide      1.8 ¥

Boston Scientific BSX QQQ High 9.00 7.90 4.50 18.00 Wide      0.0 ¥

Í Live Nation Entertainment LYV — — 13.44 — — — — 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 2.5 1

Goal of the Hare
The Hare Portfolio has two
goals: to outperform the S&P
500 Index and to generate posi-
tive returns regardless of the
broad market environment.Com-
panies in this portfolio tend to
either be small or fast growing,
or have a high risk/return 
proposition. All companies here
have an economic moat.
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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

— 6.3. 72.2 5.6

1118.8 2.2 63.7 1.0

2280.7 4.2 74.3 2.5

Portfolio Performance Breakdown

Top Five Sectors (%)

p Business Srvcs 24.2

o Consumer Srvcs 22.3

d Ind Mtrls. 21.4

f Energy 14.7

r Software 6.6

Style Breakdown (%)

Value Blend Growth

Lrg

Med

Sm

4 3 30

31 13 13

4 1 0

p50 –100

p25 – 50

p10 – 25

p0 – 10

CMP 08-18-05 0 365 25.40 9272.35 27703.50 198.8 15.7

EPE 1 05-29-07 0 350 34.89 12212.52 14938.00 22.3 8.5

APOL 08-02-04 0 195 56.27 10973.39 11881.35 8.3 6.8

MA 05-30-06 0 50 44.00 2199.99 11607.50 427.6 6.6

KMX 01-20-04 0 500 14.71 7355.20 11100.00 50.9 6.3

PAYX 06-24-02 0 350 28.65 10026.38 10626.00 6.0 6.0

MMP 1 04-28-08 0 234 35.83 8384.20 10539.36 25.7 6.0

FAST 01-29-07 0 220 38.56 8482.65 9904.40 16.8 5.6

EBAY 04-20-06 0 330 33.08 10917.98 7758.30 -28.9 4.4

ISCA 01-06-06 0 280 40.18 11251.49 7627.20 -32.2 4.3

ADSK 11-18-08 0 250 19.43 4857.50 7152.50 47.3 4.1

DFS 08-08-07 0 500 21.39 10694.45 6890.00 -35.6 3.9

WU 10-02-06 0 365 17.74 6474.63 5734.15 -11.4 3.3

VMC 10-03-07 0 120 87.53 10503.68 5266.80 -49.9 3.0

MSFT 08-22-05 0 150 26.30 3945.63 4269.00 8.2 2.4

AMGN 06-11-02 0 75 38.80 2910.25 4267.50 46.6 2.4

CX 12-11-06 0 395 26.41 10431.40 3981.60 -61.8 2.3

IGT 06-27-05 0 200 28.35 5669.00 3560.00 -37.2 2.0

DELL 09-21-01 0 200 20.39 4078.00 2742.00 -32.8 1.6

EXPE 01-11-05 0 100 22.73 2273.12 2287.00 0.6 1.3

EXBD 07-10-07 0 80 67.76 5421.14 1990.40 -63.3 1.1

BSX 06-18-01 0 160 8.60 1376.00 1264.00 -8.1 0.7

LYV 01-11-05 -29 0 25.04 726.04 0.0 — 0.0

Cash Holdings 2 2900.64 1.7

175991.20 100.0

©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, LYV2, MA, MMP, MSFT, PAYX, VMC, WU.

115 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

*

2001 2002 2003 2004 2005 2006 2006 2008

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 3-3-10. 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.

*Feb. 3 to March 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.

low. CarMax KMX moved the most, and it was up 
a mere 10%. All but three of the stocks moved up since
last issue, most by inconsequential amounts.

I made one transaction in the portfolio this past month.
As I hinted I would do last issue, I completely sold 
the portfolio’s Live Nation Entertainment LYV position,
selling 29 shares at $11.71 on Feb. 9. See Page 27 for
more regarding why I sold.

Other stocks at the top of my “source of funds” list 
are Dell DELL and Boston Scientific BSX. As they say,
stay tuned. œ
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Abbott Laboratories ABT
Tortoise Stock Focus  | Damien Conover, CFA

I already have a fairly large health-care exposure 
in the portfolios, but this is another possibility that is
looking attractive today.

Morningstar’s Take
On the foundation of a wide lineup of patent-protected
drugs, a leading diagnostics business, a strong 
nutritional division, and an emerging vascular group,
Abbott has dug a wide economic moat. 

Abbott’s pharmaceutical division contains a diverse
set of growing blockbusters across many therapy
groups. Autoimmune agent Humira, HIV/AIDS drug
Kaletra, and cardiovascular treatments Tricor and
Trilipix lead the group with more than $8 billion in
annual sales (26% of total sales). Humira is the work-
horse of the group, with more than 20% growth 
in 2009 as new indications help propel the drug. The
company’s active research and development efforts
have created the next generation of drugs, including
psoriasis treatment ABT-874 and cardiovascular 
drug Trilipix, both of which have blockbuster potential.

Outside the pharmaceutical group, Abbott runs top-tier
diagnostic and nutritional segments that generate
more than 30% of total sales, helping to insulate the
company from patent losses in the drug group. The
diagnostic group is well positioned as disease therapy
becomes more patient-specific.

Complementing the pharmaceutical, diagnostic, and
nutritional segments, the firm’s recently expanded
vascular line is poised for rapid growth. Favorable
clinical data on the company’s new drug-coated stent
Xience versus entrenched Boston Scientific BSX
stent Taxus should result in fast market uptake. 

Abbott also has a successful record of acquisitions
and partnerships. The favorable acquisitions of 
Knoll and Kos Pharmaceuticals brought in Humira and
Niaspan along with pipeline products. The acquisi-
tion of Guidant’s vascular business opened the door to
a new operating segment and Xience. Additionally,
the recent acquisitions of Advanced Medical Optics and
Solvay’s drug unit at favorable prices should add value
over the long term. œ

Rating 1-Yr High/Low Fair Value Current Price Consider Buy Consider Sell
QQQQQ $56.79/41.27 $68.00 $54.08 $54.40 $85.00

Size of Moat Uncertainty Market Cap Dividend Yield Revenues Stewardship
Wide Low $84.0 bil 3.3% $30.8 bil ¥

Data through March 3, 2010

Profile

Moat Trend  | Stable

Margin of Safety

Abbott manufactures and markets pharmaceuticals, medical
devices, blood glucose monitoring kits, and nutritional health-care
products. Products include prescription drugs, coronary and 
carotid stents, and nutritional liquids for infants and adults.
Following the Advanced Medical Optics acquisition, Abbott also
markets eye-care products. Abbott generates slightly less than 
60% of revenue from pharmaceuticals.

Like all pharmaceutical firms, Abbott faces several industry head-
winds, including an increasingly risk-sensitive Food and Drug
Administration, stronger buyer power from managed-care compa-
nies, and an even more price-sensitive U.S. government. However,
Abbott’s leading drug, Humira, is classified as a biologic, which
should alleviate some pressures associated with small-molecule
drugs. Abbott’s diverse operations provide the company shelter
from the challenges in the drug business. Given the wide diversity
of revenue sources along with a robust presence in biologics, we
project stability for Abbott’s wide moat.

There is a moderate margin of safety to our fair value estimate of
$68 per share. Humira represents the most important driver in
Abbott’s valuation—we project that it contributes just north of 20%
to our estimate of the firm’s total value. While competing drugs 
lurk in the near future, we expect Humira to post double-digit annual
growth over the next several years. Overall, we project 6% average
annual sales growth, led by Humira, Xience, and acquisitions, 
over the next 10 years. Over the same period, we project a slight
increase in operating margins, growing to the mid-20% range as
cost-containment initiatives offset the patent losses on high-margin
drugs. We assume a relatively low 9% cost of equity, reflecting 
the secure and robust cash flows derived from diverse operations.

Paul’s Position
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Another candidate for purchase from health-care.

Morningstar’s Take
Stryker excels in several orthopedic and medical
equipment niches. Around 60% of Stryker’s revenue
comes from orthopedic implants, where it is a top-
tier provider of knees and hips and a growing provider
of spinal implants. We think the orthopedic industry 
is very attractive because of its high barriers to success,
and Stryker should be a key beneficiary of growth 
in surgical procedures to repair joints. Demographic
trends in developed countries should drive solid
volume growth for the industry, as their populations
age and suffer from the consequences of obesity
trends. Although we are enthusiastic about orthopedic
volume growth prospects, some uncertainty about
ongoing pricing levels does exist in the face of U.S.
health-care reform initiatives. However, even in our
most dire scenarios, we think that Stryker’s returns on
invested capital should remain higher than capital
costs primarily because of the positive characteristics
of the orthopedic market.

The balance of Stryker’s sales comes from tools and
equipment to outfit surgical suites and regular
hospital rooms. Stryker is particularly prolific in oper-
ating room products, including cutting tools, medical
video equipment, and irrigation devices. These tools
often complement its orthopedic devices and greatly
improve the efficiency of surgical procedures. Stryker
is even a top provider of medical beds and emergency
equipment, such as stretchers. 

With its cash-rich balance sheet and admirable free-
cash-flow generation, Stryker remains in the enviable
position of having many avenues to return value to
shareholders. Stryker could significantly boost its 
dividend or repurchase shares at attractive prices to
bolster investor returns with its substantial cash
resources. Also, with many smaller firms hurting for
cash, we wouldn’t be surprised to see Stryker acquire
smaller companies at a large discount to what they
could be worth to a long-term shareholder. Depending
on the acquisition target, Stryker could use its 
big cash position to invest in new technology in fast-
growing niches, boosting its growth potential. œ

Paul’s Position

Data through March 3, 2010

Rating 1-Yr High/Low Fair Value Current Price Consider Buy Consider Sell
QQQQQ $57.39/30.82 $72.00 $54.11 $57.60 $90.00

Size of Moat Uncertainty Market Cap Dividend Yield Revenues Stewardship
Wide Low $21.5 bil 1.1% $6.6 bil ¥

Profile

Moat Trend  | Stable

Margin of Safety

Stryker develops, manufactures, and markets medical devices and
equipment for use primarily in orthopedic procedures. The firm
generates most of its revenue from reconstructive implants, such as
knees and hips, but it serves a variety of other orthopedic niches,
including spine. Stryker also offers a wide range of operating room
equipment and tools used for orthopedic and other procedures.
Hospital beds and stretchers account for a portion of sales, too.

Stryker has a stable wide moat in the attractive orthopedic device
industry. This remains one of the few industries that can support
multiple wide moats, in our opinion, and we think that dynamic exists
primarily because there are high barriers to success in the industry
and because industry players are able to compete on factors 
other than price. Specifically, we think Stryker’s surgeon relation-
ships remain very sticky because patient outcomes are directly
determined by surgeon skill with its implants and tools, which can
take years to develop. Switching to a new supplier would cause a
major disruption to a surgeon’s practice that most would be
unwilling to tolerate.

The stock trades at close to a 25% discount to our $72 fair value
estimate. We expect sales growth to rebound to about 12%
compounded annually through 2014. Specifically, we assume that
the orthopedic business will grow by 10% compounded annually
through 2014, which reflects solid growth from knees and hips and
acceleration in the spine business. We assume that the MedSurg
business will follow the growth trends of the orthopedic business
with a little boost from international expansion, causing 13%
compound annual growth in that segment from 2009 to 2014. Our
fair value estimate also depends on operating margins staying
around 23% through 2014.

