Treasury Securities

1. Background

Treasury securities discussed here include Treasury Bills, notes, Bonds and "Ginnie Maes." U.S. government-backed securities are probably the most popular in the world due to the safety and liquidity offered to investors. American and foreign investors believe that the United States, because of its economic and political stability, is probably the safest place in the world. Further, they are liquid; they are easily converted to cash. 

The U.S. government sells securities to fund the difference between what it collects from taxes and what it spends. U.S. investors, institutions and foreigners (especially Japanese insurance companies) purchase these securities. A sobering figure for Americans: in 1993, an estimated 14 percent of the United States budget goes to pay interest on the national debt. 

Treasury Bills: "T-Bills" are short-term maturities, either 13, 26 and 52 weeks. You can purchase T-Bills with a $10,000 minimum investment and in additional increments of $5,000. Treasury Bills sell at a discount and pay no interest until you redeem them. 

Treasury Bonds: Treasury bonds have 30 year maturities and sell for $1,000 and in increments of $1,000. 

Treasury Notes: Treasury notes are available in 2, 3, 4, 5, 7 and 10-year maturities. The 2 and 3-year notes start at $5,000 and increase in increments of $5,000. The 4,5,7 and 10-year notes are available for $1,000 and in $1,000 increments. 

You purchase Treasury securities from a full service or discount broker, a bank or directly from the Treasury. You can order T-Bills by mail from any Federal Reserve bank or branch with no commission. For order forms or informative pamphlets, write to the Bureau of Public Debt, Washington, D.C. 20226. 

 

2. Understanding Prices and Yields

Brokers quote Treasury bill prices in percent instead of dollars. The percent is "yield to maturity," the interest rate you will receive if you buy the T-Bills and hold them until they mature. Newspapers list T-Bill offerings as follows: 

	Discount Amounts

	Maturity date
	Bid %
	Asked %
	Yield %

	1/12/1993
	5.81
	4.99
	5.09

	1/19/1993
	5.66
	5.39
	5.50

	1/26/1993
	5.21
	5.14
	5.26

	2/2/1993
	4.81
	4.74
	4.86

	2/9/1993
	5.46
	5.34
	5.49


The discount means that the bid and asked prices are on a discounted basis. The left column lists the dates that the T-Bills will come due, the bid and asked prices are the prices quoted from the previous day's trading. Let's say today's date is Jan. 1, the T-Bill matures on Feb. 9th, the bid price is 5.46 percent and the asked price is 5.34 percent. That mean the dealer is "asking" to sell you the security at a price that will yield interest at a rate of 5.34 percent per year until Feb. 9th. The 5.46 percent bid means the dealer "bids" to buy the same security from anyone at a price that will yield him 5.46 percent per year, 0.12 percent higher than he will sell it for. That 0.12 percent is his profit. His "bid" price is less than his "asked" price, even though the "bid" percent is higher. 

The fourth column for the yield is a little trickier to understand. T-Bill interest is prepaid because you deduct it up front from what you pay for the bill. Prepaid interest yields are a little higher than most investments that pay interest later after it is accrued. Remember the "present value of a dollar" discussions from Present Value and Discounted Cash Flow. The money you got "up front" is more valuable than the money you receive later. 

To understand the true yields in column four, consider the following example. Suppose you wish to buy a 91-day T-Bill at a quoted yield of 5.00 percent. The 5.00 percent quoted rate is what you would earn if you bought the bill at its full face value, held it for a year and then collected your interest. However, you do not do that. Instead, you deduct your interest up front when you buy it and then hold it for 1/4 of a year (91 days/365 days). The total interest would be $10,000 x 1.75 percent, or $175. However, T-Bills sell at a discount so you pay $9,825, ($10,000 minus $175) for it. So your actual yield was $175 / 9825 = 1.78 percent, instead of 1.75 percent. On an annual basis you earned 4 x 1.78 percent = 5.12 percent, instead of 5.00 percent. Within the short life of a T-Bill the difference is small; on longer-term investments, up-front interest payments can make significant differences in yield. 

