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The potential of the
European ETF market

Europe’s exchange traded fund market is set for rapid growth in the next few years, with demand
for the product from both institutional and retail investors intensifying, stimulated by regulatory

changes and new thinking about risk and return

When Deutsche Bank launched its range of db x-trackers ETFs in January
2007, many asked why it wanted to enter the exchange traded funds
(ETF) market seven years after the first products were launched in Eu-
rope. The answer was easy - the Europe’s ETF market still has a long way
to go to fulfil its potential.

Although there are over 360 products available and assets of more than
$110 billion, the ETF market in Europe is less than a quarter of the size of
the market in the US, where ETFs have been available since 1993.

Many analysts predict that the ETF market in Europe will grow three-
fold over the next few years. This article attempts to outline the factors
driving this growth and the reasons why Deutsche Bank has entered
the market.

Institutional demand

ETF assets account for less than 1% of total assets under management
in Europe. This is very much the tip of the iceberg. Demand for ETFs will
continue to grow from institutional investors such as pension funds,
insurance companies and funds of funds.

Regulatory changes such as UCITS 3 now allow institutional investors
greater flexibility to use ETFs. Under the old regime, the total allocation
to ETFs was limited to 5% of the portfolio; now it is possible to have up to
100% allocated to ETFs. In addition, ETFs provide institutional investors
with a means to gain access to new markets (eg, emerging markets) or
asset classes (eg, commodities or credit) that may be difficult for them to
access easily.

Although UCITS 3 has made it possible for traditional long-only funds to
use derivatives as part of their investment policy, many still lack the back
office infrastructure and knowledge to take advantage. ETFs are regulat-
ed funds that trade on recognized stock exchanges that can be bought
or sold without the need for any of the documentation or the need to
maintain margin or collateral accounts associated with the use of deriva-
tives. In addition, ETFs are a viable alternative for investors who cannot
use derivatives in their portfolios for regulatory or internal reasons.

With increasing emphasis on pension provision in both the developed
and developing economies, the demand for passive products such as
ETFs will increase. ETFs provide the ideal long-term, low-cost investment
for pension funds.

Retail demand
The retail market for ETFs in Europe is still undeveloped and presents
another area of growth. In the US the retail market accounted for around

50% of new inflows into ETFs in 2006. In Europe, the figure is estimated
to be around 20%.

Traditionally, investment products such as funds and structured products
have been sold in Europe on a commission basis by independent finan-
cial advisers (IFAs); the IFAs are compensated by the product provider.
As ETFs have a low fee structure it is not feasible to pay commissions.
Hence to date ETFs have not been embraced by the IFA community.
However, with more regulatory scrutiny and accountability being placed
on advisers, ETFs can benefit. Increasingly there is a trend to fee-based
advisory, whereby advisers charge a fee to their client rather receiving
commissions. This is advantageous for the growth of ETFs. The low cost
structure makes them an ideal product to include as part of an invest-
ment portfolio.

Once again taking the lead from the US, the inclusion of ETFs in savings
or investment plans is another area that will contribute to their growth.
There are some funds of ETFs or savings products available in Europe but
not on the same scale as in the US. Furthermore, ETFs should be eligible
for inclusion in investment products such as individual savings accounts
(ISAs) and self invested personal pensions (SIPPs) in the UK and plans
d’épargne en actions (PEA) in France, where they can be used as part of
the core investment.

With ETFs listed on 18 stock exchanges in Europe and 41 globally, and
more product providers announcing that they will enter the ETF mar-
ket, there is the momentum for new asset inflows and for the market to
grow further.

Winds of change

The asset management industry has probably seen more change in the
past few years than in the previous two decades. The investment empha-
sis has shifted from return versus risk to benefit versus cost. It is now gen-
erally accepted that passive instruments such as ETFs have a role to play
in portfolios, allowing managers to reduce costs and enhance returns.

However, rather than ETFs being used as a part of the ‘core’in a core/sat-
ellite asset allocation strategy, they can also be used as part of a ‘portable
beta’ strategy. As traditional active fund management becomes more
commoditized, the search for ‘alpha’is becoming more difficult and pure
uncorrelated alpha is becoming scarce.

