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We present the first seven of our recommended Top Trades for 2018. These trades
represent some of the highest conviction market expressions of the economic outlook
we laid out in the latest Global Economics Analyst (“As Good As It Gets’ Global
Economic Analyst, Nov. 15, 2017), as well as in our Top 10 Market Themes for 2018
(“Late-Cycle Optimism’ Global Markets Analyst, Nov. 16, 2017). Some of the key market
themes reflected in our trade recommendations include:

® Strong and synchronous global expansion. \We forecast global GDP growth of
around 4% in both 2017 and 2018, suggesting that next year’s global economy will
likely surprise on the upside of consensus expectations.

®m Relatively low recession risk. Given the low inflation and well-anchored inflation
expectations across DM economies, we think central banks have little reason to risk
‘murdering’ this expansion with the kind of aggressive rate hikes that would have
historically been warranted to fight the risk of inflation becoming entrenched.

m But relatively high drawdown risk. Even if growth remains strong in the coming
year, markets are still susceptible to temporary drawdowns, especially given the high
level of valuations. We think the two most prominent risks to markets in 2018 are (1)
pressures on US corporate margins from rising wages and 2) a swing in market
psychology around the withdrawal of QE, which could lead to a faster re-pricing of
interest rate markets than we assume.

® More room to grow in EM. While most developed economies are currently growing
well above potential, most emerging market economies still have room for growth to
accelerate in 2018.

Our Top Trade recommendations reflect our Top Ten Market Themes for the year ahead.
To capture the gradual normalization of the bond term premium and position for a more
hawkish path of the Fed funds rate than the market currently expects, we recommend
going short 10-year US Treasuries. Given our expectations of a ‘soggy Dollar’ in 2018, we
think investors should position for a rotation into Euro area assets and continued Yield
Curve Control from the BoJ by going long EUR/JPY. We expect EM growth to accelerate
further in the coming year and suggest going long the EM growth cycle via the MSCI
EM stock market index. At the same time, the EM credit cycle appears ‘'younger and
friendlier’ than the ageing US credit cycle, so we recommend going long the EMBI
Global against US High-Yield credit. The combination of solid global growth and
supportive domestic factors should help the Indonesian Rupiah, the Indian Rupee and
Korean Won rally in 2018, while we expect the low-yielding Singaporean Dollar and
Japanese Yen to underperform. Since the strong global demand environment should
also help the commodity complex perform well but commodities as an investment carry
poorly, we recommend going long BRL, CLP and PEN to gain diversified exposure to the
commodities story.

We will mark the starting levels for these Top Trade recommendations as of the New
York close on November 16.
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Top Trade #1: Position for more Fed hikes and a rebuild of ‘term premium’ by shorting
10-year US Treasuries
Go short 10-year US Treasuries with a target of 3.0% and a stop at 2.0%.

We forecast that the yield on 10-year US Treasury Notes will head towards 3% next
year, levels last seen before the decline in oil prices in 2014. By contrast, the market
discounts that 10-year yields will be at 2.5% at the end of 2018, a meagre 20bp above
spot levels. Our view builds on two main assumptions. First, QE and negative rate
policies conducted by central banks in Europe and Japan have amplified the fall in the
term premium on bonds globally and have contributed to flatten the US yield curve this
year — a central ingredient in our macro rates strategy for 2017 As a result of this, we
think that US monetary conditions are too accommodative for the Fed's comfort in light
of the little spare capacity left in the jobs market. This will likely lead the FOMC to
deliver policy rate hikes in excess of those discounted by the market (Exhibit 1). On our
US Economists’ baseline projections, Dec 2018 Eurodollar futures, trading at an implied
yield of 2.0%, will settle at 2.5%.

Second, we expect a normalization in the US bond term premium from the current
exceptionally low levels over the coming quarters (Exhibit 2). This will reflect the
compounding of two forces. One is an increase in inflation uncertainty as the economic
cycle continues to mature. The other reflects the interplay of the lower amount of
Treasury bonds that the Fed will roll over (quantitative tightening, QT) and higher
Treasury issuance. We expect these dynamics to come to the fore particularly in the
second half of the year.

