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EUROPEAN STRATEGY ELEMENTS 
Will the Fed Model ever work again? 
The Fed Model has broken: The Fed Model in its purest form states that the earnings 
yield should equate to the bond yield. This was roughly the case from 1961 to 2000. 
However, earnings yields were consistently higher than bond yields prior to 1961 and 
post 2000. We believe this is driven by changes in the perception of equity risk. 

The price of equity risk: Severe crises alter the perception of equity risk. The rise in 
equity market volatility, along with a credit crunch, extensive monetary easing and 
punitive regulatory reform (Solvency 2, Basel 3) raise equity risk premia. (Figure 1)  

Asset allocation conundrum: Our analysis suggests that both the Fed Model and the 
Equity Risk Premium have little validity predicting future returns. Instead we advise 
valuing and assigning portfolio weights to different asset classes by assessing their 
prospective returns separately, relative to their respective specific risks. 

Investment conclusions: Our Barclays Return Estimates (BARE) model forecasts 7% 
real CAGR total returns from European equities, in line with history. Spanish and Italian 
equities look most attractive. Bonds on the other hand look expensive to us. 

Catalyst for a return to equities: Structurally, as in 1951, we would require an end to 
extraordinarily easy monetary policy driven by a pick-up in inflation volatility. Tactically, 
we would require a reversal in the declining trend in leading indicators. 

Figure 1: The perception of equity risk has changed post-tech and financial crisis, 
driven by the increase in volatility of equity markets relative to bond markets.  
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WILL THE FED MODEL EVER WORK AGAIN? 

Absolute or relative? That is the question. In our previous report, European Strategy 
Elements: Value in peripheral vision, 20 August 2012, we analysed the valuation of various 
European indices relative to their own history.  

We found that most European equity indices, including UK equities, look fairly valued 
compared to their own long-term history. Based on the Cyclical Adjusted Dividend Yield 
(CADY) most European equities are at valuations that are near or slightly below, the long-
term average (Figure 2). This translates to 7% real annualised total returns over the next 
five years on our Barclays Return Estimates (BARE) model.  

Only Spain and Italy look attractive within Europe, with a Cyclically Adjusted Dividend Yield 
greater than 5%, a threshold that has historically marked the start of secular bull markets. 
Both indices look to have priced in future declines in dividend payments. 

But aren’t European equities undervalued given their yields vs. govt bonds? 

The key pushback we received to our view was that, while European equities may not look 
particularly attractive versus their own history, given the current high spread between the 
earnings yield and the bond yield, equities should perform well in the future. Also, the equity 
risk premium is the highest seen since 1980, which adds to the bullish valuation pushback. 

We think the Fed Model has broken. While it was applicable between 1961 and 2000, this 
was not the case pre-1961 and post-2000. We believe this is driven by changes in the 
perception of equity risk that has been drastically altered by severe financial crises. The rise 
in equity market volatility, along with a credit crunch, extensive monetary easing and 
punitive regulatory reform (Solvency 2, Basel 3) raises equity risk premia. (Figure 1)  

As a valuation tool, we find that both the Fed Model and the equity risk premium (ERP) have 
little validity predicting future returns. Instead we advise valuing and assigning portfolio 
weights to asset classes by assessing prospective returns separately, relative to their specific 
risks. On this basis, European equities, particularly Spain and Italy, still come out better than 
government bonds. However, to catalyse this differential between bond and equity valuations, 
as in 1951, we would require an end to extraordinarily easy monetary policy driven by a pickup 
in inflation volatility. This would help re-normalise the perception of equity risk. 

Figure 2: UK CADY, a good predictor of future returns, is below the long-term median 
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https://live.barcap.com/go/publications/content?contentPubID=FC1852117�
https://live.barcap.com/go/publications/content?contentPubID=FC1852117�
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Fighting the Fed Model 
In its purest form, the Fed Model theory states that the stock market’s earnings yield 
should be equal to the yield on long-term government bonds. That is, if the earnings 
yield is greater than the bond yield, equities are undervalued, and vice versa.  

