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Introduction: This is a transcript of the “Japanese
Bond Market Call” held on June 9, 2011.

Speakers:

Robert Feldman (Head of Japan Economic Research)
Glenn Hadden (Head of Global Interest Rate Products)
Ashutosh Tripathi (Global Macro Structuring Team)

Robert A. Feldman

Thank you every one for joining us tonight.

The question | think we find before us right now about JGBs
is whether yields will stay largely in the stable range they
have been for the last several years really. And the answer |
have to that question is YES THEY WILL, with some
moderate fluctuations within recent bands but basically they
will stay pretty stable. Why do we think this? The answer |
think is quite straightforward — it's because we believe the
deflation will continue, if anything unfortunately the net result
of the response on the supply and demand side to this
earthquake is that the deflationary period will actually be a
little bit longer than we had originally expected. So let me
talk a little bit about the policy outlook before | hand things
over to Glenn.

On the policy outlook, | want to talk about two things. One is
what the Bank of Japan will do and the second is what the
fiscal policy will do. On the BOJ, as my colleague Sato-san
who is on the call with us tonight will attest, basically the BOJ
is not taking an aggressive attitude at all toward trying to end
deflation at this point.

Even though they may take another measure in adding to
their special asset purchase program sometime maybe in
August, maybe after that, we don’t think it will be large
enough to convince markets they are taking any kind of an
aggressive stance toward the deflationary situation.

Just after the earthquake you may have seen they pushed
the current reserve balances at the BOJ up very very sharply,
but since that time those reserve balances have been
allowed to dwindle off, and the speeches by various
members of the policy board have not been aggressive in
nature.

A new person has just been appointed but not yet quite
approved by the Diet but appointed to the BOJ board, he is
an experienced bond trader, very intelligent guy but he’s
been in the planning department at one of the major banks
for a few years now. And one of the things that are
overwhelmingly important to them is what happens to JGB
yields and they don’t want to see them rise. So my
expectation is the situation inside the policy board will largely
be the same and nothing really new will come of it.

The only thing that could push the BOJ into somewhat more
aggressive stance would be a sharp unexpected
strengthening of the Yen. We have had a little bit of the
strengthening in the last couple of days largely because of
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changes in the outlook from the Federal Reserve, but
basically we still think that BOJ will not be doing very much.
In that situation, BOJ’s potential contribution to ending
deflation will not happen, and so it’s business as usual from
that side.

Secondly, what about Fiscal Policy? We have had a terrible
tragic earthquake a couple of months ago, and the
government did a reasonable job of getting troops on the
ground, release supplies etc etc, in. But the first fiscal
package they passed to deal with this issue was actually
quite small in size, and they are having a great deal of trouble
coming up with new policies since that time.

As you may have seen, the politics here in Japan are a
complete mess, neither major party is united, the Prime
Minister just barely survived a no-confidence vote, but after
promising to resign and after the vote was over he took it
back, complete mess inside the ruling party. Our contact in
the political world say that he will be out of office by the end
of June, and will be replaced, probably by the current
Finance Minister. Finance Minister, Mr. Noda, is affirmably in
the Ministry of Finance camp, so we’re not expecting much of
a change, even though the tone will be different, there will be
more confidence in the leadership, but | do not believe the
policies will change. I've known Noda san for many years
now, | respect him, but at the moment or for the last couple of
years as Finance Minister he has not taken an aggressive
stance.

In addition, the relations between the two major parties are
not good, leaving worry about whether they can enact
anything of substance, particularly as the Diet session ends
in mid-June and it does not reconvene until late August at the
very earliest.

So again, no major policies coming along there, they can’t do
a new supplementary budget, they cannot take action on any
of the ideas on tax and social security reform. The tilt in the
debate will probably be toward higher taxes that of course is
deflationary, so basically this doldrums that the JGB market
has been in for sometime will simply continue at least for
awhile.

