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Welcome 

 • NAIC is a non-profit 
organization that sponsors 
programs and provides 
information through their local 
volunteer chapters for the 
education and use of individual 
investors and investment club 
members.  NAIC neither 
recommends nor endorses 
specific securities. 

 
• Our instructors and assistants 

are all volunteers. 
 
• Questions are always 

welcome. 
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What We Will Cover 

• Places on the Stock Selection 
Guide where we should slow down 
and take a closer look at the 
company  
– Debt 

– Recent news 

– Graph 

–Management numbers are trending 
down 
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Taking a Closer Look at 
Capitalization 
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Capitalization 

• Three ways a company can get 
money to grow 

– Retained earnings 

– Sell additional shares of stock 

– Leverage (debt) 

• Leverage should be used to acquire 
assets that generate earnings that 
are greater than the cost of the 
borrowing. 
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Capitalization 

• Different industries have different 
standards of what is an acceptable 
debt level. 

– Compare a companies debt level with 
its competitors. 

– As a general rule, for manufacturing 
and retail, 33% is about the 
maximum debt to capitalization rate. 
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Capitalizing by Debt 
• There are other ways a company 
can borrow, or raise money 
without calling it debt. 

– Deferred Taxes 

–Minority Interest  

– Preferred Stock (only one shown on 
SSG) 

– Off Balance Sheet Items 

–Warrants and debentures 

– Under funded pensions 
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Capitalizing by Debt 

• If a company’s debt level is high, 
check the financial footnotes for 
any of the previous items. 

 

• Then proceed with extreme 
caution or look for a new company.   
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37.9 35.1 

29 32.3 

L-3 Communications 

Great SSG! 
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How much debt is too much? 

Deferred taxes, 
off balance sheet 
arrangements, 
and under 
funded pension- 
is that too much 
debt? 
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Taking a Closer Look at the 
Quarterly Numbers 
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L-3 Communications  

The data on the 
SSG graph is 
annual data for the 
growth rate of 
sales, earnings, 
and pre-tax profit. 

If a problem 
develops during 
the year, it will not 
show up on the 
graph until three 
months after the 
end of the fiscal 
year. 
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Quarterly Numbers 

• It is important to analyze problems 
when they develop. 

 

 

 

 

 

• By themselves these numbers tell only a 
limited story. 
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Quarterly Numbers 

• Quarterly numbers on the SSG do not 
tell us if the growth rate is trending up 
or down. 

Analyze the numbers over several quarters. 

Check the PERT A and PERT Graph. 

 

• If the growth rate is slowing, people 
will pay less for the stock 
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PERT A Quarterly  Numbers 

• If you compare quarter 
to previous quarter  
you see that the first 
quarter is always weak. 

   

• If you compare quarter 
to year ago quarter, 
earnings are always 
rising.  

 

L-3 Communications Quarterly Earnings 
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The quarterly numbers for earnings, sales, pre-tax 
profit and income tax rate are shown along with the 
percent change for the first three items.   

Quarterly Data Last 12 Month Data 
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PERT Worksheet A 

The last three 
columns give 
the trailing 12 
month percent 
change for 
sales, pre-tax 
profit and 
earnings per 
share.   
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L-3 Quarterly Earnings 

• The rolling trailing 
four quarters of 
earnings on the PERT 
A tell a different story. 

• For five straight 
quarters in 2003-04 
the earnings growth 
rate declined, then is 
went up two quarters 
and declined again.  

• Current growth rate is 
much lower.  
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L-3 Quarterly Earnings 

• Numbers cause your eyes to glaze 
over?  Check the PERT graph. 
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Toolkit  PERT A Graphs 

Can graph 4 different items 

Can graph the quarterly numbers or the 
trailing twelve month numbers. 

Can display the growth 
line. 
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L-3 Sales 

Sales tell a similar 
story.  The actual 
dollar amount 
went down only 
once in three 
years, but the 
rolling average 
dropped five 
straight quarters. 
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Check the PERT Graph 

•                                          Sales 

•                                          Growth 

 

 

•                                         Pre-tax Profit 

•                                         Growth 
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Quarterly Numbers Review 

• The numbers on the Stock 
Selection Guide tell a limited story. 

