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We noticed some of our readers had trouble opening the attachment for today's Observations, so we are resending in a
smaller file.

How the Tightening Cycle Is Reverberating Across Assets and the Economy

The global tightening cycle is proceeding gradually but is now well underway, reverberating through the global
financial and economic system with gradually mounting effects on assets and economic conditions. While most
of the tightening has come from the US, the impact has been global given the dollar's role as a funding currency.
As you'd expect, across the world the entities that are most sensitive to liquidity and interest rates are seeing the
greatest impacts. Scanning across the globe:

e Within the US, tightening is weighing on the most interest-rate-sensitive sectors, such as housing and
autos. But overall, economic conditions have remained strong, as monetary tightening is being
meaningfully offset by fiscal stimulus, with government leveraging pumping liquidity into the hands of
businesses and households. This support will abate next year, even as the monetary tightening cycle is
set to cantinue.

e Dollar liquidity has also tightened globally, and with the dollar still serving as the world’s mest important
funding currency, foreign players who are most reliant on ongoing access to dollars but unable to print
them have acutely experienced the pullback in liquidity. Adding to these chalienges, regulatory changes
since the financial crisis regarding bank funding and capital have made it a bit more expensive for banks
to send US dollars abroad. And tax pelicy changes are incentivizing businesses to repatriate capital back
into the US, removing it from the global banking system.

¢ Other central banks in the developed world are tightening more gradually than the Fed, but this
tightening is taking place in an environment of tightening global liquidity and without an offsetting fiscal
stimulation as in the US, leading to weaker spending and asset prices. In Euroland, for example, growth
has slowed moderately, and Italian spreads have widened as the ECB has gradually pulled back.
Although the ECB's withdrawal has been more modest than the Fed's tightening, there has been less
ample global liquidity to fili the gap and no fiscal stimulation to offset the impact.

e China's central bank, after tightening te bring down financial leverage and move spending toward more
sustainable sectors, is now the only major central bank that is taking steps toward easing. Past
tightenings and trade tensions are reverberating through Chinese asset markets and its economy,
although the impact on the real economy has been modest relative to the significant decline in credit, as
policy makers have been successfully targeting frothy financial lending. [t looks like policy makers have
the tools and the desire to offset this by providing more support.

Locking ahead, we expect the withdrawal of dollar liquidity to continue, as sustained strong US growth and high
levels of economic activity encourage the Fed to push ahead with tightening. We expect the dollar to continue
rallying against most developed currencies. As tightening continues to ripple through the global economy, most
bond and stock markets look vulnerable to us. US risky assets are especially vulnerable, as fiscal stimulus will peak
and then become a drag on growth in the coming months, and asset prices are likely to lead the downturn in the
economy and remain weak until an economic downturn is sufficient to lead to a slowdown in dollar tightening.
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Below, we scan the impacts of the global tightening cycle around the world, highlighting these themes. We start
with a scan of credit spreads, which are a good measure of risk premiums around the world. The effects of the
pullback in liquidity are manifesting in widening spreads across the world. The most acute impacts are being felt
outside of the US, driven by the dynamics of the US dollar as a driver of money and credit globally, as well as the
interaction of that with other more transient fiscal and tax policy levers being employed in the US this cycle.

Scan of Global Credit Spreads (Indexed to Dec 2017, Inverted)
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Aggregating asset performance across regions, while the Fed has been the epicenter of the pullback in liquidity,
the US has outperformed as the pullback in liquidity has rippled globally, as the charts below illustrate. This
outperformance of US assets has been supported by relatively stronger domestic economic conditions and cash
flows, and we expiore the drivers of this next.
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In the US, the domestic impact of Fed tightening on US growth is evident in the most rate-sensitive sectors, but is
being meaningfully offset by other factors. Most importantly, fiscal stimulus passed by Congress at the end of
2017 has put more money in the hands of households and businesses. The chart below shows our rough
estimate of the impact that fiscal stimulation has had on US growth. This offset to Fed tightening will start
unwinding in the coming months as the impacts of the fiscal package peak.
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As shown below, the Fed tightening is certainly hitting US domestic growth. Interest-rate-sensitive sectors like
autos and housing have been declining for some time. But the drag on the overall economy hasn't been that big,
both because of the offset of fiscal stimulation and because the economy's reliance on credit is still low relative
to prior cycles.

