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1

10 Observations on the
Fitch Ratings Downgrade




Many have questioned the timing of the Fitch downgrade decision.
Looking back, we would observe that: (i) the deterioration in US credit
metrics has been a long-time coming; (ii) the June 1st debt ceiling
resolution was particularly fractious and “last minute”; and (iii) the
downgrade came one week after the US Treasury expanded its post
debt ceiling issuance plans from $733bn to > $1 trillion. Looking
ahead, announcing the downgrade in August moves well ahead of the
2024 US Presidential election cycle.

Implications of the Fitch downgrade are likely to reverberate more
politically than in markets or the economy. Politically, and counter-
intuitively, the downgrade may actually increase the probability of a US
Gov't shutdown in October as Republicans are now more likely to
demand spending cuts in exchange for agreement.
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The US Dollar's role as “the” global reserve currency is still very
much intact following the Fitch downgrade (TINA - there is no
alternative). Further, we do not expect a substantive changein
global central bank holdings of USTs over the near term.

a Most asset managers have rewritten their guidelines over the
last 12 years, since the S&P downgrade in 2011, and now refer
specifically to Treasuries, or US Government debt, and NOT
their AAA ratings. We therefore do not anticipate any forced
selling of USTs by government-focused mutual funds or money
market funds.
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Regulatory regimes have also been rewritten over the last 12
years to not reference AAA ratings. As such, USTs will continue
to have a 0% risk-weighting following the Fitch downgrade for
bank capital and liquidity considerations.

° USTs also play a critical role as collateral in tens of trillions of
global derivative contracts. Given that CFTC and CME
guidelines only reference Treasuries, and not their ratings, we
do not expect any material forced unwinds of repos or
derivative contracts, nor margin calls on futures exchanges and

clearinghouses.
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While Fitch downgraded the US Issuer Default Rating (IDR) from
AAA to AA+, they maintained the “Country Ceiling” rating at
AAA, 1 notch above the IDR and at the upper limit of the ratings
scale. Assuch, government linked entities and municipal issuers
are not necessarily impacted.

o Following the US sovereign downgrade, Fitch also downgraded
the IDR, senior unsecured debt and government support ratings
(GSR) of Fannie Mae and Freddie Mac from AAAto AA+. As
government sponsored enterprises (GSEs), the ratings of Fannie
and Freddie depend on implicit government support.
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Fitch cited rising US debt and deficit levels that were
inconsistent with the nine other AAA country metrics. At more
than 100% of GDP, US debt levels are more than double the
standardsfor AAA and AA peers who average 39.3% and
44.7%, respectively. Projected US deficits of 6.3% in 2023 are
well above AAA peer group who have median deficits in the 0%
range.

@ Fitch placed significant emphasis on an “erosion of US
governance” over the last 20 years in particular, as evidenced
by: (i) the failure to address rising deficits; (ii) “repeated debt
limit stand-offs and last minute resolutions”; (iii) a complex
budgeting process, and (iv) the absence of a medium-term fiscal
framework.
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2.
Debt & Deficits &
Governance Matter




Following Fitch’'sdowngrade of US government debt from AAA to AA+ on August 1, there are now
nine remaining countrieswith AAAratings from Fitch. Notably, US debt and deficit metrics deviate
considerablyfrom the AAA sovereign peer group.

FitcthRating ~ GDRUSDbn  OeperalGou  Arusl el

AAA $4,345bn 65.9% (-2.3%)

AAA $1,716bn 49.1% (-1.2%)

o Netherlands AAA $1,055 bn 50.5% (-1.3%)
B Switzerland AAA $853 bn 26.5% +0.3%
o Sweden AAA $608 bn 30.9% (-0.1%)
== Norway AAA $568 bn 38.9% +20.8%
Singapore AAA $510 bn 39.6% +6.2%
o mm Denmark AAA $353 bn 29.9% +1.4%
o Luxembourg AAA $88 bn 26.1% (-1.6%)
Median 39.3% (-0.1%)

== Us AA+ $26,722bn 112.9% (-6.3%)

Source: (1) Fitch Ratings. Debt to GOP and annual deficitsare Fitch calculated general govemment debtand deficits 2023 estimates.

Afterthe Downgrade/ AUG 2023/



Debt Matters

US GovernmentDebt hasrisen above 100% of GDP, more than double the 39% average ofthe nine
countries still rated AAA by Fitch. While debtto GDP has risen most significantly in response to
recessions (GFC, COVID), the increase hasactually spanned decades and occurred across both

Republican and Democratic administrations.

