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Background

As trend followers experience drawdowns, the natural inclination for most investors is to develop feelings of
anxiety and question the viability of systems and sometimes the efficacy of trend following altogether. As
systematic traders, we naturally feel inclined to provide the client or interested party with data in order to lend
perspective to the current environment as well as place the current volatility in some historical context.
Searching for insightful ways to display this data led us to a study produced by Tom Basso originally in January
0f1997 S vy (i A \WHerXdRAllogate to CTA? - Buy them on Sale'é® . | & ZenlOwvith sande dffhe
statistics and psychological issues in buying a manager in a drawdown. This report seeks to take the
framework from . | & &t@d§) &oply it to trend following, and compare conclusions.

Key Differences

While the methodology of thisstudyinrelll G A 2y G2 . I acurdtsfocksés onitréndfollawery S =
only. This is done for a couple of simple reasons. First, we understand trend following, and feel that the same
advantages exist to buying periods of negative performance. While this study is not a recommendation to buy
or sell any specific trend following program, it may be used as empirical evidence within a prospective

Ay @S a G2 Nisling r&ddsh Ehéreforé, we could not, in good faith, display a series of data points
leading to a conclusion for a strategy that we did not completely understand and have full confidence in.

Second, as a group, trend followers appear to have the most extensive track records in the CTA universe. This
allowed us to collect a large enough data sample to make the study conclusive while maintaining a large
breadth of individual CTA performance data.

Details of the Study

Aswith. | a2 Q& & ( dzR&pEoprigt8y pdich, thg'RL Capital Managed Account Program. The
intent of this study is to observe the edge, if any, in buying negative 3 month trailing returns. As of the end of
February 2010, the program has experienced 22 3-month rolling periods with at least 12 months of
subsequent performance. The data is plotted on Graph 1-1 below. The data in the northwest quadrant
pertains to the situation in question; negative trailing 3-month returns coupled with a positive return over the
subsequent 12 months. As the graph shows, there are 6 occurrences where this is the case vs. 2 occurrences
where buying a negative 3-month period would have resulted in a negative return over the next 12 months
(southwest quadrant). In this sample, the ratio of northwest to southwest quadrants is 6 to 2 or 3 to 1.
Therefore, at least historically, an edge exists in buying the program in the midst of a 3-month drawdown.

Graph 1-1
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Past performance is not indicative of future results.



Larger Universe of Trend Followers:

To further validate this conclusion, we used data from CTA ranking sites IASG, managedfutures.com, Autumn
Gold and BarclayHedge. The listof / ¢ 4w@s filtered down by selecting Trend Followers with at least a 3-year
track record and minimum $5M in assets. In our view, the track record threshold was more representative of a
[ ¢ !ldnagevity than AUM, thus in our opinion a greater predictor of CTA durability and long-term cash flow
potential.

This screening process LIN2 RdzOS R o H 4,468 dat@point@witiSsontR fragkJecords going back as
early as 1983. Again, similar conclusions are drawn. As the graph shows, there are 1,393 occurrences where a
negative trailing 3-month period was followed by subsequent profitable 12-month period. On the other hand,
a negative trailing 3-month drawdown would have resulted in a loss over the next 12 months 301 times for
ratio of 4.6 to 1. The balance of the data points (2,091) fall in the northeast quadrant indicating a positive
return on both a trailing 3-month and forward 12-month basis.

Graph 1-2
CTA Database - Trend Followers over $5M AUM / Greater than 3-year Track Record
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Past performance is not indicative of future results.

How About Pulling Money after Good Performance?

After seeing the edge produced by buying a period of negative performance, one might presume that the
inverse might be true as it relates to selling positive performance. However, the reverse of buying drawdowns
R2Say Qi aSSy (2 TFistnbtRedhe dvsfall deri€eS of distribution far iha dati pbints in the
northeast quadrant (positive 12-month return after positive 3-month return). Second, on the right (east)
quadrants of the Graph 1-2, there are 2,091 data points in the northeast and 684 in the southeast. This means
that investors would have had a 3 to 1 chance of 12 months profits following a 3-month rolling period of
profits. Again, the primary conclusion of this study is unchanged. While the overall distribution shows the
positive edge associated with simply including the selected trend following firms in a balanced portfolio, the
odds of positive 12-month performance are decidedly greater after a period of negative performance.

Past performance is not indicative of future results.



Going a Step Further

For additional insight, we changed the parameters to look at the robustness of this strategy. Adjusting the look
back period to 6-months and the forward performance period to 18 months, we can see in Graph 1-3 a similar
pattern. Of the 4,119 data points collected in this sample, 1,091 fall in the northwest quadrant while 156 fall in
the southwest quadrant giving an impressive edge of buying the 6-month drawdown of 7 to 1. The larger edge
using a longer term window comes as no surprise as many trend followers find their performance edge in
longer time frames such as 12-24 months.

