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Background and overview of the response 
 
ICMA is pleased to be able to respond to the Bank of England’s exploratory discussion paper on 
enhancing the resilience of the gilt repo market. As the Bank duly notes, a well-funcƟoning repo 
market is criƟcal to the smooth and efficient operaƟon of the gilt and other sterling fixed income 
markets, as well as for the effecƟve transmission of monetary policy. Any addiƟonal costs to 
accessing the gilt market are a cost to UK taxpayers and savers, while any measures that make the 
gilt market more vulnerable to market volaƟlity, or threatens its ability to funcƟon normally, 
parƟcularly in Ɵmes of stress, is a direct threat to the UK Government’s growth agenda. This is 
parƟcularly perƟnent at a Ɵme when the UK’s debt-to-GDP raƟo, like that of many developed 
economies, is far into deep and unchartered waters.  
 
In responding to this discussion paper, ICMA, convened a dedicated taskforce (the “Taskforce”) from 
its diverse membership. This was coordinated through ICMA’s European Repo and Collateral Council 
as well as through its Asset Management and Investor Council (AMIC). The Taskforce includes gilt-
edged market maker (GEMM) repo traders, other acƟve sell sides in the gilt repo market, buy sides, 
including pension funds, insurers, UCITS asset managers, money market funds (MMFs), alternaƟve 
investors (hedge funds), trading venues (cash and repo), central counterparƟes (CCPs), and 
custodians. EssenƟally, the Taskforce represents the enƟre gilt and gilt repo market ecosystem, and 
so a diversity of perspecƟves and prioriƟes. Throughout this response, references to ICMA’s views are 
those of the Taskforce, unless otherwise clarified. 
 
It is perhaps important to note that many in the Taskforce felt that the paper seemed to take the 
posiƟon that minimum haircuts, and possibly mandatory clearing, were credible policy opƟons for 
the UK gilt repo market, rather than being truly exploratory and balanced in its approach, parƟcularly 
given the absence of alternaƟve measures.  
 
That said, the Taskforce was highly engaged in discussing the various quesƟons put forward in the 
paper with a view to responding construcƟvely, while quesƟoning some of the Bank’s arguments for 
its two main policy proposals, and, importantly, looking beyond these to more pracƟcal and credible 
measures to enhance gilt cash and repo market liquidity.  
 
Of parƟcular note: 
 

 ICMA recognises the important benefits of central clearing for gilt repo, and the potenƟal for 
increased non-bank parƟcipaƟon, not least in reducing counterparty credit risk and 
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expanding liquidity provision. ICMA notes the iniƟaƟves currently being undertaken by CCPs 
to support broader clearing parƟcipaƟon, while maintaining the integrity of CCP risk 
management frameworks. Furthermore, ICMA idenƟfies a number of regulatory iniƟaƟves 
that could help to remove barriers to access and so encourage non-bank parƟcipaƟon in 
central clearing. 
 

 Based on the unanimous consensus of the Taskforce, ICMA strongly opposes the suggesƟon 
of mandatory clearing for gilt repo. This would increase costs and restrict access for some 
parƟcipants, undermine the maturity transformaƟon funcƟon of repo intermediaƟon, and 
increase procyclicality. It is also not clear what the purpose of mandaƟng clearing would be, 
and that the arguments relaƟng to transparency, leverage, or counterparty credit risk are 
each flawed in the context of the UK market. UlƟmately this would be a cost, and a risk, to 
gilt market stability and so to the UK economy. Clearing should be a commercial choice 
based on cost and risk consideraƟons of the market parƟcipant and their clients.  
 

 Also based on broad consensus within the Taskforce, the suggesƟon of minimum haircuts 
should be dismissed for a number of reasons. Prime among these are: the fact that haircuts 
are a transacƟon level tool intended to hedge liquidaƟon risk and not intended to manage 
leverage; they do not take account of firms’ individual, counterparty-level risk management 
frameworks and risk appeƟte;  and that they can introduce an addiƟonal and unnecessary 
cost and fricƟon to trading in benign markets while quickly becoming redundant in volaƟle 
markets.  
 

 There are a number of other policy measures, beyond improving access to clearing, that 
could be considered to enhance gilt market resiliency. Chief among these is the potenƟal for 
enhancements to the operaƟonal resilience of the Sterling Monetary Framework (SMF) 
which could be the most meaningful and ulƟmately valuable outcome of this consultaƟon. 
PromoƟng bank risk management pracƟces, in a number of areas, could also be a posiƟve 
contributor to market resilience. 
 

 
 
 
 
 
 
   
 
 
 
 
 
 
 
 
 
 
 
 
 
 



Enhancing the resilience of the gilt repo market  ICMA ERCC: November 28, 2025 

3 | 2 3  
 

CharacterisƟcs of the gilt repo market 
 
Q1.  Do you agree with assessment of the gilt repo market dynamics described in SecƟon 2?  Are 
there any further dynamics that you would highlight, beyond those idenƟfied above? Which of the 
issues described in SecƟon 2 do you see as key risks to gilt repo market resilience, given current 
market structure? 
 
ICMA recognises many of the dynamics descried in SecƟon 2. However, we would like to share the 
following important observaƟons.  
 
Dealers, including cash and repo desks, face and manage market, credit, and liquidity risk, as well as 
balance-sheet constraints, under all market condiƟons; not just those simulated in the Bank’s 
system-wide exploratory scenario (SWES). However, as volaƟlity increases, parƟcularly in stressed 
market environments, it is not necessarily balance sheet that becomes the binding constraint, but 
rather risk metrics (and risk appeƟte). Furthermore, under such scenarios, banks may decide to re-
allocate their relaƟvely constrained balance sheet and risk capacity to more profitable or demanding 
business lines, and not necessarily into providing more gilt market liquidity. In this respect, it may be 
important to define more clearly what is meant by market resilience, parƟcularly when comparing 
normal market condiƟons with more stressed scenarios.  
 
Post the start of quanƟtaƟve normalisaƟon, with higher and more volaƟle bond yields, hedge funds 
have become a prominent element of the sovereign bond ecosystem, including gilts. Based on a 
number of reports, it is esƟmated that as much as 60% of secondary market volumes in the outright 
gilt market are driven by hedge funds.1 The various macro and micro relaƟve value strategies they 
employ not only support price discovery and efficiency, as well as liquidity, for gilt cash, futures, and 
repo, but hedge funds are also significant absorbers of gilt supply.  
 
The arbitrage discount provided through the cheapest -to-deliver (CTD) basis trade (in the form of a 
negaƟve net basis)2 could be viewed as hedge funds being paid a warehousing cost for holding gilts 
in place of capital constrained banks or real money investors. Furthermore, empirical evidence 
suggests that despite their systemaƟc use of leverage, hedge funds, similar to banks, are highly 
responsive to increases in market volaƟlity, de-levering relaƟvely quickly.3 It could also be noted that 
during the 2022 “Truss incident”, hedge funds were largely the main buyers of gilts before the Bank’s 
intervenƟon.4  
 
LDI and MMF cash buffers have improved since the September 2022 incident, however this will 
always remain a recurring vulnerability for any market during episodes of heightened stress. 
Furthermore, any incremental increase in buffers in low volaƟlity markets could be absorbed by 
significantly higher haircuts or increased CCP iniƟal margin in response to heightened volaƟlity. 
 
