~ Spotlight

Abnormal
Profitability

Do Vanguard and BlackRock Own Too Much 34
of Corporate America?

Passive Firms Take Active Approach 38
to Stewardship

More Moats, More Profits
Margins are above historical
norms. Here's why that
might not completely change.

PROFITABILITY

Damien Conover and Michael Holt

Profit margins have expanded rapidly over the past
three decades. That, combined with strong
optimism for future growth, has driven market
earnings multiples to extreme levels, exceeded
only by valuations seen in the late-1990s’

euphoric dot-com market and the 1929 raging bull
market (ExHiBIT 1). We view overall stock market
valuations as stretched, with close to 60% of

our universe trading above our fair value estimates
in October. We find evidence, however, that the
presence of economic moats is increasing

amang the world's largest firms, suggesting

that elevated profit margins relative to historical
levels may not completely disappear when the
business cycle turns. While we do expect a partial
reversion to the historical valuations of the

past as economic pressures build, the durability
and defensibility of the largest firms’ competitive
positions suggest that profitability levels

will not fully revert to historical midcycle levels.
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Moats Protect High Profit Levels

As natural skeptics, we explore the glass-half-
empty side of things in a bull market. As we
examine profit margins that are running at peak
levels relative to the past few decades, we believe
there are some longer-term structural shifts in
globalization that should continue to hold costs
down. Other dynamics, however, appear more
cyclical, including low interest rates, low inflation,
and lagging wage growth coming out of the
recession, all of which have helped prime margins
for the majority of firms. Eventually, costs

are likely to rise in the form of wage and material
inflation, along with more expensive financing.
Further, the capital cycle suggests that we

are at a point where firms will expand deeper into
areas of high profitability, opening up more

price competition.

Within this context, we find it important to
examine the staying power of these profit levels
within our moat analysis. Firms with moats

hold structural advantages that should increase
their ability to defend against increasing

costs and competition. To do this, we looked

at the largest 100 companies by market capitaliza-
tion since the 1980s. As profit margins have
expanded over this time frame (ExHIBIT 2), an
increasing representation of moats among these
large firms helps support their elevated

margins. The high levels of profitability suggest
a moderation in the intensity and success

of competition. It's not that firms are colluding to
impair competitive forces to capture monopoly
profits. Rather, we see an increase in the
durability and defensibility of the largest firms’
competitive positions.

Harvesting Greater Profits

Over the past three decades, the moat
composition of the largest 100 firms has shifted
toward wider moats. We base our historical
analysis of moats on our current moat method-
ology and retroactively apply our framework

to determine the moats of the leading companies
in 1987. While moats relate more to the

spread between returns and the cost of capital,
and less to absolute profit margins, the
increased representation of wider-moat

firms likely contributed to the elevated levels of
overall profitability.
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EXHIBIT 1

Rising Valuations High profits and optimism have led to current multiples that have
only been exceeded by the dot-com bubble and 1920s bull market.
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EXHIBIT 2
Bigger Profits \Viargins of the largest 100 firms have expanded over the past
30 years.
Average Profit Margins of the Largest 100 Firms by Market Capitalization Traded on U.S. Exchanges
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Given highly competitive markets, we expect that
the increasing profits seen over the past few
decades should be competed away as rivals are
enticed to participate in each market. Some
businesses, however, have structural advantages
that enable a stronger defense against competi-
tion, enabling high profits over an extended period.
As competitive advantages have improved for

the leading firms, we believe the ability to shield
profits from normal competition has increased,
enabling higher overall profits. The high concentra-

2002 2006 2010 2014

tion of wide and narrow moats among the

largest 100 firms suggests that their elevated profit
margins partly reflect the successful defense

of competitive positions. In analysis looking at

the past 10 years, wide-moat firms have generated
more than triple the operating margins of
no-moat firms, while narrow-moat firms have
posted more than double the returns of no-moat
companies. As the moat rating improves,

the margins expand, supporting the importance
of moats in protecting profits (EXHIBIT 3).



EXHIBIT 3

Moats Protect Profits [he wider a
company’s moat, the bigger its margins.

