Bridgewater

Daily Observations

November 30, 2020 ©2020 Bridgewater Associates, LP
(203) 226-3030 Bob Prince

Engineering Equity Return Streams: Top-Down, Bottom-Up

The world of zero interest rates presents a number of investment challenges and in our view calls for new ways of
thinking in order to create new betas, new alphas, and new ways of constructing portfolios. Although there are no
new asset classes, there is the potential to create new beta and alpha return streams from what exists. This is
possible because macro conditions are manifest in the spending and incomes of businesses, creating the potential
to engineer new cash flow streams from collections of companies whose cash flows and pricing are fundamentally
driven by specified macro conditions. The returns of these engineered equity portfolios can be further refined by
combining them with hedges or diversifying exposures in other liquid markets, and this can be done either passively
or actively. The net result can be newly engineered return streams to create portfolios which have less risk at the
same or higher returns as traditional equity or multi-asset portfolios, without holding nominal bonds.

One way that we have applied this way of thinking is through what we refer to as stable cash flow equities. The
goal is to engineer a stable cash flow stream from equities in order to replicate some of the properties of a bond.
The process starts with identifying stable and reliable types of spending in the economy, connecting that spending
to the revenues received by the companies that offer those goods and services, and then screening for a relatively
unobstructed passage of that revenue to earnings. The selected companies are effectively used as pass-through
vehicles to earn a sliver of the cash flow stream generated by stable forms of spending in the economy. The
constituents of the portfolio rotate over time to continuously source theirincome stream from the associated types
of spending, creating a new cash flow stream that you can hold passively or manage tactically. Below is what that
cash flow stream looks like compared to the cash flow stream of the overall equity market in the US since 1963
and in other developed countries since 1990.
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" These perspectives are a product of current and ongoing Bridgewater research that is subject to change without notice and are shown for
illustrative purposes only. The “stable cash flow equities” shown here represent a dynamic equity allocation created with Bridgewater's
proprietary process for selecting companies at each point in time that are expected to have the most stable underlying earnings.
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Given the stability of this cash flow stream, the returns of the portfolio take on a more bond-like character, which
we estimate to be roughly 70% stocks and 30% bonds. The returns are less growth-sensitive, more inflation-
sensitive, and less sensitive to risk premiums and tight money than the overall equity market. Because the cash
flows are stable and reasonably predictable, price changes mostly reflect changes in market discount rates and
imply a change in expected yield rather than a change in future earnings. This makes price changes substantially
hedgeable through liquid market proxies that reflect these discount rates (e.g., short bonds, long breakeven
inflation, etc.) of the portfolio. The net effect of stabilizing the cash flows and hedging changes in the discount rates
reduces the volatility of the portfolio and reduces the impact of changes in the macro environment on returns. As
an illustration, the following charts, based on our estimates, show the degree to which changes in macro conditions
impact the overall equity market compared to how much they impact the stable cash flow equities hedged.
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Another example of this engineering process pertains to stable balance sheets. Whereas stable cash flow equities
are designed to have a stable income stream, resilient companies have balance sheets and operating characteristics
which enable them to emerge intact after periods of severe economic stress, even if they experience substantial
declines in sales and earnings. At the opposite end of this spectrum are susceptible companies that have vulnerable
balance sheets and operating characteristics, leading to permanent impairment from economic stress.

Companies are continuously assessed for their balance sheet resilience by running pro forma cash flow projections
under stress conditions and sorting them according to how well their liquidity conditions hold up. From a portfolio
standpoint, spreading one against the other isolates extreme differences in financial durability whose impact scales
as a function of the depth and duration of the stress environment. This creates a recession hedge cash flow stream
that is negatively correlated to changes in risk premiums without paying the risk premium, making it quite valuable
from a portfolio-construction standpoint.

