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Chapter 08:

U.S. Treasury and Agency Securities

TREASURY SECURITIES

A. Introduction

1. Treasuries are issued by the federal government and are considered to be free of credit risk
2. The creditworthiness and supply of Treasuries has resulted in a highly liquid round-the-clock secondary market with high levels of trading activity and narrow bid-ask spreads

3. These features have made Treasuries benchmark securities for
a. Pricing other fixed-income securities

b. Hedging positions

c. Assessing the market’s views of future economic and policy developments
4. An additional inducement to holding Treasury securities is that their interest income is free of state and local taxes
B. Types of Securities
1. Treasuries are issued as either discount or coupon securities

a. Discount securities pay a fixed amount at maturity, called face value or par value, with no intervening interest payments
b. Coupon securities are issued with a stated rate of interest, pay interest every six months, and are redeemed at par value (or principal value) at maturity

2. Treasury bills

a. Discount securities with original maturities of one year or less
b. The Treasury currently issues bills with original maturities of 13 weeks (3 months), 26 weeks (6 months), and 52 weeks (1 year), as well as cash-management bills with various maturities

3. Coupon securities

a. Securities with original maturities of more than one year
b. Original maturities of more than 1 year, but not more than 10 years, are called Treasury notes
c. Original maturities of more than 10 years are called Treasury bonds
4. Treasury inflation-indexed securities

a. The principal of these securities is adjusted for inflation using the consumer price index for urban consumers
b. Semi-annual interest payments are a fixed percentage of the inflation-adjusted principal and the inflation-adjusted principal is paid at maturity

C. The Primary Market
1. Introduction

a. Marketable Treasuries are sold in the primary market through sealed-bid, single-price (or uniform price) auctions
i. Treasury auctions are open to all entities

ii. Bids must be made in multiples of $1,000 (with a $1,000 minimum) and submitted to a Federal Reserve Bank (or branch) or to the Treasury’s Bureau of the Public Debt

iii. Competitive bids must be made in terms of yield and must typically be submitted by 1:00 p.m. eastern time on auction day

iv. Noncompetitive bids must typically be submitted by noon on auction day

v. While most tenders (or formal offers to buy) are submitted electronically, both competitive and noncompetitive tenders can be made on paper

b. All noncompetitive bids from the public up to $1 million for bills and $5 million for coupon securities are accepted

i. The lowest yield (i.e., highest price) competitive bids are then accepted up to the yield required to cover the amount offered (less the amount of noncompetitive bids)
ii. The highest yield accepted is called the stop-out yield
iii. All accepted tenders (competitive and noncompetitive) are awarded at the stop-out yield
iv. There is no maximum acceptable yield, and the Treasury does not add to or reduce the size of the offering according to the strength of the bids

c. Historically, the Treasury auctioned securities through multiple-price (or discriminatory) auctions
i. With multiple-price auctions, the Treasury still accepted the lowest-yielding bids up to the yield required to sell the amount offered (less the amount of noncompetitive bids), but accepted bids were awarded at the particular yields bid, rather than at the stop-out yield
ii. Noncompetitive bids were awarded at the weighted-average yield of the accepted competitive bids rather than at the stop-out yield

iii. In September 1992, the Treasury started conducting single-price auctions for the two- and five-year notes

iv. In November 1998, the Treasury adopted the single-price method for all auctions

2. Primary Dealers

a. Primary dealers are firms with which the Federal Reserve Bank of New York interacts directly in the course of its open market operations
b. Among their responsibilities, primary dealers are expected to

i. Participate meaningfully in Treasury auctions

ii. Make reasonably good markets to the Federal Reserve Bank of New York’s trading desk

iii. Supply market information and commentary to the Fed

c. The dealers must also maintain certain designated capital standards
3. Auction Schedule

a. To minimize uncertainty surrounding auctions, and thereby reduce borrowing costs, the Treasury offers securities on a regular, predictable schedule
b. In addition to maintaining a regular issuance cycle, the Treasury tries to maintain a constant issue size for securities of a given maturity
4. Reopenings

a. While the Treasury typically offers new securities at auction, it sometimes offers additional amounts of existing securities
b. Such additional offerings are called reopenings
c. Current Treasury practice is to issue every 13-week bill as a reopening of a previously issued 26-week bill, and every fourth 26-week bill as a reopening of a previously issued 52-week bill

d. Coupon securities, in contrast, are reopened on an ad hoc basis only, to expand the size of an issue and improve its liquidity

