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CIO Special
May 14, 2021 Debt sustainability: 

do recent yield 
increases matter?

Since the beginning of the year long-term yields have risen in the U.S. and Europe. 
Debt levels are also rising, not least as a result of the Covid-19 crisis. Rising yields and 
higher debt raise the question again of debt sustainability.

Debt levels are rising relative to GDP. According to the IMF, public debt/GDP ratios in 
the advanced economies rose by 20 percentage points in 2020 to average 125% 
(Figure 1). The IMF forecasts that among the major economies only Germany will 
manage to reduce debt-to-GDP ratios significantly in coming years. The others (e.g. 
the U.S., France, Spain or Italy) will continue to have debt levels over 100% of GDP 
(Figure 2). While the increase in debt levels in emerging market and middle-income 
economies looks less pronounced (debt/GDP of 62% in 2020, up 10 percentage points 
on 2019), the trend here is also upwards. These economies also often do not have the 
privilege of being able to finance themselves in their own currencies, so refinancing 
carries exchange rate risk. 

In this publication we focus on debt levels and interest rates in developed economies.

Debt levels are one part of the debt sustainability equation – interest rates are the 
other. As we noted, yields have risen since the beginning of the year but from a longer 
term perspective they are still close to historic lows, in Europe in particular. Long-term 
developments in interest rates, as well as the interest rate burden relative to economic 
output, will be important.

Key take aways

• Long-term yields have moved up during 2021, at the same time as 
coronavirus-related public spending has added to debt levels. We expect 
many economies’ debt to increase further. 

• Debt levels and rates do not currently pose a threat to debt sustainability. 
But the case remains that relatively small increase rate increases could add 
substantially to debt service costs – and the current situation will not last 
forever.

• Investors should be prepared for a change in monetary policy stance (even 
if limited). Were debt sustainability worries to grow, equity investors might 
increasingly favour higher quality names. 

Authors:
Gerit Heinz
Global Chief Investment Strategist

Gabriel Selby, CFA®
Investment Strategist Americas

Stefan Köhling
Investment Strategist Europe

01 Introduction

02 Debt sustainability issues

03 Investment implications

01 Introduction

Please use the QR code
to access a selection of 
other Deutsche Bank CIO 
reports.



In Europe, Middle East and Africa as well as in Asia Pacific this material is considered marketing material, but this is not the case in the U.S. No assurance can be given 
that any forecast or target can be achieved. Forecasts are based on assumptions, estimates, opinions and hypothetical models which may prove to be incorrect. Past 
performance is not indicative of future returns. Investments come with risk. The value of an investment can fall as well as rise and you might not get back the amount 
originally invested at any point in time. Your capital may be at risk. 2

Debt levels are likely to rise further, at least in the short term. In 
many countries the coronavirus pandemic has led to expanded 
lockdowns and tightened restrictions during 2021, with 
governments therefore prolonging state support. Economies 
have also committed to longer-term debt-financed spending 
plans which go beyond immediate pandemic-related support 
(e.g. Biden’s infrastructure plan or the Next Generation EU 
fund), despite already high debt/GDP ratios. 

Economies are also proving much less willing to cut spending 
than after the Global Financial Crisis (starting in 2008). As the 
subsequent Euro Crisis (2009-2012) showed, one recession can 
transmit into another one, if fiscal spending is reduced too fast.

Such fears mean that debt metrics and other traditional debt 
criteria are now playing only a subordinated role in budget 
planning, as can be seen in most fiscal spending plans 
worldwide. The EU Maastricht criteria are suspended and the 
German “debt brake” (severely limiting structural budget 
deficits) may not be reapplied in 2022 after the upcoming 
federal election.

