
Capital Allocation 
 
Our Capital Allocation (or Stewardship) Rating represents our assessment of the quality of management’s capital 
allocation, with particular emphasis on the firm’s balance sheet, investments, and shareholder distributions. Analysts 
consider companies’ investment strategy and valuation, balance sheet management, and dividend and share buyback 
policies. Corporate governance factors are only considered if they are likely to materially impact shareholder value, 
though either the balance sheet, investment, or shareholder distributions. Analysts assign one of three ratings: 
"Exemplary", "Standard", or "Poor". Analysts judge Capital Allocation from an equity holder’s perspective. Ratings are 
determined on a forward looking and absolute basis. The Standard rating is most common as most managers will 
exhibit neither exceptionally strong nor poor capital allocation. 

Capital Allocation (or Stewardship) analysis published prior to Dec. 9, 2020, was determined using a different process. 
Beyond investment strategy, financial leverage, and dividend and share buyback policies, analysts also considered 
execution, compensation, related party transactions, and accounting practices in the rating. 

Uncertainty 

Morningstar's Uncertainty Rating captures a range of likely potential intrinsic values for a company and uses it to 
assign the margin of safety required before investing, which in turn explicitly drives our stock star rating system. The 
Uncertainty Rating represents the analysts' ability to bound the estimated value of the shares in a company around 
the Fair Value Estimate, based on the characteristics of the business underlying the stock, including operating and 
financial leverage, sales sensitivity to the overall economy, product concentration, pricing power, exposure to material 
ESG risks, and other company-specific factors. 

Analysts consider at least two scenarios in addition to their base case: a bull case and a bear case. Assumptions are 
chosen such that the analyst believes there is a 25% probability that the company will perform better than the bull 
case, and a 25% probability that the company will perform worse than the bear case. The distance between the bull 
and bear cases is an important indicator of the uncertainty underlying the fair value estimate. In cases where there is 
less than a 25% probability of an event, but where the event could result in a material decline in value, analysts may 
adjust the uncertainty rating to reflect the increased risk. Analysts may also make a fair value adjustment to reflect the 
impact of this event. 

Our recommended margin of safety widens as our uncertainty of the estimated value of the equity increases. The 
more uncertain we are about the estimated value of the equity, the greater the discount we require relative to our 
estimate of the value of the firm before we would recommend the purchase of the shares. In addition, the uncertainty 
rating provides guidance in portfolio construction based on risk tolerance. 

Our uncertainty ratings for our qualitative analysis are low, medium, high, very high, and extreme. 

• Low–margin of safety for 5-star rating is a 20% discount and for 1-star rating is 25% premium. 
• Medium–margin of safety for 5-star rating is a 30% discount and for 1-star rating is 35% premium. 
• High–margin of safety for 5-star rating is a 40% discount and for 1-star rating is 55% premium. 
• Very High–margin of safety for 5-star rating is a 50% discount and for 1-star rating is 75% premium. 
• Extreme–margin of safety for 5-star rating is a 75% discount and for 1-star rating is 300% premium. 

Moat 



The concept of an economic moat plays a vital role not only in our qualitative assessment of a firm's long-term 
investment potential, but also in the actual calculation of our fair value estimates. An economic moat is a structural 
feature that allows a firm to sustain excess profits over a long period of time. We define economic profits as returns 
on invested capital (or ROIC) over and above our estimate of a firm's cost of capital, or weighted average cost of 
capital (or WACC). Without a moat, profits are more susceptible to competition. We have identified five sources of 
economic moats: intangible assets, switching costs, network effect, cost advantage, and efficient scale. 

Companies with a narrow moat are those we believe are more likely than not to achieve normalized excess returns for 
at least the next 10 years. Wide-moat companies are those in which we have very high confidence that excess returns 
will remain for 10 years, with excess returns more likely than not to remain for at least 20 years. The longer a firm 
generates economic profits, the higher its intrinsic value. We believe low-quality, no-moat companies will see their 
normalized returns gravitate toward the firm's cost of capital more quickly than companies with moats. 

When considering a company's moat, we also assess whether there is a substantial threat of value destruction, 
stemming from risks related to ESG, industry disruption, financial health, or other idiosyncratic issues. In this context, 
a risk is considered potentially value destructive if its occurrence would eliminate a firm’s economic profit on a 
cumulative or midcycle basis. If we deem the probability of occurrence sufficiently high, we would not characterize 
the company as possessing an economic moat. 

To assess the sustainability of excess profits, analysts perform ongoing assessments of the moat trend. A firm's moat 
trend is positive in cases where we think its sources of competitive advantage are growing stronger; stable where we 
don't anticipate changes to competitive advantages over the next several years; or negative when we see signs of 
deterioration. 