ICMA strongly disagrees with the paper’s unqualified asserƟon that low haircuts on bilateral repo 
trades could be indicaƟve of market failure. As explained in more detail in the response to QuesƟons 

 
1 hƩps://www.reuters.com/markets/wealth/hedge-fund-dominance-latest-risk-febrile-uk-debt-markets-2025-
03-21/ 
2 The net basis is the diƯerence between the bond price and the conversion factor adjusted futures price, 
taking into account the repo financing rate to delivery.  
3  hƩps://www.ecb.europa.eu/press/blog/date/2024/html/ecb.blog20240923~d859db790b.en.html 
4 https://www.bankofengland.co.uk/-/media/boe/files/working-paper/2023/an-anatomy-of-the-2022-gilt-
market-crisis.pdf 
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9 to 13, this seems to indicate a lack of understanding by the paper’s authors on the role of haircuts 
in the bilateral repo market.  
 
ICMA felt that one element missing from the paper’s discussion of market dynamics was an overview 
of the uses and users of the gilt repo market, which we have aƩempted to summarise in Box 1. This 
will be important when considering the potenƟal consequences of specific policy recommendaƟons 
and the implicaƟons for the wider market ecosystem. 
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Box 1: Uses and users of Gilt repo  

Principal uses: 

I. FacilitaƟng collateralised borrowing and lending 
II. SupporƟng market-making and non-bank investment strategies 

III. Liquidity and collateral management 
IV. FacilitaƟng monetary policy transmission 

Market parƟcipants: 

 Gilt Edged Market Makers (GEMMs): financing long and short inventory. Using repo and reverse 
repos, oŌen short-dated, but occasionally for term. Focus on specials, rather than GC/triparty.  

 Other bank trading desks: Bank swap market making desks and credit trading desks also 
borrow/lend gilts to finance short/long gilt hedges. Mostly short-term specials and GC. 

 Bank repo desks: through “matched-book” trading, providing two-way repo financing (bonds and 
cash) for a broad range of clients (leveraged and real-money), which can range from short-term 
(overnight/open) to relaƟvely long-term (one year or longer). Key to this service is the maturity 
transformaƟon funcƟon of repo desks. Focus on both specials and GC/triparty. 

 Bank Treasuries: use repo market to fund bank’s balance sheet, as well as managing liquidity 
requirements (LCR/NSFR). Trades include repo (funding), reverse repo (invesƟng excess liquidity / 
sourcing HQLA), collateral upgrades (lending non-gilts vs borrowing gilts). Mixture of short-term 
and longer-term trades. Mainly GC/triparty. 

 Pension Funds: use repo as part of liability driven investment (LDI) strategies. This leverage-based 
investment strategy involves term repo financing (up to and beyond a year) and is used to boost 
investment returns for pension contributors. Also use repo market to raise cash to meet variaƟon 
margin requirements on derivaƟves and term repos. Generally net lender of collateral (GC) for 
very long-term or very short-term. 

 Insurance Companies: borrow gilts to fund interest rate hedges, lend cash to manage short-term 
excess liquidity, and use collateral upgrades to source gilts to post as iniƟal margin for derivaƟves 
exposures. Can also use repo market to manage duraƟon exposures.  Mix of GC/triparty and 
specials, mostly short-term, but some longer-term structures not uncommon.  

 Money Market Funds: generally cash lenders (reverse repo) and short-term. Preference for 
GC/triparty. 

 UCITS: relaƟvely restricted in terms of repo market usage, but may use repo market for liquidity 
management, including margin calls against derivaƟves hedges, or limited tacƟcal leverage. May 
use reverse repo market to invest liquidity buffers. Also possible direct lending of specials to 
supplement investment returns. Mostly GC/triparty, some specials, primarily very short-term.  

 Hedge Funds: primarily use repo market to fund diversity of leveraged macro and micro relaƟve 
value investments.  Strategies include long and short gilt posiƟons, oŌen in combinaƟon with 
derivaƟves, such as futures basis, swap spreads, curve trades, CDS basis, and sovereign credit 
spreads. 
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In terms of key risks to market resilience, ICMA idenƟfies two. 
 
First is the scale of the UK’s current debt levels relaƟve to GDP and the sustainability of further gilt 
issuance in the absence of meaningful economic growth. This also has to be viewed in light of the 
wider global surge in public and private debt issuance, whereby borrowers are increasingly 
compeƟng for a limited supply of investor funds. Policy measures that make the gilt market relaƟvely 
more expensive or cumbersome to access, even at the margin, could have significant consequences 
for the UK’s ability to fund itself. Tweaking the gilt repo market cannot compensate for prudent fiscal 
policy and sound debt management. 
 
Secondly, there is an urgent need to address the widely recognised operaƟonal inefficiencies in the 
Bank’s Sterling Monetary Framework. The various operaƟons are not viewed by users as being 
parƟcularly smooth or fricƟonless. The term “repo” facility is largely a misnomer, noƟng that the 
operaƟons are actually collateralised loans, not true repos, and does not do jusƟce to the potenƟal 
cost and relaƟve clunkiness of the framework. As described in more detail further on in this 
response, modernising the SMF to something fit for the 21st century, parƟcularly in light of the Bank’s 
transiƟon to a demand-driven, repo-based monetary policy framework, could be a significant 
enhancement for gilt repo and cash market resilience.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 Corporate Treasurers: use repo market to invest short-term liquidity on a secured basis as well as 
to source gilt collateral for iniƟal margin for derivates exposures. Strong preference for triparty 
given operaƟonal ease. Generally, very short-term lenders of cash. 

 Agent lenders: lend gilt specials to banks to fund house and client shorts (usually very short-term 
or open), so earning incremental income for clients. Also invest short-term liquidity (triparty) as 
well as collateral down-grade trades (gilts vs non-gilt triparty), which tend to be longer 
maturiƟes/structures. 

 CCPs: invest members’ cash variaƟon margin securely in short-term gilt GC/triparty.  
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PotenƟal measures to enhance gilt repo market resilience 
 
Q2.  What is your view on the potenƟal benefits, risks and broader market implicaƟons of greater 
central clearing of gilt repo? To what extent do you expect greater central clearing, especially in the 
dealer-to-client segment, would expand dealers’ gilt repo intermediaƟon capacity in normal Ɵmes 
and in stress? To what extent would greater central clearing reduce counterparty credit risk exposures 
as well as uncertainty during periods of stress and counterparty defaults, and increase market 
parƟcipants’ appeƟte to extend further gilt repo lending?  How do you expect dealers would deploy 
any addiƟonal capacity, both in stress and in stable market condiƟons? 
 
ICMA idenƟfies several benefits of central clearing for repo, including providing access to certain 
non-banks, based on the appropriate calibraƟon of the sponsored or agent clearing model. Reducing 
counterparty credit risk and freeing up bank balance sheet through leverage raƟo neƫng are clear 
commercial incenƟves for uƟlising CCPs for repo, and this is reflected in the fact that around 33% of 
gilt repo is currently centrally cleared.5 Not to be underesƟmated, parƟcularly in light of the move to 
shorten seƩlement cycles (although less relevant for the gilt market), central clearing can enhance 
seƩlement efficiency through the internal neƫng process (LCH UK esƟmates that its internal acƟvity 
reduces gross seƩlement volumes  by around 70%).   
 
