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Souring trade sentiment could sink the
manufacturing ISM

Over the last six months, the US manufacturing ISM has outperformed the
PMIs from Europe, China, Canada and Mexico—the largest trading partners
of the US. These series had generally been rising in tandem through much
of 2017 but began to diverge in 2018.

As we have repeatedly cautioned, any potential negative fallout from the
latestescalation of trade tensionsislikely to first show up inthe PMIs, which
have traditionally been leading indicators of capital spending. Within the
manufacturing ISM, arguably the most widely-followed sentiment
indicator, market participants should pay close attention to the new export
orders series, which hasled the headline ISM by five monthsinrecentyears.

With the exception of Canada, since the beginning of 2018, the new export
components of the manufacturing PMls have declined meaningfully more
than the headline series. This suggests that the escalation of trade frictions
isanimportantfactorweighing on global manufacturing sentimentand one
that the US may not remain immune to for much longer.

Figure 1: The new export orders index has led the headline manufacturing ISM
by five months over the last several years
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Exports sentiment poses downside risk to the
manufacturing ISM

As we have argued previously, any potential negative fallout from the latest escala-
tion of trade tensions is likely to first show up in the PMls, which have traditionally
been leading indicators of overall economic activity. This point was recently high-
lighted by NY Fed President Williams and, indeed, the US and global PMIs are
important components of our momentum index for the US economy (see “ Taking
the pulse of the US economy: A view from our DB momentum index ”). One impor-
tant measure to focus on within these series is the component for new export
orders, which in the US has led the headline ISM manufacturing index by five
monthsinrecentyears (Figure 2). More ominously, as Figure 3illustrates, the manu-
facturing ISM export orders series has led real equipment spending by three quar-
ters in the current business cycle.

Figure 2: The new export orders index has led the headline Figure 3: The new export orders index has been a leading
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Over the last six months, the US manufacturing ISM has outperformed the PMlIs
from Europe, China, Canada and Mexico —the largest trading partners of the US. As
we illustrate in Figures 4 & b, the 3-month average for the US manufacturing ISM
was roughly 5.4 points above the Chinese PMI and 3.8 points above the Euro Area
PMl asof the latestdata for April. The US has also outperformed Canada and Mexico
by roughly 3.2 points each. One potential reason for the US outperformance of late
was tax reform and fiscal stimulus measures in 2018. However, as the boost from
fiscal stimulus fades, a key question will be whether the US can continue to outper-
form its major trading partners, especially if trade frictions continue to escalate.

Within the aforementioned PMls, the new export orders components have been
particularly weak of late. As we can see in Figures 6 & 7, the three-month averages
forthe new export orders components of these surveys began to deteriorate mean-
ingfully around the beginning of 2018.

In Figure 8 we calculate the peak to trough declines in the three-month averages for
the headline and new export orders components of the PMI data for the aforemen-
tioned countries since the beginning of 2018. With the exception of Canada, new
export orders have declined more than the headlines. To be sure, the new export
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Figure 4: The mfg ISM has notably
outperformed the EU & Chinese
PMls
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orders series within these surveys are not captured in the headline PMls, which are
weighted averages of new orders, output, employment, supplier delivery times and
inventories. However, the new orders components of these surveys, which are an
input into the headline series, are generally highly correlated with new export
orders, the one exception being Mexico.

Figure 8: Aside from Canada, the new export orders series have declined nota-
bly more than the headline PMls
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In summary, our base case for some time has been that the US would raise the tariff
rate on $200 billion of Chinese goods to 25%, from 10%. As we noted in our outlook
fromlast August, we expected this to subtract roughly a tenth from real GDP growth
this year (see " US outlook bends but doesn’t break as trade stakes rise "). To date,
the US has imposed tariffs on $282 billion of US imports (2017 import values), to
which various US trading partners have responded with retaliatory actions covering
roughly $130 billion of US exports (Figures 9 & 10). The latest threats from the US
to place 25% tariffs on the remaining $300 billion of Chinese imports not already
subject to tariffs could resultin aroughly 0.4 percentage point drag on growth, with
the impact potentially even more severe depending on the response of financial
conditions and consumer and business sentiment (see “ If Crosscurrents
Strengthen, How far Could Global Growth Fall ”). In our view, the first order impact
onthe US economic data will likely be seenin business sentiment. Without the buff-
er of fiscal stimulus, the outperformance of the US manufacturing ISM is unlikely
to last much longer. If trade uncertainties persist, over time, the drag on growth
from trade frictions would likely manifestitself in diminished capital investmentand
lower overall economic output, posing a material risk to what is now the longest US
expansion in the post- WWII period.
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Figure 5: The mfg ISM has also

