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Even if business and competitive conditions appear com-
pletely sound in the long run, it is not desirable to over-
look the market hassards of investments in industries which
are facing sales or earnings difficulties in the immediate
future. Such difficulties may spring from excess inventories,
temporary demand pecularities, labor troubles, or other
sources; however, 1iIn any case, they may cause declines in
the price of the affected securities. |If sales and earnings
prospects are bright, however, there is a corresponding
strong chance for price advances.”
Competitive Conditions
Hie American economy, which is based on the free-enterprise
system, thrives on competition, which in itself provides the
incentive for companies to produce the best product at the lowest
price. Although exceptions do exist, such as the regulated or
natural monopoly industry, the free-enterprise system has
produced results that even the wildest imagination would not have
conceived only a century ago. Om» the other hand, competitive
forces do exist that car. be jua- as destructive as good competitive
conditions car. oe produce-ve.
Destructive competition is most often iour.d when there
is an inability of most firms in an industry to obtain adequate
earnings even when there as a reasonable, favoraoie are.,a in the
demand for the product. The major symptom of an unhealthy,
competitive situation is the existence or a canonie, ex— .Ss«.\e
capacity relative to the current demand for the product. The
result of these conditions is that prices orten decline to

levels which greatly reduce profit margin., -t ;ven the low-cost

firms. The primary cause of this problem is that the productive
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capacity of the industry tends to increa»e at a faster rate than
the aggerate demand for the product.

How is such a situation created? Extreme competition,
in moat instances, 1Is generated iIn industries where it Is easy
for a large number of producers to get into the industry quickly
and easily. Ease of entry is a function of the amount of capital
required to produce on a relatively efficient basis; the ability
to capture sales strictly on a price basis; and the degree to
which processes and products are free to be used by everyone.

Often within an industry one will find firms which possess
a strategic competitive position. This can be the result of tne
company possessing certain natural advantages, such as an
especially favorable location, discoveries of unique supplies
of natural resources, and patent rights. Nevertheless, the latter
is viewed somewhat skeptically —us to the ingenuity of the com-
petitors in side-stepping patent protection.

While it is not possible to foretell accurately the
progress of competitive conditions in the future, a knowledge
of current conditions is important in investment analysis.
Other Factors in Industry Analysis

A brief summary of other factors that enter into
industry analysis will deal with governmental attitudes, per-
manence of the industry, and labor conditions. In industries
which are extensively regulated and in those where there is a

ivunceo trend towards governmental participation, investment

should be viewed with caution. Examples of soc: -leas of govern-

ment interest are public power "facts, public .»casing, sugar



10

production, and transportation. Caution shor®d be used in such
areas primarily because the removal or alteration of the
government®s policies could cause drastic changes in these and
other industries.

In industry today many lines of businesses exist that
are subject to displacement or loss as the result of technological
development, changes in demand patterns, or changes in the law.
Although no one can foresee exactly what will happen in the
future, it becomes necessary to analyse changing patterns in the
economy in order to try to avoid industries on the downgrade.
It would be best to find an industry where there is no foreseeable
substitute.

The last step in industry analysis is to take a brief
look at labor cgnditions that exist in the industry. In an
industry which is found to be _ffectiv&"iy dominated by aggressive
unions, such as the coal mining and ocean shipping iIndustries are,
it is often found to be a relatively insecure place for investment.
This is particularly true if competition can eater from the other
industries or foreign interests. Tut best situation to have
exist from the investor"s standpoint would be as follows:

1. Labor costs represent only a small portion of the

8F ««»TRtieh:

2. Unionism is weak and seems likely to remain so.
3. Mechanization provides a feasible alternative.

4. Labor has a tradition of reasonable attitudes.



CHAPTER 111

FUNDAMENTAL FACTORS IN THE INDIVIDUAL FIRM

Earnings

In the analysis of the individual Tfirm, expected earnings
and dividends are key factors in the current valuation of common
stocks. Earnings rate the primary attention of the analyst since
they are the source from which dividends flow. It is through
the unpredictability of earnings that most of the unstable
characteristics of common stocks arise. In seme cases this
degree of unpred%ctability is so great that it eliminates the
stock from consideration. In ocher Instances, however, pre-
diction of earnings ,,.ay be undertaken with a measure of confidence,

