
The Growth Profile of Different Asset Classes 
 
The word growth means different things to different people. There are many 
terms that Americans use to say the same things as growth: rate of return, 
income, performance, return on investment (ROI), profit, appreciation, and 
gains to name a few.  The confusion created by all of these different terms 
surfaces for the public when the true definition of growth gets lost in 
translation. Wil Rogers has been famously quoted (even though Mark Twain 
actually said it first) as saying “I am more concerned about the return OF 
my money more than the return ON my money.”  The return on anyone’s 
money that is saved or invested is what is considered growth. But 
understanding an asset classes’ Growth Profile is a revolutionary way to 
view one’s portfolio. 
 
Understanding the growth profile of any asset class just involves the 
discussion of how that asset generates a return on its principal.  There are 
two simple methods to generating growth from an asset: income and 
appreciation. Income is created when an asset receives regular interest, 
dividends, or a yield on the original principal deposited or invested. One can 
also generate income through cash flow when the asset owned is a business, 
real estate, or some type of passive income asset.  The income generated off 
of the principal is normally a consistent stream of money that is received 
periodically (monthly, quarterly, or annually).   
 
Appreciation on an asset’s principal is created when the underlying value of 
the asset increases over time.  For example, if you own a stock, mutual 
fund, your personal residence or a business, each of those assets have the 
opportunity to appreciate in value based on different methods of 
measurement.  A stock appreciates when its price increases on the stock 
exchange (e.g. NYSE, NASDAQ). A mutual fund’s unit price increases when 
the underlying holdings collectively appreciate. To calculate the appreciation 
for assets like a personal residence, a commercial building, or a business will 
normally require a valuation from a certified appraiser. Their assessment of 
the asset and subsequent documentation that supports their valuation will 
be used by buyers, sellers and financial institutions. It’s also important for us 
to discuss the difference between realized and unrealized appreciation. 
Realized appreciation is when you sell or liquidate an asset and no longer 
own it.  Unrealized appreciation is appreciation on paper. If you bought a 
stock at $20/share and it’s worth $25/share and it was still held in your 
brokerage account, you would have earned $5/share of unrealized 
appreciation. On paper you will report $5 worth of growth through unrealized 
appreciation. If you sell the stock for $25/share, then the $5 worth of gain 
would represent realized appreciation. Assuming the gain occurred over 
twelve months, you would have experienced a 25% return. 



 
Why point out the difference between unrealized and realized appreciation?  
One reason deals with any income tax consequences on your assets.  You 
don’t pay taxes on unrealized gains.  Only when you sell or liquidate an 
asset does the tax on realized appreciation impact your financial picture. The 
second reason pertains to the purpose of your money.  If the assets you 
own are held primarily for retirement (as in a 401k or IRA), you will be 
focused on both unrealized and realized appreciation over your specific time 
horizon.  While you are adding to your account via systematic 
saving/investing, the accumulation of money towards your goal happens 
through unrealized appreciation.  Your sole intention is to increase your 
account balance.   
 
If you want to retire in 20 years, you are going to add money to your 
portfolio (buying more shares of stock and mutual funds) and your primary 
focus will be to watch your account balance increase.  If your account is tax 
deferred (e.g. 401k or IRA), you won’t worry about income taxes until you 
take the money out of your account.  If you put money into a taxable 
account, there may be times when you receive a 1099 and have to pay 
income taxes while you are accumulating money.  Tax free assets (e.g. Roth 
IRA) do not face income taxes issues during accumulation or when your 
money is withdrawn because you paid taxes on the money before depositing 
it.  Our point is that while you are accumulating money for a particular 
purpose, the type of account you put your money in and the asset classes 
you diversify your money in are not as big of a concern to most people as 
long as they see their account balance growing!  Along that same line of 
thinking, most people don’t concern themselves with the growth profile of 
each asset class in their portfolio.  But that lack of attention can be 
devastating in the future to someone’s personal or business economy. 
 
Let’s assume that an acceptable overall growth rate over someone’s time 
horizon is 6-8% net of any fees and expenses.  This performance can also be 
viewed as the internal rate of return on someone’s portfolio.  To accomplish 
this 6-8% overall growth rate, it is imperative that you understand the 
growth profile of your portfolio.  Earning 6-8% on your portfolio is an 
expectation and managing clients’ expectations is an essential skill for a 
financial professional to possess. Being able to communicate how a financial 
professional intends to earn you that 6-8% growth rate is a trait few people 
in the financial services industry have mastered.  This is extremely 
important because most portfolios contain traditional asset classes (stocks, 
bonds, and cash) and their future growth profile has been muted in several 
ways. 
 



