Ayaltis INSIGHT – October 2018
Topic of the Month: 10 Years of Ayaltis
Do you remember when you bought your first smart phone? Maybe you got the second generation
of the iPhone in 2008, which then had a choice of 8GB or 16GB of memory. Life in 2008 was a bit
different: no WhatsApp chat groups, extremely limited music or movie streaming services. Barack
Obama was elected 44th US president bringing a liberal and an appeasing touch to the White
House. The largest US company based on market capitalisation was Exxon, which was only
surpassed by one larger company on a global basis, PetroChina. Today seven of the world’s
largest valued companies are tech companies with Apple being at the top of the list. The prevailing
US president is famous for his tweets and certainly does not mind controversy.
The US word of the year in 2008 was “bailout” and in Germany “Finanzkrise”. For certain the
events and consequences of the Global Financial Crisis will not easily be forgotten. The hedge
fund industry felt the shock waves, as assets under management of USD 2.3 billion in the 2nd
quarter of 2008, fell to less than half their size a year later. Only in 2016 was the pre-crisis level
was reached again.
Chart 1: Getting Ayaltis Started: Assembling Office Furniture

Source: Ayaltis

10 years have passed by which have left a remarkable footprint on markets and everyday life. It
has also been an exceptional 10 years for Ayaltis: October 2018 marks an important milestone
for Ayaltis as we are celebrating our 10 year anniversary. The company has experienced a unique
growth in terms of team and also in terms of assets under management. Financial markets moved
from turmoil to extremely calm states as witnessed in 2017. The recent weeks show a rebound in
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volatility. Recently we took the opportunity to talk to Manuel Salvisberg, chairman of Ayaltis, and
get his views on the company’s journey.

As the chairman of Ayaltis you are very close and involved in the company’s business. On the
other hand, you also have the opportunity to take a step back and view the company from a
distance. What makes Ayaltis special in your opinion?
Firstly, at Ayaltis we have always maintained our profile as a boutique fund of hedge funds firm,
focusing on niche Relative Value opportunities. We have deliberately avoided the mainstream and
remained disciplined investors looking for attractive returns with minimal drawdowns. While there
may have been louder parties with more dancing in the neighborhood, we never want to wake up
with a hangover. Secondly, we are a very personal asset manager. The relationships with our
investors are long term personal relationships where we offer our expertise and insights into the
hedge fund industry. Thirdly, Ayaltis is more than a workplace. We are a small team of ambitious
professionals, but it also feels like a second family to all of us.

Ayaltis has evolved and grown from a 5 people shop to a team of 16 professionals. The company
has outgrown its small ground level offices. What would you view as the major milestones of
Ayaltis?
Milestones are backward looking and less interesting. After ten years we have built a robust
foundation for further growth. Going forward we have the managerial breadth and the technical
infrastructure to develop further. We have promising initiatives under way including a further
expansion to China with a mainland RMB denominated fund of funds and a UCITS fund of hedge
funds. We are excited about the next 10 years to come as we feel like we’ve only just started.

Diversity is a key term in modern management literature. Looking at the team photos on the Ayaltis
website, the company certainly fulfils this aspect. Would you regard the diverse set of people of
Ayaltis as an advantage to the company?
Certainly, although diversity in our case was the result and not the goal from the outset. We
welcome talents and we are glad to have attracted a great mix of people. We can all learn from
each other. Although our Chinese team members in research may have needed a moment to
appreciate the efficiency of New York trading floor lingo by our Mexican CIO. I also believe that
diversity adds perspective which is extremely valuable to us as we try to extract value in a rather
challenging environment and as our clients themselves are very different too.

From your point of view what were the key factors that added to the success of Ayaltis?
There are two key drivers to our success: Firstly, we have an excellent investment process which
is highly disciplined and focused on niches that provide attractive returns with little downside. Our
CIO Ernesto Prado with his team continues to find truffles in a very busy forest while not getting
distracted by colorful, shiny mushrooms (some of which are poisonous). Secondly, our sales
department is doing an excellent job at managing our relationships with our clients explaining the
opportunities and challenges in the middle of extraordinary times while still developing new
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partnerships and growth opportunities. Our CEO Son Nguyen who also heads our sales activities
has an extraordinary feeling for people and sees opportunities before others.

Looking back, what do you think was the best advice you were able to give to Ayaltis?
My role is to improve the company through action not advice. Successful organizations require
constant improvement and evolution. I am proud of the platform we have built but we need to
continue to institutionalize our firm, make more use of technology, and increase our talent pool
while keeping the interests of our clients the main focus of everything we do. I personally go by
the values integrity, respect and ambition which we are also living at Ayaltis.