So what does this mean for debt sustainability? Low interest 
rates help constrain government debt burdens. In fact, looking 
at national governments’ interest payments, the additional debt 
taken during the past years has in fact reduced the average 
interest rate paid on total debt in many countries (Figure 3). 
Despite the recent uptick in U.S. and core Eurozone, as well as 
peripheral yields, interest rates have been on a structural

decline for decades as we explained in our previous report CIO 
Special: Financial repression – still restraining real yields. If 
yields are continuously grinding lower, rolling over old debt or 
issuing new debt will reduce the average interest rate paid on 
total debt as can be seen in Figure 4. In some cases, where the 
average interest rate on outstanding bonds is negative (e.g. 
Germany) the effect can even turn positive. By issuing debt, the 
state is actually earning money apart from the very long end of 
the curve.

Figure 1: Debt/GDP levels for different economy groups (IMF forecasts for 2020 and beyond)

Source: IMF, Deutsche Bank AG. Data as of May 4, 2021. 
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02 Debt sustainability issues Figure 2: Debt/GDP ratios for individual 
economies

Source: IMF, Deutsche Bank AG. Data as of May 4, 2021. 
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As a result, there is (for the moment) consensus that in the post-
pandemic age, high and rising debt-to-GDP ratios are not a 
sufficient condition for questioning a country’s debt 
sustainability capability.

In addition, Japan also provides a stark example of the 
underlying trust in core government solvency. Despite 
seemingly ever-rising governmental debt levels, the country has 
not experienced a debt crisis which has forced the government 
to restructure and deleverage. By contrast, examples like 
Argentina suggest that mounting debt levels in emerging 
market countries can mean a long and stony restructuring path.

In our view, a country’s debt-carrying capacity is dependent on 
several factors:

1. Central bank support: As long as some of the circulating 
debt is absorbed by the issuer’s central bank, governments 
will not be under great pressure to find buyers for their 
bonds. Some central banks are giving explicit (yield curve 
control) or implicit (providing favourable financing 
conditions) guarantees that they will keep yields low. 
However, there will be limits to this, for example in Europe 
where public concerns and diverse economies will ensure a 
debate around policy priorities.

2. Belief in governments’ debt repayment intentions and 
capabilities: Credit ratings are one important indicator in 
this respect, which also help determine the interest rate 
level. The higher the issuer’s credit rating the less likely 
investors start to question a country’s debt carrying 
capacity.

3. Economic growth needs to be higher than average yields 
paid: As long as economic growth rates of indebted 
countries are higher than the average yields on their 
outstanding bonds, debt-to-GDP ratios will shrink in times 
of balanced budgets. Even in times of high fiscal spending, 
higher growth than interest rates have a statistical 
stabilizing effect on debt ratios.

More information can be found in our CIO Special – Peak Debt: 
sustainability and investment implications.

Small changes in interest rates can however still cause 
significant budget headaches. Japan provides a striking 
example. In Japan, if average interest rates on public debt were 
to rise by 50bps, the additional yearly interest expenses for 
Japan (where the debt/GDP ratio is over 250) would amount to 
more than 1.2 percent of GDP. To put it another way: adding 
50bps to interest costs of USD12.2tn in debt would imply an 
additional fiscal spending of more than USD60bn annually. 

Japan is an extreme example, but this simple mathematical 
calculation shows how dependent public borrowers in general 
are on low interest rates, and on the increasing link between 
public debt and central bank balance sheets. The Bank of Japan 
has not let interest rates move much for years and has kept 
them in a tight corridor even for longer maturities. Other 
countries may end up navigating this course as well.

In this context, a country’s debt-carrying capacity is also 
dependent on the maturities of the outstanding bonds and how 
this affects refinancing needs. At the moment having most of 
your government bonds with a short maturity would seem 
advantageous for governments over longer maturities – as the 
very short end is still well anchored in contrast to longer-dated 
bonds. But at a different point in time in the business cycle the 
opposite could be true. Which suggests that while the current 
situation at the moment looks less dramatic than during the 
Eurozone crisis of 2009-2012, there is also an inherent fragility 
to the situation. Countries with higher debt-to-GDP ratios 
remain more susceptible to exogenous shocks and deal less well 
with structural problems than less indebted countries. When 
things worsen, some countries could come quickly under 
pressure. As the Eurozone crisis demonstrated, risk premiums 
can rise very fast when confidence in one country’s credibility is 
challenged.

