MARKET COMMENTARY

The Risk Environment
August 1, 2017
The second quarter of 2017 saw a continuation of calm and rising markets against a backdrop of
heightened political gridlock and uncertainty. Market volatility, which started the quarter at near historic
lows, remained there with two brief exceptions: the first surrounding the French elections when markets
feared a Brexit-like sentiment might lead to a surprise outcome, and the second corresponding to the
firing of FBI Director Comey and his subsequent congressional testimony. The events had little ultimate
impact on the markets but reminded us that geopolitical risk is real and the next event may not be so
benign.
Now eight years into this bull market (and nearing the record length of ten years), it is top of mind whether
a significant market correction is looming. Historical price charts would suggest “yes”, but on a forwardlooking basis it is much less clear. The fact is that near-term earnings and other fundamentals are solid in
most parts of the world, and there is little to suggest that increases in discount rates are imminent. World
GDP is forecast to grow at a healthy rate of roughly 3.5% per annum (slightly better than the average of
the last several decades) and inflation, if anything, is surprising on the downside. With the exception of
China, banks are mostly very healthy and corporate leverage, while on the rise in certain sectors, is not
yet excessive. In fact, the firms with the largest market capitalizations have zero net debt and
unprecedented amounts of cash. Where the most significant leverage does reside today is at the
sovereign level, including the central banks who have little incentive to unwind rapidly. Solid growth, tame
inflation and excess cash with nowhere to go make significant rate rises in the near future unlikely.
As we wrote in our last commentary, we view today’s high equity market valuations and low bond yields
as being indicative of a sustained period of lower future broad asset class returns rather than a harbinger
of an imminent market decline. We estimate that a passively managed 60/40 global equities/bonds
portfolio is priced to deliver a real return of 1-2% below its historical average of 5% per annum. This
creates a conundrum for the many not-for-profits and other investors who have spending needs in the
range of 5% per annum. They will need to either take significantly greater risk or rely on alpha generation
(outperformance) to meaningfully close that gap.
As we have already mentioned, market volatility is extremely low today. Return correlations have declined
not only across assets classes, but also across geographies, sectors, and at the individual stock level.
Exhibit 1 shows how the correlations between U.S. and foreign equities (developed as well as emerging
market equities) have declined significantly over the last year. Exhibit 2 shows how REITs too have lower
correlations with equities and have become increasingly aligned with bonds.

Exhibit 1: Correlations are Lower between U.S. Equities and Foreign Equities1
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Exhibit 2: Correlations are Lower between U.S. Equities and REITs; Higher between REITs and
Bonds2
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Declining correlations among market segments make diversification more beneficial and is a key reason
that overall market volatility is so low. These statistics reflect that many parts of the capital markets have
increasingly been marching to different drummers. Said another way, the drivers of markets have tilted
towards local rather than systemic risks—at least in the near-term.
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Source: HighVista Strategies risk analysis.
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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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