
The US and euro zone are battling to convince investors 
and the ratings agencies that they can bring their public 
finances under control. In this Q&A, Wesley Phoa, a US 
bond portfolio manager and fixed-income quantitative 
analyst based in Los Angeles, assesses the impact of the 
US’s credit rating downgrade, and explains how the global 
economy can avoid a sharp slowdown. 

What does Standard & Poor’s downgrade of US debt really mean for 
bond investors?
The impact of the rating action has been muted. Demand for Treasuries is still very 
strong. Investors have not stopped buying Treasuries, and bank and insurance 
company regulators have said that the downgrade is not going to affect their treatment 
of US Treasury bonds or other government-related securities. In essence, this downgrade 
will mainly affect sentiment. It should be a wake-up call for politicians and motivate 
them to make some constructive reforms — if so, it could actually have a positive 
impact in the long term.

The debt dynamics of the US have been deteriorating for over a decade due to a range 
of government policies. However, things got dramatically worse during the last recession 
in 2008–09 because federal tax revenues fell sharply and there was a significant fiscal 
response in the form of increased government spending and tax credits. So there is a 
genuine long-term debt problem in the US. But the key point is that the economy is not 
broken. It is not too late to fix those problems as long as we implement sound policies.

What does this downgrade mean for Treasuries in the long run? 
Even after the downgrade to AA+, US Treasuries remain a large, distinct asset class 
that is among the most highly rated and most liquid in the world. Moreover, the investor 
base for Treasuries remains well diversified. Treasuries are owned by central banks, 
private investors, mutual funds, insurance companies and other banks throughout the 
world. These investors want an asset that is relatively safe from default and is universally 
recognised as a sound and highly liquid investment. 
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In addition, the US dollar is the global reserve currency and it does 
not seem likely to be displaced from that role any time soon. If 
you want to keep your money in the world’s reserve currency, you 
would likely want to keep it in the safest asset of that currency.
 
Foreign central banks are the largest holders of Treasuries. They 
have been net buyers as they try to contain the appreciation of 
their own currencies by selling local financial instruments and 
buying US dollar–denominated assets with the proceeds. While 
they may diversify their holdings in the long term, they are likely 
to continue buying Treasuries in the near term. In the last week 
of July, when the potential for a US debt downgrade was known 
in the markets, the Treasury auctioned two-, five- and seven-
year notes totalling US$99 billion. Foreign central banks bought 
35% of these bonds compared to 30% in June.

Does the US credit rating downgrade in fact diminish 
the reserve currency status of the dollar?
A one-notch credit rating downgrade from AAA to AA+ does 
not change the status of US Treasuries as safe, liquid assets in 
the reserve currency of choice. This could be the case even if 
the other two main rating agencies, Fitch and Moody’s, follow 
S&P’s lead and cut their ratings for the US.

While I don’t think it is a good thing to have a global system that 
relies solely on US dollars and US Treasuries — it has not imposed 
a good discipline on the United States — I don’t see any sudden 
shift away from the current status of US Treasuries or the dollar.

Is this 2008–09 all over again? What’s changed and 
what hasn’t?
We are in the middle of a very big debt hangover that is going 
to take several years to recover from. Some companies are 
going to prosper in this environment, but I don’t think that 
developed markets will see a rising tide as in some previous 
economic expansions. In my view, the big developed markets 
will continue to struggle even as the developing economies 
continue to expand at a fast pace. It will be even more 
important than it has been in some of the past expansions to 
invest in companies that have the greatest potential to prosper, 
and to pick enough of them so that investors have a diversified 
portfolio that will hold up under different scenarios.

We are also seeing a lot of unexpected connections between 
different markets. These linkages are becoming more important 
and more complicated. Investors need to take a holistic view of 
markets. At Capital we have spent an awful lot of time in the 
past couple of years building better connections, finding more 
ways for our equity, fixed-income, money market, and macro 
analysts to work together. I think that as the market keeps 
evolving we will keep developing even more ways for our 
investment professionals to collaborate.

In what ways will the move affect sentiment in a 
market already unnerved by the debt crisis gripping 
Europe?
There is little doubt in my mind that recent events will bring 
about more market volatility. There is a very intense focus on 
political risk and policy risk, which are inherently difficult to 
predict. We are also seeing pressure on the banking system  
in Europe, which in itself creates financial market volatility 
because those institutions play such a big role in the markets. 
This has been a pretty fragile economic recovery and expansion, 
primarily because recoveries from financial crises tend to be 
more tenuous. 

Furthermore, a big problem with a fragile recovery is that it  
is quite vulnerable to bad luck and policy mistakes — and 
we’ve had to deal with a lot of both this year, ranging from  
the oil supply shock in Libya, supply chain disruptions after  
the earthquake and tsunami in Japan, and the lack of strong, 
effective political leadership in both the US and Europe. 

In Europe, there has clearly been a lot of uncertainty over how 
the sovereign debt crisis has been playing out, and it is very 
important for investors not to fixate on a single scenario.  
There are several different potential outcomes to the European 
sovereign debt crisis. As portfolio managers, we need to be 
prepared for various scenarios, or at least have clear ideas on 
how to respond as things unfold.

