
 
 

2013 SPECIAL FOCUS:  THE CHINA SYNDROME 

The good news on the fiscal cliff was that an agreement was reached that prevented the large tax 

increases and spending cuts that could have pushed the economy into a recession.  The bad news 

is that government will continue to borrow, borrow, and borrow.  There was a time when 

concerns about the government’s debt build-up could be dismissed because “we owe it to 

ourselves.”  The debt was a liability for future U.S. taxpayers but it was simultaneously an asset 

for U.S. investors holding the government bonds.   But that is less and less true.   Of the roughly 

$16 trillion of outstanding U.S. government debt, more than one-third ($5.5 trillion dollars) is 

held by foreigners.   That marks a dramatic change since 2001 when only 17 percent was held by 

foreigners.  Put differently, of the $10 trillion in U.S. government debt added over the past 10 

years, 44 percent has been purchased by foreigners.  China, for example, currently holds over $1 

trillion of U.S. debt, up from just $79 billion a decade ago. 

Chart 1:  Who Holds the U.S. National Debt? 

Source:  U.S. Department of the Treasury 

Chart 2: Major Foreign Holders of U.S. Debt (in billions) 

 2012 2001 

China $1,162 $79 

Japan $1,135 $318 

OPEC $266 $47 

All Other $2,919 $596 

Total $5,482 $1,040 

Source:  U.S. Department of the Treasury 

There is something troubling about owing so much to foreigners.   Greece, for example, finds 

itself having austerity measures imposed upon it, largely by the demands of its creditors.   But 
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Greece has to do this as a condition for it to get access to more credit.  America does not face this 

problem.   In fact, one way to look at foreign buying of U.S. debt is not that is a negative sign 

about America but a positive one, for at least three reasons. 

Assessing whether something in economics is good or bad is often a case of determining whether 

it is better or worse than some other alternative.  In the case of foreign buying of U.S debt, the 

alternative is that Americans buy the debt themselves.    For this to happen there would have to 

be an inducement to get more Americans to buy the debt and that inducement is a higher interest 

rate.  Therefore, one positive about foreign buying of government debt is that it keeps U.S. 

interest rates lower than they would otherwise be.  A 2012 study by the Federal Reserve 

estimated that foreign buying of U.S. debt was keeping long-term rates up to two percentage 

points below where they would have to be to sell all the debt to Americans.  Quoting the Fed 

report, “If China had not acquired these $1.1 trillion in Treasuries, all else equal, the 5-year 

Treasury yield would have been roughly 2 percentage points higher by 2010.” 

 

A second advantage of foreign debt buying is that it mitigates the “crowding out” effect 

associated with government budget deficits.  Crowding out occurs because money lent to the 

government to finance the deficit is money that is no longer available to private investors.   

However, if China and other foreign countries buy U.S. government debt, it frees up private 

funds within the U.S. that can go toward productive investments in the economy.   That is 

exactly what has happened.  Despite consistent trillion dollar budget deficits over the past few 

years, private business investment in the U.S. has increased by 40 percent.   That probably would 

not have happened if these deficits were entirely financed domestically.   

Who is in Control? 

Critics might argue that lower interest rates and reduced crowding out are small benefits 

compared with the larger problem – the shift of power to foreign (read: Chinese) interests.   

“They own us” is a common lament.  But when it comes to debt, control is not always solely, or 

even primarily, with the debt holder.  There is an old joke which updated for inflation reads 

something like this: “owe a bank a million dollars and you’re in trouble.  Owe a bank a billion 

dollars and the bank is in trouble.”  Just as a bank is dependent on the repayment ability of its 

biggest borrower, so is China dependent on America’s ability to pay its debt.  And while the 

chance of U.S. default is extremely low, China still has $1 trillion at risk in the U.S. debt market. 

Some fear that in order to gain some advantage, China would threaten to dump its holdings of 

U.S. debt.  But what if they did?  One possible result is that the bonds would be readily bought 

by others.  After all, China only holds 6 percent of the total outstanding U.S government debt. 

A second possible result of a mass sale of U.S. debt by the Chinese is that it would cause a drop 

in bond prices.  That would create a capital loss for China’s (and every other) debt holders.  

Moreover, a drop in bond prices would raise interest rates in the U.S. and slow the U.S. 

economy.   That would also be bad for China because it would reduce U.S. demand for Chinese 

exports.   Thus, China’s potential threat is either powerless (because others would buy the debt 

that China sells) or self-defeating (because the results would harm China itself). 



 
These scenarios illustrate a third positive about foreign ownership of U.S. government debt.  

Instead of being a nefarious plot to gain control over the U.S, it is a business decision made in 

the best interest of the Chinese (and all other foreign) bond buyers who view U.S. Treasuries as a 

valuable and sought-after asset, so much so that they are outbidding Americans to acquire more 

of it.   It is in fact a vote of support for the U.S. economy and the U.S. government, coming at a 

time when many Americans have lost faith in both.  Given the confidence that foreign investors 

are showing in the U.S. economy through their purchase of Treasury securities, Americans 

should feel more confident about investing in the U.S. as well. 

 


