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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 BetterInvestingTM National 
Association of Investors Corporation (“BI”).  The views expressed are those 
of the instructors, commentators, guests and participants, as the case may 
be, and do not necessarily represent those of BetterInvestingTM. 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.  BI 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 
BetterInvesting or the Director of Chapter Relations. 
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Disclaimer
• 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 presentation uses older examples prepared using 
various software.  Older examples are used in order to 
prevent the examples from being used for current 
investment decisions without proper updating and 
study.  The instructors makes no representation that 
the software used for the examples is still being used 
for their own stock studies.

• This session is being recorded for future use.
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Objectives
 What Preferred Procedure is

 Why use Preferred Procedure?

 The relationship of the Income Statement, 
Preferred Procedure and the Stock            
Selection Guide (SSG)

 Understanding the relationships on the              
SSG and what you need to research

 Working with Preferred Dividends
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Preferred Procedure

Preferred Procedure is also known as:
“The Business Model”

It is based on a 
“SIMPLIFIED” Income Statement.
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The Income Statement

The Income Statement may also be 
referred to as Statement of Earnings or 

Statement of Operations .
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The Income Statement

 Gives one important perspective on the health of a 
business -- its profitability.

 Measures a company’s performance over a 
specified period of time.  For example:
 Annual: Fifty-two weeks ended Sept. 24, 2011
 Quarter: Thirteen weeks ended March 24, 2012
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The Income Statement
Provides information on:

 How a company performed, where it is 
heading, and what future cash flow or 
profitability might be.

 Ability of managers to make sales, control 
expenses, and thereby earn a profit.

 Growth trends in Sales and Net Income ,
which are particularly important to watch.
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The Income Statement 

 I’ve done my homework and researched 
the company.

 I’ve collected data.
 I have 10 years of Income Statements?  

What do I do with them??

What is the best way to study my   
10 years of Income Statements?
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Net Sales1
- Expenses2

Earnings Before Provision for Income Taxes3

The Simplified Income 
Statement

- Taxes4

Net Earnings5
÷ Diluted Weighted Average Common Shares6

Diluted Earnings Per Share (EPS)7
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Sales (1)

= Pre-tax 
Profits (3)

Minus taxes (4)

Divided by shrs.(6)

= EPS (7)

Minus Expenses (2)
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Note: Earlier versions of Toolkit 
did not show Net Income (5)                

= Net Income (5)

The Simplified Income 
Statement
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Sales (1)

= Pre-tax 
Profits (3)

Minus taxes (4)

Divided by shrs.(6)

= EPS (7)

The Simplified Income 
Statement

Minus Expenses (2)
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Note: Earlier versions of Toolkit 
did not show Net Income (5)                
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Why Use Preferred Procedure?

 Often EPS is not as well behaved as Sales

 EPS is affected by:
– Sales
– Profit Margins, 
– Tax Rates, and 
– Shares Outstanding
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Why Use Preferred Procedure

 By looking at each component 
we get a better picture of what 
future EPS might reasonably 
be.

 For a less consistent EPS
history, Preferred Procedure 
can help focus a future EPS 
estimate.
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Sales
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Pre-Tax Profit
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Pre-Tax Profit                                     $10,229.9   
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Tax Rate
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Preferred Dividends
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Shares Outstanding
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EPS Five Years in the Future
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Note:    Pre-Tax Profit is not shown.
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Questions?
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LET’S TAKE A CLOSER LOOK
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What is our first 
(top) line?
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1st step down the 
Income Statement

Results in 
Gross Profit .

Cost of 
Sales
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Expenses to operate 
the business –
Operating Expenses.

Results in 
Operating Income.

Next step down the 
Income Statement
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It’s Simple

Net Sales
- Cost of Sales
= Gross Profit

- Selling Expenses
- General and Administrative Exp.
= Operating Income

===============
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The Non -Operating Section
 This section frequently consists primarily of 

Interest (or Other) Income and Interest Expense.

 Interest and investment income is earned and 
reported when a company invests in 
certificates of deposits, treasury bills or notes, 
or the stocks and bonds of other companies. 

 Interest Expense is a payment that the 
company makes for the use of another 
company’s money (for example: notes, 
mortgages, and bonds).
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Non-Operating Items 
(May be income or 
expense items).

Results in 
Income before 
income taxes.

Next step down the 
Income Statement
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We are going to call 
this entire section 
“Expenses”
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Income Before Income Taxes

We know Income Before Income 
Taxes by another name !!!

Pre-tax Profit
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Pre-tax Profit

34

What is the 
second line?
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What is Happening?
The distance between the Sales line 
and the Pre-tax Profit line is 
changing. What might be the cause?
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One or more of the items 
in the box is changing!
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Expenses !
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Let’s Look a Little Closer 
(Option 1)

2010

2011

From 2010 to 2011 
Sales and Pre-tax 
Profit moved 
closer!

