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                        Longtime Vanguard BondA financial instrument representing an IOU from the borrower to the lender. Bond issuers promise to pay bond holders a given amount of interest for a pre-determined amount of time until the loan is repaid in full (otherwise known as the maturity date). Bonds can have a fixed or floating interest rate. Fixed-rate bonds pay out a pre-determined amount of interest each year, while floating-rate bonds can pay higher or lower interest each year depending on prevailing market interest rates. Manager Announces Retirement

Last week, Vanguard announced that Pamela Wisehaupt Tynan, who has managed funds for nearly three decades and worked at the fund giant for 34 years, will retire at the end of February.



She has managed the $17.7 billion Tax-Exempt Money Market fund since 1988 and the $12.4 billion Short-Term Tax-Exempt fund since 1996. In her role as head of Vanguard’s short-term municipal bondA financial instrument representing an IOU from the borrower to the lender. Bond issuers promise to pay bond holders a given amount of interest for a pre-determined amount of time until the loan is repaid in full (otherwise known as the maturity date). Bonds can have a fixed or floating interest rate. Fixed-rate bonds pay out a pre-determined amount of interest each year, while floating-rate bonds can pay higher or lower interest each year depending on prevailing market interest rates. term, Tynan oversaw all six tax-exempt money market portfolios and municipal bond fund cash reserves in addition to the funds she helmed, ultimately responsible for around $52 billion in assets.



Justin Schwartz, who currently manages New York Tax-Exempt Money Market and Pennsylvania Tax-Exempt Money Market, will assume Tynan’s role atop Tax-Exempt Money Market and Short-Term Tax-Exempt. Given that Schwartz has worked closely with Tynan since 2005, the funds’ policies, strategies and objectives are unlikely to change.

 

Does Portfolio Rebalancing Work?

The question of when, why and how you should rebalance your portfolio gets attention from the media on a cyclical basis, and despite all of the column inches devoted to the subject and nudges from fund companies, the conclusions are often the same—sell your winners and buy your losers at least once a year, if not once a quarter. This discussion is particularly relevant after the strong run for U.S. stocksA financial instrument giving the holder a proportion of the ownership and earnings of a company. in 2013 and 2014, which has pushed many portfolios away from their original allocations despite an up-and-down 2015 that ended the year not far from where it began.



However, looking at the data, there is reason to question if rebalancing is necessary that often, or at all, even during times of increased market volatilityA measure of how large the changes in an asset’s price are. The more volatile an asset, the more likely that its price will experience sharp rises and steep drops over time. The more volatile an asset is, the riskier it is to invest in. like we’ve experienced of late.



Proponents of rebalancing will tell you that the strategy is all about riskThe probability that an investment will decline in value in the short term, along with the magnitude of that decline. Stocks are often considered riskier than bonds because they have a higher probability of losing money, and they tend to lose more than bonds when they do decline. control—by sticking to a target allocation between stocks, bondsA financial instrument representing an IOU from the borrower to the lender. Bond issuers promise to pay bond holders a given amount of interest for a pre-determined amount of time until the loan is repaid in full (otherwise known as the maturity date). Bonds can have a fixed or floating interest rate. Fixed-rate bonds pay out a pre-determined amount of interest each year, while floating-rate bonds can pay higher or lower interest each year depending on prevailing market interest rates. and various other asset classes, you can effectively manage the overall risk of your portfolio through various market cycles. For example, say you started with a very simple 50%–50% mix of equityThe amount of money that would be returned to shareholders if a company’s assets were sold off and all its debt repaid. and bond funds in a portfolio. After a period of stockA financial instrument giving the holder a proportion of the ownership and earnings of a company. outperformance, it could become skewed to a 60%–40% or 70%–30% mix, putting you at increased risk if stocks begin to decline. The theory behind rebalancing is to keep those allocations in check, thus reducing risk. And on the face of it, it’s good (if superficial) advice.