So, to sum up, we have no change in monetary policy, no
change in fiscal policy, deflationary pressures continue
perhaps, even extend, despite some of the quick response
from the corporate sector to the earthquake. So in that
environment it is hard to see the JGB yields will move very
much over the next six months to a year except within recent
ranges.

If people are interested in the longer term outlook for JGBs,
why the market is behaving, the Japanese Fiscal Policy issue
as a whole, let me recommend that you take a look at a piece
that Sato-san and | and some of our colleagues published. It
came out today actually, called “How to trade the JGB
Anomaly” — you can find it on Research Link. Let me end my
remarks there, and turn things over to Glenn.
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Glenn Hadden

There has been very well documented thoughts about the
Japanese fiscal situation in popular media outlets over the
past year, emanating from a group of analysts who, in taking
their experience with the US housing markets and the US
broker-dealer business model, and trying to apply those
analysis to the current fiscal state of the government of Japan,
come to the same conclusion --- that the Japanese
government effectively is insolvent and there is a looming
fiscal crisis coming, that the very vocal proponents of this
theme call it the “Trade of the Century”.

My view on this is that | couldn’t disagree more with this
thesis that they have proposed, and | find it functionally
equivalent to the “flat earth society”. | feel very strongly
about this simply because, in thinking about how monetary
operations work, it's quite clear that the government of Japan
will never have an issue of funding themselves. That's
completely off the table, simply because, as we know, as any
government spends money, they create savings in the
economy. And those savings are used to purchase
government debt. That's how the monetary system works.

So in this thesis that this very vocal constituency has, they
really have the causality backwards. Their view, | believe, is
that the government has been fiscally irresponsible pushing
them ultimately to the brink because this debt load of
approximately 200% of GDP is “unsustainable”.

My view is that the causality of this argument is actually
backwards --- that the Japanese economy experienced a
bubble bursting in much greater magnitude than that of the
US economy over the past couple years. To illustrate, | think
from 5 year to before the peak valuation, prices rose three
times more in home prices in Japan than the US. At the peak
valuation, real equity prices were four times greater in Japan
than in the US, and there is a peak PE in the US of
approximately 20 times, where Japan was greater than 50.

So in this epic bursting of a bubble, you've seen the
Japanese private sector have enormous savings desires to
rebuild personal balance sheets and personal wealth, and at
the same time delever. In doing so, that's created an
aggregate demand short fall that's been filled by government
spending.

So as we said before, the strong desire to save by the
Japanese private sector has created this large government
debt, emanating from the Japanese government. As a result,
what we've got is not necessarily a fiscal crisis in Japan, but
we have a crisis of excess savings. And that is basically how
we think of the Japanese fiscal situation.

And so with that in mind, as a result, if there was a situation
where this X-day theme that many of these investors propose
--- which essentially is that there is a crisis of confidence or a
lack of desire to buy JGBs by investors in Japan --- is
functionally an impossibility, given that you have this large
amount of savings pool.

201146 H 9 H
Japanese Bond Market Call

So the argument can be proposed, well, what if Mrs.
Watanabe (as Japanese private investors are known as)
decide not to buy JGBs anymore? Well, the alternative is
either they can buy JGBs, which functionally is having a
savings deposits in their bank account, or they can leave
their money in cash. If they decide they do not want to buy
JGBs and want to move their money to the Emerging
Markets, which we have seen as a theme over the past
couple of years, then that is not necessarily a JGB trade, it's
an FX trade.

That's the whole idea behind this X-day theme: it is not about
solvency. It's about potential inflation, so that when the
marginal worker and saver becomes a retiree/consumer, you
will have aggregate demand that is in excess of the
productive capacity of the economy. But that means
essentially it's an FX trade, an inflation trade, really it is not a
solvency trade. And if it's an inflation trade, because the BOJ
and the MOF can manipulate the JGB term structure --- in
fact, there’s nothing stopping the MOF from issuing only 1
day T-Bills, or for the BOJ for buying every JGB in existence
at a yield of zero --- it's an FX trade first. So the trades that
we prefer around this X-day theme, if it's right, is not
necessarily a rates trade, it's an FX trade.

