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President Biden has ruled out debt default. Congressional Republicans have ruled out

a US debt ceiling increase without spending cuts. While a last-minute compromise is
most likely, we believe the US administration is willing to prioritize US debt payments
(likely invoking the 14" Amendment), to avoid major financial consequences from missing
Treasury bill redemptions and coupon payments.

The most significant question is how much fiscal adjustment will be needed to get through
this period? If the US had to live under the existing debt ceiling without new net Treasury
issuance, it would have to cut non-interest spending by at least $150 billion immediately. If
this was annualized, it would be a cut of nearly 7% of US GDP.

Late payments of wages, contractor payments and Social Security benefits would
generate a political backlash likely forcing a fast end to a standoff.

The US has been raising or suspending its debt ceiling nearly annually since 1917. In
2011, the S&P 500 fell more than 15% intra-year after a particularly contentious, last-
minute deal that resulted in fiscal tightening (the Budget Control Act of 2011). While not
singularly responsible, federal spending fell in the next two years and rose just 3% (in
nominal dollars) per year until the Covid spending explosion.

Since the 2011 event, markets have been trained to see brinksmanship, warnings
and last-minute compromises as the norm, limiting market reaction. This also may be
emboldening the political theater.

As the US Treasury bill market has been significantly distorted by the debt ceiling issue
already, some market reaction is assured, with “relief” most likely. This may raise short-
term interest rates as traders “price out” a possible financial shock and Fed easing in

3Q 2023. However, the extent of any fiscal tightening that may come from a debt ceiling
agreement is the key impact for the economy and markets looking forward under the most
probable outcomes.

INVESTMENT PRODUCTS: NOT FDIC INSURED - NOT CDIC INSURED - NOT
GOVERNMENT INSURED - NO BANK GUARANTEE - MAY LOSE VALUE




It’s US Debt Ceiling Time — Again

When the US Congress created the “debt ceiling” during World War |, its intent was to speed along government
spending while maintaining a way to ensure responsible borrowing. The US debt ceiling has been raised or
suspended nearly annually since 1917. A century later, the unintended consequences of having to pass legislation
to borrow — separately from passing legislation to spend — were unimaginable.

The debt ceiling is unique to the United States. Congress passes a budget, the government spends the money and,
when there is insufficient revenue, the Treasury borrows money to fully fund the expenditures. After the money is
being spent — and just as the government’s borrowing is about to hit the previously approved ceiling — new debt
ceiling legislation is required. This process is wholly unnecessary and allows partisans to interfere with earlier
spending decisions under the threat of catastrophic default.

The US Treasury is the world’s largest sovereign borrower in its own currency. US government bonds serve as
the most widely used form of collateral in global banking and comprise the slight majority of the foreign reserves
of the world’s central banks. Failure to service and redeem US Treasury debt on time would indeed generate an
unnecessary shock of severe and unpredictable size. The credibility of US government support for the banking
system would be undermined. Numerous US spending commitments, including national defense spending, would
be “unfunded.” Delayed payments would almost certainly trigger defaults from others dependent on Treasury
interest payments and redemptions.

The repeated rounds of political theater over the debt ceiling have left markets numb to the nearly annual event.
After a “close to the brink” set of compromises in 2011, several ratings agencies downgraded US Treasury debt
and US equity markets fell more than 15%. Yet there were no lasting consequences for US borrowing costs and the
stock market recovered in full. Despite this, in the current market context, we believe a repeat of the brinksmanship
could add to the perceived riskiness of investing in US dollar assets. (see our latest Quadrant).

Agreeing to Disagree

With this in mind, at a press Conference on Tuesday after meeting Congressional Leaders, President Biden

said “the one thing I'm ruling out is default.” Congressional Republicans have also ruled out a US debt ceiling
increase without spending cuts. The real questions are: What sort of agreement will they reach, when and under
what conditions?

As of May 10, the US Treasury had $155 billion in cash in hand, having taken “extraordinary measures” to reduce
borrowing to remain under the $31.4 trillion statutory debt limit since the start of 2023". Operating cash is below
two weeks of expenditures. In fact, Treasury Secretary Janet Yellen said the US may have no ability to pay all of its
obligations in full as of June 1.

