BI > APRIL 2002
A Second Opinion for Earnings Forecasts

How To Use the Preferred Procedure


by Nancy Isaacs



	


When NAIC investors purchase a stock, our goal is to double that investment in five years. A few months ago I studied and purchased shares of FactSet Research Systems (NYSE: FDS), a small company that combines more than 100 databases into a single online information system for customers in the investment management and banking industries. 

I bought the stock at $26.00 per share and expected the price to reach about $60.00 in five years. The average annual return in this case would be more than 19 percent per year. I used the Stock Selection Guide for help in arriving at that assumption. 

I projected both sales and earnings to grow at 18 percent per year over the next five years. This was based on the slope of the trend lines on the Visual Analysis from page 1 of the SSG (Figure 1 below), my tendency to tone down historical growth rates to more sustainable levels, and my research about expected budget cutbacks in the financial sector. 

At 18 percent, earnings would grow to $2.20 per share by 2006. The earnings growth projection is crucial to our analysis because the estimated high earnings per share will be used on page 2 of the SSG to calculate the all-important projected high price.

Once I arrive at my initial earnings projection, I often wonder whether it's based on judgment or guesswork. It's probably a little of each, though I do the best I can with the information available. 
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Figure 1. The SSG's Visual Analysis page for FactSet.

So I make some reality checks. I compare my forecast with Value Line's projected earnings growth rate in the Annual Rates box and with its EPS projection at the end of the EPS data line. I read reports from services such as Zacks and First Call for estimates from other analysts. And I find out how earnings have been growing on a quarterly basis. 

There's another way to validate our initial projection. NAIC calls it the "preferred procedure," though some question the implication of that term. It also is known as the "revenue-based method," because the whole process begins with a revenue projection; the "business model," because it reflects the way a business actually operates; and the "expected income statement," for reasons that will become obvious as we proceed. I'll use the term "preferred procedure" here, since it appears in the NAIC manual and NAIC stock analysis computer programs. I really don't consider it a better method, however; it's more of a tool to verify our original projection of a likely earnings growth rate.

Data for the sales, pre-tax profit and EPS trend lines on the SSG Visual Analysis come from company quarterly (10-Q) and annual (10-K) reports filed with the Securities and Exchange Commission. A simplified version of FactSet's income statement for 2001 appears below in Figure 2. The colored lines on my simplified version match corresponding lines on the Visual Analysis. 

FactSet's Income Statement for 2001

Sales 

minus Expenses 

equals Pre-tax Profit 

minus Taxes 

minus Preferred Dividends 

equals Net Profit 

divided by Shares Outstanding 

equals Earnings per Share (EPS) 

or 

$176.7 million

minus 122.4 million

equals $54.3 million

minus $20.8 million

minus $0

equals $33.5 million

divided by 34.8 million

equals $0.96

Figure 2.

In Figure 1, note the progression from sales (the top line) to earnings per share (the bottom line). Expenses are deducted from sales to arrive at pre-tax profit. Then taxes and preferred dividends are deducted from pre-tax profit to arrive at net profit. That figure is divided by the number of shares outstanding to determine earnings per share. 

The preferred procedure involves creating a similar statement for the year 2006, using judgment to estimate sales, expenses, taxes and the number of shares outstanding for the next five years. The revised EPS will serve as a fairly reliable reality check. The closer the result to the original projection, the more confident you can be in your analysis.

Sales Easier To Predict Than Earnings

This method is based on the premise that sales projections are easier to make and probably more reliable than earnings projections. After all, there isn't much management can do to manipulate sales, the top line on the income statement. 

All three NAIC stock analysis computer programs -- Stock Analyst Plus!, NAIC Classic and Investor's Toolkit Pro -- employ the preferred procedure. They provide defaults for each of the judgment items but allow you to override those defaults with your own assumptions. The Toolkit version is displayed in Figure 3 below. 
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Figure 3. NAIC's Investor's Toolkit Pro walks users through the preferred procedure for forecasting earnings per share.

Based on my projection of 18 percent for sales growth, the software calculates 2006 sales at $404.2 million. You can easily calculate that figure manually as well by multiplying current sales of $176.7 million by 1.18, then multiplying that result by 1.18, and so forth five times. 

Now it's time to estimate what ex-penses might be in five years. NAIC software provides a 10-year history of profit margins within the preferred procedure screen. You can also turn to Section 2a of the SSG to view the history.

In FactSet's case Toolkit defaults to 29.4 percent, the five-year average profit margin. The forecast for future profit margin is arguably the most difficult and important one of the whole process. Depending on the trend and what's supported by the research, the choice of an appropriate projected profit margin will vary from company to company. I have accepted the five-year average for some companies while using the three-year average or even the current year's margin for others. Of course, I'm assuming a relatively stable or increasing trend, since a decreasing trend normally discourages someone from continuing the study altogether. 

