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Introduction

Expected returns on all asset classes 

remain low, a consequence of the 

remarkably low level of the term 

structure of real interest rates. In the 

past decade, almost all investors have 

had to migrate down the risk spectrum, 

or seek out exposure to new risks, with 

the aim of preserving desired levels of 

returns as far as possible. Some 

investors have succeeded in 

negotiating lower return targets with 

their stakeholders, at least temporarily, 

to reflect current realities – as has been 

announced, for example, by a number 

of US state and other public sector 

pension funds.2

The causes of the low return 

environment remain a topic of great 

debate, but most mainstream 

economists and analysts would point to 

the overhang of issues from the Global 

Financial Crisis (GFC), as well as 

others brought into sharper focus by 

the delayed and tepid recovery from 

the GFC. They include the impact of: 

continuing pressure to deleverage 

public and private sector balance 

sheets; global imbalances of demand 

between and within major economies; 

demographic pressures including 

declining labour forces and higher 

dependency ratios; relatively weak 

business investment and 

correspondingly weak labour 

productivity growth; and increased 

wealth and income inequalities.

Almost all analysts would agree that 

central banks are major participants in 

this drama, although opinions differ on 

whether they are playing the role of 

hero, villain or fool. I see them as 

leading actors, but some critics see 

them as authors of a tragedy. 

For example, one strand of analysis, 

which seems to be written for US 

investors with a libertarian outlook on 

life, argues that pretty much all the 

problems in the economy are caused 

by central bank zero-interest-rate and 

Quantitative Easing (QE) policies. That 

is an interesting point of view but, 

ultimately, it seems to me to be an 

example of the Post hoc ergo propter 

hoc fallacy – i.e. just because B follows 

A, it does not mean that B is caused by 

A. That said, and with the benefit of 

hindsight, I think the case could be 

made that central banks were a little 

slow out of the blocks in explaining that 

zero rates and QE resulted from them 

simply reacting to, and 

accommodating, an autonomous fall in 

the equilibrium level of the real interest 

rate – often referred to as r* 3… And 

that the fall in r* resulted from the real 

factors noted above, which are very 

largely beyond the control of monetary 

policy.

At the other end of the spectrum, there 

are some – particularly among those 

whose whole working careers have 

been during the zero-rate and QE era –

for whom all of this is normal. The view 

seems to be that, as a cyclical recovery 

takes hold, and as national labour 

markets tighten, so the Phillips Curve 

will reassert itself, inflation will take off, 

central banks will tighten monetary 

policy, and everything will be basically 

fine. That doesn’t seem quite right 

either, in that it would seem to 

underplay the role of the some of the 

real and structural imbalances 

mentioned above. That is not to claim 

superior knowledge for my own 

generation – after all, we were on 

watch when a lot of things went wrong 

– but age can bring perspective on 

problems even if it does not guarantee 

wisdom.

“You can’t always get what you want,
But if you try, sometimes, well you might find
You get what you need.” 1

IntroductionWhite Paper - Insights for Sovereign investors

1 Mick Jagger & Keith Richards, 1969
2 For example, the California Public Employees’ Retirement System’s annual assumed return rate has been reduced from 8.0% a decade ago to 7.5% currently, and a further reduction 

has been announced to 7.0% by FY 2019/20.
3 r* is a shorthand expression now much-discussed in the literature and commentary. From Knut Wicksell’s 1898 treatise Interest and Prices: “There is a certain level of the average rate 

of interest which is such that the general level of prices has no tendency to move either upwards or downwards.”
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The questions on the minds of 

investors are how economics and 

policy are likely to play out; and what 

they should themselves be doing in 

their portfolios. Central banks give a lot 

of guidance on their views on the 

economic outlook and how they expect 

their policies to respond. But they know 

much less than is commonly 

supposed. At the Bank of England, my 

former boss Mervyn King was 

famously sceptical about macro 

forecasting, and often used the 

analogy of driving a car while only 

being able to see out of the rear 

window. In fact, he used to enjoy 

saying that we weren’t much better at 

forecasting the past than we were the 

future, given the frequently large 

revisions that were made – often long 

after the event – to economic statistics, 

which are the starting point of 

forecasts.

That’s not meant as a counsel of 

despair for investors, but to inject a 

sense of realism in the ability of the 

authorities to steer policy and events 

towards desired outcomes, particularly 

when the uncertainties are so great. 

Central banks might have more 

resources devoted to economic 

analysis than the rest of us, and as 

we’ll see they have expanded powers, 

but they are neither omniscient nor 

omnipotent. 

In the paper below, I aim at a modest 

goal. I expand a little on the role of, 

and some of the current issues in, 

central banks – and why therefore 

investors might want to analyse their 

public statements carefully. Then I 

describe what they are saying about 

their own investment strategies and 

what they are doing in their own 

reserves management portfolios, 

based mainly on the annual Reserves 

Management Trends Survey 

conducted by HSBC in conjunction with 

Central Banking Publications. As both 

a supplement to, and a cross-check 

on, central bank policy statements and 

publications, that might yield some 

insights to investors in the quest to 

manage their own portfolios through 

uncertain times.

White Paper - Insights for Sovereign investors Introduction

“…inject a sense of realism in the ability of the 

authorities to steer policy and events towards 

desired outcomes, particularly when the 

uncertainties are so great. Central banks might 

have more resources devoted to economic 

analysis than the rest of us, and … they have 

expanded powers, but they are neither omniscient 

nor omnipotent. ”
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In the land of the blind, the one-eyed man is king

In 1930, Keynes famously wrote that “If 

economists could manage to get 

themselves thought of as humble, 

competent people, on a level with 

dentists, that would be splendid!” 4

Keynes’s own subsequent career 

through the Great Depression, World 

War II and the construction of the post-

War global economic order was a 

demonstration of the difficulty he 

personally experienced in living down 

to that modest ambition. And, like it or 

not, we are clearly not living through an 

era in which central bank governors are 

seen as unremarkable technocrats 

performing essential but largely 

mundane functions. In early 1999, 

during the Asian and Emerging 

Markets Crisis, Time magazine ran a 

cover-page showing Fed Chairman 

Alan Greenspan, flanked by US 

Treasury Secretary Robert Rubin and 

his deputy Larry Summers, under the 

caption “The Committee to Save the 

World” 5. That came as a surprise to 

those of us on the staff and 

management of the International 

Monetary Fund (IMF), and no doubt to 

the other 181 member countries of the 

IMF too, but in retrospect it does seem 

to have ushered in the age of celebrity 

central bankers.