Instead, the beta component of a portfolio can be actively managed to
generate alpha. ETFs provide the perfect toolkit of beta products to do this.
As will be explained, the variety of ETFs now available enables fund man-
agers to use their asset allocation skills to generate alpha in their portfolios.






The rise and rise of ETFs

ETFs’ 15-year success story is due in part to their convenience and cost-effectiveness, qualities that
European investors are increasingly coming to appreciate. By Dan Draper, head of Lyxor ETFs, UK,

Ireland and Nordic

Exchange traded funds (ETFs) have one of the most striking market
growth stories in investment management in recent history. Since the
launch of the first ETF 15 years ago, the number has grown to almost 1,000
wordwide, with nearly $700 billion in assets under management.

The ETF story continues to move rapidly along. Ever more products are
being launched, covering new sectors of the market. Yet despite their
increasing prevalence, many investors in Europe still have much to learn
about the benefits and sheer versatility of ETFs. By using ETFs, investors
can harness a whole new range of investment strategies efficiently and
cost-effectively.

ETFs track indexes but, unlike “tracker” mutual funds, ETFs are shares that
can be bought and sold on the stock market like any other shares. They are
cost-effective, transparent and highly liquid assets. They provide access to
awhole market through the purchase of just one share. A big advantage
over mutual funds is that they are traded continuously, rather than having
just one daily price fixing.

In Europe, the UCITS Il legislation implemented in February 2004 has

increased demand for ETFs from other asset managers. The legislation
raised the share of their portfolios that fund managers could invest in
another single UCITS fund from 5% to 20%.

The prospects for the UK as a centre for ETF trading were boosted late
last year when the government announced it would revoke the stamp
duty on foreign-domiciled ETFs. This gave a level playing field to foreign
ETF providers such as Lyxor to enter the UK market. Together with a more
principle-led regulatory environment, the path is now laid for London to
become one of the world’s leading centres for the trading of ETFs. Lyxor’s
decision to launch was of course also prompted by the substantial
demand for these products in the UK.

Lyxor launched into the UK market in May with the Lyxor ETF FTSE All-
Share, the Lyxor ETF FTSE 100 and the Lyxor ETF FTSE 250.The All-Share
product was the first ETF giving access to the All-Share index — previ-
ously, investors had to resort to buying several ETFs tracking the FTSE

“ETFs simplify the asset allocation process by giving low-cost access to

particular indexes. This makes them the perfect ‘beta’ investment for investors
who implement a core-satellite investment approach”

Morgan Stanley’s latest ETFs Report gives a very comprehensive assess-
ment of the ETF market. At the end of first-half 2007, there were 953 ETFs,
with 1,494 listings, assets of $688.8 billion managed by 66 managers on

41 exchanges. The number of ETFs increased by 239 over the period, with
plans to launch a further 524:83 in Europe, 390 in the US and 51 elsewhere.
Assets under management in ETFs increased by 18% during the first half
of 2007, which was greater than the 8% rise in the MSCI World Benchmark
in US dollar terms.

Europe starts to catch up

The US is still the largest market for ETFs, with 499 ETFs and $469.5 bil-
lion AUM, according to Morgan Stanley. By comparison, Europe has 336
ETFs and $107.7 billion AUM and Japan 13 ETFs and $49.8 billion. But the
gap is rapidly being closed by Europe, where ETFs were first launched
just seven years ago. They now constitute one of the fastest growing seg-
ments in the continent’s asset management industry. The European ETF
market grew by 20.1% over the first half of 2007, compared with 15.4%
growth in the US.

100 and FTSE 250, which together tracked a smaller percentage of the
UK market than the All-Share. In June, Lyxor launched two more ETFs, the
Lyxor ETF Commodities CRB, linked to the Reuters/Jefferies CRB Index,
the oldest and most widely followed index of commodities futures in the
world, and the Lyxor ETF Commodities CRB Non-Energy.

