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Analyst Note 05-15-07

Wal-Mart's first-quarter results, while weak, leave the
company on track to meet our full-year estimates. Total
growth came in at 8.3%, and while this is short of cur
full-year estimate of 9.4%, the first quarter is fypically the
company's smallest, and we expect some of the
company'’s turnaround efforts to show results later in the
year. While operating margins were essentially flatyear
over year, the company reports that steps te.improve
overall labor productivity are’showing-early positive signs
and could result in lower costs and higher.sales voiumes
in coming quarters. And while we.don't expest much
improvement in the company’s apparel and housewares
businesses in'the-near-term, groceries.and other staples
are holding their own, and we still think the tompany is'in
a good position to grab market share in consumer
electronics.

Taking the long view, we still think-that Wal-Mart shares
are-undervalued. But given the thallenges that'the
company faces in revamning its merchandise, the weak
housing market,-and the potential for $3-$4 per gallon gas
as wehead into the summer menths, our expectations for
the next few quarters are low:

Thesis 04-18-07

Toward the end of 2005, Wal-Mart--already one of the
largest firms in the world--was intently focused on
continuing to increase its store base and win additional
business from current customers. But after a difficult
2006, when the firm's same-store sales growth ground to
a near-halt, Wal-Mart appears to be adjusting its
priorities. We're pleased to hear management talking
more about balancing growth and returns on investment,

B Discount Stores Consumer Services

and using the attributes that make it-a wide-moat firm.

Atits most successful, Wal-Mart has.used its 'everage
over suppliers and its operational savvy to.drive strang
returns on.invested capital, so we're glad to see’signs that
itis returning to those core strategies. In recent quarters,
despite the rising-percentage of greceries in the
company's revenue mix, total gross rargins have
continued toincrease as a result’of higher initial markups
and fewer markdawns on gerieral merchandise.
Inventories are growing niuch more slowly than revenue,
and this trend should continue to boost gross margins
while reducing working capital requirements--two things
that help drive returns on investment.

Wal-Mart's recent announcement that it's slowing
expansion in the U.S. was heartening. Selective
placement of new stores in mature markets could help
increase the frequency that some consumers shop at the
stores without too much cannibalization of existing stores,
but now that almost 85% of American households are
already shopping at a Wal-Mart every year, we think that
U.S. expansion opportunities are somewhat limited. In
addition to reducing cannibalization of the existing store
base (and thereby improving same-store sales growth),
slower store expansion should help increase free cash
flows.

Wal-Mart does still have opportunities for incremental
growth. Its international business (especially in Central
and South America) is growing quickly. Additionally,
getting customers that just shop Wal-Mart for food and
cleaning supplies to purchase things like housewares or
electronics would help drive growth and boost margins.

Over the next few years, we hope to see Wal-Mart
manage its business less for growth and more for cash
flows. While ongoing expansion in Central and South
America and ongoing improvement in U.S. stores will
require some investments, we think Wal-Mart is at a
developmental stage where it can and should be returning
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Close Competitors Currency(Mil) Market Cap TTM Sales Oper Income Net Income Bulls say . . .
.......................................................................................................................... ° After trylng 0 Jump-Stal’t reveriue growth by addlng |0tS
Wal-Mart Stores, Inc. usD 189,867 355,384 20,852 11,495 Ay .

of new stores and pushing-further irito new product
Target Corporation UsD 53491 60668 5.262 2884 categories, Wal-Mart promises-fo take a more batanced
Costco Wholesale Corporat usb 26,049 63,798 1,568 1,066 approach 0 growth, and increaseits focus of returns
Safeway Inc. usb 14,131 41,068 1,683 874 on‘investment.
Morningstar data s of July 30, 2007 ¢ South and Central American rrarkets present-the

company with good growth opportunities; and the
company has shown that it knows how to succeed
there. The firm extricated itself fram two markets that
vsere not working--Germany and South Korea.

e \Wal-Mart stili-has some rgom to expand its footprint in
the U.S. Its Supercenter stores are still highly
concentrated in the South, the Midwest, and suburban
and rural areas, leaving plenty of room to expand in the
Northeast, California, and some major metropolitan
areas. Getting approval for new stores might be a
problem in many markets, however.

