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Executive Summary
This study provides an overview of federal debt – its history, its composition, its management, its economic uses, and a 

discussion of recent trends.
The Continental Congress began issuing debt securities in 1776, and the United States has had outstanding debt ever since.  

The first Secretary of the Treasury Alexander Hamilton established sound goals and principles for debt management that 
transformed U.S. government debt from highly speculative and illiquid securities into the world’s safest and most liquid investment.  
Because of Hamilton’s visionary leadership, Treasuries developed a unique set of characteristics – default risk-free, a seamless 
yield curve, high liquidity, a deeply integrated market, and extremely low bid-ask spreads – that let Treasuries perform many 
economic functions other than financing past federal budget deficits.  For example, the Federal Reserve uses Treasuries to conduct 
U.S. monetary policy.  Foreign central banks hold Treasuries as a store of value and a means to intervene in foreign exchange 
markets.  Treasuries are the premier “safe haven” investment during economic turbulence.  Wall Street uses the Treasury yield 
curve as the default risk-free pricing benchmark, while Washington indexes its loans to students and farmers to Treasury yields.  
Treasuries collateralize approximately four-fifths of the transactions in the $2.5 trillion a day repurchase agreement (repo) market.  
Portfolio managers employ Treasuries for interest rate hedging or speculation and for improving risk-return trade-off in their 
portfolios.  As a regulatory tool, the Pension Benefit Guaranty Corporation (PBGC) utilizes the 30-year Treasury bond yield to 
determine the funding adequacy of private defined-benefit pension plans, the payout amount if an employee leaves an employer 
sponsoring a defined-benefit pension plan before the normal retirement age, and the insurance premiums that sponsoring employers 
pay to the PBGC.

As of March 31, 2001, the U.S. government had a gross debt of $5.8 trillion, of which $3.4 trillion or 59.5 percent was net debt
held by the public and $2.3 trillion or 40.5 percent was held in intragovernmental accounts.  Economists consider net debt rather 
than gross debt as the proper measure for federal debt.  By March 31, 2001, budget surpluses beginning in fiscal year 1998 have 
reduced the net debt to GDP ratio to 33.5 percent.  Consequently, the gross issuance of Treasury notes and bonds fell by 54 percent 
from 1996 to 2000.  As the supply of Treasuries shrinks, the characteristics that made Treasuries the ideal financial instruments for 
so many economic functions are deteriorating. 

Little research has been published to date on the economic consequences of federal net debt reduction.  Yet, during the next 
few years, the sharp decline in the supply of Treasuries may compel the Federal Reserve System, international official entities, and 
market participants to find substitutes that are, by definition, inferior in some way to Treasuries.  Given the importance of 
Treasuries to the U.S. economy, and the projected reduction in federal net debt during the next decade, the following questions face 
U.S. policymakers: 

• What are the opportunity costs for federal debt reduction?  Which provides greater benefits to the U.S. economy: a larger tax 
cut or a faster reduction in net debt?

• Could excessive federal debt reduction decrease the efficiency of the American financial market and increase systemic risk?
• Could excessive federal debt reduction hamper the Federal Reserve System’s execution of monetary policy?  Will 

substituting other securities for Treasuries have unintended negative economic consequences?
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the discount rate falls, of course, the present value of a plan’s future pension 
liabilities rise.  The legally mandated discount rate is a tolerable approximation so 
long as the differences between yields on 30-year Treasuries and other taxable 
long-term bonds remain relatively stable.  If these yields diverge because of the 
scarcity of Treasuries, the ERISA standard will begin to overstate the liabilities of 
defined-benefit pension plans and cause some of these plans that are adequately 
funded in purely economic terms to be labeled as under-funded legally.  Under 
ERISA, employers that sponsor under-funded defined-benefit pension plans must 
make additional contributions to amortize their plan’s unfunded liabilities.  So 
federal debt reduction may inadvertently cause some employers to make 
additional contributions to defined-benefits pension plans that may not be 
economically justified. 