Average Median Over the Past 10 Years (%)

Return on  Operating Net
Moat Rating Invested Capital Margin ~ Margin
Wide 1.8 209 137
Narrow 1.4 14.3 8.6
None 3.7 6.0 3.3

Source: Morningstar, based on the average of the past 10 years of
annual median data.

Higher Concentration of Moats

Comparing the largest 100 firms in 2017 to those

in 1987, we find an increased representation

of wide moats. The market-capitalization weight of
wide-moat firms among the top 100 has risen

t0 57% from 35% (EXHIBIT 4).

EXHIBIT 4

Moat Heavy [he largest 100 firms have
more wide moats.

Market-Cap Weight of 100 Largest Firms
Moat Rating: mWide mNarrow = None
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Source: Morningstar.

This is driven by an increase in wide-moat
healthcare and technology firms. Drug companies
lead the wide-moat healthcare gains, partly

due to a shift from a conglomerate healthcare
structure (including no-moat chemicals companies)
toward a focus on wide-moat drug development.

The gains within the technology sector have largely
stemmed from a transition from a less moatworthy

hardware focus toward a software and data
direction that is more conducive to moats.

The free cash flow yields/sales ratios' of today's
largest technology companies exemplify

the strength of companies with moats: wide-moat
Alphabet GOOGL is at 29% and wide-moat
Facebook FB is at 43% (generated in 2016). In
contrast, in 1987, no-moat Hewlett-Packard had

a ratio of only 8%.

While the presence of wide-moat firms amaong the
top 100 has increased over the past three
decades, the number of no-moat firms has fallen.
Overall, the representation of no-moat firms by
market capitalization has declined to 9% from 19%
as firms with less competitive advantages

have fallen behind those in a stronger position.

QOverall, when applying the average profit

levels by moat rating, the shifts in moats appear
to have contributed over 200 basis points

of operating margin expansion over the past
three decades.

Sector Composition Change

Beyond changes in moat representation, the
composition of the 100 largest firms (by market
capitalization) traded on U.S. exchanges

has changed dramatically. Only 23 companies
appear on both the 1987 and 2017 lists of

the 100 largest firms. Notably, the rotation of firms
has not been evenly spread across sectors,

and the list now includes significantly more firms
from the financial-services, technology,

and healthcare sectors. In contrast, many of the
departed names were concentrated in the

consumer cyclical, industrials, and utilities sectors.

Significant changes occurred within sectors, too.
Several weak no-moat firms of 1987 in technology,
autos, basic materials, and publishing dropped
off the list, making way for more profitable firms.
The historical weakness in technology is
pronounced, with 1987 leaders Eastman Kodak
KODK, Sony SNE, Xerox XRX, and Hewlett-
Packard all lacking moats and losing relative
competitive positioning. Meanwhile, many of the
wide-moat-rated firms that are no longer on

the list were acquired, including Pharmacia,
Gillette, Wyeth, Ralston Purina, Anheuser-Busch,
Seagram, Schering-Plough, and Warner-Lambert.

Shifting Moat Sources

Beyond the increasing presence of firms with
moats on the largest-100 list, moat sources

of these companies are evolving, too. More firms
on the list in 2017 derive their moats from

network effect, intangible assets, and switching
costs. This is consistent with the increased
presence of technology and healthcare firms,
which tend to earn their moats from these sources.

Additionally, these moat sources support higher
returns on capital. Moat sources with stronger
fundamentals have seen increased representation
over the past 30 years (exniBiIT 5). Additionally,
the higher representation from the network effect
moat source is helping elevate profits.

Network Effect Significantly Expanding

Network effect tends to drive the highest levels

of profit, and technological advancements

that have increased interconnectivity have opened
the door for this moat source to support more
firms. Notably, network effects support moats

for Alphabet, Microsoft MSFT, Facebook, Alibaba
BABA, and Tencent TCEHY, enabling strong
operating margins.

The outsize profits from the network effect make
sense, given that this source is generally
associated with a wide moat and a winner-take-all
outcome, as was the case with Facebook
destroying Myspace, once the web’s most visited
site before Facebook.

