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As the shutdown enters its third week, the sun is still shining on the economic landscape. But
the longer it persists, the sooner will the clouds start to darken. Already the shutdown is the
second longest on record and it is shutting down more government functions than previous
ones. The odds that it will set a new record for longevity (35 days) is growing, as both sides of
the political aisle are digging in. For the most part, the public is shrugging off the impasse and
Wall Street continues to thrive, although the remarkable three-year rally in stock prices is
showing signs of sputtering as questions about credit strains at some regional banks are raising
alarms.

The pain will intensify when the impact is more strongly felt on Main Street. That may be about
to happen. Up until now, the 700 thousand furloughed Federal workers received paychecks. But
the last one hit bank accounts on Friday, and if the impasse continues the next one that would
otherwise arrive on October 31 will be missing, removing a big slice of purchasing power from
the economy. What’s more, the shutdown is having ripple effects elsewhere, as it forces many
government contractors to shut down — and lay off workers. Already, month-to-date contracts
obligated in October are down precipitously from a year ago across many of the largest
contracting agencies. The
federal award spigot has

- all but turned off at the
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By ours as well as many other estimates, each week the government stops functioning slices 0.1
-0.2 percentage points from the GDP growth rate, which translates into a weekly haircut of $7.6
- $15.2 billion. The drag comes from both the income and output sides of the ledger. Reduced
Federal compensation removes a big chunk of incomes while the slashing of hours worked by
government employees puts a big dent in output. To be sure, once the doors of government
reopen, those losses are expected to be recovered. That happened in the past and the pattern
should repeat this time as well. Following the downdraft during the previous longest shutdown
of 35 days that ended in early 2019, GDP rebounded strongly.

We caution, however, that there are more headwinds looming in coming months than was the
case in the immediate aftermath of the previous shutdown, most notably the heightened trade
tensions and stubborn inflation. In early 2019, inflation was running at 1.5 percent, down from
2.5 percent a year earlier. Currently — at least through August, since the shutdown has delayed
the CPI report — consumer inflation is running at 2.9 percent and has remained stuck in a 2.5-
3.0 percent range for the past year. According to industry reports and the Fed’s Beige Book
released this week, consumers are increasingly sensitive to higher prices, shopping for cheaper
alternatives or sacrificing purchases that have become too expensive. Here's a direct quote
from the latest Fed roundup of reports from bank districts around the country the enters the
Beige Book:

“Several reports highlighted that lower- and middle-income households continued to seek discounts
and promotions in the face of rising prices and elevated economic uncertainty”.

That said, aggregate spending has yet to buckle, despite these headwinds as well as the drastic
slowdown in job growth underway before the shutdown began. Indeed, we expect a solid holiday sales
season, with retail sales expected to increase 4.6 percent over last year in dollar terms, and 1.6 percent
in volume terms. The gain in volume would be the strongest since 2021, and not far below the 1.8%
average growth seen in 2015-2019, before the pandemic-related swings in goods spending. The seeming
contradiction between strong sales and weak job growth can be reconciled by looking at the stock
market, and the enormous wealth it has created for shareholders. The so-called wealth effect on sales
could not be overstated, as it has arguably been the biggest driver of consumption in recent years.
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Indeed, households' direct and indirect equities holdings are two and a half times their incomes at the
end of the second quarter, surpassing real estate holdings. The wealth held in stock portfolios is much
higher than it was at previous peaks, such as during the dot-com bubble, the global financial crisis, or
the onset of the pandemic. Importantly, however, these holdings are held primarily by upper-income
households and their spending is the Discretionary Spending Driven by Swings in the Stock Market

biggest influence on overall %3m. annualized

consumption. Needless to say, :
fluctuations in stock prices have a big ?
influence on sales of discretionary 8
goods and services, a market which 6
wealthier households dominate. As
can be seen in the chart, the stock
market slump in the first quarter —
reflecting mounting tariff uncertainty °©
— coincided with a sharp pullback in -2
sales of travel and recreational goods
and services. That pullback reversed . _ _ _ _ . _
as the stock market roared back, Jan-24  Apr-24  Jul-24  Oct-24  Jan-25  Apr-25  Jul-25
driving a recovery in those sectors.

—Hotels, restaurants, recreation goods & services

—Everything else

That experience, of course, also highlights the fact that the wealth effect runs both ways, as the stock
market gives as well as it takes. Should the bull market morph into a bear, the positive wealth effect
would reverse and possibly have an amplified negative impact on the economy. Keep in mind that the
10 percent richest households — who are the biggest holders of stocks — account for more than 50
percent of total consumer spending, which, in turn accounts for about 70 percent of GDP. What keeps
market analysts up at night is the fact that the latest phase of the stock market boom is being driven by
a handful of Al-related stocks, which evokes memories of the dot-com bust twenty-five years ago.
Unlike then, however, the so-called Mega stocks of today are generating substantial revenues and are
expected to stay profitable in coming years. Still, the fact that so much wealth is linked to the fortunes
of so few companies is not something that is particularly comforting to policy makers.

On this score, you would think that the negative impact on the economy from the government
shutdown would unsettle the stock market and put pressure on legislators to break the impasse. But the
past experience suggests that the stock market pays little heed to the foibles on Capitol Hill. Presently,
there doesn't appear to be an immediate catalyst for a resolution to the budget standoff. A key pain
point that stood the best chance of bringing about an end to the shutdown was taken off the table this
week when the Trump administration shifted funds from other government accounts to cover the mid-
month paychecks of active-duty military personnel. The most important question is whether the
shutdown will bleed into November. If so, the risks to the economy will become amplified as it'll collide
with the holiday shopping season. Our sanguine forecast of sales noted above assumes that the doors
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will reopen before festivities begin and does not stoke a surge in uncertainty that plunges household
sentiment into recession territory.

S&P Stock Price During Past Government Shutdowns
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FINANCIAL INDICATORS

INTEREST RATES October 17 Week Ago Month Ago Year Ago
3-month Treasury bill 3.93 3.95 3.98 4.63
6-month Treasury bill 3.81 3.00 3.94 4.45
2-year Treasury note 3.47 3.54 3.58 3.97
5-year Treasury note 3.60 3.66 3.69 3.89
10-year Treasury note 4.01 4.06 4.14 4.08
30-year Treasury bond 4.61 4.64 4.75 4.40
30-year fixed mortgage rate 6.27 6.30 6.26 6.44
15-year fixed mortgage rate 5.52 5.53 5.41 5.63

Dow Jones Industrial Index 46,190.61 45,479.60 46,315.27 43,275.91

S&P 500 6,664.01 6,552.51 6,664.36 5,864.67

NASDAQ 22,679.97 22,204.43 22,631.48 18,489.55

Gold ($ per troy ounce) 4,245.20 4,032.1 3,719.2 2,736.6

Qil ($ per barrel) - Crude Futures (WTI) 57.70 58.82 62.70 69.35

Previous Two- Average-Past
Latest Month/ Months/ Six Months
ECONOMIC INDICATOR Month/Quarter Quarter Qtrs Ago or Quarters

No Government Reports

DISCLAIMER: This communication has been prepared by Government Portfolio Advisors LLC solely for informational
purposes for institutional clients. Sources for this commentary include Bloomberg and Oxford Economic/SMRA. It is not an
offer, recommendation, or solicitation to buy or sell, nor is it an official confirmation of terms. It is based on information
generally available to the public from sources believed to be reliable. No representation is made that it is accurate or
complete or that any returns indicated will be achieved. Changes to assumptions may have a material impact on any returns
detailed. Past performance is not indicative of future returns. Price and availability are subject to change without notice.
Additional information is available upon request.
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