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Risk-averse behavior is normal. It drives investors to diversify their exposures and to demand
compensation for bearing risk. Today, however, investors seem to be paying up very significantly for any
sign of economic certainty and clarity. Bonds are a prime example. With yields hovering around all-time
lows, investors are paying a tidy sum for a next-to-nothing—albeit certain—return. Austria just the other
day issued a 70-year bond at a 1.5% yield and it was oversubscribed nearly 4:1.
U.S. equities may now be another manifestation of this phenomenon. U.S. firms are generally viewed as
possessing more stable and transparent fundamentals than those of other regions, but they are trading at
multiples that look excessive versus equities in other markets. Take as one simple metric the current
price-earnings ratio of U.S. equities, which at close to 20x stands greater than in 87% of the observed
months since 1871. The question is whether a yearn for certainty and clarity in a murky world is distorting
normal relationships between price and actual risk. To explore this issue and the investment implications
we look through several lenses.
Government bonds. Investors usually own bonds as an anchor to windward—the presumption being that
they will hold value or even increase in value in equity down-markets. Over the last 15 years, bonds have
indeed done a good job of behaving that way in equity market declines. Equities and bonds in this period
have been persistently negatively correlated and we have held bond exposures despite their low yields
because they served a useful hedging purpose. Today, however, the stock-bond correlation has risen to
the point where the hedging value of bonds is at best tenuous (Exhibit 1). Bonds may still help preserve
value in deflationary and flight-to-safety scenarios, but there is now a greater likelihood of outcomes
where bonds have significant downside with little compensating benefits. The need to find other portfolio
hedges has taken on increased importance in this environment.
Exhibit 1: The hedging value of bonds has diminished as their correlation to equities has
increased

Stock/Bond
Correlation
(3-month trailing)

0.5
0.0
-0.5
-1.0
1/1/16

2/1/16

3/1/16

4/1/16

5/1/16

6/1/16

7/1/16

8/1/16

9/1/16

10/1/16

Equity market valuations. As already mentioned, U.S. equity market valuations today are outsized—both
on a standalone basis and versus foreign markets. Since 2011, the enterprise value of U.S. firms has
increased by 71%, while that of non-U.S. firms is essentially unchanged (Exhibit 2, all in USD). In 2011,
the major equity markets were trading in the range of 7x to 8x Enterprise Value/EBITDA. Today, those
ratios are 13.1x for U.S. equities, 10.6x for EAFE (non-U.S. developed market equities) and 9.5x for
emerging market equities. (The current U.S. EV/EBITDA multiple is only barely shy of its peak of 14x
reached in the late 1990s).
The U.S. today is clearly in a class by itself—especially considering that U.S. earnings are not far below
their 2014 peak levels and are up 4% since 2011, while the earnings of non-U.S. firms are some 30%
below their levels of five years ago. Almost all of the 71% gain in the enterprise value of U.S. firms is from
multiple expansion; for non-U.S. firms, unchanged enterprise values over the five years reflect a 40+%
multiple expansion offset by the approximately 30% +/- decline in EBITDA.

Exhibit 2: Valuation of Global Equity Markets—2016 vs 2011
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As striking as the earnings and valuation divergences have been over the last five years, it is of course a
big leap to assume that current market valuations are irrational. What is clear is that market prices are
implying that U.S. firms today are quite safe and/or have attractive growth prospects relative to foreign
firms and to history. Said another way, U.S. share prices are vulnerable to economic performance short of
that expectation.

Beyond bonds and equities, other manifestations of risk-avoiding behavior are particularly noteworthy:
-

Individual savings rates are on the rise (approximately 6% in the U.S., up from below 3% in 2007).
The slowdown in consumer spending has had much to do with anemic corporate profits.

-

Corporations are choosing to distribute rather than invest their earnings. Dividend payouts and
share buybacks total 100% of corporate earnings today in the U.S. and just slightly below that
globally.

-

Banks are far more demanding in the quality and amount of collateral they require and have all but
exited certain financing markets.

-

Institutions are fleeing prime money-market funds in the hundreds of billions of dollars now that
those funds are being required to mark to market their NAVs. Prime funds hold primarily high-
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grade commercial paper and short-term U.S. dollar borrowing costs (exemplified in Libor) have
risen dramatically in recent months.
-

Most important arguably are the world’s central banks which are far more concerned with the risk
of raising rates than the consequences of not doing so.

If there is good news, it is that excessive behavior creates dislocations and opportunities to earn excess
returns. What then are the implications for investing going forward? We are of the view that macro and
behavioral analysis can go only so far, and that bottom-up investing really matters. Substantially all of the
capital we have with our managers is invested in this fashion. Some of our managers have very focused
mandates, while others have broad latitude to roam for opportunities across regions and asset classes. A
sizable portion of our managers’ capital is also devoted to short opportunities, something that we see as
being of greater importance in today’s environment. Of course, there are many other considerations that
go into portfolio management, including asset allocation, hedging and risk mitigation, and other forms of
active investing, but in a world as difficult to fathom as this one, confidence in underlying economic
fundamentals needs to be a critically important driver of capital allocation.
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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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