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Seven questions for investors on the US
ASSET MANAGEMENT debt Ceiling

Amundi

INVESTMENT TALKS

1. What is it? US debt ceiling is a statutory limit imposed on the total debt the government is
allowed to have.

2. Whenis it due? The current debt ceiling was reached in January and the Treasury warned
that it would run out of cash to meet its expenditure commitments around 1 June, although
a precise date is impossible to predict.

3. What is the most likely outcome? We think there is a good chance that an agreement to
raise the ceiling is reached soon. The debt ceiling has been raised multiple times in the
past, but requires approval of both chambers of the Congress. Hence, this time both

Mahmood political parties need to come to an agreement.

PRADHAN 4. What happens if an agreement is not reached by June 15'? In this case, the most likely
Head of Global Macro outcome is that the government enters into debt prioritisation for a short period of time,
Economics, paying debt servicing and debt principal payments before other expenditures.

Amundi Institute 5. What would be the impact of debt prioritisation? Payments of salaries of government

employees, health service, and social security payments could be partially suspended until
an agreement is reached. Both sides of the political spectrum will risk losing support of the
population, which will suffer a short-term liquidity problem through loss of regular income.
6. What are the risks of a delayed agreement? A delayed agreement or a default (which
we think is unlikely) might cause a credit rating downgrade, as was the case in 2011 (Fitch
has just placed the US AAA rating on negative watch). In addition, a default would have
terrible consequences for the markets: US Treasuries are considered to be the safest asset
in the world, against which the pricing of all other financial assets (credit, equities etc.) is

benchmarked.
Jonathan 7. What could be the impact for the economy? The impact would depend on the nature of
DUENSING the agreement. The Republicans’ initial proposal asked for spending cuts to the tune of a
Head of US Fixed Income 1-percent limit on the annual growth of nominal government expenditure over the next ten

years. This fiscal contraction, along with a tight monetary stance, would be negative for
economic growth. However, a default would be even worse for the economy.

Figure 1: US debt outstanding and debt ceiling
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Source: Amundi, Bloomberg data as of 24 May 2023.
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“We see a high
probability that an
agreement is
reached before
the US Treasury
will run out of
funds.”

“In case an
agreement is not
reached, the
government will
most likely
prioritise debt
payments, and a
credit rating
downgrade is also
likely.”

1. What is the US debt limit or debt ceiling?

The US debt ceiling is the total debt the US government is allowed (as a statutory limit) to
have/borrow. The current debt ceiling is $31.4tn and the government reached this limit in
January this year. Since the US’ expenditure is bigger than the revenue it receives from taxes
and other sources (as is the case for most governments), it needs to borrow money to meet its
spending obligations such as social security payments, interest payments on loans, and so on.
Hence, this limit is crucial to ensure that the government does not default on its commitments
to holders of US debt. This limit can only be raised by Congress, and any change to the limit
requires both chambers’ approval. Currently, the Republicans have the majority in the House
of Representatives, therefore there is a need for Republicans and Democrats to reach an
agreement to raise the limit.

2. When is the ‘X-date’?
The deadline for when the US Treasury runs out of funds to meet its expenditure commitments
— the so-called ‘X-date’ — is 1 June, according to Treasury Secretary Yellen. Treasury cash
balances depend on tax revenue, which is difficult to predict on a monthly basis. This means
that the X-date could be slightly postponed, perhaps stretching to mid-June. Yet, we believe
Secretary Yellen is being prudent given the uncertainty.

3. How closeis Congress to reaching an agreement?
Discussions on an agreement could be protracted. Both sides claim to be making some
progress, but at this stage it is difficult to say how close they might be to reaching an agreement.
Time is short, but based on past experience (the US debt ceiling has been lifted more than 70
times in the past 4 decades), we believe there is still a good chance for them to reach an
agreement by the X-date (which, as we said, might move to after 1 June).

4. If an agreement is not reached, what are the other options on the table?
In the absence of an agreement, the US government has a few options to continue servicing
its debt obligations. The main, and most likely option, is to prioritise debt servicing and debt
principal obligations over other government payment obligations as they come due.
Some other possible options include:
= The President invoking the 14th Amendment (‘Public debt shall not be questioned’).
However, we think this scenario is unlikely, because it would probably be challenged
in the courts, and would further aggravate the political division between parties;
= The US government by-passing Congress and resorting to the Fed through measures
such as minting a high-value platinum coin, or issuing perpetual debt (no principal
obligations). We think this is also unlikely, because it could be challenged in Congress
(which would see its purview over tax and spending decisions undermined), and it
might also bring the Fed in the political arena.

5. What would be the consequence of ‘debt prioritisation’?

Prioritisation is more likely in the event an agreement is not reached by the X-date. The
government will prioritise debt payments over other obligations, effectively using all tax
revenues to meet debt payments first before other payments (i.e. government employee
salaries, health service payments, social security, etc.) — until agreement is reached and the
government can issue more debt. Based on past experience, we expect this period to be
relatively short (a few weeks at most) because both sides of the political spectrum will risk
losing support of the population, which will suffer a short-term liquidity problem through loss of
regular income.

