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« External environment likely to deteriorate in 2008: The risk
of credit problems attacking the heart of US growth - household
consumption - has increased significantly. Morgan Stanley's US
Economics team expects recession in 2008.

« Limited re-coupling in 2008: We believe that AXJ will face the
real test during the first quarter of 2008 as the US dips into
recession. We believe that the market may first be surprised on
the downside as the growth trend slows in AXJ in 2008 (limited
re-coupling) before it builds the conviction for soft decoupling.

* AXJ better placed to face US recession: The macro balance
sheet is much less vulnerable to external shocks in the current
cycle than was the case in 2001. Domestic demand dynamics
are also much better in the current cycle.

» Downside risk: Deeper recession in US causing severe global
financial risk aversion.
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Real Test Is Yet To Come? US Consumer Steady So Far

~

=)

o

5 157 Yovo
GDP Growth (% YoY)

Fixed
investment

| \/ 4 10
\/ : R/ SONPSant
J \ \/_z\//\’\f\ﬁ/\.—
0
2
/\/\ N
1
| ——AXJ US (RHS)

104
0 5
r ® 2 g8 = 8 9 = @ g -~ 7 >
¢ 8 8 8 § & § 3§ § 8 § 5 &
¢ ¥ ¥ T § T ¥ T § §©T ¢
s 5 s 5 5§ 5 5§ 5 5 5 5 s =
2 32 3 3 3 3 3 3 3 3 3

consumption

Mar-95

Mar-97
Mar-99
Mar-03
Mar-05
Mar-07

Mar-01

Source: CEIC, Morgan Stanley Research

Source: CEIC, Morgan Stanley Research

AXJ sustaining strong growth so far: Despite a slowdown in the US over the past few quarters, AXJ has maintained its
strong growth trend until recently. AXJ growth remained close to its highest levels seen post Asian crisis during 3Q07, at 9.0%.

Real test is yet to come?: Consumer demand from developed countries has been supporting growth for export-oriented Asia.
However, slower job growth, tightening lending standards, mortgage rate resets and high energy & food prices are now testing
the resilience of the US consumer.
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AXJ Balance Sheet is Strong AXJ Stock of Sterilized Excess Liquidity
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Source: CEIC, IMF, Morgan Stanley Research Notes: 1) Sterilized excess liquidity is defined as the inflows of forex reserves sterilized by issue of

short term paper and cash reserve ratio hikes. 2) The above includes data for Indonesia,
Philippines, India, China, Taiwan, Malaysia, Thailand and Korea. Source: CEIC, various central
bank websites, Morgan Stanley Research

AXJ’s balance sheet is in very different shape now than it was in 1997-1998, as evident in the trend on FX reserves and external

debt. While external debt to GDP has declined to 19.8% as of 4Q06 from 33.7% in 1Q99, foreign exchange reserves to GDP has

increased to 42.8% as of Oct-07 (US$2.8 trillion) from 22% in 1Q99.

AXJ’s surplus liquidity stock (stock of liquidity sterilized through issuance of bonds and cash reserve ratio hikes) has increased to
about US$1,455 bn (23.5% of GDP) as of November 2007 from US$600 bn (14.4% of GDP) in November 2004.
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Bank Credit Deposit Ratio Real Interest Rates (Using CPI Inflation)
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Financial Leveraging Manageable: The region has not had any excesses in terms of overall leveraging trend post Asian crisis.
This excess liquidity merely reflects relatively weak credit cycle, implying that the financial leveraging in the real economy is also
manageable in this cycle. Most countries in the region have now cleared up the banking sector nonperforming loans (NPLs). Except

for India, most of the countries in the region have seen a steady decline in their credit-deposit ratio to 74.4% as of Nov-07 compared
with 85% in Nov-99.

y policy dative: Current interest rate levels in AXJ are relatively stimulative, in our view.
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Trade Linkages Vary Within AXJ Diversification of Exports
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Source: CEIC, Morgan Stanley Research Source: CEIC , Morgan Stanley Research
Trade Linkages Spillovers from tightening financial conditions in US and Europe: The slowdown in the developed world
would affect AXJ through trade linkages.

Trade Diversification to Help? External slowdown may not be as severe because in the rest of the world (excluding US and
Europe) export growth is not likely to collapse. Indeed, while growth in AXJ exports to the US has slowed sharply, to 3.6% YoY
on three month average basis in October 2007 (from 13.2% YoY in 4Q06), exports to Asia and the rest of the world (excluding
US, Europe and Asia) have remained relatively stable, up 16% and 19.2% respectively (versus 16.7% and 20% growth in
4Q06). While we expect a further slowdown in external demand as the US growth trend deteriorates, the downside may not be
as severe as witnessed in 2001 with support from rest of the world.
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AXJ (Ex-China): Domestic Demand Offset Weaker
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Source: CEIC, IMF, Morgan Stanley Research Source: CEIC, IMF, Morgan Stanley Research

Domestic demand growth should hold up well in the current cycle. All three components of domestic demand — private
consumption, investments, and government spending — are likely to fare better in 2007 than in 2001.