CCPs, working with their members, potenƟal members, and regulators, are developing new 
innovaƟve models to facilitate more non-bank parƟcipaƟon in clearing. This includes introducing 
measures to indemnify any increase in the potenƟal loss mutualisaƟon risk arising from the 
introducƟon of such counterparƟes. AnƟ-procyclicality (APC) measures, in line with local rules as well 
as the global CPMI and IOSCO Principles, further enhance the appeal of central clearing for non-
banks and their sponsors.      
 
The main models for so-called “client clearing” are outlined in Box 2.  
 
Despite the development of such non-bank access models, with more innovaƟon likely, it is fair to 
say that the uptake of client clearing for gilt (and European government bond repo more broadly) has 
been disappoinƟng. While it is expected to gain more tracƟon in Ɵme, parƟcularly with targeted 
regulatory support, as specified in our response to Q8, the value-add of central clearing needs to be 
viewed in the context of the underlying market micro-structure (and here we would like to draw 
aƩenƟon again to Box 1).  
 
Firstly, if the hope of clearing is to increase capacity for dealer intermediaƟon, this is relaƟvely 
limited in terms of scope, and mainly focused on very short-dated (primarily overnight and tom-next) 
repo where the leverage raƟo neƫng opportuniƟes primarily exist. This is highlighted in the Bank of 
England paper, The potenƟal impact of broader central clearing on dealer balance sheet capacity: a 
case study of UK gilt and gilt repo markets (June 2023). There would be liƩle advantage or 
commercial incenƟve, for instance, for banks and LDI funds to clear their long-term, one direcƟonal 
business.  
 
The role of MMFs in the gilt repo market, while important, is relaƟvely miniscule compared to that in 
the US repo market (noƟng that GBP MMF assets under management are around £530bn,6 90% of 
which is EU domiciled, compared with $7.4tn in the US7), making the classic US-centric repo model 
whereby MMFs fund hedge funds via intermediaƟng banks, far less relevant in the UK context. That 

 
5 hƩps://bankunderground.co.uk/2023/09/14/central-clearing-and-the-funcƟoning-of-government-bond-
markets 
6 hƩps://www.fsb.org/uploads/P270224.pdf 
7 hƩps://www.ici.org/research/stats/mmf 
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said, MMFs could be more incenƟvised to uƟlise clearing where it provides access to a broader pool 
of liquidity. While hedge funds, too, at least for very short-term financing, could see benefits from 
central clearing where margin neƫng is available, parƟcularly on a cross-product basis.  
 
Short-term, cash-only providers, such as corporate treasuries, could also be aƩracted to clearing, so 
long as the costs were digesƟble and access was not overly onerous or operaƟonally burdensome.  
 
In the case of asset managers, the use of clearing is an important part of their best execuƟon policy, 
which needs to be jusƟfied, parƟcularly if it is relaƟvely more expensive than transacƟng in the 
noncleared market.    
 
ICMA would further refer to the FSB report on Liquidity of Core Government Bond Markets 8 which 
suggests that there is “limited evidence to suggest parƟcular market structures significantly and 
uniformly contributed to beƩer outcomes” and “the resilience benefits of changes to structures 
seem to be context-specific and jurisdicƟon-dependent”.  
  
There is a cost to central clearing, as with any risk miƟgaƟon tool, that may or may not be jusƟfiable 
depending on the counterparty, market use, and clearing model, and which is ulƟmately borne by 
the end investor. However, more could be done in the regulatory sphere to help make clearing for 
repo more aƩracƟve to both non-bank users and bank sponsors, thereby supporƟng a natural 
evoluƟon of the cleared repo market. These are discussed in the response to Q8.  
 

 
8 hƩps://www.fsb.org/uploads/P201022.pdf 
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Q3.  How do you expect greater central clearing would impact the build-up and unwind of highly 
leveraged, concentrated trading strategies in the gilt repo market?  Which market activities and 
types of participants do you expect would be most aƯected? 

By “greater central clearing”, ICMA assumes that this would be voluntarily driven based on banks’ 
and non-banks’ assessments of the advantages of centrally clearing more trades than currently. In 
which case it is not clear how this would impact investment firms’ choice of strategy or use of 
leverage, since these would be the primary consideraƟons. Whether to clear or not would be a 
secondary consideraƟon based on access to market liquidity and cost. UlƟmately, firms will only 
choose to use central clearing if it makes commercial sense (see response to Q8). If it is 
advantageous to centrally clear more trades, then this is potenƟally a systemic benefit in terms of 
reduced counterparty credit risk. However, if it were detrimental to firms’ investment strategies, 
business models, and risk tolerance, then they would not choose to use central clearing.  
 
Q4.  What would the largest impacts of greater central clearing be for market participants? How 
would it aƯect your business model/trading strategies and what actions would you take in 
response? How would greater central clearing impact cash gilt market liquidity and pricing? 
Please provide worked examples or quantitative evidence where possible. 

Box 2: Basic models for client clearing  
 
1:   Only allow net cash lenders into client-clearing and the CCP takes a lien on the collateral 
given to the client. The gross collateral far exceeds the default risk, so no need for 
mutualisaƟon. The excess also means there is no need for IM, VM, or default fund 
contribuƟon, which reduces operaƟonal cost. And there is no done-away model because 
the client does not have to be a member of the CCP (although this is possible), which 
prevents disintermediaƟon. While the CCP and clearing members take the tail risk, this is 
far outweighed by the gross collateral. This is the model used by Eurex Select Invest and 
DTCC CCIT. The recent Collateral-in-Lieu is an aƩempt to reposiƟon the CCIT model. 
 
2:   There are two sub-models. In both, clients are allowed to be limited members of the 
CCP but have to be guaranteed/sponsored by a clearing member or other acceptable 
principal.  
 
In model 2a, the sponsor guarantees the VM and IM. In model 2b, the CCP mutualises this 
tail risk. So, a mutualisaƟon obligaƟon for the client is avoided but, under 2a, is just 
minimised for the clearing members. The sponsor acts as processing agent, which reduces 
operaƟonal obstacles for the client and the risk of disintermediaƟon for the clearing 
member/sponsor/guarantor.  
 
Examples of 2a are LCH Sponsored Clearing and Eurex Select Finance.  
 
Examples of 2b are DTCC Sponsored Repo, Eurex ISA Direct Indemnified and LCH's 
forthcoming indemnified facility. 
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Again, ICMA is assuming that the quesƟon relates to a scenario of “greater central clearing” as a 
result of commercial incenƟves, which could include greater access to liquidity and improved pricing 
in some instances. In which case, if the incenƟves are there, then this can be seen as an overall 
posiƟve with respect to reducing counterparty credit risk. But if they are not, then firms will not elect 
to use clearing. Either way, assuming voluntary clearing, the net impact on pricing and liquidity 
should be neutral at worst and a small posiƟve at best.   
 
 

Q5. To what extent do you think market parƟcipants would be prepared to manage the potenƟal 
increases in liquidity needs that could come with greater central clearing in the gilt repo market? 
Which policy iniƟaƟves might be able to help miƟgate this risk? 