Figure 3: Interest payments (in % of public 
debt) trended lower

Source: Datastream, Deutsche Bank AG. Data as of May 4, 2021. 

Figure 4: Implicit interest rates and 
government bond yields in 2020

Source: Datastream, Deutsche Bank AG. Data as of May 4, 2021.
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Rising yields have various consequences for investors. For bond 
investors, they increase the attractiveness of additional bond 
investments but for existing holdings the tangible result is a fall 
in the price of the bond. For equity investors rising yields are 
neither generally good or bad, but it very much depends on the 
reason why yields are rising. An increase in yields due to better 
economic prospects can be also supportive for equities. A rapid 
increase though may be more challenging. For more details on 
the effects of rising yields, see our recent CIO Special: Yields 
end deep hibernation. 

The effects of rising yields on debt sustainability are important 
when it comes to the perceived risk of government bonds. As 
we discussed before, the recent increase in yields does not pose 
an immediate threat to debt sustainability. This however is only 
one part of the equation with debt-to-GDP levels being the 
other. One related concern is that the willingness of 
governments to cut deficit spending may be less ambitious as 
could be the drive for reform e.g. as part of the Next Generation 
EU plans. The implicit bail-out promise given by many central 
banks may also not apply indefinitely. 

Investors therefore have to be prepared for a change in 
monetary policy stance, at least to some degree. In the 
Eurozone the ECB will likely end its net asset purchases under 
the pandemic emergency purchase programme (PEPP) next 
year. A reduction in the pace of net asset purchases will highly 
likely happen even earlier – perhaps as early as Q3 2021. While 
a short extension of the PEPP or a temporary increase of the 
regular Asset Purchase Program is possible, this could create a 
rather uncomfortable situation for some peripheral or corporate 
bond investors. A fast U.S. economic recovery and reflationary 
environment will also bring the Fed at some point in the future 
to reduce its net asset purchases. Once the policy normalization 
path is set, markets will differentiate more between economies 
and start to question a country’s debt-carrying capacity.

Moreover, even if monetary policy remains accommodative for 

the time being, the stimulus effect is expected to fade as the 
incremental change in net asset purchases will be negative than 
positive in Europe as well as in the U.S. This will have 
implications for both economies and markets. 

Hopes that many governments can simply grow their way out of 
debt may also be premature. While we expect the major global 
economies to grow further, the sharpest increases in growth 
rates will soon be behind us and leading indicators are currently 
topping out. In a future crisis, high debt levels could be an 
obstacle for further fiscal stimulus. However currently low yields 
along with fiscal stimulus are supportive for the economy. A rise 
in yields may not derail the general outlook as long as it reflects 
an improving economy. 

Rising rates will also have implications for private sector debt, 
and not just for creditors in the capital structure of individual 
companies (i.e. by corporate bonds). Equity investors will be 
affected as well. Supportive global central bank policy has 
sustained the lives of many highly indebted and marginally 
profitable companies dependent on a low-rate, easy monetary 
stance to survive. These lower-quality companies can have their 
investment moments, usually in the earliest stages of a new 
market cycle when central banks remain very accommodative 
and prospects for companies that were priced to fail are now 
improving. Additionally, lower quality companies can find bids 
during periods of extended monetary support, which was the 
case during throughout most of the last market cycle.

But such lower-quality companies can start to struggle when 
debt sustainability again becomes a concern. Overall investor 
sentiment will sour and higher quality company names will be 
set to perform again. (We see higher quality firms as those that 
tend to carry less financial risk through healthier balance sheets 
with lower financial leverage and higher liquidity, and 
consistently profitable with low earnings/sales volatility and 
wider profit margins.) Usually these higher quality companies 
tend to perform better in economic downturns or times of stress 
(as during the Global Financial Crisis or the most recent U.S. 
credit rating downgrade in 2011 (Figure 5). But they may also 
perform well in the current environment, even with strong 
economic growth, if debt sustainability worries increase.

