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EMERGING MARKETS STRATEGY UPDATE:
Control of Country Contribution to Tracking Error

The Parametric Structured Emerging Markets Strategy provides long-term diversified
exposure to emerging market equities. Our investment philosophy focuses on broad
diversification, systematic rebalancing and careful management of costs and volatility.

In recent years, there have been times when a single country’s contribution to tracking
error (benchmark-relative risk) increases to such an extent that benchmark-relative
returns run the risk of being dominated by the returns of that one country. We plan to
modify our strategy in order to reduce the likelihood of this occurrence and to diversify
our tracking risk. This move to formally monitor and control individual country contribu-
tions to tracking error is part of the evolution of our strategy, and is consistent with past
refinements.

BACKGROUND AND DISCUSSION

While we do not manage our Structured Emerging Markets Strategy (SEM) to a specific
tracking error target, we do monitor relative risk, and evaluate performance relative to a

well-defined benchmark. Our experienced tracking error has usually been between 5%
and 6% per year.

With the ongoing development of the asset class over the last few years, our confidence
in formal models’ ability to predict tracking-error risk has been increasing. One such
predictive risk model is BARRA's Global Equity Risk Model (GEM). Such models allow
us to quantify what we have always known — that much of our tracking-error risk can be
attributed to our country weights, in particular those with the largest underweights rela-
tive to the benchmark.

For our target portfolio, Graph 1 below illustrates the contribution to tracking error of
individual countries between 2002 and the end of 2009. The vertical axis measures the
proportion of the target portfolio’s tracking error that can be attributed to each country.
We see that while Korea dominated tracking error for a few years, our underweight to
Korea accounted for about 40% of the total tracking error before declining as other
countries grew. Our current underweight to China is responsible for about 37% of the
tracking error.

Does this matter? Even though, our strategy is very diversified, we are exposed to track-
ing-error risk in the sense that if the performance of a single country dominates relative
performance, other decisions lose relevance compared to this large relative exposure.
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We have been monitoring tracking-error risk for some time, and have decided to start
to actively control it. Of course, we will still maintain the primary objective of extremely
broad diversification in our portfolio. We see this change as the next step in an evolu-
tion of our investment management process; it is consistent with previous enhance-
ments and is perhaps indicative of the way we see this process evolving as data and
risk models become even more reliable.!

'Over the past few years we have developed a Struc-
tured International Equity strategy, targeted against
the MSCI-EAFE benchmark. (Our track record is now
a little over a year in length.) The philosophical goal
here is much like that of our SEM strategy: to in-
crease diversification and enhance long-term growth
by rebalancing in the presence of volatility and low
correlation. For this universe of stocks, data and risk
models are more reliable, but correlations are higher
too. Our approach expands on SEM by rebalancing
at the country-level, the sector level, and also the
stock level; and it uses formal risk model estimates of
volatility and correlations in an optimization procedure
to set the target weights.

GRAPH 1:
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RISK-MANAGEMENT PROCESS

The enhancement to our investment process is the following:

1.

We have instituted a formal process to monitor tracking error. For each country we
sum the contribution to tracking error of the country, and its currency components,
and then examine the 6-month moving average. We review this information at our
regular Emerging Markets Investment Committee meetings.

When a single country’s contribution to tracking error exceeds a risk threshold of
30% of total portfolio tracking error for two consecutive quarters, the Committee
will either continue to monitor the situation, or increase the weight of the country
to reduce its relative risk.

When a country’s weight is increased, the change will be made in steps of 50% of
the initial (unadjusted) target weight, to a maximum of 100% of the country's tar-
get, thereby doubling the country’s target weight in the portfolio. So, for example,
with a target weight of China at 6%, its weight is increased in steps of roughly 3%,
to approximately 9% and then 12%.

When a country’s contribution to tracking (at the unadjusted Tier weight) no longer
exceeds the risk threshold for two consecutive quarters, the Investment Commit-
tee may reduce that country’s weight.
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BACKTEST SIMULATIONS

What would have been the implications of this process enhancement over the past
seven-year period? For Graph 1, portfolio changes would have been triggered for Korea
in December 2002 (removed in September 2005), again for Korea in April 2006 (and
removed in March 2007), and for China in January 2009. Brazil almost triggered an
event in September 2008, but its contribution to tracking error declined quite rapidly,
making such action unnecessary.

Table 1 below simulates the performance that we would have experienced at the country
level during these years, had we reduced tracking-error risk according to our new pro-
cess. The new process would have reduced returns slightly. Volatility and experienced
tracking error would have been about the same, and turnover would have increased
slightly. More importantly however, we believe that unquantifiable and unrealized risks
would have been substantially reduced had we made these adjustments.

TABLE 1: Backtest Results (1/1/2003 - 12/31/2009)

EXPERIENCED
TOTAL RETURN VOLATILITY TURNOVER TRACKING ERROR

Current SEM 23.7% 22.9% 9.9% 5.3%
Risk-Managed SEM 23.5% 22.9% 10.3% 5.2%
Difference -0.2% 0.0% 0.3% -0.2%

Source: Parametric. Simulated Total Return presented is Net-of-Fees. See page 4 for additonal disclosures.

