Understanding Correlation
Investors hear a lot about the benefits of asset allocation, that is, spreading your assets among different types of
investments to help reduce risk.1 But less discussed is an equally important measurement: correlation, which is a
way to measure how closely related two types of investments are. In theory, you could be invested in multiple
securities of differing types and classes, but if they are all closely correlated, your portfolio may not be as
diverse as you think -- and could open you up to more risk than you intended.
Correlation is expressed as a number between 1.00 and -1.00.
•
•
•

A "1.00" indicates an absolute positive correlation (that is, the assets under comparison always move
together in the same direction).
A "0" correlation indicates there is no relationship between the assets.
A "-1.00" indicates an absolute negative correlation (the assets always move together in opposite
directions of each other).

Very few assets have a pure 1.00 to 1.00 or -1.00 to -1.00 relationship. Generally, most experts consider a
correlation value between 0 and 0.50 as a weak correlation, while a value of 0.50 and higher is progressively
stronger. The farther from a 1.00 correlation two investments are, the more diversification you may realize.
If you'd like to determine the correlation of your portfolio, the easiest way may be to contact your financial
professional. You can also search the Web for an investment correlation calculator -- a number of brokerage
firms and other financial sites have tools, but few are free to use.
The Markets March in Unison
One important consideration for investors to keep in mind is that the financial markets are increasingly
marching in unison, making correlating your investments increasingly difficult. A variety of factors are causing
this trend, including:
•

•

Globalized economies: The growth of global trade and the proliferation of worldwide investment firms
mean that the fortunes of both large corporations and the investors who own their stock are tied together
as never before.
Reliance on U.S. dollars: Many foreign governments and global financial institutions rely on U.S.
dollars as a reserve currency to pay debts or to influence exchange rates. Given this situation, the health
of the U.S. economy and the actions of the Federal Reserve reverberate globally, as do events in Europe
and beyond.

What Investors Can Do
If climbing correlations concern you, consider the strategies that may help you balance risk and return,
including:
• Combining stocks with other types of assets. Adding exposure to bonds, real estate, and commodities
may help you to balance returns over the long term.2
•

Considering investments that generate income. Dividend-paying stocks, bonds, and REITs are
popular with investors searching for income. When stock returns are uncertain, dividends provide
something in the way of a return. Dividends are not guaranteed and companies that issue dividendpaying stock can stop at any time.

Be sure to remember that alternative investments and commodities are risky, too.
1

Asset allocation does not ensure a profit or protect against a loss in a declining market.
Investing in stocks involves risk, including loss of principal. Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values
will decline as interest rates rise and are subject to availability and change in price. Exposure to the commodities market may subject investors to
greater volatility as commodity-linked investments may be affected by changes in overall market movements, commodity index volatility, changes in
interest rates, or factors affecting a particular industry or commodity.
2

Tactical Asset Allocation: Fine Tuning a Longer-Term Strategy
Strategic asset allocation, the practice of maintaining a strategic mix of stocks, bonds, and cash, has guided many
investors in creating portfolios that suit their risk profile and long-term investing goals.1 This widely used strategy
is a long-term, relatively static tool and is not intended to take advantage of short-term market opportunities.
Proponents of tactical asset allocation (TAA), in contrast, take a shorter-term view. TAA is the practice of shifting
an asset allocation by relatively small amounts (typically 5% or 10%) to capitalize on economic or market
conditions that may offer near-term opportunities. TAA differs from rebalancing, which involves periodic
adjustments to your strategic allocation as a result of portfolio drift or a change in personal circumstances. With
tactical asset allocation, you maintain a strategic allocation target, but fine tune the exact mix based on
expectations of what you believe will happen in the financial markets.
TAA also can involve shifting allocations within an asset class. For example, an equity portion of a portfolio may
be shifted to include more small-cap stocks, more large-cap stocks, or other areas where an investor perceives a
short-term opportunity.2 Note that mutual funds that invest in these areas may impose restrictions on short-term
trading, and it is important to understand these restrictions before making an investment.
A tactical approach involves making a judgment call on where you think the economy and the financial markets
may be headed. Accordingly, a tactical allocation strategy can increase portfolio risk, especially if tactical
allocations emphasize riskier asset classes. This is why it may be a good idea to set percentage limits on allocation
shifts and time limits on how long you want to keep these shifts in place.
In addition, when evaluating investment gains that are short-term in nature, such as those on investments held for
one year or less, it is important to understand taxes on short-term capital gains. Currently, short-term capital gains
are taxed as ordinary income, where the highest marginal tax rate is 39.6%. In contrast, long-term capital gains on
investments held for more than one year are taxed at 15% for most investors, 20% for joint filers earning more
than $450,000.
1

Asset allocation does not assure a profit or protect against a loss.
Securities of smaller companies may be more volatile than those of larger companies. The illiquidity of the small-cap market may adversely affect the
value of these investments.
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Sharon and Steve’s New Baby
Sharon and her husband Steve have been
looking for quite some time and finally
settled on a 1936 Chevy. It has been fully
restored and boasts a 350 under the hood.
Best of all, it won’t be sitting in the
garage all the time. They have decided
that they each get to drive it to work,
once a week.
You may see this car at car shows or just
driving around town. Make sure to wave
and say hello.

Mike and His Family Build a House
As they have done for several years, Mike and his family journeyed with his church down to Mexico to build a
couple houses. These twenty-two foot by eleven foot houses are separated into two rooms, and have two
windows and a door.
Mike’s boys, Ryan (14) and Spencer (13) joined for
their second year. “We are so blessed to live in the
United States,” Mike says, “I want my sons to
understand this and to see how they can make a
difference in their own way.”

This year our group made two houses and even got
the first coat of stucco on both of the houses. There
were some long days of work, complicated with not
enough water for our concrete and the pad not being
level, but we were proud to get as much done as we
could.

Do you know someone who needs help planning for their financial future?
Many clients have remarked that they have friends or family who need to come and see us, but have a
hard time getting them to take action. One way you can help them is to bring them to one of our events
or sign them up for our newsletter.
For grown children, we have had a number of parents who will help their child open a Roth IRA with
$500 or so with the stipulation that the child contributes $50/month or more. This often gives the
incentive to start investing for many kids. And as you know, developing good financial habits early on
is a great lesson to learn.

As always, if you have any questions or would like to discuss the specifics
of your portfolio, please call our office at (702) 870-7711.

Check out our updated website - www.GeldbachFinancial.com
Like us on Facebook – facebook.com/GFSAssociates

Complimentary Financial Check-up
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   &	
   Associates,	
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   offer	
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  check-‐up,	
  please	
  call	
  Cher	
  at	
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