Figure 5: High vs low quality over time (recession areas are shaded)

Source: Bloomberg Finance L.P., Deutsche Bank AG. Data as of May 7, 2021. 
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Glossary

The ECB’s pandemic emergency purchase programme (PEPP) is a temporary asset purchase programme of private and public 
sector securities in order to counter the serious risks to the monetary policy transmission mechanism and the outlook for the euro 
area posed by COVID-19 outbreak.

An emerging market (EM) is a country that has some characteristics of a developed market in terms of market efficiency, liquidity 
and other factors, but does not meet all developed market criteria.

The European Central Bank (ECB) is the central bank for the Eurozone.

The Eurozone is formed of 19 European Union member states that have adopted the euro as their common currency and sole legal 
tender.

The global financial crisis (GFC) is the financial crisis that started in 2007/2008 and lead to a recession in many major economies, 
originating from an asset bubble in the U.S. mortgage market.

Gross domestic product (GDP) is the monetary value of all the finished goods and services produced within a country's borders in a 
specific time period.

The International Monetary Fund (IMF) was founded in 1994, includes 189 countries and works to promote international monetary 
cooperation, exchange rate stability and economic development more broadly.

The S&P 500 Quality Index is designed to track high quality stocks in the S&P 500 by quality score, which is calculated based on 
return on equity, accruals ratio and financial leverage ratio.
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conditions specified in Section 275 or 305 respectively of the SFA, as the case may be (as any such Section of the SFA may be amended, 
supplemented and/or replaced from time to time), (iii) to an institutional investor, an accredited investor, expert investor or overseas investor (each 
as defined under the Financial Advisers Regulations) (“FAR”) (as any such definition may be amended, supplemented and/or replaced from time to 

time) or (iv) otherwise pursuant to, and in accordance with the conditions of, any other applicable provision of the SFA or the FAR (as the same may 
be amended, supplemented and/or replaced from time to time).

United States 
In the United States, brokerage services are offered through Deutsche Bank Securities Inc., a broker-dealer and registered investment adviser, 
which conducts securities activities in the United States. Deutsche Bank Securities Inc. is a member of FINRA, NYSE and SIPC. Banking and lending 

services are offered through Deutsche Bank Trust Company Americas, member FDIC, and other members of the Deutsche Bank Group. In respect 
of the United States, see earlier statements made in this document. Deutsche Bank makes no representations or warranties that the information 
contained herein is appropriate or available for use in countries outside of the United States, or that services discussed in this document are available 

or appropriate for sale or use in all jurisdictions, or by all counterparties. Unless registered, licensed as otherwise may be permissible in accordance 
with applicable law, none of Deutsche Bank or its affiliates is offering any services in the United States or that are designed to attract US persons (as 
such term is defined under Regulation S of the United States Securities Act of 1933, as amended).This United States-specific disclaimer will be 

governed by and construed in accordance with the laws of the State of Delaware, without regard to any conflicts of law provisions that would 
mandate the application of the law of another jurisdiction.

Germany 
This document has been created by Deutsche Bank Wealth Management, acting through Deutsche Bank AG and has neither been presented to nor 
approved by the German Federal Financial Supervisory Authority (Bundesanstalt für Finanzdienstleistungsaufsicht). For certain of the investments 

referred to in this document, prospectuses have been approved by competent authorities and published. Investors are required to base their 
investment decision on such approved prospectuses including possible supplements. Further, this document does not constitute financial analysis 
within the meaning of the German Securities Trading Act (Wertpapierhandelsgesetz) and, thus, does not have to comply with the statutory 

requirements for financial analysis. Deutsche Bank AG is a stock corporation (“Aktiengesellschaft”) incorporated under the laws of the Federal 
Republic of Germany with principal office in Frankfurt am Main. It is registered with the district court (“Amtsgericht”) in Frankfurt am Main under No 
HRB 30 000 and licensed to carry on banking business and to provide financial services. Supervisory authorities: The European Central Bank 

(“ECB”), Sonnemannstrasse 22, 60314 Frankfurt am Main, Germany and the German Federal Financial Supervisory Authority (“Bundesanstalt für
Finanzdienstleistungsaufsicht” or “BaFin”), Graurheindorfer Strasse 108, 53117 Bonn and Marie-Curie-Strasse 24-28, 60439 Frankfurt am Main, 
Germany.