And so this very vocal constituency betting on solvency in
creating this opportunity regarding a very steep Payor Skew
in JGB rates curve may actually be right, but for the wrong
reasons. But this really is a FX trade first, and there are
opportunities from a macro standpoint to not necessarily
make this bet in JGBs, but in fact take advantage of the very
steep Payor Skew and do the opposite in yen crosses ---
dollar yen, euro yen, CAD yen, etc. --- basically betting on
weaker yen, not on higher JGB yields.

So with that, | will pass it over to our Head of Strategy to talk

about this very anomalous and strange and opportunistic
steep Payor Skew in Yen Rates.

Ashutosh Tripathi

Due to demand-supply imbalances, the pricing of OTM payor
swaptions have become extremely expensive. In the
presentation, we will walk you through the opportunity and
provide you a brief overview of the Japanese rate markets,
and use that to show you the opportunity and the value it
provides you.

On page 2, we have a snapshot of historic evolution of
Japanese interest rates. As can be seen here, Japan has
been stuck in a very low interest rate environment for past
few years.

On the same page, we share information on the
segmentation of JGB investors. This information from BOJ is
pertinent to our discussion, and reinforces the point made
earlier by Rob and Glenn. The key inference is that JGB
debt is predominantly funded by domestic Japanese
institutions, and these stakeholders have not exhibited
significant inclination to seek higher interest rates.
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With that as macro background, | would like to move to more
technical factors, where we see the opportunity and where
we think that Japanese OTM payor swaptions are extremely
rich. In order to put that opportunity in perspective, we have
put our framework in page 3.

The snapshots on page 3 are very important for determining
the value of our swaption strategy. As we mentioned earlier,
we see significant opportunity and value in selling expensive
OTM payor swaptions. And page 3 provides us with the
framework to understand this opportunity.

On the top left corner, you can see the upward sloping term
structure of forward rates. What this chart is showing you is
how the market is pricing the interest rates to move in the
future. So here we have a 5y forward term structure and a
10y forward term structure. For example, the 2y forward 5y
rate is priced to be 95 bps as compared to 55 bps in the
current spot market. In other words, for an ATM forward
payor swaptions to end up ITM, JPY rates have to rise by 40
bps.

For OTM payor, the hurdle is even higher. The key inference
here is that in an unchanged environment, payor swaptions
will depreciate very rapidly. For example, again looking at
the same chart, an ATM 2y5y struck at 95 bps will have a
significant hurdle in one year's time if the market remains
unchanged because the strike will move down to the 1y5y
rate which yields 71 bps. And the value of the option will
decline because it becomes 24 bps OTM.

The top right chart shows upward sloping Vol curve. The
same roll-down dynamic that we see for the forward rates
works in the Vol chart also. And because of the downward
sloping Vol chart, the price of the swaption will decline with
passage of time because volatility is going to roll down.

The bottom chart shows the price of OTM payor swaptions,
and you can see that it is historically at its richest point. The
skew chart plus additional volatility cost paid for purchase of
OTM payor swaptions.

So, in a nutshell, in an unchanged rate environment, or in a
marginally changed rate environment, this expensive skew

amplifies the depreciation of value for payor swaptions. We
quantify the impact of these factors on page 4 and put them
in perspective.

On page 4, we have a table over here, and | would like to
spend a little bit of time walking over these numbers,
because | think these are extremely important.

The top table on page 4 shows the change in the value of an
ATM payor swaptions over 6 months period. The way to
read the table is that, if you look at the column on the left, it
shows you the expiry of an option. The very first one is a 6
months expiry, and on the top it shows you the yield rate
which you're looking at so you can have a 5y option which
expires in 6 months time or 7y option expiring in 6 months
time, and you would be referring to the very first row in that
case.
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The point which | wanted to highlight and bring in connection
with the previous page 3 was that, if we think that the market
has not changed for 6 months time horizon, the price of a 1y
option on 5y will depreciate by 59% within 6 months.

