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Summary

During recent debt limit episodes, federal officials have contended that if the debt limit were to constrain the government's ability to meet its obligations, that would be an unprecedented blemish on the nation's credit. For example, the U.S. Treasury has asserted that "(f)ailing to increase the debt limit would have catastrophic economic consequences. It would cause the government to default on its legal obligations" or that it "would represent an irresponsible retreat from a core American value: we are a nation that honors all of its commitments. It would cause the government to default on its legal obligations."

Failure to pay obligations on time is regarded as a central indicator of default, although default may be triggered by a wide range of contractual provisions. More generally, the concept of default stems from contract law, and thus may be ambiguous because contract terms may be private or contracts may be incomplete, in that the consequences of some contingencies are left unspecified. For instance, the terms under which Treasury securities are offered lack any mention of payment delays or nonpayment. The ambiguity of the term "default" leads many third parties to develop their own definitions to monitor compliance with promises to pay.

The U.S. Treasury in some historical instances was unable to pay all its obligations on time or made payments on terms that disappointed creditors. Those instances resulted from extraordinary stresses on public finances. Over time, the United States has managed its finances so that its credit history compares favorably to nearly all other advanced countries.

This report examines three episodes in the federal government's fiscal history when some have questioned the public credit of the U.S. government. During the War of 1812, the federal government eventually became unable to meet its obligations. Shortly before that war, Congress had declined to renew the charter of the first Bank of the United States, leaving the government without a fiscal agent. In addition, President Jefferson and Treasury Secretary Gallatin had dismantled the administrative machinery needed to collect internal revenues, leaving Treasury revenues heavily dependent on customs income. In 1814, military expenses and lagging revenue left the U.S. Treasury unable to meet all of its obligations, including some interest payments on federal debt. The end of that war, the establishment of the second Bank of the United States, and the rebound of tariff revenues put federal finances on a sounder foundation.

In March 1933, newly inaugurated President Franklin Roosevelt soon took steps to suspend the gold standard, as one measure to address severe disinflation, a collapse of the banking system, and other consequences of the Great Depression. While the Supreme Court upheld actions that suspended the gold standard, others contended that the cancellation of gold clauses in federal bond contracts amounted to a restructuring of debt. Although the cancellation of gold clauses in 1933-1934 had no discernable effect on the U.S. Treasury's ability to borrow, holders of Treasury securities lost money relative to what they had expected to receive.

More recently, when the U.S. Treasury failed to make timely payments to some small investors in the spring of 1979, some dubbed the incident a "mini-default." While the payment delays inconvenienced many investors, the stability of the wider market in Treasury securities was never at risk. Shifts in monetary policy, as constraining inflation became a policy priority, provide a stronger explanation for changes in yields in federal securities. Moreover, payment delays were not uncommon at that time, when automatic data processing was at a relatively primitive stage.

Other countries that defaulted in the 1930s or in the 19th century apparently suffered no lasting damage to their ability to borrow. Nonetheless, the prominent role of U.S. Treasury securities in global and domestic financial arrangements implies that systematic delays in Treasury payments now could have serious consequences.







Has the U.S. Government Ever "Defaulted"?



Concerns arise during debt limit episodes that the lack of action to raise or suspend the debt limit could impede the U.S. Treasury's ability to meet federal obligations. In October 2015, the U.S. Treasury argued that allowing the debt limit to constrain the government's ability to meet its obligations "would represent an irresponsible retreat from a core American value: we are a nation that honors all of its commitments";1 and that "(f)ailing to increase the debt limit would have catastrophic economic consequences. It would cause the government to default on its legal obligations."2

How the term "default" would apply to Treasury's ability to pay federal bills, however, has been controversial. For instance, during a September 2015 House Ways and Means Committee markup of H.R. 692, some Members stated that a binding debt limit that would limit the Treasury Secretary's ability to meet federal obligations on a timely basis would be tantamount to default, while other Members stated that default would only encompass a failure to make principal and interest payments linked to U.S. Treasury securities.3

This report discusses the concept of default in the context of the federal government's financial obligations. The report then discusses past cases in which the federal government failed to make certain payments on time. During the War of 1812, the lack of a fiscal agent and the pressures of funding military operations at times left the U.S. Treasury without the means of meeting its obligations. The suspension of the gold standard in 1933-1934 has been considered by some to constitute default, even though the Supreme Court affirmed that taking that action was within the power of Congress to set monetary policy.

During the 2011 debt limit episode, some noted that the U.S. Treasury had failed to make timely payments to some small investors in the spring of 1979, which in the eyes of some, constituted a "technical default."4 The 1979 incident, however, is more properly regarded as an inadvertent payment delay.

What Is a Default?

How the term "default" is applied depends on specific contexts. Default can be defined as failure to make a payment or more generally the failure to act or appear.5 Default, in the sense of failure to pay or perform, generally derives from contract law.6 Private contracts typically specify in some detail what actions or omissions would constitute default. For example, a firm that has borrowed funds by issuing a bond could in a contract be considered in default by failing to pay interest or principal, or by taking on additional debt, or by failing to deliver additional collateral in the event of a credit rating downgrade. Bond contracts can run to thousands of pages, in which various contingencies and default consequences are described. Private contractual terms can be specified in greater detail than public laws, and can be shaped to the interests of particular counterparties.

Default in some cases may be "cured" in some way that brings a party back into compliance with a contract. For example, a default caused by failure to pay may be cured by payment, perhaps along with specified penalties. A damaged party may also sue for breach of contract to compel a counterparty to perform as agreed or to void a contract or to seek other remedies.

