
© 2011 Morningstar, Inc. All rights reserved.

Morningstar® Quantitative Equity Research

October 4, 2014

VFB Dag van de Tips.

Ben Granjé
CD Morningstar Benelux



× Thought leadership

× Independent advice to industry & regulator

× Morningstar Investment Management

Morningstar – the thirty second intro

holistic

Investment
Management

reknown

Research & Rating

leading

Technology/Tools

unique

Database
× Managed investment Database

all types of portfolio‘s, including their holdings
Individual stocks, bonds, indices, ...

× Data processing and analysis tools

× Manager & Fund Research

× Equity & Credit Research

× Lifecycle & Retirement Research

× Asset Allocation & Portfolio construction

× Investor experience Research

Leading provider of investment expertise



Last time: Alex Morozov, Director Equity Research Europe
Morningstar Analyst-Driven Equity Research



The Five Sources of Sustainable Competitive Advantage

Morningstar
®

Economic Moat™ Rating
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Economic Moats



Basic Premise: Long-Term Oriented, Fundamental Analysis Works!

Morningstar
®
Economic Moat™Rating
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 Evaluate stocks as small pieces of business

 Perform primary, fundamental research

 Take a long-term perspective

 Access competitive advantages

 Calculate appropriate margin of safety

Invest in companies with strong and growing competitive
advantages (Moats), trading at reasonable price

Book: Why Moats Matter !

ETF: Market Vectors Morningstar Wide Moat ETF (MOAT)

Morningstar Strategy



A Brief History

× Morningstar covers ~1500 companies globally with our staff of 120
equity analysts

× In 2012, Morningstar launched quantitative stock research covering
some 32,000 companies. The Quant universe has grown exponentially,
reaching ~ 50,000 stocks (100,000 shares) globally (86 countries of
domicile, 64 exchanges) by August 2014. These are product-ready as
PDF reports or Data feed.

× Quant ratings are analogous to analyst-driven ratings

× Moat

× Fair Value

× Uncertainty

× Financial Health

× Quant ratings are predictive of future alpha distribution
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Comprehensive Global Equity Coverage

1,123 Analyst Coverage
9,350 Quant Coverage
North America

241 Analyst Coverage
7,371 Quant Coverage
Europe

171 Analyst Coverage
13,074 Quant Coverage
Asia

53 Analyst Coverage
611 Quant Coverage
Latin America

41 Analyst Coverage
402 Quant Coverage
Eurasia/India/Middle
East/Africa

208 Analyst Coverage
1,742 Quant Coverage
Australia

1,837 Analyst Coverage
32,557 Quant Coverage
Totals by Exchange (As of December
31, 2013)
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Why Develop Quantitative Ratings?

× Need greater breadth of coverage

× Research Client demand

× Internal demand (ETFs, Funds)

× Increasing analyst staff to meet needs is not economically feasible

× More ability to probabilistically model stocks

× Differentiated (non-commodity) data points
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What are the Quantitative Stock Ratings?

× Hypothesis:

× What inputs might be relevant to a moat rating?

× Size × Valuation ×

Liquidity

× Risk × Sector/Industry
× etc.

× Use statistical algorithm to determine f

× Use the f we learned and input variables to assign new ratings



How did we build the Quant Model(s)?

× Step 1: How do we want to approach the problem?

× Step 2: Gather Input Data

× Step 3: Build Model(s)

× Step 4: Generate Ratings from Model(s)

× Step 5: Evaluate Performance of Model(s)
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Two Philosophical Approaches

× Replicate the Analyst Process

× Automate a DCF process

× Separate models for each of the inputs (growth rates, discount
rates, etc.)

× Becomes complicated quickly

× Requires many inputs – not all have great breadth of coverage

× Can generate wacky results

× Replicate Output

× Statistical model trained to reproduce analyst output

× Relatively few inputs – can be chosen to have great breadth of
coverage

× Simple to understand, difficult to interpret

× Calibrated to generate very reasonable results
11
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Focus on Relevance & Breadth

× Earnings Yield

× Book Value Yield

× Sales Yield

× Market Cap

× Enterprise Value

× Enterprise Value /
Market Cap

× Total Revenue TTM

× Average Daily Volume
TTM

× Maximum Drawdown
TTM

× Total Return Volatility
TTM

× Return on Assets TTM

× Sector
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3. Build Model(s)
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5. Evaluate

Excess
Returns

Price

Fair Value



Step 3: Build Statistical Model

× Options we considered

× Random Forest (Ho 1995, Breiman 2001)

× Linear & logistic Regression

× Support Vector Machine

× Adaboost

× Artificial Intelligence (statistical learning)

× ….

