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HOST: Welcome to our podcast on Liability Driven Investments. Joining us is Lee Freitag,
Vice President and Product Manager of Liability Driven Investments for Northern
Trust Global Investments. This podcast will be interesting to anyone who wants 
to find out more about trends in the use of liability driven investment strategies.
Lee, will you start by discussing the general market backdrop that is causing
pension plan sponsors to investigate liability driven investment solutions? 

LEE: Certainly. Pension plan sponsors in Europe and North America are looking for
alternatives to traditional pension management strategies. Regulatory initiatives,
accounting rule revisions, aging populations, plan under-funding and a host of
related issues are prompting plan sponsors to seek out new solutions with the
potential to relieve the pressure building on their funds. Over the past few years,
new pension regulations have been passed in the United Kingdom, Netherlands
and, with the passing of the Pension Protection Act of 2006, the United States.

Of all the strategic options available, one approach has attracted perhaps the
greatest amount of attention and scrutiny: Liability Driven Investing, or LDI.
Despite the growing interest in LDI among plan sponsors around the world,
there remains considerable confusion about exactly what it entails, how associated
strategies should be implemented and how to determine its true value proposition
to plan sponsors, plan participants and beneficiaries.

HOST: Lee, can you discuss Northern Trust’s Liability Driven Investment Solution?

LEE: At Northern Trust Global Investments, our philosophy is that LDI is a framework
for measuring, managing and monitoring the inherent investment risk and return
tradeoffs of the client’s portfolio – in the context of its underlying liabilities.

In creating an LDI strategy for our clients, we believe the best approach is a custom
solution, which utilizes NTGI’s depth of investment management expertise.

Measuring, managing and monitoring risk form the basis of NTGI’s five-stage LDI
investment process. This five-stage process begins with objective development,
followed by characterizing the liability, quantifying asset risk versus the liability
and developing and implementing solution sets. The process ends with oversight,
rebalancing and review.
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We believe for LDI to deliver value to our clients, it must meet the client’s goals and objectives. In the first
phase, objective development, we assist our clients in developing a set of pension plan financial management
goals and objectives. In determining these objectives, a collaborative approach among key client partners,
including custodians, consultants and actuaries is critical to the success of the LDI implementation.

In the second phase, characterizing the liability, our goal is to construct a liability benchmark which reflects
the characteristics of the liability cash flows while taking into consideration our client’s investment
guidelines. In analyzing the liabilities, we identify the risk profile of the liability to help define the true
investment benchmark and the risks that need to be managed. In analyzing the cash flows, consideration 
is given to duration, convexity, currency and inflation impacts on the liability stream.

The third phase, quantifying asset risk versus the liability, pulls back the curtain on the real risk imbedded 
in the pension plan. In this phase, the asset allocation framework relative to a policy benchmark comprised
of a blend of market indices is compared to an asset framework using the liability as the benchmark.
In conducting this comparative analysis of two frameworks, it is typically found that the tracking error
under a traditional asset allocation framework, relative to a policy benchmark, is approximately 1 or 2
percent. When the liability is introduced as the benchmark, replacing the policy benchmark, the tracking
error increases dramatically, to upwards of 15 percent or more. This increase in tracking error translates into
greater volatility of the pension funded status when looking at it through a liability framework. The dramatic
increase in the tracking error is directly attributable to the duration and volume mismatch that exists
between a plan’s fixed income assets and its liabilities. The typical pension plan allocates approximately 
35 percent to fixed income with duration of about 5 years, while duration of the liabilities can be double 
or triple that amount.

HOST: After you’ve quantified the asset risk versus the liabilities, what is your approach to developing an LDI
investment solution?

LEE: The fourth phase of our investment process is developing and implementing investment solution sets.
Within the LDI framework, the appropriate benchmark to beat is now the plan liabilities, so solutions sets
are created with this in mind. The first step is dealing directly with the liabilities and the interest rate and
inflation risks they present. This risk can be minimized through fixed income securities to match assets and
liabilities with or without a swap overlay. We believe using swaps provides greater accuracy to match
liabilities. In order to mitigate the opportunity cost of liability matching, the next step is to introduce
investment solutions that can have progressively higher tracking error relative to the liabilities with the
potential to offer increasing excess returns. Examples of these solutions would include, at the more
conservative end, modest amounts of alpha generated through an enhanced cash or portable alpha strategy.
In order to achieve a more aggressive excess return goal, investment vehicles such as enhanced index, hedge
funds and other portable alpha strategies could be introduced into the solution set.

HOST: Now, once implemented, how is an LDI program monitored on an ongoing basis?

LEE: The last phase of the investment process is the oversight, rebalancing and review stage. In this stage, we
validate the success of the investment solution with daily portfolio reviews, periodic risk analysis and annual
actuarial reviews, all delivered through robust client reporting.

HOST: Lee, thank you for your review of the LDI investment process. Is there anything else you would like to add?

LEE: Yes. All plan sponsors have differing opinions on the definition of LDI. What everyone is seeking from an
LDI strategy is similar: a greater sense of certainty. Armed with a better understanding of pension plan risks,
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both intended and unintended, our clients can be better informed to make investment decisions within a
Liability Driven Investing framework that deal directly with critical plan risks. In the face of uncertain
regulatory, accounting and market environments, an LDI approach can help bring to plan sponsors a greater
sense of certainty and give them the freedom to focus on what really matters.

HOST: Thanks, Lee.

LEE: It’s been my pleasure.

HOST: For more information on liability driven investing or other podcasts, our listeners should visit
www.northerntrust.com/podcasts.

Past performance is not necessarily a guide to the future. There are risks involved with 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 asset allocation models do not promise any level of performance or guarantee
against loss of principal. This material is directed to market counterparties and intermediate investors 
only. It should not be relied upon by private investors. This information is provided for informational
purposes only and does not constitute investment advice or a recommendation for investment strategy or
any product described herein. Opinions expressed herein are subject to change at any time without notice.
Information has been obtained from sources believed to be reliable but its accuracy and interpretation 
are not guaranteed.

This report is provided for informational purposes only. Any reference to specific securities in this report does not constitute an offer or

solicitation to purchase or sell those securities or any other security or commodity. The information in this report has been obtained from

sources believed to be reliable, but its accuracy and completeness are not guaranteed. Any opinions expressed herein are subject to change at any

time without notice. Any person relying upon this information shall be solely responsible for the consequences of such reliance. Past performance

is no guarantee of future results.
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