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Research from William Bernstein suggests that “rebalancing works best with volatile, uncorrelated assets whose returns are 
roughly similar,” and “taxability may completely eliminate any rebalancing benefit at all.”1  

In a previous post, he calculates a “rebalancing bonus” based on the weights of assets in a portfolio, their variance, and their 
covariance2. To attempt to calculate the benefit from rebalancing across asset pairs in your portfolio, we applied his formula to 
different asset classes using the target weights and data from Bloomberg. This focuses on sub asset classes within US equity. 
Correlations between fixed income and equity are lower and between US and international equities they are lower in some 
circumstances, so the benefit to rebalancing across those asset classes is clearer. 

On a more granular level, however, this data shows that rebalancing across US equities is expected to produce a small benefit. 
We paired large cap growth and value which have the largest weights in the portfolio, small cap growth and value, and large 
cap growth and large small cap value which have the lowest correlation amongst the US equity sub asset classes. 

 
 
The above calculations do not factor in the negative tax impacts of rebalancing which could further reduce the expected 
benefit. 
 
Further research from Berstein3 and AQR4 indicates that the potential from rebalancing depends on the assumption that cross-
asset returns will revert to their historical means. That has, by definition, been the case historically, but there is no guarantee 
that will continue. As many disclaimers will tell you, past performance is not indicative of future results. And while history is 
often a useful guide, at least in theory tectonic shifts in the economic environment like the persistence of low interest rates and 
the heightened importance of monetary policy may alter the balance of returns between growth vs. value and US vs. 
international equities. 
 
The paper from AQR also proposes that momentum effects are an important consideration when considering the appropriate 
rebalancing strategy. We agree there is considerable evidence for momentum effects which indicates that rebalancing over 
short time frames (i.e. less than once per year) is suboptimal. Based on their research, the difference in risk and returns from 
different calendar and trigger-based rebalancing strategies is minimal, but biennial rebalancing produces the highest Sharpe 
Ratio and return and lowest maximum drawdown of all the methods included in their analysis: 
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So why ever rebalance? With a pure buy and hold strategy, asset classes with higher returns will become an increasingly 
larger portion of the portfolio over time. Because of that, while over long time periods there are minimal or even negative 
expected returns from rebalancing, it does enable portfolios to stay closer to their risk targets. 

 

Disclosures 
This information is for one-on-one presentation only and is in response to a specific request. This information should not be 
distributed to any other parties. Forecasts, estimates and certain information herein are based upon proprietary research and 
should not be interpreted as financial advice, as an offer or solicitation, nor as the purchase or sale of any financial instrument. It 
should not be assumed that any of the recommendations or characteristics discussed herein will prove to be profitable, or that 
the investment recommendations or decisions we make in the future will be profitable. It is not possible to invest directly in an 
index. The portfolio characteristics and recommendations shown here are based on only the information that has been 
provided to us. This analysis could change significantly as we learn more about your account and suitability. The actual 
characteristics with respect to any particular client account will vary based on a number of factors including but not limited to: 
(i) the size of the account; (ii) investment restrictions applicable to the account, if any; and (iii) market exigencies at the time of 
investment. SMA reserves the right to modify its current investment strategies and techniques based on changing market 
dynamics or client needs. SMA is an investment adviser registered with the U.S. Securities and Exchange Commission. 
Registration does not imply any particular level of skill or training. More information about the advisor including its investment 
strategies and objectives can be obtained by visiting www.sagemountainadvisors.com. All references to performance are gross 
of fees unless otherwise noted. Gross of fee performance does not reflect the deduction of investment advisory fees. The 
portfolio’s return will be reduced by advisory fees and other expenses that may be incurred in the management of the portfolio. 
Returns presented gross of management fees include the reinvestment of all interest and other earnings. As an example, the 
effect of investment management fees on the total value of a client’s portfolio assuming (a) quarterly fee assessment in arrears, 
(b) $50,000,000 initial investment, (c) portfolio return of 3% a year, and (d) 0.25% annual investment advisory fee would be 
$127,215 in the first year, and cumulative effects of $671,937 over five years and $1,441,217 over ten years. Actual management fees 
may vary, depending upon, among other things, the applicable management fee schedule and portfolio size. A complete 
description of SMA’s fee schedule can be found in Part 2 of its FORM-ADV which is available at www.sagemountainadvisors.com 
or by calling (404) 795-8361. SMA-21-000704 

 

 

 

 
 

 