Interestingly, the fear over late redemption of Treasury bills has caused a large distortion at the front end of the
US Treasury market (Figure 1). Bills that mature just before June 1 yield roughly 125 basis points /less than those
maturing after.

' Daily Treasury Statement, Department of the Treasury.
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Figure 1: US Treasury bill market highly distorted by fears over debt ceiling

Source: Haver Analytics as of May 10, 2023. Past performance is not indicative of future returns. For illustrative purposes only.

Compromise Is Likely, but Not Assured

A last-minute compromise between the administration and Congress over the debt ceiling is quite likely, in our view.
House Republicans demonstrated that they could raise the debt ceiling unilaterally in a vote taken on April 26.

Far from draconian in overall scope, it slashes US spending by about 1.5 percentage points of GDP annually over
the coming decade. However, it makes many cuts in areas prioritized by Biden and the Democrats that will make
bipartisan agreement unlikely. It also includes areas where compromise is likely, such as unspent emergency Covid
funding. (It's easy to un-spend what hasn’t been spent.)

We believe that spending restraints similar to those reached after the rancorous 2011 debt ceiling battle are likely.

With Biden negotiating for the Obama administration in 2011, the Budget Control Act of 2011 contributed to a small
outright drop in federal spending in 2012 and 2013. But the whole debt equation changed with Covid expenditures
in 2020 (Figure 2).

Figure 2: Federal spending year-over-year %

Source: Haver Analytics as of May 10, 2023. Grey areas note recession.
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What if We Hit the Ceiling?

President Biden clearly does not want to drop his entire domestic spending agenda. House Speaker McCarthy may
not have the votes to pass anything other than large cuts to Democrat priorities.

So, what might happen if the US Treasury were to run out of money? According to Treasury Secretary Yellen,
who spoke to CNBC on May 8: “If Congress doesn’t raise the debt ceiling, the president will have to make some
decisions about what to do with the resources that we do have.”

As Biden noted at a press conference on May 9 following a fruitless meeting with Congressional leaders: “l am
considering the 14" Amendment.” This US Civil War era amendment states that “the validity of the public debt...
shall not be questioned.” Biden believes it could be used as legal cover to prioritize continued servicing the US
debt. Reports from 2011 suggest that no significant area of US government spending, aside from debt servicing,
would be spared from “prioritization.”

It is not clear, is if Biden would — under the cover of the 14" Amendment — borrow in an attempt to make good on
other US spending commitments. If the US were forced to cut spending to levels that would not expand federal

debt — matching spending to receipts — non-interest spending would need to fall roughly $150 billion in the following
month. This would create a default on some payments, but not others, depending on incoming receipts. If done over
the course of a year, this type of spending reduction would amount to approximately 7% of GDP (Figure 3). It would
almost certainly cause an immediate recession, which would lead US Treasury yields to plunge.

Figure 3: Gauge of the economic impact of a balanced budget with US deficit spending as % of GDP

Source: Haver Analytics as of May 10, 2023. Grey areas are recession.

Expect Outrage and Backlash

The political motivation to reach a compromise would skyrocket if payments were delayed to the many millions
of Social Security recipients, doctors, federal employees, and private contractors who do business with the US
government. Such a calamity would result in a surge in private defaults unless the situation was quickly remedied.

Markets are distorted by the debt ceiling impasse. As Figure 4 shows, the probability of a late July rate cut by the
Fed has reached 38%. The chance of a move by September has reached 63%. However, we believe these Fed
easing expectations will diminish if a deal is reached. Without a debt ceiling crisis, the Fed is more likely to maintain
higher rates for longer until real unemployment rates rise.

So far, equities and credit markets have been little impacted by the fiscal drama. However, investors in US equities
must keep in mind that any fiscal compromise that reduced spending will likely come at the expense of medium-
term US growth. It may affect the profits of some firms that have benefited directly or indirectly from deficit
spending (Figure 5).
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Conclusion

As we have seen dozens of times since WWII (see Outlook 2023 for examples), when markets are confronted by
potential shocks and they don’t occur, expectations swiftly adjust. Highly worrying threats of default in 2011 did not
precede actual default. The market impact of the fear was therefore quite temporary.

