Deciphering Profitability and Value
COURSE INTRODUCTION/DESCRIPTION

This course equips learners with the essential skills to evaluate a company's financial performance and
investment potential through the lens of valuation metrics, with a primary focus on the Price-to-
Earnings (P/E) ratio. The course begins with a foundational understanding of the P/E ratio—how it is
calculated, what it reflects about a company, and how to interpret its implications for profitability. It
then transitions into practical strategies for determining whether a stock's price aligns with its true
value, exploring methods for evaluating growth rates, projecting future performance, and integrating
valuation insights into a comprehensive investment framework. Designed for aspiring investors and
finance professionals, this course offers a structured approach to making data-driven investment
decisions grounded in profitability and value.

LESSON ONE: Understanding Valuation — A Guide to Price-to-Earnings Ratio (P/E)
WHAT IS PRICE-TO-EARNINGS RATIO?

Similar to earnings per share (EPS), the price-to-earnings (P/E) ratio is a frequently discussed metric in
the financial world. Understanding what the P/E ratio represents and how to interpret it is crucial for
investors.

The P/E ratio is a valuation metric that compares a company's stock price to its earnings per share. It
provides insights into how much investors are willing to pay for each dollar of' a company's earnings.

However, like EPS, the P/E ratio is not a single, fixed number. It can be calculated in various ways,
depending on the specific earnings and stock price figures used.

THE BASICS OF THE P/E RATIO:
The P/E ratio is calculated by dividing a company's current stock price by its earnings per share (EPS).
® Stock Price: The current market price of one share of the company's stock.
e Earnings Per Share (EPS): The company's profit allocated to each outstanding share of stock.
Example:

If ABC Company's stock is currently trading at $60 per share, and its EPS is S3 per share, the P/E ratio is
calculated as:

$60 (Stock Price) / $3 (EPS) =20

A P/E ratio of 20 indicates that investors are currently willing to pay $20 for every $1 of ABC Company's
earnings.

This ratio can provide a snapshot of investor sentiment. A higher P/E ratio may suggest that investors
have high expectations for future earnings growth, while a lower P/E ratio may indicate lower
expectations or that the stock is potentially undervalued.

THE PRICE FACTOR IN P/E RATIOS:



One reason why you might see different P/E ratios quoted for the same company is that the stock price
is constantly changing.

e Stock prices fluctuate throughout the trading day, meaning the P/E ratio is also in constant flux.

To provide a more stable and useful metric, P/E ratios are typically calculated using stock prices over a
specific period, rather than instantaneous prices.

e Investors may use the high and low stock prices over a year to calculate a range of P/E ratios for
that year.

e To get a more accurate picture, it's often advisable to use a company's fiscal year (which may differ
from the calendar year) when calculating P/E ratios, especially for companies with seasonal sales
patterns.

THE EARNINGS FACTOR IN P/E RATIOS:

Just as there are different ways to calculate stock prices, there are also different ways to calculate EPS.
As discussed in Lesson 25, it's crucial to understand which type of earnings figure is being used in the P/E
calculation.

e For example, using "basic EPS" instead of "diluted EPS" can result in a different P/E ratio, as diluted
EPS accounts for the potential dilution from stock options and other securities.

e P/E ratios can also be calculated using different earnings periods.
o The "trailing P/E ratio" uses the company's earnings from the past four quarters.

o The "forward P/E ratio" uses estimated future earnings, which introduces another layer of
uncertainty.

e '"Historic P/E ratios" show how the company's P/E ratio has varied in the past, providing context for
current valuations.

INTERPRETING P/E RATIOS:
P/E ratios are a key indicator of investor sentiment toward a company.

e Companies with strong, consistent earnings growth tend to have higher P/E ratios, as investors are
willing to pay a premium for their earnings potential.

e Companies with volatile or unpredictable earnings may have lower P/E ratios.
e Overall economic conditions and market sentiment also influence P/E ratios.

o During bull markets, P/E ratios tend to be higher, as investors are more optimistic and willing
to pay higher prices for stocks.

o During bear markets, P/E ratios tend to contract, as investors become more risk-averse.

® |Interest rates and inflation can also affect P/E ratios.



o Higher interest rates can make bonds more attractive to investors, potentially putting
downward pressure on stock P/E ratios.