Contribution ta Real GDP Growth {Y/Y)
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As the economy has held up, this has mitigated the impact of tightening on financial assets. In the stock market,
the drag from rising discount rates lowering the present value of future cash flows as the Fed has tightened has
been offset by strong earnings.
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The impact of tax-policy-driven corporate profit repatriation is on the margin more supportive of US domestic
liquidity than of global dollar fiquidity. Tax policy changes have encouraged US corporations to repatriate the
cash they had accumulated and held offshore. US companies have amassed a significant war chest of cash held
abroad for tax purposes, roughly $1.2 trillion. This war chest effectively moved US dollar cash out of the US and
into foreign banks. Companies’ desire to repatriate this cash following recent tax reforms moved US dollar
liquidity from abroad into the US credit markets and banking system. And the new rules on capital and liquidity

enacted after the financial crisis make it marginally more expensive to move the liquidity back out of the US than
it used to be.

USA Corporate Cash Held Abroad (USD, Bln} - Est

— E 1200

I b 3

_— N
e ~3&i 1000
- © 800

i
Fas- =~ 600
e 400
_'__.;—l'
L 200
L0
2008 2010 2012 2014 2016 2018

The dollar is a global funding currency, so it is typical that when US dollar liquidity tightens, those outside of the
US who are most reliant on ongoing access to dollars through the capital markets and global banking system—
because they cannot print dollars themselves—experience the largest impacts. We've seen the same in this
cycle (e.g., Turkey). The chart and table below split the world into economies with high, medium, and low
reliance on continued access to US dollar funding. Turkey and Argentina, which have a high funding need, high
levels of debt, and low levels of reserves, have performed worst. The handful of others that are moderately
exposed (e.g., South Africa and Brazil) have underperformed as well. Across the EM, performance has been
much stronger than what we have seen in past cases of broad EM contagion because of stronger underlying
conditions, as we discussed in more depth in our August 23 Observations.
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Today: Emerging Market Susceptibility
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Other central banks in the developed world are tightening more gradually than the Fed, but this tightening is
taking place in an environment of tightening global liquidity and without the kind of offsetting fiscal stimulation
that there is in the US, leading to sorme moderation in spending and asset prices. As the charts below illustrate,
the level of US fiscal stimulus stands out relative to the fairly neutral policy stances taken by other major
developed world governments, and growth has slowed more in these economies.
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For example, in Euroland, growth has slowed moderately, and Italian spreads have widened as the ECB has
started to gradually pull back. Although the ECB's withdrawa! has been more modest than the Fed's tightening,
there was less ample global liquidity to fill the gap and no fiscal stimulation to offset the impact.
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China, after tightening to bring down financial leverage and move spending toward more sustainable sectors, is
now taking steps to mitigate the impact of prior tightenings and the risks of trade tensions. As the charts below
convey, past tightenings are leading to downward pressure on economic activity (left chart), although the decline
in growth is modest relative to the decline in credit, as policy makers have mostly been successful in targeting
frothy financial lending relative to credit for real economic activity. Additionally, Chinese markets have fallen
sharply alongside rising trade tensions. This is shown below (middle chart) utilizing our “tit-for-tat gauge,”
which shows our aggregate reading of global trade threats and actions, weighted by our assessment of the
probability of implementation and the direct impact of those measures. As trade tensions have ratcheted up, as
asset markets have come under pressure, and as growth has slowed, policy makers have begun to ease monetary
and fiscal policy. Thus far, these easing steps have been relatively small and targeted, consistent with policy
makers’ dual mandate of creating acceptable levels of growth and reducing financial risks. Rates sensitive to
easing liquidity, such as short-term financing instruments (e.g, negotiable certificates of deposits, or NCDs,
shown on the right below) and policy bank bond spreads, have compressed in response.

