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PATTERNS OF FOREIGN OWNERSHIP OF U.S. SECURITIES AND THEIR IMPLICATIONS Jerry Prock University of Texas Pan American ABSTRACT Foreign investors have been hungry for U.S. securities. The dollar amount of foreign ownership of U.S. corporate and government securities has increased significantly in the past decade. The percentage increase in U.S. government securities has seen a rapid rise and exceeded 37 percent of all privately held U.S. government securities by mid-1998. In the future, this large percentage of foreign ownership of U.S. government securities could prove problematic. While the past decade has been a period of overall growth in world economies, there have been some fluctuations as exemplified in the recent decline in the economies in Asia and Russia. The overall economic expansion in the United States has produced record breaking growth in many areas, but the decade has also been marked by changing relationships. One major change in relationships has been in the arena of foreign ownership of U.S. financial securities. In 1987, the foreign ownership of U.S. securities exceeded the financial liabilities to the United States.1 This relationship continued to widen over the decade and in 1997 the investment income flowing out of the United States became larger than that flowing in (the first time since 1914).2 FOREIGN OWNERSHIP OF U.S. CORPORATE SECURITIES Table 1 shows how strongly foreign investors have moved into U.S. corporate securities during the 1987-1997 period. Foreign ownership of U.S. corporate equities has increased more than 380 percent in the 10 years, even with a slight decline in 1994. The foreign ownership of U.S. corporate debt has increase each year and the 1997 total of $532 billion was a 235 percent increase over that of 1987. Table 1: Foreign Ownership of U.S. Corporate Securities (Billions of dollars) 1987



1992



1993



1994



1995



1996



1997



U.S. Corporate Bonds



159



252



273



311



370



448



532



U.S. Corporate Equities



183



329



374



369



509



623



882



Total



342



581



647



680



879



1,071



1,414



Source: Federal Reserve Board, Flow of Funds.



The inflow of foreign savings has assisted in financing U.S. corporations and has been one of the factors in the rise in stock market prices and in the maintenance of relatively low interest rates (by U.S. standards). While this growing inflow of foreign investment in U.S. corporate securities has benefited the U.S. economy, it has also required increasing payments of investment income to foreigners to the point, as noted earlier, that in 1997, the outflow exceeded the investment income inflow to the United States. A longer term perspective in the foreign ownership of U.S. corporate securities is presented in Table 2. There are some differences in the data from Table 1 and Table 2 because of the different sources of the information and because the data in Table 1 is based on fiscal years and Table 2 data appears to be based on calendar years. Nonetheless, the data does indicate a dynamic dynamic increase in the percentage of U.S. corporate securities held by foreigners between 1994 and 1997. The dollar value of U.S. equities has continued to rise through 1997, but percentage holdings in 1997 was the same as in 1989. However, the percentage of foreign held U.S. corporate debt has increased significantly from 12 percent to 19 percent. Table 2: Foreign Portfolio Investment in Long-term U.S. Securities* (Billions of dollars)



Year



Of U.S. Corp. Equity



% Foreign Owned



Of U.S. Corp. Debt



% Foreigned Own



Of U.S. Gov. Investments**



% Foreign Owned



1974



25



2.7



___



___



___



___



1978



48



4.7



7



1.6



44



8.6



1984



105



4.9



31



4.2



131



9.4



1989



275



6.3



190



12.7



381



13.5



1994



398



5.6



276



12.3



571



12.4



1997



929



6.3



572



19.4



1,305



23.3



* The first five dates of the five surveys of foreign portfolio investment in the United States conducted by the Treasury Department, while the final date represents the most current date for which position estimates can be generated by combining data with priceadjusted TIC (Treasury International Capital Reporting System) data.3 ** Treasury and Government Agency Securities Source: United States Treasury Department



