Inching Toward Equilibrium

The economy is now only moderately out of balance, with lagged effects

from prior tightening likely ahead. What is more out of balance is the
pricing of markets in relation to these conditions.
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n recent months, markets have gradually recognized the unresolved

dilemma that the Fed and other central banks face. Despite improvement,

economies remain out of equilibrium, and the path to balance is likely
to take a while. The result is generally characterized as short-term interest
rates staying “higher for longer.”

This “higher for longer” situation will persist until key conditions coalesce near their sustainable equilibriums.
Most or all of the components must come together because they interact with one another to bring about
sustainable outcomes. As we see it, an economy is in a sustainable equilibrium to the extent that all three of the
following conditions are broadly in place:

* Spending is in line with output.
*  Debts are in line with incomes.

* The risk premiums on assets relative to cash and to one another are roughly in line with their
relative risks.

We see the mechanics of these conditions working as follows:

When spending is in line with output you can have sustainable positive economic growth with sustainable
low inflation. More specifically, this occurs when nominal spending growth is in line with the growth in
the labor force and productivity (e.g., nominal growth around 4% in the US), and the levels of output and
employment are about right in relation to the level of output capacity and the size of the labor force.

When debts are in line with income you have neither the vulnerability of a debt bubble that can be popped by
a tightening of monetary policy (e.g., the 2008 financial crisis), nor a spiraling credit contraction that sends the
economy into a self-reinforcing deflationary depression (e.g., the Great Depression). This balance also applies
to the major sectors of an economy because the parts of an economy interact with one another. A smoothly
functioning economy requires them to work together in self-reinforcing unison.

When risk premiums are in line with their risks this supports the free flow of capital to support the economy.
For example, a moderately upward-sloping yield curve encourages a sustainable degree of risk-taking to
generate credit growth. And a reasonable risk premium in equities relative to bonds encourages a sustainable
flow of equity capital into productive enterprise and a lower chance of destabilizing price movements.

The short-term interest rate is a key variable in managing these conditions and is once again the central
bank’s primary policy lever (since interest rates are far enough above zero). The central bank pulls the lever in
order to steer the economy toward equilibrium. This is challenging when you start from a major disequilibrium
because policy actions affect changes in spending, output, and inflation with significant lags (the process can
take years), and in the meantime markets are responding to central bank actions and having their own impact
on the path of the economy. So, a lot of judgment and guesswork is required. “Data-dependent” decision
making is an over-simplification because data about the future does not yet exist.

Currently in the US, economic conditions and interest rate pricing have moved toward equilibrium over the
last few months but are not there yet. Since the level of growth is about average while labor markets are strong,
the economy is not currently calling for a cut in interest rates, and at the same time the level of inflation is still
higher than desired. A rise in interest rates is now happening on the long end, drawn higher by the need for
an acceptable risk premium relative to the current level of T-bill rates in order to clear high levels of supply.
This is likely to be sustained until conditions call for a change. And equity market pricing looks further out of
equilibrium, as valuations remain high even with substantially higher long-term interest rates.

This struggle to achieve a balance of conditions has been going on for four years now and probably has a
couple of years left to run given the normal linkages (assuming good policy decisions and no more shock events).
In 2019, economies were near equilibrium after a decade of deleveraging and balance sheet restructuring
from the prior excesses. Then the pandemic caused a big down, followed by a big reflation, which caused an
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overshoot, then tightening, which produced a big down, leading to where we are now. Taking stock of where
we are now, the above conditions have not been met. There has been steady progress, including the rise in
bond yields and the decline in stock prices over the past three months, which have felt bad, but are actually
movements toward equilibrium.

To illustrate current conditions, the path that we’re on, and the interaction of the parts, we will walk through a
few high-level charts. We’ve scaled them all to common terms, so that the degree of imbalance in one condition
can be seen in relation to the others. Here we are only showing the US, but each economy has its own story.
Europe and the UK have a lot in common with the US. China is out of balance on the downside (weak growth,
low inflation). And Japan is in the ballpark of a sustainable equilibrium.