outperformed Canadian and Mexican

PMls
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Figure 6: The US new exports orders
component remains higher than that

of the EU and China
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Figure 7: The ISM export series
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Figure 9: The US has placed tariffs on roughly $280 bn of imports and threaten-
ed tariffs on another $300 bn (2017 import values)
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Figure 10: Foreign trading partners have retaliated with tariffs on roughly $130
bn of US exports (2017 export values)
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exchanges via Reuters, Bloomberg and other vendors . Otherinformation is sourced from Deutsche Bank, subject companies,
and other sources. For disclosures pertaining to recommendations or estimates made on securities other than the primary
subject of this research, please see the most recently published company report or visit our global disclosure look-up page on
our website at https://research.db.com/Research/Disclosures/CompanySearch. Aside from within this report, important risk
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Analyst Certification

The views expressed in this report accurately reflect the personal views of the undersigned lead analyst(s). In addition, the
undersigned lead analyst(s) has not and will not receive any compensation for providing a specific recommendation or view
in this report. Brett Ryan, Matthew Luzzetti, Justin Weidner, Sourav Dasgupta.

Deutsche Bank Securities Inc. Page 5


https://research.db.com/Research/Disclosures/CompanySearch
https://research.db.com/Research/Topics/Equities?topicId=RB0002

17 May 2019
US Economic Notes

Additional Information

The information and opinions in this report were prepared by Deutsche Bank AG or one of its affiliates (collectively '‘Deutsche
Bank'). Though the information herein is believed to be reliable and has been obtained from public sources believed to be
reliable, Deutsche Bank makes no representation as to its accuracy or completeness. Hyperlinks to third-party websites in this
report are provided for reader convenience only. Deutsche Bank neither endorses the content nor is responsible for the
accuracy or security controls of those websites.

If you use the services of Deutsche Bank in connection with a purchase or sale of a security that is discussed in this report, or
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principal for its own account or as agent for another person.

Deutsche Bank may consider this reportin deciding totrade as principal. [t may also engage in transactions, forits own account
or with customers, in a manner inconsistent with the views taken in this research report. Others within Deutsche Bank,
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irregular intervals. This report is provided for informational purposes only and does not take into account the particular
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sell any financial instruments or to participate in any particular trading strategy. Target prices are inherently imprecise and a
product of the analyst’s judgment. The financial instruments discussed in this report may not be suitable for all investors, and
investors must make their own informed investment decisions. Prices and availability of financial instruments are subject to
change without notice, and investment transactions can lead to losses as a result of price fluctuations and other factors. If a
financial instrumentis denominated in a currency otherthan aninvestor's currency, a change in exchange rates may adversely
affect the investment. Past performance is not necessarily indicative of future results. Performance calculations exclude
transaction costs, unless otherwise indicated. Unless otherwise indicated, prices are current as of the end of the previous
trading session and are sourced from local exchanges via Reuters, Bloomberg and other vendors. Data is also sourced from
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The Deutsche Bank Research Department is independent of other business divisions of the Bank. Details regarding our
organizational arrangements and information barriers we have to prevent and avoid conflicts of interest with respect to our
research are available on our website (https://research.db.com/Research/) under Disclaimer.

Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise to pay
fixed or variable interest rates. For an investor who is long fixed-rate instruments (thus receiving these cash flows), increases
in interest rates naturally lift the discount factors applied to the expected cash flows and thus cause a loss. The longer the
maturity of a certain cash flow and the higher the move in the discount factor, the higher will be the loss. Upside surprises in
inflation, fiscal funding needs, and FX depreciation rates are among the most common adverse macroeconomic shocks to
receivers. But counterparty exposure, issuer creditworthiness, client segmentation, regulation (including changes in assets
holding limits for different types of investors), changes in tax policies, currency convertibility (which may constrain currency
conversion, repatriation of profits and/or liquidation of positions), and settlement issues related to local clearing houses are
also important risk factors. The sensitivity of fixed-income instruments to macroeconomic shocks may be mitigated by
indexing the contracted cash flows to inflation, to FX depreciation, or to specified interest rates — these are common in
emerging markets. The index fixings may — by construction — lag or mis-measure the actual move in the underlying variables
they are intended to track. The choice of the proper fixing (or metric) is particularly importantin swaps markets, where floating
coupon rates (i.e., coupons indexed to a typically short-dated interest rate reference index) are exchanged for fixed coupons.
Funding in a currency that differs from the currency in which coupons are denominated carries FX risk. Options on swaps
(swaptions) the risks typical to options in addition to the risks related to rates movements.

Derivative transactions involve numerous risks including market, counterparty default and illiquidity risk. The appropriateness
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