Third Parties May Develop Their Own Definitions of Default

Third parties sometimes want to make their own evaluations of how well parties comply with a contract, and may therefore develop their own definitions of default or noncompliance. Those not party to a contract may be interested in how well those who have entered into a contract comply with its terms. A third party could become interested in compliance to contract terms as it assesses future dealings with contract parties. A potential breach of a contract could also directly affect third parties. For example, when one firm fails to pay another firm, that firm may in turn become unable to pay others.

Third parties might evaluate compliance in a different way than those party to a contract. For instance, one company may treat a delayed payment as a nonessential lapse, while a third party may view that delay as a more serious case of noncompliance. Moreover, third parties may have difficulty evaluating compliance because some contracts are private. While contract terms for publicly issued bonds in general must be disclosed, terms for other types of contracts and for securities issued to a small number of creditors might not be disclosed.

A substantial literature on international sovereign default has developed in recent years based on data stretching back centuries.7 In many cases, however, lists of defaults compiled by academic researchers have differed from lists developed from credit rating agencies.8

Third parties, therefore, may make or rely on compliance judgments that are not based directly on contract terms. Credit ratings agencies can make their own judgments on what constitutes a default. The credit default swap market sidesteps the issue of defining default by relying on committees organized by the International Swaps and Derivatives Association (ISDA) to determine when a "credit event" has occurred.9 In some cases, debts or other obligations might be restructured in ways that parties describe as voluntary, which outside parties might describe as default or, in ISDA's terms, as a credit event. Thus, default or related terms like credit default can be linked to how parties comply with a contract, even if contracted parties have not contended that a default had occurred.

Default due to failure to meet obligations set out in a private contract may also act as a trigger for other legal consequences. For instance, Title II of the Dodd-Frank Act (P.L. 111-203) allows the Treasury Secretary to act upon a recommendation to put a financial institution into a receivership if the "financial company is in default or in danger of default" to limit damage to the wider financial system.10 Those provisions of Dodd-Frank appear to reflect concerns that default by a major banking institution in some circumstances may lead to financial contagion affecting many other firms, even those without direct commercial ties to the defaulting institution.11

Contracts Are Incomplete

No contract can anticipate or specify consequences for all possible future contingencies. All contracts are therefore incomplete to some extent. Contracts might not spell out contingencies because the benefits of doing so might seem remote, or because parties are confident that unanticipated situations could be worked out. For example, credit markets, according to one legal scholar, assess the riskiness of borrowers and impose substantial constraints only on those borrowers with the strongest incentives to take risks or to fail to repay debts.12 In many cases, the usual principles of contract law are sufficient to resolve issues not made explicit in agreements.

Treasury Securities Carry No Contractually Specified Default Clauses

Conditions governing Treasury securities are specified in the U.S. Department of the Treasury's Uniform Offering Circular (UOC), which describes how securities are sold, when payments are made, and what rules buyers must follow.13 In particular, the UOC details when bids must be submitted, when payments must be received, when interest will be paid, and when redemptions will be settled. The UOC states that the U.S. government "will pay principal on bills, notes, and bonds on the maturity" either by crediting a Federal Reserve account for those using the commercial book-entry system or by making a payment to an account at a depository institution specified by a security owner using the TreasuryDirect system.

The UOC, however, contemplates no contingency related to payment delays or default. Thus any discussion of potential default by the U.S. government on obligations related to Treasury securities cannot be based on contractual terms specified in the UOC. The absence of any provision in the UOC mentioning payment delays or defaults presumably stems from the widely held view that U.S. Treasury securities are risk-free assets. If Treasury payment delays or defaults were to become an issue, legal consequences would depend on how the corpus of contract law were applied.

Some federal laws do anticipate payment delays. The 1982 Prompt Payment Act (P.L. 97-177; 31 U.S.C. 3902) requires most federal agencies to take steps to ensure that bills are paid on time and provides for interest charges on late payments.14 The federal government is also mandated in general to pay clean claims from Medicare providers within 30 days or to pay interest as specified in the Prompt Payment Act.15 Federal payment delays may be inconvenient to those awaiting payment, but they are not considered defaults.

Payments of interest and principal on Treasury securities and other federal payments might be distinguished in two ways. First, the U.S. Treasury has sought to make its debt operations "regular and predictable" with the aim of reducing federal borrowing costs by issuing securities on a schedule designed to avoid surprising financial markets.16 Moreover, Treasury markets only issue a narrow set of security types, which aids in the standardization of the market in federal securities. By contrast, other federal agencies may deal with various types of payments that are far from "regular and predictable." This in turn may lead to higher expectations that Treasury transactions will be completed on a more timely basis than those involving other parts of the federal government.

Consequences of Default Depend on Expectations

The consequences of a failure to pay or a late payment by the federal government or any other organization depend on the expectations of counterparties and others. The U.S. Treasury, as noted above, has sought to make its debt management processes as predictable as possible and to protect the reputation of Treasury securities as risk-free assets. A disruption to Treasury interest payments or redemptions would diverge sharply from market expectations of Treasury's reliability. Holders of Treasury securities often undertake investment strategies that depend on Treasury's payment schedule being fulfilled. In a simple case, firms use Treasury securities as collateral to obtain funding. A perceived change in the quality of that collateral could constrain the availability of credit, which could raise borrowing costs for the government and for others.17

The expectation that some other federal payments will be made on time may be weaker. For instance, few would be surprised if federal payments to some international organizations were not made on time. In other cases, complex administrative processes, such as review of a federal retirement application or review of a major federal contract, may hinder efforts to pay in full and on time. In addition, federal agencies are mandated to avoid improper payments, which could be hard to flag with compressed payment schedules. In those cases, well-informed federal payees may take steps to protect themselves from federal payment delays. For federal payments such as Social Security, beneficiaries generally expect that benefits will continue regularly, and thus might not have taken steps to protect themselves from payment delays.

