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2020 OUTLOOK

Dear Clients,

After more than 10 years of steady US economic growth and nearly 11 years of a

US equity bull market as measured by the S&P 500 Index, it is hard to imagine that
both have room to grow. Yet that is our 2020 base case. The US economy is likely to
continue growing and US equities are likely to continue rising—albeit more slowly
than in the last decade.

Since bottoming in June 2009, the US economy has grown by an average of 2.3%
a year. While this rate of growth has been the slowest of all expansions in the post-
WWII era, it has made up in length what it has lacked in strength. At 42 quarters
and counting, this expansion is the longest in US history. US gross domestic product
(GDP) has increased to over $21 trillion, compared to $14 trillion at the trough of
the global financial crisis (GFC). Nearly 21 million US jobs have been created over
this period, resulting in the country’s lowest unemployment rate since 1969.

The US equity bull market has been similarly robust, exceeding the second-
longest US bull market by about 1.5 years and generating a total return of 498%, or
18.0% annualized. Thus, every dollar invested in the trough of the market in March
2009 would have increased nearly sixfold by year-end 2019. This trails a total return
of 545%, or 21.9% annualized, seen in the strongest bull market in US history,
which spanned over nine years between October 1990 and March 2000.

Such steady growth and robust returns were achieved over the past decade
notwithstanding a spate of domestic and non-US shocks in what the Wall Street
Journal dubbed a “Decade of Disruption.”! Some of these shocks, such as the August
2011 downgrade of US sovereign debt by S&P, are a distant memory and did not
send even a ripple through the US economy or its financial markets. More recently,
as we warned in our Outlook for 2019, American Preeminence in a Rattled World,
we have faced deteriorating US-China relations, constant threats of a disruptive
Brexit, continued Russian adventurism, North Korea’s taunting missile launches,
the rise of populism across continents, alleged strikes by a heavily sanctioned
Iran against maritime targets and even neighboring Saudi Arabia, and a very
unconventional US presidency. While such developments have increased uncertainty
or even resulted in short-lived volatility, they have neither derailed the US economy
nor ended the US equity bull market.
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Elsewhere in the world, the European sovereign debt crisis that began to unfold
in late 2009 has left a lasting impact and has raised further questions about the
viability of the Eurozone as an economic and political union.

As we look over the horizon, we do not see risk factors that are likely to derail
the US economy or end the US equity bull market in 2020. We expect somewhat
slower growth in the US and moderately faster growth on a global basis, as a result
of which we expect modest returns from US and non-US equity markets.

As many of our long-standing clients know, we have been mindfully optimistic
about the length and strength of this bull market, particularly with respect to US
equities. As early as January 2014, when we published our Outlook: Within Sight of
the Summit, we stated that while we were within sight of the summit, we were not
yet ready to call a peak in equity prices. We could not determine how far we were
from the summit in terms of length of time and gain in altitude. In our Outlook for
2015, US Preeminence, we recommended clients maintain their strategic overweight
to US equities because the gap between the US and other major developed and
emerging market economies was continuing to widen. In our 2016 Outlook report,
The Last Innings, we stated that this economic recovery and equity bull market had
further innings to go. In our Outlook for 2017, Half Full, we were still looking at
the glass optimistically as half full. In our 2018 Outlook report, (Un)Steady as She
Goes, we recommended clients invest on the basis of a “steady as she goes” outlook,
but noted the risks associated with an “unsteady as she goes” undertow. Finally, in
our Outlook for 2019, American Preeminence in a Rattled World, we recommended
that clients remain invested because the extensive rattling across multiple fronts was
unlikely to lead to a recession, and we expected above-average returns relative to the
long-term returns suggested by our strategic asset allocation models.

You may well be asking how we can continue with our investment theme of US
preeminence and recommend clients remain invested in equities for another year.
We acknowledge that our investment recommendation is very long in the tooth. We
are also wary of overstaying our welcome with the same investment theme that has
served our clients well.

Our recommendation is based on a simple premise: we expect this expansion
to continue given the favorable monetary policy backdrop, a relatively balanced
economy and the same steady stream of exogenous shocks that have threatened
but not derailed this expansion over the last decade. Like the sturdy baobab tree,
which lives far longer than most trees (reportedly up to 2,500 years), this expansion
appears poised to continue beyond what is typical.

While bouts of volatility are inevitable, especially in a presidential election year,
we show through data and analysis why we believe that the risks of recession, while
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relatively higher than those described in our 2019 Outlook, have not yet reached
levels that warrant an underweight in equities. As in past Outlook publications, we
also present our expected returns for the next one and five years. Most importantly,
we provide a more extensive review of why valuation alone is not an effective signal
for underweighting equities, but a far more useful signal for overweighting equities.

Of course, we remain vigilant. Investor sentiment can shift quickly in response
to geopolitical headlines or negative economic surprises, leading to tighter financial
conditions and negative impacts on consumer and business confidence, and
ultimately to a vicious downward spiral in the economy and financial markets. We
therefore recommend clients also reevaluate their strategic asset allocation in order
to ensure that they can withstand the inevitable bouts of volatility that likely will
emanate from the current geopolitical environment.

We take this opportunity to wish you a very healthy, happy and, as always,
prosperous 2020.

The Investment Strategy Group
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SECTION I ‘

Room to Grow

SINCE NOVEMBER 2013, WHEN EQUITIES FIRST CROSSED into
the ninth decile of valuations (defined as a level at which
equities have been cheaper at least 80% of the time), we have
recommended 58 times that clients stay invested, asserting that
higher valuations alone were not a signal to underweight equities.

Our recommendation to clients to stay invested at their
customized strategic allocation to equities has been driven
primarily by our economic outlook: as long as the US is in
an economic expansion and a recession is not imminent, the
likelihood of a positive return is very high. Based on historical
data, the probability is 87% over a one-year window. Given
such favorable odds, and our view that US equities are only
moderately expensive when viewed in the context of the
current interest rate and inflationary backdrop, we continue to
recommend clients stay invested.

Through most of the just-ended decade, we had assigned
a probability of recession at 10%, raising it to 15-20% in
our 2019 Outlook. We further raised this probability to 25—
30% in September 2019 as trade tensions affected business
investment and consumer confidence. At the same time, global
growth across the Eurozone and in Japan was showing signs
of weakness. However, this modest increase in our estimate of
recession probabilities was not significant enough to warrant a
change in our investment recommendation.
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As we enter 2020, we have, in fact, lowered
our assessment of a recession and believe that the
risks have declined slightly, to 20-25%. As some
of our clients may remember, we prefer using
ranges for our forecasts, whether for economic
growth, market returns, yield levels, inflation
levels or other such economic and financial market
measures.

We begin with a review of the factors that
account for our assignment of a low probability
of recession, including the impact of the timely
midcycle adjustment of the Federal Reserve to its
tightening cycle. We explain why rising corporate
debt issuance, increasing delinquencies in the
subprime auto loan market and high delinquency
rates in student loans are not a source of concern
at this time. We also address the question of why
rising national debt as a percentage of GDP is not
a risk in the short or intermediate term.

Of course, our outlook for 2020 is not
without risk, especially in an election year with
an unconventional president—who is the only
president in American history to run for reelection
after having been impeached by the House of
Representatives. We examine these risks and
demonstrate why we believe they will be a source
of volatility but are unlikely to trigger a recession.

As usual, we present our one- and five-
year expected returns and our tactical tilt
recommendations.

However, before we conclude Section I with
our key takeaways, we address the most important
issue on our clients’ minds: how can we still
recommend staying invested in the face of modest
equity returns in 2020, slightly higher risk of
recession than forecast in our 2019 Outlook, and
increased risks of domestic and non-US exogenous
shocks? We believe the analysis presented on
this topic is probably the most pertinent analysis
in the entire report—certainly more than any
single forecast in our economic and financial
market outlook.

Hopefully, it will help our clients reassess
their investment philosophy toward tactical asset
allocation, an investment process in
which we firmly believe. Our goal is to

equity markets is asymmetric: the likelihood of
success in overweighting equities is substantially
greater than the likelihood of success in
underweighting equities.

Low Risk of Recession

We believe that there are three recession triggers in
the US, and none are being set off at this time:
* Aggressive tightening of monetary policy by the
Federal Reserve
- Tightening monetary policy contributed to nine
of the 11 recessions in the post-WWII period.
¢ Economic and financial market imbalances
— Real estate imbalances in the late 1980s;
excessive valuations and leverage in the
technology, media and telecommunications
sectors in the late 1990s; and excessive
leverage in the business and household sectors
contributed to the three recessions since 1990.
e Significant domestic and non-US
exogenous shocks
—The Arab oil embargo in 1973 and the
Iran-Iraq War in 1980 each led to supply
shocks and a near-quadrupling of oil prices,
triggering recessions.

Federal Reserve Has Reversed Course

As many of our clients know, we believe that
history is a useful guide to the future. That view is
one of the key pillars of our investment philosophy.
In the past, not every tightening cycle has led
to a recession. As we highlighted in last year’s
Outlook, of the 14 tightening cycles in the post-
WWII period, four have not led to a recession.
Those tightening cycles were characterized by:

e Labor market slack at the onset of the
tightening cycle

¢ Low inflation

® An early start to the tightening cycle

demonstrate the penalty of exiting the
equity market too early and compare
it to the benefit of overweighting
equities at times of stress, even if

one is early by several quarters. The
payoff of tactical asset allocation in US

We believe that there are three
recession triggers in the US, and
none are being set off at this time.
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Exhibit 1: US Real GDP During the Longest Post-WWII Recoveries
We do not expect the latest tightening cycle to trigger a recession.
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Data through Q3 2019, forecast through Q4 2019.
Source: Investment Strategy Group, Bloomberg, The National Bureau of Economic Research.

All three criteria fit the current cycle, which
prompted us to suggest that this tightening cycle
was likely to be benign as well.

In addition, when the Federal Reserve has
reversed course in a tightening cycle, it has
extended the life of an expansion. Exhibit 1
shows the path of GDP during the four longest
expansions in the post-WWII period, including the
current expansion. In the three longest expansions
preceding the current one, the expansion was
extended when the Federal Reserve reversed course
and lowered the federal funds rate.

In the recent tightening cycle, the Federal
Reserve raised rates by 2.25 percentage points
between December 2015 and December 2018. It
then reversed course in July 2019 and lowered
rates by 0.75 percentage point through October
2019. In our view, this reversal, like the reversals
in the post-WWII period, will extend the life
of this expansion for at least another year and
possibly beyond 2020.

This reversal in monetary policy has also
avoided setting off one of our recession monitors:
our proprietary Yield Curve Inversion Diffusion
Index. This index measures the spread between
a series of short- and long-term Treasury interest
rates over the prior six months. In the past, when
the Investment Strategy Group’s Proprietary Yield
Curve Inversion Diffusion Index reached 100%, a
recession followed, on average, about 14 months
later. The one exception was a false positive in 19635.

In the recent tightening cycle, this diffusion
index peaked at 92% in late August (see Exhibit 2).

Exhibit 2: ISG Proprietary Yield Curve Inversion
Diffusion Index

Our diffusion index did not reach 100% in this

tightening cycle.
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Data through December 31, 2019.

Note: Shaded periods denote recessions. The diffusion index measures the percentage of yield
curve measures inverted in the previous 6 months based on the total number of yield curve
measures whose data was available at each point in time. Before 1962, only 2 yield curve
measures were available (5Y/3Y and 10Y/1Y monthly). From 1962 to 1976, 6 yield curve measures
were available (5Y/3Y and 10Y/1Y, daily/weekly/monthly). After 1976, all the 12 yield curve
measures were available (5Y/2Y, 5Y/3Y, 10Y/1Y, 10Y/2Y, daily/weekly/monthly). This index is
tracked internally by ISG and is not publicly available.

Source: Investment Strategy Group, Bloomberg, Haver Analytics.

With the Federal Reserve holding rates steady for
the foreseeable future, we expect this index to start
declining in February 2020 and reach zero by May
2020, as shown in Exhibit 3. In sum, we do not
expect Federal Reserve monetary policy to trigger a
recession in 2020.
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Exhibit 3: ISG Proprietary Yield Curve Inversion
Diffusion Index Projected Trajectory

We expect our diffusion index to start declining in February
and reach zero by May 2020.
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Note: The diffusion index measures the percentage of yield curve measures inverted in the
previous 6 months based on 12 yield curve measures (5Y/2Y, 5Y/3Y, 10Y/1Y, 10Y/2Y, daily/
weekly/monthly). No curves are currently inverted.

Source: Investment Strategy Group, Bloomberg, Haver Analytics.

Exhibit 4: GIR Financial Excess Monitor
Today's level is below the historical average and the levels
seen prior to the last two recessions.
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Data through Q3 2019.
Source: Investment Strategy Group, Goldman Sachs Global Investment Research.

Absence of Economic and Financial
Market Imbalances

One of the most useful tools in our arsenal

for measuring economic and financial market
imbalances is the Goldman Sachs Global
Investment Research (GIR) Financial Excess
Monitor, developed by our colleagues in
Economics Research.? The framework for the GIR

Financial Excess Monitor is largely similar to the
framework designed by the Federal Reserve Board
to monitor financial stability.> The goal of both
frameworks is to identify vulnerabilities in the
economy that reduce its ability to withstand the
negative impact of destabilizing factors such as
shifts in risk appetite, drops in asset prices and
exogenous geopolitical shocks. If the financial
system is plagued by excesses, the economy is

Exhibit 5: Global Investment Research Financial Excess Monitor
The types of economic and financial market imbalances that preceded the last two US recessions are notably absent today.

Overall
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Households/Consumers

Non-Financial Business
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Data through Q3 2019.

Note: Red shading indicates periods of financial excess, blue shading indicates periods of benign conditions.

Source: Investment Strategy Group, Goldman Sachs Global Investment Research.
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Exhibit 6: Net Percentage of Lending Officers
Tightening Consumer Lending Standards
Lending standards in consumer credit have tightened over
recent years.

Net Share Tightening
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Data through Q3 2019.
Source: Investment Strategy Group, Haver Analytics.

Exhibit 7: US Household Debt and Personal
Saving Rate

Higher saving rates and household deleveraging have
strengthened consumer balance sheets.

% of GDP % of Income
10 16
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Data through Q3 2019.
Note: Shaded periods denote recessions.
Source: Investment Strategy Group, Haver Analytics.

more vulnerable and the risks of a recession
increase.

As shown in Exhibit 4, the overall level of the GIR
Financial Excess Monitor is currently slightly below
its historical average and significantly below the levels
seen in the 2000 dot-com bubble era or in 2007, prior
to the GFC. The overall measure has actually declined
since 2017, implying a decrease in economic and
financial market imbalances over the last two years.

The key factors that are driving risks lower,
shown in various shades of blue in Exhibit 5, are:

¢ Higher interest rates and tighter lending
standards in consumer credit (see Exhibit 6)

® Higher saving rates and low levels of leverage
in the household sector (see Exhibit 7)

¢ Low levels of leverage in the financial sector
(see Exhibit 8)

As we highlighted in last year’s Outlook, the
magnitude and speed of deleveraging in the
household and financial sectors have been notable.
The deleveraging trend continued in 2019, and
both the household sector and the financial

sector enter 2020 with strong balance sheets and
favorable debt service ratios.

Household Sector
More specifically, in the household sector, the
debt service ratio, measured as payments on

Exhibit 8: US Financial Sector Debt
The magnitude and speed of deleveraging in the financial
sector have been notable.
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Data through Q3 2019.
Note: Shaded periods denote recessions.
Source: Investment Strategy Group, Haver Analytics.

outstanding mortgage and consumer debt divided
by disposable personal income, declined from a
high of 13.2% in late 2007 to a 40-year low of
9.7% in 2019 (see Exhibit 9). While there have
been numerous headlines raising concerns about
auto loans and student loans, we believe those
concerns are overstated.

Outlook ‘ Investment Strategy Group
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Exhibit 9: Household Debt Service Ratio
Households' debt payments as a share of disposable income
stand at a historical low.

Debt Payments/Disposable Income (%)

Exhibit 11: Transition Into 90+ Day Delinquency
by Loan Type

The auto loan market is less cyclical than the

mortgage market.
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Data through Q3 2019. Data through September 2019.
Note: Shaded periods denote recessions. Source: Investment Strategy Group, Goldman Sachs Global Investment Research.
Source: Investment Strategy Group, Haver Analytics, Datastream.
Exhibit 10: Used Vehicle Prices vs. Home Prices Exhibit 12: US Core Commercial Real Estate
Used vehicle prices are more stable than residential Price Index
house prices. Commercial real estate prices stand above their pre-

crisis highs.
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Data through October 2019.
Source: Investment Strategy Group, Goldman Sachs Global Investment Research.

Data through November 2019.
Source: Investment Strategy Group, Datastream.

Auto Loans: Auto loans account for $1.3 trillion,
or 9%, of total household debt. Auto loan
delinquencies have been rising steadily since 2013.
About 7.8% of borrowers are more than 90 days
delinquent, compared to a peak of 8.8% in late
2010, and the highest rates of delinquencies are
seen among subprime borrowers with poor credit
ratings. Inevitably, investors are asking whether
the increase in delinquencies is a harbinger of

another subprime crisis that could spread to the
rest of the economy.

We do not believe so, for the following reasons:

e At $285 billion in late 2019, the subprime
auto loan market is small in comparison to the
subprime mortgage market, which peaked at
$1.3 trillion in 2007.
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Exhibit 13: US Capitalization Rates
The ratio of rental income to property purchase prices is at
historically low levels.

5
2001 2004 2007 2010 2013 2016 2019

Data through September 2019.

Note: Showing the 3-month averages of weighted capitalization rates in the industrial, retail,
office and multifamily sectors, based on national square footage in 2009.

Source: Investment Strategy Group, Datastream.

Exhibit 14: US Capitalization Rate Spread to 10-
Year Treasuries

The spread of capitalization rates to Treasury yields stands
above the historical average.

————— Average
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Data through September 2019.
Source: Investment Strategy Group, Haver Analytics, Federal Reserve.

¢ Specialty auto finance companies and the captive
financing arms of auto companies account for
45% of the subprime auto loans outstanding, so
the risk is much less concentrated in the hands
of large banks relative to the subprime mortgage
market in 2007.

e Subprime auto loans have very high weighted
average coupons (over 16% as of year-end) and
have been priced to absorb high delinquency
rates. This market pricing compares with a
weighted average coupon of 8.5% for subprime
mortgages prior to the GFC.

¢ The auto loan market is less cyclical than the
mortgage market, as shown in Exhibits 10 and
11, and as highlighted by our colleagues in GIR
in their auto loan credit report.*

While the subprime auto loan market is unlikely to
be a catalyst for the next credit crisis or a recession,
a decline in GDP would certainly affect both auto
loan-backed securities and the auto industry itself.

Student Loans: Student loans account for

$1.5 trillion, or 10.7%, of total household
debt. Delinquency rates for student loans are
the highest across all types of consumer debrt,
including mortgages, autos, home equity loans
and credit cards, thereby raising concerns about
consumer balance sheets and the impact on the
banking system.

Household balance sheets are strong and
debt service ratios are low (see Exhibits 7 and 9),
however, and rising delinquencies are not a risk
to the banking sector because 92% of all student
loans are backed by the US government.

The factors that are driving risks higher, shown
earlier in Exhibit 5 in various shades of red, are
elevated prices in commercial real estate, growth
in non-financial business debt, and growing budget
deficits and the rising ratio of government debt to
GDP. We examine each of these factors below and
conclude that they do not pose material risk to our
view of continued GDP growth in 2020.

Commercial Real Estate Sector
Prices of commercial real estate now exceed the
high prices seen before the GFC, having risen
79% from their trough (see Exhibit 12). Similarly,
capitalization rates, which measure rental income
relative to the purchase price of a property, are at
historically low levels (see Exhibit 13).

However, higher valuations are partly offset by
the increase in the spread of capitalization rates
to 10-year Treasury yields in 2019; the spread
currently stands at above-average levels, as shown
in Exhibit 14. Furthermore, the Senior Loan
Officer Opinion Survey shows that the share of
banks tightening lending standards for commercial
real estate has risen to levels last seen in 2017,
limiting real estate developers” access to easy credit.

Outlook ‘ Investment Strategy Group
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Exhibit 15: US Non-Financial Business Debt
Corporate debt has risen rapidly over the past few years and
stands at all-time highs.
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Data through Q3 2019.
Note: Shaded periods denote recessions.
Source: Investment Strategy Group, Haver Analytics.

Exhibit 17: US Non-Financial Corporate
Interest Coverage

Corporations have ample capacity to cover their
interest expenses.

Interest Expense to EBIT (%)
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Data through Q3 2019.
Source: Investment Strategy Group, Haver Analytics.

Exhibit 16: US Corporate Debt Average
Coupon Rates

The average coupon for both investment grade and high
yield corporate bonds stands at historical lows.

s  em=-=- High Yield
= Investment Grade
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Data through December 31, 2019.
Source: Investment Strategy Group, Bloomberg.

Both sets of data reveal the absence of exuberance
on the part of real estate investors and lenders.

Non-Financial Business Sector

Another sector that is flashing more pink than
red in the GIR Financial Excess Monitor is the
non-financial business sector. As shown in Exhibit
15, non-financial business debt has increased
rapidly over the last several years and is now at

its historical high of 74.2% of GDP. The overall
level of debt of this sector stands at $16 trillion.
The Federal Reserve Board’s “Financial Stability
Report” of November 2019 also highlights the
elevated risks emanating from the high debt levels
of the non-financial business sector.’

While the rising level of debt is a concern,
several facts mitigate the risks posed by it.

First and foremost, the interest burden of such
leverage is at historically low levels because of very
low interest rates and the low level of incremental
yield between corporate bonds and Treasury bonds.
As shown in Exhibit 16, the average coupon rates
of both investment grade and high yield corporate
bonds have steadily declined; they are now at their
lowest levels since the inception of the respective
indices. Similarly, interest expense relative to the
earnings of the non-financial corporate sector is
near historical lows for high yield corporations and
bumping along the bottom for investment grade
corporations (see Exhibit 17).

Second, corporations have taken advantage of
low interest rates to issue longer-term debt. The
average maturity of investment grade debt has
increased by two years since 2004 (see Exhibit 18).
As a result, only about 7% of the debt outstanding
will mature by the end of 2020. Thus, investment
grade issuers, which account for $5.8 trillion of
debt, do not face refinancing pressures and are less
exposed to a liquidity crisis. Even the high yield
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Exhibit 18: US Investment Grade Index

Average Maturity

Corporations have taken advantage of low interest rates to
issue longer-term debt.
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Source: Investment Strategy Group, Bloomberg.

Exhibit 19: US Corporate Financing Gap
Companies are generating enough earnings to cover
dividends and capital expenditures.
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Investment Research.

bond universe does not pose a systemic risk at
this time. The market is less than a quarter of the
investment grade market, and only about 3% will
mature by the end of 2020.

Third, the three sectors in the investment grade
corporate bond universe that have experienced the
highest growth rates in their debt levels have very
favorable interest coverage ratios. The technology
sector, for example, has increased its debt by 22%
a year since the end of 2009, compared to about
8% for the investment grade universe, yet the
sector’s earnings before interest and taxes (EBIT)
are 19 times as great as their interest expense. This
ratio compares favorably to the 11 times coverage
ratio for the S&P 500 Index broadly. Therefore,
some of the increase in leverage has occurred in
very well capitalized high-earning sectors.

Finally, our colleagues in GIR believe that the
risks of higher levels of debt are partially offset by
the positive financing gap of corporations, which
has been weaker than current levels 67% of the time
(see Exhibit 19). A positive financing gap matters
because it means that a company generates enough
earnings to cover dividends and capital expenditures
and is unlikely to face financing pressures.

While these four facts mitigate the risks posed
by the high level of non-financial business debt, we
are not sanguine about possible risks. In February
2013, then Federal Reserve Governor Jeremy
Stein warned of the risks of overheating in credit

Exhibit 20: US Budget Deficit
Despite the long expansion and the lowest unemployment
rate in 50 years, the budget deficit has been increasing.
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Data as of December 2019.
Source: Investment Strategy Group, Congressional Budget Office.

markets, stating that “waiting for decisive proof of
market overheating” is not an effective approach to
monitoring financial stability.® We, therefore, remain
vigilant, watching for any sign of overheating.

Government Debt

The third factor that is driving risks higher, the
federal government sector, is flashing pink in the GIR
Financial Excess Monitor as a result of rising deficits
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Exhibit 21: US Federal Government Debt-to-
GDP Ratio

Fiscal stimulus and frequent budget deals have increased
the federal debt burden since the GFC.
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Exhibit 23: Projected Increase in US Government
Debt Since 2017

The TCJA and the two subsequent Bipartisan Budget Acts
have added about $4.7 trillion of debt.
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Exhibit 22: US Fiscal Forecasts
The Budget Control Act and American Taxpayer Relief Act
drove the downward shift in the debt trajectory.
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Source: Investment Strategy Group, Congressional Budget Office, Haver Analytics, Committee
for a Responsible Federal Budget.

and rising debt-to-GDP ratios. Despite a prolonged
expansion and the lowest unemployment rate in 50
years, the budget deficit has been increasing from
its most recent low of 2.4% of GDP in 2015 and is
estimated to have reached 4.6% in 2019, as shown
in Exhibit 20. Under the Alternative Fiscal Scenario
issued by the Congressional Budget Office (CBO),
which assumes that current policies will continue

and tax laws that automatically cut spending will be
overridden, the deficit is projected to reach 7.0% of
GDP by 2029.7

The rising level of US federal debt relative to
GDP has been a source of concern since the GFC.
The debt-to-GDP ratio stood at 35% in 2007. The
fiscal stimulus after the GFC and frequent budget
deals that have raised spending relative to revenues
have increased debt-to-GDP to its current level
of 79% (see Exhibit 21). While the GIR Financial
Excess Monitor is currently flashing a warning
sign, it is important to note that the current deficit
and debt-to-GDP trajectory are far below the
alarming levels of 2009 and 2011. In 2009, the
deficit stood at 9.8% of GDP, and in June 2011,
debt-to-GDP was forecast by the CBO based on
prevailing spending and tax policies to reach 94%
by 2019, well above the current 79%.

