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Takeaways

e The U.S. hit its debt limit in January when the national debt reached $31.4 trillion. The
Treasury Department has been employing “extraordinary measures” since then.

e The federal government faces a rapidly approaching deadline to raise the debt ceiling
before June 1. The President and congressional leaders are meeting to find a compromise.

e Markets have generally taken previous debt ceiling crises in stride. However, the U.S. debt

downgrade and market correction of 2011 was a direct result of fiscal problems.

Market update

This update is provided in partnership with Clearnomics, a market insights platform for asset and
wealth managers. Our goal is to help you stay abreast of ever-changing markets by putting current
conditions into the context of economic and market history. Every monthly update will address key
issues clients are asking about and share real-time insights you can use to improve the
management of risks in your fund. The updates will also provide practical historical stress-testing

scenarios to help you explore potential outcomes for portfolios in the current environment.

The federal debt limit is once again in the news as the country rapidly approaches a critical
deadline on June 1. Investors are understandably nervous about Washington failing to reach an
agreement, a possibility that both sides have agreed would be a self-inflicted catastrophe. While
it's unclear how this will play out in the coming weeks, the fortunate news is that financial markets
are mostly taking these events in stride. How can investors maintain the right perspective around

political and fiscal uncertainty?
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First, it's important to understand what the debt limit is and is not. In simple terms, the federal
government borrows money to pay its bills by issuing Treasury securities. This is necessary
because the federal government often operates with a deficit, whereby spending exceeds
government revenues. This borrowing adds to the national debt, which hit the $31.4 trillion debt
ceiling in January. Since then, the Treasury Department has been employing what it calls
"extraordinary measures" —accounting maneuvers that provide Congress time to keep paying

government debts to ensure that the country does not default on its obligations.

Exhibit 1

The federal budget deficit requires Congress to raise the debt ceiling

Market and Economic Chartbook | May 15, 2023

Federal Budget Deficit to GDP

Annual federal deficit to U.S. GDP since 1930
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The debt ceiling is a mechanism that requires Congress to approve additional borrowing above
these levels. What makes this discussion confusing is that the debt ceiling is not about
government spending, per se. That spending has already been authorized through the normal

budget process that takes place each year.
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Thus, the only question around the debt ceiling is whether the government can and should pay its
bills. This is akin to signing the papers for a new car then afterwards requesting an increase to
your credit limit. For most of us, the decision to buy something cannot be separated from whether
we will pay for it, even if it's with debt. Unfortunately, the Congressional process for approving a
budget by September 30 each year is separate from whether the Treasury can raise enough funds

to pay the bills.

Second, the large and ever-growing national debt is a controversial topic that impacts the
economy and markets in complex ways. At the moment, Democrats, who control the White House
and Senate, and Republicans, who control the House of Representatives, are in a standoff. On April
26, the House passed a debt limit bill by a narrow vote margin of 217 to 215. This would increase
the debt limit through March 31, 2024 or until the national debt increases by another $1.5 trillion.
However, it also includes provisions such as discretionary spending limits, the repeal of renewable
energy tax credits, increased work requirements for benefits programs, and others. This makes it

politically fraught and thus unlikely to pass the Senate and be signed into law.
Similar debt ceiling standoffs have occurred over the past decade with the limit suspended and

raised in 2013, 2014, 2015, 2017, 2018, 2019 and 2021. According to the Congressional Research

Service, the debt ceiling has been raised 102 times since World War II.
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Exhibit 2

Treasuries maturing around the debt ceiling deadline have experienced a spike in yields

Market and Economic Chartbook | May 15, 2023

Treasury Yield Curve

The shape of the U.S. Treasury curve last year versus today
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Fortunately, despite the headlines and investor concerns, these historical episodes have had little
long-term impact on markets. It’s still the case that the U.S. has never defaulted on its debt. Nearly
all economists and policymakers agree that even a technical default would lead to turmoil in the
financial markets and increase borrowing costs for businesses and everyday citizens. This risk is
evident in the bond market, with a sharp jump in Treasury rates with maturities around the debt
ceiling deadline, and much lower rates thereafter. At nearly 5.6%, the one-month Treasury yield is

far above the fed funds rate.

The one exception to markets staying relatively calm occurred in 2011, when a similar standoff led
Standard & Poor's, a credit rating agency, to downgrade U.S. debt. The stock market fell into
correction territory with the S&P 500 declining 19%. Ironically, the prices on Treasury securities
increased during the 2011 debt ceiling crisis because even though these were the exact securities

being downgraded, investors still believed they were the safest in the world at a time of
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heightened uncertainty. The debt ceiling was eventually raised and a new budget was approved,

allowing markets to bounce back.

So, given how heated the topic of government spending can be, it's important for investors to
distinguish between their political feelings and how they manage their portfolios. Despite the
impending deadline, history shows that staying invested is the best approach to navigating drama

in Washington.
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Notice and disclaimers

All information provided by Addepar, Inc. or its subsidiaries (collectively, “Addepar”), including without
limitation, all text, data, graphs and charts (collectively, the “Information”) is the property of Addepar and is
provided for informational purposes only. The Information may not be modified, reverse-engineered,
reproduced or re-disseminated in whole or in part without prior written permission from Addepar. All rights in
the Information are reserved by Addepar.

The Information may not be used to create derivative works or to verify or correct other data or information
without prior written permission from Addepar. For example (but without limitation), the Information may not
be used to create indexes, databases, risk models, analytics, software or in connection with the issuing,
offering, sponsoring, managing or marketing of any securities, portfolios, financial products or other
investment vehicles utilizing or based on, linked to, tracking or otherwise derived from the Information or any
other Addepar data, information, products or services.

The user of the Information assumes the entire risk of any use it may make or permit to be made of the
Information.

Addepar makes no express or implied warranties or representations with respect to the information (or the
results to be obtained, but rather the use thereof), and to the maximum extent permitted by applicable law,
Addepar expressly disclaims all implied warranties (including, without limitation, any implied warranties of
originality, accuracy, timeliness, non-infringement, completeness, merchantability and fitness for a particular
purpose) with respect to any of the information.

Information containing any historical information, data or analysis should not be taken as an indication or
guarantee of any future performance, analysis, forecast or prediction. Past performance does not guarantee
future results.

The Information should not be relied on and is not a substitute for the skill, judgment and experience of the
user, its management, employees, advisors and/or clients when making investment and other business
decisions. All Information is impersonal and not tailored to the needs of any person, entity or group of
persons.

None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial
product or other investment vehicle or any trading strategy.

Addepar does not recommend, endorse, approve or otherwise express any opinion regarding any issuer,
securities, financial products or instruments or trading strategies and Addepar’s research products or services
are not intended to constitute investment advice or a recommendation to make (or refrain from making) any
kind of investment decision and may not be relied on as such.

Addepar, Investment Sentiment Index and other Addepar brands and product names are the trademarks,
service marks or registered marks of Addepar or its subsidiaries in the United States and other jurisdictions.

© 2023 Addepar. All rights reserved.
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