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Wallace’s Daily Policy Debrief

Today:

1) Fiscal - Kim Wallace
2) Policy Calendar

Fiscal: Skinny, Full, or Just Late?

Discussions between President Obama and Speaker Boehner, along with public statements from members of
their parties, indicate Washington is likely to vote on a fiscal package before closing down the 112" Congress
later this month. We continue to believe a package will be negotiated to include legislation designed to
avert the bulk of fiscal drag implied by current law, language that removes the debt limit from credible
concerns for the next calendar year or longer, and money for states and households rebuilding after
Superstorm Sandy.

Each of these provisions on their own very likely would produce sufficient momentum to spur action;
together, the package seems bigger, stronger, more compelling than do reasons or excuses for inaction. If
Washington is able to agree to a package, its size is one of many uncertain variables that will factor into
markets’ and other stakeholders’ perception of value.

We opined last week about a deal that might commit Washington to $4.0 - 4.5T of multi-year fiscal
consolidation. We haven’t seen anything yet to dissuade us away from thinking a deal is coming. We have
seen comments and spoken to negotiators in the past few days that imply the chance of a smaller deal. The
current term of art is “skinny” or “full” in reference to a fiscal package. In this context, skinny looks about half
as slim as the potential deal we described last week, with spending cuts or new revenue (including some tax
increases) comprising 55% of the program, depending on to whom you speak.

Paying down the recent spike in debt-to-GDP is one of the policy drivers of a deal in the near term. Growth in
debt also is increasingly driven by demography as fewer taxpayers are supporting more retirees. The following
graph shows federal debt as share of the economy since the inception of the Department of the Treasury (one
year after Hamilton’s First Report on Credit). The long story is that all spikes in the ratio have been paid down,
irrespective of cause.
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Federal Debt Held by the Public
% of GDP, 1790 - 2011
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The accompanying graph demonstrates over 2x real growth in major mandatory spending outlays over
approximately the past two decades. The boomer generation is just beginning to fuel this rise, necessitating a
reconciliation of our aging population and key entitlement spending programs.

Major Mandatory Outlays, 1962 - 2017E (real $B)

900

800 ! Social Security |.
700 / /

600
/ Medicare |

500

400 /
-l

300 // /\/
200
100

0 T T T T T T

1962 1966 1970 1974 1977 1981 1985 1989 1993 1997 2001 2005 2009 2013E 2017E

Kim Wallace Tom Gallagher |Kevin Nealer |Joel Shin | Eric Melby | Todd Mariano
kwallace@renmac.com policy@renmac.com
(202) 470-1518

PLEASE DO NOT FORWARD



Source: CBO

Another near-term fiscal policy driver is public finance. Exporters, banks, and governments are primary
beneficiaries of abnormally low rates. Returning closer to a more common yield curve serves wider
stakeholder interests in a post-recession environment. Debt service costs will become an unwelcome tradeoff
when the 10-yr begins to edge up.
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'Skinny' would not sate anyone's appetite for necessary serious fiscal rebalancing, and all but assures
Washington would remain under relentless pressure next year to achieve more. Political and fiscal pressures
augur for a 'full' December Deal if any deal is possible.

- Kim Wallace
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Policy Calendar

Tuesday

= 5am EST, ZEW measure of German economic confidence for December came in at 6.9 versus expectations
of-12.0

= 2pm, Canada's central bank head Carney takes questions from the press after speech to financial analysts
in Toronto

Wednesday

= 4am EST, Italy's Monti scheduled to address Italian carmaker trade group

=  5am, ECOFIN meeting to continue unified European banking supervisor discussions

= 8am, OPEC press briefing

= 10am, House subcommittee hearing on implementation of Dodd-Frank derivatives rules
= 1lam, ECB issues semi-annual Financial Stability Review

= 12:30pm, FOMC statement released; 2:15pm Bernanke press conference
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LEGAL DISCLAIMER

Renaissance Macro Research, LLC has entered into a partnership for the distribution of the Macro Policy Report. The Scowcroft Group is paid on
a contractual basis. The analyst(s) principally responsible for the preparation of this research report certify that the views expressed in this
research report accurately reflect his/her (their) personal views about the subject security (ies) or issuer(s) and that his/her (their) compensation
was not, is not, or will not be directly or indirectly related to the specific recommendations or views contained in this research report, as such
please read the following disclosures carefully.

Renaissance Macro Research/Rafferty Capital Markets, LLC pays various outside sources for research material regarding investments and
securities that such outside sources distribute to their own customers. Renaissance Macro Research/ Rafferty Capital Markets, LLC makes the
research material available to its clients. Any recommendation, opinion or advice regarding securities or markets contained in such material does
not reflect the views of Renaissance Macro Research/ Rafferty Capital Markets, LLC and Renaissance Macro Research/ Rafferty Capital
Markets, LLC does not verify any information included in such material. Renaissance Macro Research/ Rafferty Capital Markets, LLC assumes
no responsibility for any fact, recommendation, opinion or advice contained in any such research material and expressly disclaims any
responsibility for any decisions or for the suitability of any security or transaction based on it.

Specifically, any decisions you may make to buy, sell or hold a security based on such research will be entirely your own and not in any way
deemed to be endorsed or influenced by or attributed to Renaissance Macro Research/ Rafferty Capital Markets, LLC. It is understood that,
without exception, any order based on such research that is placed with Renaissance Macro Research/ Rafferty Capital Markets, LLC for
execution is and will be treated as an unrecommended and unsolicited order. Further, Renaissance Macro Research/ Rafferty Capital Markets,
LLC assumes no responsibility for the accuracy, completeness or timeliness of any such research or for updating such research, which is subject
to change without notice at any time Renaissance Macro Research/ Rafferty Capital Markets, LLC does not provide investment, tax or legal
advice. Under no circumstance is the information contained within such third party research to be used or considered as an offer to sell or a
solicitation of an offer to buy any particular investment/security.

Rafferty Capital Markets, LLC., Member SIPC, FINRA, (the “Firm”) does not perform or seek to perform investment-banking services for these
companies in the future. Analysts receive no direct compensation in connection with the firm’s investment banking business. All Rafferty Capital
Markets, LLC employees, including the analyst(s) responsible for preparing this research report, may be eligible to receive non-product or service
specific monetary bonus compensation that is based upon various factors, including total revenues of Rafferty Capital Markets, LLC and its
affiliates as well as a portion of the proceeds from a broad pool of investment vehicles consisting of components of the compensation generated
by directors, analysts or employees and may effect transactions in and have long or short positions in the securities (options or warrants with
respect thereto) mentioned herein.

Although the statements of fact in this report have been obtained from and are based upon recognized statistical services, issuer reports or
communications, or other sources that the firm believes to be reliable, we cannot guarantee their accuracy.

All opinions and estimates included constitute the analyst’s judgment as of the date of this report and are subject to change without notice. The
firm may effect transactions as agent in the securities mentioned herein.

This report is offered for information purposes only, and does not constitute an offer or solicitation to buy or sell any securities discussed herein
in any jurisdiction where such would be prohibited.

Additional information available upon request.
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