The key driver of the downward shift in the
debt trajectory earlier in the decade was President
Barack Obama’s Budget Control Act (BCA) of
2011 and American Taxpayer Relief Act (ATRA)
of 2012, which themselves were the result of the
Simpson-Bowles fiscal commission. As shown in
Exhibit 22, the two Acts shifted the debt-to-GDP
trajectory down significantly (visible in the change
from the red line forecast in 2011 to the green line
forecast in 2013). The blue line is the actual debt-
to-GDP ratio over the last decade.

President Donald Trump’s Tax Cuts and Jobs
Act (TCJA) of 2017 and the Bipartisan Budget
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Exhibit 24: US Government Debt-to-GDP Forecasts
Debt-to-GDP is now expected to increase at a slower pace
than was forecast a decade ago.
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for a Responsible Federal Budget.

Exhibit 25: Cumulative Foreign Direct Investment
and Portfolio Inflows Since 2000

The US has attracted the lion's share of global capital
inflows for the last 20 years.
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Acts of 2018 and 2019, in turn, have added
about $4.7 trillion of debt. Exhibit 23, from the
Committee for a Responsible Federal Budget
(CRFB), shows the components of the increase
in the overall debt burden under the Trump
administration.

This increase has driven the debt-to-GDP
trajectory upward; if it stays on course, it will
reach about 104% by 2029. However, to keep the
latest debt trajectory in perspective and compare it
to the pre-BCA and pre-ATRA forecasts, consider
that the debt-to-GDP forecast a decade ago for
2029 was 143% (see Exhibit 24).

The current level of debt-to-GDP is not a short-
or intermediate-term concern that could create a
financial crisis, given the preeminence of the US.
In the interest of brevity, we will not review all
the structural advantages of the US that account
for its preeminence but will instead direct our
clients to our 2015 Outlook: US Preeminence and
our 2019 Outlook: American Preeminence in a
Rattled World. As a result of its preeminence, the
US has been a magnet for capital flows, capturing
more than three times the flows reported by the
next-largest recipient (see Exhibit 25). Given the
widening gap between the US and other developed
and emerging market countries across metrics
such as GDP per capita growth, earnings per share
growth, innovation, productivity and demographics,
it is unlikely that this flow to the US will abate.

Exhibit 26: Allocation of Global Foreign Reserves
vs. IMF Special Drawing Rights Basket

Reserve managers continue to allocate most of their assets
to US dollar-denominated assets.
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The incremental yield of 150 to 200 basis
points between US interest rates and those of
Europe and Japan will also support the demand
for US assets. As of year-end 2019, about $11.3
trillion of bonds had negative yields. Even though
the size of the market of negative-yielding bonds
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Exhibit 27: Share of ISG Recession Indicators
Deteriorating

Only 30% of ISG's recession indicators deteriorated in the
last month, compared to 77% in December 2018.
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Note: The chart shows a breadth index based on a total of 30 ISG recession indicators. It
measures the percentage of indicators that have been deteriorating relative to the previous
month. A lower value means fewer recession indicators have been deteriorating.

Source: Investment Strategy Group.

Exhibit 28: ISG Proprietary Recession
Risk Indicator
Our recession indicator has trended lower recently.
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has decreased from the peak level of $17.0 trillion
in August 2019, the yield advantage of US bonds is
unlikely to diminish in the near future.

Furthermore, the US dollar remains the
dominant reserve currency of the world, and
there is no other currency that will threaten its
reserve status in the foreseeable future, in our
view. Reserve managers who are mostly free to
allocate their country’s reserves as they see fit put
an overwhelming 62% of their assets in US dollar-
denominated assets, a portion substantially greater
than the allocation of the International Monetary
Fund (IMF) Special Drawing Rights of 42%, as
shown in Exhibit 26. As Eswar Prasad, professor
at Cornell University and previously chief of the
Financial Studies Division of the IMF, wrote in
The Dollar Trap: How the U.S. Dollar Tightened
Its Grip on Global Finance, published in 2014, the
dollar will remain the dominant reserve currency
of the world for the foreseeable future.®

Funding the deficit and growing debt is,
therefore, not a short- or intermediate-term
problem. The longer-term trajectory is what raises
some concern.

No one knows the exact tipping point in the
debt-to-GDP level at which the US economy will
be negatively affected by higher interest rates or
the crowding out of private investment by higher
government debt. What we know with some

confidence is that we are currently nowhere near a
tipping point that would trigger a recession.

There are also a number of policy measures
that can reduce the debt trajectory. For example,
the CRFB has shown that gradually reducing the
funding of the Iraq and Afghanistan wars from
the current level of $77 billion to $10 billion per
year by 2024 would reduce debt-to-GDP by $630
billion by 2030, or 7% by 2050, helping push the
tipping point out further.

The Signals from Other Recession
Monitoring Tools

In addition to our proprietary Yield Curve
Inversion Diffusion Index and GIR’s Financial
Excess Monitor, we have developed several other
tools to monitor a range of economic and financial
market indicators, including the Conference

Board Leading Economic Index; housing market
measures; employment data; and equity, credit
and bond market data. Early in 2019, our models
indicated a rising risk of recession, but the risk has
trended lower more recently, as shown in Exhibits
27 and 28. Importantly, we continue to rely on

a series of tools since no one model has a solid
enough track record to reliably predict the start of
a recession.
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Exhibit 29: Global Economic Policy Uncertainty
(EPU) Index

Economic policy uncertainty remained elevated
throughout 2019.
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Source: Investment Strategy Group, Economic Policy Uncertainty Index (www.
policyuncertainty.com).

We should note that among the external
resources we leverage to formulate our investment
recommendations, the range of probability
forecasts for a 2020 recession is very wide at this
time. The lowest forecast is 10% and the highest is
45%. Jan Hatzius and his team in GIR Economics
Research estimate the probability of recession in
2020 at below 20%.,’ and the Bloomberg survey of
recession risk estimates it at 30%. The Investment
Strategy Group’s current estimate is 20-25%.

To put these numbers in context, the
probability of recession occurring in the next 12
months when the economy is in expansion is 14%
based on data since 1960. If we look at data since
1981, the probability declines to 10%.

Risk of Domestic and Non-US
Exogenous Shocks

Historically, the third trigger of recessions (after
aggressive tightening of monetary policy and
economic and financial market imbalances)

has been exogenous shocks. We cannot predict
shocks—if we could—they would not be shocks
per se. Furthermore, as stated in our 2018
Outlook: (Un)Steady as She Goes, we cannot
make investment recommendations based on the
unsteady undertow of geopolitical risks; we must
stay focused on steady economic and earnings

growth and the continuation of low and stable
inflation.

Nevertheless, it is important to carefully
monitor likely sources of such shocks. The list
is even longer than last year’s list because in the
US, the upcoming elections and the presidential
impeachment have added more uncertainties to the
list of possible shocks.

It is also important to note that not only is
the geopolitical landscape a potential source of
exogenous shocks that could trigger a recession, but
it also creates economic policy uncertainty, which in
turn hampers growth. As shown in Exhibit 29, the
Economic Policy Uncertainty (EPU) Index is at its
98th percentile on a global basis, driven to higher
levels primarily by an increase in economic policy
uncertainty in China. In the US, the EPU Index has
dropped from its August highs and is now at the
85th percentile. An increase of 90 points in the EPU
Index reduces gross fixed investment in the US by
about 6% within two quarters and lowers GDP
by just over 1%.'° As trade war tensions began to
abate in the fall of 2019, the EPU declined.

The geopolitical landscape also has an impact
on how monetary policymakers adjust policy. John
Williams, president of the Federal Reserve Bank
of New York, referred to the issue at a November
14,2019, Asia Economic Policy Conference
when he said:

It’s striking that in almost every corner of the
world geopolitical tensions are threatening to
put the brakes on growth ... The uncertainty
created by current events is no doubt having a
lasting effect on the economic conditions we’re
experiencing today."!

Domestic Contenders

President Trump continues to face a slew of
investigations including congressional, federal,
and state and local investigations. The New York
Times reported in September 2019 that there were
as many as 30 such investigations, only a few of
which have been concluded.!? These investigations
cover his presidency, his campaign, his
inauguration, his businesses, his taxes, his family
and his associates. For his part, the president
continues to push back aggressively. While the ebb
and flow of these investigations may contribute

to some market volatility, it is unlikely that the
outcome or lack of outcome of these investigations
will destabilize the US economy.
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Exhibit 30: President Trump Approval Ratings
The impeachment process barely registers in Trump’s
approval ratings.
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Exhibit 31: Average Annual S&P 500 Price Returns
Based on US Presidential Cycle

The third year of the presidential cycle has historically had
the highest equity returns.
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Two new developments have been added to the
list of domestic contenders that might destabilize
the US economy or financial markets. In our view,
both are unlikely to do so.

Impeachment: The first new development is the
impeachment of President Trump. The president
was impeached by the Democratic Party-controlled
House of Representatives on December 18,2019,
on charges of abuse of power and obstruction
of Congress. The impeachment process is now
supposed to move to the Republican Party-
controlled Senate for a trial that will be presided
over by Supreme Court Chief Justice John Roberts.
While the trial will generate interesting headlines,
it is considered highly unlikely that a two-thirds
majority of senators will vote to convict the
president. Of the two prior presidents who were
impeached, neither was convicted and removed
from office. Richard Nixon resigned rather than face
certain impeachment and conviction. The current
impeachment process has not had a material impact
on President Trump’s approval and disapproval
ratings, according to major polls (see Exhibit 30).
Unexpectedly, on December 23, 2019, the
general counsel for the House Judiciary Committee
argued, in a brief filed with the US Court of
Appeals, that the testimony of former White House

Counsel Donald McGahn was needed, including
for “consideration of whether to recommend
additional articles of impeachment.”!3

Elections: The second possible domestic exogenous
shock to the economy and financial markets

may come from the national presidential and
congressional elections slated for November

3, 2020. Myths abound about S&P 500 Index
returns and market volatility during election
years. We thought it would be helpful to provide
some facts, keeping in mind that the sample set
is somewhat limited; there are simply not enough
observations from which to conclude any pattern
with high statistical significance.

We first examine the price returns in every year
of a presidency, separating the first term from the
second term. We exclude dividends since we want
to focus on the differences from year to year and
eliminate the dampening effect of steady dividends.

As shown in Exhibit 31, since 1873, the third
year of all presidential terms has been the strongest,
with a 10.2% price return in the S&P 500 Index
compared to an annual average of 6.1%. The fourth
year is in line with the long-term average. However,
the averages belie sizable differences between the first
and second terms. The strong returns in the third and
fourth years are all concentrated in the first term of
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Exhibit 32: Average Annual S&P 500 Volatility
Based on US Presidential Cycle

Volatility has generally been lower in the fourth year of a
first term of a presidential cycle.
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Exhibit 33: Average S&P 500 Annualized Volatility
by Election Cohort

Election years with close preelection polling have exhibited
greater equity market volatility on average.
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a presidency. The returns for the fourth year of the
first term are significantly higher than the returns
of the first two years, and close to those of the third
year. As history is a useful guide, the fourth year

of a first-term president provides a tailwind to our
recommendation to stay invested.

We must also examine the volatility in election
years to see whether our clients should brace
themselves for greater volatility emanating from
election rhetoric. As shown in Exhibit 32, volatility
has actually been the lowest in an election year in
the first term of a presidency, at 15.2%.

However, as we dissect the data further, election
years when preelection polling predicts a “close”
election exhibit greater volatility than election years
that are “predictable.” We have defined close elections
as elections in which the preelection polling gap is
less than the post-WWII period median gap of 6.5
percentage points; the preelection gap is measured as
the average difference of all Gallup polls for the top
two presidential candidates in that election year. All
other elections are defined as predictable. We have
excluded 2008 from the data as an outlier given the
41% volatility of the S&P 500 during the downdraft
of the GFC. We also excluded pre-WWII results
because of less comprehensive polling data.

As shown in Exhibit 33, average volatility is
higher in close elections, at 13.9%, compared to
volatility in predictable elections, at 10.6%.
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A Surefire Guide to
Predicting the Next President

Allan J. Lichtman

The Keys to the White House: A Surefire Guide to Predicting
the Next President, Allan Lichtman, Rowman & Littlefield,
all rights reserved.
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Exhibit 34: 13 Keys to the White House

# Key Descriptor Status

1 Party mandate After midterm elections, the incumbent party ~ FALSE
holds more seats in the House than it did after
the previous midterm elections

2 Contest No serious contest for incumbent-party TRUE
nomination

3 Incumbency Incumbent-party candidate is sitting president  TRUE

4 Third party No significant third-party or independent TRUE

- campaign

5 Short-term economy  Economy is not in recession during the TRUE
campaign

6 Long-termeconomy  Real per capita growth during the term equals ~ TRUE
or exceeds mean growth during previous two
terms

7 Policy change Incumbent administration effects major TRUE
changes in national policy

8 Social unrest No sustained social unrest during the term TRUE

9 Scandal Incumbent administration is untainted by major FALSE
scandal

10 Foreign/military Incumbent administration suffers no major FALSE*

failure failure in foreign or military affairs

11 Foreign/military Incumbent administration achieves a major FALSE*

__ success success in foreign or military affairs

12 Incumbent charisma  Incumbent-party candidate is charismaticora ~ FALSE
national hero

13 Challenger charisma  Challenging-party candidate is not charismatic  TRUE*

or a national hero

Source: Investment Strategy Group, Allan Lichtman.
* Some possibility of change

The next inevitable question is whether this
upcoming presidential election will be close or
predictable. Some observers, such as Ray Fair,

a professor at Yale University who has built
mathematical models for predicting elections,
expect a Trump victory barring a recession in
2020, as do Oxford Economics Ltd. and Moody’s
Analytics Inc.” Other observers, such as Politico®
and Nate Silver of FiveThirtyEight,!” characterize
the election as too close or too early to call.

Another predictor of presidential elections
who believes this one is too early to call is Allan
Lichtman, professor at American University and
author of The Keys to the White House: A Surefire
Guide to Predicting the Next President, published
in 2008."® Lichtman predicted, in September 2016,
that Trump would win the election'>—and, in
November 2016, that he would be impeached!?

Lichtman uses 13 keys based on the view that
presidential elections are “a vote up or down on
the strength and performance of the party in power.
And virtually all our keys gauge those factors.”?!

If five or fewer of the keys are false, the
incumbent party wins. The keys and their current
status are shown in Exhibit 34. Using this analysis,

the coming election is deemed too early to call
because the outcome of various foreign policy
measures dealing with geopolitical hot spots is
unknown and the challenger candidate may not
emerge until the Democratic Party convention in
July 2020.

In fact, it is quite remarkable that political
observers believe there is a higher-than-usual
probability that the Democrats will have a
contested convention in which no presidential
candidate has sufficient pledged delegates at
the time of the convention to win a majority
in the first ballot. In a second ballot, the so-
called superdelegates may decide the nominee.

In his December 16, 2019, note to his clients,

Ian Bremmer, founder and president of Eurasia
Group, reported that the Democratic candidates
he had spoken to had themselves assigned high
probabilities to a contested convention, “ranging
from 33-70% in their estimates.”?? The last
contested convention took place in 1952, when
Adlai Stevenson became the Democratic nominee.

Such uncertainty persisting until mid-July, and
the prospect of a close election, are likely to lead to
higher volatility during 2020.

Another concern that could lead to greater
volatility and policy uncertainty is the possible
election in November 2020 of one of the
Democratic presidential candidates proposing
higher corporate tax rates and relatively high wealth
taxes, especially if such a victory is combined
with a Democratic majority in the Senate. While
the presidential election is considered a close call,
the betting market, as measured by Predictlt, a
prediction market sponsored by Victoria University
of Wellington, assigns roughly a 70% probability
to a Republican majority and 30% probability to a
Democratic majority in the Senate.?

As unlikely as this outcome may appear at this
time, the election of a left-leaning president and a
Democratic majority in both the Senate and the
House of Representatives is possible, and such a
result would send some initial shock waves through
the financial markets. The prospects for higher
corporate tax rates would depress earnings growth
expectations while the introduction of wealth taxes
would increase risk premia across asset classes.

Investment Implications of a Divided Government:
As we approach the election, we are frequently
asked whether financial markets perform
differently when the US government is divided—
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Exhibit 35: S&P 500 Average One-Year Price Returns Following Elections
There is no difference in US equity returns between divided and single-party government that is statistically significant

unless we exclude recessions.

Since 1928 Since 1945
All
1931 Divided 1931 Single Party  Excl. Recessions All Excl. Recessions
Divided 6.0% 6.9% 13.6% 7.8% 13.6%
Single Party 8.1% 71% 7.6% 9.0% 7.5%
Divided Minus Single Party -2.1% -0.2% 6.0% -1.2% 6.0%
Statistical Confidence Level of Different Return Averages 45% 5% 94% 29% 95%

Source: Investment Strategy Group, Bloomberg.

meaning the executive branch, the majority in

the Senate, and the majority in the House of
Representatives are not all from the same party—
than when there is a single-party government, in
which the president’s party also controls the two
arms of the legislative branch. In fact, the 2020
outlook report from David Kostin, chief US equity
strategist in Goldman Sachs’ GIR, is titled “United
We Fall, Divided We Rise.”?* In it, he reviews

the equity market implications of a single-party
government controlled by the Democrats.

Given that the Senate is likely to retain its
Republican majority and the House is likely to retain
its Democratic majority, the US will most likely have
a divided government irrespective of the presidential
election’s outcome. On average, US equities have had
higher returns during single-party governments, but
the difference is not statistically significant, which
means the difference could be largely due to chance.

We examined data as far back as 1928 to see
whether we could identify discernible patterns. For
example, we looked at return data based on calendar
years as well as return data incorporating post-
election returns for part of November and December
to see whether market moves immediately after an
election impacted the conclusions. We looked at data
since 1928 and since 1945 to see whether markets in
the post-WWII period behaved differently. We used
price return data as well as total return data. We
used median returns and average returns. We also
examined data with and without recessions given
that recessionary periods have an overwhelming
impact on returns and could distort the conclusion.

We conclude that the data does not reveal
any difference in the various measured US
equity returns between divided and single-party
government that is statistically significant unless
we exclude recessions.

As shown in Exhibit 335, the difference in returns
if one examines the entire data set since 1928 or
1945 is not statistically significant; the confidence
levels are all below 50%. For example, the data
shows that since 1928, equity returns during a
single-party government were 2.1 percentage
points higher. However, the confidence level is only
45%. That means there is a 55% chance that the
difference in returns is due to chance.

The first two columns of Exhibit 35 best
illustrate the absence of any conclusive evidence in
the data. The first column shows the returns since
1928 but assumes that 1931 was a year of divided
government because a number of special elections
held that year to replace members of both parties
who passed away resulted in shifting the House
majority from Republican to Democratic. The
second column shows the same period assuming
that 1931 remained a single-party government.
Over this 90-year span, the two averages are now
different with only 5% confidence. Those two sets
of data alone should convince our readers that
there is no difference in equity returns between
divided and single-party government rule.

However, when we exclude 12-month periods
that experienced a recession, the difference
in returns between divided and single-party
government increases substantially and becomes
statistically significant with 94% confidence. We
conclude that in nonrecessionary periods, equity
returns are higher under divided governments and
the difference is statistically significant.

Since we are not expecting a recession in
2020 or 2021 and are more likely to end up with
a divided government, our recommendation to
stay invested should be further supported by the
tailwind of divided government.
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Exhibit 36: US Bonds Average Calendar-Year Total Returns
Bonds outperform during divided governments relative to single-party governments with 99% confidence.

Since 1928 Since 1945
All
1931 Divided 1931 Single Party  Excl. Recessions All Excl. Recessions
Divided 7.4% 7.6% 71% 7.5% 7.1%
Single Party 3.8% 3.6% 3.3% 2.8% 2.4%
Divided Minus Single Party 3.6% 3.9% 3.8% 4.7% 4.7%
Statistical Confidence Level of Different Return Averages >99% >99% 99% >99% >99%

Note: References the Bloomberg Barclays US Aggregate Bond Index.
Source: Investment Strategy Group, Bloomberg.

The data for bonds is much more statistically
significant. Bonds outperform during divided
governments relative to single-party governments
with 99% confidence, as shown in Exhibit 36.

Non-US Contenders

We believe that exogenous shocks that could
destabilize the US economy and other regions
of the world are more likely to emanate from
outside the US than from within the country.
Since last year’s Outlook, the risk of some
potential shocks has abated but that of others
has increased. Unsurprisingly, the list of culprits
is the same; borrowing a memorable line from
the movie “Casablanca,” we have rounded up the
usual suspects.

WE 'RE HAVING
CONSTRUCTIVE TALKS

P

k] Hoakdl Tribems

For now, the US-China trade war has de-escalated and we expect the status quo to

hold for most of 2020.
© Chappatte in the International Herald Tribune—www.chappatte.com

China: On October 11, 2019, President Trump
made the initial announcement of a Phase One
trade agreement with the People’s Republic of
China, with a subsequent announcement on
December 13. He also said that negotiations

for Phase Two would begin once the Phase One
agreement was signed. While the agreement is yet
to be signed by the parties, both President Trump
and President Xi Jinping have moved to avoid
further escalation of the trade war, as it was having
a negative impact on growth and financial market
sentiment. For now, the trade war has de-escalated
and we expect the status quo to hold for most of
2020, at least through the November elections.

As shown in Exhibit 37, the US had implemented
tariffs through four tranches in both 2018 and 2019
and was scheduled to increase tariffs on another
$162 billion of US imports from China on December
15,2019. The agreement suspended
implementation of the last tranche of
tariffs (Tranche 4B in the exhibit) and
reduced the September 2019 tariffs of
15% on $120 billion of US imports to
7.5% (Tranche 4A in the exhibit).

The key elements of the agreement
address some but not all of the issues
raised by the Trump administration:

® Most importantly, China has
committed to increase its imports
of goods and services, including
manufactured goods, agricultural
and seafood products and energy
products, by at least $200 billion
over the next two years, relative to
2017 levels. To put this number in
context, China’s surplus with the
US will need to decrease by 40%, as
its net trade balance of goods and
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Exhibit 37: US Tariff Rounds by Broad

Economic Category

The Phase One agreement suspended implementation of the
last tranche of tariffs and reduced the September tariffs.

US$ billions Consumer
7.5% rate in effect

I

®m(Capital  ®Intermediate
25% rate in effect
1

f | Not imposed due

to Phase One
agreement

140 + Imposed on

7/6/18

Imposed on
8/23/18

Imposed on
9/24/18 at 10%
and increased to
25% on 5/10/19

Imposed on
9/1/19 at 15%
and decreased
10 7.5% as part
of Phase One

agreement

120 4
100 4
80 -
60 -
40 -
N

Tranche 4A Tranche 4B
$120bnround  $162bn round

Tranche 3
$200bn round

Tranche 2
$16bn round

Tranche 1
$34bn round

Data as of December 31, 2019.
Source: Investment Strategy Group, Goldman Sachs Global Investment Research.

Exhibit 38: US Trade in Goods and Services
with China

The US trade deficit with China has narrowed, but
remains wide.

12-Month Sum, US$ billions
0

-50
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-150
-200
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-300 Sep-19

-344
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-381

-400 -

-450 -
2004 2007 2010 2013 2016 2019

Data through Q3 2019.
Source: Investment Strategy Group, Datastream.

services currently stands at about $340 billion
and was closer to $380 billion only a year ago
(see Exhibit 38). Some experts such as Derek
Scissors of the American Enterprise Institute
have suggested that these goals will be hard to
meet,> since they imply an annual growth rate
of more than 50% in US exports to China over
the next two years.

¢ China agreed in principle to address intellectual
property theft, but no details have been offered.
The National Bureau of Asian Research has
estimated intellectual property theft costs the
US economy between $225 billion and $600
billion per year.?

¢ China has committed to end its practice of forced
technology transfer and adopt market practices
for acquiring technology and license transfers.

¢ China is expected to open its markets to
financial services, including banking, insurance,
securities and credit-rating services.

¢ China will provide greater transparency on its
currency policy and refrain from competitive
devaluations and targeting of exchange rates,
and in return the US will not label China a
currency manipulator. It is unimaginable,
however, that China will actually allow its
currency to float freely in the foreseeable future.

¢ The US and China agreed to have strong
procedures including bilateral discussions to
address disputes.

Some of the more sensitive issues, such as dealing
with Huawei and industrial subsidies, were not
addressed by this agreement. Tariffs of 25%

also remain in place on $250 billion of imports
from China.

While the risk of an exogenous shock from
China has diminished in the short term, especially
in a US election year, longer-term risks remain,
including a failed Phase One agreement, the
failure to reach a Phase Two agreement and
other geopolitical flare-ups. Vice President
Michael Pence’s speech at the Woodrow Wilson
International Center for Scholars in October 2019
provides a glimpse into the changing views in the
US toward China:

All that Beijing is doing today, from the Party’s
great firewall in cyberspace or that great wall of
sand in the South China Sea, from their distrust
of Hong Kong’s autonomy, or their repression
of people of faith all demonstrate that it’s the
Chinese Communist Party that has been “de-
coupling” from the wider world for decades.””

The recent enactment of the Hong Kong Human
Rights and Democracy Act of 2019, which was
signed by President Trump on November 27,2019,
is another example of the shift in sentiment toward
China among both Democrats and Republicans.
While China-related risks may have abated for
2020, we believe that the longer-term concerns
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Protesters clashing with riot police officers in November 2019 on the campus of the
Chinese University of Hong Kong.

about Chinese goals and the means by which the
Chinese pursue those goals have increased.

Brexit: After a decisive victory by Prime Minister
Boris Johnson and the Conservative Party on
December 12, 2019, it is now certain that the UK
will leave the European Union (EU) on January 31,
2020. The uncertainties that prevailed in 2019—
regarding whether the UK would have another
Brexit referendum, whether former Prime Minister
Theresa May would survive in office and whether
the Tory party was at risk of being replaced—have
all been removed. Uncertainty remains with respect
to key aspects of the agreement:

* Length of the transition period

* Nature of the UK’s relationship
with the EU

e Ultimate resolution of what type
of border will exist between
the Republic of Ireland and
Northern Ireland

Under the current timetable—which of
course is subject to change—a transition
period commences once the UK leaves
the EU; this period may last until
December 31, 2020. However, both
parties can agree to a 12- or 24-month
extension and have until July 1, 2020,
to do so. Prime Minister Johnson has
been adamant that there will not be
an extension, and the Parliament will
vote in January on the Withdrawal
Agreement Bill, which also prohibits any
extension to the transition period. The European
Commission president, Ursula von der Leyen, and
many geopolitical experts believe that the January-
December window is too short to design and agree
upon a new relationship.?

