New Frontier

David Esch, Ph.D.

Managing Director of Research
New Frontier

Dr. David Esch is the Managing
Director of Research at New
Frontier. Dr. Esch completed his
Ph.D. in Statistics at Harvard

University in 2004 and joined the
firm in 2008. His specialties

include mathematical statistics,
numerical analysis, computation,
Bayesian statistics, and

econometrics.

US Credit Rating Downgraded: New Frontier's

Take on the Fitch Announcement
August 3, 2022

Do Downgraded Treasurys Still Belong in Your Portfolio? What Does the Treasury
Downgrade Mean for Your Portfolio?

The creditworthiness of the US Treasury is hugely important — the function of the
global economy is built on it. So at first the decision of Fitch, one of three major
ratings agencies, to downgrade US debt would seem to matter. But this is old
news. Fitch merely downgraded the US debt to the same level that S&P already did
in 2011. The stock market’s negative, but small, reaction to the downgrade is an
indication that this will not affect the economy or the investor.

On Tuesday August 1, the Fitch Credit rating agency downgraded the US Credit
score from the top AAA grade to AA+ The agency cited increasing political
dysfunction and growing total debt. This is the first change in rating among the big
three credit rating agencies in the US since Standard & Poor’s made a similar
change in August 2011. Moody’s still is maintaining the top score.

However, the stability, dominance, and sheer size of the US treasury market should
not be underestimated. It underpins the entire global economy as well as the
functioning of equity markets and other asset classes. US Treasurys have been and
will continue to be the global risk-free asset of choice. Two companies — Microsoft
and Johnson & Johnson, as well as several countries are now rated as more credit
worthy than the US Treasury. We list the countries below, along with their GDP
and the yield of a 10-year sovereign bond. This gives further evidence that US
Treasurys will remain highly valued. While it is clear that the US Debt to GDP ratio
is edging to relatively high values, the combination of size, growth rate, and
competitive yield make the US the most attractive choice, considering just the
numbers.
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Country Moody's S&P  Fitch 2023) GDP) 8/1/23  (YoY %) Rate (%)
Australia Aaa AAA AAA 1,707,548 62.17 4.02 2.3 2.30
Denmark Aaa AAA AAA 405,626 31.54 2.81 1.5 3.76
Germany Aaa AAA AAA 4,308,854 59.62 2.53 -0.2 -0.20]
Netherlands Aaa AAA AAA 1,080,880 46.26 2.87 1.9 3.84
Singapore Aaa AAA AAA 515,548 136.83 3.00 0.7 4.09)
Sweden Aaa AAA AAA 599,052 29.96 2.54 0.8 3.94
Switzerland Aaa AAA AAA 869,601 31.70 0.97 0.6 -0.75]
United States Aaa Al+ Ab+ 26,854,599 136.22 4.07 2.6 5.63
New Zealand Aaa Abl+ Ab+ 251,969 34.87 4.74 2.2 5.66

Table: Representative list of countries with best agency credit ratings, and some statistics related to treasury/sovereign debt bonds.
Sources: Bloomberg, IMF, Report for Selected Countries and Subjects (imf.org). As of August 2, 2023.


https://www.imf.org/en/Publications/WEO/weo-database/2023/April/weo-report?c=512,914,612,171,614,311,213,911,314,193,122,912,313,419,513,316,913,124,339,638,514,218,963,616,223,516,918,748,618,624,522,622,156,626,628,228,924,233,632,636,634,238,662,960,423,935,128,611,321,243,248,469,253,642,643,939,734,644,819,172,132,646,648,915,134,652,174,328,258,656,654,336,263,268,532,944,176,534,536,429,433,178,436,136,343,158,439,916,664,826,542,967,443,917,544,941,446,666,668,672,946,137,546,674,676,548,556,678,181,867,682,684,273,868,921,948,943,686,688,518,728,836,558,138,196,278,692,694,962,142,449,564,565,283,853,288,293,566,964,182,359,453,968,922,714,862,135,716,456,722,942,718,724,576,936,961,813,726,199,733,184,524,361,362,364,732,366,144,146,463,528,923,738,578,537,742,866,369,744,186,925,869,746,926,466,112,111,298,927,846,299,582,487,474,754,698,&s=NGDPD,&sy=2021&ey=2028&ssm=0&scsm=1&scc=0&ssd=1&ssc=0&sic=0&sort=country&ds=.&br=1

Normally, significant events in the US treasury markets cause seismic waves through
global equity markets. Although the credit changes caused some reactions in markets,
most of these fluctuations were within normal daily volatility. The CBOE VIX was up
two points but ended at a relatively ordinary 16.09, still far below levels seen rather
recently. Of all the major stock exchanges, NASDAQ fell the most, but like the other
exchanges, a good portion of the day’s decline can be attributed to incoming
earnings reports not meeting expectations, as well as other ongoing issues in the
silicon industry. The S&P rating changes of twelve years ago caused far greater
reaction in markets.

Nevertheless, as interest rates rise, the US must pay more to borrow, and the debt
will grow with less available control in the hands of the Fed. The ability to change
government spending without politically unpopular measures such as entitlement
cuts will become even more limited. This is a developing issue that we will all be
watching, but today’s change alone should not be reason to panic or change the
course of investments.

To sum up, Treasurys of various maturities will continue to be the primary asset for
storing value, meeting long-term liabilities, managing risk, and hedging volatility. They
are an important component of a portfolio optimized for investors’ goals.

Disclosures: New Frontier Advisors LLC (“New Frontier”) is a federally registered investment adviser
based in Boston, MA. The information discussed here is for information purposes only. Past
performance does not guarantee future results. As market conditions fluctuate, the investment return
and principal value of any investment will change. Diversification may not protect against market risk.
There are risks involved with investing, including possible loss of principal. Before investing in any
investment portfolio, the investor and Financial Advisor should carefully consider the investor’s
investment objectives, time horizon, risk tolerance, and fees.
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