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DEBT NEGOTIATIONS AND UNCERTAINTY: IMPORTANCE OF QUALITY FOCUS

Like it or not, debt negotiations and shutdowns are integral to the political  
process, recurring over the past 50 years. The fear of a budget impasse, 
shutdown, default, and debt downgrade has again gripped the markets. 
However, it is unlikely that lawmakers will allow a debt default, following  
instead a familiar pattern of bipartisan argument, brinksmanship, and,  
finally, compromise.



While an outright U.S. government debt default is 
improbable, we should emphasize quality due to its 
numerous benefits. Durable, flexible, and predictable 
firms tend to fare better in uncertain times. In contrast, 
financially weak firms are more susceptible to govern-
ment default or downgrade.

DEFAULT UNLIKELY
Defaulting on U.S. Treasury debt, leading to a down-
grade, would raise the cost of government funding and 
impact various entities. The concept of Treasury bonds 
as “risk-free” would be challenged, causing rating agen-
cies to downgrade U.S. debt ratings and increase interest 
rates. This would harm borrowers, dent asset values, and 
weaken confidence. The consequences of a disorderly 
default on U.S. debt would be far-reaching, affecting 
both sides of the political divide.
 It is more probable that a compromise or a deal will be 
reached before the X-date, when the Treasury exhausts 
its funding ability, or after a period of discretionary fed-
eral spending shutdown. However, a prolonged impasse 
would almost certainly increase market volatility, raising 
funding costs for entities, especially those closely tied 
to the government or with weak financials. Thus, limit-
ing the scope of any potential default is incentivized to 
avoid missed interest payments and resolve the situation 
promptly.
 Although a U.S. government default is unlikely, focus-
ing on quality remains crucial. The central idea behind 
the “quality” theme is understanding and managing risk 
effectively. Risk is inherent in investing and can present 
opportunities, but not all risks are adequately rewarded. 
Global debt, disruptive technologies, and political insta-
bility exemplify such risks.

REDOUBLE FOCUS ON “QUALITY”
While risks cannot be entirely avoided, minimizing ex-
posure to unrewarded and unexpected risks is essential. 

Even holding cash carries dangers like theft or inflation 
eroding purchasing power. A U.S. debt default would 
almost certainly qualify as a situation where unrewarded 
and unexpected risk would surface. Even a protracted 
battle that rattles markets, but where an outright default 
is ultimately avoided, could take a toll on confidence. 
Pivotal players in this process are rating agencies and 
their reaction to a perceived threat of default. So, it is 
important what rating agencies think about the prospects 
of default.
 Moody’s Investors Service is one such agency and they 
recently issued a report on the U.S. debt-limit standoff. 
The report concludes, not surprisingly, that financially 
weak firms are most vulnerable to a government default 
or downgrade1:

“Lowest-rated issuers are most vulnerable to heightened 
market uncertainty between now and the X-date.”

—Moody’s Investors Service, 4 May 2023

 We agree with this assessment but take our own 
approach to defining quality. The 2008 financial crisis 
showcased the limitations of rating agencies’ debt ratings 
when venerable firms with high investment-grade ratings 
collapsed. We conducted our own fundamental analysis, 
therefore, to evaluate companies based on asset profit-
ability, indebtedness, and consistency, assigning them to 
different quality groups (“A” and “F” Quality). Notice in 
the chart on page 3, that financially strong, high-quality 
stocks (“A” Quality) held up better under stress than 
low-quality ones (“F” Quality).

1 Scenario analysis: US debt-limit standoff elevates credit 
risk for various debt issuers, Moody’s Investors Service
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CHART A   |  WHEN THE GOING GETS TOUGH, GO WITH HIGH QUALITY Source: WCA, Bloomberg
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CONCLUSION

A strong correlation exists between fundamental quality and stock price performance during 

turbulent times. Investors tend to favor high-quality assets in times of uncertainty or economic 

downturns. Therefore, prioritizing quality is paramount in assessing risk for equity investing,  

followed by growth, valuation, and yield considerations.

