OFF THE RUN:Treasury Mkt Keeps Watchful Eye On China's Plans 
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NEW YORK, Mar 20, 2007 (DJCS via Comtex) -- 

By Laurence Norman

   Of DOW JONES NEWSWIRES

When headlines flashed across newswires earlier Tuesday implying that China was pondering a massive change in its currency regime and investment patterns, Treasury markets did something surprising: nothing. 

Part of the decision stemmed from the way the news originated - an interview in EmergingMarkets, a publication released during annual meetings of multilateral banks. 

In the interview, People's Bank of China Governor Zhou Xiaochuan was quoted as saying China doesn't "intend to go further and accumulate (foreign) reserves." In the interview, which was released while Zhou was attending a meeting of the Inter-American Development Bank in Guatemala, he also said "many people say that foreign exchange reserves in China are (already) large enough." 

Zhou reiterated plans to "cut a small piece" of the bank's $1 trillion in reserves and invest the money in a new foreign exchange management agency that will seek to invest the money for profit. 

On the face of it, the news seemed massive, as is every bit of information emerging about China's investment plans. If China were really to cease accumulating reserves, it would either have to contain exports, boost imports or allow its currency, the yuan, which is at the moment is permitted very slow appreciation, to float freely. 

While Zhou's comments still lack clarification, analysts are assuming they could revolve around a technicality: that China will allocate more dollar inflows into the new fund, thus officially taking them off the central bank's books. In that sense, continued intervention will not mean reserve accumulation. 

Yet whatever the final explanation, Zhou's comments reopen one of the most important long-term themes Treasury investors must confront - the extent of foreign official buying in the market and the impact of any change in those institutions. The consensus is that were China to really stop accumulating reserves, it would have a very significant impact on Treasury prices, the yield curve and longer-term market rates. 

China Remains Treasurys Heavyweight

There are reasons to doubt how big an impact Chinese buying still has on the market. 

Federal Reserve officials unfailingly mention the role of foreign buying in keeping longer-term yields down and the Treasury yield curve flat or inverted - the anomalous situation in which long-term yields are below shorter dated yields. Yet their discussion of what is often described as the "foreign savings glut" generally includes private, as well as public buying. 

Moreover, China's U.S. asset purchases have focused ever less on Treasurys. In the first years of the decade, China invested most of its reserve accumulation in U.S. government bonds. Treasury Department data show the country added as much as net $87 billion in Treasurys bonds and bills in 2005. 

More recently though, in addition to possibly shifting more of its buying into non-dollar assets, Treasurys have lost their shine in Beijing. Of the $90.5 billion in long-term securities it bought from March 2006 to January, only 29% was in Treasurys, with 41% in agency bonds. 

Yet to conclude from this that China's role in Treasury markets is marginal would be a mistake. For starters, China owns some $350 billion in Treasurys. 

Jim Caron, rates strategist at Morgan Stanley in New York, said a gradual decline in China's Treasury buying would not spark disorderly moves, but "it should have a meaningful impact on the level of rates." 

Caron said that the biggest impact of the buying from Asia has been "on the belly of the curve. The 5s and 10 (year Treasurys) are the most vulnerable to the repricing so that could lead to a steepening of the yield curve." 

Numbers Game

The challenge, of course, is to place numbers on what "meaningful" means. 

The range of variables on this subject is so large as to dissuade many from trying. 

Despite the hypotheticals, there are some best guesses at the impact. In September 2005, Francis Warnock, former senior economist at the Fed's board of governors, co-authored a working paper for the central bank on capital flows and U.S. rates. 

The conclusion was that in the absence of all foreign buying in the 12 prior months, U.S. long rates - where the main impact of foreign official purchases would be felt - would be 150 basis points higher. Foreign official accumulation, at its summer 2004 peak, depressed U.S. long rates by 100 basis points. 

Gerald Lucas, senior investment adviser at Deutsche Bank Securities, is slightly more conservative. He said in the absence of Asian central bank buying, longer-rates could rise 50-75 basis points. His bias is for an impact of around 50 basis points, with other foreign central banks likely to step in and increase their purchases as Asian central banks sold. 

Still, Lucas advises investors to take these scenarios in stride. 

If China does reduce the pace of its reserve accumulation, it will likely be a "very slow gradual process." The impact on Treasury markets should also be incremental. 

(Laurence Norman covers Treasury markets for Dow Jones Newswires. He has previously covered currency markets and the Argentine economy.) 
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