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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™. The views expressed are those of the instructors, commentators, guests and
participants, as the case may be, and do not necessarily represent those of Betterlnvesting. 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.
Betterlnvesting presenters and volunteers are held to a strict code of conduct that precludes benefitting
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.

« National Association of Investors™, Betterlnvesting™ and the Betterinvesting™ Icon are trademarks/registered
trademarks. All rights reserved. © 2021-2025 BetterInvesting™.

- We may be recording this session for our future use. BETTERINVESTING

Golden West Chapter
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Introduction — A financial ratios checklist is great ...

for keeping an investor sane!

to identify one’s own biases in the
Investment process

express an investor’s worldview via
portfolio holdings

to stay within an investor’s circle of
competence



https://www.berkshirehathaway.com/letters/1996.html#:~:text=You%20only%20have%20to%20be%20able%20to%20evaluate%20companies%20%0Awithin%20your%20circle%20of%20competence.
https://www.berkshirehathaway.com/letters/1996.html#:~:text=You%20only%20have%20to%20be%20able%20to%20evaluate%20companies%20%0Awithin%20your%20circle%20of%20competence.

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

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



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.
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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
https://books.google.com/books?id=GmyMxSjnClcC&pg=PA132&lpg=PA132&dq=ellis+traub+barbed+wire&source=bl&ots=rz0gdTfL9C&sig=ACfU3U0S7AKzV4m43wf6QgizFUFmqKYvCw&hl=en&sa=X&ved=2ahUKEwjQgKv8ufj9AhWuiO4BHdzZD_s4FBDoAXoECAIQAw#v=onepage&q=ellis%20traub%20barbed%20wire&f=false

B
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 equity indicates the level of company’s leverage.

“The market, like the Lord, helps those who help themselves. But, unlike the Lord, the market
does not forgive those who know not what they do.” ... Warren Buffett, 1982

“When you mix raisins and turds, you’ve still got turds.” ... Charlie Munger



https://www.berkshirehathaway.com/letters/1982.html#:~:text=The%20market%2C%20like%20the%20Lord%2C%20helps%20%0Athose%20who%20help%20themselves.%20%20But%2C%20unlike%20the%20Lord%2C%20the%20market%20does%20%0Anot%20forgive%20those%20who%20know%20not%20what%20they%20do.
https://quotefancy.com/quote/1562175/Charlie-Munger-When-you-mix-raisins-and-turds-you-ve-still-got-turds#:~:text=%C2%A0Create%20Yours-,%E2%80%9CWhen%20you%20mix%20raisins%20and%20turds%2C%20you%E2%80%99ve%20still%20got%20turds.%E2%80%9D,-%E2%80%94%20Charlie%20Munger

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

0 0 N O Uk

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

) ‘,Financial ratios criteria above are considered for non-financial companies only!


https://books.google.com/books?id=GmyMxSjnClcC&pg=PA132&lpg=PA132&dq=ellis+traub+barbed+wire&source=bl&ots=rz0gdTfL9C&sig=ACfU3U0S7AKzV4m43wf6QgizFUFmqKYvCw&hl=en&sa=X&ved=2ahUKEwjQgKv8ufj9AhWuiO4BHdzZD_s4FBDoAXoECAIQAw#v=onepage&q=ellis%20traub%20barbed%20wire&f=false

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

Morningstar.com = quote = Key Statistics = Profitability and Efficiency

Company 1 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 03/31/2025
Return on Equity % 59.42 69.48 70.39 107.87 143.83 104.38 126.79 145.92 169.28 191.95 188.92

ROE criteria is met; however, notice abnormally high ROE trend? Check to see if you are comfortable with high financial leverage.

Company 2 2015 2016 2017 2018 2019 2020 2021 2022 [ 2023 2024 ] 03/31/2025
Return on Equity % 17.54 19.46 2454 2410 2532 25.02 25.19 26.91 26.88 15.88 24.33

ROE criteria is met; however, downtrend from 2023 to 2024 is concerning.



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

Morningstar.com - quote - Key Statistics = Profitability and Efficiency

Company 1 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 03/31/2025
Return on Invested Capital % 43.81 40.96 36.89 51.99 64.76 39.41 44,94  49.74  54.35 56.72 59.27

ROIC criteria is met and it is unusually high.