Asset management is in a transition phase. The landscape today looks quite different compared
to a decade ago. Do you think Ayaltis is equipped to handle the challenges of the industry?
We are working on this every day and try to make the difficulties of others our opportunities. We
are small enough to adapt and big enough to be successful as size increasingly matters in
regulatory aspects. We are very excited about the future as we believe the financial markets will
pose many significant challenges to investors in the near to mid-term, we are definitely ready for
that.

Successful companies often have charismatic leaders. Some of your readers may not have met
Ernesto Prado or Son Nguyen yet. What advice would you give a colleague to find them in a crowd
of 100 people at a cocktail party?
Don’t worry, Son Nguyen will find you. He is the best networker I have ever met. Look for the
largest crowd with the most laughs an you’ll find a Vietnamese in the middle. The next morning
you’ll find his business card in your pocket. Look for the nerdiest crowd and you’ll find Ernesto
Prado. He loves intelligent conversations and people to challenge his hypotheses. When you hear
“make no mistake”, you’ll know that’s the one.

Where do you see Ayaltis in 10 years?
I see Ayaltis as a specialised mid-sized fund of hedge funds provider offering superior risk-return
portfolios to sophisticated investors, exploiting niches outside of the mainstream with presences
in Switzerland, China and the US. As said, we feel like we’ve only just started and with the trust
of our esteemed clients there is a lot we want to achieve in the next decade.

Thank you for taking the time to share your thoughts with us.
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Thoughts and News
Hedge Funds Performance in Q3 2018
During the 3rd quarter of 2018 hedge fund indices generated mixed results. While some hedge
fund indices were able to post continuously positive performance figures, others suffered. In
particular, emerging markets focussed funds slipped into negative territory. Equities focussed
funds experienced stress towards the end of the quarter.
Chart 2: HFRX Indices Overview Q3 2018

Source: HFR, Ayaltis Proprietary Database

A New Vibe for the Music Industry?
If you were a teenager in the 80’s and 90’s, there is a good chance you own a collection of music
CDs. A memento of times long past, when the music industry was still highly profitable. In the late
90’s, a turning point for the music industry arrived and revenues embarked on an everlasting
decline. However, it appears that music industry hit rock bottom. The music streaming industry
keeps attracting new customers. Having a subscription to a streaming service these days has
become mainstream. Except, so far, Spotify’s share price doesn’t really convey this relatively good
news.
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Chart 3: Music Revenues

Source: RIAA, Wall Street Journal

Read on at:
http://www.visualcapitalist.com/music-industry-sales/
https://www.forbes.com/sites/bobbyowsinski/2018/10/21/streaming-musicgrowth/#c4417e33bb53

Semiconductors: Memory Loss?
Even those among us, who never really opened their PC, couldn’t get around hearing about the
likes of Nvidia and AMD during the course of 2017 and 2018. Semiconductor companies (also
known as the “chip makers”) were the hot stocks. Recently they led the downturn. The
Philadelphia Semiconductor Index of 30 top chip companies reported losses of -17% since the
beginning of the summer and suffered its worst day in a decade during late October. Sources
even cited semiconductors as the new indicator for the economy as they feed into all segments of
the market. Well, could this be real: The world is going more viral than ever, but chip makers will
leave the party? In any case, it’s worth taking a closer look at this industry.
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Chart 3: Chip Improvements Slow: Transistor Density Relative to a Mini Computer Back in the
1970s (log scale)

Source: Computer Architecture, FT

Read on at
https://www.cnbc.com/2018/10/26/the-chip-stocks-telegraphed-this-sell-off-back-in-earlyseptember.html
https://www.forbes.com/sites/kenroberts/2018/10/26/despite-trade-war-china-opening-wallet-foru-s-exports-in-semiconductor-pharma-industries/#f626dafe3021

The Return of Volatility
Were the market movements in October a regime change or “just” a tough sell-off? Global stocks
lost almost USD 8 trillion, which is the largest amount of any market downturn since 2008. The
ripple effects were felt in credit market as high yield spreads widened. The jury on what caused
the equity market sell-off in October is still out. Was it caused by trade war fears? Was is due to
rising interest rates? Opinions diverge on this topic.
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Chart 4: October Performance of S&P 500 Sectors

