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Five misunderstandings about government debt

1. By definition: Assets = liabilities. This means that saying that “there is 
too much debt in the world” is the same as saying “there are too many 

t i th ld” B t i "t t i th ld" bl th t'assets in the world”. But is "too many assets in the world" a problem that's 
holding back growth?

2. It is not the amount of debt outstanding that matters but the market’s g
assessment whether the borrower can pay back the debt. Japan as an 
example.

3 The transmission channel from high debt to growth is via high3. The transmission channel from high debt to growth is via high 
interest rates. If US long-term interest rates remain unaffected by 
government debt levels then US government debt levels may never be a 
problemproblem. 

4. Causality tests show that growth explains future debt. Debt does not 
explain future growth.

5. Growth is not always driven by credit. In many countries, for example 
Germany, growth is driven by exports and not by debt accumulation. 
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1. By accounting definition: 
Assets = liabilities 

In other words every outstanding assetIn other words, every outstanding asset 
(equity, bonds, etc) is held by some investor. 
B t h t d it t th t “ThBut what does it mean to say that “There are 
too many assets in the world?” And is that a 
problem for future growth?
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2. It makes sense to talk about the quality 
f th t t t di It i t thof the assets outstanding. It is not the 

amount of debt outstanding that matters 
but the market’s assessment whether the 
borrower can pay back the debt. Is USborrower can pay back the debt. Is US 
government debt a high-quality asset? 
Could US government debt reachCould US government debt reach 
Japanese levels with no impact on US 
rates? Japan as an example. 
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For Japanese investors JGBs look attractive
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Foreigners own only 5% of JGBs

Share of foreign holdings of government bonds**
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Japanese banks have been increasing their 
holdings of Japanese government bondsg p g

Japan: net increase in holdings of JGBs, 2009-10 
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Japanese banks: 
Deposit growth higher than loan growthp g g g

Bank lending and deposits (year-on-year percent changes)
% y/y % y/y
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Japanese banks buying 
JGBs for their surplus depositsJGBs for their surplus deposits

Domestic banks: deposit-loan gap vs yen bond holdings
Trn yenTrn yen
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Japanese fiscal situation is unsustainable 
but Japanese rates are still very low

Immediate rise in the underlying primary balance needed to 
bring gross financial liabilities to 50% of GDP in 2050
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3. What is the link3. What is the link 
from high debt levelsfrom high debt levels 

to growth?to growth? 
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No relationship between US growth 
and government debt levels

U.S growth rate and debt levels, 1793-2011Growth of Real 
GDP (%)

and government debt levels
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Higher debt levels impact growth 
via higher borrowing costsg g

High public debt

Higher interest rates Financial repression
Lower government 

spending and/or 
higher taxesg

Unlikely and effect 
uncertain

Effect ambiguous
-Lower government

Lower growth
Financial repression 
includes:
- Forcing financial 
institutions to buy more 

Lower government 
spending is good for 
private sector growth
- Higher taxes are not 
good for private sector y

government bonds
- Very high reserve 
requirements
-Securities transaction 

good for private sector 
growth

Deutsche Bank 12Torsten Slok, torsten.slok@db.com  +1 212 250-2155        October 2012Deutsche Bank
Source: DB Global Markets Research taxes



If US long-term interest rates remain 
unaffected by government debtunaffected by government debt 
levels then US government debt 
levels may never be a problem for 
US GDP growth It is often arguedUS GDP growth. It is often argued 
that long US rates are low because 
the USD is a reserve currency. USD 
likely to continue to be the reservelikely to continue to be the reserve 
currency for many more years.
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4. Growth predicts4. Growth predicts 
debt Debt doesn’tdebt. Debt doesn t 

predict growthpredict growth
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Changes in debt don’t significantly explain future growth

Pair-wise Granger-causality tests

G h
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No link
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US aggregate leverage is low

Gross debt in selected advanced economies, 2012
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5 Growth is not only5. Growth is not only 
driven by debtdriven by debt 
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Sources of GDP growth. Credit is used to 
fi l b it l R&Dfinance labor, capital, or R&D.

More and better labor:
- Population growth/
immigration
- Education

More and better capex:
- Growth in investment/
capital deepening
- Efficient allocation of

GDP growth

Education Efficient allocation of
capital

GDP growth

Productivity (TFP)
- R&D
- Product innovationProduct innovation
- Process innovation 
- Marketing innovation 
- Organizational innovation
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Correlation between GDP growth and 
credit growth 1980 2010: Highest in UK and UScredit growth, 1980-2010: Highest in UK and US
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Exports are a key driver of growth in Germany 

3030

%y/y%y/y GDP and export growth in Germany 
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Common misunderstanding that debt/credit growth is 
needed in order to have GDP growth

66
%y/y%y/y Credit growth and real GDP in Germany

Total loans outstanding Real GDP
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Conclusion

The relationship betweenThe relationship between 
government debt and GDP growth: 
I ’ li dIt’s complicated. 
In particular for the US which is aIn particular for the US, which is a 
reserve currency. Key question for 
investors: Is the US ever going to 
lose its reserve currency status?lose its reserve currency status? 
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Important Disclosures
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Regulatory Disclosures

1.  Important Additional Conflict Disclosures
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Risks to Fixed Income Positionss s to ed co e os t o s

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 

i B i di hi li i l i (i l di h ireceivers.  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 particularlyactual 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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