Is there anything more US policymakers, and the Fed 
in particular, can do to underpin the economy?
As we’ve seen, there is a big difference between what 
policymakers can do and what they will do. They can, in theory, 
still do a lot. The Fed has in recent days made a conditional 
commitment to keeping interest rates extremely low for an 
extended period, to 2013. To give a specific time frame and say 
that rates will be exceptionally low until the middle of 2013 — 
that is a big step for the Fed. It is new and it was probably a 
tough action for the central bank to take. However, this is not 
an unconditional commitment. It is not a promise to keep rates 
low under any circumstances. It is based on how the Fed 
expects the economy to evolve.

Among other steps, the central bank could also make a 
commitment to keeping the balance sheet large for a long time. 
It could even expand it some more by resuming large-scale 
asset purchases, as it did last year. Or it could extend the 
maturity of its Treasury holdings. The underlying message from 
the Fed is that it is paying attention to the US economy and 
that it takes its dual mandate — that of delivering both price 
stability and full employment — very seriously. The Fed 
understands that the labour market is very weak and that 
monetary policy needs to continue to be supportive. 
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Still, it is not the Fed or fiscal policy that is going to get the US out 
of an economic slowdown. It is households and businesses going 
out and spending and investing. As investors, we spend more time 
focusing on these trends and less on what the Fed is doing.

What should policymakers in the euro zone do?
First, and probably most urgently, policymakers need to stabilise the 
European banking system and improve the banks’ funding situation. 
They need to find ways to give more explicit protection to the 
banking system and to depositors, which is one of the things they 
have struggled to do so far. There are other actions policymakers 
can take, but those will probably occur over a longer time frame.
Investors also want a clearer picture from policymakers of who 
will bear the cost of bank refinancing and whether equity 
stakeholders will have to suffer dilution of their existing shares 
through capital raisings or if subordinated bondholders will have 
to take losses on their investments. A key step in Europe will be 
resolving those uncertainties. Everything does not need to be 
done at once, but there does need to be a plan for the next few 
years, not just a series of interim support measures that tide 
things over for a couple months. 

A very important part of making sure this process works is 
building political support from voters in different countries. The 
problem is that the market wants these things to happen far 
more quickly than the political environment can allow them to 
happen in Europe. 

How are investment professionals getting a clearer 
sense of the risks and opportunities in Europe?
We are thinking through a number of different scenarios. Some 
of them look at the potential impact of controlled government 
debt restructurings in the peripheral euro zone economies. 
Others factor in more aggressive intervention by the European 
Central Bank, which would probably imply a big devaluation of 

All information as at 30 June 2011 unless otherwise stated. This communication is intended for professional investors only and should not be relied upon by retail investors. Past results are not predictive 
of future results. Any returns shown make no allowance for personal taxation and investors should seek their own tax advice. Returns will vary, and investors may get back less than they originally invested. 
Exchange-rate changes may cause the value of any foreign currency investments to rise or fall and returns for investors may increase or decrease as a result. Investing for short periods may make losses more 
likely. This information is neither an offer nor a solicitation to buy or sell any securities or to provide any investment service. While Capital International uses reasonable efforts to obtain information from 
sources which it believes to be reliable, Capital International makes no representation or warranty as to the accuracy, reliability or completeness of the information. This communication is not intended to be 
comprehensive or to provide investment, tax or other advice. It has been prepared for multiple distributions and does not take account of the specific investment objectives of individual recipients and it may 
not be appropriate in all circumstances. Any reproduction, modification, distribution, transmission or republication of the content, in part or in full, is prohibited. 
Capital International, Inc. is incorporated in the State of California, USA. The liability of the members is limited. All Capital International and Capital Group Companies trademarks are owned by The Capital 
Group Companies, Inc. or an affiliated company in the U.S., Australia and other countries. All other company and product names mentioned are the trademarks or registered trademarks of their respective 
companies. © 2011 Capital International. All rights reserved.

The Capital Group Companies 
Capital International	 Capital Guardian	 Capital Research and Management	 Capital Bank and Trust	 American Funds

Q
&

A
-W

K
P
_S

IO
_0

8
1
1

the euro. There is also the possibility of more coordinated action 
from the G20 group of nations, which could help stabilise 
markets. The worst-case scenario, which in my opinion has a 
very low probability of occurring, could see the breakup of the 
euro zone, which in the near term would impose very significant 
economic costs on the most debt-burdened nations. 

We’re thinking all of these things through. The important thing 
to remember is that there are enough potential benign 
outcomes. If policymakers become very focused in Europe — 
and the market is forcing them to do just that — then I think 
we could see a positive resolution, although it is going to be a 
very bumpy ride because this will take some time.

Aside from the prospect of better policymaking, what 
else do investors have to be encouraged about?
Unlike in 2008, many companies have exceptionally strong 
balance sheets and very little organisational fat. They are 
operating very efficiently and have highly focused managements 
who understand how important it is to make sure that their 
companies are positioned not just to grow earnings but also to 
survive through different potential economic scenarios. So there 
really is no reason why even another round of bad luck should 
push us into a recession. But the most important investment 
theme continues to be the strong, secular growth of the 
developing economies — not just China, but a range of 
countries such as India, Brazil and Indonesia that are in a multi-
decade process of growing and improving their living standards. 

Although we will probably see exaggerated business cycles in 
these areas, we should not get distracted by those cyclical 
fluctuations. The broader secular picture in the developing world 
is highly positive, which is one of the things that will help the 
developed world recover and get the US, Europe, and even 
Japan through the problems of today.  


