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Key Takeaways: Rebalancing Considerations
× Focus on long term performance to reduce any focus on short term returns and consequently enable

patience as one can hold positions that are moving against them.
Dan Kemp
Chief Investment Officer, EMEA

× Have formal and informal limits on the maximum amount of capital one can commit to positions in order

Eugene Visagie
Portfolio Specialist, EMEA

× Peer review all convictions and investment decisions to try to avoid confirmatory bias.

to reduce the impact of errors.
× Actively seek contrarian positions by treating an asset class and its popularity as a negative relationship.
× Prioritise research over reaction. Undertake deep fundamental research in an attempt to identify

potential value traps and avoid them.
For Financial Advisors and
Their Clients Using Our Portfolios

× Beware of overnight experts and those making short-term forecasts.

Rebalancing Principles and Warren Buffett
Even if an investor has the perfect investment philosophy, there is still scope for error when it comes to
execution. One of the key elements that any investor must consider when managing a portfolio is when
and how frequently to rebalance back to target weights. While this subject is both important and hotly
debated, we have found no academic work to support the view that there is an optimum rebalancing
period. Therefore, while we remain open to the discovery of a reliable systematic approach to
rebalancing, we believe that rebalancing requires significant thought and a best execution policy should
be open to change.
The key element of a diversified portfolio is the fact that asset prices move in different directions,
especially when allocating between negatively correlated assets such as equities and bonds. This aspect
of capital markets can help reduce the volatility of a portfolio that is broadly spread across asset classes,
although does reduce our exposure to our best ideas. By virtue, this can lead to a misalignment between
the desired allocation and reality.
Rebalancing is therefore an essential part of a valuation-driven philosophy. Left unchecked, our
exposures will not resemble our best ideas. Yet, executed too aggressively or regularly and we expose
the portfolio to unnecessary turnover (taxes and fees) and the potential for drag. We have witnessed this
in practice, with Warren Buffett a master but countless others failing miserably as they seek to top-up
positions that are in structural decline.
“Averaging Down” is Simple but Not Easy
The subject of averaging down is one of the biggest challenges for valuation-driven investors to tackle.
In essence, it is the art of obtaining the lowest cost base possible. For example, say an investor buys an
asset today and it falls by 40% tomorrow. Should they buy more of it?
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For value investors, the general wisdom is that you should definitely buy more so long as your conviction
in the long-term fair value of the asset remains. It was this exact concept that Warren Buffett referred to
when he famously said, “Whether we're talking about socks or stocks, I like buying quality merchandise
when it is marked down”.
At this point, it is worthwhile reminding that as a valuation-driven investor, you conform to the basic
principle that you might be early to the party. After all, you are buying an investment today because
there are more willing sellers than willing buyers.
Value Trap Identification & Behavioural Science
Of the major behavioural deficiencies we experience, the most important for value trap identification are
likely to be the endowment effect and overconfidence. Specifically, investors tend to overvalue what
they already have and this often skews their assessment of the resulting news flow. This is often due to
overconfidence in the original buying decision and therefore less likely to change our assessment of fair
value as it evolves. Said simply, we seek confirmatory evidence to support our view that something is
cheap.
However, we must also be aware of the availability bias that tends to lead humans to extrapolate
current trends. The more an asset price falls, the more likely we are to sell. Therefore, the worst
situations occur when an impatient investor aggressively adds to a position in the early stages of a
decline and then loses confidence at the lowest point, maximising the permanent loss of capital.
Said simply, the endowment effect can be damaging as we view fair value, while the availability bias
causes us to ignore any fair value calculation. Both biases must be controlled if an investor wants to
successfully and consistently identify value traps.
Bringing This Into a Rebalancing Policy
The major lesson from the above is that an auto-rebalance policy can be a potentially dangerous policy.
It is what we would consider “lazy” portfolio management as it leaves end-investors open to significant
transaction costs as well as value traps.
Therefore, given these weaknesses, we believe portfolios should not be subject to rebalance schedule as
such. Instead, portfolio managers should be provided with the tools and accountability to monitor
portfolios continuously and have the ability to make rebalancing decisions when appropriate.
Before any transactions are made, the assessment should include both quantitative and qualitative
