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Why does deleveraging matter?  

• Done on a large scale, as in Japan after 1990, it can affect many things 

• Balance sheet strength 

• Earnings 

• Return on equity 

• Economic growth 

• It does not appear in US-centric historical samples 

• It is moving beyond Japan 

• It can undermine longstanding, over-arching beliefs about asset classes 

• Do equities actually have a risk premium? 

• Can credit outperform equities? 

• Can “selling volatility” actually be defensive? 

 

Why does deleveraging matter?  
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What is deleveraging? 



Deleveraging by Japanese firms 

Note: For the latest figures, 4 quarter averages ending with 2Q/13 are used. 

Sources: Bank of Japan, Flow of Funds Accounts, and Government of Japan, Cabinet Office, National Accounts. . Richard Koo presentation ‘Post-Honeymoon Abenomics and the Escape from Balance Sheet Recession’   
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Source: Nomura, Bloomberg. Returns from 5 September 1988 to 7 June 2016 

Since 1988, the Nikkei 225 futures contract has delivered negative excess returns 

Is 5% per annum really the natural equity risk premium? 
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Source: Nomura, Bloomberg 

Since 1998, equity returns outside Japan have decreased 

Is the equity risk premium getting smaller globally? 
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Source: Nomura, Bloomberg 

Most US studies suggest credit provides weak risk premia 
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Source: Nomura, Bloomberg 

Since 1996, credit has outperformed equities in Japan 

But in Japan things look different 
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Equity volatility risk premia also outperformed equities 

Source: Bloomberg, Nomura Research. Neil Sheppard and Vincent Li presentation ‘The Japan Uridashi Market, Jan 2013’. 

Investors in Japan has migrated from equities to equity volatility 

Big market in Equity index-linked Uridashi (~15 bn USD p.a.) Popularity is at least partly attributable to VRP outperformance  
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Equity Uridashi Issuance

While the  Uridashi structure can’t be fully replicated with simple 

options, it is most akin to the:  

 investor selling the bank a down & in put  

 owning a series of digital options with an upside knock-out 
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Volatility risk premia have beta similar to equities, but higher returns 

Volatility selling also works in the US and Europe 

Source: Bloomberg, Nomura research. 
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Short VIX vs Long S&P 500 
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Equity VRP overlaps with credit 

Source:  Merton 1974, On the pricing of corporate debt: The risk structure of interest rates, Journal of Finance, Bloomberg, Nomura. HY Credit is CDX HY on-the-run index. eVRP is short variance swaps on S&P 500. 

In theory, long credit is short a put on the assets of a firm (Merton 1974) 

The “Merton model” of credit risk The empirical evidence supports the theory in the US 
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Credit overlaps with preferred equity 

Source: Bloomberg,, Nomura Global Markets 
11 

Credit outperforms preferred shared on a risk-adjusted basis Performance statistics 
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S&P Preferred Stock Excess
Return

CDX HY (2.5 leverage)

Preferred 

shares 

CDX HY  

(2.5x 

leverage) 

Avg. excess 

returns (p.a., %) 
5.3% 12.8% 

Volatility  

(p.a., %) 
20.8% 20.1% 

Maximum 

drawdown (%) 
68.0% 56.9% 

Sharpe Ratio 0.26 0.64 

Calmar Ratio 0.22 0.22 
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84% of the standard index is made up of financials 

Practicalities: preferred equity is dominated by financials 
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Lifers’ increased allocation to JGBs, credit and foreign securities and increased duration as yields fell 

Practicalities: supply of cash credit decreases with 

deleveraging 

Source: Nomura, Life Insurance Association of Japan, diagrams on this slide include asset holdings from Japan Post from 2009 onwards. Duration data based on 43 Japanese life insurers excluding Japan Post. 
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 Liquid 

 Duration-free 

 Equally-weighted 

 Sector-caps 

 Geographically-clear 

 Six-month roll 

 Repo included 

 

Practicalities: CDS better than cash credit 



These things make a difference 

Source: Bloomberg, Nomura Research. Data from 1 Dec 2005 to 30 Sep 2015. Past performance is no indication of future performance.  
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Practicalities: eVRP might be better than credit 

Source: Bloomberg. Markit, Nomura Research. Credit members of CDX IG series  25 
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• Done on a large scale, it can affect many things 

• Balance sheet strength 

• Earnings 

• Return on equity 

• Economic growth 

• It does not appear in US-centric historical samples 

• It is moving beyond Japan 

• It can undermine longstanding, over-arching beliefs about asset classes 

• Do equities actually have a risk premium? 

• Can credit outperform equities? 

• Can “selling volatility” actually be defensive? 

 

Recap: why does deleveraging matter? 
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If distributed into the US, the following section will also apply to US clients: 

NSI does not provide legal, accounting or tax advice.  In compliance with Internal Revenue Service Circular 230, we hereby notify you that any discussion of tax matters set forth herein was written in connection with the promotion or 

marketing of the matters described herein and was not intended or written to be used, and cannot be used by any person, for the purposes of avoiding tax-related penalties under federal, state or local tax law.  Each person should seek 

legal, accounting and tax advice based on its particular circumstances from independent advisors. 

 

Options: Options involve risk and are not suitable for all investors. Please ensure that you have read and understood the current options risk disclosure document provided by the Options Clearing Corporation before entering into any 

options transactions. The Options Clearing Corporation's publication, "Characteristics and Risks of Standardized Options", is available at: http://www.theocc.com/about/publications/character-risks.jsp 

 

The risks of options trading should be weighed against the potential rewards. The Risks include but may not be limited to: 

• Call or put purchasing: The risk of purchasing a call/put is that investors will lose the entire premium paid. 

• Uncovered call writing: The risk of selling an uncovered call is unlimited and may result in losses significantly greater than the premium received. 

• Uncovered put writing: The risk of selling an uncovered put is significant and may result in losses significantly greater than the premium received. 

• Call or put vertical spread purchasing (same expiration month for both options): The basic risk of effecting a long spread transaction is limited to the premium paid when the position is established. 

• Call or put vertical spread writing (same expiration month for both options): The basic risk of effecting a short spread transaction is limited to the difference between the strike prices less the amount received in premiums. 

• Call or put calendar spread purchasing (different expiration months & short must expire prior to the long): The basic risk of effecting a long calendar spread transaction is limited to the premium paid when the position is established. 

Because of the importance of tax considerations to many options transactions, the investor considering options should consult with his/her tax advisor as to how taxes affect the outcome of contemplated options transactions. Supporting 

documents that form the basis of our recommendations are available on request. Commissions and taxes will affect the returns on option transactions and each leg of a multi-legged strategy will incur commission charges. 


