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Dividend Discussion
For many investors, the only reward that matters is an
increase in share price. But if you look beyond capital
gains, you might find a dividend offering significant
benefits. A dividend can (1) provide regular income, (2)
grow over time through reinvestment opportunities, and
(3) offer significant tax benefits. Prior to the 2003 Tax
Act, dividends were taxed at ordinary income-tax rate
levels, which could be as high as 35%. Now investors pay
significantly less taxes, ranging from 5% to 15%.
Despite these advantages, dividends seem to be an often
overlooked component of total returns. The image
below illustrates the impact that reinvested dividends
have on investment returns over time. These paying
investments can add value to a portfolio, but keep in
mind that it is possible to lose money by investing in
them, and that companies cannot always guarantee their
dividend payments.
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Destination Correlation
Integrity:
All Integrity model portfolios
strive to blend asset classes
with low correlations in
order tolower the volatility
of the overall portfolio.

"Correlation" and "correlated assets" are mainstay
expressions in the jargon of investors and financial
professionals, and while the concept of correlation
can be confusing to novice investors, a quick
explanation can clarify why correlation is a key
factor in portfolio construction.
Let’s say you or your financial advisor are trying
to choose two investments in the construction of
a portfolio. Would you prefer investments that are
similar (move in the same direction) or
investments that are dissimilar? Think about it
this way: If you are going on vacation to an
unknown island, what type of clothes will you put
in your suitcase? If you only take summer clothes
and the island nights turn out to be cold, or if you
only bring winter clothes and the climate is
tropical, your vacation will probably end in tears.
It’s the same with investing: You're better off
diversifying than putting all your money in similar
investments.
In order to create a truly diversified portfolio, the
investments in the portfolio have to compensate
for each other’s shortcomings. If investment A
declines in value, ideally you would want
investment B to increase in value, or at least
decline less than investment A. In order to achieve
this, you need two investments that behave
differently, meaning they have a low correlation.
Correlation is a statistical measure designed to
quantify the interrelationship of two investments
(again, investment A and investment B). By
taking into account the characteristics of the two
investments, a mathematical formula calculates a
number between –1.00 and +1.00. This number
is called the correlation coefficient. If this
coefficient is negative (for example, –0.81), we say
the two asset classes are negatively correlated.
This simply means they tend to move in different
directions: if asset class A declines in value, asset
class B is likely to increase in value, and vice versa.
If the correlation coefficient is positive (for
example, +0.34), the two asset classes tend to
move in the same direction: they are positively
correlated. A correlation coefficient of zero means
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the asset classes are completely uncorrelated; their
movements in relation to one another are random.
Adding investments with low correlation to a
portfolio can soften the impact of market swings
because the investments do not all react to
economic and market conditions in the same
manner. For example, building a portfolio with
large, small and international stocks would
probably not be such a good idea because stocks
are generally highly correlated to one another—if
large stocks go down, the other stock categories
will probably go down, too. The same logic applies
to a portfolio with only bonds. However,
combining stocks and bonds in a portfolio could
provide a significant diversification benefit
because these two types of investments do not
tend to move together (they have a low
correlation).
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Staying in Style
Integrity:
Integrity works to aviod
investments which have
historically displayed style
drift. We also monitor
futurestyle drift in all of our
investment selections.

Most financial professionals agree that the assetallocation decision is one of the most important
factors in determining both the risk and the return
of an investment portfolio. Asset allocation is the
process of combining asset classes such as stocks,
bonds, and cash into a portfolio that will meet
your goals. Taking this process a step further
means selecting mutual funds to represent a
certain segment or style for your overall portfolio
(large stocks vs. small stocks, growth stocks vs.
value stocks, etc.).
This can be a challenging task, and once the
process is complete and the portfolio of mutual
funds built, you’ll need to consider something else:
style drift. Style drift occurs when activelymanaged mutual funds deviate from a particular
investment style over time in an effort to
potentially improve performance. While
improved performance might not seem like a bad
thing, a shift in style can be hazardous because it
alters your risk exposure and return profile.
For example, let’s say you held a large percentage
of your portfolio in a large-cap stock fund. Now,
at a certain point in time, this fund’s manager got
convinced that small stocks would benefit due to
certain market conditions. Acting on this belief,
he shifted the strategy of what was supposed to be
a large-cap stock fund by buying an unusual
amount of small stocks. This not only
unnecessarily increased the risk of your overall
portfolio, but also potentially set you up for large
losses if small stocks were not going to behave the
way this manager expected.
Style analysis is a technique used to understand
investment style and identify the behavioral
characteristics of a fund. It matches the returns of
a fund to a mix of asset-class benchmarks that best
describe the fund’s behavior. This process can aid
investors and advisors in the selection of funds to
assemble a diversified portfolio.
The graph shows the rolling style analysis over
time of two hypothetical mutual funds with the
same stated objective. Although these two funds
have the same objective, their style and
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consistency differ greatly. Look at international
stocks, for example: In Period 1 and Period 2,
Fund B had a much higher exposure to
international stocks than Fund A. Such style drift
can indicate that your manager is not following
the fund’s stated objective.
If you notice your fund manager jumping on the
bandwagon of past trends, he may be trying to save
his own hide. Remember, the goal is to buy low
and sell high, not jump in late and hope for the
best. It takes real discipline to stick to a set of
stated investment objectives. So always keep an
eye on your investments and evaluate funds
periodically to make sure they fit your asset
allocation appropriately.
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The End of the Recession
Integrity:
Since it can take a year or more
to identify turning points in the
economic cycle,timing the
market to position a portfolio for
a recession or recovery is most
often fruitless. Integrity
recommends a diversified
portfolio for all phases of the
economic cycle with periodic
rebalancing to take advantage
of the asset movements during
each phase of the cycle.

In September 2010, the National Bureau of
Economic Research announced the long-awaited
news: an end date for the recession that had begun
in December 2007. The NBER determined the
official end date as June 2009, quieting down (if
not completely silencing) double-dip fears. NBER
defines a recession as a significant decline in
economic activity spread across the economy,
lasting more than a few months, normally visible
in real GDP, real income, employment, industrial
production, and wholesale-retail sales. Looking
back at the performance of the main asset classes
during the recession and in the months following
the official end date, gold was the best overall
performer, and long-term government bonds
offered consistent positive returns. Out of the
investments with the worst performances during
the recession, REITs posted the most-impressive
return in the 16 post-recession months.
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