• Check the PERT A Worksheet 
and/or PERT A Graph for a more 
detailed picture. 

– Examine the quarterly numbers  

– Examine the trailing twelve month 
numbers 
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Take a Closer Look at the Graph  
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Looking at the Graph 

• In well managed companies we 
will find that the pre-tax profit and 
the earnings grow at about the 
same rate as the sales. 

– Railroad tracks 

• What does it mean when the pre-
tax and earnings grow faster or 
slower than sales. 
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L-3 

A close look 
at the graph 
shows that 
for the last 
few years, 
sales have 
been 
growing 
faster than 
earnings. 



  27 

When Sales Grow Faster than 
Earnings 

• Four possible causes 

–Management can not control costs 

–Management has sold more shares of 
stock. 

– The income tax rate has increased. 
(This is seldom the cause.) 

– There is some other form of stock 
dilution 
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L-3 

A closer look 
at the graph 
shows that 
the pre-tax 
profit is 
growing faster 
than both 
sales and 
earnings.  
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Looking at L-3 

• Since pre-tax profit is growing 
faster than sales that means the 
company is causing expenses to 
grow at a slower rate than sales. 

• The two items included in earnings 
per share that are not in pre-tax 
profit are taxes and shares 
outstanding. 
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L-3 
Tax rate is 
decreasing 
which would 
increase EPS. 
The shares 
outstanding 
has increased 
dramatically.   

This is slowing 
the EPS 

growth rate. 
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When Earnings Grow Faster than Sales 

Earnings come from sales so when earnings 
are growing faster than sales we need to 
understand what is happening. 
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Earnings Are Growing Faster 
than Sales 

• When earnings are growing faster 
than sales we need to determine 
which of the following has 
happened. 

–Management has cut the cost of 
goods sold or the overhead. 

– The company is buying back shares.  



  33 

Look for Trends 

The last five 
years are 
always more 
important 
than the first 
five years.   

Determine 
what has 
caused the 
change. 
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Reasons a Trend may Change 

• Increased competition 

• New innovation or product that is 
superior to competitors 

• The firm entered a new market 

• The firm has made acquisitions or 
divestitures 

• The company has increased or 
decreased the outstanding shares of 
stock 
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Management 
 

Management 
 

Management 

Good management is the key 
to a great company. 
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Management 

• Management has two jobs. 

• Their first job is to make money. 

– Section 2A on the SSG 

• Their second job is to spend 
money. 

– Section 2B on the SSG. 
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Section 2A 

• Section 2A on the SSG tells us if 
management is making money. 

• We use Pre-Tax Profit as a percent 
of sales. 

– It is the best way to determine if 
management can make a profit. 

– It is a way to compare a company 
with its competitors. 
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Why We Use Pre-Tax Profit 

• Net profit includes taxes. 
– Taxes not fully under the control of 
management. 

– Sometimes taxes can make a 
company’s profit look better than it 
really is. 

• Earnings Per Share (EPS) are 
affected by the number of shares 
outstanding. 
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What Section 2A Tells Us 

• Pre-Tax Profit as a Percent of Sales 
tells us if management is able to 
control costs. 

• Good management 
– Keeps the growth of expenses in line 
with the growth of sales. 

– Keeps the growth of expenses 
competitive with other companies in 
the industry. 
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Section 2A 
• What we look at: 

– Numbers to be trending up or even 

 

 

 

• Think of the number as the amount of 
each dollar that is converted to pre-tax 
profit. 

• Is this a good amount? 
– Varies from industry to industry  

– Check the competitors 
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Pre-Tax Profit as % of Sales 
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Pre-Tax Profit as % of Sales 

 

 

• A decline of 2% in any one year is 
significant. 

• A slow decline over several years is 
significant. 

• Don’t just guess at the cause—do 
your research. 