Figure 3 highlights that, on average, a one-to-one relationship between earnings yields and 
bond yields is evident in the period between 1961 and 2000. However, no such relationship 
is observed between 1871 and 1961, and post 2000. Equity yields were consistently higher 
than bond yields during these periods.  

Figure 3: The Fed Model only worked between 1961 and 2000 
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Source: Barclays Research, Robert Shiller 

In a weaker form, the Fed model argues that the earnings yield should at the very least be 
correlated with the bond yield. We find that for most periods in Figure 3, this has been the 
case. Yet, as in our post-financial crisis world, we find two other distinct periods of time 
when earnings yield and bond yields were inversely correlated. In fact the correlation 
between earnings yields and bond yields reversed in these two periods, as has been the case 
post-2008.  

Figure 4: In fact earnings yields are inversely correlated with bond yields now 

0%

4%

8%

12%

16%

20%

1871 1891 1911 1931 1951 1971 1991 2011
-5%

0%

5%

10%

15%

20%US: Earnings yld - Bond yield (rhs)
US: Earnings Yield
US: 10y Bond Yield

  

Source: Barclays Research, Robert Shiller 
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We find a similar situation in Europe as well 
While we do not have long-term earnings data for European markets, as we have for the US, 
the Barclays Gilt Study does provide us with long-term dividend data. We believe that the 
trend in the spread between dividend yield and bond yield would be similar to that between 
the earnings yield and bond yield, although the magnitude in spread would be 
understandably higher, depending on the prevailing payout ratio.  

As in the US, in Figure 5, we find that the UK dividend yields starts diverging from the 
earnings yield as well, post-2000.  

Figure 5: UK dividend yield – bond yield again diverging from each other 
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Source: Barclays Research, Barclays Equity Gilt Study 

Finally in Figure 6 we plot the earnings yield for the DAX and the German government bond 
yield. After being correlated since 1973, we find the start of a sharp divergence post-2000.  

Clearly the implications of the breakdown of the Fed Model are applicable, and 
important, to not just the US markets, but to European markets as well. 

Figure 6: German earnings yields diverging from bond yields as well 
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The rising perception of equity risk 
The reason why the Fed Model worked between 1961 and 2001, we believe, was down to 
an increase in the perception of bond market riskiness relative to equity market riskiness.  

While there is no exact quantitative method to measure risk perceptions for the two asset 
classes, as a proxy, in Figure 7 below, we utilise the difference in 3-year volatility of earnings 
and bond yields since 1871. Intuitively periods of high volatility should scare investors away 
from a particular asset class, altering their perception of the riskiness of the asset class, and 
vice versa. Hence measures of historical volatility should lead to perceptions of equity risk. 

Note that between 1871 and 1951, volatility within equity markets was distinctly higher 
than that of bond markets. Clearly market perception of equity risk was higher than bond 
risk. This spread in volatility widens post financial crisis. We see this both post-1929 and 
post-2008. We think a global financial crisis increases perception of equity risk since: 

 Equity markets sell off sharply and volatility spikes. Bond market volatility also 
increases, although most of it is driven due to a sudden improvement in bond prices 
(risk-off, which actually improves the perception of bond risk). 

 Economic recovery remains fragile. Heightened economic volatility further increases a 
preference for bond risk versus equity risk.  

 Easy monetary policy supports bond risk, particular when the central banks steps in to 
support bond yields.  

 Low corporates bond yields, while low, do not help reduce the weighted average cost 
of capital, since corporates are stuck in de-leveraging mode. 

Figure 7: Unlike 1961-2000, equities are generally perceived to be riskier instruments 
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Source: Barclays Research, Shiller data 

Extraordinarily easy monetary policy supports bond risk 
The differential in perception of equity and bond risk is further exacerbated when monetary 
policy is extraordinarily easy. We analyse the 1939-1951 period, the most extensive period 
of bond price pegging by the Fed, utilising the work of our US equity strategy colleagues in 
the report, Happy days: The unintended consequences of financial repression in the 1940s 
and 1950s, October 21, 2011. Further details can be found there. 

https://live.barcap.com/go/publications/content?contentPubID=FC1757678�
https://live.barcap.com/go/publications/content?contentPubID=FC1757678�
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In 1939, the Fed was authorised to buy securities, and put into place an explicit peg on 
treasury bills of 3/8 in March 1942. As the Fed’s plan to keep rates low gained credibility, 
investors sold low-yield Treasury bills and bought higher yielding bonds. Fed buying then, 
as it has today, reduced the perception of downside risk on government bonds.  

