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Foreign Ownership of U.S. Financial Assets:
Implications of a Withdrawal

Summary

Thisreport providesan overview of theroleforeigninvestment playsintheU.S.
economy and an assessment of possible actions a foreign investor or a group of
foreign investors might choose to take to liquidate their investments in the United
States. Concernsover the potential impact of disinvestment have grown as national
governments have become more active investors and as uncertainty over the risks
associated with securities backed by sub-prime mortgages hasincreased volatility in
financial markets. Actions taken by foreign investors to liquidate their holdings
could affect the U.S. economy inanumber of waysdueto theroleforeigninvestment
playsin the United States and dueto the current mix of economic policiesthe United
Stateshas chosen. Theimpact of any such action on the economy would al so depend
on the overall condition and performance of the economy and the financial markets.
If the economy were experiencing a strong rate of economic growth, the impact of
aforeign withdrawal likely would be minimal, especially given the dynamic nature
of credit markets. If awithdrawal occurred when the economy were not experiencing
robust rate of growth or if credit financial marketswere under duress, thewithdrawal
could have a stronger effect on the economy.

The particular course of action foreign investors might choose to take and the
overall strength and performance of the economy at the time of their actions could
affect the economy in different ways. Congress likely would become involved asa
result of its direct role in making economic policy and its oversight role over the
Federal Reserve. In addition, the actions of foreign investors could complicate
domestic economic policymaking. Foreign investors who decide to liquidate their
holdings of one particular type of investment would normally need to look for other
types of assetsto acquire. Whilethere are amultitude of possible strategies foreign
investors could pursue, this analysis assesses the impact of four of the most likely
strategiesasinglelarge foreigninvestor or agroup of foreign investors could choose
to employ to reduce or withdraw entirely their holdings of U.S. financial assets.

e A rapid liquidation of U.S. Treasury securities.

e A shift in the make-up of foreign investors portfolios among
various dollar-denominated assets.

e A rapid shift from dollar-denominated assets to assets denominated
in other currencies.

¢ A slow shift in the make-up of future accumulations of assets away
from dollar-denominated assets to assets denominated in currencies
other than the dollar.

This report will be updated as events warrant.
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Foreign Ownership of U.S. Financial Assets:
Implications of a Withdrawal

Overview

Foreign capital inflows are playing an important role in the economy. Such
inflows bridge the gap between U.S. supplies and demands for credit, thereby
allowing consumers and businesses to finance purchases at interest rates that are
lower than they would bewithout overseascapital inflows. Similarly, capital inflows
allow federa, state, and local governments to finance their budget deficits at rates
that arelower then they would be otherwise. Theseforeign capital inflowsallow the
Nationto support expendituresexceedingitscurrent output level andfinanceitstrade
deficit. A sharpreductioninthoseinflowslikely would complicate domestic efforts
at making and conducting economic policies.

To date, the world economy has benefitted from the stimulus provided by the
nation’s combination of fisca and monetary policies and trade deficit. Foreign
investors now hold dlightly less than 50% of the publicly held and publicly traded
U.S. Treasury securities, 25% of corporate bonds, and about 12% of U.S. corporate
stocks.! The large foreign accumulation of U.S. securities has spurred some
observersto argue that thisforeign presencein U.S. financial markets increases the
risk of afinancial crisis, whether as aresult of the uncoordinated actions of market
participants or by a coordinated withdrawal from U.S. financial markets by foreign
investorsfor economic or political reasons. Concernsare aso growing that over the
long run U.S. economic policies and the accompanying large deficit in its
international trade accounts could have a negative impact on global economic
developments, especially for the economically less developed countries.

Some observers are concerned that aforeign investor with significant holdings
in the United States or a group of foreign investors could engage in an abrupt and
large-scaleliquidation of dollar-denominated securities, particul arly asell-off of U.S.
Treasury securities. These observers argue that the vast sums of dollars held and
managed by some foreign governments, termed sovereign wealth funds, raise the
prospects of such a coordinated withdrawal, because the funds potentially increase
the ability of foreign governments to instigate a rapid withdrawal. It is uncertain,
though, what types of events could provoke a coordinated withdrawal from U.S.
securitiesmarkets. Although unlikely, acoordinated withdrawal from U.S. financial
markets potentially could be staged by foreign investors for economic or political
reasons or it could arise from a sharp drop in U.S. equity prices as a result of an
uncoordinated correction in market prices. Also, concerns over the ability of the
federal government to serviceitsforeign debt and aloss of confidence in the ability

! For more information, see CRS Report RL32964, The United Sates as a Net Debtor
Nation: Overview of the International Investment Position, by James K. Jackson.
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of national U.S. policy makers to conduct economic policies that are perceived
abroad as prudent and stabilizing could spur someforeign investorsto reassess their
estimates of therisksinvolved in holding dollar-denominated assets. In other cases,
international linkages that connect national capital markets could be the conduit
through which events in one market are quickly spread to other markets and ignite
an abrupt, seemingly uncoordinated, withdrawal of capital. Such concerns have
increased as financial markets have attempted to re-price the perceived risks and
uncertainty associated with securities backed by sub-prime mortgages.

