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Similar to the Japanese sovereign downgrade in 1998, we believe macro fundamentals will drive asset 
prices rather than the ratings revision. If Congress falls short of $4trn and S&P sticks to its words, we 
expect that after a brief muted market reaction, the direction of the markets will be highly leveraged to 
the data with expectations of a 2H11 rebound in economic activity hanging in the balance.  

"We expect the debt trajectory to continue increasing in the medium term if a medium-term fiscal consolidation 
plan of $4 trillion is not agreed upon. If Congress and the Administration reach an agreement of about $4 trillion, 
and if we conclude that such an agreement would be enacted and maintained throughout the decade, we could, 
other things unchanged, affirm the 'AAA' long-term rating and A-1+ short-term rating of the U.S." Standard & 
Poor's, Research Update: United States of America 'AAA/A-1+' Ratings Placed On CreditWatch Negative On Rising 
Risk Of Policy Stalemate, July 14, 2011.  

Our current expectation in these highly fluid negotiations is that a $4trn agreement will not be "enacted and 
maintained throughout the decade". Instead, a more likely outcome is that the House Majority Leader Boehner Plan 
is amended by the Senate and, in essence, becomes a merged bill with the Senate Majority Leader Reid Plan, 
which in total does not meet S&P's standards, leading to a downgrade. With this in mind, we decided to look back 
on November 1998 when Moody's downgraded Japan's sovereign rating to Aa1 from Aaa. Many readers will 
immediately recognize the period as the autumn of the Long Term Capital Management (LTCM) collapse. The 
resultant disorderly swings in capital markets make using the Japanese downgrade as a guide to potential market 
reactions to a possible downgrade of the U.S. sovereign debt rating rather precarious. Still, our read of the events 
and the movements in Japanese government bonds (JGBs), the Japanese equity market, and the yen is that the 
macroeconomic fundamentals were the major drivers of asset prices rather than the ratings downgrade. 

 At first blush, we were struck by the pronounced underperformance of JGBs relative to German Bunds and sharp 
steepening of the 2s10s JGB yield curve, which implied that the downgrade did have a significant impact on longer-
term yields. However, while JGB 10y yields rose sharply following the downgrade, counter-intuitively, the Nikkei 

Figure 1: The move higher in JGB 10y yields in the 
aftermath of the downgrade was coincident with a 
rebound in Japanese industrial production   

 
 
Figure 2: Counter-intuitively, the Nikkei and the 
yen rallied as well following the downgrade 
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and the yen rallied as well. As it turns out, Japanese industrial production had just bottomed and was rebounding 
sharply, leading Japan out of a recession by early 1999. The sharp move in JGB yields was undoubtedly further 
exacerbated by the recovery in global capitals markets following the LTCM crisis. Moody's not only chose to 
downgrade Japan at the end of a recession, but also on the precise date of the third LTCM-related 25bp cut in the 
fed funds rate by the FOMC. Between the November 17 FOMC rate cut and the following February, the Nasdaq 
index rallied 40%, underscoring the recovery in risky asset classes. The flight-to-quality rally associated with the 
LTCM crisis had pushed JGB 10y yields to 73bp at the height of the crisis in early October; the sharp move higher 
in yields had already begun prior to the downgrade and continued as the economy emerged from recession.  

The initial reaction for Japanese equities in the two weeks following the downgrade was positive, underscoring how 
other factors were driving the markets. However, within a couple of weeks, equities were struggling, again, likely 
because it was becoming clear that the first round of bank recapitalizations (early 1998) were insufficient, setting the 
stage for a second round (in early 1999). Bank stocks dragged the Nikkei lower until it became clear that the recovery 
was indeed sustainable in early 1999. The yen initially sold off (for two weeks) before rallying for two months. Once 
the recession ended and the second round of bank recapitalizations occurred, the yen was right back to where it 
started before the downgrade.  

We have been asked frequently how the S&P 500 can be near the higher end of the 1250-1350 range in light of all 
the risks concerning the debt ceiling and a potential downgrade. Our answer is that earnings season is off to a good 
start. We do not think this will last, but not because of the political risks. Instead, we expect the macroeconomic 
fundamentals to again become the primary driver of stocks, bonds, and the dollar, perhaps as soon as Friday's GDP 
report, followed by Friday's July employment report (also likely to affect the market strongly). Our expectation on 
the debt negotiations is a compromise solution that avoids default but not a downgrade. So, if Congress falls short 
of $4trn and S&P sticks to its words, we expect that after a brief muted market reaction, the direction of the 
markets will be highly leveraged to the data with expectations of a 2H11 rebound in economic activity hanging in 
the balance.  
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