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Correlation Between P/E & Future Returns

Investors always look for a measure, to gauge the appropriate time for investing. P/E ratio is one of the
approaches to provide a comparison of stock price/index price and the stock/ index earnings per
share. Itis determined by dividing the current share price by the reported attributable earnings overa
period of time.

The investment fraternity as well as the investors use ratio’s like ‘Price Earning Ratio’ or P/E ratio as a
variable to make investment decisions. This paper explores the relationship between P/E and
earnings/ returns.

We have tried to analyze the correlation between the P/E and the future returns. For our analysis we
have taken Nifty index returns and Nifty P/E from NSE website. This analysis can tell us what could be
the future returns experience if we invest in the equity market at current P/E. The analysis is done
from the January 2000 to April 2021 and the returns are as per P/E for 1 year, 3 year and 5 year.

The table below shows what were the nifty index average forward returns. It also shows the maximum
and minimum forward returns, within the given P/E band, for the period of 1 year, 3 year and 5 year.
The % of returns tell you the number of positive forward returns in that particular P/E band. We can
observe from the table that, as the P/E increases the probability of negative returns increases. A
similar phenomenais observed with average returns.

Returns % of Returns

PE Range Average Max Min  Positive (+ve) Negative (-ve)
10& 14 59% 105% -3% 99% 1%
n<: 14 & 18 28% 95% -17% 83% 17%
= 18 & 22 9% 84% -48% 70% 30%
— 22 & 26 -1% 51% -55% 58% 42%
26 & 30 -2% 29% -56% 59% 41%
10& 14 32% 58% 3% 100% 0%
ﬂ<= 14 & 18 21% 50% -4% 97% 3%
= 18 & 22 9% 35% -14% 88% 12%
™ 22 & 26 4% 26% -16% 81% 19%
26 & 30 1% 12% -16% 62% 39%
10& 14 24% 43% 10% 100% 0%
gtc 14 & 18 20% 45% 4% 100% 0%
~ 18 & 22 10% 30% 2% 100% 0%
N 22 & 26 6% 17% -2% 96% 4%
26 & 30 2% 6% -1% 62% 38%

Source: NSE, internal research. Nifty 50 as on 30thApril 2021.Returns are rolling CAGR for >1 year.
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Nifty Returns Vs Nifty P/E

35 Nifty Returns Vs Nifty PE (1 year)

The current P/E is plotted against
the future returns. e.g. If we
would have invested on 1° Jan
' 2001 P/E, what could be the
W TE P, return experience 1year lateri.e.
: on 1%t Jan 2002.

The first chart plots the Nifty
returns and the Nifty P/E for the
period of 1 year. We can observe
the trend line from top left to
bottom right of the graph,
. indicating a negative co-relation.
. = M ame 1€ at higher P/E we can get
lower returns. The trend line
Nifty Returns Vs Nifty PE (3 year) represents the extent of
30 correlation or the range of
returns.

-60%

The second chart represents the
nifty index returns and the nifty
P/E for the period of 3 years. It
can be seen that the returns are
spread across. The negative
correlation has reduced. Returns
for the sum invested 3 years ago
at PE of 18 can be between the
range of 3% to 60%.

-20%

The third chart plots the 5 year
nifty returns and nifty P/E. The
returns have moved into the
positive region, confirming the
negative correlation between the
two. For example, if one were to
invest at PE of 24 and above it
could take 5 years to get small
but positive returns. We can see
that as the P/E increases the
positive returns also decreases.

30 Nifty Returns Vs Nifty PE (5 year)
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Nifty Returns Vs Nifty P/E Analysis

10-11
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90%
65%
59%
56%
46%
21%
23%
21%
13%
9%
8%
5%
1%
0%
-4%
-3%
3%
-2%
-10%

50%
37%
28%
33%
31%
21%
19%
14%
12%
10%
7%
7%
5%
4%
1%
3%
3%
-2%
-6%

36%
28%
23%
23%
28%
23%
18%
13%
13%
10%
9%
8%
7%
6%
4%
4%
3%
2%
1%

0.2%
0.9%
3.0%
3.8%
7.1%
5.5%
4.1%
8.7%
10.1%
6.6%
10.8%
8.8%
7.1%
6.2%
2.6%
4.3%
4.3%
3.2%
2.7%

0%
1%
4%
8%
15%
21%
25%
33%
43%
50%
61%
70%
77%
83%
85%
90%
94%
97%
100%

8%

25%

36%

20%

10%

Source: NSE, internal research, Nifty 50 returns as on 30t April 2021.Returns are rolling CAGR for >1 year.

The above table explores the relation between P/E and forward returns in more detail. There is a clear
indication of a negative correlation between Nifty P/E and Nifty returns. While, investing in a P/E of
more than 24 could lead to highervolatility as well as some negative future returns.

As the tenure increases, the range of returns get tighter with the P/E band. The percentage of data
points present in their respective P/E band is also given for reference. The percentage of time spent
represents the future returns earned in that particular P/E band, the same is represented by the graph
as well. We can conclude from the analysis that investing at a high P/E may reduce a positive return

experience and that the Nifty returns & Nifty P/E share a negative correlation.
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Disclaimer:

MUTUAL FUND INVESTMENTS ARE SUBJECT TO MARKET RISKS, READ ALL SCHEME RELATED DOCUMENTS CAREFULLY.

The Disclos ures of opinions/in house views/strategy incorporated herein is provided solely to enhance the transparency about the investment strategy /
theme of the Scheme and should not be treated as endorsement of the views / opinions or as an investment advice. This document should not be
construed as a research report or a recommendation to buy or sell any security. This document has been prepared on the basis of information, which is
already available in publicly accessible media or developed through analysis of IDFC Mutual Fund. The information/ views / opinions provided is for
informative purpose only and may have ceased to be current by the time it may reach the recipient, which should be taken into account before interpreting
this document. The recipient should note and understa nd that the information provided above may not contain all the material aspects relevant for making
aninvestment decision and the stocks may or may not continue to form part of the scheme’s portfolio in future. The decision of the Investment Manager
may not always be profitable; as such decisions are based on the prevailing market conditions and the understanding of the Investment Manager. Actual
market movements may vary from the anticipated trends. This information is subject to change without any prior notice. The Com pany reserves the rightto
make modifications and alterations to this statement as may be required from time to time. Neither IDFC Mutual Fund / IDFC AMC Trustee Co. Ltd./ IDFC
Asset Management Co. Ltd nor IDFC, its Directors or representatives shall be liable forany damages whether direct or indirect, incidental, punitive special
or consequential including lost revenue or lost profits that may arise from or in connection with the use of the information.
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