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Historically, one way to view the attractiveness of equities is to compare them to another major asset 

class: bonds. One model for gauging equity valuations—dubbed the “Fed Model”—compares the earnings 

yield (E/P ratio, or the inverse of the P/E ratio) to a long-term bond yield. There are clearly different risks 

associated with equities and bonds, but essentially one is judging the relative value of one security against 

another. In the table below, I will look at the current earnings yield, bond yield and the spread for the world’s 

15 largest countries by market capitalization1 to get a sense of relative valuation. • A higher earnings yield 

indicates a lower valuation because investors are essentially getting more earnings per share, so countries 

that exhibit a higher earnings yield are more attractively priced compared to their own history. • The same 

can be said about countries that have a higher earnings yield to bond yield spread; these countries are 

currently selling at lower relative valuations compared to their own history in terms of asset classes. Figure 

1: Earnings Yields vs. Bond Yields

For definitions of indexes in the chart, please visit our Glossary. • South Korea Had Highest Earnings 

Yield – With an earnings yield over 10%, South Korea had the highest earning yield and the highest 
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spread of all the countries listed above. It is also impressive that the current spread is almost three times 

larger than its own 10-year historical median spread. The equities are currently selling at lower valuations 

(higher earnings yield), and the bonds at higher valuations (lower yield), compared to their own history. For 

those looking to accentuate a focus on the earnings yield as a potential indicator of a valuation opportunity 

for South Korean firms, an earnings-weighted approach could be of particular interest when considering 

different ways to build an Index of these stocks. • Japan Offers Attractive Spread – After so many 

years of deflation and bear markets, it is not surprising that Japanese citizens’ stockpiles of cash have 

driven government bond yields to such low levels, but I feel the sentiment is starting to change. Japanese 

households cannot be expected to shift into equities overnight, but as inflation expectations increase, they 

should start to view the much higher earnings yield offered by equities as a viable option. One possible 

incentive beside valuations are the newly created Nippon Individual Savings Accounts (NISA) , which 

allow Japanese citizens to invest up to 1 million yen per year for at least five years, free of capital gains 

and dividend taxes. These accounts were designed to encourage risk taking, so government bonds are 

not eligible for purchase in these accounts. At the end of the day, we believe that equities are attractive due 

to their potential earnings growth, and with the depreciation of the Japanese yen, this explosive earnings 

growth is particularly evident amongst exporters. • Germany and the United Kingdom Round Out Five 

– Two of the largest European economies, Germany and the United Kingdom, currently have a higher 

earnings yield than most of their global peers. Compared to the United States, each has an earnings yield 

advantage of over 1%, and their current spread is 2% and 1%, respectively, higher than the U.S. With 

both countries being among the top economies for the European region, it is interesting they also have 

some of the lowest current valuations compared to U.S. and global peers. We feel this further confirms 

that there is opportunity in Europe. And for those looking to maintain diversification, it is important to 

recognize that many German and British firms are global in nature—meaning their revenues come from 

all different regions of the world. Continued Rotation Back into Equities Since the financial crisis, global 

interest rates around the world have remained low, ultimately driving down bond yields. Now that growth 

has stabilized and expectations are beginning to increase, investors are looking for options outside of 

fixed income to potentially participate in this growth. Unlike fixed income, which by definition offers a 

fixed payment of interest over time and no growth potential, equities have the potential to see earnings 

or dividends grow over time. I would point investors looking for equity exposure to countries with higher 

earnings yields compared to their historical medians and also toward countries with high earnings yield 

spreads. 1Excluding China.
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Important Risks Related to this Article

Foreign investing involves special risks, such as risk of loss from currency fluctuation or political or 

economic uncertainty. Fixed income investments are subject to interest rate risk; their value will normally 

decline as interest rates rise. In addition, when interest rates fall, income may decline. Fixed income 

investments are also subject to credit risk, the risk that the issuer of a bond will fail to pay interest and 

principal in a timely manner or that negative perceptions of the issuer’s ability to make such payments will 

cause the price of that bond to decline.
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