
Can China weaponize its Treasury Holdings?

The question keeps coming up as to whether China could use its considerable

holdings of US Treasury securities as a weapon in its tensions with the US. However,

China's importance for the Treasury market has already declined significantly, and

selling off US bonds could hurt China itself. This weapon is therefore unlikely to be

fired.
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US Treasuries held by China as a "weapon"?
Economic and political tensions between the US and China have escalated significantly over the past decade. So far, both sides have

been imposing tariffs on imports from the other country, restricting exports of certain goods (e.g. Rare Earths from China to the

US or high-end semiconductors by American companies to China), and blacklisting companies from the other country. However,

many observers fear that China could exploit its position as one of the US's largest international creditors and use its holdings of US

Treasury securities as a weapon.

If China were to dump its holdings on the market, yields on US bonds would rise significantly. As a result, the US government would

have to pay more to finance its deficits, and borrowing costs for businesses and households could rise significantly, which in turn

would slow down the US economy considerably. In an extreme case, the resulting turmoil could shake the US financial system and

trigger a global sell-off. So, it is being thought that Beijing could possibly use the sell-off of Treasuries as a threat and leverage in

negotiations with the US.

China has reduced its holdings of US bonds, ...
However, the size of this potential "weapon" is uncertain. According to data from the US Treasury, China has reduced its holdings of

US Treasury securities. China still held $765 billion in US Treauries in March, which is still considerable but significantly less than the

peak of $1.3 trillion in 2013.[1] This would make China the third-largest foreign holder of US government bonds behind Japan and the

United Kingdom (title chart) [2].

China has also recently reduced its holdings of bonds issued by the large US government-sponsored mortgage refinance companies

(known as agencies). In March, China's agency bond holdings worth around $200 billion. Compared with its portfolio of US

government bonds, China's agency holdings remained relatively stable for many years. Only in the past 12 months have they fallen

quite sharply, by $50 billion (Chart 1).
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Chart 1 - China's US bond holdings are not limited to Treasuries

Chinese holdings of longer-term US Treasuries and US Agencies, monthly data in billion dollars
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... but probably by much less than official figures show
However, these figures probably underestimate China's holdings. This is because the data from US Treasury only records in which

foreign countries Treasuries are held, not who own them. According to official figures, Luxembourg and Belgium have the sixth and

seventh largest holdings of Treasuries (title chart). However, only a small proportion of these holdings are likely to be held by the

respective central banks or private investors from these countries, but rather by international investors. After all, the two largest

offshore custodians, Euroclear (Belgium) and Clearstream (Luxembourg), are based in these countries. These offshore custodians

offer settlement and custody services for a wide range of domestic and international financial securities on behalf of domestic and

foreign clients. If China holds Treasuries via Euroclear, these holdings are recorded under "Belgium" in the US Treasury's data.

Although it is not known who ultimately owns the Treasuries and agencies held by the custodians, it is striking that Belgium's and

Luxembourg's holdings of US securities have risen sharply in recent years, at the same time and to a similar extent as China's holdings

have fallen (Chart 2). Consequently, it is quite possible that China has reduced its holdings of US Treasuries to a much lesser extent

than the US Treasury statistics indicate. If the entire increase in Belgium's and Luxembourg's holdings were attributable to such a shift

(an admittedly extreme assumption), China would now hold roughly the same amount of Treasuries as it did twelve years ago. The

motive for such a shift in holdings could be the ongoing tensions between the US and China, which could give Beijing an interest in

concealing the actual size of its US securities holdings [3].
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Chart 2 - Chinese US bond holdings: reduced or relocated?

Treasury/Agency securities holdings of China and of Belgium plus Luxembourg
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China has lost importance as an investor...
Including securities held offshore, the Chinese holdings of US Treasuries might not have fallen significantly. Given the rapid pace of

issuance by the United States, China's share of outstanding Treasury securities has however fallen noticeably. In March, the holdings

of Treasuries directly attributable to China accounted for only 2.6% of total outstanding bonds. Even by including the entire holdings

of Belgium and Luxembourg, which are certainly not all held on behalf of China, the share is only 5.5% (Chart 3). At its peak in 2011,

China's share of direct holdings was almost 13%. In other words, the caliber of China's "weapon" has thus become significantly smaller

in recent years.
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Chart 3 - China's share of the Treasury market has fallen significantly

Treasury holdings in % of outstanding Treasuries: China and China + Belgium + Luxembourg
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... and using Treasuries as a weapon is extremely risky
There are also several reasons why China would be ill-advised to use this "weapon":

• A "successful" attack that triggers a global sell-off would also be extremely costly for China. In addition to probable price losses on

the sales, a strong exchange rate reaction would be particularly likely: the renminbi would appreciate, placing a heavy burden on

Chinese exports, which are currently contributing to 40% of the country's growth amid domestic economic weakness.

• A sell-off attack on the Treasury market would severely damage the global financial system, as US Treasuries are its linchpin.

The likely consequence would be a global crisis and recessions in many countries. This would also hit the Chinese economy hard.

Moreover, China would not make any friends by doing so. All attempts to position itself as a responsible player and as an alternative

to the US would fail.

• Washington would hardly be defenseless against an attack on the Treasury market. On the one hand, it could "freeze" the

Treasuries held by China in the US, thereby removing them from China's reach. On the other hand, the Fed would not stand idly by

and watch the Treasury market collapse, but would buy up US government bonds on a large scale.

Conclusion: "Weapon" unlikely to be fired
All in all, we believe it is unlikely that China will use its still considerable holdings of US bonds as a "weapon" in the conflict with the

US. It is more likely that the trends observed for some time now will continue: China is unlikely to significantly reduce its holdings in

absolute terms, but its share of total outstanding US securities will probably continue to decline gradually.

[1] Here we look at the securities holdings of mainland China. Hong Kong (with a recent Treasury holdings of $263 billion) is not included. (back to text)

[2] These figures also include short-term securities, known as T-bills. In the following, we will focus on holdings of longer-term US securities (back to text).

[3] Cf. Brad Setser China Isn't Shifting Away From the Dollar or Dollar Bonds | Council on Foreign Relation, October 2023 (back to text)
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