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In this article, we are going to discuss few of the most common stock market myths.  

 

MYTH #1 Low-priced stocks are cheaper 

 

A lot of investors are constantly on the lookout for investing in shares that seem to 

be cheap i.e. quoting at Rs. 5, 10 or 20, etc. This strategy is typically supported by 

the argument, that buying such cheap stocks enables them to buy many shares as 

compared to a stock trading at say in four digits. 

Also, they think that there is a higher possibility of a cheap stock turning out to be a 

multi-bagger than a Rs. 1000 stock. 

 

Let us take an example. Let us compare HMT India and Honeywell Auto.  

A few years ago, HMT was available at Rs. 25, and Honeywell was available at Rs. 

3500. If someone had just bought HMT and avoided Honeywell based on this myth, 

guess what would their position be now? 
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HMT is trading now at Rs. 17 while Honeywell is now trading at ~Rs.30,000.  

 

There is an old saying that says “Quality is better than quantity”; the same holds 

true even for the stock market.  Just because a stock’s price is low and hence 

you can buy many shares does not mean that it is a better deal. What is more 

important is the market cap and the returns that you make as can be seen 

from above example. 

 

“Price is just a number. It has no co-relation with the valuation of a stock.” 

 

MYTH #2 52 week low is a good buy - 52 week high is bad buy  

 

Nothing is more damaging to investors than thinking that a stock trading near a 52-

week low is a good buy.  

Let’s take an example of Unitech, which made consistent lows in a period of 5 

months and fell from Rs. 25 to meagre Rs.7. Investors who have the belief in the 

myth of buying 52-week low stocks would end up buying Unitech at every low and 

believe that it will eventually make it back up to those high levels.  

 

Thinking this way is a mistake in investing! Below is a chart of Unitech. Imagine 

how much money you would have lost had you bought Unitech just because it kept 

on hitting new lows! 

 

 

 
  

  

As we saw in previous myths, the price is only one part of the investing equation. 

Valuation of a company has no correlation with 52 weeks high/low. The aim is to 

buy good companies at a reasonable price. Buying companies solely because 

their market price has fallen or not buying just because they have a rise in 

recent past will get you nowhere.  
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MYTH #3 Investing in Stocks Is no different from Gambling  

 

This reasoning causes many people to stay away from the stock market.  

In fact, buying a share is equal to a part ownership in a company. It permits the 

holder to a claim on a fraction of the profits that the company generates.  

 

A lot of times, investors think of shares as simply a speculation, and they 

forget that stock represents the ownership of a business. 

 

Only short-term price movement doesn’t have any logic and is speculative and 

random in nature. However, over the long run, a company is only worth the 

earnings it is generating. Eventually, a company's stock price can be expected to 

show the actual underlying value of the firm. 

 

Gambling, on the contrary, is a game that merely takes money from a loser and 

gives it to a winner. If you were to do mindless short-term speculation in the stock 

market and end up losing money, then what you do can be called gambling. 

However, one should be careful comparing gambling and the stock market as in 

latter value are created based on the growth prospects of a company in long run. 

 

 

#MYTH 4: Stocks That Go Up Must Come Down & Vice versa 

 

This is the one of the most predominant beliefs which relies on Hope.   

 

There is no gravitational force that pulls stock's price back to where it used to be. 

For example, the stock price of Colgate went from Rs. 300 to Rs. 2100 per share, 

seven times in seven years.  

 

Now it went from Rs.350 to Rs.700 just within six months during 2009. Had you 

thought that this stock was going to return to its lower initial position of Rs.350, you 

would have missed out on the subsequent rise to Rs. 2,100 per share. 

 

Below is a chart of Colgate from 2008 to 2015. Those investors who were waiting 

for the stock price to come back to ground would miss out on a return of 400%. 

 

There is an important lesson here for you guys. It is not some random event that 

leads a stock price moves up; it is the earnings. So as the earnings of the 

Colgate grew its stock price grew.  
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Now in other case if the earnings of a company are not growing then the stock price 

must fall. One just can’t assume here that as the stock price has fallen so much it 

must go up. That would be a big mistake.  

