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This report argues that both “secular stagnation” and “normalization” are
incomplete frameworks for understanding the post-crisis world. Instead,
“Euroglut” — the global imbalance created by Europe’s massive current account
surplus will be the defining variable for the rest of this decade. Euroglut implies
three things: a significantly weaker euro (we forecast 0.95 in EUR/USD by end-
2017), low long-end yields and exceptionally flat global yield curves, and ongoing
inflows into “good” EM assets. In other words, we expect Europe’s huge excess
savings combined with aggressive ECB easing to lead to some of the largest
capital outflows in the history of financial markets.

Introducing Euroglut

The dust is settling on the Global Financial Crisis, and markets are now
focusing on the future. One prominent line of thinking is that the new normal is
"secular stagnation" - weak trend growth and very low neutral rates. Another
view is that "normalization" is around the corner - growth will soon return, and
policy will inevitably normalize faster, particularly in the US. In this piece, we
argue that both the "normalization" and "secular stagnation" frameworks are
incomplete. Instead, it is Europe's huge savings glut - what we call euroglut -
that will drive global trends for the foreseeable future. While euroglut seems
similar to "secular stagnation”, the asset price conclusions are very different
and far more powerful.

What is Euroglut?

Euroglut is a global imbalances problem. It refers to the lack of European
domestic demand caused by the Eurozone crisis. The clearest evidence of
Euroglut is Europe's high unemployment rate combined with a record current
account surplus. Both are a reflection of the same problem: an excess of
savings over investment opportunities. Euroglut is special for one and only
reason: it is very, very big. At around 400bn USD each year, Europe's current
account surplus is bigger than China's in the 2000s. If sustained, it would be
the largest surplus ever generated in the history of global financial markets.
This matters.

Domestic policy implications

A domestic implication of euroglut is that FX weakening will not be an
effective policy response. Does the euro-area need an even bigger trade
surplus? Europe faces a problem of domestic, not external demand. The global
environment is hardly conducive to export-led growth either. Japan has
engineered a close to 50% appreciation in USD/JPY yet exports have failed to
recover." This lack of FX responsiveness does not mean that the ECB doesn't
care. Absent fiscal policy or other "animal spirit"-boosting initiatives, there is
very little left for the central bank than to push yields and the currency lower.
QE in Europe will be ineffective, but it will happen anyway - it is the only tool
the ECB has to protect its mandate.

T Similar examples can be found elsewhere. The GBP trade-weighted index dropped 25% after the crisis
yet the trade deficit has widened. Weak global growth may be the culprit
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Global impact

Euroglut means that as the world's biggest savers, Europeans will drive
international capital flow trends for the rest of this decade. Europe will become
the 21st century's largest capital exporter. This statement is close to an
accounting identity - a surplus on the current account implies capital outflows
elsewhere.? Our premise is that the next few years will mark the beginning of
very large European purchases of foreign assets. The ECB plays a fundamental
role here: by pushing down real yields and creating a domestic "asset
shortage", it is incentivizing European reach for yield abroad.® Think about
policy over the next few years: at least 500bn-1trio of excess cash will be
sitting in European bank accounts "earning” a negative rate of 20bps. In the
meantime, asset-purchases will drive yields down across the board — there will
be nothing with yield left to buy. The asset implications are huge:

1. Currency weakness. As equity, fixed income and FDI outflows pick up, the
euro should face broad-based weakening pressure. Our end-2017 forecast for
EUR/USD is 95cents.

2. Very flat fixed income curves. What will Europeans buy? With the US
Treasury - bund vyield spread at record highs, US fixed income should be a
primary beneficiary of European demand. "Secular stagnation" implies a low
terminal Fed rate resulting in low long-end yields. "Euroglut” suggests that the
level of neutral Fed funds doesn't matter. If there is sufficient demand for long-
dated instruments, the US 10-yr yield could easily trade below terminal Fed
funds. It happened during the 2000s "bond conundrum®, it is even more likely
now - global imbalances are bigger.

3. Good EM could survive. The Global Financial Crisis has seen a rotation of
current account surpluses away from EM to Europe. At face value, this makes
EM more vulnerable. But the sum of countries' current account surpluses is
larger now than before 2008, so there is more spare capital around. European
current account recycling should mean that the marginal demand for EM
assets is likely to go up, not down.

Figure 1: Global Imbalances Bigger Now Than Pre-Crisis Figure 2: “Euroglut” Is New Source of Global Imbalances
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2 Europe has been running a current account surplus over the last two years but also benefited from
portfolio inflows as Eurozone risk premia normalized. This surplus was plugged by outflows in the “other
investment” component of the balance of payments. This was mostly related to falling bank liabilities to
foreigners. Even though banks reduced their foreign assets (deleveraging), their foreign liabilities dropped
by more as foreigners reduced their euro loans and deposits.