Stryker SYK
Hare Stock Focus  | Julie Stralow, CFA

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

375

300

225

150

75

0

% Total Return p Stryker
p S&P 500 Index

Focus_0310.qxp  3/5/10  12:15 PM  Page 7



8

Becton, Dickinson BDX
Tortoise Stock Focus  | Alex Morozov, CFA

Though it is only has a narrow moat rating, this 
is very close to being a wide-moat firm. Berkshire
Hathaway BRK.B has been purchasing recently.

Morningstar’s Take
Becton, Dickinson’s needle and surgical tool empire has
provided investors with robust returns on capital for
years. Becton made a name for itself manufacturing
basic surgical instruments: needles, syringes, and
scalpels, among others. As the industry evolved, so did
the company’s products, with many significant tech-
nological innovations first introduced at Becton. The
launch of safety-engineered products designed to
prevent needlestick injuries is among the firm’s latest
achievements; these products are now mandatory in
most of the hospitals across the United States. Becton
has also been advocating greater use of safety prod-
ucts overseas, and its push is paying off.

The essential and thus recurring nature of Becton’s
medical products, which account for nearly half of 
its total sales, has allowed the company to weather the
storm of a hospital spending freeze. While growth
opportunities still persist within the medical business
lineup (prefilled vaccine-delivery devices for example),
the needle market is rapidly becoming saturated,
particularly in the U.S. Hence, we expect diagnostic and
bioscience operations will become the firm’s primary
growth drivers in the upcoming years. Becton’s recent
expansion into genetic and oncology diagnostics has
already produced several intriguing product launches,
particularly its staph infection (MRSA) detection 
technology. The anticipated ramp-up in academic and
government spending, triggered by the upcoming
National Institute of Health’s stimulus funding, should
aid its adoption.

Our favorable take on Becton’s prospects also stems
from our confidence in the firm’s management. Becton
has a history of allocating its capital wisely and
providing shareholders with solid returns on invest-
ment. The company’s reputation for searching out
pockets of growth, along with its sizable manufacturing
and distribution infrastructure, convinces us that
Becton will be able to fend off competition and continue
to defend and widen its economic moat. œ

Rating 1-Yr High/Low Fair Value Current Price Consider Buy Consider Sell
QQQQQ $79.97/60.40 $98.00 $78.68 $78.40 $122.50

Size of Moat Uncertainty Market Cap Dividend Yield Revenues Stewardship
Narrow Low $18.5 bil 1.9% $7.4 bil ∑

Data through March 3, 2010

Profile

Moat Trend  | Positive

Margin of Safety

Becton, Dickinson is the world’s largest manufacturer and distrib-
utor of medical surgical products, such as needles, syringes, and
sharps-disposal units. The company also manufactures diagnostic
instruments and reagents, as well as flow cytometry and cell
imaging systems. International revenue accounts for 55% of sales.

While the company’s manufacturing infrastructure in its surgical
business is a sizable hurdle for a potential new entrant, the rivalry
is fairly intense, primarily because of the commodified nature 
of many of Becton’s products. However, it doesn’t preclude Becton
from consistently earning high returns on invested capital, nor 
challenges the company’s leading position in manufacturing of
surgical instruments. As the company’s manufacturing infrastructure,
particularly outside the United States, grows, so will its competi-
tive advantage over its smaller rivals. The nearly completed foreign
manufacturing expansion should provide the company with logistics
to significantly expand its overseas presence and gain share in
highly fragmented foreign markets. Becton’s powerful R&D engine,
which has produced a plethora of technological advancements 
in a field hardly flush with innovation, should also safeguard its
position and provide company with growth opportunities.

Our fair value estimate is $98 per share. Becton’s resilience to
economic woes was on display in its fiscal 2009, when Becton
managed to eke out 5% organic growth (adjusted for foreign
exchange) despite the unprecedented freeze in hospital spending
and dried up credit markets. We anticipate revenue growth will
bounce back to the pre-recession level of 6%–7% per year over the
next five years, fueled by its biosciences and diagnostics segments.
We believe the company will continue to deploy cash flows from
the medical surgical business to fuel growth in other areas.

Paul’s Position

% Total Return p Becton, Dickinson
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My newest purchase in the Tortoise.

Morningstar’s Take
Molson Coors operates in markets with minimal growth
opportunities, but its significant cost-cutting initiatives
have boosted profitability and expanded margins.
With a compelling joint venture with SABMiller
SBMRY in the United States, Molson Coors should
extract further value from its operations.

Molson Coors is the fifth-largest brewer in the world
by volume and was created by the merger of Canada-
based Molson and U.S.-based Coors in 2005. The
merger allowed the management team to develop a
reputation for its successful cost discipline, as it
captured significant savings on distribution, overhead,
and marketing. In fact, management achieved cost
savings higher than previously estimated and also
ahead of schedule, to the tune of about $175 million
annually. This is not peanuts, considering the firm’s
core operating income stood at about $756 million in
fiscal 2008.

In the U.S., Molson Coors and SABMiller have merged
their U.S. operations, which we think creates 
significant value for both firms. The MillerCoors joint
venture should enable Molson Coors to generate
about $210 million in annual cost savings, with the
largest benefit coming from reduced shipping
expenses. A longtime source of inefficiency, Molson
Coors ships most of its volume from Colorado, but
now it can reduce shipping costs by brewing in any of
Miller’s multiple U.S. breweries.

Although the joint venture in the U.S. should greatly
benefit Molson Coors’ earnings growth, the majority
of its operating income comes from the Canadian 
and U.K. beer markets, which are not growing. Molson
Coors has a very strong position in Canada, main-
taining a 41% market share, slightly more than duopoly
participant AmBev ABV, which has proven to be a
rational competitor. The U.K. beer market, on the 
other hand, has continued its steady decline. Overall,
Molson Coors’ stable, highly profitable Canadian
segment and the cost savings from MillerCoors should
enable the firm to generate strong returns. œ

Paul’s Position

Data through March 3, 2010

Rating 1-Yr High/Low Fair Value Current Price Consider Buy Consider Sell
QQQQQ $51.33/30.76 $59.00 $41.32 $41.30 $82.60

Size of Moat Uncertainty Market Cap Dividend Yield Revenues Stewardship
Narrow Med. $7.7 bil 2.3% $3.0 bil ¥

Profile

Moat Trend  | Stable

Margin of Safety

Molson Coors is the fifth-largest brewer in the world. Major brands
include Coors Light, Molson Canadian, Carling, Blue Moon, Killian’s,
Caffrey’s, Worthington’s, and Keystone. Its largest markets by 
operating profit are Canada (71%), the United States (17%), and the
United Kingdom (12%). Molson Coors retains 41% share of the
Canadian beer market, 29% share of the U.S. beer market (with
SABMiller), and 20% share of the U.K. beer market.

Molson Coors’ narrow moat is stable, because increasing weakness
in the U.K. is offset by its increasing strength in the U.S. In the 
U.K., Molson Coors’ volume declines have accelerated as the weak
economic environment fuels the falling pub culture. In the U.S.,
Molson Coors’ expanding market share, which resulted from its joint
venture with Miller, gives it better economies of scale and leverage
over fixed costs. We expect the firm’s market share and scale in
Canada to remain more or less the same.

Our fair value estimate is $59 per share, which implies forward
fiscal-year price/earnings of 19 times, price/cash flow from opera-
tions of 16 times, and enterprise value/EBITDA of 15 times. In the
longer term, we forecast reported annual sales growth of 2%–3%,
although we expect sales in 2010 to increase in the mid- to high-
single-digit range as a result of a weaker dollar compared with
2009. Over the longer term, we think total operating income will
increase in the 3%–4% range, with operating income in the Cana-
dian and U.S. segments increasing slightly higher than this rate and
operating income in the U.K. segment increasing below this rate.
We forecast midteens operating margins for MillerCoors by 2013.
As a result, we are forecasting that operating margins, including
MillerCoors income, will reach about 30%–31% over the next five
years. We expect returns on invested capital to average 9%.

Molson Coors TAP
Tortoise Stock Focus  | Ann Gilpin
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Three things have gotten me excited about the
prospects for the U.S. economy during the year ahead.
A stronger manufacturing economy, increased 
productivity, and the potential for more exports are 
all factors that I think many people in the market 
are underestimating. These issues are all extremely
closely related: Burgeoning productivity means 
that the U.S. products are more competitive in over-
seas markets. More overseas shipments lead 
to more production in the U.S., further strengthening
the domestic economy and supplementing meager
growth in U.S. consumption.

Manufacturing Matters
A lot of people might ask why I care about the manu-
facturing sector since it employs just 8% or so of 
the population, down from a high of about one third 
of the workforce in the 1950s. Despite what you 
hear, manufacturing is far from moribund in the United
States. Manufacturing jobs generally pay better 
than other sectors and entail longer work weeks. Also,
because things like advertising, payroll processing,
and maintenance services are outsourced, I suspect
that a stronger manufacturing sector businesses will
lead to stronger service revenues as well. The Insti-
tute for Supply Management also reports there is a very
strong link between their PMI manufacturers’ index
(formerly known as the Purchasing Managers’ Survey)
and short- to medium-term GDP growth. The January
PMI reading is consistent with GDP growth of 5.5%, if
it can be sustained, according to the ISM. That is even
higher than my aggressive forecast of 4% .

From what you read in the papers, one would assume
that manufacturing had all but disappeared in the
United States, but that just isn’t so. Based on indus-
trial production statistics, production levels have
moved up nearly 2.5 times since 1970. Those figures are
based on units of production and are not inflated by
increasing prices. Yes, more sub-assembly work might

be done overseas, but manufacturing in the United
States is still alive. However, employment is a
different story, with manufacturing jobs over that same
period declining by almost 40%. Some of that is 
overseas outsourcing, but a lot of it is more-efficient
manufacturing facilities. Factories that employed
hundreds, if not thousands, of people are now managed
by just a few dozen highly paid and well-trained
employees. However, these efficiently produced goods
must still be shipped, advertised, billed, and so on.
This all still requires additional human input.

This recession, manufacturing took a deep hit, declining
by more than 15% while overall GDP decreased at
about half that rate. Why does manufacturing get hit
so hard in downturns? The answer is inventories.
When the economy is sinking fast, manufacturers tend
to reduce production faster than the rate of sales
declines. Manufacturers then ship the balance of
products needed from inventory previously built. This
was especially true this recession. 

Auto Industry Improvement Has Been Dramatic
The auto industry is a perfect example. While auto
sales fell by 50% from peak levels, production was
down 75% (at least for a couple of months). In other
words, the industry was not even producing enough
goods to meet historically depressed sales levels.
That set the stage for a production rebound that was
largely responsible for virtually all of the GDP increase
in the third quarter of 2009.

Because of the industry’s bankruptcies, the necessary
adjustments happened quickly. Sales, production, 
and employment are now are nearly perfectly aligned.
Other industries (with the notable exception of semi-
conductors) have yet to experience all of the production
rebound. This is good news and bad news. The bad
news is that production is still depressed. The good
news is that despite all the improvement there still a
lot of runway for further improvement. 

Industrial Production Up Dramatically
Looking at the Federal Reserve’s Industrial Production
index, industrial production peaked at 112.01 in
December 2007 and proceeded to decline by 15%, to
95.07, the largest decline in the post-World War II 

Three Drivers of Growth in 2010
Economic Weather Report  | Robert Johnson, CFA
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era. It has recovered to 101.5—off the bottom by
6%—by January. If typical patterns play out, it may
take another 12 to 18 months to return to the old high. 

