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On Friday the US was downgraded by Moody’s by one notch from Aaa to Aal. The US is Recent Publications
now rated one notch below AAA by all big 3 ratings agencies. The downgrade is expected
to negatively impact UST sentiment but is unlikely to result in any forced selling. There 15-May-25  RBA Preview: 25bps cut with
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What is the US sovereign rating now?
Below AAA. The US sovereign rating is now one notch below AAA by all big 3 ratings
agencies (Exhibit 2). All big 3 agencies have the US sovereign outlook as stable.

Exhibit 2: Current US ratings
US rating is now 1 notch below AAA by all big 3 ratings agencies

Ratings Outlook As of Date
S&P AA+ Stable Mar-24
Fitch AA+ Stable Aug-24
Moody's Aal Stable May-25

Source: Fitch, Moody's, S&P
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Moody’s downgrade was driven by “the increase over more than a decade in government
debt and interest payment ratios to levels that are significantly higher than similarly
rated sovereigns.” There was no specific catalyst for the downgrade but Moody’s noted
their base case is an extension of the 2017 Tax Cut & Jobs Act (TCJA) which will support
a widening of federal deficits & annual deficits / GDP of nearly 9% by 2035. Our US
economists generally agree with Moody’s baseline for TCJA & the deficit outlook.

Will there be forced selling due to the downgrade?

Very unlikely. Our understanding from major fixed income indices (BofA ICE &
Bloomberg / Barclays) is that they either require ratings of above investment grade or
have no explicit sovereign ratings requirements. As a result, no forced selling from these
indices is likely in our view. Other indices may have different requirements but likely
have substantially lower associated AUM.

Index requirements are more specific when they pertain to technical default. These are
more relevant considerations around “selective default” or “restricted default”. Such
ratings are relevant when considering very low probability outcomes related to the US
debt limit; for detail see: Debt limit FAQ: spring 2025 update.

What is the rate impact of a US sovereign downgrade?

Very limited direct impact. The direct impact of prior 1-notch US sovereign ratings
downgrades has been relatively small in relation to broader macro & financial conditions.
The 2011 S&P downgrade was a catalyst for a sharp decline in US 10Y yields but
occurred in the context of softening US economic data (Exhibit 3). In contrast, the 2023
Fitch downgrade was a catalyst for a large increase in US 10Y yields but occurred in the
context of strengthening economic data (Exhibit 4). Macro > downgrades.

Exhibit 3: US 10Y & BBG eco surprise index around S&P downgrade Exhibit 4: US 10Y & BBG eco surprise index around Fitch downgrade
S&P downgrade was a catalyst for lower rates but macro mattered more Fitch downgrade was a catalyst for higher rates but macro mattered more
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A clearer short-term market impact can be seen when looking at the UST curve.
Specifically, US 10s30s tends to temporarily pop steeper after a US downgrade (Exhibit
5). This impact tends to be short lived & eventually overwhelmed by other curve drivers.
The initial curve move supports our 10s30s steepening bias.

Exhibit 5: UST 10s30s curve around prior US sovereign downgrades (bps)
The UST 10s30s curve typically pops steeper after downgrades but subsequently reverses
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Notably, the long end asset swap spread move has been more mixed. The 23 Fitch
downgrade saw long end SOFR asset swap spreads widen (widen = richer USTs) which
may have been driven by increased long end receiving demand after the initial pop
higher in 30Y rates. The "11 S&P downgrade saw long end LIBOR spreads also widen but
this was likely a reflection of acute risk off & heighted recession risks. The SOFR to
LIBOR transition in asset swaps also complicates the historic swap spread comparison.
On the Moody’s announcement, 30y spreads tightened only about 0.5bp. We think this
underscores that credit agencies are lagging movers versus markets which already price
very cheap Treasuries vs swaps resulting from a steadily worsening supply/demand
landscape over the years.

In implied volatility space, we note an increase in gamma and intermediate expiries in
10y tails over the last two downgrades (c.+5bp for Tm10y and c.+19bp for 1y10y), but
lower left side vol (c.-10bp for 1y1y vol). In delivered volatility (3m windows) we saw a
material increase in 10yT and 30yT rates (c.+27bp and c.+54bp, respectively), but a
decrease at the frontend of the curve (c.-19bp and c.-10bp lower for 2yT and 5yT,
respectively). The fact that we only have two downgrade events is limiting in terms of
generalizations for the vol dynamic, but these results do reflect some support for right
side vol (outperformance of vol on the right side of the grid and delivered vol at the
backend of the curve) and make intuitive sense.

