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Global Portfolio Flows and Their Impact on European Markets

An asset yield shock

With an incomplete response

Flows are likely to be large and
volatile

The asset /liability spread has reversed: investment margins are at decade
lows, driving search for yield strategies and increasing diversification

Little expectation of yield recovery: inflation markets, forward rates and policy
guidance all point to a substantial period of low yields

PSPP outlook is critical: forward markets are pricing either PSPP extension or a
material further contraction of investor liability costs. Both seem unlikely.

Asset allocation is constrained: Pension and life insurers are constrained by
regulatory charges (Solvency II) and historically strict investment mandates. While
the debate has picked up, substantial change is unlikely in the medium term

A limit to bank diversification strategies: given inevitable information
asymmetries in non-listed/private markets

Global factors also at work: the hunt for yield is a global phenomenon, though
an accelerating one under PSPP.

Diversification could be temporary: Incentives to diversify probably reverse
materially once yields reach around 2.5%

European “natural habitat” in fixed income assets unlikely to change

Scale of potential "temporary” flows is in any case very large
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The Euro-zone financial system is dominated by banks and the insurance and pension sector

Both sectors have sticky liability costs that drive investment choice plus regulatory constraints

AuM growth has been solid in recent years, further pressuring yields

Size and Breakdown of Eurozone Financial
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The Low Yield Environment - Banks

« Bank funding costs have fallen meaningfully in recent years and now stand at 15 year lows
« Asset yields, and therefore spreads, are also low by historical standards

« This will lead to increasing competition for higher yielding assets as banks try to reach their cost of
equity targets
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The Low Yield Environment — Insurance Companies

Insurance Companies: Average Guarantee Rate for
Lifers vs Duration Gap
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Capital Charges for Each Asset Class

EM - Local EM - Foreign
Capital Charges Rating Eurozone US* Currency* Currency*
Govt Bond A-AAA  0.0% 0-5.5%  0-5.5% 4.5-7.0%

BBB 0.0% 7.0% 7.0% 12.5%
Corp Bond A-AAA 45-7.0% 4.5-7.0% 4.5-7.0% 4.5-7.0%

BBB 12.5% 12.5% 12.5% 12.5%
Equity 39.0% 39.0% 39.0% 39.0%

* Assume FX hedged, otherwise 25% charge for currency mismatch
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Yield Rating Current 2013 2010
GovtBond A orabove 0.4% 1.5% 3.4%
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Size (EURBn) Rating Current 2013 2010
Govt Bond A or above 3,653 3,063 3,964
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Corp Bond A or above 917 857 997
BBB or above 1,573 1,374 1,344
Equity * 8,744 7,396 6,712

* MSCI Europe Market Cap
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Investor Net Buying/Selling Flow
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Disclosure section

The information in this material was prepared by sales, trading, or other non-research personnel of Morgan Stanley for
institutional investors. This is not a research report, and unless otherwise indicated, the views herein (if any) are the author’s
and may differ from those of our Research Department or others in the Firm. This material is not independent of the interests
of our trading and other activities, which may conflict with your interests. We may deal in any of the markets, issuers, or
instruments mentioned herein before or after providing this information, as principal, market maker, or liquidity provider and
may also seek to advise issuers or other market participants.

Where you provide us with information relating to an order, inquiry, or potential transaction, we may use that information to
facilitate execution and in managing our market making and hedging activities.

This material does not provide investment advice or offer tax, regulatory, accounting, or legal advice. By submitting this
document to you, Morgan Stanley is not your fiduciary, municipal, or any other type of advisor.

This material is not based on a consideration of any individual client circumstances and thus should not be considered a
recommendation to any recipient or group of recipients. This material is an invitation to consider entering into derivatives
transactions under CFTC Rules 1.71 and 23.605 (where applicable) but is not a binding offer to buy or sell any instrument or
enter into any transaction.

Unless otherwise specifically indicated, all information in these materials with respect to any third party entity not affiliated
with Morgan Stanley has been provided by, and is the sole responsibility of, such third party and has not been independently
verified by Morgan Stanley, our affiliates or any other independent third party. We make no express or implied representation
or warranty with respect to the accuracy or completeness of this material, nor will we undertake to provide updated
information or notify recipients when information contained herein becomes stale.

Any prices contained herein are indicative only and should not be relied upon for valuation or for any use with third parties.
All financial information is taken from company disclosures and presentations (including 10Q, 10K and 8K filings and other
public announcements), unless otherwise noted. Any securities referred to in this material may not have been registered
under the U.S. Securities Act of 1933, as amended and, if not, may not be offered or sold absent an exemption therefrom. In
relation to any member state of the European Economic Area, a prospectus may not have been published pursuant to
measures implementing the Prospectus Directive (2003/71/EC) and any securities referred to herein may not be offered in
circumstances that would require such publication. Recipients are required to comply with any legal or contractual restrictions
on their purchase, holding, sale, exercise of rights, or performance of obligations under any instrument or otherwise
applicable to any transaction. In addition, a secondary market may not exist for certain of the instruments referenced herein.
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Disclosure section

