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Thedirectimpacts of tariffs on the overalleconomy are widely estimated to be small
An argument for incurring the short term costs from a trade war is that the longer
term gains justify them. Indeed most estimates of the direct impact of the imple-
mented and proposed tariffs on GDP and inflation find them to be small, ranging
fromatenthtoathird of a percentage pointof GDP (DB: US Outlook Bends But Does
Not Break, Peter Hooper, Aug 2018). After all, the size of the US economy as meas-
ured by GDP is $21 trillion; the Chinese economy, at market exchange rates, $14
trillion; and combined $35 trillion. Bilateral merchandise trade flows on the other
hand (US imports plus exports) are around $700bn or just 2% of that. So tariffs, i.e.,
taxes imposed on bilateral trade flows, fall on a very small proportion of the overall
economies and any estimate of the directimpact of changes in them will necessari-
ly be very smallin the aggregate. Adding in the sales of US companies’ subsidiaries
in China of $220bn, which could be subject to retaliatory measures, would raise the
proportion of overall activity impacted, but only to 2'2% ( DB: US Business Interests
In China, ZhiweiZhang, Mar2018). Finally even if one were to assume that the costs
were to paid entirely by only one of the countries, say the US, as is the consensus
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of economists for the tariffs implemented so far and what the empirical evidence
suggests, this would raise the proportion of overall activity impacted but to a still
modest 4.4% of US GDP.

But if the direct impacts on overall activity are small, the same logic also suggests
thatthedirectlongrun gainsinthe aggregate will likely be small, and any economic
justification has to be distributional

The back-of-the-envelope calculations above illustrate that the incidence of tariffs
fallson abase whichis arelatively small share of overall economic activity. But sym-
metrically thisimplies that the gains accruing to, or from, changes to whatis a small
proportion of overall economic activity will likely also be small. There are of course
other possible justifications such as distributional consideration, i.e., certain seg-
ments of the economy or groups that are losers in the status quo traded off against
the winners.

The costs of the trade war in our view are really about its indirectimpacts. Arguably
the largest of these has been the huge (-$5 trillion) cost in terms of foregone equity
returns

Most observers understandably throw up their hands in estimating the indirect
impacts and costs of the trade war on the economy. The spectrum of possibilities
for the effects of uncertainty created for investment spending and the costs of relo-
cating supply chains is wide. But the equity markets are a discounting mechanism
for pricing the longer term gains versus the short term costs and where the impacts
of uncertainty and expectations of such costs and implications for economic
growth should arguably be immediately evident. What are the equity markets say-
ing? Equity markets hit new highs last month and so far are down about-5.5% from
their peak. This is only slightly outside the range of typical pullbacks of 3-5% that
have historically occurred every 2-3 months. It is tempting therefore to conclude
that equity markets are complacent or even pricing in the long term gain relative to
the short run pain. We would disagree strongly:

= The bulk of equity returns (75%-85%) comes from equity price
appreciation. The proportion of total equity returns coming from price
appreciation historically have been 75% to 85%: since 1900, outside
recessions (76%); since 2010, excluding the sharp increase following the
overshoot during the GFC (82%); and since the Trump election (80%).

= Equities have been range bound for 17 months now, coinciding with the
beginning of the trade war. Since this economic recovery began in 2009,
the S&P 500 hasriseninacleartrend channel with 12.5% price appreciation
at an annual rate. For the third time in this recovery, equities have become
range bound for an extended period. The beginning of the current range
bound period coincided with the imposition of tariffs on first washing
machines and then Steel and Aluminum in January 2018. While the recent
new peaks in equities were widely heralded, it is worth noting that the
recent peak was only 2.5% above last January’s peak and 0.5% above last
September’s peak. We would grant that other factors such as the slowing
in global growth for other reasons such as Brexit and other political risks in
Europe, and the slowing in China would have likely happened anyway. But
in our view the trade war played a key role in exacerbating global growth in
manufacturing and in preventing a recovery from these factors. As we
noted last year, beginning in May and through September US equity
markets saw a severe defensive rotation that coincided with the escalation
of the trade war.

= Foregone equity returns from price appreciation (12.5% ar) for 17 months
are worth $5 trillion. The Russell 3000, a broad measure of equity markets,
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had a capitalization of $28.7 trillion at the start of 2018. Foregone equity
returns for 17 months (12.5*17/12) are thus worth $5 trillion.

= The current episode is fast becoming comparable to the impacts of the
European financial crisis and the dollar-and-oil shocks to US equity
markets. The previous two episodes of extended range-bound behavior
were (i) in 2011-2012 around the US debt downgrade and then the
European financial crisis; and (ii) following the dollar and oil shocks of 2014-
2016. In terms of duration, the current episode is still 5-6 months short of
those two episodes. But itis notable that the current episode has occurred
in a context of significantly stronger US macro and earnings growth and a
lower unemployment rate.

