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A Review of Leverage Measures in the Bond Market 
The most pressing question hanging over financial markets today isn't when interest rates will rise. 
They already are rising. And nearly every economist on Wall Street sees the Federal Reserve raising 
short-term rates sometime this summer. But just how Wall Street deals with a rising-rate environment 
has become a pressing question. Nervous analysts wonder if the Fed's move to increase short-term 
rates, no matter how well telegraphed, will catch risk-hungry and yield-seeking investors off-guard.  – 
The Wall Street Journal, May 17, 2004 

 

As the quote above points out, the markets now 
expect the Federal Reserve to begin raising interest 
rates.  While this is a well-known fact, many people 
still wonder how the markets will react once these 
hikes begin.  A large part of this uncertainty can be 
attributed to the fact that the bond market has been 
leveraged to record levels over the past year.  Now 
that rates have been rising since their mid-March 
low, these leveraged players are faced with a 
difficult decision.  Should they continue with their 
leveraged carry trade positions, or should they get 
out before rates rise further? 

To keep an eye on the general level of leverage in 
the marketplace, we have constructed a series of 
charts.  Following is a review of how the influx of 

“cheap money” has been affecting leverage in the 
bond market. 

Just How Leveraged Is The Bond Market? 

The chart below shows the total amount of overnight 
repurchase agreements outstanding as a 
percentage of the market value of the Merrill 
Domestic Master Index (a broad measure of the size 
of the fixed-income market).  You may think of this 
as the most comprehensive measure of leverage in 
the bond market. 

By this measure, bond investors have not reduced 
their leverage by any significant degree (current 
through April 30). 

A Leveraged Bull Market
Overnight Repo As A % Of The Market Value of The Merrill Domestic Index
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10-Year T-Note and T-Bond Futures Open Interest As A Percentage
Of All Treasury Bonds Outstanding
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The chart above shows the total notional value of 
open interest in 10-year notes and long bonds as a 
percentage of the total value of all bonds 
outstanding.  This confirms the view that the bond 

market is at an extreme in leverage.  While this fact 
is impressive, it is still difficult to grasp the overall 
level of leverage relative to other markets.  For this 
reason, we created the chart below. 

Leverage In The Markets: Bonds Vs Stocks
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The chart on the previous page attempts to put the 
current level of bond market leverage into 
perspective.  For the bond market, this raw number 
is represented by primary dealer net borrowings 
(total primary dealer repo less reverse repos 
outstanding) shown as the thick blue line.  The latest 
level is near $768 billion.  A stock market equivalent 
of primary dealer net borrowings is equity margin 
debt, shown as the thin red line.  By these two 
measures, the stock and bond markets were 
similarly leveraged in March 2000.  Since then, 
however, leverage in the stock market has tailed off 
(after stocks peaked) while bond market leverage 
has exploded higher. 

Conclusion 

If one examines measures of leverage in the bond 
market, they all give the same answer – the bond 

market still has a record amount of leverage.  The 
size of the repo and futures market is still near 
record highs. 

The common thread that has been driving all this 
leverage is a 1% funds rate and the Fed offering a 
timeline on how long this source of cheap financing 
will last (“patience” and “measured”). 

Given all this leverage, it is reasonable to expect the 
bond market to react violently to anything that may 
change the outlook for this cheap financing.  Despite 
rising interest rates and a fed funds futures market 
that has already priced in a Fed hike on June 30 
(see below), this has not been the case yet.  While 
some investors have undoubtedly exited their 
leveraged positions, the bond market is still very 
highly leveraged. 

 

Odds of a Move at June 30, 2004 Meeting
(Using the July 2004 Fed Funds Futures Contract)
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