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Life After Debt

In the year 2000, the U.S. Treasury began actively buying back the public debt; we
"

should all appreciate the tremendous

I

this represents for the Nation as a whole. As

the previous section described there are good reasons for our current fiscal discipline and the
public savings that accompany it to continue. We must realize however, that a sharp reduction in"
Federal debt and the possible accumulation of a Federal asset raises at least three important
issues. First, investors looking for an asset free of credit risk can no longer count on an abundant
supply of U.S. Treasury securities, and Treasury securities may no longer provide a reliable
benchmark for other interest rates. Second, the Federal Reserve may have to change the
mechanisms by which it conducts monetary policy. Third, continued surpluses after the public
debt has been paid off will require the Federal. government to acquire assets; either directly or
though the Social Security Trust Fund. This raises issues about what kinds of assets might be
acquired, and the best way to manage this task.

Benchmark Issues

The financial services industry has grown tremendously in this country over the past
eight years, and done a very good job of handling growth and the increased risks that accompany
it. The industry accomplishes this task most fundamentally by separating risks by type, making
them easier to evaluate and price. Most investors, creditors and businesses face exchange rate"
risk, real interest rate risk, and default risks daily. US Treasuries are considered free of default
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risk by investors the world over. Because of this reputation, one of the services provided by the
Treasury in financingUS Government debt has been that of providing a benchmark asset to the
financial community_ The remarkable liquidity of Treasuries is also a result of the full faith and
credit of the United States Government. Holding a liquid asset is valuable because it affords an
assurance of convertibility, and thus fast and easy access to capital. Private investors, the
Federal Reserve and many foreign central banks have used Treasuries to fulfill their need for a
riskless, performing asset with liquidity second only to currency. Together the liquidity and
risklessness of Treasuries enable their use as a benchmark to compare and price other, riskier
investments. If Treasuries should disappear, markets will look for a substitute to fill these roles.

In fact, since the Treasury's buy back program began, the Swaps market has taken on
some ofthe benchmark role of Treasuries in providing a benchmark interest rate for relative
comparisons. A Swap allows a holder of a stream of variable interest rates payments to convert
this into a stream of fixed payments for fee. The Swaps market is remarkably liquid, since swaps
are agreements between parties and supplies are not)imited by the issuance of anyone entity.
Many financial intermediaries participate in the market at present, allowing a fully articulated
yield curve and a vibrant market. In this enviropment Swaps, which by design deal explicitly
with uncertainty, are capable of acting as a partial substitute for the Treasury benchmark.
Because Swaps are not US Treasury issues, they will not fully substitute for the Treasury
Instrument, they are however highly tradable across parties as the houses that issue them
maintain exemplary credit ratings in order to maintain liquidity and thus market share.
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Of course it is possible to keep both the benchmark Treasury and allow fiscal surpluses to
continue to pay down the national debt. This would require that we diversify the Social Security
Trust Fund (investment options and concerns are described below). Under such a scenario, the
trust fund would invest in something other than Treasuries, while the federal government could
maintain it's current fiscal policy and the public market for Treasury instruments. Because the
Trust funds would no longer purchase the same quantity of Treasury instruments, the federal
government would face, declining OASI receipt pass through and a decrease in this finance. The
federal government's effective expenditure to receipts ratio would rise.

The Treasury could solve the Fed's short-term problem without involving the Social
Security Trust Fund by creating a further Federal investment fund to save for future financial
demands- as described later in this section. In several important ways, TreasurY securities still.
represent an ideal instrument for monetary policy. First, current Treasury markets are generally
very liquid, so that the Fed can easily purchase and sell securities at market prices. Second, price.
information is widely available, making these markets highly transparent. Third, the full faith
and credit of the U.S. government back Treasury securities; hence, the Fed takes on no credit risk
in owning them. By acting soon the federal government can preserve a public debt market
through purchases of assets in excess of what is required to soak up present surpluses. In lieu of
an increased need to finance the federal budget with Treasury issues, the Federal Reserve will be
faced with the dilemma of how to implement Monetary ·Policy.

Conducting Monetary Policy
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The debt held by the public comprises holdings by the Federal Reserve, foreign
governments, and private investors; this is the debt scheduled for elimination by 2012. At
current the Fed buys and sells Treasuries to conduct open market operations, through which the
Fed to affect bank reserves, short term interest rates, and the money supply. The Fed's conduct
of open market operations has been a key to our economic success with strong growth and low
inflation so it is important that they have a strategy as t}:le amount of public debt declines. Even
before 2012, the Fed will come up against a self-imposed constraint on purchases. On July 5th ,
2000, in order to help preserve the market for Treasuries, the Federal Reserve placed caps on the
amount of individual Treasury issues it would purchase. These caps further limit the Fed's
ability to use Treasuries to finance open market operations. If the Fed continues to expand the
money supply at the current annual rate of 6 percent its caps may be hit as early as 2003 I-long
before the market for publicly traded Treasuries vanishes.

In principle, the Fed can conduct open market operations on any number of assets
including corporate bonds, agency debt, sovereign debt, and even equities. 2 While these assets
are feasible instruments for open market operations, none is as liquid as Treasury instruments. It
is true that as long as the Fed need not increase or decrease the money supply beyond it's supply
of Treasuries with great rapidity, the instrument holdings of the Fed need not consist exclusively
of Treasury assets.

time however, as the Economy grows and the Fed's stock of Treasuries

mature, the percentage of Treasuries in the Fed's portfolio will decline, requiring a change in Fed
procedure for increasing or damping liquidity with rapidity.

1 The

exact date depends on the frequency and composition of Treasury issues.
Of course, the difficulty with using private securities is thatone might wish to impose minimum prudential
requirements - e.g., corporate debt might be required to be above junk rate. Alternatively, suppose the Fed listed the

2
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There is a well-respected argument3 that liquidity is

that the increase in

demand for any asset that becomes the new benchmark will yield increased liquidity. There is a
concern though, that this liquidity will perhaps further yield an implicit guarantee for any
instrument chosen (the logic being that the either the Fed or government might be unwilling to
allow the issuer to go bankrupt). Historically Treasuries gained liquidity as a result of this
guarantee, opposite to the order suggested above. The Federal Reserve is currently not amenable
to letting agency debt

the new benchmark for exactly this reason. 4 The issue is broader

than this however, as any private asset which is used to conduct monetary policy will enjoy a
large increase in liquidity, an issue the Fed takes quite seriously.

