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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?



What is deleveraging?
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Deleveraging by Japanese firms

Corporate Deleveraging in Japan
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Is 5% per annum really the natural equity risk premium?

Since 1988, the Nikkei 225 futures contract has delivered negative excess returns
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Since 1998, equity returns outside Japan have decreased
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But in Japan things look different

Since 1996, credit has outperformed equities in Japan
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Equity volatility risk premia also outperformed equities

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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Volatility selling also works in the US and Europe

Volatility risk premia have beta similar to equities, but higher returns
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Equity VRP overlaps with credit

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

ON THE PRICING OF CORPORATE DEBT: THE RISK STRUCTURE 130
OF INTEREST RATES*

RoeerT C. MERTON* —HY Credit

I. INTRODUCTION 120

THE VALUE oF a particular issue of corporate debt depends essentially on
three items: (1) the required rate of return on riskless (in terms of default)
debt (e.g., government bonds or very high grade corporate bonds); (2) the
various provisions and restrictions contained in the indenture (e.g., maturity 110
date, coupon rate, call terms, seniority in the event of default, sinking fund,
ete.); (3) the probability that the firm will be unable to satisfy’ some or all
of the indenture requirements (i.e., the probability of default).
While a number of theories and empirical studies has been published on 100
the term structure of interest rates (item 1), there has been no systematic
development of a theory for pricing bonds when there is a significant prob-
ability of default. The purpose of this paper is to present such a theory which
might be called a theory of the risk structure of interest rates. The use of the 90
term “risk” is restricted to the possible gains or losses to bondholders as a
result of (unanticipated) changes in the probability of default and does not
include the gains or losses inherent to all bonds caused by (unanticipated)
changes in interest rates in general. Throughout most of the analysis, a given 80
term structure is assumed and hence, the price differentials among bonds will
be solely caused by differences in the probability of default.
In a seminal paper, Black and Scholes [1] present a complete general
equilibrium theory of option pricing which is particularly attractive because
the final formula is a function of “observable” variables. Therefore, the model 70
is subject to direct empirical tests which they [2] performed with some
suceess, Merton [5] clarified and extended the Black-Scholes model. While
options are highly specialized and relatively unimportant financial instruments,
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Credit outperforms preferred shared on a risk-adjusted basis Performance statistics
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Practicalities: preferred equity is dominated by financials

84% of the standard index is made up of financials
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Practlcallt_les: supply of cash credit decreases with NOMURA
deleveraging

Lifers’ increased allocation to JGBs, credit and foreign securities and increased duration as yields fell
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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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Source: Bloomberg, Nomura Research. Data from 1 Dec 2005 to 30 Sep 2015. Past performance is no indication of future performance.



Practicalities: eVRP might be better than credit

Credit rating distribution

S&P rating distribution
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Recap: why does deleveraging matter?

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?

NOAURA
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Disclaimer

This material has been prepared/distributed by the Sales/Trading departments of Nomura International plc (“Nlplc”), which is authorised by the Prudential Regulation Authority (PRA) and regulated by the Financial Conduct Authority (FCA)
and the Prudential Regulation Authority in the UK, and is a member of the London Stock Exchange; Nomura International (Hong Kong) Limited (“NIHK”), which is regulated by the Hong Kong Securities and Futures Commission, and
Nomura Securities International, Inc. Nomura Securities Co, Ltd. (“NSC”), which is regulated by the Japan Financial Services Agency (“JFSA”), Nomura Singapore Limited (“NSL”), which is regulated by the Monitory Authority of Singapore
(“MAS”), P.T. Nomura Indonesia (“PTNI”) which is regulated by Otoritas Jasa Keuangan (“OJK”), Nomura International (Hong Kong) Limited, Taipei Branch, (“NIHK Taipei Branch”), which is regulated by Securities and Futures Bureau of
Financial Supervisory Commission (“SFB”), Taiwan Stock Exchange (“TSE”) and Gretai Securities Market (“GSM”), Nomura Securities Malaysia Sdn Bhd (“NSM”), which is regulated by the Companies Commission of Malaysia, Nomura
Financial Advisory and Securities (India) Private Limited (“NFAS”), which is regulated by Securities and Exchange Board of India (“SEBI”), Nomura Financial Investment (Korea) Co., Ltd Korea (“NIFK”), which is regulated by the Korea
Financial Investment Association (“KOFIA”) (Information on Nomura analysts registered with the Korea Financial Investment Association (“KOFIA”) can be found on the KOFIA Intranet at http://dis.kofia.or.kr ), Nomura Securities
International, Inc, (“NSI”), which is a registered broker-dealer in the United States and a member of Securities Investor Protection Corporation (“SIPC”) and Nomura Australia Ltd (“NAL”), which is authorised and regulated by the
Australian Securities and Investment Commission (“ASIC”).

This material is not investment research as defined by US rules and regulations, the applicable rules in Hong Kong, and the FCA. This material is made available to you by Niplc, NIHK, NSC, NSL, PTNA, NIHK Taipei Branch, NSM,
NFAS, NIFK, NSI and NSL and/or its affiliates (collectively, "Nomura Group"), as the case may be. This is not investment research as defined by the FCA nor is it research under the applicable rules in Hong Kong. It does not constitute a
personal recommendation, as defined by the FCA, or take into account the particular investment objectives, financial situations, or needs of individual investors. It is intended only for investors who are “eligible market counterparties” or
“professional clients” as defined by the FCA, and may not, therefore, be redistributed to other classes of investors. This material does not fall within the definition of an analyst report as defined by the Japan Securities Dealer’s
Association. It is intended for professional and institutional investors only.

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 in options, futures or other derivatives of companies mentioned herein, as agent for its clients.

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
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Disclaimer

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.
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