 

Let us take an example. Below is the chart of a company named Opto Circuit. Just 

a few years ago it was available at Rs.200 and then kept on falling to Rs.100 within 

a year. Now had someone had bought just because it had fallen to Rs. 100, he 

would have lost whopping 80% of his wealth.  

 

So there is no pinch of truth in the belief that if a stock price goes up it has to come 

down. Your goal should be to purchase good companies with growing 

earnings at a reasonable price. Buying companies solely because their 

market price has fallen will get you into losses.  
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#MYTH 5 Blue Chip stocks are always a safe bet 

 

You might have heard this one repeatedly. But let me tell you in simple words, Blue-

chip or large cap companies are not always safe investments. 

 

 If you can observe one common thing about blue chip stocks is that the market 

usually gives them a premium for the high quality of management and the business. 

They are traded at high PE and PB multiples. But, if the market exaggerates this 

value, the stock could lose its attractiveness over time. 

 

One of the problems with blue chips can be of unreasonable expectations by the 

market.  

 

For example: Whenever Sachin & Sehwag walks out to bat, a lot of us expects him 

to score a century. Even if he scores a half-century, we are disappointed and 

the media fires how they could not live up to the expectations.  

 

Likewise, investors expect a well-managed company to deliver consistently higher 

growth than its peers. If the company fails to live up to these expectations, it is 

punished by the market by a reduction in the stock price.  

 

The fact that blue-chip companies have earned a reputation for themselves 

indicates that the companies have been around for some time. With age, the 

company may face stability in business prospects, and this may lead to a stage 

where it cannot sustain such high growth rates in the future.  

 

Such stocks will thus have low growth prospects unless the company can innovate 

or do something to restore its growth. 

 

#MYTH 6 Stock trading at low P/E & P/B is undervalued  

 

Price to Earning (P/E) Ratio 

 

The Price to Earnings ratio is the most popular term you might have overheard. 

Let’s understand what it means. The P/E of a stock is calculated by dividing the 

current stock price by the Earning Per Share (EPS).   

 

Earnings per Share 

EPS measures the profitability of a company on a per share basis. For example, 

assume a company X with 1000 shares in the market makes a profit of Rs.1 lakh in 

a year. Then the earnings on a per share basis would be: 

 



 

6 | P a g e  
 

06/09/2020 

 

= Rs.1,00,000 / 1000 shares 

= Rs.100 per share. 

 

Therefore, the EPS gives us the profits generated on a per share basis. If you 

divide the current market price with EPS, we get the Price to Earnings ratio of a 

firm. 

 

The P/E ratio measures the willingness of the market participants to pay for a stock, 

for each rupee of profit that the company makes. For example, if the P/E of a 

company A is 15, then it simply means that for every rupee of profit the company 

makes, the market participants are willing to pay 15 times.  

Let us calculate the P/E for Company X.  

 

Net Profit = Rs.1,000 Crore  

Total Number of Shares = 9 Crore 

 

EPS = Net Profit / Total Number of Shares 

= 1000 Crore / 9 Crore 

= Rs.111 

 

Current Market Price of Company X = Rs. 6000 

Hence P/E = 6000 / 111 

= ~54 times 

 

This means for every rupee of profit generated by Company X; the market 

participants are willing to pay Rs.54 to acquire the share. 

 

Now assume, Company X’s price jumps to Rs.7000 while the EPS remains at 

Rs.111, the new P/E would be: 

= 7000/111 

= 63 times 

 

While looking at the P/E ratio, do remember the following key points: 

 

● P/E indicates sentiment as well as perception of the company. 

● Higher the PE higher the Investor Confidence. 

● Single digit PE usually means lack of confidence or single digit 

earnings growth.  
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Reasons for the low P/E of a company: 

 

1. Inconsistent earnings of the company:  

Sometimes, a company may face short term problems like fall in demand, the high 

cost of raw material leading to lower earnings and consequently low P/E ratio for 

the company. In such a case, it is necessary to understand whether the problem is 

temporary and if the company can overcome it. If a business has a track record of 

inconsistent earnings market by default gives it a low PE.  