With respect to agency debt, there is a further concern regarding liquidity. A monetary
policy conducted with Government Sponsored Enterprise debt would be constrained by the size
of the enterprises themselves. In order to provide sufficient issuance to meet the demands of the
Fed for a liquid market these Enterprises would have to grow considerably. It's unclear that they
would be able to do so within their traditional markets. It is further unclear whether GSEs could
effectively enter other financial markets and what kind of interactions between these entities and
private institutions in these markets might result. Conducting monetary policy with an

corporations that were allowed for OMO's; this action might be taken as a signal of approbation. Delisting would
take on a heightened importance.
3 See Reinhart and Sack (2000) for one reference.
4 Reinhart and Sack (2000) actually note costs as well as benefits from disappearing debt. Using a Blanchard
. overlapping generations model, they show that disappearing debt, financed through taxes, will induce crowding in of
private capital. On the other hand, the switch away from Treasuries as a benchmark will mean, in their view, a
disappearance of an infrastructure that lessens the US government's borrowing costs. Hence, when the deficit reappears, borrowing costs would be higher than they would be if Treasuries had remained a benchmark asset.
Underpinning their view is the presumption that there are nonlinearities in the market's decision to opt for one
benchmark versus another.
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instrument that is effected by absolute liquidity constraints, and uncertainty would have its
challenges .

. The Fed, if granted authorization could use private securities to conduct monetary policy.
Private institutions could provide a relatively sanitary solution to the Fed's problem of replacing
Treasury securities in the conduct of monetary policy by creating new, very low-risk securities
constructed from a pool of private debt securities. Such securities would be packaged in a way
similar to mortgage-based securities currently issued by Government Sponsored Enterprises like
Freddie Mac and Fannie Mae, but would not be as liquidity constrained and would be better
diversified against certain market risks. To package the new instrument, a financial institution
could buy a set of high-quality corporate bonds. It would then offer to sell a coupon bond called.
the Triple-A Plus bond that pays a fixed annual interest rate for the life of the bond. The TripleA Plus Fund would put up its equity capital and take on the default risk ofthe underlying
corporate bonds. Although not completely risk-free, bonds like the Triple-A Plus bond wpuld
entail very little credit risk and would be close substitutes for Treasury securities. With the
advent of such an instrument, liquid and transparent markets should develop, given the value of
just such a low-risk security to both private markets and the Fed.

The Fed could also supply reserves to the financial sector via discount window lending to
banks. This would mark a return to the reserve management strategies used by the Fed many
decades ago. In fact the special Y2K lending program oflast year was a recent and significant .
modem use of the discount window to infuse liquidity in to the banking system quickly and··
effectively. The advantage to this strategy is that the Federal Reserve does not have to make
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choices concerning which securities to purchase in order to affect open market operations,
instead it need only concern itself with what-constitutes an acceptable form of collateral for
loans.

Before the Fed settles on a policy option, we are likely to witness ever-greater use of
short-term operations such as Repos and matched purchases to make temporary adjustments to
the money supply, we'll have to wait and see what strategy the Fed takes moving forward .

. Regardless of how the Fed proceeds, by 2012 the public debt will be retired according to
current projections, leaving the government with net receipts above its expenditures. In order to
deal with financial obligations mid century, the government may choose to save, and indeed
invest this surplus.

Accumulating a Federal Asset

As discussed

one prudent strategy for addressing the long-term demographic

challenge is to continue paying down the deficit and eventually build up a Federal asset from
which we can meet future obligations. But what specific kinds of investments should the Federal
government hold, and what issues of management are likely to be important? The experiences-of
state governments and the governments of other countries may provide some guidance.

Investing in Public Fixed Income Securities:
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State and local bonds are exempt from federal taxes.

Federal purchases of these

obligations that displaced private purchase would therefore increase federal tax revenue all else
equal. Another consideration however is that historically state and local bonds have sometimes
earned lower returns than their federal counterparts as a result of their tax advantaged status.
There is as well a dynamic risk to such a strategy as described by previous experience in Canada.
In 1966, the Canadian Federal government began to invest pension surpluses in nonmarketable provincial debt, at the federal long-term bond rate. This interest rate subsidy to the
provinces may have encouraged provinces to overextend themselves. There is some further
evidence states or provinces may treat such debt purchases as transfers rather than as obligations.
For example, although it never actually defaulted, Ontario flatly declared in the late I 970s that it
would not repay. Such an approach should raise an additional concern presently.

The US

Federal government will most likely need to draw down these assets in the face of the
demographic pressures mentioned above, just as states and local municipalities face similar fiscal
pressures.

Investing in Private Fixed Income Securities

One vehicle for investment that might be. appealing as an asset is the "Triple A" bond
described above. Such a bond would be relatively risk free and be could be constructed in
relative abundance. Mortgage backed securities are another option as well. The two largest
Government Sponsored Enterprises, Freddie Mac and Falmie Mae together account for nearly
half of all of the mortgages issued in the United States home mortgage market. Any private
instrument we consider will carry some risk.

The housing market is unique; by providing
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substantial liquidity to a fundamentally supply constrained market, the housing market could
experience substantial increases in demand and price. Sweden embarked on a similar course of
action in the past with mixed results. In the 1960's the Swedish government purchased debt
holdings of government-owned mortgage corporations. This subsidized the housing market with .
positive consequences for both homeownership rates and household wealth. .However, the
financial system was very tightly regulated during this time. A subsequent deregulation led to a

.

.

real estate price bubble that burst in the early 1990s. This fall in asset prices had a significant
negative effect on the economy; bad loans were subsequently collected into a special public
corporation as part of a government rescue package for the Swedish financial system in the
1990s.

Investing in equities

Other governments have

a strategy of investing in equities and other financial

market offerings, domestically and internationally.

Just as the absence of benchmark US debt

would, an accumulation and investment of surpluses in financial markets by the US could
significantly affect markets both at home and abroad. Of course significant and legitimate
concern revolves around governments' ability to passively invest sizable sums in private
of California and Norway highlight the
ventures. The experiences
.
. concerns,. especially over
time. Any investments should therefore be diversified and Clearly regulated. Management must
be independent of the goven:unent, to avoid any possible conflicts between

interests of the

government as a financial inyestor and its broader public goals. Norway's Petroleum Fund is an
endowment to help fund government. Current guidelines set limits on the magnitude of risk the
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Fund can incur from exchange rates, markets, interest rates, or credit risk. In addition, there are
limits to the shares of the Fund to be invested in stocks or bonds and in the allocation of
investments by region. Interestingly, none of the funds can be invested in Norway. Even with
such strict guidelines, political concerns have surfaced regarding allocation and management of
the Petroleum Fund including critique of specific investments in companies for their lack of
environmental standards or abuses of human rights. In addition, there is significant pressure to
use the fund to subsidize domestic investment.

Closer to home, the California Public Employees' Retirement System (CaIPERS) follows
a strategic asset allocation policy that identifies the percentage of the System's funds to be
invested in each asset class. It invests in equities and bonds both domestically and worldwide.
CalPERS has 9 percent of its total assets invested in California; earmarked through programs
such as 'the CaIPERS, Single Family Housing Program,Member Home Loan Program, and
private equity investments through limited partnership. Equity investments reach beyond state
borders and CalPERS is one of the largest private equity investors in the world. CalPERS is well
regarded as an investor by stakeholders and market participants alike; however as its statespecific programs illustrate, the investment of funds has not been entirely free from political
consideration

Conclusion, is there life after debt?

