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Summary Matthew Garman, CFA
In the US, the current pace of inflows to bond mutual funds is even greater than retail inflows into equities during the TMT bubble. In the 12 
months leading up to September 2000, US equity funds saw cumulative inflows of $340bn. In the equivalent period up to April 2010, US bond funds 
recorded net inflows of over $410bn. We note that extreme fund flows often work as a contrarian signal around significant market turning points. For 
context, we have also looked at the relative size of bond and equity markets - at the peak of the TMT bubble, the size of developed market debt and 
equity markets were almost identical, but now DM equity markets are just 40% of the size of DM debt markets. 
Please see pages 4 to 9 for more details.

Broader measures of sentiment are giving mixed signals. In general most high frequency measures of sentiment remain mixed. While measures 
such as the AAII survey and hedge fund exposure have reached relatively bullish levels in recent weeks, in aggregate data suggest that positioning is 
still relatively cautious and there is little conviction. Net exposure of European hedge funds has risen to its highest levels since May, reaching 58%, but 
this has been almost driven entirely by short covering. 
Please see pages 10 to 12 for more details.

Institutions have been net sellers of equities for the last decade, and they are unlikely to be the marginal buyer... There has been a structural 
shift out of equities in insurance, pension and mutual funds over the last decade. There have been many factors driving this reallocation: over-emphasis 
to equities in 2000, demographics, regulatory drivers and a greater emphasis on asset-liability management. Although many of these concerns remain, 
equity exposure of institutions has decreased meaningfully, and institutions also represent a much smaller proportion of equity ownership than a 
decade ago. While the implications of Solvency 2 may mean that insurance companies may be net sellers of equities in coming years, the reallocation 
from equities has already largely taken place, and the overall impact may not be that large for equity markets. Pension funds represent a potentially 
larger risk given European Commission discussions regarding the potential move to a Solvency 2 type framework for pension fund regulation. However, 
equity allocations in pension funds have already reached multi-decade lows. 
Please see pages 17 to 25 for more details.

… but there are natural buyers of equities in the form of corporate M&A and buybacks. Equities are a relatively more expensive cost of capital 
than usual, with the dividend yield on European stocks at a record high relative to the yield on European IG credit. Corporates are able to obtain credit 
at record low rates, and are in the position to fund shareholder friendly activities such as buybacks or M&A. For example, already this year US 
buybacks amount to 6x the size of equity mutual fund outflows, while M&A has averaged 8% of market per annum since 1990. 
Please see pages 13 to 16 for more details.

Investment conclusion: Our analysis of trends in investment flows and allocations supports the view that this is not a secular bull market, 
but several cyclical upside risks remain. Structural factors are such that institutions are still unlikely to be the net buyers of equities in coming years. 
Many investors are asking "who will buy equities?". However, the relative dependence on traditional institutions to provide the marginal bid is much 
diminished, and equity exposures are already low. Any element of flows improving on the back of performance chasing, increased hedge fund long 
exposure, corporate activity and SWFs all suggest the potential for upside risks to equities. In particular buybacks and M&A could meaningfully impact 
the net demand for equities in the next 12-18 months.
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Summary – the four key charts

Source: MSCI, Morgan Stanley International Prime Brokerage, Morgan Stanley Research. 
See page 10 for further details.

Hedge fund net exposure at highest levels since May 
(driven by almost entirely by short covering)

Corporates can be the marginal buyer…US buybacks 
6x equity mutual fund outflows in 2010

Institutional equity exposure in Europe is low - e.g. UK 
pension fund allocations at lowest level since 1974

Source: WM Company, Morgan Stanley Research.

Source: ICI, Morgan Stanley Research

Bonds more popular now than equities were in 2000

Source: ICI, Compustat, Morgan Stanley Research. Note: 2010 data is annualized.
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The pace of inflows to US bond funds is greater than equity flows in the TMT bubble

Source: ICI, Morgan Stanley Research

Source: ICI, Morgan Stanley Research

Flows to US bond funds exceed those to equities at 
the peak of the TMT bubble

US equities have seen 20 consecutive weeks of 
outflows

Disparity between equity and bond flows more muted 
in Europe given sovereign concerns

Source: Various national mutual fund associations, Morgan Stanley Research
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In the US, the current pace of inflows to bond mutual funds is 
even greater than retail inflows into equities during the TMT 
bubble. In the 12 months leading up to September 2000, US equity 
funds saw cumulative inflows of $340bn. In the equivalent period up to 
April 2010, US bond funds recorded net inflows of over $410bn. If we 
look at the weekly ICI data, US equity funds have seen 20 consecutive 
weeks of outflows since May. We have to go back as far as 2005 since 
we last observed a month of outflows from US bond funds.

