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China Pull

RECENT REPORTS | ® Beijing-speak
The Pitfalls of Rhetorical Currency Policies Overhesting is the buzz in Beijing — it was all anyone wanted to talk
Stephen S. Roach 10/31/03 about on my visit to Chinalast week; excesses in selected coastal

property markets, together with spillover effects on the pricing of steel,

Asia at the Crossroads . .
cement, and other construction materials, are on the radar screen of

Stephen S. Roach 10/27/03 . .
Chinese policy makers.
The Cyclical-Structural Tradeoff ¢ Policy tightens
Stephen S. Roach 10/24/03 The People' s Bank of China has already moved to tighten monetary

policy; by announcing an increase in reserve requirementsin late
August, it sent asignal in the form of a pre-emptive strike at a bank
lending bubble — a credit surge that was threatening to morph into a
more dangerous property bubble.

¢ The medicine is working
In my discussions with senior officials in the Chinese banking sector,
thereislittle doubt that lending growth has aready slowed; according
to their assessment, the response to the increase in reserve
requirements has been almost immediate — bank lending is reported to
be down in both September and October.

¢ Collateral damage
The monetary tightening should slow Chinese domestic demand —
pushing down import growth, which has become an important source
of pan-Asian activity over the past year; Japan, Korea, Taiwan,
Singapore, Malaysia, and Thailand should be especially hard hit;
commodity prices could also weaken in response.

¢ Asia’s new model
In the aftermath of the Asian crisis of 1997-98, the region turned
inward; it appears to have found a new way in the form of a Chinese-
centric growth dynamic — a strategy that seems justified in light of
China' s extraordinary performance over the past five years.

¢ Unprepared
If the slowdown in the Chinese economy materializes as we suspect,
the rest of Asiawill have to face the consequences of its new strain of
dependency; that could well unmask many of the region’s lingering
structural deficiencies; a complacent Asia doesn’t appear to have a
clue asto what’s coming.
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Overhesating isthe buzz in Beijing. It was all anyone
wanted to talk about on my visit to China last week.
Excessesin selected coastal property markets, together with
spillover effects on the pricing of steel, cement, and other
construction materials, are on the radar screen of Chinese
policy makers. The authorities have already moved to arrest
the excesses. This pointsto alikely slowing in the Chinese
economy in early 2004, with concomitant ripple effects
showing up elsewhere in an increasingly Chinese-dependent
Asian economy.

The move to skim the froth off China' s exceptional growth
vigor was initiated by the central bank in the form of an
increase in reserve requirements announced in late August
and made effective in late September. The People’ s Bank
of China (PBOC) is very much up to speed with the
modern-day principles of central banking. It knowsfull
well that policy restraint works best only wheniit is pre-
emptive. In my discussions with senior PBOC officials, the
hike in reserve requirements from 6% to 7% was depicted
asjust that — sending asignal in the form of a pre-emptive
strike at a bank lending bubble that was threatening to
morph into a more dangerous property bubble. In the first
half of 2003, Chinese bank lending to the nonfinancial
sector wasincreasing at about a 50% annual rate, double the
pace of 2002. At the same time, property prices are surging
in Shanghai and Beijing. While the central bank indicated
that the smaller banks were especially guilty of extending
too much credit to the real estate sector, thereis also
evidence of a sharp acceleration of lending by the four state
policy banks, whose main purpose isto funnel fundsinto
shaky state-owned enterprises. That latter aspect of the
lending binge raises the risk of a new wave of non-
performing bank loans, the last thing a fragile Chinese
financial system needs. Under those circumstances, the
PBOC action was the only responsible thing to do.

The medicine is already working. The remaining vestiges
of acentrally controlled system have certain virtues — the
word gets out quite effectively. In my discussions with
senior officialsin the Chinese banking sector, thereislittle
doubt that lending growth has already slowed. According to
their assessment, the response to the increase in reserve
requirements has been almost immediate; lending is
reported to be down in both September and October —
responding more to the announcement effect in late August

than to the actual implementation of the action a month later.
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The resulting downshift has initially been concentrated in
property markets but apparently is also spilling over into
other sectors aswell. This could be just the beginning of a
shift to policy restraint in China. The PBOCisnow ina
“wait-and-see” mode, content to sit back for a few months
and assess the impacts of its actions. Should more
tightening be required, they will not hesitate to act, in my
view. Chinahasalong history of disruptive hard landings.
Its central bank believes that this pre-emptive action raises
the chances of afar more palatable soft landing.

