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Fund Switching or Fund Rebalancing?

If you dust off any old finance or investment management book that was written after
1986 you would inevitably come across this landmark asset allocation study by Brinson,
Hood, and Beebower (BHB). In this study, 91 large pension funds quarterly returns were
tracked and measured from 1974 to 1983. They replaced the pension funds' stock, bond,
and cash selections with corresponding market indexes. The indexed quarterly returns
was found to be higher than pension plan's actual quarterly returns. Very simply, the
study demonstrated that replacing active choices with simple asset classes worked just as
well as, if not even better than, professional pension managers. Also, a small number of
asset classes were sufficient for financial planning. Financial advisors often pointed to
this study to support the idea that asset allocation is more important than all other
concerns, which the BHB study lumped together as ‘market timing’.

Since the release of this study in 1986 and a follow-up study in 1991, many market
practitioners have challenged the validity of some of the claims but to this day, the BHB
study survives and is still highly regarded. What has this got to do with Fund Switching
or Fund Rebalancing? Everything!

Fund Switching is designed to protect the investor especially in a plunging stock market
and in an environment of increased volatility. For instance, during the September 2008 to
March 2009 period, stock markets around the world were witness to some unprecedented
volatility. Stock markets became so volatile that on a few occasions, ten percent swings
either way i.e. +10% & -10% in the same trading day were giving investors sleepless
nights. In times like these, through fund-switching, investors can get a reprieve from the
volatility when they seek out (switch to) the safety of cash or income funds.

However, for some investors, Fund Switching (especially free switching) means the
ultimate passport to switch from one fund to another, in the hope to maximize their
returns. Sometimes, the investor adopts the extreme strategy i.e. to be completely IN or
OUT of his units. Therefore, his asset allocation is a dynamic one, it can be 100% cash or
100% stocks or in between. The asset allocation decision takes a back seat, while fund
selection and timing are the main drivers. Just like trading in stocks, you can be dead
right or dead wrong. Investors can come out of markets way too early and lose out, or
switch from a performing fund into a non-performing one. While unit trust may lend
itself to some trading opportunities through the good fortune of timing, fund selection and
superior fund management it is usually not sustainable. Is there a better way then? Yes,
Fund Rebalancing.

Rebalancing is the process of realigning the weightings of one's portfolio of
assets. Rebalancing involves periodically buying or selling assets in your portfolio to
maintain your original desired level of asset allocation. For example, Mr Lim’s original
target asset allocation was 60% stocks and 40% bonds. If his stocks performed well
during the period, and as a result, increased the stock weighting of his portfolio by value
to 80%, he may then decide to sell the value of his stocks (value difference of 60% stocks
and 80% stocks) and buy bonds to get it back to his original target allocation of 60/40.
See illustrations below. Fund re-balancing incorporates certain elements of fund-
switching, but it is done in a more methodical and thought out manner, rather than



responding in a knee jerk manner to stock market movements per se. Think of it as more
of a fine-tuning process where small adjustments are made periodically.

The Pie Chart A below shows the original asset allocation of Mr Lim (40 years old)

Asset Allocation 60/40
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Pie Chart A

The Pie Chart B (below) shows the asset allocation of Mr Lim (40 years old) after the
stock market has gone up, say over a period of six months. The value of his stock
holdings is now RM160,000 instead of RM60,000 for a gain of 167%, whereas his
overall portfolio has gone up by 100%.



Asset Allocation 80/20
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Pie Chart B

What are the options available for the investor? The investor can do the following;
redeem, switch, or rebalance his portfolio. Since Mr Lim is a long-term investor and true
to his asset allocation of 60/40, he should Re-Balance his portfolio to look like Pie Chart
C i.e. switch RM40,000 from stock holdings to bond holdings.

Back to original Asset Allocation 60/40
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Pie Chart C



By doing this re-balancing, Mr Lim has successfully ‘taken profit’ on his stock holdings
and still remained invested in the market for the long-term while most importantly, his
overall assets size has also grown. Think of it as doing small refinements to your
portfolio rather than making drastic or sweeping changes. Fund Rebalancing was
important for Mr Lim because his risk profile did not change over the six months period.
However, the stock market did go up and as a result, the stock holdings in his portfolio
appreciated, causing his asset allocation not to be reflective of his risk profile and

therefore needed to be Re-Balanced.
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