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Bakul’s Financial Ratios Checklist:

Makes Evaluating Management Easy

Bakul Lalla
Golden West Chapter

blalla@yahoo.com
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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 Betterlnvesting™ National Association of Investors Corporation (“Bl”). The views
expressed are those of the instructors, commentators, guests and participants, as the case may
be, and do not necessarily represent those of BetterInvesting. Investors should conduct their own
review and analysis of any company of interest before making an investment decision.

- Securities discussed may be held by the instructors in their own personal portfolios or in those of
their clients. Bl presenters and volunteers are held to a strict code of conduct that precludes
benefiting financially from educational presentations or public activities via any Betterinvesting
programs, events and/or educational sessions in which they participate. Any violation is strictly
prohibited and should be reported to the CEO of Betterlnvesting or the Director of Chapter
Relations.

- This presentation may contain images of websites and products or services not endorsed by
Betterinvesting. The presenter is not endorsing or promoting the use of these websites, products
or services.

This session is being recorded for future use.
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Topics Covered




to identify one’s own biases in
the investment process

express an investor’s
worldview via portfolio holdings




Pros and Cons of Financial Ratios

1.Emphasis on fundamentals

2.Focus on quality

3.Importance of consistency

4.Builds confidence in making investment decisions
5.Encourage portfolio weeding/feeding

6.Capital preservation (i.e., loss avoidance) first,
growth/return usually follows over time
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1.Backward looking i.e., no predictive value
2.May introduce personal bias

3.Missed opportunities - error of omission
4.Too restrictive in opportunity set
5.Disruptors could displace incumbents
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Definitions

1. ROE (%): Return on equity shows how much profit a company generates on the money
shareholders have invested in the firm. The calculation is return on assets times financial
leverage.

2. ROIC (%): This figure is the percentage a company earns on its invested capital in a given
year. The calculation is net operating profit after tax (NOPAT) divided by invested capital.

3. Free Cash Flow/Sales (FCF Margin) (%): Amount of free cash flow generated for each dollar

of sales.

, h zé" - _—

4. CapEx/Sales (%): Percent of sales used for internal growth. CapEx is capital deployed in
Property, Plant, and Equipment (PP&E).

5. Free Cash Flow/Net Income: Amount of free cash flow generated for each dollar of profit.
This is also known as the conversion rate. Note: Some companies define conversion rate as
EBITDA/Net Income.



https://www.goodreads.com/quotes/9016061-i-think-that-every-time-you-see-the-word-ebitda#:~:text=I%20think%20that%2C%20every%20time%20you%20see%20the%20word%20EBITDA%2C%20you%20should%20substitute%20the%20words%20%22bullshit%20earnings.%E2%80%9D

Definitions (Cont’d)

6. Gross Margin (%): (Net Sales — Cost of Goods Sold) / Net Sales X 100. Profitability ratio
indicates what’s left after paying for direct cost of doing business.

7. Operating Margin (%): Operating earnings before interest and taxes (EBIT) expressed as a
percentage of revenue.

8. Net Margin (%): Net income divided by sales expressed as a percentage.

9. Return on Assets (%): Net income divided by total assets expressed as a percentage.

10. Financial Leverage: Total assets divided by total shareholder’s equity.




Financial Ratios Checklist

1. Return on Equity (ROE): above 15% is good, above 20% is better
2. Return on Invested Capital (ROIC): above 10% is good, above 12% is better
3. Free Cash Flow/Sales (FCF Margin): above 10% is good, above 15% is better

CapEx/Sales: lower than 10%, lower than 5% is better

Free Cash Flow/Net Income: steady or increasing at around 1.0
Gross Margin: above 50% is good, above 70% is better
Operating Margin: above 15% is good, above 20% is better

Net Margin: above 10% is good, above 15% is better
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Return on assets (ROA): above 8% is good, above 10% is better

10. Financial Leverage: lower than 2.0, lower than 1.75 is better



Examples — (1) Return on Equity (ROE) ...
... above 15% is good, above 20% is better

Morningstar.com - quote - Valuation - Key Statistics - Operating and Efficiency

Company 1 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 Current 5-Yr
Returnon Equity %  16.54 16.25 15.06 14.08 15.02 8.69 18.62 18.12 19.00 32.07 30.80 19.30

ROE down in 2017: tax rate change due to U.S. Tax Cuts and Jobs Act (TCJA). One time hit!

