Valuation Intelligence:
Decoding the P/E Ratio

Beyond the Textbook: Growth, Risk & Market Expectations
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The Fallacy of ‘Cheap’ vs. ‘Expensive’
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PRO INSIGHT:
P/E is not just valuation. It is a story about the future—specifically the
market's expectation of Growth and Risk.

The Finreason



8

The Business Owner’s Perspective: Payback Period

20 Years

P/E 20x = 20 Years to Payback

The Math The Meaning The Logic
The Textbook Definition: The Real Meaning: ‘ Why Pay 20x?
Market Price P/E represents the number of Investors accept a 20-year wait
P/ E — years it takes to earn back your only if they expect Growth, Stability,

EPS capital if earnings stay constant. or Competitive Advantage to
shorten the actual payback time.
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Deconstructing the Multiple: The Three Drivers

P/E is the mathematical output of three specific variables. If one pillar cracks, the valuation collapses.
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Sustainable vs. The Gravity The Engine of
Temporary pulling P/E down Value Creation
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2 Driver 1: The Quality of Growth

P/E is a mathematical output of specific variables. Sustainable growth is a primary driver.

Sustainable Growth Temporary Growth
(Volume + Efficiency) (Cyclical / One-off)

Rule: Higher Expected Growth = Higher Justified P/E.
Bad Growth: Driven by debt-funded expansion or one-

Good Growth: Driven by volume, pricing power, and efficiency. time commodity spikes (e.g., Soybean prices).

KEY TAKEAWAY: It is not just about Growth; it is about Sustainable

(Tikau) Growth. Temporary spikes are often “Value Traps.”
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R Driver 2: The Physics of Risk

Risk acts as Gravity on the P/E ratio. Higher Risk = Lower P/E.
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1. Cyclicality: Earnings fluctuate wildly (Commodities, Auto).
2. Leverage: High debt increases bankruptcy risk.
3. Margins: Low margin trading businesses have no buffer.

The certainty of future earnings is low in these sectors, so the market discounts the price.
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Driver 3: Return on Capital (The Hidden Driver)

High ROIC businesses The Logic
e If ROIC > Cost of Capital.

require less cash to grow, %_
justifying higher multiples. * Growth creates value -

High P/E is justified.
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— Low P/E is justified.

You cannot justify a premium multiple for a business that doesn’t create economic value.
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The Hidden Mathematics

Growth Rate.
Risk (Cost of Capital) If this goes UP,
If this goes UP, P/E crashes. P/E explodes.

PRO INSIGHT: Valuation is not emotion; it is mathematical

expectation. It is the balance of Growth vs. Risk.
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Case Study: Yashhtej Industries (India) Ltd

The Conflict: The market has priced Yashtej at a ~60-70% Premium over its peers.

The Question: Is this premium justified by the Three Drivers?
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Forensic Analysis: The Optical Illusion

Reported

A Renue Jump:
12Cr to 324Cr.

Growth Reality:
Likely a one-time shift.
In commodities, growth
eventually slows to
inflation + volume.

| Risk Reality:
Agro-processing is
dependent on monsoons
and policy. High Risk
usually commands a
discount, not a premium.
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The Reality

Pre-IPO ROE: 83%
(High Leverage)

Check: Normalized Returns

The Disconnect: A
company with sustainable
ROE of 10-12% (barely
above cost of capital) in

a commodity sector
typically trades at
10x-12x P/E.
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The Expectation Trap: Multiple Contraction
Current Price
RIE LX) Earnlngs il Multiple Contraction
s New Price P
S (-40%) <
i \
Current Price Earnings Multiple Contraction New Price
(P/E 17.5x) Miss (17x = 10x) (-40%)
What is Priced In? |
Perfect execution, double-digit growth, and stable margins.
The Risk: If earnings stay flat but sentiment sours (P/E drops to 10x),
the stock price crashes purely due to valuation adjustment. )
S
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The Framework: Evaluating P/E Properly

Rule: Never look at P/E in
iIsolation. Always use PEG
Ratio and ROIC context.

| 1.1s the Growth Sustainable?
(Or a one-time spike?)

] 2.1sit Capital Intensive?
(Do they need debt to grow?)

] 3.1s Normalized ROIC > 15%?

[ ] 4. What is the Cost of Capital?

] 5.What happensina
downturn?
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When Is a High P/E Justified?

e High ROIC: e Strong Moat:
Generating massive Campetltors cannot

cash ﬂow steal share.
e Zero/Low Debt: / \ e Recurring Revenue:
Bankruptcy risk is Predlctable cash flow
negligible. (e.g., FMCG, Saa¥).

e Long Runway.
10+ years of growth potential.

E Commodity businesses rarely satisfy these conditions for long periods. ]
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The Capital Allocator’s Mindset

P/E 1s not Price. It is Probability.
It 1s the Market’s Forecast of how

Trader: Stock is cheap Owner: Is 10 justified if
at 10 P/E. growth is falling to zero?

FinReason Knowledge Hub | Valuation Intelligence

long earnings will survive and grow.
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