With respect to the type of relationship that
will exist between the UK and EU, many models
have been discussed in the years since the Brexit
referendum in June 2016. These models are
summarized in Exhibit 39. The model at the
far right of the exhibit, figuratively here and
literally politically, will apply in the absence of
an agreement between the UK and EU. In such a
scenario, referred to as a hard Brexit, the
UK-EU relationship will fall under the
World Trade Organization most-favored-
nation status. At the far left of the exhibit
is the softest Brexit model, the Norway
model, which allows Norway full access
to the European Single Market; abides
by free movement of goods, services,
capital and people; follows the European
Court of Justice rulings; and contributes
to the EU budget. The Norway model
was not acceptable to Theresa Mays; it is
even less likely to be acceptable to Prime
Minister Johnson.

e Finally, a long-term solution to the
‘;.“TN; border between Ireland and North
P order between Ireland and Northern
‘J:“ .l-I L.

Ireland seems beyond reach. The Tory
Party does not want Northern Ireland to

While the UK is now certain to leave the EU on January 31, 2020, uncertainty
remains with respect to the type of relationship that will exist between the parties.

be under the EU customs and regulatory
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Exhibit 39: UK-EU Relations—Post-Brexit Options

Many models exist with respect to the type of relationship that will prevail between the UK and EU.

Brexit

SOFT HARD

Comprehensive

World Trade
Organization

Access to Single Free Trade Most-Favored-
Market Extensive Bilateral Agreements Customs Union Agreement Nation Status
World Trade
Norway Switzerland Ukraine Turkey Canada Organization
Tariff-Free Trade in Goods v v v v* v x
Single Market Access for Services v * v x x x
Accept EU Workers v v x x x x
Make EU Budget Contributions v v x x x x
Follow European Court of Justice Rulings v* x v* x x
Independent Trade Policy v* v* v x* v
Speed of Negotiating v x x x x

Source: Investment Strategy Group.
* Partial/Limited.

structure separate from the rest of the UK, and the
EU does not want the UK to use an open border to
export goods to the EU via Ireland. A hard border,
on the other hand, will be extremely disruptive to
the economies of both Northern Ireland and Ireland.
There is also concern that a hard border will bring
back the violent clashes between Protestants and
Roman Catholics that occurred from 1968 to 1998.
The interim solution of an Irish Sea border, which
has been agreed to by Prime Minister Johnson, is
politically expedient and expected to last for at least
four years after the transition period has ended. But
it is not a permanent solution.

As Jacob Kirkegaard, senior fellow at the
Peterson Institute for International Economics
and frequent guest speaker on our client calls, told
us, “Brexit will happen, but what kind of Brexit
remains unknown.”? Some other experts assign the
highest probability to a free trade agreement deal,
which would be a variation of the Canada model
and which could eventually move closer to the
Switzerland model shown in Exhibit 39.

While Brexit will garner headlines
throughout 2020 because of the likely

national security concerns.® The US imported $379
billion in autos and auto parts in the 12 months
through November 2019, with net imports at $217
billion, accounting for 24% of the US goods deficit.

The Commerce Department reported the results
of its investigation in February 2019 but the final
deadline to impose tariffs passed on November
13,2019, and no action was taken. South Korea
and Japan had already signed bilateral trade
agreements with the US in September 2018 and
September 2019, respectively. Canada and Mexico
were to be covered under the US-Mexico-Canada
Agreement (USMCA) that was passed by the House
of Representatives and awaits passage by the Senate.
That basically leaves Europe, which accounts for net
US auto and auto part imports of only $45 billion.

It is unlikely that tariffs on European
automobiles and auto parts will become a
significant concern in 2020. It is more likely that
overall trade relations with Europe covering a
broader array of industries will become a topic on
the campaign trail.

longwinded nature of any resolution on
this front, we believe it poses very few
risks to the US economy and the rest of
the world’s economies.

Auto Tariffs: The Trump administration
initiated an investigation in May 2018

into auto imports under Section 232 of
the Trade Expansion Act of 1962, citing

“Brexit will happen, but what kind of
Brexit remains unknown.”

—Jacob Kirkegaard, senior fellow at the
Peterson Institute for International Economics
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Other Potential Exogenous Shocks

For our 2019 Outlook, we examined five other
geopolitical concerns that could have been sources
of rattling headlines: Russia, the Middle East,
North Korea, cyberattacks and terrorism. We
wrote that none of them were likely to morph into
a shock to the US economy in 2019.

We believe that the risks from all five are
higher in 2020, partly because this is an election
year in the US and partly because the sanctions on
Iran and North Korea have created tremendous
domestic pressures in both countries, elevating
them to the top of the list. We have also added a
new potential risk to the list this year, stemming
from public backlash against technology
companies.

Iran: Since President Trump withdrew the US from
the Joint Comprehensive Plan of Action—the Iran
or so-called Obama nuclear deal—in May 2018,
the US administration has increased economic
pressure on Iran through escalating sanctions and
canceling all waivers for purchases of Iranian oil.
The US has also stepped up military measures by
dispatching an aircraft carrier group and 14,000
troops to the Persian Gulf region, including the
recent deployment of troops to Saudi Arabia.

As a result, Iran’s oil exports have dwindled to
less than 300,000 barrels a day, GDP declined by
nearly 10% in 2019 alone, and inflation has been
hovering over 30%. Anti-government protests have
erupted in over 54 Iranian cities and towns, and
hundreds of protestors have been killed or injured
and several thousand imprisoned.?'

Iran has also been blamed for a series of missile
and other attacks in the region, including surprise

In our view, the threat of an exogenous shock to the US economy and
financial markets from a US military engagement with Iran has increased.

attacks on Saudi Arabian oil facilities. Iran has
denied any involvement.

The current economic environment may not be
sustainable for much longer. The key concern is that
Iran could lash out in an effort to bring the US to
the negotiating table and get some relief from the
sanctions. Harvard University Professor Ash Carter,
a former secretary of defense who is a frequent
guest speaker on our geopolitically oriented client
calls and one of our external advisors, has warned
that Iran, with a 100% probability, will initiate
some form of an attack that is a few steps above
the attack on Saudi Arabian oil facilities.’? His
view is that Iran needs to go far enough to get the
attention of the US but not so far as to trigger a
“dust-up” with the US. That may be too fine a line
for the Iranians to walk, and a miscalculation on
either side could transform a skirmish with the US
into a more significant military engagement that
could spin out of control.

Karim Sadjadpour, a senior fellow at the
Carnegie Endowment for International Peace who
focuses on Iran and US foreign policy toward the
Middle East, also believes that we should “expect
more acts of sabotage” in 2020.%

However, not everyone shares the view
that Iran will intentionally create a skirmish.
Richard Nephew, senior research scholar at
Columbia University and lead sanctions expert
for the US team negotiating with Iran under the
Obama administration, believes that Iran will
not deliberately want to engage with the US.3*
However, he also states that with US forces in close
proximity to Iranian forces in Iraq and Syria, the
“risk of stumbling upon each other” is quite high.

In our view, the threat of an exogenous shock
to the US economy and financial markets from a
US military engagement with Iran has increased.

With respect to the rest of the Middle East, we
expect the risk of a shock in Syria and Yemen will
continue to only simmer, as it has for the last several
years, but believe it may start to build up in Iraq.

North Korea: North Korea is another hot spot
where the risk of a shock that could roil the
financial markets has increased substantially. Last
year, we quoted former Secretary Carter as saying
“nothing much will happen.”® This year, his
message has shifted: it is “unclear what Kim Jong
Un’s playbook is for next year.”3¢ He believes that
North Korea is as likely to stay quiet as it is to
“ratchet up rhetoric if not provocative action.”
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Meeting of North Korea's Supreme People’s Assembly. North Korea is
another hot spot where the risk of a shock that could roil the financial
markets has increased substantially.

In April 2019, Kim Jong Un gave the US an end-
of-year deadline to return to the negotiating table.
An October meeting was held but the talks stalled.
This was the second time when a meeting yielded
no progress. Since then, Kim Jong Un’s regime
has threatened a Christmas gift (none seemingly
came) and he convened a meeting of government
party officials. While speculation is that he may
go beyond testing short-range missiles and test an
intercontinental ballistic missile, China may urge
restraint as the US and China put the finishing
touches on the Phase One trade agreement.

On the other hand, there is also significant risk
of escalation of tensions given the unpredictability
of the North Korean leader. Andrew Bishop of
Signum Global Advisors, a firm that specializes
in geopolitical issues, wrote “North Korea: It’s
all downhill from here” in his October 7, 2019,
note.’” As shown in Exhibit 40, the trajectory
of the frequency and type of North Korean
missile launches is not favorable. Clients should
brace themselves for market volatility set off by
North Korea.

Exhibit 40: North Korean Missile Launches and
Nuclear Tests

Kim Jong Un has aggressively ramped up the pace of
missile tests.

Number of Incidents

30 7 ®Nuclear Test Tested Under
® Satellite Launch Vehicle Kim Jong Un
® Cruise Missile 25
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® Intercontinental Ballistic Missile
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221.1 1
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Data as of December 2019.

Note: Includes full flight tests of ballistic and cruise missiles, both successful and unsuccessful,
and nuclear tests. It does not include partial tests of missile subsystems or tests of air defense
systems, short-range rocket and artillery firings.

Source: Investment Strategy Group, Center for Strategic and International Studies.

Russia: From a geopolitical perspective, Russia
seems to have achieved most of its immediate goals
in its widening neighborhood. The Russians have
established a stronger presence in Syria and have
sold S-400 air defense systems to Turkey, a NATO
member, in spite of US warnings; and they remain
firmly ensconced in Crimea and parts of eastern
Ukraine. While we do not foresee any serious
military engagements, we believe the Russians will
continue to use cyberattacks and social media to
spread disinformation and possibly interfere once
again in US elections, as discussed below.

Cybersecurity: The report of the director of
national intelligence on the US intelligence
community’s assessment of worldwide threats
identifies cyber threats as one of the most
important threats, if not the most
important, to US and world security. It

Former Secretary of Defense Ash

Carter has warned that Iran, with a
100% probability, will initiate some
form of an attack that is a few steps
above the attack on Saudi Arabian oil

facilities.

states that “US adversaries and strategic
competitors will increasingly use cyber
capabilities—including cyber espionage,
attack, and influence—to seek political,
economic, and military advantage over
the United States and its allies and
partners” and “to steal information,

to influence our citizens, or to disrupt
critical infrastructure.”3$
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Exhibit 41: Perpetrators and Targets of Significant
Cyberattacks Since 2006

China and Russia are the most significant perpetrators of
cyberattacks, while the US is the largest target.

us: 117

Offenders: 392

India: 35

South Korea: 34

China: 108 China: 25

UK: 25

Israel: 24

Ukraine: 23

Russia: 98 Germany: 18
Japan: 17

=
o
=,
3
w
o1
@
—

Russia: 16

sz
52
- o)
==
5
N

France: 7
Iran: 44 North Korea: 3

North Korea: 38
India: 16
Us:9
Israel: 3 Rest of World: 165

UK: 3
Germany: 2
South Korea: 2
France: 1

Ukraine: 1
Rest of World: 67

Data as of 2019.
Source: Investment Strategy Group, Center for Strategic and International Studies,
GZERO Media.

As shown in Exhibit 41, China and Russia are
the most significant perpetrators of cyberattacks
and the US is the largest target. The US intelligence
community believes that China and Russia pose
the greatest espionage and cyberattack threats,
followed by Iran and North Korea.*® While China
is more focused on cyber espionage and has
become a growing threat to the US military and
infrastructure, Russia pursues influence operations
in addition to cyber espionage and cyberattacks.

All four countries are expected to attempt
to interfere in US elections. As Special Counsel
Robert Mueller IIT warned in his testimony before
the House Intelligence Committee in July 2019,

election interference in 2016 “wasn’t a single
attempt”; the Russians are “doing it as we sit
here.”* The US intelligence community believes
that Russia in 2016 and “unidentified actors” in
2018 tried to target US election infrastructure, but
it does not have any intelligence that the election
infrastructure was compromised.*!

Cybersecurity is also a growing concern for
corporations. Accenture, through its research on
355 companies in 11 countries, estimates that
the average cost of cybercrime for companies
increased to a new high of $13 million in 2018,
which represents a 72% increase over the prior
five years.** Accenture also estimates that the total
value at risk from cybercrime over the next five
years is a staggering $5.2 trillion.

The risk of cyberattacks on public and
private institutions continues to increase globally.
While the Global Cybersecurity Index for the
International Telecommunication Union ranks
the US second (after the UK) in its commitment
to cybersecurity,* the growing cyber capabilities
among friends and foes alike increase the risks that
could threaten the US economy and unsettle the
financial markets in the short, intermediate and
long terms.

Terrorism: According to the Global Terrorism
Index, produced by the Institute for Economics and
Peace, terrorism measured by number of deaths
and economic impact has steadily declined since
2014.% The most significant developments, positive
and negative, have been these:

e Terror-related deaths have declined due to
military successes against Islamic State of
Iraq and the Levant (ISIL) and Boko Haram
in Africa. Iraq recorded the largest decline in
deaths and for the first time since 2003 is no
longer the country most impacted by terrorism.

¢ Afghanistan has experienced the largest
increase in number of deaths due to the civil
war, and the Institute for Economics and Peace
now considers the Taliban as the “world’s
deadliest terrorist group.”*

e There has been a surge in far-right political
terrorism measured by deaths and number
of incidents in North America and Western
Europe. The report of the director of national
intelligence refers to these perpetrators as
violent “ethno-supremacist and ultranationalist
groups.”*
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While one can never predict an exogenous shock
from terrorism, the recent overall decline in
terrorism could be reversed through various means.
For example:

¢ The partial US withdrawal from Syria and the
Turkish incursion into northern Syria might
have resulted in the escape of ISIL prisoners
who could resume their terrorist activities.

e US withdrawal from Afghanistan could not
only exacerbate terrorism in Afghanistan but
also allow terrorist groups to establish bases in
that country.

¢ According to the US intelligence community,
“global jihadists” in Africa and Asia, including
ISIL and al Qaeda, have expanded their abilities
to strike local US interests and remain intent on
striking the mainland US.#

Techlash: A new term, first coined by the
Economist in 2013, has entered our discussions on
risks with a broad range of external geopolitical
experts: “techlash.”*® Rana Foroohar of the
Financial Times describes it as “the growing

public animosity toward large Silicon Valley
platform technology companies and their Chinese
equivalents.”* The use of Facebook by the Russians
to interfere in US elections, the misuse of Facebook
user data by Cambridge Analytica, the impact on
adolescent mental and physical health from growing
use of social media, and the difficulty of separating
real news from fake news on social media platforms
(among other factors) have generated a notable
backlash against technology companies from both
individuals and governments.

Policymakers in the US and Europe are trying
to develop regulations and tools, including
substantial fines, to address these valid concerns.
The issues are complicated and it will be some
time before such regulations and tools are fully

There is growing public animosity toward large technology companies.

developed. In the meantime, the FANGMAN
stocks (Facebook, Apple, Netflix, Google,
Microsoft, Amazon and Nvidia) continued their
march upward in 2019. These stocks account

for 14.9% of S&P 500 earnings and 18.7% of

its market capitalization. In 2019, they returned
49.6%, significantly outperforming the 31.5%
return of the S&P 500. Lest anyone think the
FANGMAN stocks account for the bulk of S&P
500 returns, we note that an S&P 500 Index that
excluded these stocks would have returned 27.9%
in 2019. Even so, increased regulation and higher
fines for technology companies could act as a drag
on the broader US equity market.

The reversal of Federal Reserve monetary
policy, the absence of major economic imbalances
and our assessment of exogenous shocks all lead
us to believe that the risk of recession in the US
remains low. They underpin our recommendation
to remain invested in US and non-US equities
given our one- and five-year expected returns for
equities and fixed income, as discussed in greater
detail below.

One- and Five-Year Expected
Total Returns

The reversal of Federal Reserve
monetary policy, the absence of

major economic imbalances and our

assessment of exogenous shocks

all lead us to believe that the risk of

recession in the US remains low.

After a 31.5% return in 2019 and a
cumulative return of 498% since the
trough of the market, it is hard to put
forth yet another forecast of positive total
returns for US equities. We faced a similar
dilemma last year; nevertheless, we put
forth a base case total return of 9% with a
55% probability, and a good case of 18%
with a 25% probability. This year, our
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Exhibit 42: ISG Prospective Total Returns

Our one- and five-year forecasts are somewhat lower than our forecasts from prior years.
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Source: Investment Strategy Group. See endnote 50 for list of indices used. For more information on the model portfolios, please see the disclosures.
Note: Forecasts have been generated by ISG for informational purposes as of the date of this publication. There can be no assurance the forecasts will

be achieved.

expectations are more modest (see Exhibit 42). We
expect, in our base case, a total return of 6% with a
55% probability, and in our good case, a return of
12% with a 25% probability.

A detailed rationale for our 6% expected total
return is provided in Section III of this Outlook.
We expect slightly better earnings growth than last
year, driven by modestly higher global growth and
a lesser drag from escalating trade wars, supported
by robust corporate buybacks. Our colleagues
in GIR expect $675 billion of gross buybacks,
contributing about 1% to our earnings per share
growth forecast.”' Corporate buybacks and foreign
investors have been the sole sources of positive
demand for US stocks compared to sales by
pension plans, insurance companies, mutual funds
and households, as shown in Exhibit 43.

Since 2009, S&P 500 companies have bought
back $5.6 trillion of their stock (see Exhibit 44),
prompting investors who are skeptical of this bull
market to call it a buyback-driven equity market
rally. In reality, net buybacks have contributed only
one percentage point of the 9.4% compounded
annual growth rate of earnings per share over
this period.*?

We expect slightly higher returns for Europe,
Australasia and the Far East (EAFE) and emerging
market (EM) equities. While our base case returns
are about one percentage point higher, we do not
recommend an overweight to international equities
beyond the few select tactical tilts outlined below.

Exhibit 43: Net Demand for US Equities by
Participant Type

Corporate buybacks and foreign investors have been the
sole sources of positive demand for US stocks since 2009.

Net US Equity Demand ($ billions)

Category Cumulative Since 2009
Corporations $4,095
Foreign Investors $229
Households -$253
Mutual Funds -$30
Pension Funds -$1,604
Life Insurance -$18
Other -$161
Less

Foreign Equities by US $1,426
Credit ETF Purchases $832
Included Among Holders Above

Equity ETF Purchases $1,723

Data through Q3 2019.
Source: Investment Strategy Group, US Flow of Funds.

As shown in Exhibits 45 and 46, both EAFE and
emerging market equities are valued at a significant
discount to US equities. EAFE equities are valued
at a 42% discount to US equities, compared to
41% last year and a historical average of 25%.
Emerging market equities are valued at a 48%
discount, compared to 44 % last year and a
historical average of 32%.
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Exhibit 44: Cumulative S&P 500 Buyback
Executions Since 2009

S&P 500 companies have bought back $5.6 trillion of their
stock over the last decade.
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Exhibit 46: EM Equity Valuation Premium/
Discount to US Equities

EM equities continue to trade at a large valuation discount
to US equities.
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Source: Investment Strategy Group, Datastream.

Exhibit 45: EAFE Equity Valuation Premium/
Discount to US Equities

EAFE equities trade at a sizable valuation discount to US
equities, although they have done so since 2012.
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cash flow and price to dividend.
Source: Investment Strategy Group, Datastream.

There are three key reasons why we have
refrained from overweighting EAFE and emerging
market equities over the last several years despite
such significant discounts.

First, there is no evidence that such
discounted valuations to US equities have led to
outperformance over the subsequent one- and five-
year periods. Witness 2019, when even with such
enormous discounts, EAFE and emerging market
equities underperformed US equities, returning
22.8% and 18.6%, respectively, compared to US
equities at 31.5%.

Second, EAFE and emerging market companies
have lagged the earnings growth rates of US
companies across most sectors for over a decade,
and that lag is unlikely to change.

And third, we continue to have significant
concerns about the structural fault lines of
emerging market countries. For example, in
China, which is the largest of the emerging market
countries, growth rates are on a declining trend,
partly driven by the irreversible decline in the
Chinese working-age population. As growth slows,
the debt burden becomes increasingly burdensome.
Furthermore, in the US and Europe, the view
of doing business with and in China is slowly
changing. In turn, slower growth in China will
have a domino effect on commodity-producing
economies and other Asian exporters that have
relied on their exports to China.

Returns across fixed income assets are likely to
be more modest as well. We expect returns of 1%
for high-quality intermediate municipal bonds, 2%
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Exhibit 47: US 10-Year Treasury Yield Since 1790
Interest rates can remain low for a long time.
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for US cash and US short- and intermediate-term
Treasury bonds, 2% for corporate high yield and
about 3-4% for municipal high yield and emerging
market local debt.

We expect interest rates to remain in a narrow
range. As shown in Exhibit 47, which we first
used in our 2013 Outlook some seven years ago,
interest rates can stay low for a very long time.
The 10-year Treasury yield stayed below 3.0% for
nearly 21 years between 1935 and 1955 and below
2.5% for nearly 12 years between 1939 and 1951.
We used this exhibit to make the case that interest
rates can stay low for a very long time and clients
should not fear a rapid rise in interest rates.

We recognize that during some of those years,
the US government placed a cap on interest rates
to prevent buyers of war bonds from suffering any
losses on their securities. While quantitative easing
is not the same as an explicit cap on Treasury
bonds, the impact is similar. In fact, since 2011, the
10-year Treasury yield has been at 2.5% or lower
66% of the time.

We expect moderate-risk portfolios for taxable
and tax-exempt clients to provide a total return
of 4.1% and 4.3%, respectively, in our base case
scenario for 2020.

Our five-year forecasts are somewhat lower
than our forecasts from prior years. We have
assumed that economies around the world
will likely experience a synchronized recession
sometime over the next five years. While we
assumed a 60% probability of a recession over
the next five years in our 2018 Outlook, that

probability was increased to 75% in 2019,

and we are assuming the same for the next five
years. Returns are also lower given higher equity
valuations and relatively low fixed income rates.

Our Tactical Tilts

After the nearly 20% decline in US equities in late
2018, we increased the allocation to tactical tilts
to take advantage of investment opportunities that
presented themselves. Over the course of 2019, as
the equity market rallied, we reduced the overall
risk levels and are close to the lowest levels we
have had in place over the last decade.

Underweight Fixed Income: We continue to
recommend underweighting US fixed income
securities. As shown earlier in Exhibit 42, we
expect returns of about 1-2% across high-quality
government securities. We expect the 10-year
Treasury bond yield to be between 1.6% and 2.1%
by the end of 2020, partly driven by our view

of no change in the federal funds rate over the
course of the year, and partly driven by the very
low and declining volatility of the 10-year yield.
Given the modest returns in bonds, we recommend
underweighting investment grade fixed income to
fund our tactical tilts, as outlined below.

Overweight to Eurozone Banks: We continue to
recommend an overweight to Eurozone banks.
We initiated this tilt in June 2018, and with an
annualized volatility of 22% it has been one of our
most volatile tilts. Eurozone banks rallied 17.6% in
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2019 and we expect double-digit returns in 2020.
The rationale for continuing to hold this tilt is:

¢ Improving credit quality and a significant
decline in nonperforming loans

® 3.7% year-on-year loan growth, the strongest
in the post-crisis period

¢ Strong capital position and potential
for buybacks

* A high dividend yield of 5.7%

e Attractive valuations with a 0.6x price-to-
book ratio that does not reflect the current
profitability of the banks

¢ The tiered deposit rate structure announced at
the September European Central Bank (ECB)
meeting, which reduces the amount of banks’
excess reserves subject to a negative deposit
rate and mitigates the headwind imposed by
negative rates on banks’ earnings

Overweight to a Select Eurozone Cyclical Basket:
We recommend a tactical allocation to a select
basket of Eurozone stocks designed to benefit

from a sequential pickup in Eurozone growth. The
basket is hedged through an underweight position
in the Euro Stoxx 50 Index. We expect double-digit
returns in 2020. The rationale for this tilt is:

¢ This basket of stocks leveraged to Eurozone
growth has been trading at a 31% valuation
discount to the Euro Stoxx 50 Index as a result
of the slowdown in the Eurozone and fears of
an impending recession.

¢ The improvement in global manufacturing
purchasing managers’ indices (PMIs) should
benefit the cyclically sensitive companies and
lead to a positive shift in investment sentiment
toward these stocks.

Allocation to South African Equities: We continue
to recommend a modest allocation to South
African equities. However, we have changed the
funding of this tilt from emerging market equities
to fixed income. This tilt was also initiated in 2018
and we expect double-digit returns. The rationale
for this tactical tilt is:

® South Africa’s corporate earnings growth is far
outpacing that of overall emerging markets.

¢ President Cyril Ramaphosa appears to be
gradually consolidating power so that he can
deliver on structural reforms, without which

South Africa faces a credit rating downgrade
by Moody’s.

e Investor sentiment toward South Africa remains
overly pessimistic with below-average buy
ratings and underweight investor positioning
relative to equity indices.

¢ The appointment of the new CEO of Eskom
and the placement of South African Airways
into bankruptcy point to the seriousness of the
reform agenda.

Allocation to South Korean Equities Tilt:

We initiated an allocation to Korean equities in
mid-2019, partially funded out of fixed income and
partially funded out of Taiwanese equities, with an
expectation of midteen returns. The rationale for
this tilt is:

¢ Korea offers the strongest earnings growth
among major emerging market countries.

¢ Korean equities trade at a large valuation
discount to Taiwanese equities. Such discount is
not justified by fundamentals, particularly given
the recent stabilization in memory chip prices.

* Negative investor sentiment has led to a
far greater share of outflows from Korean
equities relative to outflows from emerging
market funds, while Taiwanese equities have
experienced inflows.

Overweight to US Energy Infrastructure Master
Limited Partnerships (MLPs): The allocation to
MLPs has been one of our longer-standing tilts,
with several adjustments to its weight since 2016.
This tilt should benefit from growth in oil and
gas production in the US without some of the
risks associated with exploration and production
companies. The current rationale is:

e Valuations are attractive at one standard
deviation below historical averages, both in
absolute terms and relative to the S&P 500.