Or, more accurately, the modern age. 

In the 1920s and early 1930s, as the 

financial bubbles that led to the Great 

Depression inflated and then burst, 

when the tools of financial diplomacy 

were ocean-going liners and villas on 

Cap Ferrat and Long Island, the 

transatlantic voyages of governors like 

Montagu Norman of the Bank of 

England and Benjamin Strong of the 

New York Fed were front-page news.6

Somewhat comically, and certainly 

quixotically, Montagu Norman often 

tried to avoid publicity by travelling 

incognito under the assumed name of 

Professor Clarence Skinner – an alias 

which, with that classic British cocktail 

mixing respect for tradition with irony, 

has occasionally been used by senior 

Bank of England officials in the twenty-

first century. Montagu Norman remains 

a controversial figure in UK official 

circles. A large portrait of him occupies 

pride of place on the wall behind the 

Governor in the ornate room that hosts 

Monetary Policy Committee meetings. 

In a light moment during a difficult 

GFC-era MPC meeting, one member of 

the Committee observed that “when I 

don’t know what to do, I look at his 

portrait and ask myself: ‘what would he 

have done?’ And then I do the exact 

opposite.”

The interest in central banks, and the 

women and men who lead them, 

reflects the range of powers they wield, 

which have tended to increase in the 

decade since the GFC. They set 

policies with far-reaching implications 

for the real economy and the financial 

sector. Their most established and 

publicised role is, of course, in 

monetary policy, and the closely-linked 

area of currency policy implementation.

Since the GFC, and in some cases 

since the Asian Crisis, many central 

banks have been given powers and 

developed tools in the relatively new 

sphere of macro-prudential policy. To 

oversimplify, this came from the 

limitations exposed in the conventional 

wisdom (commonly associated with 

Alan Greenspan) stating that the best 

contribution central banks could make 

to dealing with financial excesses was 

to clean up the mess after bubbles had 

burst. Macro-prudential policy is a 

portmanteau term for a collection of 

measures – price disincentives and 

quantitative restrictions – that can be 

imposed on financial agents, banks 

especially, and that aim to prevent, or 

at least moderate, the build-up of 

systemically-significant financial 

vulnerabilities.

In the land of the blind, the one-eyed man is kingWhite Paper - Insights for Sovereign investors

4 J M Keynes, Economic Possibilities for our Grandchildren, 1930.

5 Time magazine, 15 February 1999.

6 This era is quite brilliantly evoked in Liaquat Ahamed’s book, Lords of Finance, published in 2009 and winner of the Pulitzer Prize for History in 2010.

“If we are all struggling to form confident views on 

the evolution of the global economy and the 

outlook for investment returns, can we … look for 

clues in what central banks themselves are 

saying and doing in the management of their own 

investments?”
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In addition, central banks have been at 

the forefront of the massive wave of 

regulatory change that has been 

pushed through since the GFC: not 

only in the revised Basel standards for 

bank capital and liquidity regulation, 

etc.; but also via the Financial Stability 

Forum, as leading proponents of 

reforms in securities and derivatives 

market regulation. Relatedly, many 

central banks have gained enhanced 

powers in banking supervision. The 

European Central Bank is now at the 

heart of banking supervision via the 

new Single Supervisory Mechanism. 

The Bank of England, which had 

banking supervision taken away in 

1997 in return for gaining monetary 

policy independence, reacquired it –

and the supervision of insurance 

companies – in 2013. For many central 

banks, macro-prudential policy and 

banking supervision offer positive 

synergies, particularly in the official 

stress tests which are now regularly 

run to measure the resilience of banks 

to adverse economic scenarios that are 

worrying the authorities.

Central banks have become more 

powerful, and investors need to pay 

even more attention to what they are 

up to, yet it has never been harder to 

figure out what is going on, or why, and 

what is likely to happen next. This isn’t

because central banks aren’t 

communicating enough, but because 

we are plainly living through 

extraordinary economic times. There 

are very large uncertainties about the 

economic and financial outlook, and 

several unresolved puzzles are 

perplexing central banks too. Rather 

than dwell on them, and debate 

whether we are confronting “persistent 

headwinds” to satisfactory growth and 

inflation or whether we might be in 

“secular stagnation”, it is more efficient 

to refer the reader to an authoritative 

and succinct exposition by another of 

my former bosses, Stan Fischer, now 

Vice Chairman of the Fed Board of 

Governors. In a speech at a recent 

conference in Rio de Janeiro,7 Stan 

reviewed the low level of global real 

interest rates which is a symptom of 

the unusual economic environment, 

and the underlying cause of most of the 

headaches afflicting investors.

A friend of mine, a former US central 

banker now working as an investor, 

suggested late last year: “there has 

never been a more interesting time to 

be a macroeconomist, and never been 

a worse time to be an investor.” 

Despite the steady and relatively 

synchronised recovery in global growth 

since then, I think that’s still a view with 

which many investors would 

sympathise. 

However, in the land of the blind, the 

one-eyed man is king. If we are all 

struggling to form confident views on 

the evolution of the global economy 

and the outlook for investment returns, 

can we at least look for clues in what 

central banks themselves are saying 

and doing in the management of their 

own investments? 

We shouldn’t expect to learn much 

about central banks’ own monetary 

policy intentions from their reserves 

investment policies, not least as most –

if not all – will have formal or informal 

information firewalls in place between 

those two areas. But policy and 

investment staff swim in the same 

water analytically and have similar 

ways of looking at the world; their 

investment activities will be informed by 

a general sense of what their own 

central bank, and central banks 

generally, think about the outlook and 

what they are trying to achieve.