D. The Secondary Market
1. Introduction

a. Secondary trading in Treasury securities occurs in a multiple-dealer over-the-counter market rather than through an organized exchange
b. Trading takes place around the clock during the week, from the three main trading centers of Tokyo, London, and New York
c. The primary dealers are the principal market makers, buying and selling securities from customers for their own accounts at their quoted bid and ask prices

2. Interdealer Brokers

a. In addition to trading with their customers, the dealers trade among themselves through interdealer brokers
b. The brokers provide the dealers with proprietary electronic screens that post the best bid and offer prices called in by the dealers, along with the associated quantities bid or offered (minimums are $5 million for bills and $1 million for notes and bonds)

c. The dealer who initiates a trade by “hitting” a bid or “taking” an offer pays the broker a small fee

d. Interdealer brokers thus facilitate information flows in the market while providing anonymity to the trading dealers
e. For the most part, the brokers act only as agents and serve only the primary dealers and a number of non-primary dealers
3. Federal Reserve

a. The Federal Reserve Bank of New York buys and sells Treasuries through open market operations as one of the tools used to implement the monetary policy directives of the Federal Open Market Committee (FOMC)
b. The New York Fed follows and analyzes the Treasury market and communicates market developments to other government agencies, including the Federal Reserve Board and the U.S. Treasury

4. Trading Activity

a. While the Treasury market is extremely active and liquid, much of the activity is concentrated in a small number of the roughly 235 issues outstanding

i. The most recently issued securities of a given maturity, called on-the-run or current securities, are particularly active
b. The remaining 6% of interdealer trading in 1998 occurred in when-issued securities

i. When-issued securities are securities that have been announced for auction, but not yet issued
ii. When-issued trading facilitates price discovery for new issues and can serve to reduce uncertainty about bidding levels surrounding auctions
iii. The when-issued market also enables dealers to sell securities to their customers in advance of the auctions, and thereby bid competitively with relatively little risk

iv. While most Treasury market trades settle the following day, trades in the when-issued market settle on the issue date of the new security
5. Quoting Conventions for Treasury Bills
a. The convention in the Treasury market is to quote bills on a discount basis
i. The yield on a discount basis is computed as
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b. Typical bid-ask spreads in the interdealer market for the on-the-run bill issues are 0.5 basis points

i. A zero spread is called a “locked market” and can persist in the interdealer market because of the transaction fee paid to the broker who mediates a trade

ii. Bid-ask spreads are typically wider outside of the interdealer market, and for less active issues

6. Quoting Conventions for Treasury Coupon Securities
a. In contrast to Treasury bills, Treasury notes and bonds are quoted in the secondary market on a price basis in points where one point equals one percent of par
i. The points are split into units of 32nds
ii. The 32nds are themselves split by the addition of a plus sign or a number, with a plus sign indicating that half a 32nd (or 1/64) is added to the price and a number indicating how many eighths of 32nds (or 256ths) are added to the price

b. Typical bid-ask spreads in the interdealer market for the on-the-run coupon issues range from 1/128 point for the 2-year note to 2/32 point for the 30-year bond

c. As with bills, the spreads vary with market conditions, and are usually wider outside of the interdealer market and for less active issues

E. Zero-Coupon Treasury Securities
1. The Treasury does not issue zero-coupon notes or bonds
a. These securities are created from existing Treasury notes and bonds through coupon stripping
b. Coupon stripping is the process of separating the coupon payments of a security from the principal and from one another
c. A newly issued 30-year Treasury bond, for example, can be split into 61 individual securities

i. Its 60 semi-annual coupon payments (called the coupon strips)

ii. Its principal payment (called the principal strip)