«_Wal-Mart is doing a fantastic job of managing
inventories, which are growing at a much slower rate
than revenues. This helps bath margins and working

much more value to shareholders through share
repurchases and dividends.

Valuation

After revising our discounted cast.flow model for
Wal-Mart to account for 2006 results, we havehoosted
our fair value estimate tg'$60 from $58. We are assuming
approximately 6% annual'store exnansion in'the U.S.
Wal-Mart business, 3% expansion or.the Sam’s Club
chain, and about 8% annual internationai-store expansion.
In light of recent results, we aren't comfartable assuming
that tie company will be abie-to beost same-stors sales
above the low single digits, but if that were 10 happen our

fair value estimate wouid rise. Historically, the'company capital.

has been able tc.offset highier seiling, general, ard

administrative spending by sqeezing fsSuppliers, T
Bears Say

However, this has not been as strong in the past couple of
years, S0 we are-assuming minor margin deterioration
aver the next five years.

¢ Store expansion is slowing, as the company digs deeper
into urban areas, where it faces substantial resistance
from activists.

............................................................................. * Rising energy prices and higher consumer debt could

Risk continue to pinch the budgets of Wal-Mart's
less-affluent customers.

o FEfforts to win over more-affluent customers aren't
gaining traction yet. Although Wal-Mart has room to
add some higher-end products to its merchandise mix in
order to attract a wider range of customers, we think
there is a natural limit to how high the company can
realistically move.

The company’s biggest near-term risks are its dependence
on\less-affluent consumers and its near-saturation of U.S.
markets. Rising energy prices, the housing slowdown, and
less-favarable interest rates could curtail consumer
spending. Long term, we think labor, legal, and regulatory
issues could slow growth or pressure margins. While
less-developed international markets represent the
company's best growth opportunity, those markets carry
risks as well.
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Financial Overview

Growth: Growth has remained impressive for such a large
company, and management has consistently found new
avenues for expansion. We expect average growth to
decline from 10% over the past five years to just above
8% over the next half-decade.

Profitability: Returns on invested capital have slipped a bit
in recent years but are still well above our estimate of the
firm's cost of capital. We expect margins to siip slightly
over the next few years, and this would drive a decline in
returns.

Financial Health: No worries hiere. Wal-Mart can cover the
interest on its mix of short- and long-term debt mere than
10 times over with its operating cash flows,.and several
times over with free cash figws.

Compzny Overview

Profile:\Wal-Mart Stares is the largest retaiier in the
waorld. It operates about 1,075 Wal-Mart discount stores,
110 Neighborhaod Markets, 588-Sam's Clubs, and around
2,500 Wal-Mart Supercenters {which combine
supermarkets and discaunt stores)in the United States
and Puerto Rigo. It runs mere than 2,700 stores
internationally.

Strategy: Wal-Mart has beceme the world's largest
retailer by offering low-prices and one-stop shopping.
Supercerter stores, which combine groceries with general
merchandise, have been the company’s fastest-growing
division over the past five years. Wal-Mart is also
expanding overseas, largely through acquisitions.

Management: Former COO Lee Scott became CEQ in
February 2000. He leads an experienced group of senior
managers, many of whom have gradually risen through the
Wal-Mart ranks. We like the board’s good mix of internal

Business Risk Economic Moat Stewardship Grade Industry Sector
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and external directors,.and we think ¢orporate governance
is strong. Management and the board avsid conflicts of
interest, directors.are elected every year, and the company
is apen to shareholder proposals. Given the disappointing
financial performance ofthe comparny and the {oor
performance of the shares over the pastfew years. e are
beginning-to view management’s bonuses and sption
grants as borderline excessive, and we have adjusted our
Stewardship Grade downward-to account for this. Insiders
own just'more than 41% of'Wal-Mart stock, much of
which is held-by members of late founder Sam Walton's
family.
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05-15-07 Wal-Mart 10 Weak as Expected
own, and we still think the company.is in a good position to