¢ A high tax-advantaged 9.3% distribution yield
is well covered by cash flows, allowing patient
investors to stay in the asset class while waiting
for valuations to normalize. We expect the
distribution yield to be supplemented by some
modest price appreciation.

* Continued growth in US oil and gas production
supports growing cash flows.

® Management is likely to reduce capital
expenditures in an effort to improve valuations,
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since investors have favored allocation of
excess earnings to distributions and potential
buybacks rather than capital expenditures.

Allocation to Three Systematic Strategies:

We deploy three systematic strategies as a way
to provide uncorrelated sources of alpha by
taking advantage of market dislocations. We
target modest mid-single-digit returns in each
strategy. They are:

* A relative-value fixed income strategy across
10-year bond futures in the US, Canada,
Australia, Germany and Japan. This strategy
is driven by economic indicators, yield
differentials across markets, the shape of yield
curves and price momentum in each market.

* An equity strategy we call Systematic Downside
Mitigation Tilt, which is designed to hedge
some of the risk of the overall portfolio without
incurring the expensive cost of buying put
options or allocating to a defensive sector like
utilities. The strategy is particularly timely now
because equity valuations are elevated yet the
hurdle to underweight remains high, given low
odds of recession.

* An equity strategy we call Systematic Upside
Improvement Tilt, which is designed to
take advantage of dislocations in value
versus growth investment styles. Value has
underperformed growth by 11% a year over
the last three years, as measured by the Russell
indices. We believe that this strategy is a more
effective way of capturing the cheapness of
value while mitigating the exposure of the
portfolio to the full underperformance of value
stocks relative to growth stocks.

Allocation to Two Developed Market Currency
Tilts: We currently recommend two developed
market currency trades, driven by our views of
unchanged monetary policy at the Federal Reserve,
the ECB and the Bank of Japan (BOJ), and by the
flow of funds that impact the marginal demand for
each currency. Return expectations are for modest
single-digit returns.

® We are long the dollar versus the yen, a view
primarily driven by the outflow of funds
from Japanese investors in search of better
returns outside of Japan, and by Japanese life
insurance companies’ continued reduction of

the percentage they hedge back to yen of their
dollar-denominated investments.

e We are short the dollar versus the euro, a view
driven by the more recent inflow of foreign
direct investment and portfolio flows into the
Eurozone. We expect that a modest pickup
in sequential growth in the Eurozone due to
limited fiscal policy will help reverse some of
the more speculative currency positions.

Allocation to Emerging Market Debt and
Currency: Latin America has been affected by
social unrest directed against governments and
by ineffective public policies in many countries,
including Venezuela and Argentina. We have
initiated two tactical tilts, a long position in
Mexican 10-year rates and a long position in the
Chilean peso versus the dollar. We expect modest
mid-single-digit returns.

¢ Tight fiscal and monetary policy in Mexico
has led to a steady decline in inflation since
mid-2017. As a result, we believe real rates in
Mexico are too high. We expect that the central
bank will lower policy rates, leading to a drop
in 10-year rates.

¢ Social unrest in Chile in November led to a
currency depreciation of 15%. Given Chile’s
institutional and fiscal strengths, a shrinking
current account deficit and rapid intervention
by the central bank, we believe that this decline
is unwarranted.

Allocation to a Relative-Value Eurozone Bond
Position: We are long 10-year Italian BTPs versus
short 10-year German bunds. The incremental
yield of Italian bonds relative to German bonds
has averaged about 150 basis points over the last
four months. We believe that this incremental
spread is too high given the search for yield in the
Eurozone and an ECB that is on hold (i.e., holding
rates at current levels and maintaining its newly
restarted asset purchase program at a monthly rate
of €20 billion). We also expect Italy to avoid an
early general election in 2020. We expect mid-
single-digit returns. There is further upside if rating
agencies upgrade their outlook or rating on Italy’s
sovereign debt.

Allocation to a Relative-Value Energy Position:
We initiated a short-term tactical allocation to a
long position in gasoline relative to a short position
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Exhibit 48: Odds of Various S&P 500 One-Year
Total Returns During US Economic Expansions
Investors enjoy high odds of a positive return and a greater
likelihood of large gains when the economy is expanding.
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Exhibit 49: Average S&P 500 Price Returns in the
Year Following Past 30% Annual Gains

The S&P 500's positive price momentum has typically
persisted in the year after 30% gains.
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in Brent crude oil. This trade was designed to take
advantage of some seasonal patterns that generally
occur toward the end of the calendar year and
through January.

“Stay Invested”

How, in the face of modest equity returns forecast
for 2020, slightly higher risk of recession and
increased geopolitical risks—and following a
31.5% return in US equities, a 22.8% return in
EAFE equities, and an 18.6% return in emerging
market equities—could we possibly repeat our
recommendation to stay invested?

The analysis that follows is divided into two
parts. In Part I, we make the case for staying
invested, focusing on the cyclical drivers of that
view. Some of the exhibits, notwithstanding the
updates, will be familiar to longtime clients.

After all, we have made the “stay invested”
recommendation 80 additional times since we first
did so in 2010.

In Part II, we focus on the structural factors that
we think our clients should consider in pursuing
a strategy of overweighting and underweighting
equities relative to their customized strategic asset
allocation. As mentioned earlier in this report, we
believe the key takeaways from this discussion are
among the most important takeaways presented in

all our Outlook and Insight publications and client
calls over the past decade.

We begin with Part T and the more immediate
question of why we recommend staying
invested now.

“Stay Invested” Part |

As shown in Exhibit 48, the probability of a positive
one-year return in US equities in an expansion

is 87%. Furthermore, the probability of having

a return greater than 10% is 64 %, whereas the
probability of a decline of at least 10% is only 4%.
Given our view of a low probability of recession,

as detailed earlier in this report, the economic and
policy backdrop favors staying invested.

We now turn to three observations to show
why the very strong returns of 2019 need not
hinder the “stay invested” recommendation.

First, historically, when the S&P 500 has had a
30% price return on a rolling 12-month basis—as
it did in 2019—the subsequent one-year returns
have averaged 10.4%, with a positive price return
85% of the time. As shown in Exhibit 49, this
return exceeds the average price return of the
S&P 500 in the post-WWII period. Similarly, the
frequency of positive returns is higher following
a 30% price return. Such a pattern of above-
average price returns following a 30% price return
illustrates the value of the momentum factor
widely used in investing.
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Exhibit 50: S&P 500 Bubble Indicator

The probability that the price return of 2019 reflected irrational exuberance is only 15%.
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Source: Investment Strategy Group; Bloomberg; Robert Shiller; Peter C.B. Phillips, Shu-Ping Shi and Jun Yu, “Testing for Multiple Bubbles: Historical Episodes of Exuberance and Collapse in the S&P

500, Cowles Foundation for Research in Economics at Yale University, September 2013.

Exhibit 51: Cumulative Mutual Fund and ETF Flows
Investors have favored bonds and non-US equities
throughout this bull market.
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Second, we do not see signs of irrational
exuberance as measured by an “explosive price
behavior” indicator that measures “explosive”
price moves based on the price-to-dividend ratio of
the S&P 500. A price move is considered explosive
when prices are moving exponentially faster than
fundamentals, as measured by dividends. This
indicator, developed by Peter C.B. Phillips of Yale
University, Shu-Ping Shi, then of the Australian
National University, and Jun Yu of Singapore

Management University, estimates the probability
that the movement in prices—both up and down—
has been explosive.’* As shown in Exhibit 50, the
probability that the price return of 2019 has been
explosive, reflecting irrational exuberance and
bubble-like investor sentiment, is 15%.

Third, the sizable flow of funds out of US
equities into bonds and non-US equities confirms
our view that we have not reached “euphoric and
greedy”>* levels—a frequent harbinger of negative
returns. As shown in Exhibit 51, over $2.3 trillion
has gone into US bond funds, while more than
$400 billion has been taken out of US equities.

In fact, 2019 had the highest level of outflows
from US equity mutual funds and ETFs over this
just-ended decade. As shown earlier in Exhibit 43,
the only significant buyer of US equities has been
corporate America, through buybacks.

While this data points to the absence of
excessive euphoria toward US equities on a long-
term basis, shorter-term sentiment indicators
point to more speculative optimism. As discussed
in greater detail in Section III, the high equity
exposure of non-dealers and depressed put-to-call
ratios make the market vulnerable on a shorter-
term basis and could exacerbate a market pullback
in early 2020.

Triggers for Underweighting Equities

In our view, the most important trigger for
underweighting equities is a high probability of
recession that is less than a year away. As shown
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Exhibit 52: Number of Months from Equity Peak to
Start of Recession

The S&P 500 has historically peaked on average six months
prior to the onset of recession.
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Source: Investment Strategy Group, Bloomberg.

Exhibit 53: S&P 500 Price Returns Relative to
Onset of Next Recession

Equity returns have typically been favorable until six months
prior to a recession.
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in Exhibit 52, the equity market has peaked, on
average, six months before a recession, with a low
of two months and high of 12 months. On two
occasions—in January 1980 and July 1990—the
market peaked about one month after the onset of
recession.

The returns preceding the onset of recession by
more than six months have been very attractive, as
shown in Exhibit 53. Furthermore, the frequency
of positive returns, marked by green diamonds in
the exhibit, has been 100% when the recession
is 13 to 24 months away. Exiting the market too
far ahead of a recession may have a significant
opportunity cost of forgone returns. It is better
to be a little late than early in exiting the market.
In fact, as detailed in Section III, investors have
avoided on average three-fourths of the decline in
equities if they underweighted equities at the onset
of a recession.

Another trigger for underweighting
equities is the probabilities we assign

as the European sovereign debt crisis unfolded.
Such low probabilities of a downside scenario do
not call for underweighting equities.

Excessive valuations are a third trigger for
underweighting equities. The key question is what
differentiates “excessive” from “high.” We believe
that valuations should be viewed in the context of
the macroeconomic backdrop at the time.

Long-term valuation metrics look quite
different when viewed in the context of periods of
low and stable inflation. In analyzing the post-
1957 period (the inception of core inflation data),
we relied on our Strategic Asset Allocation team,
who used a Hidden Markov Model to identify
regime shifts in core inflation. The model identified
three inflation regimes: low and stable inflation,
moderate inflation with moderate volatility, and
high inflation with high volatility.

to our base case, good case, and bad
case of expected equity returns. Since
the GFC, the probabilities we assigned
to our base case have ranged between
55% and 65%, and the probabilities we
assigned to our downside scenario have
ranged between 10% and 20%, with the
exception of 2012, when we increased
the probability of the downside to 25%

Exiting the market too far ahead of

a recession may have a significant
opportunity cost of forgone returns. It
is better to be a little late than early in
exiting the market.
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Exhibit 54: S&P 500 Valuation Multiples

Equity multiples are not demanding relative to their median levels during low and stable inflation regimes.
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Exhibit 55: S&P 500 Forward Returns After
Crossing Ninth and 10th Deciles of Valuations
The S&P 500 has rallied more than 100% since we first
entered the ninth decile in November 2013.
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As shown in Exhibit 54, median valuations
are much higher during periods of low and stable
inflation than the median levels over the post-
WWII period. In the context of the low and stable
inflation regime that has existed since April 1996,
current valuations are about 13% above median
levels. They are substantially below the peak levels
of the dot-com era. We conclude that they are high
but not excessive.

Of course, as we have reiterated many times
over the last several years, high valuations alone
are not an effective signal to exit the market.

We first entered the ninth decile of valuations
in November 2013, and the S&P 500 has rallied
more than 100% since, as shown in Exhibit 55.
We first entered the 10th decile of valuations in
December 2016, and the S&P 500 has rallied
53% since. We should note that the S&P 500 has
fluctuated between the eighth, ninth and 10th
deciles since November 2013.

The penalty for exiting the equity market
prematurely has been significant—hence
the importance of having a framework and
understanding the factors that we believe should
drive a tactical asset allocation (TAA) investment
philosophy and process for overweighting and
underweighting equities. We turn to Part I to
discuss our framework.

“Stay Invested” Part Il

As Howard Marks, a highly respected investor

and prolific writer on the principles of investing,
eloquently wrote in his most recent book,
Mastering the Market Cycle: Getting the Odds

on Your Side, one should “calibrate” the level of
“aggressiveness” and “defensiveness” of a portfolio
to outperform a passive benchmark.” That is the
goal of our TAA process.

The purpose of Part Il is to provide sufficient
data and analysis to show that the probability of
success in outperforming a passive benchmark
is much greater with a one-way strategy of
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From MASTERING THE MARKET CYCLE by Howard Marks.
Used by permission from the publisher, HMH Media & Books,
all rights reserved.

overweighting equities when they are cheap than
it is with a strategy of both overweighting and
underweighting equities.

To further quote Marks, there are two risks
that have to be considered: “the likelihood of
permanent capital loss” and “the likelihood of
missing out on potential gains.”*¢ We believe
that the likelihood of permanent capital loss
is much lower if one is early in overweighting
equities. If one buys the S&P 500 Index as it gets
progressively cheaper, one can hold it until the
market recovers. Conversely, the likelihood of
missing out on potential gains permanently is much
higher if one is early in underweighting equities.
There is an asymmetry to TAA.

Turning now to an examination of some of the
data, Exhibit 56 is the Investment Strategy Group’s
frequently used decile chart. We use a series of
equity valuation metrics that are put into 10 buckets
and plotted from the cheapest to the most expensive
decile. From the first decile, the five-year annualized
price return has been 13%, as shown in the blue
bar. Price returns have been positive 100% of the
time, as shown by the red diamond. As equities get
cheaper, forward returns increase and the frequency
of positive returns increases. For example, as

Exhibit 56: US Equity Price Returns from Each
Valuation Decile

Subsequent returns from high valuation levels have been
muted historically.
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Note: Based on five valuation metrics for the S&P 500, beginning in September 1945: Price/Trend
Earnings, Price/Peak Earnings, Price/Trailing 12m Earnings, Shiller Cyclically Adjusted Price/
Earnings Ratio (CAPE) and Price/10-Year Average Earnings. These metrics are ranked from least
expensive to most expensive and divided into 10 valuation buckets (“deciles”). The subsequent
realized, annualized 5-year price return is then calculated for each observation and averaged
within each decile.

Past performance is not indicative of future results.

Valuation
Decile

equities move from the fifth decile toward the lower
deciles, returns get steadily higher.

As valuations rise above median levels,
however, the returns do not decrease
monotonically. In fact, returns stay steady at
7% annualized until valuations reach the ninth
decile. The payoff for going overweight in the
third decile, for example, adds more value
toward outperforming a benchmark than going
underweight in the eighth decile, which has no
benefit, on average.

We developed a back test to see whether a
TAA strategy benefited from underweighting
equities as much it did from overweighting
equities. We started with a symmetric strategy
that underweights equities by the same magnitude
and at the same distance from the midpoint as
it overweights equities. The strategy moves from
a neutral position relative to a 50% bond/50%
equity portfolio to a § percentage point overweight
or underweight in equities at the third and eighth
deciles, respectively. The deviation increases to 10
percentage points at the second and ninth deciles.
The strategy reaches a maximum deviation in the
equity weight of 20 percentage points at the first
and 10th deciles.
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Exhibit 57: Overweight and Underweight
Strategies Based on S&P 500 Valuations

Strategy C, which only overweights equities, has generated
superior returns in the past.

Strategy A  StrategyB  Strategy C

Strategy

Pre-Tax Return 8.79% 8.96% 8.97%

Volatility 1.77% 8.29% 8.50%
Benchmark

Pre-Tax Return 8.50% 8.50% 8.50%

Volatility 7.83% 7.83% 7.83%
Strategy vs. Benchmark

Excess Return 0.29% 0.46% 0.47%

Tracking Error 2.30% 1.53% 1.37%

Information Ratio 0.12 0.30 0.34
After-Tax Excess Returns -0.03% 0.17% 0.29%
Probability of Underperforming 53% 48% 42%

Benchmark

Data through December 31, 2019.

Source: Investment Strategy Group, Bloomberg.

Note: Based on data since 1945. These hypothetical strategies are described in the text and are
for illustrative purposes only. Returns are gross of fees. See the disclosures for a discussion on
how fees can affect the returns. Federal tax rates are assumed: Stocks’ dividends are taxed at

Exhibit 58: Required Decline in US Equities to
Offset Tax Consequences of Selling

Potentially sizable taxes on capital gains raise the hurdle for
underweighting US equities.
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Source: Investment Strategy Group, Bloomberg.

the long-term capital gains federal tax rate of 23.8%. Stocks' long-term (short-term) capital gains
are taxed at the long-term (short-term) capital gains federal tax rate of 23.8% (40.8%). Bonds are
assumed to be tax-exempt. Excess return refers to the return of the hypothetical strategy versus

the benchmark.
Past performance is not indicative of future returns.

The results are shown in Exhibit 57:

e Strategy A: A symmetric TAA strategy of
overweighting and underweighting equities
based on valuations. This strategy added 29
basis points of value above the passive 50/50
benchmark with a tracking error relative to the
benchmark of 2.30%.

e Strategy B: An asymmetric TAA strategy
designed with the benefit of hindsight (or, for
the quantitative experts, designed and tested
“in sample”) that would underweight equities
only after they crossed into the 10th decile.
The 10th decile was chosen because of the
negligible forward returns from this valuation
level. As expected, this strategy outperformed
the symmetric strategy: it was better to delay
underweighting equities given what we now
know about the dot-com bubble and the length
and strength of this bull market. The strategy
added 46 basis points with a tracking error
of 1.53%. We recognize that Strategy B was
designed with the benefit of hindsight and is
not realistic, since most value investors would
not wait until the 10th decile to underweight

equities. Still, it does illustrate the penalty of
being early.

e Strategy C: A TAA strategy that never
underweights equities and overweights equities
in the same manner as Strategy A. This
strategy is superior to Strategies A and B. It
outperformed the passive 50/50 benchmark by
47 basis points and had a lower tracking error,
at 1.37%. The strategy also has the lowest
probability of underperforming the benchmark,
while Strategy A has the highest.

The results are even more compelling if we add
the tax impact of selling equities. Using only
federal taxes, Strategy A underperforms a passive
portfolio, Strategy B adds only 17 basis points

of alpha, and Strategy C adds 29 basis points.
Overcoming the tax consequences of realizing
sizable capital gains for taxable clients simply
makes the hurdle to sell equities in order to
underweight them even higher.

Exhibit 58 shows the drop in equities required
to offset the tax consequences of selling US equities
based on S&P 500 levels at the end of 2019. The
blue bars show how much equities would have to
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fall before an investor could offset the tax burden
on a dollar invested at the trough of the market
in March 2009. The green bar assumes the dollar
was invested midway through this bull market, and
therefore has a higher cost basis. At prevailing state
and local tax rates, New York City and California
residents with low-cost-basis stock acquired in
March 2009 would break even by selling those
equities only if the market decreased 29%.

While this analysis is not an endorsement
of a buy-and-hold TAA process that does not
underweight equities, it illustrates the enormous
hurdle of underweighting US equities and the

benefits of overweighting equities. US equities

have generated positive one-year returns 79% of
the time since WWII and 87% of the time if we
exclude recessions. Betting against a rising asset
class that has had negative returns only 21% of the
time is a low-odds undertaking.

We remain vigilant, constantly assessing the
likelihood of a recession, valuation levels and
downside probabilities. We stand ready to pull the
trigger on underweighting equities if we believe an
underweight is warranted, but we do not believe it
is so at this time.

"Stay Invested” Key Takeaways

Market cycles: The mission of our Tactical Asset Allocation team is to time the
extremes of the market cycle and take advantage of market dislocations. Yet we also
fully acknowledge that consistently timing market cycles successfully is extremely
difficult. It requires art, science and years of experience, and even then, one can still

miss important turning points.

Asymmetry of market timing: We believe there is asymmetry to market timing. The
likelihood of adding value to a portfolio by overweighting equities when they are
cheap is much higher than the likelihood of adding value by underweighting them
when they are expensive. The penalty of exiting the market too early is a permanent
opportunity cost, while the penalty of entering the market too early is a temporary
mark-to-market loss. We believe this asymmetry to be only relevant for US equities,

given US preeminence.

Catalysts for underweighting equities: Considering this market timing asymmetry,
market conditions have to clear a very high bar for us to recommend underweighting
equities. Forecasts of an imminent recession or the actual onset of a recession, as
measured by our recession indicators, are the most likely such catalysts. Excessive
valuations, beyond the merely high valuations seen today, are another catalyst.
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Key Takeaways

We know our two key investment themes of “US preeminence” and
“stay invested” have served our clients well over these past 11 years. US
preeminence will be an enduring theme, living on and on like the baobab
tree. Our recommendation to stay invested also has staying power for the
foreseeable future.

Every year we have cautioned in these Outlooks that forecasting economic
growth and asset class returns is difficult under the best of circumstances. The
task is even more challenging after 10 years of economic growth and nearly

11 years of a bull market. The challenge is especially great in 2020, when
geopolitical uncertainties, both domestic and foreign, are rising.

With this in mind, we offer the following key takeaways from our
2020 Outlook:

e Modest pickup in global growth: We expect global economic activity to be
modestly higher than it was last year, driven by a rebound in Brazil, Russia
and India, a modest pickup in sequential growth in the Eurozone, and
partially offset by slower growth in the US, China and Japan.

e Accommodative monetary policy: Central banks will maintain their current
monetary policy in the US, Europe and Japan. The Bank of England may be
the only major central bank of a developed economy to ease further. China
will use a number of monetary policy tools to ease the pace of the inevitable
slowdown in its growth rate.

e Mixed fiscal policies: China is likely to provide some additional fiscal policy
stimulus. We expect the Eurozone to provide some limited fiscal stimulus
as well. As we noted during the European sovereign debt crisis, Europe will
continue to be incremental, reactive and inconsistent in responding to the
slowdown in the Eurozone. Japan will be the most aggressive in pursuing
fiscal stimulus, having announced additional real spending of 1.4% of GDP.

e Low risk of recession: In the US and the Eurozone, the risk of recession
remains low, at 20-25%, which is modestly higher than it was last year.
We expect an even lower likelihood of recession in most emerging markets.
Japan, however, may experience negative growth for a quarter.

e Geopolitical concerns: There is no dearth of geopolitical concerns, with
a high likelihood of disruptions from a more adventurous or aggressive
Iran and North Korea. Their economies are under intense pressure from
punitive sanctions and they have limited options to bring the US to the
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negotiating table. The ongoing US-China trade negotiations, specifically the
implementation of the Phase One agreement and the launching of Phase Two,
are another source of uncertainty and potential volatility. Finally, US elections
and Brexit may introduce some additional volatility.

e Attractive returns: We expect equities to offer modest returns, with US
equities expected to return about 6%, non-US equities about 7% and high-
quality US bonds about 1-2%. We expect moderate-risk and well-diversified
taxable and tax-exempt portfolios to return about 4% in 2020.

e Remain vigilant: There is no shortage of economic risks. We heed the first
pillar of our investment philosophy: history is a useful guide. The current US
expansion has exceeded all others in length, and the current US equity bull
market has exceeded all others in length and all but one in strength. Neither
run will continue indefinitely.

e Stay invested: While we remain vigilant about the broad range of risks that
could undermine this expansion and bull market, we continue to recommend
staying invested in equities. We also encourage our clients to weigh the risks
of underweighting US equities early against the benefits of overweighting US
equities early.

Pillars of the Investment Strategy Group’s Investment Philosophy

INVESTMENT STRATEGY GROUP

History is a Appropriate Value Appropriate )
Useful Guide Diversification Orientation Horizon R istenc
ANALYTICAL RIGOR

ASSET ALLOCATION PROCESS IS CLIENT-TAILORED AND INDEPENDENT OF IMPLEMENTATION VEHICLES
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SECTION 11 ‘

2020 Global
Economic Outlook:
Out of the Thicket

There was no shortage of thorny issues encumbering global
growth last year. Increasing brinkmanship between the US and
China on trade issues prompted businesses to curtail investment
and rethink their supply chains. The specter of Britain crashing
out of the European Union further impeded growth, as did
higher borrowing costs at the start of last year resulting from
central bank rate hikes in 2018. Japan played a role too, as a
consumption tax hike coupled with a natural disaster late in
2019 contributed to a sharp slowdown there. These headwinds
were only exacerbated by flaring geopolitical hot spots in the
Middle East and Asia, as well as populist uprisings in a number
of European and emerging market countries.

Economic activity across the globe slowed markedly in
response. The worldwide version of Goldman Sachs’ Current
Activity Indicator (CAI)—a proxy for real-time GDP growth—
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plummeted from 3.6% in late 2018 to a low of
just 2.1%. Industrial production was particularly
hard hit, with manufacturing in 75% of the
largest countries in the Markit Global Purchasing
Managers’ Index (PMI) in contraction during
the summer of last year.’” Business sentiment
was further dampened by the recessionary signals
emanating from the bond market, evident in
widespread yield curve inversions. Even the more
resilient US economy saw survey-based measures
of recession risk spike to the highest levels of this
expansion.’®

Yet as we survey the economic landscape for
2020, there are several reasons to believe the
path for global growth will be less hindered. Last
year’s substantial monetary policy stimulus—
evident in more than 80% of global central banks
lowering their policy rates—contributed to a 1.4
percentage point easing in US financial conditions.
That reduction could increase US GDP growth by
more than 0.7 percentage point over the next four
quarters.*”” In parallel, governments in Japan, China
and parts of Europe have instituted or are at least
considering fresh fiscal stimulus measures to help
accelerate private sector spending. In addition,
the Phase One trade agreement between the US
and China that is set to be signed in January of
this year breaks a pattern of escalation that has
weighed on global growth since 2018. Already,
there is some evidence of improvement, with
the OECD Total Composite Leading Indicator
recording its first sequential increase after 21
consecutive months of contraction.

Our forecast for 2020 calls for neither a
meaningful pickup in global growth nor the

Exhibit 60: Duration of Post-WWII US Expansions
The current recovery is now the longest since 1945.
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Source: Investment Strategy Group, National Bureau of Economic Research.

material rise in interest rates that would come
with it (see Exhibit 59). There is also a bounty of
risks that could uproot the green shoots discussed
above. Still, while the global economy may not yet
be out of the woods, it has perhaps moved out of
the thicket.