Exhibit 1: Market Pricing of Fed's Policy Path Is Too Flat Relative to Exhibit 2: The Decline in the Term Premium Has Contributed to

Our Economists’ Projections Easier Financial Conditions
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Top Trade #2: Go long EUR/JPY for continued rotation around a flat Dollar
Go long EUR/JPY with a target of 140 and a stop at 130.

Although most economies are sharing in the upturn in global activity, there remains
scope for divergence in capital flows and therefore FX performance. Among the major
developed markets, we think this is particularly true for the Euro and Yen. We expect
both currencies to head back to one twenty—1.20 for EUR and 120 for JPY—over the

16 November 2017 3
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coming months. We therefore recommend that investors go long the cross, with a
target of 140 and stop of 130 (Exhibit 3).

We interpreted the run-up in the Euro in 2017 as a kind of ‘short-covering’ rally. Euro
area growth picked up, national politics trended in a favourable direction, and the ECB
began to turn its attention away from monetary easing and towards the eventual
normalisation in policy by tapering bond purchases. Against this backdrop, many
investors seem to have decided that Euro shorts were no longer appropriate—especially
given estimates of long-run “fair value’ for EUR/USD of around 1.30. Direct measures of
investor positioning bear this out. For instance, net speculative Euro length in futures
swung from a short of $9bn at the start of the year to a long of $12bn as of last week.
These portfolio shifts seem to have more room to run: bond funds remain long USD in
aggregate, and EX reserve managers have not started to cover their substantial EUR
underweight. Continued inflows into Euro area assets should support the EUR currency,

even as interest rates remain low.

The opposite holds true for the Japanese Yen. Because of the Bank of Japan's Yield
Curve Control (YCC) policy, USD/JPY has remained highly correlated with yields on
long-maturity US Treasuries (Exhibit 4). As a result of the recent general election—in
which the LDP won another supermajority—a continuation of YCC appears very likely for
the time being. Although the policy is beginning to bear fruit—in terms of improving
price and wage trends—we suspect that Governor Kuroda (or his possible replacement)
will judge these favourable signs as well short of what is needed to consider reversing
course. Therefore, with global yields pushing higher on the back of solid growth, we
think USD/JPY can again approach its cyclical highs.

Exhibit 3: EUR/JPY Has Scope to Push Higher

Exhibit 4: Yen Remains Correlated with Long-End Real Rates
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Top Trade #3: Go long the EM growth cycle via the MSCI EM stock market index
Go long EM equities through the MSCI EM Index with a target at 1300 (+15%) and
a stop at 1040 (-8%).

As we outline in our Top Themes for 2018, we expect strong and synchronous global
growth to continue into 2018. We prefer to own growth exposure in emerging
economies, which we think have more room to grow. When EM growth is above-trend
and rising, equities typically outperform on a volatility-adjusted basis.
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From an earnings perspective, we see much more scope for EM corporates to surprise
to the upside, driving equity performance in 2018 (Exhibit 6). MSCI EM EPS have
rebounded quite quickly from a six-year stagnation and, in local currency terms, EM
earnings per share (EPS) has repaired the ‘damage’ of the 2010-2016 period. We expect
MSCI EM EPS to rise another 10% in 2018, which should drive the bulk of the upside in
this trade (“EM equity and the "macro consensus” trade heading into 2018" Global

Markets Analyst, Nov. 19, 2017).

From a valuation perspective, EM equities are not cheap relative to their own history
(they are currently trading in the 86th percentile of the historical P/E range), but they are
cheap relative to US equities (38th percentile of historical relative P/E range), which
should hopefully offer some cushion in a global risk-off event. We find that the relative
valuation of EM to DM equity is largely influenced by the growth differential between
the two regions; and we forecast this differential to widen another 60bp next year,
which in turn should drive EM valuations to expand relative to DM by around 3%.