Given the described concerns with a debt pay-down, many may ask, " is a pay-down still
worthwhile?" The answer depends on relative costs and our priorities. If the United States
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wishes to preserve the public market for debt, then one or more of the investments above can
achieve that end. Of course there is value to paying the debt down as quickly as possible as well
in the form of lower interest expenses. The linchpin cost issue compares the savings from
mitigated interest payments to the cost of reestablishing a market for public debt.

Like many nations at present the US faces a demographic shift that precipitates a pension
finance shortfall. For this reason we intuitively believe that "Fiscal policy should avoid

optimistic assessments about the room for fUture tax cuts or spending increases in order to avoid
undue stimulus to the economy in the near term and the need for large reversals later on, as the
population ages." How the Nation will accomplish financing this future shortfall remains to be
seen, but is worthy to consider in the current period of surplus.

Conclusion
(coming later)
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Life after Debt
Basic issues

L.YQu have no unequivocal statement here in the first paragraph that the paydown of the
debt is a good thing. notwithstanding the challenges it presents.
.,

I have a hard time believing that this is the time and the place to broach the issue of what

.'. There is no clear and confident statementJnat financial markets are rapidly evolving to
deal with the possible demise of the Treasuty market, and should ultimately have no

4. The section on monetary policy should include a SimlJle statement to the effect that there
is nothing essential in the use of Treasurv securitit's for the pUQ)ose of effectuating
monetary policy. While Treasuries have some evident advantages. other securities could
be used. and the only essential reQuirement is that the Fed he able to buv and sell

SOM ETHING, so as to be able to expand and contract its balance sheet, and hence
control the money suppIYL ........... .

The year 2000 marked a turning point in Federal debt management, as the Treasury
began actively buying back the public debt instead of reducing the outstandinl! stock simpl y by
not rolling over maturing issues. aeiflg a net i.l3Uer of fle ..... debt[Notc that we have not been a
"net issuer of new debt" for three years - for as long as we have been running lmined surpluses"!.
There is now a With the very real'possibility that surpluses will continue for manv years into the
fuiure

that is that now ae the flann, the Treasury will most likely continue to take in more cash
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than it disburses'and the public debt will continue to shrink [need to indicate more clearly the
between the varioLis parts oftlle sentencel. Once the debt is eliininated, and this
occurs fairly soon under current projections, a Federal asset will begin to

A

debt and subsequent accumu!ation of a Federal asset raises at least

sharp reduction in

three important issues [this "qualification'" needs to be preceded by an unequivocal statement
that tile debt reduction is a good thing]. First, investors looking for an asset free of credit risk
will no longer be able to count on an abundant supply of U.S. Treasury securities. and Treasuries
will no longer provide a benchmark for pricing more risky assets or assessing economic and

by which it conducts monetary policy if there is no longer an abundant supply of Treasury
securities. Third, the accumulation of a Federal asset raises issues about what kinds of assets
might be acquired and the best way to manage them.

Benchmark Issues

Because of their abundant ,;up!,l]' and becallse they are backed by the full faith and credit

of the U.S. government, Treasury secl:lrities have tt'aditiol1ally supplied
and free of

with an ass",!

Treasuries provide private investors with a

convenient financial vehicle for hedging !'is, n interest bearing Rodge against risk and an asset
that can readily be converted into cash. The Federal Reserve and many foreign central banks
also hold Treasuries and use them in their official operations. By running surpluses instead of '
deficits, the Federal government will be shrinking

than expanding the supply of this

."
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valued financial asset for the first time in recent history. [This last sentence has to tone of
suggesting that we're doing something stupid bv running 1hose darned surpluses.]

Treasury securities have an additional role to play in modem financial markets. As a safe
and liquid asset, they have provided a benchmark for determining and assessing interest rates on
other assets that are less liquid or less safe.
marketed in terms of its yield relative to that of a particular Treasury issue (rather than at a
specific price or yield), and the performance of corporate bonds is often assessed relative to that
of Treasuries. Thus, changes in the pricing of the credit risk associated with other financial
instruments (the spread between their yield and that

can be separated from

changes in interest rates generally (as represented by changes in the yield on Treasuries).

Market participants also use Treasuries as part of a hedging strategy to protect against
interest rate risk when taking positions in other fixed-income securities. For example, a
securities dealer with a long position in mortgage-backed securities could simultaneously take a
short position in Treasuries (by selling securities that the dealer has borrowed). An increase in
interest rates generally would reduce the value of the mortgage-backed securities, but it would
also reduce the cost of acquiring the Treasuries needed to close out the short positionpay back

the4eat!. With such a hedge, the dealer would be exposed only to the specific risk associated
with the mortgage-backed securities. This ability to hedge and separate specific credit risk from
general interest rate risk has been important in the development of a sophisticated set of
instruments for pricing and allocating risk that has allowed a dramatic expansion of financial
markets both nationally and globally.
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With the prospect of a shrinking public debt, Treasuries are likely to become less reliable
as a benchmark, and financial markets will haye to evolve - and indeed are already in the process
of doing somay have fe tind a substitute. In fact, [after the Treasury announced its plans for
buying back Federal debt last year] [this attributes too much causality to the buyback
announcement itself - my understanding is that this evolution has been underway for longer than
than and financial markets began to believe that surpluses were likely to continue, the "swaps"
market emerged as an alternative to a Treasury market that was already showing the effects of
uncertainties about future supply conditions. A swap involves the exchange of a stream of
variable interest rate payments, usually tied to the Lond,on Inter Bank Offer Rate (LIBOR) for a
stream of fixed payments, for a fee. Swaps can be for durations ranging from a few months to

payments tied to the LIBOR (and an implicit principal balance) over the next 5 years but would
prefer the certainty of a fixed payment. The second party agrees to pay a fixed periodic amount
in exchange for that variable stream of payments. The swap rate determined in the market is the
amount of the fixed payment computed as a percent of the implicit principal. Because there is no
underlying asset tied to the issuance of a particular entity (as is the case with Treasuries), the
supply of swaps can be quite elastic, requiring only a willing party on each side .

. Many financial intermediaries participate in the swaps market at present, allowing a
J

fully articulated yield curve (that mimics the durations of the current Treasury Yield curve) and a
vibrant market[l think

YOll

would be better served by a simple statement to the effect that the

swaps market is deep and liquid. That's more the point, rather than tbat there are many
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intermediaries palticipatingl. The depth of the market is not encumbered by the issuance needs
of anyone entity but is instead tied to the value of increased certainty[this sentence

opaque to

!l.lQ}. In this environment Swaps, which by design deal explicitly with uncertainty, are capable of
acting as a partial substitute for Treasuries as a benchmark [I don't think the point you're making
is reallv well focused. YOll're pointing to two manifestations of uncertainty - one associated
with the possible demise of t11e TreaslIIY market, and the other pertaining to the replacement of
variable-rate payments with fixed-rate ones. These are not equivalent notions.] .

in order to maintain liquidity and thus market share.

