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Asset allocators generally demand that illiquid assets deliver a 

return premium over liquid counterparts in order to earn their place 

in portfolios. It’s implicitly assumed that illiquidity is a negative 

attribute for which investors need to be compensated. We have a 

couple observations related to this assumption.  
 

First, we wonder about the basis of comparison. Typically, private equity is 
evaluated on its ability to outperform publicly traded equity indices. The benchmark 
or evaluation measure is usually a spread plus the return of the S&P500 or the 
MSCI World on a buy-and-hold basis. By calculating the benchmark in this way, it 
also surrenders the timing option. Both the asset and its benchmark are illiquid, and 
therefore there is a no rationale for an illiquidity premium.   
 
Now some may argue that a public equity benchmark does offer the option to sell, 
even if we are measuring it on an illiquid basis. And, certainly when committing to an 
illiquid fund or asset, allocators effectively surrender an option to time their exit. Our 
second observation is to query whether that liquidity “option” has positive or 
negative value. 
 
To determine the value of this “option”, we look at how investors use the liquidity 
that publicly traded equities afford. Research firm Dalbar has a methodology that 
derives average investor returns from mutual fund and ETF flows. They find that in 
the 20 years from 1998-2017, the average investor has earned +2.6% annualized, 
dramatically underperforming most asset classes on a buy-and-hold basis. Over the 
same period the S&P500 annualized +7.2%, a 60/40 portfolio earned +6.4%, bonds 
generated +5.0% and EAFE returned +5.7%. Based on Dalbar’s data, actual asset 
allocation decisions cost investors approximately 380bps a year in returns 
compared to a standard 60/40 portfolio.  
 
Some might argue those results are driven by retail investors and not emblematic of 
what institutional investors’ behavior. To determine the actual impact of institutional 
investors’ timing decisions, we turned to the Center for Retirement Research’s 
(CRR) database of public plans’ asset allocations. The data spans from 2001 to 
2017. Over that time frame, a constant allocation to equities, as proxied by the 
S&P500, would have generated a +5.83% annual total return. Based on the public 
plans’ actual weightings to equities at the beginning of each year and the returns of 
the S&P500 in the same year, the timing-adjusted returns for these plans were 
+5.37%.1 The liquidity “option” cost these investors -46 basis points per year.  
 
We applied the same methodology to the CRR database’s private equity category, 
using the Cambridge Associates Buyout & Growth Equity index for private equity 
returns, which are reported on an after-fee basis. 
  

                                                           
1 Given the limitations of the data, we assumed that the weightings to equity remained static throughout an entire year, that actual 

equity holdings earned returns equivalent to the S&P500, and that no fees were charged.  
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Over the 16-year period covered by the CRR database, a constant allocation to 
private equity generated a +7.93% annual return. Factoring in actual allocations, the 
alternatives return was +10.71% per annum. Allocation decisions, which are driven 
in part by the asset class’s inherent illiquidity, contributed an annualized +278 basis 
points.  
 
The outcome in real estate is similar. Using the CRR database for allocations and 
the Cambridge Associates Real Estate Index for returns, a constant allocation to 
real estate for the 16 years from 2001 to 2017 that the CRR data spans produced 
an annualized +6.26% return, whereas adjusting for the actual annual allocations 
generated a +7.30% return. Allocation decisions and the asset class’s inherent 
illiquidity contributed +104 basis points per year.  
 
Consistent with research on investing behavior, these outcomes are not surprising. 
Illiquidity forces a buy-and-hold approach. Just as most dieters don’t want the 
“option” of having snacks around the office, because the presence of the snacks 
makes it more likely they will indulge, so too investors often succumb to the 
temptation to sell if they have the option and the current outlook is bleak.  
 

Investment Implications 

When constructing portfolios and evaluating allocations to illiquids, investors should 
compare equivalent measures. Private equity and real estate fund returns include 
the impact of buying and selling investments, while an S&P500 index measure 
presumes constant holdings.  
 
Additionally, S&P500 index returns do not include the impact of fees, whereas the 
indexes of closed-end funds do. For an institutional investor in a collective trust 
passively replicating the S&P500, the impact of fees on publicly traded equity 
allocations will be minimal. However, if the S&P500 measure is standing in for an 
allocation to active, long-only equity funds, fees can have a meaningful impact on 
performance. When evaluating illiquid allocations, investors should be sure to look 
at their own experience and evaluate on a like-for-like basis.  
 
Of course, we don’t want to minimize the cash flow needs of asset allocators’ 
institutions. While exercising one’s liquidity option has not been a return-enhancing 
endeavor, there are other reasons why sponsors require liquidity, most notably to 
meet the obligations of their institutions. In determining allocations to liquids and 
illiquids, institutions should evaluate how much illiquidity their institutions can handle 
from an operational perspective, as well as the performance of their various asset 
classes. Each investor’s time frames, liability streams, and risk tolerances vary; one 
size does not fit all.  
 
