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Foreword

In spite of having registered significant investor appetite in recent years, empirical research on Alternative UCITS is a
rare commodity. The major contribution of this report is therefore to give investors a precise measure of the main
characteristics of publicly regulated Alternative UCITS vehicles in comparison to traditional hedge funds. For the first
time, a comprehensive set of data has been analysed on a period from June 2004 to May 2011. The results shed light
on what really matters for investors: regulation, manager skills and risk.

Regulation matters. The UCITS contribution to the hedge fund industry is to allow for a publicly regulated environment
for hedge-fund like strategies. This framework has brought a new public offering by hedge fund managers to a new
investor audience. However, the UCITS regulation is not well adapted to Hedge Fund strategies as a UCITS cannot
easily use borrowings or directly short assets. As a result, the use of derivatives is an obligation for a large number of
strategies, which can be costly. The findings of this study show that the regulatory constraints come indeed with a cost
on performance. The average cost associated for accessing hedge-fund like strategies in the UCITS framework
amounts to 432 bps on an annual basis. However, the performance impact of the regulation differs from one strategy to
another. More specifically, highly concentrated (“conviction”) bets or those based on commodities cannot be expressed
easily in the UCITS format, leading to significant underperformance in the CTA or Global Macro buckets.

Manager skills matter. The study finds that the performance of Alternative UCITS is affected not only by regulation but
also by the skill set of the manager. In particular, hedge fund experience counts when choosing a manager for an
Alternative UCITS product. Compared to managers with a “long only” background, hedge fund experienced managers
bring incremental value in the Alternative UCITS context. On an annual basis, the average incremental value amounts to
100 bps, among all strategies. Interestingly, the outperformance of hedge fund experienced managers is highest among
@ the CTA and Global Macro strategies, limiting somewhat the higher regulation costs discussed above. @

Risk matters. Alternative UCITS present a more moderate risk profile than traditional hedge funds. For example, this
study shows that the impact of the 2008 financial crisis on Alternative UCITS has been much smaller than on the hedge
fund industry as a whole. While hedge funds analysed in this study present an annual volatility of 6.97%, Alternative
UCITS show a volatility of 2.81%. Again, hedge fund experienced managers tend to outperform managers without
hedge fund experience as volatility of Alternative UCITS with hedge fund skilled managers is further reduced and
amounts for 2.52%.

To some extent, Alternative UCITS are a “deleveraged” version of hedge funds, with lower risks and lower performance.
Overall, the risk/return profile of Alternative UCITS funds is appealing for a larger public as risk-adjusted returns are in
line with those of hedge funds.

Stefan Keller
Head of MAP Research & External Relations

Any opinions contained in this document are those of the authors and are not given or endorsed by the company. This document does not constitute an offer or an
invitation to invest or purchase any financial instrument or participate in any investment strategy. The products herein mentioned are subject to various legal or regulatory
restrictions. Lyxor Asset Management and/or the authors of such opinions assume no fiduciary responsibility or liability for any consequences financial or otherwise arising
from the subscription or acquisition of these products
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Executive Summary

Methodology

One year after the first Lyxor “Quantifying Newcits” paper
was released in September 2010, we now propose an
update to the initial study regarding the regulation and skill
impacts (i.e., fund performance) on regulated hedge funds,
but with several improvements in our methodology.

Until today, defining an Alternative UCITS or Newcits funds
universe was not an easy task. In particular, the difference
between long-only and absolute return UCITS funds was
difficult to clarify. Today, the Alternative UCITS universe
has clearly reached critical mass, and some data providers
like Morningstar™ started to intensively cover these funds.
Therefore, we have improved the quality of our initial
analysis by using this data as an input of our quantitative
approach.

Two main improvements follow. First, we multiply the size
of the universe by three, from 153 to 450 funds. This
increases the representative input universe and the
statistical significance of the quantified output of our
analysis. Second, we use the new Morningstar™
classification created for Alternative UCITS funds. This
classification follows the usual hedge funds classification
and allows an easy comparison between Alternative
UCITS and traditional hedge funds by strategy.

We also have to differentiate between hedge fund
experienced (“HF Experienced”) and non-hedge fund
experienced (“non-HF Experienced”) Alternative UCITS
managers. Following the increase in the universe size, it is
useful to have a systematic rule to classify funds instead of
the qualitative rules used in the previous analysis. In order
to do so, we simply cross the information available in the
Alternative UCITS and the Hedge Funds Research (HFR)
databases to identify managers with hedge fund
experience. If a firm managing an Alternative UCITS fund
is also reporting in the HFR database, then the fund
manager is assumed to be HF Experienced. If not, the
fund manager is assumed to be non-HF Experienced. This
approach has two advantages in that it is simple and easy
to implement.

Relying on database information for both Alternative

Results

The first result is on the risk aspect. Alternative UCITS
as a whole present a more moderate risk profile than
traditional hedge funds, with HF Experienced
Alternative  UCITS  outpacing  their  non-HF
Experienced counterparts. For example, traditional
hedge funds in the Equity Hedge, Relative Value and
Global Macro/CTA strategies have 2.82%, 4.11% and
3.48% higher annualized volatility than their
Alternative UCITS counterparts, respectively. And as a
whole, HF Experienced Alternative UCITS offer a
0.73% reduction in volatility versus their non-HF
Experienced counterparts.

