SEO Title:

PEG Ratio Explained: How to Use PEG for Smart Stock & Index Investing

SEO URL:

https://www.tradewill.com/learn/peg-ratio-smart-investing

SEO Meta Description:
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effectively.

What is PEG Ratio and How to Use
It for Smart Stock & Index
Investing?



Understanding PEG Ratio in Stock and Index
Trading

Say you're considering purchasing shares of two different candy shops. Candy store
A has a share price of $20 per share and its shares trade at a P/E of 20. Candy
store B is $30 and it trades at a P/E of 30. At a glance, candy store A looks like a
better investment but perhaps candy store B is growing its profits per share at
30% a year while candy store A is only growing at 10% per year. Now you might
conclude that candy store B's stock is actually the better deal after all.
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Key Insight: Store B has a higher P/E (30 vs 20) but a better PEG (1.0 vs 2.0) due to faster growth
(30% vs 10%)

This is where most investors make their biggest mistake. A P/E Ratio tells you how
much you're paying for each dollar of earnings, however, it does not speak to
growth at all. A company with a P/E of 15 could have an overpriced share price if its

profits are flat, while a company with a P/E of 40 could have an underpriced stock if
it is growing rapidly.

The PEG ratio (Price/Earnings to Growth) addresses this issue by including growth
rates. The formula is straightforward; you divide the P/E ratio by the annual
earnings growth rate. For example, if Apple's P/E is 28 and earnings are growing at
a rate of 14% annually, then the PEG comes out to 2 (28 + 14). If Microsoft had a
P/E of 30 with earnings growing at 20%, its PEG measure would be 1.5, which may
be stronger than Apple's even with a higher P/E.

For newbies, consider it like this. A high school level student looking at Tesla might
see a P/E of 60 and freak out, but if earnings are growing at 40% annually, the PEG
would be 1.5, making it less overvalued than it appears. The PEG ratio creates an
equal comparison of mature companies with high P/E versus growth stock.

Professional investors rely on PEG ratios to identify investment opportunities that
other investors otherwise overlook. For example, when Amazon traded at an 80 P/E
in its early years, most traditional value investors avoided the stock. When PEG was
calculated based on rapidly accelerating growth rates, a different picture arose. PEG
ratios can also be calculated across sectors. For example, if a utility stock has a P/E
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of 15 with a growth of 3% (PEG value of 5) then you could compare it to a tech
startup that had a P/E of 45 with a growth of 50% (PEG value of 0.9). Right away,
you can see that the tech stock is likely a better value relative to growth than the
utility.

The beauty of PEG is its simplicity. You could be a total neophyte to investing and
not have a degree in finance to compute a PEG value. After understanding the basic
PEG calculation, you could screen through hundreds of stock choices in less than 5
minutes and filter out the obvious overvalued stocks from the ones that resemble
reasonable growth investments.

Definition and Calculation of PEG Ratio

The PEG Ratio (Price/Earnings to Growth ratio) indicates if the price of the stock has
value based on its prospective rate of growth. The P/E ratio has simply
compared price versus current earnings. The PEG ratio takes the next logical step
by asking, "Am I paying a fair premium for this company to grow?”

The formula for the PEG ratio is straightforward:
PEG Ratio = P/E Ratio + Annual EPS Growth Rate

To break it down; A P/E ratio is simply stock price divided by earnings per share. If
the price of a stock is 100, and its earnings per share is $5, then the P/E would be
20. The EPS growth rate is a percentage increase in earnings per share annually,
usually based on either analyst estimates or historical averages.

This is how to interpret your results. A PEG below 1 indicates that the stock trades
below its growth. The market has not fully baked in future earnings growth, and it
may offer an attractive entry point for investors. A PEG around 1 communicates
that the stock trades at fair value. You are paying a reasonable price for the growth
that you receive. A PEG above 1 suggests that the stock may be overvalued. You
are paying a premium that growth will not support.

Let's take Microsoft as an example, if it has a P/E of 28 and analysts expect annual
earnings growth of 14%, your PEG is 2 (28 + 14). This suggests that Microsoft is
trading at a 2x multiple of growth. Which does not mean to sell, other factors
must be considered_such as brand strength and market position, but it is a yellow
flag and worth taking a closer look.