A liquidation of capital could be limited to one segment of the credit markets
as one foreign investor or a group of foreign investors attempted to adjust the
composition of their portfolios. A withdrawal aso could mark a magjor shift in
investment strategies by foreign investors as they shifted away from dollar-
denominated securities. Short of a financial crisis, events that cause some foreign
investors to adjust their portfolios likely would have short-run negative effects on
U.S. interest rates and on the international exchange value of the dollar. However,
should alarge group of foreign investors make a permanent shift in their strategies
to limit or to reduce their purchases of U.S. securities, such actions likely would
complicate efforts to finance budget deficits. Given the current mix of economic
policies, the loss of capital inflows would affect U.S. interest rates, domestic
investment, and the long-term rate of growth of the economy. Such aloss of capital
inflowswould be especially troublesomeif it occurred during atime when concerns
over the rate of growth in the economy were increasing. During periods when the
rate of economic growth isslowing, the Federal Reservegenerally resortsto reducing
interest rates to stimulate the economy. However, the loss of capital inflowswould
tend to push the Federal Reserveto raiseinterest ratesto attract more capital inflows.
Congresslikely would find itself embroiled in any such economic or financial crisis
through its direct role in conducting fiscal policy and in its indirect role in the
conduct of monetary policy through its supervisory responsibility over the Federal
Reserve.

Some observers are also concerned that recent developments in the financial
system have increased the possibility of afinancia crisis. They contend that such a
crisis could damage the international financial system in the short run and could
potentially affect the performance of individual economies. The rapid expansion of
market activity through the consolidation of equity exchanges and the development
of complex financial instrumentsand hybrid securitiesthat aretraded across national
borders has spurred some analysts to question whether the market and financial
innovations have outpaced the efforts of regulators. For instance, concerns about the
risksof sub-primemortgage-backed securitieshaseroded someinvestors' confidence
in the underlying stability of some segments of the global financial system. Asa
result, some observers argue that improvements in the financial system that arise
from greater market efficiencies by spreading risk across national borders may be
blunted, because the underlying risks of certain widely traded financial instruments
have become more difficult to assess. Consequently, some commentators maintain
that the risks of a domestic financial crisis spreading across national borders have
becomemore pervasive because of therapid internationalization of financial services.
Others note that by expanding into financial activities that were not part of the
original core business of financial services, providers may be exposed to new and
additional types of risk for which they are not well prepared. According tothe IMF,
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“there is little empirical evidence to date to determine whether cross-border
diversification of financial institutionsreducesor increasesfirm-specific or systemic
vulnerabilities.”?

Foreign Investment in the U.S. Economy

Capital flows are highly liquid, can respond abruptly to changes in economic
and financial conditions, and exercise a primary influence on exchange rates and
through those rates onto global flows of goods and services. Asindicated in Figure
1, these capital inflows are composed of officiad inflows, primarily foreign
governments' purchases of U.S. Treasury securities, and private inflows composed
of portfolio investment, which includes foreigners purchases of U.S. Treasury and
corporatesecurities, financial liabilities, and directinvestment in U.S. businessesand
real estate. 1n 1996, total foreign capital inflows to the United States reached over
$551 hillion, but by 2000 foreign capital inflows totaled more than $1 trillion, as
indicated in Table 1. Such inflows were reduced in 2001 and 2002 as the growth
rate of the U.S. economy slowed, but grew to over $1.5 trillion in 2006 asthe rate of
economic growth improved. Private capita inflows comprise more than three-
fourths of the total capital inflows, with foreign purchases of corporate securities,
stocks and bonds being the main components of these inflows. In 2006, official
inflows attributed to foreign governments accounted for 23.7% of total foreign
capital inflows, up from 21.5% in 2005.

Figure 1. Foreign Official and Private Capital Inflows into the United
States, 1996-2006
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2 Op. cit., Global Financial Stability Report, p. 107.
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Economistsgenerally attributetheriseinforeigninvestment inthe United States
to comparatively favorablereturnsoninvestmentsrel ativetorisk, asurplusof saving
in other areas of theworld, thewell-developed U.S. financial system, and the overall
stability of the U.S. economy. These net capital inflows (inflows net of outflows)
bridge the gap in the United States between the amount of credit demanded and the
domestic supply of funds, likely keeping U.S. interest rates below the level they
would have reached without theforeign capital. These capital inflowsalso allow the
United Statesto support expenditures exceeding its current output level and finance
its trade deficit, because foreigners are willing to “lend” to the United States in the
form of exchanging goods, represented by U.S. imports, for such U.S. assets as
stocks, bonds, and U.S. Treasury securities. Such inflows, however, put upward
pressure on the dollar, which tendsto push up the price of U.S. exportsrelativetoits
imports and to reduce the overall level of exports. Furthermore, foreign investment
in the U.S. economy drains off some of the income earned on the foreign-owned
assetsthat otherwisewould accruetothe U.S. economy asforeigninvestorsrepatriate
their earnings back home.

Table 1. Capital Inflows to the United States, 1996-2006
(in billions of dollars)

Private assets
Official Direct Treasury | Corporate u.S.