To be sure, a long-only EM equity trade carries significant ‘pullback risk’, especially given
the current entry point. Accordingly, we have set a stop on the recommended trade at
-8%, which provides enough buffer to accommodate for a shock similar to the EM
equity sell-off around the US election. Although EM equities have had a good run in
2017 we do not view the asset class as overowned. Indeed, the cumulative foreign flow
into major EM equity markets is still tracking below historical averages.

Exhibit 5: We Expect MSCI EM to Rise Towards 1300 in 2018...
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Exhibit 6: ...Driven by a Continued ‘Expansion Phase’ in EM
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Top Trade #4: Go long the inflation risk premium in the Euro area via EUR 5-year 5-year

forward inflation swaps

Go long EUR 5-year 5-year forward inflation with a target of 2.0% and a stop at

1.5%.

We recommend going long Euro area 5-year inflation 5-years forward (henceforth 5y-by)
through EUR inflation swaps, for an target of 2.0% — levels last seen in mid-2014 ahead
of the fall in crude oil prices. The rationale for the trade is threefold. First, the risk
premium on Euro area forward inflation is currently depressed, offering an attractive
entry point. A low inflation risk premium can be inferred from the flat term structure of

16 November 2017


https://research.gs.com/content/research/en/reports/2017/10/19/51c3dd95-ce81-451c-9a51-1afc23e4511a.html

For the exclusive use of JOSEPH.STEIN@GS.COM

Goldman Sachs Global Viewpoint

inflation swap vyields. The difference between 5-year inflation, which is priced roughly in
line with the expectations of our European Economists (Exhibit 7), and 5y-by forward is
near the lowest levels observed since the 2011 crisis. Second, the inflation options
market assigns high odds to Euro area headline inflation staying at or below 1% over the
next b years. Against this backdrop, the ECB has reiterated its determination to keep
monetary policy accommodative in order to encourage a rebuild of inflationary
pressures. With the expansion in activity and job creation likely to continue, we expect
the inflation risk premium to increase.

The third reason to be long forward-dated inflation relates to shifts in central bank
policies already in train. We have argued that by pushing down nominal yields below
their macro ‘fair value’, large-scale net purchases of long-dated bonds by the major
central banks may have also distorted the pricing of future inflation (Exhibit 8) (“Low
Term Premium: Why Should We Care?"” Global Markets Daily, Nov. 8, 2017; and a recent
speech by BIS chief economist Hyun Song Shin ‘Do Central Banks Speak Too Much’). As
the Fed rolls over only a portion of the Treasuries that mature on its balance sheet in
coming quarters and the ECB brings its net purchases of Euro area government bonds
to an end, the term premium on long-dated nominal bonds should edge back up. This
will, in our view, also promote a steeper slope of the EUR inflation curve.

Exhibit 7: Market Pricing of Euro Area Inflation Over the Next 5 Exhibit 8: 5y5y Term Premium in Euro Area ‘Core’ Rates and 5y5y
years In Line with GS Projections Inflation Swaps Exhibit Strong Co-movement
Year-on-year changes in HICP inflation, GS expectations, and 1-year Affine term structure estimates of EUR 5y5y term premium and 5y5y EUR
inflation forward rates inflation swaps
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Top Trade #5: Position for ‘early vs. late’ cycle in EM vs. the US by going long the EMBI
Global Index against short the US High Yield iBoxx Index

Go long EM USD credit through the EMBI Global against US High-Yield credit
through the iBoxx USD Liquid High Yield Index, with a 1.5x1 notional ratio,
indexed at inception to 100, with a total return target at 106 and a stop at 96.