The purchase of common stock is the purchase of the right
to future earnings. Thus, the investor is interested In the
amount, stability, and growth potential of earnings per share
rr. the future. It is necessary. therefore, tor the financial
analyst to be aware of .._us trends aiti changes in cost and
expenses because any one or all three ecu-ti have a significant
effect on future earnings. It _..st also ce kept in mind that
earnings do not necessarily move with or in the same direction
as sales trends.

then analyzing an individual company®s earnings or earning
power, one is often confronted with the question of how factual

11
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and accurate the information is. Tills problem is created be-
cause when one analyzes a company, he draws upon data published
by the company under study or by an investment service.
Therefore, it becomes the task of the investor to determine
whether the reported earnings are realistic or whether they have
been influenced unduly by temporary or nonrecurring changes in
income, cost and expenses, depreciation, and inventory valuation.
In general, if a firm has higher and more stable earnings, then
this particular fine’s value will be greater and more stable.

Another item that will have considerable impact on
reported earnings is the loss carry-back and carry-forward
provision of the Internal Revenue System Code. This allows a
company to curry back a loss incurred in eme year to adjust the
past three years” income and if necessary to write off any re-
maining loss over the next five years. Therefore, earnings will
be over-stated by the amount of the tax credit in the years in
which the tax credit 1. taken. it is quite evident that this
will"net be continued in the future, and an appropriate adjust-
ment must then be made.

Due to the ftr:: that earnings are of major importance
in security analysis, it becos.es necessary to view all earnings,
past, current, and future, with a very critical eye. Having
factual information in all areas avid using good judgment in
oneds stock selections is essential for sound investment

practice.

dividend Attitude

Tor the vast majority of common stocks, the dividend
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record and prospects have always been the most important
factor controlling investment quality and value. The
success of the typical concern has been measured by its
ability to pay liberally and steadily, increasing dividends
on its capital. In the majority of cases, the prices of
common stocks has been influenced more markedly by the
dividend rate rather than by the reported earnings.5
From this statement it can be concluded that the dividend attitude
plays an important role in the price of common stock in the
market. It also revealed that investors gave greater value to
distributed earnings in determining market price than to
retained and reinvested earnings.S

A quotation from John Burr Williams®™ Thcory of
Investment Value will also reflect the value of the dividend
distribution rate on the market value of common stock. The
quotation goes as follows: "a stock is worth the present value
of its future diLidends, with future dividends dependent on
future earnings. Value thus depends on the distribution rate
of earnings, which rate is itself determined by the reinvest-
ment needs of the business.”

However, variation in the dividends—to—earnings ratio
has fluctuated over an extremely wide range from year to year,
company to company, and industry to industry. Tnis avwree O~
uncertainty only adds to the complexity or security analysis.

The current "normal™ payout of earnings seems to be

ranging from fifty to sixty per cent as compared with the

~Graham, Dodd, and Cottle, op. cit., p. 4S0.

6A consideration is the different tax treatment of
dividends as opposea to capital gaint wnerein stockfoo cers in iigl.
tax brackets would most certainly prefer retained earnings.






for the investor to rely basically upon the reputation of the
company"s management and past results.

There are three tests that are typically used to
measure the operating efficiency of management: (1) the
rate of return on net worth over several years as compared
to that of competitors, (2) the sales trends as compared
to that of competitors, (3) the comparative profit margin,
or the ability to produce the maximum amount of profits
per dollar of sales.®

As can be seen iIn reviewing these three tests of the operating
efficiency of management, all are based on past performance;
nevertheless, there is no way to quarantee that these trends,
good or bad, will continue into the future.

A less sophisticated method of judging a company*s
management is by its position in the industry because the
attainment of a dominant position within the industry usually

|
implies that the management was sound. Even the apparently
best performing companies, however, are subject to mis-management.
The major signs of this are usually a declining share of the
market or a decline in the rate of earnings on invested capital.