In sum, there is a performance advantage to the discipline that illiquid assets 
impose. By measuring on a like-for-like basis and incorporating the impact of 
behavioral influences, while also considering operational requirements, investors 
can build more suitable and more optimal portfolios.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Glossary 

Illiquid asset is one that can’t be 

turned into cash quickly or without 

losing value. 

  



 

 
 

Marketing communication  
State Street Global Advisors Worldwide Entities 
 

Abu Dhabi: State Street Global Advisors Limited, Middle East Branch, 42801, 28, Al 

Khatem Tower, Abu Dhabi Global Market Square, Al Maryah Island, Abu Dhabi, United 

Arab Emirates. Regulated by the Financial Services Regulatory Authority. T: +971 2 245 

9000. Australia: State Street Global Advisors, Australia, Limited (ABN 42 003 914 225) is 

the holder of an Australian Financial Services Licence (AFSL Number 238276). Registered 

office: Level 17, 420 George Street, Sydney, NSW 2000, Australia T: +612 9240-7600. F: 

+612 9240-7611. Belgium: State Street Global Advisors Ireland Limited, Brussels Branch, 

Chaussée de La Hulpe 120, 1000 Brussels, Belgium. T: 32 2 663 2036. F: 32 2 672 

2077. is a branch of State Street Global Advisors Ireland Limited, registered in Ireland with 

company number 145221, authorised and regulated by the Central Bank of Ireland, and 

whose registered office is at 78 Sir John Rogerson’s Quay, Dublin 2. Canada: State Street 

Global Advisors, Ltd., 770 Sherbrooke Street West, Suite 1200 Montreal, Quebec, H3A 

1G1, T: +514 282 2400 and 30 Adelaide Street East Suite 500, Toronto, Ontario M5C 3G6. 

T: +647 775 5900. Dubai: State Street Global Advisors Limited, DIFC Branch, Central Park 

Towers, Suite 15-38 (15th floor), P.O Box 26838, Dubai International Financial Centre 

(DIFC), Dubai, United Arab Emirates. Regulated by the Dubai Financial Services Authority 

(DFSA). Telephone: +971 (0)4-4372800, Facsimile: +971 (0)4-4372818. France: State 

Street Global Advisors Ireland Limited, Paris branch is a branch of State Street Global 

Advisors Ireland Limited, registered in Ireland with company number 145221, authorised 

and regulated by the Central Bank of Ireland, and whose registered office is at 78 Sir John 

Rogerson’s Quay, Dublin 2. State Street Global Advisors Ireland Limited, Paris Branch, is 

registered in France with company number RCS Nanterre 832 734 602 and whose office is 

at Immeuble Défense Plaza, 23-25 rue Delarivière-Lefoullon, 92064 Paris La Défense 

Cedex, France. T: (+33) 1 44 45 40 00. F: (+33) 1 44 45 41 92. Germany: State Street 

Global Advisors GmbH, Brienner Strasse 59, D-80333 Munich. Authorised and regulated by 

the Bundesanstalt für Finanzdienstleistungsaufsicht (“BaFin”). Registered with the Register 

of Commerce Munich HRB 121381. T: +49 (0)89-55878-400. F: +49 (0)89-55878-440. 

Hong Kong: State Street Global Advisors Asia Limited, 68/F, Two International Finance 

Centre, 8 Finance Street, Central, Hong Kong. T: +852 2103-0288. F: +852 2103-0200. 

Ireland: State Street Global Advisors Ireland Limited is regulated by the Central Bank of 

Ireland. Registered office address 78 Sir John Rogerson’s Quay, Dublin 2. Registered 

Number: 145221. T: +353 (0)1 776 3000. F: +353 (0)1 776 3300. Italy: State Street Global 

Advisors Ireland Limited, Milan Branch (Sede Secondaria di Milano) is a branch of State 

Street Global Advisors Ireland Limited, registered in Ireland with company number 145221, 

authorised and regulated by the Central Bank of Ireland, and whose registered office is at 

78 Sir John Rogerson’s Quay, Dublin 2. State Street Global Advisors Ireland Limited, Milan 

Branch (Sede Secondaria di Milano), is registered in Italy with company number 

10495250960 - R.E.A. 2535585 and VAT number 10495250960 and whose office is at Via 

dei Bossi, 4 - 20121 Milano, Italy. T: 39 02 32066 100. F: 39 02 32066 155. Japan: State 

Street Global Advisors (Japan) Co., Ltd., Toranomon Hills Mori Tower 25F 1-23-1 

Toranomon, Minato-ku, Tokyo 105-6325 Japan. T: +81-3-4530-7380. Financial Instruments 

Business Operator, Kanto Local Financial Bureau (Kinsho #345), Membership: Japan 

Investment Advisers Association, The Investment Trust Association, Japan, Japan 

Securities Dealers’ Association. Netherlands: SSGA Ireland Limited Amsterdam Branch, 

Apollo Building, 7th floor Herikerbergweg 29 1101 CN Amsterdam, Netherlands. T: +31 20 

7181701. is a branch of State Street Global Advisors Ireland Limited, registered in Ireland 

with company number 145221, authorised and regulated by the Central Bank of Ireland, 

and whose registered office is at 78 Sir John Rogerson’s Quay, Dublin 2.  Singapore: 

