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CROSS-SECTOR

Political risks — US

Scenario analysis: US debt-limit standoff
elevates credit risk for various debt issuers

Summary

Treasury Secretary Janet Yellen's recent letter to Congress suggests that the so-called X-
date, when the US (Aaa stable) exhausts extraordinary measures and cash buffer to meet
the debt limit, may come as early as 1 June. This has heightened market concerns around the
negotiations. Our baseline expectation is that, despite the fractious political environment,
US lawmakers will ultimately raise or suspend the debt limit before the X-date. But the
uncertainty itself is raising credit risks. In this report, we outline the credit implications

of three different scenarios: the first where the limit is raised or suspended before the X-
date; the second where the debt limit is not lifted, but the government prioritizes interest
payments and does not default; and the third, which we consider highly unlikely, where the
government misses an interest payment.

» Lowest-rated issuers are most vulnerable to heightened market uncertainty
between now and the X-date. Given current political dynamics, the decision to lift or
suspend the debt limit is likely to be made very close to the X-date. This will intensify
volatility in financial markets and increase funding costs and credit risk, particularly for
low-rated issuers. If the government is eventually forced to concede major spending cuts
in budget negotiations later this year to avoid a fiscal cliff, a wider number of debt issuers
could be affected, though the specifics of any policy decisions will determine the intensity
for individual issuers.

» Arange of public-finance issuers would be affected if the X-date passes without
a deal and the government opts to prioritize interest payments. A decision to
prioritize interest payments may not affect the US sovereign credit profile as it would
continue to meet its debt obligations. But it could generate credit pressures for a number
of public-finance issuers reliant or exposed to federal funding. The impact would depend
on how long government funding is disrupted, the issuer's reliance on the government
funding, and any offsetting credit strengths.

» A missed interest payment and sovereign rating downgrade would affect a wide
range of sectors. The ratings of debt issuers directly linked to the sovereign rating would
likely move in lockstep. Issuers whose ratings incorporate uplift based upon assumptions
of government support and those who receive substantial federal transfers, or have
outsized dependence on federal employment or federal procurement spending, are the
most exposed. For other issuers that have indirect linkages, the credit effects would vary
with their degree of exposure to the US sovereign and offsetting credit strengths.
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Weakest issuers are most vulnerable to heightened market uncertainty between now and X-date

On 19 January 2023, the US government reached its statutory debt limit of $31.4 trillion. Since then, the Treasury Department has
been using “extraordinary measures,” — a series of temporary accounting measures to increase borrowing capacity under the debt limit
—to meet its daily financing needs. In January, Treasury Secretary Yellen notified Congress that the Treasury is unlikely to exhaust its
extraordinary measures and cash buffer before early June. On 1 May, after reviewing recent federal tax receipts, Yellen again warned
that the Treasury will be unable to continue to satisfy all of the government’s obligations by early June, and potentially as early as 1
June if Congress does not raise or suspend the debt limit before that time.

We expect an agreement on raising or suspending the debt limit will be reached before the X-date. However, a fractious political
environment continues to point to the possibility of an extended and disruptive impasse. We expect negotiations to be highly
politically polarized and drawn out close to the X-date, which will further intensify volatility in financial markets akin to what was seen
in previous debt limit episodes (Exhibit 1). Heightened volatility in the context of a weaker macro environment, rising funding costs
and falling consumer, business and investor confidence would add to credit risk across the board, but particularly among the weakest
credits.

The suspension of the sale of State and Local Government Series Securities (SLGS) from 2 May will help the Treasury manage the
debt subject to the limit, but could be negative for some state and local governments and other municipal borrowers that use SLGS to
refund escrows. That said, year-to-date tax-exempt advanced refunding has not been permitted since 2017.