The EM credit cycle is ‘younger and friendlier’ relative to an ageing US corporate credit
cycle. With the improvement in macro fundamentals across EM, namely better current
account balances, dis-inflation and FX reserve accumulation, we do not see a nearterm
risk of Dollar funding concerns. While EM credit spreads are not cheap per se, we see
relative value against the US High-Yield market. In addition to the growing exposure of
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the latter to secularly challenged sectors, with the US cycle maturing and profit margins
potentially eroding, we see more fundamental concerns in US High-Yield than in the
EMBI (of which 70% of the constituents are sovereign bonds and the remainder in
‘quasi-sovereigns'’).

Unlike most EM trades, long EM credit vs. US High-Yield has yet to fully recover from
the sell-off following the US election. Since the ‘taper tantrum’, EM has generally
outperformed with the exception of a few sharp risk-off events that had specific
negative-EM implications (such as the sharp decline in oil prices and Russian recession
in late 2014/early 2015, and the 2016 US presidential election). However, other risk-off
periods, such as the Euro crisis in early 2011, saw EM credit outperform US high-yield.

The relative performance of EM vs. US High-Yield consistently tracks the EM-DM
growth differential (Exhibit 10). We expect the general trend of EM outperformance to
continue in a pro-risk environment and see the entry point as attractive, albeit admittedly
slightly less so following the recent High-Yield sell-off. Finally, this trade is positive carry
and should perform well if global spreads move sideways to tighter. We have set the
stop at -4%, which coincides roughly with the bottom reached after the US election.

Exhibit 9: We Expect EMBI to Outperform US High-Yield Credit... Exhibit 10: ... as the Growth Differential Between EM and DM
Improves
Total Return Index Total Return Index bp US HY less EMBI credit spread pp
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Top Trade #6: Own diversified Asian growth, and the hedge the interest rate risk via FX
relative value (long INR, IDR, KRW vs. short SGD and JPY)

Go long an equal-weighted basket of INR, IDR, KRW against an equal-weighted
basket of SGD and JPY, indexed at inception to 100, with a total-return target at
110 and stop at 95.

INR, IDR and KRW provide diversified exposure to the strong global growth we forecast
in 2018 and specific idiosyncratic factors that should support their currencies in the year
ahead. The combination of commodity exporting (IDR) and commodity importing (INR
and KRW) currencies on the long leg of the recommended trade offers some protection
against swings in commodity prices. By funding out of SGD and JPY, not only do we
take advantage of their low yields, but JPY underperformance should also provide a
hedge should the move higher in US yields lead to wobbles in the currencies where we
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recommend being long. The overall trade carries positively to the tune of about 4% over
the year.

Country-specific factors in India, Indonesia and South Korea should boost their
currencies, on top of the strong global growth environment we expect next year.
Specifically:

India’s bank re-capitalization plan should impart a powerful positive impulse to
investment in the coming year and should break the vicious cycle of higher
non-performing loans, weaker bank balance sheets and slower credit growth. As the
drags from GST implementation and de-monetization also fade, we expect growth to
move from 6.2% in 2017 to 76% in calendar 2018. In addition to the three hikes we
expect the Reserve Bank of India to deliver by Q2-2019, the high carry, FDI and equity
inflows should also be supportive for the INR. We have moved our 12-month forecast for
$/INR stronger to 62.

We continue to see Indonesia as a good carry market. As the drag on domestic
consumption from the tax amnesty fades in 2018, we expect economic growth to move
up to 5.8% in 2018 (from 5.2% in 2017), while the current account, inflation, and fiscal
deficit should remain stable. We think Bank Indonesia is done easing and should move
to hike rates by 50bp in H2-2018. We also expect Indonesia to be included in the Global
Aggregate bond index, which could prompt one-off inflows worth US$5bn in Q1-2018
(vs. US$10bn bond inflows YTD in 2017). We have moved our 12-month forecast for
$/IDR stronger to 13000. Finally, Indonesia, like India, has accumulated reserves over
the past year that now stand at record high levels and should help mitigate volatility.

