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The single greatest edge an investor
can have is a long-term orientation.”
— SETH KLARMAN

About Northern Trust
Asset Management
Northern Trust Asset
Management is a global
investment manager that
helps investors navigate
changing market environments,
so they can confidently realize
their long-term objectives.
Entrusted with more than
$983 billion of assets,* we
understand that investing
ultimately serves a greater
purpose and believe investors
should be compensated for
the risks they take — in all
market environments and
any investment strategy.
That’s why we combine robust
capital markets research,
expert portfolio construction
and comprehensive risk
management to craft
efficient solutions that
deliver targeted outcomes.
northerntrust.com
* Assets under management as of
September 30, 2019. For complete
composition of Northern Trust Asset
Management entities included in the
AUM total, please see disclosure at end
of this document.

THE PROBLEM

Read more

IN A WORLD OF LOW EXPECTED RETURNS, FINDING
ALPHA BECOMES MORE IMPORTANT THAN EVER.
Global markets have enjoyed a ten-year run and though we
believe markets continue to have upside potential, there are
potential mismatches around return expectations and actual
attainable returns.

THE SEARCH

Read more

ALPHA, WHILE ELUSIVE, CAN BE FOUND IF ONE
KNOWS WHERE TO LOOK.
Seeking alpha in public markets is challenging during good
performing market environments. It’s possibly even more so
during more challenging markets and a skilled partner is critical
in identifying managers that can generate alpha.

THE SOLUTION

Read more

LEVERAGING LONGER TIME HORIZON AND SKILLED
MANAGERS IS THE KEY TO MEETING GOALS.
Given the significant amount of capital looking for alpha in private
markets, family offices will need to bridge the performance gap
in this slower growth environment by leveraging their longer time
horizon and partnering with experts in private market investments.
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THE PROBLEM
BRIDGING THE GAP

At a recent meeting of
families in London we polled
the group assembled on
what keeps them up at night.

For the most part, their answers were unsurprising, given that
this is a group that needs to be planning for multiple generations.
Top of the table (see Exhibit 1) were concerns over economic and
political uncertainty.
When we dug a bit deeper, we discovered that the group was actually concerned about
potential mismatches between the return expectations that their family investment
portfolios have generated and the realistic returns their investment portfolios are likely
to generate in a low return world. Further discussion revealed that indeed there seems
to be an emergent gap between historically anchored return expectations and the more
sanguine capital market assumptions, like the ones we produce at Northern Trust.
EXHIBIT 1: GLOBAL FAMILY OFFICE POLL
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Source: GFO Private Investor Meeting Snap Poll Data.

Northern Trust Capital Market Assumptions (CMAs) for portfolios of Moderate Risk (with
a perpetual time horizon) suggest a diversified portfolio of assets will likely return around
5.4% annualized over the next five years — which is a materially lower estimate than
investors were experiencing five to ten years ago. This return, after accounting for taxes,
fees, and inflation, could bring real returns below 4%. This muted return environment
leaves family offices with three choices:

1

 ccept lower
A
portfolio
returns for the
foreseeable future

2

 ompete in
C
public markets
to seek alpha

3

 everage their families’ longer
L
time horizons and focus more
time on building out a greater
allocation to private investments
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EXHIBIT 2: CAPITAL MARKET ASSUMPTIONS — A REVIEW OF THE RESULTS

Enlarge Chart

Political uncertainty and slowing growth will lead to below historical average global
equity returns, still attractive compared to low-yielding fixed income asset classes.
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THE SEARCH
DEFINING ALPHA

Before families can begin
the search for “alpha,”
they first must be clear on
defining their investment
objectives and the risk they
are willing to take to meet
these objectives. As we know,
alpha is idiosyncratic and, as
such, can live anywhere.
What we are less clear on is
what investors mean when
they say they are seeking
to add “alpha” to their
portfolios. Are they looking
to outperform in a total return
fashion? Are they looking to
outperform in down markets?
What kind of alpha are they
seeking and where do they
hope it will be found?

Northern Trust takes a systematic approach and defines alpha
as the additional return from manager skill (such as security
selection and market timing) after accounting for the return
attributed to the four main market factors (market, size, value,
momentum). When researching active managers, we strip out
these readily accessible factors which drive returns and focus
entirely on the manager’s ability to generate alpha through
uncompensated factors (true skill).
Defining alpha for each investor should, in turn, increase the probability for a more
successful investment outcome and thus, help to bridge these emergent gaps in investor
expectations in a low return world.