Real Growth ——— CHN Equity Excess Returns NCD Yield
e Tit-for-Tat Gauge (Inv)
-- Potential * 6mFwd Be 6.5%
5% , 0 6.0%
| 5.5%
125% 0% i 20
’ 40 5.0%
10.0% -5% i &0 45%
]
75%  -10% i 80 4,0%
i 35%
50%  -15% | 100 20%
b 120 g
25% -20% E 140 ;z‘:
0.0%  -25% -5 160 !
EY B Mar18  May-18 M8  Sep-18 10 5

Looking ahead, the Fed, which has been the epicenter of the global tightening, is likely to continue to pull back as
strong US conditions put the US even further along in its cycle. At the same time, tax cuts and corporate cash
repatriation are transient policy changes, and by this time next year we expect both forces to have rolled off.
Taken together, the fading impacts of these policies, combined with the iagged effects of monetary tightening,
will create ongeing ripples globally and a particularly risky situation in the US for 2019-20.

Liquidity Impact

Frem Corporafe
Repatriation

~ ¥ From Fed
' . Raoll-Down &
~ Rate Hikes

Finil | 2019

7
Bridgewater” Daily Observations 9/18/2018



Give Feedback

Bridgewater Daily Observations is prepared by and is the property of Bridgewater Associates, LP and is circulated for informational and educational
purposes only. There is no consideration given to the specific investment needs, objectives or tolerances of any of the recipients. Additionally,
Bridgewater's actual investment positions may, and often will, vary from its conclusions discussed herein based on any number of factars, such as
client investment restrictions, portfolio rebalancing and transactions costs, among others. Recipients should consult their own advisors, including tax
advisors, before making any investment decision. This report is not an offer to self or the solicitation of an offer to buy the securities or other
instruments mentioned.

Bridgewater research utilizes data and information from public, private and internal sources, including data from actual Bridgewater trades. Sources
include, the Australian Bureau of Statistics, Asset International, inc., Barclays Capital Inc., Bloomberg Finance LP., CBRE, Inc,, CEIC Data Company Ltd.,
Consensus Econornics Inc., Corelogic, Inc, CoStar Realty Information, Inc., CreditSights, Inc.,, Credit Market Analysis Ltd,, Dealogic LLC, DTCC Data
Repository (U.5.), LLC, Ecoanalitica, EPFR Global, Eurasia Group Ltd., European Maoney Markets Institute - EMMI, Factset Research Systems, Inc, The
Financial Times Limited, GaveKal Research Ltd,, Global Financial Data, Inc., Guidepoint Global, LLC, Harvard Business Review, Haver Analytics, Inc,
The Investment Funds Institute of Canada, Intercontinental Exchange (ICE), Investment Company Institute, International Energy Agency, Lombard
Street Research, Markit Economics Limited, Mergent, Inc, Metals Focus Ltd, Moody's Analytics, Inc, MSCI, Inc,, National Bureau of Economic
Research, Crganisation for Economic Ceoperation and Development, Pensions & Investments Research Center, RealtyTrac, Inc., RP Data Ltd, Rystad
Energy, Inc, S&P Global Market Intelligence Inc., Sentix Gmbh, Shanghai Wind Information Co., Ltd., Spears & Associates, Inc, State Street Bank and
Trust Company, Sun Hung Kai Financial (UK), Thornson Reuters, Tokyo Stock Exchange, United Nations, US Department of Commerce, Wood
Mackenzie Limited, World Bureau of Metal Statistics, and World Ecanemic Forum,

The views expressed herein are solely those of Bridgewater as of the date of this repert and are subject to change without notice. Bridgewater may
have a significant financial interest in one or more of the positions and/or securities or derivatives discussed. Those responsible for preparing this
report receive compensation based upon various factors, including, among other things, the quality of their work and firm revenues,

8
Bridgewater” Daily Observations 9/18/2018



