Rebalancing Portfolios Lowers Volatility and Stabilizes Returns

A key to maximizing a portfolio’s return-to-risk ratio is to frequently rebalance assets among the selected trading advisors, concludes a study just completed by Thomas Basso, president of Trendstat Capital Management.

Basso’s motivation for conducting the study was to identify a more logical and effective strategy for allocating capital to a trading advisor, as well as to discover a portfolio management technique that could improve a client’s satisfaction, or comfort level.

“Most trading advisors are not fired when they are making money, but rather when they are losing, so presumably the client satisfaction is more a matter of low risk, or volatility, than high returns. In other words, a lack of declines translates directly into a higher level of client comfort. If so, our findings suggest that a client’s comfort level would be raised significantly by frequently rebalancing assets evenly among the trading advisors in a managed futures portfolio,” said Basso.

Stable returns; higher client satisfaction

Basso indicated that this frequent rebalancing would also tend to stabilize a trading advisor’s capital under management and fee income.  For trading managers, he contends that rebalancing offers more stable, “institutional-quality returns with less standard deviation of those returns, and potentially a higher level of client satisfaction.”

He suggested that the main disadvantage of rebalancing for trading advisors is that capital would flow in and out of each month, while drawbacks for trading managers include the possibility of slightly lower returns (albeit with lower risk), and increased administrative requirements.

Placing assets with “cool hands”

Basso’s findings also challenge the common industry practice of placing the most capital with hot-performing trading advisors.  To the contrary, his study suggests a portfolio’s return-to-risk is maximized by withdrawing capital with hot managers, and placing it with “cool hands,” who sooner or later will have their day.

“I believe the tendency to throw money at hot track records is perhaps the most important psychological issue facing the managed futures industry.  Granted, a contrarian approach would be difficult psychologically, but like much investing doing what is difficult often provides the most success,” said Basso.

How the study was conducted

MAR supplied Trendstat with the monthly performance statistics of 720 trading advisors (the names were not disclosed by MAR) between January 1983 and December 1993.

Advisors incorporated into the study were required to have had data available in 1983, of which there were 79 acceptable advisors. The 79 advisors were placed in composites consisting of three different advisors, of which there were 79,078 possible combinations.

Each possible trading advisor portfolio was allocated capital and placed in two groups: “rebalanced” and “non-balanced” (each group consisted of the identical 79,078 trading advisor combinations). Trading advisors in each possible composite were assumed to be allocated an equal amount of the portfolio’s total capital in 1983. The assets of the rebalanced portfolios were reallocated evenly among the three trading advisors aat the end of each month, while that of balanced portfolio was not changed through the period of the study.

The study calculated how each trading advisor composite would have performed over the 11-year period had the portfolio’s capital been rebalanced, or brought back to equal one-third allocations among its trading advisors at the end of each month; and the portfolio remained unaltered, or non-balanced, among its three traders following the initial one-third allocation.

Results

Among the possible three-advisor combinations, the top-performer in the non-balanced group produced a net average annual return of 42.8% over the 11-year period, while the worst returned a negative 13.5%. The best-performer in the rebalanced group generated a 57.9% annualized return, and the worst a minus 9.8%.

Nearly 72% of the porfolios demonstrated better return-to-risk (i.e. return as a percent of maximum decline) when capital was rebalanced than when not, while 77% of rebalanced composites produced lower maximum declines than their non-balanced counterparts.

Non-balanced portfolios slightly out-performed rebalanced composites, generating a net average annual return of 13.3% to 12.6%; but experienced higher average maximum declines of 34.3% to 28.3%.

Lower volatility, higher returns

Approximately 51% of the over 79,000 portfolios showed a higher average annual return when rebalanced, versus not balanced, at month’s end. More importantly, 77% of the portfolios experienced lower declines when rebalanced than when not balanced.

Trading advisors for which data was available starting in 1983, but unavailable at a subsequent point in time were regarded as being “out of business.”  These trading advisors remained a part of the study throughout the 11-year peirod, but were not allocated any assets following their disappearance from MAR’s database.  Two footnotes: (1) The “Class of 83” were survivors; 94% of the trading advisors in business in 1983 were still in business in 1993. (2) Including trading advisors with a “zero allocation” conceivably smoothed out declines and lessened risk in the study, but not materially given the relatively low 6% trading advisor attrition.

Only negative performance months were included in the calculation to measure return to standard deviation (i.e. downside portfolio volatility), as positive or upside volatility – typically included in Sharpe ratio calculations – was not assumed to diminish client satisfaction and comfort levels.

Return-to-risk calculations do not include a “risk-free rate of return” (i.e. the prevailing treasury-bill rates), as it was not necessary to compare rebalanced and non-balanced portfolios, and would have affected each group equally.

Results of the study were obtained by a proprietary software program, and a 486 personal computer which required five 24-hour days to process the data, and ultimately generated a 10 megabyte file.

TRADING ADVISOR COMPOSITES





	Rebalanced	Non-Balanced


Average Annual Return	12.62%	13.26%





Average Standard Deviation	7.85	9.11





Average Maximum Decline	-28.29	-34.25





Average Return/Max. Decline	0.53	0.46





Average Return/Standard	4.19	3.61


Deviation of Negative Months





Portfolios Producing	50.94	49.06


Higher Returns





Portfolios Producing Lower	76.93	23.07


Maximum Declines





Source: Trendstat Capital Management
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