PUBLIC MARKETS
All too often we hear truisms about where alpha lives, specifically when it comes to the
identification of less “efficient” asset classes. However, the data is very clear that all public
markets are highly efficient and, therefore, locating managers who are able to demonstrate
real skill (alpha) is challenging. As an example, when reviewing the Morningstar U.S. and
Non-U.S. Large Cap Universe, there are 821 funds in that peer sample. Under normal
market conditions, we would expect 41 funds to successfully provide alpha (821 x 5%
based on a 95% confidence level). However when analyzing each fund against the market
risk factors, we find that only 17 funds successfully provided alpha. Thus, a little over
2.5% of the peer sample possesses security selection skill, according to our measures.
EXHIBIT 3: NUMBER OF FUNDS WITH STATISTICALLY
SIGNIFICANT ALPHA
Reality
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Source: Northern Trust Asset Management, Morningstar. Past performance is no guarantee of future returns.
Index returns do reflect any management fees, transaction costs or expenses. It is not possible to invest directly
in an index. Period analyzed is July 2005 to June 2019.

We can only conclude, then, that in order for family offices to increase their probability
of finding alpha in the public markets, they need a skilled partner with a demonstrated
successful track record in identifying managers that are capable of producing
consistent alpha.
continued
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PRIVATE MARKETS

Given the difficulty of finding
public equity managers who
consistently produce alpha,
many family offices instead
focus a disproportionate
amount of their time and
resources searching for alpha
in illiquid markets. This focus
leverages two characteristics
that family offices possess:
• A perpetual time horizon
• Operating expertise

The benefits of focusing a disproportionate amount of time
on private market investments is supported by our research,
as we do find a persistence to manager outperformance (alpha)
in private markets. Although private markets are growing in
competitiveness, we don’t believe this space is as efficient as
public markets. This lack of efficiency is mainly driven by fewer
participants and higher barriers to access these investments.
Similar to public markets, there are multiple flavors of private
investments spanning from debt, to real estate, infrastructure,
natural resources and equity.
EXHIBIT 4: HISTORICAL DRAWDOWNS OF PRIVATE INVESTMENT
VERSUS THEIR PUBLIC MARKET EQUIVALENT
Cliffwater Private Debt
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Source: Northern Trust Asset Management, Morningstar. Past performance is no guarantee of future returns.
Index returns do not reflect any management fees, transaction costs or expenses. It is not possible to invest
directly in an index. Period analyzed is December 2002 to March 2019.
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In addition, those private investments are not marked-to-market as frequently as
public markets, thus there are significant advantages of adding these investments
to help manage total portfolio volatility and provide capital drawdown protection
(Exhibit 4 above). Private investments have managed to outperform their public market
counterparts on a cumulative basis with spreads more meaningful than alpha that is
generated in public markets. These spreads are usually attributable to an illiquidity risk
premium combined with manager skill, operating in a less efficient marketplace.
EXHIBIT 5: CUMULATIVE WEALTH ($) OF PRIVATE INVESTMENTS
VERSUS THEIR PUBLIC MARKET EQUIVALENT
Cliffwater Private Debt
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Source: Northern Trust Asset Management, Morningstar. Past performance is no guarantee of future returns.
Index returns do not reflect any management fees, transaction costs or expenses. It is not possible to invest
directly in an index. Period analyzed is December 2002 to March 2019.