SECB policy is why Europe's current account surplus is so different from Japan’s in the 1990s and 2000s.
Panya2n, the BoJ wasn't easing as aggressively keeping liquidity tighter and real yields higher. Even so, it
is worth remembering that even Japan experienced bouts of large capital outflows and yen weakening.
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Beyond the Eurozone

Just like China's surplus drove most Asia policy in the 2000s, Euroglut will
drive policy across Europe. Two economies are already imposing currency
floors to fight off euro weakness (Switzerland and Czech Republic) and one
more has imposed negative rates (Denmark). Scandinavia, Switzerland and
the CE3 economies are likely to face continued pressure to ease more. All
these countries are running current account surpluses, meaning the potential
for European capital outflows is even larger. We could see an amplification of
Euroglut: most of the European continent could end up with negative rates or
FX managed-regimes.

Conclusion

"Secular stagnation" and "normalization" rely on views around trend growth
but ignore global imbalances. It is these that remain the most important
feature of the global financial system. Europe is the new China, and via large
demand for foreign assets, it will play a dominant role in driving global asset
price trends for the remainder of this decade.

George Saravelos London, +44 20 7547 9118
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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
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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.

Page 6 Deutsche Bank AG/London



David Folkerts-Landau
Group Chief Economist
Member of the Group Executive Committee

Guy Ashton Marcel Cassard Richard Smith and Steve Pollard
Global Chief Operating Officer Global Head Co-Global Heads
Research FICC Research & Global Macro Economics Equity Research
Michael Spencer Ralf Hoffmann Andreas Neubauer Steve Pollard
Regional Head Regional Head Regional Head Regional Head
Asia Pacific Research Deutsche Bank Research, Germany Equity Research, Germany Americas Research

International Locations

Deutsche Bank AG Deutsche Bank AG Deutsche Bank AG Deutsche Securities Inc.
Deutsche Bank Place GroRe Gallusstraf3e 10-14 Filiale Hongkong 2-11-1 Nagatacho

Level 16 60272 Frankfurt am Main International Commerce Centre, Sanno Park Tower
Corner of Hunter & Phillip Streets Germany 1 Austin Road West,Kowloon, Chiyoda-ku, Tokyo 100-6171
Sydney, NSW 2000 Tel: (49) 69 910 00 Hong Kong Japan

Australia Tel: (852) 2203 8888 Tel: (81) 35156 6770
Tel: (61) 2 8258 1234

Deutsche Bank AG London Deutsche Bank Securities Inc.

1 Great Winchester Street 60 Wall Street

London EC2N 2EQ New York, NY 10005

United Kingdom United States of America

Tel: (44) 20 7545 8000 Tel: (1) 212 250 2500

Global Disclaimer

The information and opinions in this report were prepared by Deutsche Bank AG or one of its affiliates (collectively "Deutsche Bank"). 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 the accuracy or completeness of such information.

Deutsche Bank may engage in securities transactions, on a proprietary basis or otherwise, in a manner inconsistent with the view taken in this research report. In addition, others within Deutsche Bank, including
strategists and sales staff, may take a view that is inconsistent with that taken in this research report.

Opinions, estimates and projections in this report constitute the current judgement 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 in the event that any opinion, forecast or estimate set forth herein, changes or
subsequently becomes inaccurate. Prices and availability of financial instruments are subject to change without notice. This report is provided for informational purposes only. It is not an offer or a solicitation of an
offer to buy or sell any financial instruments or to participate in any particular trading strategy. Target prices are inherently imprecise and a product of the analyst judgement. The financial instruments discussed in this
report may not be suitable for all investors and investors must make their own informed investment decisions. Stock 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. Deutsche
Bank may with respect to securities covered by this report, sell to or buy from customers on a principal basis, and consider this report in deciding to trade on a proprietary basis. 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. Data is sourced from Deutsche Bank and subject companies.

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 similar to or inspired by the contents of this publication. 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.theocc.com/components/docs/riskstoc.pdf . If you are unable to access the website please contact Deutsche Bank AG at +1 (212) 250-7994, for a
copy of this important document.

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.

Unless governing law provides otherwise, all transactions should be executed through the Deutsche Bank entity in the investor's home jurisdiction. In the U.S. this report is approved and/or distributed by Deutsche
Bank Securities Inc., a member of the NYSE, the NASD, NFA and SIPC. In Germany this report is approved and/or communicated by Deutsche Bank AG Frankfurt authorized by the BaFin. In the United Kingdom this
report is approved and/or communicated by Deutsche Bank AG London, a member of the London Stock Exchange and regulated by the Financial Conduct Authority for the conduct of investment business in the UK
and authorized by the BaFin. This report is distributed in Hong Kong by Deutsche Bank AG, Hong Kong Branch, in Korea by Deutsche Securities Korea Co. This report is distributed in 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), and recipients in Singapore of this report are to contact Deutsche
Bank AG, Singapore Branch or Deutsche Securities Asia Limited, Singapore Branch 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), Deutsche Bank AG, Singapore Branch or Deutsche Securities Asia
Limited, Singapore Branch accepts legal responsibility to such person for the contents of this report. In Japan this report is approved and/or distributed by Deutsche Securities Inc. The information contained in this
report does not constitute the provision of investment advice. In 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. Deutsche Bank AG Johannesburg is incorporated in the Federal Republic of Germany (Branch Register Number in South Africa:
1998/003298/10). 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 consent. Please cite source when quoting.

Copyright © 2014 Deutsche Bank AG



