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Summary
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The P/E ratio has been seriously misunderstood and misused. The P/E ratio is not a valid measure of intrinsic value. However, the P/E ratio is useful because the ratio implies an earnings growth rate.

If the implied earnings growth rate is significantly less than one believes the company will achieve, it makes sense to invest in the security, if every other item on the investing checklist is checked, even if its P/E ratio is high and many others shy away from it.

When the implied earnings growth rate is much higher than even bullish analysts believe, caution is warranted, despite the recent rapid price increases.

When people mistake trading momentum with buy-and-hold investments, serious financial peril can occur, especially if one buys the dips with unhedged margin during a gradual yet ultimately severe market crash.

The only sensible investing is value investing. Value investing includes investing in growth stocks whose market price and P/E ratio underestimate their true earnings growth rate potential.

For example, a stock whose P/E ratio is equal or nearly equal to its estimated growth rate is either a great value or a value trap.
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Market price and intrinsic value


[image: ]


For any security, a house, a bond, a stock, a futures contract, a currency, a cryptocurrency, any financial instrument, the market price, MP, is always the sum of two numbers:

MP = IV + ERR

IV = the intrinsic value (net present value, the true value, the fair value) and ERR is the error.

ERR can be strongly positive (bubble price), positive (overpriced), zero (fair value), negative (value), strongly negative (extreme value).

One huge source of error in market prices is speculation (S).

	Speculation is simply the eighth deadly sin of gambling. When markets have a casino-like feel to them, as Buffett has noted, trouble is brewing.


	When market pundits say, “this time is different,” recall that experts said that every time there was a bubble of any kind for at least the last eight centuries.​[1]


At times, speculation in financial markets can be insanely out of control as it was in 1929, 2000, and 2021.

In 2021, many way-overvalued stocks declined markedly, and stayed down, but soon after, in 2023, the bubble in other stocks began to re-inflate.

For example, consider Oatly stock. It gradually lost nearly 99% of its market value from a highly inflated $580 a share in 2021, and a price/sales ratio of about 21, when the bubble was extreme, “the rising tide that lifts all boats,” to a much more sensible low of $6 a share in 2025, when the price/sales ratio was about 0.38, as the monthly stock price graph shows. Thus, the 97-fold decline in price was mostly due to the 55-fold decrease in the price/sales ratio.

This is typical of bubble stocks. It is not great earnings that account for most of the air in the bubble stock prices. It is unjustified higher market “multiples,” like higher price/sales ratios, recklessly and foolishly paying far more for the same sales, and when there are earnings, for the same earnings and earnings growth.

Unless profit margins are expanding, a dollar of sales is not worth more today than it was yesterday.

If the fair value of Oatly stock is about 0.38 times sales, or anywhere near that, why did the market ever pay about 21 times sales? Market madness, recklessness, and foolishness.
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Diagram created in Schwab’s “ThinkOrSwin.” The lowest graph is the price/sales ratio.

​

	FVPS = M * FVPE, where FVPS = the fair value Price/Sales Ratio, M = net profit margin, and FVPE = fair value price/earnings ratio.

	For the same implied earnings growth rate (see below), on which FVPE depends, the FVPS increases in direct proportion to the net profit margin.

	NVDA (52%) and MSFT (36%) have much higher net profit margins than the average SP500 stock (~10%), and thus their FVPS values would be higher by 5.2 and 3.6, respectively, the ratio of their profit margins to that of the average SP500 stock of around 10%, if their FVPE ratios were the same as that of the SP500.

	Pay careful attention to price/sales ratios: any stock price appreciation that can be accounted for by price/sales ratio appreciation is not rational. It is a bubble forming in a stock’s price.


Here is another example of a stock market price bubble due to price/sales ratio expansion: Generac stock.
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Generac stock currently has a price of $171.33 and a price/sales ratio of 2.32 (likely still high due to the current bubble).

At the bubble peak of 2021, Generac had a price of $524.31 and a price/sales ratio of about 8.57.

At the peak, the market price was 3.06 times higher than the current and the price/sales ratio was 3.69 times higher. More than the entire bubble price was attributable to price/sales multiple expansion, paying much more for each dollar of sales.

Why? Market madness. At times, man and markets are “mad as the sea and wind, when both contend which is the mightier.”