In the land of the blind, the one-eyed man is kingWhite Paper - Insights for Sovereign investors

7 Stan Fischer, Vice Chairman of the Board of Governors of the Federal Reserve System, The Low Level of Global Real Interest Rates, at the conference to celebrate Arminio Fraga’s 60 

years, Rio de Janeiro, 31 July 2017.

“…central banks have become more powerful, and investors 

need to pay even more attention to what they are up to. But it 

has never been harder to figure out what is going on, or why, 

and what is likely to happen next. Not because central banks 

aren’t communicating enough, but because we are plainly 

living through extraordinary economic times.”
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Global reserve holdings total around 

USD10.8 trillion which, at an aggregate 

level, represents broad stability after 

their steady rise from just under USD2 

trillion in 2000 to a peak of USD11.7 

trillion in 2013. The decline from that 

peak reflects offsetting moves by a 

number of central banks, with the 

reduction by over USD1 trillion in 

China’s reserves – mainly reflecting 

the authorities’ accommodation of 

dollar deleveraging by Chinese 

companies – being particularly notable. 

The size of global reserves makes 

central banks very significant players in 

foreign exchange and fixed income 

markets in particular. Not all central 

banks publish the currency 

composition of their reserves, but 

those accounting for approximately 

three quarters of global reserves do. 

From that, we know that some two 

thirds of global reserves are held in US 

dollars, about one fifth in euro, roughly 

4% each in sterling and in yen, and 1% 

in RMB. For dollars and euro, those 

proportions are broadly similar to the 

position of twenty years ago, when the 

euro succeeded the German mark, 

French franc and other continental 

European reserve currencies.

White Paper - Insights for Sovereign investors A quick recap on central bank reserves management

Source: HSBC Global Asset Management Research based on IMF IRFCL (International Reserves and Foreign Currency Liquidity) and COFER (Composition of Official Foreign 

Exchange Reserves) data as of December 2016. Big energy exporters includes Algeria, Bahrain, Brunei, Kazakhstan, Kuwait, Nigeria, Norway, Oman, Qatar, Russia, Saudi 

Arabia, UAE and Venezuela and Official Reserve Assets based on Financial Times article (‘Oil exporters face fall in foreign exchange reserves’) . Official Reserve Assets for 

China have been shared within the IMF IRFCL database for the first time in 2015, which has led to a strong shift of Official Reserve Assets out of the ‘Other’ category into the 

‘ASIA PACIFIC’ category

Central Banks’ Official Reserve Asset development since 2000 (USDtrn)

A quick recap on central bank reserves management

+ 9.9% p.a.

+ 11.2% p.a.

+ 15.2% p.a.

+ 11.3% p.a.



9

Classically, central banks hold reserves 

as insurance against macroeconomic 

and financial tail-risks, so-called 

“sudden stops”. That leads them to 

hold large proportions of their reserves 

in high-quality, liquid fixed income 

assets denominated for the most part 

in the major currencies, as we have 

seen. The holy trinity of reserves 

management was always “Security, 

Liquidity and Return”, in that order of 

priority. However, central banks 

represent a broad spectrum of 

circumstances and experience, 

including different probabilities of 

experiencing a “sudden stop”, so local 

priorities and preoccupations are 

reflected in their individual investment 

policies. 

Many central banks hold far more 

reserves than they are ever likely to 

need to liquidate in short order. For 

them, considerations, including political 

suasion and their own reputation for 

competent administration of public 

money, may lead them to tranche their 

portfolios in some way to sacrifice 

liquidity, and to an extent security, to 

earn a higher return. For some smaller 

central banks in particular, the 

investment return on the reserves may 

be a significant proportion of the 

operating income of the central bank 

or, in some cases, a material 

proportion of government revenue. 

They too may be pushed further down 

the risk spectrum to earn a higher 

return, particularly with the persistently 

low, and in some cases negative, 

yields on traditional government bonds 

in reserve portfolios since the GFC. 

Even so, and with the exception of 

central banks that are also de facto 

sovereign wealth funds, their portfolios 

tend to be relatively conservative, with 

a low tolerance for realising losses 

from default events in particular.

A quick recap on central bank reserves managementWhite Paper - Insights for Sovereign investors

Source: HSBC Global Asset Management Research based on IMF COFER (Composition of Official Foreign Exchange Reserves) data as of March 2017. 
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Every year, HSBC in association with 

Central Banking Publications produces 

the Reserves Management Trends 

(RMT) survey. The RMT is 

acknowledged as the industry standard 

among practitioners and the 

stakeholder community, and the 2017 

edition included responses from 80 

reserves managers responsible for a 

total of USD5.9 trillion, roughly half of 

total global reserves. The sections that 

follow draw on the survey responses in 

quantitative form, illuminated with 

written comments from respondents. 

The survey questions were sent out in 

February 2017 and the RMT 

incorporates responses received by 

the end of March. 

From time to time, I will add some 

commentary based on my own 

conversations this year with both 

monetary policymakers and reserves 

manager central bankers – and 

occasionally from sovereign wealth 

funds and other large investors – but I 

will make clear where the text goes 

beyond the RMT material. 

Here are the summary responses for 

2017 set alongside those for 2016 to 

the question: “which risk causes you 

greatest concern?”

White Paper - Insights for Sovereign investors What are central banks concerned about?

What are central banks concerned 

about?

Source: HSBC Global Asset Management, March 2016. Nominal, local, annualised implied returns based on a 10-

year horizon model with end-March 2016 prices. Trajectories are based on model assumptions and are not 

guaranteed in any way.

2017

1 Weakness/instability in the euro area 34%

2 Fear of major asset price corrections 30%

3 Divergent monetary policies 16%

4 Excessive dollar strength 15%

5 Fear of world recession in 2018-19 5%

2016

1 Diverging monetary policies     49%

2 China, Emerging Market Economies (EME) developments 19%

3 Oil, commodities price decline  14%

4 Changes in reserves levels  10%

5 Exchange rate volatility              5%
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Euro Area

Probably the most striking thing in the 

2017 responses is the emphasis on 

weakness/instability in the euro area. 

