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The rise of public liabilities and the Fed
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Historically:
- after World War I: surpluses, 
but internationalization of the 
USD, Fed’s active role in 
trade credit
- after World War II: active 
ceiling on long-term interest 
rates, rise in inflation in 1940s
- Internationally: CBs very 
active participants in public 
debt market



Satiating the demand for liquidity
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Surprising need for liquidity: 
(i) September 2019 
(ii) March 2021 
(iii) “Establish a new Federal Reserve 
standing repo facility… providing 
funding against U.S. Treasury securities” 
Task Force on Financial Stability (June, 
2021)
New regime: unwinding on active asset 
holdings, elastic on lending programs.
Central bank digital currency and the 
elasticity of bank deposits

Figure 1: Treasury Yields and VIX during the COVID-19 Crisis
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Notes: This figure plots daily series of the constant-maturity Treasury (CMT) yields in percent, of 3-month
and 10-year maturities (left panel), and of the VIX (right panel), from January 1, 2020 to June 30, 2020.

would be that the enormous fiscal burden of the COVID-19 pandemic triggered a shift in inflation

expectations and inflation uncertainty. However, market data suggest that this is unlikely. Prices of

inflation-protected bonds (TIPS) fell along with the prices of nominal Treasuries. Inflation-swaps

show no increase in risk-neutral inflation expectations. Prices of inflation caps and floors likewise

do not provide evidence of an increase in inflation uncertainty.

An alternative explanation would be that the cyclicality of real interest rates has changed. As

Campbell, Sunderam, and Viceira (2017) emphasize, the negative beta of Treasuries in the decades

leading up to 2020 partly reflects a positive correlation between stock prices and real interest rates.

That March 2020 represents a regime-shift towards a negative correlation (and hence procyclical

bond prices) cannot be ruled out at this point. But it would be di�cult to come up with an economic

mechanism that explains this shift. In the post-WWII history examined by Campbell, Sunderam,

and Viceira (2017), the only major episode with procyclical bond prices (or, countercyclical real

interest rates) was the Volcker disinflation of the early 1980s where the rise of real interest rates

in a recession was induced by contractionary monetary policy intended to crush inflation. This is

clearly not what happened in March 2020.

We therefore turn to an examination of investor flows to understand whether supply and de-

mand balances may have interacted with intermediation frictions to give rise to the unusual price

movements in the Treasury market. As shown in Figure 3, during the first quarter of 2020, for-
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Public debt and financial instability
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Public bonds are ubiquitous in 
the plumbing of financial 
markets. Debt has been 
sustained by “debt revenues”

Fiscal footprint of CB policy 
(i) duration and interest rates 
(ii) safety and fear of inflation 
(iii) roll-over and deposits 
(iv) foreigners and safe haven

Unpleasant financial stability 
(macro prudential) arithmetics 
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Debt = PV (primary surplus) + Debt-revenue term

What makes government debt 
special in offering lower return?
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The emerging global central bank
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International coverage of 
network of liquidity lines 
is already vast. Stabilizing 
force over global flows.
Sources of instability:
- willingness to be world 
lender of last resort
- the ability to continue 
to distinguish banks from 
sovereigns
- the central role of the 
ECB and geopolitics