The table below shows the data for Beyond Meat:

	BYND

	Price/Sales

	Market Price


	Peak

	28.25

	$ 239.71 


	Current

	0.12

	$  0.52 


	Ratio

	235.42

	460.98


	% explained by P/S multiple

	51.1%

	


	BYND has undergone a 99.8% stock price decline from 2019 to 2025.

	The market currently believes that a price/sales ratio of 0.12 is fair for Beyond Meat.

	In 2019, at the peak stock price, the market believed that 28 times sales was an appropriate price to pay.

	Which is closer to the fair value price/sales ratio?

	If the current market price is closer to the fair value, then roughly half of the bubble price was accounted for by multiple expansion – paying 235 times more for each dollar of sales.

	Either the stock market was stark raving mad in 2019 re: BYND, or it is stark raving mad now.

	Either way the stock market is occasionally stark raving mad. No doubt about it.
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More extreme bubble stocks:

Likewise GeneDX stock (WGS). Nearly a 99.9% decline followed by an aggressive > 100x re-inflation:
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Image captured 6/9/25.

Here is another example: Aterian (ATER) with greater than a 99% bubble bursting ($588 to ~$2). If these stocks are fairly valued now, they were ~100x overvalued in 2021. Irrational exuberance is real, and alive and well in markets with human participants, until the madness reverses.
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Diagram created in Schwab’s “ThinkOrSwin”

For sheer market insanity it is hard to top HKD stock price action.
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In the case of AEHR test systems, the second bubble was bigger than the first.
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Created in ThinkOrSwim – 10-year monthly stock prices.

Ditto for Novovax stock, with six years between the twin peaks of market insanity.
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10-yr chart created 5/19/25 in ThinkOrSwim

Lending Tree had at least three distinct stock bubbles
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And what did and what does the market see in Wolfspeed stock?
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The insane bubble in WOLF stock of 2021 corrected, but the market is still valuing this stock at $4 a share, which means a $642 M market cap. The company has a trailing twelve-month levered free cash flow of -$ 2.16 B, $ 1.4 B in cash and $6.6 B in debt. Total assets of $8B. Total liabilities of $7.1 B. Non-tangible assets of $383 M, for a tangible book value of ~ $ 500 M. A person of sense credits the tangible book value to the FV of its stock only when a company is viable. Is this company viable? No, not economically viable – not without a white knight. US government bankruptcy laws are also a white knight. WOLF’s future earnings are less than zero; thus, FV of the stock < 0, meaning that it requires a cash infusion just to stay in business. What am I missing? A market speculating about white knights? Is there anything the market will not speculate about?​[2]

Update on WOLF: On May 21, 2025, the stock tumbled over 60% after the Wall Street Journal reported that Wolfspeed will be filing chapter 11 within weeks. Sense restored?

Lest anyone think that the great stock bubble of 2021 has been fully deflated, we see that speculation is alive and well in 2025. Here is the one-year daily chart of Regencell, a company with zero revenues, a ton of hype, and a market cap of $6.8B, for an infinite P/S ratio. Why not? Who knows if human insanity has a limit?
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And at nearly 2,700 times sales, the market is convinced that it still has not priced in the bright future for ASTS:

[image: A screenshot of a computer screen]

Here I sincerely doubt that the 50-month moving average of $14.83 is anywhere near fair value. Fair value is incalculable when market speculation is run amok.
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When stock market bubbles form, are there individual indicator stocks? Perhaps. Given the nature of its business, which attracts speculators, could Robinhood (HOOD)​[3] be such a one?
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Now (in early 2025) may be such another such time in the stock market overall, because, as of the end of December 2024, the Buffett Indicator was 211% or 2.2 standard deviations above average. In addition, CAPE was 36.8 or 2.0 standard deviations above historical averages.​[4]

In addition, many popular stocks are trading above or well-above their average one-year price targets, and many of those one-year price targets seem rather aggressive.

Moreover, overall C-level executive insider selling has been trouncing overall C-level executive insider buying for a long time. 

However, corporate stock buybacks have never been higher. This contradiction is indicative of corporate executive recklessness, perfectly willing to waste their company’s money boosting their stock prices with buybacks and promises of even more aggressive buybacks, greedily enriching themselves when they sell their stock options, and implying the stock is tremendously undervalued, when their personal behavior and classic overvaluation indicators flatly contradict this.