Even though it is difficult to weigh the management
factor when evaluating & stock for investment, it is of prime
importance that an attempt be made at doing so. This is true

because it iIs the management®s ability and aggressiveness that

the iInvestor is gambling on to generate greater returns on his

investment.

inuncial Statement Analysis

The basic source of an analyst®s information about the

7
Douglas A. Hayes, Investments: Analysis ana Mur.ugement
(2d ed.; New York: Macmillan Co., 1966), p- 190.
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condition of a company is found in two financial statements
which are published as a part of the company’s annual report.
These are the balance sheet and the income statement. These
annual statements are usually supplemented with less detailed
quarterly reports. It is the objective of this section to
define some of the terms employed in the financial reports,
to explain some of the fundamental principles of accounting
theory, and to suggest ways and methods of finding and inter-
preting those facts that have a bearing upon the market value
of common stocks.

Balance sheet.— The balance sheet is a report of a
company®"s total investment at a particular moment in time,
classified first on the basis of use of funds and secondly on
the basis of sourLe of the funds. The first classification is
reported under the heading of Assets, usually listed on the
left hand side and the second is labeled Liabilities, usually
listed or. the right hand side. The assets are usually presented
at cost minus any allowance for depreciation or deterioration.
The liabilities side consists of all debts of the business and
also the net worth or stockholders® interest of the business.

The Assets Section of the balance sheet is usually
presented in the order of liquidity of the assets with current
assets being first, then intermediate assets, and fixed assets
last. The first grouping on the liability sice Is usually the
Current Liabilities Section and consists of those items due to

be paid within a year. The second grouping is the Long-Term

Debt Section which consists of all debts that do not I1u.ll within
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the one year limit as mentioned above. The last section on the
liability side is the Equity Section which is the stockholders®
interest in the business.

In using the balance sheet in security analysis, there
are six types of information and guide lines that the investor
may derive from the balance sheet:

1. It shows in nearly all eases how much capital is

actually invested ir. the business and how the capital

structure is divided between senior issues and common
stock.

2. It reveals the strength or weakness of the working
capital position.

3. It provides a check upon the validity of the earnings

reported in the income account.

h. 1t supplies data to test the true successes or
prosperity of the business, the amount earned or. invested
capital.

5. 1t supplies the basis for analyzing the sources of
income.

6. It supplies the basis for a long-term study of the
relationship between earning power and assets values and
of thegdevelopaent of the financial structure over the
years.

When analyzing the balance sheet, the investor must
determine if the standard accounting practices of valuing
inventories and calculating depreciation have been followed.

It has been the standard practice of business to carry inven-
tories at either cost or market, whichever is lower. While
the standard method of calculating depreciation and other
amortization iIs to write each depreciable item from cost to
salvage value by regular charges against income over the
expected life of cue item, failure on the part of companies to

do so usually result., iIn the overstatement of earnings.

Income state::; — An income statement by definition

Sﬂhaham, Dodd, and Cottle, op. cit., p. 202.
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is an account of a business” operations over a specified period
of time. Although the investor places more emphasis on expected
earnings in the future when determining the value of a stock
rarely can past performance be ignored. This is true because
past performance generally is the major indicator of future
trends of earnings per share. The income statement will also
reveal trends that are taking place iIn sales and expense.
These too, may be important ir. determining the future value
of a stock.

In order to arrive at the indicated earning power for
the period studied, the analyst should follow a standard
procedure consisting of five steps:

1. He will eliminate.nonrecurrent items from a single
year analysis, but he will include most of them in a long-
term analysis.

2. He will exclude deductions or credits arising from
the use of contingency and other arbitrary reserves.

3. Ee will endeavor to place the depreciation (or
amortization) allowance aw, the inventory valuations on a
basis suitable for comparative study.

4. He will adjust the earnings for the operations of
subsidiaries and affiliates to the extent they are not
included but available.