While network effect tends to drive higher
operating margins, this moat source has also been
the most volatile, partly due to changes

in investment levels, which may increase the
variability of earnings.

Minor Gains for Intangible-Asset Moats
Returns on capital are also elevated for the
intangible-asset moat source, which has grown
slightly over the past 30 years. This is a highly

1 The free cash flow yields/sales ratio is cash from operations minus capital expenditure divided by sales.
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prevalent moat source, and the key dynamics
supporting it range across several areas,
including patents, brand equity, regulation, and
proprietary technology. Also, firms with an
intangible-asset moat are likely to have another
type of moat, too. (The intangible-asset

moat source has the highest level of cross-
representation with another source.)

We find the increased representation of intangible
assets in line with explosive growth of technology
over the past three decades. A core element

of this moat source has rapidly expanded in size:
Global applications for patents have surged

over four times the level seen in 1987.2 As a key
driver of profits in 2017 that was nonexistent

in 1987, Alphabet is a good example of a new firm
that sources its moat from intangible assets

(as well as network effect). Alphabet’s search
algorithms, machine learning, and valuable data
support the moat, leading to the eponymous

term “Google it,” which reinforces its brand power
stemming from its perceived best-in-class

search capability.

Switching Costs Grow in Importance

Switching costs tend to carry high returns on
capital, and this source has been growing over the
decades. Switching costs can manifest in

many ways, but the key element is generally

a one-time inconvenience for a customer to switch
products. Some core elements of the drivers

of profit in this class are the monetary and time
investment to switch, cost of retraining,
razor/blade madel, high cost of failure, multiple
customer touch points, and long product

upgrade cycles.

QOver the past three decades, the explosive growth
in productivity globally has amplified the
importance of time and expanded the geographic
reach of this moat source. This moat source

is the driver behind Apple AAPL, which has an
outsize impact on the trend in profit gains over the
past few decades and has grown from the

135t largest company by market capitalization

in 1987 to the top spot today. Apple’s structural
retention (by limiting the transfer of media

EXHIBIT 5

Sources of Strength |Vlore of the largest firms have moat sources that generate
higher returns on capital and have stronger fundamental returns.

Moat Source of the 100 Largest Firms of 1987 Versus 2017
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Network Intangible Switching Cost Efficient
Effect Assets Costs Advantage Scale
Fundamental Returns by Moat Source
Number of Firms 103 503 316 352 194
Invested Capital 1Yr. n n n 10 7
= Invested Capital 3r. 12 12 11 1 7
E Equity 1Yr. 18 17 15 15 n
£ Equity 10¥c 18 17 16 16 12
S
F Operating Margin 10r. 20 15 16 15 18
Net Margin 10-Yr. 13 10 il 10 10

Source: Morningstar, collected by applying current moat sources for historical data

to non-Apple devices) creates an ecosystem that
is hard to leave.

Slight Increase in Cost-Advantage Moats

The cost-advantage moat source has moderately
increased its representation since 1987. Cost
advantages, typically gained through scale, allow
firms to offer lower prices to secure more
volumes or extract higher profits. However, several
factors can create this scale, including buying
power (Wal-Mart \WIMT), route density (UPS UPS),
manufacturing (Novo Nordisk NV0), low-cost
finance (JPMorgan JPM), research and develop-
ment (Pfizer PFE), advertising (Nike NKE), and low
occupancy costs (Costco COST).

While representation of this moat source has
increased over the past 30 years, the minor gain,
combined with less dynamic shifts in cost
advantage, appears to have played less of a role in
the growth of profit margins over the past

few decades.

Efficient Scale Falls in Representation

Contrasting the moat source gains over the past
three decades, the lower-return-on-capital

moat source of efficient scale has declined
significantly. Efficient-scale firms serve a market of
limited size that potential competitors have

little incentive to enter because if they were to

do so, returns would fall to the cost of capital.

7 U.S. Patent and Trademark Office.
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Efficient-scale markets tend to exhibit one

or more of the following characteristics: mature
demand, excess capacity, commodity products,
inelastic demand, high sunk costs, significant entry
barriers, and credible deterrence.

