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Prologue

This book is not about making money. It is about helping clients accomplish goals.
Making money is how they accomplish the goal; it is not the goal itself. It is also not
about how to time the market or pick winners in the stock market. As the book cover
suggests, it is a framework for constructing portfolios based on other people’s theo-
ries that we tested at the Pension Research Institute. The focal point of the construc-
tion process is the Desired Target Return™ (DTR™)," which links the cash inflows
(assets) to the cash outflows (liabilities). The basic framework is to maximize the
potential to exceed the DTR subject to the risk of falling below the DTR.

Again, the theories presented here are not mine. What 1 have done for over 25
years is to test theories that I thought might make an improvement in portfolio con-
struction. What I present here are those few theories that passed years of testing. Of
course, there is no guarantee it will work in the future, and nothing can be expected
to work all of the time in the world of finance.

While I was the architect of this framework for constructing portfolios, the
co-authors performed tasks necessary to actually build it and implement it.

Dr. Hal Forsey played the most important role. I learned enough math in 8 years
of graduate school to explain to Hal what I was trying to do. Hal had the amazing
quantitative skills to make my vision become a reality. For 5 years, every professor I
talked to told me it was impossible to adapt Peter Fishburn’s theory to an
asset allocation model. Hal proved them wrong by utilizing an obscure optimizer he
learned about at a University of California—Berkeley colloquium. This optimizer,
called the Forsey—Sortino optimizer, will be available at no charge to anyone who pur-
chases this book. To access the optimizer, go to http://booksite.elsevier.com/Sortino,
password SOR3QA73QB72. No royalties of any kind apply. It is our hope that others
will use the source code to build improved versions. To distinguish such improved
versions from optimizers that are not based on our work we ask that a reference be
made on the opening screen (e.g., “based on the original Forsey—Sortino
optimizer”).

Ron Surz was among the first to apply capital asset pricing model (CAPM) theory
in the late 1970s when he was an executive with A.G. Becker. It took several years
for me to convince Ron that downside risk was a superior way to look at risk com-
pared to standard deviation or beta, but then it took several years for Ron to convince

' DTR and Desired Target Return are trademarks of Sortino Investment Advisors.



me that I should use his style indexes instead of the Russell indexes. I had tested a
number of different indexes and always got very similar results. T came to believe all
indexes were basically the same. When I finally gave in and tested Ron’s indexes, I
was very surprised to find it made a dramatic difference in determining which man-
agers came into solution and improved the performance of my models.

Herr Dr. Professor Robert van der Meer was a senior executive with the Shell
Oil pension fund management team in the late 1980s when I first met him. He
invited me to spend the summer teaching a class with him at Erasmus University in
Rotterdam and do some testing of the asset allocation model we had developed at
the Pension Research Institute. That is where I first heard the term “Herr Doctor
Professor,” which is the highest sign of respect a student can show. The result was
the first of many papers we wrote together about the application of downside risk
and upside potential (see www.sortino.com for a partial list of publications). As
Robert moved to top-level executive positions at Aegon and Fortis, he pioneered the
wider use of these new concepts in Europe. Now he is writing a new textbook that
will, for the first time, include chapters on downside risk and upside potential.

David Hopelain’s first teaching job, after receiving his Ph.D. in organizational
theory at UCLA, was at the University of Oregon, where I was in the Ph.D. program
in finance. His classes were among the most enlightening I attended. Dave was one
of the founding members of the Pension Research Institute in 1980. In the first
research project at PRI he helped develop the relationship between goals and objec-
tives expressed in this book. Dave is a very creative thinker, as you will see in the
final chapter.

Jim Pupillo is described in The Tipping Point as the one who makes things hap-
pen. Even great innovations in finance are worthless until somebody uses them to
benefit clients. After years of heroic effort, Jim was able to convince his firm’s top
management that the overlay process developed by Sortino Investment Advisors
(SIA) would be a valuable service for his clients. It is no wonder that Barron’s
(February 9, 2009) referred to Jim as an innovator when they named him the “Top
Advisor” in his state.

David Hand is following in the footsteps of his father and grandfather by develop-
ing an innovative service for 401(k) participants. David’s father offered one of the
first prototypes of the 401(k) plan to receive IRS approval in 1971. David and 1
wrote an article for the ASPPA Journal (Summer, 2008) that touches on some of the
issues developed in Chapter 5.

Neil Riddles’ expertise is in performance measurement. Neil first became inter-
ested in downside risk and upside potential to measure performance when he was
senior vice president and director of performance measurement at Templeton. Neil
contributed a chapter to Managing Downside Risk in Financial Markets (2001,
Butterworth-Heinemann) and provided a spreadsheet that would enable consultants
to calculate downside risk. This contributed to the widespread use of the Sortino



ratio. Neil will point out the difficulties portfolio managers face when trying to
implement the ideas presented in this book. Neil has to deal with the exigencies of
the marketplace—the way the world is, as opposed to the way it ought to be. I have
great respect for Neil, although I disagree with some of his points of view. I think dis-
senting views should be heard and welcome Neil’s contribution to this book.

All of the co-authors in this book are people I worked closely with in the develop-
ment of the material in their chapter. They were chosen for their expertise in specific
aspects of this new approach, and I am deeply grateful to each of them for their con-
tribution to this book and to this portfolio construction methodology.

A number of people have asked me to start a blog where those who are interested
in post-modern portfolio theory (PMPT) can meet and exchange ideas. Interested
parties may now go to http://pmpt.wordpress.com.
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