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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 
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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The Problem

The growth rate of the 
sales has slowed in 
the last few years but 
the growth rate of the 
pre-tax profit and 
earnings have grown 
substantially faster.  

We need to 
understand what is 
happening
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Another Look at the Problem

We like to see earnings 
growing because it will 
eventually mean the price 
of the stock will go up.

If the earnings are growing 
faster than the sales we 
need to find out what the 
company is doing to 
increase the earnings. 

When we know how they 
are growing earnings we 
can decide how long they 
can continue doing it. 
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Earnings Come From Sales

• Earnings come from sales so we 
do not expect them to grow faster 
than sales.        

Sales
Minus Cost of Goods sold
Equals Gross Profit
Minus Overhead
Equals Pre-Tax Profit
Minus  Taxes
Equals Earnings
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Earnings Come From Sales

• Companies can grow their earnings faster 
than sales by doing one or more of the 
following:
– Lowering their tax rate
– Buying back shares
– Cutting the cost of goods sold or the 

overhead so that they are not growing as 
fast as sales or grow the sales faster than 
the CGS or Overhead.

– Raising their prices (this is hard to do if 
they have competition)
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Did They Lower Their Tax Rate?

Check your V. L. Sheet.  This is not the cause of the 
increase in earnings. 
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Are they Buying Back Shares?

Again, Value Line shows this is not the answer. 
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Are They Cutting the Cost of 
Goods Sold or Overhead?

To find the answer we 
must go to their 
Income Statement and 
compare the growth in 
Sales to the growth in 
Cost of Goods Sold 
and the growth in 
Overhead.

Most of the time we will find that the company has cut either the 
Cost of Goods Sold or the Overhead or both.



OKI Tri-State Chapter Education10

Cost of Goods Sold (COGS)
Year 2002 2001

$ B Margin $ B Margin
Sales $22.1 100.0% $18.8 100.0%
    Growth 17.7% 18.1%
COGS $15.7 71.2% $13.5 71.8%
    Change $1.1 -0.6% $0.9 -0.7%
    Growth 16.7% 17.0%
Overhead $4.7 21.5% $4.0 21.4%
    Change $0.7 0.1% $0.7 0.6%
    Growth 18.3% 20.9%
Net Profit $1.0 4.6% $0.8 4.3%
    Change $0.2 0.3% $0.1 0.1%
    Growth 26.4% 20.4%
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Are They Cutting the Cost of 
Overhead?

•Overhead is growing faster than sales.

•Overhead margin is growing.

•When we check the MD&A section of the Annual 
report we read that the increase in Overhead was 
due to increase in payroll and Advertising Costs.
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That leaves only one other answer.

• Somehow, while competing with Home 
Depot, Lowe’s has managed to increase its 
gross profit margin on the items they are 
selling.  

• How are they doing this?
• We find the answer in the Letter from the 

CEO in their Annual Report.
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How Lowe’s Is Increasing Their 
Profit Margin

In other words, they have discovered that people will consider more 
than just price when buying things for their home, and Lowe’s now 
sells more expensive items with higher profit margins.
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Why Bother?

• Why bother to find out how a company 
is growing its earnings faster than the 
sales?

• We do this because knowing where the 
additional earnings growth comes from 
helps us make a better decision about 
the future growth of the company.
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The Issue is Quality

• Quality of Sales
– Goods and services the company 

produces provide high quality sales
– Items that occur rarely or only once 

provide low quality sales.

• Quality of Earnings
– Earnings from routine business have 

high quality
– One time and Pro-Forma earnings have 

low quality.
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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 “Classes 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