5. He will adjust the income tux deduction to place
it in proper relationships to adjusted earnings before tax.

The earning power of a firm must be put in the right

perspective; a misrepresentation of actual earning power could

lead to the acceptance of poor investment or the rejection of a

good one.

atio Analysis
The security analyst can derive much information from
the balance sheet and the income statement in the form of

several important ratios. 3y comparing facts found on these



19

two financial reports with similar facts reported on prior
statements, the investor may discover important relationships
and significant trends. These relationships and trends may be
of value iIn estimating the extent and effect on fe<'. ve
fluctuations in earnings and dividends. It is largely through
the use of ratios that the analyst compares the data of two or
more companies.

Before entering into ratio analysis, the investor should
be aware of the inherent limitations found in using ratios.
The users of financial data must be alert hi order uo avoid com-
paring unlike things, which would result in reaching invalid

conclusions. Variations iIn accounting memods can also produce

impossible. Thereto slyst must be extremely cautious
when using ratios in the comparison of individual £
hat the investor has available
when analyzing firms for investment and most text books EBVEF
this area quite adequately. A listing of the four fundamental
types into which they are sometimes classified is as to*»ows.
1. Liquidity ratios, which are designed to -assure the
ability of the firm to meet its short-term debts.
Leverage ratios, which measure butions of
owners as compared with the financing provides 0
creditors

3. Activity ratios, which measure how effectively
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the firm is employing its resources.

4. Profitability ratios, which measure management’s
over-all effectiveness as measured by the returns _generated on
sales and investment.

Competitive Position

Size.— In the analysis of common stocks, the investor
is looking for what should prove to be a sound and aggressively
managed company. Thus, the analyst is looking for a company
that has proven its competitive position in the industry. Size
is usually associated with the competitive position of a firm.
However, size alone does not guarantee a profitable level of
operations, but it is generally found that seasoned firms which

ddm*chate in thelP lutubtrt Ui* 4 to u€ bettSIT SthalB to
withstand adversily-

The above statement does not mean to imply that only
relatively few industrial giants are satisfactory for investment,
but that a company should be of reasonably large size and have
had a long record of demonstrated performance to be considered
as a high quality investment. There is a higher mortality
rate of small unseasoned firms and they are more speculative.
Larger firms tend to have, to a greater extent, hedges against
severe adversities in that they are usually more diversified,
have better production facilities and greater ¢ales outlets,

&3 well as having more r sources behind te::,, as a result of
these hedging factors, there tends to be less downward pressure
on the stock prices of large diversified companies on the down-

swing of the business cycle.
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Growth. — The annual growth rate of a firm as a com-
petitive factor is equally, if not more, important than the
company’s size. A company whose recent history and current
experience suggests that continued growth at a high rate is
in store, less per cent or greater, is usually a good one in
which to invest. There is nearly always a reason for growth,
such as good management, good products, or good service to the
customers. A company with rapidly expanding annual sales and
adequate financing would be in a better position to earn money
for the stockholders than a large company in size with no
prospects for growth.

The ideal situation for investment would be a firm with
size and rapidly expanding sales which generate greater earnings.
Tills is true because the size of the firm protects it from wide
fluctuations in economic activity. However, the method of
expansion is of little importance whether it is from within or
through acquisition. What is important is that the company
demonstrates an ability to obtain a larger share of the market
and greater profits.

Diversification.— Diversification of sales has rapidly
become a significant factor in the stabilization ot earnings
within many companies. In the dynamic economy of today, a given
product with a favorable demand outlook is extremely vulnerable
to unexpected developments due to rapidly changing consumer
demand patterns. Consequently, individual companies have found
it advantageous to not only diversify their products but also

their customers.
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In the past, diversification was considered a sound
policy only if the additional lines fell within the same or some
related industry. Today, however, companies are going into
fields completely foreign to their established area. Tnis is
being done primarily through the acquisition of existing
concerns so that experienced personnel will be iImmediately
available.

The theory behind diversification within a company Iis
similar to that which the investor uses in selecting stocks
for his portfolio - the spreading of risk. With commitments
in different industries, there is a better chance that unfavor-
able developments in one area will be offset or attentuated
by better results in the others. This also maktiu it possible
for management to concentrate its attention and additional
capital in the areas which show the most promise in the future.