Let's go over that number again. If you look at the second
number on your left most column, it's 59%. And that is the
decline which will occur within 6 months time horizon. This is
for an ATM option.

For an OTM option, the level of depreciation is even more
rapid. Looking at the bottom chart, and again looking at the
same point on the chart, which is the second number in the
first row, you see the number 85%. What it tells you is that, if
you have a 50 bps OTM swaption, and it's a 1y option on 5y
rate, within 6 months time that value is expected to decline by
85% if there is no change in the market.

To summarize, upward sloping term structure of interest rate
and volatility, the historically expensive skew, will lead to
rapid decline in value of OTM payor swaptions in an
unchanged environment.

In the following page, we will go over specific trade ideas,
where we highlight the opportunity to monetize this
historically rich skew.

Moving on to page 6, we show the value in selling OTM
payor swaptions.

The first table on page 6 shows the change in value for 2y
option on 5y swap with strike at 2%. We picked up the strike
of 2% because this has been a very popular strike. Now, to
put the 2% in context, if you look at the current 5y spot rate,
it's 56 bps. And the forward expectation is close to 100 bps -
-- 98 bps at the time when we priced this. So the 2% for
strike for 2y option is approx 100 bps OTM. The price of this
option is 40 bps.

Now, let’s focus on the top right hand side table, and look at
the change in the value assuming an unchanged rate
environment. As the table shows, the seller of option earns
40 bps for selling it. In 3 months, the option value has
depreciated by 10 bps, and option is worth 30 bps. This price
depreciation of 10 bps is a 25% gain to the option seller.

Again, assuming unchanged market conditions, this option
value declines to 9 bps in 12 months time. So, in a 1 year
period, if the market does not move significantly and is
unchanged, there is a 31 bps drop, which is a 78%
depreciation.

The second trade on page 6 shows a 2y option on 10y rate,
with strike at 2.5%. The upfront value of this option is 100
bps. And we see the same dynamic plane again. In an
unchanged environment, the position will decline by 78%,
and option will be worth only 22 bps. The rapid decline of the
value of OTM payor shows the significant hurdle for investors
who are long payor swaptions. It also shows that in an
unchanged environment, the seller of OTM payor swaptions
can get very attractive returns.



Morgan Stanley

Now on page 6, we are showing these strategies where there
is an outright selling of an option. And we are showing a
scenario which is assuming an unchanged risk scenario; the
market is not changing. And the risk for any short position or
outright selling of payor swaptions would be a certain
unexpected shock to the system.

So on page 7, we show you a strategy where you can still
monetize this very expensive skew, and have a limited tail
risk by implementing a calendar strategy. This calendar
strategy is just one of the strategies which we prefer for
putting this strategy to work for limited tail risk; there are
other variations also. But in this strategy, looking at the same
trade which we highlighted on page 6, and here our
counterparty sells a 2y option on 10y with strike at 2.5% for
100 bps. And in order to cover that risk of unexpected shock,
the same counterparty buys a 1y option on 10y rate again
with strike at 2.5% for 25 bps, thus collecting a net premium
of 75 bps.

Let’s focus on the table again here. And let’s look at,
assuming an unchanged environment, how the value
changes.

The 2y option in 1 year’s time is going to decline to 22 bps
and depreciate by 78 bps, while the 1y option will depreciate
by full 25 bps. The depreciation of 78 bps is the gain to the
seller in this strategy, and the cost is 25 bps; thus, net gain is
53 bps. So from an initial value of 75 bps, this strategy
provides 53 bps gain, or 73% gain, in 1 year’s time.

