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C H A P T E R

Case Study: 

Kal Salama, CIO, 

The Headlands Group

In the first few chapters of the book, we looked at how the
wealth management industry is evolving, with the emergence
of a new mindset focused on asset allocation particularly
through the use of ETFs. Kal Salama, the CIO of The Headlands
Group, has been at the forefront of that change, first investing
in ETFs in 1997 when they were still very nascent products.

The Headlands Group is a RIA firm located in the San
Francisco Bay Area that advises high-net-worth clients.
Founded in 1985, it was one of the early adopters of ETFs
when it invested in World Equity Benchmark Shares (WEBS)
country ETFs (which later became iShares country ETFs). The
WEBS allowed The Headlands Group to design global equity
portfolios using custom individual country allocations based
on its investment analysis.

The core investment philosophy of The Headlands Group
states that to grow wealth over time, investors need investment
strategies that have a high probability of success. Certain invest-
ment strategies have a high probability of being rewarded by
markets over the long term, yet they are often uncertain and dif-
ficult to execute in the near term:

• Capture full-cycle risk premiums:
• Establish enough long-term equity ownership to reach

wealth goals
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• Maintain allocations to core and noncore assets
throughout their cycles

• Capture premiums from well-researched and reliable
techniques:
• Tilt toward undervalued assets and away from

overvalued assets
• Dynamically rebalance by cutting back winners and

adding to those likely to win

The Headlands Group does this by building its single best
bond portfolio and its single best equity portfolio. It then com-
bines the two to reflect a client’s specific risk tolerance, risk
capacity, and financial goals.

Investment Process

Figure 8-1 provides an overview of the firm’s investment pro-
cess. Each step is then explained in detail, providing insight
into its process for using ETFs to construct portfolios.
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1a. Develop asset class risk

 and return estimates

Determine Long-Term

Holdings

Do Near-Term Tilt and

Adjustments

2a. Compare market

 price with

 valuation

2b. Adjust near-term

 targets within

 valuation range

3a. Compare actual

 position with

 target

3b. Rebalance if

 thresholds are

 reached

1b. Determine long-term

 position targets

1c. Personalize portfolio

 construction—client

 risk tolerance and goals

Figure 8-1 The Headlands Group—Investment Process



1a. Develop Asset Class Risk and Return Estimates

Each asset class has unique risk characteristics and a corre-
sponding risk premium that investors could earn for taking on
the inherent risk of that asset class. The foundation of The
Headlands Group’s methodology is analyzing the historical
behavior of each asset class and making assumptions about its
likely forward-looking long-term risk and risk premium.

Each asset class is analyzed by studying the historical risk
and return characteristics of an index that best represents
that asset class. The asset classes analyzed by The Headlands
Group and their corresponding benchmarks are shown in
Table 8-1.

The forward-looking characteristics of each asset class are
estimated using several decades of data and are meant to be
market cycle independent. They are not designed to be cyclical
projections. For example, in The Headlands Group’s view, U.S.
large-cap equities can be expected to deliver a risk premium of
6 percent above inflation over the long term. Figure 8-2 shows
The Headlands Group’s expectations for each asset class.
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Table 8-1

Asset Class Representative Index Benchmark

Equities

U.S. large cap S&P 500 Index

U.S. small cap Russell 2000 Index

Non-U.S. large cap Individual MSCI country indexes

Non-U.S. small cap MSCI country and regional small-cap indexes

Emerging market MSCI EM

Bonds

Investment-grade bonds Barclays (formerly Lehman) indexes

High-yield bonds First Boston and Merrill Lynch indexes

Non-U.S. developed market bonds Salomon/Citigroup indexes

Emerging market JP Morgan EMBI indexes



1b. Determine Long-Term Position Targets

The long-term asset class risk and return estimates are then
used to determine the long-term position targets within equity
and bond portfolios. The Headlands Group’s preferred
approach is to get the desired exposure most efficiently by allo-
cating to index-based vehicles where possible rather than to
active funds or individual securities (see Figure 8-3). Exposure
to each asset class is obtained through an ETF that tracks the
desired underlying index, or another fund product if an appro-
priate ETF is not available.