Both in the UK and globally, the choice of ETFs is extensive and growing
fast. They already give access to the world’s major indexes such as the
FTSE 100, S&P 500 or the TOPIX, as well as less well known benchmarks
that track emerging markets and specific industry sectors, such as
financials or telecoms. ETFs that track commodities such as gold and
commodity indexes like the Reuters/Jefferies CRB Commodity Index are
also becoming very popular.

Attractive advantages
So what are the advantages of ETFs that have made them so attractive to
investors? There are four main advantages:



Convenience — ETFs are a convenient and cost-efficient
alternative to purchasing all of the underlying securities of a
particular index. Structured as a single security, traded on an
exchange just like a stock, ETFs empower investors to access
entire indexes and forego the hassle of index rebalancing

or other corporate events, as well as the potential trading
constraints linked to illiquid index component stocks.

Cost efficiency — ETFs are a cost-effective way to achieve
broad index exposure. Morgan Stanley says the average
total expense ratio for equity ETFs in Europe now stands at
46 basis points a year — some way below the average TER of
100bps for equity index funds and 191bps for active equity
funds in Europe. The three ETFs that Lyxor launched into the
UK market in May had total expense ratios of just 30-40bps/year,
with no other costs deducted.

Low tracking error — Tracking error measures the constancy of the
relative performance spread between an ETF and its benchmark. It is
measured as the standard deviation of the difference between the ETF
and index weekly performances over 52 weeks. The better the replica-
tion, the lower the tracking error. Lyxor ETFs track their benchmark
indexes very closely — typically, tracking error is close to zero and cor-
relation with the index is over 99.99%.

Transparency and liquidity — Lyxor makes available the basket of
stocks upon which the performances of each Lyxor ETF is based every
day. Designated market-makers also offer real-time, two-way prices on
Lyxor ETFs with tight spreads. Investors can get in and out of the mar-
ket any time of the day at a price very close to net asset value, unlike
mutual funds, which can only offer one price a day.

Perfect beta investment

What do these advantages mean for investors? Much of the interest
shown in ETFs has come from the realization that the vast majority of
returns in any given investment portfolio have resulted from asset al-
location decisions rather than the market timing expertise of individual
fund managers. In fact, long-term academic evidence indicates that
the majority of fund managers underperform their benchmark indexes
in the particular markets in which they operate. This is especially true
during periods of high market volatility. ETFs simplify the asset alloca-
tion process by giving low-cost access to particular indexes. This makes
them the perfect ‘beta’ investment for investors who implement a core-
satellite investment approach. ETFs can also be used to give effective
exposure to particular industrial sectors or countries, with the ability to
rotate this exposure as and when required.

ETFs' liquidity makes them ideal to use in transition management
operations, with institutions often using them to equitize cash hold-
ings in the short term while they decide which active fund managers
to employ. They are a good substitute for futures in the management
of cash flows, especially for institutions that might have restrictions on
their use of futures or in relation to benchmarks for which no futures
contracts are available.

Dan Draper,
head of Lyxor ETFs,

UK, Ireland &
Nordic

%

An area that has generated growing interest in ETFs is the ability to
short them. Investors can use them to hedge particular sectors, regions
or countries. Given institutions have a long-term approach to risk, they
can also reduce the cost of using ETFs by lending them to short-term
speculators such as hedge funds that wish to short an index.

Useful investment tools

Investors should certainly take the time to learn about these surpris-
ingly simple and transparent products that are extremely useful invest-
ment tools. They need to be careful in that, unsurprisingly for such a
successful product, there have been spin-offs such as exchange traded
notes and exchange traded commodities, which are fundamentally
different investment structures. Institutions also need to look at the
breadth of product range as well as the charges and the tracking errors
between different funds, which can be surprisingly divergent.

