
   

 

Fixed-Income Research 
Foreign Investors to Continue Purchasing U.S. Agency and Corporate Debt 
 

December 2016 

Authors:   

Stephanie K. Mah | Director of Research, Structured Finance | stephanie.mah@morningstar.com | +1 646 560-4571 

Lea Overby | Managing Director | lea.overby@morningstar.com | +1 646 560-4583 
 

 

Morningstar Perspective 

Foreign investment in U.S. agency and corporate debt has 

been driving capital flows in the U.S. fixed-income market, 

while at the same time, foreign investors, led by China, have 

been net sellers of U.S. Treasuries through the first three 

quarters of this year. Morningstar Credit Ratings, LLC believes 

that foreign investors will add U.S. agency and corporate debt 

to their portfolio holdings under the Trump administration, as 

they continue their search for yield. In addition, the incoming 

administration has signaled its desire to reduce regulatory 

burdens under the Dodd-Frank Act and to implement measures 

to boost the economy, both of which could potentially bolster 

bond issuance. 

 

However, the hunt for yield exposes investors to securities, 

particularly corporate bonds, with a higher probability of 

default relative to U.S. Treasuries. While investment-grade 

corporate bonds have historically experienced low default 

rates, high-yield corporate bond default rates are trending 

higher.  

Net Foreign Investment in U.S. Agency and Corporate Debt  
Exceeds $350 Billion Through September 

Per the Treasury Department’s Treasury International Capital 

report, foreign net investment totaled $246.82 billion for U.S. 

agency debt and $103.63 billion for U.S. corporate debt 

through September. This compares with net divestitures of 

$242.34 billion in U.S. Treasuries over the same period. The  

sell-off in U.S. Treasuries peaked in September, with $75.48 

billion in net divestitures, outpacing the previous high of 

$71.34 billion in April. 

 

Foreign Net Transactions of U.S. Fixed-Income Securities 
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Investors in the United Kingdom have led the foreign 

investment in U.S. corporate debt.  With U.S. interest rates 

higher than European rates, the difference in yield between 

the Morningstar Corporate Bond Index and the Morningstar 

Eurobond Corporate Index is substantial. Currently, the 

average yield of our U.S. corporate bond index is 3.31%, 

compared with our European corporate bond index at 0.75%. 

  

Morningstar U.S. Versus Eurobond Corporate Bond Index  
(Yield) 

 
Source: Morningstar, Data as of Nov. 29, 2016 

 

Aside from yield, other factors that may affect foreign demand 

of U.S. fixed-income securities include the strength of the U.S. 

dollar, the health of the U.S. economy, foreign governmental 

currency intervention efforts, and foreign trade surpluses. 

Domestic conditions in a country can affect demand, 

particularly if a central bank is engaged in currency 

intervention efforts, as is the case in China, where Chinese 

investors have been major net sellers of U.S. Treasuries. 

  

Foreign investors significantly pared their U.S. Treasury 

purchases during April and September, in anticipation of the 

stronger U.S. economy triggering future domestic interest-rate 

increases. In April, the Institute of Supply Management 

reported robust gains in manufacturing, with the March 

Purchasing Managers Index, a proxy for the health of the 

manufacturing sector, registering 51.8%, up from 49.5% in the 

previous month. The Bureau of Economic Analysis in 

September revised upward the second-quarter real gross 

domestic product rate to 1.4% from the previous estimate of 

1.1%. The net divestiture in U.S. Treasuries likely continued in 

October, as third-quarter GDP increased at a 3.2% annual pace. 

The Treasury Department in December will release foreign 

purchases data for October.  

 

The purchasing power of assets invested in U.S. dollar 

denominated bonds has generally appreciated. Year to date, 

the U.S. dollar has appreciated about 17.4% against the British 

pound and 3.0% versus the euro. In contrast, the U.S. dollar 

has depreciated by 4.1% against the yen, with the Japanese 

currency gaining after the Brexit vote. Among those global 

fixed-income investors that can purchase debt denominated 

across multiple currencies, the higher all-in yields and the 

rising value of the U.S. dollar have driven demand for U.S. 

agency and corporate bonds. Foreign investors can get a better 

return on their U.S. investments if the U.S. economy is brisk 

and the dollar is strong. 