Once again, greater use of central clearing will depend on the commercial incenƟves, which include 
the cost and accessibility of client clearing models and the willingness of banks to act as agents or 
sponsors. Liquidity needs for meeƟng margin requirements or other associated costs of clearing will 
be an important consideraƟon. This is likely to depend largely on the business model, such as short-
term funding needs versus long-term, and the ability to achieve margin neƫng (ie one-direcƟonal 
transacƟons, parƟcularly when lending securiƟes, would likely be uncompelling).  
 
As described in more detail in the  response to Q8, in order to aƩract more firms to uƟlise clearing 
for repo, CCPs and regulators could consider a number of iniƟaƟves such as: cross-product 
margining; cross-CCP margining; posƟng collateral as variaƟon margin (EMIR Art 47.3); collateral re-
use by UCITS to fund margin; capital relief for agent/sponsor banks (neƫng counterparty repo and 
derivaƟves exposures, in line with cross-product margin neƫng pracƟces); and possible access to 
SMF faciliƟes through clearing.   
 
 
Q6.  Do you see any risks to financial stability generated by an increase in centrally cleared gilt repo 
acƟvity at CCPs and, potenƟally, a limited number of sponsoring banks?  In your view, how material 
are these risks, and how could they be best miƟgated? 
 
As discussed in the response to Q8, mandatory clearing for gilt repo would be a material and 
potenƟally existenƟal risk to UK financial stability. However, voluntary clearing would not, since firms 
would only uƟlise central clearing where it made commercial sense (from a cost, liquidity, and risk 
management perspecƟve), so supporƟng the further, natural expansion of the cleared repo market. 
Otherwise, firms would elect to uƟlise the non-cleared market. This emphasises the importance of 
choice and the opƟonality for firms to transact both cleared and non-cleared. Part of the decision to 
clear voluntarily would also include the availability of sponsoring (or agent) banks.   
 
The opƟon to transact bilaterally, in itself, is a pressure valve in Ɵmes of stress and the ulƟmate 
miƟgant for market instability and systemic risk (as was proven in the 2011 Eurozone crisis when 
CCPs became amplifiers of sovereign stress).9 Taskforce members also point to the importance of the 
flexibility afforded by bilateral repo in the case of the September 2022 Truss incident.  
 
 

 
9 hƩps://www.esrb.europa.eu/pub/pdf/wp/esrbwp10.en.pdf 
hƩps://www.bis.org/publ/work515.pdf 
hƩps://www.funcas.es/wp-content/uploads/Migracion/ArƟculos/FUNCAS_SEFO/000art05.pdf 
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Q7.  In your view and given your business model, what are the costs and benefits of different clearing 
models? What are the key features of a central clearing model which maximises benefits to market 
resilience and financial stability while minimising any potenƟal increase in trading costs? 
 
 
ICMA’s Taskforce represents a broad range of gilt market parƟcipants and business models, as 
described in Box 1. As outlined in the responses to previous quesƟons, voluntary use of central 
clearing will rest on a number of consideraƟons that impact them and their potenƟal agent or 
sponsoring bank, as well as the clearing models available, and regulatory limitaƟons on users, 
sponsors, and CCPs.  
 
The currently available models for non-bank access to central clearing for repo are outlined in Box 2.  
However, the features of an effecƟve model could be summarised as: 
 

 OpƟonal clearing that promotes parƟcipaƟon by removing regulatory barriers but avoids 
compulsion. 

 Counter-cyclical margining and haircut policies to support resilience without draining 
liquidity. 

 Eligibility standards that preserve risk mutualisaƟon among similarly rated parƟcipants. 
 Transparent but proporƟonate data reporƟng, avoiding duplicaƟon of exisƟng regulatory 

disclosures (ie SFTR).  
 
To the extent that clearing models achieve these key objecƟves, it is reasonable to assume that there 
is some scope for the use of clearing to increase, at least for some market users, in parƟcular those 
who operate in very short maturiƟes or are net lenders of cash (uƟlising the “collateral in lieu” 
model), and conƟngent on some regulatory support as outlined in the response to Q8 below. 
However, once again, it is the opƟonality that is central to bolstering financial stability by providing 
an important pressure valve in Ɵmes of heightened stress.  
 
 
Q8.  To what extent could incentives achieve a suƯicient expansion in central clearing to deliver 
meaningful benefits to the resilience of the gilt repo market? Would a clearing mandate be 
necessary? 

 
StarƟng with the first part of the quesƟon, and building on points raised in the responses to previous 
quesƟons, there are a number of incenƟves that could make central clearing more appealing for 
some gilt repo users, including non-banks, and a reason to include it in their business models as a 
viable and useful opƟon.  
 
These include: 
 

 Providing cross-product margin neƫng (eg repo and futures). ParƟcularly for firms that 
acƟvely use derivaƟves as well as repo, this could be an important incenƟve to uƟlise repo 
clearing without a significant increase in cost. 

 
 Providing inter-CCP margin neƫng. This would not only prevent liquidity clumping in single 

CCPs, but it would also take account of the fact that not all CCPs are mulƟ-product, with 
firms clearing derivaƟves in one clearer and cash and repo in another. 
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 Providing capital relief for sponsoring banks. Currently, the Basel Rules do not allow for the 
neƫng of derivates and repo counterparty exposures under the new standardised capital 
requirements calculaƟon methodology for banks.10 This is a disincenƟve to banks acƟng as 
sponsors or agents to non-bank clearing models, which involves absorbing counterparty 
credit exposure into their risk weighted asset (RWA) calculaƟons. Removing this disincenƟve 
is already something that is being advocated by a number of associaƟons in the wake of the 
SEC clearing mandate for US Treasuries.11  

 
 The widening of eligible collateral for IM could be a further incenƟve, parƟcularly for short-

term cash providers such as MMFs. For example, the ability to post fund units as collateral.  
 

 Revising UCITS rules to allow for collateral re-use in order to raise margin could be an 
incenƟve for more open-ended fund usage of repo clearing.12 

 
 The ability to post high quality collateral (ie gilts) as VM as an alternaƟve to cash could be an 

incenƟve for pension funds to uƟlise central clearing, not only for repo but also for interest 
rate swaps.13  

 
 Making the Bank’s own repo faciliƟes accessible through clearing could not only be helpful in 

supporƟng financial stability (see response to QuesƟon 14) but it would send a strong 
message to the market that it sees benefits in using central clearing for gilt repo. This could 
be paralleled with the recent announcement by the ECB that it intends to make its PSPP 
holdings available for borrowing through CCPs,14 and the indicaƟon that the Federal Reserve 
is also potenƟally considering the advantages of making its standing repo facility (SRF) 
available through clearing, not least the ability to maintain control of the Fed Funds rate.15 A 
reƟcence by the Bank to use central clearing itself would merely confirm some of the 
arguments that parƟcipants lean on for not uƟlising clearing.  

 
It is important to note, however, that any increase from the current levels of cleared gilt repo will rely 
enƟrely on the ability to expand client clearing. This accounts for 70% of all gilt repo volumes, with 
the inter-dealer market virtually fully cleared.  
 
Addressing the second quesƟon related to mandatory clearing, the straight answer is no. The 
unanimous view of ICMA’s Taskforce is that this would be detrimental to gilt market funcƟoning in 
normal condiƟons and potenƟally catastrophic under market stress. 
 