Warning sign! 
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Pre-Tax Profit as % of Sales 

• Three items influence the Pre-tax 
profit: 
– Sales 

– Cost of Goods sold 

– Overhead  

 

 

• Increasing or decreasing any of 
these items changes the ratio. 

Sales 

Overhead 

PTP 

  Cost of 
Goods Sold 
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Understanding the Terms 

• Cost of Goods Sold includes all 
expenses related to cost of 
producing the finished goods or 
services for sale 

• Overhead includes all other 
expenses. 
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Pre-Tax Profit as % of Sales 

• There are only three ways to 
increase the dollar amount of Pre-
tax profit. 

– Increase sales 

– Decrease the cost 

 of goods sold 

– Decrease Overhead 

Sales 

Overhead 

PTP 

  Cost of 
Goods Sold 
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Research the Problem 

• In well managed companies we expect 
the Cost of Goods Sold and the 
Overhead to grow at about the same 
rate as the sales.   

• Need to know which of these three tems 
changed? 

• Additional information you need found 
in the Income Statement and 
Management Discussion and Analysis in 
the 10K or the Annual Report. 
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Don’t Guess 

• Begin with the Income Statement  

– Find out how much Sales, Cost of Goods and 
Overhead grew 

– This tells you where the problem is 

• Management Discussion & Analysis tells 
you what caused the problem 

• When you know what the problem is 
you can decide if the problem is long 
term or short term.   
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Income Statement 

 

Total sales grew 5% 

Rentals grew 9% 
Other revenues declined 

Cost of rentals grew 6% 

Overhead grew 4% 

The problem was a decline in other 
revenue. 
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Management Discussion 

Causes: 

Poor economy and 9/11 
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If Cost of Goods Sold is the 
Problem 

• Management can decrease the cost 
of goods sold by: 

– negotiating with employees 

– negotiating with or finding 
alternative suppliers 

– increasing efficiencies (usually by 
making capital improvements) 
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If Overhead is the Problem 
• Overhead expenses are often more 
difficult to lower quickly. 

• They include all expenses not 
associated with creating the product or 
service 
– Advertising 

– Utilities 

– Leases 

– Management expenses 

– Gasoline 

• Decreasing any of these will increase 
Pre-Tax Profit. 
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Sales 

• Companies can increase the 
amount of PTP  by increasing sales 

• Increase sales by: 
– expanding territory 

– taking market share from competitors 

– increasing the price per unit 

• If any of these decrease, sales will 
decline. 
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       ? 

• Before we go on, are there any 
questions about using pre-tax 
profit as a tool for judging 
management. 
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Return on Equity 

• Pre-tax profit (Section 2A) tells us if a 
company has made money 

• Return on Equity tells us if management 
can spend that money in a way that 
grows the value of the company. 

• As the value of the company grows, so 
will the piece that we own become more 
valuable.  
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Some Basic Definitions 
• Retained Earnings -  The earnings that are left 

after all expenses, taxes and dividends have 
been paid.  These are the earnings 
management keeps to grow the company. The 
retained earnings add to shareholders equity 
each year. 

• Assets - Everything the company owns that 
has value.  This includes things owed to the 
company.  

• Liabilities - Everything the company owes. This 
includes both short term and long term debt. 

• Equity - That which is left after liabilities are 
subtracted from assets.  The equity is what the 
shareholders own.   
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Sales 

Return on Equity 

Earnings used to create new assets 

New assets generate more sales 
Earnings 



  57 

Return on Equity 

• The primary test of management economic 
performance is the achievement of a high 
earnings rate on equity capital employed 
(without undue leverage, accounting 
gimmickry, etc.) and NOT the achievement of 
consistent gains in earnings per share. *  

 
• *Warren Buffet, Berkshire Hathaway, 1979 Annual Report 
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Return on Equity 

• We want the numbers to be 
trending up. 

• We look for the number to be as 
large as possible. 