Year | Total assets | Total [investment | securities | securities | currency | Other

1996 | $551.1( $126.7| $424.4 $86.5 $147.0 $103.3 $17.4( $70.2
1997 706.8 19.0( 6878 105.6 130.4 161.4 24.8| 2655
1998 423.6 -19.9| 4435 179.0 28.6 156.3 16.6 62.9
1999 ( 740.2 435( 696.7 289.4 -44.5 298.8 22.4] 1305
2000 | 1,046.9 42.8( 1,004.1 321.3 -70.0 459.9 53| 287.6
2001 | 7829 28.1| 754.8 167.0 -14.4 393.9 23.8| 1845
2002 | 768.2| 114.0( 6543 724 100.4 285.5 21.5| 1744
2003 | 829.2| 248.6( 580.6 39.9 113.4 251.0 16.6( 159.7
2004 | 1,440.1| 394.7( 1,045.4 106.8 107.0 369.8 14.8( 477.0
2005 | 1,204.2| 259.3( 995.0 109.0 132.3 450.4 19.0( 2343
2006 | 1,859.6| 440.3( 1,419.3 180.6 -35.9 592.0 12.6( 6702

Sour ce: Department of Commerce, Survey of Current Business, July 2007, p. 67.

Flow of Funds in the U.S. Economy. Figure 2 shows the net flow of
funds in the U.S. economy. The flow of funds accounts measure financia flows
across sectors of the economy, tracking funds as they move from those sectors that
supply the capital through intermediaries to sectors that use the capital to acquire



CRS-5
physical and financial assets.® The net flows show the overall financial position by
sector, whether that sector is a net supplier or anet user of financial capital in the

economy. Because the demand for funds in the economy as awhole must equal the
supply of funds, adeficit in one sector must be offset by a surplusin another sector.

Figure 2. Flows of Funds in the U.S. Economy, 1996-2006
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Generally, the household sector, or individuals, providesfundsto the economy,
because individuals save part of their income, while the business sector uses those
fundsto invest in plant and equipment that, in turn, serve as the building blocks for
the production of additional goods and services. The government sector (the
combination of federal, state, and local governments) can be either a net supplier of
funds or anet user, depending on whether the sector isrunning asurplus or adeficit,
respectively. The interplay within the economy between saving and investment, or
the supply and uses of funds, tends to affect domestic interest rates, which move to
equate the demand and supply of funds. Shiftsintheinterest rate also tend to attract
capital from abroad, denoted by the rest of the world (ROW) in Table 2.

AsTable 2 indicates, from 1996 through 1998, the household sector ran a net
surplus, or provided net savings to the economy. The business sector also provided
net surplus funds in 1996, or businesses earned more in profits than they invested.
The government sector, primarily the federal government, experienced net deficits,
which decreased until 1998, when the federal government and state and local
governments experienced financia surpluses. Capital inflows from the rest of the
world rose and fell during this period, depending on the combination of household
saving, business sector saving and investment, and the extent of thedeficit or surplus
in the government sector.

3 Teplin, Albert M., the U.S. Flows of Funds Accounts and Their Uses, Federal Reserve
Bulletin, July 2001, pp. 431-441.
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Starting in 1999, the household sector began dissaving, as individuals spent
more than they earned. Part of this dissaving was offset by the government sector,
which experienced a surplus from 1998 to 2001. Asaresult of the large household
dissaving, however, the economy as a whole experienced a gap between domestic
saving and investment that wasfilled with large capital inflows. Thoseinflowswere
particularly large in nominal terms from 2000 to 2006, as household dissaving
continued and as government sector surpluses turned to historically large deficitsin
nominal terms. Such inflows have kept interest rates below the level they would
have reached without the inflows, but have put added pressure on the international
exchange value of the dollar.

Table 2. Flow of Funds of the U.S. Economy, 1996-2006
(in billions of dollars)

Government
State and

Year | Households | Businesses Total L ocal Federal ROW

1996 175.2 19.8 -196.8 -1.2 -195.6 137.9
1997 474 -18.3 -116.6 -47.5 -69.1 219.6
1998 128.0 -45.7 64.8 48.8 16.0 75.0
1999 -132.7 -62.6 115.3 9.9 105.4 231.7
2000 -371.0 -82.9 2525 54.5 198.0 476.3
2001 -494.4 -82.9 2334 35.4 198.0 485.4
2002 -304.0 8.7 -382.6 -95.6 -287.0 501.7
2003 -92.7 30.3 -546.3 -70.4 -475.9 535.4
2004 -186.8 136.8 -486.6 -50.9 -435.7 554.4
2005 -700.1 -39.0 -453.6 -56.6 -397.0 773.3
2006 -810.3 46.9 -356.3 -67.8 -288.5 829.3

Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts of the United
Sates, Flows and Outstandings Second Quarter 2007, September 17, 2007.

