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Asia/Pacific Economics

• Global: The Motorcycle Overheats
• Asia/Pacific: Strong Liquidity But Cycle

Peaked
• China: Still Overheated
• Rmb Peg: Where to?
• Hong Kong: The Liquidity Driven Economy
• Taiwan: Asset Market-Led Recovery
• Korea: Still Cautious
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The Motorcycle Overheats
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Shifting Balances of Power

Source: CEIC, Morgan Stanley Research

China India Japan US Euro-zone
GDP ($ current price)
1974 137            91              460            1,553         
1984 308            204            1,267         4,036         
1994 542            307            4,795         7,232         6,054         
2004 1,718         607            4,667         11,995       9,400         
2014E 6,000         1,500         5,000         20,000       14,000       
Trade ($ current price)
1974 15              10              117            202            
1984 54              24              304            552            
1994 237            52              671            1,172         1,233         
2004 1,155         170            1,020         2,281         2,686         
2014E 3,000         680            1,500         3,500         3,500         
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Source: CEIC, Morgan Stanley Research

China: Export/Investment Lead Growth

China: GDP Structural Shifts
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Source: CEIC, Morgan Stanley Research

China: Debt Drives Fixed Investment

China: Rapidly Rising Leverage
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China: Liquidity Depends on New Money

Overinvestment leads to low RoA and, hence, high NPLs and
low liquidity in the banking system.  The banking system
needs new money to stay liquid.  The fixed exchange rate
automatically liquefy the system by turning deflation from
overcapacity into exports and more deposits.  The state-
owned banking system and the fixed exchange rate regime
are at the heart of China’s development model.
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The ‘Motorcycle’ Growth Model
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The Commodity Multiplier

Source: CEIC, Morgan Stanley Research

• The most important multiplier of the Fed
monetary policy is through China to
inflate commodity prices, reflating
emerging economies in general.  Most
emerging economies have been
experiencing de-industrialization due to
competition from China, India and
Vietnam, which is deflationary.  Rising
commodity prices offer extra income to
boost demand.

• Rising commodity prices redistribute
income from developed economies (e.g.,
Europe and Japan) to less-developed
economies that can use money more
productively.  Hence, the global
economy grows faster.
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Is the Motorcycle Model Sustainable?

L. America/Russia/M. East:
Resource exports

OECD:
Wealth-based Consumption

China/India/Vietnam:
Cheap labor-driven exports 

and investment

• Fifteen years ago, socialist block countries
abandoned planning and joined the global
economy.  Their combined labor force is
three times the total OECD labor force.

• The new entrants have high productivity
and low wealth and, therefore, must work
hard to accumulate wealth.  This causes
wage deflation in OECD economies.

• The global economy can continue to grow
when the rich OECD economies abandon
wealth accumulation and focus on
consumption.  The net household wealth of
the OECD countries is about $100 trillion.
The wealth-based consumption model is
sustainable.  The world needs Europe and
Japan to follow the US to consume more
and invest less.

• China is investing and
exporting.  The global
economy needs to broaden this
front to India, Vietnam and
other cheap labor economies.
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But the Model Is Bubble-Prone
• The integration of rich OECD with poor ex-

socialist economies is bubble-prone.  The
presence of massive cheap labor in the
global economy keeps down inflation, and
excessive money supply tends to inflate
asset markets.

• The declining price of imports from Asia
has kept down the prices of goods in the
US.  Cheap and plentiful Asian goods and
IT have allowed big-box retailers to
increase economies of scale in distribution,
which has kept down distribution costs.

• From mid-1990s, the US CPI ceased to
respond to monetary growth.  However, the
stock market became very sensitive to the
money supply.  In the past five years, the
property market has also been responding to
the money supply.
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Low CPI, High Property Price in Asia Too

• China’s surplus labor is an anchor for
low inflation despite loose monetary
conditions.  This is truer close to home.
Real interest rates in Asia are near
historical lows but inflation is also
close to all-time lows.  When real
interest rates were this low in the
previous two cycles, inflation was in
double digits compared with 3% now.

• But property prices have responded
well to low real interest rates.  Hong
Kong stands out in this regard.  Most
mainland cities are also experiencing
rapid rises in property prices.  Korea
and Taiwan have joined the trend to a
lesser degree.

Source: CEIC, Morgan Stanley Research
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Central Banks Have Supplied Too Much Money

Source: CEIC, Morgan Stanley Research.
Note: MZM stands for money with zero maturity as money market
funds account for a big part of the US monetary system.  M1 is still
most of the money supply in Europe and Japan.

• Money supplies in major global
economies have risen much faster
than GDP since 1997.  The main
cause is the deflationary shock from
the Asian Financial Crisis and the
investment-led boom in China.

• The excessive liquidity creation has
led to a tech bubble, property bubble,
China bubble and commodity bubble.
It has been one long and big bubble
since 1997.

