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Concern 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 countres' undervaluation of their curencies as a

countervaIlable prohibited export subsidy. Underlying ths view is the thought that such
con-ective measures might lead China and Japan to respond in a retaliatory fashion by
liquidating their U.S. debt securties and diversifying large amounts of their dollar
holdings into other investments elsewhere. The fear is that the result of ths action would
cause a dangerous run on the dollar, dramatically raise U.S. interest rates to the serious
detrient of the U.S. economy, and perhaps create a global fiancial crisis.

These anxieties are not borne out by the facts and practicalities. It is tre 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 uness remedial steps are taken.
Chia and Japan, however, finance a relatively small portion of overall U.S. foreign-held
debt and a much smaller portion of U.S. credit maket debt. Moreover, the dollar has a
broad, deep, and competitive market based upon confdence in the United States and its
economy. As Secretary Paulson observed in a hearng before the Senate Bang
Committee on Januar 31, 2007, the dollar provides the best risk-adjusted retu
available for investors' money. China and Japan, as signficant 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 Chia and Japan were to shift some

portion of their investments from the dollar to other curencies, it could be expected that
other lenders would take their place.

With more paricular regard to the value of holdings in U.S. securties by China, Japan,
and other foreign countres, attached are thee tables derved from recent reports by the
U.S. Treasur Deparent and the U.S. Federal Resere: Table lA contains data as of
June 2005 and June 2006 on the composition of foreign holdings of U.S. debt securties
by the largest 25 lending countres and overall; Table IB shows U.S. credit market debt
for all sectors and by instrment as of June 2005 and June 2006; and Table 2 provides
data on the 25 countres that are the largest foreign holders oru.s. credit and their shares
of total market debt as or June 2006. A number of points from these reports are worth
highighting.



First, as noted in Table lA, China held approximately $298 billion and Japan held
approximately $666 billion, for a total of $964 billion, of u.s. Treasury short- and long-
temm securties as of June 2005. The preliminary data ftom 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 trllion in foreign-held U.S. Treasures.

But foreign-held U.S. Treasures are less than half of total U.S. Treasur debt. As shown
in Table IB, ftom June 2005 to June 2006, the total of U.S. Treasur securities
outstanding grew ftom $4.49 trllion to $4.76 trillion. China's and Japan's cumulative
share of u.S. Treasures thus increased ftom 20.3 percent as of June 2005 to 20.7 percent
as of June 2006.

As sumarzed in Table lA, 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. governent
agencies' debt, muncipal debt, corporate and other pnvately-issued debt, and equities.
As of June 2006, the comparable figues 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 ftom $39.2 trllion in June 2005 to $42.7 trllion 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 outstading 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 ths debt ha been held by their
governents.

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

On Februar 28th, appearng before the Hous~ Budget Commttee, Federal Reserve

Chairman Ben Bemane was asked to comment on what might happen to the market for
U.S. debt securties if a foreign buyer like China or Japan were to sell off a significant
portion of its holdings. Chaimman Bemane responded:

It's not in the interest of China or Japan to dump treasures on the
market. They would themselves -- would suffer capital losses
ftom 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 centrl bans, 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
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longer-term effect would be somewhat less because the market
would adjust -- it is a liquid market and the holdings o:f 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 theat to our financial system or our economy.

Chairman Bemane's evaluation echoes that of Secretar 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 trgger the sort
of financial disruptions noted earlier by selling off their holdings. In the first place, as
seen, those holdigs are not that great in comparson 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 Bemanke, 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 Charered Ban in Shanghai, calculated that China's central ban
made a net profit of $29 biIlion on its reserve holdings. Japan also likely has realized
sizable profits on its U.S. debt holdings. In the final analysis, Japan and Chia 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
misalignent on U.S. producers, the stability and strength of the U.S. economy will be
eroded furter and probably more quickly than has been the case to date. The trade and
fiancial 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 securty not only of the United States, but also of the countres that indulge
in the undervaluation and of the global communty.

