nvesting is never an easy activity for In this article, | will explain what rebalancing
anyone to be engaged in, and it idgs and the benefits that come with it. In future
especially tricky for the retail investor. Wealth Journal articles, | will expound on

) “asset allocatiori and “time in the market”.
In the investment world, large

institutions with plenty of monies can either

employ sophisticated investment strategie§Vhat is Rebalancing?

with the help of state-of-the-art computers that L . .
: P ) ) p. Rebalancing involves setting a fixed asset

dissert market information and data right down . . _ .

0 mi q h | h allocation to your portfolio and sticking to it

micr n r nem ) ) . o

0 micro seC(? S0 ,ey can employ a ugﬁwough different financial market conditions.

team of leading strategists or Fund Managers

to manage their investment portfolios. Let's say you examine your risk profile and

decide to invest in a mixture of 70% in stocks

with h rsenals th institution .
S0, without the arsenals these institutio %md 30% in bonds. As the years go by, your

have at their disposal, can the retail investor . . .
} o . portfolio will drift one way or another. You
still do well in investing? . .
may drop down to 60% in stocks or rise up to
The answer i¥ES — if you are a disciplined 90% in stocks.

long term investor. L .
9 The act of rebalancing involves selling or

There are actually three free lunches - as lpuying shares in order to return to your initial
would like to call them - that a retail investorstock and bond ratio of 70%/30%. Hence,
can take advantage of to swing the odds d#very year, regardless of how the markets have

making monies to their favour. The three fregnoved, you rebalance your portfolio to its
lunches are: original asset allocation.
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Let me illustrate with this example:

At the start, you have $100,000 capital investeithénfollowing proportion:

1 # 2 (? ) ! 6
9 6 26 26 26 26 6 6
72 72 72 72 7 7

After one year, some funds would have appreciatddlien in value as shown below:

9+ 6

1+ 6

1+;6

+16

"

7

712

72 2

7 2

782

Due to the good performance of the portfolio, yegide to invest an additional $10,000 into thistfodip and rebalance
it to its initial portfolio allocation (same perdage).

So the rebalanced investment should total $117$®507,050 + $10,000).

9 6 26 26 26 26 6 6

7292 78229 7292 72 2 782

(A 5% 4 5% 5% 5% 5%

711 48 9 7 2 7829 7 7:2

After executing the above buy and sell actions pitwfolio will be rebalanced to its initial targeflocation.

opposite behaviour to what is displayed by manyestors,
which is to buy in when something is hot and over-

Rebalancing is a way to maintain the risk and relwatio performing, only to sell when the same investmestdmes
that you have chosen for your investments. out of style (buy high, sell low).

Why Rebalance?

In the example above, doing nothing over the yeaay  Tapje 10n the following page shows that different asset
leave you with a 90% stocks and 10% bond portfalibich  ¢j55ses perform well over various time periods modingle
is much more aggressive than your initial 70% sfoakd gsset class will consistently outperform othersraveong
30% bond mix. period of time. Hence, having the discipline toviest gains
More importantly, rebalancing forces you to buyn a performing asset class and redeploying thaggsgn an
temporarily under-performing assets and sell ovepnderperforming asset class is the key to reapigfen
performing assets (buy low, sell high). This is tieact gains over the long run.



Does Rebalancing Work?

Table 2 illustrates the back-
testing result of a balanced
portfolio of $10,000 invested in
60% global equities and 40%
global bonds for 36 years from
1973 to 2009 — with and without
yearly rebalancing.

A buy and hold strategy, i.e.
without rebalancing, in this
portfolio would have grown the
initial $10,000 to $74,354,
translating to an annualised return
of 5.7% p.a. This is a decent
return for a passive investor who
did nothing over the 36 years.

However, if the portfolio is
rebalanced religiously every year
over the same period, the starting
$10,000 would have grown to
$120,995! Rebalancing actually
squeezed out an additional
$46,641 as compared to the buy
and hold strategy. In terms of
annualised return, this portfolio
made 7.2% p.a. or 1.5% higher
than the buy and hold strategy.
Over a long period, the extra 1 to
2% will translate to a significant
amount, as illustrated in this
example.
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How Often Should | Rebalance My Portfolio?

path over a long period and the costs of executimg

rebalancing would be the main considerations.

You may ask, “How often should | rebalance my

portfolio?” and“Would more frequent rebalancing add more Rebalancing Strategies

value to my portfolio?”

An article from Financial Planning magazine, whicted
the 25-year period from October 1977 to Septembég znd
a 60% Stocks (S&P 500 Index) and 40% Bond (Lehman
Brothers Government Index) as the starting and etarg "
allocation for a $10,000 portfolio, illustrated thesults for
various rebalancing frequencies:

+ & . / &)0
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From Table 3 it can be observed that the various

rebalancing periods showed minimal
differences, although annual rebalancing yieldedlightly
better return margin, albeit with a marginally réglstandard
deviation.

Hence, it can be concluded that frequency is not an
important consideration when it comes to rebalamcin
Whichever period an investor chooses, be it qugrteemi-
annually or annually, the discipline of followinbet chosen

Summary

performance-

While rebalancing is not an exact science, an iovesan
adopt the following guidelines when it comes toalabcing
strategies:

Rebalancing at a pre-determined frequency and time,
e.g. every year on 30th December.

- Rebalancing at exactly the same time each year is
easy to remember.

Rebalancing when the current allocation is 5% off the
target asset allocation of major asset classes.

- For example, if the target equity weighting is 60%,
rebalance the portfolio if the equity allocation
exceeds 65% or falls below 55%.

- Do nothing if the equity weighting is still within
the 5% limit.

For rebalancing of smaller positions in sector fund or
country funds, adopt a 25% trigger point.

- For example, if you have a 5% weight in global
resources sector fund, rebalance this fund if the
allocation goes above 6.25% or dip below 3.75%.

Rebalance during injection of new funds or during
withdrawals.

- Changes in liquidity position, be it addition ofwe
funds or withdrawal, is one of the best times to
rebalance as you can buy underweighted assets
with the new funds or sell overweighted assets
when withdrawing. This also minimizes transaction
costs.

For a retail investor, enhancing your wealth isirdily not an easy
task. The key is to be a disciplined long ternester.

One of the ways to increase your odds of makingiesoim the long run
is to rebalance your investment portfolio regulagainst a buy and hold

Strategy.

Rebalancing is a simple strategy that is easy tecae and, if
consistently applied over the long term, will addtd 2% over the
annualised portfolio return. This extra 1 to 2%ure compounded over
the long term will add to your investment capitghsficantly. ¢




