STANDARD [ “(zlobal Credit Portal

POOR’ . Sy
SPOOR'S RatingsDirect

August 5, 2011

Research Update:

United States of America Long-Term
Rating Lowered To 'AA+' On
Political Risks And Rising Debt
Burden; Outlook Negative

Primary Credit Analyst:
Nikola G Swann, CFA, FRM, Toronto (1) 416-507-2582;nikola_swann@standardandpoors.com

Secondary Contacts:
John Chambers, CFA, New York (1) 212-438-7344;john_chambers@standardandpoors.com
David T Beers, London (44) 20-7176-7101;david_beers@standardandpoors.com

Table Of Contents

Overview

Rating Action

Rationale

Outlook

Related Criteria And Research

Ratings List

www.standardandpoors.com/ratingsdirect 1
883559 | 300978643



Research Update:
United States of America Long-Term Rating

Lowered To 'AA+' On Political Risks And
Rising Debt Burden; Outlook Negative

Overview

e W have | owered our long-term sovereign credit rating on the United
States of Anerica to 'AA+ from'AAA and affirmed the 'A- 1+ short-term
rating.

* W have al so renoved both the short- and long-termratings from
Credi t Wt ch negative

« The downgrade reflects our opinion that the fiscal consolidation plan
that Congress and the Admi nistration recently agreed to falls short of
what, in our view, would be necessary to stabilize the governnment's
medi um t erm debt dynani cs.

« More broadly, the downgrade reflects our view that the effectiveness,
stability, and predictability of Anerican policymaking and politica
institutions have weakened at a tinme of ongoing fiscal and economc
chal  enges to a degree nore than we envisi oned when we assigned a
negative outlook to the rating on April 18, 2011

e Since then, we have changed our view of the difficulties in bridging the
gul f between the political parties over fiscal policy, which nmakes us
pessim stic about the capacity of Congress and the Administration to be
able to leverage their agreenent this week into a broader fisca
consolidation plan that stabilizes the governnment's debt dynam cs any
time soon.

» The outlook on the long-termrating is negative. W could | ower the
long-termrating to 'AA" within the next two years if we see that |ess
reduction in spending than agreed to, higher interest rates, or new
fiscal pressures during the period result in a higher general governnment
debt trajectory than we currently assune in our base case.

Rating Action

On Aug. 5, 2011, Standard & Poor's Ratings Services |lowered its long-term
sovereign credit rating on the United States of Anerica to 'AA+ from'AAA'.
The outl ook on the long-termrating is negative. At the sane tinme, Standard &
Poor's affirmed its 'A- 1+ short-termrating on the U S. In addition, Standard
& Poor's removed both ratings from CreditWatch, where they were placed on July
14, 2011, with negative inplications.

The transfer and convertibility (T& ) assessnment of the U. S. --our
assessnent of the likelihood of official interference in the ability of
U. S. -based public- and private-sector issuers to secure foreign exchange for
debt service--remains ' AAA .
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Rationale

We | owered our long-termrating on the U S. because we believe that the

prol onged controversy over raising the statutory debt ceiling and the rel ated
fiscal policy debate indicate that further near-term progress containing the
growm h in public spending, especially on entitlenments, or on reaching an
agreement on raising revenues is less likely than we previously assumed and
will remain a contentious and fitful process. W also believe that the fisca
consol i dation plan that Congress and the Adm nistration agreed to this week
falls short of the ampunt that we believe is necessary to stabilize the
general governnent debt burden by the nmiddle of the decade.

Qur lowering of the rating was pronpted by our view on the rising public
debt burden and our perception of greater policymaki ng uncertainty, consistent
with our criteria (see "Soverei gn Governnent Rating Methodol ogy and Assunptions
," June 30, 2011, especially Paragraphs 36-41). Neverthel ess, we view the U S
federal governnent's other econonic, external, and nmonetary credit attributes,
which formthe basis for the sovereign rating, as broadly unchanged.

We have taken the ratings off CreditWatch because the Aug. 2 passage of
t he Budget Control Act Anendment of 2011 has renmoved any perceived i medi ate
t hreat of payment default posed by delays to raising the governnent's debt
ceiling. In addition, we believe that the act provides sufficient clarity to
allow us to evaluate the likely course of U S. fiscal policy for the next few
years.

The political brinksmanship of recent nonths highlights what we see as
America's governance and policymaki ng becomi ng | ess stable, |ess effective,
and | ess predictable than what we previously believed. The statutory debt
ceiling and the threat of default have becone political bargaining chips in
the debate over fiscal policy. Despite this year's w de-rangi ng debate, in our
view, the differences between political parties have proven to be
extraordinarily difficult to bridge, and, as we see it, the resulting
agreement fell well short of the conprehensive fiscal consolidation program
t hat sonme proponents had envi saged until quite recently. Republicans and
Denocrats have only been able to agree to relatively nodest savings on
di scretionary spending while delegating to the Sel ect Conmmittee decisions on
nore conprehensive nmeasures. It appears that for now, new revenues have
dropped down on the nenu of policy options. In addition, the plan envisions
only minor policy changes on Medicare and little change in other entitlements,
t he contai nnent of which we and nost ot her independent observers regard as key
to long-termfiscal sustainability.

