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TAKING STOCK OF OUR 2018 OUTLOOK

Dear Clients,

As many of you know, we do not typically release a midyear update of our
annual Outlook. This year, however, we are deviating from the norm. Since we
published our 2018 Outlook report, (Un)Steady as She Goes, the tug-of-war
between the steady factors supporting the financial markets and the unsteady
undertow threatening to undermine them has continued unabated. When market
participants focus on the steady factors, such as growth in world economies and
corporate earnings, the equity markets appreciate; when investors’ focus shifts
to the unsteady undertow, such as global geopolitical tensions and increasing
populism, volatility rises and equity markets depreciate.

The US equity market, as measured by the S&P 500, has returned 5.9%
through July 20. At first look, it appears that our 2018 forecast of a 7% expected
return for US equities may well be on track. However, this total return masks a
high level of market volatility. On February 6, volatility as measured by the VIX
index reached a 2018 intraday peak of 50, a level that has been exceeded only
1% of the time since the inception of the VIX in 1990.

This heightened volatility has been evident in the large daily and weekly
swings in equity markets. After rallying by as much as 8% in the first three
weeks of 2018, the S&P 500 declined nearly 12% between January 26 and
February 9. About a month later, the market registered another decline of about
9% —albeit after rising nearly 11%.

Heightened volatility has also been evident in the total returns of countries and
sectors in the cross-hairs of the “trade war” rhetoric. Chinese large-capitalization
A-share stocks, as measured by the CSI 300 Index, have declined 11.8% this
year, while US auto stocks have underperformed the S&P 500 by 12.5% in 2018.

These spikes in volatility and large swings in equity markets in the presence
of worrisome geopolitical headwinds have prompted clients to ask whether our
tactical recommendation to stay fully invested in equities at their customized
strategic allocation is still valid. We believe that our recommendation to stay
fully invested does remain valid and has been so since November 2013, when we
entered the ninth decile of US equity valuations.
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Similarly, the current state of domestic political discourse in the US and
questions about the strength of the nation’s institutions have prompted some
clients to question our view of US preeminence. We believe that this view is
still accurate—tweets notwithstanding. In turn, we continue to recommend
that clients’ strategic allocations reflect an overweight to US equities and
an underweight to developed and emerging market equities relative to their
respective market capitalizations.

In this brief midyear Outlook, we take stock of the steady factors and
the unsteady undertow and review the pertinent information driving our
recommendations above.

We wish you a restful rest of summer.

The Investment Strategy Group

The tug-of-war between the steady factors and the unsteady undertow persists.
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Overview

In our 2018 Outlook, we discussed six steady
factors supporting the outlook:

* Economic Growth

¢ Equity Markets

¢ Strong, Relatively Steady and Broad-Based
Earnings Growth

® Regime Shift in Inflation Volatility

* Low Probability of Recession

e Disdain for This Rally

We also highlighted six unsteady factors threatening
the outlook:

¢ Domestic Politics

Rise of Populism
e Terrorism

Increasing Threat of Cyberattacks

Rising Geopolitical Tensions

Bitcoin and the Unsteady Cryptocurrency Mania

While data on the global economy and financial
markets continues to point to a “steady as she

goes” outlook, the increase in geopolitical tensions
between the US and China, the rise of radical
populist parties in countries such as Italy and
Mexico, and deteriorating geopolitics in the Middle
East, where a third of the world’s oil is produced,
have contributed to an increase in market volatility,
weak returns in certain equity and currency markets,
and heightened unease among investors. Against
this backdrop, assets have continued to flow out of
US equities and into bonds, reflecting the persistent
disdain for the US equity rally. This year has also
seen inflows into developed and emerging market
equities—surprising given the uncertain impact of
the election results in Italy and Mexico, depreciating

emerging market currencies, and declining
developed and emerging market equities.

News of the unsteady factors will dominate the
airwaves for the foreseeable future. However, we
believe that, at this time, we can invest client assets
only on the basis of fundamental long-term drivers
of equity markets embodied by the steady factors.
The undertow is unpredictable, changing direction
rapidly. It was only 11 months ago, in August 2017,
that President Donald Trump responded to North
Korea’s threats by saying “they will be met with

»1

fire and fury like the world has never seen”! and
a prominent geopolitical expert with an extensive
military background assigned a probability of 50%
to a military conflict with North Korea.? Today,
the likelihood of a military conflict with North
Korea has significantly receded—to “near-zero,”
according to the Eurasia Group.’ Had we reduced
equity exposure in August 2017 in response to the
very unsteady headlines of the time, we would have
missed 15.3% of US equity returns. We instead
chose to focus on the fundamental long-term drivers
of economic growth and equity earnings as a guide
to remaining invested.

Of course, there may well be a time when
the unsteady undertow becomes too strong and
overwhelms the steady factors, or when the steady
factors point to a less attractive outlook. But
halfway through 2018, we do not think that time
has yet arrived. In fact, there has been improvement
in many of the steady factors. Let’s examine those.

Taking Stock of the Steady Factors

We begin with a review of the changes to our

growth outlook and the continued low probability

of recession. We include an update on our view of

muted inflation, limited further increases in interest
rates and improving equity market

Data on the global economy and

financial markets continues to point to

a “steady as she goes” outlook.

valuations. We then turn to the steady
and broad-based growth in earnings that
underpins this bull market, particularly in
the US. Finally, in response to some client
concerns about the level of credit growth
in the US, we conclude our review of the
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Exhibit 1: ISG 2018 Developed Market Growth Forecasts
We have raised our forecast for the US, but we expect slower growth in the UK and Japan this year.
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Exhibit 2: ISG 2018 Emerging Market Growth Forecasts
We expect faster growth in China and India but weaker recoveries in Brazil and Russia.
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steady factors with an assessment of the extent
of growth in government debt and corporate and
consumer credit.

Global Economic Growth

As with our 2018 Outlook, we focus on key
developed and emerging market countries but place
a greater emphasis on the US because it has the
largest share of global GDP (24%, at $19 trillion)
and the largest share of global equities (54%, at $25
trillion). Further, with its large and widening current

account deficit (at $466 billion), the US is a driver of
growth elsewhere in the world and, therefore, has a
greater impact on financial markets. In addition, the
Investment Strategy Group has consistently had a
strategic overweight to US assets.

As shown in Exhibits 1 and 2, we have raised
our 2018 growth forecasts for the two largest
economies in the world: the midpoint of our US
growth rate forecast was raised by 0.2 percentage
point (pp) to 2.8%, and the midpoint of our China
forecast increased by 0.3 pp to 6.8%. Japan and
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Exhibit 3: US Wage Payroll Growth
Robust employment and wage growth are supportive of
private consumption.
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Exhibit 4: US Business Investment
Lower taxes and high profit margins have boosted business
investment.
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Brazil were revised down the most, followed by
drops in the UK and Russia. Netting out these
revisions, our 2018 global growth forecast remains
unchanged at 3.4%.

The new figure implies that the US economy will
grow 0.5 pp faster than it did in 2017. Furthermore,
with positive second-quarter GDP growth—Tlikely
near 4%—this continuing expansion is now in its
10th year, officially becoming the second-longest
expansion in the post-WWII period.

Importantly, US growth has been broad-
based without any evidence of major economic
imbalances. While some of the faster growth this
year is attributable to the Tax Cuts and Jobs Act
of 2017, our midyear upward revision is partially
attributable to the boost from the Bipartisan
Budget Act and the Consolidated Appropriations
Act of 2018, and other increases to spending caps
that total $668 billion over 10 years, of which
more than $300 billion will be spent in 2018
and 2019.

Robust employment and wage growth has led
to steady aggregate payroll income growth of about
5% (see Exhibit 3), which in turn has supported
private consumption. Business investment has also
continued a steady climb at 6.8% year-over-year
growth (see Exhibit 4), supported by the corporate
tax cuts and strong profit margins.

In other developed economies:

* Eurozone: The 2.4% midpoint of our growth
forecast remains unchanged, but rising trade
tensions and the populist election results in Italy
have meaningfully reduced the probability of
any upside, in our view.

¢ Japan: We have lowered our forecast of Japan’s
GDP growth significantly, from 1.6% to 1.0%,
as a result of very weak first-quarter growth
(-0.6%), which has been attributed to inclement
weather and the timing of the Chinese Lunar
New Year. (Exports to China tend to decrease
during the New Year, and because the holidays
this year began in mid-February, which was later
than in 2017, this had an outsized effect on first-
quarter growth in Japan.) Leading indicators
point to a rebound in the economy; however,
the slowdown in credit growth suggests that the
business cycle in Japan may be peaking.

¢ United Kingdom: We have marginally lowered
our UK growth forecast due to a soft first
quarter which, like growth in Japan, may have
been due to inclement weather. Headwinds
such as rising oil prices and British pound
appreciation are partially offset by the lower
probability of a hard Brexit. In fact, the
pendulum has swung toward a soft Brexit and
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occasional whispers of “no Brexit.” However,
there also remains significant uncertainty
with respect to the stability of the current UK
government and the direction of the Brexit
negotiations.

In emerging markets:

® We have revised our aggregate growth forecast
higher by 0.2 pp. This revision was driven
by an increase in China and India to 6.8%
and 7.8%, respectively, but partially offset by
downward revisions in Brazil to 1.5% and in
Russia to 1.8%.

® Monetary policy remains accommodative across
the key countries, and the inflation outlook
is benign.

* Some emerging market currencies, such as
the Mexican peso, Brazilian real, Turkish
lira and Russian ruble, have continued to
depreciate—by as much as 23%. While
currency depreciation improves the export
competitiveness of these countries, it also
increases the risk of inflation, raises the cost of
imports, burdens governments and companies
with a higher cost of servicing their external
debt, and often leads to capital outflows.

¢ Country-specific dislocations such as those in
Venezuela and Argentina have affected other
countries in the region and, in the case of
Venezuela, even impacted the tightness of the
oil market.

e US trade wars with China and Mexico
(discussed below in the review of the unsteady
undertow) have raised economic policy
uncertainty with unknowable outcomes.

e While the pace of credit growth
has slowed, there remain significant

Our short- and long-term concerns about most
emerging market countries remain unchanged,
reinforcing our view that it is best to maintain only
a small strategic allocation to emerging markets.

Low Probability of Recession in the US

Such a generally favorable economic growth
backdrop and the high level of the Goldman
Sachs Global Investment Research (GIR) current
activity indicators imply that the likelihood of a
US recession in 2018 is close to zero. Over the
next 12 months, through mid-2019, we believe the
probability of a recession remains at about 10%,
based on the Investment Strategy Group recession
risk models.* This level is unchanged from our
estimate at the beginning of 2018.

