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What Does a Moody's Downgrade of the U.S. Government Mean?

On Friday, May 16", Moody’s downgraded the United States credit rating, citing the growing
burden of government debt. The cut reduced the rating from Aaa to Aa1. The federal deficit is
running $1.05 trillion, which is approximately 6.4% of GDP. The cost of this debt is rising as the
government rolls over existing debt amid higher interest rates and is forecasted by Moody’s to reach
9% of GDP in 2035. According to the International Monetary Fund, the United States has the third
largest debt as a percentage of GDP of developed countries, behind Japan and ltaly.

So, what does the downgrade mean?

Potentially, nothing... until it does.

U.S. Treasuries are the global benchmark. They serve as a reference point for pricing other
financial instruments, including corporate bonds, mortgages, and loans. This benchmark
status is crucial because most traders price other bonds in "spreads" relative to Treasuries. For
example, an investor might buy or sell University of Texas bonds at "+50 bp to UST," meaning
0.50% above the yield of the Treasury security with the maturity date closest to that of the municipal
bonds.

Treasuries are also the most liquid securities on the planet, largely due to the structure of the
U.S. banking and primary dealer system. While states, corporations, counties, and other entities
have diverse funding needs and issuance schedules, the standardization of multi-billion-dollar
Treasury issues makes these securities highly fungible.

Banking regulators grant Treasuries favorable treatment due to their liquidity and because, in the
event of bank failures, the FDIC would indirectly rely on Treasury issuance to protect depositors. The
Federal Reserve also utilizes Treasuries in its open market operations to influence interest
rates and the money supply, thereby impacting inflation and economic growth.

U.S. Treasuries are considered safe-haven assets. Backed by the full faith and credit of the U.S.
government, they are widely presumed to be the safest investments globally. During times of
economic uncertainty or market volatility, investors often turn to Treasuries because they are
perceived as virtually risk-free.

Finally, the U.S. dollar's status as the world's primary reserve currency is intrinsically linked to
Treasuries. Foreign governments and central banks hold substantial amounts of Treasuries to
stabilize their own currencies, manage international trade, or as a store of value.

However, this assumption of being the "safest global investment" is increasingly being questioned.
Yet, this questioning might not significantly impact the market as long as other foundational pillars
remain stable.



What does this imply?

If any of these foundational pillars—1) Global Benchmark status, 2) Unparalleled Liquidity, 3)
Integral role in the Banking System and Federal Reserve operations, or 4) Safe Haven appeal
was to weaken, U.S. government borrowing costs could increase dramatically.

We have seen a similar situation before. On August 5, 2011, Standard & Poor’s (S&P)
downgraded the U.S. federal government's credit rating from AAA to AA+, the first such
downgrade in the nation's history. This followed a contentious debt ceiling debate and the passage
of the Budget Control Act of 2011 on August 2nd. S&P cited rising budget deficits, political
brinkmanship, and perceived ineffective policymaking as reasons for the downgrade, issuing a
"negative outlook" and warning of potential further downgrades. They also cautioned that this could
increase interest rates on Treasuries, potentially adding tens of billions annually to government
interest payments.

Despite S&P's warning and the downgrade, Treasury yields actually dropped. Investors,
grappling with global economic uncertainty (particularly Europe’s debt crisis at the time), continued
to view U.S. Treasuries as a safe haven. The 10-year Treasury yield fell to around 2.34%, a 10-
month low.

However, a crucial factor often overlooked in analyses of this period is the Federal Reserve's
ongoing quantitative easing (QE) program. The Fed was actively expanding its balance sheet: from
$805 billion in August 2008 (when the 10-year yield was ~4.0%) to $2.87 trillion by April 2011 (with
the 10-year yield around 3.0%). This intervention helped keep interest rates at historic lows.
Subsequently, the Federal Reserve continued to expand its balance sheet. Following the period from
July 2011 to November 2012, it further increased its treasury holdings by $1.63 trillion, reaching its
peak expansion by January 2015 (when the 10-year yield was ~2.0%).

Therefore, the base-case scenario suggests that a credit downgrade, in itself, might have no
immediate significant effect on U.S. government borrowing rates until those rates actually
start to rise substantially due to other market forces. It will be important to monitor upcoming
Treasury auctions as well as the behavior of foreign governments and international investors.

Although we will be monitoring auctions and foreign government behavior as always, this downgrade serves
as another good reminder of why it is crucial that we understand the debt profiles of the individual
companies we own in our investment portfolios. Like countries, companies with large amounts of debt
can be forced to refinance at much higher interest rates which, in turn, can cut sharply into income, as well
as impair future ability to grow. We always return to the business model: back to responsible management
teams who can weather higher interest rate storms, tariff storms or even changes in United States credit
ratings. Hopefully, our U.S. treasuries can do the same.