The second result is on the regulation impact on funds’
performance. Figure A displays the average regulation
cost measured in bps on a monthly basis for the
different strategies. This measure is computed from
risk-adjusted returns to take into account the
difference in the risk profile observed between the two
samples. We observe that differences in performance
vary meaningfully between strategies with Global
Macro/CTA paying the higher regulation cost. This
result can seem counterintuitive. CTAs are among the
most numerous Alternative UCITS and, theoretically at
least, their systematic and highly liquid models should
be a good fit. There are, however, elements in the
UCITS regulation such as prohibition on commodities
investment outside of indices that particularly impact
CTA managers and which may explain these results.
Likewise, the mismatch between the ‘conviction’
approach many Global Macro funds take to exploit a
given trend and the strict diversification requirements
of UCITS (no more than 10% of a portfolio
concentrated in a single issuer / no more than 40% of
the portfolio to comprise positions exceeding 5%
across single issuers) is likely a factor.

Figure A: Regulation Impact by Strategy (in bps
per month)

Equit: Relative Global

UCITS and hedge funds, we adapt the methodology Hgdgg Value MacrolCTA
developed by Agarwal et al. (2009) to first quantify the 0 - ' ' . .
impact of regulation on funds’ returns using a model that
controls heterogeneity in the different samples. In the -5
second step, we also quantify the impact of skills by
comparing the performance of HF Experienced and non- -10
HF Experienced Alternative UCITS managers. Each 15
analysis is done by strategy to check if the results differ
from one hedge fund strategy to another. 20

-25

-30

-35 ) .

mRegulation Cost (in bps)
-40

Source: Lyxor AM
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e The third result is on the skills impact. Figure B
displays two costs (both measured in bps on a
monthly basis): the regulation cost paid by
investors with HF Experienced managers (the
dark blue bars), and the additional cost to pay
when choosing non-HF Experienced managers
(the light blue bars). We conclude that having
hedge fund experience counts. HF Experienced
Alternative UCITS managers that leverage on
hedge fund management expertise and
infrastructure do outperform their Alternative
UCITS counterparts. This outperformance is
especially high for Global Macro/CTA managers
that exhibit the higher regulation costs. The Equity
Hedge strategy also showed a significant, but
lower differential in performance in favour of HF
Experienced Alternative UCITS managers.

Figure B: Skills Impact by Strategy (in bps per

month)
Equity Relative Global
Hedge Value Macro/CTA
0 T
5 -
-10 A
-15 A
-20
-25
-30
-35 4 ®Additional Cost for
unskilled managers
-40 - (in bps)
m Regulation Cost for
-45 skilled managers (in
50 bps)

Source: Lyxor AM

These results confirm those obtained in the previous study
but with better statistically significant results, thanks to the
representativity of the Morningstar™ database.

From an investor point of view, two key points can be
highlighted:

o First, that strategy matters and the selection of a
Global Macro/CTA Alternative UCITS cannot be done
as the selection of an Equity Hedge fund. The
advantages of Alternative UCITS come at a cost, and
a random allocation to Alternative UCITS without
thought to strategy and manager skill could actually
deteriorate portfolio performance. The management
firm also plays an important role in the selection
process.

e Second, differences between funds stay high in the
Alternative UCITS universe. We exhibit in this paper
the importance of the skill factor, but other factors
could be used to pick the best funds in the universe. In
this regard we go against a previous analysis
concluding that “UCITS regulatory framework [...] limits

the dispersion of performance” [Tuchschmid et al.
(2010)].

Investors may be lost when they want to invest in
Alternative UCITS because the universe is broad and
heterogeneous. The study points out the importance of the
selection at the firm, strategy and fund level. Behind the
regulated UCITS wrapper, Alternative UCITS funds are not
straightforward, which justifies the current development of
Alternative UCITS funds or funds of UCITS funds that
select funds within a rigourous due diligence process.
There is an important role for skilled and experienced fund
selection. Intelligent selection that can identify those
Alternative UCITS that retain performance potential and
fully comply with UCITS requirements has real potential to
boost risk-adjusted returns, and in the context of a
regulated, onshore investment. In short, for Alternative
UCITS, as for any investment, there is clearly no substitute
for informed investment advice and analysis.
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1. Introduction

One year after the first Lyxor “Quantifying Newcits” paper
was released in September 2010, UCITS' compliant hedge
funds (“Newcits” or “Alternative UCITS”) are still the ‘topic
du jour. Only few researches have been done on the
difference in performance between Alternative UCITS and
hedge funds [see e.g. Tuchschmid et al. (2010), Stefanini
et al. (2010) and Pascalau (2011)]. This article proposes
an update to our previous study on regulation and skill
impacts (i.e., fund performance) on regulated hedge funds,
but with several improvements in our methodology. Until
today, defining an Alternative UCITS funds universe was
not an easy task. In particular, the difference between
long-only and absolute return UCITS funds was difficult to
clarify. Today, the Alternative UCITS universe has clearly
reached critical mass, and some data providers like
Morningstar™ started to intensively cover these funds.

Figure 1: Number of new Alternative UCITS funds

160

LSS LTSS &S

Source: Morningstar™

As shown in Figure 1, the steady growth in the number of
new Alternative UCITS funds reported by Morningstar™ is
testimony of investor’'s appetite for this access to hedge
funds. The 2008 financial crisis has further accelerated the
growth of this fund category. More recently, real market
momentum is also confirmed by the increase of assets
under management during 2011. We improved the
representativity of our results by using this data as input for
our quantitative approach. Following the growth of the
industry, we now consider 450 Alternative UCITS funds,
which is significantly larger than the number of funds
considered in the previous analysis?.

