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Portfolio rebalancing: the hidden factor exposure

Conventional wisdom and academic research
have long espoused the benefits of regular

rebalancing as a way to preserve the risk and
return profile of your portfolio through time.

However, implicit in any decision to take
profits from recent winners and double up
on the recent losers is the unintended and
often less understood consequence of
creating a short exposure to momentum
beta® in the portfolio. This consequential
beta exposure results directly from the
decision to rebalance and is important
because it cannot be captured by standard
risk systems relying on portfolio holdings

In this context, it is easy to see how
momentum beta from rebalancing is less
obvious to detect and more likely to be
overlooked as an unintended risk in the
portfolio.

Historically, rebalancing during prolonged
periods of equity market stress has had a
material negative effect on the portfolio.

Chart 1 shows a regularly rebalanced
60%/40% equity/bond portfolio experiences
higher losses relative to the same portfolio
with no rebalancing during significant market
corrections.

Chart 1: Rolling 12 month returns
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Source: Bloomberg, Frontier calculations. Returns are based on portfolios of 60% global equities and
40% global bonds . The impact of fees are excluded. The “no rebalancing portfolio” is rebalanced to the
60%/40% equity/bond mix at the start of each equity market downturn to assist with comparability.

! Momentum beta is a positive returning risk premia which attempts to capture trends in prices covering a
variety of assets, markets and tradeable instruments.
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Portfolio rebalancing: the hidden factor exposure

Chart 2 overlays the same chart with the
Barclays CTA Index?, which proxies the
returns to momentum-based strategies. The
chart shows a distinct tendency for
momentum to outperform when the
frequently rebalanced portfolio
underperforms. This is because momentum
based strategies will seek to trade with the
trend (i.e. they will try to short equities as
they fall) while funds rebalancing back to
some target equity exposure will be trading
against it (buying equities as they
fall). Historically, this has proven to be a
profitable strategy for Commodity Trading
Advisors (CTAs) and a relative detractor for
automatic rebalancing during major equity
market corrections. This effect becomes
visible because equity markets are moving
rapidly and rebalancing decisions are
occurring more frequently; often in the
opposite direction to markets.

The result is a rebalanced portfolio whose
downside protection characteristics during
the course of an equity market correction are
compromised versus not rebalancing (see
charts 3 & 4 overleaf).

These charts show both the maximum
drawdown and the standard deviation of
returns are typically higher for the
rebalanced portfolio during periods of
significant market turmoil. This analysis is
before the impact of any transaction costs,
which would further weaken the case for
pulling the rebalancing trigger early while
equities are still correcting.

Chart 2: Rolling 12 month return
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2The Barclays Index represents the aggregate performance of Commodity Trading Advisors, who seek to
profit from momentum capture strategies.
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Portfolio rebalancing: the hidden factor exposure

Chart 3: Maximum drawdown Chart 4: Rolling 12 month standard deviation
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For their part, automatic rebalancing strategies 60%/40% equity/bond portfolio to the same
do exhibit some resemblance to naive value portfolio with no rebalancing. Notably, there
investing strategies in instances where it leads are periods where the two series track one
to buying “cheap” exposures and selling another closely, indicating that frequent
“expensive” exposures. Chart 5 shows the close rebalancing creates something of a value-beta
historical relationship between the Russell 1000 in the portfolio that exists outside of what can
Value Index, which proxies value investing in be quantified by standard risk systems using
international equities, with the relative portfolio holdings data.

performance of a frequently rebalanced

Chart 5: Rolling 12 month returns
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Portfolio rebalancing: the hidden factor exposure

The path of least regret...

In a theoretical world, the holy grail of any
rebalancing strategy would be to predict
periods when momentum is likely to
outperform and hold off on rebalancing until
value-based investing is back in favour.

In practice however, the reality for most
funds is very different.

Returns to beta premia like momentum and
value are arguably more difficult to predict
than asset class returns; reducing the
likelihood of investors being able to perfectly
time their rebalancing decisions.

In a historical context, it is pleasing to
observe the difference in cumulative returns
between rebalancing and not rebalancing
have evened out in the months following a
financial crisis (see chart 6). The global
financial crisis was the exception in that it
was a protracted crisis in which the
cumulative losses associated with regular
rebalancing during the height of the crisis
took an extended period to recover. The
global financial crisis also highlighted the
importance of adequately managing liquidity
risk; which was an impediment for many
funds in their rebalancing effort (we explore
this in the following case study).

Chart 6: Cumulative returns
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Portfolio rebalancing: the hidden factor exposure

The global financial crisis highlighted that
systemic market corrections were not merely
a rebalancing issue; they also posed serious
liquidity risks to investors with exposure to
unlisted assets. APRA has since mandated
that all Australian superannuation funds need
to have adequate processes for managing
their illiquids exposure.

The global financial crisis was, in many ways,
the “perfect storm” for a number of funds
because it coincided with increased member
switching, currency hedging losses, capital
calls from prior commitments to unlisteds and
asset classes that were liquid until they
became illiquid.

Chart 7 depicts the impact of the global
financial crisis on the liquidity of a 50/30/20
portfolio of equities/bonds/unlisted assets.

The red line is the path of illiquids (the
percentage of illiquid assets over total assets)
for a fund with no net cash flows, the blue for
a fund with cash inflows of 1% per month and
the purple a fund with cash outflows of 1%

Chart 7: llliquid exposure

Source: Output from Frontier’s Prism.

per month. The analysis is based on output
from Prism and assumes the portfolio is not
rebalanced.

Chart 8 shows the change in portfolio
characteristics as the financial crisis plays out
in the months following Lehman’s collapse.

While Chart 8 suggests an intuitively
appealing preference for rebalancing back to
strategy (namely, to preserve the portfolio’s
risk and return profile), one must recognise
that the portfolio in a market crisis is almost
entirely disjoint from long-run strategy. That
is to say, the risk and return assumptions used
to derive the strategic ideal are far from
current asset class characteristics in the
height of the financial crisis.

In this context, portfolio characteristics that
were relevant pre-crisis (such as the
proportion of growth assets) change their
meaning; making it important to re-assess the
asset allocation in the context of the current
environment and its implications for meeting
targeted risk and return objectives.

Chart 8: Change in portfolio characteristics
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Portfolio rebalancing: the hidden factor exposure

Conclusion

The “path of least regret”, or the rebalancing
strategy which feels like you’ve ‘lost’ the
least irrespective of the outcome, is an
intuitively appealing framework for thinking
about rebalancing decisions.

The concept however will mean different
things for different funds.

Funds with the lowest tolerance for active
risk, relatively infrequent Investment
Committee meetings and smaller internal
teams may prefer to continue with their
existing approach; noting that performance
has historically evened out between the two
approaches after a year or two.

Funds with higher tolerance for active risk
but without an internal capability to make
calls on equity markets may prefer evergreen
investments that reduce some of the impact
of the drawdown from automatic rebalancing
decisions (for instance, gaining long
momentum exposure through CTAs and/or
tail risk protection strategies may benefit the
fund in these conditions).

Finally, funds with a strong capability to
make active asset allocation decisions may
be comfortable in choosing to hold off on
rebalancing until their views about the
trajectory of equity markets become more
positive. The ultimately irony however may
be that the “path of least regret” may be
something that is chosen for you — the global
financial crisis was one example where the
decision to rebalance was taken away from
many by an inability to do so.
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