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Some two years ago, in a white paper titled “Asset Class Diversification: This Time Was Different,” we
wrote about the notably poor performance of diversified portfolios since the financial crisis relative to a
simple portfolio of U.S. stocks and bonds. Prior to 2008, investors were rewarded with higher returns as
well as lower volatility by broadening into asset categories such as foreign equities, foreign bonds, real
estate, and commodity-related areas. Since then, however, diversification away from U.S.-centric
portfolios has not been a winning strategy; a finding that was even more pronounced in 2013-2014.
An update of the analysis is summarized in Exhibit 1. The comparison portfolios are U.S. 60/40 and a
more broadly diversified portfolio comprised of U.S. equities (20%), non-U.S. developed equities (20%),
emerging markets equities (10%), U.S. REITs (10%), commodities (10%), and U.S. bonds (30%). Returns
are shown after inflation (CPI index), and standard deviations are based on monthly data.
Exhibit 1: U.S.-Centric Portfolios Outperformed Broad Asset Class Diversification After 2007*
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*Please see the last page for important disclosures regarding the information presented herein.

The data show how diversification succeeded in the period from 1972 to 2007 by reducing volatility even
while increasing return. But since 2007, the diversified portfolio has delivered less than half of its prior real
return with 60% greater volatility. The U.S. 60/40 portfolio by contrast had a similar real return and
volatility in both periods.

The return part of this story is not complicated: after 2007, U.S. equities and bonds both performed
extraordinarily well relative to the other markets. Over the seven years from January 2008 to December
2014, U.S. equities returned 7.5% p.a. while non-U.S. developed equities were flat and emerging equities
were slightly down. U.S. bonds also did well as interest rates declined, returning 4.8% p.a. over the
period. Long stretches of outperformance like this have occurred before, but they are not confined to U.S.
markets and can end with meaningful reversals. For example, U.S. equities significantly outperformed
foreign equities in the years leading up to the market bubble that peaked in mid-2000, but it then took six
years for them to return to that peak value. Over that same six-year period, while U.S. equities returned
zero percent, non-U.S developed equities returned 5.1% p.a., emerging equities returned 15.6% p.a.,
commodities returned 9.2% p.a., and REITs returned 20.0% p.a.
With regards to the volatility gap, the explanation is that U.S. 60/40 benefited after 2007 from a negative
correlation between equities and bonds—the tendency of one to cushion the other’s declines and dampen
portfolio volatility. The “diversifying” asset classes, on the other hand, were uncharacteristically highly
correlated for much of the period, and they were also more volatile, the combination of which exacerbated
the range of movements in a more broadly spread portfolio. We view the post-2007 period as a significant
outlier on this dimension, however, and correlations among the broad asset classes have already
diminished significantly.
The extraordinary seven-year performance of U.S. 60/40 relative to the rest of the world has happened
before but it is not the norm when viewed in the context of a longer history, nor must it necessarily end
benignly. In this period, as the disparity in performance has grown, so too have the valuation
discrepancies between U.S. and foreign equity markets. On a cyclically adjusted basis, the price-earnings
multiple of U.S. equities is now at a 30% premium to non-U.S. developed equities, and almost double that
of emerging equities. What seems “safe” is expensive and what seems “risky” is a lot cheaper. By the risk
and valuation metrics we track, diversification matters and outsized exposure to U.S.-centric investments
is something we would be cautious about today.

Vanilla Portfolios: The Need for Return Enhancement
As we look ahead, generating returns from asset allocation and active management will be especially
important. The reason is simply that we are in a market environment in which vanilla equity/bond
portfolios by themselves are not as likely to deliver on customary levels of return.
With respect to bonds, future returns mathematically have to be low given paltry yields, at least on a holdto-maturity basis. In the United States, ten-year bonds are currently yielding 2.0% p.a. while in Germany
and Japan, they yield less than 0.4% p.a. Two year bonds in Japan are yielding zero, while in Germany
they are negative, at -0.2% p.a. (Yes, the world is actually paying for the privilege of lending money to
Germany.)
Equities are difficult to handicap, as they always are, because future outcomes will be dictated primarily
by what is not already reflected in current prices. Nevertheless, if history is a guide and equity returns
exceed those of bonds by their average over the last century, we should expect global equities from here
to return around 6-7% p.a. given current interest rates. An outcome in this range would be slightly better
than the performance of global equities over the last decade; it would also be consistent with current
market valuations.
The resulting implication is that a 60/40 equities/bonds portfolio should reasonably be expected to return
4-5% p.a. or around 3% p.a. after inflation. These return levels are about 1.5% p.a. lower than achieved
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by 60/40 over the last decade, a period when declining interest rates provided a significant tail wind for
portfolios with large fixed income components.
Improving on these prospects comes down to investing beyond vanilla exposures across a broader
variety of return sources—a way to better protect capital and to achieve higher returns. As already
mentioned, given that markets today are moving in a less interdependent fashion, we believe that today’s
environment is better suited to doing so than in the recent past.
At the asset class level, the changing pattern of market co-movements is shown in Exhibit 2. Most
notably, emerging market equities, REITs, and commodities are much less correlated with U.S. equities
than in the recent past, while bonds continue to cushion equity downdrafts. Commodities and REITs,
moreover, seem to have very little correlation with one another. It’s an environment that facilitates holding
higher average exposures than would be possible in a concentrated portfolio with the same risk.