• We compare the ROE to the 
competitors and to the industry 
average.  
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What is a “Good” ROE 

“The investor usually finds the 
greatest opportunity in companies 
where the percent earned on 
equity is above 20 percent.  This is 
a very significant indicator of the 
rate at which shareowner value is 
increasing.” 
Starting and Running A Profitable Investment 
Club, page 96 (1998 edition) 
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Compare the ROE 

Which company does the best job of using your 
equity to grow future returns? 
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ROE 
• A company can increase the ROE in 
three ways: 

 
– increase the net profit margin  

– increase the Asset Turnover rate   

– increase the financial leverage 

 

• If any one of these drops, the ROE could 
go down. 
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Net Profit Margin  

                       Sales 

   Minus          Expenses 

   Equals         Pre-tax Profit 

   Minus          Taxes 

   Equals         Net Profit 

   Net Profit Margin is net profit 
expressed as a percent.   
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Net Profit Margin 

• To find net profit 
margin divide net 
profit by sales 

• The numbers you 
need are found on 
the income 
statement. 

Total Revenues $2,271,052 

Net profit is $234,251 
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ROE 

 

 

• Usually if both the pre-tax profit and the 
Return on Equity drop in the same year, it 
means there is a problem with the net profit 
margin.  The components of Net Profit Margin 
are sales, cost of goods sold, overhead and 
taxes.  

• However in this instance the net profit margin 
was 10% in both 2001 and 2002.  We need to 
look at assets and leverage. 
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Asset Turnover Rate 

• Asset turnover rate tells us how well 
management is using the assets to grow 
sales. 

• Divide sales by assets to find this ratio. 

• Higher numbers are better 

• This number varies from industry to 
industry.  

– Compare companies in the same industry.   
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Asset Turnover Ratio 

• The numbers we need are found on the 
Income Statement and Balance Sheet. 

• In 2001 the Asset Turnover Rate was 
1.24 which means for every dollar of 
assets they generated $1.24 in revenue.   

• In 2002 the Asset Turnover Rate 
dropped to .90. 

– This tells us that equity was invested in 
assets that did not increase future revenue.  
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When the Asset Turnover Rate 
Drops 

• Start by checking these four assets 

– Cash on hand 

– Inventories 

– Receivables 

– Goodwill 

We expect each of these items to 
increase about the same amount as 
sales.   
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Cintas Balance Sheet 

Assets 

Liabilities & 
Shareholder Equity 
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Comparing Assets to Sales 

• In 2002 Cintas revenue grew 5%. 

• Cash on hand dropped. 

• Inventories declined.  

• Receivables grew 15.9% 

• Goodwill grew 448%. 
– Cintas made an acquisition and 
created a lot of goodwill that did not 
produce future revenue.   
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Return on Equity 

• Section 2B in the Stock Selection Guide 
is the only place on the SSG that warns 
you to check these four important items 
on the Balance Sheet 

• Large increases in Cash on hand, 
Inventories, Receivables and Goodwill 
are often very early warning signs of 
problems that are just beginning.   
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Financial Leverage & ROE 

• Financial leverage (borrowing 
money) is not necessarily a bad 
thing.   
– The borrowed money should earn 
more than it costs in interest.   

• Financial leverage can enhance the 
ROE. 

• There is a risk to borrowing money 
– Interest has to be paid. 
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Financial Leverage 

• The Financial Leverage Ratio tells 
us how much a company is using 
borrowed funds. 

 

• Divide the total assets by the 
Shareholder Equity to determine 
the financial leverage. 
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Financial Leverage 

• The financial leverage grew from 
1.42 to 1.76 .   

– This is a significant amount. 

– Long term debt almost tripled. 

– Funds were used for acquisition.  If 
the acquisition adds more to the 
bottom line than the interest costs, it 
will ultimately enhance the ROE. 
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Section 2B Return on Equity 

• Section 2B tells us how good 
management is at using the 
retained earnings, borrowed 
money, and other income to grow 
future sales and earnings. 

• A drop in Section 2B is often an 
early warning sign of a developing 
problem.  
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Conclusions 

• A few extra minutes taking a closer 
look at your Stock Selection Guide 
will disclose any areas where 
problems are developing.   

• Determine what is the cause of the 
problem so that you can make an 
informed decision about whether 
to buy, hold or sell the stock. 