While the risk of recession remains unchanged,
the underlying drivers have shifted. Favorable
financial conditions, rising building permit trends
and increases in the Conference Board Leading
Economic Index, as shown in Exhibits 5, 6 and 7,
respectively, suggest a reduced risk of recession.

However, this reduction has been offset by
cyclical factors, such as a very strong labor market
and improving wages, that reduce slack in the
economy. As shown in Exhibit 8, the unemployment
rate for May—at 3.75%—was at the lowest level
seen since December 1969. This rate has since
moved to 4.0% due to an increase in labor force
participation.

Exhibit 9 shows how real disposable income has
risen steadily across all quintiles of income earners,
including the lowest quintile. While a strong labor
market and improving wages are good for the
economy in the short term, they also increase the
prospects of higher inflation and a faster pace of

imbalances in China. Debt/GDP
remains high at about 280%, and

the rebalancing of the economy

is progressing very slowly, with
investment still a larger share of

GDP than consumption. China’s
domestically driven risks, however, are
not of any immediate concern.

The likelihood of a US recession in
2018 is close to zero. Over the next 12
months, through mid-2019, we believe
the probability of a recession remains
at about 10%.

Taking Stock of Our 2018 Outlook ‘ Investment Strategy Group



Exhibit 5: US Financial Conditions Index
Despite modest recent tightening, financial conditions
remain easy.
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Exhibit 6: US Single-Family Building Permits
Continued growth in permits suggests low odds of a
recession.
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Exhibit 7: Conference Board Leading Economic
Index (LEI)

The annual change in the LEl was negative prior to the onset
of the last 7 recessions.
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Exhibit 8: US Unemployment Rate
Unemployment near 5-decade lows points to reduced slack
in the US economy.

Unemployment Rate (%)
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Data through June 2018.
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interest rate hikes by the Federal Reserve—which in
turn increase the odds of a recession.

The Flattening Yield Curve Does Not Signify an
Imminent Recession

A frequently asked question is whether the
flattening Treasury yield curve, driven by continuing
Federal Reserve interest rate hikes, is foretelling

a recession. Federal fund rate increases have not
always derailed economic expansions in the past:

of the 14 tightening cycles in the US since WWII,
nine led to recession and five did not. However,
while a tightening cycle may not foretell a recession,
the difference in the yield levels between one- and
10-year Treasuries (known as the spread) has been
a harbinger of recessions when it is near zero or

8 ‘ Goldman Sachs ‘ JULY 2018



Exhibit 9: Real Disposable Income Across US
Income Quintiles

Disposable income has risen steadily across all quintiles of
income earners.
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Data as of 2016, ISG estimates for 2017-18.
Source: Investment Strategy Group, U.S. Census Bureau, Empirical Research Partners.

Exhibit 10: 1-10 Year US Treasury Yield Spread
We do not believe that the flattening yield curve is
foretelling a recession.
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Source: Investment Strategy Group, Haver.

negative, as shown in Exhibit 10. That difference
now stands at 0.58%. This level is far from near
zero or negative, especially in a low inflation regime.
Two studies, one by the Federal Reserve Bank
of New York® and another by the Federal Reserve
Board of Governors,® suggest that the declining
risk premium for taking maturity risk in the bond
market (which could be due to declining inflation
expectations, low volatility of inflation, and demand
for long-maturity assets by US pension plans and
insurance companies) probably reduces the absolute
level at which the yield curve spread signals an
imminent recession. A more recent Federal Reserve
Board study, “(Don’t Fear) The Yield Curve,””
provides an alternative measure based on forward
rates implied by the yield curve; this measure,
which the authors call “near-term forward spread,”
eliminates the impact of the declining risk premium.
This spread currently stands at about 80 basis points
and puts the probability of a recession one year from

now at 15-20%. Most importantly, once this curve
inverts, the stock market typically peaks about one
year later.

Other Federal Reserve studies that look at the
yield curve and other financial indicators assess the
recession probability as between zero and 30%.

Continued Low Inflation and Low Volatility
of Inflation
The outlook on inflation is critical to our
probability of recession as well as to our view
of equity valuations. First, if inflation were to
meaningfully rise, the pace of interest rate hikes
by central banks would pick up, which would, in
turn, increase the likelihood of recession. Recall
that Federal Reserve tightening of monetary policy
led to nine of the 11 post-WWII recessions in the
US. Second, as we discuss below, if inflation were
to shift outside today’s regime of low and stable
inflation (see Exhibit 11), current valuations would
become a concern.

Inflation has remained low and

The outlook on inflation is critical to
our probability of recession as well as

to our view of equity valuations.

relatively stable in key developed and
emerging market countries. As shown
in Exhibit 12, core inflation in the
Group of Seven (G-7: Canada, France,
Germany, Italy, Japan, UK, and US) has

Taking Stock of Our 2018 Outlook ‘ Investment Strategy Group
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Exhibit 11: US Inflation Regimes

We have been in a regime of low inflation and low inflation volatility since April 1996.
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Exhibit 12: G-7 Core Inflation
Developed market core inflation has remained in a tight
range since 2014.
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Exhibit 13: Emerging Market Headline Inflation
Inflation in developing countries has been steadily declining
since 2011.
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Note: Showing the three-month moving average of headline inflation.
Source: Investment Strategy Group, Haver.

remained in a tight range since 2014 and currently
stands at 1.7%.

In emerging markets, headline inflation has been
steadily declining since 2011 and currently stands
at 3.5% (see Exhibit 13). In China, the second-
largest economy in the world and the largest among
emerging markets, headline inflation is even lower,
at 1.9%. We use headline inflation because it is

the measure that is targeted by the central banks
of many emerging market countries, and food
tends to be a much larger component of household
expenditures in these countries.

Core inflation in the US (excluding the more
volatile food and energy components) has stayed
in a similarly tight range since 2014, and currently
stands at 2.3%. The preferred Federal Reserve Board

10 ‘ Goldman Sachs ‘ JULY 2018



Exhibit 14: US Unemployment Rate and

Wage Growth

The Phillips curve has been relatively flat since the global
financial crisis.
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Source: Investment Strategy Group, Haver, Datastream.

Exhibit 15: US Annual Share Buyback Activity
Buyback authorizations and executions are on track to hit a
record in 2018.
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Source: Investment Strategy Group, Goldman Sachs Corporate Buyback Trading Desk.
* Goldman Sachs Corporate Buyback Trading Desk projection.

metric, the deflator of core Personal Consumption
Expenditures, stands at 2.0%. We expect core
inflation to rise to 2.5% in the US by year-end as
continued labor market improvement increases wage
growth, health-care inflation normalizes from recent
policy-induced declines and recent energy price
increases feed through to overall inflation.

We expect US inflation to remain at subdued
levels despite declining unemployment rates and
the increase in oil prices. While we expect the
unemployment rate to decline further, we do not see
any evidence of significant upward wage pressures
at this time. As shown in Exhibit 14, the Phillips
curve—the relationship between wage growth and
the unemployment rate—has been relatively flat
since the global financial crisis of 2008-09.

With respect to the impact of changes in oil
prices on inflation, our colleagues in GIR estimate
that a sustained 10% rise in oil prices increases
headline CPI by about 0.2% and core inflation by a
negligible 0.04% within a year.® Thus, as a result of
oil price rises since the trough levels in early 2016,
we expect US core inflation to increase by 0.1-0.2%
by early 2019.

With little threat of rapidly rising inflation, we
think the Federal Reserve is likely to hike interest

rates one more time this year, for a total of three
hikes. If growth or inflation surprise to the upside, a
fourth hike is possible. We expect 10-year Treasury
yields to range between 2.75% and 3.25%, which is
marginally higher than our prior forecast.

Broad-Based Earnings Growth
The favorable economic backdrop, fiscal stimulus,
easy monetary policy, higher oil prices and muted
inflation provided a significant boost to corporate
earnings across the globe in the first quarter of 2018.
Earnings exceeded expectations in the US,
Europe and Japan, and matched expectations in
emerging market countries.

In the US, S&P 500 earnings grew by 25%. About
13 pp of the earnings growth was attributable

to tax cuts. More importantly, 12 pp was due to
sales growth of 8.5% and to improving corporate
margins that are at their highest levels in over a
year. Earnings grew across all sectors in the US,
with the energy sector posting a 96% increase,
albeit from depressed levels, followed by materials
and information technology at 44% and 34 %,
respectively. Our earnings growth estimate for 2018
remains unchanged at 16%.

Taking Stock of Our 2018 Outlook ‘ Investment Strategy Group 1



Exhibit 16: Full-Year 2018 Earnings

Growth Forecast

S&P 500 earnings growth should be strong even excluding
the FANGMAN stocks.
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Source: Investment Strategy Group, Factset.
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Past performance is no guarantee of future results

Exhibit 17: Share of S&P 500 Return Contributed
by Top 10 Performing Stocks

The top 10 performers always represent a disproportionate
share of S&P 500 gains when returns are low.
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Source: Investment Strategy Group, Factset.

Such robust earnings from tax cuts and standard
business operations supplemented by repatriated
profits have prompted US companies to authorize
and execute record levels of stock repurchases in the
first quarter of 2018. As shown in Exhibit 15, the
Goldman Sachs Corporate Buyback Trading Desk
projects $900 billion of buyback authorizations and
$800 billion of executed buybacks in 2018, both of
which would be all-time records.

We should also note that, contrary to popular
belief, high-profile technology stocks are not the sole
drivers of S&P 500 earnings growth. The popular
grouping of FAANGs has now been replaced by
FANGMAN: Facebook, Apple, Netflix, Google,
Microsoft, Amazon and Nvidia. As shown in Exhibit
16, these stocks are forecast to grow 2018 earnings
by 21.7%, compared to the S&P 500 earnings
growth of 19.8%. Excluding the FANGMAN basket,
the S&P 500 earnings growth is forecast to be only
marginally lower, at 19.6%. While FANGMAN
stocks represent about 17% of S&P 500 market

capitalization, they account for only 10% of earnings.

In sharp contrast to last year, FANGMAN
stocks do account for a disproportionate share of
this year’s market gains. However, we think this

disproportionate share primarily reflects a small
denominator in the ratio. As mentioned earlier, the
S&P 500 has returned 5.9% in 2018. As shown

in Exhibit 17, when returns are low, the top 10
stocks always represent a disproportionate share of
S&P 500 returns. Such is the case now. Excluding
FANGMAN stocks, the S&P 500 returned 2.4% in
the same period. However, such a low return should
not be confused with declining market breadth,
which would be a bearish technical signal. In fact,
the S&P 500’ cumulative Advance-Decline Line has
continued to make new all-time highs—exactly the
opposite of the narrowing breadth that is typically
seen at market peaks.

