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In a nutshell

• Republicans have long
struggled to come up with a
detailed tax-reform draft.

• Even as they are edging
closer towards a common
set of priorities, numerous
difficulties still lie ahead.

• Our expectations are
modest. If a reform
ultimately passes, listed
companies should benefit.

All opinions and claims are
based upon data on 11/2/17
and may not come to pass.
This information is subject to
change at any time, based
upon economic, market and
other considerations and
should not be construed as
a recommendation. Past
performance is not indicative
of future returns. Forecasts
are based on assumptions,
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hypothetical models that may
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Macro

U.S. tax cuts: Pressure to succeed, fears of

failure

Trump has promised the biggest tax reform ever. We

expect considerably less. The bargaining is only starting.

The expectations for the tax reform remain enormous, and so is the
risk of failure. After all, U.S. President Donald Trump has promised
no less than the "largest tax cut in [American] history" and a "tax
reform that will make America great again."1 He and his Republican
allies in Congress are under considerable pressure in this regard.
After all, Republicans have been promising tax cuts for eight years
now. Despite Mr. Trump's rallying cry "Obamacare: repeal it, replace
it, get something great"2 , they have not achieved anything in terms
of healthcare reform, their second large project. Trump's lack of
success concerning these two milestone projects probably stings,
seeing that he claims that "never has there been a president – with
few exceptions [...] – who's passed more legislation, who's done
more things than what we've done."3 And the election calendar
is further increasing the pressure, given that Republicans need a
legislative success by the mid-term elections in autumn 2018. Then,
all members of the House of Representatives and one-third of the
Senators will be up for (re-)election.

This last point – Republicans urgently needing something they can
present as a success – currently appears to be the main reason why
the reform has a chance of being implemented. Just think for a
moment about the implications of that fact. Skepticism is obviously
widespread. This is even more astonishing as Republicans have a
majority in both chambers of Congress and Mr. Trump is someone
who claims to be a problem solver4 who can rely on his Ivy League
education, his high intelligence and "one of the great memories of
all times."5 These capabilities would certainly be helpful in dealing
with the considerable challenge of a tax reform that is really worth
that name. Major tax reforms have always and everywhere been
a truly Herculean task, and even well-attuned governments have
failed to deliver. In this particular case, there are several additional
hurdles:

• According to the budget draft, the tax package is allowed to
have a maximum net cost of 1.5 trillion dollars over the coming
decade. And several Republicans think that this amount is
considerably too high.

• Relations between Trump and several Congress members are
tense.

• The Republican majorities in both chambers are small.
• Citizens are considerably less interested in a tax reform than

in the healthcare issue. They might still be outraged if the

1
https://www.whitehouse.gov/the-press-office/2017/09/27/remarks-president-trump-tax-reform-event

2
American Airlines Center in Dallas last year, Mr. Trump said, "Obamacare. We're going to repeal it, we're going to replace it, get something great.

Repeal it, replace it, get something great!" http://dfw.cbslocal.com/2015/09/14/trump-america-a-dumping-ground-for-the-rest-of-the-world/
3
http://www.politifact.com/truth-o-meter/statements/2017/jun/13/donald-trump/donald-trumps-boasts-about-accomplishments-office-/

4
https://www.theatlantic.com/politics/archive/2017/08/full-transcript-donald-trump-announces-his-afghanistan-policy/537552/

5
Trump said: “I have one of the great memories of all times”. See, for example, http://www.telegraph.co.uk/news/2017/10/26/donald-trump-have-

one-great-memories-time/
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tax reform turned out to be nothing more than a tax cut for
corporations and top income earners. However, corporations
and top income earners are the most important donors to the
Republican Party, and they expect something in return from
the government.

Against this background, the term "tax cut" appears more
appropriate than "tax reform."

Today (Thursday, November 2nd) the Ways and Means Committee
of the House of Representatives is expected to provide a first, more
detailed draft of the reform plans. The fact that this had originally
been scheduled for Wednesday fits this reform's fate so far and
is another sign of the controversies this package stirs within the
Republican Party. We therefore believe that this draft will undergo
plenty of further changes. Investors at this point thus have to ask
three crucial questions:

• Will Congress actually adopt a tax package in the coming
months?