After a brief recession in 1948, eventually in 1950, inflationary concerns reached a tipping 
point. Yet the Treasury continued to push the Fed into debt monetisation. The Fed, reacted 
by raising interest rates in 1950 in the face of rising inflation. The Fed gained independence 
in 1951, by notifying the Treasury that it would not raise rates, and then consequently 
through the signing of the Treasury-Fed accord in March 1951. Eventually bond yields were 
allowed to increase, and inflation fell from 9.5% in 1951 to 1.5% in 1959.  

The end to debt monetisation, including rate hikes from the Fed finally saw a re-pricing 
of equity risk relative to bond risk (Figure 9). From being protected by the bid from the 
Fed of infinite size, the bond market environment turned to one where rates were being 
increased progressively. The perception of bond risk dramatically changed – bond 
market volatility increased dramatically post 1951. We think this will be the key catalyst 
for a re-pricing of equity risk relative to bond risk in the current environment as well – an 
increase in inflation expectations, coupled with an end to extraordinarily low interest 
rates. We elaborate further in the investment conclusions section later in the report. 

Figure 8: Fed purchases in 1939-1951 eventually lead to 
increased CPI and economic volatility…  

 
Figure 9: … this forced an end to QE in 1951, an increase in 
rates, and a re-pricing of bond market risk  
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Financial crises break the earnings yield-bond yield correlation 
In general, it is easy to see why earnings and bond yields should be correlated. Low interest 
rates of government debt should reduce the cost of financing for corporates. This in turn 
reduces the weighted average cost-of-capital. Hence the Net Present Value of future cash 
flows increases, which consequently leads to a lower earnings yield. 

However we find two distinct periods in US history when the earnings and bond yields 
stopped being correlated, between 1894 and 1908 and between 1932 and 1961 (Figure 10). 
Both these periods were when there was severe economic depression, a severe credit 
crunch and strong deflationary pressures. Both periods are also remarkably similar to our 
current economic environment.  
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Financial crisis lead to this anomalous relation between earnings yield and bond yields since 
along with increased economic and stock market volatility, monetary transmission 
mechanisms fail. A reduction in interest rates may not be reflected in a consequent decline 
in the Weighted Average Cost of Capital (WACC) for the following reasons:  

 As in our current environment, while base rates have been lowered, corporate bond 
yields for certain sectors, particularly the financials, have remained high, given 
elevated credit risks. 

 Even if credit yields are low, corporates are stuck in deleveraging mode. Hence they 
are not willing to issue more debt and buy back equity, in order to lock in these 
yields. Therefore even with low corporate bond yields the WACC does not benefit. 

Figure 10: Financial crisis reverse the correlation between earnings and bond yields 
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Source: Barclays research, Robert Shiller 

Conclusion: Post a crisis, the perception of risk increases 
As in Figure 11, the near zero spread between equity and bond market volatilities during 
1961 and 2000 helped change the perception of equity risk relative to bonds. However 
driven by the equity market shock of 2001, the financial crisis of 2008, deleveraging and the 
Fed policy response post 2008, the perception of equity risk has increased.  

Figure 11: The death of the equity cult –the perception of equity risk has changed 
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Equity risk premiums on the rise 
The increase in perception of equity risk, particularly post financial crisis is well reflected in 
the Equity risk premium. In Figure 12 below we calculate the equity risk premium using the 
Gordon Growth Model as 

Equity Risk Premium: Trailing Dividend Yield *(1+LT div growth)+LT div growth – bond yield 

Further analysing Figure 12, we would draw the following two conclusions: 

 The ERP is not high versus history and can go higher: The ERP and is well below levels 
seen between 1939 and1951, prior periods of extraordinary monetary policy. If anything 
the ERP can go much higher. 