In Europe, earnings grew by 9%, exceeding
consensus expectations of 6%. Earnings growth was
broad-based across sectors, with energy expanding
by 31%, followed by information technology

at 21% and materials at 17%. Only one sector,
utilities, posted a decline in earnings. Our earnings
growth forecast for 2018 remains unchanged at
8%, but recent political instability in Italy and
decelerating growth in the UK increase the risk of
slower growth in earnings.

12 ‘ Goldman Sachs ‘ JULY 2018



Exhibit 18: S&P 500 Valuation Multiples

US equities look less expensive in the context of the current inflation regime.
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In Japan, earnings grew by 12%, marginally
exceeding consensus expectations. Similar to the
situation in Europe, earnings growth was broad-
based across sectors, with the telecommunications
sector growing earnings by 29%. Only the materials
sector posted a decline. Our 2018 earnings growth
forecast of 6% remains unchanged.

Of note, Japanese companies continued to
improve profit margins, which stood at 6.1% in the
first quarter of 2018. From the meager 1-2% levels
of the 1980s and 1990s, margins have risen steadily
after the global financial crisis. A combination
of cyclical and structural factors has driven this
increase, including supportive domestic economic
growth, slower growth in wages relative to sales, a
reduction in Japan’s corporate tax rate and a move
by some large-capitalization Japanese companies to
international accounting standards.

In emerging markets, earnings grew by 12%,

in line with expectations. However, the growth

was concentrated in the energy, materials and
information technology sectors at 27%, 17% and
27%, respectively. Consumer discretionary earnings
were hit by Hyundai and Kia’s falling sales in China,
a result of geopolitical tensions between South
Korea and China due to the deployment of the

US Army’s Terminal High-Altitude Area Defense
(THAAD) system in South Korea. Utilities also

posted a significant decline in earnings owing to

the higher energy costs. Despite the weakness in
these two sectors, we have raised our 2018 earnings
growth forecast to 11% due to higher commodity
prices this year and the base effect of lower
earnings in 2017.

Implications for Equity Markets

While earnings have grown at a steady pace and
mostly exceeded expectations in the first quarter

of 2018, skeptics have seen the glass as half empty
and warn of peak earnings. We agree that the pace
of earnings growth is likely to slow, but that is

not the same as stating that earnings have peaked
and, by implication, so have equity markets. We
maintain our 16% earnings growth forecast for the
US in 2018 and estimate a 7% earnings growth rate
for 2019. As a result of such earnings growth, we
expect the level of earnings per share to rise, albeit
at a slower pace. Even with our base case of some
multiple contraction this year and next, we expect
US equities to provide a total return of about 7% in
2018 and about 5% in 2019. There are three factors
supporting this view:

1. Equities have traded at higher multiples in
periods of low and stable inflation. In Exhibit
18, we provide an update comparing current
market valuations to those of periods of low
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Exhibit 19: Odds of Various S&P 500 One-Year

Tot

The likelihood of positive US equity returns is high when the

al Returns During US Economic Expansions

economy is growing.
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Source: Investment Strategy Group, Bloomberg.

and stable inflation. While current valuations
may seem high when compared to long-term
medians, they are substantially less so when
compared to the median levels seen since April
1996, when the US entered a period of low

and stable inflation. Across the six metrics,

US equities are about 13% overvalued when
factoring in the current inflation regime. We are
not making a case that equities are cheap; we
are simply stating that they are not as expensive
as they appear when valued in the context of
low and stable inflation and therefore we do not
recommend an underweight at this time.

While Treasury yields have increased and are
close to the midpoint of our 2018 range of 3%,

we do not believe that they have increased to a
level that will derail this bull market. Historically,
10-year Treasury yields have averaged about 5%
before negatively impacting equities. Currently,
the strong economic environment is boosting
earnings sufficiently to offset the impact of
higher interest rates. Moreover, about 90% of
S&P 500 debt is fixed and only 10% matures
each year. Thus, it will take a number of years of
higher interest rates before the aggregate interest
expense of US companies meaningfully increases.
We believe that in the current economic and
inflation environment, interest rates closer to 4%
may become a limiting factor, but at this point
we are far from that level.

3. Ongoing economic growth has overwhelmingly
favored positive equity returns in the past, with
high odds of positive returns and low odds
of large losses (see Exhibit 19). In fact, only
one quarter of US bear markets have occurred
during expansions. Moreover, equity returns
have remained favorable until about five months
prior to the onset of an economic contraction,
highlighting the penalty for prematurely
exiting the market in the absence of elevated
recession risks.

To conclude, we recommend clients remain invested
in US equities due to steady earnings growth in

an expanding economy coupled with a low and
stable inflation environment that keeps interest
rates in check. While some may dismiss our
continued recommendation to stay invested as a
blind endorsement of a buy-and-hold strategy, it
actually reflects the low odds we have placed, and
continue to place, on a recession in the
US. A significant increase in these odds

We recommend clients remain

ea
ec

rnings growth in an expanding
onomy coupled with a low and

stable inflation environment that

ke

eps interest rates in check.

would likely provide the trigger—which
has been lacking thus far—to shift to an

Credit Growth Is Not Yet a Risk

As far back as early 2013, then-Federal
Reserve Governor Jeremy Stein garnered
attention for his warnings of possible
overheating in the credit markets.’
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Exhibit 20: US Nonfinancial Corporate Debt
Corporate debt is approaching prior-cycle peak levels, but
we do not see this increase as alarming.
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Exhibit 21: US Household Debt
Consumer deleveraging is well advanced, removing a
headwind to growth.
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Concerns about such overheating due to easy credit
have continued ever since.

While we see some very early signs of a marginal
increase in credit risk, and certainly acknowledge
that we are quite far along into an expanding
credit cycle—in line with the long economic
recovery—we think it is too early to adjust portfolio
weights or worry about a credit crisis derailing
economic growth.

We examine the increase in debt in three
areas: corporate debt, household debt and
government debt.

Corporate Debt: While financial sector debt has
fallen to 20-year lows, nonfinancial corporate debt
has steadily increased since 2012 and is approaching
prior-cycle peak levels (see Exhibit 20). Such an
increase in debt may appear alarming, but we do
not find it so, for a number of reasons:

* About 90% of the growth in the nonfinancial
sector debt is fixed-rate debt, so exposure to
rising rates is limited.

® Only 11% of nonfinancial debt outstanding
matures over the next two years, so refinancing
risk is also limited.

® The two sectors with the largest increase in
debt ratios relative to their long-term averages

are health care and information technology.
Both sectors have among the best interest
coverage ratios in the economy. For example, the
information technology sector has an earnings-
to-interest expense coverage of 20 times,
meaning the earnings before interest, taxes,
depreciation and amortization are 20 times as
great as the interest expense. The comparable
number for the overall S&P 500 is only 10
times. As widely reported, many technology
companies had historically issued debt in lieu of
repatriating their overseas earnings at high tax
rates and, thus, are not unduly leveraged to pose
any kind of systemic risk.

® Empirical Research Partners, a well-respected
third-party research firm, has shown that while
total debt in corporate America (ex-financials)
has increased, net debt in some sectors, such as
information technology, has actually decreased
due to robust cash flow generation.'

* Interest coverage ratios in both high yield and
investment grade corporate credit stand near
25-year highs.

Household Debt: US household debt as a percentage
of disposable income has decreased substantially
since the peak levels seen in the global financial
crisis, as shown in Exhibit 21. Debt as a percentage

Taking Stock of Our 2018 Outlook ‘ Investment Strategy Group
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Exhibit 22: US FICO Scores
The average FICO score of US borrowers has reached a
post-crisis high.
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Data as of 2017.
Source: Investment Strategy Group, Fair Isaac Corporation.

Exhibit 23: US Primary Budget Balance vs.
Unemployment Rate

It is unusual for the budget deficit to deteriorate at times of
economic expansion.
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Source: Investment Strategy Group, Goldman Sachs Global Investment Research, OMB,
Department of Labor.

of disposable income has decreased from above
130% to 103%, and the debt service ratio is at two-
decade lows as a result of low debt levels and low
interest rates.

The credit profile of borrowers has also
improved. As shown in Exhibit 22, the average FICO
credit score of US borrowers has reached a post-
global financial crisis high of 700. Furthermore, the
portion of the population with FICO scores below
650 has decreased from 35% in 2010 to 30% in
2017. As robust employment and a steady increase
in wages have finally increased the income of the
bottom quintile of income earners to pre-crisis levels,
FICO scores may well continue to improve.

Less favorably, we have seen a small increase in
90-day delinquency rates in auto loans and credit
card loans among subprime borrowers."

we do not believe that rising delinquencies will be a
source of systemic risk.

Similarly, the increase in charge-offs due to
credit card defaults has occurred in banks that are
not among the 100 largest banks by assets. These
smaller banks account for 2% of all credit card
debt, so an increase in their charge-offs is also not
a source of systemic risk for the US economy or the
US consumer, in our view.

Government Debt: While the Trump administration
Tax Cuts and Jobs Act (TCJA) of 2017 and the
Consolidated Appropriations Act of 2018 have
provided a boost to economic growth in 2018 and
are expected to continue to do so in 2019, they
have also increased the budget deficit from 3.5% of

Most of the growth in subprime auto
loan origination has been in specialty
finance companies, so the banking sector
is unlikely to be materially affected

by the slight increase in delinquencies.
Furthermore, auto loan originators have
been reducing their lending to subprime
borrowers over the last three years, and

Congress has expanded the budget
deficit at a time when debt-to-GDP

is already elevated as a result of the
global financial crisis. This is the exact
opposite of past policies.
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GDP in 2017 to 4.0% in 2018, and to an expected
5.2% by 2019.12 As can be seen from Exhibit 23, it
is unusual for the budget deficit to grow at times of
economic expansion.

In a report titled “What’s Wrong with Fiscal
Policy?” our colleagues in GIR highlighted
that “federal fiscal policy is entering uncharted
territory.”'3 Congress has expanded the budget
deficit at a time when debt-to-GDP is already
elevated as a result of the global financial crisis. This
is the exact opposite of past policies, when Congress
typically raised taxes and cut spending when the
economy strengthened and debt levels were high.
The problem with introducing a fiscal boost at a
time of economic strength is twofold:

e When the US economy inevitably falls into a
recession sometime in the future, the deficit will
have to expand even further from its already
wide levels.

® We are approaching a time when mandatory
spending is projected to increase due to Social
Security, Medicare, Medicaid and income-
support programs.