India 
The investments mentioned in this document are not being offered to the Indian public for sale or subscription. This document is not registered 

and/or approved by the Securities and Exchange Board of India, the Reserve Bank of India or any other governmental/ regulatory authority in India. 
This document is not and should not be deemed to be a “prospectus” as defined under the provisions of the Companies Act, 2013 (18 of 2013) and 
the same shall not be filed with any regulatory authority in India. Pursuant to the Foreign Exchange Management Act, 1999 and the regulations 

issued there under, any investor resident in India may be required to obtain prior special permission of the Reserve Bank of India before making 
investments outside of India including any investments mentioned in this document.

Italy
This report is distributed in Italy by Deutsche Bank S.p.A., a bank incorporated and registered under Italian law subject to the supervision and control 
of Banca d’Italia and CONSOB. 

Luxembourg 
This report is distributed in Luxembourg by Deutsche Bank Luxembourg S.A., a bank incorporated and registered under Luxembourg law subject to 

the supervision and control of the Commission de Surveillance du Secteur Financier. 

Spain

Deutsche Bank, Sociedad Anónima Española is a credit institution regulated by the Bank of Spain and the CNMV, and registered in their respective 
Official Registries under the Code 019. Deutsche Bank, Sociedad Anónima Española may only undertake the financial services and banking activities 
that fall within the scope of its existing license. The principal place of business in Spain is located in Paseo de la Castellana number 18, 28046 -

Madrid. This information has been distributed by Deutsche Bank, Sociedad Anónima Española. 

Portugal

Deutsche Bank AG, Portugal Branch is a credit institution regulated by the Bank of Portugal and the Portuguese Securities Commission (“CMVM”), 
registered with numbers 43 and 349, respectively and with commercial registry number 980459079. Deutsche Bank AG, Portugal Branch may only 
undertake the financial services and banking activities that fall within the scope of its existing license. The registered address is Rua Castilho, 20, 

1250-069 Lisbon, Portugal. This information has been distributed by Deutsche Bank AG, Portugal Branch.
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Austria
This document is distributed by Deutsche Bank AG Vienna Branch, registered in the commercial register of the Vienna Commercial Court under 
number FN 140266z. Deutsche Bank AG is a public company incorporated under German law and authorized to conduct banking business and 

provide financial services. It is supervised by the European Central Bank (ECB), Sonnemannstraße 22, 60314 Frankfurt am Main, Germany and by 
the Federal Financial Supervisory Authority (BaFin), Graurheindorfer Straße 108, 53117 Bonn, Germany and Marie-Curie-Strasse 24-28, 60439 
Frankfurt am Main, Germany. The Vienna branch is also supervised by the Austrian Financial Market Authority (FMA), Otto-Wagner Platz 5, 1090 

Vienna. This document has neither been submitted to nor approved by the aforementioned supervisory authorities. Prospectuses may have been 
published for certain of the investments mentioned in this document. In such a case, investment decisions should be made solely on the basis of the 
published prospectuses, including any annexes. Only these documents are binding. This document constitutes marketing material for informational 

and promotional purposes only and is not the result of any financial analysis or research.

The Netherlands

This document is distributed by Deutsche Bank AG, Amsterdam Branch, with registered address at De entree 195 (1101 HE) in Amsterdam, the 
Netherlands, and registered in the Netherlands trade register under number 33304583 and in the register within the meaning of Section 1:107 of 
the Netherlands Financial Supervision Act (Wet op het financieel toezicht). This register can be consulted through www.dnb.nl. 
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