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Foreword

BECAUSE I’M THE founder of Morningstar, you might think I

invest most of my personal assets in mutual funds. The

truth is I own few mutual funds. Nearly all of my assets are

in stocks. Although I love funds, I have an even greater

passion for stocks. Funds are great for those who don’t want

to spend a lot of time doing research. But if you enjoy

analyzing companies—and I think it’s a tremendous amount

of fun—you can do perfectly well investing in equities

yourself.

My interest in equity analysis began in business school at

the University of Chicago. There I learned about efficient

markets and how collectively security analysts add little or

no value. That did little to excite me about stock investing.

Why, after all, spend time studying companies if a market

basket of stocks will do just as well? After graduation,

though, I stumbled across The Money Masters by John Train

and read about Warren Buffett.

Now that was exciting. Buffett used an approach I could

readily grasp and inspired me by showing how much fun

and intellectually challenging investing could be. Moreover,

Buffett’s track record—and the record of others who shared

his philosophy—was stellar. I went back and read all the

Berkshire Hathaway annual reports. My life changed course

as a result.

I went to work as a stock analyst at Harris Associates in

Chicago. I chose Harris because I admired its value-oriented,

Buffett-like approach, and I liked the people. It was a great

job, and I worked with some terrific financial minds—Clyde

MacGregor, Chuck McQuaid, Bill Nygren, Ralph Wanger,

Sherwin Zuckerman, to name a few. They all practiced a



rigorous, bottomsup investment style that involved looking

for companies selling at a discount to their true worth. I

spent my days reading annual reports, talking to company

managers, and learning from my peers. And I got paid to do

it.

The idea for Morningstar came from trying to teach myself

equity analysis. I called regularly to get the mutual fund

reports from managers I admired—people such as Kurt

Lindner (Lindner Funds), George Michaelis (Source Capital),

Michael Price (Mutual Shares), Bill Ruane (Sequoia Fund),

John Templeton (Templeton Funds), and Ralph Wanger

(Acorn). I examined their holdings to see what stocks they

were buying and tried to figure out why they were buying

them.

One day, when I had all these shareholder reports

scattered across my dining room table, I thought it would be

useful if someone compiled all that valuable information into

a book. The proverbial light bulb clicked. I started to

research the mutual fund industry. I could see that it was

growing nicely and that there were few sources to help

investors make intelligent decisions about funds. Thus,

Morningstar was born.

I left my stock analyst job at Harris, cleared out the living

room of my apartment, bought several PCs, and got started.

I wrote to all the funds to get their materials, entered

everything into a database, and six months later a 400-page

Mutual Fund Sourcebook was sitting on my desk. In 1984,

this in-depth fund information was very hard to get—and

certainly not available for $32.50. The Sourcebook, for

example, provided complete portfolio holdings. It took five

pages just to list the 800 stocks in Peter Lynch’s Magellan

Fund. I sold 700 copies of that first publication, and

Morningstar was on its way.



By bringing a stock perspective to the mutual fund world,

we began to define the Morningstar approach to fund

investing. It’s hard to believe now, but back then investors

purchased mutual funds based on recent returns and not

much else. Morningstar brought rigorous, fundamental

analysis to the industry. We realized that by looking carefully

at the stocks a fund owned, we could understand the

manager’s strategy more clearly. So we developed our

equity expertise as a way of doing better fund analysis.

While Morningstar began by serving fund investors, over

time, we broadened our mission to help all investors. And

that meant stock investors, too. This wasn’t soulless

corporate expansion, but logical growth based on a passion

for equity analysis. And the more we looked at information

available for stock investors, the more we realized that we

had something innovative, useful, and unique to offer. There

was little new in equity research, and many existing

products seemed dated and not particularly helpful. We

thought we could do better.

Our approach to equity analysis builds on the Ben Graham

and Warren Buffett school of investing. It would be hard to

find two better mentors—and we’re grateful and indebted to

them for all that they have done for investors. You’ll find

some of their key lessons embedded in our advice—

concepts such as margin of safety and economic moats. We

add value by systemizing, broadening, and explaining their

approach so you can do it yourself. The result is a robust

framework that should serve you well in making your own

investment decisions.

But we haven’t cornered the market on advice. We’ve

included a reading list, and I urge you to use it as a guide.

There aren’t many great books on investing, so you should

be able to master most of them. If you aren’t doing so now, I

suggest you begin reading the major business magazines



regularly—Barron’s, BusinessWeek, Forbes, Fortune,—as

well as The Wall Street Journal daily. You’d be surprised how

many investors neglect to do these basic things. Among our

own publications, you’ll find Morningstar.com and

Morningstar StockInvestor, our monthly newsletter, helpful. I

also recommend all the Berkshire Hathaway annual reports

and Outstanding Investor Digest for its lengthy interviews

with leading money managers.

