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FOREWORD

Fiduciaries of pension, endowment, and eleemosynary funds gener-
ously accept substantial responsibilities, face complex challenges, and
assume significant personal liability in order to serve their beneficiar-
ies. The primary compensation they receive is the deep personal satis-
faction of helping many faceless people, some yet unborn, finance their
future needs.

The training many fiduciaries receive to prepare for their sub-
stantial duties and decide difficult issues, however, is often limited and
unrelated to their primary professional activities. This book, Core-
Satellite Portfolio Management, is designed for and directed to such
fiduciaries. Therefore, the perspective is deliberately high-level and
broad-ranging, intending more to familiarize fiduciaries with the
“big picture” issues and to help them mentally organize the process,
rather than to convert them into technical experts in any particular dis-
cipline.

The “core-satellite” approach advocated by this book is, in my
view, less a new portfolio management approach than a useful way to
organize, think about, analyze, and describe portfolio management
approaches that have been used and tested for many years, but using
different words and rubrics. The core-satellite approach merely for-
malizes and better articulates portfolio management practices that
existed even prior to the formal recognition of passive and active/pas-
sive management styles, which can be traced back to the 1970s. In
some sense, passive management, which has come to be formally rec-
ognized and accepted during the last quarter century or so, was prac-
ticed in less formal ways during prior years, as many “core” holdings
were held more for core diversification purposes than for extraordinary
expected returns. (Think about how virtually all pension funds held
IBM in eatlier years as a core holding, more as a diversifying anchor
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vs. the S&P 500 index instead of a truly judgment-based active hold-
ing.) Such holdings were not in any sense actively managed (consid-
ered continuously for sale or purchase depending upon changing
judgments regarding expected returns or risks).

With increasing volumes of portfolio data and the growing preci-
sion and uniformity of performance measurements, it has become con-
vincingly clear that certain parts of the capital markets are quite
competitively priced by thousands of investors vying for returns in an
increasingly transparent marketplace. Investing is perhaps the only
competitive arena where the “average” result is mechanically obtain-
able using computers, or nearly so. Very few professional investment
managers demonstrate any persistent ability to outperform the average
result for large capitalization equity portfolios after transaction costs
and management expenses, and the few that claim to do so are bal-
anced by the few who persistently underperform. (These persistent
underperformers tend neither to advertise their records nor to win new
clients; eventually they fall by the wayside.) Other market sectors, such
as high-quality fixed income, demonstrate similar characteristics
wherein the “passive average” (after costs) result ranks toward the
upper portions of the competitive performance rankings. Academic
logic and quantitative risk analyses demonstrate very plausible reasons
for these results and indicate that we should not be surprised by these
findings, which have obtained for many years through various market
cycles. Therefore, it makes sense to implement “core” portfolio hold-
ings in efficiently priced sectors in the lowest-cost form possible,
which means some portion is invested using passive management tech-
niques. This approach is developed further in Chapter 1.

Chapter | also emphasizes the easy-to-accept importance of
asset allocation as the key driver of portfolio investment results over
time. Fiduciaries must decide on the definition of the asset classes they
wish to include in the portfolio and must decide whether each asset
class should be viewed as core or satellite. (The considerations impor-
tantly include the investment expertise and experience set of the fidu-
ciaries.) How the respective asset class weighting targets are
established by the fiduciaries and how they are maintained through
time (reweighted with differential market performance) will probably
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be the most important determinants of portfolio results. The fiduciar-
ies’ choice of benchmark for each asset class is also mentioned as very
important in Chapter 1 and further explored with helpful details in
Chapters 3 and 4. While no prescription is offered—or can be
offered—to make benchmark selection easy, considering the nature
and timing of the portfolio liabilities is correctly identified as the key
input to this process.

To provide important explanatory background that fiduciaries
should become familiar with, Chapter 2 provides a review of the quan-
titative investment concepts, but does so without excessive technical
detail or requirement for mathematical expertise to understand. It
explores the important concept of correlation and explains why diver-
sification works to reduce risk. It reviews the concept of the “efficient
frontier” and identifies the important assumptions behind much quan-
titative research and indicates how those assumptions are not perfect
reflections of reality, but are still relevant enough to be useful. Finally,
it reviews the concept of risk factors and stresses the importance of risk
measures and risk monitoring.

Chapters 3 and 4 focus on management of the core portion for
equities (Chapter 3) and fixed income (Chapter 4) assets.

