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Faith, 

Please find below (and attached) the most recent market overview from our Private Wealth Management Investment 
Strategy Group. We hope that you find this helpful, and please let us know if you have any questions. 

Best regards, 

Your Goldman Sachs Team (Ward. Leslie. Ben. Chris, Jamil. HT. Colleen. Kimberly. & John) 

July 27, 2009 

The Optimism is Justified 

With a generally favorable earnings season in full swing with 55% of companies in the S&P 500 
reporting earnings for the second quarter of 2009 and a slew of economic data pointing to either 
further stabilization or in some cases actual improvement, global credit markets have rallied to 
reach highs not seen since June of last year and global equity markets are back to levels not seen 
since early in the fourth quarter of last year. In the US, the S&P 500 closed at 979.3 on July 24th, 
for a price return of 46.9% from its trough of 666.8 on March 6, and a total return of 48.1%. 
Meanwhile, MSCI EAFE had a price return of 52.2%, MSCI Emerging Markets a return of 81.3%, 
and the high yield market as measured by the Barclays US corporate high yield Index had a total 
return of 49.1% from its trough on December 12. It is interesting to note that, as was the case in 
the 2003 market recovery, US equities and high yield securities have had very similar total 
returns. Given the strong support from favorable earnings, let's first review the earnings results 
reported over the last few weeks. 
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Earnings Continue to Positively Surprise 

In our May Il th email, we highlighted how the combination of companies' aggressive cost cutting, 
abatement in the pace of financial write-downs and persistent analyst skepticism despite better Q1 
earnings could conspire to produce upside risk to Q2 results. With 55 percent of the S&P 500 Q2 
earnings reported, that upside seems to be coming to fruition. Thus far, 76% of reporting 
companies have beaten expectations, better than the 68% which did so in Q1 and well above the 
historical average of 59%. Moreover, the pace of financial write-downs has slowed dramatically, 
providing a sizable tailwind to earnings growth. In the second quarter, financial firms took 
roughly $46B of write-downs, half the rate of Q1 and some 80% below the $243B recorded in the 

4th quarter of 2008. Part of this write-down improvement has been driven by declining 
delinquency trends, a positive sign of improving loan book health. In fact, as charge-off rates peak 
over the next several quarters, it's not inconceivable that financial firms could begin releasing 
reserves in 2010, as evidenced in the recent results of E*TRADE Financial Corp. Just as building 
reserves was a sizable headwind to financial earnings over the last 2 years, so too could reserve 
releases become an important tailwind to financial earnings growth going forward. 

In reviewing the composition of Q2 reports, the primary driver of improved earnings performance 
continues to be aggressive cost cutting by management. Thus far in Q2, firms have reduced 
Selling, General and Administrative (SG&A) costs by 5% over last year, building on similar 
percentage declines in Q1. The resulting operating leverage is meaningful, as firms don't need to 
see a significant improvement in top line revenue to drive impressive earnings improvement. For 
example, GIR estimated that within their technology hardware coverage universe, a I% increase in 
revenue now yields between a 3 to 9% increase in earnings, depending on the specific company. 

Of course, while this potential operating leverage is the biggest source of earnings upside going 
forward, cost cuts could quickly reach the point of diminishing returns. Most of these SG&A 
reductions have been in headcount, as painfully evident in the employment statistics, but 
management will find it increasingly difficult to reduce employees further without compromising 
their basic business models. As such, it will be pivotal next quarter to see a transition from cost 
reduction to stabilizing/improving top line results. With nascent signs of end-demand stabilization, 
and the majority of fiscal stimulus taking hold in the next 2 quarters, there is some basis for 
optimism. Indeed, we are already starting to see early signs of sales improvement. Thus far in Q2, 
some 50% of companies have beaten revenue expectations, an improvement over Q1's 39%. Of 
equal importance, yearly sales growth rates have started to improve, currently tracking at negative 
7% in Q2 vs. consensus expectations of negative 16% and last quarter's negative 14% rate. 

Will Economic Fundamentals Support the Earnings Momentum? 

Since the Investment Strategy Group's Stabilization Index crossed the 65 threshold in the US in 
January, in the Eurozone in March, in the UK in April, and in Japan in May, we have continued to 
see signs of improvement in a broad range of leading economic indicators. The Goldman Sachs 
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Global Leading Indicator Momentum Index rose for the seventh consecutive month to its highest 
level ever at 1.04%. 

In the US, there are several signs that a bottom in housing is near. While the S&P Case Shiller 
Home Price Index showed some tentative signs that the rate of price declines might be slowing 
when reported at the end of June, the more recent FHFA House Price Index reported last week 
showed an actual increase of 0.9%. Existing home sales in June rose 3.6%, housing starts 
increased by 3.6%, and building permits increased 8.7%. While the excess supply of housing 
inventory is still high and we are not expecting a significant contribution from residential 
investment in the next year or so, we do expect housing to bottom by the end of 2009 or early 
2010. 

