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HOST: Welcome to our podcast on portable alpha. Joining us is John Krieg, CFA,
Senior Vice President and Director of Investment Product Management for
Northern Trust Global Investments. This podcast will be of particular interest
to those considering alternatives to traditional portfolio management.

John, will you start with a description of portable alpha and why all of the interest
by institutional investors?

JOHN: Yes, there are several factors leading to the interest in portable alpha. First, lower
return expectations, compressed spreads and relatively low interest rates have
resulted in investors “searching for alpha.” Second, a desire for efficient and flexible
investment strategies that help manage but not eliminate risk. Third, hedge fund
flows hit record levels in 2006, which is an indicator of the appetite of risky asset
classes. Fourth, an increased acceptance of derivatives, synthetics or structured
products to implement an asset allocation.

And lastly, the Pension Protection Act and FAS 158 have changed the landscape for
defined benefit plans. It is important to note that the market environment and
changing objectives have led investors to consider alternatives to traditional
portfolio management. One of those alternatives is the separation of alpha and
beta to construct investment solutions.

HOST: Explain for our listeners the separation of alpha and beta and how it pertains to
portable alpha.

JOHN: Generally, the total return of an investment portfolio can be broken down into two
primary sources. The first is exposure to a particular market or beta and the other
is a portfolio manager’s ability to exceed the market return or alpha. Capturing
market exposure or beta can be routinely achieved through a passive investment
strategy, such as an index fund, an exchange-traded index fund, or synthetic
instrument such as an index future or swap. Exceeding the market return or
generating alpha is the goal of active management. A portfolio manager can
generate alpha through skill in security selection, sector allocation or other active
investment decisions. I’d like to stress two main points here. Separating alpha and
beta creates the building blocks of constructing portable alpha strategies. Portable
alpha is a financial engineering process of applying the alpha generated by any
asset class strategy to another distinct market index or portfolio.
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HOST: You mentioned that the increased acceptance of derivatives is also influencing the adoption of portable
alpha. What changes have we experienced in the derivatives market?

JOHN: The derivatives market has experienced meaningful growth over the past few years. Since 2000, the notional
value of all outstanding OTC derivatives has grown by approximately 30 percent per year. Also the depth of
OTC contracts is evident by the robust market across most market indices. For example, active bid/ask
quotes are available by many broker/dealers for common U.S. and global indices such as the Russell 1000,
Russell 2000 and MSCI EAFE index. This acceptance and growth of the derivatives market is what makes
portable alpha a reality.

HOST: Tell us, how does portable alpha differ from a more traditional approach to asset allocation?

JOHN: A traditional portfolio construction approach starts with the strategic asset allocation. Investment strategies
within each asset class are then chosen. Let’s assume that a strategic allocation calls for a 70 percent
allocation to domestic large-cap equities. This allocation is typically implemented through one of the many
equity products (examples include: S&P 500 Index fund, an Enhanced Index, Quant Active or Fundament
Active S&P 500 products). Under this traditional approach, an investor chooses strategies only within the
equity asset class. Choosing the market exposure or beta first, limits the opportunity of all viable strategies.

The portable alpha way starts with selecting consistent alpha sources, regardless of the asset class or beta
exposure. It incorporates a broad set of investment strategies ranging from long-only products to hedge
funds and allows for more customized solutions. The appropriate beta exposure can be replicated through
derivatives or synthetic instruments.

Using the same 70 percent large cap equity allocation previously mentioned could be implemented through
a completely different alpha source than equities. For example, a fixed income alpha source such as an active
enhanced cash strategy could be combined with an S&P 500 future or total return swap. The result would be
equity beta – to fulfill the strategic asset allocation – along with alpha from the short duration strategy.
Under portable alpha, the alpha generating source is considered first, recognizing that the beta exposure can
be achieved through derivatives.

HOST: That does sounds exciting. Are there any risks with this strategy?

JOHN: While we make a strong case for portable alpha, it is important to recognize the inherent risks of this
strategy. The use of derivatives and leverage is often cited as a primary risk. In reality, however, these
perceived risks are lower than thought, as the depth and liquidity of derivatives markets has grown
substantially in recent years. We believe that identifying and generating consistent sources of alpha is a major
challenge of portable alpha strategies.

The considerations when selecting an alpha strategy include consistency of return, overall alpha strategy
volatility, leverage, counterparty risk, liquidity risk and finally, lack of alpha diversification.

HOST: So John, how are investors using portable alpha today?

JOHN: Portable alpha works particularly well in a Liability Driven Investing framework because it provides the
flexibility to structure customized strategies. These approaches give defined benefit plans the ability to
separate the hedging and alpha decisions. With the proliferation of new strategies and increased acceptance
of derivatives in the institutional marketplace, we believe embracing portable alpha strategies is critical to
generating risk-efficient alpha.
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HOST: Outstanding. Thank you, John.

JOHN: Thank you.

For more information on portable alpha, please see “Portable Alpha: A Risk-Efficient Approach to LDI” in
the current issue of Point of View magazine accessible from www.northerntrust.com/pointofview. Also be sure
to visit www.northerntrust.com/podcasts for other institutional podcasts of interest.

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.

northerntrust.com

Q18252 (04/07)

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.

Northern Trust Global Investments (NTGI) comprises Northern Trust Investments, N.A., Northern Trust Global Investments Limited, Northern

Trust Global Investments Japan, K.K,, the investment advisor division of The Northern Trust Company and Northern Trust Global Advisors, Inc.

and its subsidiaries to offer investment products and services to personal and institutional markets.

© 2007 Northern Trust.

IRS CIRCULAR 230 NOTICE: To the extent that this message or any attachment concerns tax matters, it is not intended to
be used and cannot be used by a taxpayer for the purpose of avoiding penalties that may be imposed by law. For more
information about this notice, see http://www.northerntrust.com/circular230.