The explanation is likely to lie in the 

timing of the survey in Q1. This was at 

the height of more general concerns 

about the rise of “populism” in politics 

in the long aftermath of the UK’s 

referendum on EU membership and 

the US presidential election the 

previous year. As one emerging market 

reserves manager explained: “As a 

large euro holder, our reserves as well 

as our economy are exposed to the 

eurozone. Brexit showed that the 

outcome of elections in some important 

eurozone countries could be not 

always positive for future consolidation 

in Europe.”

In the event, of course, populist leaders 

did not make the headway that had 

seemed possible in elections in either 

the Netherlands or in France; and there 

seems to be a high level of confidence 

that the German general election will 

result in victory for mainstream, pro-EU 

parties. Moreover, the euro area 

cyclical recovery in growth has become 

more established since Q1, which adds 

to confidence that the risk of political 

and financial fragmentation is lower 

now than it might have appeared 

earlier. From conversations with 

(private as well as public sector) 

investors since the French presidential 

election, I think it is fair to say that 

there is still some nervousness about 

the prospects for the Italian elections 

later this year or early next year. But 

my sense is that what underlies it is 

more a concern that it could represent 

a “mark-to-market” event for holders of 

Italian government and bank debt, 

rather than the beginning of an 

existential crisis of Italian euro area 

membership.

Brexit

On the theme of political risk, the 2017 

RMT asked about reactions to the 

Brexit vote and the US Presidential 

election. Central banks were asked, 

“Did the result of the 2016 UK 

referendum result on the European 

Union change your view of the 

attractiveness of sterling as a reserve 

currency?” They were requested to 

give a short and a long-term view. For 

the short-term, 53% said that it had not 

changed their view; and for the long-

term, a larger proportion, 71% said 

their view had not changed. A reserve 

manager from Asia pointed out that, 

“Drastic depreciation in GBP reduced 

its attractiveness in the short run. 

However, in the long run, the UK 

economy is expected to recover with 

economic fundamentals remaining 

steady.” A respondent from the 

Americas commented, “We removed 

the benchmark’s exposure to GBP 

before the UK’s referendum. We have 

no plans to invest in GBP until there is 

more certainty regarding the economic 

and financial implications of Brexit.” 

Another Asian reserve manager 

suggested, “Investment in GBP will 

now require a higher risk premium, due 

to increased political risk and increased 

economic risk as a result of being 

outside the European Union.” All of 

which reminds one of the old adage, 

still an important part of the investment 

tool-kit, that “there is no such thing as a 

bad asset, just the wrong price.” 

What are central banks concerned about?White Paper - Insights for Sovereign investors

Did the results of the 2016 UK referendum on the European Union 

change your view of the attractiveness of sterling as a reserve 

currency?

Did the results of the 2016 US presidential election change your 

view of the attractiveness of the US dollar as a reserve 

currency?

Respondents* Respondents**

Yes
47%No

53%

Yes
29%

No
71%

Yes
20%

No
80%

Yes
22%

No
78%

Short Term Long Term Short Term Long Term

Source: Central Banking Publications, HSBC Reserve Management Trends 2017

* 78 respondents replied to this question

** 77 respondents replied to this question

Post political shocks, the majority have not changed their view on GBP or USD as reserve currencies
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President Trump

The RMT asked a similarly-structured 

question about the United States: “Did 

the results of the 2016 US presidential 

election change your view of the 

attractiveness of the US dollar as a 

reserve currency?” The response was 

fairly clear-cut: 80% and 78% of 

respondents said that it had not 

changed their view in the short and 

long term respectively. Interestingly, 

these responses were made in the two 

months after the new president’s 

inauguration; so at a time when, I think 

it is fair to say, the post-election rally in 

markets was beginning to run out of 

steam, and uncertainty about the new 

administration’s policies – and their 

implications for monetary policy and 

the dollar – was relatively high. The 

commentary that accompanies 

responses generally acknowledged the 

uncertainties generated by the result, 

but stressed that the fundamental 

importance of the dollar as a reserve 

currency would override that. One EME 

reserve manager observed, “The US 

president may introduce some 

uncertainty regarding the USD and Fed 

policy implications. But as of today we 

need to hold large amounts of USD-

denominated assets to meet our 

reserves management objectives.” As 

with some of the concerns about 

political risk in the euro area, the timing 

of the survey makes some of the 

concerns expressed look like 

interesting period pieces today, given 

the mixed record of the new 

administration in translating many of its 

campaign themes into legislation and 

active policy. For example, the 

comment of one central banker from 

the Americas: “There is ample 

uncertainty regarding the new 

administration’s future policies and 

actions. 

Some of the current proposals could 

have substantial impact on global 

trade, growth and financial markets. 

Other policies could be destabilising 

internally (in the US). If such is the 

case, the attractiveness of USD assets 

as investment vehicles for reserve 

portfolios could certainly diminish (i.e. 

outlook for Agencies and Agency MBS 

is uncertain).” Perhaps the most apt 

comment, and the best to conclude on, 

came from a reserves manager in the 

Middle East: “The USD will likely 

remain the major reserve currency in 

the absence of clear alternatives.”

Diverging monetary policy

This risk can probably be thought of as 

the potential consequences for 

financial markets of either the 

combination of FOMC tightening while 

the ECB and Bank of Japan are still 

easing, or of a market reaction to one 

of their individual policy steps. In either 

case, it seems that central banks’ 

perceptions of these risks have 

substantially reduced between the 

2016 and 2017 surveys.

At first glance, that might seem 

surprising given the uncertainty for 

FOMC policy in early 2017, itself 

contingent on the uncertainties around 

the new administration’s economic 

policies. That uncertainty was evident 

in the FOMC’s own minutes, with the 

December 2016 meeting having 

debated not just the calibration, but 

also the sign of the economic impact of 

potential government policy initiatives8. 

A popular view at the time was that, 

with the FOMC believing the US output 

gap essentially to be closed, any 

meaningful discretionary fiscal easing 

would be met with a much steeper path 

of FOMC rates rises. 

Additionally, in the Mundell-Fleming 

framework that had proved so apposite 

in the era of US loose fiscal and tight 

monetary policy under President 

Reagan and Fed Chairman Paul 

Volcker, the view was that it would 

cause a marked further appreciation in 

the US dollar. 