Exhibit 1
Heightened market volatility during 2013 debt limit episode
Economic Uncertainty Index and BofA Merrill Lynch Option Volatility Index (MOVE)
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Disagreement between US lawmakers over budgetary spending cuts is at the heart of the political impasse over the debt limit. The
Limit, Save, Grow Act of 2023 passed the House on 26 April. The House Republican's plan aims to increase the debt limit by $1.5
trillion, or suspend the debt limit until 31 March 2024, whichever occurs first, in exchange for spending cuts. Republicans intended for
the bill to spark budget negotiations with President Biden and the Democrats. Nonetheless, the Limit, Save, Grow Act — which rescinds
unspent COVID relief funds, repeals most of the Inflation Reduction Act's (IRA) energy and climate tax credit expansions and prevents
implementation of President Biden's student debt cancellation among other things —is very unlikely to pass the Democratic-controlled
Senate. At the moment, Democratic leaders are not willing to negotiate the federal budget along with the debt limit, while Republican
leadership in the House maintains that the chamber will not pass a bill to raise or suspend the debt limit without budgetary spending
cuts.

We expect Congress to pass a series of small extensions that push the X-date back until the end of the fiscal year, to align it with the
annual budgetary appropriations negotiations. The convergence of two separate but intertwined issues could seriously complicate both

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the issuer/deal page on https://ratings.moodys.com for the
most updated credit rating action information and rating history.
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negotiations and sets the stage for a dangerous fiscal cliff reminiscent of the brinkmanship in 2011 that ultimately resulted in forced
spending cuts. Should that recur, reductions in non-defense discretionary government spending and entitlement program reforms will
likely have negative credit effects on public finance debt issuers. The credit implications for individual issuers would depend on the
specific changes in federal spending policies that are agreed upon.

If fiscal year 2024 appropriations are not approved or extended through a continuing resolution, a temporary government shutdown
is possible. This would halt federal discretionary spending that accounts for nearly 30% of total non-interest federal spending as of
fiscal year 2022 and includes most day-to-day government operations (Exhibit 2 and 3). Although it would not have any immediate
implications for the US government'’s credit rating, a shutdown would negatively impact entities that rely on federal funding for
revenue or debt servicing payments, and entities with heavy exposure to the Washington, D.C. economy.

Should this matter become further entangled and politicized in the run-up to the next presidential election, it would likely result in an
unprecedented surge in market noise. Such as scenario would undoubtedly prolong the period of market volatility, potentially leading
to increased uncertainty and unease among investors.

Exhibit 2 Exhibit 3
The federal deficit was $1.4 trillion in fiscal year 2022 Discretionary spending accounts for more than a quarter of non-
FY 2022 government spending and revenue, in trillion US$ interest federal spending

FY 2022 federal expenditure by category, in trillion US$

Mandatory spending Discretionary spending
Total ) ) )
e Social Security Medicare Nondefense
$4.9 $1.2 $0.7 $0.9
Total outlays $6.3 Other  Student
Loan
Medicaid ks Programs
Mandatory Discretionary s 2050 e
$41 $1.7 $0.8
Income Security
Programs
Net interest $0.5 $0.6
Sources: Congressional Budget Office and Moody's Investors Service Sources: Congressional Budget Office and Moody's Investors Service

A wider range of public finance issuers would be affected if the X-date passes without a deal but the
government opts to prioritize interest payments

If Congress fails to act and the debt limit is not resolved, the Treasury would likely prioritize interest payments over other expenses

in order to preserve the full faith and credit of the US government and avoid significant disruptions to the global financial markets.

However, such an approach is unprecedented and its effectiveness is not guaranteed.