As we already argued one year ago, it makes little sense
to evaluate Alternative UCITS as a tool for achieving
hedge fund exposure without moving beyond
hypothesizing and instead digging into the numbers.
Relying on database information for both Alternative
UCITS and hedge funds, we adapt the cross sectional
methodology developped by Agarwal et al. (2009) to first

1 Undertakings for Collective Investment in Transferable Securities.
2 Tuchschmid et al. (2010) only consider 191 Alternative UCITS funds; Pascalau (2011) uses
a sample of 66 US Dollar-trading UCITS.

quantify the impact of regulation on funds’ returns using a
model that controls heterogeneity in the different samples.
In the second step, we also quantify the impact of skills by
comparing the performance of HF Experienced and non-
HF Experienced Alternative UCITS managers. All these
analyses are done by strategy to check if the results differ
depending on which hedge fund strategy we look at. Our
research is close to that of the article by Tuchschmid et al.
(2010), which examines the difference in performance
between Alternative UCITS and hedge funds. However,
the Agarwal et al. (2009) approach we use is more suitable
to control for heterogeneity and dispersion in the two
samples used to compare performances. Moreover, both
the Alternative UCITS and HFR databases are larger in
terms of number of funds. The last difference is in the
ability to distinguish between HF Experienced and non-HF
Experienced Alternative UCITS managers to evaluate the
impact of skills.

The contribution of this research in terms of investment
advice is threefold. We use a representative database of
both Alternative UCITS and hedge funds to reconsider the
three questions outlined in our initial work:

(i) Does UCITS regulation have a performance
impact?
(ii) Does skill count? Do firms that also manage

hedge funds (“HF Experienced” managers)
bring incremental value in the Alternative
UCITS context?

Do the answers to these questions differ
depending on which hedge fund strategy you
look at?

(iii)

Two regression analyses were run and the results are a
quantified ‘YES’ to the three questions. These results
confirm those obtained in the previous study but with better
statistically significant results, thanks to the representativity
of the Morningstar™ database. They can be used both for
getting a better direct exposure to hedge fund strategies
using Alternative UCITS funds and for building efficient
funds of Alternative UCITS funds. First, regulation has an
impact on returns and we cannot expect to recover the
same level of performance when using regulated
investment vehicles. This result is in line with the one
obtained by Stefanini et al. (2010), who find that, on
average, Alternative UCITS funds underperform by 3.50%.
Second, most of the dispersion in performance within the
Alternative UCITS universe is largely driven by “skilled”
fund managers. “Skilled” fund managers are able to
implement hedge fund-like strategies in a less flexible
format to get better performance. “Non skilled” managers
are not able. These two results are in line with the ones
obtained by Agarwal et al. (2009) when studying their set
of mutual hedge funds.

The paper is organized as follows. Section 2 reviews the
literature and derives the testable assumptions. Section 3
discusses the dataset used in the empirical part of the
paper and presents the first empirical results obtained on
raw data (i.e., non risk-adjusted returns). To control for
heterogeneity in terms of risk, both inside the UCITS
universe and between UCITS and hedge funds, we
introduce risk-adjusted returns for equity like funds.
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Sections 4 presents the results related to the two
hypotheses. Section 5 concludes.

1. Related Literature and Testable
Hypotheses

We will first discuss in this section the bourgeoning
empirical literature on the difference in performance
between Alternative UCITS and hedge funds [see e.g.
Tuchschmid et al. (2010), Stefanini et al. (2010) and
Pascalau (2011)]. We then structure our analysis around
three questions that we answer by means of two
regression analyses.

I1.1. Related Literature

Alternative UCITS funds can be viewed as regulated
versions of hedge funds, or a deregulated version of
classic mutual funds. They implement hedge fund-like
strategies designed to benefit from potential trading
opportunities both on the long and short side, but with
some constraints that hedge funds do not have to follow.
For example, if short selling is allowed in the case of
UCITS funds, this possibility is seriously limited to avoid
high leverage and protect investors against extreme
losses. This explains why research has been conducted on
the difference in performance between Alternative UCITS
and traditional hedge funds. Tuchschmid et al. (2010) is
the first empirical paper investigating this point using the
Alix UCITS Alternative Index database. They find that
heterogeneity is lower between Alternative UCITS funds,
due to the regulatory framework that limits the dispersion
of performance. The paper discusses the implication of this
finding for investors. Stefanini et al. (2010) implement a
tracking error approach to measure the difference between
the performance of an offshore traditional hedge fund and
the corresponding onshore UCITS version. They find that,
on average, onshore funds underperform by 3.50%.
Pascalau (2011) uses the Barclay Hedge database and
focuses only on US Dollar denominated Alternative UCITS.
Very mixed results are obtained depending on the strategy
considered, both in terms of absolute performance and
risk-adjusted returns. But overall, the small sample sizes
used in this paper suggest that these results must be
interpreted with care.

There also exists theoretical literature on the motivation for
controlling a fund’s investment flexibility. Two points are
discussed. First, restricted flexibility minimizes the agency
cost by preventing the manager from strategically
increasing the fund’s risk to maximize fees [see Almazan
et al. (2004), Darolles, Gourieroux (2009)]. This risk is
directly related to the due diligence cost supported by the
investor when they select a non-regulated hedge fund.
This cost explains the potential gap in performance
observed between offshore traditional hedge funds and
alternative regulated UCITS funds. Second, the investment
flexibility allowed by hedge fund trading strategies in a
regulated framework may enhance fund performance. But,
this enhancement may only be effective if the fund
manager has specific hedge funds skills allowing a correct
implementation of the strategy. Agarwal et al. (2009) tests
these points by comparing the performance of mutual
funds, hedge fund-like mutual funds and traditional hedge

funds. We follow this route and adapt it to the Alternative
UCITS context by defining two Alternative UCITS
managers sample: the HF Experienced and non-HF
Experienced Alternative UCITS managers. We use a
traditional hedge fund sample as the control universe and
adapt the cross sectional regression approach proposed
by Agarwal et al. (2009).

Il.2. Testable Hypotheses

We divide the Alternative UCITS universe into funds with
HF Experienced managers and those that do not to isolate
the effect of skills gained in the hedge fund industry. Since
Alternative UCITS and hedge funds use similar trading
strategies, we may attribute the difference in performance
to the difference in regulation rather than the difference in
trading strategies. This gives a practical solution to test the
regulation hypothesis by comparing average performance
obtained for the two groups.