Perhaps one reason central bank 

reserves managers are less worried 

now about monetary policy is because, 

as uncertain as things may have been 

in early 2017, they seemed even more 

uncertain in early 2016. 

That was a rather volatile time in 

financial markets, and followed 

episodes of marked volatility in the 

second half of 2015, notably that 

associated with China’s currency 

policy. At the time, and in the aftermath 

of the first rise in the FOMC policy rate 

in December 2015, after nearly seven 

years at the effective lower bound on 

rates, there were concerns about the 

broad international repercussions of 

further rises. The FOMC, of course, 

was very well aware of that. In the 

event, it has succeeded in 

communicating both the medium-term 

and the short-term factors that are 

relevant for its policy reaction function, 

including vulnerabilities in EMEs and 

financial markets. The fact that China 

and EME risks were so prominent in 

2016, but absent from the list in 2017, 

is further support for the view that the 

FOMC has managed to begin its exit 

strategy without adverse international 

repercussions, at least in the opinion of 

central bank reserves managers.

What are central banks concerned about?White Paper - Insights for Sovereign investors

8 “In their discussion of their economic forecasts, participants emphasized their considerable uncertainty about the timing, size, and composition of any future fiscal and other economic 

policy initiatives as well as about how those policies might affect aggregate demand and supply. Several participants pointed out that, depending on the mix of tax, spending, regulatory, 

and other possible policy changes, economic growth might turn out to be faster or slower than they currently anticipated.” Minutes of the FOMC, December 13-14 2016. 

“…in conversations with central bankers, there seems to be 

much less anxiety now about the path for monetary policy than 

two years ago.”
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To broaden this issue out a little, it’s 

worth mentioning that in conversations 

with central bankers – both monetary 

policymakers and reserves managers –

there seems to be much less anxiety 

now about the path of monetary policy 

than two years ago. That’s as true of 

those central banks still easing as it is 

of the Fed. Not to say that they are 

complacent, by any means. But the 

FOMC’s steps so far, including the 

plans it has announced for balance-

sheet reduction, have clearly been well 

articulated and implemented, and offer 

a case study for the Bank of Japan and 

the ECB when they in turn cease to 

add to easing, pause, and eventually 

begin the process of exit.

All of that is contingent on the current 

expansion continuing, and on greater 

confidence that inflation is on a trend to 

a sustained rise to target. In fact, the 

weakness of inflationary pressure, 

given the apparent tightness of labour 

markets, is one of the unresolved 

puzzles I referred to earlier. The 

flatness of the Phillips Curve has been 

extensively debated in the US, but 

there are echoes of that debate in the 

UK, in the euro area, and in Japan, 

where raising inflation and inflation 

expectations continues to prove very 

hard work, despite QQE and yield 

curve control, a strong cyclical 

recovery, falling unemployment and 

growth in female labour-force 

participation.

To oversimplify a little, much private 

sector commentary seems to assume 

that tight labour markets will eventually 

cause traditional mechanisms to 

reassert themselves and cyclical 

inflation to reemerge, perhaps more 

strongly than central banks realise. 

To some extent that may reflect wishful 

thinking by financial sector analysts, 

given the commercial opportunities 

“global reflation” might present in terms 

of the asset reallocation, trading and 

hedging needs of their clients. Central 

bankers are less prone to enthusiasm 

and more understated than their 

private sector counterparts. That goes 

with the territory, given that a large part 

of their remit is to think about what 

might go wrong, in the certain 

knowledge that they will be blamed if it 

does.

Central banks worry far more about 

killing the recovery than they do about 

being behind the curve on inflation. On 

the inflation outlook, as puzzled as 

some of them might be by its low level 

relative to domestic employment and 

capacity utilisation, there is a body of 

work developing in the central banking 

world that seeks to explain the 

persistent weakness of inflationary 

pressure globally. In large part, that 

work appeals to factors that go beyond 

cyclical dynamics or even the overhang 

of the GFC. For example, measures in 

many advanced economies to reduce 

the wage-bargaining power of 

organised labour, particularly in the 

private sector, go back decades. Over 

a similar time period, and not 

unrelatedly, major advanced-economy 

central banks have succeeded in 

reducing inflation and inflation 

expectations; and in anchoring inflation 

expectations at, or very close to, their 

targets. In the past couple of decades, 

globalisation and technological change 

have introduced greater contestability 

in the form of more integrated product, 

labour and capital markets – workers 

and companies have less pricing power 

in a world in which production can be 

relocated, there is greater free 

movement of labour, and traditional 

companies’ value-chains are being 

disrupted by technology. 9

On this view, the global output gap has 

to be considered alongside domestic 

output gaps in gauging national 

inflationary pressure; and the potential 

for the global labour force to expand 

further as industrialisation continues in 

emerging and developing economies 

has to be considered alongside the 

capacity of the existing global labour 

force. Technological and structural 

changes are also underway in the 

global economy that could weigh on 

inflation for some time to come. 

So there are good reasons to believe 

that inflationary pressure can remain 

muted, despite recovery in growth and 

employment; and that the extent of 

monetary policy tightening eventually 

required by the recovery will be 

similarly contained.

What are central banks concerned about?White Paper - Insights for Sovereign investors

9 See Claudio Borio’s presentation “How much do we really know about inflation” on publication of the BIS Annual Report 2016. Also, “The globalisation of inflation: the growing 

importance of global value chains,” BIS Working Paper 602, by Raphael Auer, Claudio Borio and Andrew Filardo.

“…central banks worry far more about killing the recovery than 
they do about being behind the curve on inflation … a large 
part of their remit is to think about what might go wrong, in the 
certain knowledge that they will be blamed if it does.”

“…globalisation 
and technological 
change have 
introduced greater 
contestability in 
the form of more 
integrated product, 
labour and capital 
markets”
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Other risks

I think the other risks identified in the 

RMT – of asset price falls, 

dollar/exchange rate volatility and 

recession – are probably derivatives of 

the concerns already covered. Or, as 

one EM central bank respondent 

noted, “the dollar strength and the 

recession and fall in asset prices can 

come hand in hand, therefore it is not 

easy to rate their risk separately.” 