The strategy obviously can be tailored and improved, by
moving the strike further OTM or changing it according to the
view. But the point again which we want to highlight here is
that given the current richness of the skew, there is a
significant value to be harnessed by selling these OTM payor
swaptions.

So far we have highlighted the value in selling a skew.
However, we do realize that for investors who want to
express a short duration bias, and express the view that JPY
rates will ultimately rise, we show that the bearish position
can be optimized by monetizing the same very expensive
skew.

As we have seen, and as our investors have also seen, there
has been a significant MTM cost for expressing a short
interest rate bias in Japan by buying OTM payor swaptions.

On pages 9 and 10, we show that investors can construct
trades and significantly reduce the decay and create a more
efficient way to position for a sell-off, if that's the whole view.

For selection of bearish strategies we go back to the
framework we discussed on pages 3 and 4, and select option
strategies with minimal decay in an unchanged environment.
Accordingly, we discuss bearish strategies using a 3y option
and 10y rate.
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Moving to page 9, we have selected 3y options on 10y rate to
express a bearish view. And we compare the performance of
two strategies assuming same option premium and same
notionals. In both these strategies the maximum losses are
limited to the option premium.

Strategy #1 which we highlight over here is a Payor Fly. The
way this is constructed is that, in a Payor Fly, investors long 1
unit of ATM 3y10y at the strike of 1.8% and 370 bps. This
position is funded by selling 2 units of 100 OTM 3y10y. The
100 OTM is struck at 2.82% and the premium is 170 bps.

The third leg of this strategy is to go along 200 bps OTM
3y10y for 105 bps and strike at 3.82%. The net cost of this
strategy is 135 bps. To make a comparison for this strategy,
what we do is we select a 3y10y option which has a premium
cost of 135 bps, and working backwards, we look at the strike
of an OTM payor swaption with the price of 135 bps, it comes
out to be roughly 150 bps OTM or 3.32%.

The bottom chart puts the two strategies in perspective. Here
again, assuming unchanged rate environment, we show the
change in the value of the two strategies over 12 months
holding period.

As you can see, the vanilla deep OTM strategy where one
would be investing 135 bps, there is a very very significant
decline in the value because of the profusion of the option
value.

However, with the Payor Fly, the profusion is significantly
less. To quantify the decline within the same holding period,
the OTM payor swaption will decline by roughly 55% while
the Payor Fly will decline by only 24%.

If we combine this more favorable decline for a while, with the
fact that the hurdle for the fly is significantly lower at 1.8%
compared to 3.3% for deep OTM payor swaption, you can
see the value which it provides you, because the hurdle is
lower and closer to ATM rate which we see currently.

On the last page, on page 10, we again look at the
construction of this bearish strategy and compare it with the
vanilla OTM payor strategy.

Now, again the chart is at maturity, and it reinforces a few
points: that in both cases the maximum loss is limited to the
initial option premium spent; the fly starts providing for rate of
returns as the 10y rates are higher than 1.8% at maturity; and
the fly actually outperforms the vanilla OTM payor for the first
240 bps sell-off from the current spot rate.

We note that the current 10y spot rate is close to 1.2% and
the two strategies will have the same payout if the 10y rates
are roughly 3.6% at maturity.

How will the fly actually move much faster into the money in
case there is eventually a sell-off, and the holding cost is
significantly less? This provides a better value to express
this view.
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GLOBAL MACRO STRUCTURING

Discussion Material JPY Rates: Significant Dislocation in OTM Payor Swaptions
« Payor Skew in Japan is Forward Curves Vol Curves
very rich

» Demand / supply imbalance
in the swaptions market has
made the pricing of OTM
payor swaptions historically
rich

Opportunity to Monetize

Expensive Payor Skew JPY Skew: 2y10y & 2y5y

Upward sloping forwards

Upward sloping vol surface

Extremely high skew

The combination of these
three factors has created
an opportunity to earn
attractive risk adjusted
returns by selling OTM
payor swaptions

Source: Bloomberg
In reviewing this information, please refer to the important qualifications set forth on the disclaimer pages
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GLOBAL MACRO STRUCTURING

Capitalizing on Rich Skew - Sell Payors Outright

» The table below shows how ATM payors decay in relative terms after six months. This assumes that rates and vol remain
unchanged.

