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A note from Ashvin Chhabra, Chief Investment
Officer, Merrill Lynch Wealth Management
A partial shutdown of the U.S. government has begun. What are the implications for investors?
Our View
There are two distinct events in play: the shutdown of the U.S. government and the potential
breach of the U.S. debt limit.
The expiration of the budget continuing resolution, at midnight on September 30th, has now
cut off funding for some U.S. government operations.
The long-term financial impact of a short shutdown is likely to be limited. We note that since
1981, there have been no less than 11 government shutdowns. Most have lasted fewer than
three days and have not had a long-term impact on the equity markets.

Exhibit 1: Timeline of Debt Ceiling measures

Mid-October / November –
Forecasted Debt Ceiling Limit Reached
(U.S. Treasury estimates Oct. 17th)

December 31st to Early
2014 – If no new fiscal
resolution is enacted,
the majority of FY2014
sequestration (from the
Budget Control Act
2011) is implemented

Factors Affecting Debt
Ceiling Limit: Tax Receipts,
Treasury Bill Issuance

September 18th –
Federal Reserve
Committee Meeting
(No tapering)

September 30th –
End of current
continuing resolution

December 18th –
Federal Reserve
Committee Meeting
(BofA ML Global Research's base
case for start of Fed tapering)

Source: Congressional Budget Office, ML GWM Investment Management & Guidance. Data as of September 2013.
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Exhibit 2: Recent U.S. government shutdowns and equity impact
S&P 500 performance prior, during and subsequent to historical government shutdowns
Shutdown*

1m prior

2wk prior

During

2wk after

1m after

Sep 30, 1976
Sep 30, 1977
Oct 31, 1977
Nov 30, 1977
Sep 30, 1978
Sep 30, 1979
Nov 20, 1981
Sep 30, 1982
Dec 17, 1982
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Average since 1981

Duration (days)
10
12
8
8
17
11
2
1
3
3
2
1
1
1
3
5
21
6.4
3.0
3.9

3.1%
0.2%
-4.3%
2.4%
-0.9%
0.3%
1.2%
2.3%
-0.3%
-4.8%
-0.3%
-2.5%
3.4%
1.5%
-4.0%
1.3%
3.8%
0.1%
0.3%
0.1%

-0.1%
0.1%
-1.2%
-0.6%
-1.5%
0.5%
-0.8%
-2.7%
-0.9%
-0.3%
-1.6%
-2.7%
2.4%
11.3%
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Source: BofA ML US Equity & Quant Strategy, Strategy Snippet: The shutdown saga continues. Sept. 27, 2013.
* Since the congressional budgeting process was established in 1976, Congress has failed to pass a budget 17 times. In 1981, it was established that a failure to
pass a budget should result in a government shutdown.

The cautionary note here is that a government shutdown lasting more than a few days will
cause a further drag on an economy that is still in a fragile stage of recovery.
The larger issue is a potential breach of the U.S. debt limit. In essence, failure to raise the debt
limit would lead the U.S. government to default on its debt payments.
The U.S. hit its borrowing limit in May and the various funding measures the Treasury has taken
since then to manage the government’s debt are expected to run out in mid-October. In the
absence of congressional agreement, the actual default could take place in mid-to-late October
or, with further extraordinary measures, later in the year.
The U.S. government has never failed to raise the debt limit. To fail to do so now risks creating
unprecedented uncertainty in the global financial system. In the event of a default, even if U.S.
Treasuries were still widely viewed as creditworthy, the unintended consequences of a credit
downgrade by one or more credit rating agencies would be complicated and potentially longlasting. In our view, the probability that Congress would allow this to happen is very low.
As events play out heading into mid-to-late October, however, we can expect political
brinkmanship and this may result in a sharp increase in near-term market volatility.
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Portfolio Implications
Investors should not panic and should stay the course, remaining focused on their strategic
asset allocations.
We recognize that, as political brinkmanship plays out, the market may experience considerable
short-term volatility. We urge investors to distinguish between political posturing that may
lead to short-term market volatility and those decisions that may have implications for longterm returns. While market volatility remains at reasonable levels, investors who cannot bear
increased short-term volatility may want to consider hedging their exposure or taking gains
off the table as we head into the year-end. Investors can also use this opportunity to rebalance
their portfolios to their strategic allocation targets.
While the debt ceiling will likely be raised, the sobering conclusion is that the large political
divide is unlikely to yield a meaningful agreement on the longer-term fiscal challenges that face
the nation and may create a systemic drag on future growth.

The CIO Office will continue to monitor developments in Washington and provide
updates through publications and market calls.
For further reading please refer to:
CIO View: U.S. Budget & Fiscal Outlook, Déjà Vu
CIO Monthly: Navigating Monetary and Fiscal Complexities
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