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EM Comeback

Why a little convergence in global growth could be good for Emerging Markets

MACRO & MARKET VIEWS

Rising US growth outperformance has been a key feature of the
macro environment in recent months. We think this is now turning
as US growth is likely to moderate from the strong pace in the
second quarter and converge somewhat with the rest of the
world. We think this convergence creates the potential for a
comeback in emerging market (EM) assets. More broadly, we

prefer equities over credit and credit over rates.
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KEY TAKEAWAYS

1. US exceptionalism has peaked.

We think the period of diverging growth rates—driven by strong US outperformance—
is largely behind us. US growth benefitted from strong support from fiscal policy in the
second quarter, which is likely to fade over time.

2. Interest rates are likely to remain near current levels into year-end.

We expect US interest rates to continue climbing over the longer term, but we see few
catalysts for another significant move higher this year. With inflation rising gradually and
US growth likely to moderate, we expect the Federal Reserve (Fed) to raise rates twice
more in 2018, consistent with market pricing.

3. A challenging investment environment, but fertile for an EM comeback.

Trade tensions, political developments and the potential for a moderation in US growth
raise the risk of a temporary pullback in equities later this year. However, we think US
growth will remain above trend and economic fundamentals in most EM countries
remain healthy, creating fertile ground for a comeback in EM assets.
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Market Views

We prefer equity over credit, and credit over rates as we think the

economic expansion will continue. We prefer EM relative to DM.

Moderate but positive returns in equities. Equities remain our preferred asset class
but after the rebound in the US and given the likely future appreciation of the euro, we
are less bullish on DM compared to our Mid-Year Outlook. \We expect returns to be
supported by the continued economic expansion and decent earnings growth.

Bearish on government bonds. Strategically, we remain bearish on government
bonds. We believe markets are underpricing the degree of Fed rate hikes over the next
12 months and more broadly underestimate the degree to which low bond yields have
been driven by cyclical conditions rather than more secular forces. However, we think it
will take time for the data to emerge to drive markets towards this view and more
tactically we expect US 10 year yields to remain range-bound towards year-end.

Turning point in credit approaching. Given the positive backdrop from corporate
fundamentals and the macro environment, we think it is too early to position for a
significant widening in spreads. We are approaching the point in the economic cycle
when credit spreads have historically started to turn but we think that is unlikely to be a
2018 event.

Range bound oil prices as base case. Escalating supply disruptions have increased
the risk that oil prices spike significantly higher. However, our base case remains a
more range bound environment ($60-80/bbl for WTI) — OPEC supply cuts are likely to
provide a floor for oil prices, while political pressure from consumer nations mitigates
the probability of sustained move higher. In base metals, we are positive from these
levels — Chinese policy support and global cyclical tailwinds should drive a rebound. In
precious metals, we expect real rates and the USD to be the main drivers in the
medium term.

US dollar strength likely to fade. \\Ve think the strength of the US dollar has been
driven by growth divergence and as that turns we would expect the strength to start to
fade. We are particularly bullish on EM currencies vs the dollar, given the substantial
valuation gap that has reemerged after the EM sell-off.

Source: GSAM. As of September 2018
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INVESTMENT THEMES
EM Comeback

We expect some moderation in US growth and continued consolidation
in the long-end of US rates to be important aspects of the macro
environment towards year-end. We think concerns about trade and

EM contagion are overdone. We expect this macro environment to

drive a comeback in EM assets after their recent underperformance.

From growth divergence since the spring...

In our mid-year Investment Outlook, we highlighted 1) upside risks to the US and
Japanese growth outlook; 2) downside risks for Europe and China; and 3) reduced
interest rate risk after the sharp rise in rates earlier in the year. Together we thought
these developments created a better balance of risks. Since then, the S&P 500 reached
a new high and the US printed a very strong 4.2% growth in the second quarter. At the
same time, we have seen weaker data in Europe and in China which, together with
trade tensions, renewed market concerns about the Chinese growth outlook. In EM
outside of China, growth has been weaker than we expected which, in addition to
several country-specific risks, has caused significant underperformance in EM assets
against our expectations.

