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RE-BALANCING DISCIPLINES
A re-balancing discipline is a strategy for re-balancing. In practice, portfolio
managers have most commonly adopted either calendar re-balancing or
percentage-of-portfolio re-balancing.
Calendar Re-balancing: Calendar re-balancing involves re-balancing a
portfolio to target weights on a periodic basis, for example, monthly,
quarterly, semiannually, or annually. Quarterly re-balancing is one popular
choice; the choice of re-balancing frequency is sometimes linked to the
schedule of portfolio reviews.
If an investor’s policy portfolio has three asset classes with target
proportions of 45/15/40, and his investment policy specifies re-balancing
at the beginning of each month, at each re-balancing date asset
proportions would be brought back to 45/15/40. Calendar re-balancing is
the simplest re-balancing discipline. It does not involve continuously
monitoring portfolio values within the re-balancing period. If the rebalancing frequency is adequate given the portfolio’s volatility, calendar
re-balancing can suffice in ensuring that the actual portfolio does not drift
far away from target for long periods of time. A drawback of calendar rebalancing: It is unrelated to market behaviour. On any given re-balancing
date, the portfolio could be very close to or far away from optimal
proportions. In the former case, the portfolio would be nearly optimal and
the costs in re-balancing might swamp the benefits. In the latter case, an
investor might incur unnecessarily high costs in terms of market impact by
re-balancing.

Percentage-of-Portfolio Re-balancing:
Percentage-of-portfolio re-balancing (also
called percent-range or interval rebalancing) offers an alternative to
calendar re-balancing.
Percentage-of-portfolio re-balancing
involves setting re-balancing thresholds or
trigger points stated as a percentage of the
portfolio’s value. For example, if the target
proportion for an asset class is 40 percent
of portfolio value, trigger points could be
at 35 percent and 45 percent of portfolio
value. We would say that 35 percent to 45
percent (or 40% ± 5%) is the corridor or
tolerance band for the value of that asset
class.
The portfolio is re-balanced when an asset
class’s weight first passes through one of
its re-balancing thresholds, or
equivalently, outside the corridor.

For example, consider a three-asset class portfolio of domestic equities,
international equities, and domestic bonds. The target asset proportions are
45/15/40 with respective corridors 45%
± 4.5%, 15% ± 1.5%, and 40% ± 4%. Suppose the portfolio manager observes the
actual allocation to be 50/14/36; the upper threshold (49.5%) for domestic
equities has been breached. The asset mix would be rebalanced to 45/15/40.
Re-balancing trades can occur on any calendar date for percentage-of-portfolio
re-balancing, in contrast to calendar re-balancing. Compared with calendar rebalancing (particularly at lower frequencies such as semiannual or annual),
percentage-of-portfolio re-balancing can exercise tighter control on divergences
from target proportions because it is directly related to market performance.
Percentage-of-portfolio re-balancing requires monitoring of portfolio values at
an agreed-upon frequency in order to identify instances in which a trigger point is
breached. To be implemented with greatest precision, monitoring should occur
daily. Daily monitoring obviously requires having an efficient custodian, one who
can accurately monitor and quickly process and communicate portfolio and asset
class valuations.
An obvious and important question is: How are the corridors for asset classes
determined?
Investors sometimes set ad hoc corridors. We have already illustrated an
example of one well-known yet ad hoc approach, based on a hypothetical
portfolio of domestic equities, international equities, and domestic bonds.
The corridors were set according to a formula based on a percentage of the
target allocation, target ± (target allocation × P%), where P% was 10% (but could
be another percentage such as 5%). Following that formula, a corridor of 45% ±
(45% × 10%) = 45% ± 4.5% applied to domestic stocks, 15% ± 1.5% applied to
international equities, and 40% ± 4% applied to domestic bonds.
However, ad hoc approaches such as this one are open to several criticisms. The
approach illustrated does not account for differences in transaction costs in rebalancing these three asset classes, for example.