(H1) Regulation hypothesis: Differences in regulation
imply that Alternative UCITS are likely to underperform
hedge funds.

If the difference is statistically significant, then the
regulation imposed to Alternative UCITS funds has an
impact on performance. In other words, the investor has to
pay a premium for the safety associated with the more
regulated vehicles. Note that this empirical analysis cannot
be done without controlling the strategy structure. Indeed,
the relative weights of each strategy can be different from
one group to another. Moreover, regulation may have a
different effect across strategies. For this reason, we first
extend the Agarwal et al. (2009) analysis, which is only
focused on the Equity Hedge strategy, and cover the other
main two hedge fund strategies, Relative Value and Global
Macro/CTA.

The second hypothesis we test concerns the consequence
of observed heterogeneity inside the set of Alternative
UCITS funds. As Alternative UCITS fund managers can
either come from the traditional or the alternative fund
industry, we could mark each fund with a flag related to the
manager’s experience in implementing hedge fund-like
strategies. However, this information is difficult to obtain for
a broad set of funds, and therefore, we slightly change the
definition of skill. Instead of looking at the manager’s
experience, we consider the firm’s experience in hedge
funds and classify Alternative UCITS funds in two subsets
depending on the firm’s experience. Then we use data on
both subsets to test the second hypothesis.

(H2) Skill hypothesis: Individual Alternative UCITS
outperformance is related to its manager’s experience
in implementing hedge fund-like strategies.

As discussed before, this test must be done strategy by
strategy to control for a possible difference in the structure
of the two populations and effectively measure both
regulation and skill impacts, and not the difference in the
structure of the samples by strategies.
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(H3) Strategy hypothesis: Do the answers to (H1) and
(H2) differ depending on which strategy we are looking
at?

Doing this, we apply to all strategies the analysis made by
Agarwal et al. (2009).

lll. Alternative UCITS in a
Quantitative Context

In this section, we describe the Alternative UCITS universe
and a control universe of traditional hedge funds (the
“Control Universe”) used to quantitatively answer our key
questions exposed in the previous section.

lll.1. Defining the universe

The Alternative UCITS Universe. We use the
Morningstar™ database to build the Alternative UCITS
Universe. The sample period is from January 2000 to July
2011. From the initial 1,133 funds classified as
“Alternative” by Morningstar™, we apply a selection
process and keep only single UCITS funds belonging to a
subset of strategies (see Appendix A for the definition of
Equity Hedge, Relative Value and Global Macro CTA
strategies from the Morningstar™ classification). We do
not retain Event Driven (due to a small number of funds)
and Multi-strategy (due to the strategy base comparison
approach) in our analysis. As we also need to know the
management firm, we only select funds having this piece
of information. We obtain 172 Relative Value funds, 140
Equity Hedge funds and 138 Global Macro funds (450
funds total). The evolution over time of these numbers is
reported in Table 1 (Panel A) and is compared to the
evolution of hedge fund numbers during the same period.
The study is conducted on a sample period from June
2004 to May 2011. Compared to our previous study, two
main improvements follow. First, we multiplied the size of
the universe by three, from 153 to 450 funds. This
increases the representative input universe and the
statistical significance of the quantified output of our
analysis. Second, we use the new Morningstar™
classification created for Alternative UCITS funds. This
classification follows the usual hedge fund classification
and allows for an easy comparison between Alternative
UCITS and hedge funds by strategy.

The Control Universe. We use data from HFR and only
consider single hedge funds included in the HFR
database. Each fund is classified in one of the main HFR
categories (Equity Hedge, Event Driven, Relative Value
and Global Macro/CTA). We work with a total of 3,386
funds; with respectively, 1,636, 569 and 831 classified
among the three main categories Equity Hedge, Relative
Value and Global Macro/CTA. These numbers are in line
with the ones reported in the previous study. The evolution
over time of these numbers is reported in Table 1 (Panel
A).

Table 1: Funds by skill

Panel A: Number of funds by type and year

Numbers
Numbers of UCITS of HFs
. Non
Year Al Skilled  gpijieq

2002 33 16 17 861
2003 46 21 25 1029
2004 56 29 27 1226
2005 83 42 41 1474
2006 114 57 57 1770
2007 150 77 73 2062
2008 198 98 100 2382
2009 295 161 134 2716
2010 401 222 179 2963
2011 (May) 435 247 188 2782
Panel B: Fund Characteristics (June 2004-May 2011)
UCITS HFs

. Non
Statistics Al Skilled " qpilled

Mean 3.30% 3.80% 2.80% 7.62%
Volatility 2.81% 2.52% 3.25% 6.97%
Skewness -0.90 -1.03 -0.75 -0.75
Kurtosis 0.99 2.00 0.59 1.70
Beta 0.13 0.12 0.15 0.36

Source Lyxor AM

lll.2. Comparing the universe

Using equally-weighted indices, performances of
Alternative UCITS are compared to those of traditional
hedge funds® at the global as well as the strategy levels in
Table 1 (Panel B). Within the Alternative UCITS Universe,
we also have to differentiate between HF Experienced and
non-HF Experienced Alternative UCITS managers.
Following the increase in the universe size, it is useful to
have a systematic rule to classify funds in place of the
qualitative one used in the previous analysis. In order to do
so, we simply cross the information available in the
Alternative UCITS and HFR databases to identify
managers with hedge fund experience. If a firm managing
an Alternative UCITS fund is also reporting in the HFR
database, then the fund manager is assumed to be HF
Experienced. In not, then the fund manager is considered
to be non-HF Experienced. This approach has two
advantages in that it is simple and easy to implement. We
then apply the same equally-weighted index approach to
compare the performance of funds managed by HF
Experienced versus non-HF Experienced managers. The
results are reported in Table 2 (Panel B).

