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Two Big Ones

e The “Preferred Procedure is “Too
Hard” to mess with

e The upside/downside (U/D) ratio
properly measures risk in buying a
stock

— Corollary: Price zoning is flawed as
well
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Disclaimer

e 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.
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Bl Myth #1

« Remember, our ultimate goal is to
project potential high EPS figure in five
years, not a growth rate

* Three broad ways to do this:

- Applying a projected EPS rate of increase
to historical results (probably most
common)

- Preferred Procedure (based on projected
sales growth)

- Use analyst projections
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Bl Myth #1

e The “Preferred Procedure is “Too
Hard” to mess with
- Not sacrosanct, some truly disagree,
but very widely held

- Largely a result of misunderstanding
what’s going on with all methods of
projecting future EPS
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Bl Myth #1

* Preferred Procedure involves four
judgments:

- Projected total sales/revenues five
years out

- Projected pre-tax profit margin in five
years

- Projected income tax rate five years
out

- Projected shares in five years
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Bl Myth #1
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Bl Myth #1 Bl Myth #1
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Bl Myth #1 Bl Myth #1

« Other considerations:

— Historical sales often more consistent than
EPS
* Thus growth rate can be easier to project

— Where do you start the EPS future trend
line?
» Last fiscal year (usual method), last

fiscal quarter or end of historical trend

e Some reasons given not to use the
Preferred Procedure:

- “It results in projected EPS being too
‘low’ ”
e Usually caused simply by using
“defaults” - projecting current into

future line?
e Could be a good reason to use the = :;S{ rf?a:jly not “harder,” just a little more
etaille

Preferred Procedure
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Bl Myth #1

And realize...

The “Preferred Procedure” really was preferred

“Usually it is better to estimate EPS five years in the future
by applying profit and tax margins to the projected sales
five years in the future rather than by drawing an EPS trend
line.” [emphasis added]

— George Nicholson, NAIC Investors Manual, 1st Edition
(1984), page 53.
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Bl Myth #2

e The upside/downside (U/D) ratio
properly measures risk in buying a
stock
- First, volatility isn’t risk
- Second, U/D ratio doesn’t take into

account dividend payments

e Thus, useless in comparing stocks
with different dividend yields
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Bl Myth #1

There was NO earnings per share
graph and trend on early SSGs!
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Bl Myth #2A

e Corollary:
— Zoning based on low price as well
— Same problem with rationally
projecting irrationality

— Omission of dividends can impact as
well
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Bl Myth #2

e The upside/downside (U/D) ratio
properly measures risk in buying a
stock

- Finally, you can’t rationally quantify
market irrationality on either high
(exuberant) or low (pessimistic) end
* Just how well did your projected

low prices hold up in 2008-2009?
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Questions?

18

2010 Betterinvesting National Convention — St. Louis, MO