1c. Personalize Portfolio Construction

With the long-term position targets in place, client portfolios
are designed by combining equity and bond components to
reflect their individual risk tolerance, risk capacity, and finan-
cial needs (see Figure 8-4).
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2a. Do a Proprietary Valuation Analysis

In addition to the long-term asset class analysis described
above, The Headlands Group does proprietary valuation
analysis on specific markets, and asset classes (see Figure 8-5).
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Figure 8-4 The Headlands Group—Determining Equity and Bond Mix
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In the near term, the goal is to tilt portfolios toward markets
and asset classes that are undervalued and away from those
that are overvalued. A range is determined for each position
within which the tilts can be made.

Note that this is very different from active stock selection.
The Headlands Group focuses on macroanalysis at the market
level. The Headlands Group’s view is that markets are gener-
ally efficient. They are kept that way by a limited number of
investors who have a competitive advantage that allows them
to consistently beat the market. The Headlands Group believes
that its competitive advantage is identifying major discrepan-
cies between price and value across markets.

2b. Adjust Portfolio Within Valuation Ranges

Based on its valuation analysis, The Headlands Group deter-
mines near-term holdings targets. If a market is at its most
overvalued, the exposure in the portfolio will be moved to the
low point or minimum of its range. Conversely, the most
undervalued market is moved to the upper end of its range.
(See Figure 8-6.)

Valuation is mapped directly to valuation ranges for each
position (see Figure 8-7). The greater the overvaluation or
undervaluation of a market, the further it is moved away from
its long-term target or “normal” allocation and toward the
boundary of its valuation range.
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Figure 8-6 The Headlands Group—Valuation Ranges

Figure 8-7 The Headlands Group—Mapping Valuation to Allocation

3a. Conduct Proprietary Dynamic Rebalancing

The Headlands Group uses a proprietary process to dynami-
cally rebalance positions to their target weights. Rebalancing
is done in response to changes in market prices. It is distinct



from the valuation-driven tilts described in Section 2b, which
reflect prices relative to underlying valuations and determine
near-term targets. Markets will always move actual positions
away from targets. If deviations from target weights are within
rebalancing ranges from target weights, no rebalancing is
required. Portfolio positions are designed to absorb a certain
amount of market movements, as shown in Figure 8-8.

3b. Use Rebalancing Triggers

When an actual position deviates from target by a specified
trigger amount, the end point of its rebalancing range, the posi-
tion is rebalanced to target (see Figure 8-9). Rebalancing trig-
gers are customized based on position volatility, size, and
transaction costs. When used properly, these triggers help the
portfolio regularly capture market gains arising from position
volatility and correlation properties. Rebalancing triggers are
also very useful for guiding client additions and withdrawals.
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Figure 8-10 shows a specific example when a rebalancing
was triggered, requiring The Headlands Group to bring a posi-
tion back to its target. In 2012, iShares MSCI Spain ETF (EWP)
dropped significantly relative to other markets, breaching its
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rebalancing trigger in early June. The Headlands Group
promptly added to client positions, and the positions appreci-
ated by 30 percent over the subsequent months, capturing
incremental gains for client portfolios.

In a Headlands Group portfolio, ETFs are used for both
long-term and near-term position targets. Long-term targets
serve as underpinnings or anchors to the portfolio structure;
they provide stability and capture long-term risk premiums.
Near-term targets allow for responsiveness to market condi-
tions, using market movements to add incremental returns
from both valuation and rebalancing opportunities.

Through its process, The Headlands Group is able to con-
struct globally diversified, multiasset, ETF-based portfolios
that can successfully grow wealth for its clients over time.
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