2 These perspectives are a product of current and ongoing Bridgewater research that is subject to change without notice and are shown for
illustrative purposes only. The “stable cash flow equities” shown here represent a dynamic equity allocation created with Bridgewater's
proprietary process for selecting companies at each point in time that are expected to have the most stable underlying earnings. This analysis
of equity market and stable cash flow equities performance uses the All Weather Lens which is an analytical approach to assess the behavior
of the major drivers of asset performance and their impact on markets during any given period, based on Bridgewater's understanding of global
financial markets. Information shown is the result of analyses of actual and simulated market data. HYPOTHETICAL PERFORMANCE RESULTS
HAVE MANY INHERENT LIMITATIONS, SOME OF WHICH ARE DESCRIBED BELOW. NO REPRESENTATION IS BEING MADE THAT ANY
ACCOUNT WILL OR IS LIKELY TO ACHIEVE PROFITS OR LOSSES SIMILAR TO THOSE SHOWN. IN FACT, THERE ARE FREQUENTLY SHARP
DIFFERENCES BETWEEN HYPOTHETICAL PERFORMANCE RESULTS AND THE ACTUAL RESULTS SUBSEQUENTLY ACHIEVED BY ANY
PARTICULAR TRADING PROGRAM. ONE OF THE LIMITATIONS OF HYPOTHETICAL PERFORMANCE RESULTS IS THAT THEY ARE
GENERALLY PREPARED WITH THE BENEFIT OF HINDSIGHT. IN ADDITION, HYPOTHETICAL TRADING DOES NOT INVOLVE FINANCIAL
RISK, AND NO HYPOTHETICAL TRADING RECORD CAN COMPLETELY ACCOUNT FOR THE IMPACT OF FINANCIAL RISK IN ACTUAL
TRADING. FOR EXAMPLE, THE ABILITY TO WITHSTAND LOSSES OR TO ADHERE TO A PARTICULAR TRADING PROGRAM IN SPITE OF
TRADING LOSSES ARE MATERIAL POINTS WHICH CAN ALSO ADVERSELY AFFECT ACTUAL TRADING RESULTS. THERE ARE NUMEROUS
OTHER FACTORS RELATED TO THE MARKETS IN GENERAL OR TO THE IMPLEMENTATION OF ANY SPECIFIC TRADING PROGRAM
WHICH CANNOT BE FULLY ACCOUNTED FOR IN THE PREPARATION OF HYPOTHETICAL PERFORMANCE RESULTS AND ALL OF WHICH
CAN ADVERSELY AFFECT ACTUAL TRADING RESULTS. PAST RESULTS ARE NOT NECESSARILY INDICATIVE OF FUTURE RESULTS.
CONFIDENTIAL AND PROPRIETARY. Please review the “Important Disclosures and Other Information” located at the end of this report.
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The below illustrates a few of the financial characteristics that are isolated through this process. For susceptible
companies, stress environments often lead to a big shift in the proportionate claim of debt holders relative to equity
holders as debts rise relative to market cap. For resilient companies, the relative claims remain stable.
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Similarly, in stress periods susceptible companies are often forced to recapitalize, permanently diluting shareholders.
For resilient companies, this is more rare.
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3 These perspectives are a product of current and ongoing Bridgewater research that is subject to change without notice and are shown for
illustrative purposes only. The “susceptible” and “resilient” companies shown here represent dynamic equity allocations created with
Bridgewater's proprietary process for selecting companies at each point in time that are expected to be especially susceptible or resilient to
economic shocks.

4 These perspectives are a product of current and ongoing Bridgewater research that is subject to change without notice and are shown for
illustrative purposes only. The “susceptible” and “resilient” companies shown here represent dynamic equity allocations created with
Bridgewater's proprietary process for selecting companies at each point in time that are expected to be especially susceptible or resilient to
economic shocks.
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Similarly, resilient companies generally sustain positive yields to investors through all environments, while susceptible
companies regularly dilute or draw capital from investors during and after stress periods.