The divergence between equity and bond flows has been less 
apparent in Europe however. Equity funds have actually seen $11bn 
of inflows YTD, while bond funds have recorded inflows of $15bn.
While the more muted flows to bonds is explained by the continued 
European sovereign concerns (and greater expectations of QE in the 
US), the equity flows are flattered by strong flows to international 
equities.
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Extremes in fund flows has been a reasonably good contrarian indicator

Source: Various national sources, MSCI, Morgan Stanley Research

European equity flows vs MSCI Europe
US equity flows have tended to lead market 

performance around big turning points (e.g. 2000, 
2003 and 2009) 

Source: ICI, S&P, Morgan Stanley Research

At extremes mutual fund flows have been reasonable contrarian 
indicators. The peak of the TMT bubble coincided with extreme 
inflows into equity funds in both Europe and the US. In the first quarter 
of 2000, US equity funds saw inflows of almost 4% of assets which, in 
hindsight, clearly marked the zenith of the equity bubble. In addition, 
ahead of the market troughs in 2002 / 03 and 2009 we also saw 
significant mutual fund outflows from US equities. Note that, relying on 
mutual fund flows alone, one would have missed the 2007 equity peak. 

From a bond perspective we saw big mutual fund outflows in 2000 
ahead of a strong bond rally, although subsequent periods of outflows 
haven’t preceded similar moves. 
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Source: BIS, Datastream, WFE, Nasdaq, NYSE, Haver Analytics, Morgan Stanley Research

Source: US Treasury, WFE, Nasdaq, NYSE, Haver Analytics, Morgan Stanley Research

Size of developed market securities markets

US equities were 6x the size of the treasury market –
it is now less than 2x

At the peak of the tech bubble, DM equities and debt 
markets were equivalent in size

Source: BIS, Datastream, WFE, Nasdaq, NYSE, Haver Analytics, Morgan Stanley Research

Equity
Market

Cap ($tn) Fins Corps Govt Total Fins Corps Govt Total
Total 31 41 9 31 80 132 28 101 262
Europe 9 20 3 10 33 213 36 107 356
North America 17 18 4 11 34 108 26 65 199
Asia Pacific 4 3 1 10 13 56 19 225 301

Debt Securities Outstanding 
By Issuer ($tn)

Debt Securities Outstanding 
As % Of Equity Market Cap

DM equity markets are 40% of the size of DM debt markets. One 
question we frequently get asked is how does the size of equity and 
debt markets compare? A combination of a) the outperformance of 
debt over equity markets and b) greater issuance of debt securities 
means that the relative size of these markets has changed dramatically 
over the last decade. At the peak of the TMT bubble, the size of
developed market debt and equity markets were almost identical.

Ratio of size of US equity market vs treasuries now below long-
run average. The cumulative value of the US equity market against 
the size of the market for US treasuries also tells an interesting story. 
In 2000, the equity market reached an unprecedented 6x the size of 
US treasuries. At the end of August this had fallen to less than 2x. 

Given the relative market size, equities likely to be more sensitive 
to flows to / from bonds.
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Flows are being driven by an appetite for yield

Source: iShares, Bloomberg, Morgan Stanley Research

Equity ETFs have seen outflows YTD, but dividend 
indices have actually seen inflows

… driving flows away from money markets and to 
bonds offering a higher yield

Source: ICI, Morgan Stanley Research

Source: Datastream, Morgan Stanley Research

Short rates still remain at record lows…

Continued macro uncertainty and muted risk appetite in a low rate 
environment have driven investors’ attraction to yield. While 
money market funds have seen large outflows through the course of 
2009-10, both government bonds and corporate credit have seen large 
inflows. Since the start of 2009 US money market funds have seen
cumulative outflows of around 30% of assets, while there have been 
large inflows to both government bonds (22% of assets) and corporate 
bonds (45% of assets). 