These observations inside China confirm the earlier
conclusions that both Andy Xie and | had reached on the
coming slowing of the Chinese economy (seemy 13
October dispatch, “Payback Time” and Andy’s 20 October
note, “ China: Sharp Slowdown Ahead”). Andy expects that
the monetary tightening will have a significant effect in
cooling off both the property and the export sectorsin 2004.
The slowing in exports should also be reinforced by the
recent deceleration in foreign direct investment — a
temporary pullback following the post-WTO-accession
bonanza of 2002 — and the government’ s recent movesto
cut the export tax rebate by three percentage points (from
15% to 12%) effective January 2004. Asbank lending
slows, so should fixed investment spending. Our official
forecast for the Chinese economy looks for 11% growth in
fixed investment in 2004, half the excessive 22% rate of
increasein 2003. The anecdotal reports from Chinese
banking officials that | heard over the past few days seem to
confirm this possibility, as the slowdown in real estate
lending now spills over into other segments as well.
Reflecting this investment-led downshift in domestic
demand, we also look for a sharp slowing of Chinese import
growth — a20% gain in 2004 following a 40% surge this
year.

The import impact is of critical importance in understanding
the pan-regional and broader global implications of the
coming slowdown in the Chinese economy. China's
powerful import dynamic has turned into an important
growth engine for its major trading partners.
Notwithstanding the politically-inspired focus on China's
32% year-over-year export dynamic in the year-to-date
through September, the real news, in my view, isthe 40.5%
burst of imports over the same period. As| noted in the
above-cited dispatch, surging exports to China accounted
for fully 73% of the total increase in Japanese exportsin the

Please see analyst certification and other important disclosures starting on page 4.



Morgan Stanley

first eight months of 2003. For Korea, the share was 40%
and for Taiwan it was an astonishing 99%. Eveninthe
United States, China accounted for fully 24% of total export
growth in the first eight months of thisyear. The bottom
lineisthat any material slowing in Chinese import growth
— precisely what we expect over the next year — will have
important implications on Asia’ s increasingly Chinese-
dependent trading partners. It could also have a significant
impact on global commodity markets, where recent trends
in both demand and prices appear to have been heavily
influenced by the upside of the Chinese growth cycle (see
Andy Xie's 22 October dispatch, “ China Slowdown I mpact:
Mineralsvs. Metals").

The newly recovering Japanese economy could be
especialy hard hit. Last week in Japan, | encountered more
hope and optimism than | had seen in years. The Japanese
businessmen | met with, like their American counterparts,
remained cautious. But acyclical lift in the stock market
and the economy was al that investors really needed. There
was widespread conviction that Japan’s current cyclical
uplift could last well into 2004. But this conclusion appears
to be on very shaky ground, in my view. Japan’'s
improvement in domestic demand has been concentrated in
capital spending — an impetus that few, including our own
Japanese economics team, believe is sustainable in a till
deflationary Japanese economy that remains awash in
excess supply. And the impetus to external demand seems
likely to be adversely impacted by adownswing in the
Chinafactor — the bulk of the recent impetus — together
with the impacts of the recent strengthening of the yen.

That underscores one of the great ironies of the New Asia
Japan — once the unquestioned leader of the Asian
economy — is now increasingly dependent on Chinaasa
source of what little growth it can eke out. As China now
dows, the Japanese economy could be in for yet another
tough reality check.

The same could be true elsewherein Asia. That's not just
the case in Taiwan and Koresg, as noted above. The current
export dynamic of the ASEAN economies of Malaysia,
Thailand, and Singapore is also heavily dependent on
Chinese import demand; in the first eight months of this
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year, China accounted for between 20-30% of the total
export growth of these three economies. With Asia’'s
smaller economies still suffering from adeficiency in
domestic demand, to say nothing of alack of foreign capital
inflowsin this post-crisis era, a lowdown in Chinawould
hardly be atrivial consideration.