As shown in Exhibit 24, debt-to-GDP is projected
to rise from its current level of 76 % to between
96% and 105 %, depending on Congressional
Budget Office assumptions. While the US can fund
its budget deficit and debt levels given its global
reserve currency status, no one knows the tipping
point at which debt levels become unsustainable.
Our colleagues in GIR estimate the tipping point to
be somewhere between 160% and 180% of GDP.!*
In the short term, the federal budget deficit
and rising debt levels are not concerns and do not
change our 2018 outlook. However, at some point
in the future, fiscal reform will become necessary.
While the steady factors, from broad-based
economic and corporate earnings growth to low
and stable inflation to contained credit growth, have
improved, the unsteady undertow has ebbed and
flowed and remains as unpredictable today as it was
at the end of 2017. We now turn to a review of this
unsteady undertow.

Exhibit 24: US Debt-to-GDP Ratio Projections
Through 2028

US debt levels are expected to rise more rapidly due to the
passage of TCJA and the 2018 spending deal.
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Source: Investment Strategy Group, CBO, Committee for a Responsible Federal Budget (CRFB).
* Assumes that Congress extends expiring tax cuts and continues discretionary spending at its
current level.

Taking Stock of the Unsteady Undertow
In our 2018 Outlook, we highlighted six factors
creating an unsteady undertow that would, in turn,

affect financial markets throughout the year:

® Domestic Politics

Rise of Populism

e Terrorism

¢ Increasing Threat of Cyberattacks

¢ Rising Geopolitical Tensions

* Bitcoin and the Unsteady Cryptocurrency Mania

In this midyear report, we focus on the three factors
that have strengthened the undertow: domestic
politics, rising geopolitical tensions and the rise of
populism.

With respect to the other factors, we note that
our views and the actual level of activity with
respect to terrorism and the increasing threat of
cyberattacks have not changed, so in the interest of
brevity, we direct you to our

Similarly, our view that cryptocurrencies
would not retain value in their current incarnation
remains intact and, in fact, has been borne out
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Exhibit 25: Bitcoin Price Index
Bitcoin prices have declined 61% from their December
2017 highs.
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Exhibit 26: Ether Price Index
Our view that cryptocurrencies will not retain their value in
their current incarnation remains intact.
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Exhibit 27: VIX Index Historical Daily Highs
Implied volatility has been trending down since the
February spike.

Exhibit 28: CBOE Volatility SKEW
Skew, a measure of market fear premium, has risen to an
all-time high in July.
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much sooner than we expected. Bitcoin prices have
dropped more than 60% from a December 2017
intraday high of $19,511 to $7,351 (see Exhibit
25), and Ether prices have declined nearly 70%
from an early-January intraday high of $1,432 to
$450 (see Exhibit 26).

We expect further declines in the future given
our view that these cryptocurrencies do not fulfill
any of the three traditional roles of a currency:

they are neither a medium of exchange, nor a unit
of measurement, nor a store of value. Importantly,
we continue to believe that such declines will not
negatively impact the performance of broader
financial assets, because cryptocurrencies
represent just 0.3% of world GDP as of mid-
2018. In fact, we believe that they garner far more
traditional media and social media attention than
is warranted.
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Exhibit 29: Global Economic Policy Uncertainty
(EPU) Index

Policy uncertainty has increased since President
Trump's election.
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Source: Investment Strategy Group, Economic Policy Uncertainty Index
(www.policyuncertainty.com).

Let us now turn to the three unsteady factors
that have impacted, to a varying extent, real
economies and financial markets this year. To
assess whether these factors are already reflected in
financial markets, we begin with a review of three
indicators of market fear and uncertainty.

The picture is mixed. As shown in Exhibit 27,
VIX—the most widely used measure of market
risk—peaked at an intraday high of 50 on February
6, as a result of broad selling by volatility- and
momentum-driven strategies, but it has been
trending down since. In fact, VIX reached a recent
low of just under 12, which is in the bottom 11th
percentile historically.

In contrast, CBOE Volatility SKEW—a more
precise measure of the fear premium priced in the
market—had remained elevated for most of this
year and rose even further more recently. Its July
2018 average of 143 is the highest monthly average
in the index’s history, as shown in Exhibit 28.

Similarly, a third indicator—the Global
Economic Policy Uncertainty (EPU) Index—has
risen from its 2017 year-end level of 156 to
199 more recently. As shown in Exhibit 29, the
level of policy uncertainty has risen to levels
not seen even during the global financial crisis.
Prior to President Trump’s election, the historical
average of the global EPU Index was 104, but in
the post-election period, the global EPU Index
has averaged 186, or 78% higher. While such
uncertainty has had minimal, if any, impact on
the US economy thus far, it has certainly affected
non-US financial markets to a greater extent (see
“Rising Geopolitical Tensions: The Trade Wars”
below). Moreover, at some point, too much
uncertainty tends to dampen consumer, business,
and, eventually, investor confidence.

The developers of the EPU Index (Scott Baker
of Northwestern University, Nicholas Bloom
of Stanford University and Steven Davis of the
University of Chicago) have shown that an
economic policy uncertainty shock of 90 points
reduces gross fixed investment in the US by
about 6% within two quarters and lowers GDP
by just over 1%." While we cannot isolate the
impact of higher economic policy uncertainty in
the post-Trump era, we believe that a prolonged
period of such high uncertainty will be a drag on
global growth.

US Domestic Politics

While we cannot isolate the impact
of higher economic policy uncertainty

in the post-Trump era, we believe
that a prolonged period of such
high uncertainty will be a drag on
global growth.

Shortly after the inauguration of
President Trump, we hosted a three-part
series of client calls on the implications
of the Trump presidency on domestic
policies, trade policy, geopolitics

and financial markets. On one of

our calls, Ian Bremmer, founder and
president of Eurasia Group, provided a
framework for understanding the Trump
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Exhibit 30: Eurasia Group Framework for
Understanding the Trump Administration

With the benefit of hindsight, the Eurasia Group's framework
was particularly insightful.
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“... on foreign policy President Trump
is ripping up the playbook.”
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North Korea?
Russia?

Source: Investment Strategy Group, lan Bremmer, “Argument: Trump Foreign Policy Is New
Thinking,” Eurasia Group, February 6, 2017; lan Bremmer, “Understanding Trump,” Eurasia Group,
February 27, 2017.

Exhibit 31: Economically Significant Rules Issued
in the US by Presidential Year

The number of rules issued in 2017 was the lowest

since 1982.
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administration, which is shown, as presented on
March 12, 2017, in Exhibit 30. With the benefit of
hindsight, the framework has proved particularly
insightful.

Ian Bremmer suggested we should expect some
aspects of the Trump presidency, such as regulatory
rollback, corporate tax reform and tax rate
reduction, to follow a “politics as usual” path that
one could expect under any Republican presidency.
And as he predicted, corporate tax reform and
lower tax rates have already occurred. Similarly, we
have seen some regulatory rollback. For example,
the Office of Regulatory Affairs has shown a drop
in the number of new economically significant rules
to the lowest level since 1982 (see Exhibit 31), and
the share of small businesses that cite government
regulation as the single greatest problem they face
has decreased from a recent peak of 24% under the
Obama administration to 14% under the Trump
administration.'¢

While these “politics as usual” developments
have boosted the steady factors, the unsteady
undertow has also been affected by what Ian
Bremmer has called the “unprecedented” aspects
of the Trump administration. Here, he warned us
to expect unprecedented policies particularly in

foreign affairs, where “President Trump is ripping
up the playbook.”

The current trade war actions and threats are a
case in point.

Rising Geopolitical Tensions: The Trade Wars
Since March 2018, the US has announced a series
of tariffs based on national security and intellectual
property theft concerns targeting US allies and
China that apply to over $800 billion, or 35%, of
US goods imports. If all the tariffs are implemented,
the effective rate of US tariffs on imports would rise
from its current level of 2.2% to around 6.0%, a
level not seen since 1971.

Assessing the impact of the tariffs announced
by the US and the retaliatory responses by
China, Europe, Japan, Canada and Mexico on
each country and region’s economy, currency
and equity market is virtually impossible. This
is because non-trade-related economic activities
have also had effects, concurrent with these tariff
announcements. For example, VIX has spiked on
a few occasions after tariffs were announced or
implemented (such as the steel, aluminum and auto
imports under Section 232, and the intellectual-
property-related products under Section 301), but

20 ‘ Goldman Sachs ‘ JULY 2018



Exhibit 32: VIX Index and Major Trade Policy Events

Trade actions taken by the US in 2018 have not led to a sustained increase in implied US equity volatility.

VIX Index
40
35
30 3/23: US implements metal 7/6: US implements
tariffs on China, which $34bn of initial $50bn
2% 1/22: US announces announces retaliation \ sanctions on China,
tariffs on solar panels 6/18: US announces tariffs which responds in kind
20 & washing machines on an additional $200bn
of Chinese goods
15 - \l, / \ \
3/8: US announces 3/22: US announces
10 4 steel & aluminum tariffs tariffs on $50bn /
of Chinese goods 5/23: US announces 7/10: US releases list
5 investigation into possible of $Z[][]bn of goods
1 tariffs on auto imports tobe subject to tariffs
0
Jan-18 Feb-18 Mar-18 Apr-18 May-18 Jun-18 Jul-18

Data through July 20, 2018.
Source: Investment Strategy Group, Bloomberg.

Exhibit 33: CSI 300 Index Performance and Major Trade Policy Events
Chinese equities have declined more than 20% from their January highs.
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generally settled lower after a day or two once
other more important economic news calmed the
markets (see Exhibit 32).

In China, trade restrictions have had a more
measurable impact, but do not completely explain
financial market declines either. As shown in Exhibit
33, large-capitalization domestically listed stocks,
as measured by the CSI 300 Index, have dropped
more than 20% from their highs in early 2018.
Some of the biggest moves coincided with the tariff
announcements, such as the 3.8% drop on March

22-23, the 2.1% decline on May 30 and the 3.5%
drop on June 18, when the US trade war rhetoric
escalated to include tariffs on an additional $200
billion of imports. However, this cumulative decline
of more than 20% is also a reflection of China’s
slowing economy as a result of the government’s
effort to temper credit growth and reduce activities
in the shadow banking sector. For example, much
of the decline in Chinese equities in mid-June was
attributable to weaker fixed asset investment and
retail sales data releases. In fact, quarterly growth in
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Exhibit 34: Performance of European Equity
Baskets by Sales Exposure

European stocks with high US and China sales have
outperformed more domestic-facing firms.

Indexed Performance vs. Stocks with High Domestic Sales
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Past performance is no guarantee of future results

Exhibit 35: Mexican Peso Performance Since US
Presidential Election
US trade actions have contributed to peso volatility.
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China is expected to slow significantly in the second
half of this year relative to the first half. This being
the case, the downdraft in Chinese equities is as
much a reflection of slowing domestic growth rates
as it is the trade wars.