Qur opinion is that elected officials remain wary of tackling the
structural issues required to effectively address the rising U S. public debt
burden in a manner consistent with a 'AAA" rating and with ' AAA'" rated
soverei gn peers (see Sovereign CGovernnent Rating Methodol ogy and Assunptions, "
June 30, 2011, especially Paragraphs 36-41). In our view, the difficulty in
fram ng a consensus on fiscal policy weakens the government's ability to
manage public finances and diverts attention fromthe debate over how to
achi eve nore bal anced and dynanmic econonic growh in an era of fisca
stringency and private-sector deleveraging (ibid). A new political consensus
m ght (or mght not) enmerge after the 2012 el ections, but we believe that by
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t hen, the governnent debt burden will Iikely be higher, the needed nmedi umterm
fiscal adjustment potentially greater, and the inflection point on the U S
popul ati on' s denographi cs and ot her age-rel ated spending drivers cl oser at
hand (see "d obal Aging 2011: In The U S., Ging Gay WII Likely Cost Even
More Green, Now, " June 21, 2011).

Standard & Poor's takes no position on the m x of spending and revenue
neasures that Congress and the Admi nistration might conclude is appropriate
for putting the U S.'s finances on a sustai nabl e footing.

The act calls for as nuch as $2.4 trillion of reductions in expenditure
growm h over the 10 years through 2021. These cuts will be inplenmented in two
steps: the $917 billion agreed to initially, followed by an additional $1.5
trillion that the newWy forned Congressional Joint Select Committee on Deficit
Reduction is supposed to reconmend by Novenber 2011. The act contains no
neasures to rai se taxes or otherw se enhance revenues, though the conmittee
could recommend them

The act further provides that if Congress does not enact the committee's
recommrendations, cuts of $1.2 trillion will be inplenmented over the same tine
peri od. The reductions would mainly affect outlays for civilian discretionary
spendi ng, defense, and Medicare. W understand that this fall-back mechani sm
is designed to encourage Congress to enbrace a nore bal anced m x of
expendi ture savings, as the conmittee night reconmrend.

We note that in a letter to Congress on Aug. 1, 2011, the Congressiona
Budget Office (CBO) estimated total budgetary savings under the act to be at
least $2.1 trillion over the next 10 years relative to its baseline
assunptions. |In updating our own fiscal projections, with certain
nodi fications outlined below, we have relied on the CBOs latest "Alternate
Fi scal Scenario” of June 2011, updated to include the CBO assunptions
contained in its Aug. 1 letter to Congress. In general, the CBOs "Alternate
Fi scal Scenario"” assunmes a continuation of recent Congressional action
overriding existing | aw.

We view the act's neasures as a step toward fiscal consolidation
However, this is within the franework of a |egislative nechanismthat |eaves
open the details of what is finally agreed to until the end of 2011, and
Congress and the Adm nistration could nodify any agreenent in the future. Even
assum ng that at least $2.1 trillion of the spending reductions the act
envi sages are inplemented, we naintain our viewthat the U S. net genera
government debt burden (all Ievels of government conbined, excluding liquid
financial assets) will likely continue to grow. Under our revised base case
fiscal scenario--which we consider to be consistent with a ' AA+" long-term
rating and a negative outl ook--we now project that net general government debt
woul d rise froman estimted 74% of GDP by the end of 2011 to 79%in 2015 and
85% by 2021. Even the projected 2015 ratio of sovereign indebtedness is high
inrelation to those of peer credits and, as noted, would continue to rise
under the act's revised policy settings.

Conpared with previous projections, our revised base case scenari o now
assunes that the 2001 and 2003 tax cuts, due to expire by the end of 2012,
remain in place. W have changed our assunption on this because the ngjority
of Republicans in Congress continue to resist any measure that would raise
revenues, a position we believe Congress reinforced by passing the act. Key
macr oecononi ¢ assunptions in the base case scenario include trend real GDP
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growm h of 3% and consuner price inflation near 2% annual |y over the decade.

Qur revised upside scenario--which, other things being equal, we view as
consistent with the outlook on the 'AA+ long-termrating being revised to
stabl e--retai ns these sane nacroeconom ¢ assunptions. In addition, it
i ncorporates $950 billion of new revenues on the assunption that the 2001 and
2003 tax cuts for high earners | apse from 2013 onwards, as the Admi nistration
is advocating. In this scenario, we project that the net general governnent
debt would rise froman estinmated 74% of GDP by the end of 2011 to 77%in 2015
and to 78% by 2021.

