
Implementing Core-Satellite

The core-satellite approach uses index funds as the ‘core’ or
foundation of a portfolio and lowly correlated active funds or
direct shares as ‘satellites’ to deliver risk and return benefits
to client portfolios. The low cost, tax efficient and broad diver-
sification characteristics of index funds provide a foundation for 
client portfolios that will deliver market returns. Once the core 
allocation is in place, active satellites can be chosen that tilt a 
portfolio towards a particular sector or style with the objective 
of achieving outperformance.

This approach allows businesses to lower overall client
investment costs and streamline operational processes. The
lower cost structure and process efficiency of a core-satellite
approach can enhance practice profitability and lower fees to
clients with greater consistency of results over the long term.
Once implemented, it is easily managed – giving advisers
more time to concentrate on helping clients with their strategic 
financial plan and reaching financial and lifestyle goals.

The core-satellite approach nullifies the debate between
indexing and active management, and provides a practical
solution on how best to combine both investment strategies.

What are the benefits of indexing the core?
Lower management costs
Management costs and fund expenses directly impact investment 
returns. When compounded over time, high fees can significantly 
detract from the overall performance of a fund.

An index fund typically has lower management costs due to
the efficient and systematic manner in which it operates.

Lower transaction costs
Index funds generally have lower portfolio turnover as they
tend to ‘buy and hold’ securities for longer periods to track
the index. Efficient portfolio management results in lower
ongoing transaction costs, such as brokerage, commissions,
stamp duty, custody and other expenses associated with
trading securities.

Tax efficiency
Minimising portfolio turnover offers tax benefits by 
potentially reducing an investor’s capital gains tax liability. The 
compounding effect of having more money working for your 
clients, rather than paid out as income, is a distinct advantage 
over the long term. 

Diversification
Indexing gives investors a well-diversified portfolio through
the broad spread of securities held within the index. Portfolio
diversification means less exposure to the performance 
fluctuations of individual securities, moderating overall volatility.

Transparency
Index funds are designed to track an index and are therefore
generally more transparent and simple to understand.

What should the optimal percentage splits be for 
core and satellite allocations? 
In relation to portfolio construction, Vanguard believes in a
diversified, top down approach; initially focussing on investor
risk profiles and strategic asset allocation, followed by core-
satellite ratios and manager selection decisions.

Decisions around manager selection and core-satellite splits
will, in part, depend on the investor risk profiles. Generally,
allocations to the core should be higher for investors with a
lower propensity for risk taking.

Core and satellite allocations may vary for each asset class
due to their differing return dispersion characteristics. Where
confidence is high that an active management approach will
have the potential to outperform, the satellite allocation will
be greater.
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Vanguard believes in a diversified, top down approach; 
initially focussing on investor risk profiles and strategic asset 
allocation, followed by core-satellite ratios and manager 
selection decisions.

Where core-satellite combinations are employed in equity 
markets, there is a large choice of active managers and varying 
style objectives, such as domestic and international small caps, 
value funds and hedge funds. 

On the other hand, allocations to the index core may be 
substantially higher in an asset class such as fixed interest where 
the long-term returns indicate active management has historically 
struggled to outperform market benchmarks after fees.

How do you choose active satellites? 
Satellites should be chosen that display low levels of correlation 
in regard to excess return providing added diversification and 
complementary risk and return characteristics to a portfolio.

The selection of active satellites is a key decision point for 
advisers and should be considered in conjunction with input 
from relevant dealer groups and underlying research.

What should the key criteria be when selecting 
satellites?
The criteria used to select lowly correlated active satellites could 
include: 

 � A high conviction investment strategy 
 � Relatively low fees
 � Clearly defined investment objectives
 � Experienced, talented and proven portfolio managers
 � Ownership and organisational stability
 � Disciplined approach in good times and bad
 � Performance consistent with stated philosophy

A core-satellite combined approach 
 

Are there any risks (liquidity or total capital loss) in 
allocating a high percentage of a client portfolio to 
Vanguard funds? 
Specific fund manager risk (or over-concentration) with 
Vanguard is relatively low given the robust fund structures 
and governance in place. All securities of single sector asset 
class funds are held by a third party custodian who holds the 
assets on behalf of the fund. All funds offered to the public 
by Vanguard are registered under the Corporations Act and 
strictly regulated under the investor protection provisions of 
this legislation.

