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INTRODUCTION 
 

 
Over the long run, a majority of a portfolio’s performance is driven by its strategic 

allocation between stocks, bonds, real estate, cash, and other asset classes. As such, the 
greater understanding an investor has about asset class selection and how different 
investments blend together in an efficient portfolio, the better prepared they will be to 
allocate capital today and in the future to match their financial needs. Once an asset 
allocation is implemented, each year the portfolio should be rebalanced back to the 
strategic asset allocation. Rebalancing controls risk and has the added benefit of 
capturing an excess return by buying low and selling high. 
 
Some investors may choose to make asset allocation changes after near-term market 
movements or a belief that something will happen in the markets. We generally do not 
recommend investors do that. All financial markets relentlessly seek fair value based on 
current economic news and a consensus estimate of future conditions. In the long run the 
trends change slowly within a cyclical range, and the markets eventually move to reflect 
those changes. In the short-term a small change in an economic variable or belief can 
cause a dramatic shift in asset pricing. In retrospect it is easy to see that the markets were 
acting incorrectly, such as the bubble that occurred in the NASDAQ during the late 
1990s. However, while the markets are in an overvalued or undervalued situation, it is 
extremely difficult to recognize it.     
 
Buy The Numbers: Asset Class Valuation illustrates some of the relationships between 
the pricing of fixed income and equity markets, and current trends in those markets. 
While we do make a few rough forecasts, those forecasts are meant to educate rather than 
as a market timing mechanism. 
 

 
 

+++++++++++++++ 
 
 
 

 “In the short run the stock market is a voting machine; in 
the long run it is a weighing machine.”  

Benjamin Graham 
 
 
 
 
 

 
 
 



INTEREST RATES & FIXED INCOME ANALYSIS 
 
THE YIELD CURVE 

 
The yield curve is 
inverted, meaning 
that short rates are 
higher than long 
rates. 
 
 
 
 
 
 
 
 
 
 
 
 

 
The spread 
between 1-year 
and 10-year 
Treasury 
continues to 
tighten. The 
spread has fallen 
to -0.25%. 
Typically a spread 
below 0% may 
indicate an 
economic 
slowdown.  
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REAL INTEREST RATES & INFLATION EXPECTATIONS 
 
 

 
 
 
 
 
Despite higher 
short-term rates, 
real three month 
T-bill yields are 
positive again.   
 
 
 
 
 
 
 
 
 

 
 

 
 
 
The spread on 
TIPS has 
decreased from 
2.5% in the 
winter of 2006 
to around 2.3%, 
this indicates 
that inflation 
expectations are 
moving lower.   
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GOVERNMENT BACKED CREDIT SPREADS 
 

 
Despite higher 
mortgage rates, 
the spread 
between 30-year 
mortgages and 
the CPI remains 
low. As long as 
home values go 
up with 
inflation, 
financing a 
home is still 
attractive.  
 
 
 
 
 

 
 
 
INVESTMENT GRADE CORPORATE BOND CREDIT SPREADS 

 
 
 
BBB rated bond 
yields widened, 
but are still 
under 2% over 
Treasuries. 
AAA bonds 
remain lower 
than 1% since 
they fell in May 
of 2005.  
 
 
 
 
 

 
 

30-Year Mortgage Spread Less the Trailing 12-Month CPI
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Investment Grade Yield Spreads Over 10-Year Treasuries
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The ratio of BBB 
corporate yields 
to AAA corporate 
yields have 
widened in the 
last quarter 
signaling a move 
to quality among 
investment grade 
bond buyers. 
  
 
 
 
 

 
 
HIGH YIELD CORPORATE BOND CREDIT SPREADS 

 
 
 
High yield bond 
spreads are also 
widening this 
year. The yield 
ratio of high yield 
bonds to 
investment grade 
bonds has 
increased from 
1.2 to about 1.35 
since April 2006. 
  

 
 
 
 

 
 
 
 

The Ratio of BBB Yields Compared to AAA Yields

1.0

1.1

1.2

1.3

O
ct

-5
5

O
ct

-6
0

O
ct

-6
5

O
ct

-7
0

O
ct

-7
5

O
ct

-8
0

O
ct

-8
5

O
ct

-9
0

O
ct

-9
5

O
ct

-0
0

O
ct

-0
5

Low Quality Investment Grade are Expensive to High Quality

Low Quality Investment Grade are Cheap to High Quality

Source: Federal Reserve

High Yield Spreads Compared to Investment Grade Spreads

1.00

1.25

1.50

1.75

O
ct

-8
8

O
ct

-8
9

O
ct

-9
0

O
ct

-9
1

O
ct

-9
2

O
ct

-9
3

O
ct

-9
4

O
ct

-9
5

O
ct

-9
6

O
ct

-9
7

O
ct

-9
8

O
ct

-9
9

O
ct

-0
0

O
ct

-0
1

O
ct

-0
2

O
ct

-0
3

O
ct

-0
4

O
ct

-0
5

O
ct

-0
6

O
ct

-0
7

Source: Federal Reserve, Merrill 



 
EQUITY EVALUATION & ANALYSIS 

 
 
ECONOMICS DRIVE EARNINGS 
 
After-tax corporate profits have continued to be robust.  Real GDP growth coupled with 
low inflation drives real corporate earnings growth; and real earnings growth drives stock 
prices. In a healthy economy, after-tax corporate profits are expected to be about 6% of 
GDP, and that is what US corporations are generating today.  