For the sake of simplicity let's say there is a candy company that has a stock price
of $15 per share and an earnings number of $1 (therefore a P/E ratio of 15). If the
company earns a steady 15% growth rate, it would have a PEG of 1 meaning that
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it's fairly valued. Parents might tell their teenage investor: "You are paying $15 for
every $1 of profit, and the profit grows at 15% per year. Fair enough. "

Different industries will have different unequivalent typical PEG ratios. Tech stocks
will typically trade at a higher PEG ratio (between 1.5 and 3) as investors are
betting on accelerated growth. Utility companies, on the other hand, will typically
hold a PEG of less than 1.5 since the nature of the business doesn't lend itself to
high growth. Banks and consumer staples will fall within those bounds.

Here's a quick comparison table:

Stock P/E Ratio Growth Rate PEG Ratio Interpretation
Tech Startup 50 50% 1 Fair value
Mature Bank 12 6% 2 Overvalued
Consumer Goods 20 10% 2 Overvalued
EV Manufacturer 40 35%

Placement: Insert in the "Definition and Calculation" section, right after the comparison table paragraph

One critical note: the growth rate matters enormously. A 1% difference in your
growth assumption can swing a stock from undervalued to overvalued. Most
investors use the consensus analyst estimate for the next 3-5 years, but you should
always check how realistic those projections are based on industry trends and
company fundamentals.

Calculate PEG ratios for your watchlist in the Tradewill demo account. Compare
tech giants, dividend aristocrats, and emerging market stocks side-by-side. See
how growth assumptions change your entire valuation picture.

Advantages and Limitations of PEG Ratio

The PEG Ratio effectively addresses a significant shortcoming of the P/E ratio. By
taking growth into account, it helps to prevent two age-old errors: 1) Avoiding solid
growth stocks because they look "expensive," 2) Value traps that are cheaper for a
good reason!
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Benefits

First, PEG ratios allow you to compare two very different companies on the same
basis. You can compare a railroad company that has been around for 100 years with
a three-year-old AI startup and get a comparable result. Just based on P/E, you
would be drawn to the railroad company every time, but PEG would highlight
whether you are compensated for the comparable growth opportunity.

To begin with, it functions in all sectors and markets; a PEG of 1.2 means about the
same thing whether you're studying Japanese auto manufacturers, Brazilian
retailers, or American software. This universality makes it an excellent fit for global
investors looking to create various portfolios.

Next, PEG is great for medium to long-term investing. Day traders may not be
concerned with growth rates over three years, but if you own the stock for years, it
is important to know whether the current price reflects future earnings. Warren
Buffett does not depend solely on PEG, but the concept of paying a fair price for
growth is consistent with a disciplined value investor's philosophy.

Limitations:

The ultimate challenge is garbage in, garbage out. PEG ratios are only as good as
the growth forecasts you feed them - analysts' calls on WeWork, Theranos and a
slew of other flame outs forecasted blockbuster growth, and their PEG ratios looked
great only until reality started to hit. If you are using optimistic projections, your
PEG will ultimately mislead you into paying too much.

Highly growth companies almost always have high PEG ratios that are probably
justified. Tesla: PEG ratios from 2020 - 2023 were between 1.5 - 3 which any
traditional analysis would say is overpriced. However, investors wanted to bet on
exponential scaling and dominating the market, inside of worrying about high PEG
ratios. And in most instances, they were right—a least for awhile, as it is not a
measure on revolutionary potential or market disruption.

PEG ratios completely crumble with losing companies. If there are no profits, then
there can be no P/E ratio, and thus no PEG. PEG excludes many of the earlier
growth stage stocks and biotechs that could become enormous winners. Amazon,
for instance, was trading at a loss for years while building out an empire, which
means PEG ratios didn't help.

The metric is also challenged by reversing businesses. A mining company might
show 50% earnings growth coming out of a recession which will indicate a stunning
PEG. But that change is not sustainable. It is simply a recovery to normal levels. In
many instances, you would think it is a growth stock, but it's just mean reversion.
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Consider a novice who is evaluating an electric vehicle manufacturer that has a PEG
of 2.5. To the novice, this may simply mean excessive valuation. However, if the
business is about to launch in three new countries and plan to increase production
ten-fold, that PEG may be very conservative. The investor has to take context into
account.

A professional investor would usually look at PEG trends over time rather than
absolute number. If Microsoft's PEG had increased from 1.5 to 2.8 in two years with
the growth rates remaining steady, that is alarming. The market is just getting
more bullish without any fundamental justification. On the other hand, a stock such
as Tesla that has a PEG of 3, and the PEG decrease to 1.2 because growth
continues to accelerate, may be a very effective buy signal.