Federal debtheld by the public, % of GDP

s
@

100%  100%

40%
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(1981-89) (1989-93) (1993-2001) (2001-09) (2009-17) (2017-21)  (2021-24)

Source: (1) Congressional Budget Office. Long-Term Budget Projections (Jun 2023). Historical Data on federal Debt Held by the Public. 2024 Federal
debtis CBO estimate.
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Overthethree years since COVID began, US Government debt/GDP increased from approximately
70% to nearly 100% today, a milestone previously not expected to be reached fora decade. Current
CBO projections have US debtrisingto 115% in 2033, and 181% in 2053.

Federal debt held by the public, % of GDP

2053:
181%

1945:
113% 2023:

98%

30 Year
CBO forecast

1903 1913 1923 1933 1943 1953 1963 1973 1983 1993 2003 2013 2023 2033 2043 2053

Source: (1) Congressional Budget Office. Long-Term Budget Projections (Jun 2023). Historical Data on federal Debt Held by the Pu blic.
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A rapidly rising stock of US debt and higherinterest rates are pushing government interest expense
outlays sharply higher. In orderfor US debt levels to remain sustainable, US nominal GDP growth
needstoremain well above the annual netinterest expense obligations.

US government interest payments, annualized, USD bn

$1,000

$970bn
o Netinterest as percent of GDP 2033:
201
1.
1.0%
2018 2023 2028 2033
$0
1947 2023

Source: (1) Congressional Budget Office. (2) Bloomberg. Data as of August 8, 2023.
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The Congressional Budget Office estimates 2023 deficits to be 5.8% of GDP. Fitch highlights cyclically
weaker federal revenues, new spendinginitiatives and a higherinterestrate burden as key factorsin
their August downgrade. With little to no substantive cutsto fiscal spending, and a higherinterest

rate burden, Fitch estimatesthe interest-to-revenue ratio could reach 10% by 2025 (vs. 2.8% for
median’AA’ rated sovereigns and 1% for 'AAA").

Federal government deficit (or surplus), % of GDP

2.5%

(-2.6%)

(-3.2%)
(-4.5%)

(-5.8%)

15% (-14.9%)

REAGAN BUSH CLINTON G.W. BUSH OBAMA TRUMP  BIDEN

(2001-09) (2009-17) (2017-21)  (2021-24)

Source: (1) Congressional Budget Office. Long-Term Budget Projections (Jun 2023). Historical Data on federal Debt Held by the Public.
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In their August 1 downgrade report, Fitch highlighted a substantive “erosionin US Governance
standards”thatcontributed to the ratings downgrade decision.

Governance considerations highlighted:

* Rising partisan acrimony in Washington

« 20 year deterioration in governance standards

* Eroded confidence in fiscal management

« Complex budgeting process

« Repeated debt-limit standoffs / last-minute resolutions

* Lack of medium-term fiscal framework

 Limited progress on social security and Medicare reform

« January 6, 2021 events at the US Capitol

Source: FitchRatings, “Fitch Downgradesthe United States’Long-Term Ratings to AA+ from AAA; Outlook Stable” (August 1, 2023).
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Recurring US Debt Ceiling Stand-Offs

The US Debt Ceiling was created by Congress during World War | with the intent of making it easier for
the country to manage its finances and issue debtduring a time of war. Since 1941, when the Public Debt
Act passedto seta single limit on US debt, the US debtceiling has been raised nearly 90x.

Years the US debt ceiling was raised since 1940

Jun 1940 Mar 1967 May 1983 Jun 2002
Feb 1941 Jun 1967 N (658 May 2003
Mar 1942 Jun 19638 Nov 2004
Apr 1943 Apr 1969 May 1984 Mar 2006
Jun 1944 Jun 1970 i 193 Sep 2007
Apr 1945 Mar 1971 Oct 1984 Jun 2008
Jun 1946 buleir 1772 Nov 1985 Oct 2008
Aug 1954 Oct 1972 Dec 1985 Feb 2009

Jun 1974 Dec 2009
Jul 1956 Aua 1986

Feb 1975 ug Feb 2010
Feb 1958
o O Nov 1975 A Oct 1986 Jan 2012
Juﬁ 1950 Mar 1976 o May 1987 Feb 2013**

Jun 1976 I Aug 1987 May 2013
Jum U540 Sep 1976 = Oct 2013**
Jun 1961 P e Sep 1987 e

un Apr 1977 o Feb 2014
Jul 1962 Oct 1977 i A 1178 Mar 2015
Mar 1963 Aug 1978 Nov 1989 OCt 2015**
Jun 1963 Apr 1979 Aug 1990 Mar 2017
Jun 1963 Sep 1979 Oct 1990 Sep 2017**
Jun 1963 o~ Jun 1980 Nov 1990 Mar 2019
o

Jun 1963 & Dec 1980 Aug 2019**
Aug 1963 - Feb 1981 Apr 1993 Jul 2021
Nov 1963 o Sep 1981 Aug 1998 Oct 2021
Jun 1964 = Jun 1982 Mar 1996 Dec 2021
Jun 1965 A Sep 1982 Aug 1997 Jun 2023**

Note: **Indicates debt ceiling suspended ratherthan raised
Source: (1) Congressional Research Service.
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3.