As already outlined in this response, the micro-structure of the gilt repo market does not naturally 
lend itself to widespread client clearing. The addiƟonal cost and operaƟonal liŌ would exclude many 
smaller investors, including pension funds, from parƟcipaƟng in the market. Meanwhile, term trades, 
which would have greater exposure to changes in IM and VM, as well as being more challenging to 
net from a leverage raƟo perspecƟve, would become prohibiƟvely expensive, thereby undermining 
the bank maturity transformaƟon funcƟon of repo. A market-wide reliance on very short-dated 
financing would make the gilt repo market even more vulnerable to spikes in short-term rates. 
 

 
10 Which also has implicaƟons for internal models as a consequence of the Output Floor. 
11 hƩps://www.isda.org/a/B4YgE/Cross-product-Neƫng-Under-the-US-Regulatory-Capital-Framework.pdf 
12 UCITS-DirecƟve in combinaƟon with ESMA UCITS Guidelines paragraph 43i as well as Q6J of the ESMA UCITS 
Q&A, and MMF RegulaƟon Art. 14(b) and Art. 15(2). 
13 This would require a refinement to EMIR Art 47.3. 
14 hƩps://www.ecb.europa.eu/mopo/implement/app/lending/html/pspp-lending-ecb.en.html 
15 hƩps://www.federalreserve.gov/monetarypolicy/files/fomcminutes20251029.pdf 
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A further potenƟal outcome of imposing a mandatory clearing regime could be to drive gilt acƟvity 
offshore (out of UK regulatory reach) as well as market parƟcipants migraƟng acƟvity to repo 
alternaƟves such as securiƟes lending or total return swaps (TRS).   
 
As was illustrated in the September 2022 Truss incident (which was largely driven by margin calls on 
swaps posiƟons of LDI funds), banks were able to apply flexibility on their bilateral client exposures 
based on the best interest of the overall market (and essenƟally keeping their exposed 
counterparƟes solvent). CCP Rules, by their very nature, do not afford the same degree of flexibility 
and, in the case of mandatory clearing, some Taskforce members posit that this could have pushed a 
number of funds closer to default, thereby exacerbaƟng the fire-sales and potenƟally turning the 
event into an economic crisis. This highlights the importance of encouraging voluntary clearing whilst 
also maintaining bilateral trading, to ensure flexibility and opƟonality, even more so in Ɵmes of 
stress.     
 
Even if the Bank were to aƩempt to impose an ill-advised clearing mandate, it is not clear to ICMA 
how it would implement this, parƟcularly from an extraterritorial perspecƟve. ICMA would be 
interested to learn from the Bank what its thinking is on this, and how it would go about legally and 
operaƟonally enforcing market parƟcipants to seƩle through a CCP. This is something that the SEC 
and the wider US Treasury market are currently grappling with in respect to the extraterritorial reach 
of the US mandate and the associated legal ambiguiƟes related to scope and obligaƟons.16  
 
 

Q9.  What is your view on the potenƟal benefits, risks and broader market implicaƟons of introducing 
minimum haircut on non-centrally cleared gilt repo transacƟons? To what extent could minimum 
haircuts effecƟvely address observed market failures around margining pracƟces in the non-centrally 
cleared gilt repo market?  To what extent would this measure reduce counterparty credit risk and 
uncertainty during periods of stress, and bolster market parƟcipants’ appeƟte to extend further repo 
lending? 

While introducing mandatory minimum haircuts on gilt repo transacƟons would help to improve 
banks’ counterparty credit risk RWA exposures, this would create addiƟonal costs for market users 
while adding unnecessary fricƟon to trading in the gilt repo market. Any reducƟon in aggregate 
leverage would be an indirect and untargeted side effect. Meanwhile, any noƟon that low or zero 
haircuts are reflecƟve of a market failure are, in the view of the Taskforce, misguided and suggest a 
lack of understanding of the purpose of haircuts, or of banks’ wider counterparty credit risk 
management pracƟces. 
 
In responding to this quesƟon, ICMA would like to refer the Bank to its recently published paper, 
DemysƟfying repo haircuts (September 2025),17 which aƩempts to address many of the 
misconcepƟons of policy makers and academics with respect to repo haircuts. 
 
Firstly, it is important to recognise that haircuts are intended to manage the liquidaƟon (or 
replacement) risk associated with the underlying collateral in the event of default. While someƟmes 
the purpose can become blurred, theoreƟcally at least, they are not intended to hedge against 
counterparty credit risk (that is provided through the collateralised nature of the repo).  Who applies 

 
16 hƩps://www.risk.net/risk-management/7961096/us-treasury-clearing-mandate-poses-riddle-for-asian-
markets 
17 hƩps://www.icmagroup.org/assets/documents/Regulatory/Repo/ICMA-ERCC-white-paper-DemysƟfying-
Repo-Haircuts-September-2025-180925.pdf 
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the haircut is therefore mainly driven by the moƟvaƟon of the trade (whether cash-driven or 
securiƟes driven) as well as the relaƟve bargaining power of the counterparƟes. Minimum haircuts 
would therefore need to take account of such moƟvaƟons: for example, applying minimum haircuts 
on lenders of specific securiƟes (who generally impose a haircut on their counterparty banks as 
protecƟon against replacement cost) would close off an important part of the market.  
 

In their intermediaƟon capacity, banks will, as a maƩer of course, enter into a large number of repo 
transacƟons with their (non-bank) clients, which could include both the lending and borrowing of 
collateral, oŌen with similar (same issuer) or highly correlated underlying securiƟes. In this instance, 
applying haircuts at the individual trade level can become inefficient, suggesƟng that margining at 
the net exposure level would be more effecƟve from a risk management perspecƟve. In reality, this 
reflects the risk exposure in the event of default where close-out neƫng is applied. Similarly, this 
porƞolio approach to margining could extend to other transacƟons and exposures, including prime 
brokerage margin lending and OTC derivaƟves. In many ways it makes more sense to calculate and 
margin holisƟcally at the counterparty level, rather than at the individual transacƟon level, 
parƟcularly where set-off neƫng agreements between different products and their related 
contractual frameworks are in place.   
 
The asserƟon that minimum haircuts would address procyclicality in Ɵmes of stress is also 
misleading. Given the purpose of haircuts – to manage liquidaƟon or replacement risk – in the case 
that they are applied to individual transacƟons there is a direct correlaƟon between the size of the 
haircut and the price volaƟlity of the underlying collateral. In benign markets, banks may consider 
the difference between a 0% and 2% haircut relaƟvely irrelevant, with anything above zero being an 
addiƟonal cost to their client. Imposing a minimum haircut would be precisely that: an addiƟonal 
cost. In Ɵmes of heightened volaƟlity, haircuts can jump significantly (price volaƟlity in long end gilts 
exceeded 40% during the 2022 Truss incident). In these scenarios, minimum haircuts become an 
irrelevance, neither reducing counterparty credit risk nor bolstering banks’ appeƟte to extend 
lending.  
 
This also helps to highlight a common misunderstanding by regulators and other commentators 
about the role ands observed behaviour of haircuts. For example, in the Bank of England blog, No 
one length fits all – haircuts in the repo market (Ivan, et al., July 2024),18 the authors assert that the 
data “shows that haircuts charged on LDI funds and PFs increased procyclically during this stress 
episode and remained elevated for some Ɵme, largely reflecƟng higher credit risk”. What they miss is 
that this was not a response to potenƟal PF insolvency, rather the problem facing the PFs was the 
operaƟonal procedures to transfer cash from schemes was too slow. What was driving haircuts was 
the volaƟlity of gilt prices that naturally increases haircuts (as would be expected). And unlike hedge 
funds (where there was no change in haircuts), they have less bargaining power. This is shown by the 
increase in haircuts and IM by LCH during this period, where there were no PFs as clearing members.  
 