2. The Treasury introduced its Separate Trading of Registered Interest and Principal Securities (STRIPS) program in February 1985 to improve the liquidity of the zero-coupon market

3. Since May 1987, the Treasury has also allowed the components of a stripped Treasury security to be reassembled into their fully constituted form
II. AGENCY SECURITIES
A. Types of Securities
1. An important recent development in the agency securities market is the introduction of agency benchmark programs, including Fannie Mae’s Benchmark Notes program and Freddie Mac’s Reference Notes program
a. The programs provide for the regular issuance of coupon securities in large sizes for a range of maturities
b. The programs are intended to produce a yield curve for liquid agency securities and thereby appeal to investors who might typically buy Treasury securities

c. The initial benchmark programs were limited to non-callable securities, but callable programs have since been introduced
B. The Primary Market
1. The agencies use a variety of methods to distribute their securities including

a. Allocation to dealers

b. Competitive dealer bidding

c. Direct sales to investors

d. Sales to investors through dealers

2. The most common distribution mechanism for agency securities is to allocate them among members of a selling group of dealers
3. The growth in agency debt is attributable to three issuers, Fannie Mae, Freddie Mac, and the Federal Home Loan Banks

C. The Secondary Market
1. Agency securities trade in a multiple dealer over-the-counter secondary market
2. Also like Treasuries, trading among dealers is screen-based, through interdealer brokers
3. Trading volume is significantly lower than that in the Treasury market, but it is still reasonably high relative to that in other fixed income markets, and has increased strongly in recent years

D. Issuing Agencies
1. Introduction

a. Federal agencies are entities of the federal government

i. The Commodity Credit Corporation

ii. The Export-Import Bank of the United States

iii. The Federal Housing Administration

iv. The Farmers Home Administration

v. The Government National Mortgage Association (Ginnie Mae)

vi. The Tennessee Valley Authority (TVA)

· Still issues its own debt securities

· Accounts for nearly all of the outstanding debt issued directly by federal agencies

vii. The Rural Electrification Administration

viii. The Small Business Administration

b. Government-sponsored enterprises (GSEs) are privately owned and operated entities chartered by Congress to decrease the cost of funding for certain sectors of the economy

i. Agency security interest income is exempt from state and local taxation for many of the issuers

ii. The agencies themselves are exempt from state and local income taxes, and are exempt from SEC registration fees
iii. The largest GSEs were chartered to provide credit to the housing sector
· The Federal National Mortgage Association (Fannie Mae)

· The Federal Home Loan Mortgage Corporation (Freddie Mac)

· The Federal Home Loan Banks

iv. Another set of GSEs was established to provide credit to the agricultural sector
· The Farm Credit Banks

· The Farm Credit System Financial Assistance Corporation

· The Federal Agricultural Mortgage Corporation (Farmer Mac)
v. One GSE, the Student Loan Marketing Association (Sallie Mae), was established to provide funds to support higher education
vi. Two other GSEs, the Financing Corporation and the Resolution Funding Corporation, were established to recapitalize the savings and loan industry
2. Federal National Mortgage Association (Fannie Mae)

a. The Federal National Mortgage Association (Fannie Mae) is a stockholder-owned corporation chartered in 1938 to develop a secondary market for residential mortgages
b. Fannie Mae buys home loans from banks and other mortgage lenders in the primary market, and holds the mortgages until they mature, or issues securities backed by pools of the mortgages
c. Fannie Mae is charged with providing access to mortgage finance for low-income families and underserved areas
d. Fannie Mae’s housing mission is overseen by the U.S. Department of Housing and Urban Development (HUD), and its safety and soundness is overseen by the Office of Federal Housing Enterprise Oversight (OFHEO)
e. Fannie Mae issues a variety of securities including discount notes and medium-term notes
3. Federal Home Loan Mortgage Corporation (Freddie Mac)