Private consumption growth has been relatively strong in the current cycle, even as external demand is slowing. Indeed, private
consumption for the AXJ (ex-China) has accelerated to a 30-quarter high of 5.5% in 3Q07.
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AXJ (Ex-China): Fixed Capex Not Correlated with AXJ: Low Deficit Should Allow A Fiscal Policy
Exports Like Previous Cycles Response, if Needed
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Capital expenditure trend is decoupling from exports. In the past, AXJ capex was highly correlated with exports, and capex was the
only driver of domestic demand. In the current cycle, capex growth will not decelerate as sharply due to demand for investments to feed
improved private consumption growth and construction/infrastructure needs.

Fiscal policy has enough room to respond to a sharp external slowdown. Public debt to GDP for the region has also declined
significantly from post-crisis highs. The fiscal deficit was just 1.5% of GDP in 2006, versus the peak of 3.2% in 2001. In the event of a
sharper external slowdown, governments will likely increase public spending.
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High Beta Markets Asset-Market Related Economies?
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Key risk - financial markets linkages are high: A US recession would led to risk reduction in financial markets, in our view. Though
AXJ asset markets have been generally outperforming the US market in the past few years, it has also consistently underperformed
during periods of risk reduction.

Double whammy: Not only would a US recession have trade linkages spillover, the financial markets spillover would also impact
consumer & business sentiment and affect asset-market related activities and the availability of risk capital.
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Trailing Four-Quarter Current Account Balance Trailing Four-Quarter Overall BOP Balance
(As a Percentage of GDP) (As a Percentage of GDP)
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than USS$100 bn. 1. Includes Korea, Taiwan, Indo hailand and Malaysia. 2. Includes
Argentina, Brazil, Mexico and Venezuela. 3. Includes Russia, Turkey, South Africa, Israel, Czech
Republic. Source: CEIC, central bank websites, Morgan Stanley Research

Who is least exposed?: In our view, China, Malaysia, Singapore, with a large current account surplus remains the least exposed to a
potential reversal in global risk appetite. A reversal in the latter would weigh on less stable portfolio equity and debt flows.

Who is most exposed?: We think that India, Indonesia, and Philippines with a low current account balance, is the most vulnerable to a
potential risk aversion in global capital markets amongst the AXJ markets. Infact, the most important differentiation between India and
Rest of Non-Japan Asia (ROAXJ) is that while India runs a current account deficit, ROAXJ runs a current account surplus.
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Moargan Stanley

MndelWare

ModelWare is a proprietary framework for financial analysis created by Morgan Stanley Research. This new
framework rests on the principles of comparability, transparency, and flexibility, and aims to provide investors with better
tools to view the anticipated performance of an enterprise. The result of an 18-month global effort, ModelWare harmonizes
the underlying data and calculations in Morgan Stanley models with a broad set of consistently defined financial metrics. Our
analysts have populated the database with over 2.5 million data points, based on an extensive taxonomy of more than 3,500
unique metrics and more than 400 Morgan Stanley calculations. The ModelWare framework will also have the flexibility to
allow analysts and investors to add or change data elements, even quickly customize their own analytical approach.

What makes the ModelWare architecture distinctive lies in the separation of data from calculations. lIts transparency
will permit users to see every component of every calculation, to choose elements or recombine them as they wish without
laborious adjustments or recalculations. When choices must be made in defining standard or industry-specific measures,
ModelWare defaults to economic logic, rather than favoring one accounting rule over another. This discipline facilitates
comparability across sectors and regions. Underlying the ModelWare data is a new set of systems that check the internal
consistency of forecast data in each of our analyst's models.

ModelWare EPS illustrates the approach taken. It represents ModelWare net income divided by average fully diluted shares
outstanding. ModelWare net income sums net operating profit after tax (NOPAT), net financial income or expense (NFE),
and other income or expense. ModelWare adjusts reported net income to improve comparability across companies, sectors,
and regions. These adjustments include the following: We exclude goodwill amortization and items deemed by analysts to
be “one-time” events; we capitalize operating leases where their use is significant (e.g., in transportation and retail); and we
convert inventory to FIFO accounting when LIFO costing is used. For more information on these adjustments and others, as

well as additional background, please see “Morgan Stanley ModelWare (ver. 1.0): A Road Map for Investors,” by Trevor
Harris and team, August 2, 2004.
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Important Disclosures

This report does not provide individually tailored investment advice. It has been prepared without regard to the circumstances and objectives of those
who receive it. Morgan Stanley recommends that investors independently evaluate particular investments and strategies, and encourages them to
seek a financial adviser's advice. The appropriateness of an investment or strategy will depend on an investor's circumstances and objectives. This
report is not an offer to buy or sell any security or to participate in any trading strategy. The value of and income from your investments may vary
because of changes in interest rates or foreign exchange rates, securities prices or market indexes, operational or financial conditions of companies or
other factors. Past performance is not necessarily a guide to future performance. Estimates of future performance are based on assumptions that
may not be realized.

With the exception of information regarding Morgan Stanley, reports prepared by Morgan Stanley research personnel are based on public information.
Morgan Stanley makes every effort to use reliable, comprehensive information, but we do not represent that it is accurate or complete. We have no
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