
WHERE TO SHELTER FROM THE STORM?

In our previous newsletter we focused on the case of Iceland to highlight the precarious state of unsustainable debts and deficits in many emerging as well as 
in many "developed" markets, and we emphasised that concern about rising interest rates in the U.S., Japan and across the globe could trigger a financial 
shake-out.

In the second half of May then, it appears that we have seen the first tremors of just such a shake-out. Iceland had to raise its official interest rate again by 
0.75% to 12.25%, and of course we witnessed some tremendous volatility in global markets. What is not clear to most investors yet, however, is what exactly 
to make of the recent events, what will happen going forwards, and where to shelter from the storm. Certainly there is a great deal of confusion and fear prevalent 
now, particularly the fear of rising U.S. interest rates. Should one exit the markets and go into cash, which gives the appearance of safety but the purchasing 
power of which is being eroded ever-faster by rising inflation? Or bonds, which earn a small yield and seem reasonably safe, but which are at risk of rising 
rates (and rising inflation)? What about housing, stocks, commodities? During the last month nothing really seemed safe, and even gold, traditionally the 
ultimate crisis safe-haven, fell sharply from its 730 USD per ounce high to 560 USD per ounce at the time of writing - although it should be noted that we are 
still up from the USD 530 per ounce-level at the beginning of this year. 

We know that sharp corrections in any market can be disheartening, particularly if one invested just before the correction took place. So let us step back for a 
moment from the daily noise and calmly ask the following questions: Why does the Fed raise interest rates, and what will the result of this be? Is the reason 
for rates being raised really to "cool the economy" and to "fight inflation", or is this policy in reality, just like in Iceland, simply an attempt by the Fed to 
"stem off a crisis of confidence", so as to keep foreigners attracted to buying US debt, and thereby to postpone the ultimately inevitable implosion of the US 
economy and US Dollar system for just a bit longer? Will higher rates really stop inflation or could they, in contrast, actually accelerate inflation by forcing a 
technically insolvent United States Government to print money to serve the higher interest payments on their debt (monetisation), by forcing indebted US 
corporations to either pass on their higher financing costs to consumers in the form of higher prices for goods produced or go out of business, and by forcing 
landlords, who are mostly heavily mortgaged, to pass on their higher mortgage costs to tenants in the form of higher rents? To us it appears quite obvious that 
the US economy's vulnerability to higher interest rates is underestimated by the public, and that any interest rate scenario, whether rising, flat or falling, can 
only be bearish for the USD, given the country's extraordinary USD 44 trillion debt burden. This is certainly one of the many reasons why we stick to our 
bullish outlook on precious metals and various other commodities.

YET, given the dramatic events of the past month, this is again a good time to emphasise the importance of not speculating for the short term in any market, 
taking long-term and non-leveraged positions, getting out of debt (including mortgage debt) as far as possible to reduce one's exposure to higher interest rates

(000001.SS = Shanghai Composite - China, BSESN = Bombay Stock Exchange - India, 
GSPC = S&P 500 - US, GDAXI = DAX *Germany, KS11 = Kospi *Korea)

 (Source: International Monetary Fund / Note: China, as shown in the above chart, excludes Hong Kong, Macau and Taiwan )

Mainland China edges up while the world falls

We invest in China, with a focus on value and RMB-income strategies, which 
may  include the local A Share markets, because in our view this is the best 
way to position oneself to benefit from China's economic strength and potential 
further appreciation of the RMB, which, according to International Monetary 
Fund estimates, is presently still undervalued by 420% on a Purchasing Power 
Parity (PPP) basis. 

Most people, in our view, still underestimate China's economic might and 
potential, and would be surprised to see that, when adjusted for the undervaluation 
of its currency, China's GDP has actually grown larger than those of Japan, 
Germany, UK, Taiwan and Hong Kong combined, only narrowly trailing the 
United States.

and, most importantly, it is time again to emphasize the importance of portfolio 
diversification over a variety of traditional and non-traditional asset classes. 

Next to cautious hedge funds, in which we are holding a major portion of 
our clients' assets given today's uncertain economic environment, and precious 
metals, we pointed out in April that "other asset classes we regard as 
particularly undervalued investment opportunities today are, among the 
commodities, agriculture, and among currencies the Chinese RMB." Agriculture 
is the commodity sector that we have been increasingly allocating a portion 
of client's new funds to over the past year, and in contrast to the sharp fall 
of other commodities the agricultural basket of the RICI Index actually rose 
in May. Moreover, in mainland China, which remains our first choice among 
equity markets globally due to our interest in the RMB, local share indices 
also continued to edge up during May, while most other world equity markets, 
emerging and "developed" alike, dropped sharply.
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BRIDGEWATER FORUMS - JULY 2006