What is the status of US fiscal bill?

The reconciliation bill is making its way through the House of Representatives.
Committees have finished their work on proposals consistent with the reconciliation
instructions. Last Friday, the bill's aggressive timeline took a blow as it failed to
advance out of the Budget Committee. Conservative Republicans voted against the bill
to extract more significant and earlier spending reductions.

This is not a nail in the coffin, but it does make passing the bill before Memorial Day less
likely. The Budget Committee is set to vote again. If it passes, it will go to the Rules
Committee before finally a floor vote. Changes are likely to be made to get party-line
support, Watch SALT (State and Local Tax) cap, work requirements, and IRA (Inflation
Reduction Act). While moderate and conservative Republicans do not have consensus on
these issues, we expect the House to eventually advance the bill to the Senate.

The Senate is likely to make its own amendments to the bill. In general, we expect them
to water down the spending cuts proposed by the House. That could be another speed
bump for the timeline. It also would result in a bill that adds even more to the deficit
than what the House is considering.

o
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What is the deficit impact? What is potential range?

The deficit is going to increase in any outcome, we believe. According to the Committee
for a Responsible Budget, the House Republican bill as its written would add $2.7tn to
the primary deficit over the next 10-years. While this is less than the $3.8tn estimated
cost to extend the expiring TCJA provisions, its misleading since many of the tax
provisions expire early. As we've seen time and again, Congress extends temporary tax
cuts. Assuming all provisions are made permanent, CRFB estimates the House Bill will
add $4.5tn to the primary deficit over the next 10-years. We also expect the Senate
changes to add-to rather than reduce the deficit. Depending on these changes, the final
bill might add closer to $5-56tn to the deficit.

The range of outcomes for near-term deficits is narrower than over the long-run due the
expect front-loading. Indeed, CRFB, estimates the House bill would add $600bn (1.8% of
GDP) to the FY 27 deficit. Tariff revenue would only be a partial offset to this increase.

While the current spending proposals by the House do not change our base case deficit
forecasts, the market may be moving closer to our expectations for around 7% deficit in
FY 26 & '27 (Exhibit 6). The market is likely realizing lower effective tariff revenues,
limited scope of DOGE spending reductions and potential incremental tax cuts on top of
TCJA extension support a higher deficit trajectory in both the medium and longer term.

Exhibit 6: BofA deficit forecasts vs primary dealer forecasts ($bn)
As of May refunding meeting, BofA was at top end of dealer deficit forecasts for FY '26 & 27 deficits
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Source: BofA Global Research, US Treasury
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How will UST fund the package?

Initially bills. Coupon sizes will rise, eventually. In our base case, we assume UST grows
coupons starting at the February refunding. A proactive UST has room to grow coupons
sooner than Feb but deficit uncertainty will likely push coupon increases out to '26.

In Exhibit 7, we show bills as % of marketable debt assuming $280bn growth over four
quarters starting in Feb '26 (similar to $300bn in four quarters observed in '23-24).
Even under the lower deficit scenario, the auction growth we forecast is required for
bills to not persistently exceed 22% of marketable debt in FY ’26. It is possible UST
allows higher bill supply growth vs Treasury Borrowing Advisory Committee (TBAC)
guidance; we interpret TBAC guidance as recommending a soft cap of bills as % of total
UST debt around 22%.
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Exhibit 7: Bills % marketable debt assuming baseline coupon growth Exhibit 8: Treasury auction sizes by tenor with projections through FYE

across curve starting in February ’27 ($bn)
Assuming coupon growth we expect, bills stay below 23% through FY '27 We forecast that Treasury note auction sizes will grow starting in Feb '26
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Our base case for coupon growth is shown in Exhibit 8. We reflect coupon increases
across the curve consistent with observed growth observed in 23 — '24. We anticipate
that UST will view bill supply above 22% as too high and then look to grow coupons.
UST may argue for persistently higher bill supply if stablecoin is more broadly adopted
which could structurally increase demand for bills (see: Stablecoins & USTs). Treasury
Secretary Bessent may also prefer to fund the deficit via bills to limit upward pressure
on longer-term USTs (despite his prior criticism of Yellen for a similar approach).

