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Investors Anticipate Resolution
as the Threat of Default Looms

U.S. Treasury debt has historically
been viewed as one of the safest
places for investors to put their
money, but what if that security
were to be questioned? The biggest
risk to government debt is default
and, while such a scenario is
unlikely in the United States, the
contentious nature of the U.S. debt
ceiling debate has some investors
wondering if such an outcome is
possible this time.

THE DEBT CEILING DEBATE

The debt limit for the U.S. is currently capped at $31.4 trillion. However, given

the ongoing and massive amounts of annual federal spending, U.S. government
commitments have surpassed that level, prompting the need for additional debt
issuance beyond the current limitation. On January 19, the technical debt limit was
reached, but the Treasury Department implemented “extraordinary measures” to
continue to perform on its obligations. Such accounting measures, however, are only
a temporary stalling mechanism, and unless the cap is lifted — and soon — the federal
government is poised to fall short of the funds needed to cover its commitments,
potentially as early as June.

Introduced in 1939, the debt limit was originally intended to allow the Treasury to

more easily issue debt to cover the country’s obligations without seeking consistent

Congressional authorization as per the U.S. Constitution. In other words, the cap was

intended to be a tool to facilitate payment on obligations committed to by Washington

up to a certain threshold, rather than a restriction on the nominal amount of debt

issued. In fact, the so-called cap has been little if any of a limitation on — massive —
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More recently, the debt
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political debate with each party using the threat of default as a means of negotiation for
alternative — and often unrelated — policy directives. While both sides have been guilty
of utilizing this practice, Republicans are leading the debt ceiling challenge this time

around. President Biden and top Democrats have called for a “clean” debt limit increase,

while House Republicans want any increase to be linked to spending cuts.

WHAT REPUBLICANS PROPOSE

On April 19, House Speaker Kevin McCarthy introduced legislation that would allow for
an increase if certain conditions related to curtailing long-term debt and reducing the
administration’s climate change agenda were met. According to reports, in exchange for
agreeing to raise the debt limit, Republicans demand that any unspent — but approved
— COVID-19 funding be recalled. McCarthy’s debt-ceiling increase legislation also aims
to ease the Biden administration’s energy regulations and clean-energy tax breaks,

as well as implement work requirements on adults without children who receive food
stamps and Medicaid.

The proposal would furthermore limit growth in — particular areas of — government
spending from 2022 levels, thus arguably reducing future government outlays and
deficits. However, given the massive size of the government’s balance sheet, while a
welcome step for those seeking fiscal order, any single statute can hardly be expected
to have a material impact on the longer-run trajectory of the nation’s debt.

AT RISK?

The clock is ticking for officials in Washington to reach an agreement on the debt ceiling,

but according to market metrics, despite the dwindling timeline, investors remain
convinced a deal will be
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differently than in the

past. According to Bloomberg data, the 3-month Treasury bill yield hit a new 22-year
peak of 5.32% on April 20, currently trading at 5.11% as of 9:09 a.m. ET. While reflective
of a rapidly rising federal funds target rate as the Federal Reserve seeks to tame
inflation, the premium may also be an indication of an elevated default risk.

Additionally, credit default swaps (CDSs), a form of insurance against a borrower not
making full or on-time payments on their debt, rose to the highest level since the
financial crisis. Up 141 basis points (bps) since the start of the year, the cost of insuring
U.S. debt against default is over 150 bps, according to Bloomberg data. Spreads on five-
year CDSs have also widened more than 30 bps since the start of the year.
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END GAME

If the United States defaults, it would struggle to restructure its debt. Investors may have to
wait longer than expected or agreed upon to receive full payment, or they may be forced
to take a partial payment with some loss of interest or principle. That being said, default

is still a highly unlikely scenario. The consequences of a default would have significant

— negative — implications for future Treasury issuance and the government’s ability to
function properly, an outcome officials on both sides of the aisle should want to avoid.

Under the scenario of default, the U.S. government would still need to run the country, and
subsequently would need additional funds. However, amid declining or an outright loss
of confidence, buyers of U.S. debt would require additional compensation. Higher rates,
of course, make it increasingly more expensive for the government to operate even at a
reduced capacity. A default of any kind would also likely lead to a rating downgrade, or at
least negatively impact the country’s credit rating. Recall in 2011, amid a fierce showdown
between Republicans and the Obama administration, Standard & Poor's downgraded the
government’s credit rating for the first time in history from AAA to AA+.

Additionally, a failure
to reach an agreement
to raise the debt ceiling
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A delay in payment or
only partial payment
could spark insolvency issues, potentially leading to additional failures of individual
institutions or worse, a systemic breakdown.

RESOLUTION

While the endgame agreement is likely to be made in the eleventh hour behind closed
doors, an agreement for all intents and purposes will be made. There is simply too much
at stake. Despite the difference in politics, both Republicans and Democrats agree the
U.S. government must 1) be allowed to continue to function properly, and 2) repay its
debts. Without confidence in — and evidence of — the government’s ability to meet these
goals, the safety and soundness of the nation’s debt is undermined.

Of course, stringing along the process with both sides issuing ultimatums and
proclamations, the mere threat of default — even if not ultimately realized — can have
lasting implications. Prolonging the process with a consistent warning of potentially no
deal can act to undermine the — global — perception of dollar assets and destabilize the
flight to quality trade, particularly in today’s environment of international uncertainty
and war, as well as amid a growing movement to overthrow the U.S. dollar.
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'Estimates vary widely with some suggesting the deadline could be as far off as November.

DISCLAIMER

The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us
and is not a complete summary or statement of all available data, nor is it considered an offer to buy or sell any securities
referred to herein. Opinions expressed are subject to change without notice and do not take into account the particular
investment objectives, financial situation, or needs of individual investors. There is no guarantee that the figures or
opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or
its affiliates may, at times, release written or oral commentary, technical analysis, or trading strategies that differ from the
opinions expressed within. Past performance is no guarantee of future results. Indices are unmanaged, do not reflect
fees or expenses, and you cannot invest directly in an index.

Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special consid-
erations associated with international investing, including the risk of currency fluctuations and political and economic
events. Investing in emerging markets may involve greater risk and volatility than investing in more developed countries.
Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small company stocks are typically
more volatile and carry additional risks, since smaller companies generally are not as well established as larger compa-
nies. Property values can fall due to environmental, economic, or other reasons, and changes in interest rates can nega-
tively impact the performance of real estate companies. When investing in bonds, it is important to note that as interest
rates rise, bond prices will fall. The Standard & Poor’s 500 index is a capitalization-weighted index that is generally con-
sidered representative of the U.S. large capitalization market. The Dow Jones Industrial Average (DJIA) is a price-weighted
average of 30 significant stocks traded on the New York Stock Exchange (NYSE) and the NASDAQ. The DJIA was invented
by Charles Dow backin 1896. The MSCI EAFE index (Europe, Australasia, and the Far East) is a free float-adjusted market
capitalization index that is designed to measure the equity market performance of developed markets, excluding the U.S.
and Canada. The NASDAQ Composite Index is a capitalization-weighted index that is comprised of all stocks listed on the
National Association of Securities Dealers Automated Quotation System stock market, which includes both domestic and
foreign companies.
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