It is also difficult to assess the overall impact of
the trade wars when we examine the performance
of baskets of stocks that should be most sensitive
to trade wars. For example, baskets of European
stocks with high sales to the US and China have
outperformed European stocks with high domestic
sales by 11% this year, as shown in Exhibit
34. Even more starkly, a basket created by our
colleagues in GIR of US technology, media and
telecommunications stocks with a high portion of
imported components has actually outperformed the
broader US information technology sector this year,
implying that the threat of escalating trade wars has

not affected their performance. Yet, in contrast, US

stocks with high international and China sales have

lagged the broader S&P 500 in 2018, as have stocks

of companies with high aluminum and steel input

costs (also a target of recent US tariffs).

Another example of the uncertain impact of

the Trump administration trade war can be seen

in the performance of the Mexican currency and

equity market (see Exhibits 35 and 36). After the US

election in November 2016, the peso depreciated

20% in about two months, driven by concerns

that President Trump could terminate the North

American Free Trade Agreement (NAFTA) given

his harsh rhetoric during the campaign.!” The peso

subsequently appreciated to pre-election levels in

2017, only to depreciate again by about 11% after

the announcement of US steel and aluminum tariffs

on March 8, 2018. Meanwhile, the Mexican equity
market is roughly unchanged this year,

The downdraft in Chinese equities
is as much a reflection of slowing

domestic growth rates as it is the

trade wars.

registering a return of -0.5% in local-
currency terms. Despite the threats of
tariffs, the attacks on NAFTA and the
election of a populist president on July 1, it
is notable that the Mexican equity market
has been relatively stable and the currency
has appreciated about 3% thus far in 2018.
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Exhibit 36: Mexican Equity Returns Since US
Presidential Election

Stocks in Mexico are roughly flat this year despite threats of
US tariffs and attacks on NAFTA.
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The starkest impact of the trade wars is seen in
the auto sector. The US auto sector has lagged the
S&P 500 by 12.5% in 2018, and European auto
stocks have lagged the Euro Stoxx 50 by 7.5% over
the same period.

How should we interpret these mixed results?

First, we should note the irony of these
trade actions. While the Trump administration
is implementing these tariffs to reduce the trade

Stocks of auto companies have underperformed in 2018 given threats of US tariffs.

deficit, this goal may be offset by the fiscal stimulus.
According to an IMF study, a positive fiscal shock
of 1% of GDP widens the trade deficit by about
0.7% over the course of 10 quarters and boosts

the US dollar by about 8% over six quarters.'*
Hence, the Trump administration’s tax reform and
fiscal stimulus passed in 2017 and early 2018 are
expected to widen the trade deficit of $552 billion
in 2017 by as much as $60 billion. To provide some
context, this figure is three times as large as the
average annual increase in the US trade deficit since
2010. And notably, the trade deficit has already
widened by $21 billion in the first quarter of 2018
relative to the same period in 2017.

Second, given the complexity of the global
supply chain, the extent of the slowdown resulting
from the trade wars is highly uncertain.

Third, US policy toward China has become
less accommodative and, as a result, we should
expect US-China relations to be a greater source of
market volatility in the future, even if trade tensions
subside. As highlighted in our January 2016 Insight
report, Walled In: China’s Great Dilenima, the US

policy has been one that “values China’s economic
and political integration in the liberal international
order,” according to geopolitical experts."” Yet those
same experts recommended, as early as 20135, that
the US shift its strategy toward “more muscular
balancing and smarter engagement.”?° Many US
policymakers and business leaders share
that sentiment.

It is worth noting that pro-trade
economists correctly point out that the
actual trade deficit with China is lower
than the headlines indicate.?! They argue
that the $375 billion figure for 2017
could be about one-third lower because
China is assembling products using non-
Chinese components, such as in the case
of the Apple iPhone.

Fourth, the long-term estimates of
the impact of the trade wars (or trade
frictions or trade skirmishes—the
nomenclature is immaterial) on global
GDP is unknowable with any degree
of precision. We do not know where

Taking Stock of Our 2018 Outlook ‘ Investment Strategy Group

[ 23


https://www.goldmansachs.com/what-we-do/investment-management/private-wealth-management/intellectual-capital/isg-china-insight-2016.pdf

Deteriorating US-China trade relations should remain a source of market volatility.

the final tariffs—both US and retaliatory tariffs—
will land. We also do not know how companies
and consumers will adjust their behaviors, and
importantly, we do not know whether financial
conditions will tighten meaningfully in response
to the trade wars. For example, a significant and
sustained drop in US equity markets would have an
impact on the United States’ $19 trillion economy
equal to that of a 10% tariff on $200 billion of
Chinese imports—if not an even greater impact.
Given these uncertainties, estimates of the
economic effects of tariffs vary considerably and are
driven by different assumptions. Our colleagues in
Global Investment Research estimate a 0.4% decline
in US GDP if global tariffs are raised by 5% and US
equity markets decline by 10%.2? The IMF estimates

0dds of a US-North Korea military conflict have declined in light of diplomatic efforts.

US GDP could decline by 1% if the US
imposes 10% additional tariffs on all
imported goods.” The OECD estimates
a decline of 2.2% if the US, China and
Europe impose 10% tariffs on the rest of
the world.?* As long as the tariff wars are
contained, these more significant drops
will be avoided.

Rising Geopolitical Tensions:
North Korea and Iran
The uncertainty of trade wars is mirrored
in the uncertainty of US geopolitical
relations with North Korea and Iran.

With respect to North Korea, the US
has made its way from “fire and fury” on August
8,2017,% to a broad goal of denuclearization of
the Korean Peninsula at the June 12, 2018, summit
between President Trump and North Korea’s leader
Kim Jong Un,? to North Korean accusations
on July 8,2018, of “gangster-like tactics” by the
US and increasing “risk of war.”?” There are no
tangible commitments from North Korea regarding
surrendering its nuclear and long-range missile
program yet, and it seems unlikely that Secretary of
State Mike Pompeo and his team will easily settle
for no real progress on denuclearization. Tensions
are bound to increase again in the next year or so
after midterm elections. Ultimately, Eurasia Group
believes that the US will recognize North Korea as a
de facto nuclear state.?®

With respect to Iran, President
Trump has opted for a far more
aggressive approach by withdrawing
from the Iranian nuclear agreement
(formally known as the Joint
Comprehensive Plan of Action),
imposing sanctions on Iran and
threatening secondary sanctions on
companies that do business with Iran.
His administration has stated that it
wants “zero” imports of Iranian oil by
all countries.” Given that China and
India import around 45% of Iran’s oil
exports, it is hard to imagine that such
a target will be achieved, especially if
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China faces reduced supply from Libya
and Venezuela and if India requests the
same waivers it had under the Obama
administration. On the other hand,
given rising pressures on trade with the
US, China may opt to accommodate the
US to some extent by reducing its oil
imports from Iran as part of possible
trade negotiations.

The Trump administration will
not want to see oil prices spike as they
did in the 1970s after the Arab oil
embargo and again after the Iran-Iraq
war following the Iranian Revolution.
Both oil-price spikes helped trigger US
recessions, as shown in Exhibit 37. Therefore, it
may not be prudent US policy to target eliminating
all 2.5 million barrels a day of Iranian exports,
since there is currently not enough sustainable
excess capacity elsewhere to offset it (see
Exhibit 38).

The path forward with Iran is fraught with
danger. The key question is whether Iran will
decide to negotiate with the US. Sanctions and
pressure brought Iran (in 2015) and North Korea
(in 2018) to the negotiating table, but North Korea

The US wants allies to cut their Iranian oil imports to zero by November.

had the strong arm of China to influence leader
Kim Jong Un. In both of those instances, the US
had also marshaled broad multinational support.
Getting such a coalition to isolate Iran to the
same extent is unlikely, given US tariffs targeted
against China and European industries as well
as the United States’ unilateral abrogation of the
nuclear deal.

While it is impossible to predict the outcome
of this confrontation, most analysts agree with
former Defense Secretary Ash Carter that “US-Iran

Exhibit 37: Oil Prices and US Recessions
Spikes in oil prices contributed to US recessions in the
1970s and 1980s.
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Exhibit 38: Middle Eastern OPEC Countries’ Spare
Oil Production Capacity Estimates

There is limited spare capacity to offset potential Iranian
oil losses.
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relations are set to deteriorate in 2018.”3° However,
another experienced policymaker, Zalmay
Khalilzad, US ambassador to Afghanistan, Iraq

and the United Nations under the George W. Bush
administration, charted a possible course of action
in a June 13,2018, article in the Washington

Post titled “Why Iran Will Choose to Negotiate
With Trump,”3! in which he offered insights into
why Iranians should respond positively to this

administration’s willingness to negotiate with them.
Some reform-minded Iranians share this view.
Faezeh Hashemi Rafsanjani, whose late father

was president of Iran and considered a “pillar of
the Islamic Republic,”3? has publicly stated that
“we should not act passively and [instead] enter
into negotiations with the US soon...before the
situation gets worse.*?

While pursuing this course of action is probably
least destabilizing for Iran, the region, global
economies and the financial markets, it is virtually
impossible for the Investment Strategy Group
to assign a probability to the likelihood of Iran
pursuing such a course.

We also cannot begin to assess this
administration’s policy toward Iran with any
degree of confidence. If we use the Trump
administration’s unexpected statements and actions
in the G-7 Summit in Quebec in early June** and
in the NATO Summit in Brussels in mid-July® as a
guide, we would not expect successful negotiations
to be likely. On the other hand, if we use the joint
press conference with President
Vladimir Putin in Helsinki on
July 16 as a guide, when President
Trump said that “diplomacy and
engagement is preferable to conflict
and hostility,”3¢ then we can be
optimistic.

The risks to our clients’
portfolios come from higher oil
prices in the short term and the
cost of greater military engagement
in the Middle East in the long
term. All the military engagements
in the region have cost the US
over $4 trillion through fiscal year

2017.% We can only assume that further military
engagement with a more significant foe will lead to
greater market volatility.

The Populist Elections in 2018

In our 2018 Outlook, we stated that, despite the
failure of extreme candidates such as Geert Wilders
of the Netherlands and Marine Le Pen of France
in 2017, it was premature to ring the death knell
of populism. We stated that not only have the
factors that had led to the emergence of populism
persisted, but some have grown in importance:
globalization, increased income inequality, fear

of immigrants, and job insecurity as a result of
technological progress and automation. Our view
is unchanged, and recent election results in Italy
and Mexico support its validity.