How to Use PEG Ratio in Stock or Index Trading

Astute investors do not simply apply the concept of PEG ratios, they utilize it in an
intelligent manner to design better portfolios. The difference is all in utilizing PEG
alongside other metrics, and understanding when PEG is most useful.



PEG Ratio Analysis Flow

N2
\E
\E

PEG <1 PEG =1 PEG > 1.5

Potentially Undervalued Fair Value Potentially Overvalued

N
Combine with Other Metrics (ROE, P/B, Debt)

For starters, in screening. Many investors apply a threshold of PEG, for example,
scoring anything with PEG greater than 1.5 or 2, and discarding the rest of the
screen. That will immediately toss out grossly inflated stocks. But do not just screen
for a PEG ratio through the industry, then in a random way.

Make your comparisons between companies in the same industry first. If a utility
stock demonstrates a PEG of 1.8 that might be deemed priced to perfection, a
semiconductor with a PEG of 1.8 could be considered cheap, if it is demonstrated
that the average PEG in the semiconductor space is around 2.5.

The valuation of PEG can be influenced by the market environment or factores. In
bull markets, the tolerance of PEG for growth equities will be much higher, as



sentiments are more optimistic and thus valuation ratios would be more weighted
for earnings growth.

A PEG ratio of 2 might be normal. In bear markets, the opposite occurs; investors
are much more risk averse and lower PEG ratios are much more prevalent. At one
time a stock might have traded at PEG of 0.8, with no news or fundamental events
that drove this decline. However, the portfolio manager with good competitive
market intelligence will exercise good methodology by searching for good
companies to buy with PEG attached for original purchase preferable prices until a
correction.

Do not use PEG alone. Combine it with complementary metrics to get the complete
picture. Make sure to assess the P/B (price-to-book) ratio to verify assets support
the valuation. Confirm that ROE (return on equity) suggests the company efficiently
deploys its capital. Look for consistent trends with EPS over the previous five years
to ensure its growth is ongoing and real versus simply based on a onetime blip. A
stock with PEG of 1, rising ROE, and consistent growth of earnings, is infinitely
more appealing than a stock with PEG of 1 that performs erratically.

Here's an example of a professional practice, an investor constructing a tech
portfolio might filter for stocks with PEG of less than and equal to 1.2, ROE of about
15%, and consistent moderate growth of earnings over three consecutive years.
This filter methodology mitigates the risk of poorly performing growth companies
while minimizing the risk of overpaying. You will soon be accumulating stocks like
Adobe, Intuit, or Salesforce (depending on the year) based on your filters.

For beginners who would rather start more simple, view 5 stocks you are interested
in and, calculate their PEG, then virtually purchase the 3 stocks that are closest to
1. Then, review your stocks monthly. Within 6 months you will have learned from
experience, which PEG levels predicted good performance and which did not.
Certainly beats reading instead.

The use of dollar-cost averaging pairs nicely with PEG strategies. If you are
investing $500 per month, you could use the mechanic of buying whichever stock in
your watchlist has the lowest PEG for that month. Over time, you will be acquiring
shares when valuations are best and slowing down when prices get frothy.

In fact, index investors could use PEG this way as well. You could compare the PEG
of the S&P 500 against the average PEG of emerging market indices or ETFs
focused on sectors. For instance, if the S&P trades at an average PEG of 2 and the
MSCI Emerging Markets ETF trades at an average PEG of 1.2, this PEG trigger
would present a definite value tilt to international stocks vs S&P stocks.



One more advanced tactic is the PEG-weighted portfolio. In the case of this
portfolio, rather than equal-weighting your holdings, you could allocate a portion of
assets more heavily to stocks with lower PEGs. For a stock that trades at a PEG of
0.8, you would allocate 1.5x the allocation of a stock trading at a PEG of 1.2, and so
on. This systematically tilts your portfolio toward better value while still providing
diversification.

Selectively beware of PEG traps based on the sector. It's common for energy stocks
to have low PEGs because growth estimates benefit from bullish commodity price
estimates. However, if oil prices don't play along, those growth estimates go away.
Pharmaceutical companies can have fantastic PEGs, especially on a potential
blockbuster, but overnight regulatory risk could eliminate those growth estimates.

Global Market Case Studies of PEG Ratio

Exploring PEG ratios across markets uncovers interesting tendencies about where
value lurks and where bubbles happen.

