





























Debt Maturity Measures
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Maturing Coupons

$ Billions
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*Based on coupon securities outstanding as of October 15, 2009
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In the next 5 years, 73 days will have maturities greater
than $20 billion and 46 days greater than $30 billion.
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Primary Dealer and Government Deficit Estimates

FY 2010 Deficit Estimates $ Billions
Primary
Dealers* CBO OMB
Current: 1,393 1,381 1,502
Range based on average absolute forecast error** 1,203-1,583 1,081-1,681 1,219-1,785
Estimates as of: Oct 09 Aug 09 Aug 09
FY 2010 Marketable Borrowing Range*** 1,200-1,750
FY 2011 Marketable Borrowing Range*** 725-1,400

* Primary Dealers reflect average estimate. Based on Primary Dealer feedback on October 29, 2009.
** Ranges based on errors from 2005-2009.
*** Based on Primary Dealer feedback on October 29, 2009.
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OMB Long-term Deficit and Borrowing Projections
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Rescheduled 4-Week Bill Auctions Due to Calendar Constraints

Rescheduling of 4-Week Bill Auctions Due to Conflicts
FY2008 - FY2009
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4-Week Bill Coverage Ratios and Offering Amounts
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Potential Cost Saving of Moving to 30-Year TIPS
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Graph shows 10-year and 20-year forward zero-coupon inflation levels for 10 years derived from Zero Coupon Inflation Swap data.
Long-term inflation expectations are assumed to be stable; therefore, an upward sloping curve demonstrates an increasing inflation risk premium.
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What adjustments to debt issuance, if any, should Treasury make in
consideration of its financing needs in the short, medium, and long
term?

[ Office of Debt Management
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TBAC Presentation to Treasury
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Outline

eImportance of the Exit Strategy
eForm and likely Sequence
eRemoval of Excess Reserves
Ending the MBS purchase program
eRaising the Funds rate target
eImplications for the Treasury and related markets

ePotential policy errors

eConclusions/Recommendations



Importance of the Exit Strategy

eNear zero interest rates have had a significant impact on investor demand for
many asset classes

eMany investors can not stay in cash or earn zero for long
ePension funds
e|nsurance companies
<Endowments
eRetired individuals living on income

eZero yields on money market funds have pushed investors into longer-dated riskier
asset classes

The return of low cost financing as repo markets have reopened (aided by TALF
and other Fed programs) has pushed leveraged investors into longer-dated riskier
assets classes

The increased demand has benefited Treasuries somewhat, but has benefited risk
assets such as corporate bonds and securitized assets even more

\When the markets anticipate the move away from zero, the impact on longer
dated risk assets may be significant due to reduced investor demand



Importance of the Exit Strategy

e|nvestors have been moving out of cash and into longer-dated risk assets as the
markets have stabilized and cash earns zero

eThis can be seen in mutual funds flows
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Importance of the Exit Strategy

The sponsorship for longer dated risk assets has led to lower yields
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Form and Likely Sequence of the Fed’s Exit Strategy

e The Fed has a very difficult task to get the form and timing correct
e Importance of the first move

e Uncertainty and fragility of the economic recovery

e Dependence of housing and other sectors on low rates

e As aresult, predicting the form and timing of the exit strategy is also difficult

e The most likely sequence appears to be
1. Draining excess reserves

2. Ending MBS purchases

3. Raising the Funds rate target



Form and Likely Sequence: This Tightening Cycle is Different
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Form and Likely Sequence: Excess reserves to neutralize

Source Excess Reserves
End of 2009 ~ $1500 billion
Liquidity facilities roll off ($300)
Securities roll off ($100) - ($200)
End of 2010 $1000 - $1100 billion
Securities roll off ($100) - (5200)