Macroeconomic data is also stabilizing elsewhere. University of Michigan Consumer Sentiment 
improved slightly in July, albeit remaining at very low levels. While initial jobless claims 
increased to 554,000 from a revised 524,000, the increase was mostly due to some distortions in 
seasonal adjustments. And at 554,000, claims are substantially lower than the numbers in the 
650,000 plus levels seen in mid-March through early April. This is not to say that the 
unemployment rate, which has been a lagging indicator at all economic turning points, will be 
bottoming any time soon. In fact, our economists at Goldman Sachs expect unemployment to 
reach 10.5% by 2010. To put this number in perspective, unemployment peaked at 10.8% in the 
1980-82 recession. 

In the Eurozone, preliminary PMI for Germanys manufacturing and services sectors rose, and the 
Ifo Index which is a survey-based business index rose for the fourth straight month and exceeded 
consensus expectations. Early in the month, German industrial production surged the most in 
almost 16 years in May, showing that the largest economy in Europe is also bottoming. In the UK, 
retails sales volumes were higher than expectations and business surveys were stronger as well. In 
Japan, exports have risen 7% from the February 2009 bottom, and on a month-by-month basis, 
exports were up 1.1% in June. Exports are also improving in South Korea and Taiwan. In China, 
our Goldman Sachs economists estimate sequential quarter-on-quarter GDP growth to reach 16.5% 
with reported year-on-year real GDP growth of 7.9% in the second quarter of 2009. 

Such improvements over the last several months have prompted an economist or two to mention 
how various economies such as the US and a handful of other economies in Asia might actually 
surprise to the upside. For example, Professor Alan Blinder's latest article in the Wall Street 
Joumal2 mentioned a "reasonable chance--not a certainty, mind you, but a reasonable chance--that 
the second half of 2009 will surprise us on the upside." As we have noted in the recent past, there 
have been several studies that show the strength of a recovery is highly correlated with the depth of 
the prior recession. According to Macroeconomic Advisors and Michael Mussa of the Peterson 
Institute for International Economics, if history is to repeat itself, real GDP growth in the US 
would exceed 6% by 2010. We still expect US GDP growth of 2% for 2010, however we do 
believe that there is a higher probability that growth will surprise us to the upside. 

In spite of renewed optimism in the market place, the S&P at 979.3, and a generally favorable 
earning season to date, we are leaving our year-end 2009 target range for the S&P at 1050-1150 
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(with a mid-point of 1100) and our year-end 2010 target range at 1100-1200 (with a mid-point of 
1150) unchanged. We continue to maintain an overweight to S&P 500 and to high yield securities, 
as well as to home builders, technology companies, and oil services. This brings us to an 
important question regarding our views on the energy sector. 

Crude Oil Investment Strategy 

Spot oil prices have registered one of the highest returns of any sector or country from its trough in 
late December to its peak in June 11. Using Bloomberg data for West Texas Intermediate Spot Oil 
to be delivered at Cushing, Oklahoma (pricing data that aligns with Platts), spot oil prices had risen 
by 131%, compared to MSCI China up 124%, MSCI Indonesia up 151%, and S&P banks up 
128%. Based on closing prices on Friday (which were off their peak in June), spot prices were up 
about 112% since late December. Such an increase has prompted our clients to ask why they have 
not participated in such a rally. The answer is quite straightforward: those returns are not 
available to financial investors. 

Let's address the first issue of investing in energy futures versus owning physical oil through the 
spot market. It is critical for investors to know that as financial investors, they cannot participate 
in the real physical market--and the returns described above were only available to real physical 
buyers or owners of crude oil. Investors cannot actually take delivery of thousands of barrels of 
oil, store the barrels, insure the barrels and then deliver them to another buyer at some future date. 
And investors who tried to participate in the oil market via the futures markets did not receive any 
such returns. The S&P GSCI oil total return between late December to June 11 was up about 20% 
(compared to 131% using Bloomberg and Platts data for spot physical crude) and through Friday, it 
was up only 10.6% (compared to 112% using Bloomberg and Platts data for spot physical crude). 
This substantially lower return is due to the "contango" in the futures market where near term oil 
contracts have lower prices than oil contracts further into the future. The shape of the forward 
curve is partly determined by supply and demand imbalances, and the current economic downturn 
has dampened demand for oil, leading to a substantial build up of inventories. At 1,118 million 
barrels, US commercial inventories are at their highest level in 10 years and only 0.8% below their 
all-time high. OECD commercial inventories (only monthly data is available) stand at 2,768 
million barrels, well above the 5-year range, and just below the highest level of inventory relative 
to forward use since 1990. Therefore, even if clients had participated in the energy sector through 
the futures markets, the contango of the last 7 months due to the inventory overhang would have 
limited their return to only 10%. 