Wal-Mart's first-quarter results, while weak, leave the arab market share in censumer eléctronics.
company on track to meet our full-year estimates. Total
growth came in at 8.3%, and while this is shart of our Taking the long view, we still think that \Wal-Mart-shares
full-year estimate of 9.4%, the first quarter is typically the are undervalued. But given the challenges that'the company
company’s smallest, and we expect some of the company’s faces in revamping its merchandise, the weak housing
turnaround efforts to show results later in the year. While market;.and the potential for $3-$4 per gallon gas as we
operating margins were essentially flat yeai over year, the head into the summer moriths, our expectations for the next
company reports that steps to improve averall labor few|quarters are low.
productivity are showing early positive signs and could
result in lower costs and higher-sales volumes in comirig
quarters. And while we don‘t expect much improvement in
the company's apparel aiid housewares businesses.in the
near-term, groceries and other staples are holding their

05-10-07 Retail Sales Dowvn in April

Same-stores sales (sales froni-stores openat least a year)
were down significantly-for the month of April for many
retailers because of the chift-in Easter and unfavorable
weather, although high-end department stores like
Nordstrom and Saksdidn't feel the impact.like'discount
department.store chains-and mass retailers did. While the
teclines did not come as a surprise, given the calendar
shift, the macro pressures weighing on lower-income to
middle-class consumers (rising gas prices, slowing housing
markef, rising.interest rates) are an ongoing concern. We
will be keeping an eye on the overall retail landscape, but
We are maintaining our fair value estimates for now.

Wal-Mart posted dismal same-store sales for April (down
35% inthe U.S.), but this was not a surprise. The company
continues to struggle with its merchandise mix, and the
Easter shift, an unseasonably cold April, and high gas
prices all contributed to the pain. Target also struggled in
April, posting same-store sales that at negative 6.1% were

significantly below its initial projection of a 2%-4% decline.

In the fourth week of April, management warned investors
that the first couple of weeks had been weak, so the final
numbers did not come as a complete surprise.

Discount department store chains were significantly
affected by the calendar shift in the Easter holiday. While
same-store sales for J.C. Penney were down 4.7% in April
from the year-ago period, comparable-store sales for March
and April combined were up 3.3%. Kohl's posted similar
results; same-store sales for the discount chain were down
10.5% in April from a year ago, but on a combined basis
(looking at March and April), comparable-store sales were
up 3.7%. There were no real surprises here, and both J.C.
Penney and Kohl's continue to see improved sales as a
result of their merchandising efforts.

Nordstrom and Saks posted increases in same-store sales
for the month of April. Comparable-store sales at
Nordstrom grew 3.1% compared with the year-ago April;
when combining March and April, same-store sales rose
9.6%. Saks increased comparable-store sales 11.7% in
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Analyst Notes (continued)

April and experienced a 10.1% increase in same-store sales
in March. The luxury consumer continues to spend, and we
don’t expect a slowdown here anytime soon.

Federated posted a 2.2% decline in same-store sales for
the month, instead of the positive comparable-store sales
results we expected. The chain shifted a promational event
to April from May, which we anticipated would more than

Business Risk Economic Moat Stewardship Grade Industry
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offset declines due to the Easter shift. The former May
stores as well as legacy stores (which have been a'bright
spat in recent quarters) weighed on the overall’same-store
sales results. We now expect flat same-store salesfesults
for Federated in May, given the shift in the propriotional
event.

02-21-07

No Change to Wal-Mart Outlook

Wal-Mart's fourth-quarter results, released Feb. 20, were in
line with our expectations. We'll update aur fair value
estimate when the company releases its form 10-K in‘a
month or so, but for now we are stariding pat.