Even if the government continued to meet its debt obligations and there were no direct implications for the US sovereign rating,

the credit impacts of any disruption to federal funding could be severe. Downstream US public finance issuers that are reliant on
or exposed to federal payments would be particularly negatively affected. If the debt limit isn't adjusted, certain payments from

the federal government to veterans, social security beneficiaries, Supplemental Nutrition Assistance Program (SNAP) recipients and
reimbursements to state governments through the Medicaid or Medicare programs could be delayed. The longer the duration of such
postponed spending, the more significant the negative impact on debt issuers, the economy and the broader financial markets.
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For example, disruption in the flow of Medicare payments, which typically account for over 40% of hospital patient service revenue,
would cause significant stress to not-for-profit hospitals, especially the ones with limited liquidity or on the lower end of the rating
spectrum. Though median days of cash on hand for the sector still exceed 200 days, a brief spell without federal funding would cause
significant stress for many hospitals. Once the working capital funds are depleted, hospitals would have to resort to drawing on credit
lines or selling off investments in order to raise cash. Medicaid, which is jointly funded by the federal government and states, could also
be forced to curtail payments to hospitals and other providers, further stressing cash flow.

Public finance housing sectors also face varying degree of exposure to the impact of prioritizing interest payments over other
expenses. Public Housing Authorities (PHAs), Section 8 projects, and military housing are the most exposed, relying on federal
capital fund appropriations, Section 8 rental subsidy payments from Department of Housing and Urban Development (HUD), and
rental revenue from the Department of Defense (DOD), respectively. However, these projects typically have Maximum Annual Debt
Service Reserve (MADS) that can be tapped to mitigate the impact of delayed payments.

State housing finance agencies and standalone housing deals secured by Federal Housing Administration (FHA) insurance or
Ginnie Mae (GNMA) are less exposed, as guarantor payments are funded from their own reserves and are not subject to appropriations.
Standalone transactions insured by FHA or FHA risk-sharing insurance have 6 to 8 months' debt service reserves to address any delayed
payments. During past debt-limit crises and government shutdowns, GNMA has committed to pay principal and interest, further
reducing the vulnerability of standalone housing deals. Overall, while public housing sectors may face disruption, the combination of
reserve funds, over-collateralization, and access to other resources suggest that the impact is likely to be limited.

In addition, there are a number of non-financial corporate sector issuers that would be vulnerable to a prolonged disruption in

the availability of government funds. Many for-profit hospitals and healthcare providers also rely on Medicare and Medicaid funding.
Healthcare REITS with skilled nursing facilities would be highly vulnerable. Government contractors, aerospace, and defense companies
will face a liquidity squeeze if the government delays paying its bills.

A missed interest payment and sovereign rating downgrade would affect a wide range of sectors

We would classify a missed interest payment as an event of default, which would result in a downgrade of the US sovereign rating. A
wide range of US debt issuers including financial institutions, nonfinancial corporations, sub-sovereign, and not-for-profit entities would
be affected by a sovereign rating downgrade, depending on the extent of their economic or financial exposure to the sovereign (Exhibit
4).
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Exhibit 4
How sovereign credit quality affects other issuers

HOW SOVEREIGN CREDIT QUALITY AFFECTS OTHER ISSUERS

Direct credit linkages Indirect credit linkages
Generally Issuers whose rating are based on a sovereign guarantee Credits with substantial asset exposure to sovereign
includes or credit enhancement securities or sovereign linked-entities
Government related issuers whose ratings are based Issuers whose ratings incorporate uplift based upon
solely or primarily on government support assumptions of government support
Transactions collateralized or secured by US Treasury Credits that receive substantial federal transfers or have
securities or by government agency obligations outsized dependence on federal employment or federal

procurement spending

Impact Credits would generally move in tandem with the Implications for credit quality would vary by degree
government bond rating of exposure to the US sovereign and offsetting
credit strengths

Examples Government-sponsored enterprises such as Fannie Mae US banks and insurers, money market and bond funds
and Freddie Mac
State and local governments
Pre-refunded bonds secured by escrowed US government
and agency securities

Source: Moody's Investors Service

Debt issuers with ratings directly linked to the sovereign rating

Ratings of debt issuers directly linked to the sovereign rating would likely move in lockstep with a sovereign rating action. These
include ratings based upon a guarantee or other credit enhancement by the US government, and structured transactions for
which collateral consists primarily of securities issued by the federal government or directly linked entities. Such issuers are
generally positioned at or slightly below the sovereign bond rating level.