United States: Defying the Odds

The US economic expansion continues to defy the
odds. At nearly 11 years, it is now the longest in
post-WWII history (see Exhibit 60). Its longevity
is even more remarkable when we consider

the numerous headwinds the US economy has

Exhibit 59: ISG Outlook for Developed Economies

United States Eurozone United Kingdom Japan
2019 2020 Forecast 2019 2020 Forecast 2019 2020 Forecast 2019 2020 Forecast
Real GDP Growth* Annual Average 2.3% 1.75-2.5% 1.2% 1.0-1.4% 1.3% 0.9-1.3% 11% 0.1-0.9%
Policy Rate** End of Year 1.75% 1.75% (0.5%) (0.5%) 0.75% 0.25-0.5% (0.1%) (0.1%)
10-Year Bond Yield***  End of Year 1.9% 1.6-2.1% (0.2%) (0.4)-0.2% 0.8% 0.6-1.2% 0.0% (0.2)-0.2%
Headline Inflation****  Annual Average 21% 2.0-2.5% 1.0% 1.0-1.4% 1.5% 1.5-1.9% 0.5% 0.3-0.9%
Core Inflation**** Annual Average 2.3% 2.1-2.6% 1.3% 1.1-1.3% 1.7% 1.7-2.0% 0.5% 0.4-0.8%

Data as of December 31, 2019.

Source: Investment Strategy Group, Goldman Sachs Global Investment Research, Bloomberg

*2019 real GDP is based on Goldman Sachs Global Investment Research estimates of year-over-year growth for the full year.
**The US policy rate refers to the top of the Federal Reserve's target range. The Eurozone policy rate refers to the ECB deposit facility. The Japan policy rate refers to the BOJ deposit rate.

*** For Eurozone bond yield, we show the 10-year German bund yield.

****For 2019 CPI readings, we show the latest year-over-year CPl inflation rate (November). Japan core inflation excludes fresh food, but includes energy.
Note: Forecasts have been generated by ISG for informational purposes as of the date of this publication. There can be no assurance the forecasts will

be achieved.

48 ‘ Goldman Sachs ‘ JANUARY 2020



Exhibit 61: Goldman Sachs US Current
Activity Indicator

Trade tensions weighed on US growth and particularly
manufacturing activity in 2019.
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Source: Investment Strategy Group, Goldman Sachs Global Investment Research.

Exhibit 62: US Manufacturing and Non-
Manufacturing ISM Indices

Both manufacturing and service sector indices declined to
near their worst levels of this expansion last year.
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faced over that span, starting with the European
sovereign debt crisis of nearly a decade ago. More
recent challenges have included a tightening cycle
by the Federal Reserve, two sharp manufacturing
recessions and a burgeoning US-China trade war.

The question facing investors is whether this
impressive resilience can continue, particularly with
signs of fatigue emerging. As seen in Exhibit 61,
the US economy was not immune to growing trade
tensions and rising geopolitical strife last year.
Although most of the weakness was concentrated
in manufacturing, it was also evident in services,
as surveys of the sector fell to the bottom third of
their historical range (see Exhibit 62). The resulting
growth worries pushed survey-based measures of
recession risk to the highest levels of this expansion
(see Exhibit 63).

Still, we think it is premature to conclude
that the expansion’s advanced age has finally
undermined its vigor. As we have argued in the
past, and as former Federal Reserve Chair Janet
Yellen noted, “it’s a myth that expansions die of
old age.”® Instead, US post-war business cycles
are typically extinguished by one or more of three
culprits: excessive Federal Reserve tightening,
economic and financial market imbalances, and
exogenous shocks (most commonly in the form of
spiraling oil prices).

As we examine these risks today, none looks
like a reasonable base case. It’s worth remembering
that the pace of interest rate hikes during the

Exhibit 63: Bloomberg Analyst Survey of US
Recession Probability

Survey-based measures of recession risk spiked to the
highest levels of this expansion last year.
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Federal Reserve’s 2015-18 tightening cycle was
the slowest in the last 60 years (see Exhibit 64).
Although there were growing worries that even
this measured pace of hikes pushed US monetary
policy to restrictive levels—evident in widespread
inversions along the US yield curve last year—the
Federal Reserve has since cut policy rates three
times, helping reverse significant tightening in
financial conditions (see Exhibit 65).
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Exhibit 64: Average Quarterly Policy Rate
Increases During Federal Reserve Tightening Cycles
The pace of rate hikes during the 2015—18 cycle was slow
compared to that of other US tightening cycles.
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Exhibit 66: US Core PCE Inflation
Core PCE inflation is currently running below the Federal
Reserve's target.
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Exhibit 65: Goldman Sachs US Financial
Conditions Index

Financial conditions eased meaningfully in 2019, partially
reversing 2018's large tightening.
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The Federal Reserve has also made clear that
the hurdle for any additional rate increases is high,
with only four of 17 FOMC participants believing
a hike is appropriate this year. Similarly, Chair
Powell has stipulated that a “significant move up
in inflation that is also persistent” is required to
tighten policy.! With core inflation—as measured
by the Personal Consumption Expenditures (PCE)

price index—currently running 0.4 percentage
point below the Federal Reserve’s target, and
Powell’s view that “there’s actually more [labor]
slack out there” despite a 3.5% unemployment
rate,’> we find such an acceleration in inflation
unlikely this year (see Exhibit 66). Of equal
importance, the Federal Reserve is likely to
tolerate inflation slightly above its target to
compensate for undershooting it throughout
much of this expansion. Against this backdrop,
we expect the Federal Reserve to remain on hold
this year.

There is also scant evidence of the type of
financial and economic imbalances that normally
precede a recession (see Exhibit 67 and Section
I of this report). Although this expansion is now
the longest on record, it has also been the slowest
(see Exhibit 68). Its lackluster pace—coupled with
the sizable economic slack created by the financial
crisis—has enabled the current expansion to avoid
the excesses that typically ended past business
cycles. If anything, there is scope for spending in
cyclical parts of the US economy to reach above-
average levels before this expansion has run its
course (see Exhibit 69).

Lastly, while we cannot predict the source
or timing of an exogenous shock, the risk of a
persistent oil price spike is significantly lower today
than in the past given the current levels of Saudi
Arabian spare capacity and the short lead time of
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Exhibit 67: Global Investment Research Financial Excess Monitor
The types of economic and financial market imbalances that preceded the last two US recessions are notably absent today.
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Exhibit 68: Cumulative Real GDP Growth During
US Economic Cycles

The current expansion has been the longest, but also the
slowest in the past 70 years.

% (0= Cycle Trough)
60

40

n 16 2 26 31 36 !
Quarters into Expansion

Data through Q3 2019, forecast through Q4 2019.
Note: Q4 2019 GDP growth is based on a Goldman Sachs Global Investment Research estimate.
Source: Investment Strategy Group, Goldman Sachs Global Investment Research, Datastream.

Exhibit 69: US Cyclical Spending as a Share of
Potential GDP

Today's cyclical spending is not at the excessive levels that
typically precede recessions.
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additional oil supply from US shale (see Section III,
Global Commodities).

Our less alarmist view on recession risks is also
informed by our above-trend economic growth
forecast. Here, resilient private consumption—which
represents about 70% of GDP—should benefit from
a briskly expanding pool of employed consumers.
As seen in Exhibit 70, nonfarm payroll growth
is running at twice the level required to keep the

unemployment rate flat. The resulting decline in the
number of available workers is helping to lift wages,
particularly among lower-paid workers, who tend
to spend more of their income (see Exhibits 71 and
72). Consumption also stands to benefit from last
year’s strong equity gains and modest home price
appreciation—which together pushed consumer net
worth to all-time highs—as well as historically low
debt-servicing costs and ample savings. Overall, we
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Exhibit 70: US Nonfarm Payroll Jobs
Nonfarm payroll growth is running at more than twice the
level required to keep the unemployment rate flat.
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Exhibit 72: US Average Hourly Earnings Growth
Wage growth has accelerated materially, especially among
lower-paid employees.
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Exhibit 71: Aggregate US Income Growth Implied
by Payrolls

Strong employment growth and reduced slack are helping to
lift wages.
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Exhibit 73: US Real GDP Growth Impulse from
Financial Conditions

The sizable easing in financial conditions last year will be a
tailwind to growth in 2020.
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expect private consumption to expand at a solid
2-3% pace.

The sizable easing in financial conditions last
year should also help boost activity, just as tighter
conditions in 2018 slowed activity in 2019 (see
Exhibit 73). Indeed, our colleagues in Goldman
Sachs Global Investment Research estimate that a
one percentage point easing in financial conditions
leads to a 0.7 percentage point increase in GDP

growth over the next four quarters. Already,
measures of housing activity—such as new home
sales and broader residential investment—have
begun expanding again in response to lower
interest rates after more than a year of contraction.
We expect this recent housing strength to continue
on the back of low vacancy rates and new
construction catching up to demographics-based
demand trends (see Exhibit 74).
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Exhibit 74: US Residential Investment and
Homeowner Vacancy Rate
Low vacancy rates should support residential fixed

Exhibit 76: Eurozone Manufacturing and Services
Sector PMI Indices
Economic performance diverged substantially across

investment. countries and sectors in the Eurozone last year.
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Exhibit 75: Goldman Sachs US Current Activity
Indicators

Recent progress on US-China trade negotiations should lift
sentiment-based or “soft” measures of growth.
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Finally, recent progress on US-China trade
negotiations should improve growth and lift
sentiment-based measures of economic activity
(see Exhibit 75). Although the Phase One trade
agreement between the US and China leaves many
questions unanswered, it nonetheless breaks a
pattern of escalation that has weighed on global

growth since 2018. As a result, it could reduce the
drag on US GDP growth rates by as much as 0.4
percentage point by the end of 2020.%

With the expansion in its 11th year, it is natural
to question its durability. After all, even we have
increased the probability of a recession this year to
20-25% from 15-20% in the beginning of 2019.
Yet we must be careful to distinguish the risk of a
recession from the certainty of one. Crucially, the US
economy shows little evidence of the cyclical excesses
that typically portend the end of a business cycle.
With our forecast calling for another year of above-
trend growth of 1.75-2.5%, we think this expansion
is set to defy the odds once again.

Eurozone: Still Muddling, Not Yet Through

The Eurozone’s tepid 1.2% growth last year
belied significant dispersion across countries and
sectors. While Germany, Italy and the industrial
complex flirted with recession, France, Spain and
the services sector recorded healthy growth rates,
at least by Eurozone standards (see Exhibit 76).
Although we expect more uniformity in 2020
growth rates, it is still likely to be another year of
trend-like GDP growth (see Exhibit 59).

Private consumption should remain the
primary engine of growth, supported by ongoing

Outlook ‘ Investment Strategy Group

‘53



Exhibit 77: Eurozone Households’ Saving Rate
Consumer savings stand well above levels justified by the
macroeconomic environment alone.
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Exhibit 78: Eurozone Inflation and Long-Term
Inflation Expectations

Soft current and expected inflation require continued
monetary accommodation by the ECB.
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job creation, rising wages, and government
transfer payments to low- and middle-income
households. There is also ample scope for
consumers to draw down their savings,

which stand well above levels justified by the
macroeconomic environment alone (see Exhibit
77). At the same time, very easy financial
conditions should continue to provide a tailwind
to business and residential investment.

Although this continued growth is likely to keep
upward pressure on wages—particularly with the
unemployment rate standing at the lowest level in
over a decade—the European Central Bank (ECB)
is unlikely to tighten policy. Keep in mind that the
pass-through from wages to broader Eurozone
inflation is muted. Moreover, long-term inflation
expectations stand at all-time lows, while inflation

is likely to fall well short of the ECB’s target for the
foreseeable future (see Exhibit 78). Taken together,
these factors argue for the ECB’s policy rate and
asset purchases to remain at current levels.

More broadly, the persistent weakness of
inflation has renewed focus on the limits of
monetary policy. Indeed, there is growing concern
among investors that the economic boost from
negative policy rates does not compensate for their
deleterious impact, particularly on the financial
sector and savers. Although this could prompt the
ECB to consider new unconventional tools®* as part
of its strategy review in 2020, we think its continued
reliance on forward guidance is more likely.

With the effectiveness of monetary policy
in question, calls for fiscal spending—including
from the ECB itself—have only grown louder.
This solution has intuitive appeal, as the
aggregate Eurozone debt-to-GDP ratio is

There is growing concern among
investors that the economic boost

from negative policy rates does not

compensate for their deleterious

impact, particularly on the financial

sector and savers.

healthier than those of the US, UK and
Japan. Yet a closer examination reveals
two key impediments. First, public debt
has already increased substantially in
many Eurozone countries over the last
decade (see Exhibit 79). In turn, capacity
for high fiscal spending is concentrated
in Germany and a few smaller northern
European countries that have prioritized
balanced budgets in the past. Second
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Exhibit 79: Eurozone Public Debt Level by Country
Public debt has risen substantially in many Eurozone
countries, limiting the potential for future fiscal spending.

% of GDP
200 1  ®™2008

2019

Eurozone
Austria
Finland

France

Germany

Greece

Ireland
Italy
Netherlands
Portugal
Spain

Data as of November 2019.
Source: Investment Strategy Group, European Commission.

Exhibit 80: UK Investment Growth by Firms with
Different Opinion on Brexit Uncertainty
Investment growth by firms that are more uncertain about
Brexit has declined since the EU referendum.
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Source: Investment Strategy Group, Bank of England.

and perhaps more importantly, there is neither
a common Eurozone budget nor an established
mechanism for redistributing resources across
countries. As a result, the growth impulse of
fiscal policy is likely to remain limited this year,
although our forecasts do incorporate larger fiscal
easing in all major European countries.

Despite these institutional shortcomings,
we do agree with those who argue “the euro is
irreversible.”® While undertaking much-needed
institutional reforms—such as forming a banking
union, coordinating unified defense spending and
issuing a common safe asset—will likely remain
a politically unsavory and protracted process,
we believe the sizable benefits of deeper fiscal
and political integration will ultimately bring
those improvements to fruition. In the interim,
the Eurozone is likely to just muddle through,
consistent with our expectation for trend-like
growth this year.

United Kingdom: Uncertainty Is the
Only Certainty

The more things change, the more they stay the
same. Such is the case with Brexit in the UK,
where many hoped the landslide victory of Prime
Minister Boris Johnson would mark the end of

Brexit ambiguity. Instead, the uncertainty has
simply shifted to what form a trade deal between
the UK and the European Union (EU) will
ultimately take.

To be sure, negotiations on the future trade
relationship with the EU will likely prove lengthy
and challenging. Already, the Withdrawal
Agreement Bill has been amended to preclude the
UK from requesting an extension at the end of the
transition period in December 2020, effectively
reintroducing the risk of a disorderly Brexit at that
time. While this does not preclude the UK from
revising the legislation to provide for an extension,
it nonetheless keeps uncertainty elevated.

This lack of clarity is likely to weigh further on
UK economic activity, which just recorded its third
consecutive year of underperformance relative to
its developed market peers. While weak business
and residential investment has been common over
this period (see Exhibit 80), there is growing risk
that private consumption may also be negatively
impacted. Consider that in the past three years,
UK firms have preferred hiring new workers to
spending money on new capital equipment, given
that the cost of firing these workers is relatively
modest. That preference helped push the UK
unemployment rate to its lowest level in more
than 40 years. Yet more recently, firms have begun
scaling back their hiring plans, and wage growth
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Exhibit 81: Growth in UK Job Vacancies and
Employment
The UK labor market is showing signs of cooling.
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Exhibit 82: Japan Current Activity Indicator
Homegrown and foreign headwinds weighed on economic
activity in Japan in late 2019.
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is also showing signs of moderation (see Exhibit
81). The combination of moderating employment
growth and moderating wages—coupled with
low saving rates and negative wealth effects

from declining real home prices—suggests that
household consumption is vulnerable.

The silver lining to these growth challenges is
that they make stimulative policies highly likely.
Here, we expect increased government spending
to contribute positively to economic activity in
2020. Similarly, we think a combination of soggy
headline inflation, ongoing Brexit uncertainty and
tepid growth will provide cover for the Bank of
England to cut interest rates in the first half of
2020, with an additional cut possible depending on
the evolution of Brexit risks.

Based on the net effect of these various positive
and negative economic impulses, we forecast
modestly below-trend UK GDP growth in the
range of 0.9-1.3% this year.

a sharp downturn. Were it not for strong business
spending on labor-saving technologies—and robust
household consumption ahead of the October tax
hike—its full-year GDP growth of around 1.1%
would have been even weaker.

In response to this lackluster finish, Japan’s
government announced a large fiscal stimulus
package worth ¥26 trillion in December. As is
typical of such packages, the headline number
includes indirect impacts, and is therefore much
bigger than the actual increase in government
spending that directly affects the economy.®® Our
colleagues in Goldman Sachs Global Investment
Research estimate that actual spending will be
a much smaller ¥8 trillion, or 1.4% of GDP,
distributed over several years. Even so, the package
should provide a modest boost to growth this year
as its outlays are designed to be front-loaded.

Other economic forces are less supportive
of growth. Household consumption is likely to

Japan: On to the Next Recovery

The Japanese economy has faced its share
of economic challenges, both homegrown
and foreign. Last year was no exception,
as weak global trade, a consumption

tax hike in October and a devastating
typhoon late in the year amounted to stiff
headwinds (see Exhibit 82). The result
was an economy that ended the year with

We think a combination of soggy
headline inflation, ongoing Brexit
uncertainty and tepid growth will
provide cover for the Bank of England
to cut interest rates in the first half

of 2020.

56 ‘ Goldman Sachs ‘ JANUARY 2020



Exhibit 83: Emerging Market Central Bank Policy
Rate Changes Over the Past 12 Months

Easier monetary policies enacted in response to last year's
weakness are a tailwind for growth.
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Exhibit 84: Global Manufacturing PMI vs.
Monetary Stimulus

The large number of central banks across the globe that cut
rates last year is a tailwind to global manufacturing.

Level Net Number of Central Banks

Global Manufacturing PMI 40

————— Net Number of Central Banks Cutting Rates,* 8-Month Lead (Right)
\

30

55

50

45

-20

40 -30

2001 2004 2007 2010 2013 2016 2019

Data through November 2019.

Source: Investment Strategy Group, Haver Analytics.

* Number of central banks whose last move was a cut minus number of central banks whose last
move was a hike, from a total of 36 central banks.

remain depressed as it will take time for consumers
to adjust to the higher tax rate. Meanwhile,
business investment is set to moderate from last
year’s blistering pace, reflecting still-tepid global
trade and some payback later in 2020 from
businesses that increased spending in preparation
for the Summer Olympics.

Against this backdrop, we expect the Japanese
economy to stage a gradual recovery over the
course of 2020. That said, full-year GDP growth
is likely to slow to a range of 0.1-0.9 %, largely
because of a weak start to the year. Given this tepid
recovery, inflation pressures are likely to remain
subdued and the Bank of Japan is set to remain
on hold, yet with a bias toward additional easing
should the economy weaken anew or the USD/JPY
exchange rate decline toward 100.

Emerging Markets: Green Shoots

Emerging market (EM) economies faced a daunting
macroeconomic environment last year. While weak
external demand was a key headwind, uncertainty
created by rising tariffs and the slowdown in
global manufacturing also curbed fixed investment
in many EM countries. The result was below-trend
GDP growth for emerging markets as a whole and
a collapse in export growth.

The prospects for 2020 look brighter for
several reasons. Many EM countries stand to
benefit from the easier monetary and fiscal policies
that were enacted in response to last year’s
weakness (see Exhibit 83). For those countries
whose currencies depreciated, more competitive
exports are an additional benefit. Furthermore, the
recent de-escalation of US-China trade tensions
has helped ease US recession fears, which ought to
boost global trade. Already, our leading indicator
of global manufacturing activity has inflected
higher, providing a likely tailwind to EM exports
(see Exhibit 84).

These green shoots should be nurtured further
by additional monetary and fiscal easing, thanks to
still-low inflation pressures across most countries.
Indeed, central banks in several countries have
room for additional rate cuts, especially in Mexico
where economic growth is slowing, the real policy
rate is elevated and the central bank has only just
begun an easing cycle. Many large EM countries
also have room for additional fiscal easing,
including China, Russia and Korea.

All told, we expect a modest rebound in EM
GDP growth to 4.4%, just shy of trend growth.

China

The Chinese economy came under pressure on a
number of fronts last year. Indeed, a burgeoning
trade war with the US, a global manufacturing
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Exhibit 85: Selected Countries’ Debt-to-GDP Ratios
China's total non-financial debt burden as a share of GDP is
second only to that of Japan.
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Exhibit 86: Measures of Chinese Economic
Activity
Alternative measures of Chinese economic activity show

lower, more volatile growth.
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recession, periodically tight financial conditions
and rising corporate bankruptcies represented a
severe drag on economic activity. Even the Chinese
consumer reined in spending in response to
softening labor markets and broader uncertainty.
Against this backdrop, GDP growth slowed to
6.1% from 6.6% in 2018.

Although the central bank responded with
reductions in banks’ reserve requirements and
lending rates, these policy adjustments have been
more measured than usual. The same could be
said for fiscal policy, despite last year’s reduction
in taxes and accelerated issuance of special local
government bonds. Looking ahead, officials in
Beijing face a delicate balancing act, as the easier
policy necessary to support growth risks worsening
a total non-financial debt burden that has already
reached a staggering 275% of China’s GDP, second
only to that of Japan (see Exhibit 85).

Partly because of these constraints, we expect
official GDP growth to slow further to 5.6-6.2%
in 2020. While the Phase One trade agreement
with the US will help stabilize fixed investment and
export growth, lingering uncertainties about the
future of US-China relations are likely to prevent
a meaningful rebound. Meanwhile, fiscal and
monetary policy will likely remain accommodative,
just not highly stimulative. This will leave the onus
on consumption, which will continue to be the
main engine of growth.

The risks to our forecast are predominantly
tilted to the downside for several reasons. First, the
recent trade détente with the US could collapse,
leading to even higher tariffs and new constraints
on Chinese companies. Second, actual economic
growth could be as much as three percentage
points weaker than official GDP statistics (see
Exhibit 86). This distinction is critical, because
policy errors—such as failing to provide adequate
stimulus—could result from misjudging the strength
of the economy. Such mistakes could lead to more
stress in the corporate sector and worsen broader
risks in the financial system. Finally, today’s more
adversarial relationship between the US and
China—at a time when Chinese growth is already
slowing because of structural factors—increases the
potential for adverse economic outcomes.

India

India suffered from both domestic and external
shocks last year. At home, problems in the non-
bank financial sector led to liquidity constraints
that weighed on fixed investment. At the same
time, household consumption sagged on the back
of a weaker labor market. Externally, slower
growth among India’s trading partners contributed
to a significant deceleration in export growth.
Taken together, these shocks led GDP growth to
fall from 7.3% in 2018 to just 5% last year, well
below our forecasts.
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Exhibit 87: Brazil’'s Unemployment Rate
Against the backdrop of a weak economic recovery, Brazil's
unemployment rate remains elevated.
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For 2020, we project a recovery in GDP
growth to 5.7-6.7%. While external demand will
likely remain subdued in the year ahead, domestic
demand is likely to benefit from several factors.
Chief among these is a cut in the corporate tax
rate from 30% to 22%, which was made effective
retroactively from April 1, 2019 (the start of the
current fiscal year). Accommodative policy from
the Reserve Bank of India—with the potential for
further rate cuts given still-below-target inflation—
is a further tailwind. Finally, plans to stabilize
the non-bank financial sector should also help, as
these entities facilitate the transmission of easier
monetary policy to bank lending.

Brazil

Although Brazil is still recovering from its
2014-16 recession, it was not immune to the
broader EM slowdown last year. At issue was a
contraction in exports and weak fixed investment,
which together drove GDP growth to just 1.1%.
As a result of this weak recovery, GDP remains

nearly 4% below its pre-recession peak, while the
country’s 11.8% unemployment rate is almost
double the low it reached prior to the recession
(see Exhibit 87).

Given this sizable economic slack and some
improvement in fixed investment toward the end of
2019, we expect Brazilian GDP growth to improve
to a range of 1.5-2.5% this year. While weakness
among Brazil’s neighbors suggests local trade will
remain a headwind, we think a combination of
easier policy from the central bank and optimism
about structural reforms will sustain the recent
momentum in fixed investment growth. Here,
recent passage of long-awaited pension reform has
boosted sentiment and represents an important
step toward addressing Brazil’s high public debt.
That said, it falls short of solving the problem
entirely, necessitating tight fiscal policy until public
debt is on a more sustainable path.

Russia

Like Brazil’s recovery, Russia’s recovery from

its recent recession suffered a setback last

year. A sharp contraction in exports—owing

to a combination of weak global demand and
transportation problems in the oil sector—saw
GDP growth halve to just 1.1%. The slowdown
would have been even worse had it not been for a
combination of fiscal stimulus and a fresh easing
cycle by the Central Bank of Russia (CBR).

We expect this easy policy backdrop to be a key
support for growth again this year. Not only is the
government set to provide additional fiscal stimulus,
but the CBR is also likely to deliver further rate
cuts given that inflation is likely to remain below
its target. Even so, ongoing Western sanctions will
continue to constrain economic activity.

Against this mixed backdrop, we project GDP
growth to rise slightly, to a range of 0.7-1.7%.

Although Brazil is still recovering
from its 2014-16 recession, it was

not immune to the broader emerging

market slowdown last year.
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SECTION Il ‘

2020 Financial
Markets Outlook:
Still Climbing

In our 2013 Outlook, we referred to the old Wall Street
adage that “markets often climb a wall of worry,” referring
to financial markets’ impressive gains despite a litany of
uncertainties at the time. While investors’ worries have changed
in the interim—with last year’s focus on US-China trade
tensions and rising recession risks—markets are still making
that ascent seven years later. If anything, their advance became
even broader and more spirited in 2019.