Source: Wall Street Journal

Read on at
https://www.ft.com/content/ed5542a0-db69-11e8-b173-ebef6ab1374a
https://www.wsj.com/articles/drilling-down-into-the-volatility-in-financial-markets-1540731600
https://www.schroders.com/en/insights/economics/market-falls-cause-for-alarm-or-calm/

Digging Deeper: A Risk Factor Model for Hedge Fund Analysis
In collaboration with the École Polytechnique Fédérale de Lausanne (EPFL), we developed a
quantitative empirical framework for hedge fund analysis based on an econometric risk factor
model that decomposes hedge fund returns into alpha, traditional betas and alternative betas.
The Model
The model is a linear regression expressed by the following formula:

where Rt denotes the hedge fund return at time t, Fjt is the value of factor j at time t, βt is the hedge
fund’s sensitivity to factor j, and α is the residual value generated by the hedge fund, i.e. the part
of the return that is not explainable by the common risk factors.
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Factor Specification
Taking inspiration from academic research on hedge fund styles, we decided to include the
following risk factors in the model:

The academic literature provides both statistical evidence and economic intuition behind the
choice of the risk factors that might explain the returns coming from different hedge fund
strategies. Equity long-short funds tend to be historically exposed to the stock market and to the
return spread between small capitalisation stocks and large capitalisation stocks. Hedge funds
operating in the fixed income space are inclined to buy fixed income securities with lower credit
ratings and/or less liquidity and short sell high rated securities, such as US government bonds.
The behaviour of trend following funds can be approximated with the payoff of a lookback straddle
on different asset classes since these funds tend to do well when the market exhibits a positive or
a negative clean trend. Lastly, we further enrich the model by including the traditional risk factors
introduced by Fama-French and Carhart. Research on further hedge fund styles can reveal more
sources of risk, but it is important to keep in mind that the selected factors should be mutually
exclusive and exhaustive, in the sense that they should represent at best the diversity within the
hedge fund’s strategies and at the same time they should have a low correlation among
themselves.
Model Application – Risk Exposure and Alpha Generation
The regression model can be used to identify a fund’s exposure to the common sources of risk.
In Figure 1, we present the risk exposures of the HFRI FoFs Composite Index in a spider chart. It
can be discerned that the index entails a high market risk and it seems to be sensitive to the
movements of most of the risk factors. This significant factor exposure translates into a high
adjusted R2 of 0.70, which indicates that the index’s returns can be approximately replicated in a
cheap way by investing into the risk factors. On the contrary, the sample hedge fund has no
exposure to the market risk and to many other factors. Its adjusted R2 is 0.01, a very low value,
which implies that the fund’s returns are pure alpha. The model can also be used to measure the
ability of a fund to generate alpha, i.e. the positive returns that are not explainable by the common
risk factors. From January 2002 until December 2017, HFRI FoFs Composite Index generated 16
basis points of alpha return per month (1.92% p.a.), whereas in the same period the sample hedge
fund generated 151 basis points per month (18.12% p.a.)!
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Figure 1: HFRI FoFs Composite Index and Sample Hedge Fund Risk Factor Exposures

(A) Exposure chart for HFRI FoFs
Index. The adjusted R2 is 0.70.

(B) Exposure chart for a sample hedge
fund. The adjusted R2 is 0.01.

Source: Ayaltis. The exposure to a risk factor is measured using the t-statistic of the relative coefficient in the linear
regression. The area in red represents the positive exposures to the risk factors, whereas the area in green represents
the negative exposures to the risk factors. The grey area is the non-significance zone, beyond which the t-statistic of
the coefficient to the relative risk factor is significant at a level of 2.5%. The time period is Jan 2002 – Dec 2017.

Conclusion
The model can be used to assess the ability of a fund to generate value in a factor neutral way.
We presented an example of a hedge fund, which, not only has been able to bring diversification
benefits to the investor through its factor neutrality, but it also demonstrated to be an important
source of alpha over the past 16 years.
We are looking forward to your feedback. Please feel free to share your ideas with us and continue
the dialogue.
Your Ayaltis Investor Relations Team
Email: ir@ayaltis.com
Phone: +41 43 502 37 60

The information provided in this document shall not constitute or be construed as an offer to sell or as a solicitation of an offer to acquire securities or other instruments in any
jurisdiction where such offer or solicitation is prohibited by law or in which the person making an offer or solicitation is not licensed or registered to do so or to any person to whom
such offer or solicitation is contradictory to local law or regulation. The information is directed to qualified investors only.
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