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When we analyze a stock, we examine several values before we purchase it.  Estimated Future Earnings is one these figures. Analysts and investors watch EPS vigilantly, because, over time, stock price usually follow where EPS leads.
· The value of a stock is measured by the multiple of earnings (PE) that investors are willing to pay for it.

· The value of your investment grows when the company’s earnings grow at a rate that increases the value of the stock at approximately the same rate.

· The rate of earnings growth depends upon the rate of sales growth but can, for a limited period, vary above or below it.

· Earnings per share is affected by expenses and by changes in the number of shares outstanding.

· We are interested in finding companies that are capable of producing earnings growth sufficient to double your investment about every five years.

Where does the earning come from?

Earnings: Subtract taxes from Pre-tax profit: Net Profit or Net Earnings 

Pre-tax Profit (PTP) money left over from sales after subtracting cost and expenses
so, Earnings are in direct relations with the Sales.

Management can distribute earnings to stockholders as dividends or reinvest the earnings into the business to fund future growth or. e.g., pharmaceuticals and computer companies (R&D).
Increasing Earnings = increase Dividends (good source of income at retirement time) payments over time = less reinvestment in the company = slower or no growth of the company.  So for a higher growth and return, it is better to invest in a company that does not pay dividends.
Earnings Per Share (EPS):  the net profit divided by the total number of shares outstanding – or the portion of earnings that you as the owner of one share of stock can gain.   

EPS can be reported as basic  and as diluted.  We are interested in diluted EPS.

Earnings Per Share:  are the quarterly earnings on a per share basis.  If you study a stock late in its fiscal year or the company grows quickly, the values from last four quarters EPS give you a more realistic view of the company’s earnings instead of the EPS for the most recent fiscal year.  
Some companies perform better at certain times of the year.  e.g., toy stores do most of their business right before Christmas, whereas home improvement stores are busiest in the spring and summer.  By comparing the most recent quarter to the same quarter a year ago, you compare quarters with similar business activity.

Stocks  Price could be influenced positively or negatively by the events and news.  To find out what is happening, you could refer to the following sources:

Company’s web site

Annual Reports (10-K SEC): comes out once a year, but it is not up-to-date.
Quarterly Reports (10-Q SEC): appear each quarter or every three months, but It is not up-to-date.

Value Line: reports appear every 13 weeks, but it is not up-to-date.
Big things (good or bad) can happen in the time between these reports.

Good news can boost a stock’s price.  However, bad news usually has a faster, and often  more pronounced, effect on price.  If a stock that you are studying or watching drops in price, turn to the news to see if it is a bad news (lower sales, EPS, or profit margins, or other declining fundamentals).   You might find that the news is just a noise and the market has overreacted.  In this case you might found a great opportunity to buy a great stock at a low price.

Internet is a great source for the up-to-the minute news.  
Web sites such as: www.rueters.com;   www.quicken.com; www.thestreet.com; www.moneycentral.msn.com offer news from many sources.  In addition, you can instruct some sites to send you e-mail with late-breaking news on any company that interests you.
Read Wall Street Journal (the business section of newspapers) or financial magazines, such as Fortune, to keep current on your stocks and watch lists.

The Letter to Shareholder: is the CEO’s message to the people who own the company.  Certainly, CEOs aren’t always forthcoming about problems.  But, the tone and content of the “Letter to Shareholders” says a lot. If the company has problems, the CEO should address them and explain what the company is doing to resolve them.  If everything is peachy, the CEO might talk about the plans for producing results that are more grandiose in the future.  Some CEOs predict the company’s future growth rate.  Of course, they are not always right.  But, a CEO’s estimate is an insider’s perspective.
Estimating Future Growth Rate:  You can not pick future growth rate simply based on history.  You have to get to know the company and how they have or will achieved their growth.. 
Organic Growth = The healthiest growth in revenues, is created either by marketing, or research and development.

Growth by Acquisition = Effective, but perhaps less healthy growth (may inherit the problems of the new company)

Growth by raising the price = very risky, since the competition will limit it.

Questions to be asked:  
· Is the growth organic? Or it is coming from acquisitions? 
· Is the company adding new products or invading new markets?  How aggressive is the company’s international business and possibility of expansion?  
· What are the company’s barriers to competition?

Many times earnings will show growth despite the fact that neither sales nor profit margins have grown. In fact either or both may have declined.  Only explanation is : share  repurchase.  This is opposite to dilution.

Determining the Potential Risk:

Evaluating risks, like estimating return, has several logical but simple steps:

· Estimating the future low earnings

· Estimating the future low PE

· Calculating the risk
Estimating Sales Growth:  Find out what contribute to the growth of the company in the past:

· Products; good manager; or acquisitions.