FOREIGN HOLDINGS OF U.S. GOVERNMENT SECURITIES While the growth in foreign holdings of U.S. corporate securities has been significant, the growth in foreign holdings of the U.S. government securities has been even more pronounced, exceeding $1.5 trillion in 1997. Table 3 presents data on the increase in foreign ownership of U.S. government securities. Official holdings increased until 1997 when there was a slight decrease. Private holdings of U.S. government securities increased by more than $200 billion from 1996 to 1997. Table 3: Foreign Ownership of U.S. government Securities (Billions of dollars) 1987



1992



1993



1994



1995



1996



1997



214



223



371



393



471



579



572



7



13



17



22



27



31



35



Official Holdings Treasury Agency



Private Holdings Treasury



83



225



253



267



389



531



694



Agency



20



68



99



115



140



184



224



Total



342



629



740



797



1,027



1,32



1,525



Source: Federal Reserve Board, Flow of Funds. The 1994 to 1997 jump in foreign ownership of U.S. government securities was the largest three-year-period shift during the last two decades. As shown in Table 3, by 1997, foreign ownership of U.S. treasure and agency securities had climbed to more than 23 percent. The "Official Holdings" in Table 3 are the holdings of foreign central banks, while the "Private Holdings" include all types of private financial institutions (mutual funds, banks, insurance companies, etc.) and individuals. At times during the early 1980s, the U.S. dollar was falling relative to other currency so foreign central banks were buying dollars to stabilize the exchange rate or at least slow down the fall. The central banks invested most of the purchased dollars to buy U.S. Treasury securities, which, of course, were primarily short-term notes and treasury bills. Central bank intervention declined as the dollar's exchange rate stabilized, but private foreign investment began to grow at an accelerated rate that more than offset the declining purchases of the central banks.



FOREIGN OWNERSHIP OF U.S. PUBLIC DEBT The U.S. public debt in foreign private hands grew at a modest pace through 1994. The percentage of foreign ownership of U.S. public debt began accelerating in 1995 and exceeded 37 percent by mid-1998. It appears the increase in foreign ownership of U.S. Treasury securities can be attributed to three factors. Of paramount importance is the growing internationalization of the world's financial markets in which there is a worldwide trend toward increasing cross-border investing. The second factor contributing to the growth in the percentage of U.S. federal debt held by foreigners is the slow down in the expansion of U.S. federal debt. If the U.S. continues to shrink the federal deficit as some have projected, this percentage of foreign ownership could increase even more rapidly. The third factor is the continuation of the United States' trade deficit. This trade deficit leaves dollars in the hands of U.S. trading partners, who have used a large part of those dollars to invest in U.S. debt and equity instruments. WHY FOREIGN INVESTORS LIKE U.S. SECURITIES Investors are risk adverse. The recent turbulence in world markets has increased the attractiveness of the United States as a haven for foreign investment. The stability of the dollar during the >90s has added to the attractiveness of U.S. investments. U.S. Investments tend to be attractive to foreign investors during periods of transition. Certainly the economic problems in Japan, Asia, Russia, and Latin America could be said to represent a transition. In addition, much of Europe stands on the threshold of transition with the creation on January 1, 1999 of the EMU bond market. The EMU bond market represents a new outlet for world-wide investing, but no one knows how long it will take this market to become fully developed. Although 1998 was a time of interest rate declines in the United States, the rate on U.S. securities still produced a high yield relative to Japanese and some European yields. In mid-1998, Japanese 10-year bonds produced 1.6 percent yield while U.S. 10-year treasuries paid 5.4 percent. IMPLICATIONS The trends in the pattern of foreign investment in the United States have a number of implications: 1. Whether the politicians and citizenry want it or not, the American capital markets have been integrated with a broadening world financial system. This means that U.S. debt and equity markets and even U.S. government policies are becoming more influenced by forces outside the U.S. borders. By the end of 1997, foreign ownership of U.S. securities was more than $2.8 TRILLION, which was a 125 percent increase over 1994. Over this