Asiaisnot prepared for a China-led slowdown, in my view.
Midway through this two-week Asian tour, | am struck by a
growing sense of complacency in theregion. Memories are
amazingly short these days. A seven-month run in the stock
market did thetrick, | guess. Not unlike the case in post-
bubble America, the post-crisis Asian economy seemsto
have all but wiped out the painful lessons of five years ago.

| spent afew days over this past weekend at the Boao
Forum for Asiain Hainan, China— arelatively new pan-
regional celebration of the Asian miracle modeled after the
World Economic Forum in Davos. Heads of state and
policy makers spoke elogquently and predictably of the new
potential for pan-regional integration and resilience. But
the real message, in my view, was the widespread
acceptance of an unmistakably Chinese-centric character to
the region’s growth dynamic. To some extent thisisthe
inevitable outgrowth of the Asian crisis of 1997-98 — a
region that has subsequently turned inward after having
been burned by the hot-money capital flows from the West.
There was area sense of self-congratulationsinthe air in
the halls of Boao. China s spectacular performance over the
past five years has given the rest of the region great
confidence in the payback from such a strategy.

But there are no guarantees that this latest incarnation of the
Asian model will perform any better over time than earlier
growth strategies. If the slowdown in the Chinese economy
materializes as we suspect, the rest of Asiawill haveto face
the consequences of its new strain of dependency. And that
could well unmask many of the region’s lingering structural
deficiencies— namely, shaky financia systems and
inefficient corporate sectors. Reluctant to embark on the
heavy lifting of post-crisis restructuring, Asia thought it had
found in Chinaa new recipe for prosperity. As Chinanow
slows, my senseis that the region doesn’'t have a clue asto
what’s coming.
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Important US Regulatory Disclosures on Subject Companies

Theinformation and opinionsin this report were prepared by Morgan Stanley & Co. Incorporated and its affiliates (“Morgan
Stanley”).

Morgan Stanley policy prohibits research analysts, strategists and research associates from investing in securitiesin their sub
industry as defined by the Global Industry Classification Standard ("GICS;," which was developed by and is the exclusive
property of MSCI and S& P). Analysts may nevertheless own such securities to the extent acquired under aprior policy or ina
merger, fund distribution or other involuntary acquisition.

The research analysts, strategists, or research associates principally responsible for the preparation of this research report have
received compensation based upon various factors, including quality of research, investor client feedback, stock picking,
competitive factors, firm revenues and overall investment banking revenues.
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Global Stock Ratings Distribution
(as of October 31, 2003)

Coverage Universe Investment Banking Clients (IBC)
% of % of % of Rating
Stock Rating Category Count Total Count Total IBC Category
Overweight 572 31% 237 38% 41%
Equal-weight 862 47% 282 46% 33%
Underweight 406 22% 99 16% 24%
Total 1,840 618

Data include common stock and ADRs currently assigned ratings. For
disclosure purposes (in accordance with NASD and NYSE
requirements), we note that Overweight, our most positive stock
rating, most closely corresponds to a buy recommendation; Equal-
weight and Underweight most closely correspond to neutral and sell
recommendations, respectively. However, Overweight, Equal-weight,
and Underweight are not the equivalent of buy, neutral, and sell but
represent recommended relative weightings (see definitions bel ow).
An investor's decision to buy or sell a stock should depend on
individual circumstances (such asthe investor's existing holdings) and
other congiderations. Investment Banking Clients are companies from
whom Morgan Sanley or an affiliate received investment banking
compensation in the last 12 months.

ANALYST STOCK RATINGS

Overweight (O). The stock’ stotd return is expected to exceed the average total return of the analyst’ s industry (or industry
team’s) coverage universe, or the relevant country MSCI index, on arisk-adjusted basis over the next 12-18 months.

Equal-weight (E). The stock’ s total return is expected to be in line with the average total return of the analyst’ s industry (or
industry team’s) coverage universe, or therelevant country MSCI index, on arisk-adjusted basis over the next 12-18 months.

Underweight (U). The stock’ s totd return is expected to be below the average total return of the analyst’ s industry (or industry
team’s) coverage universe, or therelevant country MSCI index, on arisk-adjusted basis over the next 12-18 months.

More volatile (V). We estimate that this sock has more than a 25% chance of a price move (up or down) of more than 25% in
amonth, based on a quantitative assessment of higorical data, or in the analyst’ s view, it islikely to become materially more
volatile over the next 1-12 months compared with the past three years. Stocks with less than one year of trading history are
automatically rated as more volatile (unless otherwise noted). We note that securities that we do not currently consider "more
volatile" can ill perform in that manner.

Unless otherwise specified, the time frame for price targetsincluded in thisreport is 12 to 18 months. Ratings prior to March
18, 2002: SB=Strong Buy; OP=Outperform; N=Neutra; UP=Underperform. For definitions, please goto
Wwww.morganstanley.com/companycharts.