P/E ratios also vary across different sectors.
e Companies in sectors that are currently in favor with investors may have higher P/E ratios.
o Companies in sectors that are out of favor may have lower P/E ratios.
KEY TAKEAWAYS
e The P/E ratio is a valuation metric that compares a company's stock price to its earnings per share.
o P/E ratios can be calculated in various ways, so it's important to understand the underlying data.

e P/E ratios reflect investor sentiment and are influenced by factors such as earnings growth,
economic conditions, and interest rates.

o Comparing a company's P/E ratio to its competitors and historical levels can provide valuable
insights.

LESSON TWO: HOW TO ASSESS IF A STOCK'’S PRICE IS RIGHT FOR INVESTMENT
DETERMINING VALUE

For investors focused on growth stocks, identifying companies with strong growth potential is only the
first step. The second crucial aspect is determining a suitable price to pay for those companies.

History has shown that even the most promising growth companies can become poor investments if
purchased at an inflated price.

EVALUATING GROWTH RATES
The foundation of assessing a company's value lies in its historical growth performance.

e |nvestors often prioritize companies with a consistent track record of sales and earnings growth
over several years.

o While past performance doesn't guarantee future results, a strong track record can indicate a
company's ability to navigate challenges and sustain growth.

When analyzing a company's growth potential, consider factors such as:
e New product development: Will the company's innovation drive future sales?
® Acquisitions: Does the company have a strategy for growth through acquisitions?
o Market expansion: Can the company penetrate new markets or increase its market share?

It's important to acknowledge that high-growth rates may not be sustainable indefinitely. As companies
grow larger, the law of large numbers suggests that their growth rates may eventually moderate.

PROJECTING FUTURE GROWTH

To estimate a company's future value, investors often project its sales and earnings growth.



® Analyzing past growth rates can provide a basis for these projections.
e However, it's crucial to be realistic and consider factors that may influence future growth.
It's helpful to compare your growth estimates with those of other analysts.

® Independent research services and financial websites provide analyst estimates for various
companies.

e However, remember that analyst estimates are not always accurate and can sometimes be
optimistic.

When projecting future earnings, it's wise to consider the relationship between sales and earnings
growth. A company cannot sustainably grow its earnings faster than its sales indefinitely.

INCORPORATING P/E RATIOS

The price-to-earnings (P/E) ratio, as discussed in Lesson 27, provides valuable insights into how the
market values a company's earnings.

e Many consistent growth companies exhibit a typical range of P/E ratios over time, often referred to
as their "signature P/E."

e Analyzing a company's historical P/E ratios can help determine a reasonable range for its valuation.
When analyzing historical P/E ratios:
e Consider a long-term perspective (e.g., 10 years) to capture a range of market conditions.

e Exclude any unusually high or distorted P/E ratios that may not be representative of the company's
typical valuation.

A FRAMEWORK FOR VALUATION
Here's a simplified framework for combining growth rates and P/E ratios to assess a stock's value:
1. Analyze historical growth: Evaluate the company's past sales and earnings growth.

2. Project future growth: Estimate the company's sales and earnings growth over the next several
years.

3. Determine a P/E range: Analyze the company's historical P/E ratios to identify a typical range of
valuation.

4. Estimate a future price range:

o Multiply the estimated future earnings by the high end of the P/E range to arrive at an
estimated future high price.

o Multiply the current earnings by the low end of the P/E range to arrive at an estimated future
low price.

5. Define a buy zone:



o Establish a "buy zone" that represents an attractive price range for purchasing the stock.

o This zone might include the estimated low price and a price point a certain percentage higher
(e.g., 25%).

Example:

Company XYZ has a history of strong sales and earnings growth (e.g., 20% annually).You project that this
growth will moderate to 15% over the next five years. The company's historical P/E ratio has typically
ranged from 16 to 28. You estimate future earnings based on your growth projections. You then use the
high and low P/E ratios and your earnings estimates to calculate a potential price range for the stock.
Based on this range, you define a "buy zone" within which you're willing to purchase the stock.

Important Note:

This is a simplified overview of valuation. More sophisticated techniques and software tools can provide
a more in-depth analysis.

KEY TAKEAWAYS

e Evaluating a growth company involves assessing both its growth potential and its stock price
valuation.

e Past growth rates can provide insights into future performance, but it's important to be realistic
about growth expectations.

e P/E ratios help determine how the market values a company's earnings.

o Combining growth estimates and P/E analysis can help establish a reasonable price range for
purchasing a stock.