In the US market, PEG trajectories for FAANG stocks (Facebook/Meta, Apple,
Amazon, Netflix, Google) varied remarkably. From 2015 through 2021, Amazon
generally traded at PEGs greater than 2.5, as analysts believed there was an
unending growth story. Apple, on the other hand, routinely traded between 1 and
1.8 as a fully developed company with stable, but unimpressive, growth. When the
company rolled out its services revenue, and the wearables took off, Apple’s PEG
continued to compress, even while the stock rallied, as growth outpaced price.
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Warning Signal: Netflix's PEG spike to 3.2 in 2022 preceded a 70% stock decline, showing how
PEG can signal overvaluation

Netflix provides an example to learn from. The PEG was reasonable at roughly 1.5
in 2020, due to subscriber growth attributed to the pandemic. By 2022, growth
slowed, PEG surpassed 3, and stock declined more than 70%. The PEG was telling
the market - for months prior - that Netflix was “overvalued.” Investors who kept an
eye on the PEG would have had alarm bells going off.

European markets typically have lower PEGs than American markets. This isn't
because European companies represent better value, it's because the growth
expectations are lower. For example, a German auto manufacturer may have a PEG
of 0.80 as it is growing 6% annually, while Tesla is at a PEG of 2 with a growth rate
of 30%. The difference in PEG between the two may reflect risk tolerance, market
structure, or a result of both. Perhaps the savvy global investor recognizes the
disparity and uses it to generate consistent outperformance.

Asian markets can exhibit extremes. Japanese stocks regularly trade with PEG
multiples of less than 1 in spite of good fundamentals because years of largely
stagnant growth left investors pessimistic. China's mega-tech stocks (Alibaba and
Tencent, for example) have cycled through PEG multiples of less than 1 to over 2 in
the span of 18 months, largely as a result of the political environment of the day.



The instability in Asian markets is often episodic in nature and can provide
opportunities to be patient for investors that are willing to accept some level of
political risk.

In general, emerging markets will standardly trend lower on PEGs as a group. For
example, an Indian I.T. services company may have a PEG of 1.10 while growing at
20% annually. The same expectations from a U.S. company would most likely come
with a PEG of 2 or above. Currency risk, political risk, and illiquidity factors
maintain these lower valuations. For investors that have the time horizon and want
to take risk, the PEG arbitrage can be substantial.

The MSCI World ETF, which includes a selection of stocks from 23 developed
countries, normally trades with an average PEG between 1.5 to 2. When the PEG
rises above 2, we are likely witnessing broad market overvaluation. When the PEG
falls to below 1.5, there is likely a buying opportunity. This gives you one metric to
help you assess global equity valuations.

Sector rotations are obvious in the PEG analysis. For instance, during the
2020-2021 tech boom, average PEGs for software stocks range from 3 while energy
stocks traded below PEG 1. By 2022 rising rates reduced the valuation assigned to
growth and the average tech PEGs pulled down to 1.5 while energy PEG were
climbing higher as commodity prices increased. Observing these economic points
can better allow you to rotate capital into depressed sectors before the market
begins to realize the value.

A real example of this evaluation, is that at the start of 2023, many Indian and
Indonesian stocks had the similar peg of about 1 and US Tech averaged around peg
2.5 or a 1.5 valuation spread. An investor that liked my idea and took 20 percent of
their portfolio exposure to emerging Asia via proprietary etfs rationalized better
value at 20 percent. Eighteen months later the emerging Asia markets out
performed the US tech sector in their portfolios.

For beginners, give this exercise a try - create a mock portfolio with $10,000
split-five ways, for example: US Tech (QQQ), European Stocks (VGK), Emerging
Markets (EEM), Asian small caps (VWO), and Global Value (EFV). Each portfolio
does not have to be in the same ETFs or stocks and can be made up of your ideas
for 2-3 years moving forward. The pegs will be of some moving average, but note
the average PEG of each holding quarterly. You will see very quickly which regions
are providing you with the best growth-adjusted valuations and can adjust
allocations based on the PEGs.

You can see the PEGs between high-growth stocks versus stable dividend payers
are astronomical. A utility with 3% growth may carry a PEG of 4 (P/E of 12/ 3 =
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PEG 4) and a biotech at 40% growth PEG may carry a PEG of 1 (P/E of 40 / 40 =
PEG 1). This doesn't mean that Biotech is "cheaper", it means you are paying for
internally different things or aspects - steady dividends versus explosive growth.
The PEG allows you to take a longer-term perspective to decide on the current price
which variable you prefer.

FAQ: PEG Ratio for Beginners and Investors

Who uses PEG?