Correlation

Exhibit 2: Asset Class Correlations Are Much More Attractive*
(Correlations with U.S. Equities Unless Otherwise Indicated, Weekly Returns)
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We stress that asset class diversification is not an end unto itself, but a means to help optimize return for
a specific amount of risk. To do this well requires that we track the dynamic nature of markets and
continuously revisit the risk-return trade-off. The same thinking applies to our active investments where
we also seek to produce returns that are less correlated with traditional markets. These are essential
ingredients of portfolio management, and all the more critical in the current environment.
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Important Disclosure
This document has been excerpted and modified from its original version. Clients of HighVista will be provided with an original
version upon request.
This excerpt has been provided for informational purposes only, reflects the judgments and opinions of HighVista Strategies LLC at
the time of writing, does not purport to be complete, and no obligation to update or otherwise revise such information is being
assumed. Historical data and other information contained herein is believed to be reliable but no representation is made to its
accuracy, completeness or suitability for any specific purpose. No one shall have any liability for any expressed or implied
representations contained in, or for any omissions from, this information or any related written or oral communications transmitted to
the recipient. Although a reflection of the judgments and opinions of HighVista Strategies LLC at the time of writing, the information
expressed herein does not necessarily reflect investment advice or specific investment strategy HighVista utilizes and tailors for
HighVista’s Clients. Certain statements and data herein are based upon information from sources believed to be reliable at the time
of writing but there is no representation or warranty as to the accuracy or completeness of this information. Use of information from
sources referenced herein does not represent any sponsorship, affiliation, or other relationship between HighVista and any other
company or entity and does not constitute an endorsement.
This information shall not constitute investment advice or an offer to sell or the solicitation of any offer to buy any securities or
investment product. Nothing contained herein constitutes investment, legal, tax, or other advice, nor is it to be relied on nor
interpreted as a recommendation in making an investment or other decision. Past performance is not necessarily indicative of future
results. In addition, index returns are for illustrative purposes only. Index performance returns do not reflect any management fees
for the index, transaction costs or expenses. Indices are unmanaged and one cannot invest directly in an index.
THIS PRESENTATION CONTAINS FORWARD-LOOKING STATEMENTS WITHIN THE MEANING OF THE U.S. FEDERAL
SECURITIES LAWS. FORWARD-LOOKING STATEMENTS ARE THOSE THAT PREDICT OR DESCRIBE FUTURE EVENTS OR
TRENDS AND THAT DO NOT RELATE SOLELY TO HISTORICAL MATTERS. FOR EXAMPLE, FORWARD-LOOKING
STATEMENTS MAY PREDICT FUTURE ECONOMIC PERFORMANCE, DESCRIBE PLANS AND OBJECTIVES OF
MANAGEMENT FOR FUTURE OPERATIONS, PERFORMANCE AND RISK AND MAKE PROJECTIONS OF REVENUE,
INVESTMENT RETURNS, RISK CALCULATIONS OR OTHER FINANCIAL ITEMS. FORWARD-LOOKING STATEMENTS CAN
GENERALLY BE IDENTIFIED AS STATEMENTS CONTAINING THE WORDS “WILL,” “BELIEVE,” “EXPECT,” “ANTICIPATE,”
“INTEND,” “CONTEMPLATE,” “ESTIMATE,” “ASSUME,” “TARGET” OR OTHER SIMILAR EXPRESSIONS. SUCH FORWARDLOOKING STATEMENTS ARE INHERENTLY UNCERTAIN, BECAUSE THE MATTERS THEY DESCRIBE ARE SUBJECT TO
KNOWN (AND UNKNOWN) RISKS, UNCERTAINTIES AND OTHER UNPREDICTABLE FACTORS, MANY OF WHICH ARE
BEYOND CONTROL. NO REPRESENTATIONS OR WARRANTIES ARE MADE AS TO THE ACCURACY OF SUCH FORWARDLOOKING STATEMENTS.

Definitions for Exhibit 1 are as follows:
Asset Class
Broadly Diversified

U.S. 60/40

Index
U.S. Equities (20%): S&P 500
Non-U.S. Developed Equities (20%): MSCI Daily TR Net EAFE USD Index
Emerging Markets Equities (10%): MSCI Daily TR Net Emerging Markets
USD Index
U.S. REITs (10%): FTSE NAREIT All Equity Total Return Index
Commodities (10%): S&P GSCI Reduced Energy Official Close TR Index
U.S. Bonds (10%): Barclays US Agg Long Treasury Total Return Index
(12/31/1971-12/31/1975); Merrill Lynch 7-10yr Index (12/31/1975Represents
portfolio
with5-7yr
60% invested
in the S&P 500 and 40% invested
12/31/1977);aMerrill
Lynch
Index (12/31/1977-today)
in the Merrill Lynch 5-7 Year U.S. Treasury Index

Definitions for Exhibit 2 are as follows:
Asset Class
U.S. Equities
Non-U.S. Equities
Emerging Equities
U.S. Bonds
Non-U.S. Bonds
High-Yield Bonds
Emerging Bonds
U.S. TIPS
Non-U.S. Inflation Protected Bonds
REITs
Commodities

Index
Russell 3000 Index
MSCI EAFE Index*
MSCI Emerging Markets Index*
Merrill Lynch 7-10yr U.S. Treasury Index
JP Morgan Global Government Bond Ex-US Hedged USD Index
Merrill Lynch High Yield Bond Master II Index*
JP Morgan EMBI+ Emerging Market Bond Index
Barclays U.S. Inflation Protected Securities Index
Barclays World Govt. Ex US Inflation-Linked Bonds Hedged USD Index
NAREIT Real Estate Investment Trust Index
S&P GSCI Reduced Energy Total Return Index
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