In Italy, the Five Star Movement and
Northern League formed a coalition government
after prolonged negotiations. However, many
geopolitical experts believe that new elections
are inevitable over the next six to 18 months,
since there is infighting among the coalition
partners and their respective bases have significant
ideological differences.?® What these two parties
have in common is a questioning of the value of
Italy’s membership in the Eurozone and proposals
to loosen fiscal policy that would breach the
European Union’s fiscal deficit limit of 3% of
GDP. While Italy has moved out of the headlines,
it is only a matter of time before budgetary and

We expect that populism will continue to rise, as seen in election results in Italy.
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Polls currently point to a divided US government after the 2018 midterm
elections.

immigration policy clashes with the European
Commission lead to renewed market volatility in
Italy and the broader Eurozone.

In Mexico, on July 1, populist candidate Andrés
Manuel Lépez Obrador won the presidential
election on a campaign of eliminating corruption,
raising wages and re-nationalizing the oil and gas
industry. His party, Morena, and its two coalition
partners have a 53% majority in the Senate and
a 62% majority in the Chamber of Deputies. It is
quite possible that this administration will abandon
fiscal discipline and market reforms,*” which would
be a drag on financial assets.

We believe that populism in developed and
emerging market countries will continue to rise.

In May 2018, the Center for American Progress
and the American Enterprise Institute released two
reports under a joint project called “Defending

Exhibit 39: Generic Congressional Ballot Polling
The Democratic polling advantage has narrowed in 2018.
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Democracy and Underwriting the Transatlantic
Partnership.” The reports, titled “Drivers of
Authoritarian Populism in the United States”*° and
“Europe’s Populist Challenge,”*! examine political,
economic, cultural, racial and immigration factors
in the US and in Europe. The authors conclude
that the “threat of authoritarian populism will

not recede unless a new generation offers a
credible agenda for improving people’s lives that

is more appealing to the public than the populist
alternative.”#?

It will take years, if not decades, to address the
concerns of populist supporters—whether in the
US, Europe or emerging market countries. Hence,
authoritarian populist regimes, and the economic
policy uncertainty and market volatility they bring,
will be the mainstay of the global backdrop for the
foreseeable future. In our view, the only effective

investment strategy for our clients is to
make sure they have the right strategic

Authoritarian populist regimes, and

asset allocation to withstand unforeseen
shifts and shocks.

the economic policy uncertainty and

market volatility they bring, will be

the mainstay of the global backdrop

for the foreseeable future.

Midterm Elections in the US

Given the backdrop of what the Center
for American Progress and the American
Enterprise Institute—which represent
opposite ends of the political spectrum—
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Exhibit 40: US Asset Class Performance and
Government Composition: 1979-2018

Large-cap returns have been weaker in periods of divided
government, but the results are not statistically significant.

Large Cap Small Cap Aggregate 1-Month
Equity Equity Bonds T-Bill

Annualized Performance

Full Period 12.4% 13.1% 1.3% 4.4%
(gigvgd;‘iffhv;)””mem 10.8% 9.5% 8.8% 4.8%
Hggenfoi‘i;;r nment 16.4% 21.8% 36% 3.4%
Divided vs. United Government

Mean -5.6% -12.2% 5.2% 1.4%
Significance 75% 94% 99% >99%

Data through June 30, 2018.

Note: United government occurs when the presidency and both houses of Congress are controlled
by the same political party.

Source: Investment Strategy Group, Bloomberg, FTSE Russell.

Exhibit 41: Public Trust in US Government
The electorate has grown increasingly discontent with the
government.
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ABC/Washington Post, CBS/New York Times, CNN.

have called “authoritarian populism” in the
United States, midterm elections take on greater
significance than usual. As shown in Exhibit 39,
Democrats had a 13-point advantage at the end
of 2017, but that advantage has declined to nine
points. Based on polling data, forecasters assign

a 60% probability that the Democrats will win

a majority in the House of Representatives, but
only a 30% probability that they will win the
Senate. However, as our clients know, polling data
this early in the cycle does not reliably reflect the
final outcome. In the 2010 midterm elections,
Republicans had a lead in the polls for most of the
year and ended up with a seven-point advantage
in the actual elections, whereas in 2014, the polls

showed a very close race but Republicans won
with a six-point advantage.

It is not clear whether a divided government is
unfavorable for US equities. As shown in Exhibit
40, US equities, both large- and small-capitalization
stocks, have lagged when the US government has
been divided between Republicans and Democrats,
compared with periods of united government. While
the results are statistically significant for small-
capitalization stocks, that is not the case for large-
capitalization stocks. Hence, even if we knew the
outcome of the elections, we would not adjust our
tactical asset allocation based solely on that.

It is helpful to keep in mind that the US
electorate is generally discontent with the

government. As shown in Exhibit 41,
trust in the government has declined from

Forecasters assign a 60% probability
that the Democrats will win a majority
in the House of Representatives, but
only a 30% probability that they will

win the Senate.

a peak level of 77% in October 1964 to
18% in December 2017, according to
the Pew Research Center. One can better
understand these numbers by examining
real income growth (including cash
transfer payments such as unemployment
benefits) by income cohorts. The bottom

quintile in the US has not yet earned as
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Exhibit 42: ISG Prospective Total Returns
Our expected returns are below historical realized averages.
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assurance the forecasts will be achieved. Indices are gross of fees and returns can be significantly varied.

much as it did in 2001 after adjusting for inflation,
even after the second-longest expansion in US
history. The second quintile did not reach 2001
levels of income until 2016. Unless income growth
rates improve for the lower quintiles over time,
various forms of populism from the left or the right
will be part of the political landscape for years.

To summarize our review of the unsteady
undertow, geopolitical tensions have increased
substantially across most regions, with the exception
of North Korea, where they have temporarily eased.
In our base case, the unsteady undertow will not
derail US growth or the US equity markets. We are
more concerned about the impact of slower growth
in China, the weaknesses in emerging markets, and
the continued domestic and intra-regional tensions
in the Eurozone, where populism is likely to take a
greater toll on non-US markets.

As a result, we have revised our expected returns
for 2018, as shown in Exhibit 42. We continue to
recommend a strategic overweight to US equities,
implying an underweight to EAFE and emerging
market equities. Tactically, we maintain a greater
allocation to US assets through US banks, US high
yield bonds, US master limited partnerships and the
US dollar, and a smaller allocation to EAFE equities.
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Key Takeaways

The US economic expansion and equity bull market have each entered
their 10th year. On a global basis, all 45 countries tracked by the
Organisation for Economic Co-operation and Development have
continue to generate positive economic growth. Yet the tug-of-war
between what we had identified in our January 2018 Outlook as the
steady factors supporting the financial markets and the unsteady factors
hampering economic growth has intensified.

As we explain in our midyear update, we expect this tug-of-war to
go on unabated. Given the tremendous uncertainty that emanates from
the unsteady undertow, we believe that our clients should review their
strategic asset allocation to make sure it is appropriate for their risk

tolerance in these uncertain times.
We present seven key takeaways from our midyear Outlook:

e The steady factors, including broad-based economic growth, strong
corporate earnings, and contained credit growth, continue to improve.

e Inflation has remained low and stable, and the recent increase in core
inflation will not move us out of the current low and stable regime.

e While equity valuations remain high, they are supported by steady
earnings growth and low and stable inflation.

e We assign a 10% probability to a recession in the US in the next 12
months, and we do not believe that the flattening of the yield curve
implies an imminent recession.

e The unsteady undertow has strengthened as geopolitical tensions have
increased substantially across most regions (with the exception of
North Korea, where they have temporarily eased) and trade wars have

escalated.
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e While we don’t think the unsteady undertow will derail US growth
and US equity markets, we are concerned about the slower growth in
China, the weakness in emerging markets, and the continued domestic
and inter-regional tensions in the Eurozone, where populism is likely
to take a greater toll on non-US markets.

® We have lowered our 2018 expected returns for emerging market and
Eurozone assets while our US equity forecast remains unchanged.
We have also lowered our expected returns for US Treasuries while
our municipal bond forecast remains unchanged (see Exhibit 42). As
a result of these shifts, we have slightly lowered our expected return
for a moderate-risk, well-diversified taxable portfolio, from 4.5% to
4.0% in 2018.
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Abbreviations Glossary

b/d: barrels per day
BLS: [US] Bureau of Labor Statistics

[Shiller] CAPE: cyclically adjusted price-to-earnings ratio
CBO: Congressional Budget Office

CPI: consumer price index

CRFB: Committee for a Responsible Federal Budget

EAFE: Europe, Australasia and the Far East
EM: emerging market
EPU: Economic Policy Uncertainty

FAANGs: Facebook, Amazon, Apple, Netflix and Google
FANGMAN: Facebook, Apple, Netflix, Google, Microsoft, Amazon and Nvidia

G-7: Group of Seven

GDP: gross domestic product

GIR: [Goldman Sachs] Global Investment Research
GTI: Global Terrorism Index

HY: High yield.
IEA: International Energy Agency
IMF: International Monetary Fund

ISG: [Goldman Sachs] Investment Strategy Group

LEI: [Conference Board] Leading Economic Index
MSCI: Morgan Stanley Capital International

NAFTA: North American Free Trade Agreement
OECD: Organisation for Economic Co-operation and Development
OMB: [US] Office of Management and Budget

OPEC: Organization of the Petroleum Exporting Countries

pp: percentage point
PPP: purchasing power parity

S&P: Standard & Poor’s

TCJA: Tax Cuts and Jobs Act

THAAD: Terminal High-Altitude Area Defense
TTM: Trailing 12 Months

VIX: CBOE Volatility Index

WTI: West Texas Intermediate

YoY: year-over-year
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Investment Risks

Risks vary by the type of investment. For example, investments
that involve futures, equity swaps, and other derivatives, as well
as non-investment grade securities, give rise to substantial risk
and are not available to or suitable for all investors. We have
described some of the risks associated with certain investments
below. Additional information regarding risks may be available in
the materials provided in connection with specific investments. You
should not enter into a transaction or make an investment unless
you understand the terms of the transaction or investment and
the nature and extent of the associated risks. You should also be
satisfied that the investment is appropriate for you in light of your
circumstances and financial condition.

Any reference to a specific company or security is not intended

to form the basis for an investment decision and are included

solely to provide examples or provide additional context. This
information should not be construed as research or investment
advice and should not be relied upon in whole or in part in making
an investment decision. Goldman Sachs, or persons involved in the
preparation or issuance of these materials, may from time to time
have long or short positions in, buy or sell (on a principal basis or
otherwise), and act as market makers in, the securities or options, or
serve as a director of any companies mentioned herein.

Alternative Investments. Alternative investments may involve a
substantial degree of risk, including the risk of total loss of an
investor's capital and the use of leverage, and therefore may not
be appropriate for all investors. Private equity, private real estate,
hedge funds and other alternative investments structured as
private investment funds are subject to less regulation than other
types of pooled vehicles and liquidity may be limited. Investors in
private investment funds should review the Offering Memorandum,
the Subscription Agreement and any other applicable disclosures
for risks and potential conflicts of interest. Terms and conditions
governing private investments are contained in the applicable
offering documents, which also include information regarding the
liquidity of such investments, which may be limited.

