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Morningstar Equity Research

Research Methodology for Valuing Companies

Components of Our

Methodology

3 Economic Moat™ Rating

3 Moat Trend™ Rating

3 Moat Valuation

3 Three-Stage Discounted

    Cash Flow

3 Weighted Average Cost

    of Capital

3 Fair Value Estimate

3 Scenario Analysis

3 Uncertainty Ratings

3 Margin of Safety

3 Consider Buying/Selling

3 Stewardship Rating

The Morningstar Rating for stocks identifies companies trad-

ing at a discount or premium to our analysts’ assessment of 

their fair value. A number of components drive this rating: (1) 

our assessment of the firm’s economic moat, (2) our estimate 

of the stock’s intrinsic value based on a discounted cash-flow 

model, (3) the margin of safety bands we apply to our Fair 

Value Estimate, and (4) the current stock price relative to our 

fair value estimate.

The concept of the Morningstar Economic Moat™ Rating 

plays a vital role not only in our qualitative assessment of a 

firm’s investment potential, but also in our valuation process. 

We assign three moat ratings—none, narrow, or wide—as 

well as the Morningstar Moat Trend™ Rating—positive, 

stable, or negative—to each company we cover. There are 

two major requirements for firms to earn either a narrow or 

wide moat rating: (1) the prospect of earning above-average 

returns on capital; and (2) some competitive edge that pre-

vents these returns from quickly eroding. The assumptions 

we make about a firm’s moat determine the length of “eco-

nomic outperformance” that we assume in the latter stages

of our valuation model. We also quantify the value of each 

firm’s moat, which represents the difference between a firm’s 

enterprise value and the value of the firm if no future net in-

vestment were to occur. Said differently, moat value identi-

fies the value generated by the firm as a result of any future 

net new investment. Our Moat Trend Rating reflects our as-

sessment of whether each firm’s competitive advantage is 

either getting stronger or weaker, since we think of moats as 

dynamic, rather than static.

At the heart of our valuation system is a detailed projection 

of a company’s future cash flows. The first stage of our three-

stage discounted cash flow model can last from 5 to 10 years 

and contains numerous detailed assumptions about various 

financial and operating items. The second stage of our mod-

el—where a firm’s return on new invested capital (RONIC) 

and earnings growth rate implicitly fade until the perpetuity 

year—can last anywhere from 0 years (for no-moat firms) to 

20 years (for wide-moat companies). In our third stage, we 

assume the firm’s RONIC equals its weighted average cost of 

capital, and we calculate a continuing value using a standard

Morningstar Research Methodology for Valuing Companies

Analyst conducts 

company and 

industry research: 

Financial statement

analysis

Channel checks

Trade-show visits 

Industry and company 

reports and journals

Conference calls

Management and

site visits

3

3

3

3

3

3

Strength of competitive 

advantage is rated: 

None, Narrow, or Wide

Advantages that confer 

an economic moat:

High Switching Costs 

(Microsoft)

Cost advantage 

(Wal-Mart) 

Intangible assets

(Johnson & Johnson) 

Network Effect

(Mastercard)

Efficient Scale

(Lockheed Martin)

Analyst considers 

past financial results

and focuses on  

competitive position 

and future prospects 

to forecast future 

cash flows.   

Assumptions are

entered into 

Morningstar’s 

proprietary discounted 
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ommend the stock.

The higher the uncer-

tainty, the wider 

the margin of safety.
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discounted cash-flow
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a Fair Value Estimate, 

which serves as the 

foundation for 

the Morningstar 

Rating for stocks.
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Fair Value Estimate, 

adjusted for uncertainty, 

determines the 

Morningstar Rating 

for stocks. 

The Morningstar Rating 

for stocks is updated 

each evening after the 

market closes.
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Morningstar Equity Research

Research Methodology for Valuing Companies

Detailed Methodology

Documents and Materials*

3 Comprehensive

    Equity Research Methodology

3 Uncertainty Methodology

3 Cost of Equity Methodology

3 Morningstar DCF

    Valuation Model

3 Stewardship Rating

    Methodology

*  Please contact a sales

    representative for more

    information.

perpetuity formula. In deciding on the rate at which to dis-

count future cash flows, we ignore stock-price volatility. 

Instead, we rely on a system that measures the estimated 

volatility of a firm’s underlying future free cash flows, tak-

ing into account fundamental factors such as the diversity of 

revenue sources and the firm’s fixed cost structure.

We also employ a number of other tools to augment our valu-

ation process, including scenario analysis, where we assess 

the likelihood and performance of a business under different 

economic and firm-specific conditions. Our analysts typically 

model three to five scenarios for each company we cover, 

stress-testing the model and examining the distribution of 

resulting fair values. 

The Morningstar Uncertainty Rating captures the range of 

these potential fair values, based on an assessment of a 

company’s future sales range, the firm’s operating and fi-

nancial leverage, and any other contingent events that may 

impact the business. Our analysts use this range to assign 

an appropriate margin of safety—or the discount/premium

to a fair value we apply in setting our consider buying/con-

sider selling prices. Firms trading below our consider-buying 

prices receive our highest rating of five stars, whereas firms 

trading above our consider-selling prices receive our lowest 

rating of one star.

Morningstar Margin of Safety and Star Rating Bands
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 * Occasionally a stock’s uncertainty will be too high for us to estimate, in which case we label it Extreme.
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Our corporate Stewardship Rating represents our assess-

ment of management's stewardship of shareholder capital, 

with particular emphasis on capital allocation decisions. 