In sumar, the risk is rather slight at ths junctue of financial turmoil resulting for the
United States or any other countr from a statutory declaration that undervalued
exchange-rate misalignent 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 misalignent is very much necessar.
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L.4 Credit Market Debt, All Sectors, by Instrument
Billons of dollars; amounts outstading end of period not seaonally adjusted

2001 200 2003 2004 2005 2006

QI Q2 Q3 Q4 Q1 Q2 Q3- -
I Total 29257.9 31726.6 34614.0 37703.7 38372.8 39181.) 3991. 4104JA 418915 42712.~ 437.4

2 Op marct paper 1571. 1507.6 1432.5 1567.2 1606.2 1668.5) 1744.1 1833.9 1901.3 1960.~ 2090. 2
3 Trery seurities 3352.7 3609.8 4008.2 4370.7 4535.6 4493.1 456.0 4678.0 4834.4 4759.6 4803.2 3
4 Agency- and GSE-bacl securities 4989.1 5536.3 610S.1 6225.6 6177.9 6177.3 6165.0 6275.8 6387.2 6526. 6557.7 4
5 Municipal seties 1603.5 1762.9 1900.5 2031.0 2085.7 2134.2 2176. 2225.6 2254.9 2305.7 2337. 5
6 Corprate and foreign bods 5487.4 6121.5 6890.6 7675.0 7857.6 8082.9 8162.1 8358. 8518.7 872 1.3 8872.6 6

7 Ba loa D.e.C. 1424.3 1344.2 1283.9 1332. 1353.5 1398.9 1423.9 1491.4 1547.3 1583.0 1623.7 7
8 Oter loa and advace 144.5 1464.7 1499.2 1590.2 1604.8 166.5 166.S 1707.2 1702.9 1760.4 1763.0 8
9 Mortages 7485.6 8366.6 9373.9 10677.8 10935.7 11319.7 11751.1 12145.8 12450.8 12765.5 13033.1 9

10 Consume creit 1899.6 2013. 2117.0 2233.9 2215.8 2240.1 2288.1 2325.3 2293.9 2328.8 2386.2 10

Memo:
Selected claims not included above:

II Corprae equities 15310.6 1190.5 15618.5 17389.3 17002.3 1785.9 17914.7 182770 19140.8 18668.9 19306.3 II
12 Mut fi sl 4135.4 3638. 4654.2 5436.3 5471.6 5595.7 5874.4 608.9 64.1 6420.0 6625.8 12

L.S Total Liabilties and Its Relation to Total Financial Assets
BiIions of dollars; amounts outstading end of peod. not seonally adjuste

Total creit muket debt
(rrom table LA 29257.9 31726.6 34614.0 37703.7 3872.8 39181.3 39,.1. 41041.4 418915 42712.0 437.4

2 Offcial foreign cxcbage 46.8 55.8 62.3 62.2 56.3 54.3 52.0 45.9 46.0 48.3 46.5 2
3 SDR ceficates 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 3
4 Trery currcy 24.5 25.5 26.0 26.7 26.9 27.2 27.4 27.5 27.6 27.S 28.1 4
5 Forign depits SIO.1 8311 867.8 957.7 1062.7 1010.0 1032.9 104.5 1101.8 1161.7 1185.8 5
6 Ncc interank liabilities 191.4 206.0 193.3 212.2 196.6 207.6 204.3 220.3 198.1 154.5 151.3 6

7 Checkable depoits and cuuency 1360.2 1351. 1432.0 1521.8 1499.7 1514.6 1481.9 1525.0 1508.6 1538.5 1493.4 7
8 Small time and savngs deposts 337o. 3695.9 401.7 4284.6 4376.0 448.5 4523.7 4599.4 468.7 4733.0 4191.4 8
9 Large tie deits 1121.0 11 710 1232.8 1504.9 157S.4 1637.1 1738.0 1776.0 1876.1 1949.0 2053.7 9

