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Last month, I briefly described 
the epistemology that helps me 
to invest profitably. It is a focus 

on developing insights rather than 
acquiring facts. This article, while not 
strictly an asset allocation how-to, 
tackles a question that most asset 
allocators face: does economic growth 
result in stronger equity returns?

Several institutional investors 
have reduced their equity allocations 
to countries with low or negative 
economic growth in favour of faster 
growing economies, such as emerging 
market countries. At first glance this 
makes perfect sense. But there are 
a few problems with the idea that 
economic growth equals strong  
equity returns. 

Recently, a friend asked me an 
interesting question: of all the 
countries that make up the MSCI 
World, which country’s equity market 
produced the best return in 2011?  
I’ll answer this question at the end  
of the article. First, I’ll try to explain 
why such a surprising result  
might be possible.

The theory
The basic idea behind the belief that 

economic growth equals strong equity 
returns is summarised in figure 1.  

The theory says something like 
this: company revenues grow larger 
as economic activity increases and the 
increase in company revenues causes 
a corresponding increase in company 
earnings. It is this increase in earnings 
that contributes to higher share prices 
and strong equity returns. 

Unfortunately, the supposed link 
between economic activity and equity 
returns is not so straightforward. 
There are factors that affect each link 
in this sequence. Some of the main 
ones are: the low corporate share 
of gross domestic product (GDP), 
earnings dilution and – you guessed 
it – valuation. 

Low corporate share 
of GDP
If you had to guess, what would you 
say is the average share of GDP in 
corporate revenues in the United 
States? Would it be as high as 50 per 
cent? You might be more conservative 
and guess 20 per cent. According to 
Deutsche Bank, US corporate profits 
as a share of GDP since 1947 have only 
averaged 9.1 per cent. At their peak, 
they have never exceeded 15 per cent.

So what does this mean? It means 
that, in the US at least, the vast 
majority of the economic activity 
captured by the GDP statistic has 
little to do with companies listed on 

DANIEL GRIOLI challenges the widespread assumption that strong economic 
growth produces high equity returns.

Strong growth does not  
guarantee high equity returns

What 
matters isn’t 
collecting 
more facts 
than our 
competitors



investing

the country’s stock exchanges. Many 
companies earn a considerable part  
of their earnings overseas. Depending 
on circumstances, these earnings  
may not be fully captured in the  
GDP of the country where the 
company is listed. If this is the case, 
economic growth as measured by 
GDP might not necessarily translate 
into strong equity returns.

Earnings dilution
Recent analysis by Cambridge 
Associates, an investment consultant, 
shows that from September 1995 
to 2011 the aggregate earnings of 
companies in the MSCI Emerging 
Market Index grew at a compound rate 
of 13 per cent each year. As you would 
expect, such impressive earnings 
growth attracts a lot of capital. What 
then happened? Logically, companies 
issue more equity to satisfy investor 
demand. For example, the Financial 
Times reported in December, 2011, 
that Chinese companies raised $73 
billion from initial public offerings 

(IPOs) in Shanghai, Shenzhen and 
Hong Kong during that year. This was 
almost double the amount of money 
raised in new listings on the New York 
Stock Exchange and the NASDAQ 
combined. In fact, the demand for 
Chinese shares in recent years has 
been so strong that the US has not 
been the world’s largest IPO market 
since 2008. 

Such a high volume of equity 
issuance usually results in earnings 
dilution. This is evident in the 6.4  
per cent compound earnings per share 
(EPS) growth of the MSCI Emerging 
Market Index from 1995 to 2011. 

Developed markets have 
experienced much less earnings 
dilution. Aggregate earnings 
compounded at a rate of 9.3 per cent 
each year, while EPS growth was  
7 per cent in the same period. So after 
the effects of earnings dilution have 
been accounted for, earnings in the 
developed world are higher despite 
lower levels of economic growth.

These examples illustrate the 
potential for earnings dilution to 
disrupt the orthodox theoretical link 
between economic growth and  
higher equity returns.

Sadly, dilution isn’t the only 
factor that can affect earnings. 
As shareholders in Enron would 
know, crafty accountants can also 
manipulate earnings. 

Valuation
Shares are often valued by using a 
price/earnings multiple (or P/E ratio). 
The idea that economic growth equals 
higher earnings ignores the “P” in 
this ratio. Companies with sustainable 
and growing earnings usually 
command a higher price/earnings 
multiple. In other words, investors’ 
expectations of a bright future for 
these companies are already included 
in the multiple. If over-optimistic 
earnings expectations are priced 
in, then there is risk that the price/
earnings multiple will fall if the future 
is not as rosy as expected. The effects 
of a change in the price-earnings 
multiple have the potential to more 
than offset any increase in earnings 
caused by economic growth.

Taking all of these considerations 
into account, our revised model for 
the relationship between economic 
growth and equity returns can be 
seen in figure 2.
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Figure 1. Conventional thinking about how economic growth can produce strong equity returns.
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Who was it?
So, of all the stock markets 
comprising the MSCI World Index, 
which enjoyed the best return in 
2011? The answer is Ireland. Yes, 
Ireland. The country famous for being 
an “I” in among the so-called PIIGS 
of Portugal, Ireland, Italy, Greece and 
Spain. In local currency terms, the 
Irish share market finished last year 
with a return of 0.58 per cent, slightly 
better than the US with no return 
and a lot better than the Australian 
market’s return of minus 10.54 per 
cent (see figure 3). Of course, the 
result in Australian dollar terms 
depended on each investor’s hedge 
ratio, which will vary from portfolio to 
portfolio.  

In contrast, the equity market 
return from China, the country most 
people instinctively associate with 
economic growth, was minus 21.68 
per cent. Other popular emerging 
markets also performed worse than 
developed markets. Brazil returned 
minus 18.11 per cent, Russia returned 
minus 16.93 per cent and India 
produced minus 24.64 per cent.

Ireland
Why might Ireland have 
outperformed so many other 
countries? Let’s answer this question 
by using the revised model in figure 
3. First, corporate profits are probably 
only a fraction of Ireland’s economic 
growth, so GDP figures may not be 
of much help. Second, I doubt there 

is much appetite for Irish equities at 
the moment, so issuance and earnings 
dilution are unlikely to be a problem. 
That brings us to valuation. With 
so much bad news already factored 
into the price, all that was needed 
for Irish shares to limp along was 
for things not to turn out as badly as 
everyone expected. Perhaps as the 
focus shifted to the downgrade of 
the US and worsening situation in 
Greece, suddenly Ireland didn’t look 
so bad. It seems that the cheapness of 
Irish shares provided investors with 
a margin of safety or an increased 
reward for the risks of investment.

But there is a caveat. While I don’t 
believe that there’s a link between 
economic growth and share market 
returns, I do believe that there is 
a definite link between economic 
growth and market sentiment. 
(Nobody said investing would be 
easy.) How can we understand market 

sentiment? That will be the topic of 
next month’s article.  

Daniel Grioli is an investment analyst 
and commentator
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Figure 2. An explanation of the relationship between economic growth and equity returns.

Figure 3. Performance of developed-world equity markets in 2011.

Source: Bloomberg

USA 0.85% 11.15% -4.77% 0.00%
UK 1.21% 8.65% -6.28% -5.55%
Japan 0.25% -2.82% -13.86% -17.34%
Germany -3.13% 7.20% -20.04% -14.69%
Ireland 5.56% 15.92% -1.74% 0.58%
Australia -1.35% 2.12% -9.71% -10.54%
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