As the flow of funds dataindicate, foreign capital inflows augment domestic
U.S. sources of capital, which in turn keep U.S. interest rates|ower than they would
be without the foreign capital. Indeed, economists generally argue that it is this
interplay between the demand for and the supply of credit in the economy that drives
the broad inflows and outflows of capital. As U.S. demands for capita outstrip
domestic sources of funds, domesticinterest ratesriserel ativeto those abroad, which
tends to draw capital away from other countries to the United States.

Foreign and Domestic Sources of Funds. The United States aso has
benefitted from a surplus of saving over investment in many areas of the world that
has provided a supply of funds and accommodated the overall shortfall of savingin
the country. This surplus of saving has been available to the United States because
foreigners have remained willing to loan that saving to the United Statesin theform
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of acquiring U.S. assets, which have accommodated the growing current account
deficits. Over the past decade, the United States experienced a declinein its rate of
saving and an increase in the rate of domestic investment. The large increase in the
nation’s current account deficit would not have been possible without the
accommodating inflows of foreign capital.

Foreign capital inflows, whileimportant, do not fully replace or compensatefor
alack of domestic sourcesof capital. Capital mobility hasincreased sharply over the
last 20 years, but economic analysis shows that a nation’ s rate of capital formation,
or domestic investment, seemsto be linked primarily to its domestic rate of saving.
This phenomenon was first presented in a paper published in 1980 by Martin
Feldstein and CharlesHorioka.* TheFel dstein-Horiokapaper maintai ned that despite
the dramatic growth in capital flows between nations, international capital mobility
remains somewhat limited so that anation’ srate of domestic investment islinked to
its domestic rate of saving.®

Foreign Capital and the Value of the Dollar. Liberalized capital flows
and floating exchange rates have greatly expanded the amount of capital flows
between countries. These capital transactions are undertaken in response to
commercial incentivesor political considerationsthat areindependent of the overall
balance of payments or of particular accounts. As a result of these transactions,
national economies have become more closely linked, the process some refer to as
“globalization.” Thedatain Table 3 provide selected indicators of therelative sizes
of the various capital markets in various countries and regions and the relative
importance of international foreign exchange markets. In 2006, these markets
amounted to $500 trillion, or more than 30 times the size of the U.S. economy.
Worldwide, foreign exchangeand interest rate derivatives, which arethemost widely
used hedges against movements in currencies, were valued at $243 trillion in 2006,
nearly 60% larger than the combined total of al public and private bonds, equities,
and bank assets. For the United States, such derivatives total twice as much as all
U.S. bonds, equities, and bank assets.

Another aspect of capital mobility and capital inflowsistheimpact such capital
flows have on the international exchange vaue of the dollar. Demand for U.S.
assets, such asfinancial securities, trandatesinto demand for thedollar, because U.S.
securities are denominated in dollars. As demand for the dollar rises or falls
according to overall demand for dollar-denominated assets, the value of the dollar

* Feldstein, Martin, and CharlesHorioka, Domestic Saving and International Capital Flows,
The Economic Journal, June, 1980, pp. 314-329; Feldstein, Martin, Aspects of Global
Economic Integration: Outlook for the Future. NBER Working Paper 7899, September
2000, pp. 9-12.

®> Developments in capital markets have improved capital mobility since the Feldstein-
Horioka paper was published and have led some economists to question Feldstein and
Horioka's conclusion concerning the lack of perfect capital mobility. (Ghosh, Atish R,
International Capital Mobility Amongst the Major Industrialized Countries: Too Little or
Too Much?, The Economic Journal, January 1995, pp. 107-128.) Indeed, some authors
arguethat short-term capital flowsamong the major devel oped economiesarehighly liquid,
perhaps too liquid, and seem to be driven as much by short-term economic events and
speculation as they are by longer term economic trends.
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changes. These exchange rate changes, in turn, have secondary effects on the prices
of U.S. and foreign goods, which tend to alter the U.S. trade balance. At times,
foreign governments have moved aggressively in international capital markets to
acquirethedollar directly or to acquire Treasury securitiesin order to strengthen the
value of the dollar against particular currencies.

Table 3. Selected Indicators of the Size of the Global Capital
Markets, 2006
(in billions of U.S. dollars)

Bonds, Equities, and Bank Assets Exchange M arket Derivatives
Gross oTC oTC
Domestic| Total Foreign Interest
Product | Official Stock Market | Debt Bank Exchange Rate
(GDP) | Reserves| Total |Capitalization|Securities] Assets | Total |Derivatives| Derivatives
World 48,204.4] 5,091.5| 151,790.5 50,826.6] 68,734.4] 70,860.5| 243,334.0  31,364.0] 211,970.0
European
Union 13,644.4 252.7] 55,535.6 13,068.8] 23,202.7| 36,642.0 N.A. N.A. N.A|
Euro Areal 10,588.9 157.5( 40,824.2 8,419.1] 18,768.3| 25,837.6] 94,299.0 12,857.0] 81,4420
United
States 13,194.7 54.9| 50,184.6 19,569.0| 26,735.8| 10,204.7[ 100,738.0f  26,297.0 74,441.0
Japan 4,366.2 879.7] 20,577.7 4,795.8] 8,719.3] 6,415.4] 33,183.0 7,578.0]  25,605.0

Sour ce: Global Financial Sability Report, International Monetary Fund, September 2007, Statistical
Appendix, Table 3.

