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Better Late Than Never

Credit rating agencies didn't exactly make it through the Great Financial Crisis with the most stellar
reputation. Many investors who were active in the market at the time felt there was a bit of a blind eye, or
apathy, paid towards some of the insidious lending that was taking place in the leadup to the housing
bubble. It was as late as April in 2008 that Fitch affirmed their AA- rating on Lehman Brothers, just for the
lender to fail on September 15" that year'. Those who feel the role of these agencies hasn't been fully
fulfilled aren’t coming from a place with no basis. It was a few years after the Great Financial Crisis that S&P
downgraded the United States from AAA to AA+ rating. Since then, rating agencies have largely avoided
the headlines. Until now, when Fitch decided to downgrade the U.S., for nearly the same reasons cited in
the S&P’s report over a decade ago.

Creditworthy

On August 5, 2011, S&P downgraded its rating on U.S. credit from AAA to AA+. From their statement at the
time?:

“The downgrade reflects our opinion that the fiscal consolidation plan that Congress and the Administration
recently agreed to falls short of what, in our view, would be necessary to stabilize the government's medium-
term debt dynamics. More broadly, the downgrade reflects our view that the effectiveness, stability, and
predictability of American policymaking and political institutions have weakened at a time of ongoing fiscal
and economic challenges to a degree more than we envisioned when we assigned a negative outlook to
the rating on April 18, 2071.”

Here's Fitch this week?:

“The rating downgrade of the United States reflects the expected fiscal deterioration over the next three
years, a high and growing general government debt burden, and the erosion of governance relative to 'AA’
and 'AAA’ rated peers over the last two decades that has manifested in repeated debt limit standoffs and
last-minute resolutions.”

The decision to downgrade the U.S. in 2023, while citing the debt ceiling sideshow, and refer to the January
6™, 2021, insurrection feels weirdly political, let alone delayed. Not to mention, the origin of the agency
itself pre-dates the concept of the debt ceiling. I'm not defending the debt ceiling, but how could an agency
that has seen the debt ceiling since its origin wait 106 years after it was introduced to claim it was a
mechanism that was worrisome enough to be the central point in a downgrade?

Believe it or not, back in 2011 the United States Congress was entangled in a public spat regarding the debt
ceiling. (I know, nothing so far seems unprecedented, other than the J6 reference.) Also back then, there
wasn't a massive selloff in U.S. Treasuries. So, investors should not expect a mass exodus, or rerating of the
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U.S. paper because of this report either. That's partially due to the sheer volume of assets held across the
world that are either denominated in USD or are Treasuries themselves. Being the world’s reference currency
carries a bigger weight than an arbitrary credit rating. We think there are factors that not only us, but many
others across the global market are focused on when it comes to the attractiveness of U.S. debt within a
portfolio.

Here's a few:
First, it is a belated acknowledgment of actual capital markets conditions. The chart below shows how 1-

month Treasury bills have traded this year. In a world where Treasuries are supposed to be risk free assets,
this shortest maturity obligation should be the safest paper on the planet.
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And yet, Treasuries failed in that role earlier this year. As the April-May debt ceiling debate unfolded, 1-
months went from 4.5% to 3.4%, and then to 6.0%. Once there was a deal, they fell from 6.0% to 5.3% in
one day. That tells us markets place non-zero odds on a technical default, essentially saying Treasuries are
not absolutely risk free.

Second, US Treasuries haven't been the world’s “safest” securities since 2009 (German bunds hold that title),
and there hasn’t been too much of a signal from the actual economy that it's mattered. The following chart
shows the difference between German 10-years and US 10-years. German yields have been consistently
lower since the end of the 2008 — 2009 Financial Crisis and Great Recession. And yet ... Since 2010, the
German economy has grown by 19 percent in real terms, while the US economy has grown by 32 percent
over the same period. Yes, deficit spending has helped the American economy a lot. But it is the
sustainability of those deficits and the market's pricing of Treasury paper that matters, not credit ratings per
se.
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Third, we worry a lot more about productivity growth than debt ratings when it comes to longer run US
equity returns and debt service expense. Output/worker is important to both corporate profits and
America’s ability to comfortably service its financial obligations. With population growth of less than 1
percent, increasing productivity is now the primary driver of earnings/wage growth and tax revenues. As
the following chart of 10-year compounding rates for US productivity shows, the last decade has been
exceptionally bad. It needs to improve, or there will certainly be more US government debt downgrades in
the future.
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Fitch's downgrade reflects a reality that investors have already learned to accept so, while the initial equity
market response was negative, it does not add anything new to the discussion. US equity markets are
already on unsteady ground and could continue to be so for another month or two. This just so happens
to be a seasonally weak point of the year, as well as the four-year presidential cycle the markets manage to
respect coincidentally enough. We shouldn’t be too surprised if we see the market take a bit of a breather
from here, and perhaps consolidate and retest some moving average before the summer vacation periods
are through.
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RESPONSIBILITY FOR ANY INACCURACIES. THE OPINIONS CONTAINED HEREIN ARE NOT
RECOMMENDATIONS.
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