End of 2011 $800 - $1000 billion




Form and Likely Sequence: Alternatives for Neutralizing Reserves

eRaise the funds rate and thereby the rate paid on excess reserves
eIncreases opportunity cost of using reserves
ePotential complication(s): requires Fed to raise the funds rate

eReverse repurchase agreements
eBanks and perhaps money markets potential counterparties
Changes composition of Fed’s liabilities
ePotential complication(s): reverse repos for TSYs cleaner than for MBS, scope for
draining reserves unclear

eTerm deposits
<Banks move overnight reserves into term facility
ePotential complication(s): Mechanism for setting rate and bank utilization unclear,
implications for LIBOR market

=Sell assets
«Shrinks asset and liability sides of the balance sheet
ePotential complication(s): Private appetite for additional MBS and Treasury securities
unclear



Form and Likely Sequence: Reverse Repos

eDirect with Dealers
eInitial capacity $150 - $200 billion
eTier one capital relief could boost capacity in some instances
eUnlimited term

eDirect with Money Market funds
|nitial capacity near $1000 billion
eTerm less than 7 days
eRequires cumbersome setup

TALF Model
<Banks are agents; allow access to MM with cumbersome setup
*No incentive for Banks

Market implications
eCompete with other short-term investments
eUpward pressure on bill rates



Form and Likely Sequence: balance sheets, reserves and treasury demand

Cumulative change in composition of bank assets
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Form and Likely Sequence: Ending MBS Purchases

The Fed’s purchases of MBS have had a significant impact on valuations
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Form and Likely Sequence: Ending MBS Purchases

Housing market still fragile and needs low mortgages rates
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Form and Likely Sequence: Raising the Fed Funds Rate

eMarkets pricing in the first move in the first half of 2010 and expecting gradual
tightening similar to the past

eAnother possibility is a discreet initial move (to 1% for example) to remove
emergency level followed by a pause and then gradual tightening
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Market Implications: Net Fixed Income Supply
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Market Implications: Net Fixed Income Purchases
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Market Implications: Concern about higher real rates rather than inflation?

5yr5yr Forward TIPS Inflation Expectations Volatility Skew
(1y10yr 100 high vs. 100 low strike)
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Market Implications: Issuance and debt outstanding

Quarterly Issuance Marketable Debt Outstanding
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Market Implications: Average Maturity of the Debt
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Market Implications: More TIPS Issuance

Advantages

eDiversify and broaden the buyer base of Treasury debt in time of extreme borrowing need
ePotentially further lower the funding cost of nominals if TIPS remove some inflation risk
premium

eFurther extends average maturity of issuance and debt

eLimited risk because tax receipts effectively hedge Treasury inflation exposure

Disadvantages

<Given low breakevens, there is potential for higher explicit cost relative to nominal

If there is substantial further disinflation or deflation, buyer base for TIPS may dwindle just
as issuance increases

TIPS as Percentage of Nominals Outstanding

14% -
12% |
10% 1
8% |
6% |
4% |

2% -

0% T T T T T
1997 1999 2001 2003 2005 2007 2009




Potential Policy Errors

Fiscal considerations

el ack of budgetary restraint
<Big issue for non-US investors
eNeed spending cuts or tax revenue increases as economy stabilizes
Need to refrain from a second fiscal stimulus

Monetary considerations
eLiquidity programs
eMany of the programs addressing the money markets and financing can be
removed now
TALF is still needed to restart the shadow banking system, particularly for
more difficult assets
MBS program
eHousing market still needs low rate
«Stopping purchases vs. selling MBS
eTraditional policy
eRaising rates too soon is the bigger risk



Conclusions

eThe Fed’s exit strategy is a significant challenge and the form and timing will have
a significant impact on the broad financial markets

The likely first step will be the use of reverse repos to remove excess reserves
from the banking system

eThe eventual increase in the Fed funds rate target will have the biggest impact
and will likely come at a time when supply of fixed income securities is increasing
and the Fed has stopped purchasing longer-dated securities

eThe Treasury should continue to have a very transparent plan to increase issuance
given the growing deficit and

Extend average maturity

e|ssue more inflation-linked debt
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