Researching the Company's Strategies

The more you're familiar with a company's products and services, the more reliable your judgment will be. Considering factors such as the competitive landscape and barriers to entry will have an impact on your forecast. 

Research might reveal that management will have to cut prices to increase market share. Perhaps the company will try to improve margins by downsizing, which could be costly to reverse in the future. A proposed shift in the product mix also can lead to higher or lower margins. 

A company's strategies and concerns regarding profit margins are discussed in the 10-K and 10-Q under Management's Discussion and Analysis. The subject also generally comes up in earnings conference calls. If management mentions its intent to increase margins, look for specific strategies to accomplish that goal.

Projecting the Profit Margin

At first, it's OK to base your decision solely on the historic trend. As you progress, though, the sort of issues discussed above will improve the accuracy of your analysis. After studying FactSet, I decided to enter the three-year average of 30.5 percent for the projected profit margin, which Toolkit converts to expenses of $281 million. 

We can perform the calculation manually as well. If profit equals 30.5 percent, then everything that isn't profit becomes expenses. Thus, 1 - 0.305 = 0.695 x 100 = 69.5 percent. In other words, the company spends 69.5 cents of each dollar of sales on expenses. Sales of $404.2 million x 0.695 = $281 million, which we will enter as expenses in our 2006 income statement.

Value Line doesn't project the pre-tax profit margin, but you can forecast it using Value Line's projections for the net profit margin and tax rate. For FactSet, at the time of my purchase, Value Line projected the net profit margin at 19 percent at a tax rate of 39 percent. 

The calculation is net profit margin divided by (1 minus the tax rate). Thus, 19 divided by (1 minus 0.39) = 31.1 percent pre-tax profit margin. I usually find Value Line's profit margin projection to be somewhat aggressive. But it serves as another reality check, making me comfortable with my forecast of 30.5 percent. 

The process might seem daunting at first, but the math soon becomes second nature. And this isn't supposed to be an exact science. You're simply viewing the possibilities from different perspectives to try to confirm the reliability of your initial projection. So far FactSet's projected income statement for 2006 includes $404.2 million in sales - $281 million in expenses = $123.2 million in pre-tax profits.

Next comes the estimate of taxes in five years. I usually simply accept Value Line's projection. The Toolkit software defaults to the tax rate of the current year. You might come across information in your research that will color your projection. An increase in operations overseas, for example, might suggest a lower tax rate. In this case, I accepted Value Line's projection of 39 percent. So the pre-tax profit of $123.2 million x 0.39 = $48 million in taxes.

The Final Calculations

Not many of the companies we study issue preferred stock. If they do, however, dividends paid to preferred shareholders need to be subtracted before determining net profits. The amount of preferred dividends is provided in Value Line's Capital Structure box, or you can obtain it from the income statement in a company's annual report. There were none for FactSet. Continuing with the calculation, $123.2 million in pre-tax profit - $48 million in taxes = $75.2 million in net profit. 

Our final projection is for the number of shares outstanding. By default, Toolkit provides the current number of shares (33.3 million) that I entered on the basic data entry screen. If management announces plans for a share buyback program, you might adjust your projection. 

Those plans don't always materialize, however. And a projected decrease in shares will increase the EPS projection. 

For FactSet I observed a slightly increasing trend in the number of shares from year to year. So I accepted Value Line's projection of 35 million shares. A net profit of $75.2 million divided by 35 million shares equals $2.15 of earnings per share. That's slightly lower than my initial projected EPS of $2.20. 

According to Investor's Toolkit Pro's calculation using the preferred procedure, the annualized growth rate for EPS -- assuming a rise from $0.96 in 2001 to $2.15 in 2006 -- would be 17.5 percent. 

With this calculation, you've now completed the preferred procedure and have a second opinion to corroborate your initial projection. If the results are close, you probably should choose the lower number to be conservative. If they're far apart, however, you might want to re-examine some of the assumptions used in the preferred procedure or reconsider the rationale behind your initial projection. 

A stable or increasing trend in profit margins is required to sustain historical earnings growth trends. Share buyback programs that have been propping up EPS cannot continue indefinitely.

Other Reality Checks

This is the time to explore other reality checks. I was encouraged by a recent quarterly earnings growth of 19 percent at the time of my study. My projections usually are lower than those of other analysts. This was the case for FactSet. 

Value Line is projecting 21 percent for earnings growth. The six brokers that report to First Call are projecting 25 percent. But Value Line's projection for EPS is $2.15, exactly the same as mine. That doesn't happen very often. 

I felt much more secure about my initial judgment once it was supported by the results of the preferred procedure. If you find the manual calculations cumbersome, you can download a preferred procedure worksheet that automates the process at http://old.better-investing.org/educate/prefproc/prefproc_pp.html.

The more you practice this method, the more alert you'll become to pertinent issues that come up in your research. Any mention by the company of margins, product mix, share buybacks, tax advantages and other business developments will draw your attention. 

In time you'll discover that using the preferred procedure method will enhance your analysis skills.
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