The securities oflarge government-sponsored enterprises (GSEs) are an alternative to
swaps as a substitute for the benchmark functions of Treasury securities. [This is a sensitive
issue that

YOll

so get affinnative clearance on from my colleillwes in Domestic Finance.] GSEs

are privately owned companies that operate under Federal charters. They are not part of the
Federal government and their securities are not federally guaranteed. Nevertheless, the debt
securities issued by GSEs are perceived as being quite safe. Recently, the largest GSEs, Fannie
Mae and Freddie Mac, have begun to structure and time their offerings in ways that might make
them attractive as benchmarks. They have also made their securities more available and
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attractive to overseas investors. As will be discussed further in the next section, however, there
are still some questions about the limitations of agency debt as a substitute for Treasuries.

Conducting Monetary Policy
While a large supply of Treasury securities is valuable to private fmancial markets, it is
central to the mechanism currently used by the Federal Reserve to conduct monetary policy. In
particular, the Fed sets a target for the federal funds rate (the rate at which banks make
uncollateralized overnight loans to each other) and uses open market operations (purchases and
sales of Treasury securities or equivalent actions) to keep the federal funds rate close to that
target. In the short run, when the Fed want to tighten monetary conditions, it raises the target
federal funds rate and sells securities, which reduces

reserves and hence their capacity to

make loans. To ease monetary conditions, the Fed lowers its target federal funds rate and buys
securities, injecting reserves into the system,

Over time, in a growing economy, the Fed tends to be a net purchaser of securities in
order to accommodate the needs of a growing economy for more bank reserves and greater
lending capacity. [Check the preceding sentence carefullv. My impression is that within the last
several vellfS, required reserves (at least, and possibly total reserves) have been tailing like a
rock. as banks have implemented so-called sweep accounts designed to minimize their reserve
liability. It may be that the statement is conect if applied to some aggregate that includes
currency rather than reserves'll One implication of a shrinking public debt is that the Fed will
come to own an increasing fraction of the outstanding debt. In fact, in order to help preserve the
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market for Treasuries, the Fed placed caps on the amount of individual Treasury issues it would
purchase last July. While such caps help preserve a private market for Treasuries, they limit the
Fed's ability to use Treasuries to conduct monetary policy. It is estimated that ifthe Fed
provides sufficient reserves for the money supply to grow at 6 percent annually (about in line
with nominal GOP), the Fed will bump up against its self-imposed caps on Treasury holdings as
early as 2003-10ng before the supply of publicly traded Treasuries vanishes.

Recently, in part because the stock of Treasuries is no longer expanding, the Fed has
come to rely more on "repurchase agreements," or "repos" as a means to increase and decrease
reserves as a part of ongoing operations. One party to a repo transaction simultaneously sells a
particular security to a counterparty and agrees to repurchase that security at a specified price at a
later date, often the next

Iht? X

........ .

u.se.

tighten monetary conditions. The term "reverse repo" describes the other side of the same
transaction. Such temporary purchases by the Fed inject reserves and ease monetary conditions.
Typically the Fed uses Treasury securities as collateral when engaging in repos and reverse
repos. These "short-term" transactions can extend for

mQW'tit\.

.l1!'!Il.eX

......... .

........................................................................................................... .

While useful at present, repos do not offer a long-term answer for how to conduct
monetary policy in the face of a rapidly shrinking supply of Treasuries. One possibility is to find
an alternative asset for conducting open market operations. Another is to tUrn to a different
mechanism for conducting monetary policy.

, .,
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Alternative assets. Treasury securities are not the only possible asset for conducting monetary

policy. Indeed, the Fed in the past has used other assets to conduct policy, including gold.
Today, sovereign debt, corporate bonds, GSE debt, and even equities are all theoretical
candidates to replace Treasuries. While these assets are feasible instruments for open market
operations, none is as liquid as Treasury instruments. Insufficient liquidity can be a problem in
those situation where the Fed needs to make substantial transactions quickly, such as in a
financial liquidity crisis such as the October 1987 stock market crash. At present, the
supply of Treasuries is somewhat less than the total financial assets held by the Fed. This might
suggest that the Fed could purchase other assets to expand liquidity while maintaining
contingency strategies that rely on the Treasury

Even should this be the case however,

over time as the economy grows and the Fed's stock of Treasuries matures, both the percentage
of Treasuries in the Fed's portfolio and the active market in Treasuries will shrink. This is part
of the motivation at present for a change in Fed procedures affecting rapid changes in reserves.

monetary operations will enjoy increased demand, and hence enhanced liquidity. Increasing the
liquidity of a security not issued by the Federal government in this w!ly raises a number of
concerns. First, the enhanced liquidity as a result of Fed purchases may be derived in part from
an implicit expectation of Federal guarantee for the chosen instrument. This is problematic as
such a "guarantee" would arise from the status of the instrument in monetary policy rather than
from its underlying

,

...

crowd out private participants. Third, in response to the increased demand for any specific
security as a result of Fed participation, issuers may increase supplies beyond what is

",'
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appropriate. Fourth, should economic or financial conditions require the Fed to increase or
decrease reserves rapidly, any single asset being used to conduct monetary policy would see its
supply change drastically and suffer a large asymmetric shock as compared to the economy as a
whole. All of these concerns arise in the case ofOSE debt issued by Fannie Mae and Freddie
Mac, notwithstanding their efforts to increase the liquidity of their issues.

Another among a wide variety of possibilities to replace Treasuries in the conduct of
monetary policy, if the Fed were granted the authorization to use them, would be newly created
private securities. If the demand were there, for example, private institutions could construct very
low-risk securities constructed from a pool of private debt securities. Such securities would be
packaged in a way similar to mortgage-backed securities currently issued by OSE's, but would
. not be as liquidity constrained and would be better diversified against certain market risks. To
package the new instrument, a financial institution could purchase a set of high-quality corporate
bonds. It could then offer to sell a "triple-A-pJus" bond, with regular interest payments and a
fixed annual interest rate for the life of the bond. The institution would put up its equity capital
and take on the default risk ofthe underlying corporate bonds. Although not completely riskfree, such triple-A-plus securities would entail limited credit risk and would be close substitutes
for Treasury securities. To the extent that the market valued such an instrument, especially in the
absence of a large supply of Treasuries, a liquid and transparent market could well develop .

.A ltemative monetary policy instruments. Open market operations are the main instrument for

conducting monetary policy, but there are other, less widely used instruments that could be
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considered. These include use of the discount window, changes in reserve requirements, and
even moral suasion.

