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U.S. Treasury Debt Is Not the Foundation

of the Global Economy
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ongress is once again facing a decision on the

debt limit. If lawmakers do not raise the $18.1
trillion limit by the end of October, the U.S. Trea-
sury may not have enough cash on hand to meet all
of its obligations as they come due.! If they do raise
the limit, the Treasury will borrow more money by
offering new debt—Treasury securities—for sale.

For many in Congress, issuing more debt is the
preferred solution because it prevents difficult
choices. Without the new securities, the U.S. Trea-
sury will have to prioritize payments, and Congress
will face more pressure to finally address its long-
term spending and debt problems. Adding to the
atmosphere of panic, some policymakers are pres-
suring Congress on the basis of the faulty notion that
the world is functionally dependent on U.S. debt.

U.S. Treasuries Not Irreplaceable

Recently, the American Action Forum released a
video which claims that the “U.S. Treasury Market
is the Foundation of the World Economy.”* There is
no doubt that Treasuries are widely used through-
out the world, principally because they are one of the
safest investments available. To assign such impor-
tance to U.S. debt, however, is an overstatement. The
world economy has ebbed and flowed for centuries,
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even making it through the industrial revolution,
without anything like the current Treasury market.

Such drastic claims also serve to further the
notion that the government “runs” the economy,
as well as the idea that the current level of govern-
ment spending is necessary. Neither premise is cor-
rect. The free enterprise system can function—and,
more often than not, has done so—without trillions
in federal bonds.

Still, the notion that we need government debt at
all times is not new. Similar arguments surfaced in
the late 1990s and early 2000s, for instance, when
the U.S. government found itself running budget
surpluses. Some did not want to use the surpluses
to pay down debt, and others argued that only a
limited amount of the debt should be repaid. Oth-
ers worried that the Federal Reserve would be
unable to conduct monetary policy without Trea-
suries, the main item bought and sold to conduct
open market operations.

Greenspan’s Voice of Reason

In 2001, Alan Greenspan noted that “the elimi-
nation of Treasury debt does remove something of
economic value, and it will require that significant
adjustments be made by market participants.”® How-
ever, he was quick to add that “the loss of Treasury
securities as benchmarks seems unlikely to result
in major difficulties for market participants because
alternative benchmarks are easy to envision.” Thus,
Greenspan did not go so far as to say the entire world
economy was built on U.S. Treasuries, and he recog-
nized that financial markets would adjust to a Trea-
sury-free world because that is what financial mar-
kets do—they find ways to allocate capital.
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In fact, Greenspan also pointed out that markets
were already adjusting.

For example, in European bond markets, swaps
are already the most common benchmark. Even
in the United States, the Treasurybill market has
lost its “benchmark status” in recent years, and
has been replaced in that role by the eurodollar
and eurodollar futures markets, with no evident
adverse effects on the operation of short-term
credit markets.®

Monetary Policy Without Treasuries

For decades, the Fed has conducted open mar-
ket operations by purchasing and selling Treasur-
ies. That is, the Fed regularly maintains system-
wide liquidity via the buying and selling of Treasury
securities. Thus, the rapid decline in outstanding
Treasuries during the late 1990s pushed the Greens-
pan Fed to study alternative methods for conduct-
ing monetary policy. In 2002, the Fed published its
report but failed to implement any substantive pol-
icy changes, partly because budget surpluses soon
turned to deficits.b

Nonetheless, the study suggested that an auc-
tion-based lending facility, instead of open market
operations or traditional discount window lending,
would be a viable method for providing liquidity to
the banking system. Under such an alternative, the
Fed would simply auction off fully collateralized
credit to all sound banks. The Fed temporarily used
this type of auction facility between 2007 and 2010,
when both open market operations and the discount
window failed as monetary policy tools.

Formally, the Fed introduced the Term Auction
Facility (TAF) in December 2007, alending program

that combined aspects of open market operations
and discount window lending. By the Fed’s account,
the auction facility worked well during the crisis,
and there is no obvious reason they could not rely
on these types of auctions to provide system-wide
liquidity. The TAF even seems to have avoided the
well-known stigma that long ago relegated the dis-
count window to a minor monetary policy tool.
According to Donald Kohn, former Vice Chairman
of the Federal Reserve Board of Governors:

The legal form of the TAF is the same as that of
regular discount window loans. But by providing
funds through an auction mechanism rather than
through a standing facility, the TAF resembles open
market operations rather than the standard dis-
count window and, partly as a result, it appears to
have largely avoided the stigma problem that limited
the effectiveness of the discount window.”

Conclusion

Congress will soon have to decide whether to
raise the $18.1 trillion debt limit, or face the pos-
sibility that the U.S. Treasury may have to priori-
tize its obligations. There are many factors to con-
sider, but bringing the world economy to its knees
because the U.S. fails to issue Treasury securities
is not one of them. Free enterprise, in the U.S. and
abroad—can function—and has functioned—with-
out massive amounts of government debt and
spending. Markets will ultimately function bet-
ter without massive amounts of government debt
because there will be fewer distortions and more
private capital available.

For these reasons, Congress should focus on its
long-term spending and debt problems. The right
approach would be to eliminate waste wherever
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possible and make commonsense reforms that mod-
ernize outdated entitlement programs. Congress
should address the key drivers of spending growth
and put the budget on a path to balance—before rais-
ing the debtlimit. The Heritage Foundation’s blueprint
for congressional action® lays out that path in detail.
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