• Lump-Sum Payouts.  ERISA allows employees who leave their employers prior 
to the normal retirement age and have vested rights of $5,000 or greater in their 
employer’s defined-benefit pension plans to freeze their status in such plan until 
they reach the normal retirement age or to receive a lump-sum payout.  ERISA 
specifies the amount of such lump-sum payouts as the present value of the 
expected annuity payments that an employee would receive if he or she retired at 
the normal retirement age.104  ERISA mandates that employers must use the 30-
year Treasury bond yield in the month prior to the payout as the discount rate to 
determine present value.105  Although the 30-year Treasury bond yield is not 
economically ideal, it works tolerably well as the discount rate so long as the 
differences between the yields on 30-year Treasuries and other taxable long-term 
bonds remains relatively stable.  However, if these yields diverge, then several 
unintended consequences may occur.  Congress intended that the present value of 
the expected annuity payments under a defined-benefit pension plan and a payout 
be equal so that a departing employee would be indifferent between the two.  If 
there is a significant divergence between the expected return of return on a well 
diversified asset portfolio and the 30-year Treasury bond yield, then legally 
mandated payout amount would become larger than an economically neutral 
payout amount.  Employers would payout more than is economically justified to 
departing employees, and departing employees could invest their payout in well 
diversified mutual funds, earn a market rate of return, and end their career with a 
significantly higher annuity than they would if they had elected to freeze their 
position in the defined benefit plan.  Consequently, federal debt reduction may 
cause more employees to take lump-sum payouts from defined benefit pension 
plans when leaving an employer before the normal retirement age. 

                                                                                                                                                             
bonds.  IRS Notice 88-73, which implements these sections, provides that the discount rate will the weighted 
average of the 30-year Treasury constant maturity yields for the 48 months preceding the first day of the plan year 
with each month weighted as follows: most recent 12 months, 4; second most recent 12 months, 3; third most recent 
12 months, 2; and fourth most recent 12 months, 1.   
104 Married employees are required to take joint and survivor annuity payments unless the spouse agrees in writing 
to a waiver. 
105 Employee Retirement Income Security Act, Section 205(g)(3)(ii)(II) found at 29 USC 1055(g)(3)(ii)(II), and 
Internal Revenue Code, Section 417(e)(3)(ii)(II) found at 26 USC 417(e)(3)(ii)(II). 
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• Cash Balance Plans.  A number of employers have changed their defined benefit 
pension plans to resemble defined contribution plans.  These “hybrid” plans are 
known as cash balance plans.  Traditionally, annuities under defined-benefit 
pension plans are based on the multiplication of the number of years of service 
times the highest average compensation over the last few years of employment 
times a factor (usually 1.5 percent to 2.0 percent).  Under cash balance plans, 
employers create a notional account for each employee.  Employers make 
periodic contributions into the notional accounts based on employee 
compensation and credit these accounts with notional interest payments, 
mimicking a defined contribution pension plan.  Despite these similarities to a 
defined-contribution plan, ERISA classifies cash balance pension plans as 
defined-benefit pensions plans.  Unlike defined-contribution pension plans in 
which each employee owns the assets in his or her account, an employer 
sponsoring a cash balance pension plan owns all of the assets in trust for its 
employees.  Therefore, sponsoring employers must meet all ERISA mandates for 
defined-benefit pension plans, including the payout requirements for employees 
who leave their employer prior to the normal retirement age.  Under IRS 
regulatory guidance, employers sponsoring a cash balance pension must project 
the account balances of departing employees forward to the plan’s normal 
retirement age using the plan’s notional interest rate and then discount this 
amount back to the present using the 30-year Treasury bond yield.106  Thus, the 
amount of a payout may be higher or lower than the balance on an employee’s 
notional account.  If the rate at which employers credit notional accounts is higher 
than the 30-year Treasury bond yield, then payout amounts will be greater than 
the balances in the notional accounts.  Employers describe this situation as being 
“whipsawed.”  To avoid being whipsawed, employers limit the interest rate used 
to credit notion accounts to the 30-year Treasury bond yield or a short-term 
interest rate such as the Treasury bill yield that is likely to be lower than the 30-
year Treasury bond yield.  Thus, ERISA effectively caps the interest rate with 
which employers credit notional accounts in cash balance pension plans 
significantly below the rate of return earned by a well-diversified asset portfolio, 
placing cash balance plan participants at a disadvantage to participants in defined-
contribution pension plans.  A scarcity-induced divergence between the 30-year 
Treasury bond yield and other taxable long-term interest rates will exacerbate this 
disadvantage. 

