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Research Update: Thoughts on The Debt Ceiling
Impasse

The United States reached its borrowing limit (debt ceiling) back on January 19, and the Treasury
Department estimates that unless the limit is raised, the government will run out of money in early
June. In short, the U.S. spends more than it takes in and depends on borrowing to bridge the gap.
Without the ability to borrow further, the government will be unable to fully fund the obligations to
which Congress has already committed. These include things like Social Security, Medicare, tax
refunds, and interest owed on existing debt obligations.

Congress has lifted the debt ceiling 45 times over the past 40 years, often with little fanfare. This
time however there is an impasse where Republicans have included spending cuts in legislation that
increases the debt limit while the White House has said it would not accept any conditions. If the
impasse is protracted, it raises the possibilities of a partial government shutdown and the U.S.
defaulting on its debt. This could result in widespread economic damage at home and globally at an
already-precarious time for the US and global economy.

Given the headlines and broad concern, we want to share how we take into account the debt ceiling
impasse in our investment thinking. Looking out longer-term, from a portfolio management and
investment standpoint we don’t believe today’s debt ceiling stalemate will cause any permanent or
medium-to-longer-term damage to financial markets, corporate fundamentals, or the economy.
Rather, it remains a highly uncertain short-term event: a known unknown.

We can look at history and see that politicians have played this game of “chicken” before and
ultimately compromised and passed a new debt ceiling each time. But what is different this time is
the level of acrimony between Democrats and Republicans. So, while we are confident it will get
resolved, we have much less confidence about the timeline for resolution and potential for shorter-
term consequences that could result.

From an investment standpoint, we are aware of and prepared for a reasonable worst-case shorter-
term scenario, where financial markets (and risk assets like stocks) sell off on fears that a government
shutdown and/or default will trigger a sharp economic disruption. Ned Davis Research notes that in
the 2011 debt ceiling standoff, the S&P 500 dropped nearly 20% between April 29 and October 3,
which included the X-date (aka the date at which the government runs out of money) of August 2.
See their chart below showing how 2011 unfolded with an overlay showing this year to date.

This strikes us as a reasonable worst-case downside for this time around too. As we know, the economy
is already in a precarious situation, based on leading indicators and tight monetary policy. A debt
ceiling crisis could push us into recession or raise investors’ fears of such (which in turn could become
self-fulfilling).
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Potential stock market volatility around X-date
Market Response to Debt Limit Impasse: 2023 vs. 2011 (1)
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Not surprisingly for those who know how we invest, we are not making any portfolio changes in
reaction to the debt ceiling standoff. Doing so successfully would require that we have knowledge
not yet reflected in market prices about what is going to happen over coming months. While we have
views and opinions, we do not have a level of confidence sufficient to justify making bets on our (or
anyone else’s) views given the inherent uncertainty of people and politics.

Our base case assumption is that the most likely outcome is not a worst-case scenario; that the two
sides will reach an agreement or another workaround can be found that avoids a crisis outcome. But
if there is a crisis outcome and stocks drop in the neighborhood of 20% as they did in 2011, we would
consider adding to our U.S. equity allocation, which is currently underweight. The reason we would
add to stocks is that we expect such a decline would be followed by a recovery, and buying at prices
roughly 20% below today’s, the U.S. stock market could look quite attractive over the next five to 10
years. The same is true of any unpredictable shocks that create fear and cause stocks to drop in the
short term. History shows it pays to be a buyer during such periods (or at least a holder) and not a
seller.
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As we know, investors who own equities in their portfolios must be prepared to ride through short-
term disruptive and discomforting periods, in order to earn the longer-term higher returns stocks
have historically generated.

Note: For discretionary use by investment professionals. This document is provided by iM Global Partner Fund
Management, LLC (“iMGPFM”) for informational purposes only and no statement is to be construed as a
solicitation or offer to buy or sell a security, or the rendering of personalized investment advice. There is no
agreement or understanding that iMGPFM will provide individual advice to any investor or advisory client in
receipt of this document. Certain information constitutes “forward-looking statements” and due to various
risks and uncertainties actual events or results may differ from those projected. Some information contained
in this report may be derived from sources that we believe to be reliable; however, we do not guarantee the
accuracy or timeliness of such information. Investing involves risk, including the potential loss of principal.
Any reference to a market index is included for illustrative purposes only, as an index is not a security in which
an investment can be made. Indexes are unmanaged vehicles that do not account for the deduction of fees and
expenses generally associated with investable products. A list of all recommendations made by iMGPFM within
the immediately preceding one year is available upon request at no charge. For additional information about
iMGPFM, please consult the Firm’s Form ADV disclosure documents, the most recent versions of which are
available on the SEC’s Investment Adviser Public Disclosure website (adviserinfo.sec.gov) and may otherwise
be made available upon written request.

Estimated Returns Disclosure

Scenario Definitions:

Downside: The economy falls into a deep recession for any of various reasons, such as deleveraging/deflation,
unexpected systemic shock, geopolitical conflict, Fed or fiscal policy error, etc. At the end of our five-year
tactical horizon, S&P 500 earnings are below their normalized trend and valuation multiples are below-average
reflecting investor risk aversion. Inflation, 10-year Treasury nominal and real yields are below the Fed’s long-
term targets.

Base: Consistent with long-term economic and market history, reflecting economic and earnings growth cycles
that are interspersed with recessions around an upward sloping normalized growth trendline. Inflation is
moderately higher than the Fed’s 2% target level (i.e., around 3%) and 10-year Treasury real yields are slightly
positive. For equity markets, we bookend our Base Case with Lower-end and Upper-end estimates:

e In our Base Lower scenario, we assume nominal economic growth is higher than the average due to
moderately higher inflation. We assume some additional profit margin compression and moderately
lower valuations compared to the Base Upper scenario.

e In our Base Upper scenario, we assume nominal economic growth is higher than average due to both
moderately higher inflation and strong real growth. As such, we assume S&P 500 profit margins
remain elevated (although below their all-time highs) and valuation multiples are also elevated
versus historical averages.

Upside: This is the “Goldilocks” scenario for stocks. S&P 500 earnings end the period well above their Base
Case trendline, driven by both higher sales growth and high profit margins. Valuation multiples are well above
average and higher than the Base Upper assumption. Inflation is under control, around or slightly higher than
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the Fed’s 2% long-term target. The fed funds rate is around the Fed’s estimate of “neutral,” the yield curve
is positively sloped, and 10-year Treasury real yields are modestly positive.

What the Table Shows: Our five-year, annualized asset class return estimates under several broad economic
scenarios. Collectively, the scenarios we use encompass the range of outcomes we believe are reasonably
possible and therefore worth considering in creating our portfolio allocations.

Why We Use Scenarios: Considering how each asset class might react under a consistent set of scenarios allows
us to calibrate our return expectations across asset classes. We believe this helps us make better asset
allocation decisions.

These Scenarios Can Change: As the overall economic environment changes it will at some point necessitate
changes to the scenarios we consider. Therefore, there could be times when we are reassessing scenarios and
temporarily suspend providing updates for one or more scenarios. When this happens, we will clearly note it
and give guidance on when we expect to complete this process.

Any projections provided regarding the likelihood of various investment outcomes are hypothetical in nature,

do not reflect actual investment results and are not guarantees of future results. Investing involves risk,
including the potential loss of principal, and investors should be guided accordingly.
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