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Road map/Key ideas

• The Treasury security market

• Treasury securities

– Treasury bill

– Treasury bonds and notes

– Treasury STRIPS
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– Treasury Inflation Protected Securities (TIPS)

Treasury security markets
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Treasury security markets : Primary market
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• For information on auction schedule go to:

http://www.publicdebt.treas.gov/of/ofaucrt.htm

Treasury security markets : Primary market

• Buyers: 

– Primary dealer: buy sell for own account or for 
customercustomer

– Regular dealers: buy sell for own account

• Auction market: 

competitive bids 

non-competitive bids
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Treasury security markets : Primary market

• Example: total amount auction 100M; 5M non-
competitive bids 

yield amount bid for receivedyield amount bid for received

3% 10M 10M

3.1% 50M 50M

3.12% 50M 35M  (stop yield)

• Single price auction: all get the stop yield

M lti l i ti d l t th i bid i ld
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• Multiple price auction: dealers get their own bid yield. 
Non-competitive bids get the average 

• Secondary market is a dealer market or over the 
counter market

U.S Treasury ownership (2001)    (Source: Treasury)

2%

Treasury security markets

3% 13% 7%

3%

18%
2%

41%

11%

%

8

Individuals Mutual fund/Trust Banking 

Insurance U.S. Monetory Authority State and local Gov'ts

Foreing and international Pension fund Others



5

Treasury security markets
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Treasury bills

• Pays par value at maturity

• Matures in less than one year

• Have no coupons

• WSJ quote: 

10

• Are quoted in terms of  ‘Bank discount yield’
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T-bills: Example

Maturity        Days to Mat.           Bid Asked

May 12 ’05 62 2.60        2.59

• Cash flow of a $1000 face value T-billCash flow of a $1000 face value T bill

$1000

March11 ‘05 May 12 ‘05

• Quote price given bank discount yield,     dy

t

11

• Asked price = 

)y*
360

t
1(*FB d

54.995)0259.0*360/621(1000 B

Treasury notes and bonds

• Pay semi-annual coupons

• Are quoted in ‘$:32nds’ and ‘bond equivalent yield’

WSJ t• WSJ quote:

• Notes are issued with maturities of 2-10 years

• Bonds are issued with maturities longer than 10

12

• Bonds are issued with maturities longer than 10 
years. US Treasury no longer issues 30-year bonds.

• Some bonds issued before 1984 are callable
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Treasury notes and bonds

Rate Maturity Bid Asked       Asked yld.
10 ¾ May 06 111:21 111:25 3.93

• Cash flow $1000 face valueCash flow $1000 face value

53.75           53.75         1000+53.75

March 1’05           May05          Nov05           May06
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• Asked price = 10*(111+25/32)= $1117.8125

Treasury STRIPS

• Are zero-coupon bonds of maturities > 1 year

• Pays par value at maturity

• Are direct obligations of the US governmentAre direct obligations of the US government

• Clear through the Federal Reserve book entry system

• Are standardized and easy to transact  greater liquidity

• WSJ quote:

14
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Concept check

You observe a US Treasury strips with face value of 
$1000 that matures in two years selling today at $900. 
What concrete information does this give you?

G) Interest rates will decrease in the future

Y) The present value of one dollar obtained two years 
from today is 90 cents

R) Inflation will remain the same

15

R) Inflation will remain the same

Treasury Inflation Protected Securities (TIPS)

• The accrued principal is adjusted by current CPI

• Example: TIPS with rate 3% per year (1.5% per half year) 
t it 11/06 1000 i d 11/04maturity 11/06 par 1000 issued on 11/04

• Cash flow given CPI at future dates:

Date Int. CF        CPI (half year)      Accrued Principal

11/04 1000
05/05 15.3 2% 1020.0

16

11/05 15.53 1.5% 1035.3
05/06 15.76 1.5% 1050.8
11/06 16.07 2% 1071.8
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Treasury Inflation Protected Securities (TIPS)

• WSJ quote:

• Example:  

Rate Mat. Bid/Asked yld. ACCR.PRIN.

3.375 01/07 101-09/10 3.112 1120

• Ask price=10*(101+10/32)= $1013.125
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p ( )

• If next CPI=2% the new accrued principal is 1120*1.02=1142.4

Cash flow from coupon = (0.03375/2)* 1142.4=19.278

Treasury Inflation Protected Securities (TIPS)

• TIPS are not exposed to inflation risk

• Example of a 3% rate TIPS

Price of TIPS 3% Coupon bond 4%
goods and 

Date CPI services Principal CF principal CF
100 1000 1000

May-05 1 101 1010 15.15 1000 20
Nov-05 3 104.03 1040.3 15.6045 1000 20

18

May-06 2 106.1106 1061.106 15.91659 1000 20
Nov-06 3 109.2939 1092.939 16.39409 1000 20
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Concept check

• Who is likely to benefit most from investing in TIPS rather 
than in regular Treasury securities?

G) Bond mutual funds

Y) A Savings fund for college 

R) Foreign government holding reserves in dollars

19

Treasury Inflation Protected Securities (TIPS)

20
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Treasury Inflation Protected Securities (TIPS)
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Treasury Inflation Protected Securities (TIPS)
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Summary

• The Treasury security market

T iti• Treasury securities

– Treasury bill

– Treasury bonds and notes

– Treasury STRIPS

f S ( S)
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– Treasury Inflation Protected Securities (TIPS)