All this said, the speed of the recovery so far is highly
consistent with previous recoveries, according to 
Eric Landry, the associate director of our industrials
team. In fact, the pattern is remarkably similar to 
the recovery from the 1973 recession, which was one
of the most dramatic recoveries on record. Purchasing
managers surveys both on the regional and national
level are consistent with continued growth from the
manufacturing sector in the months ahead. The new
order components of these indexes have been particu-
larly strong. Since it takes time to gear up to produce
new orders, the outlook for manufacturing could be
bright through the middle of this year just with data
we already know.

Three things will drive production higher from current
levels—higher domestic demand, higher overseas
demand, and a rebuilding of inventories. Both domestic
and overseas expansion will be enabled by lower
prices helped along by dramatically higher U.S. produc-
tivity. If production costs are lower because fewer
hours are needed to produce each new widget, compa-
nies can cut prices to stimulate demand without
hurting profits. Productivity growth also means that
U.S. goods and services will be at a competitive
advantage versus other economies. This increased
competitiveness could mean more export opportuni-
ties and growth for the U.S. economy. Some U.S.

consumer staples firms are already benefitting from
increased opportunities overseas. 

U.S. productivity growth is not a one-time event either.
Whether productivity growth is measured in a reces-
sion or a boom, a short period or a long period, the
U.S is almost always at the top of country-by-country
productivity growth lists. If one adjusts for slower 
U.S. wage growth and a generally weakening dollar,
the relative cost advantage accruing to the U.S. is
stunning. The fact that many productivity enhancing
tools—computer hardware and software developed
in the U.S.—at least partially explains the ongoing
growth of U.S. productivity. The flexibility of the U.S.
labor force and its ready adaptability also explains
why the U.S. often comes out on top. Unfortunately, the
downside of U.S. labor flexibility is more frequent
layoffs and less job stability than most other countries
in the world are willing to tolerate.

Exports Key to the Recovery
These productivity gains, as well as a weaker dollar,
have allowed the U.S. to boost its export sales, which
had been growing nicely until the recession. Exports
currently make up almost 12% of GDP compared with
5% in the early 1970s. Gross exports contributed 1.8
percentage points of the 2.2% GDP growth in the third
quarter, and 1.9 percentage points of the 5.9% growth
in the fourth quarter. Exports played a pivotal role 
in pulling the U.S. economy out of its slump and offset
weaker-than-normal consumer spending during this
recovery. Overall, my real GDP forecast for 2010 is for
4% real growth with about 1 percentage point of
contribution from exports. While a stronger dollar
could hurt some of this growth, improved productivity
could ameliorate the disadvantage brought about 
by a stronger dollar. In addition, a rising middle class,
especially in Asia, means more opportunities for U.S.
and multinational companies.

Putting it all together, even modestly growing U.S.
demand, when combined with decent export sales and
increased production levels, could generate more
growth in the U.S. than most economists are currently
anticipating. œ

Morningstar StockInvestor March 2010 11

Key Auto Statistics Versus High in 2005

1.2

1.0

0.8

0.6

0.4

0.2

p Production   p Sales   p Employment

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
2004 2005 2006 2007 2008 2009

Ratio Compared to 2005 High

Report_0310.qxp  3/5/10  12:02 PM  Page 11



I think there are some great opportunities in the title
insurance industry at the moment. But first, some
background. It’s somewhat of a misnomer to consider
title insurance as actual insurance. Unlike property
and casualty insurers that pay out about 70% of their
premiums in claims, title insurers have a loss ratio 
of about 7% over a cycle. The difference is that title
insurers guarantee past events while P&C insurers
take on future risk. Title insurers perform careful and
extensive research to uncover any defects or unknown
interests in real estate and only issue a policy when
satisfied that all possible claims are eliminated from
coverage. They’re not always right, and sometimes
they make a mistake that ends up in a claim payout,
but the exceedingly low claims ratio confirms the
thoroughness of their research. 

It’s better to think of title insurance as a transaction
processing business. In most areas of the U.S., 
title insurers not only research the title but are also
responsible for handling all the details that process
the transfer and/or financing of real estate. Title
insurance and closing services are an integral part of
the real estate transfer and financing process in the
United States. 

Therefore, it’s easy to understand that as the housing
market experiences peaks and valleys, sometimes
akin to a roller-coaster, the fortunes of title insurers
follow. With every property transfer or refinance, a
title policy is issued, resulting in a one-time fee paid
to the insurer. The problem is that the title insurance
business has high fixed costs and is staffed with
specialized employees whose expertise takes time to
develop. This operating leverage can lead to outsized
profits in a rising market. The knife cuts both ways,
however: There is not much flexibility in the operational
costs, and the title insurers can be left holding the
bag in falling markets until the industry eventually cuts
costs to meet a lower demand. 

This cyclical behavior creates opportunity for investors.
The stock prices of title insurers have been depressed
lately, likely because of a pessimistic outlook for a
recovery in housing. However, look a little deeper and
the outlook for this industry brightens. For one thing,
the companies have all cut costs—deeply—resulting
in nascent profits that began in the second quarter 
of last year. Staffs have been slashed, offices closed,
unprofitable agents cancelled and compensation
trimmed. What’s more, consolidation in the industry has
changed the competitive landscape, with two compa-
nies now controlling more than 70% of the market
and the top four companies holding more than 90%.
In late 2008, the second-largest title insurer (Fidelity
FNF) bought the third largest (Land America),
creating an industry giant that initially owned 45%
of the market. The acquirer quickly moved to trim
costs, paying for the acquisition within a year. A prime
benefit from consolidation is that it eliminates 
a layer of cost from the industry through accretive
cost reductions.

Improving Fundamentals
Though rates are regulated, another benefit from 
the consolidation in the title insurance industry 
is the unleashed pricing power for the remaining partic-
ipants. Oligopolies tend to set the price rather than
engage in destructive behavior, so it’s not surprising
that price increases were implemented last year. 
In California, the largest market in the country, the
largest insurer was granted a 10% rate increase 
last year, while increases were either approved or
pending in 36 other states.

Industry consolidation also shifts the bargaining power
to the title underwriters from title agents. Roughly
half of all premium revenue is generated by agents that
issue policies and provide closing services. The
premium split between the agent and the underwriter
is negotiable, but with fewer underwriters in business,
the bargaining power of the agent has diminished,
leaving more on the table for the underwriter. Perhaps
even more important, however, is the degree of
control the underwriter now has over agents. In the
past, some agents have cost underwriters through
sloppy underwriting, fraud and premium-splits that
favored agents. Consolidation has leveled the playing
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Title Insurers Looking Undervalued
International Spotlight  | Jim Ryan
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Fidelity National FNF

Star Rating QQQQ
Uncertainty High
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field, putting more power in the hands of fewer
underwriters who are unwilling to suffer the losses
caused by questionable agents.

Various segments of the title insurance market have
vastly different margins, and we think that this 
also adds to the improving industry fundamentals. The
industry economics are driven by a pricing method-
ology that is unique to title insurance. In order to cover
costs on any title policy, insurers charge a consider-
able flat fee on the low end and a sliding scale there-
after. Title insurers also charge less for a residential
refinance policy (up to 40% less) than for a residential
resale policy. Yet in all instances the work involved 
is essentially the same. The reason this is important
today has to do with the shifting market segments.
Over the past year, the industry relied on residential
refinance transactions for a larger than normal portion
of premium revenue and still made a profit. When 
the market shifts to residential resale, premiums will
jump significantly with no additional cost, adding 
to profit margins. Better yet, commercial transactions,
easily the most profitable segment, have languished 
in recent years, and an increase in the volume of this
segment would benefit margins even more.

We think the fundamentals of the title industry have
improved immensely over the past couple of years and
that margins will rise over time. Whether you believe 
a quick turnaround is in store for real estate or not, at
some point, probably by the second half of this year,
transaction volume will pick up, boosting the profits for
the title insurers. While we do not forecast a return 
to the boom years of the mid-2000s, we still think that
even a gradual recovery is not reflected in the current
valuation of stocks in this industry.

First American Looking Attractive
First American FAF is our top pick of the title insurance
stocks. First American had grown organically into 
the number one slot before the 2008 industry consoli-
dation and has now fallen back to number two. We
think that’s irrelevant—the history of mergers in the
title industry has repeatedly demonstrated that 
one plus one hardly ever equals two. Over time, the
merged companies will experience fallout from
customers and agents for a variety of reasons, whereas

organic growth promotes stickier customer rela-
tionships that tend to last longer. Most likely, First
American will pick up some market share from the
recent merger at little or no additional cost, remaining
in striking range of the industry leader in time.

But there is more to the First American story that 
we find compelling. Realizing years ago that title insur-
ance was essentially an average-growth, cyclical
industry, First American began investing in other busi-
nesses. Some of them were meant to support and 
add incremental revenue to real estate transactions,
while others arose from converting title records 
into automated databases. Through these processes
and joint ventures with other information services
providers, First American created an information solu-
tions division that has become a major factor in the
firm’s success. In the first nine months of 2009, infor-
mation solutions accounted for about half of the
pretax operating income for the firm.

First American has announced that it would be split-
ting its two divisions—financial services, which
contains title and a small specialty insurance division,
and information solutions. This off-again, on-again
split is scheduled to go forward in the second quarter
of 2010. We think that financial services, on a stand-
alone basis, is fairly valued at $28 per share, which
works out to be 1.5 times the pro forma book value per
share upon the spin-off and a 15 price/earnings ratio
on forecast 2010 net income. Separately, we value
Information Solutions at $25 per share. We think that
the company can achieve pro forma EPS (excluding
amortization) of about $1.25 in 2010. Our valuation is
roughly 20 times this depressed earnings level, or
about a 5% free cash flow yield. 

With Financial Services after the spin-off valued at
just below the trading price for the entire company
today, we think the stock is significantly undervalued.
Though we realize that the information business
space is highly competitive and that First American 
is probably just average in this growth industry, 
we also think that the spin-off has the potential for
unlocking value in the information solutions entity. œ

First American FAF
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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

Innovation and manufacturing skills are the basis of its
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. Suffering with peers, but 
conditions moderating. Recovery in market big help.

After spin-off of Philip Morris, now focused on U.S.
tobacco market. Marketing ban raises barriers to entry.

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. Brazilian real fell sharply, recently recovered.

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 close to EU approval.

Recent addition to watchlist. Controls 25% of global beer
market. Spotlighted in June issue.

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.