 

It is an interesting global economic landscape, with countries 

mired in low or no growth and central banks pulling out every 

tool in their arsenals to help spur economic activity. For 

example, central banks have cut interest rates, extended loans 



Foreign Investors to Continue Purchasing U.S. Agency and Corporate Debt | December 2016 | www.morningstarcreditratings.com | +1 800 299-1665  

 

©2016 Morningstar Credit Ratings, LLC. All Rights Reserved. Morningstar Credit Ratings, LLC is a wholly owned subsidiary of Morningstar, Inc.  
and is registered with the U.S. Securities and Exchange Commission as a nationally recognized statistical rating organization (NRSRO). Morningstar  
and the Morningstar logo are either trademarks or service marks of Morningstar, Inc. 
 
 

 

 

3 

with extremely favorable borrowing terms, and initiated or 

expanded quantitative easing efforts by purchasing bonds. In 

addition, uncertainty surrounding Brexit is reverberating 

throughout global financial markets. The depreciation of the 

British pound is indicative of the sentiment regarding Brexit 

and its threat to the U.K. maintaining its status as a major 

financial hub. 

 

Negative Interest Rates 

 

Source: Trading Economics 

 

Negative interest rates, instituted by the Bank of Japan and a 

handful of smaller European authorities, are contradicting 

basic economic theory principles. The Bank of Japan lowered 

its interest rate to -0.10% in February. In addition, Sweden, 

Switzerland, and Denmark have also adopted negative rates. 

While the interest rate (refinancing rate), instituted by the 

European Central Bank is at 0%, the deposit rate, which is the 

rate banks use to make overnight deposits with the 

Eurosystem, is negative, at -0.40%.  Positive yields on U.S. 

fixed-income securities have helped foreign investors fund 

financial obligations.  

Treasury Data Methodology 

The Treasury securities data include foreign purchases of notes 

and bonds, but Treasury bills are excluded. Foreign 

transactions in the agency sector include agency debt, agency 

pass-through securities, and mortgage-backed securities. 

Corporate debt data comprises U.S. corporate debt, asset-

backed securities, municipal securities, and debt issued by 

nonprofit organizations. 

 

There are limitations with the data from the Treasury 

International Capital report. U.S. fixed-income securities held 

in custodial accounts in other countries will not have the 

proper geographical representation. In addition, foreign private 

money managers may invest on behalf of investors attributed 

to another region. Therefore, transactions made through large 

banking centers such as in the U.K. and the Caribbean tend to 

inflate purchases attributed to those regions.  

 

U.S. Agency Debt Is Top Choice Among Foreign Investors 

As mentioned, foreign investment this year has poured into 

U.S. agency debt, with $246.82 billion in net purchases logged 

through September. Opting to increase their purchases of U.S.  

agency debt, some investors have scaled back buying U.S. 

Treasuries. U.S. agency securities typically have higher yields 

than Treasuries, as they are not backed by the full faith and 

credit of the U.S. government. However, investors consider 

agency debt to have an implicit guarantee, whereby if a 

respective governmental agency should incur trouble, the U.S. 

government would step in and make those investors whole. 

 

https://www.treasury.gov/resource-center/data-chart-center/tic/Pages/ticfaq2.aspx#q13
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Foreign Net Transactions of U.S. Agency Debt 

 

Source: U.S. Treasury Department 

 

Japan was the largest buyer of U.S. agency debt securities 

through the first nine months of the year, with net purchases 

totaling $80.50 billion, while during the same time, its net 

divestitures of U.S. Treasuries amounted to $35.59 billion. With 

negative domestic interest rates, Japanese investors have 

looked outside their own country for yield.  