 A reversal of the ERP requires an end to QE: As in the 1950’s a reversal of the equity 
risk premium we think would require a renormalisation of monetary policy, for which as 
we discussed previously, inflation volatility needs to pick up. 

 As we analyse in the next section, the ERP has little correlation with future returns. 
Our Accounting and Valuation team also highlight this in Accounting and Valuation 
Matters - The Price of Risk Issue 5: A little more ERP, a little less risk-free; 15 May 2012. 
A common query regarding the ERP is whether it can be used to identify attractive 
market entry points. We would advise extreme caution in doing that since the collective 
market sentiment will greatly affect the ERP measure. Periods of market over-optimism 
such as 2001 or 2007 translate into higher ERPs since expectations are above reality. For 
the same reason, however, these are unattractive periods to enter the equities market. 

Then what is the utility of the Equity Risk Premium? We would instead think of the Equity 
Risk Premium as a coincident indicator of investor perception of equity risk. A higher equity 
risk premium indicates a higher requirement for returns from equities relative to bonds from 
investors, based on the current macro environment, and preceding stock market volatility. 
However this, in itself, has no bearing on what future returns would actually be. Higher 
requirements for future returns may or may not be realised, and vice versa. 

Figure 12: The ERP is high only versus recent Fed Model history. If anything the ERP can 
go even higher, unless there is monetary policy normalization.  
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The ERP and the earnings-bond yield spread not a measure of value 
Consensus sell-side arguments for the undervaluation of European equities seems to rest 
upon the argument that the spread between earnings and bond yields is high, and the 
equity risk premium is at an extreme level. We have the following reservations: 

 The EY,BY spread and the ERP are not high versus history: As we observed in Figure 11 
and Figure 12, both the spread between earnings and bond yield, and the equity risk 
premium are high only compared to recent Fed model years. Both metrics are lower 
than periods prior to the 1960s, and significantly lower than the 1939-1951 period, 
when monetary policy, like today was extraordinarily easy.  

 They have little validity as measures of future value: Both metrics have historically 
been poor predictors of future equity market returns.  

The Equity Risk Premium has little correlation with future asset returns 
We test the validity of the Equity Risk Premium and the Earnings-Bond Yield spread. In 
Figure 13 below we plot the UK equity risk premium calculated using the Gordon Growth 
method, and future 5-year nominal total equity market returns (CAGR), on both an 
absolute, and relative to government bond basis. We find no significant correlation between 
future returns, and the equity risk premium. 

In fact the equity risk premium was the lowest during the early 1980’s, one of the best times 
to buy equities. Also, the Equity Risk Premium was relatively moderate in 2000, at the peak 
of the tech bubble. For these reasons, we disregard the ERP as a measure of value.  

Figure 13: The ERP has little correlation with future absolute, and relative equity returns. 
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The earnings-bond yield spread has little correlation with future returns 
Similar to our exercise above, in Figure 14, we highlight the spread between the earnings 
yield and the bond yield, and future absolute and relative (vs. bonds) nominal annualised 
total returns for equities. Again we find no distinct long-term correlation, with the spread 
between earnings and bond yields failing to identify the buying opportunity of the 1980s. 
Clearly the earnings yield, bond yield differential does not work regularly enough as an apt 
indicator of equity absolute, and equity-bond relative value.  
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Figure 14: Earnings yield-bond yield has not correlation with future absolute and relative 
(vs. bonds) equity market returns 
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Source: Barclays Research, Robert Shiller 

In fact low bond yields tend to produce the lower equity returns on average 
Low bond yields do not necessarily force ‘return-hungry investors’ into equities (one of the 
arguments for the Fed Model), and vice versa. In Figure 15 below for the UK market, utilising 
over 100 years of data from the Barclays Equity Gilt Study we find that periods of 
exceptionally low bond yields have on average not been the best periods of buy equities.  

This may be because most time low bond yields occur during the final stages of a business 
cycle, when equities tend to be on cyclically high valuation levels, hence the chart must be 
view with caution. Nevertheless, as we highlight in the following section, our Barclays Return 
Estimates (BARE) model, forecasts 7% real annualised total returns from UK equities over the 
next five years, which is not far away from the results highlighted in the chart below.  