For example, bonds issued by foreign governments under the full faith and credit guarantees of the US government are
directly linked to the sovereign. As a result, any rating action on the issuer rating of the US government would be mirrored by actions
on the ratings of these bonds. For example, the US government issues guarantees on certain bonds issued by the Government of Israel
(issuer rating A1 stable, certain bonds with backed senior unsecured rating Aaa).

Government-sponsored enterprises (GSE) such as Fannie Mae (Aaa stable), Freddie Mac (Aaa stable), Federal Farm Credit Banks
(Aaa stable) and Federal Home Loan Banks (Aaa stable) have a material amount of government support incorporated in their ratings.
As a result, their ratings would likely move in tandem with the US government's.

US public finance entities with direct links to the US sovereign typically benefit from an explicit guarantee, credit enhancement, or
high levels of support from the federal government or a GSE. They are either the same as that of the US government or are explicitly
notched off the US sovereign rating. Examples include pre-refunded bonds that are secured by escrowed US government and agency
securities and federal lease financings. Directly linked credits also include standalone housing revenue bonds secured by mortgage-
backed securities with credit enhancement provided by Fannie Mae, Freddie Mac, Ginnie Mae, or certain FHA insurance programs.

A sovereign rating action would directly impact some US financial institution issuers. The creditworthiness of US central
counterparty clearing houses are highly dependent on the US sovereign rating, especially through their extensive use of US Treasury
and government agency securities as collateral resources and because a significant amount of clearing funds are deposited at the
Federal Reserve Bank. Therefore, a downgrade of the Aaa US sovereign rating would likely result in the Aaa clearing counterparty
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ratings (CCRs) of The Depository Trust & Clearing Corporation's (DTCC Aa3 stable) clearing and depository agencies being downgraded
by the same magnitude. Bond fund ratings reflect the creditworthiness of the portfolio of assets held by the funds. In the event of a
rating action on the US sovereign, our Aaa-bf rated bond funds that invest primarily or exclusively in US Treasury or agency securities
would be most affected. Their ratings would reflect any changes in the US government rating. Similarly, money market funds are also
exposed to the US sovereign through their holdings of US Treasury or agency securities. A debt-limit impasse is generally accompanied
by elevated redemption activity across the sector, pressuring liquidity. Such trends would likely be exacerbated by a missed interest
payment by the US government. However, given the ability of fund advisors to actively manage their portfolios, we expect money
market funds rated Aaa-mf to be largely resilient to a rating action on the US sovereign, as well as any short-term increase in market
volatility.

In the US infrastructure sphere, greater sovereign linkage exists with certain issuers such as Bonneville Power Administration (BPA,
Aa2 positive), National Railroad Passenger Corp.(Amtrak), DC (A1 stable) and Tennessee Valley Authority (TVA, Aaa stable). Given BPA
and Amtrak’s direct reliance on the US government for funds either through a borrowing line or federal appropriations, a US sovereign
rating downgrade could lead to a negative rating action on these issuers. Also, issuers that contractually rely on BPA for cash flow such
as Energy Northwest Columbia Generating Station (Aa2 positive) would be correspondingly affected. TVA is less directly reliant on

the US federal government than BPA or Amtrak as shown by TVA's standalone aal baseline credit assessment (BCA, a measure of the
company's standalone credit risk) and its access to internal liquidity sources. However, TVA's rating benefits from one notch of uplift
to reflect the high probability of extraordinary support from the US government, and a downgrade of the government would eliminate
this uplift.

Outside of the US, a US sovereign downgrade would negatively affect certain project finance issuers, such as Central Storage Safety
Project Trust (Aa2 stable), whose rating is based on a guarantee or political risk insurance from the US International Development
Finance Corporation, an agency of the US government.