Note: Tota derivatives does not include equity and commodity-linked derivatives.

Also, the dollar is heavily traded in financial markets around the globe and, at
times, plays the role of a global currency. Disruptionsin this role have important
implicationsfor the United Statesand for the smooth functioning of theinternational
financial system. This prominent role means that the exchange value of the dollar
often acts as a mechanism for transmitting economic and political news and events
across national borders. While such a role helps facilitate a broad range of
international economic and financia activities, it also means that the dollar’'s
exchange vaue can vary greatly on a daily or weekly basis as it is buffeted by
international events.®

A triennial survey of theworld’ s leading central banks conducted by the Bank
for International Settlementsin April 2007 indicatesthat the daily trading of foreign
currencies through traditional foreign exchange markets’ totals more than $3.2
trillion, up sharply from the $1.9 trillion reported in the previous survey conducted

¢ Samuelson, Robert J., “ DangersinaDollar onthe Edge,” TheWashington Post, December
8, 2006, p. A39.

" Traditional foreign exchange markets are organized exchanges which trade primarily in
foreign exchange futures and options contracts where the terms and condition of the
contracts are standardized.
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in 2004. Inaddition to thetraditional foreign exchange market, the over-the-counter
(OTC)? foreign exchange derivatives market reported that daily turnover of interest
rate and non-traditional foreign exchange derivatives contracts reached $2.1 trillion
in April 2007. The combined amount of $5.3 trillion for daily foreign exchange
trading in the traditional and OTC markets is more than three times the annual
amount of U.S. exports of goods and services. The data also indicate that 86.3% of
the global foreign exchangeturnoverisin U.S. dollars, slightly lower than the 88.7%
share reported in asimilar survey conducted in 2004.°

Inthe U.S. foreign exchange market, the value of the dollar isfollowed closely
by multinational firms, international banks, and investors who are attempting to
offset some of the inherent risksinvolved with foreign exchangetrading. Onadaily
basis, turnover in the U.S. foreign exchange market™ averages $664 billion; similar
transactionsin the U.S. foreign exchange derivative markets™ average $607 billion,
nearly double the amount reported in a similar survey conducted in 2004.*
Foreigners also buy and sell U.S. corporate bonds and stocks and U.S. Treasury
securities. Foreigners now own dlightly less than 50% of the total amount of
outstanding U.S. Treasury securities that are publicly held and traded.™

Withdrawal of Foreign Investment

This section analyzes four possible strategies asingle large foreign investor or
a group of foreign investors could employ to reduce or withdraw entirely their
holdings of financial assetsin the United States. These strategies include

8 Theover-the-counter foreign exchange derivativesmarket isan informal market consisting
of dealers who custom-tailor agreements to meet the specific needs regarding maturity,
paymentsintervals, or other termsthat allow the contractsto meet specific requirementsfor
risk.

° Triennial Central Bank Survey: Foreign Exchange and Derivatives Market Activity in
2007. Bank for International Settlement, September 2007, pp. 1-2. A copy of the report
isavailable at [http://www.bis.org/publ/rpfx07.pdf].

1% Defined as foreign exchange transactions in the spot and forward exchange markets and
foreign exchange swaps. A spot transaction is defined as asingle transaction involving the
exchange of two currencies at a rate agreed upon on the date of the contract; a foreign
exchange swap is a multi-part transaction that involves the exchange of two currencies on
aspecified date at arate agreed upon at the time of the conclusion of the contract and then
a reverse exchange of the same two currencies at a date further in the future at a rate
generally different from the rate applied to the first transaction.

! Defined as transactions in foreign reserve accounts, interest rate swaps, cross currency
interest rate swaps, and foreign exchange and interest rate options. A currency swap
commitstwo counterpartiesto exchange streams of interest paymentsin different currencies
for an agreed upon period of time and usually to exchange principal amounts in different
currencies as a pre-agreed exchange rate; a currency option conveysthe right to buy or sell
acurrency with another currency as a specified rate during a specified period.

12 The Foreign Exchange and Interest Rate Derivatives Markets: Turnover in the United
Sates April 2007. The Federal Reserve Bank of New Y ork, April, 2004. pp. 1-2. A copy
of thereport isavailable at [http://www.newyorkfed.org/markets/triennial /fx_survey.pdf].

3 Treasury Bulletin, March 2007, Table OFS-2, p. 48.
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e arapid liquidation of U.S. Treasury securities,

¢ ashiftinthemake-up of foreigninvestors’ portfoliosamong various
dollar-denominated assets,

e arapid shift from dollar-denominated assets to assets denominated
in other currencies, and

e aslow shift in the make-up of future accumulations of assets away
from dollar-denominated assets to assets denominated in currencies
other than the dollar.

