CHAPTER 5

Understanding Growth

Growth can be defined as an increase in whatever data you’re looking at
over a period of time. When you study a company, you're looking for the results
of management at work — an increase in sales and earnings, quarter after quarter,
year after year. This is the basis for your confidence in a company and its ability
to grow and make money for you. Remember: Your investment performance is
directly related to the company’s ability to generate a consistent increase in its
earnings. As its earnings grow, so will its price. And the value of its shares is best
measured by the multiple of earnings (P/E) investors are willing to pay for them.
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Sales Growth

Although it's the growth of earnings that promises to double the value of your
stock over a five-year period, earnings can’t grow without sales growth. It's the
growth of sales, after expenses have been deducted, that generates the profit. And
it's the profit retained by the company to increase its assets that produces the
growth in equity. Without sales growth there can be no growth in earnings to
increase the value of your stock — at least over the long term.

There are only a few ways sales can grow, and the quality of growth varies with
those sources. Let’s go back to Lucy’s Lemonade Stand so this will be easy to
understand.

In order for her sales to grow, Lucy has to sell more lemonade each passing
week. To do this she can sell more lemonade to her regular customers, increase
the number of customers she sells lemonade to, add cookies or some other prod-
ucts, or pursue a combination of those options. She can also make more money
from each customer by raising her prices.

To increase the number of customers, she can put flyers in neighborhood mail-
boxes. She can pay her playmate Charlene to open another stand on the next
block. If this puts her in competition with Peter, two blocks away, and she takes
some of his customers, she might even be willing to take over Peter’s stand for a
share of the profits because he’s decided he’d rather play baseball.

Adding new products makes sense because she already has the stand, the
location, and the customer base. They like her lemonade and will probably
try her cookies. And she can experiment with additional products — limeade,
raspberry coolers, or whatever — to see whether it makes sense to offer them.
Or she can raise prices — but only if she has no competition and if her customers
will support it.

There’s little or no difference between this and what a big company does to
grow, but what management must do to accomplish these things is a bit more
complicated.

Probably the healthiest growth in revenues is referred to as organic growth —
growth that is generated by either marketing or by research and development.