Will UST shorten WAM?

Likely, but they have not admitted it yet. UST has capacity to shorten UST WAM but has
yet to show willingness. In May refunding preview, we discussed the options that UST
has for shifting WAM of issuance to the front end and belly of the curve. Because UST
WAM is at historically elevated levels (Exhibit 9), UST can consider alternate coupon
supply growth that only modestly shift WAM lower and keep WAM above longer term
average. We perceive the likelihood of a lower UST WAM as rising.

BofA GLOBAL RESEARCH

Exhibit 9: Actual and expected WAM through FY '27 (months)
WAM expected to rise unless Treasury adjusts issuance allocation
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Assuming coupons grow across the curve consistent with recent adjustments, WAM will
continue to shift higher (Exhibit 9). If back-end cheapness remains into the end of the
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year, UST may be motivated to consider keeping bill share elevated or managing gross
issuance across shorter-dated coupons.

What is market impact of fiscal developments?

Both the Moody’s US downgrade & expected fiscal deterioration spell trouble of the
UST back end. As discussed in Global Rates Weekly we hold a 10s30s steepener and 30y
spread short to position for continued cheapening pressure at the back end as the
market grapples with more supply and the limited scope for back end demand (see:
Flows report). The UST back end will absorbs much of the supply risk as Treasury has yet
to show responsiveness to this supply/ demand imbalance and market signals from term
premium, spread curve shape, and 20y cheapness (see: Signal miss). While we are
hopeful WAM UST/ TBAC discussion will be had in coming refunding meetings, we have
limited conviction on what levels will garner enough concern for action.

Bottom line: (1) US downgrade has no mechanical forced selling impact but will worsen
UST sentiment (2) the fiscal trajectory to worsen with the Senate version of tax law &
likely results in annual deficits of 7-8%/GDP over the next 10Y (3) USTs to cheapen &
the curve will steepen; be short 30Y asset swaps & in 10s30s steepeners.
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Notable Rates and FX Research

« Global Macro Year Ahead 2025 - Stretching the rubber band, 24 November 2024

« Global Rates Year Ahead 2025 - Continental Drift, 24 November 2024

« G10 FX Year Ahead 2025 - Policy Uncertainty, 26 November 2024

« Persistent Officials, Liquid Cross Border Flows, 12 May 2025

Rates, FX & EM trades for 2025

For a complete list of our open trade recommendations as well as our trade
recommendations closed over the past 12 months, see the reports below:

Global FX Weekly: Nothing is in the price 16 May 2025

Global Rates Weekly: Going places together 16 May 2025

Analyst Certification

I, Meghan Swiber, CFA, hereby certify that the views expressed in this research report
accurately reflect my personal views about the subject securities and issuers. | also
certify that no part of my compensation was, is, or will be, directly or indirectly, related
to the specific recommendations or view expressed in this research report.
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jurisdiction and, if not licensed, do not hold themselves out as being able to do so. BofAS and/or MLPF&S is the distributor of this information in the US and accepts full responsibility for
information distributed to BofAS and/or MLPF&S clients in the US by its non-US affiliates. Any US person receiving this information and wishing to effect any transaction in any security
discussed herein should do so through BofAS and/or MLPF&S and not such foreign affiliates. Hong Kong recipients of this information should contact Merrill Lynch (Asia Pacific) Limited in
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respect of any matters relating to dealing in securities or provision of specific advice on securities or any other matters arising from, or in connection with, this information. Singapore recipients
of this information should contact Merrill Lynch (Singapore) Pte Ltd in respect of any matters arising from, or in connection with, this information. For clients that are not accredited investors,
expert investors or institutional investors Merrill Lynch (Singapore) Pte Ltd accepts full responsibility for the contents of this information distributed to such clients in Singapore.

General Investment Related Disclosures:

Taiwan Readers: Neither the information nor any opinion expressed herein constitutes an offer or a solicitation of an offer to transact in any securities or other financial instrument. No part of
this report may be used or reproduced or quoted in any manner whatsoever in Taiwan by the press or any other person without the express written consent of BofA Securities.