However, given a long-term increase in expected demand from emerging markets and an increase 
in demand from OECD countries when global growth recovers, we favor the oil services sector to 
a direct investment in the futures markets. The Oil Services sector has a high beta to oil (roughly 
0.4), making it an indirect way to express an oil view. Moreover, while energy valuations broadly 
are neutral relative to the last 20 years, we note that rising year over year growth in oil prices has 
historically supported above average valuation multiples in the space. Easier comparisons from 
last year would imply that yearly growth in oil prices will turn positive in the coming months (even 
if oil prices stay flat at current levels) providing room for valuation expansion. Moreover, oil 
service firms continue to trade at a discount to the broader energy sector, providing further scope 
for positive re-rating. 
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In addition, we think it is important to invest in oil with a view towards the risks entailed by such 
an investment. From its then peak of $39.5 in July 1980, oil prices dropped to a nominal price of 
$11.28 in December 1998 (using historical spot physical crude data available from Dow Jones), a 
drop of 71.4% over 18 years. Over the same time period, energy stocks were up 11% annualized 
or 526% on a cumulative basis. In other words, despite a 71.4% drop in crude prices, energy 
companies managed to invest appropriately, generate positive earnings and return value to 
shareholders. Therefore, given the volatility of energy prices and the tremendous uncertainty of 
prices in the next year or two, we prefer investing either through oil services or directly through 
private equity. 

I The threshold of 65 is significant as, once crossed, it signals stabilization in leading economic 
indicators and suggests that the current recession might end in the next 5-8 months. Please contact 
your Goldman Sachs representative for more information on the ISG Stabilization Indexes. 

2 Blinder, Alan. "The Economy Has Hit Bottom." (The Wall Street Journal, July 24, 2009). 

Sources: Investment Strategy Group, Dow Jones, Peterson Institute for International Economics, 
Bloomberg, Datastream, Platts. 

The Goldman Sachs Global Investment Research referred to in this email may be available by 
requesting a copy from your Private Wealth Professional. For the Global Investment Research, 
disclosure information is also available from Research Compliance, One New York Plaza, NY, NY 
10004. 

This material is intended for informational purposes only and is provided solely in our capacity as a 
broker-dealer. This does not constitute an offer or solicitation with respect to the purchase or sale of any 
security in any jurisdiction in which such an 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 based upon current 
public information which we consider reliable, but we do not represent that such information is 
accurate or complete, and it should not be relied upon as such. Information and opinions are as of the 
date of this material only and are subject to change without notice. 

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 a guide of future results and the value of the investments and the income derived 
from them can go down as well as up. 
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Any reference to a specific company or security does not constitute a recommendation to buy, sell, hold 
or directly invest in the company or its securities. 

Economic and market forecasts presented herein reflect our judgment as of the date of this material and 
are subject to change without notice. These forecasts do not take into account the specific investment 
objectives, restrictions, tax and financial situation or other needs of any specific client. Clients should 
consider whether any advice or recommendation in this material is suitable for their particular 
circumstances and, if appropriate, seek professional advice, including tax advice. References to indices, 
benchmarks or other measure of relative market performance over a specified period of time are 
provided for your information only. 

This material does not constitute a personal recommendation or take into account the particular 
investment objectives, financial situations, or needs of individual clients. Clients should consider 
whether any advice or recommendation in this material is suitable for their particular circumstances 
and, if appropriate, seek professional advice, including tax advice. 

Goldman Sachs does not provide tax, accounting, or legal advice to its clients and all investors are strongly 
urged to consult with their own advisors regarding any potential strategy or investment. 

No part of this material may 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, without Goldman, 
Sachs & Co.'s prior written consent. 

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 of 2000 by Goldman Sachs International ("GSI"), 
Peterborough Court, 133 Fleet Street, London EC4A 2BB authorised and regulated by the Financial 
Services Authority; by Goldman Sachs Canada, in connection with its distribution in Canada; in the 
U.S. by Goldman Sachs, & Co.; in Hong Kong by Goldman Sachs (Asia) L.L.C., Seoul Branch; in 
Japan by Goldman Sachs (Japan) Ltd.; in Australia by Goldman Sachs Australia Pty Limited (CAN 092 
589 770); and in Singapore by Goldman Sachs (Singapore) Pte. 

Global Investment Research analysts have published research available at www.goldman.com or in 
hardcopy by requesting such reports from your Private Wealth Management Professional. Applicable 
research disclosures may be found at http://www.gs.com/researchthedge.html/ or by consulting the 
relevant research reports. Disclosure information is also available from Research Compliance, One 
New York Plaza, NY, NY, 10004. 

Services offered through Goldman, Sachs & Co. Member FINRA. 

© Copyright 2009, The Goldman Sachs Group, Inc. All rights reserved. 

Jamll K. Shamasdin 

Goldman, Sachs & Co. 
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