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America (Probably) Won’t Default,
Although It’s Not Yet Clear How

Christian Floro, New York

What’s Happening?

After July 31, the debt limit suspension expired. Some estimates suggest the Treasury’s existing cash
balances and other extraordinary measures can postpone default until October 18, according to the latest
estimate from the Treasury. After that, if the debt ceiling is not raised, the U.S. risks defaulting on some of
its obligations. While the odds of default are low, the bottom line for investors is that the risk of that
outcome is the highest it has been since 2011, and there may be some turmoil ahead for the bond market.

How Would This Impact Liquidity?

Once the debt ceiling issue is resolved, liquidity is likely to contract on the margin as the Treasury General
Account’s balance is topped up, typically by issuing T-Bills. This, coupled with a substantial amount of net
T-Bill supply forecasted for Q4 (given issuance has generally been very low so far YID), could mean a larger
than usual deterioration in liquidity conditions as we approach year-end. While Q4 is typically more volatile
than other quarters for the front-end, the overall impact may only see front-end yields pick up a few basis
points given the abundance of cash out there.

What’s Priced In?

At least for now, there is little evidence that markets are concerned. Looking at the very short-end of the
yield curve, we see a small kink in yields for T-Bills maturing in 45 days and two months. Because no Fed
hikes are expected over this period, theoretically the only factor affecting these tenors should be default risk
around the debt ceiling. Though T-Bills that mature in October and November have a higher yield than bills
that mature before or after, the kink is very small—just about two basis points.
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For comparison, at the time of the last serious debt-ceiling confrontation in 2011, T-Bill yields rose almost
20 bps.

Last Price
M USGG1M Index 0.00
USGG3M Index 0.0153

Jun 15 Jun 30 Jul 15 Jul 29 Aug 15
2011
USGG1M Index {(US Generic Govt 1 Mth) Daily 01JUN2011-220CT2011 Copyright@ 2021 Bloomberg Finance L.P.

Bloomberg. As of September 22, 2021.

We can also gauge market anxiety by looking at the forward curve for 5-Year and 10-Year Treasuries. While
yields for coupons around October and November (i.e. the one- and two-month forward rates) show a slight
“bulge,” pointing to some perception of risk, overall it is very small.
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Finally, credit default swap (CDS) spreads on Treasury debt has only shown a slight increase of about five
basis point in recent weeks. In 2011, CDS spreads rose over 20 basis points.
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Overall, the market’s perception of risk back in 2011 was likely higher given the novelty of the situation then.
Given that experience, and others following it (e.g. 2013), markets are likely of the belief that lawmakers will
do the right thing, but only after excusing all other options.

What About Non-Market Based Measures?
In recent days, betting odds fell below 50 percent that the debt ceiling will be lifted by October 15, implying
consensus expects a last-minute deal is the likely outcome. This could raise noise in the coming weeks.
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What Needs to be Done?

With Republicans having vowed not to vote to suspend the debt ceiling, it’s still not clear what legislative
vehicle raising the debt ceiling will take, or the timeline of when it may be passed. Democrats can raise the
debt ceiling with their own votes, but they want a bipartisan vote because the debt limit is merely a
recognition of all the spending and borrowing decisions of past votes by both parties.

Democrats’ reluctance to go down a partisan route stems from the optics around taking the lion’s share of
blame for such a policy. In particular, voting to raise the debt ceiling could be a politically damaging vote for
Democrats in swing districts. In addition, inserting the debt ceiling legislation in the reconciliation process
will only raise it by a set dollar amount, rather than suspend it over a certain period of time. The latter has
generally been less politically damaging than the former.

In any event, the fact that Democrats are pushing for a bipartisan solution suggests they do not have the
votes in the Senate while negotiating the broader $3.5 trillion spending package.

How Could it be Resolved?