We start with the level of inflation, which is the primary imbalance. Inflation has fallen but remains materially
above the target. It is moving in the right direction and approaching the upper end of an acceptable range
but is not there yet—and shows signs of leveling out given the persistence of higher-than-equilibrium wage
growth. The chart on the left zooms in to recent trends, and the chart on the right puts current conditions in
the context of a longer history.

Inflation Relative to Target

Percentile ---- Equilibrium Range
Significant progress - 1.00 ...though still slightly ~ 1.00
made in reducing out of equilibrium
inflation...
~ 0.75 + 0.75
~ 0.50 + 0.50
- 0.25 - 0.25
0.00 \ \ 0.00

\ \ \ \ \
2018 2020 2022 2024 2000 2010 2020
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Real growth remains around target. Below, we show our coincident read on the underlying rate of real growth,
which is less sensitive to the volatility in quarterly GDP reporting. Leading measures suggest weakness ahead,

but given the resilience of the economy to tightening so far, that won’t carry much weight in the policy-making
decision process today.

Growth Relative to Potential

Percentile ---- Equilibrium Range
Very steady recently - 1.00 In line with ~ 1.00
equilibrium levels
~ 0.75 + 0.75
~ 0.50 + 0.50
- 0.25 - 0.25
\ 0.00 \ 0.00

\ \ \ \ \
2018 2020 2022 2024 2000 2010 2020

At this time when inflation is higher than desired and growth is about right, the level of unemployment remains
low. The combination of low unemployment and positive growth is creating a supply/demand condition for
labor, which is slowing the rate at which wages and inflation can fall. That said, unemployment has ticked up
a bit in recent months, due mainly to an increase in labor market participation, amid broader signs of easing

in the labor market—in particular, job openings falling and wage growth easing slightly. All of this represents
small moves toward equilibrium.

Unemployment Rate (vs Trend)

Percentile - --- Equilibrium Range
Very modest uptick - 1.00 - 1.00
recently amid other
indicators of an
easing labor market... | 0.75 L 075
- 0.50 ~ 0.50
- 0.25 - 0.25
0.00 < | | ...but still ext‘remely low 0.00
2000 2010 2020
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Nominal spending is way down from highs in response to the tightening—down from 10% nominal growth
a year ago—but the current level of nominal spending growth remains too high, and the most recent GDP
reporting (consistent with timely stats) shows a recent leg up.

Nominal Spending vs Productivity and Population Growth

Percentile ---- Equilibrium Range
Significant progress - 1.00 ~ 1.00
made, but shows Still outside of
signs of stalling out equilibrium range
~ 0.75 + 0.75
~ 0.50 + 0.50
- 0.25 - 0.25
\ 0.00 0.00

\ \ \ \ 1 \
2018 2020 2022 2024 2000 2010 2020

Netting the balance of current economic conditions, nominal spending is too high relative to output, output is
too high relative to capacity, inflation is higher than desired, and real growth is about right. The economy is
now only moderately out of balance, with lagged effects from prior tightening likely ahead. The right policy
response to these conditions is to hold short-term interest rates roughly where they are, or possibly raise them
a bit more if the economy doesn’t weaken—i.e., “higher for longer” than what markets have been discounting,.
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What Is More Out of Balance Is the Pricing of Markets in
Relation to These Conditions

Bond yields remain well below cash rates at a time when there is really no pressure to lower short-term interest
rates given current conditions. This inversion of the yield curve has been helped along by the combination of
the Fed raising short-term interest rates while liquidity has remained plentiful on the long end of the yield
curve due to the Treasury funding the deficit with T-bills, which in turn were financed by a substantial residual
of excess liquidity from prior QE.

Again, the recent rise in bond yields has been a move toward equilibrium, helped along by increased supply on
the long end of the yield curve. And if conditions weaken and short-term rates ease in line with what is priced
in, long-duration yields look much more attractively priced.