Company 2 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 Current 5-Yr
Returnon Equity % 13.32  13.02 11.36 14.27 10.94 10.10 9.72 10.58 10.77 15.99 15.68 11.43

ROE criteria not met for all years except 2021!

The 2017 red box is an external link that may not work in the future!


https://www.sec.gov/Archives/edgar/data/0001652044/000165204418000007/goog10-kq42017.htm#:~:text=Our%20provision%20for%20income%20taxes%20and%20our%20effective%20tax%20rate%20increased%20from%202016%20to%202017%2C%20due%20to%20the%20Tax%20Act%20that%20was%20enacted%20in%20December%202017.

Examples — (2) Return on Invested Capital (ROIC) ...
... above 10% is good, above 12% is better

Morningstar.com - quote - Valuation - Key Statistics - Operating and Efficiency

Company 1 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 Current 5-Yr
ROIC 14.66 14.52 13.77 12.82 14.02 7.98 17.26 16.15 16.63 28.36 27.25 17.28

ROIC gets a one-time hit in 2017 due to TCJA!

Company 2 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 Current  5-Yr
ROIC 10.78 11.15 10.15 10.98 7.53 7.27 7.40 6.70 6.69 10.43 10.60 7.70

See the ROIC downtrend from 2016 thru 2020 then return above the ROIC requirement?

U.S. GAAP accounting is commonly reported accounting principles (CRAP)! Separate the relevant signal from
the noise (i.e. CRAP) just like separating the wheat from the chaff.


https://www.sec.gov/Archives/edgar/data/0001652044/000165204418000007/goog10-kq42017.htm#:~:text=Our%20provision%20for%20income%20taxes%20and%20our%20effective%20tax%20rate%20increased%20from%202016%20to%202017%2C%20due%20to%20the%20Tax%20Act%20that%20was%20enacted%20in%20December%202017.

Examples — (3) Free Cash Flow / Sales (aka FCF Margin)
... above 10% is good, above 15% is better

—

Morningstar.com - quote - Valuation - Key Statistics - Cash Flow

Company 1 2014-12  2015-12 2016-12 2017-12 2018-12 2019-12 2020-12 2021-12 2013-12 2012-12 ™
Free Cash Flow/Sales % 17.30 21.48 28.61 21.57 16.69 19.14 23.47 26.01 18.89 26.60 25.52

Cash machine, generating gobs of free cash evidenced by a high FCF margin!

Company 2 2012-12 2013-12 2014-12 2015-12 2016-12 2017-12 2018-12 2019-12 2020-12 2021-12 TT™M
Free Cash Flow/Sales % 5.83 6.34 6.11 5.59 2.47 -9.19 -8.89 -4.02 -5.65 -1.21 0.39

FCF margin criteria violation ... do not cross the barbed wire fence!

Show me the sales growth and profit ... no, no. Show me the free cash.
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Review ...

1. ROE > 15%+
2. ROIC > 10%+ Y N
3. FCF/Sales > 10%+ Y N

Call to Action: Put Company 1 in watch list or accumulate if already in
portfolio when price is right!

