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Definilion of price/earnings ratic

A company's share price divided by the amount of profits it makes for each share in a 12-

month period. PE ratios are normally calcuiaied on lhe base of ali the profit made in the period,

whether or not the profit is paid out to shargholders in that peried. i

PE ratio, P/E rativ or PER for short, this is a company’s shase price divided by is earnings per
share (EPS), expressed as a nhumber or s a multiple of EPS (P/E multiple). The earnirgs used

for ihe caleulation can be gilher the amount most recently reported by the company, or an
analyst's projection of {ulure earmings (norenally the current year or ke year zffer that),

An importani indication of comparalive value - investors are normally belter off buying & stock

with a low P/E ratio than one with a high ralio, as thay are getling more earnings {or their
money. 1|

The priceiearnings ratio or p/e ratic links the stocl/share price of a company with the eamings

per share (profit for the year divided by number of outstanging shares). it reflects how many

times eamings investors are ready o pay far a share. So if the share price is $10 and eamings

per share Is $1, investors are ready o pay 10 limes earnings.

In an efficient market, (ne share price should reflect a firm's future value creation potential,
grealer value creation can indicate greater future divideads from ihe company. A higher ple
ralio should raflect greater expected future gains because of perceived growth opporiunities
andior some compelitive advantages and/or lesser risk, but atthe same lime [l indicates that
the share price 15 relatively more expensive.

During periods where markels are out of equilibrium, for example during a bubble, high pfe

raios may also reflect ever-aplimism and over-pricing. Conversely, a lower p/e ralio can reflect
either poorer future oppertunities or polentiaily a bargain if the market is over-pessimistic or if

one believes {he market is not {aking inlo account polential resiructuring or a takeover that
would improve fulure prospects.

The PIE ratio, like other pricing ratios such as the pricefbook, pricelsales or pricefcash flows, is

often used in valuing firms or takeover targets by finding the p/e ratio of a set of comparable
cormpanies and applying it to the target's curren! or forecasted earnings.

Unforlunately, there are a variety of pfe ratios used by Inveslors 5o care must be taken when
comparing pfe ralies across firms. While price is generally the most cumrent share price
observed an the markel, it can somelimes be the price observed al the company’s year-end.

Earnings can either be tha!

- historical earnings {ihe last reperied yearly earnings) sometfimes calied the trailing p/e ratio;

- forecasted earnings generaling what is ofien calied the forward or prospective ple ralio
{financial analysts generally lotecast at least next year's earnings);

- rolling earnings number - the sum of the tast four quarterly earnings reparied,

Example
Often cited wihen looking at long term trends, Robert Shiller of Yate University calculates a

cyelically adjusted pfe ratio (CAPE) which is the ralio of stock prices to the moving average of

the pravious 10 years' earnings, deflated by ihe consumer price index. Co-head of the

Accounting and Management Conlre! Group, helder of the KPMG Financial Reperting co-chair,

Essec Business School. 12y
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Value Investing World: Graham and Dodd quote
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Graham and Dodd quote
Frony Scourdy Anedeses, 1310 edition.

“Undervaluations cansed by neglect or prajudice may persist for an inconveniently long time. and
the same applies o eflated prices cavsed by wvercnthosiasm or adificial shimulants. The
particutar danger to the analyst is thal, becans2 ol such delay, new datermining fetors may
supervene before the marke! price adjusts dselt 10 e vatie ag he found 0. I other words, by the
time flie price finally does reflect the value, this value may have changed considerably and the
Lets and ressoning o which his decision was based may ve longer be applicable.

‘The mndyst nnst sech to guard kimsell against this danger us best be eaz: i part. by dealing with
thoss situations preferably wisich are not subject to sudden change, in par, by favering sceurities
in which the populor interest is keen encugh to promise a fairly swifl response to value elements
which e is the Orst to recogniza: in par, by tempering his aclivities lo the peneral financiat
sitwation~—laying move winpbasis on the discovery of undervalued secnslies when business and
market conditions are on a fairly even keel and progecding with ereater cantinn in times of
abpomu stress and uneertainiy,

The Relutionship of Intrinsic Value to durket Price. The general quesiion of the relmion of
irinsic value 1o the markel quotation may be made clearse by the follewing chart, which traces
the vorions steps culmivating iy the markel price. It will be evident from 'he chari that e
influence of what we eath anplviical factors aver the market prce is both pernafand sndireci—
partind. because it frequently compeies with pirrely speeulative faetors which influsnce e price in
the epposite direction: wl indirect, because i zels though the inermediory of people’s
sentiments and decisious, T olher words, the matkel is nof o weghmg machine, on which e
vatue of wach issue is recorded by an exact and impersenal mechanism, in accordance with its
specifie guatittes, Rather showld we say that the market is a vy machme, whercon countless
individuals register choices which are tie product pariy of reason aad parily of emotion ™
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