The decrease in growth through income on traditional portfolios has shifted 
the focus of most Americans (whether they realize it or not) to generating 
growth through an appreciation based portfolio.  
 
There was a time when money in cash earned a decent 4-6% in interest paid 
by banks on savings accounts, money markets, or certificates of deposit 
(CD).  The chart below illustrates that the lack of income paid on cash 
balances is a recent phenomenon in the American economy: 
 

 
 
People who value safety and liquidity could rely on their savings in cash to 
produce growth through income while minimizing risk.  This level of interest 
earned would supplement individuals and families’ lifestyles in retirement 
with pensions and social security benefits providing a healthy foundation.  It 
allowed conservative savers to accumulate money for big ticket items such 
as buying a home, covering children’s educational expenses, purchasing a 
vehicle, or just saving for a rainy day emergency. 
 
For business owners, the ability to earn interest on surplus cash that built up 
as operational reserves was crucial. Banks would set up sweep accounts 
for businesses in order to create additional growth on reserves. This process 
was very simple.  Here’s a quick example of how it worked: 
 



As revenue is received by a business, those dollars would flow into the 
business checking account growing its balance. 
 
 
CHECKING ACCT   REVENUE   CHECKING ACCT 
 
 
 
Instead of keeping that larger balance in the checking account earning very 
little interest, the surplus would be swept (transferred) to a savings 
account/money market – named a sweep account: 
 
 
REVENUE   CHECKING ACCT 
 
 
    
     

 
 MONEY MARKET 

     (SWEEP ACCT) 
 
 
The money in the sweep account would earn daily interest at a higher level 
(e.g. 4-6%) until those dollars were needed for business operations.  At that 
time, money would just flow back into the checking account to cover 
expenses: 
 
REVENUE   CHECKING ACCT     EXPENSES 
 
 
    
     MONEY MARKET 
       (SWEEP ACCT) 
 
The sweep account was a place to store your business reserves until you had 
a purpose for the money (regular expenses or big ticket items). 
 
If you averaged a $100,000 balance in your sweep account over the year 
and your interest earned was 5%, then $5,000 of interest would have been 
added to your balance. But your sweep account wouldn’t normally stay at 
$100,000.  Maybe some months it could be as high as $250,000.  This would 
occur when business revenues were high from cyclical trends or you had 
attracted new clients. In other months, your sweep account might be as low 



as $10,000 because you’ve purchased equipment, had an unexpected 
expense or went through a slow period.  The bank will pay you interest on 
any money you KEEP in the sweep account. When the interest earned is 
higher (4-6%), there is an incentive to keep more money in your sweep 
account. But what happens when you are earning less than 1% on those 
same dollars in today’s economy?   
 
Individuals, families, and business owners are struggling with a very real 
conundrum: the need to store savings somewhere for future utilization but 
they also have a desire to earn something on those dollars to stay ahead of 
inflation and taxes!  Since the early 1980’s, the decrease in interest rates 
and the active manipulation of economic forces by the Federal Reserve has 
produced an environment where banks no longer need to attract deposits to 
operate and therefore have no incentive to increase the interest paid on 
deposits (e.g. checking, savings, money market, CD’s).  This reality is not 
only impacting conservative savers but also investors who have historically 
balanced their portfolios in a combination of bond and stock investments. 
 
After discussing our current dilemma with holding monies in cash, we will 
turn our attention to bonds. Most investors don’t have a detailed 
understanding of how bonds truly work.  This is partly due to the rise of 
mutual funds as a pathway to fixed income investing for average Americans.  
Another reason relates to the market environment over the past 30+ years 
with interest rates steadily declining.  The majority of savers and investors 
in the economy today have not saved, invested, or utilized their money in a 
rising interest rate environment. Consider this information a Bonds 101 
tutorial on certain risks that exist with bonds. 

 

UNDERSTANDING BOND RISKS 

Bonds play an important role in many portfolios, but it’s important to 
understand that they are subject to certain general and specific risks. While 
not exhaustive, here are some risks you should be aware of when investing 
in bonds: 

Reinvestment risk: When interest rates are declining, investors must 
reinvest any interest income and return of principal at lower rates, 
reducing their investment returns. 

Inflation risk: Inflation causes future dollars to be worth less than 
today’s. Since a bond’s principal does not grow over time, investors risk a 



reduction in the purchasing power 
of future interest income and 
principal over time. 