= The foregone equity returns are already worth 12 years of the bilateral
trade deficit with China. \While we subscribe to the consensus view that US
trade deficits reflect macro and not micro factors and trade policy initiatives
are unlikely to have any impact on them, the pointis thateven if one did take
the opposite view that the bilateral trade deficits are bad and that trade
policy would fixthem, the costin terms of foregone equity returnsis already
worth 12 years of that bilateral merchandise deficit.
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Figure 1: As US merchandise imports from China have risen more than exports
in dollar terms ...
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Figure 2: ... the bilateral trade deficit in dollars has widened
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Figure 3: But as a ratio to US GDP, both US merchandise imports and exports to

China have been flat. This suggests macro growth has been the main driver of
the widening in the bilateral trade deficit in dollars
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Figure 4: The US’s bilateral trade deficit with China as a ratio to GDP has fluctu-
ated in a relatively narrow range
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Figure 5: Bilateral trade flows are small compared to the size of the US and Chi-
nese economies
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Figure 6: US companies’ subsidiaries in China had sales of $220bn which are
not counted in trade numbers
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Figure 7: The S&P 500 is 5.5% below its recent all-time highs
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Figure 8: The S&P 500 typically pulls back 3-5% every 2-3 months
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Figure 9: The bulk (75%-85%) of equity returns comes from price appreciation

S&P 500 returns over various phases

Total Price  Dividend Price
Event return return yield contribution
Since 1900 ex-recessions 17.0% 13.0% 4.0% 76%
Since Mar 9 2009 17.7% 15.1% 2.6% 85%
Since 2010 13.0% 10.6% 2.4% 82%
Since Trump election 15.3% 12.2% 3.1% 80%

Source : Haver, Bloomberg Finance LP, DB US Equity Strategy |

Figure 10: Over the course of this economic recovery cycle, the S&P 500 has
appreciated in a clear trend recovery channel which has risen at a 12.5% annual
rate. But for the third time in this recovery, equities have gone into a range for
an extended period
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Figure 11: The duration of the current range bound period is still 5-6 months short of the prior two episodes—the Europe-
an Financial crisis; and the dollar and oil shocks

S&P 500 in flat phases in this cycle

Duration  Width of Avg Avg EPS
(calendar the Avg Mfg Comp AvgGDP AvgUE  Growth (ex
months)  channel PMI PMI  Growth Rate tax cut)
Feb 2011 to Nov 2012 (European financial crisis) 21 20.7% 52.8 54.0 2.0% 8.5% 8.6%
Dec 2014 to Nov 2016 (Dollar and oil shock) 22 13.2% 51.2 b55.4 2.3% 5.1% -0.4%
Jan 2018 to date (Trade war) 17 14.1% 57.7 58.3 3.0% 3.9% 11.0%

Source : Haver, DB US Equity Strategy
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consistent with the categories used by Analysts globally; and the effective time period for CCs has been reduced from a
maximum of 180 days to 90 days.

United States: Approved and/or distributed by Deutsche Bank Securities Incorporated, a member of FINRA, NFA and SIPC.
Analysts located outside of the United States are employed by non-US affiliates that are not subject to FINRA regulations.

Germany: Approved and/or distributed by Deutsche Bank AG, a joint stock corporation with limited liability incorporated in
the Federal Republic of Germany with its principal office in Frankfurtam Main. Deutsche Bank AG is authorized under German
Banking Law and is subject to supervision by the European Central Bank and by BaFin, Germany's Federal Financial
Supervisory Authority.

United Kingdom: Approved and/or distributed by Deutsche Bank AG acting through its London Branch at Winchester House,
1 Great Winchester Street, London EC2N 2DB. Deutsche Bank AG in the United Kingdom is authorised by the Prudential
Regulation Authority and is subject to limited regulation by the Prudential Regulation Authority and Financial Conduct
Authority. Details about the extent of our authorisation and regulation are available on request.

Hong Kong: Distributed by Deutsche Bank AG, Hong Kong Branch or Deutsche Securities Asia Limited (save thatany research
relating to futures contracts within the meaning of the Hong Kong Securities and Futures Ordinance Cap. 571 shall be
distributed solely by Deutsche Securities Asia Limited). The provisions set out above in the 'Additional Information' section
shall apply to the fullest extent permissible by local laws and regulations, including without limitation the Code of Conduct for
Persons Licensed or Registered with the Securities and Futures Commission.