3. Treasuries and Taxes

The income on treasury securities is subject to federal income tax, but is exempt from state and local taxes. This usually makes treasury bonds more attractive than corporate bonds in states that have high tax rates. Treasuries are subject to federal taxes if you have $400 or more of interest income. You pay taxes on T-Bill interest the year that you sell the bills (when they mature). Treasury notes and bonds generate a capital gain or loss when you sell them. You report the gains or losses on Schedule D of the 1040 tax form. Under current tax law, the IRS taxes capital gains at almost the same rate as regular income, either 15 percent or 28 percent For those paying higher ordinary-income tax rates, capital-gains rates are still capped at 28 percent (that may change again by the time your read this). If you purchased the notes or bonds in the after market, above or below the face value, there are different and more complex rules; consult your accountant. 

 

4.  Treasuries and Inflation

While Treasury securities do not offer investors the same protection against inflation that common stocks do, they do give some protection. If an investor continues to reinvest in treasuries as inflation increases, the rates on treasuries increase. This mainly holds true for T-Bills, because of their shorter maturities. 

 

5. Savings Bonds

Savings or Series EE bonds have had a bad reputation for offering a low return for small investors; however in the mid-1980s the rates increased and had a guaranteed minimum of 7 1/2 percent. This attractive rate improved the EE bonds reputation, but in late 1986, the rate was reduced to 6 percent. EEs work the same way as a zero coupon bond. They are sold at a considerable discount from face value (e.g., you will pay $25 for a bond that becomes worth $50 in 12 years). However, if you cash it in before 5 years, you get less money and the interest rate is less than 6 percent. 

While EE bonds offer investors advantages such as small denominations, no state or local taxes, no commissions or no market fluctuations, we feel that a good no-load stock fund may be a better alternative. There are several no-load funds (Vanguard, Twentieth Century and Janus) that allow investors to open a mutual fund account with as little as $100. 

 

6. Ginnie Maes

"Ginnie Maes" are bonds issued by Government National Mortgage Association (GNMA), a U.S. government agency. GNMA purchases mortgages from banks and thrifts. It then packages them into mortgage "pass-through" certificates and sells them to investors. 

"Pass through" means that certificate holders interests are backed by the mortgages held by the government. Ginnie Mae makes monthly payments to holders as the borrowers make payments on their mortgages to GNMA. GNMAs have U.S. government backing and pay 1 to 2 percent higher yields than most other treasury securities. 

Ginnie Mae market prices, like treasuries, fluctuate. The lives of the certificates are tied to the length of the mortgages; the average life of a Ginnie Mae is 12 years. Ginnie Maes are attractive when interest rates are high, but if rates drop, borrowers will refinance their mortgages to obtain lower rates. As they refinance, new lower-rate mortgages replace the old high-rate mortgages and yields drop. When this happens investors trade in their Ginnie Maes; that is similar to a bond being called. 

 7. Best Time to Buy Treasuries and Commissions

The best time to purchase Treasury Bills, bonds and notes is during periods of high inflation when interest rates are high. When the Federal Reserve decides to put the brakes on inflation by raising the discount rates, you are holding high-yield, safe securities and your yields are locked in until the security matures. 

Treasuries are available from banks, brokerage firms and the Federal Reserve. Banks and brokers charge different rates for Treasuries, from $2.50 to $1.25 per $1,000 of face value. Most brokers impose a $35 minimum commission. Discount brokers and full service brokers usually charge a similar rate, but shop around. If you decide to buy from the Federal Reserve, you will avoid commissions or sales charges. Write the Federal Reserve at the Bureau of the Public Debt, Washington, D.C. 20226 for the list of Federal Reserve banks and offices to determine the one that is closest to your home. 