Do Intentions Matter?

While expectations of payees and others would shape reactions to payment delays, intentions of payors generally matter less. If a debtor fails to pay interest or principal set out in a contract, good intentions do not alter the character of that default. For example, if a sovereign government's fiscal agent is barred from making payments to creditors, the willingness of that government to pay does not excuse the government from its obligations or relieve it from the consequences of nonpayment. In some cases, good intentions may be one factor that persuades a creditor from taking action against a debtor that has failed to pay, although such forbearance depends on the creditor's judgement, rather than upon any legal basis.

Nonpayment due to events arguably beyond the control of the debtor might be considered "excused defaults" in certain cases.18 Some research suggests financial markets are less likely to react adversely to defaults due to natural disasters or commodity price falls than to defaults that are viewed as strategic—that is, defaults driven by an unwillingness to pay.19 In many cases, however, judging whether a default is an avoidable strategic default or one a debtor could not avoid may be difficult, which may lead to creditors being less willing to excuse defaults.20

Has the Federal Government Defaulted?

During recent debt limit episodes, Treasury Secretary Lew and his predecessors have urged Congress to act to avoid an unprecedented failure to meet obligations. For instance, Secretary Lew on October 15, 2015, asked Congress to take action on the debt limit so that the Treasury would not be "unable to satisfy all of these obligations for the first time in the history of the United States."21 An examination of American fiscal history, however, suggests that the federal government's record of meeting its obligations is not unblemished.

This report focuses on three historical events in which the federal government's reputation has been questioned: the War of 1812, the withdrawal from the gold standard during the Great Depression, and the so-called 1979 "mini-default." Others might point to additional incidents, not considered in this report, such as the refusal to redeem Continental paper money issued during the Revolutionary War, or the issuance of "greenbacks" during the Civil War, or the abandonment of the gold standard in the early 1970s during the breakup of the post-World War II system of fixed exchange rates.22

Federal Finances in Disarray During the War of 1812

In June 1812, war broke out between the United States and Great Britain, which lasted until February 1815.23 The federal government, aside from military challenges including the burning of the Capitol and White House, suffered from severe institutional deficiencies that hindered its ability to meet its financial obligations. One pair of historians concluded that while the War of 1812 "was ill-managed militarily, [it] was even more bungled financially."24 Those financial difficulties included unambiguous examples of default.

Absence of Fiscal Agent and Internal Revenues Constrain Federal Finances

Aside from the central difficulty of mobilizing sufficient financial resources to conduct military operations, the federal government had to contend with two serious institutional shortcomings. First, Congress declined in 1811 to renew the charter of the first Bank of the United States, which acted as the government's fiscal agent.25 A fiscal agent carries out financial operations such as accepting tax payments, redeeming securities, or paying invoices. The absence of a national bank greatly complicated federal finances. Once the Bank of the United States closed, the federal government deposited its funds in local banks. By 1812, Treasury had accounts in 21 banks, which fragmented Treasury's operational controls.26

Second, Congress had followed President Jefferson's call to repeal direct and excise taxes in 1802, leaving federal coffers dependent on tariff and customs revenue.27 Even three years before the outbreak of war, restrictions on shipping from American ports cut customs revenues by more than half.28 Treasury Secretary Gallatin, however, had trusted that war expenses could be financed by loans, rather than by taxes.29 By December 1811, however, Gallatin called for imposing internal taxes to supplement falling customs revenues.30 Soon after war was declared in June 1812, Congress doubled customs rates and authorized Treasury to issue notes, thereby avoiding reliance on internal revenues.31 Customs revenues rose temporarily, but fell even lower in the next year, while war costs rose. Thus by mid-1813, the government's ability to borrow on reasonable terms had dwindled.

Madison Belatedly Calls for Raising Internal Revenues

Expanding federal purchases to support war efforts increased payment demands on the Treasury, while a dearth of effective tax instruments left it little alternative to additional borrowing. By the summer of 1813, President Madison was compelled to call Congress to a special session to consider new revenue sources. Congress agreed to reinstate internal revenue sources to raise an estimated $5 million and authorized the Administration to borrow $7.5 million.32 The government's ability to obtain credit, however, continued to deteriorate, and by early 1814 it could only borrow by offering unusually high yields, while efforts to borrow from American banks and European markets were rebuffed.33 Internal revenue rates were raised at the end of 1814, although lags in the administration of those taxes meant that most of those revenues were collected after the war.34

Specie Payment Suspended in August 1814

The U.S. Treasury's situation was further complicated by its lack of control over monetary policy. With the disappearance of the Bank of the United States, state banks proliferated and issued rising volumes of bank notes. Those notes, along with those issued by Treasury—some with denominations as low as $3—effectively expanded the money supply. A growing imbalance between government purchases and receipts, along with the absence of monetary controls, helped spur inflation, leading the value of state bank notes to diverge from amounts defined in terms of specie, that is, in gold or silver coin.35

In August 1814, payment in specie was suspended for most of the country outside of New England. Without specie payment, bank notes issued in one state were not accepted in other states. Thus, notes issued by a Philadelphia bank could not be used to pay bills in Boston or New York.36 The breakdown of banks' willingness to accept notes issued by other banks obliged Treasury to expand the number of accounts it maintained. By 1814, Treasury had accounts in 94 banks. Moreover, Treasury had to keep separate bank accounts for in-state bank notes, out-of-state bank notes, interest-bearing federal securities, and non-interest-bearing securities.37 While Treasury held some $2.5 million in bank credits in the fall of 1814, they were of little use because they were so widely dispersed and could not easily be transferred from place to place.38

In addition, because the federal government could no longer redeem obligations in specie it effectively could not demand specie or equivalent for tax payments. It thus began to accept heavily discounted bank notes as payment for taxes or for purchase of federal securities, further undermining the Treasury's ability to meet its obligations.

