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Five misunderstandings about government debt

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
assets in the world”. But is "too many assets in the world" a problem that's
holding back growth?

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

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
problem.

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

Growth is not always driven by credit. In many countries, for example
Germany, growth is driven by exports and not by debt accumulation.

Source: DB Global Markets Research
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1. By accounting definition:
Assets = liabilities

In other words, every outstanding asset
(equity, bonds, etc) Is held by some investor.
But 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
of 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 US
government debt a high-quality asset?
Could 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

Average annual return
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1/ Consisting of capital gains and dividend payouts.

Source Japan Securities Research Institute; IMF WEO and IFS databases., DB Global Markets Research
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Foreigners own only 5% of JGBs
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**Data for Japan, US and UK as of Dec. 2009 and for Germany and France as of Sep 2009 and June 2009 respectively
Source Debt Management Report 2010, Ministry of Finance Japan, DB Global Markets Research
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Japanese banks have been increasing their
holdings of Japanese government bonds

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

Bank lending and deposits (year-on-year percent changes)
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Source Bank of Japan, Bloomberg Finance LP » DB Global Markets Research
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Japanese banks buying
JGBs for their surplus deposits

Domestic banks: deposit-loan gap vs yen bond holdings
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Source Bank of Japan, DB Global Markets Research
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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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Source OECD, DB Global Markets Research
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3. What Is the link
from high debt levels
to growth?
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No relationship between US growth
and government debt levels

Growth of Real U.S growth rate and debt levels, 1793-2011
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Higher debt levels impact growth
via higher borrowing costs

High public debt

TN
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Source: DB Global Markets Research taxes
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If US long-term interest rates remain
unaffected by government debt
levels then US government debt
levels may never be a problem for
US 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 reserve
currency for many more years.
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4. Growth predicts
debt. Debt doesn't
predict growth

ooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooo



Changes in debt don’t significantly explain future growth

Pair-wise Granger-causality tests

Future debt
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Source: DB Global Markets Research
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US aggregate leverage is low

Gross debt in selected advanced economies, 2012
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Source: IMF, DB Global Markets Research
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5. Growth Is not only
driven by debt

ooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooo



Sources of GDP growth. Credit Is used to

finance labor, capital, or R&D.

More and better labor:
- Population growth/
immigration

- Education
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e

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

- Efficient allocation of
capital

GDP growth

Productivity (TFP)

- R&D

- Product innovation

- Process innovation

- Marketing innovation

- Organizational innovation
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Correlation between GDP growth and

credit growth, 1980-2010: Highest in UK and US
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Exports are a key driver of growth in Germany

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

The relationship between
government debt and GDP growth:
It's complicated.

In particular for the US, which is a
reserve currency. Key question for
iInvestors: Is the US ever going to
lose its reserve currency status?
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Important Disclosures
Additional Information Available upon Request

For disclosures pertaining to recommendations or estimates made on a security mentioned in this report, 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(s). In addition, the
undersigned lead analyst(s) has not and will not receive any compensation for providing a specific recommendation or view in this
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Regulatory 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. Short-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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3. Country-Specific Disclosures
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Investment Advisers Association. This report is not meant to solicit the purchase of specific financial instruments or related
services. We may 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
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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.
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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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