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Introduction

MSCI Barra recently launched the MSCI 25/50 Index Methodology, which can be applied across
countries and sectors to create investable MSCI 25/50 Indices. These indices are designed to
serve as benchmarks for Regulated Investment Company (RIC)-compliant funds in the US. Two
key requirements at the end of each quarter of a tax year for RIC-compliant funds are: 1) no more
than 25% of the value of the fund’s assets may be invested in a single issuer, and 2) the sum of
the weights of all issuers representing more than 5% of the fund should not exceed 50% of the
fund’s total assets.

These long-only indices are constructed through portfolio optimization to meet issuer-level
constraints and are designed to achieve, with low turnover, a low tracking error with the
respective MSCI index. They are rebalanced on a quarterly basis to coincide with the reporting
requirements of RIC-compliant funds and to ensure a timely and ongoing reflection of the 25/50
issuer level constraints.

In this document, we present the salient features of the MSCI 25/50 Index Methodology and
highlight the characteristics of the recently launched MSCI US 25/50 Investable Market Sector
Indices.

1. Index Methodology Highlights

The design of the MSCI 25/50 Indices is driven by two key principles: a timely and ongoing
reflection of the 25/50 concentration constraint, and a minimization of tracking error with the
respective MSCI parent index while maintaining low turnover.

The index construction process employs portfolio optimization using the Barra Open Optimizer.
The optimization process seeks to minimize turnover and tracking error with the parent index,
while meeting the issuer-level 25/50 constraint. The tracking error of the MSCI 25/50 Index
versus the MSCI parent index is measured as the distance between the constituent weights of the
MSCI 25/50 Index and the MSCI parent index. Turnover is minimized by applying a transaction
cost penalty of 50 basis points. The minimum weight of any MSCI 25/50 Index constituent is
equal to the weight of the smallest constituent in the respective MSCI parent index.

In addition, to ensure a timely and ongoing reflection of the 25/50 constraint, the MSCI 25/50
Indices are rebalanced periodically each quarter at the end of February, May, August, and
November, coinciding with the Quarterly and Semi-Annual Index Reviews of their parent indices.
There is no index rebalancing due to non-compliance between the Quarterly Index Reviews.

Furthermore, buffers of 10% of the value of each constraint are used to reduce the risk of non-
compliance due to short-term market movements between quarterly reviews. As a result, at initial
construction or subsequent rebalancing dates, the weight of any single issuer cannot exceed
22.5% of the index weight, and all issuers with a weight above 4.5% cannot exceed 45% of the
index weight.

Lastly, the index is maintained to reflect changes due to corporate events, such as the addition of
a newly eligible security in the MSCI parent index. An early inclusion of a large IPO, or a security
migrating to the MSCI parent index from another size segment, would result in the inclusion of
that security in the MSCI 25/50 Index and trigger a full rebalancing. However, a security added to
the MSCI parent index following a corporate event (e.g., spin off, merger) affecting an existing
constituent is added to the MSCI 25/50 Index without triggering a rebalancing. The deletion of a
constituent from the MSCI parent index following a corporate event triggers its deletion from the
MSCI 25/50 Index without rebalancing.
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2. lllustrative MSCI 25/50 Indices

In this section, we highlight the key facets of the MSCI 25/50 Index Methodology by analyzing the
characteristics of the simulated MSCI 25/50 Indices derived from the MSCI US Pharmaceuticals
Investable Market Index (IMI) and the MSCI US Telecommunication Services Investable Market
Index (IMI).

As seen in Exhibit 1 below, the MSCI US Pharmaceuticals IMI shows a high degree of
concentration, with the top six securities having weights greater than 4.5% each and contributing
to a cumulative weight of 91% as of December 2009. The corresponding MSCI 25/50 Index caps
the individual weights of these top six securities at a maximum of 22.5% and their cumulative

weight at 59%.

Exhibit 1: MSCI US Pharmaceuticals Investable Market Index — Concentration
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Similarly, as seen in Exhibit 2 below, the MSCI US Telecommunication Services IMI shows a high
degree of concentration. The top two securities, namely Verizon and AT&T, have weights greater
than 22.5% each and contribute to a cumulative weight of 74% as of December 2009. The
corresponding MSCI 25/50 Index caps the individual weights of the top 2 securities at a maximum
of 22.5%, and their cumulative weight is lowered to 45%.