Research and development.— "In constructing a theory
of economic growth, today®s economist must consider scientific
research and development to be the most important driving
force affecting the present and expected future rate of
growth."*® A quick glance at existing consumer goods today
will reveal that many companies, through research and develop-
ment, are producing products by methods that did not exist ten

years ago. We exist in an era of invention and innovation.
In order for a firm to maintain its competitive position, it
must constantly produce new and improved products, this being

done by new and improved processes.

*"Bruce E. Fredrikson, Frontiers of Investc.c;.t Analysis
Scranton, Pennsylvania: International Textbook Co., 1965),
p- 254.






CHAPTER 1V

EARNINGS FORECAST

The next basic step the analyst must take is the
estimate of future earnings. At this stage, the investor will
inevitably find himself reviewing past and current trends in
the earning pattern within a firm. However, no matter what has
happened iIn the past, it is future earnings and the expectation
about future earnings which really determine the current value
of the common stock in the market. It is these expectations
about future earnings that produce stocks which appear to be
under-valued in the market or conversely which tend to produce
stocks which are over-valued in the market.

When forecasting earnings, the analyst often finds it
necessary to adjust reported earnings either upward or downward
to reflect permanent changes in earnings. Temporary influences
upon earnings should be disregarded in estimating future earnings
as much as possible. These temporary influences upon earnings
will either be the result of changes in income or changes in
expense.

In order to gauge the earnings power and overcome tem-
porary influences, the investor should study the company’s
previous record during a period long enough to cover a full

business cycle. The average income during this period will
24



25

provide some clue to the levels that should prevail in years to
*  *

come. However, averages must he considered iIn conjunction with
trends. The degree of earnings fluctuation also aids in re-
vealing the reliability of the average and of the types of
companies under study. Thus, iIf a company®"s income does not
vary widely, its earnings may be projected more confidently
than iIf the data shows frequent violent swing. Also, stable
earnings may indicate that the company is iIn an area which is
relatively unaffected by business cycle variations.

When estimating future earnings, it was considered
necessary by many to limit these estimates to the fourth cceaing
year; to extend forecasts through the next five to ten years was
considered foolhardy. The problem with this approach is that
it emphasizes the easier solution rather than the more iImportant
and more useful one. Next year®s profits will be of real
importance only if they can be viewed as an indicator of the
longer-term earning power of the company. Thus, it Is suggest-
ed that the analyse extend his forecast to span a five to ten
years period in order to cover the average years of a full
business cycle.

The analyst has many ways available to estimate future
earnings, but there is no one answer to this problem. The
truly astute investor finds it necessary to weigh his earnings
forecasts with the extraneous factors taking place in the
company, in the industry, and ir. the economy. The ability to
detect and appraise the movement of key factors affecting

earnings will lead to more factual and more accurate earnings

forecasts.
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Three methods which the investor may use in fore-
casting earnings are as follows: (JO a forecast of earnings
per share, (2) a forecast based upon the past relationship
between sales and earnings or the line of average relationship,
and (3) an estimate of earnings based upon profit margins and
forecasted sales,

1. A projection of earnings per share is based on the
growth of earnings in the past. This is done by Ffitting a trend
line to the earnings per share and extending earnings into the
future. The major problem in tho.s type of projection is that
factors influencing earnings in the past are subject to change.
Accordingly, it becomes necessary to constantly adjust the
earning trend line.

2. The second method is based upon the expectation of
growth in sales and the relationship between past sales and
earnings. This relationship is found by fitting a trend line
to past sales and projecting it until the line intersects the
forecasted sales. In order to find earnings per share, which
are plotted on the bottom of the chart, a line is drawn down
from the forecasted earnings. This method is also only of value
as long as the variables remain constant and should be used only
in short-range forecasts.