6. What are the risks of a delayed agreement?

A credit rating downgrade is the most likely scenario, as occurred twelve years ago. Fitch has
just placed the US’ AAA credit rating on negative watch, in response to the current debt ceiling
uncertainty. In 2011, S&P downgraded the US government a week after the agreement on the
debt ceiling (August 2), and in the following month US equities declined by 15 percent. In the
current negotiations, market volatility has been confined to short-term Treasury bills coming
due for repayment, and the credit default swap market that is being used for hedging default
risk. Yet, broader markets, including US equity markets, are not registering any material risk of
a default or credit rating outcome.

Marketing material for the exclusive attention of professional clients,
investment services providers and any other professional of the financial industry.



US Debt Ceiling | May 2023

“We don’t expect a
default. Should this
happen it would be
catastrophic for
financial markets
and this explains
why the cost of
insuring against
this event is on the
rise.”

“A compromise
leading to spending
cuts at a time when
monetary policy is
also restrictive
could further
weaken the
economic outlook.”

Figure 2: The rising cost of insuring US debt against default
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Source: Amundi, Bloomberg data as of 24 May 2023.

We do not expect a US government default. Both political sides — Republicans and Democrats
— have publicly stated that the US government will not default, indicating that they are aware
of such an event’s significance for the US economy, as well as its importance for global
markets. However, if the US were to default, it would have catastrophic consequences for
financial markets because US Treasuries are considered to be the safest asset in the global
financial system. Obviously, the cost of insuring against US debt default and interest rates in
the economy, in general, would increase.

Yields on US Treasuries will rise, increasing the cost of holding other corporate debt (an
increase in spreads), global debt, and equities. This is because the price of these financial
assets is benchmarked to Treasury yields: any increase in the latter would affect pricing of
these assets. Overall financial market volatility would remain high.

7. What would be the impact on the economic outlook?

This will depend on the nature of the agreement. The Republicans’ initial demands -- a 1-
percent limit on the annual growth of nominal government expenditure over the next ten years
is unlikely to materialise. But it is instructive. Any nominal limit on expenditure would effectively
imply a fiscal contraction for every year where nominal GDP growth is above that limit. Such a
restrictive fiscal stance combined with a restrictive monetary stance (broadly our expectation
for the next few years), would result in a weaker economic outlook. A default could have far
more severe economic consequences.

Tablel : Estimated Economic Effects of Debt Ceiling Standoff: Q3 2023

Measure Brinkmanship Short Default Protracted Default
Jobs, millions -0.20 -0.50 -8.30
Real GDP, % annualized growth -0.30 -0.60 -6.10
Unemployment, percentage points 0.10 0.30 5.00

Source: CEA analysis, May 3" 2023.
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AMUNDI INSTITUTE

In an increasingly complex and changing world, investors have expressed a critical need to understand better their
environment and the evolution of investment practices in order to define their asset allocation and help construct their
portfolios. Situated at the heart of the global investment process, the Amundi Institute's objective is to provide thought
leadership, strengthen the advice, training and daily dialogue on these subjects across all assets for all its clients —
distributors, institutions and corporates. The Amundi Institute brings together Amundi’s research, market strategy,
investment insights and asset allocation advisory activities. Its aim is to project the views and investment
recommendations of Amundi.

Discover Amundi Institute @

Definitions
= Basis points (bp): One basis point is a unit of measure equal to one one-hundredth of one percentage point (0.01%)
= Credit Default Swap (CDS): A credit default swap (CDS) is a financial swap agreement that the seller of the CDS will compensate the
buyer in the event of a loan default or other credit event.

= Volatility: A statistical measure of the dispersion of returns for a given security or market index. Usually, the higher the volatility, the riskier
the security/market.

Important information

This document is solely for informational purposes. This document does not constitute an offer to sell, a solicitation of an offer to buy, or a
recommendation of any security or any other product or service. Any securities, products, or services referenced may not be registered for sale
with the relevant authority in your jurisdiction and may not be regulated or supervised by any governmental or similar authority in your jurisdiction.
Any information contained in this document may only be used for your internal use, may not be reproduced or redisseminated in any form and may
not be used as a basis for or a component of any financial instruments or products or indices. Furthermore, nothing in this document is intended
to provide tax, legal, or investment advice. Unless otherwise stated, all information contained in this document is from Amundi Asset Management
S.A.S. and is as of 25 May 2023. Diversification does not guarantee a profit or protect against a loss. This document is provided on an “as is” basis
and the user of this information assumes the entire risk of any use made of this information. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The views expressed regarding market and economic trends
are those of the author and not necessarily Amundi Asset Management S.A.S. and are subject to change at any time based on market and other
conditions, and there can be no assurance that countries, markets or sectors will perform as expected. These views should not be relied upon as
investment advice, a security recommendation, or as an indication of trading for any Amundi product. Investment involves risks, including market,
political, liquidity and currency risks. Furthermore, in no event shall Amundi have any liability for any direct, indirect, special, incidental, punitive,
consequential (including, without limitation, lost profits) or any other damages due to its use.
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