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Staying on Track with Professional Portfolio Rebalancing 

 

We often see hypothetical illustrations of how much in-

vestments can appreciate over the long run.  The prob-

lem is the intervention of human emotions such as fear 

and greed, over the short run.  These can prevent in-

vestors from achieving their long term goals.  In this 

issue of Investment Insights, we discuss what we be-

lieve is one of the best strategies for dealing with mar-

ket volatility in the portfolios we manage in the Model 

Wealth Program.   

 

Why Rebalancing is a Sensible Alternative 

 Study after study shows that jumping in and out of 

the stock market is almost always a bad idea. 

 Professional portfolio rebalancing is a strategy for 

maintaining a consistent level of risk in your invest-

ment portfolio. 

 When the portfolio is rebalanced, the investment 

manager trims stock holdings after a large rise in the 

stock market.  The manager adds to stock invest-

ments after a significant stock market decline.   

 This strategy is designed to limit the tendency many 

investors have to “buy high, sell low”. 

 Rebalancing may improve returns modestly, but the 

primary purpose is to reduce risk. 

  1 Yr 3 Yr 5 Yr 10 Yr 

U.S. Large Stocks 6.91 9.33 14.54 6.81 

U.S. Small Stocks 5.71 4.60 13.52 6.15 

U.S. Bonds 4.20 3.67 3.08 4.77 

Intl Developed Mkts Stocks -0.69 -1.48 4.30 1.78 

Intl Emerging Mkts Stocks 5.83 -2.40 1.45 3.52 

U.S. Inflation (CPI) 1.18 0.93 1.19 1.73 

Source: Morningstar.  Annualized returns for periods ended October 
17, 2016. U.S. large stocks is the S&P 500 Index, U.S. small stocks is 
the Russell 2000 Index, U.S. Bonds is the Barclays US Aggregate Bond 
Index, Intl Developed Markets is the MSCI All Country World Index Ex-
US, International Emerging Markets is the MSCI Emerging Markets 
Index.  Returns include dividends and interest. Investing involves risk 
including the potential loss of principal.  No strategy assures success 
or protects against loss. Past performance is not an indication of fu-
ture results.   

Why do investors hit the panic button? 

It is a basic primal instinct to flee when faced with dan-

ger.  This instinct is primarily responsible for humans 

avoiding extinction as a result of attacks from saber- 

toothed tigers, wooly mammoths and other dangerous 

animals. 



But study after study shows that selling good quality 

investments when the market declines is almost 

always a bad idea for two reasons.  First, it’s nearly 

impossible to know whether or not a small dip in the 

stock market will turn into a full-fledged market rout.  

Second, it’s also nearly impossible to know when to 

get back in.  Even if an investor is almost perfect in 

knowing when to get in and out of the market, his 

results can be disastrous. This study shows the val-

ue of a $10,000 investment in the S&P 500 com-

pared to an investor who missed the best 10, 20, 30, 

40 or 50 days in the market since December 31, 

1979: 

 

The research firm Dalbar attempted to calculate the 

cost to investors of constantly jumping in and out of 

the stock market.  Their study showed that the aver-

age equity investor earned just 4.67% per year for 

the 20 year period ended December 31, 2015, com-

pared to an 8.19% annual return for the S&P 500.  

 

Dalbar showed the average bond investor didn’t fare 

much better, earning an annual return of just 0.51% 

versus 5.34% for the Barclays Aggregate Bond Index. 

Dalbar pointed out the primary reason for the under-

performance was a holding period of about three 

years.  In other words, many investors buy when they 

feel good, and sell when they feel bad.  

 

Rebalancing: A sensible alternative 

 

An alternative to market timing is to professionally re-

balance the portfolio when your asset allocation has 

strayed away from your target asset mix.  For exam-

ple, let’s say after meeting with your investment advi-

sor, you determine that an appropriately balanced 

portfolio is comprised of 60% equity investments and 

40% fixed income investments. 

 

The idea with rebalancing is simple: When the stock 

market pushes your equity weighting too high, say to 

66% of your portfolio, you sell some of your equity and 

add that money to fixed income.  When the stock mar-

ket declines and pushes your equity weighting to, for 

example, 54% of your portfolio, you sell some of your 

fixed income investments and add to your equities. 

The net effect of this strategy is to “buy low and sell 

high”, which is the opposite of what many investors 

do.   

 



Limiting Risk 

But why should an investor rebalance if the ending value is roughly the same as the portfolio that was not rebalanced?  

The answer is simple: the primary value of rebalancing is to reduce risk.  The five worst stock market periods since 1976 

are depicted in the table below.  As you can see, the rebalanced portfolio since 1976 fell much less than the portfolio 

that was not rebalanced: 

A similar result is shown for an investor who starts in 

2007 and initial investment $100,000, just in time for an-

other approximately 50% drop in the S&P 500: 

1/1/1976-

12/31/2015

(1)  

Rebalance 

@ 10% 

Thresholds 

No Re-

balancing 

Panic and 

Sell When 

S&P 500 

Falls >20% 

Ending Value $5,623,598 $5,681,048 $3,703,907 

Annualized 

Total Return 

10.6% 10.6% 9.5% 

1/1/1991-

12/31/2015

(1)  

Rebalance 

@ 10% 

Thresholds 

No Re-

balancing 

Panic and 

Sell When 

S&P 500 

Falls >20% 

Ending Value $883,305 $853,329 $574,594 

Annualized 

Return 

9.1% 9.0% 7.2% 

5 Worst Periods Since 1/1/1976 (1)  Rebalanced @ 10% Thresholds No Rebalancing 

8/31/1987 – 11/30/1987 -20.8% -24.0% 

7/31/1998 – 8/31/1998 -10.5% -12.7% 

8/31/2000 – 9/30/2002 -27.5% -38.9% 

10/31/2007 – 2/28/2009 -35.6% -44.2% 

4/30/2011 -  9/30/2011 -9.4% -13.1% 

(1) Source: Morningstar Direct. Using monthly data for periods ended 2015 with semi annual rebalancing and a 20% decline in the 
S&P 500 on an annual basis.  S&P 500 and Barclays Capital Agg are unmanaged indices and do not include fees and taxes.  Past 
performance is not an indication of future results. Hypothetical examples shown above are not representative of any specific situation.  
Your results will vary. The hypothetical rates of return used do not reflect the deduction of fees and charges inherent to investing. 