Changes in the creditworthiness of sovereign or sovereign-related entities can affect structured finance transactions, especially to the
extent that those entities provide credit support to the transactions via insurance or guarantees, or if the transactions are otherwise
reliant on payments from the entities or securities issued by them.

There is one US nonfinancial corporate issuer, Army and Air Force Exchange Service (AAFES, Aa3 stable), that is a government-
related issuer (GRI) and may be subject to a downgrade were the US sovereign rating to be downgraded. AAFES' Aa3 rating is a
function of both its standalone baal BCA and GRI-related rating lift, and were the US sovereign rating downgraded or US government
support to become less likely, AAFES' rating could be downgraded.

Debt issuers with ratings indirectly linked to the sovereign rating

For other issuers that have indirect linkages to the sovereign rating, the effects on credit quality would vary by their degree of
exposure to the US sovereign and offsetting credit strengths. Issuers whose ratings incorporate uplift based upon assumptions of
government support and those who receive substantial federal transfers, or have outsized dependence on federal employment or
federal procurement spending, are the most exposed.

Indirectly linked US public finance credits are exposed to the credit quality of the US government, but are rated on a standalone
basis and are not explicitly tied to the sovereign rating. The nature, extent and impact of federal exposure varies by credit. These
include issuers that: receive substantial federal transfers as a percent of operating revenue; may have outsized dependence on federal
employment or federal procurement spending, particularly state and local governments; or are highly reliant on US Treasury and
agency securities for liquidity. Those issuers that possess strengths that mitigate federal exposure would be more resilient and could be
rated higher than the sovereign. Vulnerable credits could experience downward rating pressure. While most US public finance issuers
would be resilient to a one notch change in the US rating, some that are rated the same as the sovereign could face rating pressure
depending on the degree of their sovereign linkages.

I
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» US state and local governments: The vast majority of state and local governments would be resilient to a change in the US
rating. States themselves are sovereign and have broad fiscal autonomy and ability to increase tax revenue, decrease expenditures,
and manage their debt obligations. Local governments also have very stable revenue bases. High available resources could also
mitigate a government's exposure to the sovereign. We would assess characteristics such as wealth levels relative to US medians,
reliance on federal funding such as Medicaid, and revenue volatility.

» Housing finance agencies (HFA): The US government's rating is incorporated in the Financial Position and Loan Portfolio credit
factors in our HFA methodologies. For these factors, we would input a “stressed” score to determine if an issuer is vulnerable
to a change in the US sovereign rating. We would assess the HFA's dependence on federal mortgage credit enhancement and/
or government insurance to cover any losses from loan defaults. In general, State HFAs are likely to be more resilient to any
pressures arising from a potential downgrade of the US sovereign rating. Both single family and multifamily bond programs tend
to be seasoned with built-up collateralization levels far exceeding rating requirements. The State HFA portfolio has exposure to the
Federal Home Loan Bank as they serve as liquidity providers to many of the variable rate issuers. This exposure, however, would
be on a series-by-series basis as most issuers have a diversified group of liquidity providers. They are likely to substitute in this
circumstance.

» Higher education and other not-for-profit institutions: The creditworthiness of most US colleges and universities would
likely be resilient to a change in that of the US sovereign because they generally have substantial fiscal autonomy and good
liquidity, enabling them to withstand moderate cuts or interruptions in federal funding for some period of time. We would assess an
institution’s reliance on federal revenue for operations, including federal research funding, financial aid and Medicare and Medicaid
revenues at the academic medical centers. A market downturn caused by a US downgrade would be broadly negative for the sector,
impacting individual institutions differently depending on reliance on endowment income to support operations.

» Healthcare and hospitals: Some hospitals have outsized reliance on federal Medicare and Medicaid revenues, and as such, could
be vulnerable to a prolonged disruption at the federal level, depending on their liquidity positions. Consequently, we would identify
institutions with the highest exposure and review the credits on a case-by-case basis.