Vanguard and Fidelity have addressed rebalancing a number of times over the years, with the firms recommending rebalancing either on a semiannual or annual basis, or when allocations drift more than 5% or 10% away from their targets.



Those conclusions seemed a bit simplistic to us, but before making any judgments we wanted to look at a few numbers for ourselves. We constructed a hypothetical portfolio of index funds with a 50–50% split between stocks (Vanguard 500 Index) and bonds (Vanguard Total Bond Market Index) and tracked the results of several rebalancing scenarios from January 1987 (just after Total Bond Market’s inception) through December 2015.



In the first scenario, we rebalanced the portfolio every six months, in January and July. In our second test, we rebalanced once a year in January, and in the third we rebalanced every third January. We also included a scenario with no rebalancing. (We picked January to rebalance because it’s best to do it after December distributions and after the tax-year has turned.)



When we looked at rolling returns for each scenario, examining average returns as well as the best and worst returns for one-month, one-year, three-year and five-year periods, our findings were pretty conclusive: The less frequently you rebalance, the greater the return potential and greater the volatility over any given period. However, when you average things out, a couple of the rebalancing schemes did result in slightly better returns over shorter periods.



It’s worth noting that no matter which period we looked at, the average returns in each scenario are all very similar, with no more than 40 basis points separating any two of them. But you can see much wider swings when comparing the best and worst periods, for example, there was a 65% swing from best to worst 12-month periods for the portfolio that was never rebalanced compared to a 51% or 52% swing for the three regularly rebalanced portfolios.



So from a volatility standpoint, rebalancing does appear to have a positive effect on a portfolio—you won’t hit the same heights, but neither will you experience the same losses an untended portfolio can suffer. A portfolio that is frequently rebalanced also stays much closer to its targeted allocation, but can still be affected by periods of high market volatility.



Through year-end 2015, the portfolio that was never rebalanced ended up with a roughly 73%–27% split between stocks and bonds, while the most frequently rebalanced portfolio—most recently in July 2015—ended up very close to its original 50%–50% allocation.
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Sources: Morningstar, Adviser Investments.



As you can see in the chart above (which tracks the growth of $100 in hypothetical portfolios split between stocks and bonds using the various rebalancing schemes), over the long haul, returns really don’t suffer that much for the more frequently rebalanced portfolios even though they showed lower average returns over shorter periods. In fact the difference in the end value of the never rebalanced and the semiannually rebalanced portfolios was $36. That’s hardly an argument for never rebalancing, but it’s not much of one for doing it often, either.



But what if you followed the recommendations of Fidelity and Vanguard, and instead of using time periods to determine your rebalancing strategy, you used portfolio drift? In the table below, we tested what would have happened to that 50%–50% portfolio over the same 29-year period, this time rebalancing when the spread between stocks and bonds exceeded 5% or 10%.

 

Using Portfolio Drift Has Little Impact on Performance


		# of Trades	Avg. Months Between Trades	Fewest Months Between Trades	Most Months Between Trades	Total Return	Annualized Return
	No Rebalancing	0	—	—	—	967%	8.51%
	10% Spread	17	20	3	75	962%	8.49%
	5% Spread	44	8	1	49	942%	8.42%




Sources: Morningstar, Adviser Investments.



If you just look at the number of trades and the average months between, it seems like a pretty doable strategy—with a 5% spread threshold, you would have made a trade about once every eight months, and you would have traded once every year and a half or so with a 10% threshold. But that’s misleading—the frequency of trades varied significantly over the 29 years, with a few periods requiring a flurry of activity after longer gaps with no trades. For example, with a 5% threshold, from January 2008 to January 2010 you would have made seven trades as stock market declines regularly pushed the balance of the portfolio towards bonds—meaning that you would have been repeatedly faced with the difficult psychological task of putting more money into stocks as their value was falling.



