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Credit markets are schizophrenic things. Instead of holding to an equilibrium that works Bmth issuers and investors,
credit markets often veer back and forth betweeastor-friendly (after recessions) and issuer-filgrfafter yield-chasing by
investors). The Fed played a large role this tiasezero interest rates render cash temporarilgssas a store of value,
driving even more flows into credit. After the skhan 2008, there was a surge of inflows into higadg and high yield bond
funds. High grade spreads are almost back to wthegewere in the spring of 2007, while high yisfateads are still modestly
wider. Last week saw the most high yield issuanteecord, as issuers recognize the opportunity.
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Corporate cash flows and cash balances are at elégd levels, and high yield default rates have plumeted, so we would
not characterize credit spreads as being wildly exgnsive. But there’s a risk that the credit markets are dlufdhemselves,
particularly with risk-free rates near all-time Iswlt’'s not a credit spread famine yet for investonore like an overpriced
restaurant with mediocre food (people will gradualiart eating elsewhere).
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When the recession hit and credit spreads rose, vilkcreased exposure to both public and private cretimarkets. Private
credit markets are where corporate and commeroiglgoty borrowers sometimes go when bond marketdanks tighten
credit conditions. For example, in 2007, creditkeés lent up to 6x-7x cash flow to corporate baeos; now they generally
only lend up to 4x-5x cash flow. Credit marketediso lend 70%-80% against commercial properts, ltlais now fallen to
50%-60%. For complex credits, smaller issuerst-fime issuers or speed-to-market needs, creditadpility is often even
more constrained. This latter development is whedited an opportunity for providers of second &ed subordinated private
credit (sometimes referred to as mezzanine defdlnaing Private credit fund characteristics
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Where is the bottom for European peripheral soverajn bonds?

One of the few places in the world where credieags are not approaching pre-crisis levels: thefi&an periphery. We have
covered this topic extensively in prior notes, nresently in the Snakes and Laddérkye on the Market from two weeks ago.
As far as | am concerned, we have the luxury oétias shown in the chart, we took a close look@Buropean Monetary
Union in February 2010, and then one month latestriicted our managers to sell Greece, Irelandu&arand Spain out of
core bond funds. We are in no rush to repurchasa tdespite how cheap they have become. The tateket chatter
involves the idea of a voluntary debt reschedulipgsreece, as Uruguay did in 2003. However, asudsed on the following
page, Greece 2011 and Uruguay 2003 are two vefgrelift places. Last week, Lorenzo Smaghi of thB’'EExecutive Board
referred to a voluntary debt resheduling involvirggprincipal writedowns as “devastating for ovefalancial stability”. That

strikes us as very odd; since all this could doeip Greece. We are going to take Smaghi at his woveekier, and hold off on
making a re-entry into these markets for now, acbimments suggest a very large problem withoatp@arent solution.
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Sovereign math department: Greece < > Uruguay

Some commentators suggest that Greece will follougUay’s path, and voluntarily restructure its depextending the
maturity of its bonds with no principal haircut. hilé European policymakers might go down this roagjll likely in the end
be a futile exercise. Why? Greece 2011 is in ainepndifferent zip code of badness than Uruguay.

Background In 2003, Uruguay executed a debt restructuriit its bondholder creditofs But as shown in the first chart,
Uruguaydevalued beforehand by 50%.Recall that our 3-D bubble chart from May 20106wéd that over the last 40 years,
countries in Greece'’s situation experienced 30%-40#%ency devaluations before recovering. The 2B®@&luation of the
Uruguayan Peso allowed for a recovery in its tiaalance/current account’fZhart), and a resumption of growti*(@hart).
What about Greece? Greece seems determined twistidty the European Monetary Union, and regain getitiveness

through structural reforms and declines in domeséiges and prices, without devaluation. FurtheenGreece has a debt to
GDP ratio of 150%-+; a current account deficit tisagtill 8% of GDP; and a fiscal deficit that isal8% of GDP.All three

figures for Greece are massively worse than Urugués, as shown below Comparing them is like drawing parallels between
Grover Cleveland and Grover the Muppet simply beeabey have the same first name.

No wonder Uruguayan bondholders participated ir2h@3 exchange: Uruguay was experiencing a trwddiity problem, and
had a viable plan to remedy its imbalances. Gresttand doesn’t, and is arguably being usedhigyEU and IMF as a
bulwark against a problem in Spain. If 5-year Gréebt at 60 cents on the dollar turns out to ledrkiestment of a lifetime, it
will more likely result from a decision by Europeemuntries to pay off private sector creditors Hreh restructure their own
Greek exposures (e.g., the old Paris Club), rattear the consequence of Greece solving its ownlgmh
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Michael Cembalest
Chief Investment Officer

[See next page for Appendix on Fannie Mae and Feclddid

! Thanks to Bernard Connolly of Connolly Global Maddvisors for reminding me of the dynamics arotmel Uruguay debt exchange.