Bond Yield vs Cash Rate

Percentile ---- Equilibrium Range
- 1.00 ~ 1.00
~ 0.75 L 0.75
- 0.50 - 0.50
- 0.25 ~ 0.25
Progress over the A ) )
past few months Remains outside of 1
equilibrium range
I I OOO T OOO

I I I I
2018 2020 2022 2000 2010 2020
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Within the interest rate structure, there is now a fairly attractive risk premium on inflation-indexed bonds (i.e.,
the real yield) relative to the market’s discounting of the future real yield of cash (the discount rate). This reflects
that long-term inflation expectations remain anchored at the Fed’s target such that rising nominal rates have
resulted in reasonably high levels of real yields and an upward-sloping real yield curve, relative to discounted
future real short-term interest rates. Again, the recent rise in real yields has been a move toward equilibrium.

10-Year Real Yield vs Real Forward Cash Yield

Percentile ---- Equilibrium Range
Real yield curve is more - 1.00 Above historical + 1.00
normally sloped averages
r 0.75 + 0.75
~ 0.50 + 0.50
- 0.25 - 0.25
0.00 0.00

\ \ \ \ \ \ \
2018 2020 2022 2024 2000 2010 2020

The above risk premium calculation is based on long-term real yields relative to the market’s discounting of
real short-term interest rates a few years from now, which are priced to decline from current levels. Current
imbalances, as described above, are inconsistent with such a decline, and easing in line with what’s discounted
would require more material economic weakness. Again, the recent rise in forward cash yields has been a
movement toward equilibrium.

2-Year Discounted Tightening/Easing

Percentile - --- Equilibrium Range
Recent steepening of the - 1.00 + 1.00
forward curve has moved
pricing more in line with
conditions
~ 0.75 + 0.75
~ 0.50 ~ 0.50
- 0.25 - 0.25
Although pricing still reflects
expectations of the need to ease
I 0.00 I 0.00

\ \ \ \ \
2018 2020 2022 2024 2000 2010 2020

© 2023 Bridgewater Associates, LP 6



Markets continue to discount a future level of inflation near target, which is below current inflation rates. This
is not unreasonable because the Fed does have the ability to finish the job and, at some point in the future, to
bring the inflation rate to the target, even if it takes a while to achieve that along with the other requirements
for a sustainable equilibrium. The main risk to breakevens is a change in the Fed’s willingness to do whatever
it takes to achieve the goal (i.e., a willingness to tolerate sustained above-target inflation in the context of other
economic conditions), a risk that would be most acute at the time of a turnover in the Fed chair (Powell’s term
is up in 2026).

BEI vs Current Inflation

Percentile - --- Equilibrium Range
Inflation pricing isnow [~ 1.00 - 1.00
more in line with—
though still a bit below—
actual conditions
~ 0.75 + 0.75
~ 0.50 - 0.50
- 0.25 - 0.25
\ 0.00 \ 0.00

\ \ \ \ \
2018 2020 2022 2024 2000 2010 2020

Note: BEI below 0.5 meants it is below actual inflation.

Since this tightening cycle began, there has been a persistent outperformance of equities relative to bonds,
which has compressed the risk premium on equities relative to bonds. Like the yield curve inversion, this
contraction in risk premiums was supported by the residual excess liquidity produced by QE, and the lack
of long-duration Treasury supply freeing up that liquidity to flow into the equity market. Below, we show
an estimate of the current equity forward earnings yield, relative to the level required to earn a normal risk
premium over bonds if earnings grow in line with the overall economy. Recently, equity yields have changed
little as bond yields have risen significantly, such that equity pricing has moved further from equilibrium. The
last time we were here was 2000, which was followed by a decade of poor equity returns.

Earnings Yield vs Level Required to Earn Normal Risk Premium over Bonds

Percentile ---- Equilibrium Range
~ 1.00 ~ 1.00
- 0.75 - 0.75
~ 0.50 - 0.50
- 0.25 - 0.25
\ \ \ \ 0.00 I \ 0.00
2018 2020 2022 2024 1980 2000 2020
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