Discussion on the BetterInvesting forum on PE ratios

Note:  lines preceded by “>” are my questions to the forum.

> I'm struggling with the concept of the PE ratio. <

P/E is for stocks what price/pound is for groceries.  Earnings are for stocks what pounds are for groceries.  Different types of groceries (fruit, vegetables, cheese, meat, fish, etc.) are like different industries for stocks.  Just as the typical price/pound for meat and potatoes (and american and gouda cheese) are very different, the typical P/E for stocks in different industries (and different stocks within industries) can be different.

How do you know if a particular price/pound is a "fair" price for something at the grocery story?  Basically, it's because you've been to the grocery store many times and have developed a sense of what's typical over time.  What's a reasonable P/E for industries and individual stocks works much the same way.  This is what SSG section 3 is all about.

By using the price/pound analogy you may be able to answer many of your questions for yourself.


> What is PE contraction and why is it bad? <

P/E contraction is simply the P/E going down over time.

When the "price/pound" (P/E) for a stock goes up, that pushes the stock price up.  Investors are willing to pay more for the same number of "pounds" (same amount of earnings).  Another way to think about increasing P/E is that investors are becoming more optimistic about the future of that company.  Either way, If you own the stock, that's a good thing (the stock becomes more valuable that it would if the P/E remained the same).  If the "price/pound" (P/E) goes down, that pushes the stock price down (a bad thing if you own the stock).


> Finally, I know there are different kinds of PE ratios.  As a beginner, what do I need to know about this? <

What you need to know as a beginner is that you shouldn't compare apples with oranges.  A P/E of 25 you see in one place may be calculated differently than a P/E of 30 you see in another place.  Which of those is "better" may have nothing to do with which is larger or which is smaller.

P/E is current price divided by earnings.  The different kinds of P/E ratios come from using different earnings.  Price divided by earnings over the past ("trailing") twelve months (TTM) is called "trailing" P/E (earnings "trailing" behind the price).  Price divided by anticipated earnings over the next 12 months is called "leading" P/E (earnings which are "leading" ahead of the price).  The SSG uses both kinds of P/Es (and there are others as well, for example the various P/Es you'll find in Value Line).  Often you'll see P/E stated without any qualification about what was used for earnings (so you'll have to understand from the context which type it is).

-Jim Thomas
