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Capturing Regime Changes in Stock Returns With Dynamical Model Selection
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The S&P 500 is widely recognized as one of the most prominent stock market indices globally, and forecasting its returns is a question widely researched in the literature. Previous research found that incorporating the regime-switching behaviour of the stock returns into predictive models might increase accuracy. This study proposed a dynamical model selection framework to predict daily stock returns of the S&P 500 index ETF. In an attempt to asses regime switches, the study generates an extended number of features using historical return and trading volume data and creates numerous simple OLS models using different random subsets of these features. Before every one-step-ahead prediction, an ensemble prediction is created based on the signal of those models which could predict the recent past most accurately. A trading strategy based on the predicted signals could achieve a yield significantly different from zero in 2020 and 2021, mainly driven by the general overprediction of up-days. The proposed prediction framework could achieve an average accuracy of 51.72% on the period between 2010 and 2022, achieveing the highest (lowest) accuracy in 2020 (2015) with 58.5% (46.43%). Despite the proposed ensemble predictions could outperfrom the baseline models occasionally, based on the overall results we can conclude that our prediction system is inferior to both of the selected benchmarks. Although the trading simulation did not yield successful results for the SPY index, stock level experiments show that it has the potential to generate significantly positive returns for individual stocks.