• PBGC Premium Rates.   Under ERISA, all private employers sponsoring 
defined-benefit pension plans must pay insurance premiums to the PBGC.  All 
sponsoring employers pay a flat-rate per capita premium of $19 a year.  In 
addition, all sponsoring employers with under funded plans pay an additional 
variable rate premium equal to 0.9 percent of the amount of under-funding.  
ERISA mandates that sponsoring employers use the 30-year Treasury bond yield 
in the calendar month before the premium year begins, times 85 percent as the 
discount rate to determine the present value of future pension liabilities and thus 

                                                 
106 26 CFR 1.411(a), 26 CFR 1.417(e), and IRS Notice 96-8. 
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the adequacy of current plan funding.107  Any scarcity-induced decrease in the 30-
year Treasury bond yield relative to other long-term interest rates would cause 
some sponsoring employers to have their defined-benefit pension plans labeled as 
“under-funded” when they are not in an economic sense, forcing employers to pay 
the variable rate premiums to the PBGC.  Other sponsoring employers with truly 
under-funded defined-benefit pension plans will see their variable rate premiums 
to the PBGC increase. 

V. Recent Developments 
A. Primary Market Shrinkage 

Federal debt reduction is causing the primary market to shrink.  As seen in Graph 10, the 
gross annual issuance of Treasury bills, notes, and bonds has fallen from $2.5 trillion in 1996 to 
$2.0 trillion in 2000.  Gross Treasury note and bond issuance has dropped 54 percent from 1996 
to 2000 to $283 billion in 
2000. Gross Treasury bill 
issuance declined modestly 
by 8 percent from 1996 to 
2000 to $1.725 trillion.108 

 
As the quantity of 

Treasuries declined in 
recent years, the 
Department of the 
Treasury has changed its 
auction schedule to 
eliminate Treasuries with 
less popular maturities and 
to concentrate issuance to 
maintain liquidity in the 
remaining issues.  The 
Department of the 
Treasury stopped issuing 
20-year bonds in 1986, 4-
year notes in 1990, 7-year 
notes in 1992, and 3-year 
notes in 1998.  In August 
1998, the Department of 

                                                 
107 Employee Retirement Income Security Act, Section 4006(a)(3)(E)(iii)(II) found at 29 USC 1306(a)(3)(E)(iii)(II) 
and 29 CFR 4000.1-6. 
108 Bond Market Association, Short- & Long-Term Issuance of U.S. Treasury Securities 1980-2000.  Found online at 
http://www.bondmarkets.com/Research/TSYISSTLS.shtml.   

Graph 10 - Gross Issuance of Treasuries Declines
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the Treasury began issuing 5-year notes quarterly instead of monthly.  A year later, the 
Department of the Treasury began issuing 30-year bonds semiannually instead of three times a 
year. 109 

 
Budget surpluses had become so large that the Department of the Treasury instituted a debt 

buyback program during 2000.  The buyback program is helping the Department of the Treasury 
improve its management of federal debt in three ways.  First, buybacks allow the Department of 
the Treasury to maintain the large size of new issues of Treasuries in order to maintain market 
liquidity.  Second, buybacks are becoming a cash management tool, allowing the Department of 
the Treasury to absorb revenue surges before tax payment dates.  Third, buybacks of long-term 
notes and bonds will allow the Department of the Treasury to moderate the rise in the average 
maturity of Treasuries that has occurred in recent years.110 

 The Department of the Treasury executes buybacks through reverse auctions.  In reserve 
auctions, the Department of the Treasury announces the amount of the intended repurchase and 
the eligible securities, and then primary dealers submit bids through the Federal Reserve Bank of 
New York.  During 20 reverse auctions in 2000, the Department of the Treasury redeemed 
securities worth approximately $30 billion in face value with maturities ranging from 12 to 27 
years.  In 2001, the Department of the Treasury expects to redeem about $40 billion.111 

B. Secondary Market Disturbance 

As federal net debt is retired, the supply of Treasuries is becoming sufficiently scarce to 
have serious consequences in financial markets.  The Treasury market has become less liquid 
and less integrated.  As a result, most of the characteristics that made Treasuries so well suited 
for so many financial purposes are deteriorating.  For example, the cost of dealing in Treasuries 
as measured by interdealer bid-ask spread is rising.  Idiosyncratic differences are emerging 
between the yields on Treasuries with similar maturity.  Moreover, the Treasury yields and the 
yields on other taxable debt securities are diverging from their historic relationships, while 
Treasury yields and the yields on tax-exempt state and local debt securities are converging. 