Rationale tor
the Downgrade




Aug 1, 2023: Fitch Downgrades US’ AAA Rating

On Tuesday, August 1, Fitch Ratings downgraded the US" issuer default rating to '/AA+' Stable
Outlook from ‘AAA" Negative Watch. While Fitch did affirm the Country Ceiling at AAA, they also
downgraded Fannie Mae and Freddie Mac's ratings to "AA+' from 'AAA’. Fitch's action leaves the US
with a Aaa rating from Moody's and AA+ ratingsfrom both Fitch and S&P.

Fitch Downgrades the United States’ Long-Term Ratings to 'AA+’
August1,2023

“The rating downgrade of the United States reflects the expected fiscal deterioration
over the next three years, a high and growing general government debt burden, and
the erosion of governance relative to '‘AA’ and 'AAA’ rated peers over the last two
decades that manifested in repeated debt Ilimit standoffs and last-minute
resolutions.”

FitchRatings

Source: Fitch Ratings “Fitch Downgradesthe United States’Long-Term Ratings to AA+'from /AAA’ Outlook Stable (Aug 1, 2023).
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Fitch Rationale: Erosion of Governance

Erosion of Governance

“In Fitch’s view, there has been a steady deterioration in standards of governance
over the last 20 years, including on fiscal and debt matters, notwithstanding the June

bipartisan agreement to suspendthe debt limit until January 2025.

The repeated debt-limit political standoffs and last-minute resolutions have eroded
confidence in fiscalmanagement.

Additionally, there has been only limited progress in tackling medium-term
challenges related to rising social security and Medicare costs due to an aging
population.”

FitchRatings %

Source: Fitch Ratings “Fitch Downgradesthe United States’Long-Term Ratings to AA+'from /AAA’ Outlook Stable (Aug 1, 2023).
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Fitch Rationale: Rising Deficits

Rising General Government Deficits

“We expect the general government (GG) deficit to rise to 6.3% of GDP in 2023, from
3.7% in 2022, reflecting cyclically weaker federal revenues, new spending initiatives
and a higher interestburden.

Cuts to non-defense discretionary spending (15% of total federal spending) as agreed
in the Fiscal Responsibility Act offer only a modest improvement to the medium-term
fiscal outlook.

The interest-to-revenue ratio is expected to reach 10% by 2025 (compared to 2.8%
for the ‘AA’ median and 1% for the ‘AAA’ median) due to the higher debt level as
well as sustained higherinterest rates compared with pre-pandemiclevels.”

=
FitchRatings g

Source: Fitch Ratings “Fitch Downgradesthe United States’Long-Term Ratings to AA+'from /AAA’ Outlook Stable (Aug 1, 2023).
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Fitch Rationale: Higher Debt

General Government Debtto Rise

“Lower deficits and high nominal GDP growth reduced the debt-to-GDP ratio over the
last two years from the pandemic high of 122.3% in 2020; however, at 112.9% this
yearitis stillwell above the pre-pandemic 2019 levelof 100.1%.

The GG debt-to-GDP ratio is projected to rise over the forecast period, reaching
118.4% by 2025. The debt ratio is over two-and-a-half times higher than the ‘AAA’
median of39.3% of GDP and the ‘AA’ medianof 44.7% of GDP.

Fitch's longer-term projections forecast additional debt / GDP rises, increasing the
vulnerability of the U.S. fiscal position to future economicshocks.”

o=
FitchRatings &

Source: Fitch Ratings “Fitch Downgradesthe United States’Long-Term Ratings to AA+'from /AAA’ Outlook Stable (Aug 1, 2023).
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Fitch Rationale: Fiscal Challenges

Medium-term Fiscal Challenges Unaddressed

“The Congressional Budget Office (CBO) projects that interest costs will double by
2033 to 3.6% of GDP. The CBO also estimates a rise in mandatory spending on
Medicare and socialsecurity by 1.5% of GDP over the same period.