We expect the KRW to outperform other low-yielding Asian peers in 2018. The strong
memory chip cycle should extend at least through H1-2018, while the government'’s
income-led growth policy provides a fiscal boost. Together with the boost from
improving exports, this should allow the Bank of Korea to withdraw monetary
accommodation in the face of rising financial stability concerns, with three policy rate
hikes to 2.0% penciled in by the end of 2018. The thawing of China/South Korea
relations and rebound in Chinese tourists should also help the travel balance. Overall,
we expect the current account to remain stable at around 5% of GDP in 2018. Further
dereqgulation in outbound capital flows could temper KRW strength over the medium
term, but might not pass the National Assembly in the near future given fragmentation
in the legislative body. Our 12-month forecast for $/KRW is now stronger at 1060.

On the funding side, not only do SGD and JPY offer a low yield, we expect them to
underperform in the year ahead. While we expect the Monetary Authority of Singapore
to steepen its appreciation bias in October, we do not expect any significant SGD
appreciation versus Asian peers given that the SGD is already trading on the strong side
of the policy band. Meanwhile, we forecast USD/JPY at 120 in 12 months. With the BoJ
controlling the yield curve as US rates move higher, JPY should continue to weaken,
especially if US rates move higher than the forwards discount, as we expect.
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Exhibit 11: Accelerating Growth Should Propel INR, IDR and KRW Exhibit 12: ... With Equity Inflows Supporting These ‘Equity-centric’

Stronger in 2018...
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Top Trade #7: Go long the global growth and non-oil commodity ‘beta’ through BRL, CLP,
PEN vs. short USD

Go long a volatility-weighted basket of BRL, CLP and PEN (weights of 0.25, 0.25
and 0.5) against USD, indexed at inception to 100, with a total return target of 108
and a stop at 96.

The ongoing strength of global growth should continue to support a rally in most
industrial metal prices. Our seventh Top Trade recommendation aims to capture this
dynamic by going long the ‘growth and metals beta’. All three currencies on the long
side have reliably responded to upswings in global trade and external demand over the
past two decades. Moreover, each has performed particularly well in the pre-crisis
decade, a period that also featured strong global growth and buoyant industrial metals
prices. CLP offers direct exposure to a particularly encouraging story in copper, while
BRL and PEN provide more varied metals exposures. The recommended trade has a
positive carry of roughly 2.5% a year, and our 12-month forecasts are stronger than the
forwards in all cases: we forecast USD/BRL at 3.10 in 12 months, USD/CLP at 605 in 12
months and USD/PEN at 3.15 in 12 months.

Beyond these global factors, our recommended Top Trade allows for diversified exposure
to an encouraging Latin American growth recovery. Not only should growth in Brazil
pick up as it recovers from a deep recession (and a recent BRL sell-off, creating an
attractive entry-point), but BRL screens as strongly undervalued on our GSFEER
currency model due to a combination of contained inflation and current account
rebalancing, making BRL an attractive high carry currency. Meanwhile, PEN — the low-vol
‘tortoise’ of Andean FX — offers exposure to one of the most attractive valuation stories
in the EM low- to mid-yielder space. Last but not least, CLP — the 'hare’ of Andean FX —
has moved quickly in 2017 so sends a somewhat less attractive valuation signal, but

provides direct exposure to our most encouraging metals view, copper, and what
opinion polls suggest is likely to be a market-friendly outcome in the upcoming Chilean
election.
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Finally, although it is designed for our global base case of strong growth, our Top Trade

#7 can perform well in other external environments, potentially including a global growth
disappointment. In particular, while BRL is a high-yielding and ‘equity-like’ currency, CLP
and PEN are each loweryielding and more ‘debt-like’: they have historically shown
relatively resilient performance vs. the USD during periods of both declining growth and

falling core rates.

Exhibit 13: We See BRL, CLP and PEN Recovering from Their

Recent Pullback on the Back of Stronger Macro Fundamentals...
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Exhibit 14: ... and Improving Commodity Terms-of-Trade in the Years
Ahead
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