MARKET COMMENTARY

Bond Yields Underpinning Equities

August 5, 2016
This quarter was one in which global equities increased marginally while bonds and diversifying asset
classes posted solid gains. As in the prior quarter, the final outcome told only a portion of the story as
markets were again very volatile, and lower bond yields again underpinned asset prices. The main event
was the Brexit vote, an outcome that surprised market participants and resulted in immediate and
dramatic equity market declines. The referendum posed significant challenges for portfolio management,
both before and after the votes were tallied. We have now experienced successive quarters in which a
risk focus truly mattered as events unfolded.
We live in a difficult economic environment with few signs of improvement. Markets have continued to
oscillate in a wide band, and bond yields are down sharply this year (Exhibit 1; the 10-year U.S. Treasury
yield has declined 75 bps). Other economic metrics include corporate earnings, which have been in
decline for at least the past 12 months, and GDP growth, which is sluggish.
Exhibit 1: Global equity markets have remained flat but volatile while bond yields have declined
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Bond yields are especially noteworthy. They are at levels never seen before in the United States, nor in
Germany and Japan where 10-year nominal bond yields are negative, and in Switzerland where the yield
on 50-year nominal bonds recently fell below zero. We wrote in our last commentary about this interest
rate phenomenon under the heading of “Different This Time?” Different it is indeed.
Today’s yields reflect the lack of investment opportunities for broad categories of investors. Corporate
investors are a good example. They could borrow at low rates to finance investments in plant and other
corporate assets but are instead choosing to disgorge their earnings. Corporate payout ratios (dividend

payouts plus buybacks, worldwide as well as in the U.S.) today stand at 100%, while corporate debt
levels have increased only marginally. It is certainly a good thing when firms distribute rather than waste
their cash, but it is less encouraging when they do so en masse. With less investment, corporate cash
flows will grow more slowly over the long term.
That equity markets have been resilient in this environment is remarkable but perhaps understandable
given the reduction in bond yields. Lower yields means lower discount rates which means that the market
is placing a higher value on long-dated cash flows. This offsets against slower growth. Said another way:
if bond yields had not declined then equities all else equal would today be trading at significantly lower
values. We estimate that global equities would be down by around 11% for the year instead of up 1% if
bond yields had not declined over this period (Exhibit 2).
In short, the weakening of economic fundamentals is real but has been offset by the market paying a
higher price today for a dollar in the future. Broad asset class returns from here will likely be lower, and
this places a premium on being able to find non-traditional sources of return.

1

Exhibit 2: Global equity markets have received a significant lift from lower bond yields
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Source: HighVista analysis. “ACWI Adjusted” represents estimated YTD performance of ACWI if interest rates had not in fact
rallied but had been held constant, thus discounting future cash flows at higher yields.
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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.
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