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

AutoCAD software has very high switching costs. Recent
results quite 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. Enjoys
benefits of large scale. Not as troubled as 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 March 3, 2010. UR 5Under Review    ]5 Fair Value Increased    [5 Fair Value Decreased   j5Positive   k5Stable   l5Negative

3M Company MMM QQQ Low 85.00 81.00 68.00 k X 2.6 17.9 a

Abbott Laboratories ABT QQQQQ Low 68.00 54.08 54.40 k C 3.3 14.7 b

Adobe Systems ADBE QQ Med. 28.00 34.82 19.60 k C 0.0 47.6 d

Advisory Board ABCO QQQ Med. 31.00 32.30 21.70 k C 0.0 49.3 d

Alcon ACL QQ Low 138.00 162.68 110.40 k C 2.2 24.8 b

Allergan AGN QQ Med. 49.00 59.67 34.30 l C 0.3 29.4 d

AllianceBernstein Hlding AB QQQ Med. 31.00 27.68 21.70 l V 9.0 13.4 d

Altria MO QQQQ Med. 24.00 20.35 16.80 k C 6.9 13.2 d

Amazon.com AMZN QQ High 75.00 125.89 37.50 k X 0.0 61.7 d

American Beverage ABV QQQ High 95.00 100.52 47.50 k — 3.6 8.7 b

American Express AXP QQQQ High 54.00 38.28 27.00 k X 1.9 24.9 a

Amgen AMGN QQQ Med. 65.00 56.90 45.50 l V 0.0 12.6 c

Anheuser-Busch InBev BUD QQQ Med. 70.00 68.58 49.00 l Z 2.2 24.3 b

Apollo Group APOL QQQQQ Med. 106.00 60.93 74.20 k C 0.0 14.7 c

Applied Materials AMAT QQQQQ Med. 22.00 12.39 15.40 k C 1.9 NA d

AstraZeneca AZN QQQQ Med. 53.00 44.67 37.10 l C 7.7 9.0 d

Autodesk ADSK QQQ Med. 28.00 28.61 19.60 k C 0.0 NA c

Automatic Data Prcssng ADP QQQQ Med. 51.00 41.91 35.70 k X 3.3 15.6 a

Avon Products AVP QQQ Med. 36.00 31.06 25.20 k X 2.8 21.4 d

Bank of Montreal BMO QQQ V.High 38.00 57.22 15.20 l Z 4.6 19.1 b

Bank of New York Mellon BK QQQQ Med. 35.00 28.69 24.50 k C 1.3 NA b

Bank of Nova Scotia BNS QQ Med. 35.00 47.25 24.50 k Z 4.0 14.7 b

Berkshire Hathaway BRK.A QQQ Med. 131000 124450 91700 k Z 0.0 24.0 b

Berkshire Hathaway BRK.B QQQ Med. 88.00 82.95 61.60 k Z 0.0 22.8 a

Biogen Idec BIIB QQQ High 57.00 56.79 28.50 k C 0.0 16.9 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

Merged with Merrill Lynch’s asset-management business,
reaping benefits of acquisition. 

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

Still struggling in wake of the Guidant purchase and
higher competition. Big restructuring announced.

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.

Confectionery is highly attractive category where
branding is important. Deal reached with Kraft. 

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 to near-term rough sledding.

One of the longest-lived moats around because of its
brands and business model. Buying bottler.

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. Buying NBC Universal from GE.

Low-cost producer of salt and sulfate of potash fertilizer.
Large price hikes in 2008; 2009 potash volumes way off.

Collects and sells best-practices intelligence. As a “corpo-
rate discretionary,” growth has significantly slowed.

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. Exclusive distribu-
tion 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 QQQ Med. 240.00 216.08 168.00 j V 1.9 43.1 d

Boardwalk Ppline Prtnrs BWP QQQ Med. 28.00 29.54 19.60 l C 6.8 33.6 d

Boston Scientific BSX QQQ High 9.00 7.90 4.50 k C 0.0 NA c

Bristol-Myers Squibb BMY QQQ Med. 28.00 24.33 19.60 l C 5.3 14.9 d

British Amer Tbco BTI QQQ Med. 66.00 69.38 46.20 k C 6.3 19.7 d

Buckeye GP Holdings BGH QQ Med. 28.00 33.36 19.60 k C 4.9 19.0 d

Buckeye Partners BPL QQ Low 49.00 58.69 39.20 k C 6.4 31.8 d

Cadbury CBY QQQ Med. 54.00 51.83 37.80 k — 1.5 39.8 b

Campbell Soup CPB QQQ Low 36.00 34.04 28.80 k C 3.2 15.5 b

Canadian Imp Bk Of Cmrc CM QQQ High 53.00 70.13 26.50 k X 4.8 16.5 d

Capella Education CPLA QQQ Med. 87.00 84.24 60.90 k X 0.0 33.6 d

Caterpillar CAT QQQ Med. 64.00 58.57 44.80 k X 2.9 41.0 b

CH Robinson Wrldwde CHRW QQQQ Med. 64.00 52.47 44.80 k X 1.9 24.6 d

CME Group CME QQQ High 312.00 305.86 156.00 k X 1.5 24.6 d

Cisco Systems CSCO QQQ Med. 28.00 24.84 19.60 l X 0.0 23.9 d

Coca-Cola KO UR Low UR 53.93 UR k X 3.3 18.4 a

Colgate-Palmolive CL QQQ Low 79.00 83.86 63.20 k X 2.5 19.2 b

Comcast CMCSA QQQQ Med. 23.00 16.96 16.10 l C 2.2 13.5 d

Compass Minerals Intl CMP QQQ Med. 85.00 75.90 59.50 j X 2.1 15.4 c

Corporate Executive Brd EXBD QQQ Med. 28.00 24.88 19.60 l C 1.8 28.7 c

Credit Suisse Group CS QQQ High 51.00 [ 46.12 25.50 k — 0.2 NA d

Dassault Systemes SA DASTY QQQ Med. 53.00 59.85 37.10 k C 1.1 27.5 d

DeVry DV QQQQ Med. 81.00 64.25 56.70 k C 0.3 21.6 d

Diageo DEO QQQQ Med. 80.00 65.32 56.00 k — 2.8 16.8 a

Dun & Bradstreet DNB QQQQ Med. 85.00 70.24 59.50 k C 2.0 11.7 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 saw sequential growth in recent quarters. 

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

Owns general partners of several pipeline MLPs. Lever-
aged returns to subsidiaries’ performance. 

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. Latest results very ugly.
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 signifi-
cant 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 several
other areas. Competition with Microsoft 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. 

OptionOne mortgage in process of being divested. Core
tax business losing share. 

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

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

Eaton Vance EV QQQ Med. 33.00 ] 31.44 23.10 k C 2.0 29.1 d

eBay EBAY QQQQ Med. 28.00 23.51 19.60 l Z 0.0 12.9 c

Eli Lilly & Company LLY QQQQ Med. 47.00 34.32 32.90 l C 5.7 8.7 d

Enterprise GP Holdings EPE QQQQ Med. 53.00 42.68 37.10 k X 5.0 28.8 c

Equifax EFX QQQQ Med. 39.00 32.66 27.30 k C 0.5 17.9 d

Exelon EXC QQQQQ Med. 73.00 44.47 51.10 k X 4.7 10.9 a

Expeditors Intl of WA EXPD QQQQ Med. 44.00 36.13 30.80 k Z 1.1 32.6 d

ExxonMobil XOM QQQQQ Low 87.00 65.43 69.60 l X 2.6 16.4 a

Fastenal FAST QQQ Low 43.00 45.02 34.40 k Z 1.8 36.4 c

Federated Investors FII QQQQ Med. 30.00 25.48 21.00 k V 3.8 13.3 d

Fiserv FISV QQQQ Med. 61.00 49.21 42.70 k C 0.0 16.2 d

Forward Air FWRD QQQ Med. 29.00 25.00 20.30 l X 1.1 73.5 d

Franklin Resources BEN QQQ Med. 100.00 103.92 70.00 k C 0.9 21.2 d

General Dynamics GD QQQ Med. 65.00 72.83 45.50 k Z 2.1 11.8 a

General Electric GE QQQQ High 25.00 16.03 12.50 l X 2.5 15.6 b

Genzyme GENZ QQQQQ Med. 82.00 56.95 57.40 j X 0.0 37.0 d

GlaxoSmithKline GSK QQQQ Med. 49.00 37.36 34.30 l X 6.1 12.7 b

Google GOOG QQQ High 550.00 545.32 275.00 k C 0.0 26.7 d

Graco GGG QQQ Med. 28.00 28.73 19.60 k X 2.8 35.5 d

Grand Canyon Education LOPE QQQ Med. 24.00 22.33 16.80 k X 0.0 37.2 d

Grupo Aero del Norte OMAB QQQ High 11.00 13.10 5.50 k V 4.0 14.3 d

Grupo Aero Pacifico PAC UR High UR 35.36 UR k C 1.2 0.0 d

Grupo Aero Sureste ASR QQQ High 43.00 52.30 21.50 l V 9.0 21.9 d

H & R Block HRB UR Med. UR 16.91 UR l C 3.6 11.0 d

Harley-Davidson HOG QQQ High 28.00 25.11 14.00 l X 1.6 84.0 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

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

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

Well-positioned to take advantage of Chinese trade. Hurt
by subprime mortgage lending. 

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

Completed purchase of Spanish-French cigarette firm
Altadis. Cash cow. Nearly 50% share in U.K. market.

Moat comes from hard-to-replicate database of global
pharmaceutical sales. Leveraged buyout in works.

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. On acquisition binge. All
major business lines growing, albeit slowly.

Large master limited partnership focused on energy trans-
port 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.
Problems with performance at flagship funds.

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. A current favorite.

Long-haul refined-products pipelines and energy-storage
assets. Distribution held flat for several quarters.

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

Hershey Company HSY QQQ Med. 38.00 40.76 26.60 l C 3.1 21.5 b

Home Depot HD QQQQ Med. 40.00 31.47 28.00 k X 3.0 22.9 a

HSBC HBC QQQ High 65.00 52.60 32.50 k — 3.0 — d

IBM IBM QQQ Low 124.00 126.88 99.20 k X 1.7 12.7 d

Imperial Tbco Grp ITY QQQ High 60.00 64.51 30.00 k X 5.0 42.6 d

IMS Health RX QQQ High 26.00 21.98 13.00 k C 0.0 15.5 d

Intel INTC QQQ Med. 23.00 20.52 16.10 k X 3.1 26.7 d

IntercontinentalExchange ICE QQQ High 100.00 107.34 50.00 k X 0.0 25.1 d

International Game Tech IGT QQQ High 21.00 17.80 10.50 l X 1.4 32.7 c

International Speedway ISCA QQQQQ Med. 51.00 27.24 35.70 k C 0.5 — c

Intuit INTU QQ Med. 27.00 33.21 18.90 k X 0.0 25.4 d

Intuitive Surgical ISRG Q Med. 246.00 362.80 172.20 j X 0.0 61.3 d

Henry Jack & Associates JKHY QQQ Med. 25.00 23.13 17.50 k X 1.6 18.0 d

John Wiley & Sons JW.A QQQ Med. 40.00 42.99 28.00 l X 1.3 19.5 d

Johnson & Johnson JNJ QQQQQ Low 80.00 63.40 64.00 k C 3.1 14.4 a

Kinder Morgan Enrgy Ptnr KMP QQ Low 56.00 63.70 44.80 k X 6.6 14.2 b

Kinder Morgan Mngmnt KMR QQQ Low 56.00 57.68 44.80 k X 0.0 — a

KLA-Tencor KLAC QQQQQ Med. 45.00 30.23 31.50 k C 2.0 NA d

Landstar System LSTR QQQQ Med. 53.00 ] 39.32 37.10 k Z 0.5 28.7 d

Legg Mason LM QQQ High 33.00 ] 27.01 16.50 l V 0.4 NA d

Linear Technology LLTC QQQQ Med. 33.00 27.18 23.10 k X 3.4 23.2 d

Lockheed Martin LMT QQQ Med. 81.00 78.85 56.70 k X 3.2 10.1 b

Lorillard LO QQQ V.High 82.00 74.26 32.80 k V 5.4 12.9 d

Lowe’s Companies LOW QQQQQ Med. 36.00 23.62 25.20 k Z 1.5 19.9 a

Magellan Midstream Part MMPQQQ Low 44.00 45.04 35.20 k C 6.3 20.3 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

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. No exposure to credit losses.

