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Jingle bulls, jingle bulls, jingle all the way!

‘Twas the night before Christmas and the good folks of America were restless.
No one really understood why. Jobs were aplenty and when asked if they
expected to be better off in a year’s time people were as positive as ever. Yet
other surveys revealed a deep malaise. Wise men argued over explanations,
not making much sense. Only Father Christmas was optimistic. He had seen
this situation before and knew satisfaction levels always rebounded (figure
one). This was akin to the darkest hour before Christmas morning. The sharp
recoveries in sentiment seen in 1980 and 1994 would be repeated now.

Unconvinced the wise men preferred to blame factory owners for everyone's
problems. The taunting of businessmen proved popular, especially the
accusation that wilful underinvestment had crippled American growth. Leaflets
were distributed. Some showed that corporate spending as a proportion of
cash flows was depressed (figure two); others that greedy managers favoured
short-term payouts over long-term investment (figure three). Father Christmas
tried to convince the wise men this analysis was wrong. But by now it was so
widely believed that even he received letters from children bemoaning the
capex numbers at his toy shop.

Naturally corporate spending has lagged cash flow growth in America (and in
the North Pole). Father Christmas patiently wrote back each time. Cash flows
have soared so much in recent years that nothing could possibly match them.
He would also politely warn people to ignore the wise men who bear graphs
comparing nominal capex to output, or who apply only a general deflator.
Instead they should observe the prices of stuff companies are actually
investing in, Father Christmas would argue, such as information technology,
equipment or transport. They have fallen more in price (or have risen less) than
prices in the wider economy (figure four). Apply the correct deflators and
businesses are in fact spending like crazy — with the one exception of property
and buildings where inflation has been rampant.

The reality is that company managers are not Scrooges. Indeed aggregate real
capex as a proportion of output is at or near record levels in America (figure
five). It's obvious! — Father Christmas would chuckle to his reindeer. What else
has caused the rampant over capacity we observe down those factory
chimneys as we zoom about? And clearly too much — not too little — capex also
explains why businesses are having such a hard time raising prices and
growing their top lines. More than 40 per cent of American companies will
have seen no revenue growth this year — globally almost half won't (figure six).

So the wise men were correct to point their fingers at businessmen — but for
the wrong reason! Reckless over spending rather than deliberate under
spending has led to the lack of growth and general unease. Investors were also
oblivious to the decline in revenue growth caused by a profligate expansion of
assets. Or maybe they were just not bothered. After all, toy factories were
returning sacks of money to shareholders and equity prices were somewhere
north of Lapland. This was sustainable, Father Christmas knew, because the
erosion in asset-turn (revenues divided by assets) was being off-set by rising
margins (figure seven) — thus supporting returns on equity.
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This overlooked dynamic explains everything from anaemic growth and
booming equities to the rise of passive funds and lull in corporate deal making.
What is more, it is a global phenomenon — especially so in emerging markets
where excess capacity is chronic. To most people this looks worrying, given
the tailwinds of lower wages, lower rates, and worldwide tax fiddling, which
have pushed margins higher, are becoming headwinds. Only Father Christmas
understands what an opportunity this is. Margin pressure will force companies
to change behaviour for the better — with dazzling repercussions.

And the winds have already turned in America. For example, average hourly
earnings growth has doubled since two years ago (figure eight) and keeps
rising. Even Father Christmas’s laziest elf appreciates that his labour is scarce
these days and has demanded more porridge. Meanwhile borrowing costs
have turned upwards having declined for most of the millennium (illustration
nine). Finally, there is less scope for taxes to fall than everyone thinks —
American companies already pay a much lower effective tax rate than they did
a decade ago (figure ten).

Margin pressure is the snowball in the face company bosses need to start
investing more cleverly. Out with the irrational extra production line, fourteenth
systems patch or mindless overseas expansion in order to boast being global.
And in with capex that boosts productivity and returns. So ineffectually have
most firms been spending money that investment will rise despite being
elevated in real terms. The biggest gains will be made by the lowest quality
companies. Forget about robots and artificial intelligence; this is about basic
new IT infrastructure, client relationship software or logistics systems. So
many companies do not do the simple things well because the tailwind of low
wages, taxes and interest rates has meant they haven't needed to. Only the
top ten per cent of American companies have managed to significantly boost
their returns on capital, excluding goodwill, over the past 15 years (figure 11).
Other developed countries have similar skews too.

That so many companies are in need of a capex overhaul is what then creates
a virtuous economic cycle — with productivity the missing piece. More
investment raises aggregate demand because a third of corporate America’s
revenues are exposed to domestic capex spending. This maintains the upward
pressure on wages which are strongly correlated with higher productivity
(figure 12). Also note that an appreciating dollar helps make companies more
productive. Finally, income growth means more consumption and so the
aggregate demand cycle keeps spinning. Which toy maker wouldn’t be happy
to grant his little helpers a pay rise in this scenario?