 

After lowering interest rates to below zero earlier this year, the 

Bank of Japan has turned to alternate measures to bolster its 

economy and move closer toward a positive inflation rate. As 

reported by the Financial Times on Sept. 21, the Bank of Japan 

announced its “yield curve control,” aimed at keeping long 

bond yields higher than short-term interest rates. The steeper 

yield curve approach aims to bolster the profitability of 

Japanese banks. 

 

 

 

According to a Federal Reserve Bank of San Francisco study, 

titled “Japanese Investors Go Abroad with Borrowed Foreign 

Currency,” authored by Sean Creehan, the reduced ability to 

effectively hedge currency risk has led Japanese investors to 

fund their overseas portfolios by directly financing their assets 

through dollar-denominated debt issuance. With U.S. Treasury 

yields at low levels, Japanese investors are attracted to the 

higher yields on U.S. agency and corporate debt, offering a 

better match in funding existing liabilities. 

 

Similarly, investors in the U.K. and China were net buyers of 

U.S. agency debt securities, albeit on a much smaller scale 

than Japanese buyers. U.K. investors had net purchases 

totaling $35.68 billion through the first three quarters, while 

the Chinese had $20.77 billion.  

 

U.K. Accounts for Over 88% of Foreign Investment in  
Corporate Bonds 

Foreign buyers had $103.63 billion in net purchases of U.S. 

corporate bonds through September, with U.K. investors 

accounting for the overwhelming majority. A steady monthly 

purchase flow brought U.K. net investment of U.S. corporate 

debt to $91.94 billion. Given the lack of other higher yielding 

fixed-income securities globally, U.K. investors have sought out 

the U.S. debt markets.  

 

 

 

 

 

https://www.ft.com/content/b1a5bc64-8001-11e6-bc52-0c7211ef3198
http://www.frbsf.org/banking/asia-program/pacific-exchange-blog/japanese-investors-go-abroad-with-borrowed-foreign-currency/
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Foreign Net Transactions of U.S. Corporate Bonds 

 

Source: U.S. Treasury Department 

 

There was a sizable jump in net purchases of U.S. corporate 

debt after the Brexit vote, as U.K. investors bought $17.58 

billion in July, the second-highest monthly tally behind 

March’s $19.28 billion. In Morningstar’s Fourth-Quarter Market 

Insights:  Leaving Brexit Behind report, published on Oct. 13, 

2016, Dave Sekera, managing director of corporate credit 

ratings, acknowledged that while corporate credit spreads 

briefly widened after the U.K. vote to leave the European 

Union, spreads tightened as fears abated.  

  

Morningstar Corporate Bond Index Average Credit Spread 

 

The pick-up in yield, however, holds additional risk for 

investors. U.S. high-yield corporate default rates are estimated 

to rise to 5.0% in 2016, according to Edward Altman and 

Brenda Kuehne, New York University academics. Energy and 

mining issuers have seen an uptick in defaults. In addition, 

recoveries on U.S. high-yield defaults are also at all-time lows, 

with the recovery rate at 18.2% through May 23, a fraction of 

the average 46% recovery reported over the 1978-2015 period.  

  

Morningstar expects more robust buying of U.S. corporate 

bonds by U.K. investors, especially considering the Bank of 

England’s announcement of qualifying securities that it would 

consider under its corporate bond buying pledge include bonds 

issued by companies that are headquartered in the U.S. 

 

China Leads Net Sell-Off in Treasuries 

For nine out of the 10 years preceding 2015, foreign investors 

were net buyers of U.S. Treasuries. There was a reversal in 

2015, with outstanding holdings of U.S. Treasuries declining by 

$7.90 billion, as reported by the Federal Reserve.  Although 

China led the exodus out of U.S. Treasuries as it sought to prop 

up its own currency, it is the largest holder of U.S. Treasuries, 

with $1.157 trillion in outstanding holdings as of September. 