Sudden Withdrawal from U.S. Treasury Securities. Thelargeholdings
of U.S. Treasury securities by foreign governments have led some observers to
consider the prospect of awithdrawal from the U.S. Treasury securities market by a
single foreign government. At the first hint that a foreign government was
attempting to liquidate al or even a large part of its holdings of U.S. Treasury
securities, the price of such Treasury securities likely would plummet in U.S.
securities markets and the market rate of interest would rise, perhaps appreciably, in
the first few hours or days. For instance, on November 7, 2007, areport, that was
later repudiated, asserted that Chinese officials were considering shifting some of
China s foreign currency reserves, reportedly worth $1.4 trillion, in dollars and in
such dollar-denominated assets as Treasury securities, out of dollar-denominated
securities. Acting on the report, investors sold securitiesand thedollar. Asaresult,
the broad Dow Jonesindustrial average plunged 360 pointsin one day and the dollar
sank against other mgjor currencies.* In response to the fall in the exchange value
of the dollar, indexes of equities marketsin Europe and Japan also fell.

Such cross-border spill-over effects are not new, but potentially have become
more pervasive as aresult of the broad linkages that have been forged among the
once-disparate national financial systems. Asan example, concernsin U.S. capital
markets in early June 2006 over prospects that arise in consumer prices and in the
core inflation rate would push the Federal Reserve to raise key U.S. interest rates
sparked adrop in pricesin U.S. capital and equity markets where inflation concerns
quickly spread to markets in Europe and Asia as equity prices fell in those markets
aswell.”®

If aforeign investor with large U.S. holdings or a group of foreign investors
attempted to launch awithdrawal from U.S. Treasury securities, investors and other
market participants would calculate quickly the expected effects of those intended
actions on market prices, interest rates, and the exchange value of the dollar and
would then act swiftly on those anticipated effects. Asaresult, thepricesof Treasury
securitieslikely would drop sharply, whileinterest rateswoul d rise, becausetheprice

14 Grynbaum, Michagl M., and Peter S. Goodman, Markets and Dollar Sink as Slowdown
Worry Increases. The New York Times, November 8, 2007.

> Masters, Brooke A., Pondering the Bear Necessities, The Washington Post, June 7, 2006,
p. D1; Samuelson, Robert J., Globa Capital On the Run, The Washington Post, June 14,
2006, p. A23.
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of such securitiesisinversely related totheinterest rate. Inaddition, thedollar likely
would fall in value relative to other currencies, because the shift away from dollar-
denominated assets would increase demand for and the prices of other currencies
relative to the dollar. Consequently, the drop in the price of Treasury securities and
the drop in the exchange value of the dollar would significantly discount the value
of any Treasury securitiesthat would be sold and sharply reduce the proceedsfor any
investor participating in such a sell-off. Asaresult, the potentially large financial
losses that would attend an attempt to liquidate assets rapidly are likely to dissuade
most investors from employing such a strategy.

The drop in the prices of Treasury securities and the decline in the exchange
value of the dollar, however, probably would be short-lived. Foreign investors
selling Treasury Securities presumably would do so in order to acquire non-dollar-
denominated assets. Such a shift in demand from U.S. Treasury securities to other
foreign securities would drive up the prices of those securities and the exchange
value of foreign currencies. Asaresult, thelower pricesfor Treasury securities and
for the dollar would offer other investors arbitrage and investment opportunities to
acquire assets that investors likely would deem to be temporarily undervalued. As
aresult, investors likely would move to acquire Treasury securities and the dollar,
which meansthat demand would increasefor both thelow-priced Treasury securities
and the lower-valued dollar, which would drive up the prices of both assets. Such
aresponse could significantly blunt, or even entirely reverse, theinitial dropin prices
of the securities and of the dollar. Given the dynamic nature of finance and credit
markets and the instantaneous communication of information, such actions likely
would occur within a very short time frame.

For instance, fears spread rapidly after the terrorist attacks on New Y ork and
Washington on September 11, 2001, that foreignerswould curtail their purchases of
U.S. financial assets and reduce the total inflow of capital into the U.S. economy.
Following the attacks, foreign governments and private investors did reduce their
purchases of Treasury securitiesfrom pre-attack levelsand thevalue of thedollar fell
relative to other major currencies. These effectswerefully reversed within 30 days,
however, as currency traders forged a short-lived agreement not to profit from the
attacks and the Federal Reserve undertook actions on its own and in concert with
central bankers and financial ministers around the globe to ensure the smooth
operation of the international financial markets.’® Similarly, the Federal Reserve
likely would not be expected to sit by idly while foreign investors attempted a
coordinated withdrawal from U.S. equity markets, if those actions threatened to
undermine the stability of the markets.

The overal performance of the U.S. economy at the time of any attempted
withdrawa would aso influence the economic effect of the withdrawal. For
instance, if the U.S. economy were experiencing a robust rate of economic growth,
theimpact of awithdrawal by foreign investorslikely would be minimal, both in the
short run andin thelong run. However, if such awithdrawal wereto occur at atime
when the U.S. economy were not experiencing arobust rate of economic growth, or

16 For moreinformation, see CRS Report RS21102, International Capital Flows Following
the September 11 Attacks, by James K. Jackson.
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if the U.S. credit and financial markets were under duress, such awithdrawa may
well have a more pervasive effect by undermining investors confidence in the
stability and performance of the markets and could result in higher interest rates and
alower exchange value of the dollar over the short run and prolong the adjustment
process. In addition, actions that change foreign investors assessment of the
underlying risks of the financial system or that undermine foreign investors
confidencein the stability of thefinancial system could prod someforeign investors
to reassess the composition of their portfolios.