There is no doubt that the ETF market is a long way from saturation
point and is set for continued expansion for many years yet. Morgan
Stanley predicts total global assets under management in ETFs will
reach $2 trillion by 2011.The European ETF market will certainly play
an increasingly important role in that growth. To use a cricket analogy,
Europe is still in the first over of the first innings of the first day of a test
match. And European ETFs appear to be headed for a high score.
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New tools for old markets

The development of exchange traded commaodities in recent years has opened up some of the
oldest markets in the world to ordinary investors, bringing new diversity to their portfolios

Commodities are among the oldest markets in the world. Commodities
have existed for thousands of years and today’s commodity exchanges
have been around for hundreds of years. The Chicago Board of Trade
(CBOT) was founded in 1848 and traded its first corn contract in 1951.
Even though these are old markets, however, access to commodities for
ordinary investors is a new phenomenon. Commodity futures have also
existed for many decades — agriculture futures are some of the oldest,
whereas New York Mercantile Exchange’s West Texas Intermediate oil fu-
tures started trading in 1983. Yet commodity futures markets have been
the domain of sophisticated investors. As a result, investors have been
excluded from exposures which may benefit a portfolio’s performance.

and may disintegrate, and are difficult to transport and thus illiquid. As a
result, all barrels of oil or bags of coffee are not fungible (ie, they are not
all the same).

Futures pricing solves these problems. Futures are standardized
contracts, meaning that they are fungible. As a result, prices are liquid
and get around the problems inherent in physical commodities. Since
commodity futures are not exactly the same as physical barrels of ail,
this leads to differences in investment returns. Figure 1 shows that over
the past 10 years, ETFS Brent one-month would have outperformed the
Brent spot oil price; however, both went through periods of relative over-
and under-performance.

Figure 1: Oil ETC versus spot oil price
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Around 2000, commodities markets went through some fundamental
changes, including increased investor appetite for alternative assets
classes, record low inventories coupled with tight supply and increasing
demand for raw materials from emerging markets such as China and
India. These factors led to the development of a wide range of structured
products on commodities. Continued demand by investors for access

to simple and direct commodity exposure has more recently led to the
development of exchange traded commodities (ETCs), with Europe
being the world leader. In the past two years, 42 ETCs have been listed in
London with eight of these providing exposure to oil.

Priced off futures

One significant difference with commodities investment is that nearly
all“direct” commodities investment is priced off commaodity futures.
This means that while commodities investing will track commodity
prices, there can be slight nuances resulting in varying returns. The
most common question is“why not just price off physical spot prices?”
This is difficult because most physical commodities are heterogeneous
(differing in quality, weight, type, value, origin, value), often hard to store

Figure 2 shows that an investment in oil futures can perform differently
to the spot oil price (which is uninvestable). Oil futures returns are driven
by three sources: oil prices, roll yield, and interest on collateral. The roll
yield is a result of the fact that oil futures expire. To prevent expiry of

the future (and delivery of 1,000 barrels of oil), it is necessary to “roll”

the investment. This involves selling the current futures contract and
reinvesting the funds in a later-dated contract, thereby avoiding expiry
and keeping the investor full invested. This process of rolling can lead to
either a positive effect (backwardation) or a negative effect (contango).
Thus an investment in oil futures (or oil ETCs) may out-perform or under-
perform the spot oil price at different times.

Oil futures and the forward curve

An oil futures contract is a standardized contract with a specific
maturity, meaning that when the contract expires, the investor in that
contract will either receive 1,000 barrels of oil on a specific date in a
specific location (eg, Cushing, Oklahoma, in the case of WTI oil futures)
or the cash value (in the case of ICE Brent oil futures). Oil futures
contracts have the widest range of delivery dates, going out more than



Figure 2: Oil and the forward curve
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five years. The best way to think of the oil futures curve is to compare
it to the term structure of interest rates. As the maturity increases, the
interest rate will vary. Similarly for oil futures, as the maturity increases,
the price of the contract will vary. There are many theories which try to
explain the shape or structure of the oil futures curve. | don't intend to
debate the theories here, other than to say that no one theory is able
to explain the shape of the curve at all times.

