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THE POWER OF PROCESS
A ROBUST ASSET ALLOCATION METHODOLOGY
September 23, 2022
Foundational to all Northern Trust multi-asset strategies is our well-established asset
allocation process. Our strategic and tactical asset allocation horizons combine to
provide a differentiated “forward-looking, historically aware” perspective.
Northern Trust has an established asset allocation process, incorporating both strategic and
tactical investment horizons. Supporting this process, Northern Trust’s investment expertise is
leveraged from around the globe, across all asset classes. Far from being an academic
exercise, all participants are actively “in the markets” on a daily basis.
We recognize it is not enough to merely analyze historical relationships among asset classes
and what drives asset class returns; we must also identify how and why those relationships
may change in the future. For instance, valuations have historically provided great insight into
global equity returns – when valuations are high, returns are generally low (and vice versa).
But recent global equity returns have defied historical relationships; and asset allocation
decisions driven purely by historical data would have missed the mark.
We incorporate asset classes from the global opportunity set that provide access to
compensated risk factors and serve a specific purpose in the portfolio. Our strategic process
engages in long-term risk factor optimization – foundational for our tactical process, which
seeks to identify periods when specific risks will be rewarded with excess returns.
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Our approach to asset allocation has added value over the past 10-plus years. Our global
policy model has generated higher returns with lower risk versus a 60/40 portfolio at the
tactical asset allocation (TAA) level and favorable risk-adjusted returns at the strategic asset
allocation (SAA) level (see Exhibit 1). Our process is fully transparent and flexible, applicable
to investors of all levels of sophistication and all types of investment goals and risk tolerances.

EXHIBIT 1: HIGHER RETURN, LOWER RISK
Our tactical global policy model has provided higher returns – and lower risk – than a 60/40 portfolio.
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Source: Northern Trust Asset Management, Bloomberg. Data from 12/31/2007 – 6/30/2022. Past performance is not indicative or a
guarantee of future results. Index performance returns do not reflect any management fees, transaction costs or expenses. It is not
possible to invest directly in any index. See last page for disclosures1.
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STRATEGIC ASSET ALLOCATION (SAA): SETTING THE FOUNDATION
SAA is foundational to all Northern Trust multi-asset class mandates. Our risk asset/risk-control
approach can establish the appropriate baseline portfolio, based on investor risk tolerance.
Annually, Northern Trust’s senior investment professionals meet to refresh our capital market
assumptions (CMA). In this “forward-looking, historically aware” approach, historically-based predictive
models are subjected to Northern Trust’s forward-looking themes. The resulting return forecasts –
published in our annual CMA whitepapers – are combined with risk and correlation assumptions in a
contemporary portfolio optimization process to produce an efficient frontier of possible portfolios.
Northern Trust is a pioneer in the application of factor-based asset allocation within the framework of
modern portfolio theory. Factors explain the return and risk of conventional asset classes, with term
(interest rate risk) and market (equity risk) representing the most important risk factors in multi-asset
class portfolios. Secondary risk factors, such as credit (default risk), also help explain returns at the
margin, but are highly correlated to the market risk factor.
Given these findings, we engage in a two-step optimization process. First, we optimize two portfolios:
•
Risk Asset Portfolio (market factor exposure): high yield bonds, global equities and real assets
•
Risk-Control Portfolio (term factor exposure): cash, investment-grade and inflation-linked bonds
We then combine these two portfolios through an optimization process to maximize return subject to
investor risk constraints. Since our primary risk factors – term and market – are uncorrelated, we can
maintain robust diversification through this risk-control/risk asset construct. High yield bonds help
illustrate the benefit of our two-step approach to asset allocation. High yield is an asset class with an
attractive long-term risk/reward profile. But its diversification benefits are not constant, often times
behaving like an equity investment during times of severe stress. The SAA process allows us to benefit
from high yield’s unique characteristics, without depending on it for robust and persistent diversification.
TACTICAL ASSET ALLOCATION (TAA): CAPITALIZING ON OPPORTUNITIES
TAA seeks to add value by exploiting near-term financial market opportunities. Risk management
techniques are incorporated to ensure TAA deviation from SAA conforms to investor expectations.
A subset of the team that develops the CMAs and constructs the SAA also meets monthly to review the
global economic environment and identify opportunities and risks over the tactical (12-month) horizon.