Exhibit 2: MSCI US Telecommunication Services Investable Market Index — Concentration
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Another salient feature of the methodology is the use of a transaction cost (TC) penalty to
manage the turnover of the index. As seen in Exhibits 3 and 4, we observe that applying a TC
penalty of 50 bps reduces the average turnover by nearly 30% without a significant impact on the
tracking error.

Exhibit 3: Turnover

Simulated MSCI US Pharmaceuticals 25/50 IMI Simulated MSCI US Telecommunication Services 25/50 IMI
12% Quarterly Turnover 14% Quarterly Turnover
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Exhibit 4: Performance Summary

MSCI US Telecommunication Services 25/50 IMI MSCI US Pharmaceuticals 25/50 IMI
Parent TC=50bps No TC Parent TC=50bps NoTC
Return 2.41% 5.00% 4.80% Return -0.21% 2.71% 2.50%
Risk 23.96% 23.92% 24.05% Risk 18.45% 18.32% 18.44%
Active Risk 5.89% 6.17% Active Risk 4.79% 4.87%
Turnover 17.75% 25.36% Turnover 13.96% 20.19%

Annualized data based on simulations from Nov 2002 - Aug 2009 Annualized data based on simulations from Nov 2002 - Aug 2009

From the relative performance of the simulated MSCI 25/50 Indices, as seen in Exhibit 5, the
MSCI 25/50 Indices underweight the large caps on average and outperform in periods of small-
cap outperformance, as seen during early 2003 and early 2009. Conversely, the simulated MSCI
US Telecommunication Services 25/50 IMI underperforms in Q4 2008, which witnessed a flight to
quality and large-cap outperformance.

Exhibit 5: Relative Performance of simulated MSCI 25/50 Indices
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3. MSCI US 25/50 Investable Market Sector Indices

Finally, we examine the characteristics of the MSCI US 25/50 Investable Market Sector Indices.
As seen in Exhibit 6, sectors such as Energy, Telecommunication Services, Information
Technology, and Consumer Staples are non-compliant with the 25/50 constraints as of November
2009, with Telecommunication Services and Energy being the most concentrated sectors.

Exhibit 6: Characteristics of Simulated MSCI US 25/50 Investable Market Sector Indices

Sum of Sum of
Weights of Number Weights of
Number of Issuers Issuers of Issuers Issuers

Sector Number of Issuers >22.5% >22.5% >4.5% >4.5%

Financials 486 0 4 27.8%
Information Technology 416 0 7 48.5%
Consumer Discretionary 373 0 1 5.8%
Industrials 371 0 2 17.6%
Healthcare 308 0 4 33.9%
Energy 161 1 26.4% 5 53.9%
Materials 123 0 6 40.8%
Consumer Staples 115 0 5 51.5%
Utilities 89 0 5 27%

Telecommunications 39 2 73.4% 3 78.3%

Based on analysis from November 2009
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Exhibit 7 depicts the historical risk/return characteristics for the MSCI US Investable Market
Sector Indices and their corresponding MSCI US 25/50 Indices. Sectors such as Materials,
Consumer Discretionary, Healthcare, Financials, and Utilities are compliant with the 25/50
constraints throughout the analysis period. Sectors such as Telecommunication Services,
Energy, and Consumer Staples are non-compliant. Finally, it is noteworthy that the simulated
MSCI US Telecommunication Services 25/50 IMI has the highest turnover across all ten sectors,
given its concentrated portfolio, as seen in exhibit 6.

Exhibit 7: Risk / Return and Turnover of Simulated MSCI US 25/50 Investable Market Sector Indices

us IMI US IMI 25/50

Average Average

One-way Tracking One-way

Return Risk Turnover Return Risk Error Turnover
Energy 13.8% 30.9% 2.7% 15.9% 31.9% 2.4% 6.6%
Materials 7.9% 28.0% 2.9% 7.9% 28.0% 0.1% 2.9%
Industrials 4.4% 23.3% 2.7% 4.7% 23.4% 0.3% 4.1%
Consumer Discretionary 2.0% 24.2% 4.5% 2.0% 24.2% 0.1% 4.5%
Consumer Staples 6.2% 14.9% 5.3% 6.9% 15.0% 1.1% 8.3%
Health Care 3.6% 17.5% 2.6% 3.6% 17.5% 0.0% 2.6%
Financials -1.7% 35.8% 2.8% -1.7% 35.8% 0.0% 2.8%
Information Technology 4.4% 24.7% 4.4% 4.5% 24.8% 0.2% 4.6%
Telecommunications 2.4% 24.0% 2.7% 5.0% 23.9% 5.9% 17.8%
Utilities 10.1% 19.9% 2.1% 10.1% 19.9% 0.0% 2.1%