[explain what discount window operations are] An increase in the use of discount
window lending to banks would mark a return to the reserve management strategies used many
decades ago. The special Y2K lending program of last year was a recent and significant modem
use of the discount window to infuse liquidity into the banking system quickly and effectively.

An advantage ofusing the discount window is that the Fed does not have to make choices about
which securities to purchase in order to effect open market operations; instead it can focus on
specifying what constitutes an acceptable form of collateral for loans. Nevertheless, questions
remain about such an approach. Defining acceptable collateral is a significant decision. In
addition, we have little experience with discount window operations in today:s economy. The
successful Y2K lending program was a coordinated and timed response to an anticipated event,
while the ability to use discount window operations to affect overall credit availability is subject
to uncertain linkages.

Besides open market operations and the discount window, the Fed can manage credit
conditions by changing the amount of reserves a bank is required to hold against its deposits. In
practice, however, reserve ratios have been adjusted infrequently. Moreover, innovations in the
1990s such as the use of retail sweeps [need to describe what sweeps are] have substantially
enhanced banks' abilities to manage reserves and keep them as low as possible. On the one
hand, these innovations mean that changes in reserve requirements should have an immediate
impact on banks lending capacity since there is little slack to absOrb required changes in
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reserves. On the other hand, these innovations signal that banks are more acutely aware of the
cost of required reserves, and that they are likely to take all available steps to reduce the liability
that any increase in the reserve ratio might represent. The potential for continued financial
innovation might reduce the effectiveness ofthis instrument should the Board decide to more
actively manage credit using this instrument. Finally the ability to expand credit with this
instrument is constrained by the need for adequate reserve balances.

Finally, the Fed has some influence simply through its communications, or so-called
moral suasion. The Fed communicates to markets through the announcements of the Federal
Open Market Committee, speeches by members the Board of Governors, and to a lesser extent,
the research and analysis of both financial and goods markets conducted in various publications,
including the Federal Reserve Bulletin. Moral suasion is an' important tool at present, as it
increases the transparency of monetary policy by aligning market expectations of Fed actions to
the opinion of the Chairman and Board of Governors. The most common modem use of this tool
is the Federal Open Market Committee's press release, which along with announcing a target for
the federal funds rate often includes an analysis of the economy and "bias" or predominant
concern of the Board, Because meetings are scheduled and announced well in advance financial'
markets anticipate press releases, and look to them for guidance on Fed policy. Fed transparency
will continue to be of value to markets regardless of the remaining makeup of monetary policy.
However, at the end of the day, the effectiveness of moral suasion is a function ofthe
effectiveness of the Fed's ability to tighten and relax credit conditions effectively.

Automated Records Management System
Hex-Dump Conversion

WHITE HOUSE DRAFT 11120/00
CHAPTER 2

Page 12

PRELIMINARY & CLOSE HOLD
OFFICIAL USE ONLY

Decisions about which, if any alternative asset might prove to be an acceptable substitute
for Treasury securities in the conduct of open market operations or whether a different
instrument entirely should be used for the conduct of monetary policy are complicated and
require careful attention. The Federal Reserve is currently conducting a system-wide review of
these questions in order to be prepared for a possible sharp reduction or elimination in the supply
. of Treasury securities.

Accumulating a Federal Asset
If current projections prove accurate, the Federal debt held by the public (which includes
holdings by the Federal Reserve) will be eliminated in 2012 [need to clarify that this is under the
budget POLICY proposals of the Clinton Administration as reported in the 1999 Mid-Session
Reyiew]. Subsequent surpluses will have to be invested and wise choices regarding initial
investment and subsequent management will help ensure that the Federal government is prepared
to meet the future obligations described earlier in this chapter. In fact, the Federal government
could make such decisions before the debt held by the public is exhausted by purchasing
alternative assets-either inside or outside the Social Security system-and issuing debt to
finance those purchases. [This sentence reallv compounds the difficulty of this section - by
taking an arithmetic necessity and adding a discretionary element to it. and hence bringing it
forward in time.] Such actions could preserve an active Treasury market even as the net public
debt was paid

Whether the Federal government purchases assets sooner, in order to maintain the supply
of Treasurysecurities outstanding, or later simply because it has no more debt to retire and is still
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running surpluses, it will have to decide what kinds of assets to acquire. Broadly speaking, the
choices are: public fixed income securities, such as State and local government obligations;
private fixed income securities, including GSE instruments; and equities. The experience of
foreign and state governments may provide a useful perspective on these choices.

Public Fixed Income Securities. The Federal government could purchase State and local bonds.
Because the interest earned on these securities is exempt from Federal income taxes, Federal
purchases that replaced private purchases would increase Federal tax revenue, all else equal.
However, State and local bonds have at times in the

...... _.··

due to their tax-exempt status. If such a situation were to occur, the Federal government would
be paying more on the Treasury debt it issued to pay for these bonds than it would be earning on
the bonds themselves [I don't think this statement is a logical necessity, since it could be that the
credit risk of the issuer is surlicient to lift the rate on stale and local debt ahove the Treasurv rate.
The statement that I think is unquestionablv true is that, for equivalent amounts of credit risk. the
Federal govcl11l11ent is better offfinancialiv when it purchases the fully taxable rather than the
Finally, such securities carry credit risk.

Canada provides an illustration of some ofthe issues that could arise. In 1966, the
Canadian Federal government began to invest pension surpluses in non-marketable provincial
debt, at the federal long-term bond rate. This interest rate subsidy to the provinces may have
encouraged provinces to overextend themselves. Moreover, although it never actually defaulted,
Ontario flatly declared in the late 1970s that it would not repa.y its obligations. Such an approach
should raise an additional concern presently. The Federal government will most likely need to
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draw down these assets in the face of the demographic pressures mentioned above, just as states
and local municipalities face similar fiscal pressures.'

Private Fixed Income Securities. Some of the assets described earlier as candidates for use in

open market operations by the Fed, such as triple-A-plus' securities or GSE issues, might also
serve as investment vehicles for the national

But these assets are subject to the same

concerns raised in the earlier context. For example, Fannie Mae and Freddie Mac together
account for nearly half of all of the mortgages issued in the U.S. home mortgage market and the
housing market could experience substantial increases in demand and price. , f??? I missed
something. Ifthe Federal govt is purchasing, won't that drive FM 's costs down?]

In the 1960s the Swedish government purchased the

of government-owned mortgage

corporations, The implicit subsidy to the housing market increased homeownership rates and
household wealth. However, the financial system was very tightly regulated during this time. A
subsequent deregulation led to a real estate price bubble that burst in the eady 1990s, The
resulting fall in asset prices had a significant negative

on the economy; bad loans were

subsequently collected into a special public corporation as part of a government rescue package
for the Swedish financial system in the 1990s.