This phenomenon is also apparent in equity markets. Changes in 
ETF shares outstanding is a good proxy for flows. Looking at ETF
shares outstanding, most developed market ETFs have seen outflows 
this year. However, dividend specific funds have actually seen large 
inflows YTD. We continue to recommend investors play the theme of 
stocks offering high and secure dividend yields (see Looking for the 
best yield opportunities in Europe, 23 August 2010 for more details).
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European Domestic Equities
European International Equities (RHS)

EM equity flows remain strong
Flows to Emerging Markets have continued unabated

… and the picture is the same in the USEuropean equity inflows driven entirely by flows to 
international funds…

Source: EPFR, Morgan Stanley Research

Source: Various national mutual fund associations, Morgan Stanley Research Source: ICI, Morgan Stanley Research
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US Domestic Equities
US International Equities

Flows to emerging market equity funds have consistently outstripped 
those to developed markets in the last few years. Based on EPFR data, 
developed market equity mutual funds have seen a total of $420bn of outflows 
since February 2007. Over the same period, emerging market fund inflows 
have totalled $92bn.

International equity flows much stronger than domestic equity flows in 
Europe and the US. The strength of EM flows is reflected in the fact that 
flows to both European and US equity mutual funds have shown a large 
diversion between flows to domestic equities vs those to international equities. 
Our data does not allow us to split out DM vs EM flows specifically within 
these figures, but EM equities will be accessed through international flows. 
Domestic European equity outflows amount to $4bn this year, whereas 
international equities have had $16bn of inflows. The same picture is present 
in the US – around $50bn of outflows from domestic equities vs $34bn of 
inflows to international equity funds.
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EM equity funds have seen a near-record 17 consecutive weeks of inflows 

MSCI EM performance following readings of 10 
consecutive weeks of net inflows to EM equity funds

Number of weeks out of the last 10 that have seen 
net inflows to EM equity funds

Source for both exhibits: EPFR, MSCI, Morgan Stanley Research. Note: Hit ratio indicates the number of observations for which EM equities were up in the subsequent period.

1M 3M 6M
Average 1.1 7.4 12.5
Median 1.1 9.3 16.5

Hit Ratio 63 82 70

Subsequent performance of MSCI EM following 
10 consecutive weeks of net inflows to EM 

equity funds (%)
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EM equity funds have seen a near-record 17 consecutive weeks of inflows. The only time that the current run has been exceeded was between
November 2005 and March 2006, when dedicated EM funds saw a record run of 18 consecutive weeks of net inflows. While inflows have at times 
signalled excessive optimism, in the month following 18 weeks of inflows, MSCI EM was up 8.4%.

Backtest of EM flows data indicates that when there is a structural trend in place, inflows do not necessarily work as a tactical indicator. 
Flows to EM equity funds have been consistently more positive than those to DM, and it seems likely that some structural reallocation of capital 
towards EM is to be expected (see Jonathan Garner’s note EM Equities vs DM Equities – Fundamentals and Flows Deliver Outperformance, 25 
August 2010 for more details). On occasions, strong EM inflows have provided good tactical sell signals. Post readings of 10 consecutive weeks of 
positive inflows to dedicated EM equity funds in October 2007 and also April of this year,  MSCI EM was fell by 17.6% and 7.1% over the next 3 
months. However, in aggregate, the structural trend in EM equities has meant that using inflows as a tactical indicator has not really worked – following 
10 consecutive weeks of EM inflows, MSCI EM has been up by 7.4% on average over the next three months, with EM equities rising 82% of the time.
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Hedge fund net exposure at highest levels since May but gross exposure still low 

Net exposure of European hedge funds is at highest 
levels since May…

Hedge fund exposure has provided a reasonable 
contrarian signal YTD

Source for all exhibits: MSCI, Morgan Stanley International Prime Brokerage, Morgan Stanley Research. Note: This data covers only those funds that are held with Morgan Stanley Prime Brokerage, and funds 
often have multiple prime brokers. Exposure data may not capture cash levels, as cash may be held elsewhere. Data is based on the exposure of the median fund, so small funds rank equally with large funds.