 Federal debt reduction is causing the liquidity of the Treasury market to deteriorate 
significantly.  The basic measure of liquidity is average daily trading volume.  The average daily 
trading volume for Treasuries peaked at $226.6 billion in 1998 and is declining.112  Other 
liquidity measures include the interdealer bid-ask spread.  While market disturbances such as the 
near collapse of Long-Term Capital Management and large equity declines produced temporary, 
sharp spikes in interdealer bid-ask spreads, the average interdealer bid-ask spread for 1-year, 5-
year and 10-year on-the-run Treasury notes generally rose from 1997 to 2000.113 
 

                                                 
109 Dupont and Sack: 788. 
110 Paulus interview. 
111 Paulus interview. 
112 Bond Market Association, Short- & Long-Term Issuance of U.S. Treasury Marketable Securities 1980-2000.  
Found online at http://www.bondmarkets.com/Research/TSYISSTLS.shtml. 
113 Fleming (Fall 2000): 233. 
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 Federal debt reduction is disturbing the historical relationships between the yields on 
Treasuries and the yield on other securities that made Treasuries useful as a pricing benchmark 
and a regulatory tool.  As Treasuries become increasingly scarce, the spread between their yields 
and the yields on other taxable debt securities is growing.  Graph 11 shows the growing 
difference between the 30-year Treasury bond yield and Moody’s yield indices for seasoned 
Aaa-, Aa-, A-, and Baa-rated corporate bonds.  Also reflecting the growing scarcity of 
Treasuries, Graph 12 displays the narrowing difference between yields on taxable 20-year 
constant maturity Treasuries and tax-exempt 20-year municipal bonds in Moody’s composite 
index.114 

                                                 
114  Other factors such as the business cycle may influence the magnitude of these changes.  

Graph 11 - Federal Net Debt Reduction Alters Yield 
Relationship with Corporate Bonds
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 Federal debt reduction is not only reducing liquidity but is also eroding the integration of 
the Treasury market.  As the quantity of Treasuries decreases, some Treasuries are performing 
differently than others.  The spreads between the yields on on-the-run Treasuries and the 
comparable off-the-run Treasuries widened sharply during the market disturbance associated 
with the near collapse of Long-Term Capital Management.  Afterwards, the spread narrowed 
somewhat for 2-year Treasury notes, but remained significantly wider than before the crisis 
began.  For other maturities, the spread widened during the crisis and afterward.  Thus, the 
shrinkage in the supply of Treasuries is driving the Treasury market to become less integrated.115 

 

                                                 
115 Fleming (April 2000) 

Off-the-Run/On-the-Run Spreads of Treasury Coupon Securities 
Period 2-Year 5-Year 10-Year 30-Year 

2.80 4.48 7.87 5.01 Pre-crisis: July 1, 1997 – Aug. 14, 1998 
(1.80) (1.90) (1.71) (1.71) 
11.62 16.68 6.63 12.99 Crisis: Aug. 17, 1998 - Nov. 20, 1998 
(5.76) (4.89) (3.30) (4.65) 
5.02 17.93 13.55 13.50 Post-crisis: Nov. 23, 1998 - Oct. 29, 1999 
(2.37) (2.75) (6.93) (1.83) 
4.72 11.33 10.03 9.36 Full Sample: July 1, 1997 – Oct. 29, 1999 
(3.86) (7.14) (5.54) (4.78) 

Based on data from Bear Stearns and GovPX.  The table reports the means and standard deviations (in parentheses) 
of the daily spreads between off-the-run and on-the-run of the indicated Treasuries.  The spreads are calculated as 
the predicted yield less the market yields, where the predicted yields are those of comparable-duration off-the-run 
Treasuries as derived from a model of the yield curve estimated with off-the-run prices. 

