The Equity-Risk Indicator (PE)

The Equity-Risk Indicator (PE) can be calculated by comparing the price-earnings ratio of Standard and Poor's 500 Index with a benchmark of fifteen. 

The formula is as follows:


When the average price-earnings ratio is fifteen, the risk indicator (PE) is zero, which signals that the current level of stock prices is in line with the typical long-term level of price-earnings ratios.

A negative indicator would suggest that average stock prices would have to fall to bring the average price-earnings ratio back to fifteen, while a positive indicator means that stock prices would need to rise to reach "normal" levels.

Over a long period, price movement on the U.S. stock market has ranged between ten and twenty times earnings. 

The Long-Term Trend 

The graph below shows the Equity Risk Indicator (PE) between 1959 and 2003, with two lines for the limits of ten and twenty times earnings. 

During the late 1970s (the time of Jimmy Carter's "malaise"), the indicator rose to high positive values. 

During the Great Bubble, the indicator dipped to extremely low values. 
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Because the Equity Risk Indicator (PE) is based on long-term average price-earnings ratios and because the market has shown a cyclical pattern around the mean, this indicator seems to have predictive value. 

Over the last half century, there have only been two extended periods during which the indicator was greater than 20% or less than -20%. 

These anomalies occurred during pronounced bear or bull markets.

