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Looking Beyond Inflation and Federal
Reserve Policy:

Answering Client Questions About the
Federal Budget, Deficit, and Debt

OBV

Recently, we’ve had the labor market, inflation, and Federal Reserve (Fed) policy in focus to assess the risk of

recession and related market implications. Clients are also asking appropriate questions about the federal
budget, deficit, debt, and debt ceiling, as well as a new payment system being launched by the Fed, FedNow.

In this week’s Sight|Lines, we take the opportunity to answer recent these client questions briefly.

THE TAKEAWAY: THE U.S. FEDERAL BUDGET RUNS A DEFICIT, ADDING TO DEBT.
CONGRESS MUST RAISE THE DEBT CEILING.

The Biden administration’s proposed 2024 budget includes a $1.8 trillion deficit, which must be funded by debt.
And already in 2023, the government has hit the debt ceiling, which must be raised soon. Clients have been
asking questions about these and related topics. Here are some answers, in summary:

e The U.S. government has run a deficit every year starting in 2002, after running a budget surplus each year
from 1998 to 2001.

e The budget deficits hit historic levels in 2020 and 2021 to fund significant fiscal spending to aid in the
recovery from the pandemic.

e The U.S. national debt has reached $31.5 trillion.

e Analysts assess the deficit, debt level, and cost of debt service (interest payments) in relation to U.S. gross
domestic product, or GDP. While these figures can appear more reasonable, they are increasing, with some
reaching historic limits.

e Debate on these issues will continue, and we believe our government leaders will eventually work to rein in the
deficit spending and debt via an expanding economy and budget discipline.

Clients have also been asking about FedNow, a new Federal Reserve payment service expected to launch later this
year. The Fed says this service will allow banks and credit unions to transfer funds and is not a digital currency nor
a step toward one.

IN-DEPTH: THE U.S. FEDERAL BUDGET HAS RUN A DEFICIT SINCE 2002, ADDING TO THE
NATIONAL DEBT. CONGRESS MUST NOW RAISE THE DEBT CEILING AND PASS THE 2024
BUDGET, AND BOTH WILL BE HOTLY DEBATED. FEDNOW IS A NEW PAYMENT SYSTEM.

The U.S. government has begun the process of trying to pass a 2024 budget, and, as is most often the case, the
budget will likely run a deficit (currently proposed at $1.8 trillion), which must be funded by debt. This funding
adds to the U.S. debt, which is limited by a debt ceiling set by Congress. In fact, the current debt ceiling has been
reached in 2023, so Congress is debating a stopgap bill for this year and potentially next year. Clients have been
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asking questions about these topics, and here we intentionally focus on high-level figures rather than the budget
details to understand how the budget, deficit, debt, and debt ceiling are interrelated. Going deeper:

e The U.S. government has run on a deficit every year starting in 2002, with big increases in 2020 and 2021 to
fund significant fiscal spending to aid in the recovery from the pandemic:

- From 1998 to 2001, the budget surplus averaged $140 billion. From 2002 to 2009, the budget deficit
averaged $0.4 trillion. For the 10 years ended 2019, the deficit averaged $0.8 trillion.

- The budget deficit hit $3.1 trillion in 2020 and $2.8 trillion in 2021, falling back to $1.4 trillion in 2022. Itis
expected to be $1.4 trillion in 2023 and $1.8 trillion in 2024.

e The U.S. national debt has increased materially:

- The national debt has reached $31.5 trillion, up $11 trillion over the last 10 years.

e Analysts often seek to assess the deficit, debt level, and cost of debt service in relation to U.S. GDP:

- In 2022, the debt-to-GDP ratio sat at 121%, off the 2020 peak of 128%, and above the previous historic
peak of 119% in 1945, after growing during World War Il.

- The 20 years ended 2022 includes fiscal support for the Great Recession and the pandemic, with the deficit-
to-GDP ratio averaging 10.5%, a level last seen in the wake of World War II.

- Low interest rates in the wake of the Great Recession kept the cost of debt service, as measured by net
interest payments as a percent of the federal revenues, contained. But higher rates and higher debt mean
this debt service cost is rising, expected to be 13.3% in 2023, up from 9.7% in 2022, and projected to be
20.1% in 2033, according to the Congressional Budget Office.

While both parties will continue to debate these issues, in our view, the growth of the debt is unsustainable, so we
will eventually have to rein in the deficit spending and debt, likely through a combination of an expanding
economy, budget discipline, and perhaps even austerity.

As mentioned, clients have been asking questions about these topics, as well as FedNow and the potential for a
central bank digital currency (CBDC). In short, FedNow is a Fed service being made available later this year for
banks and credit unions to transfer funds, similar to current services like Fedwire and FedACH. The Fed has said,
“The FedNow Service is neither a form of currency nor a step toward eliminating any form of payment, including
cash..The Federal Reserve has made no decision on issuing a CBDC and would only proceed with the issuance of
a CBDC with an authorizing law.”

CONCLUSION
While our focus recently has been on the labor market, inflation, and Fed policy, we’ve been answering client

questions about the federal budget, deficit, debt, and debt ceiling, all of which have become increasingly
important areas of focus as evaluate the U.S. markets and economy over the medium to long term.
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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 considerations 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 companies. Property values can
fall due to environmental, economic, or other reasons, and changes in interest rates can negatively 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 considered 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 back in 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. VIXis a trademarked ticker symbol for the Chicago Board Options Exchange Market Volatility Index, a
popular measure of the implied volatility of S&P 500 index options.
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