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DB Views

Fed will ease again this week. More QE will exacerbate
exit challenges, but economic prospects weak enough to
warrant action.

Euro risk is likely to be with us for several more years.
US fiscal uncertainties loom large.

US has potential to be an engine of global growth again.
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Fed BSPs pushed real interest rates lower
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US 10y yield running well below business cycle
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Financial conditions still a moderate drag
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Euro risk is elevated

Avg. Italy & Spain 10-yr Govt bond spreads rel. to bunds*
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Euro risk here to stay for a good while

Muddle through will persist because of political attachment to
euro in core and periphery and high cost of failure/exit.

Don’t expect a US solution: full fiscal union and euro-bonds not in
the Euro area’s foreseeable future.

Solution that will maximize membership is “conditional
assistance,” with ESM doling out assistance and ECB providing
lots of liquidity so long as members make needed progress on
fiscal and structural reforms (OMT).

Reforms unpopular, monitoring and enforcing conditions means
stress in markets.

EA is two years into a 5-year adjustment program. Expect
substantial fiscal drag and weak growth into 2015.

EA reforms have further to go, but EA also does not get credit it
deserves for progress already made.

Source: DB Global Markets Research
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Euro Area fiscal position relatively good

General government deficit as share of GDP
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US fiscal cliff looms

% of GDP US Federal budget deficit (Aug 2012) % of GDP
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Note: The budget deficit denoted in positive sign whereas surplus in negative
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Mountain of debt lies beyond the cliff
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US poised to be an engine of global growth

Private fixed investment/GDP at historic low
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Capacity utilization back to historical norm
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Excess stock of vacant homes has disappeared
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Household deleveraging and asset recovery

Ratio Ratio
8 - - 8
Assets/Income

6 - - 6

4 A - 4

2 - - 2
Debt/Income o~

O [ [ [ [ [ [ [ [ [ [ [ [ [ O
50 55 60 65 70 75 80 8 90 95 00 O5 10

Source: FRB, Haver Analytics, DB Global Markets Research

Deutsche Bank

Peter Hooper — September 2012
+1 212-250-7352
peter.hooper@db.com



Household balance sheets looking more normal
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Key points

Fed will ease again this week. More QE will exacerbate exit
challenges, but economic prospects weak enough to
warrant action.

Euro risk is likely to be with us for several more years.
US fiscal uncertainties loom large.

US has potential to be an engine of global growth again, as
capital stock utilization rises, HH balance sheets have
adjusted

Source: DB Global Markets Research
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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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