Same-store sales remeained weak, especially-for the U.S.
Wal-Mart Stores division, which pasted gains ofjust 1.3%.
Sam'’s Club comps Were a little better at 3.1%, but still
unimpressiva. Margins,-however, were a little better than
we expected. We are pleasad that gross margins.improved
even with the growing importance of low-margin
consumahles. We believe that weak comps in the U.S.
contributed to some deleveraging of the company’s fixed
expenses, however, uriving operating margins down very

slightly year-over-year

We think that the company is going to have to do much
better for the stock to gain any momentum. Specifically,
North.American sales growth has to improve, and given the
company's size, most of that will have to come from
same-store sales growth, which has been mired in the low
single digits. Improved same-store sales will only result
from better merchandising and less sales cannibalization
from new stores. Management appears to be tackling both
issues, but given the company's size, we're not expecting
overnight improvements.

The stock remains undervalued, in our opinion, but isn't
cheap enough to buy at its current price.
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Wal-Mart Stores, Inc. WMT

Wal-Mart Stores is the largest retailer in the world. It
operates about 1,075 Wal-Mart discount stores, 110
Neighborhood Markets, 580 Sam's Clubs, and around 2,500
Wal-Mart Supercenters (which combine supermarkets and
discount stores) in the United States and Puerto Rico. It runs
more than 2,700 stores internationally.

702 S.W. Eighth Street
Bentonville, AR 72716

Phone: 1 479 273-4000Website: http://www.walmartstores.com

Growth Rates Compound Annual

Grade: B+ 1Yr 3Yr 5Yr 10 Yr
Revenue % 11.6 10.8 9.9 12.8
Operating Income % 10.6 109 15.3 137
Earnings/Share % 9.0 129 14.4 15.9
Dividends % 1.7 23.0 19.1 20.3
Book Value/Share % 15.7 136 134 14.7
Stock Total Return % 57 231 -0.1 119
+/- Industry -8.7 -8.2 -15 -4.0
+/- Market 96 -133  -104 6.5
Profitability Analysis
Grade: B+ Current 5 YrAvg Ind Mkt
Return on Equity % 20.3 21.4 18.7 22.3
Return on Assets % 7.8 8.7 79 8.4
Fixed Asset Turns 42 45 46 75
Inventory Turns 8.0 7.9 7.1 116
Revenue/Employee $K 187.0 —" 19747 7947
Gross Margin % 24.2 22.9 26.2 355
Operating Margin % 59 58 6.4 175
Net Margin % 32 35 35 11.9
Free Cash Flow/Rev % 0.8 — 1.4 0.1
R&D/Rev % — — — 9.6
Financial Position
Grade: B+ 01-07 $Mil 04-07 $Mil
Cash 7373 6563
Inventories 33685 35200
Receivables 2840 2924
Current Assets 46588 47579
Fixed Assets 88440 90284
Intangibles 13759 14585
Total Assets 151193 156422
Payables 28796 32208
Short-Term Debt . 5478 8839
Current Liabilities 51754 54700
Long-Term Debt 27222 29567
Tatal Liabilities 89620 95511
Total Equity 61573 59911
Valuation Analysis
Current  5Yr Avg Ind Mkt
Price/Earnings 158 25.1 17.0 20.1
Forward P/E 13.1 — 14.0 15.3
Price/Cash Flow 105 15.7 11.3 14.4
Price/Free Cash Flow 72.5 — 54.0 26.9
Dividend Yield % 1.7 — 14 20
Price/Book 32 47 3.1 44
Price/Sales 0.5 0.8 06 29
PEG Ratio 11 — 11 14