“It’s far better to buy a wonderful company at a fair price than a fair
company at a wonderful price.”
Warren Buffet, 1989



https://www.berkshirehathaway.com/letters/1989.html#:~:text=It%27s%20far%20%0Abetter%20to%20buy%20a%20wonderful%20company%20at%20a%20fair%20price%20than%20a%20fair%20%0Acompany%20at%20a%20wonderful%20price.
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Examples — (4) CapEx / Sales ...
... lower than 10%, lower than 5% is better

Morningstar.com - quote - Valuation - Key Statistics - Cash Flow

Company 1 2012-01 2013-01 2014-01 2015-01 2016-01 2017-01 2018-01 2019-01 2020-01 2021-01 2022-01 ™
Cap Exas a % of Sales  6.25 4.47 4.76 2.46 1.95 2.23 3.52 4.67 3.88 2.83 3.34 3.70

Meets criteria! ... figure out company’s growth strategy!

Company 2 2012-12 2013-12 2014-12 2015-12 2016-12 2017-12 2018-12 2019-12 2020-12 2021-12 ™M
Cap Ex as a % of Sales 28.03 22.47 22.5 28.84 34.74 34.17 38.29 44.35 41.51 38.71 38.54

Lots of capital going into CapEx i.e., property, plant, and equipment (PP&E), ... capital intensive
business!
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Examples — (5) Free Cash Flow / Net Income ...
... steady or increasing at around 1.0

Morningstar.com - quote - Valuation - Key Statistics - Cash Flow

Company 1 2012-09 2013-09 2014-09 2015-09 2016-09 2017-09 2018-09 2019-09 2020-09 2021-09 ™
Free Cash Flow/Net Income 0.99 1.20 1.26 1.31 1.14 1.05 1.08 1.07 1.28 0.98 1.04

Free cash flow appears to be in a steady range around 1.0 for each dollar of profit!
Company 2 2012-05 2013-05 2014-05 2015-05 2016-05 2017-05 2018-05 2019-05 2020-05 2021-05 TTM
Free Cash Flow/Net Income 0.41 0.84 0.35 0.97 0.49 -0.06 -0.22 0.23 -0.60 0.81 0.59

| am sitting on a barbed wire and hurting ... get me out of here!

This is a litmus test for quality of earnings i.e. it shows how much free cash is generated for
each dollar of profit.

Remember cash is a fact, profit is an opinion!
Alfred Rappaport, Creating Shareholder Value



https://www.amazon.com/Creating-Shareholder-Value-Managers-Investors/dp/0684844109/ref=sr_1_1?crid=34Y8G3XWR7AUO&keywords=creating+shareholder+value+by+rappaport&qid=1657045637&s=books&sprefix=creating+share%2Cstripbooks%2C137&sr=1-1
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Examples — (6) Gross Margin ...
... above 50% is good, above 70% is better
;Morningstar.com —> quote - Valuation - Key Statistics - Operating and Efficiency

Company 1 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 Current 5-Yr
Gross Margin % 58.88 56.78 61.07 62.44 61.08 58.88 56.48 55.58 53.58 56.94 56.93 56.29

Gross margins are healthy and meets criteria!
Company 2 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 Current 5-Yr
Gross Margin % 30.86 30.38 29.53 29.39 29.53 29.68 28.87 29.27 29.76 29.27 29.28 28.3 29.29

Gross margins are healthy but does not meet criteria!



Examples — (7) Operating Margin ...
... above 15% is good, above 20% is better

16

Morningstar.com - quote - Valuation - Key Statistics - Operating and Efficiency

Company 1 2012 2013 2014 2015 2016 2017 2018 2019 2020
Operating Margin % 37.92 34.38 32.11 30.10 24.96 25.16 31.77 34.14 37.03

Operating margin meets criteria!

Company 2 2012 2013 2014 2015 2016 2017 2018 2019 2020
Operating Margin % 14.68 14.58 13.56 12.75 10.96 2.78 -0.51 2.1 -1.47

Operating margin deteriorating trend can get shareowners in trouble!

2021
41.59

2021
6.28

Current
42.56

Current
7.71

5-Yr
33.94

5-Yr
1.84



Examples — (8) Net Margin ...
... above 10% is good, above 15% is better

Morningstar.com - quote - Valuation - Key Statistics - Operating and Efficiency

Company 1 2012 2013 2014 2015 2016 2017 2018 2019
Net Margin % 26.67 21.67 21.61 22.85 21.19 21.09 22.41 21.24

Net margin meets criteria!

