
Keeping “risk-off”
in a “risk-on” World

How the world advances

http://www.cmegroup.com


Keeping “RisK-Off” in a “RisK-On” WORld

Page 1

Introduction  
Central banks play a paramount role 

in directing the course of the global 

economy.  They are heavily relied upon 

by government policy makers and 

generally charged with a mandate to 

control inflationary pressures; and, 

sometimes with a further mandate to 

promote economic growth, often with a 

specific eye on employment growth.  

These mandates have become pressing 

in wake of the subprime mortgage and 

European sovereign debt crises.  Thus, 

central banks are assuming expanded 

roles, often resulting in bloated balance 

sheets.  Significant current account 

imbalances have further resulted in the 

accumulation of large foreign reserves 

on the part of many central banks.  

The upshot is that many central 

banks now hold huge quantities of 

Treasury securities.  Given current low 

rates, investors are very exposed to 

rising rates and falling prices.  Thus, 

central banks now generally face 

unprecedented market risk.  

CME Group offers a suite of U.S. 

Treasury and other interest rate 

derivatives instruments designed to 

address these risks.  These products 

may be deployed to keep “risk-off” in a 

generally “risk-on” market environment.  

Expanding Balance 
Sheets 

Central banks have historically operated 

per self-imposed constraints on direct 

investment in their own government 

bonds.  However, recession has altered 

policy, particularly in the developed 

world, faced with weak economic 

growth rates and high unemployment.    

Because rates have been pushed to 

historic lows, leaving little or no room 

for further easing, as is the case in the 

U.S. where the target Fed Funds rate 

remains at 0-0.25%, central banks 

have often been forced to resort to 

more imaginative methods to stimulate 

economic growth.  

These non-conventional measures have 

resulted in an expansion of central bank 

balance sheets.  In some cases, central 

banks have repurchased large quantities 

of their own government securities 

(e.g., the quantitative easing or “QE” 

programs engaged in by the U.S. Fed).  

Or, central banks may be compelled 

to accept a broader range of collateral 

from commercial banks; or, to take a 

more active role in forestalling currency 

appreciation and thereby avoid a decline 

in the nation’s export activity.  

I.e., central banks have shifted their risk 

profile to become a lender of last resort 

of sorts, featuring increasingly more 

aggressive “pro-growth and reflationary” 

policies. 1 

Current Account Imbalances - While 

the U.S. Fed’s balance sheet has grown 

to alarming levels, some central banks 

have accumulated massive holdings 

for other reasons.  E.g., the Peoples 

Bank of China (PBC) holds FX reserves 

estimated at $3,201 billion in value.  

Japan, Russia, Saudi Arabia and Taiwan 

follow up on the list with significant 

reserves of their own.  The accumulation 

of these reserves is, of course, strongly 

correlated to current account surpluses.  

1	 	 The	 U.S.	 Federal	 Reserve	 stands	 out	 as	 a	 leading	
example	of	this	phenomenon.	The	Fed	balance	sheet	
has	more	than	tripled	since	late	August	1,	2007	when	
its	total	assets	were	reported	at	$874.1	million.		As	of	
January	4,	2012,	the	Fed’s	total	assets	were	reported	
at	$2,920.2	million.	Please	refer	to	U.S.	Fed	website	
at	 	 http://www.federalreserve.gov/monetarypolicy/
bst_recenttrends_accessible.htm		
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Current Account Balances and FX & Gold Reserve Balances 
(Billions USD)

fX & gold Reserves (1) Current account Balance (2)

China $3,201  
(sep-11)

$305.4 

Japan $1,138  
(Jun-11)

$166.5 

Russia $516  
(sep-11)

$71.1 

saudi arabia $484  
(aug-11)

$70.1 

Taiwan $400  
(aug-11)

$40.6 

Brazil $352  
(aug-11)

($47.4)

india $320  
(nov-11)

($51.8)

Korea $311  
(Jul-11)

$36.4 

switzerland $289  
(May-11)

$70.4 

Hong Kong $277  
(Jun-11)

$14.8 

singapore $249  
(Jul-11)

$46.3 

germany $231  
(Jun-11)

$188.4 

Thailand $186  
(Jul-11)

$12.3 

france $182  
(May-11)

($54.4)

algeria $175  
(dec-10)

$12.7 

italy $170  
(May-11)

($67.9)

United states $143  
(Jul-11)

($470.2)

Notes
(1)	Data	from	IMF	and	various	central	bank	reports	
(2)	Data	from	CIA	World	Factbook	for	calendar	year	2010
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U.S. Treasury Growth 

While many central banks have 

diversified their foreign reserve 

holdings, they nonetheless tend to 

gravitate towards so-called “safe haven” 

investments in items including gold and 

sovereign debt.   