*3Yr Avg data is displayed in place of 5Yr Avg

Sales Mil Mkt Cap Mil Industry Sector
$355,384 $189,867 Discount Consumer Services
Stores
Morningstar Rating Last Price Fair Value Business Risk Economic Moat Stewardship Grade
Yok Kk kok $46.21 $60.00 Below Average Wide B
2097 | 4138 | 70.25 | 69.00 | 58.75 | 63.94 | 60.20 | 61.31 | 54.60 | 52.15 | 51.44  Annual Price High
11.00 | 1878 | 38.66 | 41.44 | 4150 | 43.72 | 46.27 | 51.08 | 4231 | 42.31 | 45.06 Low
21 Recent Splits
! I ‘ Price Volatility
ot B T M T Bl e e L Q@T”stﬂ'!nglﬂhtﬁ%ﬁp 500
IIl,l il 52 week High/Low $
A / 1645215 - 43.48
"+ ‘ 10 Yeat High/Low $
70,25 -11.00
,\,\/\/V"’\"/Jw T - | %%Bear-Market Rank
T | o o
. . . Bl Trading Volume-Mlillion
e
0 o O ]
1997 1998 1999 2000 2001 2002 2003 ‘ 2004 2005 2006 YTD  Stock Perforriance
747 1076 704 -22.8 89 -118 5.7 05 -103 0.1 1.0 Total Returit %
437 80.9 509 127 218 116 -207 -85 -133  -135 -29 - +/- Market
-1.9 19.0 166 -11.7 -6.1 45 -12.7 -221 7.0 -8.9 -1.5. +/Industry
0.7 0.4 0.3 05 05 06 0.7 1.0 1.3 1.5 1.7 _Dividend Yield %
89348 182407 307594 737292 256505 222949 229389 223686 194851 192479 189867 Market Cap $Mil
1998] 1999] 25000 20010 2002] 20081 20041 20051 2006] 2007] TTMI Financials \
117958 137634 165013 191329 217799 244524 256329 285222 312427 348650 355384  Revenue $Mil
20.8 214 214 215 212 215 225 229 23.1 74.2 24.2  Gross Margin %
6503 8120 10105 17490 10064 13644~ 15025 17091 18530 20497 20852 Oper Income $Mil
55 5.9 8.1 6.0 46 5.6 5.9 6.0 59 59 59 Operating Margin %
3526 4430 5377 6295 8671 8039~ 9054 10267 11231 11284 11495 NetIncome $Mil
0.78 0.99 1.20 140 1.43 1.81 207 2.4 2.68 2.1 2.76  Earnings Per Share $
0.14 0.16 0.20 0.24 0.28 0.30 0.36 0.52 0.60 0.67 0.77  Dividends $
4505 4485 4474 4484 4481 4446 43737 4266 4188 4168 4155 Shares Mil
3.78 413 474 6.54 7.69 8.62 974 1060 1199 1410 1458 Book Value Per Share $
7123 7580, 8194 9604 10260 12532 15996 15044 17633 20164 18271 Oper Cash Flow $Mil
-2636  -3734 \ -6183 -8042 . -8383 -9355 -10308 -23880 -27028 -15666 -15613 Cap Spending $Mil
4487 38462011 1562 1877 73177 5688 -8836 -9395 4498 2658 Free Cash Flow $Mil
o9l 1999] 20001 20011 20021 20031 20041 20051 2006] 20071 TTMI Profitability |
8.3 93 8.9 8.5 8.3 9.0 9.1 9.1 8.7 7.8 7.8 Return on Assets %
19.8 224 22.9 22,0 20.1 216 218 221 219 19.7 20.3  Return on Equity %
30 32 33 33 3.1 33 35 36 36 32 32 Net Margin %
2.18 2.89 274 2.58 2.70 2.75 2.57 2.53 242 2.41 240  Asset Turnover
25 24 2.7 25 24 24 24 24 2.6 25 26  Financial Leverage
1998 1209 20000 2001 20021 20081 2004] 20051 20061 2007 04-07] Financial Health |
489724370  -1447  -2394 964 -2134 -2997 -4397 -5002 -5166 -7121 Working Capital $Mil
7191 6908 13672 12501 15687 16607 17102 20087 26429 27222 29567 Long-Term Debt $Mil
185037 21112 25834 31343 35102 39337 43623 49396 53171 61573 59911 Total Equity SMil
0.52 0.46 0.65 0.50 0.53 0.50 0.46 0.48 0.57 0.50 0.55  Debt/Equity
19971 1998] 1999] 20000 20011 2002 2003] 20041 2005] 2006/ TTMI valuation |
29.7 52.1 69.9 425 4.1 339 293 26.0 19.4 16.6 15.6  Price/Earnings
— — 2.3 18 1.7 17 1.4 1.4 1.1 1.0 0.8 P/Evs. Market
09 16 2.3 1.4 1.4 1.0 1.0 09 0.7 0.6 0.5 Price/Sales
52 99 14.6 8.1 7.5 59 5.4 5.0 39 3.3 3.2 Price/Book
15.3 258 1.0 29.0 26.9 22.1 18.8 144 13.3 99 10.5 Price/Cash Flow
Quarterly Results Industry Peers by Market Cap
Revenue $Mil Jul 06 Oct06  Jan07  Apr07 Mkt Cap $Mil - Rev $Mil P/E ROE%
Most Recent Period 85430.0 84467.0 99078.0 86410.0  Wal-Mart Stores, Inc 189867 355384 15.6 20.3
Prior Year Period 76811.0 75436.0 89272.0 79613.0  Target Corporation 53491 60668 18.9 19.2
Rev Growth % Jul06  Octos  Jano7  Aproz  CostcoWholesale Cor 26049 63798 260 126
Most Recent F"eriod 11.2 12.0 11.0 8.5 Major Fand Holders
Prior Year Period 10.2 10.1 8.6 12.3
% of shares
Earnings Per Share $ Jul 06 Oct06  Jan07  Apr07 Dodge & Cox Stock 1.03
Most Recent Period 0.50 0.63 0.95 0.68  Vanguard 500 Index 0.56
Prior Year Period 0.67 0.57 0.86 0.63  Fidelity Growth & Income 0.52
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Morningstar's Approach to Rating Stocks