Company 2 2012 2013 2014 2015 2016 2017 2018 2019 2020
Net Margin % 10.42 9.51 8.89 8.06 6.95 5.61 3.44 -1.14 -5.50

Net margin does not meet criteria ... get me out of here!

2020
20.91

2021
-1.63

2021
25.88

2022
-7.11

Current
26.41

Current
-7.11

5-Yr
22.31

5-Yr
-2.39
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Examples — (9) Return on Assets (ROA) ...

... above 8% is good, above 10% is better

Morningstar.com - quote - Valuation - Key Statistics - Operating and Efficiency

Company 1 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 Current 5-Yr
Return on Asset % 14.77 16.58 14.02 7.00 9.08 9.75 6.63 14.39 15.07 19.30 22.18 13.03

Healthy ROA except for years 2015 & 2018:

a) 2015: net income was lower than previous years due to impairment charges
b) 2018: one-time TCJA tax rate!

Company 2 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 Current 5-Yr
Return on Asset % 2.00 2.33 1.60 2.33 1.70 2.26 1.88 2.44 0.79 2.29 2.19 1.93

ROA criteria not met ... capital intensive business with recurring reinvestments into PP&E!


https://www.sec.gov/Archives/edgar/data/0000789019/000156459018019062/msft-10k_20180630.htm#:~:text=The%20increase%20in%20our%20effective%20tax%20rate%20for%20fiscal%20year%202018%20compared%20to%20fiscal%20year%202017%20was%20primarily%20due%20to%20the%20net%20charge%20related%20to%20the%20enactment%20of%20the%20TCJA%20in%20fiscal%20year%202018
https://www.sec.gov/Archives/edgar/data/0000789019/000119312515272806/d918813d10k.htm#tx918813_12:~:text=5%2C013-,Impairment%2C%20integration%2C%20and%20restructuring,-10%2C011

Examples — (10) Financial Leverage ...
... lower than 2.0, lower than 1.75 is better

Morningstar.com - quote - Valuation - Key Statistics - Financial Health

Company 1 2012-12 2013-12 2014-12 2015-12 2016-12 2017-12 2018-12 2019-12 2020-12 2021-12 Latest Qtr
Financial Leverage 131 1.27 1.25 1.23 1.20 1.29 131 1.37 1.44 1.43 1.41

Meets criteria!

Company 2 2012-12 2013-12 2014-12 2015-12 2016-12 2017-12 2018-12 2019-12 2020-12 2021-12 Latest Qtr
Financial Leverage 1.73 1.55 1.58 2.04 1.97 1.77 1.70 2.17 2.09 1.99 1.94

Does not meet criteria ... check if company is a serial acquirer ... growth by acquisitions!

Note: Lease assets are required (ASC 842) to be reported on the balance sheet as of 2019. So,
financial leverage will appear to be higher starting in 2019 than previous years.

Almost every financial blow-up is because of leverage.
Seth Klarman



https://www.accruent.com/resources/blog-posts/asc-842-what-why-it-important
http://mastersinvest.com/leveragequotes#:~:text=%22Almost%20every%20financial%20blow%2Dup%20is%20because%20of%20leverage.%22%20Seth%20Klarman
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Poll - Interactive Exercise

S Visa Inc. (V)
VISA ,
Bl Magazine, February 2019

YCVS CVS Health Corp. (CVS)
Heatlth. Bl Magazine, March 2021

The Hershey Co. (HSY)

Bl Magazine, August 2021

20


https://www.morningstar.com/stocks/xnys/v/valuation
https://www.morningstar.com/stocks/xnys/cvs/valuation
https://www.morningstar.com/stocks/xnys/hsy/valuation