Japan is not far behind, with outstanding U.S. Treasury 

holdings reaching $1.136 trillion.  

 

Purchasing patterns can be vastly different when broken down 

across countries. The anticipated Federal Reserve rate increase 

may be driving the monthly investing patterns, with the 

heaviest net sales for China occurring in January and June, Source: Morningstar, Data as of Nov. 29, 2016 

https://ratingagency.morningstar.com/PublicDocDisplay.aspx?i=4edcEslb0Q0%3d&m=i0Pyc%2bx7qZZ4%2bsXnymazBA%3d%3d&s=LviRtUKXqs8kml5dHt7FTeE2SZmY0Fvqd4iX49Mk%2f9UapyiFTEO6TA%3d%3d
http://www.bankofengland.co.uk/markets/Pages/apf/corporatebondpurchases/default.aspx
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months when market expectations of the Federal Open Market 

Committee possibly raising interest rates were high. In contrast 

to China’s net sale of U.S. Treasuries, U.K. investors were 

major buyers of U.S. Treasuries, with net purchases recorded 

at $44.49 billion through September. However, after the Brexit 

vote, the U.K. sharply pulled back on its purchases of U.S. 

Treasuries, and in fact were large net sellers in September, 

where divestitures topped out at $23.14 billion.  

 

Foreign Net Transactions of U.S. Treasuries 

 
Source: U.S. Treasury Department 

 

As previously mentioned, foreign investors were net sellers of 

U.S. Treasuries through September. Chinese investors 

accounted for most divestitures, with net sales of U.S. 

Treasuries every month through September, except May. The 

People’s Bank of China has likely used the proceeds from those 

sales to increase cash reserves, aiding in its efforts to help the 

yuan and the domestic economy. When the central bank 

allows the currency to float within a certain band, exports from 

China are cheaper, creating an incentive for trade partners to 

buy more Chinese goods. The incoming Trump administration 

creates uncertainty, not only in terms of whether the U.S. may 

potentially impose trade tariffs making Chinese goods more 

expensive, but also in terms of how a further slowdown in 

China’s economy may translate into Chinese investment or 

divestiture of U.S. Treasuries. 

 

Morningstar expects Chinese investors to divest of U.S. 

Treasuries for the remainder of the year, as China struggles 

with its economic challenges. Foreign investors will likely wait 

on the sidelines, with the expected Fed rate increase 

tempering demand in the short term.  

 

The Hunt for Yield Drives Foreign Capital Flows 

Amid the backdrop of negative yields, tepid global growth, and 

uncertainty regarding the effects of Brexit, foreign investors 

have increasingly sought out the U.S. agency and corporate 

debt markets to bolster the return on their portfolios and to 

fund their existing liabilities. In the case of corporate bonds, 

however, some industries, such as energy and mining, may be 

susceptible to an increase in defaults. Meanwhile, Treasury 

yields should climb further, as market participants expect the 

Fed to raise key interest rates in December. Indeed, we have 

already witnessed the yield on the 10-year U.S. Treasury 

surpassing 2.5%, the highest level seen this year, in response 

to rising oil prices and expectations that the Trump 

administration will be supportive of infrastructure investment, 

tax cuts, and a less restrictive regulatory environment.     
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DISCLAIMER 

The content and analysis contained herein are solely 

statements of opinion and not statements of fact, legal 

advice or recommendations to purchase, hold, or sell any 

securities or make any other investment decisions. NO 

WARRANTY, EXPRESS OR IMPLIED, AS TO THE 

ACCURACY, TIMELINESS, COMPLETENESS, 

MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR 

PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR 

INFORMATION IS GIVEN OR MADE BY MORNINGSTAR IN 

ANY FORM OR MANNER WHATSOEVER. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

To reprint, translate, or use the data or information other 

than as provided herein, contact Vanessa Sussman (+1 646 

560-4541) or by email to: 

vanessa.sussman@morningstar.com.  
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