PEG is most beneficial for those who are growth-oriented investors focused on
medium to long timeframes. If you are buying a stock to hold for a year or more
and are concerned about earnings growth, PEG should be one of your tools. Day
traders won't be concerned with a PEG ratio because they don't care about what a
company looks like three years out into the future. Likewise, income investors who
are equity investing for dividends will likely prefer metrics like dividend yield or
payout ratios.

What should a PEG range be?

Most professionals look for PEG ratios that are somewhere in between 0.5 and 1.5.
A PEG ratio anywhere below 0.5 signifies either a value trap (the growth is about to
crash) or a 'real' bargain that the market has not picked up on yet. A PEG ratio of
above 2 means the stock is priced for perfection, and disappointment is going to
result in stock price deterioration. Again, context matters. A very high quality
company, that has a strong competitive advantage, will likely merit a PEG above 2,
while a mediocre business at 1.3 may certainly be overvalued.

What if earnings growth estimates are wrong?

This is the Achilles heel of PEG analysis. Always check multiple sources: consensus
estimates from analysts, company guidance, and historical growth. For example, if
analysts say 30% growth, but the company has never achieved more than 15%
historically, then you can probably say that you should be skeptical. You might also
want to run sensitivity analysis; you could take PEG analysis and compute PEG
using optimistic, realistic, and pessimistic growth rates. If the stock only looks good
under the best of assumptions, that is concerning.

How does PEG fit with other indicators?

Think of PEG as a lens in a telescope. Combine it with P/E to understand current
valuation, P/B to measure asset backing, ROE to measure efficiency, and
debt/equity to assess risk. If a stock has a PEG of 1, but also has 20% ROE, low



debt, rising earnings, it is much more an attractive purchase than a stock with just
one measure of PEG of 1 and deteriorating fundamentals in the other measures.

Is it possible to apply PEG to exchange-traded funds & indexes?

Yes. You can calculate a weighted average PEG applicable to the components of an
index to help identify whether the overall market is cheap or expensive. For
example, you can use the S&P 500 PEG to determine whether large-cap US stocks
provide good value. Sector ETFs (like XLK (technology) or XLE (energy)) often have
their own PEGs that can be very useful when comparing stocks for the best
opportunity.

Should novices invest with real money or start in simulation?

Always go with simulation first! Open a demo account and identify any ten stocks
with a range of PEG measurements as part of your portfolio, and track them for
three months. You will learn how PEG predicts performance without jeopardizing
your investment! After you have seen the metric perform, you can start small with
real money and continue applying the same principles while understanding the
limitations of the measurements.

Conclusion: PEG Ratio — A Powerful Tool for
Smart Investing

The PEG Ratio brings price and growth together, providing a better means to
evaluate stocks than simply P/E. It won't be perfect. Growth estimates can be
wrong, you can't measure unprofitable companies, and cyclical businesses distort
the measurement. However, when you use it properly and in conjunction with other
fundamentals, the PEG Ratio can significantly enhance your ability to identify
undervalued situations and avoid overpriced ones.

The real power of PEG is consistency. After you plug it into your analysis for each
stock, track it over time. Monitor shifts in market sentiment that create mismatches
in valuations even though growth rates remain stable. This practice eventually
trains your eye to identify disconnects in price and fundamental value in other stock
purchases as well.

Don't expect PEG to create instant riches or accurate timing of market highs and
lows. Instead, it's just one tool in a complete investment process. Combine it with
analysis of the financial statements, analysis of the competitive positioning,
assessment of management quality, and analysis of momentum and macro trends.
The investors who are successful over the long haul do not simply rely on one
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measure. They combine multiple points of data into an hypothesis of coherent ideas
for investment.

The most important next step for you as a beginner will simply be practice. Choose
five companies whose businesses you are fully familiar with. Measure their PEGs
and you can do this monthly. If you see PEG expansion (increasing multiple for the
same growth rate) during euphoria or PEG contraction (decreasing multiple in the
face of stable growth) you will unlock investment opportunities. Nothing else will
teach you more than doing it yourself.

Markets, remember, aren’t always fundamentally rational. A stock can trade at
"wrong" PEGs for months or even years. Your job is not to predict when things will
correct, but to continually buy nice businesses at reasonable prices, adjusted for
growth. Over time, this compounding will build wealth over the years.

Get started on your PEG Ratio journey today and open a Tradewill demo
account. Screen stocks globally, build portfolios of stocks based on growth
adjusted valuations, and monitor those values through bear and bull markets.
Foreign blue-chip and emerging market (and tech) stocks will be even more helpful
than a traditional analysis of simply financial metrics. Investing better, not just
more.
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