
Management and 

Return on Equity  

Mini Investment Class

by the OKI Tri-State Chapter
Courtesy Cincinnati Model Investment Club and Money Tree Investment Club   
Based on Original Presentation by Gretchen and Jim Hurt

Revised 3/1/11 by Sandy and Bob Lowery



2 OKI Tri-State Chapter Education

Disclaimer
• The information in this presentation is for educational 

purposes only and is not intended to be a 

recommendation to purchase or sell any of the stocks, 

mutual funds, or other securities that may be 

referenced.  The securities of companies referenced or 

featured in the seminar materials are for illustrative 

purposes only and are not to be considered endorsed 

or recommended for purchase or sale by 

BetterInvesting™ National Association of Investors 

Corporation (“BI”) or the National Investors 

Association, or the OKI Chapter Board.  The views 

expressed are those of the instructors and do not 

necessarily represent those of BetterInvesting™, or 

OKI.  Investors should conduct their own review and 

analysis of any company of interest before making an 

investment decision.
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Return on Equity 

• Return on equity measures how well 
management uses the assets of the 
company to create sales. 

• Earnings come from the sales.  
• The Asset Turnover Rate allows us to see 

how well management is using the assets 
to create sales.
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Asset Turnover Rate

• Asset Turnover Rate is the amount of 
sales created by each dollar of assets 
(sales divided by assets).

• A decline in Asset Turnover Rate probably 
means management is investing in non-
productive assets.
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ROE Declines

In this example Pre-Tax Profit stayed even, 
but Return on Equity took a big drop. This is 
a good indication that the problem was not 
in the net profit margin.
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Asset Turnover Rate 
Declines

The change does not appear to be large 
but if you think of it in the following way 
you will see it is a significant change.  For 
every dollar of assets, the company 
generated 3 cents less in sales in 2002.
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Asset Turnover Rate

Sales grew 9% and Assets grew 11%.  
Which of the above items created the 
problem with Asset Turnover Rate?
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Questions to Research

Cash- We expect management to use the cash 
on hand to grow the assets such as building a 
new plant or or making an acquisition.  These 
items would show up on the balance sheet.  
Management should pay cost of goods sold, 
overhead, taxes, and dividends out of revenues 
from sales.  

Did management spend the cash on hand on 
productive assets?
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Questions to Research 
Accounts Receivable - If customers are not paying their 
bills in a timely manner, why not?  Is management 
stuffing the pipeline?  This allows the company to book a 
sale which makes the revenues look good.

If Accounts Receivable were increasing we 
would want to know why.

Inventories - If inventories are building up, is 
obsolescence going to be a problem? Why aren’t the 
products selling?  Money tied up in inventory is money 
that often could be put to better use.

Why are Inventories increasing?
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Questions to Research

Goodwill - the excess value of an asset beyond its book 
value.  When companies make an acquisition of another 
company there will often be a large increase in goodwill 
on the balance sheet.  

Goodwill no longer has to be depreciated as long as the 
goodwill is an accurate reflection of the true value of the 
asset.  But if the goodwill is not a true reflection of the 
value, it must be written off of profits.

Does this additional goodwill reflect the true value of the 
acquisition or will it have to be written off at some future 
time?  
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Questions to Research

• Questions about items on the balance 
sheet are often much harder to answer.

• Three additional places that may provide 
additional information to help you 
determine how serious the problems are:
– Cash Flow Statement
– Footnotes in the Annual Report
– Call Investor Relations
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Why bother with 
Asset Turnover Rate?

• Large increases in inventory, accounts 
receivable and goodwill are non-
productive assets.

• A decrease in cash on hand could be an 
early warning sign of serious cash flow 
problems developing in a company.
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When There Are Balance 
Sheet Concerns

• Find as much information as you can 
about the problem(s).  Call Investor 
Relations!

• Decide how long you are going to give the 
company to fix the problem(s).

• Closely monitor the situation every 
quarter.  

• If things do not improve, consider selling. 
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Good management 
makes for a good 

investment.
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Cincinnati:

Mary Thomas
Mcthomasp@fuse.net

Dayton: 

Gene Senter
EMIDDLE42@aol.com

Columbus:

Dianne Jordan
dijord00@aol.com

Contact the OKI Chapter Board for a One Hour “Class es to Clubs”

(We Bring OKI Classes Directly to Your Club) Or

Attend One of our OKI Special Events or Edufests

For more ways to learn:
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And . . . Don’t Forget 

The OKI Online Classes

Learn From The Comfort 
Of Your Own Home - For Details:

Refer To Your Printed
OKI Newsletter

Or Visit The OKI Website:
www.betterinvesting.org/okitri