There are at least five
factors one should play a
role in setting the corridor
for an asset class:
transaction costs;
risk tolerance
concerning tracking risk
versus the strategic
asset allocation;
correlation with other
asset classes;
volatility;
volatilizes of other
asset classes.
Other Re-balancing Strategies:
There are other re-balancing disciplines other than those discussed above.
Calendar re-balancing can be combined with percentage-of-portfolio rebalancing. In this approach (which may be called calendar-and-percentage-ofportfolio re-balancing), the manager monitors the portfolio at regular
frequencies, such as quarterly. The manager then decides to re-balance
based on a percentage-of-portfolio principle. This approach mitigates the
problem of incurring re-balancing costs when near the optimum that can
occur in the calendar re-balancing.
Another approach is the equal probability re-balancing discipline. In this
discipline, the manager specifies a corridor for each asset class as a common
multiple of the standard deviation of the asset class’s returns. Re-balancing to
the target proportions occurs when any asset class weight moves outside its
corridor. In this discipline each asset class is equally likely to trigger rebalancing if the normal distribution describes asset class returns. However,
equal probability re-balancing does not account for differences in transaction
costs or asset correlations.
Lastly there is tactical re-balancing, a variation of calendar re-balancing that
specifies less frequent re-balancing when markets appear to be trending and
more frequent re-balancing when they are characterized by reversals. This
approach seeks to add value by tying re-balancing frequency to expected
market conditions that most favour re-balancing to a constant mix.

SETTING OPTIMAL THRESHOLDS

The optimal portfolio re-balancing strategy should maximize the
present value of the net benefit of re-balancing to the investor.
Equivalently, the optimal strategy minimizes the present value of the
sum of two costs: expected utility losses (from divergences from the
optimum) and transaction costs (from re-balancing trades). Despite the
apparent simplicity of the above formulations, finding the optimal
strategy in a completely general context remains a complex challenge:
If the costs of re-balancing are hard to measure, the benefits of rebalancing are even harder to quantify.
The return characteristics of different asset classes differ from each
other, and at the same time interrelationships (correlations) exist
among the asset classes that a re-balancing strategy may need to
reflect.
The optimal re-balancing decisions at different points in time are
linked; one decision affects another.
Accurately reflecting transaction costs may be difficult; for example,
transaction costs can be nonlinear in the size of a re-balancing trade.
The optimal strategy is likely to change through time as prices evolve
and new information becomes available.
Re-balancing has tax implications for taxable investors.
At some future date, investors may be able to update optimal rebalancing thresholds in real time based on a lifetime utility of wealth
formulation, including a transaction costs penalty component.
Implementing such a system lies in the future rather than present of
industry practice. If reasonable simplifying assumptions are permitted,
some models are currently available to suggest specific values for
optimal corridors, although no industry standard has been established
yet.

Hopefully this article have sufficiently highlighted the
long-term benefits of disciplined rebalancing versus a
strategy where the asset mix is left to drift. It is
important that in the initial stage of fact finding that
the appropriate risk profile and return requirement is
established and the Strategic Asset Allocation of the
investor is documented in an Investment Policy
Statement (IPS). It is equally important to revisit the
IPS as the lifestyle and circumstances of the investors
may have change requiring for example shorter time
horizon
(as time goes-by) or need for liquidity
(unforeseen unemployment, business downturn etc.).
The monitoring of the portfolio must then be matched
with a rebalancing discipline that is sound and where
benefits will out-weight costs.
Monitoring and rebalancing a portfolio is similar to
flying an airplane: The pilot monitors and adjusts, if
necessary, the plane’s altitude, speed, and direction to
make sure that the plane ultimately arrives at the
predetermined destination. Just as a pilot makes inflight adjustments, so does the portfolio manager. An
important question in this regard is how far
off
course can the plane get before the pilot must make an
adjustment?
It is a constant balancing act where the pilot (Advisers/
Investment Managers) are checking on their
instruments (monitoring tools) to be sure that the
passengers (clients) are brought safely to their
destination (financial goals).
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