 

2. Low Growth Stock:  

A stock may trade at a low P/E if it has low growth opportunities in business. These 

may be companies that have had sound earnings in the past but have little or zero 

growth possibilities in the future. The market tends to price these stocks at lower PE 

than stocks with higher growth opportunities.  

 

3. Industry Factor:  

The industry to which the company belongs plays a vital role in determining the 

stock’s PE. For instance, stocks in the IT sector are available at higher PE’s as it is 

considered asset light and fast-growing sector. While there are stocks belonging to 

the steel sector that always trade at an average PE of 6. While you may think that 

these stocks are available at a low PE, but the reality is that such stocks may have 

had a history of trading at such low PE’s due to the cyclical nature of industry.  

 

Let’s have a look at Tata Steel's graph of earnings. You will see a cyclical pattern. It 

is due to the nature of earnings and thus it is reflecting in a stock's price. Even at 

the peak the PE would be in the range of 6-8 that might appear low, and if someone 

were to buy blindly, he would end up losing their capital. 
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Price to Book (P/B) Ratio: 

Before we understand the Price to Book Value ratio, we need to understand what the 

term ‘Book Value’ means. 

Let us assume if a company has to close down its business and liquidate all its assets. 

What would be the worth of the business? The “Book Value” of a firm is simply the 

amount of money left on the table after the company pays its obligations. In simple 

terms, if the book value of a company is Rs.300Crs, then this is the money the 

company can expect to receive after it sells everything and pays all its debts. 

 

Normally, the book value is expressed on an each share basis. For example, if the 

book value per share is Rs.40, then Rs.40 per share is what the stockholder can 

expect in case the company decides to liquidate. The ‘Book Value’ (BV) can be 

calculated as follows: 

 

BV = [Share Capital + Reserves / Total Number of shares] 

 

Let us calculate the same for COMPANY X: 

 

From COMPANY X’s balance sheet: 

Share Capital = Rs.100 Crs 

Reserves = Rs. 3000 Crs 

Number of shares: 10 Crore 

Hence the Book Value per share = [100+3000] / 10 

= Rs.310 per share 

 

This means if COMPANY X were to liquidate all its assets and pay off its debt, 

Rs.310 per shares is what the shareholders can expect. 

 

Progressing, if we divide the current market price of the stock by the book value per 

share, we will get the PB ratio of the firm. The P/B shows how many times the stock 

is trading over and above the book value of the firm. Obviously the higher the ratio, 

the more expensive the stock is. 

 

Let us calculate this for COMPANY X. We know: 

 

Stock price of COMPANY X = Rs.6000 per share 

BV of COMPANY X = Rs.310 per share 

P/BV = 6000/310 

= ~19.35 times or ~19.35x 

This means COMPANY X is trading over 19 times its book value. 
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There are many stocks that trade below their book values because of their poor 

underlying business. Several times the stock trades at low P/B due to some financial 

troubles, a history of frauds, high debt, etc.  

 

A low P/BV can also occur because the industry has a low P/BV. As we saw in PE 

ratio, P/BV also varies by industry. Industries that need higher infrastructure capital 

such as shipping industries, industries that have most of the assets that are financial 

in nature such as banking and finance industries, usually trade at low P/BV. 

 

As in the case of PE ratio, it makes much more sense to compare stocks P/B to its 

peers. Also, looking at the past trends of P/BV for the company would give us a better 

picture. On the similar lines as PE, low PB stocks are NOT necessarily great 

bargains. One must be careful in purchasing stocks just because their PE or PB ratios 

appears to be low. 

 

Note: One should use P/B ratio to value banks and finance companies. As most 

assets and liabilities of banks are constantly valued at market values, P/B for 

these companies gives a fairer picture of the value of assets than PE ratio. 

 

 