Treasury Suffers "Every Kind of Embarrassment"

Alexander J. Dallas, who became Treasury Secretary in October 1814, soon complained that Treasury "was suffering from every kind of embarrassment" and that "the dividend on the funded debt has not been punctually paid; a large amount of treasury notes has already been dishonored."39 For instance, interest federal debt due to Boston investors on October 1, 1814, could not be paid and those investors refused to accept Treasury notes as payment rather than specie, thus providing a clear example of default.40 At that time, the Treasury had not exhausted its authority to borrow or issue notes. Banks and investors, however, were unwilling to lend or to accept notes on terms that Treasury felt prudent to offer. Dallas lamented that, while "[p]ublic credit depends essentially upon public opinion, … public opinion, manifested in every form, and in every direction, hardly permits us, at the present junction, to speak of the existence of public credit."41

Government finances improved with the end of the war and the rebound in customs revenues stemming from the resumption of international commerce. President Monroe in December 1815 noted that "great satisfaction has been derived in contemplating the revival of the public credit."42 The Second Bank of the United States, chartered in 1816 and opened the following year, for a time laid a more stable foundation for banking and currency.43 Not until the 1820s were public finances restored to a sound basis, as land sales and rising customs revenues began to outrun federal expenditures consistently.44

The Great Depression and the Gold Clause Cases

The decision by President Franklin Roosevelt and Congress to move the U.S. government off the gold standard in 1933 and 1934, in the eyes of some, amounted to a repudiation of the contract terms, and in particular, to the terms of the Second Liberty Bonds issued in 1917. The abandonment of the gold standard in 1933 was the culmination of a banking crisis that began with the onset of the Great Depression in October 1929.

An enormous literature discusses the Great Depression and the suspension of the U.S. gold standard. This section provides a thumbnail sketch of those events to focus on whether the U.S. government met its obligations.








	Box 1. What Was the Gold Standard?

The monetary system of the United States for most of its history was linked to gold or silver. After the Constitution was ratified in 1789, Americans could redeem U.S. currency for specie, meaning gold or silver coin. Before the Civil War, a bimetallic standard based on a ratio between gold and silver was used.

Wars were probably the principal reason governments in the 19th century and before left the gold standard. Payment in specie was suspended during the last year of the War of 1812 and the Civil War. While the U.S. government returned to the gold standard relatively soon after the end of the War of 1812, after the Civil War it did not return to the gold standard until 1879.45 The U.S. government reaffirmed its commitment to the gold standard in 1900.46 In the 1920s and 1930s, however, financial and economic crisis caused many governments to abandon the gold standard.47 In 1933, as described below, the U.S. government ceased redemptions of currency into gold, although gold maintained a role in international financial transactions.

In the early 1970s, the Bretton Woods framework of fixed exchange rates among currencies developed after World War II broke down. Despite efforts to maintain a dollar value pegged to gold, the international monetary system moved to a floating-rate exchange regime. In 1976, the U.S. government cut all ties between the dollar and gold.48 U.S. currency is thus backed by the full faith and credit of the federal government, rather than a metallic standard.








Gold Clauses and Treasury Securities

During the first part of the 20th century, several Treasury securities carried gold clauses that specified that interest and principal would be paid in "U.S. gold coin of the present standard of value." Some, during that period, argued that U.S. bonds without such protections would be "absolutely unsaleable."49 If Treasury had omitted gold clauses, higher yields would have been necessary to sell bonds, which would have increased debt service costs.

Investors were presumably wary that the U.S. government might leave the gold standard, as it had during the War of 1812 (as noted above) and during the Civil War.50

The Great Depression and State Bank Holidays

The October 1929 Wall Street crash left many banks holding assets worth less than they had paid for them. As the financial crisis began to affect the real economy, the price level dropped sharply, and unemployment rose. Difficult economic conditions made debtors less able to pay, while constricted credit further reduced economic activity.

