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We view the US Treasury’s International Capital Reporting
System as a valuable source of insights into how China manag-
es money—and how these decisions affect global capital flows.
One key finding: some of China’s investment shifts may have
intensified global market volatility in recent years.

Up until the early 2000s, the US Treasury
International Capital Reporting System
captured 70%-80% of China’s reported
reserves, most of which were held in US
Treasury bonds. That percentage is likely to
decline to about 50%, as China continues
to diversify its holdings into other markets
and as recent shifts into indirect holdings
have yet to be reflected in these reports.
Still, a careful analysis of US Treasury
information offers important information
on Chinese asset managers’ investment
choices and their often dramatic effect on
global markets.

For example, consider China’s move into
US agency bonds in 2007-2008. This
investment idea was likely sold to China’s
asset managers as a relatively low-risk way
to boost returns. However, as the financial
crisis began gathering momentum in mid-
2008, those managers suddenly began
reducing their agency holdings. Those
moves contributed to the growing
problems at Fannie Mae and Freddie Mac,
hastened their eventual government
takeover, and may have accelerated the

events leading to Lehman Brothers’
subsequent failure.

Lehman’s collapse set off a global flight to
safety. China’s reserve managers sought
safety, too, but they made a larger impact
because they were moving far larger sums
of money than most participants. Reported
US Treasury bills held by Chinese residents
(which are almost exclusively official
government agencies) jumped by US$150
billion in two months (Display 1). What
did these investors sell in such size to
accumulate so much cash so fast? It's no
wonder that Lehman’s demise caused an
instant shortage of US dollar balances in
the euro-dollar market at the time.

Once things settled down in early 2009,
China’s reserve managers were an
important part of the “wave of money”
coming back into securities markets.
Throughout that year, these managers
reduced their cash balances, helping to
fuel a reserve buildup of about US$30
billion a month, all of which went into a
massive buying program, helping to power
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Shifting Currency Choices
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the significant upsurge in the prices of
equities, bonds, commodities and
emerging-market assets in 2009.

China has also been a big driver in
currency markets. Before the 2008 market
panic, China’s reserve managers had run a
diversified investment program that had
tended to buoy the euro. By using the
proceeds from their US-dollar interventions
to buy euros, they likely helped boost the
value of the euro in US-dollar terms.
Subtracting identified US-dollar assets
from the rest of China’s reported reserves
indicates that China was steadily accumu-
lating both US-dollar- and euro-denomi-
nated assets (Display 2).

After Lehman’s collapse, the panic-induced
rush to accumulate US dollars, including
Treasury bills, pushed up China’s reserves
in US dollars sharply, and the US dollar’s
value jumped in terms of euros. But
sometime in early to mid-2009, it appears
that China’s reserve managers began
trimming back their growing US-dollar
bias, and reserves in the US currency
stopped rising. By late 2009, identified
US-dollar assets captured in the US
Treasury reporting system had begun to
decline. One contributor to that decision

may have been the opinion among
Chinese leaders, as voiced at the time, that
the US fiscal deficit had become a serious
threat to long-term solvency.

By early 2010, of course, the spotlight had
turned to Europe’s sovereign-debt
problems. China’s shift back into euros
may have seemed ill timed, and probably
stopped for a while. US data offer no clues
as to what investments, besides US-dollar
assets, were attracting Chinese reserve
managers’ interest. But the euro’s
weakness in early 2010 suggests that
Chinese funds were not flowing into
euro-denominated paper. Judging from
the volatile behavior of the euro over this
period, it looks as though China’s reserve
managers have been putting their money
elsewhere, including into the government
bonds of South Korea, Japan and several
emerging markets.

We can even use the US reporting system
to gauge Chinese buying of non-US assets
through US dealers. The reporting system
captures these trades, although we cannot
tell which countries the assets came from.
What we can determine is that China’s
reserve managers consistently accumulate
non-US assets from US dealers whenever

global risk appears to diminish. They stop
periodically, whenever risk rises—as they
did most recently during the European
sovereign-debt scare—but never reverse
old positions. Such systematic on-and-off
buying may be exacerbating the risk-on,
risk-off behavior of the global markets.

Recently, questions arose when a drop in
China’s US Treasury bill holdings in May
was followed by its sale of US Treasury
bonds in June. China may have accelerated
the drawdown of US dollar assets to
finance a program to buy higher-return US
and emerging-market assets, which are
not captured in the US Treasury reporting
system. If so, it may signal that the reserve
managers were a bit too ambitious with
their new buying program. Reserve
accumulation has slowed to about US$10
billion a month this year, while the
mountain of US T-bills has fallen to zero.

The overarching impression we get from
the US Treasury data is that China’s
portfolio managers are quite risk-averse,
and tend to react sharply to unexpected
developments. In some cases, their actions
may have actually amplified the global
market volatility of the past few years.m
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