Certainly my experience has been that 

most investors – public and private 

sector – would agree that all assets 

are fully-priced. They would also agree 

that, among the various risks to asset 

prices, the one that would have the 

greatest impact (if not necessarily the 

highest probability of occurring) is if the 

interest-rate forward curve, on which 

asset prices are predicated, rose 

markedly. The most likely trigger for a 

jump in the forward curve would be a 

surprise pick-up in inflation inducing 

much stronger-than-priced monetary 

policy tightening. Finally, most 

investors would agree that a major 

collapse in global asset prices along 

these lines could lead to a recession. 

Where investors differ is on the 

probability they attach to that 

scenario.

Obviously, the FOMC is well-aware of 

that, and of the need to put a lot of 

energy and resources into gathering 

and understanding market 

expectations; it is also acutely aware of 

the importance of communicating its 

own view of the economic outlook and 

its policy reaction function to financial 

markets and the public, in the US and 

globally. 

The New York Fed’s market 

intelligence network has expanded 

considerably in recent years, far 

beyond its traditional constituency of 

the sell-side Primary Dealer network. It 

now includes asset managers and 

other buy-side firms in the US and 

internationally, as well as other major 

market participants, including large 

corporate treasuries. The results of the 

market intelligence network’s research 

are presented to the FOMC 

policymakers. The FOMC itself has 

produced a considerable body of work 

to inform the public debate about the 

path of policy, including the regular 

Summary of Economic Projections and 

its published statement on policy 

normalisation.

None of this is to deny the basic insight 

of the Chinese proverb that “he who 

rides a tiger is afraid to dismount”, or 

that policymakers are walking a 

tightrope in the exit from extraordinary 

easing measures; but given the 

situation policy finds itself in, as much 

as can be done is being done.

White Paper - Insights for Sovereign investors What are central banks concerned about?

“…among the various risks to asset 
prices, the one that would have the 
greatest impact (if not necessarily the 
highest probability of occurring) is if the 
interest-rate forward curve … rose 
markedly.”
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How are central banks managing their reserves portfolios?

In the section above, I have already 

covered the reaction to Brexit and the 

election of President Trump. Beyond 

the repercussions of those two events, 

the other main environmental factors 

affecting reserves management 

continue to be the FOMC’s tightening 

cycle which began in December 2015, 

and the persistence of negative short-

term interest rates in the euro area.

Reactions rising central bank policy 

rates

The RMT asked whether reserves 

managers had made changes to their 

dollar portfolios as a result of US policy 

rate rises and the prospect of more to 

come. They seemed largely unfazed by 

it all. 

Roughly 60% had not changed their 

allocation to the dollar, and a similar 

proportion had not made changes to 

the duration of their dollar portfolios. 

Around three quarters had made no 

change to their dollar asset class 

allocation or credit exposure. A typical 

response is this from a large reserve 

holder in Europe: “Over recent years, 

we have increased considerably [our] 

share of USD in foreign reserves and 

we maintain pretty short modified 

duration, but these decisions have not 

been driven directly by recent monetary 

policy tightening by the Fed.” Other 

responses reflect the “through the 

cycle” approach to asset allocation and 

desired liquidity, risk and return 

characteristics that I well recall from my 

time managing reserves for the Bank of 

England and the UK Treasury. For 

example this non-European industrial 

country reserves manager noted: “The 

strategic asset allocation (SAA) and 

customised benchmark have even kept 

relatively constant in the past year. The 

SAA and benchmark represent the 

desired liquidity and capital 

preservation characteristics of the 

portfolio. These have not shifted in 

response to the Federal Reserve 

raising rates.”

Of the sizeable minority of 40% that 

had made changes to their dollar 

portfolios, duration was the most 

significant area of change. This 40% of 

respondents were responsible for 

USD1.5 trillion of reserves (so 25% of 

the total in the survey) and were 

disproportionately from developing 

countries, with industrial and emerging 

markets under-represented. 

Developing countries were also 

disproportionately represented in the 

25% of respondents that had altered 

the product or credit exposures in their 

dollar portfolios.  

Central banks were also asked what 

the more general impact of rising policy 

rates and yields would be on reserves 

management. The vast majority –

around 80% – expected there to be 

changes across a number of 

dimensions, including currency, asset 

and duration allocation. A reserves 

manager from the Caribbean nicely 

encapsulated the challenge: “Given the 

current low-yield environment, it [rising 

yields] implies some likelihood of 

losses on capital. It is therefore 

important to examine closely the 

strategic asset allocation. Second, the 

current low-yield environment places 

pressure on the profitability of the 

central bank and therefore there is a 

natural inclination to search for yield.”

How are central banks managing their reserves portfolios?White Paper - Insights for Sovereign investors

In December 2016, the Federal Reserve raised rates by 25 points and is expected to do so again in 2017. Have you made 

changes to your dollar portfolio as a result?

US dollar rate hikes – a significant minority have adjusted allocation and duration

Yes
38%

No
62%

Yes
42%

No
58%

Yes
24%

No
76%

Allocation

Respondents*

Source: Central Banking Publications, HSBC Reserve Management Trends 2017

* 78 respondents replied to this question

Duration Products/Credit Exposure



17

A large reserves manager in the 

Americas thought that rising yields 

would reinvigorate investment in asset 

classes that had taken a back seat in 

recent years: “Despite safety being the 

main pillar in reserves management, 

rising interest rates bring back to the 

investment field several fixed income 

instruments deemed as inadequate in 

recent years. This may reintroduce 

diversification in reserves portfolios to a 

certain extent.” A European reserves 

manager said that they planned to 

increase the duration of their portfolio 

as interest rate income improved. I 

think that means that, despite the 

growth of investment in non-traditional 

asset classes in reserves portfolios in 

the post-GFC era, to the point where 

for many central banks what was non-

traditional is now mainstream, there are 

many others who still hanker after the 

security of portfolios of high-quality 

government bonds that were more 

typical a decade ago. 