Development of ETCs and oil ETCs

ETCs were developed a few years ago in response to investor demand.
Initially the demand was for simple access to commodities. As a result,
ETCs on over 23 individual commodities and 11 indices were listed on
European exchanges. Since then, investor knowledge of commodi-
ties and commodity investing has come a long way. At the same time,
the liquidity of oil futures with longer maturities has grown by 500%
to 1,000% over the past three to five years. Since ETCs are directly or
indirectly priced off commodity futures, this provides the ability to
offer ETCs with exposure to different sections of the futures curve. As
of August 2007, the London Stock Exchange (LSE) offers a platform of
eight oil ETCs providing exposure to two types of oil (WTI and Brent)
with four different maturities of each.

Investing in oil ETCs or oil futures of different maturities will lead to
different investment returns and properties. The differences in return
are caused by sensitivity to spot prices and the roll yield; however, they

also have some things in common, including low correlation to equities
and bonds — which leads to the construction of more optimal portfo-
lios - and high correlation to movements in the oil price. Figure 3 shows
the optimal portfolio for equities and bonds (shown by the black line)
and also a portfolio which includes an investment in different oil ETCs
(shown by the coloured lines). The higher curves show that an invest-
ment in oil could have improved a portfolio’s performance over the
past five to 10 years.

All oil ETCs are correlated to the spot oil price, but the correlation is
highest for shorter-dated ETCs. This is because events that affect the
current oil price will have less impact on the price in, say, three years’
time. A hurricane or a problem at an oil refinery, for example, tends to
be a short-term issue and will therefore affect today’s oil price but not
the price three years from now. Factors that tend to affect longer-dated
oil prices are fundamental industry changes such as tightening sup-
plies,increased demand from emerging economies, increased riskiness
of oil production or falling reserves and discovery rates.

As discussed earlier, oil futures and ETCs are exposed to backwardation
and contango. Historically, backwardation or contango have tended

to persist for two to three years at a time. Therefore depending on

the current state of the market, it could be advantageous to invest in
shorter- or longer-dated oil. Based on historical simulations, an invest-
ment in shorter-dated oil (eg, two months) out-performed an invest-

Figure 3: Portfolio Sets

40%
36% Efficient frontiers for portfolios with Equity, Bonds, and Oil:
32%
28%
24%
20%
16%
12%

Expected Return

8%

ETFS WTI lyr
ETFS WTI 2yr
ETFS WTI 3yr
~ ETESwWTI2mth )
) AMEX Oil

Equity &BondsOnly

4%
0%

3% 5% %

Expected Standard Deviation

1% 13% 15%

[ 1 ETFSECURITIES e New tools for old markets



ment in longer-dated oil (eg, three years) when the oil market was in
backwardation, while longer-dated oil out-performed an investment in
shorter-dated oil when the market was in contango.

The ability to invest in different parts of the oil futures curve also allows
investors to develop trading strategies. Over the past 10 years, if an
investor bought ETFS WTI two-month when the market was in back-
wardation (based on a rolling three-month roll yield) and then sold this
and invested the proceeds in ETFS WTI three-year when the market
was in contango, it could have out-performed a simple buy-and-hold
strategy by approximately 8.5% a year.

Risk and returns

An investment in shorter-dated oil is more sensitive to the oil price
and the state of the oil market. Figure 4 shows that an investment in
shorter-dated oil was approximately twice as volatile as longer-dated
oil over the past 10 years. This is also supported by the fact that the
maximum loss for shorter-dated oil was much greater than longer-
dated oil. While investment in different maturities shows short-term
differences in the performance of oil ETCs, the average annual return
was similar for all maturities over the past 10 years.

Figure 4: Risk and return
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Conclusion

Investing in commodities provides investors with additional sources of
diversification which can improve portfolio performance. The develop-
ment of ETCs has opened up some of the oldest markets in the world
to ordinary investors. ETCs are designed to be simple so that any inves-
tor can buy and hold an ETC in normal brokerage accounts, and unlike
futures, require no daily management. ETCs are priced off underlying
futures markets and, as a result, may provide exposure to different
parts of the futures curve. Now investors can choose which commodity
to invest in and, in the case of the new oil ETCs on the LSE, can choose
exposure to either more or less volatility in spot prices and roll yields. In
the future, more ETCs will be made available as markets develop and as
investors’ knowledge of commodities increases.
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db x-trackers
Simply buy the market

db x-trackers — Deutsche Bank's exchange traded funds, combine

Fund name Management Bloomberg
the advantages offered by listed securities and index funds in one fee p.a.