Finally, it is worth noƟng that the original BCBS proposal for minimum haircuts applied only to non-
government bonds. Government bonds were purposely excluded. 
 

Q10.  To what extent could minimum haircuts help dampen procyclical increases in haircuts in stress?  
What is your view on the materiality of this benefit in the context of broader liquidity shocks that 
repo market parƟcipants may face? 

 
18 hƩps://bankunderground.co.uk/2024/07/10/no-one-length-fits-all-haircuts-in-the-repo-market/ 
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As explained in the response to the previous quesƟon, minimum haircuts do nothing to dampen 
procyclical increases in Ɵmes of stress. They merely create addiƟonal and unnecessary costs and 
fricƟons under normal market condiƟons.  
 

Q11.  How do you expect minimum haircuts would impact the build-up of leveraged, concentrated 
trading strategies in the gilt repo market?  Which strategies and types of market parƟcipants do you 
think would be most affected? 

Minimum haircuts would naturally, and indiscriminately, reduce overall leverage (despite this not 
being their purpose), but more importantly, they would reduce trading acƟvity due to the addiƟonal 
cost imposed on market parƟcipants. (Note that a buyside member explained that with sterling 
money market rates where they are, a haircut is usually the deciding factor on deciding whether to 
transact.)19 
 
In terms of market parƟcipants and strategies that would be most affected, one-direcƟonal users of 
repo, such as money market funds and LDI funds would likely be most negaƟvely impacted.  Hedge 
fund relaƟve value strategies could also be affected, depending on how haircuts are applied (ie on 
each leg or on the net package).  To the extent that they are, this could be highly detrimental to 
liquidity and price efficiency, as well as potenƟally reducing a major source of gilt demand.  
 

Q12.  What would the largest impacts of minimum haircuts be for market parƟcipants?  How would 
they affect your business model/trading strategies and what acƟons would you take in response? 
How would minimum haircuts on gilt repo impact cash gilt market liquidity and pricing? Please 
provide worked examples or quanƟtaƟve evidence where possible. 

Minimum haircuts, by their nature, are an addiƟonal cost to one of the counterparƟes to a trade. 
Assuming that this is intended to be paid by non-banks, then it could impact their use of the gilt repo 
market as described in Box 1. The impact on MMFs. LDI funds, and hedge funds is described briefly in 
the response to Q12. While the overall outcome would likely depend on the extent and calibraƟon of 
any minimum haircut framework for the gilt repo market, to the extend that it impeded hedge funds 
from entering into relaƟve value trades, such as the gilt basis trade, this would be negaƟve for 
market liquidity, price efficiency, and overall demand.     
 
Annex 1 provides worked examples of how minimum haircuts could impact different trading 
strategies that help to support gilt market liquidity, pricing, and absorpƟon.  
 

Q13. Is there a parƟcular model or calibraƟon of minimum haircuts which maximises benefits to 
financial stability while minimising potenƟal costs to market parƟcipants? 

The best calibraƟon for applying haircuts is to allow firms to apply their own risk management 
frameworks based on their commercial models and risk appeƟte (as well as relaƟve bargaining 
power). This also seems to be the conclusion of the Bank’s own research.20  Imposing an arbitrary 

 
19 In the case of haircuts, the penalised party will effecƟvely have to cover the under or over collateralised 
porƟon of the trade with unsecured financing. Accordingly, in high-interest rate environments, haircuts become 
even more puniƟve.    
20 https://www.bankofengland.co.uk/-/media/boe/files/working-paper/2022/what-drives-repo-haircuts-
evidence-from-the-uk-market.pdf 



Enhancing the resilience of the gilt repo market  ICMA ERCC: November 28, 2025 

16 | 2 3  
 

minimum requirement on individual gilt repo transacƟons would be market-distorƟve in benign 
periods and redundant in volaƟle markets. 
The importance of flexibility has been raised previously in ICMA’s contribuƟon to the debate on the 
BCBS framework for non-government bond repo,21 as well as more recently by the US Treasury 
Market PracƟces Group.22  
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
21  hƩps://www.icmagroup.org/assets/documents/Maket-PracƟce/Regulatory-Policy/Repo-
Markets/Haircuts%20and%20iniƟal%20margins%20in%20the%20repo%20market_8%20Feb%202012.pdf 
22  hƩps://www.newyorkfed.org/medialibrary/Microsites/tmpg/files/TMPG-Proposed-Best-PracƟces-on-
Treasury-Repo-Risk-Management 
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Other potential measures to enhance gilt repo market resilience 

Q14.  Aside from greater central clearing and minimum haircuts in non-centrally cleared 
transacƟons, what are the measures, or combinaƟon of measures, that you think could effecƟvely 
alleviate different constraints to the expansion of gilt repo lending in a stress? 

Firstly, as already explained, minimum haircuts applied to non-centrally cleared transacƟons will not 
alleviate constraints to the expansion of gilt repo lending in stressed markets. Rather it will constrain 
gilt repo lending under normal market condiƟons.  
 
However, there are a number of potenƟal measures that the Bank and UK policy makers could 
consider in order to enhance gilt market resilience, parƟcularly in Ɵmes of stress and in light of the 
significantly expanded, and potenƟally increasing, size of the underlying market.  
 

An important iniƟaƟve could be to modernise and refine the SMF and its various operaƟons. Not 
only is the effecƟve transmission of monetary policy under all market condiƟons a criƟcal element of 
market resilience, but the SMF can also be a source of market stability. ICMA has idenƟfied a number 
of potenƟal improvements, which it previously outlined in its response to the Bank’s discussion 
paper on transiƟoning to a repo led operaƟng framework (January 2025).23 
 

 Firstly, the operaƟons are not true repo operaƟons, but rather secured loans. Currently this 
requires pre-posiƟoning of gilts, or other securiƟes, with the Bank, with payment being 
received much later in the day.24 This creates an intraday liquidity drain on banks, which is 
not only expensive, but could be destabilising in Ɵmes of stress, parƟcularly with the Bank 
becoming a key source of liquidity. The Bank should consider moving to a delivery-versus-
payment triparty model as its standard operaƟng model (as opposed to “on request”). 

 More regular STR and ILTR operaƟons (ideally daily) would further help provide stability to 
the market, as would a longer window for their operaƟon. In the case of the ILTR, greater 
flexibility with respect to term (such as mulƟple Ɵme periods or the ability to close-out early) 
would also be seen as posiƟve.  

 Providing an opƟon to access the STR via central clearing, including a client clearing opƟon, 
could provide more neƫng opportuniƟes for banks with more incenƟve to use the 
operaƟons during Ɵmes of stress (see points in the response to Q8 related to the ECB and 
Federal Reserve).  

 De-sƟgmaƟsing the OSF could help to create an effecƟve corridor for gilt repo rates, similar 
to the Fed’s ON RRP. To this end, a tom-next facility for the OSF would be a further helpful 
development. 
 