Between 1929 and 1933, over 9,700 of the 25,000 banks in operation before the Great Depression failed.51 A failure of one bank, in the era before deposit insurance, diminished the public's trust in ability of other nearby banks to redeem deposits. Governors began to impose state-wide bank holidays to tamp down contagion of bank runs, starting with Nevada in October 1932.52 By 1933, 34 of 48 state governors had declared banking holidays to allow financial institutions to reorganize, and at 2:30 on the morning of Franklin Roosevelt's inauguration, the governor of New York declared a banking holiday.53 Other banks were closed under the authority of the Comptroller of the Currency.54

Withdrawals Threaten to Exhaust Federal Reserve's Excess Gold

Concerns about the state of the American banking system and uncertainty about policies of the new President prompted international investors to withdraw funds from the United States. The United Kingdom and four Scandinavian countries suspended the gold standard in 1931, which fueled concerns that other countries would follow.55 The Federal Reserve attempted to attract gold by raising discount rates in the fall of 1931 and in February 1933, which tightened the supply of credit and led to further falls in the price level.56 Withdrawals of U.S. deposits strained the gold reserves of the Federal Reserve, which were required to be at least 40% of the value of currency issued. While the Federal Reserve normally had gold reserves well above the 40% minimum, heavy outflows in March 1933 drained those reserves. On Friday, March 3, 1933, the Federal Reserve Bank of Chicago (Chicago Fed) refused a loan to the Federal Reserve Bank of New York (NY Fed), which forced the Federal Reserve Board to suspend its gold reserve requirement.57 The governor of New York, as noted above, declared a banking holiday early the next morning, which could have disrupted operations of the country's largest banks.

Newly Inaugurated President Roosevelt Takes Emergency Actions

President Franklin Roosevelt, upon assuming office, took a series of steps to resolve the banking crisis, including a suspension of the gold standard. Roosevelt, inaugurated on Saturday, March 4, 1933, declared a four-day federal bank holiday early the following Monday that suspended all banking activities and barred trade in gold bullion, thus ending the immediate banking crisis.58 At the end of that holiday, Congress passed the Emergency Banking Act (P.L. 73-1), which empowered the President to control international and domestic gold shipments and gave the Treasury Secretary the power to compel exchanges of gold for currency.59 The President, in response to persistent gold outflows, suspended the gold standard on April 20, 1933.60 On May 12, 1933, President Roosevelt signed legislation (P.L. 73-10) into law that reduced the gold content of a dollar by half and allowed the President to tie the dollar's value to silver.61 On June 5, 1933, Congress passed a resolution that abrogated gold clauses in private and public contracts, which President Roosevelt signed the next day.62 Reducing the gold content assigned to the dollar had the effect of depreciating the dollar, making dollar-priced exports cheaper and imports more expensive, which improved the U.S. trade balance.

In October 1933, the Roosevelt Administration directed purchases of gold at set prices, which provided a link to the value of a dollar, even if gold were not exchanged for dollars.63 In the following year, the Gold Reserve Act of 1934 (P.L. 73-87, 48 Stat. 337), signed into law by President Roosevelt on January 30, 1934, set a book value of gold at $35, thus reestablishing a gold standard. The act, however, ratified earlier actions by barring private trade in monetary gold and brought all federal holdings of gold under the control of the U.S. Treasury.64

Supreme Court Upholds Congressional Actions

The cancellation of gold clauses prompted some investors to sue the U.S. government. Holders of many Treasury bonds that promised payment in gold viewed the cancellation as a repudiation of federal obligations. In 1935, however, the Supreme Court upheld the power of Congress to regulate the value of money, but that "insofar as it attempted to override the obligation created by the bond in suit, went beyond the congressional power."65 The Court held that bondholders were not damaged, in part, because if they had been paid in gold, they would have been mandated to sell that gold to the federal government at the price set by the Gold Reserve Act or previous measures. The dissent, however, contended that in cancelling the gold clauses "Congress really has inaugurated a plan primarily designed to destroy private obligations, repudiate national debts, and drive into the Treasury all gold within the country in exchange for inconvertible promises to pay, of much less value."66

Economic Consequences of the Cancellation of the Gold Clauses

The cancellation of the gold clauses appeared to have little effect on Treasury's ability to borrow on financial markets.67 While the suspension of the gold standard in the United States led some to shift investments to countries still on the gold standard, the U.S. Treasury had little difficulty in borrowing. Treasury auctions continued to be oversubscribed even after the 1933 actions to suspend the gold standard and after the 1935 Supreme Court decisions that upheld those measures. Over 80% of holders of Treasury securities with gold clauses rolled over their investments in new Treasury issues. Moreover, the improvement in the U.S. balance of trade, spurred by the devaluation of the dollar, served to bring gold back, and official government purchases of gold increased the Treasury's holdings.68

The suspension of the gold standard, while disappointing creditors, helped stimulate economic recovery and laid the foundations for modern monetary policy, according to economists who have studied the issue.69 Researchers also concluded that the gold standard and how it was maintained by central banking authorities helped spread shocks from country to country, helping propagate the Great Depression.70 Several economists found that countries that left the gold standard earlier in the 1930s recovered more quickly than those that remained longer on the gold standard.71 In the case of the United States, the economy grew at an annual average real rate of 9.4% a year from 1933 to 1937, while the economy in 1933 was 26% below its 1929 level.72 Although some have called for a return to the gold standard, no country currently operates on a gold standard. One survey of economists found no support for reinstituting the gold standard.73

The So-Called 1979 "Mini-Default"

Delays in payments from the U.S. Treasury to some investors in the spring of 1979 were dubbed by some as a "mini-default."74 The timing of the first payment delay coincided with a sharp increase in Treasury yields. A security's yield is its effective interest rate, which varies inversely with the security's market price. The price investors are willing to pay for a security reflects judgements about credit risks and the expectations of the future inflation rate, among other factors.

If payment delays persuaded investors that Treasury securities were not risk-free investments, market demand for those securities would fall, leading to lower prices and higher yields. Higher yields, in turn, would imply an increase in Treasury's borrowing costs. A reexamination of available information, however, indicates that interest rate movements at that time were more likely driven by news that anticipated major changes in U.S. monetary policy aimed at reducing the inflation rate. Moreover, only a small fraction of holders of Treasury securities were affected. While the 1979 payment delays certainly inconvenienced many small investors, the stability of the wider market in Treasury securities was not put at risk.