6M % Decay
6m 100%
1y 57%
2y 33%
3y 23%
*A number of 60%, indicates that a payor (struck ATMF) costing 100 bps upfront will be worth 40 bps uprfont in 6m assuming
curves and volatility remain unchanged

Source: Morgan Stanley IRS

* The decay is even more rapid for OTM Payors. For example, a 1y10y payor struck 50 OTM decays by 81% over the course of
6m.

50 bps OTM Payors
6M % Decay

Source: Morgan Stanley IRS

In reviewing this information, please refer to the important qualifications set forth on the disclaimer pages
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GLOBAL MACRO STRUCTURING

Monetizing JPY Skew

* JPY Skew looks rich due to the supply/demand imbalance which has been
driven by strong demand for JPY Swaptions:

* This has richened the price of OTM payors significantly
» The OTM payors have a very rapid time decay:

» Rolldown on Rate curve erodes value

* Rolldown on Vol curve erodes value

* We highlight the opportunity to monetize the rich skew via
* OQOutright shorts: Potential for 80% return within a 12 month period
» Calendar trade: Potential for 40% return within a 12 month period

In reviewing this information, please refer to the important qualifications set forth on the disclaimer pages

Morgan Stanley



GLOBAL MACRO STRUCTURING

Monetizing Expensive Payor Skew: Significant Roll Down and Decay

Attractive Roll-down and Time Decay
* These trade benefits significantly in an unchanged rate scenario from the upward sloping Vol & Rate curves as shown in the
below analysis:
lllustrative Trade # 1:
o Sell 2% 2y5y JPY payor

. Premium 40 bps
* ATM Spot 5y: 0.56%
*  2y5y Forward: 0.98%
o Strike: 102 bps OTM

Roll Down Decay - 2y5y 2% Payor
Spot Jm 6m 9m 12m
40 30 21 15 9
10 19 25 31
25% 46% B3% 8%

Short 2% 2y5y Payor
Decay
MTM % { payor decline in value)

Source: Morgan Stanley GMS

llustrative Trade # 2:

e Sell 2.5% 2y10y JPY payor

Roll Down Decay - 2y10y 2.5% Payor

e Premium 100 bps Spot m 6m 9m 12m
Short 2.50% 2y10y Payor 76 55 38 22
« ATM Spot 10y: 1.18% Decay 24 45 62 78

MTM % {payor decline in value) 24% 45% 62% 78%

e 2y10y Forward: 1.62%
o  Strike: 88 bps OTM

Source: Morgan Stanley GMS

* As shown above, in an unchanged rate and vol environment, short OTM payor trades can generate very attractive returns

In reviewing this information, please refer to the important qualifications set forth on the disclaimer pages
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GLOBAL MACRO STRUCTURING

Calendar Trade: Skew Monetization with limited tail risk

Reduced Shock Risk, Attractive Roll-down and Theta Decay

The risk of an unexpected and sudden sell-off for a short OTM payor can be mitigated via a calendar strategy.

lllustrative Calendar Trade: Short 2.5% Strike 2y10y and Long 2.5% Strike 1y10y for Net Premium of 75 bps

*Sell 2.5% 2y10y JPY payor

Roll Down Decay - Calendar Strategy

Premium: 100 bps Spot 3m 6m 9m 12m

) Short 2.50% Strike 2y10y Payor 100 76 55 38 22

*  2ylOy Forward:  1.62% Decay Short (bps Gain) 24 45 62 78

*Buy 2.5% 1y10y JPY Payor Long 2.5% Strike 1y10y Payor 250 10.0 25 1.0 0.0
Decay long (bps loss -15.0 -22.5 -24.0 -25.0

. Premium: 25 bps Net Decay 8.8 222 o4 53.1

MTM % 12% 30% 51% 71%

« 1yl0y Forward: 1.37%

Source: Morgan Stanley GMS

Key Considerations

* This calendar trade protects the seller of 2y10y from a sudden sell-off shock.