• What will be the net impact of this package on economic
activity, on interest rates, on the exchange rate and on
unemployment in the United States?

• How will the package affect the earnings situation of the S&P
500 companies?

Corporate earnings and the equity market

Most of our readers will probably be interested in the effects on the
stock market, which is why we turn directly to the third question.
We assume that a tax package adopted at some time in 2018 might
reduce the tax burden for the S&P 500 companies by up to $10 for
the index as a whole. In our calculations, we have used a relief of $4
and arrive at index earnings of $144 by September 2018. Assuming
a target price-to-earnings (P/E) ratio of 18 (the index currently trades
at 21x, based on trailing 12-month earnings) suggests that the S&P
500 may stand at 2600 in September 2018.

We expect that the corporate tax rate will be reduced from 35% to
25% (the Republicans are currently aiming at 20%). However, this
tax relief will not be directly reflected in the S&P 500 earnings (if
it was, earnings would jump by more than $20), as the following
factors need to be taken into account: 1. Domestic pre-tax profits
amount to approx. 60% of total pre-tax profits. 2. Even today, the
effective tax rate for the S&P 500 companies is only at 29%. We
expect it to end up in a 21-22% range after the tax reform. 3. Even if
taxes are indeed cut, several loopholes may be closed at the same
time. 4. We expect that companies will have to pass on part of their
tax savings to their customers.

The effect on earnings after tax might be reinforced by new
provisions on the repatriation of U.S. corporate earnings held
abroad. This might lead to higher equity buybacks. However, much
will depend on the details. We believe that earnings per share might
rise by up to 1.5% as the number of outstanding shares is reduced.
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Effects on economic activity, interest rates and the

exchange rate

While forecasts about the impact of the tax cut on corporate
earnings are already fiendishly difficult, it is almost impossible to
calculate the potential effect on the economy as a whole on the
basis of the available data. Only one thing is certain: the maximum
new debt cannot exceed $1.5trn over the coming ten years. Even
under conservative assumptions, this amount is equivalent to just
0.6% of U.S. GDP.

It is not yet clear how the tax relief will be shared between
the corporate sector and households. The government hopes that
higher corporate investment and higher household consumption
will stimulate the economy. This would require companies not to
use the additional cash for higher distributions or takeovers, as they
have done in the past few years, and households' savings ratio not
to increase after having declined recently. At 3.1% of disposable
income, the U.S. savings ratio was very low in the last quarter; only
11 other quarters since 1946 saw a similarly low ratio. This suggests
that most of the stimulus will have to come from the corporate
side. However, even in our most optimistic scenario, this stimulus
would only boost the real U.S. GDP growth rate by one-quarter of a
percentage point (at best half a percentage point) over the coming
two years.

This means that the tax cut alone (i.e. unaccompanied by additional
fiscal stimulus or deregulation) is unlikely to have a significant
impact on the interest-rate decisions of the Federal Reserve
(Fed). We continue to expect up to three rate increases in 2018.
In our view, 10-year Treasury yields will rise to only 2.6% by
the end of September 2018. The yield curve is therefore likely
to flatten further, reflecting concerns about long-term potential
growth among investors. This is one of the reasons why we have
become less optimistic about the dollar earlier this year. At the same
time, this rate scenario points to another widening of the spread
between two-year Bund and Treasury yields, which is why we do
not expect the euro to strengthen versus the dollar, either.

If, contrary to our expectations, the tax cut stimulates not
the supply, but the demand side of the economy (i.e. private
consumption, thus affecting unemployment and inflation), we
might even see several unfavorable side effects. The Fed might be
forced to hike rates more quickly and long-term yields might rise
sooner than expected – a development which should support the
dollar in the short term. However, such an outcome might weigh on
valuations of other assets, such as equities, and on credit demand
as financing conditions become tighter. Again, given the current
lack of detail, we hesitate to include the tax cuts in our dollar
forecasts. We currently forecast a GDP growth rate of 2.3% for both
2017 and 2018.6

6
In Q4 of each year and in year-on-year terms
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Washington procedures – the long way towards the first

saved dollar

We could write a lot more about the numerous hurdles which the
draft to be presented today by the Republican representatives will
have to clear before it might one day arrive on the president's desk.
However, we will focus on the salient points.