Other potenƟal measures to enhance gilt repo market resilience that were considered by ICMA’s 
Taskforce include: 
 

 The opƟon to exclude bank holdings of gilts from the leverage raƟo in Ɵmes of stress. This 
could help to free up the intermediaƟon capacity of banks at a Ɵme when it is most needed. 
 

 
23 hƩps://www.icmagroup.org/assets/documents/Regulatory/Repo/ICMA-ERCC-reponse_BoE-TransiƟoning-to-
a-repo-led-operaƟng-framework-DP_Jan-2025-310125.pdf 
24 While the Taskforce acknowledges that DBV against payment (DvP) is possible through CREST, this is 
not standard settlement and needs to be pre-agreed.  
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 ExempƟng the STR from the leverage raƟo could also be an effecƟve policy tweak, and a 
potenƟal alternaƟve to making the facility available in clearing. 
 

 Reviewing the calibraƟon of the leverage raƟo more broadly with respect to the role of 
GEMMs in gilt market-making, and the extent to which this becomes a binding constraint on 
their ability to support market liquidity, including via the repo market. 
 

 Revising CREST’s opening hours so that it is aligned with the ICSDs, thereby allowing more 
Ɵme for cross-(I)CSD seƩlement.  
 

 Looking at best pracƟces for seƩlement efficiency, such as those put forward in the ICMA 
Secondary Market Rules & RecommendaƟons25 and the ERCC Guide to Best PracƟce in the 
European Repo Market,26 covering tools such as shaping, parƟalling, and the use of CSD 
auto-lend/borrow programs. Some of these have also been included in the UK’s T+1 
implementaƟon plan.27 
 

 Looking at gilt repo market best pracƟces more broadly, perhaps with a view to aligning the 
Bank’s Money Market Code more closely to European repo market standards (as per the 
ERCC Guide), as well as encouraging wider and nd more consistent adopƟon by market 
parƟcipants (similar to the US TMPG). 

 
A further suggesƟon from members is for the Bank, along with the UK DMO and HM Treasury to 
review their scope mandate with respect to market intervenƟon, including the repo market, to 
support liquidity and stability. They note that compared to some of its peers, the gilt repo market 
oŌen behaves unpredictably, with observaƟons of erraƟc volaƟlity and price gapping. Perhaps more 
could be done by market authoriƟes to smooth out some of this price behaviour. This could also be 
helpful in aƩracƟng more market parƟcipants, parƟcularly those that rely on leverage and where 
price predictability is parƟcularly important.  
 

In short, there are a number of posiƟve and relaƟvely straighƞorward measures that the Bank and 
UK policy makers could consider in order to enhance gilt cash and repo market resilience beyond 
greater access to central clearing.  
 

Q15.  In parƟcular, what are the risks and benefits associated with greater private and public 
disclosures of leveraged posiƟons generated via gilt repo?  How do you expect market parƟcipants’ 
behaviour to evolve as a result of these potenƟal measures? 

ICMA does not consider that enhancing public disclosures would support market parƟcipants in 
enhancing their liquidity or counterparty credit risk management. Transparency can be beneficial in 
some circumstances, but there are trade-offs to take into consideraƟon, parƟcularly in the case of 
public disclosures where it could reveal posiƟons which could be detrimental to some business 
interests.  
 
From the perspecƟve of fiduciary duty, financial enƟƟes cannot be forced to make public any 
informaƟon which may harm their clients’ interests. From a risk management perspecƟve, exposing 

 
25 hƩps://www.icmagroup.org/assets/ICMA_Secondary-Market-Best-PracƟce-in-support-of-seƩlement-
efficiency_June-2022.pdf 
26 hƩps://www.icmagroup.org/assets/Uploads/CompilaƟon-of-ERCC-BP-on-seƩlement-efficiency.pdf?vid=2 
27 https://acceleratedsettlement.co.uk/wp-content/uploads/2025/09/AST-Final-Final-Report.pdf 
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posiƟons of liquidity providers could also harm liquidity provision and pricing. Public disclosures also 
risk sending the wrong signal to the market and triggering herd behaviour of fire sales.  
ICMA further notes that there are already extensive robust pre-and post-trade reporƟng 
requirements and public disclosures in most jurisdicƟons. AuthoriƟes, including those in the UK, 
should prioriƟse assessing the effecƟveness of the informaƟon sharing between the jurisdicƟons and 
simplify reporƟng procedures where possible. The priority focus should be on internaƟonal 
harmonisaƟon of exisƟng disclosures, especially in the already highly regulated markets of the US, EU 
and UK.  
 
While the SWES was a useful exercise (and is now being replicated or considered in other 
jurisdicƟons, its scope was relaƟvely narrow, and so did not capture full extent and complexity of 
market. The Bank could consider widening the pool of enƟƟes for any future SWES exercises. 
 
Finally, the Bank, in cooperaƟon with the FCA, should review their current sources of market data, 
including SFTR, AIFMD/UCITS reporƟng, EMIR, and MiFIR, to idenƟfy what is useful, what is not, and 
what is missing. This could also provide an opportunity to simplify significantly exisƟng reporƟng 
frameworks as well as making them more useful from the perspecƟve of monitoring and idenƟfying 
systemic risks. 
 

 

Q16. In your view, what is likely to be the most effecƟve combinaƟon of potenƟal reforms to 
effecƟvely address the vulnerabiliƟes in the gilt repo market and enhance its resilience? 

The conƟnued expansion of the gilt market in response to fiscal policy naturally makes the gilt 
market more vulnerable, increasing sensiƟvity to short-term shocks both in the UK and elsewhere. As 
discussed in this response, central clearing provides a number of advantages, and the ICMA Taskforce 
supports measures to be taken to support and incenƟvise its greater adopƟon. Notwithstanding, this, 
by itself, will not address the paper’s concerns related to market stability. On the contrary, mandaƟng 
central clearing for gilt repo would likely be destabilising for certain counterparƟes and repo acƟvity, 
parƟcularly in Ɵmes of heightened volaƟlity, as well as being challenging to implement.  Meanwhile, 
important to note that introducing minimum haircuts for noncleared repo would make the gilt repo 
market more expensive and less efficient in normal market condiƟons. Minimum haircuts are not the 
appropriate policy lever to address market resilience. 
 
UlƟmately, beƩer monitoring of the market and greater visibility of emerging risks to stability is key, 
and in theory should be possible with the exisƟng reporƟng regimes. Improved and consistent risk 
management pracƟces by investment firms will also contribute. From the perspecƟve of 
enhancements to repo market structure, this response has outlined a number of consideraƟons for 
the Bank and UK policy makers, not least the modernisaƟon of the Bank’s SMF.  None of these are 
“silver bullets” in their own right, but in combinaƟon they could at least help to support repo market 
efficiency and stability under normal condiƟons, while bolstering market resilience in Ɵmes of stress.  
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Annex 1: Impact of Repo Haircuts on Gilt Market RelaƟve Value Trades 

The following trades are typical relaƟve value (RV) trades that a leveraged investment fund (hedge 
fund) may consider. In all cases they are targeƟng marginal gains from small price discrepancies 
between bonds or bonds and derivaƟves. Carry (ie the repo rate) is an important consideraƟon in 
these trades, since this could be the driver of any potenƟal profit. Haircuts are an addiƟonal cost to 
the repo (or reverse repo), which impacts the economics of the trades.  
 