1. Republicans cave in and vote to suspend the debt ceiling in a bipartisan vote;

2. Democrats use reconciliation to include raising the debt ceiling in a partisan vote;

3. With the government set to partially shut down on October 1, Republicans and Democrats pass a
Continuing Resolution with suspension of the debt ceiling included;

4. A compromise is reached between the Republicans and the Democrats, leading to a bipartisan vote.

What are the Key Dates to Consider?

e September 30 — End of fiscal year; partial government shutdown if a Continuing Resolution is not
passed.

e October 18 — Treasury Secretary Janet Yellen’s estimated “X-date” wherein the U.S. Treasury runs out of
cash and other available extraordinary measures required to meet obligations.

What Does All of This Mean?

Markets so far are ignoring the risks around the debt ceiling showdown. If history is any guide, market
perception of the associated risks may rise as we get closer to the deadline, when the Treasury runs out of
extraordinary measures. Market volatility could also increase as a more precise date comes into view. While
an accident is always possible, it’s highly unlikely lawmakers intentionally go down the path of default.
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IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject to change without
notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily indicative of the future or likely
performance. Investment involves risk. The value of any investments and any income generated may go down as well as up and is not
guaranteed. Past performance is no indication of current or future performance. PAST PERFORMANCE IS NOT NECESSARILY
INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio compositions and or examples set forth in this document are
provided for illustrative purposes only and are not indicative of any future investment results, future portfolio composition or investments.
The composition, size of, and risks associated with an investment may differ substantially from any examples set forth in this document.
No representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes in the currency
exchange rates may affect the value of investments. Prospective investors should read the offering documents, if applicable, for the details
and specific risk factors of any Fund/Strategy discussed in this document. For Professional Investors/Institutional Investors only. This
document should not be distributed to or relied on by Retail/Individual Investors. Barings LLC, Barings Securities LLC, Barings (U.K.)
Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings Japan Limited, Baring Asset Management Limited, Baring
International Investment Limited, Baring Fund Managers Limited, Baring International Fund Managers (Ireland) Limited, Baring Asset
Management (Asia) Limited, Baring SICE (Taiwan) Limited, BaringAsset Management Switzerland Sarl, and Baring Asset Management
Korea Limited each are affiliated financial service companies owned by Barings LLC (each, individually, an "Affiliate"), together known as
"Barings." Some Affiliates may act as an introducer or distributor of the products and services of some others and may be paid a fee for
doing so.

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase or sale of any financial
instrument or service in any jurisdiction. The material herein was prepared without any consideration of the investment objectives,
financial situation or particular needs of anyone who may receive it. This document is not, and must not be treated as, investment advice,
an investment recommendation, investment research, or a recommendation about the suitability or appropriateness of any security,
commodity, investment, or particular investment strategy, and must not be construed as a projection or prediction.

In making an investment decision, prospective investors must rely on their own examination of the merits and risks involved and before
making any investment decision, it is recommended that prospective investors seek independent investment, legal, tax, accounting or other
professional advice as appropriate. Unless otherwise mentioned, the views contained in this document are those of Barings. These views
are made in good faith in relation to the facts known at the time of preparation and are subject to change without notice. Individual
portfolio management teams may hold different views than the views expressed herein and may make different investment decisions for
different clients. Parts of this document may be based on information received from sources we believe to be reliable. Although every effort
is taken to ensure that the information contained in this document is accurate, Barings makes no representation or warranty, express or
implied, regarding the accuracy, completeness or adequacy of the information.

OTHER RESTRICTIONS: The distribution of this document is restricted by law. No action has been or will be taken by Barings to permit
the possession or distribution of the document in any jurisdiction, where action for that purpose may be required. Accordingly, the
document may not be used in any jurisdiction except under circumstances that will result in compliance with all applicable laws and
regulations. Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or
available in their jurisdiction.

Copyright and Trademark: Copyright © 2021 Barings. Information in this document may be used for your own personal use, but may not
be altered, reproduced or distributed without Barings’ consent.

The BARINGS name and logo design are trademarks of Barings and are registered in U.S. Patent and Trademark Office and in other
countries around the world. All rights are reserved.
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