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8:30 Continental Buffet Breakfast 
9:00  Welcome and Introductions 
9:15 Northfield Today 
 Dan diBartolomeo – Founder and President 
 Over the past 30 years Northfield have built a reputation as a market leader in risk management and portfolio construction. However, during that 

time the range of services Northfield provides has grown to encompass offerings for virtually the entire asset management industry. Listen to 
Northfield’s founder and president Dan diBartolomeo explain how that process has happened, and where we are today. 

• Portfolio managers can identify, measure and control risk for both absolute and relative return strategies. Our models cover all traded 
securities and illiquid assets globally.  

• Plan sponsors and asset owners of all types can monitor total portfolio risk and conduct "what if" scenario analysis by hosting our 
enterprise wide risk system or receive risk reporting only via our hosted consulting service or from one of our preferred partners.  

• Private wealth advisors and managers may use our asset allocation/location and tax optimization analytical tools at the enterprise level or 
single portfolio level to trade off risk, return and taxes for their taxable clients.  

• Bank and Insurance company portfolio managers may use our enterprise wide risk management system to monitor and control risk across 
all asset classes globally including illiquid alternative assets. 

 

9:45 Why “Value” Has Worked in Developed Markets 
One of the most widely accepted concepts in modern equity investing is that "value oriented" active strategies tend to outperform other 
active strategies. In many cases these strategies appear to produce a statistically significant risk-adjusted excess return, contrary to the 
expectations of the Efficient Market Hypothesis. We will argue that this apparent anomaly does not arise because value strategies are 
innately superior. The way in which equity valuation methods are used has been oversimplified to the point of being consistently and 
materially biased. The major result of these biases is that active management as a whole appears ineffective compared to passive 
strategies. Value strategies are merely the least impacted among popular thematic approaches (e.g. smart beta, factor tilts, etc.) to equity 
investing, so they appear superior to other strategies. 
  
We will focus on four aspects of traditional equity valuation methods that are the key sources of the bias. The first issue is the assumption 
embedded in classical valuation models (e.g. dividend discount models) that companies exist in perpetuity when they obviously do not. 
Some companies go bankrupt and many others are acquired for minimal value in periods of distress. 
  
The second issue is that projected future cash flows are discounted without regard to the shape of term structure (and the implications of 
that term structure for forward interest rates). Clearly, the daily operation of bond markets is a clear rebuke to this view. 
  
The third issue is the lack of mathematical distinction between mean arithmetic returns and mean geometric returns which is implicit in the 
single period of nature asset pricing models (CAPM, APT). 
  
The final issue is that average company level growth projections produced by fundamental analysts routinely imply future levels of 
national GDP growth that are often multiples of consensus expectation for growth in the economy as a whole. Just as not every child can 
have above average school grades, it is impossible for the average company to grow faster than the economy as a whole in perpetuity. 
  
Proper consideration of these issues is highly explanatory of the purported value anomaly through history. 
 

10:30  Portfolio Construction Under Economic Scenarios 
Many investment organizations spend a lot of effort to forecast future economic conditions.   These forecasts are then utilized in various 
ways (often qualitative in nature) to influence decisions such as tactical asset allocation, and “macro-driven” active portfolio strategies.   
The puzzling question for these organization is how to accurately transform particular elements of economic scenarios such as forecasts of 
interest rates, exchange rates, trade levels, commodity prices, or consumer spending into explicit expectations of return and risk either 
whether for asset classes, factor bets, active management styles (e.g. “value”, “momentum), or individual securities.   In this webinar, we 
will present how the method of “optimized scenario analysis” can be used in conjunction with commercially available factor models to 
translate economic forecasts directly into forecasts of return, volatility, skew and kurtosis for any individual security or any set of 
securities making up an asset class.   Complex economic scenarios with many different elements are supported across countries, regions,  
or globally.  Any number of entire scenarios (e.g. “recession”, “expansion”) can be combined over a user specified time horizon for 
economic events.   A key benefit of the process is that the variables being forecast can be any economic or financial market measure with 
available historical time series data.   The scenarios are not limited to items that are specified as factors in any specific model.  The four 
moment descriptions of the asset return distributions can then be used as inputs to portfolio optimization algorithms that support four 
moment processes. 
 