Equities. Both U.S. state and foreign governments have pursued a strategy of investing in

equities and other financial market offerings. The key issue for the Federal government is
whether it could make substantial investments in the private market without creating undue
distortions. The experiences of California and Norway highlight the concerns, especially over
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time. Any investments should therefore be diversified and clearly regulated. Management must
be independent of the government, to avoid any possible conflicts between the interests of the
government as a financial investor and its broader public goals. Norway's Petroleum Fund is an
endowment to help fund government. Current guidelines set limits on the magnitude of risk the
Fund can incur from exchange rates, markets, interest rates, or credit risk. In addition, there are
limits to the shares of the Fund to be invested in stocks or bonds and in the allocation of
investments by region. Interestingly, none of the funds can be invested in Norway. Even with
such strict guidelines, political concerns have surfaced regarding allocation and management of
the Petroleum Fund including critique of specific investments in companies for their lack of
environmental standards or abuses of human rights. In addition, there is significant pressure to
use the fund to subsidize domestic investment.

Closer to home, the California Public Employees' Retirement System (CaIPERS) follows
a strategic asset allocation policy that identifies the percentage of the System's' funds to be
invested in each asset class. It invests in equities and bonds both domestically and worldwide.
CalPERS has 9 percent of its total assets invested in California; earmarked through programs
such as the CalPERS Single Family Housing Program, Member Home Loan Program, and
private equity investments through limited partnership. Equity investments reach beyond state
borders and CalPERS is one of the largest pri vate equity investors in the world. CalPERS is well
. regarded as an investor by stakeholders and market participants alike; however as its statespecific programs illustrate, the investment of funds has not been entirely free from political
consideration
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Conclusion

Macroeconomic performance in 2000 continued to illustrate the benefits that have
accrued to the United States from a combination of sound policies and a blossoming of
technological opportunities, Strong growth, accelerating productivity, low unemployment, and
stable inflation continue to characterize the longest economic expansion on record, The fiscal
stance of the Federal government has been completely turned around from one of spiraling
deficits to one in which it is possible to contemplate the elimination ofthe public debt. The
critical task now is to maintain the fiscal discipline that has been achieved and focus on the need
to have adequate resources available for the coming demographic challenge, [Transition to
chapter three pointing to the opportunities the New Economy may offer to make the task easier]
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Life after Debt

The year 2000 marked a turning point in Federal debt management, as the Treasury
began actively buying back: the public debt instead of being a net issuer of new debt. With the
very real possibility that surpluses will now be the norm, the Treasury will most likely continue
to take in more cash than it disburses and the public debt will continue to shrink. Once the debt
is eliminated, and this occurs fairly soon under current projections, a Federal asset will begin to
accumulate. A sharp reduction in Federal debt and subsequent accumulation of a Federal asset
raises at least three important issues. First, investors looking for an asset free of credit risk will
no longer be able to count on an abundant supply of U.S. Treasury securities and Treasuries will
no longer provide a benchmark for pricing more risky assets or assessing economic and financial

the accumulation of a Federal asset raises issues about what kinds of assets might be acquired
and the best way to manage them.

Benchmark Issues

Because of their abundant supply and because they are backed by the full faith and credit
of the U.S. government, Treasury securities have traditionally supplied investors with an asset
that is highly liquid and free of default risk. Treasuries provide private investors with an
interest-bearing hedge against risk and an asset that can readily be converted into cash. The
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Federal Reserve and many foreign central banks also hold Treasuries and use them in their
official operations. By running surpluses instead of deficits, the Federal government will be
shrinking rather than expanding the supply of this valued financial asset for the first time in
recent history.

securities have an additional role to play in modern financial markets. As a safe
and liqui.d asset, they have.provided a benchmark for determining and assessing interest rates on

marketed in terms of its yield relative to that of a particular Treasury issue (rather than at a
specific price or yield), and the performance of corporate bonds is often assessed relative to that
of Treasuries. Thus, changes in the pricing ofthe credit risk associated with other financial
instruments (the spread between their yield and that of Treasuries) can be separated from
changes in interest rates generally (as represented by changes in the yield on Treasuries).

Market participants also use Treasuries as part of a hedging strategy to protect against
interest rate risk when taking positions in other fixed-income securities. For example, a
securities dealer with a long position in mortgage-backed securities could simultaneously take a
short position in Treasuries (by selling securities that the dealer has borrowed). An increase in
interest rates gener!dly would reduce the value of the mortgage-backed securities, but it would
also reduce the cost of acquiring the Treasuries needed to pay back the loan. With such a hedge,
the dealer would be exposed only to the specific risk

with the mortgage-backed

securities. This ability to hedge and separate specific credit risk from general interest rate risk
has been important in the development of a sophisticated set of instruments for pricing and
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aliocating risk that has allowed a dramatic expansion of financial markets both nationally and
globally.

With the prospect of a shrinking public debt, Treasuries are likely to become less reliable
as a benchmark, and financial markets may have to find a substitute. In fact, after the Treasury
announced its plans for buying back Federal debt last year and financial markets began to believe
that surpluses were likely to continue, the "swaps" market emerged as an alternative to a
Treasury market that was already showing the effects of uncertainties about future supply
conditions. A swap involves the exchange of a stream of variable interest rate payments, usually
tied to the London Inter Bank Offer Rate (LIBOR) for a stream of fixed payments, for a fee.
Swaps can be for

ranging from a few months to many

a swap may expect to receive a variable stream of payments tied to the LIBOR (and an implicit
principal balance) over the next 5 years but would prefer the certainty of a fixed payment. The
second party agrees to pay a fixed periodic amount in exchange for that variable stream of
payments. The swap rate determined in the market is the amount of the fixed payment computed
as a percent of the implicit principal. Because there is no underlying asset tied to the issuance of
a particular entity (as is the case with Treasuries), the supply of swaps can be quite elastic,
requiring only a willing party on each side .

. Many financial intermediaries participate in the swaps market at present, allowing a
fully articulated yield curve (that mimics the durations of the current Treasury Yield curve) and a
vibrant market. The depth of the market is not encumbered by the issuance needs of anyone
entity but is instead tied to the value of increased certainty. In this environment Swaps, which by
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design deal explicitly with uncertainty, are capable of acting as a partial substitute for Treasuries

however the notional size of the interest rate s,wap market

.

.

'

Because swaps are not U.S. Treasury issues, they will not fully substitute for the Treasury

' .

.

instrument. They are however, highly tradable across parties as the

The securities of large government-sponsored enterprises (aSEs) are an alternative to
swaps as a substitute for the benchmark functions
owned companies that operate under Federal

securities. aSEs are privateiy
are not part ofthe Federal

government and their securities are not federally guaranteed. Nevertheless, the debt securities
issued by aSEs are perceived as being quite safe. Recently, the largest aSEs, Fannie Mae and
Freddie Mac, have begun to structure and time their offerings in ways that might make them
attractive as benchmarks. They have also made their securities more available and attractive to
overseas investors. As will oe discussed further in the next section, however, there are still some
questions about the limitations of agency debt as a substitute for Treasuries.