This structured approach to TAA decision-making allows a comprehensive review of key tactical inputs
– including top-down, global macroeconomic views (specifically growth, inflation and monetary and
fiscal policy) and bottom-up asset class return forecasts. Any changes in TAA are communicated to
investors directly after the investment policy meeting, alongside base case and risk case scenarios.
At each meeting, the team ultimately makes two decisions:
•
Risk Positioning: allocation to Risk Asset Portfolio (RA)/Risk-Control Portfolio (RC)
•
Relative Value Positioning: allocations to individual asset classes within RA/RC
All tactical asset allocation decisions are made in the context of an active risk budget, controlling the
degree of relative performance. TAA generally targets a 2% active risk, but can raise or lower that
depending on market opportunities and risks. The TAA decisions and SAA starting-point positioning
combine to provide the necessary “levers” to more precisely target desired investment outcomes.
The global financial crisis period provides a good example of TAA’s ability to add value in a volatile
environment. As economic conditions were deteriorating and market stresses were building, TAA
reduced risk broadly. TAA then engaged in re-risking as financial markets bottomed. While the portfolio
lagged as TAA redeployed risk, the positioning ultimately led to 3.9% outperformance in 2008-2009.
The tactical portfolio then outperformed the strategic portfolio in 10 of the next 12 years in a number of
market backdrops – with 2020 the only notable year of underperformance (given the sharp pandemic
equity market drawdown). Highlights included pivoting towards U.S. assets in 2014-2015, maintaining
risk in early 2016 after seeing no fundamental reason for market weakness and shifting to neutral in
2018 on Fed hiking worries. Annual recaps of tactical versus strategic portfolio performance are below.
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The risk profile of the tactical portfolio was reduced in mid2008 based on global growth concerns and further reduced
following the Lehman Brothers collapse due to market
liquidity concerns. This led to an overall underweight in risk
assets, including a large overweight in cash. Risk assets
were reduced broadly across developed ex-U.S. equities,
U.S. equities, high yield fixed income and global real
estate. The defensive positioning led to significant
outperformance during the worst part of the equity market
sell-off in the global financial crisis.
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Source: Northern Trust Asset Management, Bloomberg. See below2.
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As financial markets stabilized, the tactical portfolio was
adjusted to begin re-risking the portfolio. Allocations to
primarily non-U.S. equities and high yield fixed income
were increased, funded by decreases in cash and
investment grade (IG) fixed income. The tactical portfolio
returned to an overweight position in risk assets overall by
September 2009. Despite underperformance in the market
recovery period in 2009, the tactical portfolio outperformed
overall in the years around the crisis benefitting from the
downside protection during the main drawdown period.
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Source: Northern Trust Asset Management, Bloomberg. See below2.
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After initially increasing risk due to the ongoing economic
recovery, the tactical portfolio reduced risk mid-year based
on Greece debt concerns before again increasing risk in
late 2010 given more U.S. quantitative easing and a better
growth outlook. The portfolio pivoted to overweight cash
before returning to underweight by year-end while also
shifting towards U.S. equities instead of non-U.S. equities.
The tactical portfolio underperformed as benefits from the
gold overweight were outweighed by drag from the cash
overweight and developed market equity positioning.
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Source: Northern Trust Asset Management, Bloomberg. See below2.
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The tactical portfolio shifted back towards neutral at the
end of 2011 following concerns on the Greece debt
situation and its implications for the future of the Eurozone.
A preference for U.S. equities and high yield fixed income
was largely maintained throughout the year as non-U.S.
equity allocations were decreased given emerging market
(EM) growth concerns earlier in the year and Europe debt
concerns later in the year. Overweight positioning in gold
and underweight positioning in non-U.S. developed market
equities helped lead to tactical portfolio outperformance.
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Source: Northern Trust Asset Management, Bloomberg. See below2.
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Past performance is not indicative or a guarantee of future results. Index performance returns do not reflect any management
fees, transaction costs or expenses. It is not possible to invest directly in any index.
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Calendar Year 2012
12/31/2011 – 12/31/2012
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The tactical portfolio increased risk in 2012 with optimism
centered around a constructive-but-modest global growth
outlook and ongoing easy monetary policy. In addition to
paring back large overweights to U.S. equities and high
yield fixed income, TAA increased EM equities given the
more favorable growth backdrop – largely funded by
reductions in IG fixed income. The overweight risk
positioning helped performance for the year, with support
from the underweight to IG fixed income and overweights
to high yield fixed income and U.S. equities.