× Model of Choice: Random Forest

× “Ensemble” Model

× Collection of individual models called decision trees (hence name
“forest”)

× Random Subspaces to fit the trees (hence name “random”)

× Idea: wisdom of crowds approach

Several ‘weak’ predictions can be averaged to make 1 ‘strong’
prediction13
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What is a decision tree?
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How does a decision tree generate a prediction?
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Rolling it all up
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1. Choose
Approach

2. Gather Data
3. Build Model(s)
4. Generate

Ratings
5. Evaluate

Tree 1 Prediction:
0.8

Tree 2 Prediction:
1.1

Random Forest Prediction = (0.8 + 1.1) / 2 = 0.95

Tree 2Tree 1



Why use a Random Forest?

× Pros

× Incorporates interaction effects

× Provides measure of uncertainty

× Extremely high degree of accuracy

× Robust to outliers

× Limited need for data pre-processing

× Easy to maintain/improve over time

× Cons

× Difficult to interpret

× Random forests used in Microsoft Kinect and Netflix recommendation
engine
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Step 4: Generate Ratings from Model
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Quant Comparison to Analyst-Driven

× Less than 3% of analyst
coverage universe
meaningfully disagrees
with direction of analyst
recommendation
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Analyst-Driven Ratings (Benchmark)
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Quant Ratings
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Fair Value Downgrades

22

1. Choose
Approach

2. Gather Data
3. Build Model(s)
4. Generate

Ratings
5. Evaluate

-5%

0%

5%

10%

15%

20%

25%

30%

35%

40%

45%

50%

-100 -93 -86 -79 -72 -65 -58 -51 -44 -37 -30 -23 -16 -9 -2 5

%
C

h
a

n
g

e
in

Q
u

a
n

t
F

a
ir

V
a

lu
e

Subsequent Trading Days



Quantitative Product Output

× Data Feeds

× Quantitative Fair Value Estimate

× Quantitative Valuation (FVE/P)

× Quantitative Uncertainty

× Quantitative Moat

× Quantitative Financial Health

× PDF Report

× Daily Refresh

× Valuation Chart

× Price vs. QFV Chart

× Historical Financials (5 years)

× Business Summary
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Examples from Belgium (Full report available at our
booth)
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In Summary

× Greater breadth of coverage

× Leverages our very successful, forward looking, analyst-driven
research

× Strongly predictive of future alpha

× Fuels new product development

× Enables bottom-up insights for below-the-radar regions and
sectors

× Enables portfolio analysis/attribution for uncommon holdings
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Morningstar Median Quantitative Price to Fair Value, U.S.
Equity



Morningstar Quantitative Price to Fair Value Distribution by
U.S. Sector



Morningstar Quantitative Price to Fair Value Distribution by
Region



Morningstar Quantitative Price to Fair Value Distribution by
Region



Where can you find Morningstar equity research?

× Morningstar Websites

× Access to a sample of relevant full Quant Reports

× Partnerships

× Euronext / Enternext: https://www.enternext.biz/enternext/equity-research

Initial focus on Small & Mid Cap stocks in the TMT sector
- Quarterly Sector Report
- Stock Profiles – one-pager showing selected elements from the Quant

Reports

× Fidelity.com
http://research2.fidelity.com/fidelity/research/reports/release2/Research/ETFMorningstar.asp

× TD Ameritrade https://www.tdameritrade.com/investment-research.page

× Nasdaq http://ir.nasdaqomx.com/releasedetail.cfm?releaseid=436803
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Q & A

× Why is the quant (moat/valuation/uncertainty) different from the
analyst (moat/valuation/uncertainty) for company XYZ?

× Which rating should I trust? The quant or the analyst?

× Will the quantitative equity ratings replace the qualitative analyst
ratings?

× What does the new Quantitative Equity Research Report contain?

× ...
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More information available at our Booth,
and on

http://global.Morningstar.com
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