3. In order to arrive at earnings per share in the third
method, it is necessary to forecast sales into the future. Next,
the investor determines an average profit margin. From this,
items such as depreciation, interest, and taxes must be deducted

to obtain net income after taxes for the common stockholders.
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The net income divided by the total number of outstanding
shares results in the earnings per share of ccsamon stock.
However-, in the event that additional stock is issued during
the forecasted period and earnings remain constant, the earnings
per share would have to be adjusted downward. This estimate
is also subject to error because adverse business conditions
may develop which could result in a lower profit margin.

It can be seen that the forecasting of earnings is not
an easy job. The analyst must continuously be on the alert for
factors which will influence earnings and continuously adjust
forecasts for these changes. Also, as the period over which
earnings are forecasted is lengthened, the more vulnerable the
forecast is to error. The best forecast is one that is arrived
at with an open arid objective mind, using all the tools avail-
able and weighing all factors which have an influence upon the

company”s earnings.



CHAPTER V
ERICE-EARNIKGS RATIOS

The final step in security analysis, and in most cases
the most difficult, is determining a price or a price range in
which stock must fall in order to obtain the desired yield if
purchased. Hie tool commonly used to measure the relationship
between per share earnings and the market price of a stock is
the price-earnings ratio. It is calculated by dividing the
market price by eﬁrnings per share. In effect, the ratio is an
indirect way of capitalizing the earnings of a corporation.
Therefore, to express the price-earnings ratio in terms of
percentage earnings on purchase price, it is only necessary to
determine the reciprocal of the ratio.

Until now, the emphasis has been placed upon the fun-
damental factors iIn a company that would insure future earnings.
In short, the company that the investor has been searching for
is the quality company in the industry - one which is fundamental-
ly sound. Why then is price so important? Price is of primary
importance because one can pay too much for even a quality
company .

The difficulty of the problem of determining a price to
pay for a company®s common stock, even a quality company, Iis

emphasized in the following quote:

28
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Quality alone does not prevent the loss of principal in
the stock market. Hie price of common stock changes
frequently. We must be as careful about the price we pay
as we are about seeking companies that are ably managed
and enjoy a strong financial position. Even the common
stocks of the highest quality companies will suffer severe
changes in price. It is a simple matter to find the current
price of a stock. We oust be familiar with the current
price range as well as the range of prices over a period
of time. Each company®s stock has developed its own price
pattern and familiarity with the price history helps in
determining the reasonableness of the present price. In
the final analysis, the reasonableness of the current
price will depend upon what we expect in terms of the
amount, stability, and quality of future earnings and
the expectation of the future price.

The above quote points out the necessity of being
familiar with the current price range as well as past price
ranges of the individual firm. This will aid in determining
whether the price of a stock is high or low and if It _>w .
strength in the qarket. However, it does not reveal if the
stock is high or low in relation to the future earnings of a
company. This is the major problem left to the analyst.

Since the price of a stock is strongly influenced by
the expected earnings of next year, it is wise to compare the
present price to next year"s earnings as well as to the past
year"s earnings. Tee reason for using next year"s earnings
to compare the price-earnings ratio is because other investors
who purchase and sell the stock are doing so on the basis of
next year"s estimated earnings.

The price-earnings ratio is considered as a measure of

¢he degree of confidence the investors have in the future

earnings ability of the company. Therefore, if the uncertainty

**Ainling, op. cit. , p. 382.
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or risk is greater, then the price-earninga ratio will be lower;
if this ratio is higher, then the degree of certainty about
earnings will be. greater. Fundamentally, and in theory, this
is a sound policy, but in the market many companies exist which
sell at higher than justifiable price-earnings ratio with a
significant degree of risk. In these instances, large multipliers
are based solely on the expectation of higher than normal earnings
per share in the future. This type of investment is considered
highly speculative in nature.

Other factors that influence the price-earnings ratio
of a stock, range from the dividend policy to the capital structure.
One will find that growth-type companies tend to see at a higher
price-earnings ratio than an income stock or s company that is
not growing rapidIy- The investor will also pay more for a
dollar of earnings if the company is debt free as compared to
a company with a great deal of debt. In assuming that other
things are equal, one could say that the greater the debt, the
greater the instability of earnings. It is also found that
companies that pay.a higher dividend than their competitor will
tend to sell at a higher price-earnings ratio.