Commaodities. Commodity investments may be less liquid and

more volatile than other investments. The risk of loss in trading
commodities can be substantial due, but not limited to, volatile
political, market and economic conditions. An investor’s returns

may change radically at any time since commodities are subject, by
nature, to abrupt changes in price. Commadity prices are volatile
because they respond to many unpredictable factors including
weather, labor strikes, inflation, foreign exchange rates, etc. In

an individual account, because your position is leveraged, a small
move against your position may result in a large loss. Losses

may be larger than your initial deposit. Investors should carefully
consider the inherent risk of such an investment in light of their
experience, objectives, financial resources and other circumstances.
No representation is made regarding the suitability of commodity
investments.

Currencies. Currency exchange rates can be extremely volatile,
particularly during times of political or economic uncertainty. There
is a risk of loss when an investor as exposure to foreign currency or
are in foreign currency traded investments.

Derivatives. Investments that involve futures, equity swaps, and
other derivatives give rise to substantial risk and are not available to
or suitable for all investors.

Emerging Markets and Growth Markets. Investing in the securities
of issuers in emerging markets and growth markets involves certain
considerations, including: political and economic conditions, the
potential difficulty of repatriating funds or enforcing contractual or
other legal rights, and the small size of the securities markets in
such countries coupled with a low volume of trading, resulting in
potential lack of liquidity and in price volatility.

Equity Investments. Equity investments are subject to market risk,
which means that the value of the securities may go up or down in
respect to the prospects of individual companies, particular industry
sectors and/or general economic conditions. The securities of small
and mid-capitalization companies involve greater risks than those
associated with larger, more established companies and may be
subject to more abrupt or erratic price movements.

Fixed Income. Investments in fixed income securities are subject
to the risks associated with debt securities generally, including
credit/default, liquidity and interest rate risk. Any guarantee on
an investment grade bond of a given country applies only if held
to maturity.



Futures. Security futures involve a high degree of risk and are not
suitable for all investors. The possibility exists that an investor
could lose a substantial amount of money in a very short period of
time because security futures are highly leveraged. The amount
they could lose is potentially unlimited and can exceed the amount
they originally deposited with your firm. Prior to buying a security
future you must receive a copy of the Risk Disclosure Statement for
Security Futures Contracts.

Non-US Securities. Investing in non-US securities involves the risk
of loss as a result of more or less non-US government regulation,
less public information, less liquidity and greater volatility in

the countries of domicile of the issuers of the securities and/ or
the jurisdiction in which these securities are traded. In addition,
investars in securities such as ADRs/ GDRs, whose values are
influenced by foreign currencies, effectively assume currency risk.

Options. Options involve risk and are not suitable for all investars.
Options investors may lose the entire amount of their investment
in a relatively short period of time. Before entering into any options
transaction, be sure to read and understand the current Options
Disclosure Document entitled, The Characteristics and Risks of
Standardized Options. This booklet can be obtained at http://www.
theocc.com/about/publications/character-risks.jsp.

Tactical Tilts. Tactical tilts may involve a high degree of risk.

No assurance can be made that profits will be achieved or that
substantial losses will not be incurred. Prior to investing, investors
must determine whether a particular tactical tilt is suitable for them.



Thank you for reviewing this publication
which is intended to discuss general
market activity, industry or sector
trends, or other broad-based economic,
market or political conditions. It should
not be construed as research. Any
reference to a specific company or
security is for illustrative purposes and
does not constitute a recommendation
to buy, sell, hold or directly invest in the
company or its securities.

Investment Strategy Group. The
Investment Strategy Group (ISG) is
focused on asset allocation strategy
formation and market analysis for
Private Wealth Management. Any
information that references ISG,
including their model portfolios,
represents the views of ISG, is not
research and is not a product of Global
Investment Research or Goldman Sachs
Asset Management, L.P (GSAM). The
views and opinions expressed may differ
from those expressed by other groups
of Goldman Sachs. If shown, ISG Model
Portfolios are provided for illustrative
purposes only. Your asset allocation,
tactical tilts and portfolio performance
may look significantly different based on
your particular circumstances and risk
tolerance.

Not a Municipal Advisor. Exceptin
circumstances where Goldman Sachs
expressly agrees otherwise, Goldman
Sachs is not acting as a municipal
advisor and the opinions or views
contained in this presentation are not
intended to be, and do not constitute,
advice, including within the meaning of
Section 15B of the Securities Exchange
Act of 1934.

Forecasts. Economic and market
forecasts presented herein reflect our
(ISG's) judgment as of the date of this
material and are subject to change
without notice. Any return expectations
represent forecasts as of the date of this
material and are based upon our capital
market assumptions. Qur (ISG's) return
expectations should not be taken as an
indication or projection of returns of
any given investment or strategy and all
are subject to change. These forecasts
are estimated, based on assumptions,
and are subject to significant revision
and may change materially as economic
and market conditions change. Goldman
Sachs has no obligation to provide
updates or changes to these forecasts.
If shown, case studies and examples are
for illustrative purposes only.

Indices. Any references to indices,
benchmarks or other measure of
relative market performance over a
specified period of time are provided
for your information only. Indices are
unmanaged. Investors cannot invest
directly in indices. The figures for

the index reflect the reinvestment of
dividends and other earnings but do not
reflect the deduction of advisory fees,
transaction costs and other expenses

a client would have paid, which would
reduce returns. Past performance is not
indicative of future results.

JPMorgan Indices. Information has
been obtained from sources believed
to be reliable but JPMorgan does not
warrant its completeness or accuracy.
The JPMorgan GBI Broad, JPMorgan
EMBI Global Diversified and JPMorgan
GBI-EM Global Diversified are used
with permission and may not be copied,
used, or distributed without JPMorgan's
prior written approval. Copyright 2018,
JPMorgan Chase & Co. All rights
reserved.

S&P Indices. “Standard & Poor’s” and
"S&P" are registered trademarks of
Standard & Poor’s Financial Services
LLC (“S&P") and Dow Jones is a
registered trademark of Dow Jones
Trademark Holdings LLC (“Dow Jones”)
and have been licensed for use by S&P
Dow Jones Indices LLC and sublicensed
for certain purposes by The Goldman
Sachs Group, Inc. The “S&P 500 Index”
is a product of S&P Dow Jones Indices
LLC, and has been licensed for use

by The Goldman Sachs Group, Inc.

The Goldman Sachs Group, Inc. is not
sponsored, endorsed, sold or promoted
by S&P Dow Jones Indices LLC, Dow
Jones, S&P, their respective affiliates,
and neither S&P Dow Jones Indices LLC,
Dow Jones, S&P, or their respective
affiliates make any representation
regarding the advisability of investing in
such product(s).

EURO Stoxx 50. The EURO STOXX 50®
is the intellectual property (including
registered trademarks) of STOXX
Limited, Zurich, Switzerland and/or its
licensors (“Licensors”), which is used
under license.

MSCI Indices. The MSCl indices are

the exclusive property of MSCI Inc.
(“MSCI"). MSCI and the MSCI index
names are service mark(s) of MSCI or
its affiliates and are licensed for use for
certain purposes by The Goldman Sachs
Group, Inc.

Barclays Capital Indices. © 2018
Barclays Capital Inc. Used with
permission.

Tokyo Stock Exchange Indices. Indices
including TOPIX (Tokyo Stock Price
Index), calculated and published by
Tokyo Stock Exchange, Inc. (TSE), are
intellectual properties that belong to
TSE. All rights to calculate, publicize,
disseminate, and use the indices

are reserved by TSE. © Tokyo Stock
Exchange, Inc. 2018. All rights reserved.

Tax Information. Goldman Sachs does
not provide legal, tax or accounting
advice, unless explicitly agreed between
the client and Goldman Sachs. Clients of
Goldman Sachs should obtain their own
independent legal, tax or accounting
advice based on their particular
circumstances.

Distributing Entities. This material
has been approved for issue in

the United Kingdom solely for the
purposes of Section 21 of the Financial
Services and Markets Act 2000 by
GSI, Peterborough Court, 133 Fleet

Street, London EC4A 2BB; by Goldman
Sachs Canada, in connection with its
distribution in Canada; in the United
States by Goldman Sachs & Co. LLC
Member FINRA/SIPC; in Hong Kong by
Goldman Sachs (Asia) L.L.C.; in Korea
by Goldman Sachs (Asia) L.L.C., Seoul
Branch; in Japan by Goldman Sachs
(Japan) Ltd; in Australia by Goldman
Sachs Australia Pty Limited (ACN 092
589 770); and in Singapore by Goldman
Sachs (Singapore) Pte. (Company
Number: 198502165W).

No Distribution; No Offer or
Solicitation. This material may not,
without Goldman Sachs’ prior written
consent, be (i) copied, photocopied or
duplicated in any form, by any means,
or (ii) distributed to any person that is
not an employee, officer, director, or
authorized agent of the recipient. This
material is not an offer or solicitation
with respect to the purchase or sale
of a security in any jurisdiction in
which such offer or solicitation is not
authorized or to any person to whom
it would be unlawful to make such
offer or solicitation. This material is

a solicitation of derivatives business
generally, only for the purposes of, and
to the extent it would otherwise be
subject to, 88 1.71 and 23.605 of the
U.S. Commodity Exchange Act.

Argentina: The information has been
provided at your request.

Australia: This material is being
disseminated in Australia by Goldman
Sachs & Co (“GSCo"); Goldman Sachs
International (“GSI”); Goldman Sachs
(Singapore) Pte ("GSSP") and/or
Goldman Sachs (Asia) LLC (“GSALLC").
In Australia, this document, and any
access to it, is intended only for a
person that has first satisfied Goldman
Sachs that:

© The person is a Sophisticated or
Professional Investor for the purposes
of section 708 of the Corporations Act
2001 (Cth) (“Corporations Act”); or

® The person is a wholesale client for
the purposes of section 761G of the
Corporations Act.

No offer to acquire any financial product
or interest in any securities or interests
of any kind is being made to you in

this document. If financial products or
interests in any securities or interests
of any kind do become available in the
future, the offer may be arranged by an
appropriately licensed Goldman Sachs
entity in Australia in accordance with
section 911A(2)(b) of the Corporations
Act. Any offer will only be made in
circumstances where disclosures and/or
disclosure statements are not required
under Part 6D.2 or Part 7.9 of the
Corporations Act (as relevant).