Negative rates in the euro area

Negative rates have had deep and 

widespread consequences for reserves 

managers’ approach to the euro. 70% 

said they had changed their currency 

allocation as a result, reducing or in 

some cases removing it altogether. 

Several respondents, dominated by 

African central banks, said they had 

reduced their holdings of euro to zero 

or minimal amounts. A typical response 

was: “Due to negative interest rates in 

the eurozone, which defies capital 

preservation, and low excess reserves 

for investment purposes, no provision 

was made for a EUR portfolio.” Another 

group, mainly comprising emerging 

market countries, said they had 

reduced holdings over time, often 

holding minimum operational balances. 

An Asian central banker noted that they 

had “significantly reduced the EUR 

portion of our total reserves, currently 

holding only for working capital 

purposes.”  

We should not get too carried away by 

these comments. The IMF COFER 

data show a fall in the share of euro in 

allocated reserves of around 2 

percentage points to just under 20% 

since the end of 2014. 

So the euro remains a substantial 

proportion of many reserves portfolios. 

Among this group, typical responses 

were to increase duration and / or to 

increase credit exposure. A European 

reserve manager noted: “We have 

extended duration of the investment 

portfolio significantly and increased 

allocation from the trading portfolio into 

the investment portfolio. Overall 

allocation to the euro remained the 

same. We have also diversified into a 

broader range of quasi-sovereign 

assets.” In a similar vein, an Asian 

reserves manager explained: 

“Allocation and duration have been 

adjusted accordingly to minimise the 

impact of negative yield. Furthermore, 

credit exposure has also been adjusted 

to capture extra yield on some lower-

rated assets.”

How are central banks managing their reserves portfolios?White Paper - Insights for Sovereign investors

The EUR area has experienced negative rates since 2014. Have you made changes in the exposure of your euro portfolio as a 

result?

Yes
70%

No
30%

Yes
68%

No
32%

Yes
62%

No
38%

Most reserve managers have taken active steps to address negative rates in EUR portfolios

Allocation Duration Products/Credit Exposure

Source: Central Banking Publications, HSBC Reserve Management Trends 2017

* 76 respondents replied to this question

Respondents*
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The IMF added the renminbi to the SDR basket in October 2016 with a weight of just below 11%. What proportion of global 

reserves do you think will be invested in the renminbi by 2030?
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Reserve managers see the RMB’s share of global reserves rising to 7.4% by 2020

What percentage of your reserves do you think will be invested in this currency by 2030?
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Source: Central Banking Publications, HSBC Reserve Management Trends 2015, 2016 and 2017

Note: The total number of respondents varied each year

Renminbi

The IMF added the RMB to the Special 

Drawing Right (SDR) basket in October 

2016 with a weight of just below 11%. 

The IMF COFER data suggest that the 

RMB currently has a share of around 

1% in global reserves.  

The RMT asked reserves managers to 

give their views on two related but 

distinct questions. First, what proportion 

of global reserves did they think would 

be invested in RMB by 2030; and 

secondly, what proportion of their own 

reserves did they think would be 

invested in RMB by 2030. The answer 

to the first question was, on average, 

13%; and the answer as to the 

proportion of their own reserves over 

the same time period was an average 

of 7.3%. The responses reflect an 

expectation of strong growth, and in 

both cases would make the RMB the 

3rd largest reserve currency after the 

dollar and the euro. 

The discrepancy between the “global” 

and “own” response is interesting, and 

also arises when shorter time horizons 

are considered – for 2020, for example, 

the respective proportions are 7.4% 

and 3.8%. Some of the responses 

suggest that peer influence may be an 

important factor, as stated by a 

reserves manager from the Americas: 

“We recognise the increasing 

importance of renminbi as a trade 

currency and, after its inclusion in the 

SDR basket, the potential share of 

reserves it might occupy in the near 

future. Nevertheless, we don’t envisage 

further movements towards a larger 

exposure to this currency prior to its 

consolidation as an investment 

currency by reserves managers.”

The written responses give a flavour 

both of the opportunity and of the 

challenges to a greater share in 

reserves portfolios for the RMB. 

One African central banker, who 

envisaged RMB eventually accounting 

for 25% of global reserves, wrote: “We 

do think that, over the years, we will 

see China open their economy, 

harmonise their financial rules and 

regulations to international standards, 

increase their presence and importance 

in other economies (in particular, in 

emerging markets), leading central 

banks of those countries to increase 

their exposure to CNY-denominated 

assets.” Set against that, an Asian 

reserves manager explained why RMB 

would make up 7.5% of global reserves 

by 2030: “Growth of the RMB 

proportion will be very gradual as a 

result of Chinese government 

reluctance to fully liberalise its capital 

account.” It is fair to say that items still 

on the to-do list of the Chinese 

authorities were often cited as 

prerequisites for meaningful growth of 

the RMB as a reserve currency.    
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Corporate bonds

More than 40% of respondents to the 

RMT already invest in corporate bonds, 

another 13% are currently actively 

considering it, and a further 22% would 

consider doing so in the medium term. 

Reserves managers are typically 

attracted to corporate bonds by the 

expectation of higher returns than can 

be had from government and public 

sector agency debt. Most of the interest 

is in investment-grade corporate bonds 

and, in addition to higher yields, the 

investment case is supported by the 

view that they can offer some 

diversification from government bond 

returns. That is, risk-free rates are 

most likely to rise (and so government 

bond prices to fall) when the economy 

is strengthening; and a stronger 

economic environment is often one in 

which credit spreads compress, which 

gives potential for corporate bond price 

rises relative to government bonds. 

More than half of RMT respondents 

who currently invest in corporate bonds 

were central banks in Europe, while a 

fifth were from Asia. A respondent from 

Europe commented: “Corporate bonds 

are a source of additional returns on 

top of the sovereign benchmark, limited 

research capacity notwithstanding,” 

and a Middle East reserve manager 

described their strategy: “Corporate 

bonds are actively managed against 

Barclays indices through internal and 

external managers.” 

Emerging markets bonds

30% of RMT respondents were already 

invested in Emerging Market bonds, 

and a further 10% were actively 

considering it; 30% more said they 

would consider it in the medium term. 

