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5. Implications

The P–E ratio for ASX 200 stocks fluctuates between 8 and 50 over the period 1984-1 
through 2001-3. The average P–E ratio during this period was 18.62. Security analysts 
often compare the P–E multiple at a particular moment with its historical average in an 
attempt to determine whether the stock market is undervalued or overvalued. Our empirical 
results suggest that a substantial deviation of the P–E ratio from its historical average can 
be justified by deviations of the underlying fundamentals from their historical averages. 
Fig. 1 shows that the observed P–E ratio moves closely with the P–E ratio predicted by 
fundamental variables. The predicted series is derived from the extended P–E model. The 
model performs well in predicting the turning points, and can be used to identify any 
misalignment of the ASX 200 P–E multiple with its fundamental determinants.
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