period, the percentage of these securities foreign-owned moved from 8.9 percent to 12 percent. 2. The factors that influence the U.S. investment markets have become more complex and are more subject to foreign influences. Expectations about the future value of the dollar in foreign exchange markets have become a significant force in the investment decisionmaking process at home and abroad. As with any interlocking event, these expectations affect factors that previously have been viewed as internal factors such as expectations regarding U.S. inflation, monetary and fiscal policy, interest rates and profits. 3. The United States and world financial markets have become more sensitive to expectations about the dollar and, thus, to world events that might affect the dollar. The Wall Street Journal is awash with articles about rushes into or out of U.S. stocks and bonds based on a change (or expected change) in the exchange rate of the dollar. These day-to-day fluctuations exist outside of government policy with regard to the dollar. For example, in the early >90s, the value of the dollar against the yen was declining. In 1995, the U.S. Treasury Department began to take steps to raise the dollar relative to the yen. The rising dollar made U.S. securities look good and money flowed to U.S. debt instruments, thus relieving pressure on U.S. interest rates. (Though unproven, this was probably a factor in the continuing rise of the U.S. equity markets.) 4 The short term impact of changes in the value of the dollar is further exemplified by the October 1998 rise in the value of the yen against the dollar. Traders, as reported by the Wall Street Journal, thought that the change in the dollar/yen relationship was the primary reason for the fall in U.S. 30-year treasury bond prices that pushed the yield up 4 percent.5 By buying U.S. debt instruments, the Japanese had suppressed American interest rates, which helped stimulate the American economy. By buying treasury securities, the Japanese also helped keep the dollar's value up, thus increasing the cost of U.S. goods in Japan and vice versa, with the result of putting more pressure on the American trade balance, of course. 4. The rapid growth of foreign investment in U.S. securities makes it clear that the United States has become dependent on foreign investment funds to meet some of its capital and money market needs. This dependency puts the American economy "at risk" to shifts in foreign investor behavior, whether or not that behavior is economically or politically motivated. Micro views of this external influence can be seen in relation to the comments by Japanese Prime Minister Ryotaro Hashimoto in June 1997 about possible sales of U.S. government securities6 and later by Taku Yamasaki, a senior member of Japan's ruling Liberal Democratic party.7 In each instance these comments lead to a temporary sell off of U.S. government securities which pushed up the yield of these securities.



CONCLUSION World financial markets have become more integrated. This integration has meant an expansion in the sources of funds to finance business and governments; however, this integration has also made each country's financial market more sensitive to external events. The U.S. has shared in this financial integration. While the dollar amount of foreign ownership of U.S. corporate securities has increased over the past decade, the percentage increase in such ownership has been modest. The foreign ownership of U.S. government securities has increased significantly in both dollar and percentage amounts. My mid-1998, the foreign ownership of privately held public debt exceeded 37 percent. The growing foreign ownership of U.S. securities means that U.S. financial markets are more sensitive to external forces than they were previously. The U.S. financial markets will feel an impact from the actions of foreign governments and individuals whether or not those actions are politically or economically motivated. FOOTNOTES 1. James J. O'Leary, "The Changing Pattern of Foreign Investment in the United States," Business Economics, July, 1988. 2. Lois E. Stekler, "U.S. International Transactions in 1997," Federal Reserve Bulletin, May 1998. 3. United States Treasury Department, "Summary of Report on Foreign Portfolio Investment in the United States as of December 31, 1997." 4. John B. Judis, "The Sun Also Rises," The New Republic. November 3 1997. 5. "Bonds Fall as Holders in Asia Sell," Wall Street Journal. p. Cl. October 12, 1998. 6. Randall Forsyth, "Current Yield," Barron's, June 30, 1997. 7. Jathon Sapsford and Norihiko Shirouzu, "Japanese Are Divided Over Selling U.S. Bonds," Wall Street Week, December 9,1997. REFERENCES "Bonds Fall as Holders in Asia Sell," Wall Street Journal. October 12, 1998: C1. Forsyth, Randall. "Current yield," Barron's, June 30, 1997.
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