Our Key Investing Concepts
» Economic Moat
> Discounted Cash Flow
» Discount Rate
» Fair Value
» Business Risk
> Margin of Safety
» Consider Buying/Consider Selling
> Stewardship Grades

At Morningstar, we evaluate stocks as pieces of a
business, not as pieces of paper. We think that purchasing
shares of superior businesses at discounts to their
intrinsic value and allowing them to compound their value
over long periods of time is the surest way to create
wealth in the stock market.

We rate stocks 1 through b5 stars, with 5 the best and 1
the worst. Our star rating is based on our analyst's
estimate of how much a company’s business is worth per
share. Our analysts arrive at this "fair value estiniate" by
forecasting how much excess cash--or "free cash
flow"--the firm will generate in the future; and then
adjusting the total for timing and risk.‘Cash generated
next year is worth more than cash generated several ysars
down the road, and cash froma stable and consistently
profitable business is warth more than cash froma
cyclical or unsteady business.

Stocks tradingat meaningful discounts to our fair value
estimates will receive-high starratings.\Forhigh-quality
businesses, we require a smaller discount.than for
mediocie ones, fora-simple reasen: \We have more
confidence in our cash-flow forecasts for strong
companies, and.thus in our.value estimates. If a stock’s
market price is significantly abave our-fair valug‘estimate,
it will receive a low ster rating, no-matter huw wonderful
we think the business is. Even the best company is a bad
deatif an investor overpays for. its shares.

Our fairvalue estimates don‘t change very often, but
market prices do. So, a-stock may gain or lose stars based

just on movement in the share-price. If we think a stock’s
fair value is $50, and the shiares decline to $40 without
much change i1 the valde of the business, the star rating
will go up. Our estimate of what the busiress is worth
hasn't changed, but the shares are more attractive as an
investment at $40 than they were-at $50.

Because we focus on the long-term value 6f businesses,
rather than short-term movements in stock prices, at times
we may appear out of step with the averall stock market.
Wheri-stocks are high, relatively few wiii‘receive our
highest rating of 5 stars. But when thie market tumbles,
mary more will likely garner 5 stars. Although you might
expsct to see more 5-star stacks as the market rises, we
firid assets more attractive when they're cheap.