Figure 15: Lowest equity returns when bond yields are low, based on UK data since 1900
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INVESTMENT CONCLUSIONS 

Our analysis till now highlights that given their limitations, neither the relative spread 
between earnings and bond yields, nor the equity risk premium can form a reliable basis for 
asset allocation. We would instead advise valuing both equities and bonds individually, and 
then deciding portfolio weights based on the compensation they provide versus their risks.  

7% real returns from UK and aggregate European equity indices 
As we analysed in European Strategy Elements: Value in peripheral vision, 20 August 2012, 
our Barclays Return Estimates (BARE) Model forecasts real annualised 5-year total returns 
from UK and aggregate European equity indices to be 7%, in line with the long-term 
average. That is, these equity markets provide the average compensation for equity risk. 

Figure 16: 7% real returns for UK equities as well, in line with the long-term average 

-30%

-20%

-10%

0%

10%

20%

30%

40%

1965 1970 1975 1980 1985 1990 1995 2000 2005 2010

Forecast returns over following 5 years (total, real, annual.)
Actual returns over following 5 years (total, real, annual.)
Average 5 year returns (total, real, annualised)

UK equity market projected real total returns 7% real total returns over 
next 5 years

  

Source: European Strategy Elements: Value in peripheral vision, 20 August 2012 

Again, as per our analysis in European Strategy Elements: Value in peripheral vision, 20 
August 2012, we found that only Italy and Spain are currently at valuations that 
overcompensate for equity risk. Both markets have a Cyclically Adjusted Dividend Yield 
greater than 5%, a threshold that has historically marked the start of a secular bull market. 

Figure 17: The Italian and Spanish markets look to be near a valuation based secular bottom 
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Bond markets on the other hand provide little compensation for risks 
In Figure 18 we plot the UK 15-year gilt yield, and future 5 and 10-year nominal and real 
bond market returns. In both cases we find that current levels of yields guarantee below 
average returns on both a 5-year and a 10-year basis.  

An easy way to estimate future 5-year returns from a UK government bond would be to 
assume that the 5-year bond, at current yield, is held to maturity. UK 5-year gilt yields are at 
0.5%, and US 5-year gilt yields are at 0.7%, clearly under-compensating for future risks of a 
pickup in inflation volatility. 

Figure 18: Current bond yields imply ultra-low bond market returns over the next 5 years 
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Catalysts for a change in the perception of equity risk 
Structurally, we believe that, similar to 1951, we would again require an end to easy 
monetary policy, including the hiking of interest rates (Figure 19). This would in turn lead to 
a pickup in bond market volatility. However for this we would need to see an increase in 
both inflation expectations and inflation volatility (Figure 20). That would, in turn, require a 
reduction in deleveraging forces from Europe, which could take some time to come. 

Figure 19: As in 1951, we would require an end to extraordinarily easy monetary policy 
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Figure 20: ..for this, we would require a pickup in inflation and inflation volatility 
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On a more tactical basis, we would require leading indicators to turn around to become 
more positive on equity indices (Figure 21, Figure 22). Till then we maintain our tactically 
cautious view (All I want is a quiet life...but in August, Part 2, 6 August 2012.) 

Figure 21: IFO indicates further DAX underperformance 
 

Figure 22: ..and so does the UK PMI for the FTSE 100 
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Concluding thoughts 
We think the Fed Model has broken. While it was applicable between 1961 and 2000, this 
was not the case pre-1961 and post-2000. We believe this is driven by changes in the 
perception of equity risk that has been drastically altered by severe stock market crashes 
and economic crisis. 

As a valuation tool, we find that both the Fed Model and the ERP have little validity 
predicting future returns. Instead we advise valuing and assigning portfolio weights to asset 
classes by assessing prospective returns separately, relative to their specific risks. On this 
basis, European equities, particularly Spain and Italy, still come out better than government 
bonds. However, for this to shift back to equities to happen, as in 1951, we would require an 
end to extraordinarily easy monetary policy driven by a pickup in inflation volatility. This 
would help re-normalise the perception of equity risk. 
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