In addition to this robust fund structure and governance, 
Vanguard Investments Australia is a wholly owned subsidiary 
of The Vanguard Group which is based in the US and currently 
manages more than AUD $ 4 trillion* for over 20 million 
individual and institutional investors. 

Vanguard has been in operation in the US since 1976 and in this 
time has built a reputation as a global leader in client advocacy 
and earned the trust of millions of investors along the way. 
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 � Asset class returns

 � Lowest expenses

 � Low manager risk

 � Asset class returns plus 
some opportunity to 
outperform

 � Highly selective in 
choosing active managers

 � Potential for more efficient 
frontier

 � Seeks to outperform

 � Willingness to assume 
higher costs, volatility 
and manager risk

 � Commitment and 
capabilities in identifying 
and assessing managers
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How to develop a client value proposition with core-
satellite
A client value proposition should centre on the strategic 
development and execution of a financial plan, rather than 
on promised investment returns. Although investment 
performance is a key outcome, it is an aspect of advice that is 
largely uncontrollable.

A key building block in developing a sustainable client value 
proposition is understanding where you have control and where 
you do not. Appreciating the unpredictability of investment 
performance and implementing a strategy that takes full 
advantage of controllable aspects of investment returns (tax, 
transaction costs and fees) will better align your objectives with 
those of your clients.

Implementing a core-satellite approach will help to create a 
trusted, values-based relationship with clients, rather than a 
cyclical relationship centred on performance outcomes.

How to position market performance with clients
Historically, the cost hurdle (including taxes) has proven to 
be a formidable obstacle for those seeking to outperform the 
relevant market index. Compared with index funds, active funds 
typically have higher fees and transactions costs and higher 
associated taxes. These factors consistently detract from the 
long term relative performance of a fund.

There will always be funds that outperform the benchmark 
at any point in time, but relative outperformance is extremely 
hard to maintain over time, particularly after costs and taxes are 
considered.

Unlike performance, costs and taxes are:
 � Relatively certain and controllable
 � More stable from one period to the next

Using index funds as the foundation of a portfolio can increase 
the probability of consistent returns over the long term and 
provide greater stability from one period to the next.

Communicating the change in investment approach 
with clients
A periodic review of your investment approach and philosophy 
should be a continuous and evolving business process to 
provide the best outcome for your clients.

Communicating a ‘best practice’ advice model to clients and 
the enhancements offered through a core-satellite approach will 
help build an understanding of the underlying benefits of the 
strategy. Key principles to communicate to clients include:

 � The role of asset allocation in long term investment returns
 � The compounding effect of lower investment costs over the 

long term
 � The tax advantages associated with lower portfolio turnover
 � The diversification benefits and improved risk/return 

characteristics of a combined approach
 � Greater transparency in investment objectives and return 

outcomes
 � The difficulty in outperforming the market over the long term

Vanguard’s index management approach 
At Vanguard, we aim to efficiently deliver a defined market 
return. We employ a variety of approaches to sensibly achieve 
this objective. For example, we consider a number of criterion 
in determining the best approach for the given market, such as 
the number of securities in the benchmark, underlying liquidity, 
market conditions and cost drivers such as brokerage/other 
transaction costs.

At Vanguard we closely monitor our performance and we 
understand which aspects of fund performance can be 
controlled; implementing tax efficient strategies and keeping 
management and transaction costs low to maximise investor 
after-tax returns.

Next steps
To explore in more depth how to benefit from adopting a
core-satellite approach to investing, speak to a Vanguard 
Business Development Manager on 1300 655 205 or email 
adviserservices@vanguard.com.au 
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