3 Following Fung Hsieh (2001), we apply the usual survivorship correction bias in the
construction of HF index by subtracting 300bps on the annual index performance.
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Table 2: Funds by strategy

Panel A: Number of funds by strategy and year

Numbers of UCITS Numbers of HFs

Global

Equity Rel. Macro/ Equity Rel. Global
Year Hedge Value CTA Hedge Value Macro/CTA
2002 9 14 10 520 127 214
2003 10 20 16 613 167 249
2004 13 25 18 "7 204 305
2005 20 42 21 832 254 388
2006 22 59 33 993 297 480
2007 32 72 46 1147 353 562
2008 43 94 61 1321 418 643
2009 73 127 95 1467 500 749
2010 120 158 123 1593 555 815
2011 (May) 137 166 132 1494 523 765

Panel B: Funds Characteristics (June 2004-May 2011)

UCITS HFs
Global Global
Equity Rel. Macro/ Equity Rel. Macro/
Hedge Value CTA Hedge Value CTA
Mean 4.78% 3.04% 2.46% 7.87% 7.11% 7.31%
Volatility 6.47% 1.56% 2.64% 9.29% 5.67% 6.12%
Skewness -0.80 -1.52 -0.54 -0.94 -2.44 0.34
Kurtosis 0.55 4.42 0.33 243 11.77 -0.13
Beta 0.31 0.06 0.12 0.51 0.25 0.12

Source: Lyxor AM

From Table 1 (Panel B), the results are an indicative ‘YES’
to the (H1) and (H2) hypotheses: UCITS regulation has a
performance impact as average annual performance is
significantly lower for Alternative UCITS (3.30% vs.
7.62%). Moreover, HF Experienced managers bring
incremental value in the Alternative UCITS context as
average annual performance is lower for managers without
experience (2.80% vs. 3.80%). However, these results can
be impacted by differences in the structure by strategy of
the two subsets. The same analysis then has to be done
by strategy. From Table 2 (Panel B), the result is also an
indicative ‘YES’ to the (H3) hypothesis: Average annual
performances are lower for all Alternative UCITS strategies
(4.78% vs. 7.87% for Equity Hedge funds, 3.04% vs.
7.11% for Relative Value funds,_and 2.46% vs. 7.31% for
Global Macro/CTA funds).

Across the board, Alternative UCITS are characterized by
lower volatility versus hedge funds. Additionally, when HF
Experienced Alternative UCITS are isolated, they
demonstrate a further decrease in volatility as compared to
their non-HF Experienced counterparts. For example,
traditional hedge funds in the Equity Hedge, Relative
Value, and Global Macro/CTA strategies have 2.82%,
4.11%, and 3.48% higher annualized volatility than their
Alternative UCITS counterparts, respectively. As a whole,
HF Experienced Alternative UCITS offer a 0.73% reduction
in volatility versus their non-HF Experienced counterparts.
With the risk picture, as with the performance, however,
there is considerable heterogeneity in specific results,
depending on which strategy is considered. In conclusion,
Alternative UCITS as a whole present a more moderate
risk profile than traditional hedge funds, with HF
Experienced Alternative UCITS outpacing their non-HF
Experienced counterparts.

111.3. Performance over time

Figure 2 displays the historical performance of an initial
investment of US$ 100 in the Hedge Funds Composite
Index and the Alternative UCITS Index. These indices are
equal weighted and monthly rebalanced. If the terminal
value is higher in the case of the hedge funds index, all the
risk indicators (volatilitv. drawdown . etc ) are also hiaher

The financial crisis in 2008 finally has a small impact on
Alternative UCITS funds. Moreover, we see that the
recovery is more significant for hedge funds than for
UCITS funds. Average Alternative UCITS funds can also
be seen as a deleveraged version of an average hedge
fund, with a lower performance but lower risks. In
particular, it would be misleading to compare
performances without adjusting them for risk.

Figure 2: UCITS and Hedge Funds indices
performance (Index 100 in May 2004)
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Figure 3 compares the relative performance of Alternative
UCITS funds by strategy. We invest US$ 100 at the
beginning of the period in the index related to each
strategy and compute the final value of each investment.
The Equity Hedge investment is the most hedge fund-like
investment (compare with Figure 2), with an important
drawdown during the financial crisis in 2008 and a quick
recovery in 2009. The two remaining strategies exhibit
specific patterns. The Relative Value investment is much
less volatile, with a very small and transitory impact from
the global financial crisis. The statistical returns
characteristics reported in Table 1 are also interesting. The
extreme risks, captured by the kurtosis of the distribution,
are high compared to the usual average risk measured by
the volatility.
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Figure 3: Alternative UCITS indices performance by
strategy (Index 100 in May 2004)
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On this measure, the Global Macro/CTA appears to be the
worst performing investment mainly for two reasons. First,
there are average returns close to Relative Value returns
pre-2009, but with a higher volatility. Second, during 2009,
the recovery is less convincing than the one observed for
others funds. In conclusion, this figure highlights the big
differences observed between strategies and explains that
we have to consider funds within each category and not
pooled together.

Figure 4: Alternative UCITS indices performance by
skill (Index 100 in May 2004)
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Figure 4 is a different view of the Morningstar™ Alternative
UCITS database. Instead of pooling funds by strategy, we
use our database reporting rule to separate “skilled” and
“non-skilled” managers. Table 2 (Panel B) already shows
that the volatility of the Alternative UCITS indices comes
from the “non-skilled” managers. Using the investment

graph, we see that the “skilled” managers continue to post
higher returns during the 2008 crisis, while the “non-
skilled” managers deliver more intuitive return patterns
(i.e., losses during 2008 and recovery in 2009).

