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How to position for high profit-recession risk, but low

recession risk?

We see much greater risk of a profit recession than a broad

U.S. recession

Latest incoming data suggests that the risk of an S&P 500 profit
recession is very high, but the risk of a broad-based U.S. recession
remains low. Profit and gross-domestic-product (GDP) growth are
related, but they have big differences in their magnitude of exposure
to various sub segments of the economy. The dominant drivers of
the broad economy remain healthy with only a gradual slowdown
from an above trend pace in 2018. These include household
consumption, job creation, and productivity fueled wage growth.
Service consumption and related job creation continue to lead the
U.S. economy and productivity has now been at a solid 1.5% growth
trend for about three years as tighter labor supply is allocated to
more productive uses and better skills and technology permeate
large service-oriented industries like healthcare, finance, retailing,
etc.

We see many reasons for a record shattering U.S. economic

expansion

For several years, we have argued that this economic expansion
would set a new record for the United States. We still believe this
expansion will last 12 to 15 years with the next bridge to cross
being how U.S. fiscal policy is shaped by elections in 2020. Our
main reason for expecting a very long expansion is that service
consumption dominates the U.S. economy. Nearly 70% of GDP
is consumption and nearly 70% of that is services. Consumption
is lifestyle, which is sticky, and services do not have associated
inventories. An economy tilted toward consumption vs. investment
and also toward services vs. goods consumption is resistant to
shocks. Although we expect U.S. GDP to gradually slow to 2%
or slightly less as the cycle continues to age, we think it would
take a big shock to push the United States into recession. In our
view, composition of GDP is a more important determinant of cycle
endurance than growth rate. Other important reasons to expect
a long expansion include, still low inflation, very low real interest
rates, affordable and arguably capped oil prices, healthy household
and corporate balance sheets, and despite risk of sluggish earnings
growth, high profit margins.

Reasons rise for a near-term profit recession and sluggish

growth afterward

The outlook for healthy profit growth is more challenged than for
U.S. GDP. And risk of periodic profit stalls or contractions is high for
the rest of this cycle, including now. We see slower global growth
to come, at both emerging and developed economies. Emerging
economies are shifting from being investment led, which drew
heavily upon external-commodity and capital-goods supplies, to
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In a nutshell

• We see much greater risk
of a profit recession than a
broad U.S. recession.

• We see many reasons for
a record shattering U.S.
economic expansion.

• Reasons rise for a near-term
profit recession and sluggish
growth afterward.

• Our macro outlook calls for
tactical caution on riskier
assets and equities, still
favoring Growth over Value
stocks and seeking bond
substitutes.
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being more consumption driven and domestically supplied. Trade
conflict exacerbates the slowing in commodities and capital-goods
demand. Because these trends weigh more on Europe, Japan
and commodity producing countries, we see a firm U.S. dollar
with more upside than downside regardless of a more dovish
U.S. Federal Reserve (Fed); as dovish Fed actions are likely to be
matched by other central banks. We also see persistently low U.S.
interest rates and modest loan growth for the rest of the cycle,
curbing financial-sector profit growth. We think record high S&P
500 net margins are sustainable until the next recession, but we
think weak revenue growth intensifies competitive pressures and
companies continue to partially pass forward the benefit of last
year's tax cut. If the elections lead to higher corporate taxes then
another profit recession is likely or possibly a full recession in 2021.

Our macro outlook calls for tactical caution on riskier assets

and equities, still favoring Growth over Value stocks and

seeking bond substitutes

Sectors with fundamentals to best weather our macro outlook
are Healthcare, Communications, and Technology Services. Politics
are important, but at this time, we are more concerned about
global growth, trade, commodity and industrial-goods demand
than uncertain U.S. healthcare policies post-election. We have a
long standing preference for Growth stocks, but we must monitor
valuations to ensure they do not become excessive. We think low
recession risk rationally causes investors to extend their forecast
horizons and Growth stocks have the highest duration; so lower
interest rates boost their intrinsic value. That said, valuations are
now demanding in our view. This contributes to our tactical caution
on equities overall, but we still prefer Growth over Value because
Growth is less exposed to profit-recession risks. Growth must be at
a reasonable prices, but Value must have well protected earnings.