This suits the U.S. Treasury Department 

nicely to the extent that its borrowing 

requirements have increased 

tremendously as a result of an 

expansive U.S. federal fiscal policy in 

the wake of financial crisis and ongoing 

economic weakness.  

The U.S. Treasury has increasingly 

looked to overseas customers to invest 

in its debt.  The Peoples Republic of 

China (PRC) has become a prime 

customer and, as of September 2011, 

held some $1,134.1 billion in U.S. 

Treasuries, or 12.0% of the total of 

$9,466.4 billion.   Overseas lenders now 

account for almost half (49.2%) of all 

U.S. Treasury debt holdings.  The trend 

has been on the upswing as overseas 

holdings of marketable U.S. Treasury 

securities has increased rapidly in 

recent years and continues to grow.  

Major Foreign Holders of U.S. Treasuries 
(September 2011)

Holdings (Billions)
 

% of Total 

China  $1,134.1 12.0%

Japan $979.0 10.3%

United Kingdom $408.4 4.3%

Oil exporters $226.2 2.4%

Brazil $209.1 2.2%

Caribbean  
Banking Centers

$175.2 1.9%

Taiwan $150.1 1.6%

switzerland $131.7 1.4%

Hong Kong $110.7 1.2%

Russia $92.1 1.0%

Canada $81.8 0.9%

…

Total foreign $4,656.3 49.2%

Total $9,466.4 100.0%

Source:	U.S.	Treasury	Department	and	SIFMA
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Safe Haven?
These sizable Treasury holdings expose 

central banks to the risk of adverse 

price movement.  Treasury securities 

are typically less volatile than other 

securities with comparable maturities 

that have greater perceived credit risks, 

but risks nonetheless are apparent.  

U.S. rates were pushed to very low 

levels by early 2009 in the wake of 

the financial crisis.   The target Fed 

Funds rate, the Federal Open Market 

Committee’s (FOMC) primary monetary 

policy tool, continues to languish at an 

anemic 0-0.25% as a result of ongoing 

weakness.  While the FOMC announced 

in August 2011 its intent to hold rates 

at these low levels until mid 2013, that 

intent is not binding.  

The Fed brought down rates even 

further with its current version of 

“Operation Twist” announced in 

September 2011.  Per this policy, the 

Fed extended the average maturity of its 

security holdings, previously acquired 

through its QE and QE2 programs, by 

“rolling out” on the yield curve, i.e., 

selling shorter-term in favor of buying 

longer-term Treasury securities.  This 

had the immediate impact of flattening 

the yield curve. 

If the cumulative weight of these programs to reduce both the short- and long-term 

rates should achieve their objective of stimulating growth, this implies that rates 

may reverse upwards.  

Early indications of growth are already creeping into economic releases.  While 

the U.S. unemployment rate remains at an unacceptably high level, it has 

declined from its 2009 peak of 10% to 8.5% by December 2011.  While 3rd 

quarter 2011 GDP was reported at only 1.8%, the figure has nonetheless been 

rising, after threatening to fall into negative territory, invoking discussion of a 

“double-dip” recession. 

http://www.cmegroup.com
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We refer to various U.S. Treasury indexes published by Barclays Capital.  This 

analysis is generally conducted over a 12-month horizon and accounts for income 

generated by holding the security.  One may estimate the rate advance required to 

offset income over 12 months by dividing yield by duration. 

E.g., if rates advance just 17.4 basis points (bps) or 0.174% over the next 12 months, 

the U.S. Treasury Index returns will equal zero or B/E.  This is calculated as the yield in 

basis points divided by duration or 17.4 bps = (103 bps / 5.92 years).  