… but this rise has been driven by short covering

Net exposure of European hedge funds has risen to its highest levels 
since May, but this has been driven entirely by short covering. At the end 
of August, hedge fund next exposure had fallen to 38%, which is right at the 
low end of the range seen this year – this has since risen to 58%. The move 
was driven almost entirely by short covering – long exposure has risen by just 
3%, whilst the short book has fallen from 46% to just 29%.

Hedge fund exposure has provided a reasonable contrarian signal.
Although they were more nimble than most investors once equities turned, 
hedge fund positioning provided a strong contrarian signal at major turning 
points. At the peak’s of the equity bull market in both July and October 2007, 
net exposure was above 65%. At the market lows in March 2009, net 
exposure was at its lowest levels of just 13%. In 2010’s range-bound markets, 
buying at 40% and selling at 60% net exposure would have provided a near 
perfect market timing indicator.
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Nasdaq

US 10Y

Futures positioning indicates speculative bullishness on US treasuries
Relative bullishness on bonds vs equities reached 3Y 

extreme at end of August

Backtest would suggest that speculative positioning on equities has given strongest historical contrarian signal

Source for all exhibits: CFTC, S&P, Datastream, Morgan Stanley Research. Note:  Hit ratio indicates the % of observations where the asset has seen positive returns in the subsequent period.

Speculative positioning more bullish on bonds than 
equities

< -2 < -1 < 0 > 0 > 1 > 2 < -2 < -1 < 0 > 0 > 1 > 2

Nasdaq CFTC
Next 3M S&P 500 total return 5.0 4.5 2.7 0.3 1.3 1.1 87 74 61 52 56 56
Next 6M S&P 500 total return 6.7 7.2 5.1 0.2 -1.5 -4.5 87 85 69 50 44 23

US 10Y CFTC
Next 3M US 10Y total return 3.2 1.3 1.2 1.1 1.0 3.7 85 62 63 65 66 92
Next 6M US 10Y total return 4.4 2.0 1.9 3.1 2.9 3.9 81 64 63 76 84 100

Nasdaq CFTC less US 10Y CFTC
Next 3M S&P 500 total return relative to US 10Y 4.4 2.2 0.8 0.3 2.1 4.4 74 60 54 51 59 70
Next 6M S&P 500 total return relative to US 10Y 4.9 3.0 1.4 0.7 3.0 8.2 74 61 54 51 57 64

Median subsequent performance following net speculative 
position (as % of open interest) 3Y Z-score

Hit ratio of subsequent performance following net speculative 
position (as % of open interest) 3Y Z-score
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Corporates are in a position to undertake shareholder friendly buybacks and M&A
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Low corporate bond yields and high dividend yields 
mean equities a relatively expensive source of capital

… while corporates remain highly cash generativeCorporate balance sheets are strong and improving...

Source for both exhibits: MSCI, IBES, Worldscope, Morgan Stanley Research. Note: 2010-12e based on IBES consensus estimates.

Equities are a relatively more expensive cost of capital than usual.
The dividend yield on European stocks is at a record high relative to 
the yield on European IG credit. Corporates are able to obtain credit at 
record low rates, and are in the position to fund shareholder friendly 
activities such as buybacks or M&A.

Corporate balance sheets are robust and FCF generation remains 
strong. Net debt to equity for European corporates (excluding 
financials) is expected to fall to 51% by the end of this year – the 
lowest level in 13 years. At the same time, these companies are highly 
cash generative, with aggregate free cash flow yields of close to 6%. 

While continued macro uncertainty would argue for structurally higher 
cash balances, we anticipate returns to shareholders through a pick-up 
in both buybacks and M&A (see Gearing Up For M&A, 21 June 2010 
for more details).
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Buybacks are an increasingly important source of demand for equities

Source: ICI, Compustat, Morgan Stanley Research. Note: 2010 data based on 
annualized figures.

Source: LSE, Morgan Stanley Research

US buybacks amount to 6x the size of equity mutual 
fund outflows in 2010

Buyback volumes remain extremely muted in the UKBuybacks seeing structural rise in Europe despite 
recent hiatus

Source: Compustat, Worldscope, MSCI, Morgan Stanley Research. 
Note: 2010 S&P data based on annualized 1H data.