This document provides general information only, and has been prepared for, and is intended for general distribution to, BofA Securities clients. Neither the information nor any opinion
expressed constitutes an offer or an invitation to make an offer, to buy or sell any securities or other financial instrument or any derivative related to such securities or instruments (e.g, options,
futures, warrants, and contracts for differences). This document is not intended to provide personal investment advice and it does not take into account the specific investment objectives,
financial situation and the particular needs of, and is not directed to, any specific person(s). This document and its content do not constitute, and should not be considered to constitute,
investment advice for purposes of ERISA, the US tax code, the Investment Advisers Act or otherwise. Investors should seek financial advice regarding the appropriateness of investing in financial
instruments and implementing investment strategies discussed or recommended in this document and should understand that statements regarding future prospects may not be realized. Any
decision to purchase or subscribe for securities in any offering must be based solely on existing public information on such security or the information in the prospectus or other offering
document issued in connection with such offering, and not on this document.

Securities and other financial instruments referred to herein, or recommended, offered or sold by BofA Securities, are not insured by the Federal Deposit Insurance Corporation and are not
deposits or other obligations of any insured depository institution (including, Bank of America, N.A.). Investments in general and, derivatives, in particular, involve numerous risks, including,
among others, market risk, counterparty default risk and liquidity risk. No security, financial instrument or derivative is suitable for all investors. Digital assets are extremely speculative, volatile
and are largely unregulated. In some cases, securities and other financial instruments may be difficult to value or sell and reliable information about the value or risks related to the security or
financial instrument may be difficult to obtain. Investors should note that income from such securities and other financial instruments, if any, may fluctuate and that price or value of such
securities and instruments may rise or fall and, in some cases, investors may lose their entire principal investment. Past performance is not necessarily a guide to future performance. Levels and
basis for taxation may change.

Futures and options are not appropriate for all investors. Such financial instruments may expire worthless. Before investing in futures or options, clients must receive the appropriate risk
disclosure documents. Investment strategies explained in this report may not be appropriate at all times. Costs of such strategies do not include commission or margin expenses.

BofA Securities is aware that the implementation of the ideas expressed in this report may depend upon an investor's ability to "short" securities or other financial instruments and that such
action may be limited by regulations prohibiting or restricting "shortselling" in many jurisdictions. Investors are urged to seek advice regarding the applicability of such regulations prior to
executing any short idea contained in this report.

This report may contain a trading idea or recommendation which highlights a specific identified near-term catalyst or event impacting a security, issuer, industry sector or the market generally
that presents a transaction opportunity, but does not have any impact on the analyst’s particular “Overweight” or “Underweight” rating (which is based on a three month trade horizon). Trading
ideas and recommendations may differ directionally from the analyst’s rating on a security or issuer because they reflect the impact of a near-term catalyst or event.

Foreign currency rates of exchange may adversely affect the value, price or income of any security or financial instrument mentioned in this report. Investors in such securities and instruments
effectively assume currency risk.

BofAS or one of its affiliates is a regular issuer of traded financial instruments linked to securities that may have been recommended in this report. BofAS or one of its affiliates may, at any time,
hold a trading position (long or short) in the securities and financial instruments discussed in this report.

BofA Securities, through business units other than BofA Global Research, may have issued and may in the future issue trading ideas or recommendations that are inconsistent with, and reach
different conclusions from, the information presented herein. Such ideas or recommendations may reflect different time frames, assumptions, views and analytical methods of the persons who
prepared them, and BofA Securities is under no obligation to ensure that such other trading ideas or recommendations are brought to the attention of any recipient of this information.

In the event that the recipient received this information pursuant to a contract between the recipient and BofAS for the provision of research services for a separate fee, and in connection
therewith BofAS may be deemed to be acting as an investment adviser, such status relates, if at all, solely to the person with whom BofAS has contracted directly and does not extend beyond
the delivery of this report (unless otherwise agreed specifically in writing by BofAS). If such recipient uses the services of BofAS in connection with the sale or purchase of a security referred to
herein, BofAS may act as principal for its own account or as agent for another person. BofAS is and continues to act solely as a broker-dealer in connection with the execution of any transactions,
including transactions in any securities referred to herein.