But it is not just growth that rejoices. Equity and bond markets would also sing
hallelujah. All else being equal, higher productivity allows American workers to
make wage gains without labour receiving a greater share of total economic
output (in other words, company profit margins do not collapse). Likewise,
bond markets can avoid a sell off because productivity growth keeps inflation
under control as incomes rise. These are no Christmas miracles; rather both
statements are outcomes derived from immutable macroeconomic identities
(figure 13).

And should a fiscal stimulus also grace America next year — perhaps an errant
sleigh-load of expensive presents is spilled — this would exacerbate the shift in
the composition of returns from margins to asset-turn, because revenues
would rise even more, as would wage and interest costs. But stimulus or no
stimulus there are two groups of citizens in particular that stand to be more
satisfied come the holiday season next year. The first are active managers, a
cowered bunch that have long suffered besides those who don’t even believe
in Father Christmas but rather the cult of passive investing (figure 14).

Why should index funds underperform stock pickers from here? Because it will
pay to begin sorting the good from the bad. There was no need for investors to
discriminate in the past as elevated margins meant even the worst firms could
support high payout ratios — with low interest rates making yield even more
attractive. For the reasons mentioned earlier it has become harder for these
payout ratios to be sustained, yet companies stretched themselves because
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dividend stocks outperformed (lllustration 15). Hence the fall in dividend yield
dispersion and rise in the dispersion of payout ratios (figure 16). Cracks are
appearing already. In Europe, for example, more firms are resorting to scrip
dividends as they struggle to maintain payouts.

With a falling dispersion in dividend vyields ratios active managers cared less
about quality, so long as they received their cheque. Even more so with
passive funds of course — by definition they buy and sell without prejudice.
This explains why the spread of total returns has shrunk over the years, even
as the dispersion in company operating metrics rose (figure 17). Put simply,
quality differences between firms were ignored. No wonder passive investing
thrived. But as margins come under pressure and the gap between winners
and losers opens up, expect index funds to lag active managers, reversing
years of outperformance (figure 18).

A widening of total returns also means dealmakers are about to see all their
Christmases come at once. For too many years poor quality companies have
been disproportionally expensive and good ones not expensive enough. This
has stymied the mergers and acquisitions market because it makes the
numbers harder to add up. As valuations stretch again, however, the better toy
makers can go after their poorly run peers. Of course deals still only make
sense if potential capitalised synergies exceed the premiums paid — but the
latter should become relatively smaller in absolute terms.

Likewise for bankers advising the bottom end of the toy industry, time is
running out on a once in a generation opportunity to acquire much higher
quality companies that are relatively too cheap. This explains the purchase of
Apple shares earlier in the year by Warren Buffett (whose favourite company
also designed Father Christmas’s costume). Such deals may be hard to pitch to
investors, who may fret over lower multiple stocks buying higher ones. But
bankers must counter that the gap is only going to widen, making the
compensating synergies even more difficult to achieve.

Deals, stock picking, more investment, wage and productivity gains, growth —
as Father Christmas gazes down from his sleigh he is as merry as he has been
in years. A much welcome cyclical upturn shall bring more presents for
everyone, driven by a positive change in business behaviour due to the free-
for-all in margins nearing its end. Expect people to be happier, and for the wise
men who long questioned America’s economic potential to squabble over who
predicted the recovery first.
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Figures
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Figure 2: Capex and buybacks
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Figure 3: Capex divided by dividend and buybacks
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’Figure 4: Prices of investment categories
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Figure 5: Real US capex as a percentage of GDP
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Figure 6: Percentage of companies with negative sales
growth by region

2014 2015 2016 est
Europe 46% 35% 41%
us 27% 52% 41%
Japan 17% 41% 79%
Emerging markets 36% 46% 47%
Global 33% 45% 46%

Source: Company reports, Bloomberg Finance LP, Deutsche Bank, CROCI

Page 4

Deutsche Bank Securities Inc.



20 December 2016
The multi-asset essay

/

Figure 7: S&P 500 margins and asset turnover

12% 4 r 12
10% - 1.0
8% - - 08
6% - - 06
4% - 04
2% - Fo0.2
——Median - net income margin (LHS)
——Median - sales/assets (RHS)
0% T T T T T T T T T T T - 0.0

'91 '93 '95 '97 '99 ‘01 '03 '05 ‘07 '09 11 '13 '15

Source: Bloomberg Finance LP, Deutsche Bank ‘

Figure 8: Annual increase in average hourly earnings
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Figure 9: Interest expense as a % of operating profit

’Figure 10: Effective tax rate of the S&P 500
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Figure 13: Components of nominal wages and growth Figure 14: S&P 500 versus equal weighted equivalent
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Figure 17: Dispersion of total returns and dispersion of
returns on equity of S&P 500 stocks
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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.

