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Equity markets worldwide oscillated wildly in August as the US waited until the last day to extend its borrowing capability. A
contentious debate produced an agreement to raise the debt ceiling in two steps. The total ceiling will rise by $2.4 trillion, which is
expected to be sufficient until early 2013. A panel of twelve legislators was selected to develop $1.5 trillion in spending cuts over
the next decade and present their plan by Thanksgiving. Absent an agreement from the panel, cuts totaling $1.2 trillion would
automatically be enacted, drawing funds heavily from defense and from non-specific non-defense programs. The debt ceiling
increase, under this clause, would also shrink by $300 billion, to $2.1 trillion. After the legislation passed, Standard & Poor’s issued
an unprecedented downgrade to US government debt, lowering its rating from AAA to AA+. Other rating agencies held firm on
their top ratings. The downgrade was seen more as a commentary on legislative inability to produce meaningful budget restraint
than a risk of technical default. Because the US can print money to pay its debt, default remains unlikely. However, since the debt
is so large, the long term risk of devaluing the dollar to pay the debt remains a concern. Fannie Mae and Freddie Mac were also
downgraded one notch by S&P, as their debt is guaranteed by the US government.

Equity Markets Become Volatile Although a downgrade to a debt rating usually results in rising bond yields,
6 7 pooarrom— US Treasury yields sank to record lows in mid August. The 10-year
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Ultra-low Treasury yields had a positive effect on mortgage rates. 30-year
mortgage rates fell to 4.3%, and 15-year mortgage rates dropped to 3.5%.
Mortgage Rates Move Lower In an environment of average unemployment levels, these rates would
likely have produced a surge of home purchase and refinance activity.
However, because of lingering high unemployment, consumers remained
hesitant to commit to large purchases. Even with rents rising quickly, and
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buyers remained noncommittal. Adding to reduced mortgage activity is the
N Mortgage Bankers Association; Bloomberg VY high number of borrowers underwater in their current mortgages.
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mortgages are immediately disqualified.
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SaP 500 5o 8.9% 1.8% purchased Italian and Spanish government bonds. Because the majority of
e 0T Vel Ao A AT European sovereign bonds are held by European banks, and the values of
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in the US and Europe to raise capital levels significantly.
MSCI EAFE -9.0% -11.6% -6.0%
Emerging Markets  -8.9%  -10.6%  -8.3% The eastern US assessed damages from Hurricane Irene and a rare
EeEpiey ke A 2 earthquake. Massive flooding across the region is expected to bring
3-Month T-Bills  0.0% 0.0% 0.1% damage totals to well over $10 billion.
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