
UNDERSTANDING REBALANCING

What is Rebalancing?
Let’s say the target asset allocation of your portfolio is 60% stocks and 40% bonds. As markets rise and fall, 
your portfolio could drift away from that target allocation. Rebalancing is the process of buying and/or selling 
holdings to return the portfolio to its target allocation.  This maintains the risk/return characteristics of your 
portfolio. 
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Why Rebalance?
It may seem counterintuitive to sell assets that are performing well and purchase assets whose returns are 
lagging, but there are good reasons for doing so. 

• Risk control.  Assume the stock market rises in value and the percentage of stocks in your portfolio 
moves to 70% instead of your 60% target.  As the percentage of stocks increases, so does the potential 
for larger declines in portfolio value.  Rebalancing lowers this risk. 

• Rational decision making.  Assume the stock market declines in value and the percentage of stocks in 
your portfolio is now 50%. Rebalancing causes you to automatically purchase stocks when they are “on 
sale” and it might be difficult emotionally to make those purchases. 

• Consistency.  The table below shows the year-to-year performance of a variety of asset classes, including 
US and global stocks and US and global bonds. It also shows the performance of a 60% stock/40% bond 
portfolio that combines these asset classes (the orange boxes). 

* See “Notes”

The 60%/40% portfolio is not the best performing alternative in any single year, but it is one of the best 
performing alternatives overall (see column at right) and its performance is very consistent over time.
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