A final remark concerns the difference between hedge
fund returns drawn in Figure 2 and “skilled” managers’
returns. While we can predict a high correlation between
the two return series (due to the same asset management
culture), we observe a clearly different risk profile (less risk
in the Alternative UCITS format). In conclusion, it should
now seem clear that regulation has a negative impact on
average returns, but also has a positive impact on the risk
component of the returns.

IV. Results

The index analysis exposed in the previous section does
not look at risk-adjusted returns, and therefore, does not
consider whether the performance discrepancy between
Alternative UCITS and unregulated hedge funds is simply
due to unregulated funds having the flexibility to employ
higher leverage. However, results definitely indicate that
the Alternative UCITS universe is ‘heterogeneous’ with
consistent differences in risk and performance among
strategies. For more consistent conclusions, it is necessary
to delve deeper and look at risk-adjusted returns at the
individual fund level.

For more granular results, we adapt empirical models
outlined in the literature to the Alternative UCITS and
Control Universes using a single factor, risk-adjusted
returns or ‘alpha’ versus the S&P 500 Index®. This
approach eliminates leverage as a potential factor.
Additionally, controls are implemented for consistency of
performance, age (Alternative UCITS being generally
much more recent than their unregulated counterparts),
and time effect. Two regression analyses are run, and the
result is a quantified ‘YES’ to the three questions raised in
Section 2.

IV.1. Regulation Hypothesis

The Regulation Hypothesis introduced in Section 2
supposes that, given the most stringent regulation faced by
UCITS as compared to hedge funds, Alternative UCITS
underperform hedge funds. We test this hypothesis by
running the following equation:

Perf;,
= bo + b]_UCITS+b2Perﬁ,t_1+b3Agel',t_1

6
+ bzyx I(Yeary) + ;¢
k=1

where the term b; measures the impact of regulation on
returns. The other variables in the regression allow for
controlling the sample heterogeneity. Main results are
reported in Table 3 for each strategy.

4
See Appendix B for descriptive statistics on the risk-adjusted returns.
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Table 3: Test of the Regulation Hypothesis

Global
Equity Hedge Relative Macro/CTA
Funds Value Funds Funds
Risk Risk Risk Adj.
Adj. Adj.
Intercept 2.42% 1.46% 1.30%
P (12.29) (5.89) (4.62)
UcCITS -0.27% -0.32% -0.39%
indicator (3.44) (6.17) (5.07)

Source: Lyxor AM

Based on the foregoing, investors considering Alternative
UCITS should bear in mind some important general
conclusions. First, the Alternative UCITS parameter is
negative. It quantifies the difference in performance
between hedge funds (Control Universe) and Alternative
UCITS funds: the regulation has an impact on risk-
adjusted returns and for all the three strategies.

Figure 5: Regulation Impact by Alternative Strategy
(in bps per month)
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Source: Lyxor AM

Second, the highest (and statistically significant)
performance shortfall for Alternative UCITS versus
unregulated hedge funds is obtained by CTA/Global Macro
Alternative UCITS. Third, Equity Hedge and Arbitrage
strategies also show a statistically significant differential in
performance in favor of traditional hedge funds. In
conclusion, there is a performance premium to be paid for
investing in a regulated Alternative UCITS but there are
indications that Alternative UCITS may compensate with
reduced risk. Performance  discrepancies  vary
meaningfully between strategies.

IV.2. Skill Hypothesis

The Skill Hypothesis introduced in Section 2 supposes
that, Alternative UCITS managed by hedge fund managers
will outperform those that are not. We test this hypothesis
by running the following equation:

Perf;,
+ by UCITS—YES+b,UCITS — NO + bsPerf;,_1+b,Age;_,

6
+ Z by I(Yeary) + €,

k=1

The difference between b, and b, measures the impact of
skills on UCITS returns. The other variables in the
regression allow for controlling the sample heterogeneity.

Table 4: Test of the Skill Hypothesis

Global
Equity Hedge Relative Macro/CTA
Funds Value Funds Funds
Risk Risk Risk Adj.
Adj. Ad;.
Intercept 2.42% 1.46% 1.29%
(12.26) (5.90) (4.55)
UCITS-YES -0.23% -0.27% -0.33%
indicator (-1.96) (-4.08) (-3.37)
UCITS-NO -0.29% -0.37% -0.47%
indicator (-2.92) (-5.17) (-4.11)
Difference
between
UCITS -YES
and NO 0.06% 0.09% 0.14%

Source: Lyxor AM

Results indicate that HF Experienced Alternative UCITS
managers are able to operate in the Alternative UCITS
framework with better risk-adjusted performance than their
non-HF Experienced Alternative UCITS counterparts.

Results are especially significant for the Global Macro/CTA
and Relative Value strategies, with HF Experienced
managers generating statistically significant increments of
14 and 9 bps per month versus their Alternative UCITS
counterparts. A similar result is observed for HF
Experienced Equity Hedge Alternative UCITS.

Figure 6: Impact of skill by Alternative Strategy (in
bps per month)
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In conclusion, hedge fund experience counts. HF
Experienced Alternative UCITS managers that leverage on
hedge fund management expertise and infrastructure do
outperform their Alternative UCITS counterparts with a
more traditional approach.

V. Conclusion

This study gives an update on the quantitative results
obtained in the first Lyxor “Quantifying Newcits” paper
released in September 2010. If most of the initial results
are confirmed, the representativity of the Morningstar™
database and, more generally, the industry growth gives
more statistically significant and economically interesting
results.