Graph 12 - Federal Net Debt Reduction Narrows Difference between 
Yields of Taxable 20-Year Treasuries and Tax-Exempt Moody's Index of 

20-Year State and Local Bonds 

-160

-140

-120

-100

-80

-60

-40

-20

0
Ja

n-
97

A
pr

-9
7

Ju
l-9

7

O
ct

-9
7

Ja
n-

98

A
pr

-9
8

Ju
l-9

8

O
ct

-9
8

Ja
n-

99

A
pr

-9
9

Ju
l-9

9

O
ct

-9
9

Ja
n-

00

A
pr

-0
0

Ju
l-0

0

O
ct

-0
0

Ja
n-

01

A
pr

-0
1

Month

B
as

is
 P

oi
nt

s

Difference in basis point between Moody's Municipal Bond Yield, 20-Year Composite (% p.a.) less 20-Year Treasury B
Yield at Constant Maturity (% p.a.)
Poly. (Difference in basis point between Moody's Municipal Bond Yield, 20-Year Composite (% p.a.) less 20-Year
Treasury Bond Yield at Constant Maturity (% p.a.))



FEDERAL DEBT  PAGE 39 
 

 

In another measure of scarcity-induced divergence, Fleming (Fall 2000) compared the 
correlations of changes among Treasuries, federal agency debt securities, corporate debt, and 
swaps for two periods, April 19, 1991, to July 31, 1998, and July 31, 1998, to July 28, 2000.  
Fleming found that the correlations between Treasury yields and the other interest rates declined 
remarkably from the first period to the second while the correlations among the other interest 
rates remained relatively stable.  In particular, the correlation between yields on Treasuries and 
corporate bonds deteriorated (0.986 to 0.955) while correlation between the yields on agencies 
and corporate bonds was virtually unchanged (0.975 to 0.976).116 

                                                 
116 Fleming used the on-the-run 10-year treasury note yield, Bloomberg’s 10-year option-free agency security index, 
Merrill Lynch’s index of 7- to 10-year Aa/AA-rated corporate bonds, and the 10-year semiannual fixed versus 3-
month LIBOR swap rate in his correlation calculations.  The results were: 
 

Graph 13 - 30-Year Treasury Bonds Break Historic Relationship with 
PBGC 4044 Select Rate as Federal Net Debt is Reduced
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Another example how federal debt reduction is contributing to a breakdown of historic 
relationships in financial markets is seen in Graph 13.  Prior to September 1998, the 30-year 
Treasury bond yield remained comfortably above the implicit interest rate that the PBGC 4044 
Select Rate, which is an interest factor that when combined with the mortality table prescribed in 
the PBGC's regulations approximately produces the average net single premiums charged by 
insurance companies for group annuities.  Since September 1998, the 30-year Treasury bond 
yield has been below the PBGC rate.   

Federal debt reduction has made Treasuries more expensive to use in repo transactions.  
The cost of borrowing Treasuries in the repo market is increasing.  In February 2000, the 
Department of the Treasury announced that henceforth 1-year Treasury bills would be issued 
quarterly instead of monthly.  The bills issued on February 29, 2000, and maturing on March 1, 
2001, were the first to run 13 weeks instead of 4 weeks before the next bill issue.  Even though 
the size of the February 29, 2000, bill issuance remained unchanged at $10 million from the 
previous issuance, the cost of borrowing this bill became extraordinarily high.  By April 30, 
investors had to lend funds at 4.00 percent to secure a 1-year bill through an overnight repo.  
Since the general Treasury collateral repo rate that day was 5.75 percent, the bill’s “specialness” 
was 175 basis points below the general Treasury collateral repo rate.  Bills grew even scarcer in 
May when the bill’s specialness peaked at 415 basis points below the general Treasury collateral 
rate on May 31, the day before new bills were issued.  Through on-the-run Treasuries, i.e., the 
most recent issuance of a particular type of Treasury, often are on special and the amount of their 
specialness increases as the date of the next issuance approaches, scarcity appears to be 
increasing the specialness premium gradually over time.117 

These changes induced by federal debt reduction raise concerns among market 
participants.  Increasing interdealer bid-ask spreads and deepening specialness in repo markets 
are increasing the cost of using Treasuries to perform hedging, funding, speculating, and risk-
return optimizing functions in financial markets.  The divergence between Treasury yields and 
the yields on other debt securities is making Treasuries less reliable as a pricing benchmark and 
may interact with federal regulations to produce unintended negative consequences.   