We are keeping wide moat rating, but unfavorable shift 
in business mix makes it a borderline situation.

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 with strong reviews.

Large technological lead in seeds. Roundup facing pricing
pressure from generics. Featured last issue.

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

Recent addition to watchlist. Owns equity indexes, some
of which are industry standards. Featured last issue.

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.

Payroll processor focused on small businesses. High
switching costs. Low employment and interest rates hurt.

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

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

Spin-off from Altria completed in March. Strong global
tobacco brands. Tobacco industry featured in July issue.

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.

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

Martin Marietta Mtrls MLM QQQQ Med. 110.00 79.38 77.00 k X 2.0 29.7 d

MasterCard MA QQQ High 233.00 232.15 116.50 k C 0.3 20.8 c

Maxim Integrated Prod MXIM QQQQ Med. 24.00 18.70 16.80 l X 4.3 69.9 d

McCormick MKC QQQ Low 39.00 37.82 31.20 k X 2.8 16.7 b

McDonald’s MCD QQQ Low 63.00 63.63 50.40 k Z 3.5 15.5 b

McGraw-Hill Co MHP QQQ High 34.00 34.29 17.00 l C 2.7 14.7 d

Medtronic MDT QQQ Low 48.00 44.67 38.40 k X 1.8 23.0 b

Merck MRK QQQQ Med. 46.00 37.21 32.20 l C 4.1 6.6 b

Microsoft MSFT QQQ Med. 32.00 28.46 22.40 l Z 1.8 15.7 c

Monsanto Company MON QQQQQ Med. 122.00 73.25 85.40 k X 1.5 26.0 d

Moody’s MCO QQQ High 28.00 27.18 14.00 l C 1.6 16.1 b

MSCI MXB QQQ Med. 34.00 32.12 23.80 k C 0.0 40.2 d

Nike NKE QQQ Med. 70.00 67.64 49.00 k X 1.6 22.6 d

Northern Trust NTRS QQQQ Med. 64.00 53.46 44.80 k X 2.1 16.9 b

Novartis NVS QQQQQ Low 71.00 54.33 56.80 k X 3.7 14.7 a

Novo Nordisk NVO QQQ Med. 74.00 72.56 51.80 k X 1.4 22.3 d

ONEOK Partners OKS QQ Med. 50.00 60.58 35.00 k C 7.3 16.8 d

Oracle ORCL QQ Med. 21.00 24.50 14.70 k X 0.8 21.4 b

Paychex PAYX QQQQ Med. 42.00 30.36 29.40 k Z 4.1 22.2 c

PepsiCo PEP QQQ Low 68.00 63.98 54.40 k X 2.8 17.0 a

Pfizer PFE QQQQQ Med. 26.00 17.32 18.20 l C 4.2 14.1 a

Philip Morris Intl PM QQQ Med. 53.00 49.98 37.10 k C 4.6 15.4 d

Potash Corp of Ssktchw POT QQQ High 105.00 115.25 52.50 k Z 0.4 35.5 d

Procter & Gamble PG QQQQ Low 77.00 63.55 61.60 k X 2.8 17.1 a

Qualcomm QCOM QQQQ Med. 49.00 38.69 34.30 l Z 1.8 31.1 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

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

Largest bank in Canada by assets. Canadian market has
few competitors. Holding up relatively well.

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.

Owns huge amounts of undeveloped land in Florida.
Balance sheet allows it to ride out storm.

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

Brand creates large barrier to success for competitors.
Appears to have perhaps 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 Canada, expanding into U.S.
Buying Commerce Bancorp.

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 appear to be rebounding.

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

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

Recent addition to watchlist. IPO in October. Collects data
essential to insurance industry operations.

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

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

Ritchie Bros. Auctioneers RBA QQQ Med. 22.00 21.36 15.40 j X 1.9 27.5 d

Royal Bank of Canada RY QQ Med. 48.00 55.42 33.60 k Z 3.4 22.2 b

SABMiller SBMRY QQQ Med. 27.00 27.59 18.90 k — 1.1 22.1 b

Sanofi-Aventis SNY QQQQ Med. 46.00 37.64 32.20 k C 4.3 12.8 b

SEI Investments SEIC QQQQ Med. 21.00 17.59 14.70 l C 1.0 19.3 d

Spectra Energy SE QQQ Med. 25.00 21.88 17.50 k X 4.6 16.7 b

Spectra Energy Partners SEP QQ Med. 25.00 30.51 17.50 k V 5.4 18.7 b

St. Joe JOE QQQQ High 50.00 27.34 25.00 k X 0.0 NA b

St. Jude STJ QQQQ Low 47.00 38.98 37.60 k C 0.0 17.2 d

Starbucks SBUX QQ Med. 20.00 23.06 14.00 l X 0.0 30.5 b

State Street STT QQQ Med. 45.00 44.92 31.50 k C 0.1 NA d

Stericycle SRCL QQQ Med. 57.00 55.78 39.90 j X 0.0 27.5 d

Strayer Education STRA QQQ Med. 249.00 235.50 174.30 k Z 1.3 31.0 d

Stryker SYK QQQQQ Low 72.00 54.11 57.60 k C 1.1 19.5 d

Sysco SYY QQQQ Med. 35.00 28.75 24.50 k X 3.5 15.0 a

T Rowe Price Group TROW QQQ Med. 48.00 51.64 33.60 k X 2.1 31.3 d

Time Warner Cable TWC QQQQ Med. 60.00 47.35 42.00 l C 3.4 15.5 b

Toronto-Dominion Bank TD QQ Med. 48.00 66.20 33.60 l Z 3.6 19.6 b

Total System Services TSS QQQQ Med. 19.00 14.54 13.30 l C 1.9 13.0 d

UBS UBS QQQ V.High 16.00 [ 14.38 6.40 l X 0.0 NA d

United Parcel Service UPS QQQQ Med. 70.00 59.18 49.00 j X 3.2 27.6 b

United Technologies UTX QQQ Med. 71.00 ] 69.60 49.70 k Z 2.4 16.9 b

US Bancorp USB QQQQ Med. 31.00 24.65 21.70 k Z 0.8 28.9 b

Verisk Analytics, Inc. VRSK QQ Med. 20.00 27.63 14.00 k C 0.0 — d

Visa V QQQ High 93.00 ] 86.80 46.50 k — 0.6 38.9 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

High transport costs of low-value goods gives geographic
advantage. 

Retailing goliath enjoys cost advantages. Faring 
relatively well in recent economic environment.

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. 

Leader of weight-loss services, with a highly recogniz-
able and respected brand. 

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 March 3, 2010. UR 5Under Review    ]5 Fair Value Increased    [5 Fair Value Decreased   j5Positive   k5Stable   l5Negative

Wide-Moat Watchlist (continued)

Vulcan Materials VMC QQQQQ Med. 68.00 43.89 47.60 k X 2.3 NA c

Wal-Mart Stores WMT QQQQ Low 60.00 53.66 48.00 k X 2.0 15.1 a

Walt Disney DIS QQQ Low 32.00 31.64 25.60 l X 1.1 18.0 b

Waters WAT QQQ Med. 70.00 ] 62.24 49.00 k Z 0.0 18.6 d

Weight Watchers Intl WTW QQQQQ Med. 41.00 24.56 28.70 k C 2.9 9.2 d

Western Union WU QQQQQ Med. 28.00 15.71 19.60 k C 0.4 13.0 c

Zimmer Holdings ZMH QQQQ Med. 78.00 59.04 54.60 k Z 0.0 17.8 b

Notes From Paul: Regarding Consider Selling Prices ...
You may have noticed that the Consider Selling prices
were recently removed from the Wide-Moat Watch-
list to make room for our newest fundamental data
point, the moat trend. We have not abandoned our
commitment 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. 
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Morningstar Wide-Moat Watchlist Recommendations

Stocks to Consider Buying
Abbott Laboratories ABT
Apollo Group APOL
Applied Materials AMAT
Exelon EXC

ExxonMobil XOM
Genzyme GENZ
International Speedway ISCA
Johnson & Johnson JNJ
KLA-Tencor KLAC

Lowe’s LOW
Monsanto MON
Novartis NVS
Pfizer PFE
Stryker SYK

Vulcan Materials VMC
Weight Watchers WTW
Western Union WU

Stocks to Consider Selling
Intuitive Surgical ISRG

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 56.8 72.2 63.7 64.3
Since Inception Cumulative 81.4 60.7 71.0 8.8
Since Inception Annualized 7.1 5.6 6.4 1.0

Performance: Morningstar StockInvestor Portfolios vs. S&P 500

Data as of Feb. 3, 2010. Returns include interest and dividends.    *Since Inception 6-18-01 1Time-weighted, assuming equal investments at inception.
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Berkshire Hathaway BRK.A BRK.B reported fourth-
quarter and full-year 2009 earnings recently, which
included a solid further advance in book value per share
to $84,487 per A share, or $56.32 per B share. The
results were largely in line with our expectations. Solid
positive results in insurance and utility operations
coupled with more gains on derivative positions
lead the way, while results in the diverse, but gener-
ally economically sensitive, operating subsidiaries
remained relatively weak. 

Book value per Class A equivalent share rose at an
annualized pace of 17% in the fourth quarter, a 
very good result after large-scale 40+% annualized
increases in the second and third quarters. The
chairman’s letter to shareholders in the annual report
included an interesting discussion of the meaning 
of the book value metric, noting the limitations and
ambiguity underlying the reported amount and also
how changes in that amount were a good yardstick to
measure progress. For 2009 as a whole, book value
per share rose about 20%, in line with the firm’s long-
term average and a significant improvement over
recent years.

Berkshire’s overall operating cash flow has been on 
a significant upward trajectory since mid-2008, despite
continuing weakness in the aggregate results of the
firm’s collection of noninsurance subsidiaries. Berk-
shire has generated significant incoming premium in
its insurance operations, serving as a port in the
storm in recent years, and cash found its way in the
door in similar ways in Berkshire’s derivatives transac-
tions. Operating cash flow continued to rise signifi-
cantly in the fourth quarter, with a 35% year-over-year
increase and a solid seasonally adjusted advance
from the third quarter.

How about those noninsurance operating subsidiaries?
They are an economically sensitive bunch and were

certainly not spared from the Great Recession despite
all their economic moatiness. Their operating 
profitability fell significantly, in aggregate, in 2008.
The developing economic recovery has helped, 
but housing and related activity haven’t picked up as
significantly as they have in previous recoveries, 
and Berkshire’s subsidiaries have a relatively outsized
sensitivity to trends in that area. In fact, our Great
Recession was Great in large part because of the
massive downturn in housing starts, which have
stabilized but remained very small in recent months.

The total revenue in Berkshire’s operating subsidiaries
looked pretty flat from the third quarter to the fourth
quarter, on a seasonally adjusted basis, and the modest
recovery earlier in 2009 appears to have lost some
momentum in the fourth quarter. In turn, its operating
profitability continued to trend downward. Berkshire’s
overall book value growth looks all the more impres-
sive in light of the muted contribution from these
fundamentally good companies, and the combination
of a better recovery in their results and continued
positive results in the insurance and utility operations
could lead to outsized returns in 2010.