Qur revised downsi de scenari o--which, other things being equal, we view
as being consistent with a possible further downgrade to a 'AA" long-term
rating--features | ess-favorabl e macroecononi ¢ assunptions, as outlined bel ow
and al so assunes that the second round of spending cuts (at |east $1.2
trillion) that the act calls for does not occur. This scenario also assunes
sonmewhat higher nominal interest rates for U S. Treasuries. W still believe
that the role of the U S dollar as the key reserve currency confers a
gover nrent fundi ng advantage, one that could change only slowy over time, and
that Fed policy might [ean toward continued | oose nonetary policy at a tinme of
fiscal tightening. Nonetheless, it is possible that interest rates could rise
if investors re-price relative risks. As a result, our alternate scenario
factors in a 50 basis point (bp)-75 bp rise in 10-year bond yields relative to
t he base and upsi de cases from 2013 onwards. In this scenario, we project the
net public debt burden would rise from74% of GDP in 2011 to 90%in 2015 and
to 101% by 2021.

Qur revised scenarios also take into account the significant negative
revisions to historical GDP data that the Bureau of Econonic Anal ysis
announced on July 29. From our perspective, the effect of these revisions
underscores two rel ated points when evaluating the likely debt trajectory of
the U S. government. First, the revisions show that the recent recession was
deeper than previously assunmed, so the GDP this year is |ower than previously
t hought in both nominal and real terms. Consequently, the debt burden is
slightly higher. Second, the revised data highlight the sub-par path of the
current economnic recovery when conpared with rebounds foll owi ng previous
post -war recessions. W believe the sluggi sh pace of the current econonic
recovery could be consistent with the experiences of countries that have had
financial crises in which the slow process of debt deleveraging in the private
sector |leads to a persistent drag on demand. As a result, our downside case
scenari o assunes relatively nodest real trend GDOP growth of 2.5%and inflation
of near 1.5% annually going forward.

When conparing the U S. to sovereigns with 'AAA" |ong-termratings that
we view as rel evant peers--Canada, France, Germany, and the U K --we al so
observe, based on our base case scenarios for each, that the trajectory of the
U.S.'s net public debt is diverging fromthe others. Including the U S, we
estimate that these five sovereigns will have net general governnent debt to
GDP ratios this year ranging from 34% (Canada) to 80% (the U K ), with the
U S. debt burden at 74% By 2015, we project that their net public debt to GDP

ratios will range between 30% (| owest, Canada) and 83% ( hi ghest, France), with
the U S. debt burden at 79% However, in contrast with the U S., we project
that the net public debt burdens of these other sovereigns will begin to

decline, either before or by 2015.
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Standard & Poor's transfer T&C assessment of the U S. remains ' AAA' . CQur
T&C assessnent reflects our view of the likelihood of the sovereign
restricting other public and private issuers' access to foreign exchange
needed to neet debt service. Although in our viewthe credit standing of the
U S. government has deteriorated nodestly, we see little indication that
official interference of this kind is entering onto the policy agenda of
ei ther Congress or the Administration. Consequently, we continue to viewthis
ri sk as being highly renote.

Outlook
The outl ook on the long-termrating is negative. As our downside alternate
fiscal scenario illustrates, a higher public debt trajectory than we currently

assume could lead us to lower the long-termrating again. On the other hand,
as our upside scenario highlights, if the recommendati ons of the Congressiona
Joint Select Conmittee on Deficit Reduction--independently or coupled with
other initiatives, such as the l[apsing of the 2001 and 2003 tax cuts for high
earners--lead to fiscal consolidation neasures beyond the m ni nrum nandat ed,
and we believe they are likely to slow the deterioration of the governnent's
debt dynamics, the long-termrating could stabilize at 'AA+" .

On Monday, we will issue separate releases concerning affected ratings in
the funds, governnent-related entities, financial institutions, insurance,
public finance, and structured finance sectors.
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Ratings List

Rati ng Lowered
To From
United States of Anerica (Unsolicited Ratings)
Federal Reserve System (Unsolicited Ratings)
Federal Reserve Bank of New York (Unsolicited Ratings)
Sovereign Credit Rating AA+/ Negative/ A-1+  AAA/ WAt ch Neg/ A- 1+

This unsolicited rating(s) was initiated by Standard & Poor's. It nmay be based
solely on publicly available information and may or may not involve the
participation of the issuer. Standard & Poor's has used information from
sources believed to be reliable based on standards established in our Credit
Ratings Informati on and Data Policy but does not guarantee the accuracy,
adequacy, or conpl eteness of any information used.

Conplete ratings information is avail able to subscribers of RatingsDirect on
the A obal Credit Portal at www. gl obal creditportal.com Al ratings affected
by this rating action can be found on Standard & Poor's public Wb site at
www. st andar dandpoors. com Use the Ratings search box located in the |eft

col umm.
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