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Recent Market Volatility

May 3, 2018
The calm that would never end did so in a big way this quarter as markets finally began to react to
geopolitical developments and White House jawboning. The end result was that global equities ended
modestly down for the quarter after a strong January. Bond yields were slightly higher over the period and
the dollar declined against most currencies. Some diversifying asset classes, notably real estate (REITs),
had a particularly poor quarter and ended down -6.5%.
The volatility experienced in February and March is striking, not because it was so elevated, but because
markets had been so uncharacteristically calm, especially in 2017. The VIX index of volatility returned to
where it was in early 2016, and not much higher than its median value since 1990 (Exhibit 1).
Exhibit 1: Market Volatility (US VIX) Has Returned to More Normal Levels
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Of course, volatility itself is not risk, but it does correlate with an increased probability of future loss. To
evaluate implications for portfolio risk going forward, one must understand the underlying causes of
volatility. We normally think of the main drivers of volatility as falling into two buckets:
1. Fundamental shocks. These matter because they are the prime determinant of value. Shocks to
fundamentals would include changes in interest rates, tax rates and news that may affect the
earnings outlook for the market or a subsector. Greater uncertainty about fundamentals usually
results in greater market volatility and risk.

2. Technical shocks. These factors stem from someone’s need to buy or sell, i.e., supply/demand
imbalances. Because price is the ultimate equilibrator of supply/demand, markets can be very
volatile when the imbalances are large. This source of volatility is usually more temporary.
Fundamental and technical shocks are both always present, but it is not necessarily easy to disentangle
which is which. In fact, being able to distinguish between them is the holy grail of investing. It’s the holy
grail because technical shocks create return opportunities while fundamental shocks by themselves
generally involve a resetting of prices to reflect the new economic reality.
The volatility experienced in February had a significant technical component. While it began as bond
yields were rising and the dollar was falling, a spike in the VIX index triggered significant selling of
equities by “vol sellers”—who had been betting that volatility would remain low. They also had to cover
short VIX positions, and the VIX for a brief period after hours reached 50, a level it has experienced very
rarely. The effects were significant enough to drive some vol sellers out of business, as exemplified by the
XIV exchange-traded instrument which was liquidated early in the month (Exhibit 2).
Exhibit 2: The Dangers of Vol Selling (XIV)
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In contrast, the volatility experienced in March seems to have been much more fundamentally based. It
began with President Trump’s announcement of trade tariffs on imported steel and was exacerbated by
the escalation with China. While we are a long way from an all-out trade war (or at least we hope we are),
the restriction of trade poses a very significant fundamental and long-term concern. The tail risks in such
circumstances are greater and would be validly manifested in the elevated volatility we have been
witnessing.
Our research long ago convinced us that equity market volatility is an important gauge of broad market
risk. While far from perfect, we know of no measure that is more reliable, and we believe strongly that we
cannot just avoid the question of how much risk is embedded in a portfolio. Since our inception, we have
adhered to a discipline of moderating exposures in volatile periods, and it has unambiguously helped us
to protect capital. In February, we placed less weight on the VIX as a gauge of risk given its significantly
technical nature, but not so in March when the risks appeared to be more fundamentally based. We
ended the quarter closer to neutral levels of equity market exposure versus the fully invested posture we
had maintained last year.
Elevated volatility and macroeconomic risks aside, the positives for global equities have largely remained
in place: broad-based economic and earnings growth, coupled with tame inflation and reasonable market
valuations. At quarter end, P/E multiples (on estimated 2018 earnings) were 17.1x, 14.0x and 12.5x
respectively for US, non-US developed, and emerging market equities—all only modestly higher than
historical averages.
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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. This information has not been provided in any fiduciary capacity (e.g. ERISA or otherwise) and it is not intended
to be, and should not be considered as, impartial investment advice. 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. References to
specific securities and issuers are for illustrative purposes only, may or may not be currently held by the Funds’ in a direct or indirect
capacity, and are not intended to be, and should not be interpreted as, recommendations to purchase or sell such securities. 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.
“Global Equities” - MSCI AC World Daily TR Index
“Bond yield” –10 Year U.S. Government Bond Yield Index
“REIT” - NAREIT Real Estate Investment Trust Index
“U.S. Equities” - MSCI US Index
“Non-U.S. Developed Equities” - MSCI EAFE Index
“Emerging Market Equities” - MSCI Daily TR Net Emerging Markets USD Index
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