· Decide if the company is likely to continue their growth, slow down or, in some cases, grow faster.

· Threats such as competition; or expiring patents might dampen growth in the future.

· Growing market share; productive R&D or cost cutting initiatives can boost growth.

Questions to be asked :
· How much does the company spend on research and development?  Is that amount above or below the industry average?
· How much revenue comes from recent products or services?

· Does company have patents about to expire?

· Is the management that produced growth still in place?  How close are they to retirement?

· How much competition does the company have?  Should they expect more or less in the future?

· Has the company increased the market share?

· Has it purchased one or more other companies?

· Does the company face any significant lawsuits?

Making adjustments: 

· Steady growth: When a company grows steadily over 10 years, you can usually assume that the trend will continue.  Simply use the historical growth rate for the estimated future growth rate, with perhaps a slight downward adjustment to reflect anticipated slowing.
· Irregular growth: if sales and EPS skitter above and below the trend line, you might want to reduce your estimated growth rate by one or more percentage points to buffer against a company’s unpredictability.  If growth is too irregular, look for another company to study.

· Slowing growth: If growth is slowing, don’t use the 10-year average growth for your estimated future growth rate.  Check the growth rate for the past three years.  To be conservative, choose a growth rate even lower than the three-year growth rate.  Also, look at the growth rate in the recent quarterly figures. If the growth rate has slowed further, be even more conservative with your estimate. e.g., The company’s growth has slowed from 25% over 10 years to 15% for the past three years, and 12% in the most recent quarter from the year-ago quarter, you might want to estimate future growth at 10% or below.
Never estimate sales and EPS growth above 20%.  That level of growth is difficult to sustain over a long period of time, particularly as a company gets larger.
Before you proceed to estimating future EPS growth, consider whether the estimated future sales growth rate is sufficient for a company of its size.

Estimating Future EPS Growth:

In many cases, you can estimate EPS growth rate similarly to sales.  However, EPS growth can differ from sales because of:

· Rising or decreasing expenses

· Share buy backs or dilutions (preferred stocks, convertible debentures, issuing stock options as compensations )
· Change in tax rates

As a general rule:

· Don’t estimate EPS growth at a rate faster than sales growth.   For whatever reason, a higher EPS rate than Sales is not sustainable.  Eventually, EPS growth will drop to the same or lower rate than sales.  
· If you do forecast EPS faster than sales, make sure that the factors that contribute to EPS growth will continue for at least five more years.
· EPS might grow faster than sales for a time, but that can’t last forever.  Companies can only buy back so many shares, cut costs so low, or increase its profit margins so high.  Eventually, EPS growth will meet or slide below the rate of sales growth.  
· A Deficit in EPS, shown by a negative number for EPS, means that the company LOST  money.  Value  Line denotes  a deficit by a small letter d before the number. A deficit is a Red Flag.   You can search the annual report or ask the company’s investors relations department and find out why. Or better yet, look for another company to study.

Calculating EPS:  Net income divided by the number of shares outstanding.  
EPS shows how much of the company’s earnings are attributable to each share of stock.
When profit margin stars to drop, the company keeps less money from each dollar of sales, which eventually reduces the margins. If you think that profit margins could drop in the future, go back and scrutinize your estimated future EPS growth rate.  When profit margins are poised to fall, the EPS growth rate should be probably lower than that of sales.

Using the preferred procedure to check EPS growth:

After calculating the PTP in section 2 of SSG form, you can corroborate your estimate of EPS five years out using the NAIC Preferred Procedure.   The preferred Procedure is a method for calculating EPS from sales, which are easier to predict.  You can apply estimates for a company’s future profit margins, taxes, dividends from preferred shares, and the number of common shares outstanding to determine the EPS in the future.

You can apply judgment to each step of the Preferred Procedure to hone in on future EPS.  e.g., if the pre-tax profit on sales percentage has been dropping steadily, you can use a lower value to calculate the pre-tax profit.  If the tax rate or number of shares has been increasing, you can adjust those numbers to calculate net profit or EPS.
Check the following points before you move further:

· Is the company growing sales and EPS at a consistent pace?

· Are sales and EPS growing fast enough for a company of that size?

· Are the pre-tax profit margins above the average for the industry and increasing steadily?

· Is the return on equity above the industry average and increasing steadily?

· If you don’t get the answers you want for these questions, stop the study right here and look for another stock to analyze.

The Estimated Future Earnings could be extracted from Value Line and internet sources.

