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Gilts vs. swaps – what’s going down?

Paul Fulcher, Nomura International plc

June 2016

What’s the issue …
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"Why are you holding back on such 
a government guaranteed security"
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Why?
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Or are the real culprits … ?
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Gilt market ownership - %
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Gilt market ownership - £ amounts
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Stating the obvious ?
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Pension funds Life insurers
Annuities

Life insurers
With profits

Solvency II No Yes Yes

Matching 
adjustment

n/a Yes No

Discount rate Self-chosen
(replicating
portfolio)

Assets held Gilts to swaps

Capital vs. gilt-
swap risk

No No Yes

Inflation linked 
liabilities

Yes Yes – buyout
No – non-buyout

No

Conventionals
(£bn)

£70bn 1) £40bn 1)2) £50bn 1)2)

Linkers (£bn) £160bn 1) £55bn 1)2) £15bn 1)2)

Source: ONS Statistical bulletin: Investment by Insurance Companies, Pension Funds and Trusts, 
Quarter 2 (17 Sep 2015)  2) split approx per Nomura analysis
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Evolution of the “risk-free” rate
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Why was the naive view naive?

= 69.5% *  Libor swaps 
+ 10.9% *  gilts 
+ 19.7% *  corporates  
- 34.7% *  1y average of 

LIBOR-SONIA

Source: Nomura

But was the “naive” view right all along?
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March 2015 (confirmed July 2015)

June 2015

Source: Bank of England / PRA
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Flow of funds
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Source: ONS 
http://www.ons.gov.uk/economy/investmentspensionsandtrusts/datasets/investmentbyinsurancecompaniespensionfundsandtrusts
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12Source: PRA Returns
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When is a gilt an attractive RoCE asset
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But is it really Solvency II
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Cash and swaps now different things
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Drivers of swap spreads
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Perspectives from the eye of the storm
(International Capital Markets Association)

17Source: CGFS Paper No 52 “Market making and proprietary trading: industry trends, drivers and policy implications”

“What’s changed? 
Two words: 

leverage ratio.”

“Once NSFR comes in, 
then it’s game over. 

We can all go home”

“People think that the 
rules of the game have 
changed. 
The rules haven’t 
changed; it’s the entire 
game that has 
changed.”  

Implications

18

Reduced leverage

Source: CGFS Paper No 52 “Market making and proprietary trading: industry trends, drivers and policy implications”
Bank of England Deputy Governor speech, Dealing with change: Liquidity in evolving market structures, Oct 2015

Falling inventory

“A reduction in banks and non-banks’ ability and willingness to put 
capital at risk in the face of large scale order flow imbalances” 
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Market liquidity

19

“Although liquidity may 
on average be higher, 
the risk that liquidity 
may not be available 

when it is needed most 
has also risen.” 

Other “distorted” markets
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• Bond-CDS “basis”

• Cross currency

Source: Bloomberg
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So what …
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For insurers and pension funds …

22
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… unless it’s a liquidity lunch?
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• Committee on the Global Financial System: “Paper No 52 - Market making and 
proprietary trading: industry trends, drivers and policy implications”, Nov 2014

• Bank of England: “Deputy Governor speech: Dealing with change: Liquidity in evolving 
market structures”, Oct 2015

• International Capital Markets Association: “Perspectives from the eye of the storm”, 
Nov 2015

• Bank for International Settlements, “Hanging up the phone – electronic trading in fixed 
income markets and its implications”, Mar 2016

• Nomura Research:

– “Understanding Swap Spreads”, Apr 2013 

– “US Swap Spreads: What’s Going Down?”, Nov 2015 

– “FX Basis Blazes into a New Regime?”, Nov 2015 

– “The changing nature of market liquidity”, Mar 2016

– “UK Rates: 1 binary event, 2 curves, 3 new trades”, May 2016

Further Reading

24
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The views expressed in this presentation are those of invited contributors and not necessarily those of the IFoA. The IFoA 
do not endorse any of the views stated, nor any claims or representations made in this presentation and accept no 
responsibility or liability to any person for loss or damage suffered as a consequence of their placing reliance upon any 
view, claim or representation made in this presentation. 

The information and expressions of opinion contained in this publication are not intended to be a comprehensive study, 
nor to provide actuarial advice or advice of any nature and should not be treated as a substitute for specific advice 
concerning individual situations. On no account may any part of this presentation be reproduced without the written 
permission of the authors.

Questions Comments

The potential regulatory implications of the transaction shown in this presentation are for illustrative purposes only. They do not constitute regulatory advice to any recipient of the presentation and should not be used as 

the basis for the actual regulatory treatment of any transaction. Nomura accepts no guarantee or liability, neither explicitly nor implicitly, for the correctness of the information provided on this slides. Before any entity 

enters into this transaction, it should obtain independent advice.