The first result is on the risk aspect. Alternative UCITS as
a whole present a more moderate risk profile than
traditional hedge funds, with HF Experienced Alternative
UCITS outpacing their non-HF Experienced counterparts.
For example, traditional hedge funds in the Equity Hedge,
Relative Value, and Global Macro/CTA strategies have
2.82%, 4.11%, and 3.48% higher annualized volatility than
their Alternative UCITS counterparts, respectively. And as
a whole, HF Experienced Alternative UCITS offer a 0.73%
reduction in volatility versus their non-HF Experienced
counterparts.

The second result is on the regulation impact on fund
performance. This measure is computed from risk-adjusted
returns to take into account the difference in the risk profile
observed between the two samples. We observe that
differences in performance vary meaningfully between
strategies, with Global Macro/CTA paying the higher
regulation cost. This result can seem counterintuitive.
CTAs are among the most numerous Alternative UCITS
and, theoretically at least, their systematic and highly liquid
models should be a good fit. There are, however, elements
of the UCITS regulation such as prohibition on
commodities investment outside of indices that particularly
impact CTA managers and which may explain these
results. For that strategy, future research could focus on
the performance difference due to the use of synthetic
replication methodologies versus direct replication.
Likewise, the mismatch between the ‘conviction’ approach
many Global Macro funds take to exploit a given trend and
the strict diversification requirements of UCITS (no more
than 10% of a portfolio concentrated in a single issuer / no
more than 40% of the portfolio to comprise positions
exceeding 5% across single issuers) is likely a factor.

The third result is on the skills impact. We measure two
costs: the regulation cost paid by investors with HF
Experienced managers, and the additional cost to pay
when choosing non-HF Experienced managers. We
conclude that hedge fund experience counts. HF
Experienced Alternative UCITS managers that leverage on
hedge fund management expertise and infrastructure do
outperform their Alternative UCITS counterparts. This
outperformance is especially high for Global Macro/CTA
managers that exhibit the higher regulation costs. The
Equity Hedge strategy also showed a significant but lower
differential in performance in favour of HF Experienced
Alternative UCITS managers.

From an investor point of view, two key points can be
highlighted. First, that strategy matters and the selection of
a Global Macro/CTA Alternative UCITS cannot be done as
the selection of an Equity Hedge fund. The advantages of
Alternative UCITS come at a cost, and a random allocation
to Alternative UCITS without thought to strategy and
manager skill could actually deteriorate portfolio
performance. The management firm also plays an
important role in the selection process. Second,
differences between funds stay high in the Alternative
UCITS universe. We exhibit in this paper the importance of
the skill factor, but other factors could be used to pick the
best funds in the universe. In this regard we go against a
previous analysis concluding that “UCITS regulatory
framework [...] limits the dispersion of performance”
[Tuchschmid et al. (2010)].

Investors may be lost when they want to invest in
Alternative UCITS because the universe is broad and
heterogeneous. The study points out the importance of the
selection at the firm, strategy and fund level. Behind the
regulated UCITS wrapper, Alternative UCITS funds are not
straightforward, which justifies the current development of
Alternative UCITS funds or funds of UCITS funds that
select funds within a rigourous due diligence process.
There is an important role for skilled and experienced fund
selection. Intelligent selection that can identify those
Alternative UCITS that retain performance potential and
fully comply with UCITS requirements has the real
potential to boost risk-adjusted returns, and in the context
of a regulated, onshore investment. In short, for Alternative
UCITS, as for any investment, there is clearly no substitute
for informed investment advice and analysis.
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Appendix A

Table A.1: Alternative UCITS classification

Morningstar Category Strategy classification

Europe OE Alt - Long/Short Equity - Emerging Markets
Europe OE Alt - Long/Short Equity - Europe

Europe OE Alt - Long/Short Equity - Global Equity Hedge
Europe OE Alt - Long/Short Equity - UK
Europe OE Alt - Long/Short Equity - US
Europe OE Alt - Volatility

Europe OE Alt - Debt Arbitrage

Europe OE Alt - Diversified Arbitrage Relative Value
Europe OE Alt - Long/Short Debt
Europe OE Alt - Market Neutral - Equity
Europe OE Alt - Systematic Futures
Europe OE Alt - Global Macro Global Macro/CTA
Europe OE Alt - Currency
Europe OE Alt - Event Driven
@ Europe OE Alt - Multistrategy @
Europe OE Alt - Fund of Funds - Equity Not included in the study
Europe OE Alt - Fund of Funds - Multistrategy
Europe OE Alt - Fund of Funds - Other

Sources: Morningstar™, Lyxor AM
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Appendix B

Table B.1: Risk-Adjusted Performance

Panel A: Equity Hedge Funds

Mean: UCITS Mean: Difference (UCITS- Difference  (Yes-
Statistics All Yes No HFs HFs) No)
Mean 0.11% 0.19% 0.03% 0.38% -0.28% 0.17%
Volatility 2.03% 2.05% 2.01% 3.67% -1.65% 0.04%
Skewness -0.14 -0.07 -0.21 0.15 -0.29 0.14
Kurtosis 3.41 3.30 3.51 4.50 -1.09 -0.20
Panel B: Relative Value Funds
Mean: UCITS Mean: Difference (UCITS- Difference  (Yes-
Statistics All -Yes -No HFs HFs) No)
Mean 0.17% 0.23% 0.12% 0.59% -0.41% 0.11%
Volatility 1.20% 1.19% 1.22% 2.90% -1.69% -0.03%
Skewness -0.01 -0.02 -0.01 -0.09 0.08 -0.02
Kurtosis 4.89 5.46 4.28 7.59 -2.70 1.17
Panel C: Global Macro Funds
Mean: UCITS Mean: Difference (UCITS- Difference (Yes-
Statistics All -Yes -No HFs HFs) No)
Mean 0.02% 0.07% -0.06% 0.46% -0.44% 0.12%
Volatility 1.59% 1.63% 1.52% 3.95% -2.36% 0.10%
Skewness -0.05 -0.01 -0.11 0.19 -0.24 0.10
Kurtosis 3.51 3.32 3.87 4.24 -0.73 -0.55

Source: Lyxor AM
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Important Disclaimer

The products mentioned herein are subject to various legal or regulatory restrictions. Lyxor Asset Management (collectively with its affiliates, “Lyxor
AM”) and/or the authors of such opinions assume no fiduciary responsibility or liability for any consequences, financial or otherwise, arising from the
subscription or acquisition of these products. Past performance is not necessarily indicative of future results.