Payout Yield (Trailing 12m)

Resilient Companies

Susceptible Companies
10%
8%
6% Cash returned
4% to shareholders
2%
0%
-2%

4% | Cashdrawn
-6% | from shareholders

-8%
-10%

1970 1980 1990 2000 2010 2020 5

And, given differences in financial durability, resilient companies generally continue to invest, while susceptible
companies are forced to retrench to conserve cash.
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5 These perspectives are a product of current and ongoing Bridgewater research that is subject to change without notice and are shown for
illustrative purposes only. The “susceptible” and “resilient” companies shown here represent dynamic equity allocations created with
Bridgewater's proprietary process for selecting companies at each point in time that are expected to be especially susceptible or resilient to
economic shocks.
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In both of these applications, the cash flows associated with macroeconomic spending conditions are pushed
through companies’ income statements and balance sheets in order to engineer a new set of cash flow and financial
characteristics that meets specific parameters with respect to the macro environment. This creates new betas
which can then be held or actively managed to create new alphas. These betas can be combined and held passively,
producing reliable forms of diversification rooted in the nature of the underlying cash flows. Or they can be actively
managed based on views of macro conditions and how this will impact one in relation to another. And this can be
done without holding or trading nominal bonds.

This top-down, bottom-up engineering process can be used to produce other betas according to other specifications.
The starting point is an understanding of how economic conditions impact spending and how that spending impacts
the cash flows and balance sheets of companies, making the approach equally applicable to private and public assets.
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IMPORTANT DISCLOSURES

The Best of Bridgewater and its component Bridgewater Daily Observations are prepared by and are the property of Bridgewater Associates, LP and are
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 factors, 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 material is for informational and educational purposes only and is not
an offer to sell or the solicitation of an offer to buy the securities or other instruments mentioned. Any such offering will be made pursuant to a definitive
offering memorandum. This material does not constitute a personal recommendation or take into account the particular investment objectives, financial
situations, or needs of individual investors which are necessary considerations before making any investment decision. Investors should consider
whether any advice or recommendation in this research is suitable for their particular circumstances and, where appropriate, seek professional advice,
including legal, tax, accounting, investment or other advice.

The information provided herein is not intended to provide a sufficient basis on which to make an investment decision and investment decisions should
not be based on simulated, hypothetical or illustrative information that have inherent limitations. Unlike an actual performance record simulated or
hypothetical results do not represent actual trading or the actual costs of management and may have under or over compensated for the impact of
certain market risk factors. Bridgewater makes no representation that any account will or is likely to achieve returns similar to those shown. The price
and value of the investments referred to in this research and the income therefrom may fluctuate. Every investment involves risk and in volatile or
uncertain market conditions, significant variations in the value or return on that investment may occur. Investments in hedge funds are complex,
speculative and carry a high degree of risk, including the risk of a complete loss of an investor's entire investment. Past performance is not a guide to
future performance, future returns are not guaranteed, and a complete loss of original capital may occur. Certain transactions, including those involving
leverage, futures, options, and other derivatives, give rise to substantial risk and are not suitable for all investors. Fluctuations in exchange rates could
have material adverse effects on the value or price of, or income derived from, certain investments.

Where shown, “stable cash flow equities” represent a dynamic equity allocation created with Bridgewater's proprietary process for selecting companies
at each point in time that are expected to have the most stable underlying earnings. Such perspectives are a product of current and ongoing Bridgewater
research that is subject to change without notice and are shown for illustrative purposes only.

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 L.P., CBRE, Inc., CEIC Data Company Ltd., Consensus Economics
Inc., Corelogic, Inc., CoStar 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,
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, 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 & Associates, 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. While we consider information from external sources to be reliable, we do not assume responsibility
for its accuracy.

This information is not directed at or intended for distribution to or use by any person or entity located in any jurisdiction where such distribution,
publication, availability or use would be contrary to applicable law or regulation or which would subject Bridgewater to any registration or licensing
requirements within such jurisdiction. No part of this material may be (i) copied, photocopied or duplicated in any form by any means or (ii) redistributed
without the prior written consent of Bridgewater ® Associates, LP. By receiving or reviewing this material, you agree that this material is confidential
intellectual property of Bridgewater® Associates, LP and that you will not directly or indirectly copy, modify, recast, publish or redistribute this material
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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 more of the positions and/or securities or derivatives discussed. Those responsible for preparing this report
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