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Is it possible the risk free rate is not risk free?  Financial markets 
have operated for years under the assumption that U.S. government 
debt is the most creditworthy in the world.  Backed by the ability to 
tax in the world’s largest economy, government bonds have enjoyed 
little scrutiny.  However, after years of unfettered government 
expenditures and the deepest recession in 80 years, the U.S. 
government’s finances look decidedly weak. 
 
In 2009 the government’s deficit increased by about $1 trillion, 
taking the cumulative red ink to nearly 12% of GDP.1 The 
government’s debt stands at 84% of GDP a ratio typically 
associated with troubled emerging economies rather than the 
largest country in the world.  Given the unusual aspects of the 
recession, many claim the deficit and elevated debt levels are 
temporary and will be repaired with an improving economy.  
Perhaps, but the challenges confronting the authorities are 
daunting, especially when considering the current administration’s 
policy priorities. 
 
In 2000 government debt stood at $5.7 trillion (58% of GDP).  As of 
September 30, 2009 debt had risen to $11.9 trillion (84% of GDP).1  
The only way to reduce the debt is for the government to operate a 
budgetary surplus.  However, even if expenditures do not increase 
and the economy grows at 4.0% per year, it will take over 5 years 
for revenues to catch up.  In the mean time, a 1.0% increase in 
interest rates adds $120 billion to the government’s expenditures, 
approximately the same amount the government receives in 
additional revenue from a 4.0% increase in GDP!  Should the 
economy fail to grow or the government’s initiatives become more 
costly than expected, the negative spiral for the government’s 
obligations could get out of control. 
 
Does the government’s creditworthiness matter?  Setting aside the 
philosophical debate on whether the government is AAA rated, 
there are some very important implications to the current 
predicament.  The most important issue relates to interest rates.  If 
financial markets lose faith, interest rates could rise sharply with a 
damaging effect on the economy.  The cost of financing would 
increase for everybody, even though it is conceivable that some 
highly rated credits could trade through the government (this, in fact, 
has occurred for some bonds of highly rated industrial firms).  
Perhaps the most damaging effect would come from a significant 
increase in mortgage rates, which would stall any recovery in the 
housing market. 
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Furthermore, many investment strategies, including those of 
sovereign wealth funds, have a permanent allocation to government 
bonds based on the absence of repayment risk.  As any emerging 
market debt investor knows, sovereign risk is real and potentially 
very expensive.  Should all investors who follow government bond 
or core bond benchmarks be forced to rethink their allocation 
assumptions, there could be a huge repudiation of US government 
debt.  This possibility is not yet being considered by the markets, but 
if 2008 taught us anything, it is that no assumptions are safe.  
 
Recently, global markets learned of financial difficulties in Dubai and 
Greece.  Many countries were forced to incur large deficits to battle 
the effects of the recession.  Cumulatively, governments went from 
relatively healthy fiscal positions to the opposite.  While U.S. 
investors can easily choose to avoid the obligations of any other 
government, it may be a lot harder for the world to avoid the debt of 
the US government.   
 
1. Sources:  US Treasury, Bureau of Economic Analysis 

 
At GIA Partners, credit is in our DNA. We are bottom-up credit managers who have 
managed credit portfolios in virtually every part of the world’s fixed income markets 
as well as through some of the most severe credit events in history. Additionally, 
our investment team has the distinction of being among the first to recognize and 
actively invest in emerging markets debt.  
 
We have a thorough understanding of fixed income investments and their role in a 
globally diversified portfolio, which has rewarded our clients throughout market 
cycles. 
 
Gloria E. Carlson, Director 
Sales and Marketing 
GIA Partners, LLC 
12 E. 49th Street, 36th Floor 
New York, NY  10017 
 
212 893-7835 
gcarlson@giallc.com 
www.giallc.com 
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Important Information 

 
 
 
GIA Partners, LLC (“GIA”) is an SEC registered investment adviser. 
 
This material is for information purposes only.  It does not constitute an offer to or a recommendation to purchase 
or sell shares in any security, nor as investment advice or solicitation of advisory services.  Investors should 
consider the investment objectives, risks and expenses of any strategy or product carefully before investing. 
 
Past Performance:  Any performance data quoted represents past performance.  Past performance is not an 
indication of future performance, provides no guarantee for the future and is not constant over time.  The value of 
an investment may fluctuate and may be worth more or less than its original cost when redeemed. Current 
performance may be lower or higher than the performance data quoted. 
 
Forecasts and Market Outlook:  The forecasts and market outlook presented in this material reflect subjective 
judgments and assumptions of GIA Partners, LLC “(GIA)”.  There can be no assurance that developments will 
transpire as forecasted in this material.  The opinions expressed are subject without notice, based on market or 
other conditions. 
 
Management Fees, as well as account minimums and other important information are described in GIA’s form 
ADV – Part II.  Since management fees are deducted quarterly, the compounding effect will be to increase the 
impact of such fees by an amount directly related to the account’s performance.  For example, an account with a 
10% gross annual return and a 1% annualized management fee that is deducted quarterly will have a net annual 
return of about 8.9%. 