...to renewed growth convergence...

We now think this exceptional period of US outperformance is largely behind us. The
US benefitted from strong fiscal policy support in the second quarter, which is likely to
fade over time. Meanwhile, growth in Europe appears to be stabilising at a lower but
more sustainable level than we saw late last year. The recovery in Japan, which had
been more muted than we expected, is gradually continuing. In China, policy support
has been firm in the face of weaker data and risks from trade, which we think will
eventually generate a period of positive surprises. Outside of China, most EM countries
have healthy economic fundamentals and should benefit from US growth. In our view,
the weakness in EM assets reflects country-specific challenges rather than a broad EM
crisis (click here for more), and the bigger picture is one of global growth converging
at healthy levels after a period defined by US exceptionalism.
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...and continued consolidation of long end US rates

In the spring, we thought interest rate risk would return later this year after a period of
consolidation in long-term rates. However, that consolidation now looks likely to
continue until around the turn of the year. The market is pricing approximately 45 basis
points of additional Fed rate hikes in 2018, suggesting markets will not be surprised if
the Fed delivers the two hikes we expect. At the same time, inflation has been slow to
firm, with the acceleration in year-over-year numbers this year largely reflecting base
effects. With gradual inflation and a likely moderation in US growth, we think the Fed
will want to keep its options open by waiting—at least until the run-up to the December
meeting—to signal a more aggressive pace of rate hikes in 2019. We see plenty of
signs of firming inflation, but we think it will take time before inflation becomes strong
enough to impact monetary policy more significantly.

A challenging investment landscape to navigate...

We think the investment environment will remain challenging to navigate and we
continue to favor a dynamic approach to investment. Trade and geopolitics are likely to
be a continued source of volatility, and moderation in US growth could well lead to a
temporary sell-off in US equities. We also worry about Italy’s budget negotiations and
the outlook for Italian growth. Despite these challenges, we think continued economic
expansion and decent earnings growth will leave developed market (DM) equities
higher by year-end. That said, we are less bullish on DM equities than we were in our
mid-year Investment Outlook as equities have recovered significantly. Also, while this
update focuses on the rest of 2018, as we move into 2019 the risk to US growth
becomes more nuanced as Fed policy continues to tighten while the impact of fiscal
stimulus moderates further. This will be a key focus for our 2019 Investment Outlook.

...but fertile for an EM Comeback

We think the recent US economic outperformance, combined with softer growth in
many other economies, has been an underappreciated factor behind asset performance
in general in recent months and EM underperformance in particular. We therefore see
the shift to convergence—with US growth moderating while other economies
stabilize—as significant. We think EM assets will be the clearest beneficiary, supported
by our view that market fears of trade tensions and EM contagion are likely to prove
overdone. More generally, we would also expect the US dollar strength to start to fade.

w


https://www.gsam.com/content/gsam/us/en/advisors/market-insights/gsam-connect/2018/Back_to_Markets_Update_EM_Currency_Volatility.html
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Macro Outlook Summary

Growth

We expect the global economic expansion to continue, but importantly we think the
period of strong US economic outperformance and the associated divergence in
regional growth rates is now behind us and we expect renewed convergence. The
trajectory for EM economies has been a particular concern for markets. We think the
broad policy support in China may create a period of upside surprises. In EM outside
of China, we believe the reversal of a number of idiosyncratic drags on growth
together with the still early stage nature of the recovery in several EM economies
could lift overall growth.

Inflation

We do not expect a rapid acceleration in developed-market inflation. In the US, the
labor market is tight enough that we are likely to see a gradual firming of inflation. A
faster rise has the potential to be disruptive but it is not our core scenario. In Europe,
we expect inflation to be more muted and for any surprises to have relatively little
market impact given the still large undershoot relative to target.

Monetary Policy

We expect the Fed to continue its quarterly hiking path for now. This is largely priced
until the end of this year, and therefore we expect limited market impact in 2018. In
Europe, we expect the first rate hike in the second half of 2019, most likely in the
fourth quarter. In Japan, we think the current monetary policy stance will continue for
the foreseeable future and that the debate in markets is overestimating the risk of a
shift in policy.

