SSG Section 3
· By studying section 3 of the SSG, we can assess the value of a potential investment. These measures help identify whether a stock is worth purchasing or a target to sell.
· The numbers calculated in SSG, section 3 eventually be used in section 4 to forecast potential good stocks to buy at the current price. Remember that a good value company is not enough to be purchase without assessing the risk factor.

· Section 3, contains a history of Price , Earnings and Dividends

· EPS = net income divided by the number of shares outstanding.  EPS shows how much of the company’s earnings are attributable to each share of stock.

· Earnings affect prices.
· PE ratio:  The PE is the dollar amount that investors are willing to pay for each dollar of earnings that the company produces.  

The PE ratio increases as the price increases, showing the demand for the stock.

· P/E is like fashions.  In the bull market, PEs go up and they fall back when reason, or despair, take hold.

· High PE is a fabrication.  Because we use the highest price for any given year before the company achieved the EPS we used.  

· High PE indicates how much investors were willing to pay for earnings that the company produced. 

· Low PE is also a fiction. It signifies how little investors were willing to pay for earnings that the company produced.
· Trailing PE = Current PE present price/ the most recent four quarters of reported earnings.  This is the most common PE ratio and gives a historical measure of PE

· Projected PE = present price/ next four quarters of projected earnings.  It is only a peek into the future- what would the PE be if company increased its earnings as projected?
When PE ratios start to drop, the average PE might not be representative of PE ratios to come.  To be conservative, choose what is equal to or less than the PE in the most recent year.  If you think things may even get worse, choose a lower value
When PEs are Ascending (PEs), be conservative because it is not going to last for ever.
Elevated PEs = Market optimism, irrational exuberance, Current industry favoritism or other short term effects.
· The average PE over the last five years often acts as a barometer for the PE of a company.  But this can be true only if the trend of PEs remains the same as it was when the five year average was calculated. (e.g. An upcoming bull market)
The average PE ratio for the past five years is a more conservative number that can protect you from the temptation of expecting fabulous performance to continue forever.

Limit the PE ratios no higher than 15 or 20.  This will keep your evaluation conservative.  You may not find many stocks to buy, but the ones you do buy stand an excellent chance of meeting your expectations.
A lone PE ratio only says so much, however, comparing different types of PEs can divulge a world of information-good or bad.

Comparing the company’s PE to the average PE for the industry can show whether the company is popular within the industry and tells whether the stock is “pricy” compared to its competitors.

Often, the PE for a company tends to stay within a given range, in part due to the prospects of the industry and in part from the company’s quality and rate of growth.  That does not mean that the PE wont jump above or below  that range- just that it will return to that range from high  or low extremes.
The NAIC approach compares the current PE to its 5-year historical average PE ratio.  The 5-year historical average is often, though not always, a good indication of the “normal” PE for a company.  If the current PE is below the historical average, chances are good that the PE will rise to the historical average, giving the stock price a boost in the process.  However, when the current PE is above the average investors are paying a premium for the stock-and that can diminish the returns you receive.

The PE ratio is price divided by earnings per share.  But which price and what earnings?  There are several PEs used frequently in financial circles.  

A consistent PE means that investors have confidence in the stock.  Rising PEs might indicate investor optimism. Which can lead to healthy increases in the price.  Then again, higher PEs could indicate unfounded exuberance, such as that shown by technology stock investors in 2000

When PE ratios from the last five years don’t offer a clear answer, you might wonder how to choose a low PE.  Often, high and low PE ratios fall into a pattern.  For example, with Pfizer the low PE hovers around 60 percent of the high PE.  One way to pick a low PE is to multiply the high PE by this high-to-low factor.

Low PE= high PE X High-to-low factor

For Pfizer, the high PE is 30, chosen as a maximum cutoff

Low PE= 30 X .60 = 18

Low Price = Low PE X Low EPS

· Dividends: The money the company pays out to its shareholders.

· Dividends per share:  The money the company pays out to each share.

· Dividends contribute to the total return.

· Section 3, tracks dividend per share in order to calculate the yield that the stock offers (both the percent payout and percent high yield)
· Yiels: Dividends per share/price per share X 100

· PERCENT PAYOUT: is the percentage of profit that the company pays to shareholders as dividends.  If you are interested to see the stock price goes up, a higher payout is not welcomed.   Distributing a large portion of earnings as dividends could be a signal that re-investing earnings into the company just isn’t worth it.

· High pay outs appear frequently in mature companies or industries where growth is slower or the management does not know better how to reinvest the money.

· Some industries such as utilities traditionally pay out high dividends.  Fast growing companies or industries where research and development are critical often keep profits in the company to fuel growth.

· In a declining stock market, a dividend helps support the price of the stock.

· A dramatically increasing payout ratio might be a red flag that a company is trying to hang on to shareholders by pumping up dividends.  However, increasing dividends could jeopardize research and development and future growth.  

· As a general rule, look for dividend increases that are the same percentage as EPS increase.

