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A. Factor Introduction: Growth

Global Economic Growth is the engine of a portfolio because its primary effect is seen in Equity 
performance. With strong global Growth comes higher earnings. As confidence in continued 
Growth persists, typically earnings multiples expand. As you will see later in this paper, our 
Growth measurement helps an investor participate in a Growth cycle in a more consistent way 
and to know how little or how much Equity exposure to have through a cycle. 

B. How is Growth Quantified?

There are a myriad of economic growth indicators (i.e. Sentiment, Unemployment, etc.), so forecasting Growth and its 
impact on asset prices (rather than simply measuring it) may seem like a daunting task. The intricacies of incorporating 
different indicators with different timing and gauging Growth at different intervals is what we do with our Composite 
Growth Index. The key aspects of our approach to estimating Growth are seen below:

Indicator Holism
Considering indicators that measure different aspects of the economy (labor, housing, production, etc.) is 
pivotal. To illustrate why this is important, take the US Industrial Production indicator, which measures 
the volume of output from industries like mining, manufacturing and public utilities. In late 2008, when 
the global economy was fresh off the peak of crisis, the US Industrial Production year-over-year change 
reached the second highest value it has ever recorded. This anomalistic read was clearly not an accurate 
depiction of the economy as a whole, illustrating the need to consider every sector at our disposal.
The indicators we use can broadly be classified into the following groups: Employment, Production, 
Consumption, Income, Housing and Sentiment. 

Timeframe Diversification
An economy growing in the long-term could be showing strong signs of decline in the short-term; both 
measurements have merit. 
Measuring the economy over different timeframes is important because it gives us a better gauge on 
changes in economic growth. For example, picture an enduring bull economy on the verge of turning. A
long-term measurement of this state, which will typically be based on year-over-year changes in 
indicators, will take several months to show a downturn. A short-term measurement of Growth, however, 
allows us to know when the economy is changing directions before its too late.
By varying the intervals at which we measure Growth, we capture a more continuous picture of the 
economy.

Lead/Lag Components
A strengthening economic indicator does not necessarily coincide with synchronous economic Growth.
In other words, some of the indicators we use are inherently forward-looking while others are more 
retrospective. For example, the current Unemployment Rate is a very good indication of how the 
economy is currently performing and how it will likely perform in the near future. New Home Sales, on 
the other hand is a leading variable. Increases in this indicator may not be felt in the economy overall until 
significantly later. Other variables are surveys that report both current and prospective economic activity. 
The timing of each indicator is imperative to consider when gauging Growth at the macro level.

GROWTH
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C. Asset Class Relationships with Growth

As mentioned before, the primary effect of Growth is reflected in Equity performance, but other Asset Classes are 
impacted, as well. Economic Growth impacts Asset Classes in the following ways:

The source of value for Equity investments is corporate earnings and their sustainability, 
which are driven by economic activity. When economic activity is healthy and Growth is 
high, earnings will likely follow. Thus, positive economic Growth leads to positive Equity 
performance.
There has been a considerable amount of research done on the correlation between 
Equity performance and economic Growth; for example, Arnott and Bernstein (2002), 
Arnott and Asness (2003), and Bernstein and Arnott (2003). Their conclusions are in 
accordance with the logic that Growth is positively correlated with Equity performance.
However, it is important to note that most of the research uses GDP as the proxy for 
Growth. Because of the considerable lag between realized GDP changes and GDP data 
releases, this indicator has little value as an investment criteria, which is why we estimate 
Growth using a proprietary approach that gives us a measurement that is actionable and 
persists.

Bonds, due to their fixed yield, generally show positive net results over and across 
economic cycles. Because they almost ubiquitously go up, it is difficult to assign a direct 
relationship between Bonds and economic Growth.
On the other hand, Bonds are likely to outperform other assets during times of negative 
Growth (Ang 2014). During economic decline, investors typically have very little risk 
appetite, which results in a flight to safe-haven assets like Fixed Income.
Our growth indicators are not used as a predictive indicator for Fixed Income because 
they are not as effective as other factors such as Yield.

Supply and demand logic is at the core of Commodity performance. A growing economy 
requires raw materials to sustain its growth; demand for Commodities goes up. As a result, 
producers are able to raise prices assuming supply remains at or below current levels.
Accelerating Growth is more important for Commodity performance because it is more 
likely to cause a greater short-term shock to demand.
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D. Practical Application of Growth

This section is intended to demonstrate the historical legitimacy of utilizing the RQSI Composite Growth Index. While 
these relationships are historical in nature, the economic logic is sensible and likely to hold up out of sample. In addition, 
these are the same concepts and model logic we have been using in our Systematic Global portfolio for real trading. The 
graph below shows how investing in the S&P 500 could be improved by considering Growth.

The RQSI Composite Growth Index shows our perspective on economic Growth over the last 20 years. Our Index is 
composed of long, medium and short-term Growth perspectives. Though the Index tends to be positive, it fluctuates in 
magnitude continuously. This model has only been structurally short for the 2001-2002 and 2008-2009 periods. The 
other short negative bouts show its potential to quickly react to sustained economic weakness.

The S&P 500 Excess Returns when Growth > 0 shows how the S&P performs when Growth is positive. Since 1999, this 
return stream has generated over consistently positive performance. S&P 500 Excess Returns when Growth < 0 shows 
the opposite and has consistently underperformed in the same timeframe.

Just as the S&P 500 tends to show positive returns over the long-term, economic Growth tends to be positive. The 
primary value in utilizing Growth to inform Equity allocation decisions is being able to avoid the sharp drops like the 
ones seen on the grey curve.

The divergence between these two trajectories speaks for itself; Growth is a crucial predictor of Equity performance.

E. Growth Conclusion

Economic Growth-based investing is central to our 12 Box Framework. Although the computations are complex, the 
concepts are straightforward; economic Growth is a strong indicator of market performance.

Logically and consistently applying economic Growth-related logic is an effective way to mitigate risk and increase 
performance in a portfolio.
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