The S&P 500’s 29% price gain last year was nearly
twice the almost 16% annualized pace of appreciation it has
generated since the trough of the financial crisis more than a
decade ago. The magnitude of this gain was second only to its
persistence, as the S&P 500 rose on nearly 60% of last year’s
trading days. Such impressive performance was not limited to
the US, evident in the 18% price gain of the MSCI All Country
World Index excluding the United States. Nor were the gains
exclusive to equities, as nearly every asset class—including
corporate bonds, government bonds and commodities such as
gold and oil—advanced last year.
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Several factors support continued gains in
2020. Last year’s substantial monetary policy
stimulus—evident in more than 80% of global
central banks lowering their policy rates—
contributed to a substantial easing in financial
conditions that should buttress global growth and
corporate earnings alike. The same could be said
for the sentiment-boosting effects of the trade
detente between the US and China, as well as
receding risks of a disorderly Brexit. Fresh fiscal
stimulus measures by the governments in Japan,
China, and parts of Europe should also help lift
private sector spending. The recent resumption of
growth in the JP Morgan Global Manufacturing
PMI—after a lengthy period of contraction last
year—is particularly encouraging. As discussed
later in Section III of this report, past inflections
of this index have been followed by above-average
returns for US and global equities alike.

While this bull market can continue, we
recognize that even the tallest trees don’t grow to
the sky. Strong erstwhile returns have borrowed
from future gains, leaving S&P 500 valuations in
their 10th historical decile. This narrower margin
of safety applies even to bondholders, as today’s
historically low interest rates and scant spreads
provide little compensation for assuming credit or
inflation risk. Consider that there are now $11.3
trillion of global bonds with negative yields and
more than half of all government bonds yield less
than 1%. As a result, investors have less of a buffer
to absorb adverse developments and prospective
returns across asset classes are likely to be more
modest and come with higher volatility.

In short, while there is still room to climb, we
need to be increasingly mindful of our footing.

Exhibit 89: US Equity Price Returns from Each
Valuation Decile

Subsequent returns from high valuation levels have been
muted historically.
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US Equities: The Investor’s Dilemmma

Few would blame investors for wanting to cash out
of US equities. Including last year’s 29% price gain,
the S&P 500 has generated nearly 16% annualized
price appreciation since the trough of the financial
crisis more than a decade ago. The resulting
cumulative returns have been exceeded only 1%

of the time in the past, and even volatility-adjusted
returns stand in the top 10% of all observations
since 1945.

Exhibit 88: ISG Global Equity Forecasts—Year-End 2020

End 2020 Central Case Implied Upside from

Current Dividend

2019 YE Target Range End 2019 Levels Yield Implied Total Return
S&P 500 (US) 3231 3,300-3,400 2-5% 1.8% 4-7%
Euro Stoxx 50 (Eurozone) 3,745 3,870-3,990 3-7% 3.3% 7-10%
FTSE 100 (UK) 7,542 7,600-7,900 1-5% 4.5% 5-9%
TOPIX (Japan) 1,721 1,710-1,760 1-2% 2.3% 2-5%
MSCI EM (Emerging Markets) 1,115 1,130-1,195 1-7% 2.7% 4-10%

Data as of December 31, 2019.
Source: Investment Strategy Group, Datastream, Bloomberg.

Note: Forecasts have been generated by ISG for informational purposes as of the date of this publication. There can be no assurance the forecasts will
be achieved. Indices are gross of fees and returns can be significantly varied. Please see additional disclosures at the end of this Outlook.

62 ‘ Goldman Sachs ‘ JANUARY 2020



Exhibit 90: Share of S&P 500 Price Return
Contributed by Earnings and Multiples
The bulk of last year's returns came from higher valuations.
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from base effects of negative earnings and the mismatch between the market price and earnings
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Source: Investment Strategy Group, FactSet, Bloomberg.

Exhibit 91: Odds of Various S&P 500 One-Year
Total Returns During US Economic Expansions
Investors enjoy high odds of a positive return and a greater
likelihood of large gains when the economy is expanding.
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Such remarkable gains have made US stocks
expensive by historical standards, leaving
investors with less of a buffer to absorb adverse
developments. As seen in Exhibit 89, valuations
now stand in their 10th decile, indicating equities
have been cheaper at least 90% of the time. Such
elevated valuations in past periods have weighed
on equity returns over the subsequent five years
and lowered the odds of positive outcomes. That
the bulk of last year’s returns came from higher
valuations, and not growth in earnings, only
compounds investors’ concerns (see Exhibit 90).

Even worse, this narrower margin of safety
arrives at a time of prevalent downside risks. The
current US economic expansion and corresponding
bull market are now the longest in post-WWII
history. While neither is likely to die of old
age, both are more vulnerable to maladies over
time. This vulnerability is particularly
pronounced now, given that growth has

staying invested or forgo the potential for further
upside by exiting the market. While the choice is
admittedly difficult, we still think it is premature to
underweight US equities.

The linchpin of this view is our expectation of
a continued US economic expansion (see Section II,
United States). As we have argued in past Outlook
publications, bull markets are most frequently put
out to pasture by recessions. Indeed, nearly three-
fourths of historical equity declines in excess of
20% occurred during US economic contractions.
This close relationship between economic growth
and market performance is evident in Exhibit 91,
which shows that investors have enjoyed 87%
odds of a positive return and a much greater
likelihood of large gains than large losses when the
economy is expanding.

slowed globally and the manufacturing
sector is still contracting in many parts
of the world. The outcome of the US
presidential election and the evolution of
various geopolitical risks only add to this
year’s potential hazards.

Against this backdrop, US investors
face an uncomfortable dilemma: either
bear the risk of loss that comes with

US investors face an uncomfortable

dilemma: either bear the risk of loss

that comes with staying invested or

forgo the potential for further upside
by exiting the market.
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Exhibit 92: Global Manufacturing PMI vs.
Monetary Stimulus

Monetary easing since the start of last year should support
the rebound in global manufacturing.

PMI Number of Banks
58 - e (lobal Manufacturing PMI - 40
————— Net Number of Central Banks Cutting Rates™ (Right)

56 30
54 20
52 10
50 0

48 -10
46 -20

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Data through December 31, 2019.
Source: Investment Strategy Group, JPMorgan, Markit, BIS, Haver Analytics.
* Advanced by 8 months.

Exhibit 94: S&P 500 Shiller CAPE vs. Subsequent
Calendar-Year Total Return

Starting valuation multiples tell us little about potential
returns over the next year.
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Exhibit 93: Equity Returns by Market and Style in
Each PMI Phase

Today's early-stage upturn in global manufacturing has been
the most positive state for risky assets in the past.
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With our forecast placing just 20-25% odds
on a recession this year, we think the economic
backdrop remains favorable for stocks. In
fact, today’s unusual combination of highly
accommodative monetary policy and improving
economic momentum results in a potent elixir for
risky assets, especially given the incipient upturn
in global manufacturing that we saw late last year
(see Exhibits 92 and 93).

History also teaches us that high valuations
alone are not a good reason to underweight stocks,
especially over shorter holding periods. Recall
that the beginning price-to-earnings ratio has told
us very little about potential returns over any
given year, explaining only 7% of their variation
historically (see Exhibit 94). Moreover, a strategy
of selling equities solely on the basis of expensive
valuations has been a losing one over time (see
Section I, “Stay Invested”).

Valuations must also be considered in
the context of the prevailing macroeconomic
backdrop. A simple model based on inflation and
unemployment—which has explained about 70%
of the past variation in P/E ratios—shows that
today’s valuations should be in their 10th decile
based on the low level of inflation and its stability
(see Exhibit 95). In contrast to the situation during
the technology bubble of the late 1990s, the
current P/E ratio is only slightly above that justified
by today’s benign economic environment, rather
than significantly above it.

The fact that equity markets frequently
surprise to the upside—even at high valuations—
further raises the hurdle to underweight stocks.
The S&P 500 has generated a total return of
more than 100% since first entering its ninth
valuation decile in November 2013, a time when
many observers were already suggesting that
US equities were in a bubble.®” It’s also worth
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Exhibit 95: S&P 500 Trend P/E Ratio—Actual vs.
Macroeconomic Model

Today's valuations should be in their 10th decile based on
the low level of inflation and its stability.
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Source: Investment Strategy Group, Bloomberg, BLS, S&P Global.

Exhibit 96: Average S&P 500 Price Returns in the
Year Following Past 30% Annual Gains

The S&P 500's positive price momentum has typically
persisted in the year after 30% gains.
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noting that a quarter of past episodes that started
with valuations similar to today’s still generated
annualized total returns of 5% or greater over the
subsequent five years.

A number of market-based technical signals
also suggest potential for continued equity upside
this year. An equity advance of the magnitude
of last year’s—coupled with the breadth of

stocks participating in it—has historically been

a harbinger of above-average equity returns.
Consider that price returns in the year after the
market gained 30% on a rolling 12-month basis—
as it did in 2019—were positive 85% of the time
and averaged a gain in excess of 10% (see Exhibit
96). More broadly, the bounty of technical signals
shown in Exhibit 97 implies an average gain of

Exhibit 97: S&P 500 Price Returns in the Year Following Past Market-Based Technical Signals
A number of technical signals seen late in 2019 have been associated with well-above-average equity returns in the

following year.

% m Average Return Following Signals
25 4 *
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Data as of December 31, 2019.
Source: Investment Strategy Group, Bloomberg, SentimenTrader.
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* Unconditional 1-year average returns may vary across signals because not all signals have the same length of historical data.

Past performance is not indicative of future results.
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Exhibit 98: S&P 500 Price Returns in the Year
Following Past Outflows from Global Equities
Past years that experienced outflows from global equities
were followed by above-average US equity returns.

Price Return (%) m Average @ % of Positive Returns (Right) %
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Previous Year
Negative Return
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Unconditional Following Years of Global Equity Outflows
Data as of December 31, 2019.

Note: The flows include both mutual fund and ETF flows into global equities.
Source: Investment Strategy Group, Bloomberg, Investment Company Institute (ICl).

Exhibit 100: ISG Central Case Return
Decomposition for S&P 500 at 2020 Year-End
We expect earnings growth to be the main driver of S&P
500 returns this year.
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Data as of December 31, 2019.

Note: The returns and decomposition are based on the midpoint of ISG's central case
forecast range.

Source: Investment Strategy Group, Bloomberg.

* Includes the compounding effect between earnings and multiples.

Exhibit 99: Global Flows into Bond and Cash
Funds Less Those into Equity Funds
Investor’s fondness for cash and bond funds shows
sentiment toward risk-taking is far from excessive.

Fund Flows (US$ billions)
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Data as of December 31, 2019.
Source: Investment Strategy Group, Goldman Sachs Global Investment Research, EPFR Global.

13% for the S&P 500 this year, with 95% odds of
a positive return.

Last year’s massive equity outflows
paradoxically convey a similarly bullish message.
Far from embracing the market rally with typical
bull market exuberance, investors cashed out of
stocks in record numbers. The resulting $200

billion outflow from global equity mutual funds
and ETFs last year even exceeded that seen during
the financial crisis; in fact, it was the largest
yearly outflow since the data began in 1993.%8

Yet crucially, every year following such sizable
outflows—regardless of whether the market had
been up or down in the year of outflows—saw
equities generate returns well above average (see
Exhibit 98).

Last year’s conspicuous equity outflows only
partially explain the even larger inflows into cash
and bonds. All told, the $1.5 trillion difference
between these flows was more than twice as large
as that seen during the financial crisis (see Exhibit
99). Such relative disdain for equities has been a
contrarian indicator in the past, typically followed
by returns that are much better than average. Such
was the case following the second-largest flow
imbalance in 2008, which saw about $1 trillion
redeemed from money market funds over the
following two years.®” The record-breaking size
of today’s imbalance provides ample scope for
rebalancing into equities going forward.

Even without the upside implied by these
historical precedents, we expect stock returns to
exceed those of cash and bonds this year. Our
central case forecast implies a 4-7% total return
for US equities in 2020, reflecting a 2% dividend
yield, a slightly lower P/E multiple and 5-8%
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Exhibit 101: ISG S&P 500 Forecast—Year-End 2020

2020 Year-End

Good Case (25%)

Central Case (55%) Bad Case (20%)

Op. Earnings $182

Op. Earnings $173-178 Op. Earnings < $140

End 2020 S&P 500 Earnings Rep. Earnings $164 Rep. Earnings $156-160 Rep. Earnings < $106
Trend Rep. Earnings $141 Trend Rep. Earnings $141 Trend Rep. Earnings < $141

S&P 500 Price-to-Trend Reported Earnings 23-25x 21-24x 17-18x

End 2020 S&P 500 Fundamental Valuation Range 3,250-3,590 2,970-3,420 2,400-2,560

End 2020 S&P 500 Price Target (Based on a Combination of 3550 3.300-3.400 2550

Trend and Forward Earnings Estimate)

Data as of December 31, 2019.
Source: Investment Strategy Group.

Note: Forecasts and any numbers shown are for informational purposes only and are estimates. There can be no assurance the forecasts will be
achieved and they are subject to change. Please see additional disclosures at the end of this Outlook.

Exhibit 102: S&P 500 Annual Operating EPS
Growth—Actual vs. Macroeconomic Model

The midpoint of our earnings growth forecast range is
consistent with our broader macroeconomic assumptions.

Actual EPS Growth Forecast

————— Macroeconomic Model of EPS Growth

|- 6% Based on ISG
Macroeconomic
Forecasts

1968 1972 1976 1980 1984 1988 1992 1996 2000 2004 2008 2012 2016 2020

Data through 2019, forecast through 2020.

Note: The macroeconomic model is based on GDP growth, lagged GDP growth, USD return and oil
price return. The 2020 forecast is based on ISG's 2020 assumptions of these variables.

Source: Investment Strategy Group, S&P Global, Goldman Sachs Global Investment Research,
Bloomberg.

Exhibit 103: S&P 500 Operating EPS Growth in
2020 Implied by Markit PMI New Orders

The recent improvement in manufacturing new orders
suggests a pickup in earnings growth in 2020.
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Data through December 2019.

Note: The implied EPS growth is based on lagged Markit US manufacturing PMI new orders and
starting EPS deviation from trend.

Source: Investment Strategy Group, Markit, S&P Global, Bloomberg.

earnings growth (see Exhibits 100 and 101).
The midpoint of that earnings growth range is
consistent with our broader macroeconomic
assumptions (see Exhibit 102); recent economic
momentum (see Exhibit 103); and our bottom-up
expectations for 5% revenue growth, flat profit
margins and a 1% boost from stock buybacks.
If recent progress on US-China trade relations
continues, it could even make that forecast too
conservative, as some analysts estimate this conflict
reduced 2019 earnings growth by seven to eight
percentage points.”’

Despite our more constructive equity outlook,
we are by no means Pollyannaish. There are

several legitimate risks to our forecast, not the
least of which is this year’s US presidential election.
Several of the candidates have proposed at least a
partial rollback of the 2017 Tax Cuts and Jobs Act
(TCJA), with every one percentage point increase
in the effective corporate tax rate reducing S&P
500 EPS by 1%.7! In turn, fully repealing the TCJA
could lower 2021 EPS growth by as much as 11
percentage points.”> More broadly, the election of
a progressive, far-left Democratic candidate could
introduce far-reaching policy changes that would
likely push equity valuations lower.

Still, the election of a more market-friendly,
centrist Democrat or the reelection of President
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Exhibit 104: Non-Dealers Position in US Equity
Index Futures

The equity exposure of non-dealers stands near its all-
time highs.

US$ billions
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Data through December 24, 2019.
Source: Investment Strategy Group, US Commodity Futures Trading Commission (CFTC).

Exhibit 105: Percentage of S&P 500 Drawdown
Avoided Relative to Recession Start Date

Around three-fourths of the total peak-to-trough decline in
equities occurred after past recessions started.
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Data as of December 31, 2019.

Note: Average across 11 post-WWII US recessions. Recession start date is defined as the first of
the NBER business cycle peak months.

Source: Investment Strategy Group, Bloomberg, NBER.

Donald Trump appears more likely based on
prediction markets, nationwide polls and the
views of political experts. The election of a far-left
candidate, in contrast, would require swing voters
who formerly elected President Trump to pivot from
the far right to the far left, an unlikely development
given that unemployment is at 50-year lows.”?

Moreover, prediction markets assign only a
one-in-three chance of a Democratic majority
in the Senate.” As a result, a newly elected
progressive Democrat would likely face a divided
Congress that would greatly limit his or her ability
to pass contentious or sweeping changes. Finally,
we note that at least historically, equity returns in
election years have not been statistically different
than any other year.

We are also mindful of other downside risks.
Renewed escalation of US-China trade tensions is

chief among these, although the recent Phase One
trade agreement breaks a pattern of brinkmanship
that has weighed on global growth since 2018.
With reelection now the primary focus, President
Trump is likely to prefer continued negotiation
over further escalation this year, according to
political experts. Already, President Trump has
raised his reputational stake in the success of the
agreement by announcing he would hold a signing
ceremony with Chinese officials in January 2020.7
Of course, these favorable developments have
started to stoke investor optimism, which has been
a contrarian indicator for stock prices in the past.
As shown in Exhibit 104, the equity exposure
of non-dealers is already high by historical
standards, having been lower 99% of the time in
the post-crisis period. Further evidence of investor
optimism is visible in depressed put-to-call ratios
and surveys that show bullish investors

While investor bullishness makes
the market more vulnerable to

disappointment, we think it is a better
reason to expect a pullback in stocks
over the next few months than an end

to this bull market.

vastly outnumbering bearish ones.While
investor bullishness makes the market
more vulnerable to disappointment,

we think it is a better reason to expect
a pullback in stocks over the next few
months than an end to this bull market.
After all, we still place low odds on a
cycle-ending recession and last year’s
sizable equity outflows remind us that
investor exuberance has not become
irrational.
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Exhibit 106: One of Many ISG Recession Indicators
This recession indicator has helped identify the start of past
recessions using only data that was available at that time.

S&P 500 Price Index (Log Scale)  Correct Recession Signal False Positive Signal
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Exhibit 108: Relative Performance of US vs.
EAFE Equities

The performance of US equities relative to EAFE equities
stands at a record high.

Cumulative Relative Performance (Indexed to 1969)
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Data through December 31, 2019.

Note: The approach uses a combination of yield curve and labor market indicators, based on
point-in-time data that has not been revised or restated. Blue shaded areas denote periods of
US recessions.

Source: Investment Strategy Group, BLS, Bloomberg, Haver Analytics.
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Note: Exhibit shows MSCI USA US$ vs. MSCI EAFE US$ total return indices. Blue shaded areas
highlight periods of EAFE outperformance.

Source: Investment Strategy Group, Datastream.

Exhibit 107: Cumulative Total Return Differential
Between US and EAFE Equities

US equities” outperformance vs. EAFE this cycle is second
only to that seen during the technology bubble.
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Data through December 2019.
Note: Exhibit shows MSCI USA US$ vs. MSCI EAFE US$ total return indices.
Source: Investment Strategy Group, Datastream.

While we have also noted several other
worrisome developments in this year’s Outlook,
we do not think their collective impact is sufficient
to topple the ongoing US expansion. Even if a
recession does materialize, history has shown that
around three-fourths of the total peak-to-trough

decline in equities occurred after past recessions
started (see Exhibit 105). This distinction is
critical, because our tools for identifying the
onset of a recession have been more consistently
reliable than those for forecasting a future one (see
Exhibit 106).

Given the lack of indicators signaling imminent
recession, we think investors should resolve
their dilemma in favor of remaining invested.
But as always, we remain vigilant about the
broad range of risks that could undermine this
recommendation.

EAFE Equities: Still Waiting in the Wings

Europe, Australasia and the Far East (EAFE)
equities extended their streak of underperformance
versus their US counterparts to a 12th year in
2019. This now marks the longest period of
relative underperformance for either region in

the history of the data. Over this long stretch, US
equities have cumulatively outperformed EAFE
equities by a staggering 166% in US dollar terms
(see Exhibit 107).

As a result, the performance of US equities
relative to EAFE equities stands at a record high
(see Exhibit 108). Such a large divergence naturally
raises the question of whether investors should
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Exhibit 109: EAFE Equity Valuation Premium/
Discount to US Equities

EAFE equities trade at a sizable valuation discount to US
equities, although they have done so since 2012.
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Data through December 2019.
Note: EAFE and US market valuations are based on an average of the following metrics: price to
10-year earnings, price to 10-year cash flow, price to book, price to peak earnings, price to peak

cash flow and price to dividend.
Source: Investment Strategy Group, Datastream.

Exhibit 110: EAFE Equity Valuation and
Fundamental Discounts to US Equities

EAFE valuations are really a mix of undervalued Eurozone
and UK equities and overvalued Japanese equities.

Discount (%) m Valuation Discount ~ m Earnings Growth Discount Return on Equity Discount

-28

Undervalued

Somewhat
Undervalued
3

Somewhat
Overvalued

©)

-60 Undervalued

70 -

Eurozone UK Japan EAFE

Data as of December 2019.
Source: Investment Strategy Group, Datastream, Goldman Sachs Global Investment Research.

rotate a portion of their public equity allocations
out of the US and into EAFE. While we find
attractive tactical opportunities in various EAFE
sectors and countries, in our view, a broader EAFE
overweight is still unwarranted.

The cornerstone of that conclusion rests on
the comparative fundamentals and valuations
of EAFE and US companies. To be sure, EAFE
equities trade at a sizable valuation discount to US
equities (see Exhibit 109). But our analysis suggests
that discount is largely vindicated by inferior
fundamentals. Here, we are referring to EAFE’s
lower earnings growth and return on equity. In
turn, we find that EAFE’s current 42% valuation
discount to the US is within the margin of error
of the 28-37% discount that is fundamentally
justified (see Exhibit 110).

The same cannot necessarily be said for
EAFE’s individual markets, which offer a mix of
relative valuation discounts and premiums. On
the inexpensive side, the Eurozone and UK—
two of EAFE’s largest markets—are priced at
a discount to their fundamentals. In fact, these
attractive valuations are the bedrock of two
Eurozone tactical tilts (see Section I, Our Tactical
Tilts). In contrast, Japan is actually slightly
overvalued relative to the US, although the level of
overvaluation varies significantly across metrics.
This showcases the importance of looking beneath
the surface of broad indices such as EAFE equities,
as the constituents are far from homogenous.

Against this backdrop, our 6% return
expectation for EAFE equities in 2020 is similar
to that of US equities, implying the currently large
performance differential between the
two will remain for another year. While

Our 6% return expectation for EAFE

equities in 2020 is similar to that of
US equities, implying the currently
large performance differential
between the two will remain for
another year.

there is precedent for this cumulative
differential to widen further—US stocks
outperformed EAFE equities by 176%
going into the technology bubble peak
(see Exhibit 107)—shifting fundamentals
could eventually cause it to reverse. Until
that point, we are still waiting in the
wings to overweight EAFE equities.
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Exhibit 111: Eurozone Equities Cash Yield vs.
German Bund Yield

The gap between the yields of Eurozone equities and bonds
is near its widest historical level.
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Data through December 2019.
Note: Cash yield is the sum of the dividend and gross buyback yields.
Source: Investment Strategy Group, Goldman Sachs Global Investment Research.

Exhibit 112: Returns in the Year Following Past
Upturns in the Global Manufacturing PMI
Both Eurozone banks and cyclical stocks stand to benefit

from last year’s upturn in the global manufacturing PMI.
Total Return (%)
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Data as of December 31, 2019.
Source: Investment Strategy Group, Bloomberg, JPMorgan, Markit, Haver Analytics.

Past performance is not indicative of future results.

Eurozone Equities: Opportunities
Available, Inquire Within

Eurozone equities were a key beneficiary of last
year’s global stock market rally. A combination of
dissipating trade and Brexit uncertainty—coupled
with accommodative monetary policy—propelled
the Euro Stoxx 50 Index nearly 30% higher, its
strongest performance since 1999. This striking
gain was made all the more notable by its lopsided
composition, with higher valuation multiples
driving the lion’s share of the total return.

After such a notable increase, valuations are
likely to remain largely unchanged this year. As
a result, we expect earnings growth to fuel this
year’s Euro Stoxx 50 returns. Here, stabilization in
Eurozone GDP growth should benefit the half of
Eurozone sales that are domestically exposed, and
the remaining half should benefit from an uptick
in global GDP growth. On this point, it’s worth
noting that Euro Stoxx 50 firms are highly sensitive
to small changes in sales because their expenses are
dominated by fixed costs.

Based on the foregoing, our central case calls
for an 8% total return this year, composed of mid-
single-digit earnings growth, flat valuations and
a 3% dividend yield. In addition to this attractive
absolute return, investors are likely to be enticed
by the wide gap between the Euro Stoxx 50’s

generous cash yield and Europe’s still negative
policy rates (see Exhibit 111).

As discussed in Section I of this report, we are
currently overweight Eurozone banks and a basket
of Eurozone cyclical stocks. Both of these tactical
views stand to benefit from last year’s upturn in
the global manufacturing PMI after a period of
weakness (see Exhibit 112). The same could be said
for any upside surprises on fiscal policy, since both
of these positions are highly sensitive to domestic
growth. Finally, valuations for each position stand at
double-digit discounts to broader Eurozone equities,
providing a sizable margin of safety against adverse
developments and miscalculations in our forecasts.

UK Equities: Undervalued, Seeking
a Catalyst

A combination of Brexit uncertainty and high
exposure to the lagging energy sector stifled
investor appetite for UK stocks last year, with the
FTSE 100 lagging the S&P 500 by double digits.
A byproduct of this underperformance, however,
is that UK equities now trade at a larger valuation
discount to US equities than we think is justified
by their relative earnings growth and return on
equity. The question facing investors is what
catalysts are likely to unlock this value in 2020.
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Exhibit 113: Share of Japanese Exports
The Chinese and US economies account for nearly 40% of
Japan's exports.
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Exhibit 114: TOPIX Price Index
Japan’s equity index is approaching a trend line that has
capped past equity advances since the early 90's.
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Data through December 31, 2019.
Source: Investment Strategy Group, Bloomberg.

Unfortunately, the answer is not clear-cut.

To be sure, there are potential tailwinds for UK
stocks. The FTSE 100’s 25% market capitalization
exposure to energy and material sectors could
benefit from some catch-up in performance this
year, given how significantly these sectors lagged
in 2019. In addition, the UK’s financial sector—
which accounts for nearly a fifth of the FTSE 100’
market capitalization—stands to benefit from
modestly rising 10-year interest rates this year.