Annualized statistics based on simulated history from November 2002-August 2009

4. Conclusion

We presented the key aspects of the MSCI 25/50 Index Methodology and illustrated the
characteristics of the MSCI US 25/50 Investable Market Sector Indices. The constrained
optimization approach of the methodology strikes a good balance by ensuring a timely and
ongoing reflection of the 25/50 constraints while minimizing tracking error and turnover. Thus,
these indices could serve as pertinent benchmarks either for passive replication or for active
managers who need to comply with the 25/50 constraints.
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Notice and Disclaimer

. This document and all of the information contained in it, including without limitation all text, data, graphs, charts
(collectively, the “Information”) is the property of MSCI Inc. (“MSCI”), Barra, Inc. (“Barra”), or their affiliates (including
without limitation Financial Engineering Associates, Inc.) (alone or with one or more of them, “MSCI Barra”), or their
direct or indirect suppliers or any third party involved in the making or compiling of the Information (collectively, the
“MSCI Barra Parties”), as applicable, and is provided for informational purposes only. The Information may not be
reproduced or redisseminated in whole or in part without prior written permission from MSCI or Barra, as applicable.

. The Information may not be used to verify or correct other data, to create indices, risk models or analytics, or in
connection with issuing, offering, sponsoring, managing or marketing any securities, portfolios, financial products or
other investment vehicles based on, linked to, tracking or otherwise derived from any MSCI or Barra product or data.

. Historical data and analysis should not be taken as an indication or guarantee of any future performance, analysis,
forecast or prediction.

L] None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), or a promotion or
recommendation of, any security, financial product or other investment vehicle or any trading strategy, and none of
the MSCI Barra Parties endorses, approves or otherwise expresses any opinion regarding any issuer, securities,
financial products or instruments or trading strategies. None of the Information, MSCI Barra indices, models or other
products or services is intended to constitute investment advice or a recommendation to make (or refrain from
making) any kind of investment decision and may not be relied on as such.

. The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information.

. NONE OF THE MSCI BARRA PARTIES MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR
REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE OBTAINED BY THE
USE THEREOF), AND TO THE MAXIMUM EXTENT PERMITTED BY LAW, MSCI AND BARRA, EACH ON THEIR
BEHALF AND ON THE BEHALF OF EACH MSCI BARRA PARTY, HEREBY EXPRESSLY DISCLAIMS ALL
IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY,
ACCURACY, TIMELINESS, NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR
A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE INFORMATION.

= Without limiting any of the foregoing and to the maximum extent permitted by law, in no event shall any of the MSCI
Barra Parties have any liability regarding any of the Information for any direct, indirect, special, punitive,
consequential (including lost profits) or any other damages even if notified of the possibility of such damages. The
foregoing shall not exclude or limit any liability that may not by applicable law be excluded or limited, including
without limitation (as applicable), any liability for death or personal injury to the extent that such injury results from the
negligence or wilful default of itself, its servants, agents or sub-contractors.

=  Any use of or access to products, services or information of MSCI or Barra or their subsidiaries requires a license
from MSCI or Barra, or their subsidiaries, as applicable. MSCI, Barra, MSCI Barra, EAFE, Aegis, Cosmos, BarraOne,
and all other MSCI and Barra product names are the trademarks, registered trademarks, or service marks of MSCI,
Barra or their affiliates, in the United States and other jurisdictions. The Global Industry Classification Standard
(GICS) was developed by and is the exclusive property of MSCI and Standard & Poor’s. “Global Industry
Classification Standard (GICS)” is a service mark of MSCI and Standard & Poor’s.
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About MSCI Barra

MSCI Barra is a leading provider of investment decision support tools to investment institutions worldwide. MSCI Barra
products include indices and portfolio risk and performance analytics for use in managing equity, fixed income and
multi-asset class portfolios.

The company’s flagship products are the MSCI International Equity Indices, which include over 120,000 indices calculated
daily across more than 70 countries, and the Barra risk models and portfolio analytics, which cover 59 equity and 48 fixed
income markets. MSCI Barra is headquartered in New York, with research and commercial offices around the world.
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