 In conclusion, while an outright U.S. government default is unlikely, focusing on quality is 

crucial for two reasons. First, investors seek durability, flexibility, and predictability (i.e., “quality”) 

in uncertain times. Second, financially weak firms are most vulnerable to a potential government 

default or downgrade.

 Despite the messiness of debt negotiations, the process nonetheless does prompt needed public 

discussion, ensuring government accountability to the people it serves.



WCA Fundamental Conditions Barometer Description: We regularly assess changes in fundamental conditions to help guide near-term asset allocation 
decisions. The analysis incorporates approximately 30 forward-looking indicators in categories ranging from Credit and Capital Markets to U.S. Economic 
Conditions and Foreign Conditions. From each category of data, we create three diffusion-style sub-indices that measure the trends in the underlying data. 
Sustained improvement that is spread across a wide variety of observations will produce index readings above 50 (potentially favoring stocks), while read-
ings below 50 would indicate potential deterioration (potentially favoring bonds). The WCA Fundamental Conditions Index combines the three underlying 
categories into a single summary measure. This measure can be thought of as a “barometer” for changes in fundamental conditions.

Index Descriptions: WCA Quality Indices are based on Washington Crossing Advisors’ quantitative analysis of firms along three dimensions: asset profit-
ability, consistency, and leverage. Higher quality companies are defined as those which fall in the top quintile of largest-cap U.S. companies and tend to have 
higher average profitability, greater than normal consistency, and low leverage. Lower quality companies are defined as those which fall in the lowest quintile 
based on the same criteria. Indices are reconstituted annually, continuously rebalanced, and presented on a total return basis, as calculated by Bloomberg. 
Indices are unmanaged and do not represent performance of any actual portfolio or portfolio strategy offered by Washington Crossing Advisors, LLC.

Standard & Poor’s 500 Index (S&P 500) is a capitalization-weighted index that is generally considered representative of the U.S. large capitalization mar-
ket. S&P 500 Growth Index and S&P 500 Value Indices are designed to provide a comprehensive measure of global equity growth and value performance. 
S&P High Beta Total Return Index is designed to measure the performance of the constituents of the S&P 500 that are most sensitive to changes in market 
returns.
S&P Low Beta Total Return Index is designed to measure the performance of the constituents of the S&P 500 that are least sensitive to changes in market 
returns.

The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or 
statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without 
notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee that 
the figures or opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at 
times, release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no 
guarantee of future results. Indices are unmanaged, and you cannot invest directly in an index.
 Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated with inter-
national investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk 
and volatility than investing in more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small 
company stocks are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies. 
Property values can fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real 
estate companies. When investing in bonds, it is important to note that as interest rates rise, bond prices will fall. High-yield bonds have greater credit risk 
than higher-quality bonds. The risk of loss in trading commodities and futures can be substantial. You should therefore carefully consider whether such 
trading is suitable for you in light of your financial condition. The high degree of leverage that is often obtainable in commodity trading can work against 
you as well as for you. The use of leverage can lead to large losses as well as gains.
 All investments involve risk, including loss of principal, and there is no guarantee that investment objectives will be met. It is important to review 
your investment objectives, risk tolerance and liquidity needs before choosing an investment style or manager. Equity investments are subject generally to 
market, market sector, market liquidity, issuer, and investment style risks, among other factors to varying degrees. Fixed Income investments are subject to 
market, market liquidity, issuer, investment style, interest rate, credit quality, and call risks, among other factors to varying degrees.
  This commentary often expresses opinions about the direction of market, investment sector and other trends. The opinions should not be considered 
predictions of future results. The information contained in this report is based on sources believed to be reliable, but is not guaranteed and not necessarily 
complete. The securities discussed in this material were selected due to recent changes in the strategies. This selection criteria is not based on any measure-
ment of performance of the underlying security. Washington Crossing Advisors LLC is a wholly owned subsidiary and affiliated SEC Registered Investment 
Adviser of Stifel Financial Corp (NYSE: SF). Registration with the SEC does not imply a certain level of skill or training.
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