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The Capitol Grill. We have arrived at the sad precipice of the Treasury’s stated deadline of August 2™, when available sources
of funding are reportedly exhausted, other than from raising the debt ceiling. Both parties continue to propose deficit reduction
plans that are unlikely to be agreed to by the other (or even their own). The Treasury has ~$1 trillion in assets that it could sell
(including $420 bn in gold, $370 bn in student loans and $85 bn in mortgage backed securities) to delay a default. The Treasury
could also prioritize payments to bondholders, social security recipients, etc. However, there are market-impact, liquidity and
feasibility issues that have to be overcome first (see page 3 for details on payment prioritization and the Treasury’s view of asset
sale risks). More importantly, asset sales and prioritization are a temporary fix; some combination of markets, rating
agencies and unpaid entitlement recipients/vendors will likely force both parties back to the Capitol Grill shown below,
where some tough choices will have to be made. In the near term, a small, less ambitious deficit reduction / debt ceiling
increase is all Congress may have time for (let’s at least hope for that). But even if a smaller deal is passed, there will be a lot
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more work to do. As proposed by both Boehner and Reid plans, after agreement on $1-$1.5 trillion in spending cuts, 12-
member bipartisan committees would be formed to make additional deficit reduction recommendations (joint committee reports
due by Thanksgiving, with deliberations under special expedited rules by Christmas). To get a sense for why both revenue
raisers and spending cuts are needed, we created two deficit reduction plans' representing ideological extremes. The first is a
Huey Long “Share the Wealth” (STW) program relying exclusively on the wealthy and the corporate sector to close the deficit,

without any spending cuts. Here’s the STW program: )
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levels; reduce defense spending by 1% a year; change inflation indexation for social security (lowering payments); change
Medicare eligibility age to 67; allow Medicare doctor reimbursement cuts to proceed as previously agreed
e Total deficit reduction of $2.4 trillion, including interest

We plot the STW and HHA plans on our CBO wedge, in between the CBO Baseline (all tax cuts return to 2001 levels and other
contractionary measures), and the Alternative case (continuation of most current tax policies). As shown, neither plan arrests
the rise in Federal debt; nor does the President’s budget, nor the initial phases of the Reid or Boehner plans. You can
use the Capitol Grill menu to construct deficit reductions of your own.

Even if a smaller deal is all that is agreed to, perhaps S&P? will wait to see what happens with the bipartisan deficit

reduction committees before deciding what to do about the rating. In case there is a downgrade, we do not foresee a

meaningful selloff in the Treasury markets; it could be a bigger problem for equity markets, at least in the short term:

e Most collateral agreements appears to have leeway to avoid immediate liquidation of the collateral in case of a downgrade

e Money market funds that are subject to 2a7 legislation even have the ability to hold defaulted collateral if selling would be
disruptive and not in the fund’s shareholder interest, so a downgrade should not force any specific action

e There is nothing in ERISA language governing pension funds that would trigger a sale in case of a downgrade; it would be
up to individual account guidelines as to whether there was flexibility on collateral rules.

e We do not foresee any changes to bank or insurance company regulations regarding the zero risk-weighting applied to
Treasuries, nor its eligibility as general collateral in repo transactions®.

e A downgrade by S&P would probably trigger a matching downgrade of Agency paper (Fannie Mae and Freddie Mac),
GNMA, municipal bonds backed by Treasury bonds, the Federal Home Loan Bank and the Federal Farm Credit Bank.
There could be eventual downgrades of insurance companies, bank subsidiaries and bank holding companies due to
“sovereign ceiling” issues, but S&P softened their language on this topic on this week’s conference call. Other potential
downgrade candidates: states with high levels of government dependency (e.g., South Carolina, Tennessee, Maryland,
Virginia, New Mexico), defined by their exposure to Federal employment, procurement contracts and Medicaid transfers.

¢ Finally, we do not expect material change in demand for Treasuries and quasi-sovereign paper by central banks reinvesting
their current account or petrodollar surpluses. Well more than half of all AAA securities in the world are US Treasuries,
Agencies and Agency-backed securities, leaving few and highly fragmented immediate options for central banks, insurance
companies and other AAA buyers (soon to be AA buyers?). An end to central bank reserve accumulation (perhaps out of
concerns for inflation) appears a bigger risk for Treasuries than central bank reserve diversification.

! While we use OMB and CBO estimates of each budget item, there are cross-coefficients that take place when budget items are combined
that we are not accounting for. There is no way to determine if they would have a systematically positive or negative bias.

2 At the current time, Moody’s does not appear inclined to downgrade the US, as long as the debt ceiling is raised.

® Haircuts applied to Treasury collateral are typically 2%; a downgrade could increase this by 1% or so, but there is no reason to think this
will happen automatically. It will depend on the volatility of the Treasury markets in the interim.
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Of course, we can’t account for the “unknown unknowns” we might be missing; it wouldn’t be a surprise if some market
participants reacted negatively or unpredictably if the debt ceiling is not raised. There are already some signs of funding
tightness in short term credit markets; unwinding decades of market precedent is generally a bad thing. The US first received a
AAA rating almost 100 years ago, when the US began to take over as the world’s reserve currency from the United Kingdom.

It would be a lamentable thing to lose. In not being able to agree on how to prevent escalation of the Federal debt, the country’s
elected representatives (and citizens they represent) may abrogate one of the most important parts of Washington’s Farewell
Address, which was to avoid “ungenerously throwing upon posterity the burden which we ourselves ought to bear”. As
time grows short, we are left hoping for divine inspiration to drive a sound compromise, perhaps driven by Senators Reid and
McConnell; maybe we’ll have one next week. Bottom line: don’t sell your gold.

Michael Cembalest
Chief Investment Officer

On asset sales to fund government operations

If the debt ceiling is not raised, asset sales may be a better option in the short term than prioritization or default. However, asset
sales would be a very tough pill for the Treasury to swallow. As recently as May 2011, Assistant Secretary of the Treasury for
Financial Markets Mary Miller wrote a note entitled “Federal Asset Sales Cannot Avoid Need for Increase in Debt Limit”.
Miller states that “a fire sale of financial assets would be damaging to the economy, taxpayers, and financial markets. It would
harm the interests of taxpayers, and would undermine confidence in the United States. Nor would such sales postpone reaching
the debt limit for a meaningful amount of time. Congress would still need to raise the debt limit.” Interestingly, Miller quotes
Treasury Secretary James Baker as saying that the “gold reserve is the foundation of our financial system”, a comment which
was made after the move away from the gold standard in the early 1970’s. Perhaps the Treasury would enter into a gold-for-
cash swap with the Federal Reserve? Stranger things have happened.
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debt under the existing ceiling. Their idea: the Fed should rip up the $1.6 trillion of Treasuries it owns. Aside from its
guestionable legal issues and the hole it would blow in the Fed’s balance sheet, it would compromise the Fed’s ability to drain
liquidity when the time comes (since it would do so by selling securities). It could also conjure up fears of debt monetization
(and Zimbabwe). Consider this: people are worried about ECB holdings of Greek debt, which are much smaller.
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