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Ruminations on Rebalancing

Rebalancing, according to Wikipedia, is “the action of bringing a portfolio of investments that has

deviated away from one's target asset allocation back into line.’

b

How to do that optimally is the

subject of this paper. Below is a sample allocation to facilitate the following discussion of
rebalancing. It should not be construed as a recommended portfolio in any way.

Asset Class Target Allocation
U.S. Large Stocks 20%
U.S. Small Stocks 10%
Foreign Stocks 10%
REITS 10%
High Yield Bonds 10%
Investment Grade Fixed Income 40%

Following are the factors involved in rebalancing (in no particular order):

1)

2)

3)

4)

5)

Due to the momentum that exists in the markets, rebalancing should be done slightly less
frequently than it would be otherwise. Allowing an asset class that has grown (decreased)
through good (poor) performance to remain overweight (underweight) can add value. Even if
momentum effects don’t add value net of costs as a trading strategy, #zof rebalancing is costless.
Academic research has indicated that if rebalancing mechanically on a time schedule (monthly,
quartetly, etc.) the optimal period is probably between one and two years.

If cash flows are expected soon, it may be prudent to delay rebalancing. If a deposit into the
portfolio is expected, those funds can be used to perform the rebalancing with trades that would
have to be done anyway to invest those funds. Similarly, if cash will need to be distributed from
the account soon but not immediately, it may be prudent to wait until that trade is required and
use it to perform, at least to some extent, the rebalancing.

If it is a taxable account, the recognition of capital gains should slow rebalancing while the
recognition of losses should speed it. Note that I am not advocating that taxes should drive the
asset allocation, but merely that at the margin, taxes should have some impact on whether and
when an asset class is brought back into balance. Waiting until a holding becomes a long-term
capital gain will almost always be appropriate. Also, in a taxable account where the owner’s life
expectancy is not long, allowing asset classes that have grown “too large” to remain that way to
capture a step-up in basis at death may be prudent. The trade-off between a “sure” gain (if
anything in the tax code can be considered a sure thing) of 15% (or more) of the gains vs.
slightly higher risk from not rebalancing must be weighed.

The transaction costs are important as well. Generally this involves not just the commissions,
but also the costs from overcoming the bid/ask spread and the market impact costs. These can
be particularly large when the security is illiquid. Obviously, the lower the transaction costs, the
more frequently rebalancing should occur.

The magnitude of the discrepancy is a factor as well. For example, an asset class that is 10 basis
points (0.10%) out of balance is almost certainly not worth “fixing.” On the other hand, one
that 1s 1,000 basis points (10.00%) out of balance almost certainly is.
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6) The correlation of the asset classes that are out of balance matter as well. For example, suppose
U.S. Large Stocks have grown to be 25% of our allocation, at the expense of Investment Grade
Fixed Income which is now at 35% (versus the target allocation specified earlier). Given the
dramatic differences between those two asset classes, rebalancing may well be prudent.
Conversely, if U.S. Large Stocks have grown to be 25% at the expense of U.S. Small Stocks at
5%, the correlations and risk/return profiles are so similar that “fixing” it may be unnecessary.

7) The size of the portfolio matters as well. If the U.S. Large has increased to 22% while the
Investment Grade Fixed Income has decreased to 38%, that may or may not be worth fixing. If
the total portfolio is valued at $100,000, the amount of the rebalancing trade is a mere $2,000 —
probably not worth the transaction costs. On the other hand, if the portfolio is worth
$10,000,000, the trade would be $200,000 which might make sense.

8) If there is a better investment option available, rebalancing may be more attractive. Suppose our
allocation to Investment Grade Fixed Income is slightly high with U.S. Large Stocks being low,
but it hasn’t risen to the level that would normally trigger a trade. However, we have a slight
preference for a different fixed income investment but not enough to warrant a trade. In
conjunction with a slightly out-of-balance portfolio though it might make sense, fixing the out-
of-balance condition would be two trades. Changing the fixed income allocation would also
normally be two trades. But if we do both simultaneously it is only three trades: sell all the
current fixed income and buy stocks and the replacement fixed income vehicle.

9) The number of asset classes to fix will affect the decision to rebalance as well. For example,
suppose that U.S. Large has 24% while U.S. Small has 6%. Doing two trades to fix that may
make sense (depending on all the other factors we have discussed). But if U.S. Large Stocks has
24% while U.S. Small Stocks, International Stocks, High Yield bonds, and REITS each are at
9%, the number of transactions — and thus the transaction costs — may make it imprudent.

10) The sensitivity of clients to trades may impact the decision as well. Clients in fee-based accounts
are probably relatively insensitive to an additional trade, while a client in a commission-based
account may be suspicious that the trade was done purely to generate another commission. This
is a problem, and may lead to too little rebalancing in commission-based accounts to reduce this
perception of over-trading (even if there isn’t any). So, oddly, a commission-based account can
lead to too /ittle trading from an objective standpoint, but it may still be optimal to maximize
client happiness.

11) Academic research in the field of behavioral finance shows humans in general, and men and
professionals in particular, have a propensity to over-trade. This is probably related to over-
confidence and a need to “do-something” even if it isn’t particularly helpful (see Congress for
example). When in doubt, don’t trade is probably a good rule.

The complexity and inter-relatedness of these factors is why we don’t use an automated system to
rebalance our client portfolios. Rather, at least quarterly, we review and evaluate all the portfolios
manually in light of the above factors to determine what trades, if any, should be made.
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Notes:
The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP@, CFA®.
Mr. Hultstrom is the president of Financial Architects, LLC, a financial planning and wealth

management firm. Questions or comments are welcome, and he may be reached at
David@FinancialArchitectsLLC.com or (770) 517-8160.

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change
without prior notice and we are under no obligation to update the information to reflect changes after the
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The
general information contained in this publication should not be acted upon without obtaining specific legal, tax,
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is not
an offer, solicitation, or recommendation to purchase any security or the services of any organization. The
foregoing represents the thoughts and opinions of Financial Architects, LLC, a registered investment advisor. Your
mileage may vary.

This report was originally written in July, 2009 and was last reviewed/updated in April, 2013.

© Financial Architects, LLC

Phone: 770-517-8160 « Fax: 770-517-8159 « Toll Free: 888-Fin-Arch (888-346-2724)
107 Weatherstone Drive, Suite 510 « Woodstock, GA 30188
www.FinancialArchitectsLLC.com


mailto:David@FinancialArchitectsLLC.com