The history of the tax package already suggests that we are
unlikely to see a thorough reform of the tax system as a whole. In
order to prevent the Democrats from exercising their influence, the
Republicans decided to use the reconciliation procedure to pass the
budget for 2018. This means, however, that they may not adopt any
measures which would increase the debt burden over a ten-year
horizon. While they could circumvent this restriction by limiting the
tax relief to ten years, as George H.W. Bush did in his time, this
option is not very popular.

In order to advance, each of the two chambers needs to agree
on a detailed draft. Then, representatives of the two chambers
will meet and negotiate to arrive at a common text. This draft will
subsequently have to be assessed by the Congressional Budget
Office and approved by the Senate parliamentarian7. And this
approval is not a foregone conclusion, as the procedure includes an
assessment of the (growth) assumptions and of the constitutionality
of the budget.

Before all that, however, Congress has to take a vote. And this raises
another problem: Republicans have only wafer-thin majorities in
either of the two chambers. They need 50 votes in the Senate, but
there are only 52 Republican Senators. And at first sight, at least
five of them may not be relied upon to vote along party lines: John
McCain likes to thumb his nose at party discipline; Rand Paul is
skeptical about taking on new debt; Susan Collins belongs to the
more moderate wing of the party; and Bob Corker and Jeff Flake do
not seek re-election and therefore act more independently. Lately,
Flake, Corker and McCain have had plenty of heated exchanges
with Trump. The Republicans have 239 seats in the House of
Representatives and need a majority of 218 (provided that all 435
Representatives are present at the vote). On 26 October, the tax bill
was passed with 216 to 212 votes. It was quite telling that eleven of
the 20 Republicans who voted against the bill represent districts in
New York or New Jersey. Understandably, these lawmakers oppose
abolishing or limiting the deductibility of state and local taxes. Such
a change would mostly hit well-off taxpayers in states with high
local taxes. New York and New Jersey have relatively high local
taxes and Republicans in Congress fear rejection from their voters.
The federal government, however, would save $1.3trn over ten years
if local taxes were no longer deductible. The provision is therefore
key to financing the tax cut.

The dispute gives a foretaste of the upcoming clashes in Congress
and of the imminent attacks by a number of lobby groups. For
example, the National Association of Home Builders (NAHB), which
represents 130,000 residential construction companies, has already

7
The CBO is an institution which reports to Congress and estimates and reviews the expenses for each fiscal year. The Senate parliamentarian

advises the Senate on how to interpret the rules of procedure.
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announced that it will fight the draft. According to the NAHB, the
draft does not go far enough in keeping mortgages affordable for
low-income households.

Competing pressures

The haggling will only intensify, as further details become available.
So might conflicts among Republicans within the Senate and
the House of Representatives, and between both chambers.
Interventions from the White House add another source of
uncertainty. And of course, various lobby groups will vehemently
try to influence the final package. In the midst of all this, hammering
out the many remaining details will not be easy.

Both Trump and his party will need to gauge how voters, as well as
donors respond to the tax plans. After all, the mid-term elections
are coming up in autumn 2018. And history suggests that, from the
turn of the year, representatives will start to become less willing to
pass laws which the public does not like. Which, in this case, could
happen if voters believe corporates or top income earners are being
favored. All in all, we would not be surprised if the reform turned
out to be much smaller than current plans suggest. While it might
bring some relief to numerous corporates and households, we do
not expect major effects on growth, interest rates or exchange rates.
And in view of the fact that the U.S. government has not had much
success with its projects so far, we cannot exclude the possibility
that the efforts might fail completely.
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Glossary

Bunds

Bunds is a commonly used term for bonds issued by the German
federal government with a maturity of 10 years

Democratic Party (Democrats)

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.

Gross domestic product (GDP)

The gross domestic product (GDP) is the monetary value of all the
finished goods and services produced within a country's borders in
a specific time period.

House of Representatives

The United States House of Representatives is a legislative chamber
consisting of 435 Representatives, as well as non-voting delegates
from Washington, D.C. and U.S. territories. Representatives are
elected for two-year terms and each state’s representation is based
on population as measured in the previous Census.

