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The Arithmetic of EM and Global
Growth: The %35 Trillion Myth

” The recent slowing in China and EM more broadly has raised concerns
about the level and sustainability of global growth;

” But EM growth has been slowing for the last 5 years, while DM growth
picked up and global growth over the last few years has been perfectly
steady at near trend rates, measured using conventional PPP exchange rate
weights;

Conventional PPP exchange rate based measures massively overstate the
size of EM in the global economy: by %35 trillion or 2 US GDPs;

Global growth has been rising over the last few years when measured using
market exchange rate based weights;

The arithmetic of global growth: DM (60%) is still bigger than EM (40%) and
lpp of additional DM growth offsets 1.5pp of slower EM growth;

We expect a continued normalization of EM growth lower though we are
almost there; DM growth to pick up; and global growth (i) at conventional
PPP weights to be near trend rates while (ii) at market rate weights to
accelerate above trend rates in 2016

The recent slowing in China has raised concerns about global growth

It is widely believed that if China, and the emerging markets (EM) more
broadly, which represent the faster growing part of the global economy, are
slowing, 1t means a slowing in, if not the end of, global growth. The
decline in

commodity prices is often seen as evidence of this slowing in global growth
and a driver of slow multinational corporate earnings growth.

But growth in EM has been slowing for the last 5 years while global growth
has been perfectly steady, measured using conventional PPP exchange rate
weights

EM real GDP growth, as measured by the IMF at purchasing power parity

(PPP) exchange rates, fell from a peak of 7.4% in 2010 down to 4.6% in 2014.
Developed markets (DM) growth on the other hand rose after the European
financial crisis ended and was up from 1.2% in 2012 to 1.8% in 2014. The
pickup in DM growth simply offset the slowing in EM growth and global
growth was perfectly steady during 2012-2014 at slightly below its long run
trend rate of 3.5%, its average over the last 40 years.

Conventional PPP exchange rate based measures massively overstate the size
of EM in the global economy: by $35 trillion or 2 US GDPs

|| PPP vs market exchange rates for EM. The IMF's headline measure of

global growth uses PPP exchange rates to aggregate country GDPs into a
global composite. The approach seeks to avoid changes in measured
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global real GDP simply because of changes in the value of the dollar which
has historically exhibited big (40-50%) long cycles (6-7 years). In our view,
the approach makes sense for DM where PPP corresponds to the average

Weights using PPP exchange rates
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real value of exchange rates over long periods, i.e., deviations are long
lived but cyclical and mean reverting. But EM FX by contrast is massively
structurally (always) cheap on a PPP basis, given their earlier stage of
economic development. EM real exchange rates will likely converge to PPP
only with the convergence of per capita incomes, i.e., in the very very long
run. So the cheapness of EM FX on a PPP basis is not cyclical but

structural (How Much Will Fast Growing EM Currencies Appreciate, Sep

2005) .

” The $35 trillion myth. Using PPP exchange rates raises the size and weight
of EM in the global economy massively. To get some idea of how much,
consider some of the bigger emerging markets exchange rates versus their
PPP levels. For China, a market CNY of 6.4 versus the dollar compares with

a PPP rate of 3.6. So measuring Chinese GDP at PPP exchange rates raises

it 1.8 times. For India, a market INR of 66.5 compares with a PPP rate of
18, which is 3.7 times higher. For EM as a whole, nominal GDP of %30
trillion at current market exchange rates compares with $65 trillion at PPP
rates, i.e., a more than doubling. This is %35 trillion of EM and global GDP
which does not and has never existed. To put it in perspective another way,
the size of the overstatement is about two US GDPs.

Global growth has been rising when measured using market rate based

weights

Using rolling market exchange rate based weights global GDP growth has
historically been lower than the IMF's headline measure based on PPP rates,
averaging 2.9% versus 3.5% at PPP weights. Global growth bottomed with the
European financial crisis in 2012 at 2.4% then rose to 2.7% by 2014, still
somewhat below trend or average rates.

The arithmetic of EM and global growth:

” DM still bigger than EM. At PPP rates, EM accounts for 57% and DM 43%

of global GDP. This differential is the source of current perceptions that EM
is more important for the global economy than DM. At market exchange

rate weights on the other hand, EM accounts for a smaller 40% and DM

for 60%. Some other arithmetic facts of note: the US and Eurozone

together (24%+16%) equal the size of all of EM (40%) in the global

economy, while the US is 1.5 times the size of China (24%:16%),

” lpp of DM growth equals 1.5pp of EM growth. The weights at market

exchange rates (60:40) imply that 1lpp of additional DM growth offsets a
1.5pp slowing in EM. The arithmetic of the US vs China (24:16) is similar in
that 1pp of additional US growth offsets 1.5pp of slowing in China.

Where is global growth going? What about commodities? Earnings?