                                                                                                                                                             
Instrument Treasury debt Agency debt Corporate debt Swaps 

April 19, 1991, to July 31, 1998 
Treasury debt 1.000    
Agency debt 0.978 1.000   
Corporate debt 0.986 0.973 1.000  
Swaps 0.993 0.975 0.981 1.000 
July 31, 1998, to July 28, 2000 

Treasury debt 1.000    
Agency debt 0.942 1.000   
Corporate debt 0.955 0.964 1.000  
Swaps 0.940 0.976 0.964 1.000 
 Fleming (Fall 2000): 238-9. 
117 Fleming (Fall 2000): 229-31. 
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VI. Prospects 
During this decade, large recurring federal budget surpluses and the resulting reduction in 

federal net debt will likely transform global financial markets.  This important change will pose 
new economic questions for U.S. policymakers and financial market participants alike.  In an 
address to the Bond Market Association on April 27, 2001, Alan Greenspan, Chairman of the 
Board of Governors of the Federal Reserve System, observed: 

[C]urrent forecasts suggest that under a reasonably wide variety of 
possible tax and spending policies, the resulting surpluses will allow the 
Treasury debt held by the public to be paid off.  Moreover, well before the 
debt is eliminated – indeed, possibly in a relatively few years – it may 
become difficult to further reduce outstanding debt to the public because 
the remaining obligations will mostly consist of savings bonds, well-
entrenched holdings of long-term marketable debt, and perhaps other 
types of debt that could prove difficult to reduce.  Whether economic 
developments and tax and budget choices will, in the end, produce 
surpluses of the order of magnitude currently projected is open to debate.  
But the probability of substantial continuing surpluses is sufficiently high 
to require that, at a minimum, we begin to address their potential 
implications for fiscal policy decision makers, financial markets, and the 
Federal Reserve.118  

 What is the best path for debt reduction?  As Chairman Greenspan observed, “The issue 
is complicated.” 119 On one hand, federal budget surpluses may raise national savings, lower real 
interest rates, and increase the domestic stock of capital. 

On the other hand, after a point, this increase in national savings comes at 
cost.  Once Treasury debt reaches its irreducible minimum, additional 
surpluses will, of necessity, lead to the accumulation of substantial private 
– that is to say, non-federal – assets in the Treasury’s general fund or in 
government trust funds.  The decisions on how such funds should be 
invested by the government would necessarily be political ones, and would 
lead to efforts by some groups to obtain via the political process funding 
that they could not obtain, at least at the same price, in private markets.120 

Such political control of a large portion of the country’s assets would divert resources 
away from their optimal market allocation.  Inevitably, politically determined investments would 
be less productive and earn a lower rate of return than their market-driven competitors.  This 
expansion of political decision-making into the business sphere would lower expected GDP 
growth for the entire American economy.  Moreover, experience in other countries has shown 
that such political allocation of capital can lead to widespread corruption. 
                                                 
118 Alan Greenspan, Chairman of the Board of Governors of the Federal Reserve System, “The Paydown of Federal 
Debt,” Speech before the Bond Market Association (April 27, 2001).  Found online at 
http://www.federalreserve.gov/boarddocs/speeches/2001/200110427/default.htm. 
119 Greenspan (2001). 
120 Greenspan (2001). 
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 Turning to the implications for global financial markets, Greenspan noted, “[T]he 
elimination of Treasury debt does remove something of economic value, and it will require that 
significant adjustments be made by market participants.”121  Financial market participants can 
and will make adjustments to adapt to the rapid reduction and elimination of federal net debt.  
However, such adjustments are not costless and involve some credit risk.  