For instance, a the time of the rumored Chinese withdrawal from U.S.
securities, U.S. financial markets already were strained by concerns over the impact
of record oil pricesand potentially largel osses associated with sub-prime mortgaged-
backed securities. As a result, the Dow Jones industrial average of U.S. stocks
moved erratically through the end of November 2007. By the end of November
2007, the Dow wasdown nearly 290 pointsfrom whereit had been following theloss
of 360 points on November 7, 2007.

Diversify Portfolios Among Dollar-Denominated Assets. Another
possible course of action some foreign investors could pursue would beto diversify
abruptly the composition of their portfolios by replacing a sizeable portion of their
holdings of U.S. Treasury securities with other dollar-denominated assets. As
foreign investors traded Treasury securities for other assets, the price of Treasury
securitieswould decline and the prices of other assets would rise as demand shifted
away from Treasury securitiesand toward other dollar-denominated assets. Because
total demand for dollar-denominated assets would remain constant, there likely
would belittle movement in the exchange value of thedollar, but the shift of demand
would alter therelative prices of various domestic assets. Such shiftsin demand are
not arare occurrence, but happen frequently asinvestors change their eval uations of
therelative value of corporate equities, corporate bonds, and Treasury securitiesand
in response to changes in economic policies and actions by the Federal Reserve.

If foreign investors attempt to alter abruptly the composition of their portfolios
away from Treasury securities, the prices of such securitieswould fall and the prices
of corporate bonds and equities would rise, reflecting the shift in demand. If
investors perceived this shift in demand and, therefore, the shift in prices, as a one-
time adjustment in the composition of foreign investors' portfolios, some investors
likely would take advantage of the rise in prices in equities and bonds to sell their
holdings and take their profits at what likely would be perceived to be overvalued
prices and, conversely, buy Treasury securities at what they would view as
temporarily undervalued prices. After theseadjustments, market priceslikely would
settle at prices that would be close to or equal to those that had existed prior to the
original shift in demand by foreign investors.

Shift Away from Dollar-Denominated Assets. Another course of action
someforeign investors could pursue would be to pare down their holdings of dollar-
denominated assets through arelatively swift liquidation of part of their holdings of
dollar-denominated assets. In this case, a single foreign investor or a group of
foreign investors would sell off part of their holdings of such dollar-denominated
assets as corporate stocks and bonds or Treasury securities and possibly even direct
investments (investmentsin U.S. businesses and real estate), although selling direct
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investments in this manner seemslesslikely given the generally long-run strategies
investors use in acquiring them. If some foreign investors attempted to accomplish
such a readjustment in their portfolios quickly by liquidating a portion of their
holdingsof corporate stocksand bondsand of Treasury securities, the prices of those
assetswouldfall, giventhecurrent pervasiveroleforeigninvestorsplay inmost U.S.
financial markets.

In addition, because the foreign investors would be liquidating their dollar-
denominated assets in order to acquire assets denominated in other currencies, the
exchange value of the dollar would fall relative to the price of foreign currencies.
Thedrop in the prices of dollar-denominated equities and bonds combined with the
lower exchange value of the dollar would erode the expected profits of any investor
selling such securitiesand likely would attract theinterest of other foreign investors,
who presumably could liquidate their now higher-priced foreign securities and
leverage their now higher-valued foreign currency to acquire dollar-denominated
assets. Furthermore, U.S. multinational firmsmay well take advantage of the higher-
valued foreign currency to repatriate part of the profits of their foreign affiliates,
which would boost the balance sheet of their U.S. parent company, possibly even
using therepatriated profitsto acquiretheir own stock. Suchrepatriated profitslikely
would put upward pressure on the exchange value of the dollar, because foreign
earnings would have to be converted into dollars before they were repatriated.
Similarly, foreignfirmsoperatinginthe United Stateslikely would retain their profits
rather than suffering a loss in value by trandating those profits into higher priced
foreign currencies in order to repatriate their profits back to their foreign parent
company. Presumably, such profitscould be used to augment investmentswithin the
United States.

Slow Shift Away from Dollar-Denominated Assets. Finaly, some
foreign investors could decide to shift away from dollar-denominated assets by
engaging in along-term shift in the rate at which they accumulate such assets. Such
a strategy would have the benefit of avoiding the large short-run shiftsin the prices
of financial assets and in the exchange value of the dollar that would attend any
attempt by a group of foreign investors to make a rapid adjustment in the
composition of their portfolios. A decrease in the inflow of capital from abroad
would reducethe domestic availability of capital and place upward pressure on credit
and financial assets as interest rates would rise to equate the demand and supply of
credit. For the U.S. economy as a whole, a long-term shift away from dollar-
denominated assets by foreign investors could have aslightly negativeimpact on the
economy over thelong run given the current mix of economic policies. A reduction
intheinflow of foreign investment would tend to push down the prices of stocksand
bonds and push up interest rates since those wanting credit would be competing for
asmaller pool of funds. The price of Treasury securities would fall as the Federal
government would be required to raise interest rates in order to attract domestic and
foreign investors to acquire Treasury securities, which would raise the cost of
financing the Federal government’ s budget deficit.