Graph 1-3
CTA Database - Trend Followers over $5M AUM / Greater than 3-year Track Record
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Past performance is not indicative of future results.

Assumptions

As with most manager performance tests, survivorship bias is the main cause for concern when gauging the

efficacy of the data. Survivorship bias deals with the fact that studies such as this one are composed only from

managers still in business. Thus, managers that have gone out of business due to poor performance whether

over 3 months or 12 months are excluded. Like Basso, we will make two assumptions and let the investor

decide whether the results are valid or not. First, we assume that the firms making up this study will continue

to execute the trend following approach producing these past results and thus improve their odds of staying in

business. The second assumption is the trend followers making up this study will produce a profit over the

longrun. CAf G SNAyYy3a (GKS /¢! Qa AyOfdzZRSR Ay GKS &dddzRe o6& f
ruin. AsBassostates, . dzZ2 Ay 3 Ayid2 I RNIGgR2gy R2SayQid YIS YdzOK
in 12 montls or that he/she is not likely to ever produce a kewgn profit for the investor. But, what investor

has ever invested in a CTA believing the CTA would disappear or produce losses. | would guess these
assumptions would not be a problem to most in thefreag 2 NI R ® £

Past performance is not indicative of future results.



Psychological Challenges

{2 6K& R2y QG Y2NB Ay@oSadta2NmR aSS] G2 dzaS RNl gR2éya |
managers of established firms wait specifically for periods of down performance to invest more of their own

funda Ay (GKSasS adNraGS3aaxsSao 2SS ANBS gAGK . lOwaz2Qa | &z
minds tend to place more weight on recent events rather than look at the whole of performance with an equal

distribution. Thus, investors may overweight their decision process towards speculating how long until a 10-

20% drawdown turns into a 50%+ drawdown, rather than evaluating the catalysts behind periods of negative

performance and whether a favorable skew in odds is created towards achieving stronger performance going
forward. LY #SadG2Na Yl e fa2 o0S3IAy (2 221 +d GKS WK23GQ
diversified approach consistent with modern portfoliotheory. { 1 dzZRA Sa adz0K +a .l aaz2Qa |
hopefully provide psychological support to investors who have previously feared drawdowns.

The Bottom-Line to Investors

.Fdaz20a adriAradiada LINBaSyidSR I Iiob@GewRie® oddsdianakingelS 2 dza
positive return after a period of negative performance in an established trend following program are higher

than after a period of positive performance. [f an investor can utilize proper due diligence and find a manager

that provides a good fit with their objectives, buying drawdowns will result in better performance and build

client satisfaction. A client of Basso provides the best conclusion to the information presented, d like to look
fora[manager]i KI 4 Qa | ljdzZr f AGe 2LISNKEN2PY GKEBPEl A0 WAIATL S

About RL Capital

RL Capital is a global alternative asset manager which specializes in the development of systematic investment
strategies. Our philosophy is that above-average absolute and risk-adjusted returns can be best achieved by
employing rigorously tested quantitative models across a broad range of markets. Utilizing models which
invest in global futures and commodity markets as well as stocks allows for exposure to several non-correlated
instruments aimed at providing a superior risk/reward tradeoff.

Robinson-Langley Capital Management, LLC is registered with the Commodity Futures Trading Commission
(CFTC) as a commodity trading advisor (CTA) and commaodity pool operator (CPO) and a member of the
National Futures Association (NFA) in such capacities. Current product offerings include the RL Capital
Managed Account Program and a privately offered commodity pool. In addition, RL Capital has designed
trading systems utilized by various traditional and alternative asset managers.

Disclaimer

This report is produced by Robinson-[ I y3f S& /I LAGEFE alylFr3IsSyYSydz [[/ ® 6dv
adapt quickly and without notice to changing market conditions. RL Capital is under no obligation to update

any of this information. The information we use is obtained from sources we believe to be accurate; however,

we make no guarantees in this regard. The information here does not constitute a recommendation to buy or

sell anything and should not be considered by anyone to be a substitute for their own judgment. Futures and

options trading involves substantial risk and is not suitable for every investor. RL Capital is the manager of the

RL Capital Managed Account Program. Important information about the program including risks, objective,

strategy and fees is contained inthe LIN2 A NJ Y Qa 5 A & OhisdsaatzddBmaypnat Gedrédayal
solicitation. b2 Ay @SaidYSyld akKz2dZ R 06S YIRS gAGK2dzi Ol NBSFdz f

Past performance is not indicative of future results.

! http://www.intercontilimited.com/mfutsarchive/HedgeFunds/allocate2ctawhendown.pdf