Company 2 2015 2016 2017 2018 2019 2020 2021 2022 [ 2023 2024 ]03/31/2025
Return on Invested Capital% 10.86 11.16 15.23 15.59 16.28 16.09 16.41 17.19 17.41 10.83 15.10

ROIC criteria is met; however, downtrend from 2023 to 2024 is concerning.

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.



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

Morningstar.com = quote - Key Statistics - Cash Flow

Company 1 2015 2016 2017 2018 2019 2020 2021 2022
Free Cash Flow/Sales % 38.28 38.07 41.07 38.25 4416  42.59

FCF Margin criteria is met with exceptionally high levels|

2023 2024 03/31/2025
45.80 45.41 43.40 48.23 49.24

Company 2 2015 2016 2017 2018 2019 2020 2021 2022

2023 2024 03/31/2025
Free Cash Flow/Sales % 5.21 4.38 5.75 6.03

6.77 7.83 6.92 7.22 6.91 5.17 6.06
FCF Margin criteria is violated for all the years!

Show me the money! No, no ... show me the free cash!

_ %"4 3



https://books.google.com/books?id=GmyMxSjnClcC&pg=PA132&lpg=PA132&dq=ellis+traub+barbed+wire&source=bl&ots=rz0gdTfL9C&sig=ACfU3U0S7AKzV4m43wf6QgizFUFmqKYvCw&hl=en&sa=X&ved=2ahUKEwjQgKv8ufj9AhWuiO4BHdzZD_s4FBDoAXoECAIQAw#v=onepage&q=ellis%20traub%20barbed%20wire&f=false

Review ..
1. Return on Equity (ROE) > 15%+
2. Return on Invested Capital (ROIC) > 10%+ Y Y
3. FCF/Sales (aka FCF Margin) > 10%+ Y N

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

Charlie and | are not stock-pickers; we are business-pickers.
Warren Buffett, 2022



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.%20Charlie%20understood%20this%20early%3B%20I%20%0Awas%20a%20slow%20learner.%20But%20now%2C%20when%20buying%20companies%20or%20common%20%0Astocks%2C%20we%20look%20for%20first%2Dclass%20businesses%20accompanied%20by%20first%2D%0Aclass%20managements.
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.%20Charlie%20understood%20this%20early%3B%20I%20%0Awas%20a%20slow%20learner.%20But%20now%2C%20when%20buying%20companies%20or%20common%20%0Astocks%2C%20we%20look%20for%20first%2Dclass%20businesses%20accompanied%20by%20first%2D%0Aclass%20managements.
https://www.berkshirehathaway.com/letters/2022ltr.pdf

Examples — (4) CapEx / Sales ...

... lower than 10%, lower than 5% is better

Morningstar.com - quote - Key Statistics - Financial Health

Company 1 2015 2016 2017 2018 2019 2020 2021 2022 2023
Cap Ex as a % of Sales 3.54 3.54 3.38 3.37 4.31 4.63 4.31 4.93 4.34

Criteria is met!

Company 2 2015 2016 2017 2018 2019 2020 2021 2022 2023
Cap Ex as a % of Sales 0.99 0.92 1.01 0.91 0.86 0.80 0.85 0.86 0.91

Criteria is met!

2024 03/31/2025

4.24

2024 03/31/2025

0.87

4.04

0.89



Examples — (5) Free Cash Flow / Net Income ...
... steady or increasing at around 1.0

Morningstar.com - quote = Key Statistics = Cash Flow

Company 1 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 03/31/2025
Free Cash Flow/Net Income 0.97 1.01 1.31 0.98 0.92 1.02 1.00 1.02 0.97 1.06 1.09

FCF/Net Income criteria is met and is stable around 1.00 value!

Company 2 2015 2016 2017 2018 2019 2020 2021 2022 2023 [2024 03/31/2025]
Free Cash Flow/Net Income 1.41 1.15 1.10 1.14 1.18 1.31 1.15 1.16 1.15 1.44 1.12

FCF/Net Income criteria is met and stable around 1.00 value. In fact, it has down trended from 1.44 to 1.12 from 2024 to 03/31/2025, respectively!

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, profitis 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

Examples — (6) Gross Margin ...
... above 50% is good, above 70% is better

Morningstar.com = quote - Key Statistics = Financial Summary

Company 1 2015 2016 2017 2018 2019 2020 2021
Gross Profit Margin % 78.22 79.35 78,50 78,50 79.05 75.25 76.23

Gross Margin criteria is met with all years above higher threshold!