a. The Federal Home Loan Mortgage Corporation (Freddie Mac) is a stockholder-owned corporation chartered in 1970 to improve the liquidity of the secondary mortgage market
b. Freddie Mac purchases mortgage loans from individual lenders, and sells securities backed by the mortgages to investors, or holds the mortgages until they mature
c. Like Fannie Mae, Freddie Mac is charged with providing access to mortgage finance for low-income families and underserved areas
d. Also like Fannie Mae, Freddie Mac is regulated by HUD for its housing mission and by OFHEO for safety and soundness

e. Freddie Mac issues a variety of debt securities including discount notes and medium-term notes
4. Federal Home Loan Bank System

a. The Federal Home Loan Bank System (FHLBank System) is a GSE established in 1932 to increase credit to the housing sector
b. It consists of 12 federally chartered privately owned Federal Home Loan Banks that are charged with supporting residential mortgage lending by over 6,500 member-stockholder institutions

c. It does this by making loans to the member institutions, which in turn provide mortgages to homebuyers
d. The Federal Housing Finance Board regulates the FHLBank System for mission as well as safety and soundness issues

e. FHLBank debt issuance is conducted through the system’s fiscal agent, the Office of Finance
f. The FHLBanks sells a variety of debt securities including discount notes and medium-term notes
5. Farm Credit System

a. The Farm Credit System (FCS) is a GSE established in 1916 to provide credit to the agricultural sector
b. The FCS lends money to farmers through a network of borrower-owned financial institutions and related service organizations

c. The banks also provide loan funds to various credit associations, which in turn make short-, intermediate-, and long-term loans to farmers

d. The FCS is regulated by the Farm Credit Administration
e. The Federal Farm Credit Banks Funding Corporation is the system’s fiscal entity, providing funds to system institutions through the issuance of debt securities

f. The FCS issues discount notes, medium-term notes, and other debt securities
6. Farm Credit System Financial Assistance Corporation

a. The Farm Credit Financial Assistance Corporation was chartered in 1988 to finance the recapitalization of FCS institutions
b. Unlike most GSEs, debt securities of this corporation are fully guaranteed by the U.S. Treasury
7. Federal Agricultural Mortgage Corporation (Farmer Mac)

a. The Federal Agricultural Mortgage Corporation (Farmer Mac) is a stockholder-owned corporation chartered in 1988 to promote a liquid secondary market for agricultural real estate and rural housing loans
b. It does this by buying qualified loans from lenders and grouping the loans into pools against which it issues securities
c. Farmer Mac issues discount notes and medium-term notes
8. Student Loan Marketing Association (Sallie Mae)

a. The Student Loan Marketing Association (Sallie Mae) is a stockholder-owned corporation established in 1972 to increase the availability of student loans
b. Sallie Mae purchases insured student loans from lenders and makes loans to lenders secured by student loans
c. Sallie Mae was reorganized in 1997 in a step towards privatization, and is scheduled to be dissolved as a GSE by September 30, 2008

d. Sallie Mae issues discount notes, medium-term notes, and other debt securities
9. Financing Corporation

a. The Financing Corporation (FICO) was established in 1987 to finance the recapitalization of the Federal Savings and Loan Insurance Corporation (FSLIC)
10. Resolution Funding Corporation

a. The Resolution Funding Corporation (REFCorp) was established in 1989 as the funding arm of the Resolution Trust Corporation to finance the recapitalization of the savings and loan industry
b. Interest payments on REFCorp bonds are guaranteed by the U.S. government
c. The principal is protected by the purchase of zero-coupon bonds with a face value equal to those of REFCorp bonds

11. Tennessee Valley Authority

a. The Tennessee Valley Authority (TVA) is a government-owned corporation established in 1933 to promote development of the Tennessee River and adjacent areas
b. The TVA manages the river system for flood control, navigation, power generation, and other purposes, and is the nation’s largest producer of electricity
c. The TVA issues discount notes as well as longer-term coupon securities called Power Bonds
d. Interest and principal on Power Bonds are paid from the proceeds of TVA’s power program
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