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What happened
Two pressing political issues in the U.S.—a government shutdown and increasing the debt
ceiling—are confronting investors and policymakers. While they are truly independent issues,
they are being linked politically as both parties use them as leverage in the ongoing
negotiations for two pending spending bills for infrastructure and social programs.
Looming government shutdown
If Congress fails to agree on a federal budget or a temporary stop-gap measure known as a
Continuing Resolution by October 1, certain government functions will shut down.
There have been 21 government shutdowns ranging from one to 35 days since the current
budget process was instituted in 1976. During these periods, non-essential employees are
furloughed, while most safety and security work continues.
Debt ceiling likely to be reached around mid-October
Every president since Herbert Hoover has presided over increases in the debt ceiling and
added to the national debt. There have been 78 occurrences since 1960, or more than one
increase a year on average.
The debt ceiling restricts the government from borrowing—that is, issuing debt—to meet
spending priorities. It does not necessarily stop government operations nor does it actually
restrict spending, which are authorized in the appropriations process. If federal revenue
streams are sufficient, the government may continue normal operations. If not, then the U.S.
Treasury will be unable to pay expenditures that have already been incurred. However, the
U.S. Treasury has discretion over certain payments and can prioritize the timing so as to
avoid a default for a brief period.
Most recently, in August 2019, Congress passed the 2020 budget that funded government
spending and suspended the debt ceiling for two years, until August 1, 2021. Yesterday,
Treasury Secretary Yellen estimated that the timing of payments could extend the deadline to
about October 18.

Past performance does not guarantee future results.
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Our take
Both parties appear hardened in their positions, making a government shutdown a growing
possibility. Nevertheless, nothing prevents Congress from quickly passing a Continuing
Resolution before October 1—however brief—that would buy more time to negotiate a budget
deal. Similarly, it looks as if a budget to avoid a government shutdown and increasing the debt
ceiling will be negotiated together politically, albeit passed separately.
Government shutdown
Although individuals and private businesses can be greatly impacted—by the loss of income
and sales—there tends to be minimal macroeconomic impact from a shutdown, especially if it
is as brief as a few days. It tends to mimic a winter storm, generally delaying activity rather
than cancelling it.
Ultimately, while there is uncertainty on how this impasse will be resolved, investors should be
aware that political showdowns tend to be short-lived and generate little permanent effect on
the stock market.
During historical shutdown periods, the S&P 500 has averaged a return of 0.1%. The worst
decline over a shutdown period was 4.4% in 1979. The most recent and longest shutdown
was in late 2018, and this period showed the best returns. However, markets had sold off
sharply ahead of this shutdown primarily on concerns that the Federal Reserve was becoming
overly restrictive.
This suggests other factors, such as the longer-term economic trend, market fundamentals,
and monetary policy play a role in market direction sufficient to overwhelm any short-term
effects of a government shutdown.
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Debt ceiling
The U.S. has been in debt every year except for 1835 and, in each instance the government
eventually negotiated a budget. Further, there is no evidence among major economic data,
e.g., real gross domestic product (GDP) or the unemployment rate, that either event would
generate a measureable economic change in momentum or direction.
Lastly, the U.S. can afford to pay its debts and can easily service the interest on its debt.
There is no practical risk of a default by U.S government.

Bottom line
Both the debt ceiling and government shutdowns are arbitrary high profile/low impact fiscal
nuisances. While uncertainty around these events tends to heighten investor angst and add to
short-term market volatility, the historical evidence suggests a minimal impact on the direction
of the market.
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