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SEVERITY OF DAMAGE TO JOBS, PROFITS, BALANCE
SHEETS AND TRANQUILITY TO SINK IN

Despite Thursday's steep selloff, equity markets will either
fall further this summer or they have borrowed heavily from
their future returns, in our view. The ongoing surge since
spring in government debt, corporate debt and equity valua-
tions has placed the S&P 500, especially cyclical value
stocks, at high risk of plunging once again. We do not ex-
pect the S&P 500 to revisit the March lows, but this is most-
ly because of demonstrated earnings resilience, fortified
balance sheets and steadfast investor patience for and con-
fidence in the future of the big growth stocks. However, we
think severe hits to profits, balance sheets and payouts at
most cyclical value stocks — to be revealed in the second-
quarter reports, with a likely long road ahead to return to
2019 levels despite stimulus and reopening — will cause
them to lead a summer correction. For most cyclical value
industries, we think it takes three or more years for profits to
recover to 2019 levels (two years for the S&P 500 overall,
one year for growth and defensives). At this stage, we can-
not be confident this new cycle will be long enough to ac-
commodate that.

OUR S&P 500 PROFIT INDICATOR SUGGESTS A 50%
PLUS YEAR-OVER-YEAR DECLINE IN THE SECOND
QUARTER 2020 S&P 500 EPS

Our S&P 500 Profit Indicator suggests a near 15% sequen-
tial decline in four-quarter trailing S&P 500 earnings per
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share (EPS) from 159 dollars in the second quarter of 2019
to the first quarter of 2020 to near 140 dollars in the third
quarter of 2019 to the second quarter of 2020. This sug-
gests a second quarter of 2020 EPS of roughly 20 dollars or
15-25 dollars, down 40-65% year-over-year from 41.30 dol-
lars in the second quarter of 2019. This overlaps with our
second quarter of 2020 estimated (E) EPS of 15 dollars or
our 10-20 dollars estimate range of down 50-75% year-over
-year. Our Profit Indicator is one of our models used for
forecasting near-term S&P 500 EPS. We designed our Prof-
it Indicator a decade ago and it consists of six untouched
inputs: 1) Manufacturing Institute for Supply Management
(ISM) Purchasing Managers Index, 2) industrial production,
3) exports, 4) initial jobless claims, 5) loan growth, 6) oil
prices. It has a very good record. However, we know it does
not directly or fully capture the unprecedented hit to many
U.S. service businesses in the second quarter, including
S&P 500 retail and travel related stocks. Disruptions to nor-
mal health care or the high credit costs and rate cuts hitting
banks. This indicator is more influenced by manufacturing
than services and as the S&P 500 further shifts its earnings
mix toward technology, communications and health care
services from capital goods and commodity manufacturing
this indicator will need modification. But it still helps relate
recent macro data to S&P 500 EPS, even if it underesti-
mates the second quarter EPS declines at S&P 500 con-
sumer discretionary and financials and likely overstates
damage to profits at tech. Given the speed and severity of
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this recession, hitting revenues with little cost relief yet, we
think the indicator probably underestimates the second
quarter S&P 500 EPS decline.

S&P 500 LEVERAGE ON THE CLIMB: STRAINS AT EN-
ERGY, INDUSTRIALS, CONSUMER DISCRETIONARY

Corporate leverage was rising moderately over the last sev-
eral years as companies took advantage of low long term
interest rates and tight credit spreads to help boost buy-
backs. Companies are borrowing much more year-to-date
to secure lifelines to cover steep losses expected during the
pandemic and recovery. Net debt to earnings, before inter-
est expenses, taxes, depreciation and amortization
(EBITDA) of S&P 500 non-financial companies jumped from
160% in 2017-18 to 210% at the first quarter end. The ag-
gregate net debt to EBITDA at the cyclical sectors of ener-
gy, materials, industrials and consumer discretionary surged
from 190% to 270% at the first quarter end. This leverage
will jump more when the second-quarter borrowing and trail-
ing four-quarter EBITDA is reported. With corporate-bond
yields low vs. history (nominal and likely real), debt service-
ability remains manageable at most large S&P 500 firms
albeit it is less comfortable than before the pandemic. We
think leverage metrics deteriorate further through 2020 and
do not begin to improve until into 2021. This balance-sheet
damage will likely take many years to repair and until then it
raises risk and lowers fair price-to-earnings ratios (P/Es).