Saturday 22 July 2006, 2.00pm to 3.00pm; and
Tuesday 25 July 2006, 6.30pm to 7.30pm;

Venue - Bridgewater Conference Centre
1902 Cheung Kong Center, 2 Queen's Road Central

2006 MARKETS - HALF YEARLY REVIEW 

The year to date has been a wild ride for investors, with markets racing ahead 
in the first quarter, only to come tumbling down in May.  What has happened, 
and why?  How does this affect our outlook, and what strategies have we adopted 
to preserve capital and profit from the opportunities ahead?  These questions 
and more will be answered at our July forums, which will cover our "big picture" 
outlook for the global economy and our recommendations for a wide range of 
asset classes. 

Please register your attendance by e-mailing forum@bridge-water.com, calling 
us on 2525 3639 or faxing a copy of this page, with your details below, to our 
office on 2525 3679.  All information received by us is private and confidential. 

Please register me for your July 2006 Investment Forum on (please tick):

CHOOSING A CURRENCY DENOMINATION

While determining an appropriate base currency for a portfolio has always been an important consideration, this has been a particularly hot topic for our clients 
over the last few years as the US Dollar has fallen quite dramatically against most other currencies.

We often hear requests for all of the funds in a client's  portfolio to be denominated in say, Euro, in the mistaken belief that this alone will either protect 
against or allow the client to profit from a weaker US dollar.

It is often very difficult to know whether you should gain exposure to other currencies or not. Gains can be made or losses incurred, and precisely which is 
often more luck than judgement, especially in the short term where even the 'experts' are just as often wrong as they are right.

Remember, whenever you invest in assets which are neither in your base currency or actively hedged into your base currency, you accept currency risk. Base 
currency is simply the currency you expect to be spending when drawing on your investment. Hence your Italian retirement fund will have a different base 
currency to your investment for the holiday home on the Gold Coast.

Why worry? A quick example should answer that question.

Take an investment that can fall or rise by a maximum of 10% p/a. In your base currency that means returns of between - 10% and +10% are possible.

Now introduce currency risk and assume that the investment is not in your base currency and that over any one year the currency could strengthen or weaken 
by 15% against your base currency. Suddenly the acceptable risk level of the asset becomes totally unacceptable for all but the most aggressive investor or 
low priority objective. Whilst the upside becomes 25%, the downside could see you lose one quarter of your fund in one year. Probably not something you 
would wish to see happening to the school fees fund when little Jemima is about to start her first term!

So our message is clear, identify your relevant base currency or currencies, only investing significantly outside of them when it is truly necessary to provide 
the potential to achieve the returns you are targeting. Even then, don't gamble on short term movements.

If you don't heed the above, the most carefully selected group of cautious assets can prove to be wildly volatile.
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Getting it Right

Investment Focus

This newsletter has been prepared by Bridgewater Limited for information purposes only and does not constitute an invitation to subscribe for or to purchase any of the products or services mentioned.  The 
information herein does not provide a sufficient basis on which to make an investment decision.  Any reference to potential returns does not represent and should not be interpreted as a projection or guarantee 
of future returns.  Bridgewater Limited accepts no liability for any loss arising from the use of this newsletter.
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What we stress to our clients is that unless the fund is currency hedged, 
it is not its currency denomination that is important but the denomination 
of the underlying assets.  

For example, an investor in an unhedged Japanese equity fund will 
achieve no better return by having the fund denominated in Euro rather 
than US Dollars.  Because of the denomination of the underlying stocks, 
the fund represents exposure to the Yen, and the currency in which the 
fund is purchased is irrelevant.

Assuming all else is equal, if the US Dollar fell by 10% against all 
currencies, an unhedged Japanese equity fund would show a 10% gain 
in Dollar terms due solely to the appreciation of the Yen.  Although at 
face value the US Dollar fund would appear to have outperformed the 
Euro denominated fund, in fact there is no difference.  The 10% gain 
in the US Dollar fund has been offset by the 10% fall in the Dollar itself, 
and its true performance is flat - equal to the performance of the Euro 
fund.

Closer attention should be paid to funds which are currency hedged, 
as these are designed to eliminate the effect of currency fluctuations 
on the fund's value.  In a currency hedged fund, the fund manager will 
usually use forward contracts to ensure that, for example, the Dollar, 
Euro and Yen share classes of a Japanese equity fund all produce the 
same percentage return, being the return only from the performance of 
the underlying assets, not from any currency movements.  

In a currency hedged fund, it is important to determine that the 
denomination of the fund that you are purchasing is consistent with 
your investment objectives.  In an unhedged fund however, pay attention 
to the denomination of the underlying assets rather than the denomination 
of the fund itself.