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 is included or discussed in another communication (oral or written) from a Deutsche Bank analyst, Deutsche
Bank may act as principal for its own account or as agent for another person.

Deutsche Bank may consider this report in deciding to trade as principal. It may also engage in transactions, for its own
account or with customers, in a manner inconsistent with the views taken in this research report. Others within
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Analysts are paid in part based on the profitability of Deutsche Bank AG and its affiliates, which includes investment
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Opinions, estimates and projections constitute the current judgment of the author as of the date of this report. They do
not necessarily reflect the opinions of Deutsche Bank and are subject to change without notice. Deutsche Bank provides
liquidity for buyers and sellers of securities issued by the companies it covers. Deutsche Bank research analysts
sometimes have shorter-term trade ideas that are consistent or inconsistent with Deutsche Bank's existing longer term
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time frame of no less than two weeks. In addition to SOLAR ideas, the analysts named in this report may from time to
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reference catalysts or events that may have a near-term or medium-term impact on the market price of the securities
discussed in this report, which impact may be directionally counter to the analysts' current 12-month view of total return
or investment return as described herein. Deutsche Bank has no obligation to update, modify or amend this report or to
otherwise notify a recipient thereof if any opinion, forecast or estimate contained herein changes or subsequently
becomes inaccurate. Coverage and the frequency of changes in market conditions and in both general and company
specific economic prospects make it difficult to update research at defined intervals. Updates are at the sole discretion
of the coverage analyst concerned or of the Research Department Management and as such the majority of reports are
published at irregular intervals. This report is provided for informational purposes only and does not take into account
the particular investment objectives, financial situations, or needs of individual clients. It is not an offer or a solicitation
of an offer to buy or 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 instrument is denominated in a currency other than an investor's
currency, a change in exchange rates may adversely affect the investment. Past performance is not necessarily
indicative of future results. 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 sourced from Deutsche Bank,
subject companies, and in some cases, other parties.

The Deutsche Bank Research Department is independent of other business areas 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 is available on our website under Disclaimer found on the Legal tab.

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
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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 the liquidation of positions), and
settlement issues related to local clearing houses are also important risk factors to be considered. 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. It is important to note that 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 important in swaps markets, where floating coupon
rates (i.e., coupons indexed to a typically short-dated interest rate reference index) are exchanged for fixed coupons. It is
also important to acknowledge that funding in a currency that differs from the currency in which coupons are
denominated carries FX risk. Naturally, options on swaps (swaptions) also bear the risks typical to options in addition to
the risks related to rates movements.

Derivative transactions involve numerous risks including, among others, market, counterparty default and illiquidity risk.
The appropriateness or otherwise of these products for use by investors is dependent on the investors' own
circumstances including their tax position, their regulatory environment and the nature of their other assets and
liabilities, and as such, investors should take expert legal and financial advice before entering into any transaction similar
to or inspired by the contents of this publication. The risk of loss in futures trading and options, foreign or domestic, can
be substantial. As a result of the high degree of leverage obtainable in futures and options trading, losses may be
incurred that are greater than the amount of funds initially deposited. Trading in options involves risk and is not suitable
for all investors. Prior to buying or selling an option investors must review the "Characteristics and Risks of Standardized
Options”, at http://www.optionsclearing.com/about/publications/character-risks.jsp. If you are unable to access the
website please contact your Deutsche Bank representative for a copy of this important document.

Participants in foreign exchange transactions may incur risks arising from several factors, including the following: ( i)
exchange rates can be volatile and are subject to large fluctuations; ( ii) the value of currencies may be affected by
numerous market factors, including world and national economic, political and regulatory events, events in equity and
debt markets and changes in interest rates; and (iii) currencies may be subject to devaluation or government imposed
exchange controls which could affect the value of the currency. Investors in securities such as ADRs, whose values are
affected by the currency of an underlying security, effectively assume currency risk.

Unless governing law provides otherwise, all transactions should be executed through the Deutsche Bank entity in the
investor's home jurisdiction. Aside from within this report, important conflict disclosures can also be found at
https://gm.db.com/equities under the "Disclosures Lookup" and "Legal" tabs. Investors are strongly encouraged to
review this information before investing.

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 Frankfurt am 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.
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multiplying the transaction amount by the commission rate agreed with each customer. Stock transactions can lead to
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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
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