With this in mind, US officials should not (and the vast majority don’t) assume they can stretch their spending
conflict beyond the brink without vastly more serious economic consequences. We do believe a spending
compromise akin to the Budget Control Act of 2011 will be reached. But failing that, defaulting on non-interest
obligations would still have severe economic consequences. Even if it lasts for a very short time — perhaps a week —
it may set a bad precedent and hurt consumer confidence.

If a fiscal agreement comes before the debt ceiling is breached, the US bond market is likely to push out the
possibility of rate cuts until late in 2023. Cyclical equities would likely rally, but interest-rate sensitive growth
shares may fall. Yet beyond this immediate impact, the weakening in US bank lending we discussed in last week’s
CIO Bulletin will still be felt in time in the economy and cyclical industry shares. While the US economy has

been somewhat more resilient than we expected in early 2023, more fiscal restraint is also likely to come in any
budget agreement.

Figure 4: Fed funds Futures Imply Some Chance of Rate Cut as Soon as July

Source: Bloomberg as of May 10, 2023. All forecasts are expressions of opinion and are subject to change without notice and are not intended to be a guarantee of
future events. Past performance is not indicative of future returns. For illustrative purposes only.

Figure 5: S&P 500 Profit margins vs US budget deficit as % of GDP

Source: Bloomberg and Haver Analytics as of May 11, 2023. Grey areas note recession. An investor cannot invest directly in an index. They are shown for
illustrative purposes only and do not represent the performance of any specific investment. All forecasts are expressions of opinion and are subject to change
without notice and are not intended to be a guarantee of future events. Past performance is not indicative of future returns. For illustrative purposes only.
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Join us each week on Thursday at 11:30am EST for a conversation with senior investment professionals and
external thought leaders on timely market events and ask your most pressing questions.

Register now
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restrict any of your rights or obligations of Citibank under applicable laws and regulations. Citibank, N.A., Hong Kong Branch does not



intend to rely on any provisions herein which are inconsistent with its obligations under the Code of Conduct for Persons Licensed by or
Registered with the Securities and Futures Commission, or which mis-describes the actual services to be provided to you.

Citibank, N.A. is incorporated in the United States of America and its principal regulators are the US Office of the Comptroller of Currency
and Federal Reserve under US laws, which differ from Australian laws. Citibank, N.A. does not hold an Australian Financial Services
License under the Corporations Act 2001 as it enjoys the benefit of an exemption under ASIC Class Order CO 03/1101 (remade as ASIC
Corporations (Repeal and Transitional) Instrument 2016/396 and extended by ASIC Corporations (Amendment) Instrument 2022/623).

In the United Kingdom, Citibank N.A., London Branch (registered branch number BR001018), Citigroup Centre, Canada Square, Canary
Wharf, London, E14 5LB, is authorized and regulated by the Office of the Comptroller of the Currency (USA) and authorized by the
Prudential Regulation Authority. Subject to regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation
Authority. Details about the extent of our regulation by the Prudential Regulation Authority are available from us on request. The contact
number for Citibank N.A., London Branch is +44 (0)20 7508 8000.

Citibank Europe plc (UK Branch) is a branch of Citibank Europe plc, which is authorised and regulated by the Central Bank of Ireland and
the European Central Bank. Authorised by the Prudential Regulation Authority. Subject to regulation by the Financial Conduct Authority and
limited regulation by the Prudential Regulation Authority. Details about the extent of our regulation by the Prudential Regulation Authority
are available from us on request. Citibank Europe plc, UK Branch is registered as a branch in the register of companies for England and
Wales with registered branch number BR017844. Its registered address is Citigroup Centre, Canada Square, Canary Wharf, London E14
5LB. VAT No.: GB 429 6256 29. Citibank Europe plc is registered in Ireland with number 132781, with its registered office at 1 North Wall
Quay, Dublin 1. Citibank Europe plc is regulated by the Central Bank of Ireland. Ultimately owned by Citigroup Inc., New York, USA.