Analysts consider companies' investment strategy and 

valuation, financial leverage, dividend and share buyback 

policies, execution, compensation, related party transac-

tions, and accounting practices. Corporate governance 

practices are only considered if they've had a demonstrated 

impact on shareholder value. Analysts assign one of three 

ratings: "Exemplary," "Standard," and "Poor." Analysts judge 

stewardship from an equity holder's perspective. Ratings 

are determined on an absolute basis. Most companies will 

receive a Standard rating, and this is the default rating in 

the absence of evidence that managers have made 

exceptionally strong or poor capital allocation decisions.



Morningstar Corporate Credit Rating

3 Offers a proprietary  

measure of the credit qual-

ity of companies on our  

coverage list. 

3 Encapsulates our in-depth 

modeling and quantitative 

work in one letter grade. 

3 Allows investors to rank 

companies by each of  

the four underlying com- 

ponents of our credit 

ratings, including both 

analyst-driven and 

quantitative measures.

3 Provides access to all  

the underlying forecasts  

that go into the rating, 

available through our insti-

tutional service.

Methodology

We feel it’s important to perform credit analysis through 

different lenses—qualitative and quantitative, as well as 

fundamental and market-driven. We therefore evaluate 

each company in four broad categories. 

Business Risk

Business Risk captures the fundamental uncertainty around 

a firm’s business operations and the cash flow generated 

by those operations. Key components of the Business Risk 

rating include the Morningstar Economic Moat™ Rating and 

the Morningstar Uncertainty Rating.  

Cash Flow Cushion™

Morningstar’s proprietary Cash Flow Cushion™ ratio is a 

fundamental indicator of a firm’s future financial health 

The measure reveals how many times a company’s internal 

cash generation plus total excess liquid cash will cover 

its debt-like contractual commitments over the next 

five years. The Cash Flow Cushion acts as a predictor of 

financial distress, bringing to light potential refinancing, 

operational, and liquidity risks inherent to the firm.

3

3

3

3

3
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Purpose

The Morningstar Corporate Credit Rating measures the 

ability of a firm to satisfy its debt and debt-like obligations. 

The higher the rating, the less likely we think the company 

is to default on these obligations.

The Morningstar Corporate Credit Rating builds on the 

modeling expertise of our securities research team. For 

each company, we publish: 

Five years of detailed pro-forma financial statements

Annual estimates of free cash flow

Annual forecasts of return on invested capital 

Scenario analyses, including upside and downside cases

Forecasts of leverage, coverage, and liquidity ratios  

for five years

Estimates of off balance sheet liabilities

These forecasts are key inputs into the Morningstar 

Corporate Credit Rating and are available to subscribers  

at select.morningstar.com.

Morningstar’s Approach to Rating Corporate Credit

Morningstar Research Methodology for Determining Corporate Credit Ratings 
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 review each 

 company to 

 determine the 

 appropriate final 

 credit rating. 

 Review modeling 

 assumptions

 Approve 

 company-specific 

 adjustments

AAA  Extremely Low Default Risk

 AA Very Low Default Risk

 A Low Default Risk

 BBB Moderate Default Risk

 BB Above Average Default Risk

 B High Default Risk

 CCC Currently Very High Default Risk

 CC Currently Extreme Default Risk

 C Imminent Payment Default

 D Payment Default

 UR Under Review

 UR+ Positive Credit Implication

 UR- Negative Credit Implication

AAA



Overall Credit Rating

The four component ratings roll up into a single prelim-

inary credit rating. To determine the final credit rating,  

a credit committee of at least five senior research per-

sonnel reviews each preliminary rating. 

We review credit ratings on a regular basis and as events 

warrant. Any change in rating must be approved by the 

Credit Rating Committee. 

Investor Access

Morningstar Corporate Credit Ratings are available on 

Morningstar.com. Our credit research, including detailed 

cash-flow models that contain all of the components of the 

Morningstar Corporate Credit Rating, is available to 

subscribers at select.morningstar.com. 

The advantage of the Cash Flow Cushion ratio relative to 

other fundamental indicators of credit health is that the 

measure focuses on the future cash-generating 

performance of the firm derived from Morningstar’s 

proprietary discounted cash flow model. By making 

standardized adjustments for certain expenses to reflect 

their debt-like characteristics, we can compare future 

projected free cash flows with debt-like cash commitments 

coming due in any particular year. The forward-looking 

nature of this metric allows us to anticipate changes in a 

firm’s financial health and pinpoint periods where cash 

shortfalls are likely to occur.

Morningstar Solvency Score™

The Morningstar Solvency Score™ is a quantitative score 

derived from both historical and forecasted financial ratios.

It includes ratios that focus on liquidity (a company’s  

ability to meet short term cash outflows), profitability  

(a company’s ability to generate profit per unit of input), 

capital structure (how does the company finance its 

operations), and interest coverage (how much of profit is 

used up by interest payments). 

Distance to Default

Morningstar’s quantitative Distance to Default measure 

ranks companies on the likelihood that they will tumble 

into financial distress. The measure is a linear model of the 

percentile of a firm’s leverage (ratio of Enterprise Value to 

Market Value), the percentile of a firm’s equity volatility 

relative to the rest of the universe and the interaction of 

these two percentiles. This is a proxy methodology for the 

common definition of Distance to Default which relies on 

option-based pricing models. The proxy has the benefit of 

increased breadth of coverage, greater simplicity of 

calculation, and more predictive power.  

For each of these four categories, we assign a score, which 

we then translate into a descriptive rating along the scale 

of Very Good / Good / Fair / Poor / Very Poor. 

Morningstar Corporate Credit Rating

Morningstar’s Approach to Rating Corporate Credit
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