 11:15 BREAK 
 
11:30 Why an Enterprise Risk Model is not the Sum of Asset Class Specialist Risk Models 

Forged between academia and industry, factor risk models evolved in one of two diametrical schools of thought.  The first one developed 
with the advent of sell side factor systems which looked at individual instruments and focused on the variables that strictly define the value 
of the specific instrument type.   For example, a model for a Spanish corporate bond of rating BB would strictly observe the “BB” yield 
curve for Spanish corporate bonds, a model for a call option on an index would use the implied volatility and spot price for that underlying, 
or a model for a swap would look at the swap curve for this particular instrument. This school of thought uses the combination of these 
variables as the genesis of the factor set across asset types.  While the approach where specific pricing factors are reassigned directly as 
risk factors would be vastly superior than anything else at the individual instrument level, the quick compounding of the number of 
pairwise combination of factors would result in a significant number of estimation errors in the correlations.   With a large number of 
factors where the common factors count increases roughly with the pace of new instruments in the portfolio, each new instrument 
introduces correlations with the pre-existing “common” factors and with that a corresponding number of estimation errors that get 
propagated throughout the portfolio. 
  
On the other side of the spectrum are models with the least possible number of common factors.  Admittedly they introduce larger errors 
when modeling individual instruments.  However, when each such instrument is added to a mix of common factors plus idiosyncratic risk, 
the error introduced is predominantly on the side of asset specific variance, not the common factor variance.  Correspondingly, such 
aberrations, being independent across instruments, will diversify away as we add more instruments.   Hence the conclusion that in the 
presence of estimation error the number of common factors should be the possible minimum, which will minimize estimation error at the 
portfolio level.   In the very extreme of this model design camp is a single-factor model like CAPM.  The single factor model has been 
created as a theoretical assertion the assumptions of which do not credibly hold in the real world.  
  
The balance between these two extremes is the paradigm which will serve the buy side asset managers of diverse asset class portfolios in 
the best possible way.   While MPT does not give a formula to find the exact factors or number of factors, it is clear that the common 
dimensions of risk have to adhere to economic reason and should offer just enough explanatory power per single instrument to explain co-
movement of value with other asset types, and no more than that.  One technique to accomplish this task would be an explicit definition 
based on economic linkage and another would be a statistical technique like PCA.  Northfield has chosen a hybrid method which combines 
the benefits of both.  
  
The occasional concern that the risk bets of individual mandates will remain hidden to the enterprise risk function when the risk model is 
not a “sum of the parts” does not hold merit.  Using factor mimicking portfolio techniques as an embedded feature of the enterprise risk 
system, the total portfolio risk manager can identify the breakdown of the specialist mandate risk bet and weigh against their realized 
payoff or the policy risk profile which the organization has as an objective. 

 
12:15  LUNCH 

13:30 Methods for Joint Optimization of Multiple Related Portfolios:  Householding and Beyond 
In many cases both investors and asset managers would benefit from the ability to jointly optimize over an entire set of related 
portfolios.  In this presentation will focus on the theory and implementation of three applications of joint optimization.  In the wealth 
management area, the multiple portfolios by various members of a specific household (parents, children, retirement accounts, education 
savings, trust funds) can separately optimized to reflect the differences in financial goals, risk aversion and tax circumstances.  However, 
any synergies across portfolios that might be possible with a more holistic process are lost (see Fowler and deVassal, Journal of Wealth 
Management, 2006).   Alternatively, the wealth from these many accounts could be pooled into a family fund to be optimized as a single 
larger portfolio.  However, the rational parameters of the pooled problem will be dominated by the higher value portfolios within the set, 
while being less influenced by the smaller value portfolios.  As such, the pooled solution may be “unfair” to some members of household 
even if Pareto optimal for the family as a whole.   Northfield recently introduced a very robust “householding” capability into our line of 
portfolio optimization applications, which allows for any desired degree of compromise between what is the set of separately optimal 
portfolios and the optimal pooled portfolio.    A second important application of joint optimization capability is the formation of investment 
portfolios of complex corporate entities, such as multi-line insurance companies.   Such companies may have dozens or even hundreds of 
separate portfolios designated as the investments for a particular line of insurance in a particular jurisdiction (e.g. car insurance in Hong 
Kong).   Each of the separate portfolios may have its own tax, financial and regulatory considerations.   Multiple portfolio joint 
optimization allows for the many portfolios to be optimized in a holistic fashion maximizing tax and other synergies across the entire 
enterprise, while conforming to constraints associated with the separate sub-portfolios.  A third use case is that of a traditional asset 
manager who may manage “many similar but not identical” portfolios for related parties.  For example, many large state pension funds 
also manage money on behalf of smaller units of government such as towns or counties.   Multiple portfolio joint optimization can be 
usefully applied to many common problems such as how to allocate an equity share purchase across investors when the optimal total 
number of shares cannot be obtained due to liquidity limitations. 

