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US Strength Tilts the Odds toward More Tightening and Asset Price Weakness

This week's economic stats show considerable strength at a time in the cycle when strength is likely to prompt
tightening, limiting the economic upside while weighing on asset prices. The ISM business surveys, our first and
most reliable read on activity through September, show businesses boosting production about as quickly as at
any point since the early '90s, and they're planning to meet this demand by expanding hiring at a comparably fast
pace. This strength is a conseguence of how stimulative conditions have been on a backward-looking basis, and
will fade to some extent as some of these supports—like the fiscal stimulus—peak and then decline.
Nevertheless, financial conditions remain supportive for households to increase borrowing and spending, and
businesses are reinforcing the expansion through strong income and investment growth. The market reaction to
Wednesday's strong stats was consistent with this strength, as US bond yields drifted 10bps higher over the
course of the day following the strong moming releases, the dollar rose, and equities were roughly flat. Looking
ahead, growth is likely to be strong enough to push unemployment past 40-year lows, and inflation is likely to
move modestly higher than the Fed's target, due in part to cyclical strength as well as other drivers like increased
tariffs. As it is, we think it is more likely than not that the Fed will react to these conditions with more tightening
than discounted, and any positive growth surprises will only tilt the odds further toward tightening.

The first chart below shows just how strong the US economy has been. The ISM survey, which provides a timely
and reliable read on the US economy, suggests growth is stronger than it's been at any point since the early '90s.
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In response to this strong demand, businesses have also been reinforcing the expansion through increased hiring
and investment, and the latest surveys suggest that they're continuing to do so. As the chart below shows,
businesses report boosting hiring more quickly than at any point since 1990,
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This strength is a consequence of how stimulative conditions have been on a backward-looking basis, and we
expect some of this strength to fade as some of these supports—like the fiscal stimulus—peak and then decline.
The chart below shows our rough estimate of the impact of the fiscal easing on growth over time. While there is
no precision to the timing shown below, we think that fiscal policy will add about 19 to GDP growth over the
course of this year (with a peak impact about now), and that this support will then gradually fade over the course
of next year. This will slow the expansion to some extent, but without other drivers isn't likely to be enough to
derail it.
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Nevertheless, as we show below, the Fed hasn't yet tightened enough either to slow growth or to push asset
prices much lower. Bond yields are at multiyear highs, but remain low in absolute terms and at levels that the
economy could withstand back in 2013. In addition, equity prices have been making new highs. This rise in
wealth has helped to mitigate the effect of higher yields on the US economy, such that overall financial conditions
are still not all that restrictive.

Given how late we are in the cycle and how strong growth remains, we'd expect to continue to see tightening
market action in response to strength. This, in turn, will create a high bar for equities, as earnings will have to
continue to run high enough to offset the higher discount rate and any effects that the tightening has on
economic activity and profits.
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The main reason we expect economic strength ta increasingly lead to tightening and asset price weakness is how
late we are in the economic cycle. Unemployment is already about as low as it's been in 40 years, and even if
growth slows a bit, it's likely to remain high enough to tighten the labor market further. (nflation has been held at
very low levels in recent years by powerful secular pressures, but as the cycle has progressed, it has also
gradually been drifting higher. It's now near the Fed's target, and it is likely to pick up further given how tight the
labor market is and the recent run-up in commodity prices and rise in tariffs. We'll get more information on the
labor market on Friday.
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The current pricing, as the chart beiow shows, is for just a little bit more tightening being sufficient to keep the
economy from overheating or financial excesses from eventually emerging. At this point, the tightening cycle is
discounted to end in about a year with rates below 3%. We think the risks are tilted toward the Fed tightening
more than discounted.

US Short Rates

— — Priced In Today
6%

5%
The Fed is only priced to raise rates
by about 50bps over the next year, A%,
with hardly any more thereafter

2%

1%

I L s - 0%
2005 2010 2005 2020

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, cbjectives 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 factors, such as
client investment restrictions, portfolio rebalancing and transactions costs, among others. Recipients should consult their own advisors, including tax
advisers, before making any investment decision. This report is not an offer to sell 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, Barclays Capital Inc., Bloomberg Finance LP., CBRE, Inc., CEIC Data Company Ltd., Consensus Economics
inc.,, Corelogic, Inc., CaStar Realty Information, Inc., CreditSights, Inc., Credit Market Analysis Ltd., Dealogic LLC, DTCC Data Repository (U.S.), LLC,
Ecoanalitica, EPFR Global, Eurasia Group Ltd, European Money Markets Institute - EMMI, Factset Research Systems, Inc., The Financial Times
Limited, Gavelal Research Ltd,, Global Financial Data, Inc., Guidepoint Global, LLC, Harvard Business Review, Haver Analytics, inc., The Investrment
Funds Institute of Canada, Intercontinertal 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 Econemic Research, Organisation
for Economic Cooperation 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 & Assaciates, Inc, State Street Bank and Trust Company, Sun
Hung Kai Financial (UK), Thomson Reuters, Tokyo Stock Exchange, United Nations, US Department of Commerce, Wood Mackenzie Limited, World
Bureau of Metal Statistics, and World Economic Forum.

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

4
Bridgewater® Daily Observations 10/4/2018