Credit implications for banks depend upon several factors. A downgrade of the US government could have implications for the ratings
of those US banks which incorporate uplift due to the potential for government support. However, at present this would involve only
a small number of US banks since we currently assume a low probability of government support for most US banks; for those US bank
ratings where we do incorporate government support, none include more than one notch of ratings uplift. In addition, the bank rating
methodology heavily relies on elements of the sovereign scorecard to assess how the operating and economic environment affect a
bank'’s credit strength in a specific financial system.

In some cases, a downgrade of the US government could lead to a lowering of the macro profile for the US banking system. However,
we have already recently lowered the macro profile of the US banking system to Strong+ from Very Strong-, making a further
downgrade of the macro profile less likely. The lower macro profile reflects our view that banks' funding and asset-liability management
(ALM) risks have been exacerbated by the significant increase in interest rates and the ongoing reduction in bank reserves and deposits
caused by the unwinding of unconventional monetary policy through quantitative tightening.

The deteriorating operating environment could also potentially leave banks more vulnerable to any market disruptions caused by a US
sovereign default, which could also have bank rating implications. That being said, while most US banks’ hold significant amounts of
US government and agency securities in their securities portfolio, we do not expect rating downgrades on those securities, due to a
sovereign downgrade, in and of themselves to have rating implications for US banks.

Insurers tend to be indirectly linked to the US sovereign through their investment exposures. In the event of a downgrade of the US
sovereign due to a missed debt payment, the ratings of US insurers with insurance financial strength or debt ratings above the new
sovereign rating could be affected.

Most US infrastructure credits would be resilient to a modest weakening in the US government rating. For example, in the
airports, ports and toll roads sectors, the highest-rated credits are at the Aa2 level based on standalone credit quality rather than US
government linkages, and utilities are generally rated Aa2 or lower. To the extent any explicit or implicit federal government support

I
7 4 May 2023 Political risks — US: Scenario analysis: US debt-limit standoff elevates credit risk for various debt issuers


https://www.moodys.com/research/Banks-United-States-Macro-profile-Strong--Sector-In-Depth--PBC_1355993

MOODY'S INVESTORS SERVICE CROSS-SECTOR

has been incorporated into these ratings, that expectation would be adjusted if the federal government proceeds down a path that
indicates a lower willingness or ability to provide support.

Some structured finance transactions can also have indirect dependencies on the creditworthiness of the US government. While
these transactions may have meaningful exposure to the sovereign’s credit risk, their creditworthiness is additionally based on a
number of other factors. Examples include transactions backed by: 1) equipment contracts in which US government agencies make up
a portion of the obligor; 2) underlying collateral pools that are partially defeased by US Treasury securities or by government agency
obligations; or credit tenant lease deals secured by loans on buildings fully leased to US government entities that rely on other credit
factors; and 3) underlying collateral pools that are backed by a mix of private and FFELP student loans.

Lastly, in the event of a downgrade of the US sovereign rating, we would expect little or no rating impact for the highest-rated US
nonfinancial companies. The strongest companies have ratings that are not only independent from their associated sovereign
entities, but that can even be higher in certain cases. Highly rated companies have at least three characteristics that provide partial
insulation from conditions that usually accompany a sovereign rating downgrade: diverse sources of revenue, robust internal cash flow
and diverse options for external funding.

In addition, a default on a perceived risk-free asset would negatively affect the fragile US economy even if resolved quickly. Since we
expect any potential default on debt payments by the US government to be quickly cured, we do not anticipate significant financial
market disruption. If such disruption were to occur, issuers and transactions with weak financial profiles and high liquidity risk would be
most vulnerable to a downgrade or default.

For more detail on how we assess the impact of sovereign credit quality on other issuers, see: Assessing the Impact of Sovereign Credit
Quality on Other Ratings, June 2019.
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