You need to read widely to build a “latticework of mental

models,” as Berkshire Hathaway’s Charlie Munger says. By

looking closely at many companies, you’ll see common

themes that drive their success or failure. And you’ll begin

to form models that you can apply to situations you want to

analyze. Then you must ask some questions. How is the

world changing? How will those changes affect this

company’s prospects? You can begin to see the challenge

and the fun of investing.

The Five Rules for Successful Stock Investing:

Morningstar’s Guide to Building Wealth and Winning in the

Market is the effort of Pat Dorsey, the head of equity

research at Morningstar. Among his many talents, Pat can

communicate in a clear and engaging way, and he has the

rare ability to distill complex questions to a form so that the

answer appears obvious. Pat works closely with Haywood

Kelly, Morningstar’s chief of securities analysis and editor-in-

chief of Morningstar.com, and Catherine Gillis Odelbo,

president of securities analysis and head of our retail

business, to guide our equity effort. We’re indebted to all

three for what they’ve created at Morningstar and for

defining the investment philosophy that is the framework

for this book.

A common quality of successful investors is the steadfast

ability to think independently. Don’t be swayed by what the

“experts” say—even us. Graham and Buffett often point out

http://morningstar.com/
http://morningstar.com/


that if your reasoning is right, that’s all you need to worry

about. I hope you read this book with a questioning mind. I

hope you challenge our thinking. Above all, I hope you learn

guiding principles that will shape your personal investment

philosophy. Although no one can guarantee success, if you

apply the precepts in this book and think for yourself, you’ll

be well on your way.

 

JOE MANSUETO
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Introduction: Picking Great Stocks Is

Tough

SUCCESSFUL INVESTING IS simple, but it’s not easy.

One of the big myths of the bull market of the 1990s was

that the stock market was essentially a savings account that

returned 15 percent per year. You picked up a copy of

Fortune, you watched a little CNBC, you opened an online

account, and you were on the road to riches. Unfortunately,

as many investors discovered when the bubble popped,

things that look too good to be true usually are.

Picking individual stocks requires hard work, discipline,

and an investment of time (as well as money). Expecting to

make a large amount of money with only a little effort is like

expecting to shoot a great round of golf the first time you

pick up a set of clubs. There’s no magic formula, and there’s

no guarantee of success.

That’s the bad news. The good news is that the basic

principles of successful stock-picking aren’t difficult to

understand, and the tools for finding great stocks are

available to everyone at a very low cost—you don’t need

expensive software or high-priced advice to do well in the

stock market. All you need are patience, an understanding

of accounting and competitive strategy, and a healthy dose

of skepticism. None of these is out of the average person’s

grasp.

The basic investment process is simple: Analyze the

company and value the stock. If you avoid the mistake of

confusing a great company with a great investment—and

the two can be very different—you’ll already be ahead of

many of your investing peers. (Think of Cisco at 100 times



earnings in 2000. It was a great company, but it was a

terrible stock.)

Remember that buying a stock means becoming part

owner in a business. By treating your stocks as businesses,

you’ll find yourself focusing more on the things that matter

—such as free cash flow—and less on the things that don’t—

such as whether the stock went up or down on a given day.

Your goal as an investor should be to find wonderful

businesses and purchase them at reasonable prices. Great

companies create wealth, and as the value of the business

grows, so should the stock price in time. In the short term,

the market can be a capricious thing—wonderful businesses

can sell at fire-sale prices, while money-losing ventures can

be valued as if they had the rosiest of futures—but over the

long haul, stock prices tend to track the value of the

business.

It’s the Business that Matters

In this book, I want to show you how to focus on a

company’s fundamental financial performance. Analyst

upgrades and chart patterns may be fine tools for traders

who treat Wall Street like a casino, but they’re of little use to

investors who truly want to build wealth in the stock market.

You have to get your hands dirty and understand the

businesses of the stocks you own if you hope to be a

successful long-term investor.

When firms do well, so do their shares, and when business

suffers, the stock will as well.

Wal-Mart, for example, hit a speed bump in the mid-1990s

when its growth rate slowed down a bit—and its share price

was essentially flat during the same period. On the other

hand, Colgate-Palmolive posted great results during the late



1990s as it cut fat from its supply chain and launched an

innovative toothpaste that stole market share—and the

company’s stock saw dramatic gains at the same time. The

message is clear: Company fundamentals have a direct

effect on share prices.