Politics

In our view, markets are overly worried about the economic impact of trade tensions
and the potential for EM contagion. We think these concerns could fade this year,
providing support for a comeback in EM assets. Geopolitical risks remain and
domestic politics have also become more nuanced, with Italian budget negotiations
and US mid-term elections providing potential catalysts for a pick-up in volatility.
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Growth Forecast
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Disclosures

The views expressed herein are as September 2018 and subject to change in the future. Individual portfolio management
teams for GSAM may have views and opinions and/or make investment decisions that, in certain instances, may not
always be consistent with the views and opinions expressed herein.

Views and opinions expressed are for informational purposes only and do not constitute a recommendation by GSAM to
buy, sell, or hold any security, they should not be construed as investment advice.

All investments involve risk including possible loss of principal. Individual asset classes involve unique risks. Bonds and
fixed income investing are subject to interest rate risk. When interest rates rise, bond prices fall. Equity securities are
more volatile than bonds and greater risks. Small cap company stocks involve greater risks than those customarily
associated with larger companies. International securities entail special risks such as currency, political, economic, and
market risks. These risks are heightened in emerging markets securities which may be less liquid and more volatile. These
risks should be fully evaluated before making an investment decision. Investments in commodities may be affected by
changes in overall market movements, commodity index volatility, changes in interest rates or factors affecting a
particular industry or commodity. The currency market affords investors a substantial degree of leverage. This leverage
presents the potential for substantial profits but also entails a high degree of risk including the risk that losses may be
similarly substantial.

THIS MATERIAL DOES NOT CONSTITUTE AN OFFER OR SOLICITATION IN ANY JURISDICTION WHERE OR TO ANY
PERSON TO W HOM IT WOULD BE UNAUTHORIZED OR UNLAWFUL TO DO SO.

THESE MATERIALS ARE PROVIDED SOLELY ON THE BASIS THAT THEY WILL NOT CONSTITUTE INVESTMENT ADVICE
AND WILL NOT FORM A PRIMARY BASIS FOR ANY PERSON'S OR PLAN'S INVESTMENT DECISIONS, AND GOLDMAN
SACHS IS NOT A HDUCIARY WITH RESPECT TO ANY PERSON OR PLAN BY REASON OF PROVIDING THE MATERIAL OR
CONTENT HEREIN. PLAN FIDUCIARIES SHOULD CONSIDER THEIR OWN CIRCUMSTANCES IN ASSESSING ANY
POTENTIALINVESTMENT COURSE OF ACTION.

Goldman Sachs and Co. LLC., member FINRA.

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or
political conditions and should not be construed as research or investment advice. This material has been prepared by
GSAM and is not financial research nor a product of Goldman Sachs Global Investment Research (GIR). It was not
prepared in compliance with applicable provisions of law designed to promote the independence of financial analysis and
is not subject to a prohibition on trading following the distribution of financial research. The views and opinions expressed
may differ from those of Goldman Sachs Global Investment Research or other departments or divisions of Goldman Sachs
and its affiliates. Investors are urged to consult with their financial advisors before buying or selling any securities. This
information may not be current and GSAM has no obligation to provide any updates or changes.

Although certain information has been obtained from sources believed to be reliable, we do not guarantee its accuracy,
completeness or fairness. We have relied upon and assumed without independent verification, the accuracy and
completeness of all information available from public sources.

Past performance does not guarantee future results, which may vary. The value of investments and the
income derived from investments will fluctuate and can go down as well as up. A loss of principal
may occur.

Economic and market forecasts presented herein reflect a series of assumptions and judgments as of the date of this
presentation and are subject to change without notice. These forecasts are subject to high levels of uncertainty that may
affect actual outcomes.