Citibank Europe plc, Luxembourg Branch, registered with the Luxembourg Trade and Companies Register under number B 200204, is a
branch of Citibank Europe plc. It is subject to the joint supervision of the European Central bank and the Central Bank of Ireland. It is
furthermore subject to limited regulation by the Commission de Surveillance du Secteur Financier (the CSSF) in its role as host Member
State authority and registered with the CSSF under number BO0000395. Its business office is at 31, Z.A. Bourmicht, 8070 Bertrange,
Grand Duchy of Luxembourg. Citibank Europe plc is registered in Ireland with company registration number 132781. It is regulated by the
Central Bank of Ireland under the reference number C26553 and supervised by the European Central Bank. Its registered office is at 1
North Wall Quay, Dublin 1, Ireland.

This document is communicated by Citibank (Switzerland) AG, which has its registered address at Hardstrasse 201, 8005 Zurich, Citibank
N.A., Zurich Branch, which has its registered address at Hardstrasse 201, 8005 Zurich, or Citibank N.A., Geneva Branch, which has its
registered address at 2, Quai de la Poste, 1204 Geneva. Citibank (Switzerland) AG and Citibank, N.A., Zurich and Geneva Branches are
authorised and supervised by the Swiss Financial Supervisory Authority (FINMA).

In Jersey, this document is communicated by Citibank N.A., Jersey Branch which has its registered address at PO Box 104, 38 Esplanade,
St Helier, Jersey JE4 8QB. Citibank N.A., Jersey Branch is regulated by the Jersey Financial Services Commission. Citibank N.A. Jersey
Branch is a participant in the Jersey Bank Depositors Compensation Scheme. The Scheme offers protection for eligible deposits of up to
£50,000. The maximum total amount of compensation is capped at £100,000,000 in any 5-year period. Full details of the Scheme and
banking groups covered are available on the States of Jersey website www.gov.je/dcs, or on request.

In Canada, Citi Private Bank is a division of Citibank Canada, a Schedule Il Canadian chartered bank. References herein to Citi Private
Bank and its activities in Canada relate solely to Citibank Canada and do not refer to any affiliates or subsidiaries of Citibank Canada
operating in Canada. Certain investment products are made available through Citibank Canada Investment Funds Limited (“CCIFL”), a
wholly owned subsidiary of Citibank Canada. Investment Products are subject to investment risk, including possible loss of principal amount
invested. Investment Products are not insured by the CDIC, FDIC or depository insurance regime of any jurisdiction and are not guaranteed
by Citigroup or any affiliate thereof.

This document is for information purposes only and does not constitute an offer to sell or a solicitation of an offer to buy any securities to
any person in any jurisdiction. The information set out herein may be subject to updating, completion, revision, verification and amendment
and such information may change materially.

Citigroup, its affiliates and any of the officers, directors, employees, representatives or agents shall not be held liable for any direct, indirect,
incidental, special, or consequential damages, including loss of profits, arising out of the use of information contained herein, including
through errors whether caused by negligence or otherwise.

CCIFL is not currently a member and does not intend to become a member of the Mutual Fund Dealers Association of Canada (“MFDA”);
consequently, clients of CCIFL will not have available to them investor protection benefits that would otherwise derive from membership of
CCIFL in the MFDA, including coverage under any investor protection plan for clients of members of the MFDA.



Global Consumer Bank (Asia Pacific and EMEA):

“Citi analysts” refer to investment professionals within Citi Research (“CR”), Citi Global Markets Inc. (“CGMI”), Citi Global Wealth
Investments (“CGWI”) and voting members of the Citi Global Investment Committee. Citibank N.A. and its affiliates / subsidiaries
provide no independent research or analysis in the substance or preparation of this document.