The respondents already invested 

represented a wide range of central 

banks, from those with less than USD1 

billion in total reserves to those with 

more than USD500 billion. There was 

strong representation from Asia and 

Africa among those already invested, 

but less than one in eight of European 

respondents. An African reserve 

manager said: “In EM… the purpose is 

to enhance returns and diversification.”

As with corporate bonds, one of the 

themes that came through on EM 

bonds in the RMT was their resourcing 

challenges. This is also a regular 

feature of ongoing dialogue with central 

bankers, who are typically under-

resourced to do the necessary credit 

analysis to make a success of these 

asset classes. That leads many to 

invest in these asset classes via 

external managers, either as an 

alternative or as a complement to in-

house management. A typical 

comment is this from a reserves 

manager from the Americas, “The 

bank’s exposure to emerging market 

bonds is through an external fund 

manager.”

How are central banks managing their reserves portfolios?White Paper - Insights for Sovereign investors
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Equities

Reserves managers increasingly see 

equities as meeting some of their 

needs. 15% of RMT respondents are 

currently invested, another 15% have it 

actively under consideration, and a 

further 20% would consider equities in 

the medium term. This represented 

quite a range of central banks, from 

those with less than USD500 million in 

reserves to those with well over 

USD500 billion. European central 

banks featured prominently, with 

industrial countries generally well 

represented. The case for equities is as 

a diversifier from government bond 

returns, the main challenge being to 

scale the equity holding to fit within the 

overall market risk budget for the 

reserves. In almost all cases, what 

reserves managers want is simply the 

equity market beta rather than aiming 

for active management returns in 

addition. That pushes them in the 

direction of building passive portfolios 

in line with mainstream market indices, 

although some are looking at (and a 

few are investing in) equity factor 

strategies.10 In contrast to corporate 

bonds, it is technically less challenging 

for reserves managers to construct a 

passive equity portfolio themselves and 

some central banks do it in-house. But 

use of external managers is common 

as an alternative or as a complement. 

A Middle-East reserves manager set 

out their approach as, “Equities are 

invested passively against broad MSCI 

indexes and through external 

managers.” A European reserves 

manager summed up a common topic 

of conversation, “Equities are a great 

diversifier of interest rate risk; however, 

timing market entry is challenging.”

According to the 50% of respondents 

not invested or not currently able to 

consider investing, the main barriers to 

investing in equities seems to be 

central bank risk tolerance, or the legal 

and governance environments in which 

they operate. One reserves manager 

from the Americas noted, “Our current 

risk tolerance would not allow for 

investments in corporate bonds or 

equities. However, this may change if 

the risk tolerance is changed.” Another 

central bank said that their legal 

framework formed a constraint: 

“Though we believe that equity can 

provide important diversification 

benefits, we are not authorised to 

invest in such asset class by law.”

Green bonds

Given the topicality of climate change, 

the RMT survey also asked reserves 

managers about their attitude to green 

bonds. Interest has increased, but it is 

fair to say they are still viewed largely 

as an investment for the future. 10% of 

respondents said that they currently 

invested in green bonds, and another 

16% – double last year’s proportion –

said they were actively considering it. A 

further 30% responded that they would 

consider it in the next 5 to 10 years. 

One central bank gave the proportion 

of the portfolio invested in green bonds 

as 1%. One large reserves manager 

said, “There is no specific requirement 

for green bonds. If a green bond issue 

meets our liquidity and capital 

preservation requirements, it can be 

purchased.” A more actively-engaged 

European central bank commented, 

“Green bonds are an attractive way of 

promoting climate projects in 

developed and emerging markets.” A 

reserves manager in the Americas 

noted that the appeal of green bonds 

had increased and “could invest in 

green bonds if [the] yield [were] similar 

to my usual bonds in portfolio.” 

How are central banks managing their reserves portfolios?White Paper - Insights for Sovereign investors

10 See ‘Factor equity investing - Considerations for reserve managers’, by Michael Cross, HSBC Global Asset Management

“Reserves managers increasingly see equities as 

meeting some of their needs… In almost all 

cases, what reserves managers want is simply 

the equity market beta rather than aiming for 

active management returns in addition.”
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Concluding comments

There is ample room for reasonable 

people to hold different views on the 

forecasting ability of central banks, and 

on the appropriateness of their policy 

paths, given our unusual times and 

economic uncertainties. What is less 

controversial is that they do have far 

more economic analysis and research 

capacity than the rest of us. Despite –

or perhaps because of – this, when we 

analyse central banks’ own investment 

activities, we see much the same 

challenge of meeting return 

expectations in an uncertain world as 

other investors are confronting.

Having said which, to judge from what 

they tell us, they do seem marginally 

less fazed by the outlook for monetary 

policy, Brexit, US economic and 

financial policy, populism and political 

risk than many other investors, 

including their fellow official sector 

investors in the sovereign wealth fund 

community. That may reflect a different 

analysis than other investors. Or it may 

be a reflection of the risk characteristics 

of central bank portfolios, which tend to 

be more concentrated in higher-quality 

and shorter duration assets than most 

other investors, and certainly than 

sovereign wealth funds.

In terms of what they are doing, as we 

have seen, they are trying to avoid low-

yielding currencies and migrating down 

the asset-class risk spectrum to 

preserve returns. That may be 

consistent with their own analysis of the 

economic outlook giving them greater 

comfort with those risks. Or it may be 

that “necessity is the mother of 

invention”, and that the need to chase 

returns produces – by a process of 

reverse engineering – the confidence to 

take on risks with which they are less 

familiar. 

In the end we are all in the same boat. 

Even the safest journeys inevitably 

encounter stormy seas from time to 

time. We must hope that the captain 

steers the right course, that the crew 

doesn’t mutiny, and that the 

passengers don’t get too sick. In the 

meantime, the band is still playing and 

the cocktails are flowing – which takes 

the edge off anxieties about the clouds 

on the horizon.  

White Paper - Insights for Sovereign investors Concluding comments

“…when we analyse central banks’ own 

investment activities, we see much the same 

challenge of meeting return expectations in an 

uncertain world that other investors are 

confronting.”
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