Yet there are also offsetting headwinds. While
global demand is expected to improve, UK GDP
growth is forecast to weaken slightly this year.
Meanwhile, our forecast for further modest British
pound appreciation represents a drag on the hefty
portion of FTSE 100 sales denominated in other
currencies.

These crosscurrents leave us tactically neutral
on UK stocks at the moment, although we expect
a combination of low-single-digit earnings growth
and a hefty 4.5% dividend yield to generate 7%
prospective returns for the FTSE 100 this year.

Japanese Equities: At Risk of
Disappointment

The 18% return generated by Japanese equities
last year was accomplished no thanks to their
earnings, which actually contracted 6%. In fact,
the primary driver of Japan’s equity performance
was not domestic fundamentals but rather positive

trade developments and signs of green shoots in
global growth. The resulting late-year ascent in
equities was also remarkably swift, having been
exceeded only 10% of the time in Japan’s post-
bubble history.

Such rapid gains on the back of largely
external developments make Japanese equities
more vulnerable as we start the year. To be sure,
Japanese equities’ positive reaction to improving
US-China trade relations last year makes intuitive
sense, given these two economies account for
nearly 40% of Japan’s exports (see Exhibit 113).
Yet regardless of the trajectory of trade tensions,
slower growth in the US and China compared
with that of last year will likely be a headwind
to Japanese earnings growth. The same could be
said for Japan’s ongoing trade frictions with South
Korea, its third-largest trade partner. Finally, while
the Abe administration’s recent fiscal package
should stimulate domestic economic activity, last
October’s increase in the consumption tax will
likely weigh on corporate profits.

Against this backdrop, our expected returns
for Japan are the lowest among the major
equity markets we follow. More specifically, a
combination of 2% earnings growth, 2% dividend
yield and slightly lower valuation multiples implies
just 3% total returns for 2020. Worse still, we see
several headwinds that reduce the likelihood of
upside surprises.

As mentioned earlier, Japan already trades at a
premium to the valuation justified by its earnings

72 ‘ Goldman Sachs ‘ JANUARY 2020



Exhibit 115: MSCI Emerging Markets Annual
Earnings per Share Growth
We expect EM earnings growth to recover in 2020.

MSCI EM EPS Growth (% YoY)
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Data through December 2019, forecast through December 2020.
Source: Investment Strategy Group, Bloomberg, I/B/E/S, FactSet.

Exhibit 116: Operating Leverage: Percent Change
in Profits per 1% Change in Revenue

Korean and South African stocks should benefit from the
pickup in sales we expect given their high operating leverage.
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growth and return on equity, limiting the scope for
valuations to expand further. Meanwhile, a recently
passed law aimed at curbing activism in selected
sectors may repel inflows from foreign investors,
which are the key source of incremental demand
for Japanese equities. Finally, Japan’s equity index
is approaching a trend line of technical resistance
that has held for nearly three decades (see Exhibit
114). In short, we think investors in Japanese
equities are at risk of disappointment.

Emerging Market Equities:
Reemerging Earnings

Even after a strong year-end rally that saw EM
equities generate a 19% total return in 2019, they
underperformed their developed market peers for
a second consecutive year. A key driver of this
underperformance was the 7% decline in EM
earnings last year (see Exhibit 115), which was
much worse than consensus expectations of 8%
growth coming into the year.

Several factors contributed to last year’s
earnings disappointment. First, EM economic
growth slowed more than was expected in
2019. Second, decelerating global growth on
the back of US-China trade tensions hit EM
exports particularly hard. Third, supply-demand
imbalances pressured prices in both commodities

and memory chips, resulting in meaningfully
weaker earnings for the energy, materials and
technology companies that together account for
30% of EM earnings. In fact, these three sectors
alone subtracted an estimated 10 percentage points
from EM profit growth last year.

Fortunately, some of these headwinds are set
to subside in 2020. More specifically, this year
EM earnings should benefit from more favorable
base effects, improving export growth and faster
economic growth across emerging markets.
Stabilization in oil prices and an undersupplied
memory market should also support energy and
technology profits. In turn, we expect EM earnings
growth to rebound to 8% this year.

That said, we think a decline in valuation
multiples will partially offset this faster earnings
growth. EM equity valuations, after all, expanded
by more than 20% in 2019, and all of last year’s
returns can be attributed to higher multiples.

As a result, we see limited potential for higher
valuation multiples this year, particularly given
the still uncertain global trade developments and
upcoming US elections.

Based on the foregoing, we forecast that EM
equities will generate a mid- to high-single-digit
total return this year inclusive of their attractive
2.7% dividend yield. Within EM equities, we are
tactically overweight South African and Korean
equities. Here, we are drawn to these countries’
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high operating leverage (see Exhibit 116), strong
earnings growth, attractive equity valuations and
underweight positioning among foreign investors.
We also note that part of our position in Korean
equities is a relative value trade against Taiwanese
equities, which aims to capitalize on the currently
large dislocation in this pair that is not justified by
fundamentals, in our view.

2020 Global Currency Outlook

After besting most major currencies in 2018,

the US dollar delivered a far more nuanced
performance last year (see Exhibit 117). Its

uneven showing was the result of a variety of
macroeconomic crosscurrents. On the one hand,
the greenback benefited from demand for safe-
haven assets—given worsening US-China trade
tensions and slowing global growth—as well as
easier monetary policy outside US borders. On the
other hand, the carry of the dollar was made less
attractive to foreign investors by the three rate cuts
delivered by the Federal Reserve after two years

of progressively tighter policy. As a result of these
offsetting forces, the US dollar appreciated just
0.2%, emerging market currencies delivered mixed
performance and nearly every other major currency
traded in the tightest calendar-year range since the
1985 Plaza Accord (see Exhibit 118).

Exhibit 118: Calendar-Year Trading Range of G-10
Currencies Since the Plaza Accord

Nearly every major currency traded in the tightest calendar-
year range last year since the 1985 Plaza Accord.
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We expect the interplay of these themes to
continue to be the differentiator among currencies
in 2020. Because these factors do not universally
align with a clear dollar direction, we expect
a range-bound dollar this year, with modest
appreciation in some foreign currencies offsetting
weakness in others. Our tactical positioning reflects
this view, as we are long the euro and Chilean peso
but short the yen.

Exhibit 117: 2019 Currency Moves (vs. US Dollar)
The US dollar posted a mixed performance in 2019.
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Exhibit 119: Currency Performance Since the
Global Financial Crisis

The dollar has outperformed every major currency except
the Swiss franc since the financial crisis.
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Exhibit 120: US Dollar Non-Commercial
Positioning vs. Global Manufacturing PMI

Long dollar positioning could be vulnerable to a pickup in
global growth.

US$ billions
60

PMI Level
USD Positioning 47

————— Global Manufacturing PMI* (Right, Inverted)

50 48

40 49

30
50

20
51
52
53
54

55

-40 56
20m 2012 2013 2014 2015 2016 2017 2018 2019

Data through December 2019.
Source: Investment Strategy Group, Bloomberg, Haver Analytics.
* Three-month average.

US Dollar

Few would question the hegemony of the US dollar
in the last decade. Not only has it appreciated in
eight of the last 10 years, but it has also advanced
35% since the lows of the financial crisis. As

seen in Exhibit 119, the dollar has outperformed
every major currency except the Swiss franc over
this period.

After such a spirited run, investors are worried
the US dollar’s advance may be on its last legs.
These fears are not unwarranted, as many of the
dollar’s tailwinds are fading. The Federal Reserve
has stopped hiking policy rates and shrinking its
balance sheet, lessening upward pressure on the
greenback. At the same time, the dollar’s erstwhile
gains have left its valuation above its long-term
average. Moreover, macro risks that preoccupied
markets last year—and drove investors to

growth and central bank policy rates are likely
to be higher than those in the Eurozone, Japan
and the UK should prevent foreign investors from
fleeing US dollar assets en masse. The same could
be said for relative central bank actions, where
we expect broadly unchanged policy settings to
keep interest rate differentials stable this year.
The dollar could also climb higher on renewed
tensions between the US and China, as such
tensions would likely renew demand for safe-
haven dollar assets.

As a whole, these opposing crosscurrents will
likely leave the dollar range-bound in 2020.

Euro
The euro was on the wrong side of the US dollar’s
strength again in 2019, marking its second

seek the safety of dollar assets—appear
to be receding. That investors are still
positioned for further dollar gains only
adds to the greenback’s vulnerability this
year (see Exhibit 120).

Even so, we need to differentiate
between fading tailwinds and outright
dollar depreciation. Exchange rates are
determined by the relative fundamentals
between economies, not their absolute
local level. Our view that US economic

Our view that US economic growth
and central bank policy rates are
likely to be higher than those in the
Eurozone, Japan and the UK should
prevent foreign investors from fleeing
US dollar assets en masse.
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Exhibit 121: Eurozone Broad Basic Balance
The euro should benefit as foreigners buy assets
denominated in the currency.
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Exhibit 122: Euro Long-Term Valuation Measures
The euro remains undervalued across a variety of metrics.
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consecutive year of underperformance. Last year’s
modest 2% decline reflected a near-recession in
Germany, a growth slowdown in the broader
Eurozone and the ECB’s decision to both restart its
asset purchase program and reduce its policy rate,
going deeper into negative territory. As a result, the
US Federal Reserve’s dovish rate cuts last year were
not enough to push the euro higher.

Although there has been no shortage of false
dawns for euro bulls in recent years, we see
several factors conspiring to sustain euro strength
in 2020. Chief among these are signs that the
Eurozone economy is bottoming, evident in a
nascent upturn in German auto production and the
larger manufacturing sector. This growth inflection
should be further buttressed by receding fears
about a hard Brexit and a global trade war, as well
as modest increases in fiscal spending across many
Eurozone countries (see Section II, Eurozone).
Crucially, better growth should help reverse the

slide in Eurozone inflation, which has been a key
driver of euro weakness.

The currency should also benefit as we expect
foreigners will continue to buy assets denominated
in euros (see Exhibit 121). Indeed, euro-
denominated assets have become more attractive
as the currency has depreciated 20% from its 2014
peak and is now attractively valued (see Exhibit
122). Already, net foreign direct investment into
the Eurozone has turned positive after years of
outflows. Similarly, foreign investors who have
steadily sold euro-denominated portfolio assets—
such as European equities—are beginning to
repurchase them.

To be sure, a bounty of risks could place
renewed downward pressure on the currency
(see Section I, Risk of Domestic and Non-US
Exogenous Shocks). But given the balance of
probabilities, we expect modest euro appreciation
this year and hold a tactical long position in the

currency as a result.

Although there has been no shortage

of false dawns for euro bulls in

recent years, we see several factors
conspiring to sustain euro strength in

2020.

Yen
Despite being the second most actively
traded currency against the dollar, the
yen nonetheless traded in its narrowest
range in more than 40 years in 2019.
When all was said and done, the yen
appreciated just 1% by year-end.

This year is likely to be more eventful,
with several factors pointing toward

76 ‘ Goldman Sachs ‘ JANUARY 2020



Exhibit 123: Japan Broad Basic Balance
Japan continues to export capital, a headwind for the yen.
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Exhibit 124: Foreign Purchases of UK Equities
Foreigners have been net sellers of UK equities since 2016.
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yen depreciation. The most important of these is
currency flows, as we expect Japanese investors
to continue seeking higher-yielding offshore assets
in response to the BOJ’s negative policy rate. The
sale of these lower-yielding domestic assets should
place downward pressure on the yen. For instance,
Japan’s Government Pension Investment Fund
(GPIF)—which manages the world’s largest public
pension plan—announced that it will increase its
allocation to non-Japanese government bonds.”
Similarly, Japanese life insurers, which manage
more than $4 trillion of financial assets, have
indirectly increased their exposure to foreign assets
by steadily decreasing the amount of currency
risk they hedge. We also expect Japanese firms to
continue selling yen to invest in foreign operations
with better growth prospects, as they have in recent
years. Against this backdrop, it’s not surprising that
Japan’s foreign direct investment outflows surged
to over 4% of GDP last year, their highest level on
record (see Exhibit 123).

This is not to suggest that the prospects for
the yen are completely one-sided. Negative policy
rates are facing increasing resistance in Japan given
their deleterious impact on both savers and the
banking sector. As a result, any shift away from
the BOJ’s near-zero interest rate policy could place
upward pressure on the yen. The many sources
of global uncertainty in the year ahead could also
lead investors back into the yen as a liquid hedge,
as we saw in the first half of 2019. Lastly, after
depreciating approximately 25% since the onset of
Abenomics in 2012,”7 the yen is now undervalued.

Even so, we do not think these upside risks are
compelling enough to undermine our expectation
of a weaker yen this year. As a result, we hold a
tactical short position in the yen.

Pound

Although 3.5 years have passed since the United
Kingdom’s referendum on European Union
membership, Brexit developments are still the
primary driver of the UK currency. Last year,
the receding risk of a “no-deal” Brexit led the
pound to strengthen by 4% relative to the US
dollar and by 6% relative to the euro. In fact, the
pound’s appreciation last year was second only
to that of the Canadian dollar among the most
actively traded developed market currencies (see
Exhibit 117).

Despite last year’s gains, the pound has scope
to appreciate further this year. Keep in mind that
Prime Minister Johnson’s landslide victory came
at the expense of a Labour Party whose policies
were widely believed to be a headwind to both
the economy and the currency. Moreover, Prime
Minister Johnson’s commanding majority in
Parliament increases the likelihood that the UK can
secure a favorable trade agreement with the EU.
Finally, an orderly Brexit could generate inflows
into the UK that would benefit the currency,
particularly since foreigners are underweight
pound-denominated assets after years of selling
based on Brexit uncertainty (see Exhibit 124).

Still, many of these potential tailwinds
are political in nature, increasing the risk of
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Exhibit 125: EM Currency Spot Returns
EM currency appreciation could easily be derailed by any
number of risks, as seen in six of the last nine years.
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disappointment. Moreover, numerous unresolved
issues remain regarding the future trading
relationship between the EU and the UK, and
there is a relatively short one-year transition
period in which to address them. Further
political uncertainty is likely to arise this year
between the Scottish National Party (SNP) and
the Conservative majority in London, which has
promised to reject Scottish demands for a second
referendum on independence.

Against this backdrop of difficult-to-handicap
political developments, we are tactically neutral on
the pound.

Emerging Market Currencies

Like most other asset classes last year, emerging
market currencies were beholden to the vagaries of
US-China trade developments. After a strong start
to the year in response to a trade detente between
the world’s two largest economies, EM currencies
suffered a notable reversal of fortune as US-China

brinkmanship resumed in May. The resulting
uncertainty and slowdown in global growth led
EM central banks to cut rates aggressively, which,
along with anti-government protests in many
emerging economies, pushed EM currencies down
more than 4% at their lowest point. Yet the likely
ratification of the United States-Mexico-Canada
Agreement (USMCA) and progress on a Phase
One trade agreement between the US and China
underpinned a rally late last year, leaving EM
currencies down just 1.4% in 2019.

Looking ahead, we expect a moderate recovery
in EM currencies in 2020 on the back of a range-
bound US dollar and somewhat firmer EM export
activity. A stronger Chinese renminbi relative to the
US dollar—in response to easing trade tensions—
could also help. But because this would make
China’s exports less competitive, we don’t expect
China to tolerate the kind of appreciation that
would lift all EM currencies.

Despite these tailwinds, a few factors temper
our enthusiasm for a broad tactical overweight.
First, we expect the US dollar to be range-bound in
2020, and global growth to pick up only modestly.
In turn, EM currency appreciation is likely to be
modest, and it could easily be derailed by any
number of risks, as we have seen in six of the last
nine years (see Exhibit 125). Second, we expect
wider current account deficits that will weigh on
the currencies of some EM countries, especially
Brazil. Finally, several countries face material event
risk, including the presentation of South Africa’s
budget, Argentina’s debt restructuring, Brazil’s
local elections, and Turkey’s Halkbank case as well
as its risk of being subjected to US sanctions.

That said, we do think there are pockets
of opportunity within EM currencies, such as
our tactical long position in the Chilean peso.
Here, we believe the peso’s 15% decline over
the course of a month and a half in response
to social unrest last year grossly overstated the

fundamental impact of those protests.
Keep in mind that the Chilean peso

Looking ahead, we expect a moderate
recovery in EM currencies in 2020 on
the back of a range-bound US dollar

and somewhat firmer EM export
activity.

is supported by a rapidly shrinking
current account deficit,”® ample US
dollar liquidity from the Central Bank’s
foreign exchange (FX) intervention
package and the government’s FX sales,
contained outflows from residents,

and Chile’s institutional strength. Of
equal importance, the government’s
willingness to increase pensions and hold
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Exhibit 126: Monetary Policy Changes Across
Global Central Banks
Central banks around the world cut interest rates in 2019.
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Exhibit 127: Fixed Income Returns by Asset Class
The sizable decline in bond yields produced a positive return
in every major fixed income category in 2019.
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a referendum to change the constitution has largely
quelled the social unrest that gave rise to the peso’s
depreciation in the first place.

2020 Global Fixed Income Outlook

Interest rates defied almost universal expectations
of a further increase last year and instead declined
significantly around the globe. This unexpected
drop was driven by mounting recession fears
that fostered demand for the safety of bonds
and cajoled central banks worldwide into easing
monetary policy (see Exhibit 126). Although bond
yields rose from their lows in late 2019 on better
US-China relations, their still sizable decline last
year produced a positive return in every major
fixed income asset class (see Exhibit 127).
Unfortunately for bondholders, an encore is
unlikely. Already-low policy rates and receding
trade tensions should help to stabilize economic
growth this year, reducing the need for further
monetary easing that would exert downward
pressure on rates. This is particularly true for the
ECB and BOJ, which face growing scrutiny about

the costs associated with their negative policy rates.

Continued near-trend growth should also firm
inflation expectations in many of the developed
economies, providing a further support to rates.
Despite these factors, the likelihood of a
material backup in yields is low. While inflation

may firm this year, a pickup large enough to
significantly lift bond term premiums would
require much faster global growth than we expect.
Furthermore, major central banks—including
the ECB, Federal Reserve and BOJ—have either
continued or resumed growing their balance
sheets, which places downward pressure on rates.
The willingness of central banks in developed
markets to more aggressively ease policy rather
than tighten it is a similar headwind to rates. The
Federal Reserve, for example, has stated it would
tolerate inflation rising above its target, but stands
ready to quickly reduce rates further if the outlook
deteriorates.

These competing tensions are likely to keep
interest rates and credit spreads range-bound
this year. While we expect high-quality bonds
to provide uninspiring returns as a result, they
still serve a vital strategic role in portfolios by
providing a hedge against recession risk and
generating income. Thus, investors should maintain
their strategic bond allocation.

In the sections that follow, we will review the
specifics of each fixed income market.

US Treasuries

Treasury investors had few complaints in 2019. At
the worst of last year’s recession fears, the year-to-
date gain for the 10-year US Treasury approached
13%—a remarkable feat considering the note’s
scant 2.7% bond yield at the start of 2019. Despite
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Exhibit 128: 2020 US Treasury and Municipal Bond
Return Projections

We do not expect Treasury returns to do much better than
cash this year.
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Exhibit 129: US 10-Year Breakeven Inflation Rate
and Consensus Inflation Rate Forecasts
Breakeven inflation rates remain stubbornly below the
estimate of professional forecasters.
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retracing a portion of these gains, the 10-year note
still generated an almost 9% total return last year.

We expect more muted returns and far less
rate volatility in 2020, with the midpoint of our
1.6-2.1% target range for 10-year US Treasury
yields little changed from current levels. This
subdued volatility reflects the offsetting impact of
several crosscurrents. On the one hand, growing
confidence of an economic soft landing should put
upward pressure on yields, particularly as inflation
firms in response to reduced economic slack. This
upward pressure is compounded by the fact that
bond term premiums—or the compensation for
bearing interest rate risk—have been higher 95%
of the time historically. Rates could also be lifted
by larger budget deficits, whose funding requires
the Treasury to issue more debt.

On the other hand, our stable inflation outlook
implies that the Federal Reserve is unlikely to
change its policy rates, which should anchor
real yields near current levels. The hurdle for the
Federal Reserve to adjust policy actually appears
quite high, requiring either a “material” change
in the economic outlook or a “significant and
persistent” move-up in inflation,” neither of
which seems likely this year. The hurdle is even
higher to adopt negative policy rates in the US,
as doing so might require congressional approval
and there are other tools that would be deployed
first. Meanwhile, the Federal Reserve’s decision

to stop shrinking its long-maturity bond holdings
and resume expanding its balance sheet partially
ameliorates the impact of larger deficits on rates,
because the central bank can purchase more of
the resulting debt issuance. In fact, issuance net of
Federal Reserve purchases is projected to be lower
this year than in 2019.

Although we do not expect Treasury returns
to do much better than cash this year, we still
recognize the hedging benefits of duration (see
Exhibit 128). These benefits are particularly
evident in the US, where there is greater scope
for yields to decline given their higher absolute
values. Last year’s second and third quarters were
a case in point, as S-year Treasuries returned
three percentage points more than shorter-
duration Treasury bills during that period.
While we think that clients should moderately
underweight their high-quality bonds to fund
various tactical tilts, we do not recommend
below-benchmark duration.

Treasury Inflation-Protected Securities (TIPS)
The primary driver of TIPS’ more than 8% return
last year was their sensitivity to interest rates (i.e.,
their seven- to eight-year duration), not significant
changes in inflation. Indeed, 10-year breakeven
inflation rates were little changed, ending at 1.8%,
close to the level where they began the year. Even
so, TIPS generated performance that was in line
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Exhibit 130: Ratio of Municipal Bond Yields to
Treasury Yields

Municipal bonds now offer a smaller yield pickup versus
Treasuries than they have in the past.
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Exhibit 131: Incremental Yield of Municipal Bonds
Over Treasuries

The current incremental after-tax yields of municipal bonds
over Treasuries stand near their all-time lows.
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with the returns of comparable nominal bonds (see
Exhibit 127).

With current breakeven levels and the
Federal Reserve’s preferred inflation expectations
measure—five-year average inflation, five years
from now—both below the estimate of professional
forecasters, the bond market is implying that the
economic expansion is likely to end before inflation
sustainably reaches the Federal Reserve’s 2% target
(see Exhibit 129). In contrast, we expect breakeven
inflation rates to drift modestly higher this year,
which should allow TIPS to match the small positive
returns we expect from nominal bonds.

Yet given the unfavorable tax treatment of
TIPS, we advise US clients with taxable accounts
to instead use municipal bonds for their strategic
allocation.

US Municipal Bonds

The stars were aligned for municipal bonds last
year. The Federal Reserve’s three rate cuts
helped push 10-year AAA yields down

While we expect another year of positive
returns, the backdrop for municipal bonds is less
favorable this year. As seen in Exhibit 130, the
yield ratios of municipal bonds to Treasury rates
stand below their long-term averages, highlighting
less attractive relative valuations. The same
message is evident in yield differentials. Investors
earn just 9 basis points of incremental after-tax
yield by owning 5-year AAA-rated municipal
bonds instead of Treasuries, a scant yield pickup
that has been lower 3% of the time historically
(see Exhibit 131). As a result, municipal bonds
offer less of a buffer to absorb a large increase in
interest rates.

Still, valuations are likely to be less of a concern
in the year ahead, as we expect municipal yields to
mirror our range-bound expectations for broader
interest rates. Moreover, other factors are more
supportive. As Exhibit 132 reminds us, mutual fund
flows tend to be sticky in this asset class. Given last

by nearly a full percentage point, lifting
municipal bond prices across the curve.
At the same time, the rush for the safety
of bonds generated a record $100 billion
of inflows into fixed income mutual
funds. The combination produced a 5.6%
total return, one of the best performances
by municipal bonds in a decade.

The bond market is implying that the
economic expansion is likely to end
before inflation sustainably reaches
the Federal Reserve’s 2% target.
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Exhibit 132: Municipal Bond Mutual Fund
Net Flows
Municipal bond mutual funds saw record inflows in 2019.
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Exhibit 133: Public Finance Upgrades as a Share of
Ratings Actions

Credit-rating upgrades have outpaced downgrades for nine
straight quarters.
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year’s strong investor demand, there is scope for
inflows to extend further. This is particularly true
now that the 2017 tax reform has capped deductions
for certain filers, increasing the appeal of municipal
bonds’ tax-exempt status in high income tax states.

Municipal fundamentals are also improving.
The combination of a record-long economic
expansion and fiscal discipline has lifted the
median state’s general fund reserve balance to an
all-time high of 7.6% of annual spending.®® This
improving fortune is further evident in the fact that
credit-rating upgrades have outpaced downgrades
for nine straight quarters (see Exhibit 133). And
while long-term pension liabilities remain a
concern, recent stock market gains have helped lift
aggregate funding levels a full percentage point to
73%.%! Based on these favorable developments,
Moody’s noted: “Most states are in a position to
weather a moderate recession without significant
adverse credit impact.”$?

In addition, the supply and demand picture
remains favorable. The size of the municipal bond
market has been shrinking since 2011 as new
supply has not kept pace with redemptions. The
2017 tax law has further constrained supply by
tightening the rules for tax-exempt issuance. As a
result, 2020 issuance forecasts are estimated to be
10% below the five-year average.®’

In our base case, we expect intermediate
municipal bond indices to return around 1% this

year. While the 2020 presidential election may
introduce policy uncertainty, the risks of disruptive
changes to the municipal bond tax exemption
appear muted at least for the next year.

US High Yield Municipal Bonds

Like TIPS, high yield municipal bonds benefited
from their longer duration in last year’s falling

rate environment, generating a more than 10%
return. Last year’s strength has left their 1.9%
incremental spread versus high-quality bonds

with similar maturity below the 2.2% long-term
average (see Exhibit 134). Similarly, the yield ratio
between 30-year maturity Treasuries and AAA-
rated municipal bonds now stands at 88%, a full
11 percentage points below its average since 2000.
These richer valuations inform our more modest
expectation of a 3-4% return in 2020—a return
that is likely to outperform investment grade bonds
and that provides adequate compensation for taking
incremental default risk. As a result, we continue to
recommend clients retain their strategic allocation.