What Berkshire Has Been Buying and Selling
Looking at the most recent moves in Berkshire’s 
portfolio of publicly traded firms, Berkshire significantly
pared back positions in two energy firms—Cono-
coPhillips COP and ExxonMobil XOM—and trimmed
away at top-10 holdings Procter & Gamble PG
and Johnson & Johnson JNJ. The rest of the selling
in the portfolio was focused on Moody’s MCO,
WellPoint WLP, UnitedHealth Group UNH, Ingersoll-
Rand IR, Norfolk Southern NSC, Union Pacific
UNP, CarMax KMX, Gannett GCI, and SunTrust Banks
STI. In Buffett’s annual letter to shareholders, he
noted that the sales the firm did during the second
half of the year were intended to raise cash for 
the Burlington Northern transaction, which is similar
to what Berkshire did earlier in 2009 when it was
raising funds for its Dow and Swiss Re investments. 

There were also a handful of purchases made during
the quarter, with Berkshire nearly doubling its stake 
in Iron Mountain IRM, the dominant player in the docu-
ment-management industry, and more than doubling

An Update on Berkshire Hathaway
Spotlight  | Bill Bergman
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Berkshire Hathaway BRK.A

Star Rating QQQ
Uncertainty Med.

Fair Value ($) 131000

Current Price ($) 124450

Market Cap ($bil) 204.3

Dividend Yield (%) —

Size of Moat Wide

Consider Buying ($) 91700

Consider Selling ($) 183400

1-Yr Hi/Low ($) 124700/70050

Stewardship œ

P/E 24.0

Berkshire Hathaway BRK.B

Star Rating QQQ
Uncertainty Med.

Fair Value ($) 88.00

Current Price ($) 82.95

Market Cap ($bil) 194.5

Dividend Yield (%) —

Size of Moat Wide

Consider Buying ($) 61.60

Consider Selling ($) 123.20

1-Yr Hi/Low ($) 83.15/45.02

Stewardship œ

P/E 22.8
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its position in Republic Services RSG, the nation’s
second-largest waste removal company behind
Waste Management WM. Berkshire also added to
existing positions in Wells Fargo WFC and Wal-
Mart WMT, and made a meaningful addition to
Becton, Dickinson BDX, which the insurer began
buying in the second quarter of last year and 
which has been a top idea of Morningstar analyst
Alex Morozov for quite some time now.

Taking a Deeper Look at the Biggest Bets
Of the top 10 holdings in Berkshire’s stock portfolio 
at the end of 2009, our analysts have placed wide 
moat ratings on five of these companies and narrow
moats on the rest. By way of contrast, Morningstar
stock analysts have given wide moat ratings to only
about 10% of our entire universe of more than 1,700
companies, with about half of our stock coverage
receiving narrow moat ratings. It’s also interesting to
note how many of the firms in Berkshire’s top 10 
holdings are still trading at 4- and 5-star prices, 
even after the big run up in the markets last year. We
collected some commentary from our analysts
reflecting their current thinking on these high-convic-
tion holdings in Berkshire’s portfolio. 

Coca-Cola KO
There hasn’t been a meaningful change in the number
of shares Berkshire holds in Coke in well more than 
a decade and yet it remains the top holding by market
value in the insurer’s stock portfolio. Analyst Phil
Gorham sees the company facing a dichotomy of
prospects between emerging and developed markets,
with the former offering the potential for strong
growth as per capita income (and consumption)
increases and the latter creating challenges as
consumer tastes shift away from carbonated soft
drinks. Having struggled to maintain positive relation-
ships with key bottlers, it was interesting to see 
Coke agree to buy Coca-Cola Enterprises’ CCE North
American bottling operations, a transaction that
Gorham believes might have been prompted by
PepsiCo’s PEP move to consolidate its own North
American bottlers last year.

Wells Fargo WFC
Berkshire owns about the same dollar amount of
Wells it did at the end of 2008, with the largely
unchanged value a product of a modestly weaker stock
price and an increased number of shares. Our analyst
Jaime Peters thinks that Wells Fargo is well-posi-
tioned after it took advantage of the credit crisis to
expand its national footprint through the acquisition 
of Wachovia. With the merger on track and Wells
starting to achieve some revenue synergies on top of
the cost savings that it was expecting from the deal,
the acquisition is looking better every day. Peters
expects Wells to see a strong earnings rebound during
2010 and believes that a dividend increase will likely
occur before the year is out. 

American Express AXP
American Express was the top-performing stock among
Berkshire’s top 10 holdings last year, with its share
price doubling during 2009 (albeit only after taking a
drubbing during the collapse of the financial markets
in 2007–2008). Our analyst Michael Kon believes 
that American Express’ credit quality is on the mend;
losses on bad loans have been declining steadily
since last April. While this should allow the firm 
to once again focus on growth, he expects that it will
be difficult for American Express to see a return 
to pre-recession spending volumes until cardholders
start using their cards more frequently. That said, 
the trend of replacing cash and checks with electronic
payments should provide a tailwind in the years ahead. 

Proctor & Gamble PG
While Proctor & Gamble’s shares rallied with the
markets last year, Berkshire was selling the stock in
the fourth quarter of 2009. Given that Berkshire 
was gathering liquidity for the Burlington Northern
transaction and that the insurer had been trimming
positions in both P&G and J&J before the bear market
to help fund other investment opportunities, we’re 
not going to read too much into this move. Morningstar
analyst Lauren DeSanto believes that, despite a very
challenging 2009, P&G remains focused on driving
profitable market share growth in its categories. She
expects new CEO Robert McDonald to continue to
stress execution with retailers and customers, guiding
P&G to operate like a smaller, more-nimble company. œ

Coca-Cola KO

Star Rating UR

Uncertainty Low

Fair Value ($) —

Current Price ($) 53.93

Market Cap ($bil) 124.3

Dividend Yield (%) 3.3

Size of Moat Wide

Consider Buying ($) —

Consider Selling ($) —

1-Yr Hi/Low ($) 59.45/37.44

Stewardship ∑

P/E 18.4

Johnson & Johnson JNJ

Star Rating QQQQQ
Uncertainty Low

Fair Value ($) 80.00

Current Price ($) 63.40

Market Cap ($bil) 174.5

Dividend Yield (%) 3.1

Size of Moat Wide

Consider Buying ($) 64.00

Consider Selling ($) 100.00

1-Yr Hi/Low ($) 65.95/46.25

Stewardship ¥

P/E 14.4

American Express AXP

Star Rating QQQQ
Uncertainty High

Fair Value ($) 54.00

Current Price ($) 38.28

Market Cap ($bil) 45.6

Dividend Yield (%) 1.9

Size of Moat Wide

Consider Buying ($) 27.00

Consider Selling ($) 108.00

1-Yr Hi/Low ($) 43.25/9.71

Stewardship ∑

P/E 24.9
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Sanofi-Aventis SNY
International Stock Focus  | Damien Conover, CFA

Berkshire Hathaway owns a sizable portion of this
French firm.

Morningstar’s Take
Sanofi-Aventis’ wide lineup of branded drugs and
vaccines, along with a robust pipeline, creates strong
cash flows and a wide economic moat. Also, growth
of existing products and new product launches should
offset patent losses for cancer treatments Eloxatin
and Taxotere as well as anticlotting agent Plavix.

Sanofi’s existing product line boasts several top-tier
drugs, including antithrombotic treatment Lovenox. 
As an industry leader, Lovenox rang up sales of more
than EUR 2.7 billion in 2008, growing 5% year over
year, and we expect continued steady growth for
Lovenox during the next couple of years. Additionally,
Sanofi’s diabetes drug Lantus appears to have over-
come reports of a cancer side effect that surfaced 
in mid-2009, and we expect the drug will post double-
digit growth over the next couple of years. Sanofi’s
vaccines should also continue to post strong growth.
In particular, we expect solid growth from the
company’s meningitis vaccine, Menactra. 

Sanofi has a robust group of late-stage pipeline prod-
ucts that complement the existing lineup and should
help mitigate patent losses. We expect that the firm’s
development strength in the neurological class,
including multiple sclerosis and insomnia, will yield
several blockbuster drugs. Also, the company’s long-
held top position in blood-related treatments should
continue with its next-generation Lovenox, AVE5026,
which should be filed in 2010. AVE5026 looks more
effective and safer than Lovenox, and we expect that
patients will rapidly switch to the new drug.

The company also harnesses its research-and-devel-
opment group to increase product potential through
life-cycle management techniques. Sanofi introduced
Ambien CR, an extended-release version of Ambien.
The new drug not only offers patients more options, but
also extends the patent life on the Ambien franchise.
Further, the company is performing multiple late-stage
trials on marketed drugs for additional indications,
thereby increasing the patient pool. œ

Rating 1-Yr High/Low Fair Value Current Price Consider Buy Consider Sell
QQQQ $41.59/24.59 $46.00 $37.64 $32.20 $64.40

Size of Moat Uncertainty Market Cap Dividend Yield Revenues Stewardship
Wide Med. $99.0 bil 4.3% $30.5 bil ¥

Data through March 3, 2010

Profile

Moat Trend  | Stable

Margin of Safety

Sanofi-Aventis develops and markets pharmaceuticals with a
concentration in oncology, cardiovascular disease, central nervous
system disorders, diabetes, and vaccines. The company offers a
diverse array of drugs with its highest revenue generator, Lovenox,
representing about 10% of total sales. About 31% of total revenue
comes from the United States and 44% from Europe.

Similar to other pharmaceutical firms, Sanofi faces several industry
headwinds including an increasingly risk-sensitive FDA, stronger
buyer power from managed-care companies, and an even more price-
sensitive U.S. government. However, Sanofi’s strong biologic 
presence helps shield the company from the challenges facing the
traditional drug area. In particular, two of Sanofi’s top three prod-
ucts are classified as biologics, which should offer extra protection
from generic competition as well as price erosion. Also, Sanofi’s
strong vaccine platform should mitigate some of the pressures.

Our fair value estimate is $46 per share, and we would wait for a
slightly larger discount to fair value before considering purchase.
We recently increased our 2013 Lantus projection to EUR 4.5 billion
up from EUR 2.3 billion. The lack of negative media coverage
surrounding the mid-2009 reports of an associated cancer risk with
the drug along with the positive support of several independent
health agencies should remove any head winds caused by cancer
concerns. We have also analyzed several scenarios with Lantus,
and under the worst case—actual product removal—our fair value
estimate would fall to $40. In making projections for the entire firm,
we assume an exchange rate of EUR 0.68 per U.S. dollar. To under-
stand the magnitude of currency changes, a 10% strengthening of
the dollar would lower our fair value estimate by approximately 
$4 per share. In our valuation, we estimate a cost of equity of 9.5%.

Paul’s Position

% Total Return p Sanofi-Aventis
p S&P 500 Index
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This U.K.-based firm is on very short list of interna-
tional stocks currently with 4- or 5-star ratings.

Morningstar’s Take
As one of the word’s largest pharmaceutical companies,
GlaxoSmithKline has used its vast resources to 
create the next generation of medicines. Its innovative
new product lineup and expansive list of patent-
protected drugs create a wide economic moat, in our
opinion. Glaxo’s diverse operating platform should
more than offset patent expirations for neurology drug
Lamictal and antiviral drug Valtrex.

Glaxo’s size ranks in the top tier of the pharmaceutical
industry. This enormous bulk creates economies 
of scale in developing new drugs. In the highly uncer-
tain race to drug development, the company’s vast
resources have created multiple opportunities for new
blockbuster drugs. Glaxo’s deep pockets have 
funded more than 20 major drugs in Phase III develop-
ment. Further, the company has compiled more 
than 130 early-stage compounds in its pipeline. Also,
the recently approved cancer drug Tykerb and
bleeding disorder treatment Promacta should go on to
develop into blockbusters.