We have examined the latest valuations of Growth vs. Value and
we identified which stocks most raise and lower their sector price-
to-earnings ratios (P/Es) across S&P 500 sectors. On a trailing P/
E basis, Growth is at 33% premium to Value, which is 6% higher
than the average since 1992. Excluding Amazon , Growth is near its
normal premium. But we are hesitant to add to Growth stocks not
in the sectors / industries we over-weight and we avoid Value stocks
in the sectors / industries we are under-weight. Profit-recession risk
sits mostly at the Value-oriented sectors of Industrials, Materials,
Energy, Retailers, Technology Equipment and even Financials if the
Fed cuts aggressively.
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Glossary

Balance sheet

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

Central bank

A central bank manages a state's currency, money supply and
interest rates.

Dove

Doves are in favor of an expansive monetary policy.

Duration

Duration is a measure expressed in years that adds and weights the
time periods in which a bond returns cash to its holder. It is used to
calculate a bond's sensitivity towards interest-rate changes.

Emerging markets (EM)

Emerging markets (EM) are economies not yet fully developed in
terms of, amongst others, market efficiency and liquidity.

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.

Growth stocks

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

Inflation

Inflation is the rate at which the general level of prices for goods
and services is rising and, subsequently, purchasing power is
falling.

Intrinsic value

The intrinsic value is the one that comes closest to the value that
an objective fundamental analysis would ascribe to an asset.

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.

Recession

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

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

U.S. Federal Reserve (Fed)

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

Valuation

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

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.
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Important Information – EMEA

The following document is intended as marketing communication.

DWS is the brand name under which DWS Group GmbH & Co.
KGaA and its subsidiaries operate their business activities. Clients
will be provided DWS products or services by one or more legal
entities that will be identified to clients pursuant to the contracts,
agreements, offering materials or other documentation relevant to
such products or services.

The information contained in this document does not constitute
investment advice.

All statements of opinion reflect the current assessment of DWS
Investment GmbH and are subject to change without notice.

Forecasts are not a reliable indicator of future performance.
Forecasts are based on assumptions, estimates, opinions and
hypothetical performance analysis, therefore actual results may
vary, perhaps materially, from the results contained here.

Past performance, [actual or simulated], is not a reliable indication
of future performance.

The information contained in this document does not constitute a
financial analysis but qualifies as marketing communication. This
marketing 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 and the information contained herein may only be
distributed and published in jurisdictions in which such distribution
and publication is permissible in accordance with applicable law in
those jurisdictions. Direct or indirect distribution of this document is
prohibited in the USA as well as to or for the account of US persons
and persons residing in the USA.

DWS Investment GmbH 2019

Important Information – UK

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

DWS is the brand name of DWS Group GmbH & Co. KGaA.
The respective 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 is a financial promotion and is for general
information purposes only and consequently may not be complete
or accurate for your specific purposes. It is not intended to be an
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offer or solicitation, advice or recommendation, or the basis for
any contract to purchase or sell any security, or other instrument,
or for DWS to enter into or arrange any type of transaction as
a consequence of any information contained herein. It has been
prepared without consideration of the investment needs, objectives
or financial circumstances of any investor.

This document does not identify all the risks (direct and indirect)
or other considerations which might be material to you when
entering into a transaction. 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, are suitability and appropriate,
in light of their particular investment needs, objectives and
financial circumstances. We assume no responsibility to advise the
recipients of this document with regard to changes in our views.

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 and it
should not be relied on as such. 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, projection,
forecast or estimate set forth herein, changes or subsequently
becomes inaccurate.

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 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 NO GUARANTEE OF FUTURE RESULTS.

© DWS 2019

Publisher: DWS Investment GmbH, Mainzer Landstraße 11-17,
60329 Frankfurt am Main, Germany
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