Copyright and General Information:

Copyright 2025 Bank of America Corporation. All rights reserved. iQdatabase® is a registered service mark of Bank of America Corporation. This information is prepared for the use of BofA
Securities clients and may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of BofA Securities. This document
and its content is provided solely for informational purposes and cannot be used for training or developing artificial intelligence (Al) models or as an input in any Al application (collectively, an Al
tool). Any attempt to utilize this document or any of its content in connection with an Al tool without explicit written permission from BofA Global Research is strictly prohibited. BofA Global
Research information is distributed simultaneously to internal and client websites and other portals by BofA Securities and is not publicly-available material. Any unauthorized use or disclosure
is prohibited. Receipt and review of this information constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information
contained herein (including any investment recommendations, estimates or price targets) without first obtaining express permission from an authorized officer of BofA Securities.

Materials prepared by BofA Global Research personnel are based on public information. Facts and views presented in this material have not been reviewed by, and may not reflect information
known to, professionals in other business areas of BofA Securities, including investment banking personnel. BofA Securities has established information barriers between BofA Global Research
and certain business groups. As a result, BofA Securities does not disclose certain client relationships with, or compensation received from, such issuers. To the extent this material discusses
any legal proceeding or issues, it has not been prepared as nor is it intended to express any legal conclusion, opinion or advice. Investors should consult their own legal advisers as to issues of
law relating to the subject matter of this material. BofA Global Research personnel’s knowledge of legal proceedings in which any BofA Securities entity and/or its directors, officers and
employees may be plaintiffs, defendants, co-defendants or co-plaintiffs with or involving issuers mentioned in this material is based on public information. Facts and views presented in this
material that relate to any such proceedings have not been reviewed by, discussed with, and may not reflect information known to, professionals in other business areas of BofA Securities in
connection with the legal proceedings or matters relevant to such proceedings.

This information has been prepared independently of any issuer of securities mentioned herein and not in connection with any proposed offering of securities or as agent of any issuer of any
securities. None of BofAS any of its affiliates or their research analysts has any authority whatsoever to make any representation or warranty on behalf of the issuer(s). BofA Global Research
policy prohibits research personnel from disclosing a recommendation, investment rating, or investment thesis for review by an issuer prior to the publication of a research report containing
such rating, recommendation or investment thesis.

Any information relating to sustainability in this material is limited as discussed herein and is not intended to provide a comprehensive view on any sustainability claim with respect to any
issuer or security.

Any information relating to the tax status of financial instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax advice. Investors are urged to
seek tax advice based on their particular circumstances from an independent tax professional.

The information herein (other than disclosure information relating to BofA Securities and its affiliates) was obtained from various sources and we do not guarantee its accuracy. This information
may contain links to third-party websites. BofA Securities is not responsible for the content of any third-party website or any linked content contained in a third-party website. Content
contained on such third-party websites is not part of this information and is not incorporated by reference. The inclusion of a link does not imply any endorsement by or any affiliation with BofA
Securities. Access to any third-party website is at your own risk, and you should always review the terms and privacy policies at third-party websites before submitting any personal information
to them. BofA Securities is not responsible for such terms and privacy policies and expressly disclaims any liability for them.

All opinions, projections and estimates constitute the judgment of the author as of the date of publication and are subject to change without notice. Prices also are subject to change without
notice. BofA Securities is under no obligation to update this information and BofA Securities ability to publish information on the subject issuer(s) in the future is subject to applicable quiet
periods. You should therefore assume that BofA Securities will not update any fact, circumstance or opinion contained herein.

Certain outstanding reports or investment opinions relating to securities, financial instruments and/or issuers may no longer be current. Always refer to the most recent research report relating
to an issuer prior to making an investment decision.

In some cases, an issuer may be classified as Restricted or may be Under Review or Extended Review. In each case, investors should consider any investment opinion relating to such issuer (or
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its security and/or financial instruments) to be suspended or withdrawn and should not rely on the analyses and investment opinion(s) pertaining to such issuer (or its securities and/or financial
instruments) nor should the analyses or opinion(s) be considered a solicitation of any kind. Sales persons and financial advisors affiliated with BofAS or any of its affiliates may not solicit
purchases of securities or financial instruments that are Restricted or Under Review and may only solicit securities under Extended Review in accordance with firm policies.

Neither BofA Securities nor any officer or employee of BofA Securities accepts any liability whatsoever for any direct, indirect or consequential damages or losses arising from any use of this
information.
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