The magnitude of the company’s reach is further
evidenced by drugs that span all major therapeutic
classes in addition to vaccines and consumer 
goods. The diverse platform insulates the firm from
problems with any single product. The highest revenue
generator, Advair, represents less than 17% of total
revenue, so patent losses and drug-specific problems
are unlikely to cause the roadblocks that have 
been seen at other large pharmaceutical companies.

The firm’s consumer and vaccine segments round 
out its growth opportunities. Using the consumer 
business as a stepping stone into developing coun-
tries, the company is entrenching itself in these 
high-growth markets. The vaccine business should
drive strong returns as fewer competitors remain 
in the market, increasing the pricing power for new
vaccines. We believe that the diverse platform of
Glaxo’s operations can withstand generic competition
and declining Avandia sales. œ

Paul’s Position

Data through March 3, 2010

Rating 1-Yr High/Low Fair Value Current Price Consider Buy Consider Sell
QQQQ $43.47/27.15 $49.00 $37.36 $34.30 $68.60

Size of Moat Uncertainty Market Cap Dividend Yield Revenues Stewardship
Wide Med. $105.8 bil 6.1% $27.2 bil ∑

Profile

Moat Trend  | Negative

Margin of Safety

Within the pharmaceutical industry, GlaxoSmithKline ranks second
only to Pfizer in market capitalization. The company wields its
might across multiple therapeutic classes, including cardiovascular,
metabolic, respiratory, neurological, and antiviral, as well as
vaccines and consumer products. Prescription drug and vaccine
sales account for more than 80% of total sales.

Like other pharmaceutical firms, Glaxo is facing major patent losses
over the next few years. In particular, the company will likely lose
patent protection on its top-selling drug, Advair, in 2010, creating a
multibillion dollar gap that won’t be filled quickly by new drugs. 
In fact, industry headwinds are slowing the company’s new drug
development. On the other hand, Glaxo is developing important new
vaccines and is growing its over-the-counter drug business, which
should alleviate some of the industry challenges. A few more wins
in these divisions would likely lead to a stable moat trend.

Our fair value estimate is $49 per share, and we’d be interested 
in purchasing below $35. We forecast average annual sales growth 
of 5% over the next 10 years, with new products offsetting prod-
ucts lost to generic competition. We expect the firm’s operating
margins to stay consistently in the low 30s over that period. We
estimate a 9.5% cost of equity, in line with that of other major phar-
maceutical companies. Although the side-effect concerns about
Avandia have caught media headlines, our fair value estimate for
the company would be reduced by only $1 if Avandia sales dropped
to zero. Of bigger concern to our valuation is new pipeline prod-
ucts. If we were to decrease our sales estimate for pipeline products
by 30%, our fair value estimate would fall by $4. The minor changes
in fair value in response to severe scenarios are evidence of the
strength of the company’s diverse operations.

GlaxoSmithKline GSK
International Stock Focus  | Damien Conover, CFA
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Large pharmaceutical firms have suffered through a
decade of lost sales and shrinking margins as a result
of reports of major side effects for broader-market
drugs and the managed-care industry’s growing power
to dictate pricing. As a result, we see Big Pharma
increasing its focus on developing drugs that target
niche diseases, and we believe that this trend is
underappreciated by the market. While several of the
new niche drugs appear to have limited sales poten-
tial at first glance, we believe that many orphan drug
candidates in the industry’s pipeline have the potential
to repeat cancer drug Gleevec’s blockbuster success.
We expect that Big Pharma valuations will expand as
these niche drugs generate higher-than-expected
sales and the market adjusts its perceived value of
Big Pharma pipelines upward. 

Big Pharma Shifts Away from Primary Care
Since the heyday of primary-care blockbusters in the
late 1990s, several major classes of drugs have expe-
rienced significant setbacks because of side effects.
We believe that the most significant setback came in
2004 with the Vioxx (arthritis) withdrawal that was
caused by cardiovascular side effects. While the Redux
(fen-phen, obesity) withdrawal occurred in 1997,
the blistering litigation costs mounted through the next
decade. The heightened risk of heart attack with
Avandia (diabetes), the suicide risk associated with
anti-depressants, and several other risks surfaced
over the last decade, creating a much more risk-sensi-
tive environment at the FDA.

Given this growing risk aversion, Big Pharma firms 
are shifting away from primary-care indications,
where the FDA has more options to limit or delay new
drug approvals. Pfizer’s 2008 move to largely exit
research and development in several primary-care
indications (including obesity, anemia, bone health,
gastrointestinal disease, cardiovascular disease, and
muscle diseases) mirrors the trends seen across the

industry. Pfizer and other Big Pharma firms are now
focusing more on diseases with high unmet medical
needs, and oncology, neurology, and immunology are
at the top of the list. Indications in these therapeutic
areas tend to focus on smaller patient populations,
but the lack of treatment options will likely translate
into increased odds of FDA approval. 

While the past decade has seen declines in research
and development productivity, orphan drugs offer 
drug developers an opportunity to reverse the trend.
According to GlaxoSmithKline GSK, orphan drugs
generally take 20% less time in clinical trials and face
50% faster approval times by regulatory agencies 
as compared to traditional drugs. Further, the proba-
bility of approval for an orphan drug is twice as 
high as compared with traditional drugs. We expect
that shorter development timelines will result in 
lower drug development costs, which should play well
into Big Pharma’s increased efforts to cut costs
without impacting productivity.

Big Pharma Firms Leading the Way: Novartis,
GlaxoSmithKline, Pfizer
While biotechs as a group appear to have the lead
over pharmaceutical firms in total number of U.S.
orphan drug designations over the years, some of the
largest pharmaceutical firms have dominated in 
the number of designations. Pfizer PFE (48 orphan
drug designations), Glaxo (46 designations), and
Novartis NVS (44 designations) appear in the top five.

Novartis seems well ahead of the curve in turning
orphan drug designations into approved, profitable
drugs. Several of the company’s most important drugs
were launched with orphan status, including Zometa,
Gleevec, Sandostatin, and Exjade. Each of these
blockbuster drugs started with a small patient base, but
strong pricing power and high efficacy boosted their
market potential. These drugs now represent more than
16% of Novartis’ total sales. For its part, Glaxo already
has drugs that target orphan indications, including
Promacta for ITP and Arzerra for CLL. Pfizer is also
pushing forward in orphan drug development, including
a venture aimed at the rare Gaucher disease. We
expect other Big Pharma firms to increase their efforts
in rare-drug development. œ

Big Pharma Targeting Orphan Drugs
HealthCare Observer  | Damien Conover, CFA
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Pfizer PFE

Star Rating QQQQQ
Uncertainty Med.

Fair Value ($) 26.00

Current Price ($) 17.32

Market Cap ($bil) 139.8

Dividend Yield (%) 4.2

Size of Moat Wide

Consider Buying ($) 18.20

Consider Selling ($) 36.40

1-Yr Hi/Low ($) 20.36/11.68

Stewardship ¥

P/E 14.1
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Don’t Miss the April Issue
Next month, we’ll provide an overview of
the market for diagnostics. We’ll focus
on reimbursement and the growing trend
toward personalized medicine and
companion diagnostics for drug therapies in
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labs and the firms that supply diagnostic
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Orphan Drugs: From Biotech Niche to Pharma Focus

Focusing on the rare disease market, we provide an overview of the Orphan Drug
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Lately in this column I have been highlighting compa-
nies that I thought had serious problems and/or 
had stocks that were looking very overvalued. Those
looking for ideas to hedge the long positions in 
their portfolios could use the recent names highlighted
here as a great place to start their research. 

This month I change gears a bit to highlight a stock 
I recently sold in the Hare Portfolio. In my view, 
there are three basic reasons why one should consider
selling a stock that is already in a portfolio of high-
quality companies. The first is that the stock has appre-
ciated to well above its fair value estimate. I recently
sold Intuitive Surgical ISRG for this reason. Intuitive
remains a great company with robust growth and a
very wide moat, but the stock had gotten a bit ahead
of itself at roughly 40 times forward earnings.

The second reason one should consider selling is that
there is a more-attractive opportunity available. 
It is perfectly OK to sell something trading at ninety
cents on the dollar to buy something else with a
similar risk profile trading at sixty cents on the dollar.
I often reallocate resources in the portfolios this 
way, and recent examples of trades I made in this vein
include the sale a few weeks ago of Kinder Morgan
KMR to buy more ExxonMobil XOM.

The third and final basic reason to sell is that some-
thing changed with a company that makes it no longer
fit with a portfolio’s strategy. (Or, that one made a
mistake and did not buy what they thought they were
buying.) This reason is why I sold Live Nation Enter-
tainment LYV from the Hare in February.

A short history is in order for this position in the port-
folio. The Hare bought IAC/InterActive in early 
2005. IAC then spun-off Expedia EXPE in late 2005,
a company that is still in the portfolio. Then in 
2008, IAC split itself into five parts—the “new” IAC

IACI (Ask.com and other second-tier online busi-
nesses), HSN HSNI (television retailing), Tree.com
TREE (mortgages), Interval Leisure IILG (timeshare
exchange) and Ticketmaster. I’ve sold all of these
pieces at various points in time with the exception of
Ticketmaster. Then in late January, Ticketmaster
merged with Live Nation to create the “new” Live
Nation. Got all that?

I’ve always liked Ticketmaster’s ticketing business; I
figured that any business that could frustrate its
customers but still keep them coming back is a busi-
ness with a competitive advantage. Unfortunately, 
the merger with Live Nation greatly diluted the attrac-
tiveness of the overall company.

First, to get the merger past the antitrust hurdles, the
company had to agree to license its ticketing soft-
ware, providing a potential bridge across the moat of
the ticketing business. Yet even if the ticket business
retains its moat (something with decent odds of
happening, in my view), Live Nation’s other operations
are quite unattractive. It owns several concert venues,
a business with a high degree of rivalry and modest
barriers to entry. (This is almost the polar opposite of
International Speedway ISCA, which essentially 
has mini-monopolies in any given city.) Live Nation is
also involved in promoting concerts and managing
artists, businesses for which I fail to see a moat. The
old Live Nation generated an operating loss in four 
of the past six years, and the combined entity will also
have to deal with roughly $1.5 billion in debt. 

In sum, Live Nation is a financially levered firm with 
a declining moat and a management team that 
has done a good job destroying value. No thank you!

Our analysts did not pick up coverage of Live Nation
after the merger, so I do not have a fair value 
estimate to share. But I did not need a fair value to
make up my mind since the company fails to pass 
my initial business-quality filter. œ

Stock to Sell—Live Nation 
Entertainment
Stocks to Sell  | Paul Larson
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Live Nation Entertmnt LYV

Star Rating Not Rated

Uncertainty —

Fair Value ($) —

Current Price ($) 13.44

Market Cap ($bil) 2.3

Dividend Yield (%) —

Size of Moat —

Consider Buying ($) —

Consider Selling ($) —

1-Yr Hi/Low ($) 13.56/2.47

Stewardship —

P/E —
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In our February column, we tried to sort out a bit of the
complexity of how to get information from option
price displays. One of the main points that we brought
up is that, unlike stocks, which are perpetual instru-
ments, options are limited by time. Like bonds, they
mature or “expire” at a certain point in the future, in
other words. The difference between bonds and
options is that bonds expire all at once, while the value
of options dribbles off a little bit at a time. While 
the concept of the value of an asset dribbling away
over time may seem foreign, I have a good example 
to help you visualize it.