This material has been prepared by the Sales/Trading departments of: Nomura International plc (“NIplc”), which is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and 

the Prudential Regulation Authority in the UK, and is a member of the London Stock Exchange; and Nomura International (Hong Kong) Limited (“NIHK”), which is regulated by the Hong Kong Securities and Futures 

Commission. This material is made available to you by NIplc and NIHK and/or their respective affiliates (collectively, "Nomura Group"), as the case may be.  This is not investment research within applicable regulatory 

rules in the European Economic Area, nor is it research under the applicable rules in Hong Kong.

This material is: (i) for your private information only, and we are not soliciting any action based upon it; (ii) not to be construed as an offer to sell or a solicitation of an offer to buy any security in any jurisdiction where 

such offer or solicitation would be illegal; and (iii) is based upon information that we consider reliable, and it should not be relied upon as such.  While all reasonable care has been taken to ensure that the information 

contained herein is not untrue or misleading at the time of publication, no representation, warranty or undertaking, expressed or implied, is made and no responsibility or liability is accepted by the Nomura Group and/or 

its directors, officers and employees as to the accuracy, completeness, merchantability or fitness for a particular purpose of the information contained herein or any other information provided by any other person in 

connection with the information described herein or their distribution or for the results obtained from the use of this information.  Nomura Group and/or its directors, officers and employees do not accept any liability 

whatsoever for any loss or damage (including, without limitation, direct, indirect or consequential loss or loss of profits or loss of opportunity) suffered by you or any third party in connection with the use of this material or 

its content.  It is being provided to you because you have requested a copy and it is not intended for investors who are unfamiliar with the relevant markets or who are unwilling or unable to bear the risks associated with 

the investment.  You should refrain from entering into any transaction unless you fully understand all the risks involved and you have independently determined that the investment is suitable for you.  We are not your 

designated investment adviser.  If you are in doubt as to any aspect of this material, you should consult a stockbroker or another licensed securities dealer, a bank manager, a solicitor, an accountant or other 

professional advisers. Any prices, yields and opinions expressed are current opinions as of the date appearing on this material only and are subject to change without notice. Derivative investments require investors to 

assess several characteristics and risk factors that may not be present in other types of transactions.  You should consider the specific return and risk profile of a particular derivative investment before effecting, or 

agreeing to effect, any transaction.  In reaching a determination as to the appropriateness of any proposed transaction, clients should undertake a thorough independent review of the legal, regulatory, credit, tax, 

accounting and economic consequences of such action. The information presented has been obtained from or based upon sources believed by the trader or sales person to be reliable, but none of Nomura Group or its 

employees, the trader or sales person represents or warrants its accuracy or completeness and is not responsible for losses or damages arising out of errors, omissions or changes in market factors. The Nomura Group 

may from time to time perform investment banking or other services (including acting as advisor, manager or lender) for, or solicit investment banking or other business from, companies mentioned herein. Further, the 

Nomura Group, and/or its officers, directors and employees, including persons, without limitation, involved in the preparation or issuance of this material may, from time to time, have long or short positions in, and buy or 

sell, the securities, or in options, futures or other derivatives based thereon, of companies mentioned herein, or related securities or in options, futures or other derivative instruments based thereon. In addition, the 

Nomura Group may act as a market maker and principal, willing to buy and sell certain of the securities or in options, futures or other derivatives of companies mentioned herein. Further, the Nomura Group may buy and 

sell certain securities or options, futures or other derivatives of companies mentioned herein, as agent for its clients. This material has been approved for distribution in the United Kingdom and European Economic Area 

by NIplc.  It is not intended for retail clients.  It does not constitute a personal recommendation within the meaning of applicable regulatory rules in the European Economic Area, or take into account the particular 

investment objectives, financial situations, or needs of individual investors. It is intended only for investors who are “eligible counterparties” or “professional clients” for the purposes of applicable regulatory rules in the 

European Economic Area, and may not, therefore, be redistributed to other classes of investors.  This publication is distributed in Hong Kong by Nomura International (Hong Kong) Ltd. ("NIHK"), which is regulated by the 

Hong Kong Securities and Futures Commission. This publication is distributed in Japan by Nomura Securities Co, Ltd., in Singapore by Nomura Singapore Limited, in Malaysia by Nomura Malaysia Securities Sdn Bhd, 

and in Korea by Nomura International (Hong Kong) Ltd., Seoul Branch, Korea. Nomura manages conflicts identified through the following: their Chinese Wall, confidentiality and independence policies, maintenance of a 

Stop List and a Watch List, personal account dealing rules, policies and procedures for managing conflicts of interest arising from the allocation and pricing of securities and impartial investment research and disclosure 

to clients via client documentation. Disclosure information is available at http://www.nomura.com/research/. 
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