The space between 
the lines –
Expenses 
– got smaller
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Move the lines so that the first year of data overlaps

First Year 
Data

Which grew 
faster?

37

Let’s Look a Little Closer 
(Option 2)
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Move the trend lines so that the first year overlaps

First Year 
of Trend 
Lines

Which grew 
faster?
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Let’s Look a Little Closer 
(Option 3)
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Questions?
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Income taxes

Results in 
Net Income . 

Next step down the 
Income Statement
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The distance between the 
Pre-tax Profit line and the 
Net Income line is 
changing. What might be 
the cause?

What is Happening?
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Only one thing is 
happening in between!

42

Taxes !
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2010

2011

From 2010 to 2011 
Pre-tax Profit and net 
income moved closer!

Let’s Look a Little Closer
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Final step down the 
Income Statement

Shares Outstanding

Results in
Net Income 
Per Share . 
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What is our 
final line?
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The distance between the Net 
Income line and the Earnings 
Per Share line is changing. 
What might be the cause?

What is Happening?
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Only one thing is 
happening in between!

46

Shares Outstanding !

5

6

7



What They Don’t Teach at BINC

Why Two Different 
Earnings Per Share ?

 What is the difference between Diluted
Earnings Per Share and Basic Earnings 
Per Share ?

 Which one do we use?
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Dilution
 Dilution occurs when there are “Dilutive Securities ”. 

 These are securities that:
 Are not common stock.
 Allow the owner to obtain common stock when they 

exercise an option or conversion privilege.

 The most common are stock options, warrants, 
convertible debt or convertible preferred shares.

 The earnings of the company would be spread over more 
shares (diluted) if the dilutive securities were converted.
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If we have three shares outstanding, how 
big is every share?

Why Do We Care?
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If we potentially have five more shares 
outstanding, how big is every share?

Why Do We Care?
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Dilution reduces the size of our piece of the pie.

Before Dilution After Dilution

Why Do We Care?
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Which Weighted Average Shares?
 We will use the Diluted Weighted Average Shares 

Outstanding !
 Why?
 Spreading the earnings over more shares gives 

us a lower, more conservative Earnings Per 
Share .

 Note: In the calculation, any securities that would 
not be converted at the period end stock price are 
ignored.  
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Questions?
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Reality Check
 We easily see what to focus on using Part 1 of the 

SSG, “Growth Analysis”.
 The SSG tells you which items on the Income 

Statement to focus on.
 We can isolate what is changing by looking at 

each set of lines.
 This points us to the items we need to study and 

understand and consider in projecting the future.
 Try looking in the Annual Report at Management’s 

Discussion and Analysis (MD&A).

 We can then project our future EPS by evaluating 
each component of the preferred procedure.
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EPS Five Years in the Future

-
-
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What are we 
trying to 
accomplish 
by using the 
SSG?
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We are projecting Sales and Earnings 
Per Share 5 years into the future!

The top of our Income Statement (Sales ) 
and the bottom (Earnings Per Share )
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USING PREFERRED PROCEDURE – WE CAN !

We want to determine what we expect 
our Income Statement to look like 5 
years from now!!
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How Do We Use This?
 We try to understand how the company has grown 

historically.
 We try to understand where things have changed over 

time:
 Sales
 Expenses
 Pre-Tax Profit 

 We use this information to help us project how the 
Income Statement might change over the next 5 years.

 Taxes Paid

 Net Income

 Shares Outstanding

 Earnings Per share
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EPS Five Years in the Future

-
-
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Our expected 
Income Statement 
5 years from now !
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What Do You Do with
Preferred Dividends ?

 Preferred dividends must be paid to preferred 
shareholders before common shareholders get 
paid.

 To common shareholders, it is the equivalent of 
an expense.

 Estimate the preferred dividends five years in 
the future and subtract them from earnings 
before dividing by shares outstanding.
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Summary

In this hour we’ve touched on:
• What preferred procedure is.
• The relationship of the Income Statement, 

the SSG and preferred procedure.
• Why we should use preferred procedure.
• Understanding the relationship between 

the lines on the SSG graph.
• Working with preferred dividends.
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Special Thanks
Ron Bruyn, Director, Orange County Chapter
Linda Glein, Director, Puget Sound Chapter
Claire Struthers, Director, Heartland Chapter

Joe Smith, New Jersey

These are all special people whose work 
contributed to this session and who passed their 
knowledge of BetterInvesting methodology to me.

64



What They Don’t Teach at BINC

Make A Difference In 
Someone’s Life

If you have benefited from
BETTERINVESTING,

please pick up some
BETTERINVESTING

materials
and introduce others to this dynamic 

investment education opportunity!
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Questions or Comments?
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ah@cpabe.com
Avi Horwitz