We calculate our star ratings nightly after the markets
close, and issue them the following business day, which is
why the rating date on our reports will always be the
previous business day. We update the text of our reports
as’new information becomes available, usually about once
or twice per quarter. That is why you'll see two dates on
every Morningstar stock report. Of course, we monitor
market events and all of our stocks every business day, so
our ratings always reflect our analyst's current opinion.

Economic Moat

This is our assessment of a firm’s ability to earn returns
consistently above its cost of capital in the future, usually
by virtue of some competitive advantage. Competition
tends to drive down such economic profits, but companies
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Morningstar's Approach to Rating Stocks (continued)

that can earn them for an extended time by creating a
competitive advantage possess an economic moat. We
see these companies as superior investments.

We're big fans of companies that are low-cost producers,
create high switching costs for their customers, or have
strong brands or long-lasting patents, because all of these
characteristics allow companies to protect their
competitive position. For example, Tiffany is far more
profitable than a run-of-the-mill jewelry chain because-it
has a strong brand that creates a moat around its
business, allowing it to charge more than cormpetitors.

Discounted Cash Flow

This is a method for valuing companies that irivolves
projecting the amount of cash a business will generate in
the future, subtracting the amount of cash that the
company will need to reinvest in its.business, and using
the result to calculate the worth of the firm. We use.this
technique 10 value nearly all of the companies we cover

Discount Rate

We use this number to adjust the.value of our forecasted
cash flows for the risk that they may net materialize. For a
profitable company in‘a steady line of business, we'll use
a lower discount rate, also-known as “cost of capital,”
tharifor a firm in a cyclical business-with fierce
cempetition, since there's tess risk clouding the firm's
future.

Fair Value

This.is the output of our discounted cash-flow valuation
models, and is our per-share estimate of a company’s
intrinsic worth. We adjust our fair values for off-balance
sneet liabilities or assets that a firm might have--for
example, we deduct from a company's fair value if it has
issued a lot of stock options or has an under-funded
pension plan. Our fair value estimate differs from a "target
price" in two ways. First, it's an estimate of what the
business is waorth, whereas a price target typically reflects
what other investors may pay for the stock. Second, it's a
long-term estimate, whereas price targets generally focus
on the next two to 12 months.

Business Risk

Based on fundamental factors such as-cyclicality,
leverage, competitive strength, and profitability, we divide
our coverage universe into feui'broad risk categories:
Below Average, Average, Above Average, and
Speculative. Unlike some risk ratings, ours is net based.on
the velatility of the firm's shares, but ratherthe
predictability and strength of the underlying busiiiess.

Margin of Safety

This is the discount to fair value we would require before
recommending a.stock. We think it's always prudent to
buy stocks for less than they're worth.The margin of safety
is like an insurance policy that protects investors from bad
news or overly optimistic fair value estimates. We require
larger margins of safety for less predictable stacks, and
smaller margins of safety for more predictable stocks.

Consider Buying/Consider Selling

The consider buying price is the price at which a stock
would be rated 5 stars, and thus the point at which we
would consider the stock an extremely attractive
purchase. Conversely, consider selling is the price at
which a stock would have a 1 star rating, at which point
we'd consider the stock overvalued, with low expected
returns relative to its risk.

Stewardship Grades

We evaluate the commitment to shareholders
demonstrated by each firm’s board and management team
by assessing transparency, shareholder friendliness,
incentives, and ownership. We aim to identify firms that
provide investors with insufficient or potentially
misleading financial information, seek to limit the power
of minority shareholders, allow management to abuse its
position, or which have management incentives that are
not aligned with the interests of long-term shareholders.
The grades are assigned on an absolute scale--not relative
to peers--and can be interpreted as follows: A means
"Excellent,” B means "Good," C means "Fair," D means
"Poor," and F means "Very Poor."
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