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The Importance of Rebalancing 
 

With markets trading at or near record highs in the midst of the longest U.S. 
economic expansion on record, it is prudent to revisit a vital discipline of 
investment management: portfolio rebalancing.  Before determining the 
why/how/when of rebalancing, one must first determine the appropriate 
asset allocation strategy for an investment portfolio.  The appropriate mix of 
stocks and bonds is defined by an investor’s unique goals, liquidity, timeline, 
and risk tolerance (ability and willingness).  Asset allocation strategies are 
highly customized given the distinctive fact set of individual clients.   

 
A vast amount of research supports the concept that asset allocation 
decisions explain most of a portfolio’s variability of returns over time 
(Source: 91.5% according to Brinson, Hood, Beebower, 1991).  In other 
words, asset allocation is the most crucial step to building portfolios. 

 
Once the strategic asset allocation of the portfolio has been set (i.e. 60% 
stock/40% bond portfolio), the impact of rebalancing can be evaluated.  It 
may be tempting to have a “set it and forget it” framework when it comes to 
a 60/40 portfolio, however this could potentially lead to unfavorable 
outcomes and related negative consequences relative to goal achievement.    

 
The following graphic from JP Morgan examines the implications of 60/40 
portfolio left alone vs a 60/40 portfolio that is rebalanced annually.  Over of 
the course of 20 years ending 12/31/2018, the portfolio not rebalanced 
becomes one with higher risk and lower risk-adjusted return, when compared 
to a portfolio that is rebalanced annually.   

 
The increase of equity and risk would leave the portfolio more susceptible to 
market downturns than one that is rebalanced annually back to the 60/40 
strategic allocation.  The buy-and-hold approach also produced a lower 
average annual return over the 20 years studied.  
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An important consideration when rebalancing taxable portfolios is the realization of capital gains.  Rebalancing 
often involves liquidating appreciated positions in order to purchase lagging positions.  This activity produces 
capital gains on which taxes may be due effectively reducing after-tax returns.   
 
The question then becomes, should investors avoid rebalancing taxable portfolios in order to avoid taxes? 
 
A different study from BlackRock examines this question over a 15 year period (1/1/2003 – 12/31/2017). The 
scenario in this analysis assumes $100,000 invested in a 60/40 portfolio versus one that is rebalanced annually 
using a 5% tolerance band (i.e. the portfolio is rebalanced each time an asset class has moved more than 5% 
away from target).   
  
Capital gain tax rates can fluctuate over time, but for this analysis it is assumed to be 20%.  
 
The results of the scenario are shown in the table below. 
 
 
 
 
 
 
 
 
 
 
 
 
Generating a tax liability of $9,438, as illustrated in this example, may at first appear undesirable.  Upon closer 
examination it would appear the rebalanced portfolio would be preferred in this example.  This preference is 
found not in excess return, but in superior risk management (i.e. lower standard deviation).  
 
In a scenario where the equities only move higher, the portfolio not rebalanced will eventually generate a supe-
rior after-tax result as its risk profile continues to move higher.  Such a portfolio would logically become more 
vulnerable to a market downturn, which most certainly will eventually happen.  
 
The financial crisis of 2007-2009 occurred during the time-period studied in this analysis.  BlackRock’s analysis 
also examined the impact of different downturn timing scenarios to determine if timing would alter results in any 
way.  The study tested three different six year periods where the downturn happened at the beginning, middle, 
and end of the period.  
 
In all three scenarios, the rebalanced portfolios had a greater after-tax value than the portfolio that was not 
rebalanced. 



The observations made in this analysis do not represent tax advice and numerous other factors unique to indi-
vidual investors must be considered.  Capital transaction outside of the portfolio, as well as other earned and 
unearned income items can affect an individual’s tax profile in any given year, and  in unexpected ways.  Ac-
cordingly, individual circumstances must be carefully considered by a qualified tax professional in order to fully 
determine the efficacy of rebalancing taxable portfolios. 
 
This said, the study aims to evaluate the total return results of rebalancing a portfolio over a full market cycle.  
Independent of other consideration, rebalancing a portfolio, even with taxes related to capital gains, is an im-
portant discipline relative to risk management throughout different market environments.  In an all-other-
things-are-equal scenario, most investors are expected to benefit from rebalancing. 
 
The final question relative to rebalancing is one of methodology: does it matter how often or by what tolerance 
level a portfolio is rebalanced?  
 
Vanguard addressed this question by testing the frequency of rebalancing (monthly, quarterly, and annually) 
and the threshold (0%, 1%, 5%, and 10%).  The Vanguard analysis examines a 60/40 portfolio from 1926 – 2018, 
and the results are displayed below. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
As would be expected, a buy-and-hold portfolio over this 93-year period would have produced the highest ab-
solute return.  When risk is factored into the equation (annualized volatility), the buy-and-hold portfolio pro-
duces a lower risk-adjusted return (Sharpe ratio).  
 
Contrasting the different rebalancing methodologies, the Sharpe ratios turn out to be almost identical. This 
leads to the conclusion that the rebalancing strategy employed is not nearly as meaningful as the decision of 
rebalancing versus not rebalancing. 
 
The key observations from the various studies presented here is best summarized as follows: 

 Having no rebalancing discipline will likely produce unintended levels of risk over time 
 Risk adjusted, after-tax returns of rebalanced portfolios are superior over a full market cycle 
 Maintaining rebalancing discipline is more important than rebalancing methodology  
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