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Enhancing potential cash returns through global fixed income

All institutions have a need to hold cash and maintain sufficient liquidity. Optimising the return 
on liquid reserves is therefore becoming increasingly important: low (and even negative) 
interest rates necessitate the search for yield, while regulations direct insurers towards low  
risk, stable assets. 
Capital efficiency is essential as, in many cases, assets must be held in reserve against tail risks or to back capital 
requirements. For example, the qualitative requirements embedded in the Solvency II framework require insurers to focus 
on liquidity.1 Banks also have cash front of mind to meet the leverage ratio requirements set out by Basel III.2 And the 
changes designed to bring comfort in derivatives markets, such as the need to post cash against the variation margin, have 
inevitably resulted in a greater focus on liquidity management as well.3

Institutional investors with excess cash can consider enhanced money-market funds, seeking liquidity, capital preservation 
and yield pick-up. Slightly further along the risk continuum, other short duration fixed income strategies are emerging, 
designed to help investors meet their liquidity needs. Invested in high quality, short-dated debt, they may deliver higher 
returns with limited increase in credit risk. Active managers can also take advantage of the structural dislocations that have 
emerged in global funding markets since the financial crisis, such as the breakdown of covered interest rate parity (CIP). 
These solutions may be helpful for investors seeking efficient ways to manage their cash, particularly for those without 
dedicated in-house expertise.    

1 UK Prudential Regulatory Authority Supervisory Statement SS5/19. Liquidity risk management for insurers. September 2019
2  Basel III leverage ratio framework and disclosure requirements. Basel Committee on Banking Supervision. January 2014, Basel III: Finalising post-crisis 

reforms. BIS. December 2017
3 UK Prudential Regulatory Authority Supervisory Statement SS5/19. Liquidity risk management for insurers. September 2019
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A capital-efficient approach 
Having the flexibility to access the full range of global low-risk 
fixed income markets (including sovereign, supranational and 
covered bond) can help reduce risk, utilising diversification 
across sectors, regions and currencies, with all foreign 
exchange risk neutralised by derivative overlays. Using 
defined exposure limits to manage concentration risk 
contributes to the security that investors are seeking. Paired 
with Value-at-Risk analysis and tactical weighting between 
suitable investments, the strategy can deliver a return above 
money market rates, while keeping default risk low.

The high credit quality of the investment universe is reflected 
in the credit risk capital charges applied to these assets under 
Solvency II. Although there are now fewer corporate issuers 
with coveted high-quality ratings, it is possible to access 
capital-efficient alternatives. For instance, covered bonds 
benefit from a favourable treatment under Solvency II relative 
to corporate debt. Here, the dual recourse structure (i.e. 
backed by a loan portfolio, with recourse to the issuer and an 
actively managed ‘covered pool’ of assets) helps mitigate the 
impact on the overall risk budget.  

Figure 1.  Comparing Solvency II Standard Formula Spread Risk Capital (AAA-rating, 3-year duration) 
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Exploring structural dislocations in global funding markets  
to generate alpha 
As well as opportunities to explore mispricing right across the 
yield curve in multiple countries, the managers of these 
solutions have other sources of alpha they can explore. One of 
these is based on the changing relationship between interest 
rates and spot and forward exchange rate values. 

In the past, the interest rate differential between two core 
currencies in the cash money markets would drive the 
differential between the forward and spot exchange rates. 
This observation helped inform the basis of covered interest 
rate parity, part of a theory described as ‘close to a law’ in 
international finance.4  

In fact, certain dislocations exist. For example, Japanese yen 
investors pay more than expected from the theory to borrow 

in-demand currencies like US dollars. The Bank of Japan5 and 
Bank of England6 suggest potential reasons for this: demand 
for dollars as monetary policy in the US diverges from 
elsewhere, and the regulation introduced after the financial 
crisis. Hedging flows have been large but, constrained by 
blunt measures like the bank leverage ratio, dealer banks have 
had limited appetite to fund arbitrage. As a result, dynamic 
but persistent anomalies in the foreign exchange market can 
be found.

This creates an opportunity for institutional clients - accessing 
assets in the currency that will deliver the best investment 
outcome, while hedging currency risk with bespoke cross-
currency swaps. 

4  Covered interest parity lost: understanding the cross-currency basis. Claudio Borio, Robert N McCauley, Patrick McGuire and Vladyslav Sushko. BIS Quarterly     
    Review. September 2016 
5  Recent Trends in Cross-currency Basis. Bank of Japan. September 2016 
6  Bank of England Staff Working Paper No. 779. Currency mispricing and dealer balance sheets. February 2019

Figure 2.  GBP/JPY cross currency basis 

*1 yr GBP/JPY basis used due to lack of 3-mth basis data for the full time period 
   Source: Bloomberg. As at 22 July 2020. Past performance is no guarantee of future results.
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Managing liquidity and the use of derivatives
The sovereign, supranational, and covered bond markets are 
deep, liquid markets, and have remained liquid through 
historical stress events. Indeed, the “flight to quality” reflex 
seen during market stresses typically enhances demand for 
these assets. 

The repo (secured lending) markets provide an additional 
source of short term liquidity for these assets. While the level 
of liquidity will vary, some markets, like the Japanese 
government bond market, have a history of sustaining 
liquidity even through major market stress points.  

Any investment strategy seeking to capture dislocations in 
global fixed income markets is likely to make extensive use of 
derivatives to manage currency risk. Using cross-currency 
swaps allows the manager to hedge all future cashflows back 
into the base currency. These can also transform the interest 

rate exposure of the portfolio – for example, to deliver a return 
that is linked to risk-free rates. 

The manager will need to manage the potential liquidity 
requirements arising from this use of derivatives carefully. 
The liquidity of the underlying investments and the depth of 
the associated repo markets can help provide comfort.  

In 2019, the Bank of England’s prudential regulation 
authority published a supervisory statement7 on liquidity 
risk management. This includes consideration of the 
liquidity risks arising from derivative portfolios, and the 
approaches for measuring and managing liquidity risks 
(including stress testing and contingency planning). 
These issues are already familiar to experienced managers 
of global fixed income strategies.
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Conclusion
The need for assets with high levels of liquidity that insurers 
can draw on in short order is well understood. Global fixed 
income markets may meet those needs, whilst keeping an eye 
on the way regulatory capital charges differ. Integrating 

low-risk sovereign and supranational debt  with dual recourse 
covered bonds, perhaps while hedging out interest rate and 
foreign exchange risks, can provide an attractive combination 
of capital efficiency, liquidity and potential enhanced returns.

7
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Key Risks 
The value of an investment and any income from it can go 
down as well as up. Investors may not get back the original 
amount invested.

Bond values are affected by changes in interest rates and the 
bond issuer’s creditworthiness. Bonds that offer the potential 
for a higher income typically have a greater risk of default.

These strategies use derivatives, these can be complex and 
highly volatile. Derivatives may not perform as expected 
meaning the strategies may suffer significant losses.

Certain assets held in these strategies could be hard to value or 
to sell at a desired time or at a price considered to be fair 
(especially in large quantities), and as a result their prices 
could be very volatile.
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