This principle applies only over a long time period—in the

short term, stock prices can (and do) move around for a

whole host of reasons that have nothing whatsoever to do

with the underlying value of the company. We firmly

advocate focusing on the long-term performance of

businesses because the short-term price movement of a

stock is completely unpredictable.

Think back to the Internet mania of the late 1990s.

Wonderful (but boring) businesses such as insurance

companies, banks, and real estate stocks traded at

incredibly low valuations, even though the intrinsic worth of

these businesses hadn’t really changed. At the same time,

companies that had not a prayer of turning a profit were

being accorded billion-dollar valuations.

The Long-Term Approach

Given the proclivity of Mr. Market to plead temporary

insanity at the drop of a hat, we strongly believe that it’s not

worth devoting any time to predicting its actions. We’re not

alone in this. After talking to literally thousands of money

managers over the past 15 years or so, we’ve discovered

that none of the truly exceptional managers spend any time

at all thinking about what the market will do in the short

term. Instead, they all focus on finding undervalued stocks

that can be held for an extended time.

There are good reasons for this. Betting on short-term

price movements means doing a large amount of trading,



which drives up taxes and transaction costs. The tax on

short-term capital gains can be almost double the rate of

long-term capital gains, and constant trading means paying

commissions more frequently. As we’ll discuss in Chapter 1,

costs such as these can be a huge drag on your portfolio,

and minimizing them is the single most important thing you

can do to enhance your long-term investment returns.

We’ve seen this borne out in long-term studies of mutual

fund returns: Funds with higher turnover—ones that trade

more—generally post lower results than their more

deliberate peers, to the tune of about 1.5 percentage points

per year over 10 years. This may not sound like much, but

the difference between a 10 percent annual return and an

11.5 percent annual return on a $10,000 investment is

almost $3,800 after 10 years. That’s the price of

impatience.1

Having the Courage of Your Convictions

Finally, successful stock-picking means having the courage

to take a stance that’s different from the crowd. There will

always be conflicting opinions about the merits of any

company, and it’s often the companies with the most

conflict surrounding them that make the best investments.

Thus, as an investor, you have to be able to develop your

own opinion about the value of a stock, and you should

change that value only if the facts warrant doing so—not

because you read a negative news article or because some

pundit mouths off on TV. Investment success depends on

personal discipline, not on whether the crowd agrees or

disagrees with you.

Let’s Get Started



My goal in this book is to show you how to think for yourself,

ignore the dayto-day noise, and make profitable long-term

investment decisions. Here’s our road map.

First, you need to develop an investment philosophy,

which I’ll discuss in Chapter 1. Successful investing is built

on five core principles:

1. Doing your homework

2. Finding companies with strong competitive

advantages (or economic moats)

3. Having a margin of safety

4. Holding for the long term

5. Knowing when to sell

Building a solid stock portfolio should be centered on these

five ideas; once you know them, you’ll be ready to start

learning how to look at companies.

Second, I’ll take a step back and review what not to do—

because avoiding mistakes is the most profitable strategy of

all. In Chapter 2, I’ll go over the most common mistakes that

investors make. If you steer clear of these, you’ll start out

ahead of the pack.

In Chapter 3, I’ll show you how to separate great

companies from mediocre ones by analyzing competitive

advantages, which we call economic moats. I’ll explain how

economic moats are what help great companies keep their

top-tier status and why they’re a big part of what separates

long-run winners from flashes in the pan. Understanding the

sources of a firm’s economic moat is critical to thoroughly

analyzing a company.

Chapters 4 through 7 show you how to analyze companies

by reading their financial statements. First, I’ll describe how

financial statements work—what the line items mean and

how the different statements fit together. Once you know

how to read balance sheets and income statements, I’ll



show you a five-step process for putting all the numbers in

context and finding out just how solid a company really is.

I’ll also show you how to evaluate management.

In Chapter 8, we’ll look at how you can detect aggressive

accounting, and I’ll tell you what red flags to watch out for

so you can minimize the odds of a big blowup in your

portfolio.

In Chapters 9 and 10, I’ll show you how to value stocks.

You’ll learn the underlying theory of investment value, when

ratios such as price-to-earnings are (and aren’t) useful, and

how to figure out whether a stock is trading for more or less

than its intrinsic value. The cheapest stock isn’t always the

best investment, and what looks expensive may actually be

cheap when viewed from another angle.

Chapter 11 provides two case studies. I’ll apply the tools

presented in the previous chapters to two real-world

companies, so you can see for yourself how the process of

fundamental analysis works in practice.