The information in this document has been obtained from reports issued by CGMI and CGWI. Such information is based on sources CGMI
and CGWI believe to be reliable. CGMI and CGWI, however, do not guarantee its accuracy and it may be incomplete or condensed. All
opinions and estimates constitute CGMI and CGW!I's judgment as of the date of the report and are subject to change without notice. This
document is for general information purposes only and is not intended as a recommendation or an offer or solicitation for the purchase or
sale of any security or currency. No part of this document may be reproduced in any manner without the written consent of Citibank N.A.
Information in this document has been prepared without taking account of the objectives, financial situation, or needs of any particular
investor. Any person considering an investment should consider the appropriateness of the investment having regard to their objectives,
financial situation, or needs, and should seek independent advice on the suitability or otherwise of a particular investment. Investments are
not deposits, are not obligations of, or guaranteed or insured by Citibank N.A., Citigroup Inc., or any of their affiliates or subsidiaries, or by
any local government or insurance agency, and are subject to investment risk, including the possible loss of the principal amount invested.
Investors investing in funds denominated in non-local currency should be aware of the risk of exchange rate fluctuations that may cause a
loss of principal. Past performance is not indicative of future performance, prices can go up or down. Investment products are not available
to US persons. Investors should be aware that it is his/her responsibility to seek legal and/or tax advice regarding the legal and tax
consequences of his/her investment transactions. If an investor changes residence, citizenship, nationality, or place of work, it is his/her
responsibility to understand how his/her investment transactions are affected by such change and comply with all applicable laws and
regulations as and when such becomes applicable. Citibank does not provide legal and/or tax advice and is not responsible for advising an
investor on the laws pertaining to his/her transaction.

Citi Research (CR) is a division of Citigroup Global Markets Inc. (the "Firm"), which does and seeks to do business with companies covered
in its research reports. As a result, investors should be aware that the Firm may have a conflict of interest that could affect the objectivity of

this report. Investors should consider this report as only a single factor in making their investment decision.

For more information, please refer to https://www.citivelocity.com/cvr/eppublic/citi_research disclosures.

Market Specific Disclosures

Hong Kong: This This communication is distributed in Hong Kong by Citibank (Hong Kong) Limited ("CHKL") and/or Citibank, N.A., Hong
Kong Branch (“CBNA HK”, Citibank, N.A. is organized under the laws of U.S.A. with limited liability). CHKL and CBNA HK provide no
independent research or analysis in the substance or preparation of this communication. Although information in this communication has
been obtained from sources believed to be reliable, CHKL and CBNA HK do not guarantee its accuracy or completeness and accept no
liability for any direct or consequential losses arising from its use.

This communication is for general information only, is not intended as a recommendation or an offer or solicitation for the purchase or sale
of any products or services and should not be relied upon as financial advice. The information herein has not taken account of the
objectives, financial situation or needs of any particular investor. Any person considering an investment should consider the suitability of the
investment having regard to their objectives, financial situation and needs, and should seek independent advice before making an
investment decision. You should obtain and consider the relevant product terms and conditions and risk disclosure statement, and consider
if it's suitable for your objectives, financial situation or needs before making any investment decision. Investors are advised to obtain
independent legal, financial and taxation advice prior to investing. Investments are not deposits, are not protected by the Deposit Protection
Scheme in Hong Kong and are subject to investment risk including the possible loss of the principal amount invested.

This communication does not constitute the distribution of any information in any jurisdiction in which it is unlawful to distribute such
information to any person in such jurisdiction.

CHKL does not provide discretionary portfolio management services.

Singapore: This communication is distributed in Singapore by Citibank Singapore Limited (“CSL”) to selected Citigold/Citigold Private
Clients. CSL provides no independent research or analysis of the substance or in preparation of this communication. Please contact your
Citigold/Citigold Private Client Relationship Manager in CSL if you have any queries on or any matters arising from or in connection with this
communication. Investment products are not insured under the provisions of the Deposit Insurance and Policy Owners’ Protection Schemes
Act of Singapore and are not eligible for deposit insurance coverage under the Deposit Insurance Scheme.