Treasury Payment Delays in the Spring of 1979

In late April and early May 1979, about 4,000 Treasury checks for interest payments and for the redemption of maturing securities held by individual investors worth an estimated $122 million were not sent on time.75 Foregone interest due to the delays was estimated at $125,000.76 Wire transfers to financial institutions and large-scale investors, whose holdings were reflected in the Federal Reserve's book-entry system, were unaffected.77 At the time, over 90% of marketable Treasury securities were held in book-entry form.78 In addition, small investors who opted to roll over proceeds of maturing Treasury bills also would have been unaffected.79 Check processing returned to normal by May 14, 1979, and payments for securities maturing on May 10, 1979, were mailed the following day.80

Why Were Payments Delayed?

Payment delays were chiefly due to back-office technical and organizational problems. At the time, the Bureau of the Public Debt was in the process of automating its own book-entry system of accounts and its data processing office was being reorganized.81 The U.S. Treasury's check issuance operations were also in the midst of a relocation82 and word processing equipment failed unexpectedly.83

Rising small investor demand for T-bills also contributed to pressures on Treasury operations. T-bills had become increasingly attractive as inflation was increasing yields. By the end of 1977, yields on Treasury securities rose above interest rate ceilings imposed by federal regulations on standard demand deposit accounts. By late April 1979, the 3-month Treasury bill carried a yield of over 9%, while federal regulations limited interest rates on standard demand deposit accounts to 5.25%.84

The widening gap between Treasury yields and regulated rates on bank deposits spurred many small investors to invest directly in Treasury securities.85 While the U.S. Treasury had sought to discourage small investor purchases by raising the minimum denomination of Treasury bills from $1,000 to $10,000 in February 1970, by the late 1970s inflation and rising real incomes had made that minimum a less formidable hurdle to many small investors.86 One investment guide noted that until about 1978, very few average investors knew about investing in Treasury securities.

By 1979, small investor demand for Treasury securities was rising rapidly. From January 1978 to late April 1979, purchase requests (tenders) for Treasury bills rose 379% and the volume of Treasury's daily bill transactions increased by 427%.87 Small investors were also given the option of rolling over the principal for maturing Treasury bills into new bills. Many of those investors, according to Treasury officials, waited until the last minute to request rollovers, which added additional administrative burdens onto debt management operations.88

The U.S. Treasury also attributed the delays, in part, to auctions that were postponed due to a contentious debt limit episode that culminated in a temporary increase in the debt limit on April 2, 1979 (P.L. 96-5).89 The debt limit, however, was not a direct cause of payment delays, as federal debt was a comfortable $32.5 billion below its limit when the first checks were delayed.90 Thus, the U.S. Treasury had the financial means to make all payments that were due, even if its operational capacity to cut checks may have been impaired for some weeks.

Compensating Small Investors

The U.S. government has no legal mechanism in place to compensate investors for the consequences of payment delays.91 In particular, the U.S. Treasury has no authority to reimburse investors for the time-value of delayed payments. Moreover, Treasury bond offering documents then, as at present, did not contemplate delays in payments to bondholders.92

One small investor, Claire Barton of Encino, CA, represented by her attorney husband, filed a class action suit against the U.S. government on May 11, 1979, in the U.S. District Court for the Central District of California.93 The suit alleged that payment delays, by allowing the government to use funds that were due to investors, "constituted unjust enrichment" at the "cost, loss, and expense" of Mrs. Barton and similar Treasury debt holders.94 The government was granted a stay to allow time to put forth a settlement offer to affected investors, and reportedly more than 80% of them accepted.95 Representative Richard Gephardt introduced a measure (H.R. 6054, 96th Congress) on December 6, 1979, to authorize the Treasury Secretary to compensate the remaining investors from the case. The bill was referred to the House Committee on Banking, Finance and Urban Affairs. No further action was taken. The class action suit was dismissed with prejudice on May 12, 1980.96

Payment Delays Caused No Discernable Change in Treasury Yields

A decade after the so-called 1979 mini-default, a 1989 Financial Review article noted that the day the first delayed payments were due (April 26, 1979), Treasury yields spiked up by 60 basis points (100 basis points=1%). The resulting increase in annual borrowing costs of the federal government, according to estimates presented in the article, was about $12 billion. The Financial Review article's authors contended that the payment delays "apparently warned investors that Treasury issues were not completely riskless."

This spike is evident in Figure 1, which shows secondary market daily yields for 3-month, 6-month, and 1-year Treasury bills from November 1978 through November 1979. This period is bookended by November 17, 1978 (first vertical line), when several banks announced increases in lending rates shortly after an influential Solomon Brothers economist, Henry Kaufman, delivered a speech predicting a sharp rise in interest rates,97 and October 6, 1979 (last vertical line), when the Federal Reserve announced a new approach to monetary policy.98















	Figure 1. Treasury Bill Yields in the Secondary Market: November 1978-October 1979




	



	Source: Federal Reserve Bank of St. Louis, 3-month, 6-month, and 1-year bills, secondary market rate, daily, not seasonally adjusted. Series DTB3, DTB6, and DTB1YR.

Notes: The vertical lines, from left to right, indicate (i) November 17, 1978, when several banks announced lending rate increases following a Henry Kaufman speech; (ii) April 26, 1979, when the first delayed payments were due; (iii) May 9, 1979, when the Wall Street Journal first reported on those payment delays; and (iv) October 6, 1979, when the Federal Reserve announced a new approach to monetary policy. A security's yield varies inversely with its market price.