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Source: Northern Trust Asset Management, Bloomberg. See below3.
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Risk positioning was largely maintained throughout 2013.
Within asset classes, the gold position was reallocated into
TIPS – driven by the aim of increased inflation protection
with less of a need for gold in a more stable financial
market environment. The overweight to EM equities was
fully pared back with the proceeds allocated mostly to nonU.S. developed markets given the better growth and
monetary policy outlook in Europe and Japan. The U.S.
equities overweight and the IG fixed income underweight
were the largest contributors to relative performance.
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Source: Northern Trust Asset Management, Bloomberg. See below3.
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The tactical portfolio was overweight risk assets for most of
2014 before reducing risk somewhat late in the year and
re-orienting positioning towards U.S.-based asset classes
instead of non-U.S. equities. These changes were primarily
driven by concerns on growth in China as well as the
effectiveness of the European Central Bank’s response to
a softer Europe growth outlook in addition to its exposure
to geopolitical tensions. Overall, the overweight to U.S.
equities was the top contributor to tactical outperformance,
despite some drag from the IG fixed income underweight.
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Source: Northern Trust Asset Management, Bloomberg. See below3.
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A moderate overweight to risk assets was largely upheld in
2015, with significant overweights to U.S. equities and high
yield fixed income funded by non-U.S. equities, natural
resources and IG fixed income underweights. 2015 tactical
changes included an increase to high yield based on a
view it should fare well in a better-than-feared growth
backdrop and a modest reduction in the developed ex-U.S.
equities underweight given Europe’s monetary policysupported growth outlook. Tactical positioning aided
performance with help from the U.S. equities overweight
and underweights to EM equities and natural resources.
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Source: Northern Trust Asset Management, Bloomberg. See below3.

Past performance is not indicative or a guarantee of future results. Index performance returns do not reflect any management
fees, transaction costs or expenses. It is not possible to invest directly in any index.
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Despite financial market weakness and concerns of a
China hard landing in early 2016, risk positioning was
upheld on a view that markets were too heavily discounting
a U.S. recession. Tactical positioning included high yield
fixed income and U.S. equities overweights and an IG fixed
income underweight. Later in 2016, the large high yield
overweight was partially pared back after a period of strong
returns. While relative performance lagged in early 2016,
the decision to hold risk positioning helped performance
after risk assets began to recover in mid-February 2016.
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Source: Northern Trust Asset Management, Bloomberg. See below4.
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Allocations to non-U.S. equities were increased throughout
the year, primarily driven by the improving global growth
outlook and more attractive valuations compared to U.S.
equities. These increases to non-U.S. equities were
generally funded by reductions across high yield fixed
income, U.S. equities and natural resources. Tactical
positioning helped relative performance with key drivers
being the material underweight to IG fixed income in
addition to overweight positioning across each major global
equity region.
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Source: Northern Trust Asset Management, Bloomberg. See below4.
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After starting 2018 significantly overweight risk assets, the
tactical portfolio’s risk profile was reduced to neutral by
October. Overweight global equity positioning was
removed due to the moderating growth outlook and worries
that the Fed was raising rates too quickly. Also, the tactical
portfolio increased its high yield fixed income overweight
throughout 2018 based on a view the asset class would
perform well in an environment of moderating-but-positive
growth and contained inflation. The tactical portfolio
finished slightly ahead of the strategic portfolio for 2018.
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Source: Northern Trust Asset Management, Bloomberg. See below4.
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The tactical portfolio returned to an overweight risk stance
in early 2019 based on a view that markets were too
heavily discounting the odds of a recession and was
further adjusted later in the year to reflect expectations for
slow growth, accommodative monetary policy and low
interest rates. The re-positioning was primarily carried out
by increasing U.S. equities, global listed infrastructure and
global real estate – funded by reductions in IG fixed
income. Tactical positioning helped performance primarily
due to underweights across risk-control assets including
cash, IG fixed income and TIPS.
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Source: Northern Trust Asset Management, Bloomberg. See below4.

Past performance is not indicative or a guarantee of future results. Index performance returns do not reflect any management
fees, transaction costs or expenses. It is not possible to invest directly in any index.
