FLASH: 30 SEPTEMBER 2021

US debt ceiling:
a dangerous game

Summary

e The issue of raising the US debt ceiling is back in
the spotlight, as it was reached.

A vote must be taken in Congress to increase or
suspend the ceiling. Democrats have the majori-
ty in Congress, but they will have to rely on the
support of Republicans who have a blocking mi-
nority.

Negotiations appear to be at an impasse on the
eve of a first deadline. Republicans say they will
not be part of any effort to fix the debt ceiling.
Democrats, on the other hand, believe that the
Republicans will eventually give in.

The first risk (15% probability according to us) is
that non-essential federal administrations will
have to remain closed as of 1 October (govern-
ment shutdown).

The second risk (5% probability in our view) is a
technical default by the US.

Debt ceiling: the return

The issue of raising the US debt ceiling is once again back
in the spotlight.

This concept, created in 1917, was intended to allow the
US Treasury to raise debt without prior authorisation
from Congress as long as the total debt remained below a
certain ceiling. Since then, the ceiling has been raised 92
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times through political negotiations, often at the very last
minute.

Since 1 August, the current USD28.4 trillion debt limit has
been reached. Congress must then approve an increase or
suspension of the ceiling, without which the political and
economic consequences could be severe.

Democrats have the majority in Congress, but must reach
an agreement with Republicans who have a blocking mi-
nority.
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30 September, midnight: First dead-
line and three scenarios

Negotiations appear to be at an impasse as the end of the
fiscal year on 30 September means that a 2022 budget
proposal must be passed imminently in order for the fed-
eral government to continue operating.

Scenario 1 (10% probability): Democrats and Republi-
cans agree on the budget and on raising the debt ceiling.
Democrats did not include any debt ceiling instructions in
their 2022 budget proposal in the belief that Republicans
would eventually cave in, since past debt ceiling increases
have been bipartisan. The chances of this bill passing are
quite slim. Senate Minority Leader McConnell has been
repeating the same message since July, that Republicans
will not be part of any effort to fix the debt ceiling. In
August, 47 Republican senators signed a letter pledging
not to vote to increase the debt ceiling, “whether that
increase comes through a stand-alone bill, a continuing
resolution, or any other vehicle”. Their aim is to prevent
President Biden from making what they consider to be
"irresponsible" expenditures.

Second scenario (75% probability) : Democrats set the
debt ceiling aside and submit only the 2022 budget pro-
posal. In this case, the debt ceiling issue is postponed and
must be resolved by mid-October/Novembre.

Third scenario (15% probability): government par-
tial/temporary shutdown. If the budget proposal does not
pass, then Federal administrations will have to shut down
on 1 October. In concrete terms, non-essential admin-
istrations such as federal parks and museums would not
be able to open and civil servants would not be paid (in
the past, they have received their salaries after the budget
was passed). The US Congressional Budget Office estimat-
ed that the five-week partial shutdown at the end of 2018
reduced GDP growth (not annualised) by about 0.06% per
week. The same is expected to happen with a partial
shutdown this time.
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A HISTORY OF GOVERNMENT SHUTDOWNS
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The latest news is that scenario 2 seems to be on track
and scenario 3 of a federal government shutdown should
be avoided. The Senate is reportedly set to vote this
Thursday 30 September morning to extend government
funding until 3 December.

Mid-October to mid-November: Sec-
ond deadline and many scenarios

If the political impasse is expected to continue, Treasury
Secretary Janet Yellen believes that the country can prob-
ably hold out until 18 October. It is possible that the
Treasury could survive another month given the likely
slower pace of spending with the elimination of the feder-
al unemployment insurance supplement.

After that date, if Congress has not raised or suspended
the ceiling, the Treasury will most likely run out of cash
and the US will no longer be able to borrow on the mar-
kets to finance itself. This would cause a potentially deep
crisis. The government will not be able to pay its bills,
millions of Americans will no longer receive their salaries,
nearly 50 million seniors will no longer receive their re-
tirement Social Security checks and soldiers will no longer
be paid, according to Yellen.
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Furthermore, confidence in the US signature and the dol-
lar would be damaged. We can then fear a chain reaction
with the downgrading of the country's credit rating, a
sharp rise in yields and a fall in the equity markets. Such
a scenario is quite extreme and we attach only a low
probability to it, in the order of 5%. Past experience has
shown that political parties, once their backs are against
the wall, have been able to make the right decisions at the
last minute.

The most likely scenario (55% probability) remains that of
a bipartisan agreement to suspend the debt ceiling before
the mid-October or November deadline. That said, the risk
of Democrats using the reconciliation process (which al-
lows for a 50+1 vote out of 100) has increased (now 40%
probability), which would likely impact the final size of
President Biden's infrastructure programme.