” Continued normalization of EM growth but almost there, while DM growth
picks up. We have long argued that the large multi-year outperformance of

EM during 2001-2010 represented the confluence of a variety of
circumstantial factors. That each of the factors had gone into reverse, but
had not run its course (When Will EM Stop Derating, Sep 2013). EM

growth in 2015 is expected to have reverted further back into its historical
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range though still above the mid-point of the range and we expect it to be
nearing the bottom. EM growth should be supported by a pickup in DM

growth which DB economists and the consensus see continuing to pick up

in 2016 (China's impact on the global economy and the Fed, Sep 3 2015).

” Expect global growth to hold steady at near trend rates, measured at
conventional PPP weights and accelerate above trend at market weights in
2016. The EM growth advantage will continue to erode further and fall to
the middle of the historical pre-boom range. With the EM-DM growth
differential back to modest levels, we expect the EM share of global GDP
to rise only modestly further whether measured in PPP weights or market
weights.
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” The commodity price declines underway since 2011 have been primarily a
reflection of the rising dollar and a correction of overvaluation not slower
global growth (Trading The Commodity Underperformance Cycle, Apr

2013). We expect the dollar to remain the primary driver of the complex

and while we expect the dollar pause to continue near-term the dollar up
cycle has further to run medium term. 0il is a little above fair value
currently while gold and especially industrial metals remain expensive and
should remain under pressure even if the dollar remains flat.

” Strong trend-like underlying earnings growth is consistent with trend like
global GDP growth; low headline growth reflects impact of past dollar and
0il price moves. Attention has continued to focus on the weak headline
earnings growth in the US. However, adjusted for the impacts of oil price
declines and the higher dollar, underlying earnings growth in Q3 remained
robust across all of DM: US (10.6%); Europe (7.4%) and Japan (29.4%).

Unless the declines in oil prices and appreciation in the dollar continue at
the extreme pace of the last year, the drags will subside as a matter of
arithmetic and earnings growth will converge to the 8-10% underlying rate
prevailing for the last 2 years.

Deutsche Bank Securities Inc.
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Figure 1: EM growth has been slowing for 5 years, normalizing back to its
historical range
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Figure 2: Even as EM growth continued slowing, DM growth has been rising

since the European financial crisis ended in 2012
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Figure 3: Global GDP growth measured at conventional PPP weights has been
steady at near trend rates for the last 3 years. EM slowing was perfectly
offset

by the DM pickup
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Figure 4: The conventional method of aggregating global GDP employs PPP
exchange rates which tend to be systematically higher than market rates for
EM but in-line for DM
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Figure 5: For DM the PPP methodology smoothens out cyclical variations in
exchange rates but has minimal impact on the trend in the level of DM GDP
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Figure 6: For EM, the PPP methodology massively overstates the size of GDP
relative to market exchange rates, more than doubling the current size
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Figure 7: At PPP weights EM is already almost 1.5x larger than DM
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Figure 8: At market exchange rate weights EM has seen its share in global
GDP rise but is still much smaller than DM
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Figure 9: At market exchange rate weights global GDP growth has been rising
over the last 3 years
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Figure 10: At market weights DM is still much larger than EM with just the US
and Eurozone together equal to all of EM
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Figure 11: We expect the EM growth advantage of DM will erode further and
fall to the middle of its historical range
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Figure 12: Global growth steady at trend like rates as measured at PPP

weights, rising above trend as measured at market weights
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Figure 13: Falling commodity prices primarily reflect a rising dollar..
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Figure 14: ..and a correction of overvaluation, not slower global growth
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Figure 15: Gold and industrial metals in particular still remain very
expensive
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Figure 16: Underlying earnings growth, i.e., adjusted for the impacts of oil
price declines and the dollar up cycle are robust across the developed
markets
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Appendix 1

Important Disclosures

Additional information available upon request

*Prices are current as of the end of the previous trading session unless
otherwise indicated and are sourced from

local exchanges via Reuters, Bloomberg and other vendors . Other information
is sourced from Deutsche Bank,

subject companies, and other sources. For disclosures pertaining to
recommendations or estimates made on

securities other than the primary subject of this research, please see the
most recently published company report or

visit our global disclosure look-up page on our website at http://gm.db.com/-
ger/disclosure/DisclosureDirectory.eqsr

Analyst Certification

The views expressed in this report accurately reflect the personal views of
the undersigned lead analyst about the

subject issuers and the securities of those issuers. In addition, the
undersigned lead analyst has not and will not receive

any compensation for providing a specific recommendation or view in this
report. Binky Chadha/Parag Thatte/Rajat Dua

Equity rating key

Equity rating dispersion and banking relationships

Buy: Based on a current 12- month view of total

share-holder return (TSR = percentage change in

share price from current price to projected target price

plus pro-jected dividend yield ) , we recommend that

investors buy the stock.

Sell: Based on a current 12-month view of total shareholder

return, we recommend that investors sell the

stock

Hold: We take a neutral view on the stock 12-months

out and, based on this time horizon, do not

recommend either a Buy or Sell.

Notes:

1. Newly issued research recommendations and

target prices always supersede previously published

research.

