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Safe Assets: Shrinking Supply and Rising Demand go Hand-in-Hand 

A recent IMF report investigated one of our long-

standing arguments for Treasury bonds, the shrinking 

global supply of and rising demand for safe assets. 

The report identified numerous reasons for the tighten-

ing market but missed the ultimate, macroeconomic 

cause. That cause reveals why the shortage of safe 

assets will persist, a key reason Treasury yields will 

remain low for a long time. 

The fall in supply and rise in demand for safe assets 

reflects the 2008 reversal of 20 years of extremely rap-

id private balance sheet expansion in much of the 

western world. The rapid balance sheet expansion had 

both infused investors with excessive confidence, de-

pressing safe asset demand, and made a broader 

range of debt instruments seem risk-free. Since 2008, 

both of these phenomena have reversed. The IMF at-

tributed the increased demand to higher collateral re-

quirements, forthcoming changes in regulation, and 

central bank balance sheet expansion; it attributed the 

reduced supply to sovereign debt problems and poor 

U.S. securitization practices. Not in the IMF report is 

the fact that balance sheet contraction in the United 

States and Europe was behind the higher collateral 

requirements and the pressure for regulators to tighten 

and so forth—and the reason that these conditions will 

last.  

Since 2008, vast swathes of global debt instruments 

have fallen out of the “safe” category, and the ability of 

many entities—public and private—to issue assets per-

ceived to be of extremely high quality has dwindled. 

Private mortgage-backed securities, the sovereign debt 

of many European countries, and a large proportion of 

global banking sector debt are no longer considered 

high quality. To take another example, the plunge in 

top-rated commercial paper outstanding reflects fewer 

issuers able to command the rating (chart 1). 

Meanwhile, global demand for safe assets has risen 

sharply. Several indicators—declining P/E ratios for 

stocks, rising rental yields on properties, negative 

yields on TIPS, record low yields on German bunds—

show that investors have become progressively more 

risk-averse over the past several years. 

Thus, yields remain low on Treasuries (the safest of 

safe assets). The massive increase in Treasury debt in 

the past few years has been largely offset by the plum-

meting supply of other safe assets worldwide. And, 

even with its recent expansion, Treasury debt is a 

smaller proportion of the total U.S. fixed income uni-

verse than it was in the mid 1990s and a far smaller 

share than it was before the 1970s (chart 2). In addi-

tion, U.S. Treasuries’ share of the global universe for 

marketable fixed income securities is relatively low by 

the standards of the past 20 years.  

Prior to 2008, financial sector expansion facilitated 

rising private sector leverage and supported the secu-

lar, broad-based rise in asset prices. The secular rise 

in asset prices quieted investor fears of long-term capi-

tal losses and dampened the demand for safe assets. 

Meanwhile, the rise in collateral values reduced the 

perceived risk of losses from default, thereby enabling 

the continual expansion of the supply of debt instru-

ments that were broadly accepted as high quality. 

Since 2008, the secular decline in asset prices and the 

unprecedented default on a wide variety of debt instru-

ments (that were until then considered high quality) not 

only diminished the pool of assets that could be con-

sidered safe but also triggered a growing investor de-

mand for safety. The eurozone’s problematic monetary 

arrangement—whereby individual sovereigns do not 

have control over the currency in which their debt is 

denominated—has added to the problem by pushing 

many sovereigns out of the safe category. 
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The U.S. contained depression has years to go, and 

the European situation is far from stable. Further bouts 

of financial crises and flights to safety are highly likely. 

Moreover, because perceptions lag changes in finan-
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cial conditions, investors will remain extremely con-

servative about what they consider to be safe assets 

and will worry about preserving capital long after the 

contained depression has ended.  

 