Whether the spike in Treasury yields noted in the Financial Review article stemmed from payment delays to small investors, which indicated that Treasury securities were not risk-free assets, or from larger shifts in monetary policy becomes a natural question. This time period spanned by Figure 1 contains not only the so-called mini-default, but also one of the most dramatic shifts in U.S. monetary policy.99 In particular, President Jimmy Carter's nomination of Paul Volcker to serve as chairman of the Board of Governors for the Federal Reserve System on July 25, 1979, reflected growing concerns about accelerating inflation rates and signaled a coming change in monetary policy.100

Although the first delayed payments were due on April 26, 1979 (second vertical line), the Wall Street Journal (WSJ) first reported on those payment delays on May 9, 1979 (third vertical line). The previous day, the U.S. Treasury issued a press release noting the delay in mailing checks for Treasury bills.101 On both dates (May 8 and 9), no large movements in Treasury yields were observed.102

Well-informed market traders conceivably could have known of the payment delays a few days before the WSJ report. Treasury yields for various bills, however, were falling in the days leading up to that date. Alternatively, traders may have taken a few days to absorb the implications of the WSJ report. Treasury yields fell, however, in the days after that news, as can be seen in Figure 1. In either case, market movements of Treasury yields around the time that payment delays became widely known are inconsistent with the contention that those delays reduced demand for Treasury securities by changing risk perceptions of investors.

One might argue, however, that large traders might have learned of the payment delays well before the first newspaper report, perhaps through banks that held accounts of affected small investors. Traders wishing to benefit from that information would have needed to short Treasury bills to profit. In a short sale, a trader borrows a security and promises to return it at a future date along with a borrowing cost adjustment. A short seller profits if the security's price falls. In general, short sellers aim to persuade others that an asset's underlying value has decreased. Short sellers often propagate that information aggressively once a short position is established. The lag of nearly two weeks between the first payment delay and the first report of it suggests that few or no such short sellers actively traded on information of those delays.

Federal Reserve Took Steps to Tighten Credit

The absence of discernable market reactions to news of Treasury payment delays suggests other factors might explain a spike in Treasury yields in late April 1979. The same day that delayed Treasury payments were first due, monetary policy developments signaled a turn toward credit tightening. As noted above, the Federal Reserve was in the midst of a major policy shift in its willingness to use monetary policy to restrain inflation.103

In the week before the first payment delays, market watchers thought the Federal Reserve was unlikely to tighten credit.104 On April 26, 1979—the maturity date for the first Treasury bills affected by payment delays—a consumer price index estimate was released that indicated inflation was proceeding at a 13% annual rate. A few hours later, the Federal Reserve announced a large, unexpected increase in the U.S. money supply.105 Financial markets reacted within minutes to that announcement, which signaled new expectations that the Federal Reserve would act to restrict credit.106

In addition, that same day the WSJ noted a Federal Reserve research paper that argued that aggregate money measures should be redefined to include near-money substitutes, such as money market funds, which were expanding exponentially at the time, and repurchase (repo) agreements that large corporations had begun to use.107 The expansion of near-money substitutes, the paper argued, was matched by slower than expected growth in traditionally defined monetary aggregates, which could lead to an underestimation of the expansion of the money supply. A broadening of those definitions might be expected to affect Federal Reserve policy statements, which were phrased in terms of those monetary aggregates.108

On the following day (April 27, 1979), the Federal Reserve, according to market observers, took steps to tighten credit, which was generally taken as a signal that it would raise benchmark interest rates.109

Market concerns about inflation, credit conditions, news of a rapid expansion of the money supply, and Federal Reserve actions provide a straightforward explanation for those Treasury yield movements in late April 1979. That payment delays experienced by small investors increased federal borrowing costs by changing perceptions of the riskiness of Treasury securities appears to be an implausible explanation of those movements.110

Federal Payment Delays Not Uncommon in Late 1970s

Paying federal obligations on time makes the U.S. government a more attractive business counterparty. The U.S. Treasury and other agencies have therefore sought over time to improve the timeliness of federal payments. Despite those improvements, some payment delays still occur, and were more common during the 1970s when the federal government was transitioning payment to electronic systems.

The delays in Treasury interest and maturity payments in 1979 were unusual. Delays in federal payments for other types of obligations, however, were common during that time. In the late 1970s, federal benefits provided via direct deposit, such as Social Security payments, were often late, or early, misposted, or not issued.111 A 1978 GAO112 report that analyzed a sample of contractor bills found that only 61% of the number of bills and 81% of the dollar amounts owed were paid within 30 days. For bills not paid within 30 days, the time between invoice and payment averaged 74 days.113 Congress responded to those findings by passing the Prompt Payment Act of 1982 (P.L. 97-177), which generally requires agencies to pay bills on time or pay interest on delayed payments.114 A 1986 GAO follow-up study found that timeliness of agency payments was better, but could be improved.115 

Causes of payment delays were diverse. The 1978 GAO report attributed most delays to lags in acknowledging delivery of goods, acquiring necessary paperwork, and failure of agencies to adopt procedures that would minimize paperwork.116 The 1979 Treasury bill redemption payment delays, as noted above, appeared to stem from the confluence of specific historical trends and unforeseen operational challenges, but were not the only payment delays in those years. For instance, the U.S. Treasury reportedly delayed some tax refunds in 1980 as part of a cash management strategy.117 

Assessing the U.S. Government's Payment Record

The historical record appears not to support the contention that the U.S. government has had an unblemished payment record since its origin. Under any reasonable definition of default, the federal government defaulted in 1814. The Treasury Secretary of the time, Alexander Dallas, referred to "every sort of embarrassment." The current website of the U.S. Treasury notes that Secretary Dallas faced a "bankrupt" Treasury.118 The failure of the Treasury to pay interest on its securities due to Boston banks in 1814 represents an unambiguous default event.