E.g., the breakeven rate advance for intermediate Treasuries is 18 bps (=72 bps / 4.0).  

E.g., the breakeven rate advance for long-term Treasuries is 16.5 bps (=268 bps / 16.2).  

These B/E rate advances are at the lowest levels observed for many years, 

underscoring the vulnerability associated with U.S. Treasury security holdings.  

And, just as a fixed income asset manager may seek to address the risks of declining 

investment values, central banks may seek to introduce similar risk management 

or hedging programs with the use of derivatives instruments including CME Group 

Treasury futures.  

Breakeven (B/E)  
Rate Analysis

(Barcap Treasury Indexes as of 12/30/11)

duration Yield B/e Rate advance

U.s. Treasury 5.92 Yrs 1.03% 17.4 bps

intermediate Treasury 4.0 Yrs 0.72% 18 bps

long Treasury 16.2 Yrs 2.68% 16.5 bps

We are further witnessing creeping 

inflationary pressures.  The U.S. 

Consumer Price Index (CPI) was 

reported at +3.4% on a year-on-year 

(YOY) basis for November 2011.  This 

figure is impacted by strong emerging 

market demand for food and energy.  

But even the CPI excluding food & 

energy is reported on the upswing at 

+2.2%.  

While the short-end of the U.S. yield 

curve is anchored by Fed monetary 

policy, the long-end of the yield curve is 

driven by economic growth and inflation 

prospects.  Should these economic 

and inflation trends continue, that 

will eventually pressure rates higher 

and prices lower, with the obvious 

consequence of losses realized by 

Treasury investors including foreign 

central banks.  

Measuring Risk  

There is an old saying – “you can’t 

manage what you can’t measure.”  

One method for assessing risk is a 

“breakeven (B/E) rate analysis.”  This 

technique addresses the question – how 

much do rates need to advance before 

investors suffer loss by holding a 

particular security?  

http://www.cmegroup.com
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Conclusion 

The role of the world’s central banks has 

expanded dramatically over the years 

to the point that they are heavily relied 

upon by their respective governments 

as well as the private sector to provide 

economic leadership.  As such, many 

central banks have accumulated large 

U.S. dollar denominated reserves, 

typically invested in U.S. Treasuries.  

But Treasury yields are very low and the 

possibility of rising yields implies risk.  

Futures trading is not suitable for all investors, and involves the risk of loss. Futures are a leveraged investment, and because only a percentage of a contract’s value 

is required to trade, it is possible to lose more than the amount of money deposited for a futures position. Therefore, traders should only use funds that they can 

afford to lose without affecting their lifestyles. And only a portion of those funds should be devoted to any one trade because they cannot expect to profit on every 

trade. All references to options refer to options on futures.

CME Group is a trademark of CME Group Inc. The Globe logo, E-mini, E-micro, Globex, CME and Chicago Mercantile Exchange are trademarks of Chicago 

Mercantile Exchange Inc. CBOT and Chicago Board of Trade are trademarks of the Board of Trade of the City of Chicago, Inc. ClearPort and NYMEX are 

trademarks of the New York Mercantile Exchange, Inc. Dow Jones is a trademark of Dow Jones Company, Inc. All other trademarks are the property of their 

respective owners.

The information within this brochure has been compiled by CME Group for general purposes only. CME Group assumes no responsibility for any errors or 

omissions. Additionally, all examples in this brochure are hypothetical situations, used for explanation purposes only, and should not be considered investment 

advice or the results of actual market experience. All matters pertaining to rules and specifications herein are made subject to and are superseded by official CME, 

CBOT and NYMEX rules. Current rules should be consulted in all cases concerning contract specifications.

Copyright © 2012 CME Group. All rights reserved. 

CME Group offers a suite of U.S. 

Treasury futures and option products 

designed specifically to address 

the risks attendant to U.S. Treasury 

ownership.  As such, we believe that 

central banks may make good use 

of these products to manage their 

investment holdings in an efficient and 

responsible manner.  

CME Group’s Central Bank Forum is 

designed to arm participants with the 

knowledge and tools necessary to 

deploy derivatives products to manage 

these risks.  I.e., to keep “risk-off” in a 

“risk-on” market environment.  
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