 

14:15 Liquidity Management of Private Asset Fund Holdings Under Cash Flow Uncertainty 
Regardless of whether public or private, any investment has two fundamental parameters of concern that make it a suitable choice, or not.  The first 
one is the projected performance over the expected investment horizon of the investor.  The second one is the performance of the same investment 
over horizons shorter than the expected investment horizon of the investors, as a contingency for unexpected need of liquidity.  In many ways the two 
objectives are the two sides of the same coin, because the performance over long periods is a sequence of performance realizations over shorter term 
periods.  While in the public investment world we would be observing both traded value and cash flows, which makes periodic return a preferred 
metric that reflects the time connection, in the world of private investments we would be limited to periodic cashflows, but only long term traded value 
realizations, which make arm’s length periodic net asset values and returns not transparent. 
  
Sidestepping the flawed methods of appraisal and accrual accounting derived returns, we demonstrate how cash flow analysis can benefit the 
investors quest for better transparency of the risk-return characteristics of private assets.   The approach is based on an innovative collaboration 
between Northfield and Aspequity where forecasted expected distribution and contribution cashflows are combined with the application of 
Northfield’s risk models, creating a statistical distribution of private fund cash flows, both periodic and cumulative.   Among other useful inferences, 



the analysis demonstrates that the distribution of cumulative cashflows over the lifetime of private funds has non-normal properties.  This puts under 
question some set-in beliefs about the valuation and deal flow management of illiquid assets and opens new possibilities for addressing both of these 
needs, as well as for benchmarking illiquid assets. 

  
15:00 Dissecting Duration Times Spread 

In recent years, the “Duration Times Spread” (DTS) methodology has become the most commonly used approach to estimate the risk of bond 
portfolios. DTS was first formalized by Ben Dor, et. al. (Journal of Portfolio Management, 2007). Put simply, it suggests that the volatility of the 
portion of bond yields associated with credit and liquidity risks (i.e. OAS) is linearly related to the magnitude of the spread itself. Effectively what 
matters is the percentage change in the spread (e.g. going from a 200 bps spread to a 400 bps spread is 100% change). This functional form implies 
that volatility of spreads will be linearly related to the level of the spread, so when spreads increase so will the expected volatility of the spreads and 
vice versa. While this construct fits empirical data very well, there are a number of limitations to this approach of which investors must be aware. 
  
The first matter of interest is that the arithmetic value of the “duration times spread” is exactly the maximum amount by which a bond portfolio can 
increase in value due to the portfolio becoming riskless with respect to creditworthiness and liquidity. Most investors would find the idea of 
measuring risk by how much a portfolio can increase in value unintuitive. Implicit in the idea that a measure of “upside” should be considered an 
estimate of risk is that the distribution of credit related returns for a bond portfolio is assumed to be symmetric. We would clearly not expect the 
returns of a single bond issue subject to default risk to be symmetric. Under the Central Limit Theorem, we can justify not only the expectation of 
symmetry but also normality for the distribution of returns. However, the requirements of the CLT are that we are summing a large number of 
independent return distributions (i.e. the returns of individual bonds). To the extent that the creditworthiness and liquidity of the bonds in a particular 
portfolio are likely to be correlated rather than independent there must be a degree of portfolio concentration such that the CLT requirements are not 
met and the expectation of symmetry must fail. This situation is similar to the assumptions made under the Gaussian Copula process for debt 
securitizations by Li (Journal of Fixed Income, 2000) which were subject to material criticism in the “Global Financial Crisis” period. 

 
15:45 Closing Remarks 
 A wrap-up discussion with final questions and answers on any of the sessions. 
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