 This additional credit risk may increase systemic risk during an economic disturbance.  
Financial markets face a fundamental difficulty in finding a substitute for Treasury bills, which 
essentially function as money.  All inside moneys (such as bank deposits) are the liabilities of 
profit-maximizing private firms, and their creation is tied to such firms’ acquisition of assets 
whose value and liquidity are necessarily subject to risk.  Unlike outside money (such as Federal 
Reserve notes and Treasury bills), inside moneys are always vulnerable to a confidence crisis. 

 In past crises, primary dealers could accommodate a “flight to quality” with Treasuries on 
hand or borrowing Treasuries from the Federal Reserve.  Thus, high denomination balances of 
inside money could be converted into Treasuries without the destructive reversal of the monetary 
multiplier.  In the future, a flight to quality will likely concentrate inside money into a few, giant 
“too big to fail” financial institutions.  Albert M. Wojnilower predicts, “Those few institutions 
whose ‘too big to fail’ [status] is conferred are likely to grow inordinately huge and powerful.”122 

 Finally, the disappearance of Treasuries will profoundly affect the Federal Reserve and 
its conduct of U.S. monetary policy.  “The Federal Reserve will have to find alternative assets 
that still provide substantial liquidity and minimize the distortions to the private allocation of 
capital.”123  In the short-run, the Federal Reserve has established limits on the fraction of 
individual Treasury issues that it will hold and has begun to conduct repurchase agreements with 
agency mortgage backed securities as well as Treasury and agency debt.  The Federal Reserve is 
currently reviewing its options for the long-run.  One option may be “to expand the discount 
window by auctioning such credit to financially sound depository institutions.”124  Another 
option may be to seek legislation to expand the permissible assets for the Federal Reserve’s 
portfolio. 

 

VII.  Conclusion 
Since 1776, the United States has been borrowing from global financial markets.  After 

the Continental Congress failed to service U.S. Revolutionary War debts fully and promptly, the 
first Secretary of the Treasury Alexander Hamilton restored U.S. credibility by establishing 
sound goals and principles for the management of U.S. government debt that made U.S. Treasury 
securities the safest and most liquid investment in the world. 

Treasuries do far more than finance federal budget deficits.  Unique characteristics allow 
Treasuries and Treasury derivatives to perform many other economic functions.  These include: a 
                                                 
121 Greenspan (2001). 
122 Albert M. Wojnilower, “Life Without Treasury Securities,” Business Economics (October 2000): 14. 
123 Greenspan (2001). 
124 Greenspan (2001). 



FEDERAL DEBT  PAGE 43 
 

 

medium for the Federal Reserve System to conduct monetary policy, collateral for foreign 
currency boards, reserves for foreign central banks and governments, a pricing benchmark for 
other debt securities and loans, collateral for repo transactions, a hedge against interest rate risk, 
a vehicle for speculation on interest rate changes, a means to achieve the appropriate risk-return 
profile on investors’ portfolios, and a regulatory tool. 

The U.S. government is running substantial fiscal surpluses and is paying down federal 
net debt.  As a result, the supply of Treasuries is expected to decline significantly.  This 
momentous development is already having ramifications in financial markets.   

 Over the next decade, the sharp decline in the supply of Treasury may compel the Federal 
Reserve System, international official entities, and market participants to find substitutes for 
Treasuries.  Given the importance of Treasuries to the U.S. economy and the projected reduction 
of federal net debt during the next decade, the following questions will face U.S. policymakers: 

• What are the opportunity costs for federal debt reduction?  Will a rapid reduction of 
federal net debt lower real interest rates sufficiently to stimulate more economic 
growth or would a properly structured federal tax reduction be more likely to quicken 
the pace of economic growth?  What is the most economically advantageous balance 
of debt and tax reduction? 

• Could excessive federal debt reduction decrease the efficiency of the American 
financial markets and increase systemic risk?  

• Could excessive federal debt reduction affect the ability of the Federal Reserve 
System to execute monetary policy?  Will conducting open market operations with 
financial instruments other than Treasuries have unintended negative economic 
consequences? 

Federal debt reduction raises important economic policy questions that require further 
examination.  This study demonstrates that current trends in the level of federal net debt raise 
important issues related to tax and budget policy, monetary policy, and the efficient operation of 
financial markets. 

Robert P. O’Quinn 
Economist 
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Graph A3 – Buying a Put Option Profit
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