1/1/2007-

12/31/2015 

(1)  

Rebalance 

@ 10% 

Thresholds 

No Re-

balancing 

Panic and 

Sell When 

S&P 500 

Falls >20% 

Ending Val-

ue 

$177,774 $166,189 $142,203 

Annualized 

Return 

6.6% 5.8% 4.0% 

1/1/2000-

12/31/2015

(1)  

Rebalance 

@ 10% 

Thresholds 

No Re-

balancing 

Panic and 

Sell When 

S&P 500 

Falls >20% 

Ending Val-

ue 

$214,811 $198,925 $158,991 

Annualized 

Return 

4.9% 4.4% 2.9% 

Invest now or wait? 

A common concern that often prevents investors from 

getting in the market is the fear of investing at the wrong 

time.  What if the investor gets in the market just in time 

for a real tumble? 

To show the impact of terrible market timing, we compare 

the same three investors (rebalanced, no rebalancing, 

panic and sell) and initial investment $100,000 but change 

the starting year to 2000, just in time for a drop in the S&P 

500 of about 50%. 

Let’s take a look at a hypothetical example.  In this illustration, we compare the results of a $100,000 portfolio using a 

70% allocation to equities and 30% allocation to fixed income.  We use the S&P 500 and the Barclays Capital Aggregate 

Bond Index to illustrate the performance of stocks and bonds since 1976.  In the table below, we compare the portfolio 

that is rebalanced at a 10% threshold (a portfolio with a 70% weighting in equity is rebalanced when it reaches 77% eq-

uity), a portfolio that experiences no rebalancing, and a portfolio that is sold out of the stock market after a 20% drop in 

the S&P 500, then reinvested 12 months later. This later example is meant to be a proxy for those investors who panic 

and sell when the market declines. Over a long period of time, the total return experienced by the rebalanced portfolio is 

just modestly lower than the portfolio that was not rebalanced. But both portfolios had significantly greater ending values 

than the portfolio managed by the “panic and sell” investor. Similar results are true over a shorter period of time, from 

1991- 2015, but the rebalanced portfolio is slightly higher than one that is not rebalanced. As you can see, the “panic 

and sell” investor has significantly less wealth at the end of the study period.  In this illustration, the cost of panicking is 

$308,711 (the difference between ending wealth of $883,305 for the rebalanced portfolio versus $574,594 for the “panic 

and sell” portfolio). 



: 

The Barclays U.S. Aggregate Bond Index is an index of 
the U.S. investment-grade fixed-rate bond market, in-
cluding both government and corporate bonds. 

The information contained in this report is as of October 
17, 2016 and was taken from sources believed to be 
reliable.  It is intended only for personal usage.  To ob-
tain additional information, contact Cornerstone Wealth 
Management.  The Indices mentioned in this report are 
unmanaged, may not be invested into directly and do 
not reflect expenses or fees.  This report was prepared 
by Cornerstone Wealth Management. The opinions 
voiced in this material are for general information only 
and are not intended to provide specific advice or rec-
ommendations for any individual.  To determine which 
investment(s) may be appropriate for you, consult your 
financial advisor prior to investing.  All performance ref-
erenced is historical and is no guarantee of future re-
sults.   

No strategy including rebalancing assures success or 
protects against loss.   

Bonds are subject to market and interest rate risk if sold 
prior to maturity.  Bond values and yields will decline as 
interest rates rise and bonds are subjected to availabil-
ity and change in price.   

There is no guarantee that a diversified portfolio will 
enhance overall return or outperform a non-diversified 
portfolio. Diversification does not protect against market 
risk.   

Stock investing involves risk including loss of principal.    

Securities offered through LPL Financial, Member 
FINRA/SIPC. 

www.mycwmusa.com     

Can I do this myself? 

 

Rebalancing is simple, but it’s not easy.  It is very difficult 

for the average investor to maintain such discipline and 

continue to buy during a frightening decline in the stock 

market.  By the same token, it can be very difficult to sell 

your winners and lighten up on stocks when the stock 

market is rising. That’s why, in our view, a fee-based 

advisory account that is managed by an experienced 

investment professional, like our Model Wealth Program,  

can offer you a better chance of attaining your financial 

goals.   

 

 

Reference: Best practices for portfolio rebalancing, Yan 

Zilbering, Colleen M. Jaconetti, and Francis M. Kinniry 

Jr., November 2015. 

Alan F. Skrainka, CFA 

Chief Investment Officer 

The trade-offs 

 

Be aware that there are trade-offs. Frequently re-

balanced portfolios may incur expenses (transaction 

charges and taxes) that could negate the benefit. Stud-

ies show that rebalancing once or twice a year is suffi-

cient to balance benefits with the cost. Also, higher risk 

asset classes tend to produce higher returns over time, 

so rebalancing tends to reduce their weighting in the 

portfolio. Thus while rebalancing may improve returns, 

its primary purpose is to manage risk. 