Market risk: This is the risk that 
the bond market will decline as a 
whole, bringing down the value of 
individual bonds, regardless of 
their fundamental characteristics. 

Call risk: Some bonds contain a 
“call provision,” which allows their 
issuers to redeem them prior to 
maturity, causing an investor’s 
principal to be returned sooner 
than expected and making them 
lose out on future interest 
payments. Declining interest rates 
may trigger the redemption of a 
callable bond, forcing investors to 
reinvest the principal at lower 
interest rates.  

Interest rate risk: Generally, 
when interest rates rise, bond prices fall. Conversely, when interest rates 
decline, bond prices typically rise. Investors who sell bonds prior to 
maturity may lose some or all of their principal. 

Duration risk: The sensitivity of a bond’s price changes in prevailing 
interest rates. The higher a bond’s duration, the more sensitive its price 
to interest rate changes. 

Interest rate risk and duration risk have become of particular importance in 
today’s ultra-low interest rate environment. Currently, interest rates are at 
historic lows, meaning that there is a strong likelihood that interest rates 
may rise in the future.  
 
 
 
 
THE RELATIONSHIP BETWEEN BOND VALUES AND INTEREST RATES 
 
Generally speaking, bond prices and interest rates have an inverse 
relationship, meaning that when interest rates rise, bond prices fall because 



new bonds are issued paying higher “coupon” or interest rates, making the 
older, lower-coupon bonds less attractive to investors. When interest rates 
decline, bond prices rise because the higher interest payments of the older 
bonds are more attractive than the new lower-paying bonds.  
 
Generally speaking, the longer the term of the bond, the greater the price 
fluctuation or volatility that occurs from a change in interest rates. Duration 
risk is the risk associated with the sensitivity of a bond’s price to a one 
percent change in interest rates. The higher a bond’s duration, the greater 
its sensitivity to changes in interest rates and the greater the fluctuations in 
market price the bond may experience.  
 
If you sell a bond before maturity, the price you will receive (regardless of 
the face value of the bond) will be affected by the prevailing interest rates 
and the bond’s duration, as well as other fundamental factors of the bond. 
 
As of the fall of 2015, interest rates were hovering near historic lows. Many 
economists believed that interest rates were not likely to get much lower 
and would eventually rise. If and when this happens, outstanding bonds, 
particularly those paying a low coupon rate and with high duration, may 
experience significant drops in market value.  
 
For example, if interest rates were to rise by two percent from 2015’s ultra-
low levels, a medium investment grade corporate bond (BBB, Baa rated or 
similar) with a duration of 8.4 (10-year maturity, 3.5 percent coupon) could 
lose 15 percent of its market value. A similar investment grade bond with a 
duration of 14.5 (30-year maturity, 4.5 percent coupon) might experience a 
loss in value of 26 percent.1 The higher level of loss for the longer-term 
bond happens because its duration number is higher, making it more 
sensitive to interest rate changes. It’s important to remember that these 
price fluctuations only matter if you intend to sell a bond before maturity. 
Bonds will pay out the same face value at maturity regardless of their 
market value, unless the issuer goes bankrupt or otherwise fails to pay back 
the principal.  
 
What this information is telling you is that as bonds struggle to create 
growth through income in portfolios, the risk of rising interest rates is also 
negatively impacting growth through appreciation in one’s portfolio. As 
interest rates rise, the opportunity to earn appreciation on your fixed income 
assets is severely muted and in some instances may cause loss of principal. 
Also, factor in that there is no opportunity to earn appreciation on cash 

                                                      
1 “Duration—What an Interest Rate Hike Could Do to Your Bond Portfolio.” Investor Alert. FINRA. 
http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/Bonds/P204318 [Accessed 10-June-2013] 

http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/Bonds/P204318


because banks only pay interest on your principal.  There is no other growth 
created with cash.  Some Americans believe that as interest rates rise, 
banks will start to pay higher yield on savings.  Unfortunately, it is our belief 
that banks no longer need our deposits to make loans and generate a profit, 
so banks have no incentive to pay higher interest on savings. There’s $12 
Trillion in cash positions and banks are not lending at the same levels they 
were when bank assets were half that amount! Now, let’s take all of this 
information and put it into the context of a client’s portfolio going forward 
with an expectation of 6-8% growth. 
 