The CBO projects that the Social Security fund will be depleted by 2033 and the
Hospital Insurance Trust Fund (used to pay for benefits under Medicare Part A) will be
depleted by 2035 under current laws, posing additional challenges for the fiscal
trajectory unless timely corrective measures are implemented.

Additionally, the 2017 tax cuts are set to expire in 2025, but there is likely to be

political pressure to make these permanent as has been the case in the past, o=

resulting in higherdeficit projections.” %
=

FitchRatings &=

Source: Fitch Ratings “Fitch Downgradesthe United States’Long-Term Ratings to AA+'from /AAA’ Outlook Stable (Aug 1, 2023).
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“Exceptional Strengths” Support US Ratings

Despite downgradingthe US’ rating, Fitch does highlightseveral “exceptional strengths” that
structurally supportthe US and its rating.

Exceptional Strengths Support Ratings

“Several structural strengths underpin the United States’ ratings. These include its
large, advanced, well-diversified and high-income economy, supported by a
dynamic business environment.

Critically, the U.S. dollar is the world’s preeminent reserve currency, which gives the
government extraordinary financing flexibility."

FitchRatings

Source: Fitch Ratings “Fitch Downgradesthe United States’Long-Term Ratings to AA+'from /AAA’ Outlook Stable (Aug 1, 2023).
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4.

Expectations
for US Rates




®
Global bond yieldsare trading near multi-year highs following a post-COVID period of elevated
inflation and synchronized global central banktightening. The recentadjustmentin Japan'syield

curve control (YCC) policy has contributed to the latest move higherin yields. GiventhatJapanhas
$3 trillioninvestedin overseas financial assets ($1.1 trillionin USTs), higheryieldsin Japan will

increase the attraction of repatriation flows back into Japanese assets, thereby driving a paradigm
shiftin global markets.

Global government bond index yield

4.0% 2021 2023

€ Jun 2022:
Fed begins QT

£ Mar2022:
Fed begins
tightening cycle

3.23%

3.0%

® Dec 2022:
BoJ expands YCC
range to +/- 0.50%

2.0%

®.ul 2022:
ECB begins

tightening cycle ® Jul 2023:
BoJ expands YCC
flexibility to 1.0%

1.0%

0.0%

Jan-2021 Aug-2023
Source: (1) Bloomberg. Data as of August 8, 2023.
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Spike in Q3 Rates on Elevated Treasury Supply

MUFG’s Head of Macro Strategy, George Goncalves, expects rates to peakin Q3 and move
progressively loweroverthe nextyear

Q3 2023E:
10year UST 4.13%
4.1% - = Q
\
Aug8
4.02% E
\
\
\ Q4 2023E:
\ 3.75%
3 70% LR - Q1 2024E:
SR SO 3.63%
e Q2 2024E:
SO 3.50%
.. Q3 2024E:
SO 3.38%
3.40% = T~ e
3.2%
Jan-2023 Jun-2023 Nov-2023 Apr-2024 Sep-2024

Source: (1) Bloomberg. Data asof August 8, 2023. MUFG Rate Strategy (George Goncalves).
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US TreasuryYields Remain Elevated

ResilientUS labor market data, elevated US Treasury issuance, the Fitch ratings downgrade and the
BOJ's policy pivot have all contributed to the recent uptickin US governmentbond yields.

US Front End Yields Highest in 2 Decades Key Drivers of Recent Rate Increase

3 month T-billyield
5.44% * Resilient US economic and labor market

6%
data

AN S e L L

* Modestrepricing of peak Fed Funds
expectations

0%
2002 2023

» Upward revision to UST issuance from

US Longer End Yields Back Above 4% $733 bn to > $1 trillion

10 and 30year UST yields
6% 30 yr: » BOJ policy pivot on Yield Curve Control
49 flle’I %
r:
4'0)§% » Unexpected Fitch ratings downgrade of
US debt

0%
2002 2023

Source: (1-2) Bloomberg. Data as of August 8, 2023.
Afterthe Downgrade/ AUG 2023/ page 29



Paradigm Shift in Source of US Rate Volatility

US rate volatility remains high; butinterestingly, the source of that volatility has shifted. For much of
the Fed'stightening cycle, elevated rate vol has originated at the front end of the curve as the Fed
increased interestratesat 11 meetingsin lessthan 18 months. Today, however,the prevailing drivers
of rate vol are comingfromthe longerend ofthe curve asthe US Treasury has sharply increased
supply, the Fed continues to scale backits balance sheet (QT), and asthe BOJ policy shift encourages
more repatriation flows backto Japan.

