
   

 

  
 

 

Behold the S&P500’s historical price earnings ratio as compared to its long-term average over the last 50 years.  

By this measure, across all inflation levels, stocks are expensive.  If the PE ratio reverted from its current level 

of 20.4 to the average of 16.7, stocks would have to fall by 18%.   

Behold the relationship between PE level and inflation.  The table shows the average PE by inflation level 

interval.  We are in the 1.5 to 2.5% interval. The average PE when inflation is in that interval is 20.4 – the same 

PE as the current level.  By this measure, stocks 

are priced near fair value. 

The chart shows the relationship between PE 

ratio and inflation.   The fitted black trend line 

shows that the inflation level has explained 60% 

of the variation in the PE level over the past 50 

years.  This strong relationship makes intuitive 

sense since higher inflation levels come with 

higher interest rates, higher interest rates drive 

higher earnings yields (earnings over price), and 

therefore lower PE’s (price over earnings).   

That said, the variation in PE is much greater at 

lower inflation levels.  You can see the variation 

in the chart or in the range column on the table.  

This may be a result of fewer observations at higher inflation levels, or that when inflation is high, it becomes 

the dominant factor driving PE’s to low levels.  When inflation is low, other factors become more dominant –

changes in growth, inflation expectations, politics, a crisis like 2008-2009 , to name a few. 

So where does this leave us?  Given current inflation levels, stocks are fairly valued as measured by PE ratio.  

However, the geopolitical backdrop could drive the PE ratio much higher or lower.  If inflation “permanently” 

moves to a higher level, then the normal PE level, and therefore stock prices, can be expected to move lower.  

Our view is that the current rise in inflation is modest and cyclical, the core inflation rate is unlikely to breach 3% 

during this cycle, and it will likely revert back toward the Fed target of 2% over time.     

Inflation(%) Average PE PE as of April 30 Implied Change Max PE Min PE Range # Observations % Observations

<= 1.5 17.7 24.1 12.1 12.0 39 7%

1.5 to 2.5 20.4 20.4 0% 29.8 13.7 16.1 144 24%

2.5 to 3.5 19.3 20.4 (5%) 28.9 12.6 16.3 163 27%

3.5 to 4.5 15.2 26.7 9.9 16.8 67 11%

4.5 to 5.5 15.0 20.2 9.8 10.3 51 9%

5.5 to 9.5 11.8 18.1 7.3 10.8 91 15%

> 9.5 8.4 10.9 7.0 4.0 45 8%

Entire Range 16.7 20.4 (18%) 29.8 7.0 22.9 600 100%
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Email research@wealthcarecapital.com with questions, comments or requests.  Sources: Bloomberg, Bureau of Economic Analysis.  
 

  
©2018 Wealthcare Capital Management LLC and Wealthcare Advisory Partners LLC (collectively, “Wealthcare”) are registered investment advisors with 
the U.S. Securities and Exchange Commission (SEC) under the Investment Advisors Act of 1940.  All Rights Reserved.    

This Market Commentary is for general information only and is not intended to provide specific advice or recommendations for any individual. Information 
contained herein is at a point in time and subject to change without notice. Information is derived from sources which are believed to be reliable, but are 
not independently audited. Views and opinions are subject to change at any time based on market and other conditions. 

Wealthcare’s GDX360® is a fiduciary process that integrates goals-based planning with investment implementation that includes cost and tax management 
services designed to put clients first. GDX360® is a trademark of Wealthcare Capital Management IP LLC, an affiliate of Wealthcare. 

Emails may contain confidential and privileged information for the use of the designated recipients named above. If you are not the intended recipient, 
you are hereby notified that you have received this communication in error and that any review, disclosure, dissemination, distribution or copying of it or 
its contents is strictly prohibited. If you have received this communication in error, please notify the sender immediately by replying to this message and 
deleting it from your computer.  Thank you.  

Wealthcare, in accordance with applicable laws, reserves the right to monitor, review and retain all electronic communications, including e-mails, coming 
through its networks and systems. Additional Important Disclosures may be found in the Wealthcare Form ADV Part 2A.  A copy may be requested by 
emailing compliance@wealthcarecapital.com.   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Two James Center, 1021 East Cary Street. Suite 1120, Richmond, VA  23219   |   804.644 .4711 

mailto:research@wealthcarecapital.com
mailto:compliance@wealthcarecapital.com