We have selected four common RV strategies that might be used by hedge funds. We use market 
prices and repo rates. In calculaƟng the impact of haircuts on the repo rate, we have assumed a cost-
of-capital of 10%. Any addiƟonal funding, or overcollateralizaƟon, resulƟng from the haircut is 
funded through capital, and we have adjusted the repo or reverse repo rates accordingly. All the 
trades are viewed on a one-month horizon.  
 
Curve Trade 
 
A common play is the slope of the yield curve. In this example, the trade is a 2s-10s flaƩener, 
whereby the fund buys the 10yr on the run gilt, and sells the 2yr on the run gilt, with a view to 10yr 
yields narrowing with respect to the 2yr yields. The trade is largely non direcƟonal, and in the case of 
a market sell-off, could be viewed as countercyclical, since many real money investors will be looking 
to sell duraƟon and seek safety in the short end of the curve. This is the opposite trade. 
 

 

In this scenario, the 2yr gilt is yielding 3.750% and the 10yr gilt is yielding 4.494. The fund is 
therefore looking to “sell the curve” at +74.4bp, looking for this to move lower. Applying the market 
one-month reverse (2yr) and repo (10yr) rates, the trade generates posiƟve carry. This means that on 
a one-month horizon the fund would get paid for holding this trade even if the curve does not move. 
In fact, the curve could steepen to +75.5bp before the fund would lose money. 
 
Introducing haircuts to both funding legs significantly changes the carry. Applying a 2% haircut would 
require the curve to flaƩen to +73.7bp before the fund would make any profit. A 5% haircut on each 
leg would move to the break-even rate even lower to +71.2bp.  
 
The loss of posiƟve carry, and lower break-even rates, may make this trade less aƩracƟve. 
 

Basis Trade 

In the classic cheapest-to-deliver carry trade, the fund buys the CTD gilt and sells the exchange 
traded bond future. If the implied repo rate from entering into this trade (effecƟvely a syntheƟc 
repo) is higher than the market repo rate, the buyer of the basis will earn posiƟve carry into the 
futures expiry and delivery (although they may be able to unwind for a profit without going to 
delivery). EssenƟally, this can be viewed as leveraged funds being paid to warehouse gilts in the 
absence of real money buyers. 
 
In this scenario, the CTD gilt (UKT 3.75 1/38) has a net basis of -4.0c. In other words, aŌer locking in 
their repo funding for the long bond posiƟon, the fund is paid 4c for carrying the bonds to delivery.  
 

Haircut: 2% 2 Haircut: 5% 5
Gilt Pstn Spot price Spot Yld Sprd Repo rate 1mth Px 1mth Yld b/e Equiv repo1mth Px 1mth Yld b/e Equiv repo1mth Px 1mth Yld b/e
UKT 3.75 3/27 1,000,000-           100.00 3.750 3.75% 100.0000 3.746 3.550 99.9824 3.762 3.250 99.9558 3.785
UKT 4.5 3/35 1,000,000           100.04 4.494 0.744 3.90% 99.9877 4.501 0.755 4.022 99.9985 4.499 0.737 4.205 100.0147 4.497 0.712
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When we introduce haircuts, the profit from the trade (ie the net ba7sis) is diminished. In the case of 
a 2% haircut, the profit from the trade reduces to 2.9c. And in the case of a 5% haircut, this becomes 
a mere 1.3c. This would likely be seen as too marginal to make the trade aƩracƟve.  
 

On-the-run vs off-the-run 

In this strategy, funds idenƟfy small pricing (ie yield) anomalies between a benchmark gilt and bonds 
with similar maturiƟes, looking to profit from these reverƟng to more aligned pricing. 
 
Here we use the example of the current on-the-run 5yr gilt (UKT 4.375 3/30) and an old, low coupon 
bond that has rolled down the curve and has 5 months shorter maturity than the 5yr (UKT 0.875 
10/29). Here the fund looks for the current yield spread between the two bonds to narrow from the 
current level of 22.4bp (ie the 5yr benchmark is 22.4bp cheaper than the shorter maturity off-the-
run).  

 

 
Based on the one-month repo rates to fund the trade, it has small posiƟve carry, meaning that the 
fund is paid to own the 5yr benchmark and sell the older bond (the one-month breakeven is a 
slightly wider 22.7bp). 
 
When we introduce haircuts, the carry dynamic changes, and it now costs the fund to hold this trade. 
In the case of a 2% haircut applied to each leg, the one-month breakeven is 22bp, while for a 5% 
haircut this is 20.8bp. The lack of posiƟve carry may make this trade less appealing. 
 

Swap spreads 

Another classic carry trade is for finds to buy bonds and pay an interest rate swap with the same 
maturity, parƟcularly where the bond yield is higher than the fixed rate on the swap (effecƟvely they 
earn the bond yield, pay the swap fixed rate, and earn the difference). 
 
Here we look at holding the 2yr benchmark gilt (UKT 3.75 3/27) against SONIA. This currently provide 
a spread of 16.8bp. AŌer locking in one-month funding, the breakeven for the trade narrows to 
15.3bp (noƟng that shorter maturiƟes are more sensiƟve to repo funding rates). 

 

 

AŌer applying haircuts to the repo rate, the breakeven narrows further: to 14.4bp (-2.4bp) in the 
case of a 2% haircut, and 13.0bp (-3.8bp) in the case of a 5% haircut. Given that the current 2yr gilt 
swap spread has a standard deviaƟon of 1.5bp, the haircuts would likely render this trade as too 
expensive.  

Haircut 2% Haircut 5%
Pstn Spot price Gross Repo rate Net basis Equiv repo Net basis Equiv repoNet basis

UKT 3.75 1/38 1,000,000           90.59 -0.026 3.90% -0.04 4.022 -0.029 4.205 -0.013
G Z3 980,000-               92.84

Haircut: 2% Haircut: 5%
Gilt Pstn Spot price Spot Yld Sprd Repo rate 1mth Px 1mth Yld b/e Equiv repo1mth Px 1mth Yld b/e Equiv repo1mth Px 1mth Yld b/e
UKT 4.375 3/30 1,000,000           101.89 3.890 3.90% 101.8550 3.889 4.022 101.866 3.887 4.205 101.8820 3.882
UKT 0.875 10/29 1,000,000-           89.94 3.666 -0.224 3.80% 90.869 3.662 -0.227 3.600 90.1472 3.667 -0.220 3.300 90.1235 3.674 -0.208

Haircut: 2% Haircut: 5%
Sprd Repo rate 1mth Px 1mth Yld b/e Equiv repo1mth Px 1mth Yld b/e Equiv repo1mth Px 1mth Yld b/e

UKT 3.75 3/27 1,000,000           100.05 3.706 3.90% 100.0635 3.691 4.022 100.0743 3.682 4.205 100.0904 3.668
SONIA 1,000,000           3.538 0.168   3.538 0.153   3.538 0.144   3.538 0.13
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Conclusion 

Haircuts need to be viewed as an adjustment in the repo rate, making financing more expensive. This 
effecƟve change in the cost of repo financing changes the carry dynamics associated with relaƟve 
value trades, such as those outlined above, making them more marginal, less aƩracƟve, and possibly 
unviable. This will have consequences for underlying market acƟvity and liquidity, as well as pricing. 
It also makes holding gilts more expensive.  
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