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‘ WHAT'S COVERED

In this lesson, you will learn about ratios that measure the relative value of organizations. Specifically,

this lesson will cover:
1. Price Earnings Ratio

2. Price to Book Ratio

1. Price Earnings Ratio

In the stock market, investors and analysts both need a way to measure the relative value of organizations.
They do this by utilizing a couple of ratios:

¢ Price earnings ratio

e Price to book ratio

In stock trading, the price earnings ratio, also known as the PE ratio or simply the "multiple," is the measure of
the market price of a company's share relative to its annual earnings per share.
The PE ratio is calculated by dividing the market price per share by the annual earnings per share.

& FORMULATO KNOW

Price Earnings Ratio
Price Per Share

Earnings Per Share

Price Earnings Ratio =

This ratio is a widely used valuation multiple used as a guide to the relative values of companies. If a PE ratio is
higher, it means that investors are willing to pay more for each unit of current net income, so the stock is more

expensive than one with a lower PE ratio.

IN CONTEXT

Here is a screen clipping of a quote from Yahoo Finance for Apple Computer.



Apple Inc. (AAPL) [:r 7 Add to watchl

MasdaqGs - NasdaqGSs Real Time Price. Currency in USD

324.34 665 (+2.09%) 324.15-0.19

At close: 4.00PM EST After hours: 7:59PM EST
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Summary Company Outlook E Chart Conversations Stati

Previous Close 31769  Market Cap 1.422T7
Beta (5Y

Open 32445 Monthly) N/A

Bid 324.16 x 1100 PE Ratio (TTM) 25.75

Ask 32452 x 1300 EPS (TTM) 12.60

Notice it is selling for $324.34 a share, which is rather pricey. However, we can see that the price
earnings ratio, or the multiple, is 25.75. Just underneath that, we see the earnings per share is $12.60
annually. If we take that price of $324.34 divided by the earnings per share of $12.60, we get the PE
ratio, the multiple, of 25.75.

So, if we are investing in tech stocks, we can compare that multiple to other companies in the industry.

® TERMTOKNOW

Price Earnings Ratio
A ratio that measures a company’s current share price relative to its per-share earnings.

2. Price to Book Ratio

The second ratio that is used to capture market value is the price to book ratio. This ratio is used to compare
the company's current market price to its book value.

The price to book ratio is calculated by taking the share price and dividing by the book value per share.

& FORMULATO KNOW

Price to Book Ratio
Price Per Share

Book Value Per Share
This ratio can vary a lot by industry. Industries that require more infrastructure capital will usually trade at price
to book ratios that are lower than consulting firms or firms in the service industry. This ratio is most commonly

Price to Book Ratio =

used to compare banks, because most assets and liabilities of banks are usually valued at market value.



A higher price to book ratio implies that investors expect management to create more value from their assets.
All other things considered equal, price to book ratios do not directly provide any information on the ability of
the firm to generate profits or cash for shareholders. However, it does provide some idea of whether an
investor is paying too much for what would be left if the company went bankrupt immediately.

IN CONTEXT

Here again is Apple Computer and some information from Yahoo Finance.

Apple Inc. (AAPL) (¢ A

MasdaqGs - NasdaqGS Real Time Price. Currency in USD

™

324.34 665 (+2.09%) 324.2i

At close: 4:.00PM EST After hours:
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Valuation Measures

Current
Market Cap (intraday) * 1.42T
Enterprise Value 1.39T
Trailing P/E 25.75
Forward P/E 21.38
PEG Ratio (5 yr expected) ! 2.26
Price/Sales (ttm) 5.31
Price/Book (mrq) 15.89
Enterprise Value/Revenue 3 5.21
Enterprise Value/EBITDA & 17.85

Here we can calculate a price to book ratio of 15.89 by dividing the price of $324.34 by the book value
of the firm's total capitalization. The book value per share is not shown here but we do see the total

market capitalization at $1.42 trillion. This projects the relative value of the firm.

® TERMTOKNOW

Price to Book Ratio

A ratio that compares a company’s current market price to its book value.

‘ SUMMARY



In this lesson, you learned that the price earnings ratio, also called the PE ratio or the "multiple," is the
market price per share divided by the annual earnings per share. It is a widely used ratio in valuation of
multiple organizations and is used as a guide for the relative values of companies. As an example, a
higher PE ratio means investors are paying more for each unit of current income, so the stock is more

expensive than one with a lower PE ratio.

The second ratio is the price to book ratio. It is calculated by dividing the company's current share price
by the book value per share. A higher price to book ratio implies that investors expect management to

create more value from the given set of assets, all other things being equal.

Best of luck in your learning!
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2 TERMS TO KNOW

Price Earnings Ratio

A ratio that measures a company’s current share price relative to its per-share earnings.

Price to Book Ratio
A ratio that compares a company’s current market price to its book value.

& FORMULAS TO KNOW

Price Earnings Ratio
Price Per Share

Earnings Per Share

Frice Earnings Ratio =

Price to Book Ratio

Price to Book Ratio = FUlL) B il

Book Value Per Share
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