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The decision by Moody’s Ratings agency to downgrade US government debt has a beneficial

flow on for local corporate bonds. Perpetual's Vivek Prabhu explains. 

Downward pressure on ratings of government debt

High grade corporate debt becomes an attractive option

Find out about Vivek’s Perpetual Diversified Income Fund

“When government ratings are under pressure, corporate debt presents a pretty compelling

alternative,” says Perpetual's head of fixed income, Vivek Prabhu. “It is particularly the case in

the investment grade space, including in Australia.”

On a risk-reward basis, corporate debt is looking more attractive.

The most recent pressure on government debt flows from a decision by Moody’s Ratings to

drop US sovereign debt from Aaa, the top ranking, to Aa1 last week.

It means the world’s biggest economy no longer has the highest investment grade position at

any of the three main ratings agencies – Moody’s, Fitch Ratings or S&P Global Ratings.

The downgrade reflects, in Moody’s words, “the increase over more than a decade in

government debt and interest payment ratios to levels that are significantly higher than

similarly rated sovereigns."

Prabhu, who manages the Perpetual Diversified Income Fund, an actively managed,

diversified portfolio of floating-rate debt investments, says: “It’s a symbolic moment. The US

has lost its triple A rating at all the agencies, but it is unlikely to result in any lasting market

disruption.”

Many investment mandates were updated following the S&P downgrade back in 2011, and

they no longer necessarily reference the triple A rating as a requirement to hold government

bonds, he explains.

As a result, there is unlikely to be any forced sellers, limiting the short-term market impact.

But Prabhu adds that US government debt is rising to levels normally seen during crises, such

as World War II, the global financial crisis or the pandemic.

The US Congressional Budget Office has estimated that the US debt to GDP ratio will reach

107 per cent by 2029 – higher than during WWII. Moody’s estimates it will hit 134 per cent of

GDP by 2035.

“It will get to the point where the debt servicing cost will be the lion’s share of the budget

deficit. The interest bill will dominate the total deficit.”
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Prabhu says the downgrade of US sovereign debt is part of a longer-term trend globally

whereby governments around the world are taking on more debt. That has put pressure on

their ratings. 

“We are seeing it at state government level in Australia and federally as well," he says.

"There is a pattern where governments took on a lot of debt during the global financial crisis

or COVID and after those emergencies they didn’t reign in their spending.

“There is this pressure on ratings of government debt.”

That makes corporate debt relatively more attractive, Prabhu continues.

“Australian corporates benefit from being part of a smaller economy and many of them are

duopolies or oligopolies. That might not be great from a consumer’s point of view, but it is

good from a bond holder’s point of view.

“It means those companies have strong market positions and are pretty safe credit risks.”

 

About Vivek Prabhu and Perpetual Diversified Income Fund

Vivek is Perpetual’s head of fixed income. He joined Perpetual in 2004 and has more than 30

years of experience in accounting, finance, investments, governance and risk management.

He has managed multi-billion-dollar fixed income, credit and currency portfolios and his role

involves credit analysis, trade execution and portfolio construction.

Vivek’s Perpetual Diversified Income Fund is an active, diversified portfolio of high quality,

floating rate debt investments. It’s designed for investors seeking predictable outcomes -

including above cash rate returns, consistent income and capital preservation.

Find out more about Perpetual Diversified Income Fund

Find out about Perpetual's credit and fixed income capabilities

Contact a Perpetual account manager
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This article has been prepared by Perpetual Investment Management Limited (PIML) ABN 18 000 866 535,

AFSL 234426, as the issuer of the Perpetual Diversified Income Fund ARSN 601 199 035 (Fund).

It is general information only and is not intended to provide you with financial advice or take into account

your objectives, financial situation or needs. You should consider, with a financial adviser, whether the

information is suitable for your circumstances. To the extent permitted by law, no liability is accepted for any

loss or damage as a result of any reliance on this information. The information is believed to be accurate at

the time of compilation and is provided in good faith. It may contain information contributed by third parties.

PIML does not warrant the accuracy or completeness of any information contributed by a third party.

Forward-looking statements and forecasts based on information available at the time of writing and may

change without notice. No assurance is given that the forecast will prove to be accurate, as future events

may impact actual results and these could differ materially from those anticipated. Any views expressed in

this article are opinions of the author at the time of writing and do not constitute a recommendation to act.

The product disclosure statement (PDS) for the Perpetual Diversified Income Fund, issued by PIML, should

be considered before deciding whether to acquire or hold units in the Fund. The PDS and Target Market

Determination can be obtained by calling 1800 022 033 or visiting our website www.perpetual.com.au.

No company in the Perpetual Group (Perpetual Limited ABN 86 000 431 827 and its subsidiaries)

guarantees the performance of any fund or the return of an investor's capital. No allowance has been made

for taxation and returns may differ due to different tax treatments. Past performance is not indicative of

future performance.
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