
A couple of weeks ago, my father and I got into a discussion about China’s supposedly aggressive 
behavior in the South China Sea, namely around the Spratly Islands. He was, and still is, very con-
cerned a belligerent Beijing could cause all sorts of international problems in that area, which 
would engulf the United States in a faraway war. The problem? I suppose it has to do with the pre-
sumption there is a lot of oil under the water over there.  

Let’s just say I am not as worried about the South China Sea as my father and many others are. 
First, there is the name: South China Sea. It isn’t South United States Sea. Second, the Chinese are 
heavily dependent on trade, and would be foolish to do anything which would impact that. Third, 
the US could be energy independent in less than 5 years, and should be. Fourth, I am dubious the 
Pentagon is itching for a fight with the People’s Liberation Army/Navy, especially on its turf. 
Fifth, there is an issue about the debt.  

Officially, China owned/held $1.243 trillion worth of US Treasury securities in April 2016. It is 
our second largest creditor behind the Federal Reserve, with Japan coming in a close third. Alone, 
China has financed 8.68% of the increase in marketable US Treasury securities since the end of 
2007, or $765.2 billion. So, it really isn’t as easy as telling Beijing to “bug off,” and I imagine a 
private conversation with the Chinese ambassador/state department immediately follows any pub-
lic/official tough talk.  

Oh, the Chinese aren’t going to wholesale liquidate their holdings under any circumstance, save 
perhaps open hostilities. However, Beijing has enough problems at home with a slowing economy 
to worry about the US, and our sensibilities.  To that end, consider the following from a column on 
Bloomberg yesterday:  

“For the past year, Chinese selling of Treasuries has vexed investors and served as 
a gauge of the health of the world’s second-largest economy. 

The People’s Bank of China, owner of the world’s biggest foreign-exchange re-
serves, burnt through 20 percent of its war chest since 2014, dumping about $250 
billion of U.S. government debt and using the funds to support the yuan and stem 
capital outflows. 

While China’s sales of Treasuries have slowed, its holdings of U.S. equities are 
now showing steep declines. 

The nation’s stash of American stocks sank about $126 billion, or 38 percent, 
from the end of July through March, to $201 billion, Treasury Department data 
show. That far outpaces selling by investors globally in that span -- total foreign 
ownership fell just 9 percent. Meanwhile, China’s U.S. government-bond stock-
pile was relatively stable, dropping roughly $26 billion, or just 2 percent…. 

“The Chinese, or other people for that matter, are taking the view that sitting in 
U.S. equities is presumably quite risky, and I’m not surprised they’re shifting," 
said Fredrik Nerbrand, global head of asset allocation at HSBC Bank Plc in Lon-
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don. “This seems like more of a generation of cash more than anything else, and probably a de-risking 
of their portfolio.”  

This is important, maybe more important than most people think. You see, foreign investors will purchase anywhere 
from $2-2.5 trillion worth of US securities every month; of course, they will sell trillions of dollars as well. Obviously, 
the difference is the net flow of funds into the US financial system, and more is almost always better here...scratch al-
most.  

It is basic economics, really. In the investment markets, demand is represented by the amount of money chasing after a 
finite number of investment vehicles. If demand, read money in the system, goes up, the price of the underlying mar-
kets will go up as well. For all intents and purposes, that is about it. As such, foreign capital flowing into US stocks 
and bonds is extremely beneficial to your 401K, extremely. Fortunately, foreign investors have been amazingly ac-
commodating, and have pumped a net $3.15 trillion into the US financial markets since the end of 2008. Yes, you read 
that correctly…$3.15 trillion. All told, the numbers since that time are: 1) $190.088 trillion in sales, and; 2) $193.238 
trillion in purchases.  

Oh...the liquidity. You think it would hurt US market depth and breadth to lose that amount of capital sloshing about? 
I think it would have an impact of some sort.  

For grins, or frowns, net foreign outflows from US stocks, both private and official, have been $140.736 billion since 
the end of 2014 (through April 2016). More? Over that same time, foreign investors have dumped $287.872 billion 
into the US bond markets. Care to guess which has performed better over the last 16 months? That’s right, bonds have 
by about 0.75%, or thereabouts (as defined by the SPY and AGG exchange traded funds). 

All of this has a purpose….whether we like it or not, the US is increasingly dependent on foreign capital. We attract it 
by convincing the remainder of the world we are an attractive investment. But, how do we do that?  

Interestingly, net outflows of foreign capital were $68.717 billion in April 2016. From what I can tell, that is the sec-
ond highest monthly outflow since the Treasury started tracking this type of thing (May 1978), and there have only 
been three months with outflows in excess of $50 billion. Thanks to April, the trailing 12-month inflow of foreign cap-
ital into the US financial markets was ‘only’ $102.348 billion (through April), which was the fourth lowest monthly 
12-month observation over the last 20 years. How is that for slicing the meat thinly? By comparison, the trailing 12-
month number for April 2007 (the high) was, get this, $1.291 trillion.   

While one month clearly does NOT a trend make, it does bear watching. We can’t run the risk of doing anything so 
foolish as to turn off that spigot of money. It really is that simple. So, let me ask these questions: what kind of image 
are we projecting to the remainder of the world? What is our ‘national brand’ right now? What are our comparative 
advantages? What would make a foreign investor WANT to invest in the United States?  

Let me take a stab at this.  

The US financial markets are the biggest, most highly developed, and most liquid in the world. You can underestimate 
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the importance of this. Second, the US allows for the free flow of capital in its financial system, for the most part. 
Third, the US still has a reputation for strong corporate governance, property rights, and adherence to the rule of law. 
As a result, the US offers the potential for decent returns with less volatility and fewer ‘strings attached’ than much of 
the rest of the world.  

Moving forward, any rhetoric or campaign promises which would inhibit, or somehow otherwise debase, these com-
parative advantages would considerably lessen the attractiveness of our financial markets to foreign investors. Oh, it is 
going to be overwhelming for the candidates from either party to NOT rail against “Wall Street,” and not decry the big 
banks...at least it some form or fashion. One candidate has even promised to restrict, shoot prohibit, the legal free flow 
of capital to a neighboring country. Another has publicly said: “Our banking system is still too complex and too 
risky…”  Both candidates have intimated at curbing or restricting global trade through increased tariffs, etc. Obvious-
ly, this would reduce the flow of capital through the global financial system...which, again, is one of our biggest com-
parative advantages.  

As such, US voters need to be very careful for what they wish this November. Foreign investors are going to be paying 
very close attention to the issues, probably more than Americans. IF they perceive any significant change to the US 
financial system, they WILL vote with their wallets...and we can have fun, oh a whole bunch of fun, trying to finance 
our deficits without foreign capital.  

As for China and how I started this newsletter, I can only say this: no matter how much we think the Chinese are 
cheating and manipulating the system, they have dumped a lot of money back onto our economy. This has allowed us 
to live beyond our means for a while. If we are ready to upset that apple cart, so be it. If not, it is probably best not to 
get to exercised about the South China Sea. 

Psst…..why do you think we started selling arms to Vietnam?  

We will be keeping an eye on this moving forward. If the rhetoric gets too out of whack, we will likely increase our 
allocation to international securities...perhaps significantly.  
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