ObamaCare

ObamaCare is the colloquial term for the Patient Protection
and Affordable Care Act, the reform of the health-care industry
introduced by U.S. president Barack Obama in 2010.

Price-to-earnings (P/E) ratio or multiple

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

Republicans

The Republican Party (Republicans), also referred to as Grand Old
Party (GOP), is one of the two major political parties in the United
States. It is generally to the right of its main rival, the Democratic
Party.

S&P 500

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

U.S. Federal Reserve (Fed)

The U.S. Federal Reserve, often referred to as "the Fed", is the
central bank of the United States.

United States Congress

The United States Congress is the legislature of the federal
government. It is comprised of the Senate and the House
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of Representatives, consisting of 435 Representatives and 100
Senators.

United States Senate

The United States Senate is a legislative chamber consisting of
100 Senators, with each state being represented by two Senators.
Senators are elected for six year, overlapping terms in their
respective state.
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Risk warning

Investments are subject to investment risk, 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.

Investments in Foreign Countries – Such investments may be in
countries that prove to be politically or economically unstable.
Furthermore, in the case of investments in foreign securities or
other assets, any fluctuations in currency exchange rates will
affect the value of the investments and any restrictions imposed
to prevent capital flight may make it difficult or impossible
to exchange or repatriate foreign currency. Foreign Exchange/
Currency – Such transactions involve multiple risks, including
currency risk and settlement risk. Economic or financial instability,
lack of timely or reliable financial information or unfavorable
political or legal developments may substantially and permanently
alter the conditions, terms, marketability or price of a foreign
currency. Profits and losses in transactions in foreign exchange
will also be affected by fluctuations in currency where there is a
need to convert the product’s denomination(s) to another currency.
Time zone differences may cause several hours to elapse between
a payment being made in one currency and an offsetting payment
in another currency. Relevant movements in currencies during
the settlement period may seriously erode potential profits or
significantly increase any losses.

High Yield Fixed Income Securities – Investing in high yield bonds,
which tend to be more volatile than investment grade fixed income
securities, is speculative. These bonds are affected by interest rate
changes and the creditworthiness of the issuers, and investing in
high yield bonds poses additional credit risk, as well as greater risk
of default.

Hedge Funds – An investment in hedge funds is speculative
and involves a high degree of risk, and is suitable only for
“Qualified Purchasers” as defined by the US Investment Company
Act of 1940 and “Accredited Investors” as defined in Regulation
D of the 1933 Securities Act. No assurance can be given that
a hedge fund’s investment objective will be achieved, or that
investors will receive a return of all or part of their investment.
Commodities – The risk of loss in trading commodities can
be substantial. The price of commodities (e.g., raw industrial
materials such as gold, copper and aluminium) may be subject
to substantial fluctuations over short periods of time and
may be affected by unpredicted international monetary and
political policies. Additionally, valuations of commodities may be
susceptible to such adverse global economic, political or regulatory
developments. Prospective investors must independently assess
the appropriateness of an investment in commodities in light
of their own financial condition and objectives. Not all affiliates
or subsidiaries of Deutsche Bank Group offer commodities or
commodities-related products and services.
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Investment in private equity funds is speculative and involves
significant risks including illiquidity, heightened potential for loss
and lack of transparency. The environment for private equity
investments is increasingly volatile and competitive, and an investor
should only invest in the fund if the investor can withstand a total
loss. In light of the fact that there are restrictions on withdrawals,
transfers and redemptions, and the Funds are not registered under
the securities laws of any jurisdictions, an investment in the funds
will be illiquid. Investors should be prepared to bear the financial
risks of their investments for an indefinite period of time.

Investment in real estate may be or become nonperforming after
acquisition for a wide variety of reasons. Nonperforming real estate
investment may require substantial workout negotiations and/ or
restructuring. Environmental liabilities may pose a risk such that
the owner or operator of real property may become liable for the
costs of removal or remediation of certain hazardous substances
released on, about, under, or in its property. Additionally, to the
extent real estate investments are made in foreign countries, such
countries may prove to be politically or economically unstable.
Finally, exposure to fluctuations in currency exchange rates may
affect the value of a real estate investment.