India: Prepared by Deutsche Equities India Private Limited (DEIPL) having CIN: U65990MH2002PTC137431 and registered
office at 14th Floor, The Capital, C-70, G Block, Bandra Kurla Complex Mumbai (India) 400051. Tel: + 91 22 7180 4444. It is
registered by the Securities and Exchange Board of India (SEBI) as a Stock broker bearing registration no.: INZ000252437;
Merchant Banker bearing SEBI Registration no.: INM000010833 and Research Analyst bearing SEBI Registration no.:
INHO00001741. DEIPL may have received administrative warnings from the SEBI for breaches of Indian regulations. Deutsche
Bank and/or its affiliate(s) may have debt holdings or positions in the subject company. With regard to information on
associates, please refer to the “Shareholdings” section in the Annual Report at: https:/www.db.com/ir/en/annual-
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Japan: Approved and/or distributed by Deutsche Securities Inc.(DSI). Registration number - Registered as a financial
instruments dealer by the Head of the Kanto Local Finance Bureau (Kinsho) No. 117. Member of associations: JSDA, Type Il
Financial Instruments Firms Association and The Financial Futures Association of Japan. Commissions and risks involved in
stock transactions - for stock transactions, we charge stock commissions and consumption tax by multiplying the transaction
amount by the commission rate agreed with each customer. Stock transactions can lead to losses as a result of share price
fluctuations and other factors. Transactions in foreign stocks can lead to additional losses stemming from foreign exchange
fluctuations. We may also charge commissions and fees for certain categories of investment advice, products and services.
Recommended investment strategies, products and services carry the risk of losses to principal and other losses as a result
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products and/or services, customers should carefully read the relevant disclosures, prospectuses and other documentation.
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foreign securities stated on this report are not disclosed according to the Financial Instruments and Exchange Law of Japan.
Target prices set by Deutsche Bank's equity analysts are based on a 12-month forecast period.

Korea: Distributed by Deutsche Securities Korea Co.

South Africa: Deutsche Bank AG Johannesburg is incorporated in the Federal Republic of Germany (Branch Register Number
in South Africa: 1998/003298/10).

Singapore: This report is issued by Deutsche Bank AG, Singapore Branch or Deutsche Securities Asia Limited, Singapore
Branch (One Raffles Quay #18-00 South Tower Singapore 048583, +65 6423 8001), which may be contacted in respect of any
matters arising from, or in connection with, this report. Where this report is issued or promulgated by Deutsche Bank in
Singapore to a person who is not an accredited investor, expert investor or institutional investor (as defined in the applicable
Singapore laws and regulations), they accept legal responsibility to such person for its contents.

Taiwan: Information on securities/investments that trade in Taiwan is for your reference only. Readers should independently
evaluate investment risks and are solely responsible for their investment decisions. Deutsche Bank research may not be
distributed to the Taiwan public media or quoted or used by the Taiwan public media without written consent. Information on
securities/instruments that do not trade in Taiwan is for informational purposes only and is not to be construed as a
recommendation to trade in such securities/instruments. Deutsche Securities Asia Limited, Taipei Branch may not execute
transactions for clients in these securities/instruments.

Qatar: Deutsche Bank AG in the Qatar Financial Centre (registered no. 00032) is regulated by the Qatar Financial Centre
Regulatory Authority. Deutsche Bank AG - QFC Branch may undertake only the financial services activities that fall within the
scope of its existing QFCRA license. Its principal place of business in the QFC: Qatar Financial Centre, Tower, \West Bay, Level
5, PO Box 14928, Doha, Qatar. This information has been distributed by Deutsche Bank AG. Related financial products or
services are only available only to Business Customers, as defined by the Qatar Financial Centre Regulatory Authority.

Russia: The information, interpretation and opinions submitted herein are not in the context of, and do not constitute, any
appraisal or evaluation activity requiring a license in the Russian Federation.

Kingdom of Saudi Arabia: Deutsche Securities Saudi Arabia LLC Company (registered no. 07073-37) is regulated by the
Capital Market Authority. Deutsche Securities Saudi Arabia may undertake only the financial services activities that fall within
the scope of its existing CMA license. Its principal place of business in Saudi Arabia: King Fahad Road, Al Olaya District, P.O.
Box 301809, Faisaliah Tower - 17th Floor, 11372 Riyadh, Saudi Arabia.

United Arab Emirates: Deutsche Bank AG in the Dubai International Financial Centre (registered no. 00045) is regulated by
the Dubai Financial Services Authority. Deutsche Bank AG - DIFC Branch may only undertake the financial services activities
that fall within the scope of its existing DFSA license. Principal place of business in the DIFC: Dubai International Financial
Centre, The Gate Village, Building 5, PO Box 504902, Dubai, U.A.E. This information has been distributed by Deutsche Bank
AG. Related financial products or services are available only to Professional Clients, as defined by the Dubai Financial Services
Authority.

Australia and New Zealand: This research is intended only for 'wholesale clients' within the meaning of the Australian
Corporations Actand New Zealand Financial Advisors Act, respectively. Please refer to Australia-specific research disclosures
andrelated information at https://australia.db.com/australia/content/research-information.html Where research refers to any
particular financial product recipients of the research should consider any product disclosure statement, prospectus or other
applicable disclosure document before making any decision about whether to acquire the product. In preparing this report,
the primary analyst or an individual who assisted in the preparation of this report has likely been in contact with the company
thatisthe subject of thisresearch for confirmation/clarification of data, facts, statements, permission to use company-sourced
material in the report, and/or site-visit attendance. Without prior approval from Research Management, analysts may not
accept from current or potential Banking clients the costs of travel, accommodations, or other expenses incurred by analysts
attending site visits, conferences, social events, and the like. Similarly, without prior approval from Research Managementand
Anti-Bribery and Corruption (“ABC"”) team, analysts may not accept perks or other items of value for their personal use from
issuers they cover.

Additional information relative to securities, other financial products or issuers discussed in this report is available upon
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