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Moderately overweight risk tactical positioning heading into
the sharp equity market drawdown in late February/March
2020 (Covid-19 pandemic) in addition to moderately
underweight risk positioning throughout the subsequent
equity market recovery led to considerable drag on the
relative performance of the tactical portfolio. The tactical
portfolio eventually returned to a moderately overweight
risk stance in late 2020, which helped performance
somewhat, but not enough to offset the considerable
headwinds from earlier in the year.
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Source: Northern Trust Asset Management, Bloomberg. See below5.
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The tactical portfolio was moderately overweight risk
heading into 2021 before increasing risk somewhat
throughout the year in a broad-based way with overweights
mainly in high yield fixed income, natural resources and
developed market equities – funded by underweights to
risk control assets. The rationale to add risk was largely
driven by a preference to increase exposure to the cyclical
Covid-19 recovery while adding some inflation protection.
This positioning helped performance as risk asset returns
were much stronger versus risk control assets in 2021.
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Source: Northern Trust Asset Management, Bloomberg. See below5.
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Past performance is not indicative or a guarantee of future results. Index performance returns do not reflect any management
fees, transaction costs or expenses. It is not possible to invest directly in any index.
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This information is provided for educational purposes only and is not specific investment advice. Start date is
based on the inception of the hypothetical model portfolio, 12/31/2007. The Tactical model portfolio asset class
hypothetical expected returns are developed annually by Northern Trust’s Capital Market Assumptions Working
Group. Tactical Portfolio (TAA) and Strategic Portfolio (SAA) are hypothetical model portfolios based on
Investment Policy Committee asset allocation decisions and asset class index proxies, which cannot be directly
invested in and may change over time; return ﬁgures exclude any potential transaction costs or expenses. The
60/40 portfolio comprises the MSCI ACWI total return and Bloomberg U.S. Aggregate indices, respectively. All
volatility ﬁgures are annualized and use monthly data. Past performance is not indicative or a guarantee of
future results. Index performance returns do not reflect any management fees, transaction costs or expenses. It
is not possible to invest directly in any index. There are risks involved in investing including possible loss of
principal. There is no guarantee that the investment objectives of any fund or strategy will be met. Risk controls
and models do not promise any level of performance or guarantee against loss of principal.
Calendar year performance exhibits follow same convention and calculation methodology as the hypothetical model
portfolios described – Tactical Portfolio (TAA) and Strategic Portfolio (SAA) – with the main exception of the figures
using daily returns (instead of monthly).
Please note the following abbreviations may be used throughout the report: investment grade (IG) fixed income,
emerging markets (EM) equities, inflation-linked fixed income (TIPS), Federal Reserve (Fed).

© 2022 Northern Trust Corporation. Head Office: 50 South La Salle Street, Chicago, Illinois 60603 U.S.A.
IMPORTANT INFORMATION. For Use with Institutional Investors and Financial Professionals Only. Not For
Retail Use. 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.
Capital Market Assumption (CMA) model expected returns do not show actual performance. CMA model expected
returns are based on IPC Forecasted Returns and reflect Northern Trust’s Investment Policy Committee’s (IPC)
forward-looking annual capital market assumptions. The Capital Market Assumptions Working Group (CMAWG), a
subset of IPC members, publishes its assumptions as a white paper report. Forecasted returns are for average
annual returns (geometric basis). Five year forecasts are developed annually; most recent forecasts released
8/10/2022. The model cannot account for the impact that economic, market, and other factors may have on the
implementation and ongoing management of an actual investment strategy. Model outcomes do not reflect actual
trading, liquidity constraints, fees, expenses, taxes and other factors that could impact the future returns. The
model assumptions are passive only. References to expected returns are not promises or even estimates of
actual returns an investor may achieve. The assumptions, views, techniques and estimates set out are provided
for illustrative purposes only. Forecasts of financial market trends that are based on current market conditions
constitute CMAWG judgment and are subject to change without notice. “Expected” or “alpha” return estimates are
subject to uncertainty and error. The ability to achieve similar outcomes is subject to risk factors over which
Northern Trust may have no or limited control.
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Past performance is not 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., 50 South Capital Advisors, LLC, Belvedere Advisors LLC, Northern Trust Asset
Management Australia Pty Ltd, and investment personnel of The Northern Trust Company of Hong Kong Limited
and The Northern Trust Company.