US buybacks amount to 6x the size of mutual fund outflows in 2010. In 
the first half of 2010, net share repurchases by S&P 500 companies have 
totalled to $165bn at an annualised rate. US mutual funds are on track to see 
some $27bn of outflows this year. Although mutual funds have not been the 
only net sellers of equities in recent years, it is noteworthy that it was only in 
2008 where net buybacks failed to compensate from mutual fund outflows.

Europe has seen a structural rise in buybacks as a form of cash returns 
over the last decade. Even including the collapse in buyback levels in the 
bear market of 08-09, the gross buyback yield in Europe has been 1.3% this 
decade vs just 0.2% in the 90s. In the US these figures were 1.5% in the 90s 
vs 2.7% in the last ten years.

Buybacks in the UK remain muted. In Europe, the highest frequency data 
we have on buybacks is for the UK. Although volumes have ticked up at the 
margin, in the 12 months up to August 2010, the UK saw a total of just £2bn 
compared to £32bn in 2007.
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Sovereign Wealth Funds could be an incremental buyer of equities
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SWF investment in Europe totalled $30bn in 2009

… and is projected to reach $6tn by 2012SWFs constitute 4% of global institutional AUM…

Source for both exhibits: IFSL, Morgan Stanley Research

Global SWF AUM amounts to almost $3.8tn or around 4% of 
institutional assets. Although SWF assets are projected to grow by 
~50% by 2010, assets under management are still an order of 
magnitude smaller than either of pensions funds, mutual funds or
insurance funds.

Between 2007 and 2009 Sovereign Wealth Funds invested a total 
of $81bn in European markets. Although SWFs do have the potential 
to become an incremental buyer of equities, investments to date have 
represented a relatively small proportion of market cap. In the last 
three years, cumulative investments in European markets has 
amounted to less than 1% of market cap.
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Equity exposure in Europe remains low across the board

Source: ECB, Morgan Stanley Research.

Household’s allocation to equities over 50% lower 
than in 2000

European DB pension fund equity allocations ~30%Insurance and pension funds exposure at decade 
lows

Source: ECB, Morgan Stanley Research.

Institutions have significantly cut equity allocations since 2000. A 
combination of poor equity returns and a number of structural factors 
have led to a sustained shift out of equities for pension funds,
insurance funds and households alike. A decade of negative equity 
performance, high volatility, large equity exposures at the peak of the 
TMT bubble, a more difficult regulatory environment, demographics 
and a move towards ALM have all contributed to this reallocation. 

European equity exposure remains low across the board. Both 
insurance companies and pension funds have diversified away from
equities significantly over the last decade – ECB data indicates in 
aggregate, the proportion of financial assets in equities has dropped by 
~60%. There has also been a similar decline in the equity exposure of 
households, with equities accounting for just 4% of assets currently.
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Mutual fund equity allocations have fallen by 10-15% since 2007 

Source: National mutual fund associations, Morgan Stanley Research
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The proportion of US mutual fund assets in equities is still above average. Even after a decade of lacklustre returns and three years of outflows, 
the proportion of US mutual fund assets in equities (45%) is still above the long-run average (40%). However, the long-run average of 40% is distorted 
by the structural fall in money market assets, partially caused by changes to US banking regulations in the 1980s. The average allocation to equities 
since 1990 has been just over 45% - right in-line with current levels.

European mutual fund allocations have also normalised. The average proportion of European mutual fund assets in equities has been 37% over 
the last 14 years. Data up to the end of July was right in line with the historical average at 36%.

European mutual fund allocation to equities has 
normalised

Source: ICI, Morgan Stanley Research

10

20

30

40

50

60

70

84 86 88 90 92 94 96 98 00 02 04 06 08 10

%
 o

f U
S 

M
ut

ua
l F

un
d 

As
se

ts
   

.