analysis of the portfolio to make sure it continues to reflect the best thinking and avoid unnecessary
turnover. Investing is all about harnessing the long-term power of compounding. K
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Since its original publication, this piece may have been edited to reflect the regulatory requirements of
regions outside of the country it was originally published in.
About Morningstar, Inc.
Morningstar, Inc. is a leading provider of independent investment research in North America, Europe,
Australia, and Asia. The company offers an extensive line of products and services for individual
investors, financial advisors, asset managers, retirement plan providers and sponsors, and institutional
investors in the private capital markets. Morningstar provides data and research insights on a wide
range of investment offerings, including managed investment products, publicly listed companies,
private capital markets, and real-time global market data. The company has operations in 27 countries.
About the Morningstar Investment Management Group
Morningstar's Investment Management group, through its investment advisory units, creates investment
solutions that combine award-winning research and global resources with proprietary Morningstar data.
With more than USD$220bn in assets under advisement and management as of 30 September 2019,
Morningstar's Investment Management group provides comprehensive retirement, investment advisory,
and portfolio management services for financial institutions, plan sponsors, and advisers around the
world.
Morningstar's Investment Management group comprises Morningstar Inc.’s registered entities
worldwide including: Morningstar Investment Management LLC; Morningstar Investment Management
Europe Limited; Morningstar Investment Management South Africa (Pty) Ltd; Morningstar Investment
Consulting France; Ibbotson Associates Japan, Inc; Morningstar Investment Adviser India Private
Limited; Morningstar Investment Management Asia Ltd; Morningstar Investment Services LLC;
Morningstar Associates, Inc.; and Morningstar Investment Management Australia Ltd.
Important Information
The opinions, information, data, and analyses presented herein do not constitute investment advice; are
provided as of the date written; and are subject to change without notice. Every effort has been made to
ensure the accuracy of the information provided, but Morningstar makes no warranty, express or implied
regarding such information. The information presented herein will be deemed to be superseded by any
subsequent versions of this document. Except as otherwise required by law, Morningstar, Inc or its
subsidiaries shall not be responsible for any trading decisions, damages or losses resulting from, or
related to, the information, data, analyses or opinions or their use. Past performance is not a guide to
future returns. The value of investments may go down as well as up and an investor may not get back
the amount invested. Reference to any specific security is not a recommendation to buy or sell that
security. There is no guarantee that a diversified portfolio will enhance overall returns or will outperform
a non-diversified portfolio. Neither diversification nor asset allocation ensure a profit or guarantee
against loss. It is important to note that investments in securities involve risk, including as a result of
market and general economic conditions, and will not always be profitable. Indexes are unmanaged and
not available for direct investment.
This commentary may contain certain forward-looking statements. We use words such as “expects”,
“anticipates”, “believes”, “estimates”, “forecasts”, and similar expressions to identify forward-looking
statements. Such forward-looking statements involve known and unknown risks, uncertainties and other
factors which may cause the actual results to differ materially and/or substantially from any future
results, performance or achievements expressed or implied by those projected in the forward-looking
statements for any reason.
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The Report and its contents are not directed to, or intended for distribution to or use by, any person or
entity who is not a citizen or resident of or located in any locality, state, country or other jurisdiction
listed below. This includes where such distribution, publication, availability or use would be contrary to
law or regulation or which would subject Morningstar or its subsidiaries or affiliates to any registration
or licensing requirements in such jurisdiction.
For Recipients in Europe: The Report is distributed by Morningstar Investment Management Europe
Limited, which is authorised and regulated by the Financial Conduct Authority to provide services to
Professional clients. Registered Address: 1 Oliver’s Yard, 55-71 City Road, London, EC1Y 1HQ
For Recipients in Dubai: The Report is distributed by Morningstar Investment Management Europe
Limited Dubai Representative Office which is regulated by the DFSA as a Representative Office.
For Recipients in South Africa: The Report is distributed by Morningstar Investment Management
South Africa (Pty) Limited, which is an authorized financial services provider (FSP 45679), regulated by
the Financial Sector Conduct Authority.
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