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OVERVIEW
▪ Global equities were hit hard during the first quarter of 2020, erasing most of 2019’s gains.
▪ Credit-oriented fixed income was also hit, but to a lesser extent, while US Treasury bonds performed well.
▪ Investors may find portfolios out of balance relative to target allocations. Is now the time to rebalance?

Background

Rebalancing in a Time of Volatility

Portfolio asset allocations are generally set at two levels: Strategic
(longer-term) and Tactical (shorter-term). These allocations
normally have bands around the particular asset class targets,
allowing for some drift before rebalancing is required by policy.
Monitoring actual asset allocation is a responsibility of the
governance structure and may occur on a regular calendaroriented schedule or on a more ad hoc basis. Although it’s fairly
difficult for meaningful drift to occur if asset classes trend in the
same direction, the underlying concept of portfolio diversification
suggests periodic episodes of imbalance should be expected.
The Global Financial Crisis (GFC) of 2008 and the recent
experience with COVID-19 both coincided with relatively extreme
market movements, and resulted in questions surrounding the
timing and magnitude of optimal rebalancing policies.
Understanding the consequences of rebalancing (or not) can
help drive the appropriate strategy for a particular pool of assets.
But there is admittedly a lot of gray area in this subject, so
having “the answer” is not nearly as important as understanding
the tradeoffs.

If there’s one thing that investors learn over time it’s that short-term
movements are exceedingly difficult to predict. Over the long run,
we believe that investors are rewarded for including various types
of risk assets in a portfolio. In the short run, however, there are
frequently qualitative and quantitative factors that come into
play, overwhelming what fundamental valuations might otherwise
suggest. Fear, momentum and governmental policy can all
influence near-term returns, raising questions as to whether a
portfolio built for the long run is also the best in the short run. With
that backdrop, there may be advantages to letting a portfolio
drift, rather than focusing on rebalancing to target. Scenario
analysis shows us that letting the portfolio drift without rebalancing
in a period of trending markets improves the return. Conversely,
in times of volatile or choppy markets, rebalancing tends to be
more favorable.

Before answering the question of how or when to rebalance, we
believe it’s necessary to understand the “why.” Both strategic and
tactical allocations have risk/return objectives or goals associated
with them. Absent any rebalancing, the risk/return profile of an
invested portfolio will fluctuate through time, such that the new
profile may not be consistent with the original intentions of the
asset pool. In the illustration below, we have shown the 30-year
evolution of a hypothetical portfolio that began with 60% Global
Equity and 40% Fixed Income. When allowed to drift, the asset mix
and thereby its anticipated level of risk cycled within a range of
nearly +/- 20% versus target. Although a drifting portfolio is not
necessarily a negative scenario, it does change the
risk/return profile. Rebalancing simply brings the structure back
into line with the expectations established when the allocation
was determined.
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Best Practices
As noted earlier, there is no single optimal strategy for investors.
Risk appetite, governance, and potential cost incurred all play a
role. Looking at the portfolio’s actual allocation on a daily or
weekly basis carries administrative burdens, while reviewing only
once a year may rely too heavily on one point in time. Costs are
incurred when trades are made, but for taxpayers, there will likely
be recognized gains or losses to also consider. The value of
rebalancing must be viewed through these varied lenses.

ACG’s Position
There’s an opportunity for learning during a crisis, rather than
simply addressing the challenges that come with increased
volatility. ACG favors a disciplined rebalancing process, focusing
on risk management and administrative burden, with tax
consequences and transaction costs playing a lesser, but still
important role. Creating bands that allow for some drift while
keeping risk contained is an important part of the process. Asset
owners should use this time to reassess their allocations, risk
tolerance bands and process for reviewing the current levels in
asset classes to ensure their goals are being met. A policy that
includes monthly oversight with rebalancing only when moderate
ranges around targets are reached is a good place to start.
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Disclosures and Legal Notice
The views expressed herein are those of Asset Consulting Group (ACG). They are subject to change at any time. These views do not necessarily reflect the opinions
of any other firm.
This report was prepared by ACG for you at your request. Although the information presented herein has been obtained from and is based upon sources ACG
believes to be reliable, no representation or warranty, express or implied, is made as to the accuracy or completeness of that information. Accordingly, ACG does
not itself endorse or guarantee, and does not itself assume liability whatsoever for, the accuracy or reliability of any third party data or the financial information
contained herein.
Certain information herein constitutes forward-looking statements, which can be identified by the use of terms such as “may”, “will”, “expect”, “anticipate”,
“project”, “estimate”, or any variations thereof. As a result of various uncertainties and actual events, including those discussed herein, actual results or
performance of a particular investment strategy may differ materially from those reflected or contemplated in such forward-looking statements. As a result, you
should not rely on such forward-looking statements in making investment decisions. ACG has no duty to update or amend such forward-looking statements.
The information presented herein is for informational purposes only and is not intended as an offer to sell or the solicitation of an offer to purchase a security.
Please be aware that there are inherent limitations to all financial models, including Monte Carlo Simulations. Monte Carlo Simulations are a tool used to analyze a
range of possible outcomes and assist in making educated asset allocation decisions. Monte Carlo Simulations cannot predict the future or eliminate investment
risk. The output of the Monte Carlo Simulation is based on ACG’s capital market assumptions that are derived from proprietary models based upon well-recognized
financial principles and reasonable estimates about relevant future market conditions. Capital market assumptions based on other models or different estimates
may yield different results. ACG expressly disclaims any responsibility for (i) the accuracy of the simulated probability distributions or the assumptions used in
deriving the probability distributions, (ii) any errors or omissions in computing or disseminating the probability distributions and (iii) and any reliance on or uses to
which the probability distributions are put.
The projections or other information generated by ACG regarding the likelihood of various investment outcomes are hypothetical in nature, do not reflect actual
investment results and are not guarantees of future results. Judgments and approximations are a necessary and integral part of constructing projected returns. Any
estimate of what could have been an investment strategy’s performance is likely to differ from what the strategy would actually have yielded had it been in
existence during the relevant period. The source and use of data and the arithmetic operations used for calculating projected returns may be incorrect,
inappropriate, flawed or otherwise deficient.
Past performance is not indicative of future results. Given the inherent volatility of the securities markets, you should not assume that your investments will
experience returns comparable to those shown in the analysis contained in this report. For example, market and economic conditions may change in the future
producing materially different results than those shown included in the analysis contained in this report. Any comparison to an index is for comparative purposes
only. An investment cannot be made directly into an index. Indices are unmanaged and do not reflect the deduction of advisory fees.
This report is distributed with the understanding that it is not rendering accounting, legal or tax advice. Please consult your legal or tax advisor concerning such
matters. No assurance can be given that the investment objectives described herein will be achieved and investment results may vary substantially on a quarterly,
annual or other periodic basis. There is no representation or warranty as to the current accuracy of, nor liability for, decisions based on such information.
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