Equities

Bonds

Money Markets

The proportion of US mutual fund assets in equities 
is still above average



M O R G A N  S T A N L E Y  R E S E A R C H
27 September 2010
European Strategy

19

0

10

20

30

40

50

60

70

80

90

60 65 70 75 80 85 90 95 00 05 10

A
ss

et
s 

O
f J

ap
an

es
e 

In
ve

st
m

en
t T

ru
st

s 
(%

) Equities

Bonds

-15

-10

-5

0

5

10

15

20

25

30

19
44

19
46

19
48

19
50

19
52

19
54

19
56

19
58

19
60

19
62

19
64

19
66

19
68

19
70

19
72

19
74

19
76

19
78

19
80

19
82

19
84

19
86

19
88

19
90

19
92

19
94

19
96

19
98

20
00

20
02

20
04

20
06

20
08

20
10

Eq
ui

ty
 M

ut
ua

l F
un

d 
Fl

ow
s 

(%
 o

f O
pe

ni
ng

 A
ss

et
s)

   
.

Lessons from the 1970s and Japan

Source: The Investment Trusts Association, Morgan Stanley Research

In Japan, the proportion of equities in investment 
trusts fell from 40% in 1990 to 11% in 1998

In the 1970s equities saw 11 consecutive years of 
equity outflows 

Source: ICI, Morgan Stanley Research

US and European equity mutual fund allocations have normalised. However, a more bearish macro scenario than we expect would signal 
further downside:
The 1970s saw 11 consecutive years of equity outflows from US equity mutual funds. Flows to mutual funds have tended to be a function of both 
prior performance and levels of volatility. The range-bound and volatile equity markets of the 1970s resulted in over a decade of continual outflows 
from US equities. So far 2010 is on track to be the third concurrent year of equity outflows.

In Japan, the proportion of investment trust assets in equities fell from 40% in 1990 to 11% in 1998. Over the course of 8 years, the total 
amount of investment trust assets in equities fell by 78% from over ¥21tn in 1990 to less than ¥5tn in 1998. While two-thirds of this fall can be 
attributed to the dire performance of Japanese equities in the 1990s, the remaining 28% is largely explained by equity outflows. In the US, the three 
years of outflows we’ve seen so far have been relatively modest in comparison. Cumulative outflows between 2008-10 have amounted to less than 5% 
of assets.
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UK life insurance exposure to equities has been 
falling consistently since 2000

Insurance sector’s tangible equity is mostly geared 
towards government and corporate bonds

Insurance sector’s equity allocation just 4% 
(net of policyholder participation)

Source: Company data, Morgan Stanley Research. Source: Company data, Morgan Stanley Research.
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Solvency 2 may be a headwind to equities, but offset by already low equity exposure

Source: Oliver Wyman, Morgan Stanley Research

Risk-adjusted return on capital from different asset 
classes under Solvency 2

Optimal investment portfolio for general account 
liabilities: short-dated credit dominates the portfolio

Source: Oliver Wyman, Morgan Stanley Research.

Equity exposure of European insurance assets has fallen significantly 
over the last decade. Based on data from ABI, 42% of UK life insurance 
assets are in equities vs 58% in 1999, while pan-European data from CEA 
suggests that the proportion of investment portfolios of European insurers is 
back to 2002 lows. 
The sector is most geared to government and corporate bonds. For 
many insurers it is misleading to look purely at the gross value of assets on 
the balance sheet due to the effect of policy holder participation. The asset 
classes that most influence the sector’s shareholder equity are government 
bonds and corporate bonds, which are far more important to the evolution of 
book values than equities or structured credit. In 2009, just 4% of assets from 
a shareholder’s perspective were allocated to equities compared to around 
30% in government bonds and 27% in corporate bonds.
Solvency 2 likely to be a net negative for equity markets… Our insurance 
team have recently published a detailed study, looking at the likely impact of 
Solvency 2 (see Solvency 2: Quantitative & Strategic Impact – The Tide Is 
Going Out, 22 September 2010 for more details). In terms of the implications 
for insurers’ asset allocation decisions, there are four main conclusions:
1) Insurers are unlikely to markedly increase equity allocations given their less 
attractive return on Solvency 2 capital relative to bonds. In the longer term, 
exposure to equities may grow through unit-linked funds.
2) Demand for long-duration corporate bonds will likely decrease, affecting 
corporates’ ability to issue longer maturity bonds.
3) Insurers may continue to have an appetite for longer duration swaps, 
swaptions and, importantly, government bonds, which carry no direct capital 
requirements
4) Government bonds are an attractive asset in those markets where 
government yields exceed swap rates.
… but low equity exposure of insurance assets mitigates the overall 
effect. Solvency 2 may mean that insurance companies may be net sellers of 
equities in coming years. However, the combination of already low equity 
exposures and the fact that insurance companies constitute a much smaller 
proportion of equity ownership than a decade ago may mean the overall 
impact of Solvency 2 on equity markets may not be very large.
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Pension funds have been net sellers of equities