10 Mone mar fud sbar 2240. 2223.9 2016. 1879.8 1841.0 1831. 1876.7 200.9 2014.1 2067. 2166.5 10
11 Secuñty RPs 1233.7 1340.3 1567.5 1650.7 1782.8 1911.3 1983.9 2005.6 2127.7 2221.8 2371.4 ii

12 Mutul fu sha 4135.4 3638. 4654.2 5436.3 5471.6 5S95.7 5874.4 60.9 64.1 6420.0 6625.8 12
13 Secrity crt 825.9 738.8 871.3 1037.9 1051.S 106.5 1068.0 1030.2 1105.2 1147.9 1180.7 13
14 Life iosl1 reeres 880. 920.9 1013.2 1060.4 1059.4 1067.2 10T.7 1082.6 1091.6 1096 1103.1 14
15 Penion fud rees 8766.4 8068.0 9672.7 10636.8 10461.7 1066.5 10954.2 1176.7 1193.8 1 1271.4 11633.8 15

16 Tra paya1es 2372.3 2460.2 2485.2 2674.6 2121.6 2783.4 2867.6 2914.2 2950.5 3030. 3087.5 16
17 Taxes payable 219.2 241.4 240.5 268.1 285.0 287.7 295.8 295.7 311.6 311.8 321. 17
18 Milaeous 11281.6 11976.1 12431.7 13877.4 13895.1 14106.8 13878.6 13982.4 13807.0 13807.1 1403.7 18

19 Total Uablltles 68139.7 70674.1 7784.5 84798.0 85738. 87357.6 88.3 9&825.3 92606.1 m97.& 9553.3 19

+ Financial asets not included In
liabilities:

20 Gold and SDRs 21.8 23.2 23.7 24.6 22.6 22.3 19.3 19.3 19.4 19.7 19.7 20
21 Cote equities 15310.6 1190.5 15618.5 17389.3 17002.3 1785.9 17914.7 182770 19140.8 18668.9 19306 21
22 Houold equity in noncorp. bus. 485.7 4970.0 5399.6 5957.7 6133.1 6357.7 '6555.0 6739.9 6942.3 7055.0 7140.9 22

- Liabilities no Identifed as asels:
23 Treasur currcy -8.6 -9.1 -9.5 -9.7 -9.6 -9.4 .9.0 -9.1 .10.3 -10.2 -10.0 23
24 Foreign depoit 630.9 652.5 705.9 767.9 864.1 803.3 808. 813.2 873.9 941.0 972.1 24
25 Net internk ttnsCtiODS 1 i. 15.5 12.6 27.3 35.7 23.3 27.5 38.5 44.0 44.4 45.5 25

26 Secuty RP 390. 426.6 402.6 258.8 361. 427.7 413.5 389.8 461.9 551. 636.6 26
27 Tax payable 93.3 126.3 69.3 96.2 91.9 97.0 80.8 95.4 93.1 74.3 56.7 27
28 MisUaeous -3450.2 -3269.9 -3026.9 -2878.7 .3117.5 -3104.3 -3451.4 -3378.6 -3599.6 -3853. -3827.7 28

- FloalS not Included in asets:
29 Cbeckab1e deits: Fedee govl -12.3 -11.7 -17.9 11.2 4.9 1.7 2.8 I.S 1. 1.5 2.7 29
30 Oter 21.6 20.9 20.8 20.6 16.4 19.6 12.4 20.6 16. 19.7 12.4 30
31 Tra crit -140.5 25.3 64.9 58.9 -3.5 -34.9 -19.6 39.7 .11.3 -29.3 -24.8 31

32 Totals identified to setors as asets 90742.0 89591.5 100204.4 109817.1 110652.5 112699.3 115503.3 1178.0 120838.9 121700.8 1243567 32