Company 2 2015 2016 2017 2018 2019 2020 2021
Gross Profit Margin % 23.57 23.47 23.37 23.80 23.79 26.06 24.22

Gross Margin criteria is violated for all years!

2022
76.33

2022
24.56

2023
76.01

2023
24.48

2024 03/31/2025
76.31 76.45

2024 03/31/2025
22.33 21.99



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

Morningstar.com = quote - Key Statistics = Financial Summary

Company 1 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 03/31/2025
Operating Margin % 52.31 54.86 53.96 56.01 57.43 53.35 54.16 57.21 58.29  57.97 58.03

Operating Margin criteria is met with all years above higher threshold!

Company 2 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 03/31/2025
Operating Margin % 7.02 7.00 7.56 7.67 8.13 8.71 8.33 8.77 8.71 8.07 8.16

Operating Margin criteria is violated for all years!



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

Morningstar.com = quote - Key Statistics = Financial Summary

Company 1 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 03/31/2025
Net Profit Margin % 39.39 37.67 31.33 39.19 48.08 4190 46.00 44.66 44.61 45.71 45.21
Net Margin criteria is met with all years above higher threshold!

Company 2 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 03/31/2025
Net Profit Margin % 3.74 3.83 5.38 5.47 5.88 6.13 6.17 6.37 6.23 3.81 5.59

Net Margin criteria is violated for all years!



Examples — (9) Return on Assets (ROA) ...
... above 8% is good, above 10% is better

Morningstar.com > quote - Key Statistics = Profitability and Efficiency

Company 1 2015 2016 2017 2018 2019 2020
Return on Asset % 2410 23.23 19.57 25.37 30.01 20.41

ROA criteria is met with all years above higher threshold!

Company 2 2015 2016 2017 2018 2019 2020
Return on Asset % 5.88 5.99 8.06 8.23 8.49 8.30

ROA criteria is violated for 2015, 2016, 2024, 03/31/2025!

2021
24.38

2021
8.44

2022
26.00

2022
8.79

2023
27.58

2023
8.62

2024 03/31/2025

28.44

28.86

[

2024 03/31/202

5.04

7.44

j




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

Morningstar.com = quote = Key Statistics = Financial Health

Company 1 2015 2016 2017 2018 2019
Financial Leverage 2.70 3.30 3.90 4.61 4.96

Financial Leverage criteria is violated for all years!

Company 2 2015 2016 2017 2018 2019
Financial Leverage 3.29 3.21 2.91 2.94 3.02

Financial Leverage criteria is violated for all years!

2020
5.25

2020
3.01

2021
5.15

2021
2.96

2022
6.15

2022
3.16

2023
6.13

2023
3.08

2024 03/31/2025

7.41

2024 03/31/2025

3.22

7.27

3.26



Summary

1. ROE > 15%+

2. ROIC > 10%+ Y Y
3. FCF/Sales (aka FCF Margin) > 10%+ Y N (10)
4. CapEx/Sales — Tc10% v ' - Y ]
5. FCF/Net Income steady at 1.0 Y Y
6. Gross Margin > 50% Y N (10)
7. Operating Margin > 15% Y N (10)
8. Net Margin > 10% Y N (10)
9. Return on Assets (ROA) > 8% Y Y (4)
10. Financial Leverage <2.0 N (10) N (10)
Notes:

1.  External links to Company 1 & 2 may not work in the future!
2. Numbersin red indicate the frequency of financial ratio criteria violations over a period of ten fiscal years.


https://www.morningstar.com/stocks/xnys/ma/key-metrics
https://www.morningstar.com/stocks/xnys/unh/key-metrics
https://books.google.com/books?id=GmyMxSjnClcC&pg=PA132&lpg=PA132&dq=ellis+traub+barbed+wire&source=bl&ots=rz0gdTfL9C&sig=ACfU3U0S7AKzV4m43wf6QgizFUFmqKYvCw&hl=en&sa=X&ved=2ahUKEwjQgKv8ufj9AhWuiO4BHdzZD_s4FBDoAXoECAIQAw#v=onepage&q=ellis%20traub%20barbed%20wire&f=false

Summary — Company 2 — Do Not Cross the Barbed Wire Fence

1. ROE > 15%+

2. ROIC > 10%+ Y Y
3. CF[SaIe (aka FCF Margln) > 10%+ Y N (10)
4 CapEx/Sales - <10% Y

5. FCF/Net Income steady at 1.0 Y

6. Gross Margin > 50% Y

7. Operating Margin > 15% Y

8. Net Margin > 10% Y

9. Return on Assets (ROA) > 8% Y

10. Financial Leverage <2.0 N (10)

Notes:

1.  External links to Company 1 & 2 may not work in the future!
2. Numbersin red indicate the frequency of financial ratio criteria violations over a period of ten fiscal years.


https://www.morningstar.com/stocks/xnys/ma/key-metrics
https://www.morningstar.com/stocks/xnys/unh/key-metrics
https://books.google.com/books?id=GmyMxSjnClcC&pg=PA132&lpg=PA132&dq=ellis+traub+barbed+wire&source=bl&ots=rz0gdTfL9C&sig=ACfU3U0S7AKzV4m43wf6QgizFUFmqKYvCw&hl=en&sa=X&ved=2ahUKEwjQgKv8ufj9AhWuiO4BHdzZD_s4FBDoAXoECAIQAw#v=onepage&q=ellis%20traub%20barbed%20wire&f=false

Conclusion
Where/what is the investment edge?

| Superior Interpretation of Financial Statements?
Helps to some extent but other investors are smarter. The person on
| the other side of the trade may know something that you don’t.

Counting
“Not everything that counts can be counted, and not everything that
can be counted counts.” ... Albert Einstein (Examples CEO, CFO, CRO)

Temperament

“Once you have ordinary intelligence, what you need is the
temperament to control the urges that get other people into trouble
in investing.” ... Warren Buffett



https://www.investor.gov/introduction-investing/investing-basics/glossary/fair-disclosure-regulation-fd
https://quoteinvestigator.com/2010/05/26/everything-counts-einstein/
https://www.google.com/search?q=dennis+kozlowski+party&oq=dennis&aqs=chrome.0.69i59j46i512j46i39j46i67i650j46i67i340i650l2j0i67i650j69i60.3348j0j7&sourceid=chrome&ie=UTF-8#:~:text=Dennis%20Kozlowski%20had%20a%20%242%20million%20party%2C%20and%20Tyco%20picked%20up%20half%20the%20tab.
https://www.google.com/search?q=tyson+cfo+drunk&sxsrf=APwXEdeBaJPD9HE2IZkQ13a3g5yMx6edOQ%3A1679753574606&ei=ZgEfZKTcJP_5kPIP57SfoAE&ved=0ahUKEwikp__Yoff9AhX_PEQIHWfaBxQQ4dUDCBA&uact=5&oq=tyson+cfo+drunk&gs_lcp=Cgxnd3Mtd2l6LXNlcnAQAzIICAAQgAQQsAMyCQgAEAgQHhCwAzIJCAAQCBAeELADMgsIABCKBRCGAxCwAzILCAAQigUQhgMQsAMyCwgAEIoFEIYDELADMgsIABCKBRCGAxCwAzILCAAQigUQhgMQsANKBAhBGAFQAFgAYMwGaABwAHgAgAExiAExkgEBMZgBAMgBCMABAQ&sclient=gws-wiz-serp#:~:text=Tyson%20Foods%20CFO%20arrested%20after%20drunkenly%20entering%20random%20woman%27s%20home%20and%20sleeping%20in%20her%20bed%2C%20police%20say
https://www.sec.gov/Archives/edgar/data/719739/000071973923000032/sivb-20230303.htm#:~:text=Our%20NEOs%20for%202022%20also%20include%20Ms.%20Laura%20Izurieta%2C%20former%20Chief%20Risk%20Officer%2C%20who%20departed%20the%20Company%20in%20October%202022%20and%20ceased%20serving%20in%20her%20role%20as%20Chief%20Risk%20Officer%20on%20April%2029%2C%202022.
https://www.google.com/search?q=warren+buffett+quotes+on+temperament&sxsrf=APwXEdd1VMwLoHyAQq8dMEyWTr41QYkGqg%3A1682287054812&ei=zqlFZJaaMb--kPIPrp6ogA4&ved=0ahUKEwiWub_S_8D-AhU_H0QIHS4PCuAQ4dUDCBA&uact=5&oq=warren+buffett+quotes+on+temperament&gs_lcp=&sclient=gws-wiz-serp&bshm=foot/1#:~:text=Once%20you%20have%20ordinary%20intelligence%2C%20what%20you%20need%20is%20the%20temperament%20to%20control%20the%20urges%20that%20get%20other%20people%20into%20trouble%20in%20investing.
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