Source: WM Company, Morgan Stanley Research

UK pension fund allocations to equities at lowest 
level since 1974…

Source: Towers Watson, Morgan Stanley Research

Worldwide pension funds have reduced equity 
weightings by 7% since 1998

The last decade has seen pension funds allocate away from 
equities. Based on a survey by Towers Watson, allocations to equities 
in worldwide pension assets have fallen by 7 percentage points since 
1999 – equities accounted for 61% of assets in 1998, but by the end of
2009 this figure had fallen to just 54%.

UK pension fund allocations to equities at 30Y+ lows. At the end of 
the 2Q of 2010, the proportion of UK pension fund assets allocated to 
equities fell to its lowest levels in 36 years. Only in three years since 
1962 has the equity allocation been lower than today.

Survey of European DB pension funds suggest further selling. 
Based on Mercer data, a net 30% of European pension plans expect to 
decrease domestic equity allocations over the next 12 months. Even 
non-domestic equities are expected to suffer. Bonds and alternatives
were expected to see the biggest increases in allocations. 

Source: Mercer, Morgan Stanley Research

… But a net 30% of plans expect to reduce domestic 
equity allocation in the next 12 months
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Pension funds have shifted balance of equity allocation away from domestic exposure

UK pension funds now have large exposure to 
overseas vs domestic equities

Source: WM Company, Morgan Stanley Research Source: Towers Watson, Morgan Stanley Research

Reallocation from domestic towards international 
equities is a global trend
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Overseas equities are a larger proportion of UK pension fund 
assets than domestic equities. Data for the UK shows that in 2007, 
the proportion of pension fund assets in overseas equities exceeded 
the amount in UK equities for the first time.

Pension funds have diversified their equity exposure away from 
domestic equities in the last decade. This is a global trend in 
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equities as a percentage of overall equity assets in pension funds.

Over a quarter of European DB pension plans already have 
specific allocations to EM equities. Although surveys suggest equity 
exposure is likely to decrease going forward, this trend was less 
negative for non-domestic equities than domestic equities. 0
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28% of European DB pension plans have specific 
allocation to EM equities
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The proportion of US private pension fund assets allocated to equities has 
fallen from 48% in 2004 to just 34% today – the lowest levels since 1958. This 
has been caused by two phenomena:

1) Pension funds have been net sellers of equities in 13 out of the last 16 
years. While both DB and DC plans have been net sellers of equities, these 
outflows have been dominated by DB plans. 

2) The migration towards DC plans. Assets in DC plans now exceed those 
in DB plans. DC plans seem to have a structurally lower allocation to equities 
than DB plans. Since 1984, DC plans have apportioned 37% of their assets to 
equities vs 47% for DB plans.

Low equity allocations and rising importance of DC plans could suggest 
less incremental selling from US pension funds. 30
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The changing face of share ownership

Beneficial ownership of UK shares

Source: Office of National Statistics, Morgan Stanley Research

Using UK data, there have been a number of significant changes 
to the structure of share ownership over the last 20Y.
Institutional selling of equities has changed the face of share 
ownership over the last 20Y. In 1992, UK pension funds owned 32% 
of UK equities. By the end of 2008, this stood at just 13%. Similarly the 
proportion of UK shares owned by insurance companies peaked at 
24% in 1997, and this has been falling steadily ever since to today’s 
level of 13%.

Foreign ownership now the largest holder of UK equities. As 
recently as 30 years ago, less than 4% of the UK equity market was 
under foreign ownership. With the globalisation of capital markets, this 
has risen by a factor of 10x to over 40%, making foreign ownership the 
single largest component of UK share ownership. 

Data shows the rising importance of hedge funds. In the ONS data 
on the ownership of UK equities, hedge funds fall into the “Other 
Financial Institutions” category. In 1994, these institutions had just a 
0.4% share of the UK equity market. By the end of 2008, this figure had 
risen to 10% - now on a par with the size of the retail investor.
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