But even if you were that disciplined, and you had made those painful trades—what would it have gotten you? From a return standpoint, not very much. As with the time-based rebalancing schemes, there was very little difference in overall return between the portfolio that was never rebalanced and the ones that were. Former Vanguard Chairman Jack Bogle summed it up pretty well a few years back: “Rebalancing is a personal choice, not a choice that statistics can validate.”



Coming Up

This week, we looked strictly at returns and found neither a convincing argument for nor against frequent rebalancing, but there’s more to the issue than just performance. In an upcoming Adviser Fund Update, we’ll have more on the subject, including key concerns that anyone developing a rebalancing strategy needs to consider, so please check back in the weeks ahead.




About Adviser Investments

Adviser Investments is a full service wealth management firm, offering investment management, financial and tax planning, managed individual bond portfolios, and 401(k) advisory services. We’ve been helping individuals, trustsA legal document that functions as an instruction manual to how you want your money managed and spent in your later years as well as how your assets should be distributed after your death. Assets placed in a trust are generally safe from creditors and can be sold by the trustee in short order, avoiding the lengthy and costly probate process., institutions and foundations since 1994, and have more than 3,500 clients across the country and over $6 billion in assets under management. Our portfolios encompass actively managed funds, ETFsA type of security which allows investors to indirectly invest in an underlying basket of financial instruments (these may include stocks, bonds, commodities or other types of instruments). Shares in an ETF are publicly traded on an exchange, and the price of an ETF’s shares will fluctuate throughout the trading day (traditional mutual funds trade only once a day). For example, one popular ETF tracks the companies in the S&P 500, so buying a share of the ETF gets an investor exposure to all 500 companies in the index., socially responsible investments and tactical asset allocation strategies, with particular expertise in Fidelity and Vanguard mutual funds. We take pride in being The Adviser You Can Talk To.

Our minimum account size is $350,000.  To see a full list of our awards and recognitions, click here, and for more information, please visit www.adviserinvestments.com or call 800-492-6868.



                        
                        
                        
                                                    

                        

                                                    
                            
                                

                                Disclaimer: This material is distributed for informational purposes only. The investment ideas and expressions of opinion may contain certain forward-looking statements and should not be viewed as recommendations, personal investment advice or considered an offer to buy or sell specific securities. Data and statistics contained in this report are obtained from what we believe to be reliable sources; however, their accuracy, completeness or reliability cannot be guaranteed.

Our statements and opinions are subject to change without notice and should be considered only as part of a diversified portfolio. You may request a free copy of the firm’s Form ADV Part 2, which describes, among other items, risk factors, strategies, affiliations, services offered and fees charged.

Past performance is not an indication of future returns. The tax information contained herein is general in nature, is provided for informational purposes only, and should not be construed as legal or tax advice. We do not provide legal or tax advice. Always consult an attorney or tax professional regarding your specific legal or tax situation.

The Barron’s rankings consider factors such as assets under management, revenue produced for the firm, regulatory record, quality of practice and philanthropic work. This award does not consider client experience and is not indicative of future performance.

Editors at the Financial Times bestowed “elite” status on 300 firms in the U.S., as determined by assets under management, asset growth, longevity, compliance record, industry certifications and online accessibility.

© 2018 Adviser Investments, LLC. All Rights Reserved.
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Welcome.

Polaris Wealth Advisory Group and Adviser Investments are now under one new brand, RWA Wealth Partners. 

Over the next few months, we are transitioning to a new website under our new brand. For you, this means a better experience and more access to valuable education, insights and advice. It also means you gain access to expanded wealth management solutions such as tax¹ and legal services², alternative investments and more. Explore this site for additional information on these new services and call your advisor with any questions at 833-RWA-PLAN. 
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¹Personalized tax advice and tax return preparation is available through a separate, written engagement agreement with RWA Tax Solutions, LLC.

²Legal services can be obtained through a separate, written engagement via our relationship with Hall & Diana, LLC
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