Market Impact

Investors are a little more nervous as the first deadline
approaches that could lead to a federal government shut-
down. Equity volatility has increased recently and US
equity markets have been trending lower. On the interest
rate front, 1-month T-bills now pay more than 2-month
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T-bills, with rates of 0.0507 % and 0.0380 %, respectively
as of September 29, suggesting a very short-term risk
premium, but also that the market is confident that the
problem will be solved later. Indeed, in the currency mar-
ket, the dollar has even strengthened, which does not
indicate nervousness about a future default risk.

The bank
for a changin
worl



THE INVESTMENT STRATEGY TEAM

NS

FRANCE

Edmund SHING
Global Chief Investment Officer

ASIA

Prashant BHAYANI
Chief Investment Officer

Grace TAM
Chief Investment Advisor

NS

BELGIUM

Philippe GISELS
Chief Investment Advisor

Alain GERARD
Senior Investment Advisor, Equities

Xavier TIMMERMANS
Senior Investment Strategist, PRB

NS

LUXEMBOURG

Guy ERTZ
Chief Investment Advisor

Edouard DESBONNETS
Investment Advisor, Fixed Income

L~ BNP PARIBAS

* .

WEALTH MANAGEMENT

The bank

for a changin

worll



CONNECT WITH US

GODOO

wealthmanagement.bnpparibas

DISCLAIMER

This marketing document is communicated by the Wealth Management
Métier of BNP Paribas, a French Société Anonyme, Head Office 16 boule-
vard des Italiens, 75009 Paris, France, registered under number 662 042
449 RCS Paris, registered in France as a bank with the French Autorité
de Controle Prudentiel et de résolution (ACPR) and regulated by the
French Autorité des Marchés Financiers (AMF). As marketing material, it
has not been prepared in accordance with legal and regulatory require-
ments aimed at ensuring the independence of investment research and
is not subject to any prohibition on dealing ahead of its dissemination. It
has not been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use of BNP
Paribas SA, BNP Paribas Wealth Management SA or their affiliates ("BNP
Paribas”) and the persons to whom this document has been delivered. It
may not be distributed, published, reproduced or disclosed by any recipi-
ent to any other person, nor may it be quoted or referred to in any
document, without the prior consent of BNP Paribas.

This document is provided solely for information and shall not constitute
an offer or solicitation in any state or jurisdiction in which such an offer
or solicitation is not authorized, or to any person to whom it is unlawful
to make such offer, solicitation or sale. It is not, and under no circum-
stances is it to be construed as, a prospectus.

Although the information provided herein may have been obtained from
published or unpublished sources considered to be reliable and while all
reasonable care has been taken in the preparation of this document, BNP
Paribas does not make any representation or warranty, express or
implied, as to its accuracy or completeness and does not accept respon-
sibility for any inaccuracy, error or omission. BNP Paribas gives no
warranty, guarantee or representation as to the expected or projected
success, profitability, return, performance, result, effect, consequence or
benefit (either legal, regulatory, tax, financial, accounting or otherwise)
of any product or transaction. Investors should not place undue reliance
on any theoretical historical information regarding such theoretical
historical performance. This document may contain or refer to past
performance; past performance is no guarantee for future performance.
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The information contained in this document has been drafted without
prior knowledge of your personal circumstances, including your finan-
cial position, risk profile and investment objectives.

Prior to entering into a transaction each investor should fully under-
stand the financial risks, including any market risk associated with the
issuer, the merits and the suitability of investing in any product and
consult with his or her own legal, tax, financial and accounting advisors
before making his or her investment. Investors should be in a position to
fully understand the features of the transaction and, in the absence of
any provision to the contrary, be financially able to bear a loss of their
investment and willing to accept such risk. Investors should always
keep in mind that the value of investments and any income from them
may go down as well as up and that past performance should not be
seen as an indication of future performance. Any investment in a prod-
uct described herein is subject to the prior reading and understanding of
the legal documentation concerning the product, and in particular the
one which describes in details the rights and obligations of investors as
well as the risks inherent to an investment in the product. Save as
otherwise expressly agreed in writing, BNP Paribas is not acting as
financial adviser or fiduciary of the investor in any transaction. The
information, opinions and projections expressed herein reflect the opin-
ion of their author at the time of writing; they are not to be relied upon
as authoritative or taken in substitution for the exercise of judgment by
anyone, and are subject to change without notice. Neither BNP Paribas
nor any BNP Paribas Group entity accepts any liability whatsoever for
any consequences that may arise from the use of information, opinions
or projections contained herein.

As distributor of the products described herein, BNP Paribas may receive
distribution fees on which you can obtain more information upon specif-
ic request. BNP Paribas, their employees or administrators may hold
positions in these products or have dealings with their issuers.

By accepting this document, you agree to be bound by the foregoing
limitations.

© BNP Paribas 2021. All rights reserved.
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