2. Ratings definitions prior to 27 January, 2007 were:

Buy: Expected total return (including dividends)

of 10% or more over a 12-month period

Hold: Expected total return (including

dividends) between -10% and 10% over a 1Z2month
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Sell: Expected total return (including dividends)

of -10% or worse over a 12-month period
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Requlatory Disclosures

1.Important Additional Conflict Disclosures

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.

2.5hort-Term Trade Ideas

Deutsche Bank equity research analysts sometimes have shorter-term trade
ideas (known as SOLAR ideas) that are

consistent or inconsistent with Deutsche Bank's existing longer term
ratings. These trade ideas can be found at the

SOLAR link at http://gm.db.com.
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Additional Information

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.

Deutsche Bank may consider this report in deciding to trade as principal. It
may also engage in transactions, for 1ts own

account or with customers, in a manner inconsistent with the views taken in
this research report. Others within

Deutsche Bank, including strategists, sales staff and other analysts, may
take views that are inconsistent with those

taken in this research report. Deutsche Bank issues a variety of research
products, including fundamental analysis,

equity-linked analysis, quantitative analysis and trade ideas.
Recommendations contained in one type of communication

may differ from recommendations contained in others, whether as a result of
differing time horizons, methodologies or

otherwise. Deutsche Bank and/or its affiliates may also be holding debt
securities of the issuers it writes on.

Analysts are paid in part based on the profitability of Deutsche Bank AG and
its affiliates, which includes investment

banking revenues.

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 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. This
report is provided for informational

purposes only. It is not an offer or a solicitation of an offer to buy or
sell any finmancial 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
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some cases, other parties.

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

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

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
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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: ( 1)

exchange rates can be volatile and are subject to large fluctuations; ( 1i)
the value of currencies may be affected by

numerous market factors, including world and national economic, political
and regulatory events, events 1in 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.

United States: Approved and/or distributed by Deutsche Bank Securities
Incorporated, a member of FINRA, NFA and

SIPC. Non-U.S5. analysts may not be associated persons of Deutsche Bank
Securities Incorporated and therefore may

not be subject to FINRA regulations concerning communications with subject
company, public appearances and

securities held by the analysts.

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 (competent authority: European Central Bank) and 1is
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
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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.

Korea:

Distributed

in

by

Deutsche

South

Securities

Korea

Africa:

Co.

South Africa: Deutsche Bank AG Johannesburg is incorporated in the Federal
Republic of Germany (Branch Register

Number

1998/003298/10) .

Singapore: 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 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.

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 II Financial Instruments Firms Association, The Financial Futures
Association of Japan, and Japan Investment

Advisers Association. 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 of changes in market

and/or economic trends, and/or fluctuations in market value. Before deciding
on the purchase of financial products
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and/or services, customers should carefully read the relevant disclosures,
prospectuses and other documentation.

"Moody's", "Standard & Poor's", and "Fitch" mentioned in this report are not
registered credit rating agencies in Japan

unless Japan or "Nippon" is specifically designated in the name of the
entity. Reports on Japanese listed companies not

written by analysts of DSI are written by Deutsche Bank Group's analysts
with the coverage companies specified by

DSI. Some of the foreign securities stated on this report are not disclosed
according to the Financial Instruments and

Exchange

Law

of

Malaysia: Deutsche Bank AG and/or its affiliate(s) may maintain positions in
the securities referred to herein and may

from time to time offer those securities for purchase or may have an
interest to purchase such securities. Deutsche

Bank may engage in transactions in a manner inconsistent with the views
discussed herein.

Qatar: Deutsche Bank AG in the Qatar Financial Centre (registered no. 08032)
is regulated by the Qatar Financial Centre

Requlatory Authority. Deutsche Bank AG - QFC Branch may only undertake the
financial services activities that fall

within the scope of its existing QFCRA license. 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 to Business Customers, as
defined by the Qatar Financial Centre

Regulatory Authority.
Russia: This 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 only
undertake the financial services activities that fall

within the scope of its existing CMA license. Principal place of business in
Saudi Arabia: King Fahad Road, Al Olaya

District, P.0. Box 301809, Faisaliah Tower

17th Fleoor, 11372 Riyadh, Saudi Arabia.

United Arab Emirates: Deutsche Bank AG in the Dubai International Financial
Centre (registered no. 00045) 1is 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
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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
only available to Professional Clients, as

defined by the Dubai Financial Services Authority.

Australia: Retail clients should obtain a copy of a Product Disclosure
Statement (PDS) relating to any financial product

referred to in this report and consider the PDS before making any decision
about whether to acquire the product. Please

refer

to Australian specific research disclosures and related information at
https://australia.db.com/australia/content/research-information.html
Australia and New Zealand: This research, and any access to it, is intended
only for "wholesale clients" within the

meaning of the Australian Corporations Act and New Zealand Financial
Advisors Act respectively.

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

request. This report may not be reproduced, distributed or published by any
person for any purpose without Deutsche

Bank's

prior written

Copyright © 2015 Deutsche Bank AG

consent.

Please

cite

source when

quoting.
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