In Chapter 12, I’ll explain the 10-Minute Test, a quick-and-

dirty checklist that can help you separate firms that are

unlikely to be worth your time from the ones that deserve a

thorough, in-depth examination.

In Chapters 13 through 26, I’ll lean on Morningstar’s team

of equity analysts to give you tips for analyzing different

sectors of the stock market. From semiconductors to drugs

to banks, we’ll tell you exactly what you need to know to

analyze companies from every corner of the market. You’ll

learn what industry-specific characteristics separate the

great firms from the also-rans, what industry jargon means,

and which industries are more (and less) likely to offer

fertile hunting ground for great investment ideas.

Finally, we’ll wrap up with some recommended readings

for those who want to learn more.



The structure of the book is the same as the basic

investment process that we advocate: Develop a set of

investing principles, understand the company’s competitive

environment, analyze the company, and value the stock. If

you can follow this process while avoiding most big

mistakes, you’ll do just fine as an investor.



1

The Five Rules for Successful Stock Investing

IT ALWAYS AMAZES me how few investors—and sometimes,

fund managers—can articulate their investment philosophy.

Without an investing framework, a way of thinking about the

world, you’re going to have a very tough time doing well in

the market.

I realized this some years ago while attending the annual

meeting of Berkshire Hathaway, the firm run by billionaire

superinvestor Warren Buffett. I overheard another attendee

complain that he wouldn’t be attending another Berkshire

meeting because “Buffett says the same thing every year.”

To me, that’s the whole point of having an investment

philosophy and sticking to it. If you do your homework, stay

patient, and insulate yourself from popular opinion, you’re

likely to do well. It’s when you get frustrated, move outside

your circle of competence, and start deviating from your

personal investment philosophy that you’re likely to get into

trouble.

Here are the five rules that we recommend:

1. Do your homework.

2. Find economic moats.

3. Have a margin of safety.

4. Hold for the long haul.

5. Know when to sell.

Do Your Homework



This sounds obvious, but perhaps the most common mistake

that investors make is failing to thoroughly investigate the

stocks they purchase. Unless you know the business inside

and out, you shouldn’t buy the stock.

This means that you need to develop an understanding of

accounting so that you can decide for yourself what kind of

financial shape a company is in. For one thing, you’re

putting your own money at risk, so you should know what

you’re buying. More important, investing has many gray

areas, so you can’t just take someone else’s word that a

company is an attractive investment. You have to be able to

decide for yourself because one person’s hot growth stock is

another’s disaster waiting to happen. In Chapters 4 through

7, I’ll show you what you need to know about accounting

and how to boil the analysis process down to a manageable

level.

Once you have the tools, you need to take time to put

them to use. That means sitting down and reading the

annual report cover to cover, checking out industry

competitors, and going through past financial statements.

This can be tough to do, especially if you’re pressed for

time, but taking the time to thoroughly investigate a

company will help you avoid many poor investments.

Think of the time you spend on research as a cooling-off

period. It’s always tempting when you hear about a great

investment idea to think you have to act now, before the

stock starts moving—but discretion is almost always the

better part of valor. After all, your research process might

very well uncover facts that make the investment seem less

attractive. But if it is a winner and if you’re truly a long-term

investor, missing out on the first couple of points of upside

won’t make a big difference in the overall performance of

your portfolio, especially since the cooling-off period will



probably lead you to avoid some investments that would

have turned out poorly.

Find Economic Moats

What separates a bad company from a good one? Or a good

company from a great one?

In large part, it’s the size of the economic moat a

company builds around itself. The term economic moat is

used to describe a firm’s competitive advantage—in the

same way that a moat kept invaders of medieval castles at

bay, an economic moat keeps competitors from attacking a

firm’s profits.

In any competitive economy, capital invariably seeks the

areas of highest expected return. As a result, the most

profitable firms find themselves beset by competitors, which

is why profits for most companies have a strong tendency

over time to regress to the mean. This means that most

highly profitable companies tend to become less profitable

as other firms compete with them.

Economic moats allow a relatively small number of

companies to retain above-average levels of profitability for

many years, and these companies are often the most

superior long-term investments. Longer periods of excess

profitability lead, on average, to better long-term stock

performance.

Identifying economic moats is such a critical part of the

investing process that we’ll devote an entire chapter—

Chapter 3—to learning how to analyze them. Here’s a quick

preview. The key to identifying wide economic moats can be

found in the answer to a deceptively simple question: How

does a company manage to keep competitors at bay and


