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First areminder: US is nowhere near deflation at
the moment. In fact, inflation is closer to 2than O

PCE: chain price index
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Outline
1) Comparing Japan’s experience in the

1990s with the US today

2) Comparing the resilience of the
Japanese economy with the resilience
of the US economy

3) The problem in the US economy:
Imbalances in the housing, banking and
household sectors. It will not take ten
years to correct these imbalances.

4) Conclusion
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Comparing Japan with the US

— Japan had problems in the financial sector
and in the corporate sector

— Difference between Japan and the US is that
the policy response in the US has been

much faster and bigger than it was in Japan
in the 1990s.

— In addition, the US economy is more resilient
than Japan’'s economy

— As a result, we should expect faster
adjustment of the current imbalances in the
US housing, banking, and consumer sectors.

Deutsche Bank 4
Torsten Slok, torsten.slok@db.com +1 212 250-2155 Sept 2010




Three phases in Japan's banking crisis
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Japan: The crisis began in 1990 and lasted more than ten years

Nonperforming loans in Japanese banks*
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Japan: Unemployment started falling in 2003 once
the banking system had been fixed
Index %
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The US banking system has already turned the corner

% Loan charge-off rates: all commercial banks %
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Japan: Corporate deleveraging continues

o Japan: corporate debt-to-equity ratio
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In 2003, investment picked up once corporate deleveraging
had begun. Seeing the same pattern today with a lag

United States
% of GDP %
mm Coporate debt-equity ratio (rs)
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Japanese fiscal policy response in the 1990s was smaller

Discretionary fiscal measures, 2009 compared to
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/
Japan’s 1990 monetary policy response was modest .

o Increase in central bank assets o
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The premium in the Japanese banking
system lasted for many years

o %
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The premium in the US banking system

has been less permanent
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Japan: lending growth turned once
banks were re-capitalized

% % yly
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y 4
US: Tier 1 ratio moving up
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Comparing the
resilience of the
Japanese and US
economies
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Comparing the resilience of the US
and Japanese economies

— Labor market policies

— Taxation

— Product market regulation
— Human capital
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Labor market policies
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US has the most flexible and resilient labor market

OECD employment protection index in 2008
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Difficult to fire workers in Japan

Protection of permanent workers against dimissal in 2008
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Incentives to stay in the labor force in the US

Implicit tax on continued work: early retirement
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US average taxes lower

Average tax wedge on labour
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Marginal tax rates roughly the same in US and Japan

Marginal tax wedge on labour
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Product market regulation
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Japan generally more regulated than the US

Index Aggregate Index Index
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Some industries were highly regulated in Japan

Index Airlines Index
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Some industries more regulated in Japan

Index Telecommunication Index
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Industries more highly regulated in Japan

Index Gas Index
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US transportation also more competitive
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Human capital
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US workers have more education

Average years of schooling weighted by proportion of the population
participating in different levels of education in 2004
25-64 year old population
Germany 13.4
U.S.
13.3
United Kingdom
12.6
Japan
12.4
France
11.6
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US has higher spending on education

Public expenditure on tertiary education in 2006
Expenditure as % of total | Expenditure as % of GDP
expenditure

U.S

3.9 1.4
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2.5 1.1
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2.4 1.1
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1.7 0.6
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The imbalances in the US
housing, banking, and
household sectors — how far
along have we come in the
adjustment?

A year or two left? At least, 10
years seems very unlikely
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Home foreclosures starting to come down
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Home prices no longer declining
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Delinquency rates starting to peak

Loan delinquency rate at commercial banks
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Commercial real estate holdings starting to come down

$ bln Real estate commercial loans $ bin
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Banks likely to stop deleveraging in 2011
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Cannot focus on household leverage alone

Ratio Ratio

8. Household debt/income — Household assets/income
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If you think US households have too much debt then
what about the countries to the right in this chart?

o Household debt as a share of disposable personal income o
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Conclusion
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Conclusion

— US policymakers acted faster and more
aggressively than Japan in the 1990s

— US economy is more resilient than the
Japanese economy

— Key question is when the ongoing
adjustments in the housing, banking and
household sectors are coming to an end.
We probably have one or two years left —
but not ten

— Bottom Line: The US is unlikely to
experience a 10-year period with deflation
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Regulatory Disclosures
1. Important Additional Conflict Disclosures
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Risks to Fixed Income Positions

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 that 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 the coupons to be
received 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.
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