The value of and income from investments may vary because of, among other things, changes in interest rates, foreign
exchange rates, default rates, prepayment rates, securities, prices of instruments or securities, market indexes, operational,
or financial conditions of companies or other factors. There may be time limitations on the exercise of options or other rights
In instruments (or related derivatives) transactions. Past performance is not necessarily a guide to future performance.
Estimates of future performance are based on assumptions that may not be realized. Actual events may differ from those
assumed, and changes to any assumptions may have a material impact on any projections or estimates. Other events not
taken into account may occur and may significantly affect any projections or estimates. Certain assumptions may have been
made for modeling purposes only to simplify the presentation or calculation of any projections or estimates, and Morgan
Stanley does not represent that any such assumptions will reflect actual future events or that all assumptions have been
considered or stated. Accordingly, there can be no assurance that any hypothetical estimated returns or projections will be
realized or that actual returns or performance results will not materially differ. Some of the information contained in this
document may be aggregated data of transactions executed by Morgan Stanley that has been compiled so as not to identify
the underlying transactions of any particular customer.

This information is not intended to be provided to and may not be used by any person or entity in any jurisdiction where the
provision or use thereof would be contrary to applicable laws, rules, or regulations.

This communication is directed to and meant for sophisticated investors, including specifically, institutional investors in the
U.S and/or those persons who are eligible counterparties or professional clients in the European Economic Area. It must not
be re-distributed to or relied upon by retail clients.

This information is being disseminated in Hong Kong by Morgan Stanley Asia Limited and is intended for professional
investors (as defined in the Securities and Futures Ordinance) and is not directed at the public of Hong Kong. This
information is being disseminated in Singapore by Morgan Stanley Asia (Singapore) Pte. This information has not been
registered as a prospectus with the Monetary Authority of Singapore. Accordingly, this information and any other document or
material in connection with the offer or sale, or invitation for subscription or purchase, of this security may not be circulated or
distributed, nor may this security be offered or sold, or be made the subject of an invitation for subscription or purchase,
whether directly or indirectly, to persons in Singapore other than (i) to an institutional investor under Section 274 of the
Securities and Futures Act, Chapter 289 of Singapore (the “SFA”), (ii) to a relevant person pursuant to Section 275(1) of the
SFA, or any person pursuant to Section 275(1A) of the SFA, and in accordance with the conditions, specified in Section 275
of the SFA or (iii) otherwise pursuant to, and in accordance with the conditions of, any other applicable provision of the SFA.
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Disclosure section

Any offering of this security in Singapore would be through Morgan Stanley Asia (Singapore) Pte, an entity regulated by the
Monetary Authority of Singapore.

This information is being disseminated in Japan by Morgan Stanley MUFG Securities Co., Ltd. Any securities referred to
herein may not have been and/or will not be registered under the Financial Instruments Exchange Law of Japan (Law No. 25
of 1948, as amended, hereinafter referred to as the “Financial Instruments Exchange Law of Japan”). Such securities may
not be offered, sold, or transferred, directly or indirectly, to or for the benefit of any resident of Japan unless pursuant to an
exemption from the registration requirements of and otherwise in compliance with the Financial Instruments Exchange Law
and other relevant laws and regulations of Japan. As used in this paragraph, “resident of Japan” means any person resident
in Japan, including any corporation or other entity organized or engaged in business under the laws of Japan. If you reside in
Japan, please contact Morgan Stanley MUFG Securities for further details at +813-6836-5000.

This information is distributed in Australia by Morgan Stanley Australia Limited A.B.N. 67 003 734 576, holder of Australian
financial services license No. 233742, which accepts responsibility for its contents, and arranges for it to be provided to
potential clients. In Australia, this report, and any access to it, is intended only for "wholesale clients" within the meaning of
the Australian Corporations Act.

For additional information and important disclosures see htip://www.morganstanley.com/disclaimers/terms.html. The
trademarks and service marks contained herein are the property of their respective owners. Third-party data providers make
no warranties or representations of any kind relating to the accuracy, completeness, or timeliness of the data they provide
and shall not have liability for any damages of any kind relating to such data.

This material may not be redistributed without the prior written consent of Morgan Stanley.

© 2015 Morgan Stanley

12


http://www.morganstanley.com/disclaimers/terms.html

Morgan Stanley

MORGAN STANLEY
April 2015

The Americas

1585 Broadway

New York, NY 10036-8293
United States

+1 212 761 4000

Europe

20 Bank Street, Canary Wharf
London E14 4AD

United Kingdom

+44 (0)20 7425 8000

Japan

4-20-3 Ebisu, Shibuya-ku
Tokyo 150-6008

Japan

+81 (0) 3 5424 5000

AsialPacific

1 Austin Road West
Kowloon

Hong Kong

+852 2848 5200

©2015 Morgan Stanley

13



	Slide Number 1
	�Global Portfolio Flows and Their Impact on European Markets
	Structure of Eurozone Financial System 
	The Low Yield Environment - Banks 
	The Low Yield Environment – Insurance Companies
	Investment Implications 
	Investment Implications 
	Slide Number 8
	Slide Number 9
	Disclosure section
	Disclosure section
	Disclosure section
	Slide Number 13