Steepening of the yield curve and an increase in the 2y10y volatility relative to the 1y10y volatility can erode the positive economics
of this trade and cause a MTM loss

In reviewing this information, please refer to the important qualifications set forth on the disclaimer pages

Morgan Stanley



Optimizing Bearish Positioning with Payor Fly

 For investors who want to express a short duration bias and express the view that JPY rates will
rise, the popular strategies of buying OTM payors or shorting JGB’s have been sub-optimal and

expensive from a MTM perspective
* Investors can utilize the expensive skew to create payor fly trades to improve the roll-

down
» Payor flies allow for more efficient positioning due to reduced decay cost and provide an

attractive pay-out in a sell-off scenario

In reviewing this information, please refer to the important qualifications set forth on the disclaimer pages

Morgan Stanley



GLOBAL MACRO STRUCTURING

* The table on the right
illustrates the pricing for

— Long 1 unit of 3y10y ATM

— Short 2 units of 100 OTM
3y10y

— Long 1 unit of 200 OTM
3y10y

» The payor fly provides
“capacity to wait” [

— The chart on the right
shows fly RDC vis-a-vis an
outright payor with the
same initial cost (3y10y
payor with 3.32% strike) <

* The same cost 3y10y payor
incurs significant value
dissipation (-55%) over a 12
month holding period
compared to a -24% value \
dissipation for the payor fly

Bearish Positioning: Harnessing Expensive Skew

Indicative Pricing - 3y10y Payor Fly vs Outright

Trade Direction Unit Strike Price (bps) Net(bps) Discount vs Qutright
Long 1 ATH (1.82%) 370
1x2=1 Fly Short 2 ATM + 100 (2.82%) 170 135 54%
Long 1 ATM + 200 (3.82%) 105
Qutright Long 1 ATM + 150 3.32% 135 - -

Roll-Down / Decay Comparison for Bearish Strategies with Same Cost

(bp2)
141 +

130 1

120 1
Payor FI
110 4 Y Y
100 - .
~.._ Outright
50 4 T
a0
70
&80 4

50

40

Spot am &m Sm 12m

Iv10y Fhy ------- 1530 OTM 3y 10v Payor

Source: Morgan Stanley GMS

In reviewing this information, please refer to the important qualifications set forth on the disclaimer pages
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GLOBAL MACRO STRUCTURING

Short 10y ¥ trades: Balancing Potential Returns vs Carry Cost
Payout at Expiry: 1X2X1 3y10y Fly vs Same Cost 150 OTM 3y10y Payor
* The chart on the right
illustrates the potential g -
payout ratio at maturity for
the fly and a same cost T
payor g -
— The fly provides limited _
upside but rolls up better, g "
thereby enabling investors z .
to express a more patient =
view Log ]
2 4
— Outright payors have
unlimited upside and !
significantly expensive 0
decay NI S P RS- R S i S NN N
_ FIy starts providing returns Comparable Payor 3.32% =trike Fhy Payout Ratic
if 10yr JPY rate is higher )
than 1.82% vs the 3.32% Transaction Terms
strike for equivalent payor :
3 Expiry
10 Underlying Swap Maturity Prices
1.82% ATM 370
2.82% ATM + 100 bps 170
3.82% ATM + 200 bps 105
3.32% ATM + 150 bps 135
100,000,000 Motional
135 MS Offer on ATM vs 2 ATM + 50 vs ATM + 100 Fly (in bps)
135 S Offer on 160 OTM QOutright

Source: Morgan Stanley GMS

In reviewing this information, please refer to the important qualifications set forth on the disclaimer pages
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