Price-earnings ratios can be baffling or meaningless
unless the earnings figures used are normal and typical.
Thus, it becomes necessary to disregard freak ratios resulting
from unusually large or small earnings in abnormal years. For®
the same reason, the price-earnings ratio of stocks of six xar
small or speculative companies or of companies with erratic

earnings records do not provide dependable data upon which to
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discount rate. The discount rate to be used is the minimum
rate which an individual investor expects to obtain on his
commitment risk considered. There are two inherent problems
that are found in the steps mentioned above: how certain can
one be that the dividend estimates will be realized in the
future, and is the risk factor subject to radical change. The
analyst will again find himself reviewing the fundamental
factors in the individual firm. However, the theory is tased
on what the investor believes the expected dividends are to be
and the certainty or uncertainty of this is the crucial factor
in determining the discount rate.

After the dividend estimate has been made and the
yield rate selected, the investor will next usé the present
value tables. B; discounting the dividends to a present value,

the investor can better determine if the security is a good or

poor investment at the current price.



CHAPTER VI

SUMMARY

As the years pass, one will find an ever-increasing
number of individuals investing their savings in common stock.
The basic reason for this shift in individual savings is a
desire, on the part of the investor, to share in current and
future earnings of many companies. However, it is of major
importance that every investor establish standards by which he
will select the securities for his portfolio.

Presentlyt a majority of security analysts rely
primarily upon the fundamental approach to stock valuation.
Analysts have found that companies which are fundamentally
sound have demonstrated a better ability to preserve their
earning power in the long run. Thus, they are considered to be
better investments with less risk involved.

The fundamentalist begins by analyzing important factors,
which exist in the economy, that could have an effect upon the
level of the stock market. Such factors which the investor
needs to evaluate are the future growth rate of the economy
plus governmental attitude toward business. Knowledge of what the
expected growth rate for the economy is will aid the investor
in determining what he should expect from a particular industry

or from an individual firm. The government"s attitude toward






35
in earnings and iIn dividends is often an indication of what the
investor can expect in the future.

Management®s ability is a factor about which little
tangible information is available, but it is of extreme im-
portance. The investor should be primarily interested in
finding a company whose management is aggressive and has
demonstrated its ability to make the firm grow in size and in
earnings.

When reviewing the fundamental strength of the individual
firm, the analyst uses the financial statements as his basic
source of information. By comparing facts found in the form of
ratios on the income statement and the balance sheet, the
investor can realize that these statements® value is even more
significant. Raéios are often used in financial analysis because
they more readily reveal important trends and fluctuations between
financial data.

The purchase of a stock is the purchase of future
earnings. Thus, it becomes necessary for the investor to use
some method to forecast these future earnings. It is also
important that the forecast be adjusted as much as possible
for temporary influences in iIncome. Forecasts should normally
be projected to cover a five to ten year period in order to
arrive at a more normal earning figure. Forecasts of this
length are used because they cover the full swing of the
average business cycle.

The final step tn stock selection is determining the

price or price range at which to buy the stock. The selection
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of the appropriate price-earnings ratio is generally a difficult
problem because one can pay too much for even a quality
company. The price-earnings ratio is considered to be a measure
of the degree of confidence the investor has in the future
earnings ability of the company.

In determining the current value of a stock, many
investors use the present value theory. This theory holds that
the investment worth of a share of stock iIs the total of future
benefits (whether as dividends or return of principal) expected
from it, discounted at an appropriate yield rate consistent with
risk. Here again, it is left to the subjective judgment of the
investor to determine the appropriate rate consistent with the
risk he can assume.

|

In the final analysis it is found that the investor is
searching for a fundamenttally sound company which will return
the desired yield consistent with risk; the end result will be
based upon how well he has appraised each and every factor that
influences the company®s earning power. However, one cannot be
assured that all stocks that are .selected will return the

desired results, but in the long run, investments which are

made in fundamentally sound companies will pay off.
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