. . . DAX® ETF 0.15% XDAX GY
produpt. They can be traded just like any stock exchang.e I|§ted A Y LT SEEY
security. Through the db x-trackers ETFs you can track indices DJ EURO STOXX 50° ETF 0.15% XESX GY

I e . DJ EURO STOXX SELECT DIVIDEND® 30 ETF 0.30% XD3E GY
providing exposure to equities, bonds, credit, money markets and V] EVERENG MR ES T NGRS @i SR @Y
commodities. db x-trackers allow you to track an index in one S&P CNX NIFTY ETF 0.85% XNIF GY

q iont t i ithout subiecti to hiah EONIA TR INDEX ETF 0.15% XEON GY
€asy and convenient transaction witnout subjecting you 1o nhig ITRAXX® CROSSOVER 5-YEAR TR INDEX ETF  0.24% XTXC GY

management fees. You can even take advantage of falling markets
with the db x-trackers ETFs on short indices.

Your benefits:

B Low cost index investment

m Stock exchange liquidity with low bid/offer spreads

m Available for equity, bond, credit, money market
and commodity indices

A Passion to Perform.

Find out more at www.dbxtrackers.com,
call the hotline +49 (0)69 910 38807 or DBETF <GO>

db x-trackers — Deutsche Bank’s Exchange Traded Funds De UtSC h e Ba n k .

The db x-trackers and db x-trackers Il prospectuses contain a detailed summary of the fund rules. The prospectus and simplified prospectuses are available free of charge at the Registered Office of db x-trackers:
db x-trackers, 49 avenue J.F. Kennedy, L-1855 Luxembourg, Grand Duchy of Luxembourg. Each of the funds tracks the performance of the index contained in its name.

Neither Stoxx Limited nor Dow Jones & Company Inc. has any relationship to the db x-trackers SICAV (“the Company”), other than licensing the Dow Jones EURO STOXX® Select Dividend 30 Index, and Dow Jones
EURO STOXX 50° SHORT Index. DAX® and ShortDAX® are a registered trademark of Deutsche Borse AG. “S&P®” and “Standard and Poor's®” are trademarks of the McGraw-Hill Companies, Inc. (“S&P”), and
have been licensed for use by India Index Services & Products Limited in connection with the S&P CNX Nifty Index. The db x-trackers S&P CNX Nifty ETF (“the Product”) is not sponsored, endorsed, sold or
promoted by India Index Services & Products Limited (“lISL”) or Standard & Poor’s, a division of The McGraw-Hill Companies, Inc. (“S&P”). Neither IISL nor S&P makes any representation or warranty, express or
implied, to the owners of the Product or any member of the public regarding the advisability of investing in securities generally or in the Product. Please read the full Disclaimers in relation to the S&P CNX Nifty
Index in the db x-trackers prospectus. iTraxx® derivatives products are derived from a source considered reliable, but neither International Index Company Limited nor any of its employees, suppliers, subcontractors
and agents (together “iTraxx Associates”) guarantees the veracity, completeness or accuracy of iTraxx® derivatives products or other information furnished in connection with iTraxx® derivatives products. International
Index Company Limited and iTraxx Associates do not approve, endorse or recommend db x-trackers Il. MSCI and the MSCI index descriptions are service marks of MSCI or its affiliated companies. The respective
funds are not sponsored, endorsed, sold or promoted by the index sponsors, nor do the index sponsors make any other warranties with respect to the funds. In accordance with US securities law, the funds shall
not be offered either in the United States or to, or on behalf of US persons. Deutsche Bank only uses sources of information that it considers to be reliable but cannot be held responsible for the accuracy and/or
completeness of any market data in this document that originates from.
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