Interactive Exercise — Poll (Cont’d) 21

Y

1. ROE > 15%+ Y (1) N
O 2. ROIC > 10%-+ Y (1) N Y
Z 0
o 3. FCF/Sales > 10%-+ Y N Y (1)
wn e SN S IS NS S
Se 4. CapEx/Sales < 10% Y Y Y
o]
=9 . et Income steady at 1.
5 2 5. FCF/Net | d 1.0 Y (3) Y(2) Y(1)
ﬂ %D 6. Gross Margin > 50% Y N N
o
3
E 2 7. Operating Margin > 15% Y N Y
00§
e 8. Net Margin > 10% Y N Y (1)
9. Return on Assets (ROA) > 8% Y (1) N Y
10. Financial Leverage <20 N N N
Notes:

1. Financial ratios on Morningstar are examined for years 2012 thru 2021.
2. Numbers in red indicate the frequency of financial ratio criteria violations.



https://www.morningstar.com/stocks/xnys/v/valuation
https://www.morningstar.com/stocks/xnys/cvs/valuation
https://www.morningstar.com/stocks/xnys/hsy/valuation

B
Conclusion

Where/what is the investment edge?

Information
Advantage
Exists?

Used to exist, but
no longer with the
advent of readily
available
information to
everyone.

Superior
Interpretation
of Financial
Statements?

Helps to some
extent but other
investors are
smarter.

Counting

“Not everything
that can be
counted counts,
and not everything
that counts can be
counted.”

Warren Buffett once said

Be when others
are and
only when others are

Temperament

This is the only
investment edge
left! “To finish
first, you must first
finish,” easier said
than done!



Appendix — Companies in the Examples >

Financial Ratio Company 1 Company 2
DHR

‘0 1. ROE > 15%+ GOOG
Z 2 2. ROIC > 10%-+ GOOG DHR
E E 3. ECF/Sales \ > 10%+ _ w REV
2 % 4. CapEx/Sales | | <10% TGT DUK
% L; 5. ECF/Net Income steady at 1.0 AAPL EDX
— E 6. Gross Margin > 50% GOOG TGT
5 E 7. Operating Margin > 15% MSFET REV
e 8. Net Margin > 10% AAPL BBBY
9. Return on Assets (ROA) > 8% MSFT DUK
10. Financial Leverage <20 GOOG DHR

External links to Company 1 & 2 may not work in the future!



https://www.morningstar.com/stocks/xnas/goog/valuation
https://www.morningstar.com/stocks/xnys/dhr/valuation
https://www.morningstar.com/stocks/xnas/goog/valuation
https://www.morningstar.com/stocks/xnys/dhr/valuation
https://www.morningstar.com/stocks/xnas/goog/valuation
https://www.morningstar.com/stocks/xnys/rev/valuation
https://www.morningstar.com/stocks/xnys/tgt/valuation
https://www.morningstar.com/stocks/xnys/duk/valuation
https://www.morningstar.com/stocks/xnas/aapl/valuation
https://www.morningstar.com/stocks/xnys/fdx/valuation
https://www.morningstar.com/stocks/xnas/goog/valuation
https://www.morningstar.com/stocks/xnys/tgt/valuation
https://www.morningstar.com/stocks/xnas/msft/valuation
https://www.morningstar.com/stocks/xnys/rev/valuation
https://www.morningstar.com/stocks/xnas/aapl/valuation
https://www.morningstar.com/stocks/xnas/bbby/valuation
https://www.morningstar.com/stocks/xnas/msft/valuation
https://www.morningstar.com/stocks/xnys/duk/valuation
https://www.morningstar.com/stocks/xnas/goog/valuation
https://www.morningstar.com/stocks/xnys/dhr/valuation
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Empowering Investors

Thank you for Listening!

Do you have any
questions?

Email: contact@portland.betterinvesting.net
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mailto:contact@portland.betterinvesting.net

Make A Differencel!

Have you benefited from Betterinvesting?

_ Introduce our unique
iInvestment education to others!

Share Betterinvesting materials
with your family and friends!

Betterlnvesting.org/InvestBetter