Realistic Expectations of a Traditional Asset Allocation 
 
GROWTH THROUGH INCOME (illustrative purposes only) 
 
ALLOCATION ASSET SOURCE   GROWTH 
    10%  Cash  1% Interest     0.1% 
    40%  Bonds 3% Yield      1.2% 
    50%  Stocks 2% Dividends     1.0% 
      TOTAL INCOME    2.3% 
We believe a traditional portfolio should have a realistic expectation to 
generate 2-3% of growth through income in the future. This would mean 
growth through appreciation must generate 5-6% on an annual basis.  This 
growth needs to occur in good or bad economies and any market 
environment.  Now, this amount of growth (5-6%) does not seem to be a lot 
because when you look at the historical averages of stocks and bond 
markets, the averages are mush higher than our requirement.  However, 
when you dive deeper into the capabilities of traditional portfolios to create 
this level of performance, the results may be surprising: 
 
GROWTH THROUGH APPRECIATION (illustrative purposes only) 
 
ALLOCATION ASSET POTENTIAL   GROWTH 
    10%  Cash  0% Only Interest     0.0% 
 
    40%  Bonds 0% Assumed     0.0% 
 
    50%  Stocks Market Driven        ?% 
APPRECIATION REQUIRED  FROM STOCKS          10-12% 
 
Since half of traditional portfolios don’t have any potential to generate 
growth through appreciation, the remaining 5-6% of growth needed to meet 
the expected 6-8% portfolio return must come solely from stocks!  But when 
you realize that a balanced portfolio only holds 50% in stocks, the growth 
through appreciation required to meet client’s expectations is doubled! So, 



a 10-12% return is required by the appreciation of mutual fund unit values, 
market indices, or individual stocks prices in your portfolio. 
 
Add this amount to the 2% of dividends we assumed for stock portfolios and 
that equates to a 12-14% required internal return on a client’s equity 
portfolio in order to achieve a long term 6-8% return with a traditional 
stock/bond/cash asset allocation. 
 
How comfortable are you relying on the stock market to drive your portfolio 
expectations? Over the long term, equities can provide growth through both 
income and appreciation but expecting that asset class to consistently 
generate 12-14% annually is ill-advised; especially when it’s always possible 
for your equity portfolio to experience a loss.  That loss will need to be made 
up and that process is more difficult than most people realize (as explained 
by this chart): 
 
 PORTFOLIO LOSS  BREAK-EVEN RETURN 
  10%        11.1% 
  25%        33.3% 
  50%        100% 
Example:  $100,000 Portfolio loses 10% 

• $10,000 Loss equals $90,000 Balance  
• $10,000 Gain on $90,000 equals 11.1%  

 
Example:  $100,000 Portfolio loses 25% 

• $25,000 Loss equals $75,000 Balance  
• $25,000 Gain on $75,000 equals 33.3%  

 
Example:  $100,000 Portfolio loses 50% 

• $50,000 Loss equals $50,000 Balance  
• $50,000 Gain on $50,000 equals 100%  

 
This information is important because the status quo believes one solution to 
the limitations of a balanced traditional portfolio is to re-position money 
away from cash and bonds and invest more money into stocks.  The line of 
thinking is that equities are the only asset that can produce both growth 
through income and appreciation. So the higher the allocation towards 
stocks, the closer you are to meeting your overall portfolio expectations of 
6-8%.  If 100% of your portfolio was in stocks, your dividends would cover 
2% of your expectation and the other 4-6% would need to be generated 
from market performance.  That number sounds very reasonable until you 
consider what happens when you start using the money in your portfolio 
via systematic withdrawals or lump sum distributions.  
 



Example: $100,000 portfolio loses 10% and you use 5% of your balance for 
retirement. This means your portfolio will decline by 15% total and that 
amount needs to be made up in order to maintain your principal value 

• $100,000 minus $10,000 (market loss) minus $5,000 (withdrawal) 
equals $85,000 

• $15,000 gain on $85,000 equals 17.6% return to get back to 
$100,000 of principal 

 
A 10% portfolio loss and a 5% withdrawal magnify the recovery return to 
17.6% in a down market.  
 
Substantial market losses occurred in 2000-2002 and 2007-2008. Add those 
uncertain times to the increased volatility existing in the stock market today 
and you have an environment where Americans are unsure of their future 
expectations for their portfolios.  We believe solutions to this problem can 
only occur by helping clients think differently about their portfolios’ growth 
profile.  We believe that the solution to this uncertainty is providing an 
environment that educates clients on the existence of alternative asset 
classes and shows them ways to utilize an alternative growth profile.  
Protecting our clients’ personal and business economies is our top priority. 
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