Chapter 3 gets more into the “how to” of constructing the core
portion of a core-satellite portfolio for equity holdings. It stresses the
importance of benchmark construction and reviews the factors fiduci-
aries should consider in choosing indices. It provides a very useful
table summarizing the key features of the popular equity indices from
which benchmarks can be selected or constructed on a customized
weighted basis. It reviews the differences between market risk and
residual or “active” risks, measured as tracking error. Chapter 3 advo-
cates the development of a “risk budget” for use in allocating tolerable
risk between core and satellite positions. It makes clear that the risks
that are important for investing are forecasts of future risks, which are
not to be confused with past measurements of historical risks. Finally,
it reviews important factors for several vehicles that can be selected by
fiduciaries to implement various core strategies.

Chapter 4 suggests how best to use the core-satellite approach to
exploit the efficiencies and in efficiencies in the fixed income markets,
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by locating the higher quality liquid sectors in the core, managed pas-
sively at very low costs, with more specialized sectors located in satel-
lites, with the goal of outperforming the relevant benchmark. It reviews
the different kinds of fixed income risks (duration, credit quality, con-
vexity/prepayment/callability, sector, currency, inflation linkage, etc.)
and suggests the tracking error associated with each in various strate-
gies. It also reviews some of the most popular fixed income indices and
indicates how they are comprised of differing quality levels and sectors.

Chapters 5 through 9 focus on specialized asset classes that are
good candidates for sarellite portfolios, which are intended to provide
opportunity for extraordinary return along with diversification benefits
to the remainder of the portfolio.

Chapter 5 provides an excellent overview of high yield debt,
including public “junk bonds,” Rule 144a securities, private place-
ments, bank loans, and collateralized debt obligations (CDOs). It
includes a discussion of market history and indicates the historical cor-
relations between various categories. It also discusses distressed debt,
which are bonds that have fallen into bankruptcy, liquidation, or have
a high risk of ending up in either position. It discusses the special skills
that are necessary to manage these asset classes and the management
fees that should be expected.

Because fiduciaries must consider and decide whether to hedge or
not to hedge foreign currency exposures, Chapter 6 deals with the
impact that currency fluctuations can have and how they can or should
be managed. It implicitly assumes that the portfolio has foreign cur-
rency exposures by virtue of its existing investment strategies, such as
a foreign equity satellite portfolio, and advocates a separate currency
“overlay” program managed by one or more foreign currency manage-
ment experts to eliminate or possibly even enhance the foreign curren-
cy impact of the existing foreign exposure. Chapter 6 reviews the
arithmetic a fiduciary should understand about how foreign currency
exposure arises and how it is influenced by economic factors.

For fiduciaries that have an obligation to protect the future pur-
chasing power of beneficiaries, Chapter 7 is particularly relevant. It
deals with a relatively new and interesting U.S. asset class called
Treasury inflation-protected securities (TIPS). TIPS offer fiduciaries
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an opportunity for portfolio diversification that no other satellite
instrument or asset class can replicate. This chapter explains how TIPS
work, explores their return patterns and relationships with those of
other asset classes, and reviews their brief history, which reveals a
small but rapidly growing presence. It explains how the difference
between nominal bond yields and TIPS yields provides a good indica-
tion of the market’s aggregate forecast for future inflation. Chapter 7
explains and quantifies with good charts why fiduciaries with other
financial assets (like stocks and bonds) should be strongly motivated to
include TIPS as a satellite portfolio.

Chapter 8 focuses on additional inflation hedges—hard assets,
including nonperishable real assets like energy, precious metals, real
estate, and timber—and soft assets, including agricultural products and
livestock. These assets are typically not traded on exchanges (like
stocks and bonds) and frequently have lower liquidity and other spe-
cialized features that often require specialized management. The chap-
ter then focuses on direct energy assets (oil and gas) as a representative
sample. Because of the lack of readily available and reliable perform-
ance data, the chapter also stresses the importance of building a syn-
thetic historical return series for analytical purposes, and presents a
methodology for doing so for direct energy investments. It advocates
that cyclical patterns, linkages to inflation, and correlations with other
asset classes must be studied and understood, so that likely risk and
return impacts on the remaining portfolio can be modeled and predict-
ed. The chapter demonstrates how an energy satellite can increase the
expected return and/or reduce the expected risk of the total portfolio.

Chapter 9 explains and advocates a valuation methodology to
manage a satellite portfolio consisting of small capitalization stocks. It
reviews the results of a study covering the period from 1990 through
2003. During this period, the proposed valuation methodology, based
on a weighted combination of P/E ratios and earnings revisions (both
ranked within 12 sectors), handily outperformed the “average” for
small stocks, which were defined as the stocks ranked 1001 through
3000 at the beginning of each calendar quarter. This provides food for
thought for any fiduciary.

Chapters 10 and 11 provide useful practical advice and checklists