US Corporate High Yield Credit

High yield credit continued to defy its skeptics
last year, with leveraged loans gaining around 8%
and high yield bonds delivering a notable 14%
gain. This performance was even more remarkable
considering the plethora of concerns surrounding
corporate credit, including rising debt burdens,
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Exhibit 134: High Yield Municipal Bond Spread
The incremental yield above that of investment grade bonds
is below the long-term average.
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Exhibit 135: Percentile Rank of US Corporate High
Yield Net Leverage Metrics Since 1998
Par-weighted leverage sends a less worrisome message
than the median leverage for high yield.
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the sizable underperformance of the lowest-
rated credits and the growing prevalence of lax
covenants. Taken together, these worries have even
rekindled fears of a credit bubble.

To be sure, the concerns are not meritless.
The leveraged loan market has grown at an 8.6%
annualized pace since 2009 and is now equal to
the size of the high yield market, at around $1.2
trillion. Along the way, borrowers have been
assuming more debt, with a third of newly issued
leveraged loans having a debt-to-EBITDA ratio
greater than the levels seen in either 2007 or
2014. Even worse, these higher debt burdens come
with fewer protections for creditors in the case of
default. Consider that about 82% of the leveraged
loan market is now regarded as covenant-lite.

Still, lax covenants do not imply that
companies are free from all constraints. Quite

to the contrary: these issuers are still subject to
incurrence covenants, which limit how much debt
the company can incur before triggering default.
A company’s revolving credit lines also contain
financial covenants that apply broadly across
its capital structure, including to covenant-lite
loans. As a result, the Federal Reserve Bank of
Philadelphia concluded that more than 90% of
firms were subject to some form of covenants.®

Today’s balance sheet concerns also appear less
ominous on closer inspection. Here, we think it is
important to look at par-weighted statistics rather
than those for the median firm for two reasons.
First, they are more representative of industry-
level fundamentals because they account for the
different size of debt issuance among high yield
firms. Second, they better represent potential credit
losses because they reflect the total par value of
debt that could default.

On this point, par-weighted leverage

While issuance in 2019 featured more
debt-intensive merger and acquisition
(M&A) activity, it represents a small

inflow into a large stock of debt

whose quality today is higher than

prior to the last credit cycle.

today is in line with its long-term average,
sending a less worrisome message than the
more frequently cited median ratios (see
Exhibit 135). The rise in median ratios,
in fact, does not even reflect higher new
debt issuance per se, but rather weakening
earnings in recent years.

Other credit metrics are equally
benign. As seen in Exhibit 136, interest

coverage is not far from its all-time
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Exhibit 136: High Yield Par-Weighted Interest
Coverage Ratio

Interest coverage for high yield companies is not far from its
all-time highs.
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Exhibit 138: High Yield Spreads by Credit Rating
CCC spreads are above median levels but actually below
their long-term average.
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Exhibit 137: Characteristics of High Yield

New Issuance

The characteristics of today’s high yield issuance are much
healthier than the pre-crisis cohort.
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highs. While issuance in 2019 featured more debt-
intensive merger and acquisition (M&A) activity, it
represents a small inflow into a large stock of debt
whose quality today is higher than prior to the

last credit cycle (see Exhibit 137). This last point is
important, as it is the credit characteristics of the
aggregate pool of debt—not the recent issuance—
that ultimately dictate the level of defaults.

We also don’t view last year’s CCC
underperformance as a harbinger of an imminent
default cycle. As shown in Exhibit 138, CCC
spreads are above median levels but slightly
below their long-term average, while spreads for
higher-quality junk bonds are tighter than both
their long-term median and average levels. Thus,
last year’s performance differential between the
two was driven as much by tighter spreads in
B/BB bonds as it was by spread widening in CCCs.
Rather than portending a default cycle, CCCs’
underperformance last year more likely reflects
their exposure to struggling energy companies
coupled with some company-specific concerns.

The low risk of an imminent default cycle
is echoed by several leading measures of credit.
Moody’s Liquidity Stress Indicator—which rose
about six months before the last default cycle—
today stands below its long-run median and at a
level that has been lower only a third of the time
historically (see Exhibit 139). The low percentage of
bonds trading at distressed prices today also points
to low risk, as this ratio has historically led the path
of defaults. Defaults should also be kept in check
by the continued US economic expansion we expect
this year, considering the vast majority of high yield
companies’ revenues originate domestically. Finally,
we note that although bank lending standards did
tighten late last year, they have done so before during
this expansion without an ensuing default cycle
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Exhibit 139: Moody'’s Liquidity Stress Indicator
and Default Rates

Leading indicators are not consistent with a material pickup
in default activity.
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Source: Investment Strategy Group, Moody's, JPMorgan.

Exhibit 141: High Yield Default Rate with and
without Energy Firms

The rise in default activity has been largely concentrated in
the energy sector with little signs of contagion elsewhere.
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Exhibit 140: Net Percentage of Banks Tightening
Standards for Commercial and Industrial Loans
Although lending standards did tighten late last year, they
have done so before during this expansion without an
ensuing default cycle.
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(see Exhibit 140). We would be more concerned if
a broader array of leading default indicators was
corroborating today’s tighter lending standards, but
that is not yet the case.

What modest default stress we have seen has
been largely concentrated in the energy sector.
Commodity sectors represented nearly half of last

year’s total high yield default volume on a par-
weighted basis. In turn, the overall par-weighted
high yield default rate of 2.6% last year was just
1.2% excluding commodities. Both figures stand
comfortably below the 3.5% long-term average
default rate. While there is always a risk that
weakness in the energy patch will metastasize
into broader credit weakness, so far there is little
evidence of contagion (see Exhibit 141).

Of course, a more sanguine view of
fundamentals does not necessarily equate to robust
returns. Spreads—which compensate investors for
the risk of default losses—stand well below their
long-term median levels, even during economic
expansions. In fact, the level of spreads has been
lower only 19% of the time in the last 30 years
(see Exhibit 142), limiting potential future gains.
Similarly, the demand for high yield credit by
investors searching for attractive absolute returns
has also diminished, as yields have fallen from
above 8% early last year to around just 5.5% now.

In short, today’s below-average high yield
spreads imply a narrower margin of safety
for investors than in recent years. In fact, our
estimate of the incremental return that high yield
bond investors earn above risk-free Treasuries
after accounting for default losses is about two
percentage points below average today and at
a level that has been lower only 1% of the time
historically (see Exhibit 143).
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Exhibit 142: High Yield Spreads Relative to History
Spreads stand well below their long-term median levels,
including those seen during economic expansions.
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Exhibit 143: ISG High Yield Credit Risk Premium
Estimate

Today's well-below-average compensation for taking credit
risk implies a narrower margin of safety for investors.
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Against this backdrop, we expect high yield
returns of around 2% and bank loan returns
of around 4%. While these returns are likely to
exceed those of investment grade bonds, we do
not think they are large enough to compensate
investors for the additional default risk. As a result,
we have a neutral tactical stance in both asset
classes at the moment.

European Bonds

Last year was a banner year for European fixed
income. Not only were bond returns better than
average for the core countries of the Eurozone, but
peripheral bond markets outperformed the core,
with Greek and Italian bonds generating 26% and
12% gains, respectively.

This solid performance was underpinned by
a combination of factors that put downward
pressure on interest rates. Eurozone growth fell
short of expectations, core inflation failed to
increase and measures of long-term inflation
expectations recorded new lows. Concerns around
global growth, trade tensions between the US and
China, and Brexit also contributed.

Against this backdrop, central banks worldwide
eased monetary policy to stimulate their respective
economies. The ECB was no exception, as it cut
its deposit rate by 10 basis points to -0.50% and
relaunched an open-ended asset purchase program
of €20 billion per month. In addition, the ECB
committed to maintaining accommodative monetary

policy for a longer time period. Taken together, these
measures pushed market expectations for the first
deposit rate hike out to 2022-23.

Partly because of these monetary policy actions
supporting economic activity, we expect interest
rates in 2020 to retrace some of last year’s declines.
Already, German 10-year bund yields have
increased 50 basis points from 2019’s lowest levels,
finishing the year at -18 basis points.

We think this upward momentum is likely to
continue—albeit at a slower pace—for two reasons.
First, inflation is likely to tick modestly higher, as
firms eventually increase prices to reflect higher
nominal wages. While the transmission from wages
to inflation has been weak so far, the ongoing
reduction in economic slack makes a firmer pass-
through more likely now. In turn, current market
expectations for short-maturity interest rates to
remain negative until 2026 are likely to reset higher.
Second, more expansionary fiscal policy in Germany
will increase the supply of bonds, putting upward
pressure on interest rates. In contrast, ECB bond
purchases are likely to weigh on German rates
(see Exhibit 144). We expect the net result of these
influences to lift German 10-year bund yields this
year, but not outside our forecast range of -40 to
+20 basis points.

UK 10-year gilt yields should also rise but our
expectations are modest, with only a 10bps rise
from their 2019 year-end level to the midpoint of
our 0.60-1.20% target range. In addition to the
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Exhibit 144: 2020 European Bond Supply
ECB bond purchases are likely to weigh on German rates.
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Exhibit 145: Emerging Market Central Bank
Policy Rates

Most major EM policy rates stand close to their post-
crisis lows.
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global factors putting pressure on UK intermediate
and long-dated yields, expansionary fiscal policy
in the UK will substantially increase the supply

of bonds this year, which should result in higher
yields. That said, the expected increase in rates

is likely to be limited by continued political
uncertainty and our expectation that the Bank of
England will ease monetary policy this year.

The current low-yielding fixed income
environment should continue to favor European
peripheral bonds, as we expect their higher
coupon rates to appeal to investors in search of
yield. Of course, these higher yields reflect greater
risks, which in the case of Italy revolve around
the potential for a highly disruptive early general
election in 2020. While far from our base case, this
risk is likely to keep the spread between 10-year
Italian bonds and German bunds range-bound
between 150 and 170 basis points until regional
elections in the first quarter provide some clarity,
after which we expect the spread to narrow.

Based on the foregoing and the low yields
offered by European debt instruments, we advise
our clients to moderately underweight their high-
quality bonds to fund various tactical tilts. We also
recommend being long 10-year Italian BTPs versus
short 10-year German bunds.

Emerging Market Local Debt
Emerging market local debt (EMLD) posted a
spectacular 13.5% total return in USD terms in

2019, its third double-digit gain since 2012. Given
the magnitude of last year’s decline in global
interest rates, the bulk of EMLD’s return came
not from its attractive 5.2% yield, but rather from
its sensitivity to interest rates (i.e., duration). In
fact, the contribution from duration to the index’s
return last year was the largest since 2012.

A more nuanced market backdrop in 2020
makes a repeat performance unlikely. There is
less scope for EM central banks to ease monetary
policy as extensively as they did in 2019 given our
expectation for unchanged policy at the Federal
Reserve. One reason for this reduced scope is that
many emerging market central banks already cut
policy rates to post-crisis lows during last year’s
midcycle adjustment by the Federal Reserve (see
Exhibit 145). But some EM central banks are still
expected to deliver one or two more cuts to their
policy rates, and Mexico is likely to lower rates at
least five more times in 2020. In response to some
remaining policy easing, a modest recovery in
economic activity and inflation remaining under
control, we expect EMLD inflows to be positive
again this year, but well below those seen in 2019.
Given our view that EM currencies will be range-
bound, we expect EMLD’s return this year to be
slightly below its 5.2% yield.

While we are not recommending a directional
view on broad EMLD, we do think there are
opportunities at the individual-country level. In
particular, we recommend a position that receives
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Exhibit 146: Commodity Returns in 2019
Performance across commodity groups was uneven in 2019.

S&P GSCI Energy Agriculture Industrial Metals Precious Metals Livestock
Spot Price Average, 2019 vs. 2018 -8% 1% -3% -10% 9% 3%
Spot Price Return 17% 24% 6% 2% 19% 5%
Investor (“Excess”) Return* 15% 27% 2% 0% 15% -8%

Data as of December 31, 2019.
Source: Investment Strategy Group, Bloomberg.

* Investor (or “excess”) return corresponds to the actual return from being invested in the front-month contract and differs from spot price return, depending on the shape of the forward curve. An
upward-sloping curve (contango) is negative for returns, while a downward-sloping curve (backwardation) is positive.

Past performance is not indicative of future results. Investing in commodities involves substantial risk and is not suitable for all investors.

10-year fixed rates and pays floating rates in
Mexico, thereby benefiting from the decline in
interest rates we expect there. Catalysts for lower
rates include a widening output gap, inflation
close to the central bank’s 3.0% (+/- 1.0%) target,
real rates that are too high because of tight fiscal
and monetary policy, and an easing cycle that we
expect will reduce the central bank’s policy rate
from 7.25% to a neutral level estimated to be
around 6.0%.%

Emerging Market Dollar Debt

Emerging market dollar debt (EMD) was among
the best-performing asset classes in 2019. The
same factors that were beneficial for EMLD—a
global decline in interest rates coupled with tighter
spreads— produced an extraordinary 15.0% total
return for EMD.

These strong gains have come at a cost, however,
as EMD now stands in overvalued territory. The
4.9% yield on emerging market dollar debt has been
lower only 8% of the time in the post-crisis period.
Its spread similarly stands in the bottom quartile of
its historical distribution.

Even worse, this narrower valuation buffer
arrives at a time when EMD investors should be
requiring higher risk premiums. After all, the
deep structural fault lines of many major EM
economies leave them vulnerable to negative
shocks, as recent years’ developments in Turkey
and Argentina reminded us. Moreover, we are
particularly concerned about higher debt issuance
in some emerging market countries in response to
wider fiscal deficits and their government’s desire
to take advantage of cheap US dollar funding.
This borrowing is likely to put upward pressure on
credit spreads, weighing on EMD returns.

Although we do not recommend a tactical
underweight to broad EMD based on the above,

we are currently evaluating several country-specific
opportunities.

2020 Global Commodity Outlook

It is often said that timing is everything in
investing, a notion that commodities did little to
refute last year. The bulk of the S&P Goldman
Sachs Commodity Index’s (GSCI) 15% annual
return was realized in the first four months of the
year. The same was true for gold, whose 18% price
gain was also concentrated within a few months.
Even worse, investors who poorly timed their
entry lost money in specific commodities despite
the GSCI delivering its best annual performance
since 2007. Such was the case for energy and

base metals, whose prices actually weakened after
the early-year rebound. As a result, their average
annual prices declined last year by 11% and 10%,
respectively (see Exhibit 146).

While we do not expect such narrow time
periods to dictate returns again this year, uneven
performance across commodities is likely to persist.
In the case of base metals, recent improvements
in trade tensions and the global growth backdrop
should support demand and lift prices. In contrast,
oil prices are likely to struggle for direction within
our $50-70 target price range, reflecting still-
high oil inventories, renewed production growth
from several countries and continuing reliance on
restraint from the Organization of the Petroleum
Exporting Countries (OPEC) to balance the market.
Meanwhile, gold begins the year with investors
already holding near-record long positions and
interest rates near all-time lows, leaving it vulnerable
and with less room for price appreciation.

We discuss the main elements of the oil and
gold outlooks in the sections that follow.
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Exhibit 147: OECD Petroleum Inventories
OECD petroleum inventories remain above their
historical range.
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Exhibit 148: 2018-19 Cumulative Oil Supply and
Demand Growth

The growth of US production has been running at nearly twice
the rate of global demand growth for the past two years.
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Oil: Searching for Direction

To the casual observer, last year’s 34% gain in
West Texas Intermediate (WTI) crude oil prices
suggests a banner year for oil. Yet digging beneath
the surface, there is less than meets the eye to this
performance. Oil’s collapse in late 2018 created a
low starting point for last year, flattering the full
year return. In reality, oil prices peaked in May of
last year, and 2019’s average oil price was actually
12% lower than that of the year before.

What makes this weakness noteworthy is that
it took place despite a number of large supply
disruptions that normally would have boosted oil
prices more dramatically. Sanctions on Iranian
exports alone removed over 1 million b/d from
the market last year, while the continuing collapse
in Venezuelan production reduced supplies by a
further 0.5 million b/d. Even more notably, the
September 2019 attacks on some of Saudi Arabia’s
main oil facilities temporarily disrupted § million
b/d of production capacity, or about 5% of the
global total.

The failure of prices to sustainably rally on
these developments suggests investors are worried
about some combination of weaker demand and
stronger supply. As seen in Exhibit 147, the supply
concerns are not groundless, given the currently
elevated state of global oil inventories. Moreover,
the completion of several offshore oil facilities in
Brazil and Norway could help bring close to 1

million b/d of new non-OPEC production outside
the US to the market this year. Rampant shale
production is a final source of angst, as the growth
of US production has been running at nearly twice
the rate of global demand growth for the past two
years (see Exhibit 148).

Still, there are some mitigating supply
considerations. History teaches us that large and
complex oil projects—such as those in Brazil and
Norway—invariably face delays and production
hiccups. As a result, the anticipated supply from
non-OPEC sources may be smaller than feared
and could be partially or completely offset by
disruptions elsewhere.

The specter of excess supply is also affecting
producers’ behavior, evident in recent efforts to
rein in output. OPEC and Russia, for example,
agreed to deepen their 2019 production cuts by 0.5
million b/d for at least the first quarter of 2020,
and Saudi Arabia is implementing an additional
and unilateral production cut of 0.4 million b/d.
Similarly, newfound capital discipline among shale
producers—which are facing higher borrowing
costs (see Exhibit 149) and investor demands for
positive cash flow—is likely to slow their output
growth to below 1 million b/d. Already, the
number of active US drilling rigs has fallen about
25% from a year ago.

Ultimately, the strength in demand will
determine how much net supply can be absorbed
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Exhibit 149: Implied Cost of Capital for US
Exploration and Production Companies

The rising cost of capital and investors’ demand for
positive free cash flow are likely to slow US crude oil
production growth.

4-Week Rolling Average (%)
12

n 108

10

2015 2016 2017 2018 2019

Data through December 2019.
Source: Investment Strategy Group, Goldman Sachs Global Investment Research.

Exhibit 150: Annual Growth in Chinese Auto Sales
The large decline in Chinese car sales weighed on Asian il
demand growth in 2019.
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without putting downward pressure on oil prices.
Last year’s demand proved surprisingly weak, as
growing trade tensions and a contraction in global
manufacturing pulled demand growth well below
the 1 million b/d mark and close to the slowest
pace in five years. Asian oil demand growth was
particularly disappointing, no doubt reflecting the
large slump in Chinese car sales (see Exhibit 150).

The growing popularity of electric cars only
compounds these oil demand concerns. To be
sure, electric vehicles are gaining traction. Last
year’s global sales grew by 34% through the third
quarter, a nearly 10-fold increase in units sold
over the past five years.® This momentum could
accelerate further in 2020, as most mainstream
carmakers are now marketing new electric and
hybrid vehicles.

Yet despite their rapid growth, electric vehicle
sales account for only about 2% of global car sales.
Even using very optimistic assumptions, analysts
estimate that it would take at least 12 years for
electric vehicles to displace even 10% of US gasoline
demand.?” As a result, we expect oil demand to
remain primarily driven by macro fundamentals,
not electric vehicle penetration. On this score, our
outlook calls for a reacceleration in oil demand
growth, as is typical following a year of weak
demand that did not accompany a recession.

Combining these supply and demand
fundamentals implies there will be only a modest

oil surplus this year. In turn, oil is likely to remain
searching for direction within our $50-70 target
range. The risks to our view are two-sided.
Further price upside could be realized if supply
disruptions prove more potent than they did last
year, especially since several large oil producers—
including Libya, Iraq and Nigeria—remain
plagued by political instability. Growing tensions
with Iran pose a further upside risk to oil prices.
In contrast, increased oil supplies could result
from a more conciliatory stance by the US toward
Iran or Venezuela, although such a policy shift
seems unlikely in an election year.

In this range-bound environment, we continue
to recommend an overweight to the US midstream
sector (see Section I, Tactical Tilts), which we expect
to benefit from still-increasing oil and gas production
but with limited direct oil price exposure.

Gold: A Tough Act to Follow

While commodity performance was mixed last
year, gold shined. Not only did it deliver an equity-
like 16% excess return, but its $1,393 average
price for the year was its highest since 2013. Such
spirited performance did not go unnoticed by
investors, whose purchases of gold ETFs were three
times as great as the average over the past decade
(see Exhibit 151). The resulting ETF exposure of
investors to gold now stands near a historical high
(see Exhibit 152).
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Exhibit 151: Annual Inflows into Gold-Backed
Exchange-Traded Funds

Inflows into gold-backed ETFs in 2019 were three times as
large as the average over the past decade.
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Exhibit 152: Gold Exchange-Traded Fund Holdings
Inflows in 2019 brought gold ETF holdings close to all-
time highs.
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Unfortunately, the prospects for gold’s
performance in 2020 are far less lustrous. A key
driver of last year’s return was declining interest
rates, which reduce the opportunity costs of
holding gold—an asset with no cash flows that
must be physically stored at a cost (see Exhibit
153). Given our expectations for an upturn in
global growth and a pause by major central banks,
a further decline in interest rates that lifts gold
prices is unlikely this year.

The same could be said for depreciation of the
US dollar. Recall that a weaker dollar has historically
been positive for gold prices, because gold is often
purchased as a hedge against the debasement of fiat
currencies. Yet our outlook for a stable US dollar this
year removes another potential upside catalyst for
gold prices, all else being equal.

Despite these macroeconomic headwinds,
there are a number of idiosyncratic factors that
could still support gold prices this year. Given
gold’s perceived safe haven appeal, any further
escalation of geopolitical tensions could lift
prices, as various events of last year reminded us.
Elsewhere, the firmer global growth we expect this
year could boost jewelry demand, particularly in
Asian markets, which account for the bulk of gold
consumption. Finally, emerging market central
banks could continue to accumulate gold reserves
this year, as they have done for the last several.

Yet these idiosyncratic factors are difficult
to predict; we would not make an investment

Exhibit 153: Gold Price and US 10-Year Real
Interest Rates

The decline in interest rates was a key driver of gold's
strong performance in 2019.
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decision on their basis alone. We are also mindful
that a long position in gold is vulnerable to a
reversal of last year’s inflows, given the record size
of investors’ gold ETF positions. With no strong
directional view, we remain tactically neutral on
the yellow metal at today’s levels.
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Abbreviations Glossary

ACWI: all country world index
ATRA: American Taxpayer Relief Act of 2012
Avg.: average

BCA: Budget Control Act of 2011

BIS: Bank for International Settlements
BLS: US Bureau of Labor Statistics
BOE: Bank of England

B0J: Bank of Japan

CAPE: cyclically adjusted price/earnings ratio

CBR: Central Bank of Russia

CEIC: CEIC Data

CFTC: US Commodity Futures Trading Commission
CPI: consumer price index

CRFB: Committee for a Responsible Federal Budget

DMP: decision maker panel

EAFE: Europe, Australasia and the Far East
EBIT: earnings before interest and taxes
EBITDA: earnings before interest, taxes, depreciation and
amortization

ECB: European Central Bank

EM: emerging market

EMU: European Economic and Monetary Union
EPS: earnings per share

EPU: Economic Policy Uncertainty (index)
ETF: exchange-traded fund

EU: European Union

ex: excluding

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

FDI: foreign direct investment

FOMC: Federal Open Market Committee

FTSE 100: Financial Times Stock Exchange 100 Index

FX: foreign exchange

GDP: gross domestic product

GFC: global financial crisis

GIR: (Goldman Sachs) Global Investment Research

GPIF: Government Pension Investment Fund (Japan)

GSDEER: Goldman Sachs dynamic equilibrium exchange rates
GSFEER: Goldman Sachs fundamental equilibrium exchange rates

I/B/E/S: Institutional Brokers' Estimate System
IMF: International Monetary Fund
ISG: (Goldman Sachs) Investment Strategy Group

ISIL: Islamic State of Iraq and the Levant
ISM: Institute of Supply Management

LGFV: local government financing vehicle (China)

MLP: master limited partnership
MSCI: (formerly Morgan Stanley Capital International and
MSCI Barra)

NBER: National Bureau of Economic Research
NYSE: New York Stock Exchange

OECD: Organisation for Economic Co-operation and Development

PCE: personal consumption expenditure
P/E: price-to-earnings

PMI: purchasing managers’ index

PPP: purchasing power parity

S&P: Standard & Poor’s
SNP: Scottish National Party

TAA: tactical asset allocation

TCJA: Tax Cuts and Jobs Act

TIPS: Treasury Inflation-Protected Securities
TOPIX: Tokyo Price Index
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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.

Commodities. 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. Commodity 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 has 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.

Master Limited Partnerships (“MLPs”). MLPs may be generally less
liquid than other publicly traded securities and as such can be more
volatile and involve higher risk. MLPs may also involve substantially
different tax treatment than other equity-type investments, and
such tax treatment could be disadvantageous to certain types of
retirement accounts or charitable entities.

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, investors 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
investors. 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. 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. Except in
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. Our (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.

Hypothetical Back Tests. We
developed a back test that starts with a
symmetric strategy that underweights
equities by the same magnitude and at
the same distance from the midpoint as
it overweights equities. The strategy
moves from a neutral position relative
to a 50% bond/50% equity portfolio

to a b percentage point overweight or
underweight in equities at the third and
eighth deciles of US equity valuations,
respectively. The deviation increases
to 10 percentage points at the second
and ninth deciles. The strategy reaches
a maximum deviation in the equity
weight of 20 percentage points at the

first and 10th deciles. The back test

is being shown to further educate the
investor and is not shown for investment
purposes. The results are shown gross
of fees. The following table provides an
example of the effect of management
and incentive fees on returns. The
magnitude of the difference between
gross-of fee and net-of-fee returns will
depend on a variety of factors, and the
example has been simplified.

Gross | Net Differ-
Period |Return |Return |ential
Tyear |617% |4.61% |1.56%
2vyears |12.72% |9.43% |3.29%
10vyears | 81.94% |56.89% |25.05%

A description of fees is available in
Part 2A of the GS&Co. Form ADV. Past
performance does not guarantee future
results.

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 2020, 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.

MSCl Indices. The MSCl indices are

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

Barclays Capital Indices. © 2020
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. 2020. 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:

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

e 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, GSl,
GSSP and 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;
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Bahrain: GS| 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
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securities, funds, or products by any
of Goldman Sachs affiliates in Brazil
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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
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content been reviewed or approved

by any such regulators or financial
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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 estan 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 podrén ser objeto
de oferta pdblica 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. It is 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.

© 2020 Goldman Sachs. All rights reserved.
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