Snakes and Ladders from May 3 EoTM
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Post-script on our discussion of Fannie Mae and Fdelie Mac (the GSEs), and maybe the biggest estimati miss ever
We've had some interesting external debates invedes of theRetractiongpiece from May 3, which walked through the
history of affordable housing targets, governmegtdlation and private sector/public sector housmsges. While research
from the American Enterprise Institute is informat{particularly from Fannie Mae’s former EVP anki&® Credit Officer),
similar conclusions can be drawn directly from FHarivlae's own documents, such as its Q1 2011 C&udiplement:

* As per Fannie Mae’s own report, 70%-80% of its ésssmanated from "Special Product Features”. Tted) the
"Special Product" losses relate to low FICO lodmans with origination LTVs above 90%, and Alt Aafts (the latter
being the worst category of all in terms of Farviae losses). These are very “goals-rich” lendiaiggories.

» Wait....how are Alt A loans goals-rich? The non-GSE Jumbo Alt A market generally entailedy high loan balances,
and had little to do with affordable housing. Bug average GSE Alt A loan balance was around $080and its FICO
score of 717 wabelowthe average GSE FICO Score of 736, both indicathadfordable housing goals. An even clearer
sign that GSE Alt A loans related to affordable $ing: a Fannie Mae table from 2008 showing thanfi®99 to 2008,
40%-50% of their Alt A originations met their "Loand Moderate Income” lending targets, and that 18%- met
"Special Affordable" targets. A third way that weow that GSE Alt A loans related to affordableising: Fannie Mae
said so in their 2006 Annual Report, warning ingesthat underwriting criteria were relaxed speaifly to obtain goals-
gualifying mortgages that serve HUD goals and sodilsy and that this could increase credit losses.

Let's take a step back for a moment from all the de. Fannie Mae and Freddie Mac balance sheets weop $e absorb
annual delinquency rates of around 2% on theirantaed and owned portfolios (alternatively desatibs a 1% loss rate,
assuming 50% salvage values on defaulfithey stuck to traditionally conforming loartbere’s a chance they could have
avoided conservatorship, since their prime loamdakency rates are 2.0%-2.5%. But once they gatived in riskier loans,
they were engaging in activity that involves higlesses; to avoid this outcome, one must contrattemé&aws of underwriting
and risk that go back hundreds of years. WhatalFannie Mae to go down this road? A combinatioorafit motiveand
HUD’s affordable housing goals; that part is unaksible. The October 2000 HUD quote we publishetitiae is a chilling
anticipation of how HUD policies would drive botlS&s and the private sector into much riskier legdin

In 2002, Nobel Laureate Joseph Stiglitz and fu@k4B Director Peter Orszag sided with the Departnodéiousing and
Urban Development and the majority in Congress supported the GSEs, and their 0.45% capital stdsdar guarantees:

“The probability of a shock as severe as embodidte risk-based capital standard is substantiedly than one
in 500,000 — and may be smaller than one in threeillion. Given the low probability of the stress testa@ho
occurring, and assuming that Fannie Mae and Fréddiehold sufficient capital to withstand that skahe
exposure of the government to the risk that the ©38ilt become insolvent appears quite lovW?..

Stiglitz and Orszag wrote that the expected cost tihe government of guaranteeing $1 trillion of morgages was $2
million. This may be the largest cost mis-estimatin ever as it relates to unfunded guarantees; thieederal Housing
Finance Agency estimates that GSEs will cost taxpags $250-$300 billion The Stiglitz paper, full of complex equations
and formulas, was writtesifter HUD has raised GSE affordable lending target<8 5f all of their loans, so there was plenty
of evidence that the GSE mandate was rapidly chandi guess the private sector wasn’t the onlg@lahere notions of
leverage and risk were completely botched.
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2 The GSEs were capitalized based on loss expegant80-year fixed-rate single-family mortgagegioated in 1983 and 1984 in
Arkansas, Louisiana, Mississippi, and Oklahomaexithe defaults that resulted from a collapseliprices in early 1986.
3 “Implications of the New Fannie Mae and Freddie NRask-based Capital StanddrdStiglitz, Orszag and Orszag, March 2002.