The Story of an Iceberg Salesman
Let’s say that you are a business person living near the
equator in an age before refrigeration. Everyone in
your neighborhood needs ice in order to store their food.
Luckily, you own a boat and come up with the idea 
of using it to transport icebergs to your hometown. You
fuel up and travel to the Arctic Circle, where you 
lasso an iceberg and start heading back toward home.
As you travel south, your iceberg is warmed by the
surrounding tropical waters and it shrinks a little bit
each day. Will there be any ice left to sell when 
you get back to your home port? If there is ice left to
sell, will it generate enough revenue to cover your
outlay of money for fuel and expenses?

The situation of our iceberg salesman is remarkably
similar to that faced by the owner of a call option. The
premium that you pay for the call option is function-
ally equivalent to the money that you spend outfitting
and running your ship during the time it takes to travel
to the Arctic Circle and back. The iceberg represents
the value of your option. It is shrinking a little bit every
day (and in fact shrinking more quickly the closer 
you draw to your home port because the water there
is warmer). If you arrive back at your home port with
any ice at all, your option has what we call “intrinsic
value.” Having intrinsic value in the options market

means that (in the case of calls) the market price 
of the underlying stock is higher than your option’s
strike price (puts are just the opposite—intrinsic
value in the case of a put means the market price of
the underlying stock is lower than your option’s 
strike price). 

However, as we hinted at above, just because you get
back to your home port with ice (i.e., you have an
option with intrinsic value), it doesn’t mean you’re
guaranteed to be a millionaire. For instance, if the
iceberg is so small that the revenue that you receive
from sales of the ice is less than what you paid to
fund the trip, you lose money on the option.

What Good Are Options?
Why would anyone want to invest in options if the
value in them ends up melting away? The primary
reason is something called “leverage;” while some
people take leverage as a dirty word in investing, 
if one understands the concept fully and uses leverage
wisely, it can be a very good friend. Leverage is a big
topic, so we’ll take a closer look at it in a later article. 

The other reason options are attractive is that one
does not always have to be a buyer of options. If you
are a seller of options, you benefit a little bit every
day the ice is melting. This is exactly the position an
insurance company assumes in its business. An 
insurance company takes your money up front and
every day that you don’t make a claim, it is happy. 
If you have not made a claim by the end of the contrac-
tual period, the insurer can simply book the total
premium you paid as income, since it does not have
any contractual obligation to compensate you for 
a loss after that point. For an option seller, every day
that ticks away with zero intrinsic value on the sold
contracts is another day closer to realizing the entire
value of the up-front premium.

Understanding Time Value 
OptionInvestor  | Erik Kobayashi-Solomon
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Using Morningstar Option Chains to See 
Time Decay
Morningstar has developed some really terrific (and
free) tools for viewing and analyzing option prices. Just
go to morningstar.com, type in a ticker in the search
box, and once you see the company’s Quote page, click
on the “Options” tab (the furthest tab to the right).
I’ve done this for ExxonMobil XOM, and here is what
I have:

e “Custom Display Controls” gives you control over 
what data is available on the option chains. 
Once you are happy with the field selection, you 
can hide this section.

r You can also name and save custom views.
t Here, I’ve only selected “Option Price Change due 

to Time.” We’ll write about other drivers of 
option prices in a future article.

u This option is 23 days from expiration (the black 
bar above shows the expiration date and the 
days left on the contract). In terms of our iceberg 
salesman analogy, we are nearing the equator! 
The time decay of $0.03 per day on the 65-strike 
options is a large proportion of the $1.58 price 
of the option (nearly 2%) because we are already 
sailing in hot waters (that is, we are so close 
to expiration).

i This option is 695 days from expiration. In terms 
of our iceberg salesman analogy, we are still 
sailing in the Bering Sea! The time decay of $0.01
on the 65-strike option is a minuscule proportion 
of the $7.73 price of the option (less than 0.13%)
because we are still in cool water (that is, we are 
so far from expiration). œ
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large as it looks at first glance; PepsiCo is more of 
a food company (Frito Lay) than a beverage company.
Moreover, the Tortoise’s weight on the consumer
staples sector is currently 11.1%, only marginally above
the 10.9% this sector represents within the S&P 500.
For more on Molson Coors, see Page 9.

Becton, Dickinson BDX
Becton, Dickinson is best known as the world’s largest
manufacturer and distributor of basic medical surgical
products, such as needles and scalpels. Though 
these products are relatively commoditized, Becton has
done a good job driving innovation. More importantly,
the company has a scale advantage as the industry
leader, producing billions of medical sharps each year
from plants around the world. A potential new entrant
into the industry would have a very difficult time
coming close to matching Becton’s per-unit costs,
creating a large barrier to entry. Looking at the valua-
tion, the company should earn close to $5.50 in 
the year ahead, implying a forward PE ratio of 14. We
expect revenue to grow at an annual rate of 6%–7%
in the coming years, and, given the very nondiscre-
tionary nature of its products, there is little uncertainty
about this growth materializing. I also like that
roughly 55% of sales come from international markets,
providing a hedge should the dollar fall relative to
other currencies. For more, see Page 8.

Covidien COV
In a similar vein (pun intended), Covidien is the former
health-care unit of Tyco that produces a wide variety
of medical products. While operating under Tyco’s roof
in the early part of the previous decade, it was
hampered by underinvestment in both its research and
salesforce; Tyco was desperate for cash and more
interested in short-term liquidity than long-term value-
creation. Covidien got its independence from Tyco 
in 2007, spent much of the past two years righting the
ship (including more than doubling its R&D budget),
and is now starting to reap the benefits of its invest-
ments. This is also a story of re-energized manage-
ment; the incentives to succeed are much greater as
an independent entity than as merely a portion of 
a conglomerate. On the valuation front, the company
trades at a forward PE ratio of roughly 14, similar 
to Becton. The sales growth rate should also mirror

Becton’s, near 6–7%. However, Covidien should be
able to continue to expand its profitability in the
coming years, building on the progress it has already
achieved since being spun out. Covidien would need 
to get slightly cheaper to have me pull the trigger, but
the story is compelling for a narrow-moat firm.

Yum Brands YUM
Yum operates the largest restaurant system in the
world, with 36,000 locations in 110 countries. Its flag-
ship brands are KFC, Pizza Hut, and Taco Bell. Yum is
well diversified, has exposure to several fast-growing
markets such as China (nearly 10% of its units in the
country), and is relatively immune to economic condi-
tions. While McDonalds MCD is the unrivaled king in
the industry with the highest profitability, Yum’s
returns on invested capital have held fairly steady in
the midteens, respectable in an industry with extreme
rivalry. Yum trades at close to a 25% discount to 
our $46 fair value. It is also at roughly 14 times forward
earnings. I like the exposure to China where, I can
personally attest, the company’s brands are quite
popular already, and the runway of growth remains
long. We think Yum could nearly triple its number 
of units there. A shift to more of a franchise model
should also improve profitability. 

Given that the moat is more “middle-of-the-pack”
narrow as opposed to the other three mentioned here
that are closer to the narrow/wide borderline, in 
addition to the fact that Yum is a bit more levered
financially (Morningstar Credit Rating of BBB+ versus
AA+ for Becton and AA- for Covidien), I’m waiting 
for a greater margin of safety with Yum. Assuming our
current set of opportunities in the market stays the
same, I’d be interesting in buying Yum in the mid-20s.

So there you have it, four ideas—including one actual
“buy” recommendation—from the universe of narrow
moat stocks. Hopefully I’ve expanded the menu of
potential opportunities just a tad for you.

15 Things I Believe
In the 1950s, acclaimed journalist Edward R. Murrow
hosted a popular radio program called “This I Believe”
that lives on in various forms today. The program asked
people from all walks of life to write short essays

Expanding Horizons and Guiding Principles
Continued from Front Cover

Molson Coors Brewing TAP

Star Rating QQQQQ
Uncertainty Med.

Fair Value ($) 59.00

Current Price ($) 41.32

Market Cap ($bil) 7.7

Dividend Yield (%) 2.3

Size of Moat Narrow

Consider Buying ($) 41.30

Consider Selling ($) 82.60

1-Yr Hi/Low ($) 51.33/30.76
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P/E 10.5
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Uncertainty Low
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Market Cap ($bil) 18.5

Dividend Yield (%) 1.9
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Consider Buying ($) 78.40
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Consider Buying ($) 48.30

Consider Selling ($) 96.60

1-Yr Hi/Low ($) 52.40/27.27
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regarding the principles that guide them. It has been 
a while since I last compiled the principles that 
inform and guide my strategy while managing this
newsletter and the Tortoise and Hare portfolios
within. In the spirit of this program, below are 15 things
I believe. Given this market in which bargains are
tough to come by, it’s more important than ever to keep
these in mind.

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

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

t In the short-term, the market is a voting machine. 
Popularity rules the day. In the long-term, the 
market is a weighing machine, gravitating toward
a company’s true intrinsic value. Buy on the 
cannons (when stocks are unpopular), sell on the 
trumpets (when euphoria reigns).

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

i Businesses that have strong and sustainable 
competitive advantages—a wide economic 
moat—will increase in value at a greater rate 
than those that do not. Wide-moat firms are also 
best suited for survival, possessing the high ground 
that will flood the last, if at all, when a downturn 
hits. Focus on these firms.

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

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

a Activity for activity’s sake is harmful since 

frictional trading costs can greatly harm returns. 
We should aim to minimize commissions, taxes 
and fees for “helpers.”

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

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

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

g The greater the payoff odds (lower price/fair value 
ratio), the greater the weight a position should
be in a portfolio, all else equal. Likewise, the greater
the confidence in one’s projections, the greater 
the position size should be, all else equal.
The future is inherently uncertain, and one should 
always demand a margin of safety. The more 
uncertain a situation, the greater the margin of 
safety should be.
Always consider opportunity costs. We should not 
be afraid to sell a good opportunity to take advan-
tage of a great opportunity. We can generate 
value by selling dollar bills trading for $0.90 to 
buy other dollar bills trading for $0.60.
Investing is a multidisciplinary exercise. Read 
widely. Look for wisdom in unconventional places,
and always keep an eye out for opportunities.

I’ve written about most of these principles numerous
times, but it’s especially important to reiterate them
given today’s environment. I think this list is a good
introduction to my strategy for the newer subscribers,
and a cogent reminder of the course we are pursuing
for subscribers that have been with StockInvestor for
awhile. As the performance shows, these simple prin-
ciples have served me well, and I have no reason to
believe they will not continue to be profitable guides
for the future. œ
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Star Rating QQQQ
Uncertainty Med.

Fair Value ($) 46.00

Current Price ($) 33.97
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From the basics to complex option plays.
Morningstar OptionInvestor is designed for first-time option investors as well as
more seasoned strategists. Each month, you’ll be introduced to some of the
fundamentals of option investing, as well as the detailed thought processes and
mechanics behind more advanced strategies. Plus, you’ll get specific stock
ideas, mined by our team of 100 equities analysts.

Sign up for timely, thoughtful investment ideas.
Your subscription to Morningstar OptionInvestor includes 12 months of:
+ Ideas and analysis, including market issues, trends, and individual stocks
+ Morningstar’s Volatility Style Box + Updates on our two six-figure, real-money
portfolios + Weekly editor insights + Investor forums + E-mail alerts

Conservative option investing is not a contradiction in terms.
Morningstar OptionInvestor. Save 50% on your first year.
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