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Concerns have been expressed by some that the United States is so indebted to China and
Japan that it would be unwise of the United States to enforce existing trade agreements
by treating these and other countries’ undervaluation of their currencies as a
countervailable prohibited export subsidy. Underlying this view is the thought that such
corrective measures might lead China and Japan to respond in a retaliatory fashion by
liquidating their U.S. debt securities and diversifying large amounts of their dollar
holdings into other investments elsewhere. The fear is that the result of this action would
cause a dangerous run on the dollar, dramatically raise U.S. interest rates to the serious
detriment of the U.S. economy, and perhaps create a global financial crisis.

These anxieties are not borne out by the facts and practicalities. It is true that U.S.
indebtedness to foreign lenders is large, and the trend-lines are troubling and indicative
that U.S. indebtedness likely will continue to increase unless remedial steps are taken.
China and Japan, however, finance a relatively small portion of overall U.S. foreign-held
debt and a much smaller portion of U.S. credit market debt. Moreover, the dollar has a
broad, deep, and competitive market based upon confidence in the United States and its
economy. As Secretary Paulson observed in a hearing before the Senate Banking
Committee on January 31, 2007, the dollar provides the best risk-adjusted return
available for investors’ money. China and Japan, as significant holders of U.S. debt,
presumably concur in this assessment and do not want to act in a way that would cause
the dollar to weaken and the value of their investments in U.S. dollars to decrease. Under
these circumstances, it is reasonable to conclude that the United States is not beholden to
China and Japan for financing U.S. debt. Even if China and Japan were to shift some
portion of their investments from the dollar to other currencies, it could be expected that

other lenders would take their place.

With more particular regard to the value of holdings in U.S. securities by China, Japan,
and other foreign countries, attached are three tables derived from recent reports by the
U.S. Treasury Department and the U.S. Federal Reserve: Table 1A contains data as of
June 2005 and June 2006 on the composition of foreign holdings of U.S. debt securities
by the largest 25 lending countries and overall; Table 1B shows U.S. credit market debt
for all sectors and by instrument as of June 2005 and June 2006; and Table 2 provides
data on the 25 countries that are the largest foreign holders of U.S. credit and their shares
of total market debt as of June 2006. A number of points from these reports are worth

highlighting,



First, as noted in Table 1A, China held approximately $298 billion and Japan held
approximately $666 billion, for a total of $964 billion, of U.S. Treasury short- and long-
term securities as of June 2005. The preliminary data from June 2006 show China’s
number growing to $372 billion and Japan’s number falling to $614 billion, for a total of
$986 billion. China and Japan together have accounted over the last two years for about
half of the roughly $2 trillion in foreign-held U.S. Treasuries.

But foreign-held U.S. Treasuries are less than half of total U.S. Treasury debt. As shown
in Table 1B, from June 2005 to June 2006, the total of U.S. Treasury securities
outstanding grew from $4.49 trillion to $4.76 trillion. China’s and Japan’s cumulative
share of U.S. Treasuries thus increased from 20.3 percent as of June 2005 to 20.7 percent

as of June 2006.

As summarized in Table 1A, in June 2005 China held $527 billion and Japan held $1,091
billion in U.S. credit market debt, which includes U.S. Treasuries, U.S. government
agencies’ debt, municipal debt, corporate and other privately-issued debt, and equities.
As of June 2006, the comparable figures were $699 billion for China and $1,106 billion

for Japan.

When compared, therefore, with total U.S. credit market debt outstanding, which Table
1B records grew from $39.2 trillion in June 2005 to $42.7 trillion in June 2006, China’s
share was 1.3 percent as of June 2005 and 1.6 percent as of June 2006. Japan’s share of
total U.S. credit market debt outstanding was 2.8 percent as of June 2005 and 2.6 percent
as of June 2006. Thus, in the very large total U.S. credit market, Japan and China held
about 4.1 percent of outstanding credit as of mid-2005 and about 4.2 percent of
outstanding credit as of mid-2006, and only a fraction of this debt has been held by their

governments.

As reported in Tables 1A, 1B, and 2, from June 2005 to June 2006, credit held by
foreigners increased $915 billion, from $6.86 trillion to $7.78 trillion. China and Japan
accounted for $187 billion, or 20 percent of this increase, while 109 other entities also
increased their holdings of U.S. debt, and 35 entities divested part of their holdings.

On February 28th, appearing before the House Budget Committee, Federal Reserve
Chairman Ben Bernanke was asked to comment on what might happen to the market for
U.S. debt securities if a foreign buyer like China or Japan were to sell off a significant
portion of its holdings. Chairman Bernanke responded:

It's not in the interest of China or Japan to dump treasuries on the
market. They would themselves -- would suffer capital losses
from doing that. I do think if there were -- and I should be very
clear, I have no information or expectation this is going to happen,
but if there were significant sales by foreign central banks, for
example, that there would be some short-run effect on the market
in terms of the currency and interest rates, probably. I think the



longer-term effect would be somewhat less because the market
would adjust -- it is a liquid market and the holdings of, say, China
of U.S. debt securities, including both public and non-public, is
only about 5 percent of the total credit market outstanding. So
obviously we're watching that very carefully. I don't see that as a
major threat to our financial system or our economy.

Chairman Bernanke’s evaluation echoes that of Secretary Paulson and is substantiated by
the data just reviewed. Japan and China, individually and collectively, are important
purchasers of U.S. debt, but as matters stand now are not in a position to trigger the sort
of financial disruptions noted earlier by selling off their holdings. In the first place, as
seen, those holdings are not that great in comparison with the total U.S. credit market
debt outstanding, and the market would be able to adjust due to its liquidity.

In addition, as suggested by Chairman Bernanke, a reduction by China and Japan of the
amount of their holdings of U.S. debt would entail capital losses for them. This factor
was underscored recently in a report by the Associated Press that Stephen Green, Chief
Economist at Standard Chartered Bank in Shanghai, calculated that China's central bank
made a net profit of $29 billion on its reserve holdings. Japan also likely has realized
sizable profits on its U.S. debt holdings. In the final analysis, Japan and China have too
much at stake to jeopardize their trading relationships with the United States.

At the same time, if Congress does not take action to remedy the impact of exchange-rate
misalignment on U.S. producers, the stability and strength of the U.S. economy will be
eroded further and probably more quickly than has been the case to date. The trade and
financial imbalances generated by protracted undervaluation of currencies will almost
certainly be so extensive and devastating as to be extremely damaging to the national
economy and security not only of the United States, but also of the countries that indulge
in the undervaluation and of the global community.

In summary, the risk is rather slight at this juncture of financial turmoil resulting for the
United States or any other country from a statutory declaration that undervalued
exchange-rate misalignment is a countervailable prohibited export subsidy. Doing so
now actually should help to avoid severe economic fluctuations and debilitation. The real
risk will be run down the road if amendment of the U.S. countervailing duty law is
delayed. Calling a halt to tolerance of the protectionist policy of undervalued exchange-

rate misalignment is very much necessary.
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TABLE 1B

For use at 12:00 p.m., eastern time
Thursday
December 7, 2006

FEDERAL RESERVE statistical release

Z1

Flow of F unds Accounts
of the United States

Flows and Outstandings
Third Quarter 2006

Board of Governors of the Federal Reserve System, Washington DC 20551