Conducting Monetary Policy
While a large supply of Treasury securities is valuable to private financial markets, it is .
central to the mechanism currently used by the Federal Reserve to conduct monetary policy. In
particular, the Fed sets a target for the federal funds rate {the rate at which banks make
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uncollateralized overnight loans to each other) and uses open market operations (purchases and
sales of Treasury securities or equivalent actions) to keep the federal funds rate close to that
target. In the short run, when the Fed want to tighten monetary conditions, it raises the target
federal funds rate and sells securities, which reduces banks' reserves and hence their capacity to
make loans. To ease monetary conditions, the Fed lowers its target federal funds rate and buys
securities, injecting reserves into the system.

Over time, in a growing economy, the Fed tends to be a net purchaser of securities in
order to accommodate the needs of a growing economy for more bank reserves and greater
lending capacity. One implication of a shrinking public debt is that the Fed will come to own an
increasing fraction ofthe outstanding debt. In fact, in order to help preserve the market for
Treasuries, the Fed placed caps on the amount of individual Treasury issues it would purchase
last July. While such caps help preserve a private market for Treasuries, they limit the Fed's
ability to use Treasuries to conduct monetary policy. It is estimated that ifthe Fed provides
sufficient reserves for the money supply to grow at 6 percent annually (about in line with
nominal GOP), the Fed will bump up against its self-imposed caps on Treasury holdings as early
as 2003-long before the supply of publicly traded Treasuries vanishes.

Recently, in part because the stock of Treasuries is no longer expanding, the Fed has
come to rely more on "repurchase agreements," or

as a means to increase and decrease

reserves as a part of ongoing operations. One party to a repo transaction simultaneously sells a
particular security to a counterparty and agrees to repurchase that security at a specified price at a
. later date, often the next

.

________

...

.
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tighten monetary conditions. The term "reverse repo" describes the other side of the same
transaction. Such temporary purchases by the Fed inject reserves and ease monetary conditions.
Typically the Fed uses Treasury securities as collateral when engaging in repos and reverse

While useful at present, repos do not offer a long-term answer for how to conduct

a

monetary policy in the face of rapidly shrinking supply of Treasuries. One possibility is to find
an alternative asset for conducting open market operations. Another is to tum to a different
mechanism for conducting monetary policy.

. Alternative assets. Treasury securities are not the only possible asset for conducting monetary

policy. Indeed, the Fed in the past has used other assets to conduct policy, including gold.
Today, sovereign debt, corporate bonds,GSE debt, and even equities are all theoretical
candidates to replace Treasuries. While these assets are feasible instruments for open market
operations, none is as liquid as Treasury instruments. Insufficient liquidity can be a problem in
those situation where the Fed needs to make substantial transactions quickly, such as in a
financial liquidity crisis such as the October 1987

market crash. At present, the

supply of Treasuries is somewhat less than the total financial assets held by the Fed. This might
suggest fhat the Fed could purchase other assets to expand liquidity while maintaining
contingency strategies that rely on the Treasury market. Even should this be the case however,
over time as the economy grows and the Fed's stock of Treasuries matures, both the percentage
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of Treasuries in the Fed's portfolio and the active market in Treasuries will shrink. This is part
of the motivation at present for a change in Fed.procedures affecting rapid changes in reserves.

monetary operations will enjoy increased demand, and hence enhanced liquidity. Increasing the
liquidity of a security not issued by the Federal government in this way raises a number of
concerns. First, the enhanced liquidity as a result of Fed purchases may be derived in part from
an implicit expectation of Federal guarantee for the chosen instrument. This is problematic as
such a "guarantee" would arise from the status of the instrument in monetary policy rather than
from its underlying rrp·,.ht",,,.rth
crowd out private participants. Third, in response to the increased demand for any specific
security as a result of Fed participation, issuers may increase supplies beyond what is
appropriate. Fourth, should economic or financial conditions require the Fed to increase or
decrease reserves rapidly, any single asset being used to conduct monetary policy would see its
supply change drastically and suffer a large asymmetric shock as compared to the economy as a
whole. All of these concerns arise in the case ofGSE debt issued by Fannie Mae and Freddie
Mac, notwithstanding their efforts to increase the liquidity of their issues.

Another among a wide variety of possibilities to replace Treasuries in the conduct of
monetary policy, ifthe Fed were granted the authorization to use them, would be newly created
priva.te securities. If the demand were there, for example, private institutions could construct very
low-risk securities constructed from a pool of private debt securities. Such securities would be.
packaged in a way similar to mortgage-backed securities currently issued by GSE's, but would
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not be as liquidity constrained and would be better diversified against certain market risks. To.
package the new instrument, a financial institution could purchase a set of high-quality corporate
bonds. It could then offer to sell a "triple-A-plus" bond, with regular interest payments and a
fixed annual interest rate for the life of the bond. The institution would put up its equity capital
and take on the default risk of the underlying corporate bonds. Although not

risk-

free, such triple-A-plus securities would entail limited credit risk and would be close substitutes
for Treasury securities. To the extent that the market valued such an instrument, especially in the
absence of a large supply of Treasuries, a liquid and transparent market could well develop.

Alternative monetary policy instnlments. Open market operations are the main instrument for
conducting monetary policy, but there are other, less widely used instruments that could be
considered.. These include use of the discount window, changes in reserve requirements, and
even moral suasion.

[explain what discount window operations are] An increase in the use of discount
window lending to banks would mark a return to the reserve management strategies used many
decades ago. The special Y2K lending progr!im of last year was a recent and significant modem
use of the discount window to infuse liquidity into the banking system quickly and effectively.
An advantage of using the discount window is that the Fed does not have to make choices about
which securities to purchase in order to effect open market operations; instead it can focus on
specifying what constitutes an acceptable form of collateral for loans. Nevertheless, questions
remain about such an approach. Defining acceptable collateral is a significant decision. In
addition, we have little experience with discount window operations in today's economy. The
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successful Y2K lending program was a coordinated and timed response to an anticipated event,
while the ability to use discount window operations to affect overall credit availability is subject
to uncertain linkages.

Besidesopen marketoperations and the discount window, the Fed can manage credit'
conditions by changing the amount of reserves a bank is required to hold against its deposits. In
practice;however, reserve ratios have been adjusted infrequently. Moreover, innovations in the
1990s such as the use of retail sweeps [need to describe what sweeps are] have substantially
enhanced banks' abilities to manage reserves and keep them as low as possible. On the one
hand, these innovations mean that changes in reserve requirements should have an immediate
impact on banks lending capacity since there is little slack to absorb required changes in
reserves.. On the other hand, these innovations signal that banks are more acutely aware of the
cost of required reserves, and that they are likely to take all available steps to reduce the liability
that any increase in the reserve

might represent. The potential for continued financial

innovation might reduce the effectiveness of this instrument should the Board decide to more
actively manage credit using this instrument. Finally the ability to expand credit with this.
instrument is constrained by the need for adequate reserve balances.