Goldman Sachs does not provide legal, tax or accounting advice, unless explicitly agreed between you and Goldman Sachs
(generally through certain services offered only to clients of Private Wealth Management). Any statement contained in
this presentation concerning U.S. tax matters is not intended or written to be used and cannot be used for the purpose of
avoiding penalties imposed on the relevant taxpayer. Notwithstanding anything in this document to the contrary, and
except as required to enable compliance with applicable securities law, you may disclose to any person the US federal
and state income tax treatment and tax structure of the transaction and all materials of any kind {including tax opinions

and other tax analyses) that are provided to you relating to such tax treatment and tax structure, without Goldman Sachs
imposing any limitation of any kind. Investors should be aware that a determination of the tax consequences to them
should take into account their specific circumstances and that the tax law is subject to change in the future or
retroactively and investors are strongly urged to consult with their own tax advisor regarding any potential strategy,
investment or transaction.

United Kingdom and European Economic Area (EEA): In the United Kingdom, this material is a financial promotion and has
been approved by Goldman Sachs Asset Management International, which is authorized and regulated in the United
Kingdom by the Financial Conduct Authority. Switzerland: For Qualified Investor use only — Not for distribution to general
public. This document is provided to you by Goldman Sachs Bank AG, Ziirich. Any future contractual relationships will be
entered into with affiliates of Goldman Sachs Bank AG, which are domiciled outside of Switzerland. We would like to
remind you that foreign (Non-Swiss) legal and regulatory systems may not provide the same level of protection in relation
to client confidentiality and data protection as offered to you by Swiss law.

Asia Pacific: Please note that neither Goldman Sachs Asset Management International nor any other entities involved in
the Goldman Sachs Asset Management (GSAM) business maintain any licenses, authorizations or registrations in Asia
(other than Japan), except that it conducts businesses (subject to applicable local regulations) in and from the following
jurisdictions: Hong Kong, Singapore and Malaysia. This material has been issued for use in or from Hong Kong by
Goldman Sachs Asset Management (Hong Kong) Limited, in or from Singapore by Goldman Sachs Asset Management
(Singapore) Pte. Ltd. {Company Number: 201329851H) and in or from Malaysia by Goldman Sachs (Malaysia) Sdn Berhad
(880767W).

Australia: This material is distributed in Australia and New Zealand by Goldman Sachs Asset Management Australia Pty
Ltd ABN 41006 099 681, AFSL 228948 ' GSAMA') and is intended for viewing only by wholesale clients in Australia for
the purposes of section 761G of the Corporations Act 2001 (Cth) and to clients who either fall within any or all of the
categories of investors set out in section 3{2) or sub-section 5(2CC) of the Securities Act 1978, fall within the definition of
a wholesale client for the purposes of the Financial Service Providers (Registration and Dispute Resolution) Act 2008
(FSPA) and the Financial Advisers Act 2008 (FAA),and fall within the definition of a wholesale investor under one of clause
37, clause 39 or clause 40 of Schedule 1 of the Financial Markets Conduct Act 2013 (FMCA) of New Zealand (collectively,
a "NZ Wholesale Investor”). GSAMA is not a registered financial service provider under the FSPA. GSAMA does not have
a place of business in New Zealand. In New Zealand, this document, and any access to it, is intended only for a person
who has first satisfied GSAMA that the person is a NZ Wholesale Investor. This document is intended for viewing only by
the intended recipient. This document may not be reproduced or distributed to any person in whole or in part without the
prior written consent of GSAMA. This information discusses general market activity, industry or sector trends, or other
broad based economic, market or political conditions and should not be construed as research or investment advice. The
material provided herein is for informational purposes only. This presentation does not constitute an offer or solicitation to
any person 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.
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management services in respect of exchange-traded futures or options contracts and is not offering to provide such
investment advisory or portfolio management services in such provinces by delivery of this material.

Japan: This material has been issued or approved in Japan for the use of professional investors defined in Article 2
paragraph (31) of the Financial Instruments and Exchange Law by Goldman Sachs Asset Management Co., Ltd.

© 2018 Goldman Sachs. All rights reserved.
Date of first use: September 17, 2018. 142989-0TU-829485.



