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1. Introduction 

There have been many studies on the prediction of the stock market returns. One 

of the most often used methods in the financial community is called the “Fed Model”. 

The name for the model is because that it is cited from the monetary policy report of 

the Federal Reserve Bank1, although the Fed has never sanctioned for it. In spite of 

many different versions of the model, the Fed model indicates that the stock market 

returns are very close to the long-term government bond yields. Therefore it can be a 

simple yardstick to decide the asset allocation between the stock and bond markets. 

Usually the reverse PE ratios of the stock markets and the 10-year government bond 

yields are used for the model. 

Few studies focus on the model several years ago. Asness (2003) is the first one 

to pay attention on the model in detail. He examines the 1881~2001 US data, and 

finds that the “Fed model effect” only exists on the postwar data. If the volatilities of 

the EP ratios and the bond yields are added, the model is fixed. The prediction power 

of the model is also tested. Salomons (2004) confirms the US data again, and provides 

a Tactical Asset Allocation (TAA) strategy constructed by the improved model. 

Malkiel (2004) discusses the market efficiency hypothesis, and compares the 

Campellel-Shiller mean reversion model with the Fed model. Faugère and Erlach 

(2004) demonstrate another revised model - Required Yield Theory (RYT), which 

takes GDP growth and stock dividend yields into consideration. All of them improve 

the prediction. 

As for the international markets, Berge and Ziemba (2003) survey the US, 

Germany, Canada, the UK, and Japan’s data, and provide another revised predicting 

                                                 
1 Humphrey-Hawkins Report, "Section 2: Economic and Financial Developments in 1997".  
http://www.federalreserve.gov/boarddocs/hh/1997/july/reportsection2.htm. 
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model- the Bond Stock Earnings Yield Differentials Indicators (BSEYD). The 

BSEYD is used as a dynamic asset allocation signal between the stock and bond 

markets. Giot and Petitjean (2004a), (2004b) apply the concept of Bond-Equity Yield 

Ratio (BEYR) to examine Australia, Austria, Belgium, Canada, Denmark, France, 

Japan, Germany, Italy, Switzerland, the Netherlands, the UK, and the US markets. At 

this point, the Asia markets have never been analyzed thus far. 

Furthermore, few attempts are made on the stability or structural change checks. 

Weigand and Irons (2004) proceed in the Chow test, ADF unit root test, and the 

cointegration test, and elevate that the model by distinguishing the level of the PE 

Ratio. Koivu, Pennanen, and Ziemba (2005) test the US, the UK, and Germany 

markets by cointegration method, and conclude that the Fed Model has prediction 

power. 

In summary, little is known about the Fed Model in Asia-Pacific markets so far. 

Therefore we examine the Fed model in 10 main Asia-Pacific markets- Australia, New 

Zealand, Japan, Taiwan, Korea, Singapore, Hong Kong, Thailand, Malaysia, and 

Philippine. The stability of the data is also considered for out-of-sample forecasting. 

We adopt the Reversed Ordered Cusum squared (ROC) approach provided by Pesaran 

and Timmermann (2002) to detect the most recently structural change, and only the 

post-break data are used to estimate the model. The procedure upgrades the 

forecasting result of the Fed Model. 

The article is organized as follows. Section 2 describes the data collected. 

Section 3 states the methodology. Section 4 presents the empirical result by the 

methodology in section 3. Section 5 is the summary. 