Finally, the Fed has some influence simply through its communications, or so-called
moral suasion. The Fed communicates to markets through the announcements. of the Federal
Open Market Committee, speeches by members the Board of Governors, and to a lesser extent,
the research and analysis of both fmancial and goods markets conducted in various publications,
including the Federal Reserve Bulletin. Moral suasion is an important tool at present, as it
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increases the transparency of monetary policy by aligning market expectations of Fed actions to

,

the opinion of the Chainnan and Board of Governors. The most common modem use of this tool
is the Federal Open Market Committee's press release, which along with announcing a target for
the federal funds rate often includes an analysis ofthe economy and "bias" or predominant
concern of the Board. Because meetings are scheduled and announced well in advance financial
markets anticipate press releases, and look to them for guidance on Fed policy. Fed transparency
will continue to be of value to markets regardless of the remaining makeup of monetary policy.
However, at the end ofthe day, the effectiveness of moral suasion is a function of the
effectiveness ofthe Fed's ability to tighten and relax credit conditions effectively.

Decisions about which, ifany alternative asset might prove to be an acceptable substitute
for Treasury securities in the conduct of open market operations or whether a different
instrument entirely should be used for the conduct of monetary policy are complicated and
require careful attention. The Federal Reserve is currently conducting a system-wide review of
these questions in order to be prepared for a possible sharp reduction or elimination in the supply
of Treasury securities.

Accumulating a Federal Asset
If current projections prove accurate, the Federal debt held by the public (which includes
holdings by the Federal Reserve) will be eliminated in 2012. Subsequent surpluses will have to
be invested and wise choices regarding initial investment and subsequent management will help
ensure that the Federal government is prepared to meet the future obligations described earlier in
this chapter. In fact, the Federal government could make such decisions before the debt held by
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the public is exhausted by purchasing alternative assets-either inside or outside the Social
Security system-and issuing debt to finance those purchases. Such actions could preserve an
active Treasury market even as the net public debt was paid

Whether the Federal government purchases assets sooner, in order to maintain the supply
of Treasury securities outstanding, or later simply

it has no more debt to retire and is still

running surpluses, it will have to decide what kinds of assets to acquire. Broadly speaking, the
choices are: public fixed income securities, such as State and local government obligations;
private fixed income securities, including GSE instruments; and equities. The experience of .
foreign and state governments may provide a useful perspective on these choices.

Public Fixed Income Securities. The Federal government could purchase State and local bonds.

Because the interest earned on these securities is exempt from Federal income taxes, Federal
purchases that replaced private purchases would increase Federal tax revenue, all else equaL
However, State and local bonds have at times in the
due to their tax-exempt status. If such a situation were to occur, the Federal government would
be paying more on the Treasury debt it issued to pay for these bonds than it would be earning on
the bonds themselves. Finally, such securities carry credit risk.

Canada provides an illustration of some of the issues that could arise. In 1966, the
Canadian Federal government began to invest pension surpluses in non-marketable provincial
debt, at the federal long-term bond rate. This interest rate subsidy to the provinces may have·
encouraged provinces to overextend themselves. Moreover, although it never actually defaulted,
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Ontario flatly declared in the late 1970s that it would not repay its obligations. Such an approach
should raise an additional concern presently. The Federal government will most likely need to
, draw down these assets in the face of the demographic pressures mentioned above, just as states
and local municipalities face similar fiscal pressures.

Private Fixed Income Securities. Some of the assets described earlier as candidates for use in

open market operations by the Fed, such as triple-A-plus

or GSE issues, might also

serve as investment vehicles for the national asset. But these assets are subject to the same
concerns raised in the earlier context. For example, Fannie Mae and Freddie Mac together
account for nearly half of all ofthe mortgages issued in the U,S. home mortgage market and the
housing market could experience substantial increases in demand and price.

In the 1960s the Swedish government purchased the debt of government-owned mortgage
corporations. The implicit subsidy to the housing market increased liomeownership rates and
household wealth. However, the financial system was very tightly regulated during this time. A
subsequent deregulation led to a real estate price bubble that burst in the early 1990s. The
resulting fall in asset prices had a significant negative effect on the economy; bad loans were
subsequently collected into a special public corporation as part of a government rescue package
for the Swedish financial system in the 1990s,

Equities. Both U. S. state and foreign governments have pursued a strategy of investing in

equities and other financial market offerings. The key issue for the Federal government is
whether it could make substantial investments in the private market without creating undue
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distortions. The experiences of California and Norway highlight the concerns, especially over
time. Any investments should therefore be diversified and clearly regulated. Management must
be.independent of the government, to avoid any possible conflicts between the interests of the
government as a financial investor and its broader public goals. Norway's Petroleum Fund is an
endowment to help fund government. Current guidelines set limits on the magnitude of risk the
Fund can incur from exchange rates, markets, interest rates, or credit risk. In addition, there are
limits to the shares of the Fund to be invested in stocks or bonds and in the allocation of
investments by region. Interestingly, none ofthe funds can be invested in Norway. Even with
such strict guidelines, political concerns have surfaced regarding allocation and management of
the Petroleum Fund including critique of specific investments in companies for their lack of
environmental standards or abuses of human rights. In addition, there is significant pressure to
use the fund to subsidize domestic investment.

Closer to home, the California Public Employees' Retirement System (CaIPERS) follows
a strategic asset allocation policy that identifies the percentage of the System's funds to be
invested in each asset class. It invests in equities and bonds both domestically and worldwide.
CalPERS has 9 percent of its total assets invested in California; earmarked through programs
such as the CalPERS Single Family Housing Program, Member Home Loan Program, and
private equity investments through limited partnership. Equity investments reach beyond state
borders and CalPERS is one ofthe largest private equity investors in the world. CalPERS is well
regarded as an investor by stakeholders and market participants alike; however as its statespecific programs illustrate, the investment of funds has not been entirely free from political
consideration
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Conclusion

Macroeconomic performance in 2000 continued to illustrate the benefits that have
accrued to the United States from a combination of sound policies and a blossoming of
technological opportunities. Strong growth, accelerating productivity, low unemployment, and
stable inflation continue to characterize the longest economic expansion on record. The fiscal
stance of the Federal government has been completely turned

from one of spiraling

deficits to one in which it is possible to contemplate the elimination of the public debt. The
critical task now is to maintain the fiscal discipline that has been achieved and focus on the need
to have adequate resources available for the coming demographic challenge. [Transition to
chapter three pointing to the opportunities the New Economy may offer to make the task easier]
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