This communication is for general information only and should not be relied upon as financial advice. The information herein has no regard
to the specific objectives, financial situation and particular needs of any specific person and is not intended to be an exhaustive discussion
of the strategies or concepts mentioned herein or tax or legal advice. Any person interested in the strategies or concepts mentioned herein
should consult their independent tax, legal, financial or other advisors, as appropriate. This communication does not constitute the
distribution of any information or the making of any offer or solicitation by anyone in any jurisdiction in which such distribution or offer is not
authorized or to any person to whom it is unlawful to distribute such information or make any offer or solicitation.


https://www.citivelocity.com/cvr/eppublic/citi_research_disclosures

Before making any investment, each investor must obtain the investment offering materials, which include a description of the risks, fees
and expenses and the performance history, if any, which may be considered in connection with making an investment decision. Interested
investors should seek the advice of their financial adviser about the issues discussed herein as appropriate. Should investors choose not to
seek such advice, they should carefully consider the risks associated with the investment and make a determination based upon the
investor’s own particular circumstances, that the investment is consistent with the investor’s investment objectives and assess whether the
investment product is suitable for themselves. Although information in this document has been obtained from sources believed to be
reliable, CSL does not guarantee its accuracy or completeness and accept no liability for any direct or consequential losses arising from its
use.

CSL does not provide discretionary portfolio management services

Bahrain: IN BAHRAIN, CITI PRIVATE BANK OPERATES UNDER SPECIFIC APPROVAL ISSUED ON THE BASIS OF CITIBANK, N.A,,
BAHRAIN BRANCH’S BANKING LICENSE

Marketing and distribution of Investment Funds to clients in Bahrain requires Notification to the Central Bank of Bahrain and will be limited
to UHNWI as defined below. Minimum investment subscription criteria will apply for products for all subscriptions for Bahrain domiciled
clients.

Ultra-high net worth investors are:

(a) Individuals who have a minimum net worth (or joint net worth with their spouse) of USD 25 million or more;

(b) Companies, partnerships, trusts or other commercial undertakings, which have financial assets available for investment of not less than
USD 25 million; or

(c) Governments, supranational organisations, central banks or other national monetary authorities, and state organisations whose main
activity is to invest in financial instruments (such as state pension funds).

UAE: This document is distributed in UAE by Citibank, N.A. UAE. Citibank N.A. UAE is licensed by UAE Securities and Commaodities
Authority (“SCA”) to undertake the financial activity as Promoter under license number 602003.

Citibank N.A. UAE is registered with Central Bank of UAE under license numbers BSD/504/83 for Al Wasl Branch Dubai, 13/184/2019 for
Mall of the Emirates Branch Dubai, BSD/2819/9 for Sharjah Branch, and BSD/692/83 for Abu Dhabi Branch.

This is not an official statement of Citigroup Inc. and may not reflect all of your investments with or made through Citibank. For an accurate
record of your accounts and transactions, please consult your official statement. Before making any investment, each investor must obtain
the investment offering materials, which include a description of the risks, fees and expenses and the performance history, if any, which
may be considered in connection with making an investment decision. Each investor should carefully consider the risks associated with the
investment and make a determination based upon the investor’'s own particular circumstances, that the investment is consistent with the
investor’s investment objectives. At any time, Citigroup companies may compensate affiliates and their representatives for providing
products and services to clients.

United Kingdom: This document is distributed in the U.K. by Citibank UK Limited and in Jersey by Citibank N.A., Jersey Branch.

Citibank UK Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the
Prudential Regulation Authority. Our firm’s Financial Services Register number is 805574. Citibank UK Limited is a company limited by
shares registered in England and Wales with registered address at Citigroup Centre, Canada Square, Canary Wharf, London E14 5LB,
Companies House Registration No. 11283101.

Citibank N.A., Jersey Branch is regulated by the Jersey Financial Services Commission. Citi International Personal Bank is registered in
Jersey as a business name of Citibank N.A. The address of Citibank N.A., Jersey Branch is P.O. Box 104, 38 Esplanade, St Helier, Jersey
JE4 8QB. Citibank N.A. is incorporated with limited liability in the USA. Head office: 399 Park Avenue, New York, NY 10043, USA.

© All rights reserved Citibank UK Limited and Citibank N.A. (2023).

© 2023 Citigroup Inc. Citi, Citi and Arc Design and other marks used herein are service marks of Citigroup Inc. or its affiliates, used and
registered throughout the world.

INVESTMENT PRODUCTS: NOT FDIC INSURED - NOT CDIC INSURED -
NOT GOVERNMENT INSURED - NO BANK GUARANTEE - MAY LOSE VALUE
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