Although there is some debate as to whether the illiquidity premium is shrinking, given the
growing popularity of private investments, one takeaway is clear. For those family offices
looking to reconcile higher return expectations in a low return environment, it is worthwhile
to invest the time and resources into an experienced team with a demonstrated track
record to help identify these unique, alpha-generating managers, whether public or
private. Bridging the gap and the ultimate return on your portfolio may depend on it.
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IMPORTANT INFORMATION
The information contained herein is intended for use with current or prospective clients of Northern Trust Investments, Inc. The information is not
intended for distribution or use by any person in any jurisdiction where such distribution would be contrary to local law or regulation. Northern Trust
and its affiliates may have positions in and may effect transactions in the markets, contracts and related investments different than described in this
information. This information is obtained from sources believed to be reliable, and its accuracy and completeness are not guaranteed. Information does
not constitute a recommendation of any investment strategy, is not intended as investment advice and does not take into account all the circumstances
of each investor. Opinions and forecasts discussed are those of the author, do not necessarily reflect the views of Northern Trust and are subject to
change without notice.
This report is provided for informational purposes only and is not intended to be, and should not be construed as, an offer, solicitation or
recommendation with respect to any transaction and should not be treated as legal advice, investment advice or tax advice. Recipients should not rely
upon this information as a substitute for obtaining specific legal or tax advice from their own professional legal or tax advisors. References to specific
securities and their issuers are for illustrative purposes only and are not intended and should not be interpreted as recommendations to purchase or sell
such securities. Indices and trademarks are the property of their respective owners. Information is subject to change based on market or other conditions.
All securities investing and trading activities risk the loss of capital. Each portfolio is subject to substantial risks including market risks, strategy risks, adviser
risk and risks with respect to its investment in other structures. There can be no assurance that any portfolio investment objectives will be achieved, or
that any investment will achieve profits or avoid incurring substantial losses. No investment strategy or risk management technique can guarantee returns
or eliminate risk in any market environment. Risk controls and models do not promise any level of performance or guarantee against loss of principal.
Any discussion of risk management is intended to describe Northern Trust’s efforts to monitor and manage risk but does not imply low risk.
Past performance is no guarantee of future results. Performance returns and the principal value of an investment will fluctuate. Performance returns
contained herein are subject to revision by Northern Trust. Comparative indices shown are provided as an indication of the performance of a particular
segment of the capital markets and/or alternative strategies in general. Index performance returns do not reflect any management fees, transaction
costs or expenses. It is not possible to invest directly in any index. Net performance returns are reduced by investment management fees and other
expenses relating to the management of the account. Gross performance returns contained herein include reinvestment of dividends and other
earnings, transaction costs, and all fees and expenses other than investment management fees, unless indicated otherwise. For additional information
on fees, please refer to Part 2a of the Form ADV or consult a Northern Trust representative.
Forward-looking statements and assumptions are Northern Trust’s current estimates or expectations of future events or future results based upon
proprietary research and should not be construed as an estimate or promise of results that a portfolio may achieve. Actual results could differ materially
from the results indicated by this information.
If presented, hypothetical portfolio information provided does not represent results of an actual investment portfolio but reflects representative historical
performance of the strategies, funds or accounts listed herein, which were selected with the benefit of hindsight. Hypothetical performance results do
not reflect actual trading. No representation is being made that any portfolio will achieve a performance record similar to that shown. A hypothetical
investment does not necessarily take into account the fees, risks, economic or market factors/conditions an investor might experience in actual trading.
Hypothetical results may have under- or overcompensation for the impact, if any, of certain market factors such as lack of liquidity, economic or market
factors/conditions. The investment returns of other clients may differ materially from the portfolio portrayed. There are numerous other factors related
to the markets in general or to the implementation of any specific program that cannot be fully accounted for in the preparation of hypothetical
performance results. The information is confidential and may not be duplicated in any form or disseminated without the prior consent of Northern Trust.
This information is intended for purposes of Northern Trust marketing of itself as a provider of the products and services described herein and not to
provide any fiduciary investment advice within the meaning of Section 3(21) of the Employee Retirement Income Security Act of 1974, as amended
(“ERISA”). Northern Trust is not undertaking to provide impartial investment advice or give advice in a fiduciary capacity to the recipient of these materials,
which are for marketing purposes and are not intended to serve as a primary basis for investment decisions. Northern Trust and its affiliates receive fees
and other compensation in connection with the products and services described herein as well as for custody, fund administration, transfer agent,
investment operations outsourcing and other services rendered to various proprietary and third party investment products and firms that may be the
subject of or become associated with the services described herein.
Northern Trust Asset Management is composed of Northern Trust Investments, Inc., Northern Trust Global Investments Limited, Northern Trust Fund
Managers (Ireland). Limited, Northern Trust Global Investments Japan, K.K., NT Global Advisors Inc. (NTGA), 50 South Capital Advisors, LLC and investment
personnel of The Northern Trust Company of Hong Kong Limited and The Northern Trust Company.
© 2019 Northern Trust Corporation. Head Office: 50 South La Salle Street, Chicago, Illinois 60603 U.S.A.
Northern Trust Asset Management / Global Family Office Quarterly Insights

Winter 2020 / 7

Previous

Next

APPENDIX

THE PROBLEM

THE SEARCH

THE SOLUTION

FINDING ALPHA
AMONG LOW RETURNS

WHERE TO LOOK
FOR ALPHA

LONGER TIME HORIZONS
AND SKILLED MANAGERS
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Source: GFO Private Investor Meeting Snap Poll Data.
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EXHIBIT 2: CAPITAL MARKET ASSUMPTIONS — A REVIEW OF THE RESULTS
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EXHIBIT 3: NUMBER OF FUNDS WITH STATISTICALLY SIGNIFICANT ALPHA
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Source: Northern Trust Asset Management, Morningstar. Past performance is no guarantee of future returns. Index returns do reflect any management fees, transaction costs
or expenses. It is not possible to invest directly in an index. Period analyzed is July 2005 to June 2019.
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EXHIBIT 4: HISTORICAL DRAWDOWNS OF PRIVATE INVESTMENT
VERSUS THEIR PUBLIC MARKET EQUIVALENT
Cliffwater Private Debt
BBgBarc U.S. Corporate High Yield
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Source: Northern Trust Asset Management, Morningstar. Past performance is no guarantee of future returns. Index returns do not reflect any management fees, transaction
costs or expenses. It is not possible to invest directly in an index. Period analyzed is December 2002 to March 2019.
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Source: Northern Trust Asset Management, Morningstar. Past performance is no guarantee of future returns. Index returns do not reflect any management fees, transaction
costs or expenses. It is not possible to invest directly in an index. Period analyzed is December 2002 to March 2019.
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