This document has been prepared by Lyxor AM for informational purposes only and does not constitute an offer to buy or solicitation of an offer to sell
any security, participate in any investment strategy, and is not intended to provide a sufficient basis on which to make an investment decision. This
material does not purport to summarize or contain all of the provisions that would be set forth in the relevant offering document. Any purchase or sale
of any securities may be made only pursuant to final offering documents. This material does not consider specific investment objectives, financial
situations or the particular needs of any specific entity or person and may not be relied upon as investment, legal, accounting or tax advice regarding
the appropriateness of investing in any securities or participating in any investment strategy stated herein. Any decision to invest in a product should
be made only after reading the offering document for that product, conducting such investigations as the prospective investor deems necessary after
consulting with the prospective investor’s own independent investment, legal, accounting and tax advisors in order to make an informed determination
of the suitability and consequences of an investment in such product.

This presentation has not been prepared, reviewed or validated by any Trading Advisor specified herein and no such Trading Advisor guarantees,
represents, warrants or undertakes, either expressly or implicitly, or accepts any liability for the accuracy, validity , timeliness, merchantability or
completeness of any information contained herein.

The information presented in this document is based in pertinent part on market data collected at a given moment and such information is subject to
modification and may change from time to time. Certain information presented herein has been obtained from sources believed by Lyxor AM, Société
Générale (“SG”) to be reliable. However, Lyxor AM has not verified the accuracy of such information and Lyxor AM makes no representation or
warranty, express or implied, as to the fairness, accuracy, completeness or correctness of such information, nor does Lyxor AM accept any liability
arising from its use. Any opinions expressed herein are statements of our judgment on this date and are subject to change without notice.

Potential investors should be aware that any direct or indirect investment in any investment vehicle described herein is subject to significant risks,
including total loss of capital, such investments may be highly volatile, and there are significant restrictions on transferability and redemption of an
interest in such investment vehicle. Investors should be able to bear the financial risks and limited liquidity of any investment in a product. In addition,
investments in or linked to hedge funds are highly speculative and may be adversely affected by the unregulated nature of hedge funds and the use of
trading strategies and techniques that are typically prohibited for registered funds. Hedge fund investment managers may use investment strategies
and financial instruments that, while affording the opportunity to generate positive returns, also provide the opportunity for increased volatility and
significant risk of loss. Also, hedge funds are typically less transparent in terms of information and pricing and have much higher fees than registered
funds. Investors in hedge funds may not be afforded the same protections as investors in registered funds, including limitations on fees, controls over
@ investment policies and reporting requirements. Investment vehicles described herein will not be offered by prospectus in Canada and will not be @
subject to National Instrument 81-102 and National Instrument 81-106. Therefore, the risks set forth above are also applicable to such investment
vehicles in Canada. The investments described herein are also subject to the risk of counterparty or issuer default. This brief statement does not
disclose all the risks and other significant aspects in connection with transactions of the type described in the materials. Potential investors should
refer to the relevant offering document which includes important information, including related risk factors.

Lyxor AM’s affiliates in the SG Group may from time to time deal in, profit from the trading of, hold, have a position in, or act as market-makers or act
as advisers, brokers or bankers in relation to the securities, or derivatives thereof, of firms, markets, commodities or investment funds mentioned in
this document. Lyxor AM and SG do not accept any liability for any direct or consequential loss or damage arising from or caused by the use of the
information herein.

Performance shown in this document, if applicable, may be based on historical data and/or reflect certain assumptions with respect to fees, expenses,
taxes, capital charges, allocations and other factors that affect the calculation of returns. To the extent any performance shown herein is hypothetical,
such performance results have many inherent limitations. Accordingly, there are frequently sharp differences between a hypothetical composite
performance record and the actual record subsequently achieved and an individual investor may have experienced different results for the period in
question had it been an investor during such period. Performance information presented herein may be unaudited and subject to material change.

This presentation is exclusively aimed for your use and its contents may not be divulged to a third party without the prior and express authorization of
Lyxor AM and SG.

Notice to European investors:

Any potential investment in any securities or financial instruments described herein may not be suitable for all investors. Any prospective investment
will require you to represent that you are a “professional client” or “eligible counterparty” within the meaning of Markets in Financial Instruments
Directive 2004/39/CE (MIFID). The securities and financial instruments described herein may not be available in all jurisdictions.

Investments in or linked to hedge funds are highly speculative and may be adversely affected by the unregulated nature of hedge funds and the use of
trading strategies and techniques. Also, hedge funds are typically less transparent in terms of information and pricing and have much higher fees than
registered funds.

- October 2011 -

MANAGED ACCOUNT PLATFORM




MANAGED ACCOUNT PLATFORM

www.lyxor.com

Lyxor Asset Management Inc.
1251 Avenue of the Americas, 46th Floor
New York, NY 10020 - USA
www.lyxor-us.com

)1 42 14 27 05 — 10/2011

ASSET MANAGEMENT BY

LY XOR

7
@
<
o
@
Qo
o
o
]
7]

Ref. (C)

710935 MapStudies.indd Sec1:20 @ 07/10/11 18:26