IMPLEMENTATION: Current Portfolio - March 1, 2010

Table 2 shows current country contributions to tracking error (using the BARRA GEM
risk model). The target portfolio’s anticipated tracking error is 5.26%. China’s target
weight in the model is currently 6.06% compared to its benchmark weight of 17.75%,
and this exposure contributes 1.54% to tracking error, or 35.67% of total tracking error.
This contribution is above the 30% threshold, and China is under review by our Invest-
ment Committee. If we increase China's weight from its current target to 8.82%, China’s
contribution to total tracking error would drop to approximately 24.57%.

It is likely that our Investment Committee may move to increase our model exposure to

China. However, any implementation plan for each portfolio will vary, and will depend on
actual transactions costs, cash flows, other portfolio rebalancing, along with anticipated
changes to the Index.

Table 2: Country Contribution to Tracking Error, top five countries (as of 3/01/10):

SOUTH
CHINA BRAZIL KOREA | TAIWAN UAE
o
° MSCI Emerging Markets Index | 17.75% | 16.59% | 12.62% | 10.81% 0%
Target Weight 6.06% | 6.06% | 6.06% | 6.06% | 1.52%
f=
%é Contribution to Tracking Error | 1.54% | 0.96% | 0.71% | 0.30% | 0.24%
O

% of total Tracking Error 35.67% | 22.17% | 16.38% | 6.92% | 5.57%

Target Weight 8.82% | 5.88% | 5.88% | 5.88% | 1.47%

Contribution to Tracking Error | 0.98% | 1.09% | 0.80% | 0.33% | 0.24%

Risk-Managed
SEM

% of total Tracking Error 24.57% | 27.34% | 20.24% | 8.33% | 5.98%
Source: Parametric, MSCI, Barra GEM
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About Parametric

Parametric Portfolio Associates (“Parametric”) is
an industry-leading provider of structured portfo-
lio management, headquartered in Seattle,
Washington. Parametric is a majority-owned
subsidiary of Eaton Vance Corp. and an affiliate
of Eaton Vance Management. Parametric and its
affiliate, Parametric Risk Advisors, offer a variety
of structured portfolio solutions, including
customized core equity portfolios (U.S, Non-U.S,,
global Tax-Managed CoreTM), options strategies
(DeltaShiftSM), emerging markets (Structured
Emerging MarketsTM), and overlay portfolio
management (OverlayOneTM).
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Seattle, WA 98109
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www.parametricportfolio.com

Note: This information has been prepared for informational and educational purposes only and is
intended to generally report on investment strategies and opportunities identified by Parametric
Portfolio Associates. Eaton Vance has not been involved in the preparation of this material and
provides no assurances regarding the information contained herein. Opinions and estimates
offered constitute Parametric’s judgment as of the date hereof and are subject to change without
notice, as are statements of financial market trends, which are based on current market conditions.
We believe the information provided here is reliable, but do not warrant its accuracy or complete-
ness. This material is not intended as an offer or solicitation for the purchase or sale of any finan-
cial instrument or to adopt any investment strategy. References to specific markets, countries and
regions are for illustrative purposes only and are not intended to be, and should not be interpreted
as, recommendations to purchase or sell securities in those areas. Please note that investments

in foreign securities and markets pose different and possibly greater risk than those customarily
associated with domestic securities, including currency fluctuations, foreign taxes and political and
economic instability.

The backtested simulation information and performance presented is hypothetical and does not
represent the experience or results that any particular investor actually attained. The information
presented is based, in part, on hypothetical assumptions, the experience of Parametric and the
application of the structured emerging markets strategy processes in a back-tested environment.
Certain of the assumptions have been made for modeling purposes and are unlikely to be realized.
No representation or warranty is made as to the reasonableness of the assumptions made or that
all assumptions used in achieving the returns have been stated or fully considered. Hypothetical
results have many inherent limitations and no representation is made that any account will or is
likely to profit similar to those shown in the models. Hypothetical results are stated in U.S. dollars
and presented net-of-fees as total returns, which includes the reinvestment of distributions. Actual
fees may vary depending on, among other things, the applicable fee schedule and portfolio size.
Parametric's and Eaton Vance's schedule of fees is described in Part Il of such firm's Form ADV
which is available upon request. Actual performance results will differ, and may differ substantially,
from the hypothetical model performance. Changes in the assumptions may have a material
impact on the hypothetical performance presented. Forecasts and estimates and certain informa-
tion, including allocations, contained herein are based upon proprietary research and are not to be
relied upon as advice or interpreted as a recommendation. Back-tested performance, allocations,
forecasts and estimates have certain inherent limitations, and unlike an actual performance record,
do not reflect actual trading, liquidity constraints, fees and other costs. In addition, references to
returns should not be construed as an estimate or promise of the results a client portfolio may
achieve. Performance for back-tested data does not represent the results of actual trading, but
was achieved by means of retroactive application of a strategy target model designed with the
benefit of hindsight. Results may not reflect the impact that material economic and market factors
might have had on Parametric’s decision-making if Parametric were actually managing client as-
sets.

The views and strategies described may not be suitable for all investors. Investing entails risk and
there can be no assurance that Eaton Vance, or its affiliates, will achieve profits or avoid incurring
losses. Past performance does not predict future results
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