   
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 

After-tax Corporate Profits
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U.S. STYLE ANALYSIS   
Growth versus Value 

 
 
 
 
 
 
 
 
Since 1979, the 
Russell growth 
index has 
lagged the 
Russell value 
index.  
 
 
 
 
 
 

 
 
 
The figure to 
the right 
illustrates the 
difference in 
trailing 3-year 
annualized 
returns 
between the 
Russell 3000 
Growth Index 
and the 
Russell 3000 
Value Index.  
 
  
 
 
 
 
 

Russell 3000 Style Indexes
Growth of $1 Since Inception (Jan. 79)

$41.37 

$19.89 

1

10

100

10
/1

/8
0

10
/1

/8
5

10
/1

/9
0

10
/1

/9
5

10
/1

/0
0

10
/1

/0
5

Russell 3000 Value Index 

Russell 3000 Growth Index

Trailing 36-Month Relative Performance
Russell 3000 Value Verse Russell 3000 Growth

-15%

-10%

-5%

0%

5%

10%

15%

10
/1

/1
98

0

10
/1

/1
98

5

10
/1

/1
99

0

10
/1

/1
99

5

10
/1

/2
00

0

10
/1

/2
00

5

Russell 3000 Growth

Russell 3000 Value



Large versus Small 
 
 
 
 
 
Large stocks 
still look 
cheap 
compared to 
small stocks 
based on a 
comparison 
of price-to-
book (P/B).  
 
 
 
 
 

 
 
 

 
 
 
Small has 
beaten 
large over 
the past 3-
years, but 
the spread 
is 
narrowing. 
 
 
 
 
 
 
 
 

 

Ratio of Russell 1000 P/B to Russell 2000 P/B
Size Valuation Comparison
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Growth versus Value 
 
 
 
 
Large 
growth 
looks 
reasonable 
compared to 
large value 
based on 
P/B values. 
 
 
 
 
 
 
 
 
 
 
 
Small 
growth is 
still cheap to 
small value. 

 
 
 
 
 
 
 

 
 
 
 
 
 

 

Ratio of Russell 1000 Growth P/B to Russell 1000 Value P/B
Large Growth to Large Value
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Truth Teller – Large Growth versus Small Value 
 

 
 
 
 
 
Large growth is 
historically 
cheap to small 
value.  
 
 
 

 
 
 
 
 
 
 

 
 
Small cap value 
stocks have 
outperformed 
large cap over 
the last three 
years. However, 
over the next 
cycle large cap 
growth may 
stage a 
comeback.  
 

 
 
 
 
 

 
 
 

Ratio of Russell 1000 Growth P/B to Russell 2000 Value P/B
Large Growth to Small Value: THE TRUTH TELLER
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PORTFOLIO SOLUTIONS, LLC is a low-cost investment management firm with its 
main headquarters in Troy, Michigan. The company provides fee-only asset allocation 
and portfolio management services to individuals, corporate, and non-profit organizations 
nationwide. For more information including management fees and account minimums, 
call 800-448-3550 or visit our website at www.PortfolioSolutions.com.   
 
BUY THE NUMBERS research reports offer quarterly highlights and insight into 
different areas of investment analysis and portfolio management. The purpose of our 
research is to educate and inform investors rather than to offer specific advice. Three 
reports are available each quarter: 
 

Economic Analysis – news and information that shapes the financial markets 
Asset Class Valuations – compares and contrasts past and current valuations. 
Asset Class Correlations – charts changing dynamics between asset class returns. 

 
SPECIAL REPORTS are published occasionally on a variety of special topics ranging 
from investment analysis to current events. To view all articles and research, visit the 
Portfolio Solutions Research Page. The website also includes links to several books 
written by Richard Ferri, including his free online book, Serious Money. 
 
 
 

 
Contact information: The Portfolio Solutions main number is 800-448-3550. To have an 
electronic investment information package emailed, call or email Scott Salaske at 
scott@portfoliosolutions.com.  
 

Richard A. Ferri, CFA    Scott C. Salaske 
   
Kenneth J. Carbaugh    R. Stavros Bezas 
 
Erica Hunter     Aubrey Lombardo 
 
Joshua E. Scafe    Amanda Muszynski 

 
 
 
 
Research reports published by Portfolio Solutions are prepared for a general audience and are for general information 
only. They do not have regard to the specific investment objective, financial situation, or the particular need of any 
individual or entity. Investors should consider this report as only one factor in making their financial decisions. Past 
performance of markets discussed is not an indication of future performance. The figures are derived from multiple 
data sources, both public and private. All the information is presumed to be reliable and accurate, although Portfolio 
Solutions can not insure it as such. Portfolio Solutions is not legally responsible for investment decisions made in 
respect to any data or opinions presented.  © 2006 Portfolio Solutions, LLC. 