Simply put, aggressive insider selling means that C-level insiders (not directors or 10% owners), who have the best knowledge, at least in theory, think that the market has been fairly-valuing, or much more likely, has been overvaluing their stocks for a long time, and these smart insiders have been cashing out most of these options shortly after their options mature.

For example, consider Tesla and the behavior of Tesla insiders.

As a company, Tesla has always been unfocused, and management has used this to their advantage to hype their stock’s hidden value. In doing so, Tesla stock has become an expensive “meme stock.”​[5]

A person of sense at Tesla would simply perfect the Optimus Robot.

Legacy car companies can make EVs. Who needs FSD? A “robotic” car is redundant and useless. In most cases, I do not want a robotaxi to drive me somewhere so that I can do something and then hail a different robotaxi to pick me up and take me home. I also do not want others to use my car for any purpose. In most cases, I want a robot to drive my car somewhere and do my non-creative business there and drive the car home.

And why would anyone with sense pay for the same thing twice?

Great robots could drive the cars we already have (a much larger market), drive our new EVs, do all our non-creative work such as: do our shopping, help others on our behalf, take out the trash, pick up the mail, clean and organize our homes, prepare our meals, plan our days, do our taxes, invest sensibly, even handle medical emergencies, as well as being a great adviser, personal trainer, tutor, companion, and child-minder, &&&. A great AI-powered robot can do almost anything except produce our offspring, do high level creative tasks,​[6] and enjoy our lives.

Morningstar is noted for its conservative valuations. They are not Wall Street hypesters. Below is a portion of the Morningstar graph of stock price vs their best estimate of the fair value of Tesla stock based loosely on its automotive business, not so much on wild speculation about its other businesses, given Tesla’s aggressive and endless empty promises re: FSD (Full Self Drive), supposedly achieved in 2016, but not yet a reality in 2025,​[7] RoboTaxis, Optimus robots, energy storage, &.

––––––––
[image: ]


[image: A graph showing different colored lines

AI-generated content may be incorrect.]

According to Morningstar, Tesla stock has been overvalued to way overvalued (by 2.31-fold in 2020) for 5 years, with brief periods of undervaluation.

What does insider buying vs insider selling tell us?

Here is a graph from the SEC website of Tesla insider activity, which unfortunately is not limited to C-level executives, as it should be.

[image: A bar code on a white background
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Over just the last 5 years, Tesla insiders have sold $41 billion dollars of Tesla stock to the public and those insiders have bought just over $41 thousand dollars of Tesla stock.​[8]

With $41 billion dollars, what has the public bought? Hopium – to use Nigam Agora’s term.

Now, there should have been a lot more insider buying because Morningstar had identified periods of undervaluation. Yet there were not – even during these brief periods of undervaluation, insiders kept selling.

Is this a coincidence? Not likely – clearly, Tesla stock has been a trading vehicle during the last 5 years. Tesla stock has not been a sensible investment during the last 5 years. Tesla insiders have considered their own stock to be richly valued these past 5 years, and have sold shares aggressively, but the public kept aggressively buying on speculation (hopium).

~~~
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In a frothy market, analysts from numerous firms aggressively raise the price target of stocks without any underlying improvements in company performance.

This is the tail wagging the dog: in a sane and sensible market, fair value governs market price; in an insane market, market price governs the misperception of fair value.

This market multiple expansion in the price targets set by analysts is based on the erroneous assumption of market omniscience.

As the stock price bubble corrects and prices approach fair value, these same analysts tell us to sell the stock.

	If the company is quality, selling the stock as the price declines toward or below fair value is insane advice from analysts.

	The astute person buys more shares of a quality stock the more the price declines toward or below fair value.


	The astute person trims positions when prices get frothy and analysts are overstimulated.

	One could go bankrupt following stock experts.

	Are stock analysts a reasonably good contrarian indicator? Probably not, because stock analysts are not consistently illogical.


Now the one-year price target is the estimated fair value one year from now. A frothy market treats a one-year price target as today’s price target.

More generally,

PT(n







	Are the economic tailwinds stronger than the headwinds?




	Without a bull economy, bull markets tend to be short-lived.

	For almost three years we have had a bull market, now where is the bull economy?
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