State Street Global Advisors Singapore Limited, 168, Robinson Road, #33-01 Capital 

Tower, Singapore 068912 (Company Reg. No: 200002719D, regulated by the Monetary 

Authority of Singapore). T: +65 6826-7555. F: +65 6826-7501. Switzerland: State Street 

Global Advisors AG, Beethovenstr. 19, CH-8027 Zurich. Authorised and regulated by the 

Eidgenössische Finanzmarktaufsicht (“FINMA”). Registered with the Register of Commerce 

Zurich CHE-105.078.458. T: +41 (0)44 245 70 00. F: +41 (0)44 245 70 16. United 

Kingdom: State Street Global Advisors Limited. Authorised and regulated by the Financial 

Conduct Authority. Registered in England. Registered No. 2509928. VAT No. 5776591 81. 

Registered office: 20 Churchill Place, Canary Wharf, London, E14 5HJ. T: 020 3395 6000. 

F: 020 3395 6350. United States: State Street Global Advisors, 1 Iron Street, Boston, MA 

02210-1641. 
 

For use in Australia. Issued by State Street Global Advisors, Australia, Limited (AFSL 

Number 238276, ABN 42 003 914 225) (“SSGA Australia”). Registered office: Level 17, 420 

George Street, Sydney, NSW 2000, Australia T: +612 9240 7600 Web: ssga.com. This 

communication is directed at institutional and wholesale clients only. The products and 

services to which this communication relates are only available to such persons and 

persons of any other description (including retail clients) are not entitled to rely on this 

communication. 
 

For use in EMEA. The information contained in this communication is not a research 

recommendation or ‘investment research’ and is classified as a ‘Marketing Communication’ 

in accordance with the European Communities (Markets in Financial Instruments) 

Regulations 2007. This means that this marketing communication (a) has not been prepared 

in accordance with legal requirements designed to promote the independence of investment 

research (b) is not subject to any prohibition on dealing ahead of the dissemination of 

investment research. The information provided does not constitute investment advice as 

such term is defined under the Markets in Financial Instruments Directive (2004/39/EC) and 

it should not be relied on as such. This communication is directed at professional clients 

(this includes eligible counterparties) who are deemed both knowledgeable and experienced 

in matters relating to investments. The products and services to which this communication 

relates are only available to such persons and persons of any other description (including 

retail clients) should not rely on this communication. 
 

For use in Switzerland. The information provided does not constitute investment advice as 

such term is defined under applicable Swiss regulation and it should not be relied on as 

such. 

Disclosure 

 

The information provided does not constitute investment advice and it should not be 

relied on as such.  It should not be considered a solicitation to buy or an offer to sell a 

security.  It does not take into account any investor’s particular investment objectives, 

strategies, tax status or investment horizon.  You should consult your tax and 

financial advisor. 

 

All information has been obtained from sources believed to be reliable, but its 

accuracy is not guaranteed. There is no representation or warranty as to the current 

accuracy, reliability or completeness of, nor liability for, decisions based on such 

information.  

 

The views expressed are the views of Anne-Marie Fink only through January 20, 

2019 and are subject to change based on market and other conditions. This 

document contains certain statements that may be deemed forward-looking 

statements. Please note that any such statements are not guarantees of any future 

performance and actual results or developments may differ materially from those 

projected.  

 

Investing involves risk including the risk of loss of principal.  

 

Actively managed funds do not seek to replicate the performance of a specified index.   

Equity securities may fluctuate in value in response to the activities of individual 

companies and general market and economic conditions.  

 

There are risks associated with investing in Real Assets and the Real Assets sector, 

including real estate, precious metals and natural resources.  Investments can be 

significantly affected by events relating to these industries. 

 

The MSCI World Index, MSCI World ex US and the MSCI US Index are trademarks 

of MSCI Inc. MSCI indices are the exclusive property of MSCI Inc. (“MSCI”). MSCI 

and the MSCI index names are service mark(s) of MSCI or its affiliates and have 

been licensed for use for certain purposes by State Street Global Advisors (“SSGA”). 

The financial securities referred to herein are not sponsored, endorsed, or promoted 

by MSCI, and MSCI bears no liability with respect to any such financial securities. No 

purchaser, seller or holder of this product, or any other person or entity, should use or 

refer to any MSCI trade name, trademark or service mark to sponsor, endorse, 

market or promote this product without first contacting MSCI to determine whether 

MSCI’s permission is required. Under no circumstances may any person or entity 

claim any affiliation with MSCI without the prior written permission of MSCI. 

 

All the index performance results referred to are provided exclusively for comparison 

purposes only. It should not be assumed that they represent the performance of any 

particular investment. 

 

The trademarks and service marks referenced herein are the property of their 

respective owners. Third party data providers make no warranties or representations 

of any kind relating to the accuracy, completeness or timeliness of the data and have 

no liability for damages of any kind relating to the use of such data.  

 

The whole or any part of this work may not be reproduced, copied or transmitted or 

any of its contents disclosed to third parties without SSGA's express written consent 
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