Whether the suspension of the gold standard in 1933-1934 amounted to a default is controversial. Bondholders were repaid, albeit on terms other than those specified in their contracts. Breaking the linkage between gold and the dollar enabled the federal government to implement a more modern monetary policy that helped promote economic recovery. That linkage, however, could also have been severed in a way that could have mitigated losses of owners of bonds that contained gold clauses.119

Claims that payment delays to small investors holding Treasury securities in the spring of 1979 constituted a default or a "technical default" appear weaker. Delays affected only a relatively small proportion of Treasury securities and the federal government responded to mitigate the inconvenience suffered by those investors. The legal document setting out terms for Treasury securities contained no default clause. Claims that such payment delays increased federal borrowing costs appear weak, if not implausible, in the face of stronger explanations reflecting shifts in monetary conditions and policy.

Delays to holders of Treasury securities might also be put in context of delays to other federal payees. Federal statutes provide no clear basis for prioritizing payment of one obligation over another.120 In an organization as complex as the federal government, delays in meeting some financial obligations may be inevitable, and bondholders affected by the so-called 1979 mini-default represent a small fraction of those affected by federal payment delays.

Was the Government's Ability to Borrow Affected?

Analysis of available evidence suggests that the federal government's ability to borrow did not suffer lasting damage from any of the events discussed in this report. After the War of 1812 concluded, belated collections from internal revenue measures came into the Treasury and the resumption of international trade and higher tariff rates led to a rebound in customs revenues. Federal revenues in the following decades were strong enough to retire the federal debt in 1835.121 Recent research, discussed above, indicates that the U.S. Treasury faced little or no observable difficulty in borrowing after the 1933-1934 suspension of the gold standard.122 In 1979, as noted above, a major shift in monetary policy and conditions can explain changes in market yields on Treasury securities. Financial markets exhibited no discernable reaction to newspaper reports of the Treasury payments delays to some small investors. The U.S. experience accords with broader research on sovereign default. Countries that defaulted in the 19th century or 1930s, but not since, have suffered no credit market consequences.123

That the U.S. Treasury's ability to borrow on reasonable terms was not hindered by events in the 19th century or 1930s does not suggest that the consequences of a Treasury default in the present day would be minor. The market for U.S. Treasuries is broad, meaning that large numbers of buyers and sellers trade in them, and liquid, meaning that traders believe they could engage in large transaction in Treasuries without significant price effects. Treasuries often serve as collateral, enabling financial firms to borrow or lend at low cost, which promotes the efficient supply of credit. Concerns about the quality of collateral assets can cause serious problems in credit markets.124 Market participants have stated that systematic payment delays by the U.S. Treasury could have serious economic consequences.125

What Lessons Can Be Learned?

In each historical episode examined here, the federal government was confronted with financial and operational challenges that it was poorly prepared to meet. The neglect of operational capacities appears to have played a key role. More recently, the federal government has paid more attention to contingencies that could affect its financial operations. For instance, the U.S. Treasury recently changed its cash management policies to keep a larger cash cushion to ensure continuity of operations in the face of catastrophic events.126

On the other hand, expressions of fiscal constraint, such as promises to balance federal budgets, were not sufficient to prepare the federal government to address fiscal emergencies. In the years preceding each episode, policymakers had expressed a strong commitment to budgetary and fiscal discipline. Treasury Secretary Gallatin had reduced federal debts in the decade preceding the War of 1812, and President Herbert Hoover attempted to maintain a balanced budget in the early years of the Great Depression.127 Less than four weeks before the first Treasury payment delay in April 1979, Congress stated it "shall balance the Federal budget" and directed the Budget Committees to submit budget plans for the next three fiscal years that would be in balance.128

The failure to establish or maintain key operational capabilities, however, presented the government with obstacles that could not be overcome in short order. The lack of a fiscal agent or the administrative capacity to administer internal revenues undermined the U.S. Treasury's ability to meet federal obligations during the War of 1812. On a smaller scale, the U.S. Treasury in 1979 found itself unable to cope with the strains of overhauling financial processing systems and procedures while relocating some of its fiscal operations, in the face of unprecedented increases in small investor demands for Treasury securities.

President Franklin Roosevelt, when he took office in March 1933, by way of contrast, was aided by proposals drafted by officials from the Hoover Administration. Furthermore, the Reconstruction Finance Corporation, which the Hoover Administration had created, provided the federal government with a powerful vehicle for economic policy.

The reluctance to set aside adequate fiscal resources to respond to emergency conditions may also have played a role. Congress, in the view of historians, was slow to make military or fiscal preparations ahead of declaring war in 1812. In more modern terms, macroeconomists have stressed the importance of "fiscal space," that is, having a sound fiscal situation that enables a government to respond energetically to serious economic downturns.129

Even if the payment history of the U.S. government is not completely unblemished, it does compare favorably to nearly all other advanced countries. Acknowledging past episodes when the U.S. Treasury's ability to meet obligations was strained would underline the benefits of maintaining a strong fiscal and credit reputation.
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