In addition, the shift from dollar-denominated assets would tend to push up the
exchangevalue of foreign currenciesrelativeto that of the dollar because anincrease
in demand for foreign assets would also raise demand for foreign currencies. The
lower-valued dollar would raise the price of U.S. imports, particularly of raw
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materials and manufactured goods, which would put upward pressure on consumer
and whol esal e prices and tend to affect most negatively those sectors of the economy
that are especially sensitive to movements in interest rates. the housing and
automobilesectors. Thedeclineintheinternational exchangevalueof thedollar also
would tend to favor those industries and sectors of the economy that export. Aslong
asthe international exchange value of the dollar remained relatively low compared
with other currencies, the exported goods sectors of the economy likely would
expand by attracting more capital and labor and the imported goods sector of the
economy would decline, assuming that all other things in the economy remained
constant.

Conclusions

It isnot uncommon for investorsto adjust the composition of their portfoliosas
economic and financial conditions change. Given the recent surge in foreign
investors accumulation of dollars and dollar-denominated assets, it is not
unreasonable to expect that from time to time they will also attempt to adjust the
composition of their portfolios between corporate stocks and bonds, U.S. Treasury
securities, and direct investmentsin U.S. businesses and real estate. A long-term
shift away from dollar-denominated assets, however, could have anegative effect on
the long-term rate of investment, productively, and the rate of growth in the U.S.
economy. Such a shift in the value of the dollar would tend over the long run to
benefit the exported goods sector of the economy, but it could also complicate efforts
to conduct domestic economic policies. Although there are numerous other
currencies that might attract investors, the dollar continues to be the most widely
traded currency around the globe, which meansit likely will retain its desirability as
an investment asset and as a medium of exchange for sometimeto come. Also, the
vast and deep capital markets in the United States combined with the highly
devel oped banking and legal systems continueto makeinvestmentsin U.S. financial
assetsattractiveto foreign investors, despite short-run changesin perceptions of risk
or economic performance.

Should aforeign investor with large financial holdingsin the United States or
a group of investors attempt to liquidate abruptly their holdings of assets such as
Treasury securities, they would experience aseverelossin the value of those assets
first as they attempted to sell their large holds in the market and then as they
attempted to convert their dollar holdingsinto other currencies. Asaresult of these
losses, it seems unlikely that a foreign investor with large holdings or a group of
foreign investors would attempt to liquidate their securities quickly. A morelikely
course of action would be for foreign investors to adjust the composition of their
portfolios slowly over time.

If only one or afew foreign investors engaged in a strategy to liquidate part of
their U.S. financial holdings, their actions alone are likely to have a limited impact
on the economy over the short run, because market forces would be expected to
adjust to attract other foreign investors to replace those who had withdrawn.
However, if a broad range of foreign investors, for whatever reason, decided to
reducetheir holdingsof dollar-denominated assets, interest ratesin the United States
likely would risein response to market forces that would place them above thelevel
where they would have been if the foreign capital inflows had remained at their
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higher levels. A higher level of interest rates would lead some firmsto reduce their
level of borrowing and investing and spur some households to curtail their
consumption, especially of such interest sensitive products as housing and
automobiles, which usually are financed over long periods of time. Over the long
run, thelower level of investment by firms could be expected to result in alower rate
of growth in productivity and, therefore, in alower rate of growth in the economy.

In addition, if foreign investors were to attempt an abrupt adjustment to the
composition of their portfolios that disrupted the financial markets or the broader
economy, the Federal Reserve would not be expected to stand idly by on the
sidelines. In such circumstances, the Federal Reserve has shown some agility in
intervening on its own to stabilize credit markets and to move in coordination with
other central banks. On December 11, 2007, for instance, the Federal Reserve
decreased the federal funds rate and the discount rate on loans between banks by a
guarter of apercentage point to ease credit conditions. Then, on December 12, 2007,
the Federal Reserve announced that it would make $40 billion and perhaps more
available to commercia banks in short-term loans to ease domestic liquidity issues
and another $24 billion available to European central banks that had become so
concerned about potential ossesfrom U.S. mortgage-backed securitiesthat they had
begun to hoard cash and were unwilling to make loans to each other except at
unusually high interest rate premiums.*” Such willingness on the part of the Federal
Reserve to intervene in the financial markets to ensure stability likely makes a
prolonged financial crisisarising fromaliquidation of financial assetsby oneforeign
investor or agroup of foreign investors unlikely, even if those investors are foreign
governments.

17 Federal Reserve Press Release, December 12, 2007; Irwin, Neal, “Fed to Team With
Central Banks on Credit,” The Washington Post, December 12, 2007; Norris, Floyd, and
Vikas Bajgj, “Fed Joins Other Banks to add Cash,” The New York Times, December 12,
2007.