To the extent that any financial service
is provided in Australia by GSCo, GSI,
GSSP and/or GSALLC, those services
are provided on the basis that they
are provided only to “wholesale
clients”, as defined for the purposes
of the Corporations Act. GSCo, GSI,
GSSPand GSALLC are exempt from

the requirement to hold an Australian
Financial Services Licence under the
Corporations Act and do not therefore
hold an Australian Financial Services
Licence. GSCo is regulated by the
Securities and Exchange Commission
under US laws; GSl is regulated by the
Financial Conduct Authority and the
Prudential Regulation Authority under
laws in the United Kingdom; GSSP is
regulated by the Monetary Authority of
Singapore under Singaporean laws; and
GSALLC is regulated by the Securities
and Futures Commission under Hong
Kong laws; all of which differ from
Australian laws. Any financial services
given to any person by GSCo, GSI,
and/or GSSP in Australia are provided
pursuant to ASIC Class Orders 03/1100;
03/1099; and 03/1102 respectively.

Bahrain: GSI represents and warrants
that it has not made and will not make
any invitation to the public in the
Kingdom of Bahrain to subscribe for

the fund. This presentation has not
been reviewed by the Central Bank of
Bahrain (CBB) and the CBB takes no
responsibility for the accuracy of the
statements or the information contained
herein, or for the performance of the
securities or related investment, nor
shall the CBB have any liability to any
person for damage or loss resulting from
reliance on any statement or information
contained herein. This presentation

will not be issued, passed to, or made
available to the public generally.

Brazil. These materials are provided
at your request and solely for your
information, and in no way constitutes
an offer, solicitation, advertisement
or advice of, or in relation to, any
securities, funds, or products by any
of Goldman Sachs affiliates in Brazil
or in any jurisdiction in which such
activity is unlawful or unauthorized, or
to any person to whom it is unlawful
or unauthorized. This document has
not been delivered for registration to
the relevant regulators or financial
supervisory bodies in Brazil, such as
the Brazilian Securities and Exchange
Commission (Comiss&o de Valores
Mobiliarios — CVM) nor has its
content been reviewed or approved

by any such regulators or financial
supervisory bodies. The securities,
funds, or products described in this
document have not been registered
with the relevant regulators or financial
supervisory bodies in Brazil, such as
the CVM, nor have been submitted

for approval by any such regulators

or financial supervisory bodies. The
recipient undertakes to keep these
materials as well as the information
contained herein as confidential and
not to circulate them to any third party.

Chile: Fecha de inicio de la oferta:

(i) La presente oferta se acoge a la
Norma de Carécter General N° 336 de la
Superintendencia de Valores y Seguros
de Chile;

(i) La presente oferta versa sobre
valores no inscritos en el Registro

de Valores o en el Registro de

Valores Extranjeros que lleva la



Superintendencia de Valores y Seguros,
por lo que los valores sobre los cuales
ésta versa, no estén sujetos a su
fiscalizacion;

(iii) Que por tratarse de valores no
inscritos, no existe la obligacién por
parte del emisor de entregar en Chile
informacién piblica respecto de estos
valores; y

(iv) Estos valores no podran ser objeto
de oferta piblica mientras no sean
inscritos en el Registro de Valores
correspondiente.

Dubai: Goldman Sachs International
("GSI") is authorised and regulated by
the Dubai Financial Services Authority
(“DFSA”) in the DIFC and the Financial
Services Authority (“FSA”) authorised
by the Prudential Regulation Authority
and regulated by the Financial Conduct
Authority and Prudential Regulation
Authority in the UK. Registered address
of the DIFC branch is Level 5, Gate
Precinct Building 1, Dubai International
Financial Centre, PO Box 506588,
Dubai, UAE and registered office of GSI
in the UK is Peterborough Court, 133
Fleet Street, London EC4A 2BB, United
Kingdom. This material is only intended
for use by market counterparties

and professional clients, and not

retail clients, as defined by the DFSA
Rulebook. Any products that are referred
to in this material will only be made
available to those clients falling within
the definition of market counterparties
and professional clients.

Israel: Goldman Sachs is not licensed to
provide investment advice or investment
management services under Israeli law.

Korea: No Goldman Sachs entity, other
than Goldman Sachs (Asia) L.L.C, Goldman
Sachs Asset Management International
and Goldman Sachs Asset Management
Korea Co., Ltd., is currently licensed

to provide discretionary investment
management services and advisory
services to clients in Korea and nothing
in this material should be construed as an
offer to provide such services except as
otherwise permitted under relevant laws
and regulations. Goldman Sachs (Asia)
L.L.C. is registered as a Cross-Border
Discretionary Investment Management
Company and a Cross-Border Investment
Advisory Company with the Korean
Financial Supervisory Commission, and as
a licensed corporation for, amongst other
regulated activities, advising on securities
and asset management with the Hong
Kong Securities & Futures Commission.
Goldman Sachs Asset Management
International is licensed as a Cross-Border
Discretionary Investment Management
Company and a Cross-Border Investment
Advisory Company with the Korean
Financial Supervisory Commission, as an
investment adviser with the Securities
and Exchange Commission of the United
States and for Managing Investments
with the Financial Services Authority

of the United Kingdom. Goldman Sachs
Asset Management Korea Co., Ltd.

is licensed as an Asset Management
Company in Korea and is also registered
as an Investment Advisory Company and
Discretionary Investment Management

Company with the Korean Financial
Supervisory Commission. Details of their
respective officers and major shareholders
can be provided upon request.

Oman: The information contained in
these materials neither constitutes

a public offer of securities in the
Sultanate of Oman as contemplated

by the Commercial Companies Law

of Oman (Sultani Decree 4/74) or the
Capital Market Law of Oman (Sultani
Decree 80/98) nor does it constitute an
offer to sell, or the solicitation of any
offer to buy Non-Omani securities in the
Sultanate of Oman as contemplated by
Article 6 of the Executive Regulations
to the Capital Market Law (issued

vide Ministerial Decision No. 4/2001).
Additionally, these materials are not
intended to lead to the conclusion of any
contract of whatsoever nature within
the territory of the Sultanate of Oman.

Panama: These Securities have not
been and will not be registered with the
national Securities Commission of the
Republic of Panama under Decree Law
No. 1 of July 8, 1999 (the “Panamanian
Securities Act”) and may not be

offered or sold within Panama except

in certain limited transactions exempt
from the registration requirements of
the Panamanian Securities Act. These
Securities do not benefit from the tax
incentives provided by the Panamanian
Securities Act and are not subject to
regulation or supervision by the National
Securities Commission of the Republic
of Panama. This material constitutes
generic information regarding Goldman
Sachs and the products and services
that it provides and should not be
construed as an offer or provision of any
specific services or products of Goldman
Sachs for which a prior authorization

or license is required by Panamanian
regulators.

Peru: The products or securities
referred to herein have not been
registered before the Superintendencia
del Mercado de Valores (SMV) and are
being placed by means of a private offer.
SMV has not reviewed the information
provided to the investor.

Qatar: The investments described in
this document have not been, and will
not be, offered, sold or delivered, at any
time, directly or indirectly in the State of
Qatar in a manner that would constitute
a public offering. This document has not
been, and will not be, registered with

or reviewed or approved by the Qatar
Financial Markets Authority, the Qatar
Financial Centre Regulatory Authority
or Qatar Central Bank and may not be
publicly distributed. This document is
intended for the original recipient only
and must not be provided to any other
person. Itis not for general circulation
in the State of Qatar and may not

be reproduced or used for any other
purpose.

Russia: Information contained in
these materials does not constitute
an advertisement or offering (for
the purposes of the Federal Law On

Securities Market No. 39-FZ dated 22nd
April 1996 (as amended) and the Federal
Law “On protection of rights and lawful
interests of investors in the securities
market” No. 46-FZ dated 5th March,
1999 (as amended)) of the securities,
any other financial instruments or any
financial services in Russia and must
not be passed on to third parties or
otherwise be made publicly available

in Russia. No securities or any other
financial instruments mentioned in this
document are intended for “offering”,
“placement” or “circulation” in Russia
(as defined under the Federal Law “On
Securities Market” No. 39-FZ dated
22nd April, 1996 (as amended)).

Singapore: This document has not
been delivered for registration to

the relevant regulators or financial
supervisory bodies in Hong Kong or
Singapore, nor has its content been
reviewed or approved by any financial
supervisory body or regulatory authority.
The information contained in this
document is provided at your request
and for your information only. It does
not constitute an offer or invitation to
subscribe for securities or interests of
any kind. Accordingly, unless permitted
by the securities laws of Hong Kong

or Singapore, (i) no person may issue
or cause to be issued this document,
directly or indirectly, other than to
persons who are professional investors,
institutional investors, accredited
investors or other approved recipients
under the relevant laws or regulations
(ii) no person may issue or have in its
possession for the purposes of issue,
this document, or any advertisement,
invitation or document relating to it,
whether in Hong Kong, Singapore or
elsewhere, which is directed at, or

the contents of which are likely to be
accessed by, the public in Hong Kong
or Singapore and (iii) the placement of
securities or interests to the public in
Hong Kong and Singapore is prohibited.
Before investing in securities or
interests of any kind, you should
consider whether the products are
suitable for you.

South Africa: Goldman Sachs does

not provide tax, accounting, investment
or legal advice to our clients, and all
clients are advised to consult with their
own advisers regarding any potential
investment/transaction. This material is
for discussion purposes only, and does
not purport to contain a comprehensive
analysis of the risk/rewards of any

idea or strategy herein. Any potential
investment/transaction described
within is subject to change and Goldman
Sachs Internal approvals.

Goldman Sachs International is an
authorised financial services provider
in South Africa under the Financial
Advisory and Intermediary Services
Act, 2002.

Ukraine: Goldman Sachs & Co. LLC is
not registered in Ukraine and carries out
its activity and provides services to its
clients on a purely cross-border basis
and has not established any permanent

establishment under Ukrainian law. The
information contained in this document

shall not be treated as an advertisement
under Ukrainian law.

United Arab Emirates: The
information contained in this document
does not constitute, and is not
intended to constitute, a public offer of
securities in the United Arab Emirates
in accordance with the Commercial
Companies Law (Federal Law No. 8 of
1984, as amended) or otherwise under
the laws of the United Arab Emirates.
This document has not been approved
by, or filed with the Central Bank of the
United Arab Emirates or the Securities
and Commodities Authority. If you do
not understand the contents of this
document, you should consult with

a financial advisor. This document is
provided to the recipient only and should
not be provided to or relied on by any
other person.

United Kingdom: This material has
been approved for issue in the United
Kingdom solely for the purposes of
Section 21 of the Financial Services and
Markets Act 2000 by GSI, Peterborough
Court, 133 Fleet Street, London EC4A
2BB. Authorised by the Prudential
Regulation Authority and regulated by
the Financial Conduct Authority and the
Prudential Regulation Authority.

© 2018 Goldman Sachs. All rights reserved.
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