Rate volatility (MOVE index)

2021 2022 2023

200
150
119
100
10 year pre-COVID avg: 72
Rate vol originating
50 .
C at long end of curve:
Rate vol originating at o
. . £ ¢ . Resilient US economy
Historically ront end of curve: Elevated UST issuance
low rate vol Fed policy tightening BOJ policy pivot
0
Jan-2021 Aug-2023

Source: (1) Bloomberg. Data as of August 8, 2023.
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In December 2022, the Bank of Japan surprised the market by expandingits YCC operations range
from +/- 25 bps to +/- 50 bps. On July 28, 2023, the BoJ again surprised markets by maintaining the
official target forthe 10yr JGB at 0.50% but allowing “flexibility” up to 1% (the yield at which the BoJ
will offer to buy 10-yr JGBs atits consecutive fixed-rate purchase operations). Japan has $3 trillion
invested in overseasassets andisthe largest holder of US Treasuries ($1.1 trillionin holdings). The
BoJ’'s YCC policy with “increased flexibility” represents a paradigm shift for global rate policyand
capital flows.

Japan 10 year government bondyield

Sep, 2016: Jul, 2018: Jul, 2023:
. BOJ expands YCC BOJexpandsYCC BOJexpandsYCC BOJexpandsYCC BOJexpands YCC
llao: to +/-0.10% band  to +/- 0.20% band  to +/-0.25% band  to +/-0.50% band  to +/- 1.00% band
+1.00%

+0.10% e

T

0%

(-0.10%)

(-0.20%)

(-1.00%)
-1.5%
2015 2016 2018 2020 2021 2023
Source: (1) Bloomberg. Data as of August 8, 2023.
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Aimed at addressing the unsustainability of the YCC policy, JGB
liquidity concerns, persistent Yen weakness and rising inflation

Japan has > $3 trillion invested in overseas global financial markets

Japan is the largest holder of US Treasury securities ($1.1 trillion)

Even modestly higher Japanese yields encourage repatriation flows
back into Japan

The BOJ owns ~50% of all JGBs outstanding, the world's 3™
largest government bond market
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based, are in each case accurate, MUFG makes no representation or warranty regarding such accuracyandshallnotbe responsib le foranyinaccuracyin such
statements orassumptions. Note thatMUFG may have issued, and mayin the future issue, otherreportsthatare inconsistentwith orthat reach conclusions
differentfrom the information setforth herein. Such otherreports, ifany, reflectthe differentassumptions, views and/or analytical methods ofthe analysts who
preparedthem,and MUFG is underno obligation to ensure thatsuch otherreports are broughtto your attention. Furthermore, the information may notbe
currentdue to, among other things, changesin the financial markets oreconomic environmentand MUFG has no obligation to up date anysuch information
containedin this presentation. This presentation is notintended to forecastor predictfuture events. Pastperformanceis nota guarantee orindication of
future results. Any prices provided herein (otherthan those identified as being historical)are indicative onlyand do notrepresentfirm quotes as to either price
or size. This presentation has been prepared bymembers of our capital markets strategyteam and does notnecessarilyreprese ntthe MUFG "house” view.

This presentation is proprietaryto MUFG Securities and maynot be quoted, circulated or otherwise referred to without our prior written consent.
Notwithstanding this, MUFG Securitiesshallnotbe liablein anymannerwhatsoeverforanyconsequences orloss(including bu tnotlimited to any direct,
indirector consequential loss, loss of profits and damages) arising from anyreliance on orusage ofthis presentation and accepts no legal responsibilityto any
investor who directly or indirectlyreceives this material.

IRS Circular230Disclosure : MUFG Securities does notprovide tax advice. Accordingly, any discussion of U.S. tax matters included herein (including any
attachments) is notintended orwritten to be used, and cannotbe used, in connection with the promotion, marketing orrecomm endation byanyone not
affiliated with MUFG Securities ofany ofthe matters addressed herein orforthe purpose ofavoiding U.S. tax-related penalties.

The MUFG logo and name is aservice mark of Mitsubishi UFJ Financial Group, Inc.,and maybe used byitor other Group companiesforbranding or
marketing purposes. Group companies include MUFG Bank, MUFG Americas Capital Leasing & Finance, LLC, Mitsubishi UFJ Trustand Banking Corporation,
and MUFG Securities Americas Inc. Corporate or commercial lending or depositactivities are performed by banking affiliates o fMUFG, including, in the
United States, MUFG Bank.

FLOES™ s aservice mark of MUFG Securities Americas Inc.
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