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Morningstar's Business Appraisal 

Introduction 

In the Middle Ages, monks debated whether there was such a thing as a "just price," or an inherently correct price of a product--be it candles, wool, or a leg of lamb. Centuries later, Karl Marx and other economists argued that every product has an intrinsic value equal to the labor that went into making it. Such theories of natural, or just, prices have long since been discarded, except in one area: investing. The theories actually make a great deal of sense when it comes to buying stocks, so Morningstar developed what we call the business appraisal (formerly known as the intrinsic-value measure, or IVM). 

It's no crackpot idea. In developing the business appraisal, Morningstar mimicked the approach taken by a choice set of investors when they value stocks, investors of no less caliber than Warren Buffett of Berkshire Hathaway BRK.B, the managers of Clipper Fund CRIMX, and the leaders of Tweedy, Browne, among others. They all use fair value (the investing equivalent of the just price) to find attractive stocks. When a stock trades for less than its fair value, they pounce. 

What Is Fair Value? 

The core idea is simple. Most any investment, whether it's buying a home or purchasing a stock or bond, boils down to an initial outlay followed by (the investor hopes) a stream of future income. The trick is deciding on a fair price to pay for that stream of future income. 

Let's say a stock trades for $20 per share. If you crunch the numbers--book value, projected earnings growth, and so on--you might estimate the stock's fair value per share to be $30. That's a good deal. You pay $20 to buy the stock, and in return you receive a stream of income valued at $30. If instead of $30 the fair value per share had been $10, you're looking at an expensive stock. 

No number, fair value included, can mechanically pick winning stocks. But the business appraisal allows us to drain the most expensive stocks from the lake of possible investments, thereby creating a wading pool of possible bargains. Actual market prices may stray off course, either above or below fair value. The business appraisal helps focus on those stocks most likely to have strayed below their just prices. 

Anatomy of a Cheap Stock 

To see the mechanics of the business appraisal in more detail, let's look at an individual company. We define the appraisal ratio as the ratio of a stock's fair value per share to its share price. Any ratio above 1.0 signals a possibly undervalued stock. Anything less than 1.0 means the stock is expensive. 

Take retailer JC Penney JCP. A share of JC Penney cost about $18 in December 1999. That's the price of admission, but what do we get in return? Here we turn to the company's fundamentals: its profitability, projected earnings growth, and balance sheet. 

We break down the expected payout in two parts, by adding the company's book value per share to our estimate of its future stream of economic profits. Book value per share, you may recall, is a company's total assets, minus depreciation, divided by the total number of outstanding shares. If you're familiar with bonds, think of book value as the principal and economic profits as the stream of coupons. Add the two together--principal and interest--and take the present value, and you get an estimate of the intrinsic value of the bond. Add a company's book value to its future economic profits, and you get the Morningstar estimate of the fair value of a stock.

    Book Value    

+    Economic Profit Year 1  (1 + cost of equity capital)    

+    Economic Profit Year 2  (1 + cost of equity capital)2    

+    ..._________________________________________                                                                                

    Business Appraisal   

In the above equation, the cost of equity capital, also known as the discount rate, varies according to the riskiness of the company. Investors can get a 6% return virtually risk-free by buying U.S. Treasury bonds, so a stock should offer a better return to compensate for its greater risk. A riskier company will have a higher cost of equity capital, which in turn lowers its business appraisal. That's because a relatively reliable stream of future profits is worth more than an uncertain stream. 

To pin a dollar value on JC Penney's fair value per share, we add the company's book value per share, $28, to our estimate of the company's future economic profits, $6, for a grand total of $34. (You can check your math on Morningstar.com's Quicktake Reports, which give you each company's appraisal ratio.) By plunking down $18 for a share of JC Penney, Morningstar estimates that an investor can expect $34 in fair value per share, which works out to an appraisal ratio of about 1.9. That's cheap. 

Note how this fair-value analysis differs from just looking for stocks with low price/earnings or low price/book-value ratios. A company can have a high P/E or P/B but still be cheap based on fair value. If a computer company can grow fast enough, its stock will deserve a high P/E, and it might even be a bargain. Combining book value and a company's future profits allows for a more sophisticated approach to stock valuation. 

Here comes the obligatory warning label: There's no guarantee that JC Penney will come through with the $34 we estimated as its fair value per share. Uncertainties hold for any stock with a high appraisal ratio, and that's why such stocks became cheap in the first place. Stocks are risky investments, regardless of how high the appraisal ratio climbs.

Quiz………………………………………………Name________________________ 

There is only one correct answer to each question.

1. Fair value is:    

      
a. How much the market expects you to pay for a stock.    

     
b. A stock's current trading price plus its projected earnings growth.    

      
c. An estimate of how much a stock should be worth today based on how much it is expected to grow in the future.    

2. If a stock's appraisal ratio is 2.0, it is:    

        
a. Overpriced.    

        
b. Cheap.    

        
c. Fairly valued.    

3. If a stock's appraisal ratio is 1.0, it is:    

        
a. Overpriced.    

        
b. Cheap.    

        
c. Fairly valued.    

4. If JC Penney's fair value is $34 and its stock price rises to $25 from $18, its new appraisal ratio would be:    

        
a. 1.80.  

        
b. 1.36.    

        
c. 0.73.    

 5. Based on JC Penney's new business appraisal of 1.36, the stock is:    

        
a. Overpriced.    

        
b. Cheap.    

        
c. Fairly valued. 

 ANSWERS: 

1. Fair value is:    

      
a. How much the market expects you to pay for a stock.    

      
b. A stock's current trading price plus its projected earnings growth.    

      
c. An estimate of how much a stock should be worth today based on how much it is expected to grow in the future.   

C is Correct. Fair value is the "true" value of a stock now, considering its expected future growth. 

2. If a stock's appraisal ratio is 2.0, it is:    

        
a. Overpriced.    

        
b. Cheap.    

        
c. Fairly valued. 

B is Correct. Stocks with appraisal ratios greater than 1.0 are undervalued.   

3. If a stock's appraisal ratio is 1.0, it is:    

        
a. Overpriced.    

        
b. Cheap.    

        
c. Fairly valued.  

C is Correct. Stocks with appraisal ratios that equal 1.0 are fairly valued.  

4. If JC Penney's fair value is $34 and its stock price rises to $25 from $18, its new appraisal ratio would be:    

        
a. 1.80.  

        
b. 1.36.    

        
c. 0.73. 

. B is Correct. When we divide the fair value, $34, by the new stock price, $25, we get 1.36.   

 5. Based on JC Penney's new business appraisal of 1.36, the stock is:    

        
a. Overpriced.    

        
b. Cheap.    

        
c. Fairly valued. 

B is Correct. With an appraisal ratio greater than 1.0, this stock still looks undervalued.
Page 1