This moat source had a higher level of
representation 30 years ago, led by utilities and
railroads, which tend to carry lower returns

on capital. In fact, all 10 of the utilities that ranked
among the largest companies in 1987 fell out

of the top 100 by 2017. Additionally, the less
portable sedentary nature of utilities and railroads
has limited these firms" ability to expand

profits outside of their home countries, limiting the
profit gains relative to firms with more easily
deliverable goods and services. As the global profit
potential expanded over the decades, several
historically large efficient-scale firms have

had less opportunity to move into new markets
relative to firms with more fungible goods

and services.

Factors Driving Moats

Several factors have likely driven increased
representation of moats among the largest firms
over the past three decades, including globaliza-
tion and technology shifts in industrialization.
Increased globalization has opened more market
opportunity for all companies, but companies
with moats should gain the most from this market
expansion, while gains from no-moat firms

may spike initially but should be whittled away

by competition. Further, firms with a network-
effect moat source hold the potential to strengthen
the moat with more players coming into

the markets.

When thinking about geographies, nowhere is the
recent rapid growth more apparent than in

China. Aided by decades of massive productivity
gains and major market investments, many
Chinese firms have emerged with moats. Chinese
firms Tencent, Alibaba, China Mobile CHL, China
Construction Bank, Agricultural Bank of China,
Bank of China, and China Merchants Bank all now
rank in the largest 100 firms and have moats

t0 support excess returns.

Beyond the global growth, the current phase of
industrialization also supports more moats.

As industrialization has moved from mechanical
and mass production to information techn-

ology, we have seen an expansion in moats,
especially in intangible assets and switching costs.
Further, as we move into the next phase of
industrialization focused on networking and the
exchange of data between machines and humans,?
we expect more growth in profits supported

by netwaork effects. Several of the largest
companies, including wide-moat firms with strong
network effects Alphabet, Facebook, Amazon.com
AMZN, Alibaba, and Tencent, didn't exist 30

years ago and now represent more than 10% of
the market capitalization of the top 100 firms.

Regulatory Outlook

While mergers and acquisitions are driving
monopolistic concerns and sparking risks for
increased antitrust actions to break up dominant
market-leading companies, we don't expect a
major shift in the regulatory outlook for the current
market leaders. However, the risks from
governments are different around the world,
with higher risks in Europe, where the focus is
on fostering opportunities for all companies

to compete.

In the United States, as long as consumers

are receiving high-quality products and

services at fair pricing, the government appears
less likely to demand breakups of leading
companies like Alphabet and Facebook. Barring
egregious pricing or political influence

by market-leading firms, we don't expect a
significant political reaction similar to the major
antitrust actions driven by the robber baron

era of the 19" century. However, while we don’t
expect aggressive antitrust actions, we

might need to revise this assumption in the coming
years: As discussed in the Policy column

this issue (Page 18), Demacrats have unveiled

a plan to revamp the antitrust framework.
Despite the potential for antitrust actions, the
increased representation of moats among

the leading firms should help mitigate these
potential headwinds.

Steady Outlook for Moats

Productivity and efficiency gains are available to
all firms, but those with economic moats

are able to capture a disproportionate share of

the benefits. Where no moats exist, such as in
many areas of consumer electronics, intense rivalry
among firms drives the gains through to the
customers. However, firms with moats can retain
higher returns, and the growing represen-

tation of firms with moats will likely have a positive
impact on overall profitability.

Importantly, moats are driven by the durability of
excess returns relative to the cost of capital.
Therefore, even if profit levels fall from their current
high levels, companies could still gain excess
returns, albeit at a lower level. Very likely,
increased costs and competitive pressures will
weigh on current high profit margins, but

we expect the higher concentration of firms
with moats will help defend against the
potential upcoming headwinds. Within highly
competitive markets, those firms with economic
moats should be best positioned to protect
excess returns. Il
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Note

The Morningstar Equity Research team recently released a
five-part Economic Moat Source Series. Each report
provides background on the five moat sources: network
effect, intangible assets, switching costs, cost advantage,
and efficient scale.

3 Franz Haniel and Co., 2015 Annual Report.
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