Structured solutions are not suitable for all investors due to potential
illiquidity, optionality, time to redemption, and the payoff profile of
the strategy. We or our affiliates or persons associated with us or
such affiliates may: maintain a long or short position in securities
referred to herein, or in related futures or options, purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation. Calculations
of returns on the instruments may be linked to a referenced
index or interest rate. In such cases, the investments may not be
suitable for persons unfamiliar with such index or interest rates, or
unwilling or unable to bear the risks associated with the transaction.
Products denominated in a currency, other than the investor’s home
currency, will be subject to changes in exchange rates, which may
have an adverse effect on the value, price or income return of the
products. These products may not be readily realizable investments
and are not traded on any regulated market.

Hong Kong

The contents of this document have not been reviewed by any
regulatory authority in Hong Kong. You are advised to exercise
caution in relation to the investments contained herein. If you are
in any doubt about any of the contents of this document, you
should obtain independent professional advice. This document has
not been approved by the Securities and Futures Commission in
Hong Kong nor has a copy of this document been registered by
the Registrar of Companies in Hong Kong and, accordingly, (a)
the investments (except for investments which are a “structured
product” as defined in the Securities and Futures Ordinance
(Cap. 571 of the Laws of Hong Kong) (the “SFO”)) may not be
offered or sold in Hong Kong by means of this document or
any other document other than to “professional investors” within
the meaning of the SFO and any rules made thereunder, or in
other circumstances which do not result in the document being
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a “prospectus” as defined in the Companies (Winding Up and
Miscellaneous Provisions) Ordinance (Cap. 32 of the Laws of Hong
Kong) (“CO”) or which do not constitute an offer to the public within
the meaning of the CO and (b) no person shall issue or possess
for the purposes of issue, whether in Hong Kong or elsewhere, any
advertisement, invitation or document relating to the investments
which is directed at, or the contents of which are likely to be
accessed or read by, the public in Hong Kong (except if permitted
to do so under the securities laws of Hong Kong) other than with
respect to the investments which are or are intended to be disposed
of only to persons outside Hong Kong or only to “professional
investors” within the meaning of the SFO and any rules made
thereunder.

Singapore

Singapore Interests in the funds mentioned herein are not allowed
to be made to the public or any members of the public in Singapore
other than (i) to an institutional investor under Section 274 or 304
of the Securities and Futures Act (Cap 289) (“SFA“), as the case
may be, (ii) to a relevant person (which includes an Accredited
Investor) pursuant to Section 275 or 305 and in accordance with
other conditions specified in Section 275 or 305 respectively of
the SFA, as the case may be, or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision
of the SFA.

Important Information

Deutsche Asset Management is the brand name of the Asset
Management division of the Deutsche Bank Group. The respective
legal entities offering products or services under the Deutsche
Asset Management brand are specified in the respective contracts,
sales materials and other product information documents.
Deutsche Asset Management, through Deutsche Bank AG, its
affiliated companies and its officers and employees (collectively
“Deutsche Bank”) 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 Deutsche Bank, 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,
recommendation or solicitation to conclude a transaction and
should not be treated as giving investment advice. Deutsche Bank
does not give tax or legal advice. Investors should seek advice
from their own tax experts and lawyers, in considering investments
and strategies suggested by Deutsche Bank. Investments with
Deutsche Bank are not guaranteed, unless specified.

Investments are subject to various risks, including market
fluctuations, regulatory change, possible delays in repayment and
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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 the 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 the transaction and not the summary contained herein.
Past performance is no guarantee of current or future performance.
Nothing contained herein shall constitute any representation or
warranty as to future performance. Although the information herein
has been obtained from sources believed to be reliable, we do
not guarantee its accuracy, completeness or fairness. Opinions and
estimates may be changed without notice and involve a number
of assumptions which may not prove valid. We or our affiliates or
persons associated with us or such affiliates (“Associated Persons”)
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
securities, and earn brokerage or other compensation.

The document was not produced, reviewed or edited by any
research department within Deutsche Bank 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 expressed by other Deutsche Bank
departments including research departments. This document may
contain 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 material. 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 Deutsche Bank as to the reasonableness or completeness
of such forward looking statements or to any other financial
information contained herein.

This document may not be reproduced or circulated without our
written authority. The manner of circulation and distribution of
this document 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
contrary to law or regulation or which would subject Deutsche
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