SEVERE DAMAGE TO SMALL BALANCE SHEETS: FA-
VOR SMALL GROWTH > SMALL VALUE

Russell 2000 companies in aggregate had net negative net
income in the first quarter of 2020 and losses will likely be
huge in the second quarter of 2020. Many small cyclical

value companies will require heavy borrowing to survive
2020. Russell 2000 non-financial net debt to EBITDA rose
from 230% in 2017-18 to 320% at the first quarter. This debt
is seizing enterprise value from equity.

STICK WITH GROWTH AND BOND-SUBSTITUTES
STOCKS, FIND VALUE IN CORPORATE BONDS

In our view, growth stocks will see a modest rise in debt,
with more opportunistic usage than for loss coverage, as
compared with value and small caps. We think it is better to
stick with growth and bond-substitutes stocks this summer
and seek value at bonds. At value industries, we see corpo-
rate bonds more attractive than equity.

DAMAGED ECONOMY AND SOCIAL UNREST MAKE THE
ELECTIONS A 50/50 WILDCARD

The pandemic induced a sharp recession, enormous job
losses and social unrest, which makes the 2020 election
simply unpredictable. Polls now predict a Democratic victo-
ry, but it is all very fluid. Our 2021E and 2022E S&P 500
EPS of 150 and 170 dollars assume no corporate tax hikes
and stable economic policies and regulation. If the U.S.
corporate tax rate is hiked to 28% it would reduce our
2022E S&P 500 EPS to 160 dollars. We prefer to bear the
political and policy risks of tech and health care over energy
and financials heading into this election. Early cycle tax
hikes along with a period of government and corporate bal-
ance-sheet repair could cause another recession.
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GLOSSARY

A balance sheet summarizes a company's assets, liabilities and
shareholder equity.

A correction is a decline in stock market prices.
Cyclical is something that moves with the cycle.

Defensive stocks are stocks from companies whose sales are ex-
pected to fluctuate less than the market average as the demand for
their products are less tied to business cycles.

The Democratic Party (Democrats) is one of the two political parties
in the United States. It is generally to the left of its main rival, the
Republican Party.

Earnings per share (EPS) is calculated as a company's net income
minus dividends of preferred stock, all divided by the total number
of shares outstanding.

EBITDA (earnings, before interest expenses, taxes, depreciation
and amortization) is an accounting measure calculated using a
company's net earnings, before interest expenses, taxes, deprecia-
tion and amortization are subtracted.

Growth stocks are stocks from companies that are expected to
grow significantly above market average for a certain period of time.

Leverage attempts to boost gains when investing through the use of
borrowing to purchase assets.

In economics, a nominal value is not adjusted for inflation; a real
value is.

The price-to-earnings (P/E) ratio compares a company's current
share price to its earnings per share.

The Purchasing Managers Index (PMI) is an indicator of the eco-
nomic health of the manufacturing sector in a specific country or
region.

In economics, a real value is adjusted for inflation.

A recession is, technically, when an economy contracts for two
successive quarters but is often used in a looser way to indicate
declining output.

The Russell 2000 Index is an index that captures the 2,000 smallest
stocks of the Russell-3000 index, which again comprises 3,000
small- and mid-cap U.S. listed stocks.

The S&P 500 is an index that includes 500 leading U.S. companies
capturing approximately 80% coverage of available U.S. market
capitalization.

Small cap firms generally have a market capitalization of less than
$2 billion.

The spread is the difference between the quoted rates of return on
two different investments, usually of different credit quality.

The U.S. dollar (USD) is the official currency of the United States
and its overseas territories.

Valuation attempts to quantify the attractiveness of an asset, for
example through looking at a firm's stock price in relation to its
earnings.

Value stocks are stocks from companies that are trading at prices
close to their book value and that are therefore cheaper than the
market average on that metric.

APPENDIX: PERFORMANCE OVER THE PAST 5 YEARS (12-MONTH PERIODS)

05/15 - 05/16 05/16 - 05/17

05/17 - 05/18

05/18 - 05/19 05/19 - 05/20

S&P 500 1.7% 17.5%

Past performance is not indicative of future returns.

14.4% 3.8% 12.8%

Sources: Bloomberg Finance L.P., DWS Investment Management Americas Inc. as of 6/16/20
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IMPORTANT INFORMATION

This marketing communication is intended for retail clients only.

DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they operate their business activities. The re-
spective legal entities offering products or services under the DWS brand are specified in the respective contracts, sales materials and other
product information documents. DWS, through DWS Group GmbH & Co. KGaA, its affiliated companies and its officers and employees
(collectively “DWS”) are communicating this document in good faith and on the following basis.

This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor.
Before making an investment decision, investors need to consider, with or without the assistance of an investment adviser, whether the
investments and strategies described or provided by DWS Group, are appropriate, in light of their particular investment needs, objectives
and financial circumstances. Furthermore, this document is for information/discussion purposes only and does not constitute an offer, rec-
ommendation or solicitation to conclude a transaction and should not be treated as giving investment advice.

The document was not produced, reviewed or edited by any research department within DWS and is not investment research. Therefore,
laws and regulations relating to investment research do not apply to it. Any opinions expressed herein may differ from the opinions ex-
pressed by other legal entities of DWS or their departments including research departments.

The information contained in this document does not constitute a financial analysis but qualifies as marketing communication. This market-
ing communication is neither subject to all legal provisions ensuring the impartiality of financial analysis nor to any prohibition on trading
prior to the publication of financial analyses.

This document contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates,
projections, opinions, models and hypothetical performance analysis. The forward looking statements expressed constitute the author's
judgment as of the date of this document. Forward looking statements involve significant elements of subjective judgments and analyses
and changes thereto and/ or consideration of different or additional factors could have a material impact on the results indicated. Therefore,
actual results may vary, perhaps materially, from the results contained herein. No representation or warranty is made by DWS as to the
reasonableness or completeness of such forward looking statements or to any other financial information contained in this document. Past
performance is not guarantee of future results.

We have gathered the information contained in this document from sources we believe to be reliable; but we do not guarantee the accuracy,
completeness or fairness of such information. All third party data are copyrighted by and proprietary to the provider. DWS has no obligation
to update, modify or amend this document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, pro-
jection, forecast or estimate set forth herein, changes or subsequently becomes inaccurate.

Investments are subject to various risks, including market fluctuations, regulatory change, possible delays in repayment and loss of income
and principal invested. The value of investments can fall as well as rise and you might not get back the amount originally invested at any
point in time. Furthermore, substantial fluctuations of the value of any investment are possible even over short periods of time. The terms of
any investment will be exclusively subject to the detailed provisions, including risk considerations, contained in the offering documents.
When making an investment decision, you should rely on the final documentation relating to any transaction.

No liability for any error or omission is accepted by DWS. Opinions and estimates may be changed without notice and involve a number of
assumptions which may not prove valid. DWS or persons associated with it may (i) maintain a long or short position in securities referred to
herein, or in related futures or options, and (ii) purchase or sell, make a market in, or engage in any other transaction involving such securi-
ties, and earn brokerage or other compensation.

DWS does not give taxation or legal advice. Prospective investors should seek advice from their own taxation agents and lawyers regarding
the tax consequences on the purchase, ownership, disposal, redemption or transfer of the investments and strategies suggested by DWS.
The relevant tax laws or regulations of the tax authorities may change at any time. DWS is not responsible for and has no obligation with
respect to any tax implications on the investment suggested.

This document may not be reproduced or circulated without DWS written authority. The manner of circulation and distribution of this docu-
ment may be restricted by law or regulation in certain countries, including the United States.

This document is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or other jurisdiction, including the United States, where such distribution, publication, availability or use would be con-
trary to law or regulation or which would subject DWS to any registration or licensing requirement within such jurisdiction not currently met
within such jurisdiction. Persons into whose possession this document may come are required to inform themselves of, and to observe,
such restrictions.

DWS Investment GmbH. As of: [16.06.2020]

Issued in the UK by DWS Investments UK Limited which is authorised and regulated by the Financial Conduct Authority (Reference number
429806).

© 2020 DWS Investments UK Limited

In Hong Kong, this document is issued by DWS Investments Hong Kong Limited and the content of this document has not been reviewed by
the Securities and Futures Commission.

© 2020 DWS Investments Hong Kong Limited

In Singapore, this document is issued by DWS Investments Singapore Limited and the content of this document has not been reviewed by
the Monetary Authority of Singapore.

© 2020 DWS Investments Singapore Limited

In Australia, this document is issued by DWS Investments Australia Limited (ABN: 52 074 599 401) (AFSL 499640) and the content of this
document has not been reviewed by the Australian Securities Investment Commission.

© 2020 DWS Investments Australia Limited
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