ANALYST INDUSTRY VIEWS

Attractive (A). The analyst expects the performance of his or her industry coverage universe to be attractive vs. the relevant
broad market benchmark over the next 12-18 months.

In-Line (). Theandyst expects the performance of his or her industry coverage universe to bein line with the relevant broad
market benchmark over the next 12-18 months.

Cautious (C). The andyst views the performance of hisor her industry coverage universe with caution vs. the relevant broad
market benchmark over the next 12-18 months.

Sock price charts and rating histories for companies discussed in thisreport are also available at
www.morganstanley.com/companycharts. You may also request thisinformation by writing to Morgan Stanley at 1585
Broadway, 14th Floor (Attention: Research Disclosures), New York, NY, 10036 USA.
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Other Important Disclosures

For adiscussion, if applicable, of the valuation methods used to determine the price targets included in this summary and the
risks related to achieving these targets, please refer to the latest relevant published research on these stocks. Research is
available through your sales representative or on Client Link at www.morganstanley.com and other electronic systems.

This report does not provide individually tailored investment advice. It has been prepared without regard to the individual
financial circumstances and objectives of personswho receiveit. The securities discussed in this report may not be suitable for
all investors. Morgan Stanley recommends that investors independently evaluate particular investments and strategies, and
encourages investors to seek the advice of afinancial adviser. The appropriateness of a particular investment or strategy will
depend on an investor’ s individual circumstances and objectives.

Thisreport is not an offer to buy or sell any security or to participate in any trading strategy. In addition to any holdings that
may be disclosed above, Morgan Stanley and/or its employees not involved in the preparation of this report may have
investments in securities or derivatives of securities of companies mentioned in this report, and may trade them in ways
different from those discussed in this report. Derivatives may be issued by Morgan Stanley or associated persons.

Morgan Stanley isinvolved in many businesses that may relate to companies mentioned in this report. These businesses
include specialized trading, risk arbitrage and other proprietary trading, fund management, investment services and investment
banking.

Morgan Stanley makes every effort to use reliable, comprehensive information, but we make no representation that it is
accurate or complete. We have no obligation to tell you when opinions or information in this report change apart from when
we intend to discontinue research coverage of a subject company.

Reports prepared by Morgan Stanley research personnel are based on public information. Facts and views presented in this
report have not been reviewed by, and may not reflect information known to, professionals in other Morgan Stanley business
areas, including investment banking personnel.

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. There may be time
limitations on the exercise of options or other rightsin your securities transactions. Past performance is not necessarily aguide
to future performance. Estimates of future performance are based on assumptions that may not be realized.

This publication is disseminated in Japan by Morgan Stanley Japan Limited; in Hong Kong by Morgan Stanley Dean Witter
AsiaLimited; in Singapore by Morgan Stanley Dean Witter Asia (Singapore) Pte., regulated by the Monetary Authority of
Singapore; in Australiaby Morgan Stanley Dean Witter Australia Limited A.B.N. 67 003 734 576, alicensed dealer, which
accepts responsibility for its contents; in certain provinces of Canada by Morgan Stanley Canada Limited, which has approved
of, and has agreed to take responsibility for, the contents of this publication in Canada; in Spain by Morgan Stanley, S.V., SA.,
aMorgan Stanley group company, which is supervised by the Spanish Securities Markets Commission (CNMV) and states that
this document has been written and distributed in accordance with the rules of conduct applicable to financial research as
established under Spanish regulations; in the United States by Morgan Stanley & Co. Incorporated and Morgan Stanley DW
Inc., which accept responsibility for its contents; and in the United Kingdom, this publication is approved by Morgan Stanley &
Co. International Limited, solely for the purposes of section 21 of the Financial Services and Markets Act 2000 and is
distributed in the European Union by Morgan Stanley & Co. International Limited, except as provided above.Private U.K.
investors should obtain the advice of their Morgan Stanley & Co. International Limited representative about the investments
concerned. In Australia, thisreport, and any accessto it, isintended only for “wholesale clients” within the meaning of the
Australian Corporations Act.

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. The Global Industry Classification Standard

("GICS") was developed by and is the exclusive property of MSCI and S&P.

Thisreport or any portion hereof may not be reprinted, sold or redistributed without the written consent of Morgan Stanley.
Additional information on recommended securitiesis available on request.
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