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C

ore investing has been around for
a long time but no one has ever
questioned the meaning of “core”
nor ever asked if there might be
different kinds of core for different purposes.
Let’s begin with the meaning of the word.
According to the Merriam-Webster Dictionary,
core is “a central and often foundational part
usually distinct from the enveloping part by a
difference in nature.” This definition conforms
to the investment use of the term core in coresatellite portfolios, where active managers are
completed by a passive center. Which leads us
to an observation: The version of core typically
used in core-satellite investing is not central at
all. It is the entire market, or at least a major
portion of the entire market. The S&P 500 is
the most popular version of core, although some
use the Russell 3000 or the Wilshire 5000. Let’s
call this version of core “blend” or “dilutive”
because it is not central but rather a blend of all
parts of the market, and it dilutes active satellite managers by holding stocks they don’t
want to hold.
Now let’s introduce a new type of core that
truly is central, and let’s call it “centric core.”
Centric core is, by definition, the stuff in the
middle between value and growth. It’s the stuff
active value and growth stock managers can’t
hold because they will be criticized for deviating from their style. The distinction here is
important. Active managers don’t reject core
stocks as unworthy. Rather, they never consider

these companies because they do not fit the
style mandate. Also, so-called active core managers are typically a blend of value and growth
rather than the centric definition as examined
in this article.
This article discusses the uses of both
blend and centric core and argues for a change
to common practices, namely replacing blend
with centric in most applications. I define centric, analyze its characteristics and performance,
and conclude with the application of centric
as a diversification tool. I tell the story mainly
in pictures because pictures really are worth a
thousand words.
DEFINITION OF CENTRIC CORE

There are many ways to define “the stuff
in the middle.” For purposes of this article
I constructed a centric core index and backtested it to 1986. I use some pretty straightforward rules, as summarized in Exhibit 1.
The rules are as follows:
1. Large companies are defined as the top
65% of the Compustat database. In other
words, sort all of stocks in the U.S. by capitalization and add until you reach 65%
of the total capitalization. At the time of
this writing, the line is drawn at about 225
names, the smallest of which has a capitalization of $14 billion.

THE JOURNAL OF INDEX INVESTING

1

1/23/12 8:06:59 PM

2. Within the large companies, create a value metric
that combines earnings yield (the reciprocal of price
to-earnings (P/E)), dividend yield, and a sector
adjusted book-to-price. Define the 20% in the middle
of this metric as centric (i.e., 20% of 225 stocks is
45 names).
3. Rebalance quarterly.

EXHIBIT 1
Defining Centric Core

4. Allocate to maintain industry sector neutrality,
which creates market-like consistency.
5. Equal weight within sectors, which creates a portfolio centric by size and style.
6. Allow minor drift outside of strict centric to reduce
turnover.
Please note that the blend versions of core span
most of the grid shown in Exhibit 1.
Representative holdings are summarized in
Exhibit 2.
ANALYSES OF CENTRIC CORE

I’ve constructed an index going back to 1986
using these rules, and observe the following
1. All characteristics are market-like, except that
capitalization is more median than cap-weighted. This is as intended given the design.
2. Performance and risk are in line with the
S&P 500 and the total market.
3. There is some style drift into value and
growth as permitted to control turnover.
Exhibits 3 through 8 provide the details.

EXHIBIT 2
Representative Holdings on June 30, 2011
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EXHIBIT 3
Annual Returns from 1986 to 2010

EXHIBIT 4
Risk and Return for the 20 Years Ending June 30, 2011
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EXHIBIT 5
Modern Portfolio Statistics for the 10 Years Ending June 30, 2011

EXHIBIT 6
Style Analyses for the 10 Years Ending June 30, 2011
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EXHIBIT 7
Characteristics as of June 30, 2011, and on Average for the 10 Years Ending June 30, 2011

EXHIBIT 8
Sector Profile as of June 30, 2011
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USING CENTRIC CORE TO DIVERSIFY
A MULTI-MANAGER INVESTMENT PROGRAM

At this stage, you should be convinced that 45 stocks
can capture the central essence of the total stock market
and deliver market-like returns and risk. This alone is
worth something, because 45 stocks are far simpler to
trade and manage than hundreds or thousands of stocks.
However, let’s go one giant step forward and examine
the diversification benefits of centric. Here, I offer three
proof statements
1. The correlations of centric to value and growth are
far less than the correlations of the S&P 500 to
value and growth.
2. Just plain common sense demonstrates that the stuff
in the middle has to be less dilutive than laying
hundreds of stocks on top of the active managers.
3. Sophisticated optimizations call for 20% in centric
core whereas the optimizations want 75% in the
S&P 500. This is a critical observation, and the most
powerful proof statement.
Let’s examine each of these proof statements.
Lower Correlations

As shown in Exhibit 9, for the 20 years ending June
30, 2011, the S&P 500 correlation to value was 0.91, and
to growth value it was 0.90. By contrast, the correlations
of core to value and growth are substantially lower, at
0.85 and 0.83 respectively. I’m showing the “R” of the
R2, and using style definitions that are like the S&P Pure
indexes; they are my Surz Style Pure® indexes.

EXHIBIT 9

Common Sense

The common sense proof statement dictates that
performance must be diluted when active managers are
loaded up with stocks they don’t want to hold. In Exhibit 10,
active value and growth managers hypothetically hold 60
stocks each. Adding the S&P 500 to the mix introduces
an additional 500 stocks: 228 of these stocks are value,
228 are growth, and the 45 stocks in the middle are centric core. The 228 stocks in value and growth are dilutive,
undermining the decisions of the active managers.
Optimizations

The optimization proof statement confirms the
dilution problem. In Exhibit 11, the optimizer has been
asked to solve for the most diversified mix of active
and passive. There are three active managers. When the
passive alternative is centric core, the optimizer calls for
approximately 20%. When it is the S&P 500, it calls for
75%. There are a few lessons from this result:
• You get as much diversification with 20% centric as
you get with 75% S&P 500, with far less dilution.
No one would allocate 75% to the S&P 500.
• The optimizer wants the stocks not being held by
the active managers. It can get these directly from
centric, but to get then from the S&P 500 it has to
bring in the entire index.
• The S&P 500 is like a sandwich cookie, and centric
core is like the sweet filling.

EXHIBIT 10
# of Holdings

Correlations to Styles
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EXHIBIT 11
Optimizations

CONCLUSION

Traditional blend core, like the S&P 500, simultaneously diversifies and dilutes. The dilution effects may
be intended if you distrust your active managers, but
you need to ask yourself why you would hire someone
you distrust. By contrast, centric core provides at least as
much diversification with very little dilution, serving to
complement active managers with stocks that are not eligible for inclusion in their portfolios. Or stated another
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way, common practice in all-active portfolios is to make
an unintended bet against centric core. Just as mid-cap
stocks sometime outperform both large and small, so too
with centric versus value and growth. Centric core outperformed both value and growth by substantial margins
in 2008, for example.
To order reprints of this article, please contact Dewey Palmieri
at dpalmieri@ iijournals.com or 212-224-3675.
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