Money Supplies Are Decelerating
US Euro-zone Japan

(YoY % chg.) MZM M1 M1
1981-91 10.0 8.2 5.5
1991-2001 8.2 7.2 8.1
2002 12.9 7.7 27.4
2003 7.3 10.7 7.6
2004 3.8 9.3 4.0

But Levels Are Still Too High

US Euro-zone Japan
(% of GDP) MZM M1 M1
1980 30.8 29.0
1991 40.6 23.2 26.7
1997 40.5 26.9 34.9
2002 57.5 33.7 68.1
2003 56.8 36.2 71.0
2004 55.5 38.0 73.5
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Big US Trade Deficit Signals Over Stimulation

Source: CEIC, Morgan Stanley Research.
Note: Oil windfall is the revenue above $22/barrel for exporters in
Africa, ex-Soviet countries, and Latin America.

• The Fed panicked over deflation after the
tech bubble burst and supplied too much
money and waited too long to raise interest
rates.  Low inflation had misled the Fed on
how loose its monetary policy had become.

• The money went into the housing market
first.  House prices have risen twice as fast
since 2000 than previously.  New York ’s
house prices have doubled and California’s
are up 65% since 2000.  Household housing
wealth has increased by 53% or $6 trillion
since 2000 vs. a 20% rise in nominal GDP.

• The housing wealth explosion has fueled a
consumption boom that has caused the US
trade deficit to skyrocket.  Australia and the
US have experienced similar trends. 0
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1993 -133 -20 0.0 23 95 -114
1994 -166 -17 -3.2 29 101 -141
1995 -174 -19 -4.2 42 70 -114
1996 -191 -21 -0.6 41 15 -29
1997 -197 -20 1.8 40 83 -69
1998 -247 -36 -5.4 36 233 -231
1999 -346 -47 -9.8 47 215 -93
2000 -452 -50 -4.7 42 186 179
2001 -427 -59 1.7 45 129 70
2002 -483 -70 -5.4 55 175 68
2003 -548 -78 -15.2 60 193 165
2004 -666 -106 -18.0 70 205 415
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Easy Money Has Caused Excessive Risk-Taking

Source: CEIC, Morgan Stanley Research

• The liquidity bubble began to spill into
other asset classes in 2003.  Spreads
between sovereign and high-risk debt
have narrowed sharply, the yield curve
has flattened considerably, and
volatilities have reached historical lows
in many major asset classes.  The main
reason is that investors ignore risks and
chase yields.

• The Fed ’s policy of ‘measured pace ’ in
raising interest rates is the primary
reason for the excessive risk-taking as it
offers comfort to speculators on policy
risk.  This is why the Treasury yield is
still lower than when the Fed began to
raise interest rates.
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The Overheated Motorcycle Must Cool Down

Source: CEIC, Morgan Stanley Research

• The Fed has injected too much money
into the new global growth machine -
US consumption and Chinese
investment.  The signs of overheating
are the large and rising US trade deficit
and China ’s excess investment.

• The sustainable level for the US trade
deficit should be 3% of GDP or half as
high as it is currently.  The sustainable
level of fixed investment in China
should be 35% of GDP, not 50%.  To
achieve these levels, the Fed must
tighten to lower property prices and
increase treasury yields.

• Europe and Japan will have to step up
consumption to prevent a global
recession when China and the US rest.
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Inflation Shock Could Trigger Collapse

Source: CEIC, Morgan Stanley Research

• Stimulus causes Chinese demand for oil
to skyrocket.  Because the oil supply is
relatively fixed in the short term, prices
can rise much more quickly than
demand.  As speculators see the tight
balance and buy to increase inventory
demand, prices increase even more.

• Even though the share of energy costs in
the US economy has declined sharply
from two decades ago, oil prices could
still rise fast enough to put inflation
above 4%.  This could provoke a sharp
response from the Fed.  This would be
one way for the bubble to end .

• But the global oversupply of labor is
likely to keep inflation low long term.
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Oil Is the Key

Source: CEIC, Morgan Stanley Research

• The Fed ’s monetary policy triggered a
massive export boom and hot money flows
for China.  The two developments have led to
an investment bubble in China since 2002,
which has exaggerated China’s oil demand.
The hedge fund bubble pushed prices beyond
the level justified by  Chinese demand.  Oil is
a double bubble.

• Financial speculation is pushing up oil prices.
Cheap money is the fuel for speculation.
And, unlike the property or stock market
bubble, an oil bubble actually causes
inflation.  Hence, the Fed ’s monetary policy
becomes unsustainable.

• The Fed ’s talking about inflation may scare
away speculators for a short period.  The
speculation may return to force the Fed to
increase rates quickly.
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What Could Be Next?

Dollar Crash
(deflation in Europe
and Japan,
stagflation in US,
10Y T at 10%)

Protectionism
(recession in Europe
and Japan.  US low
growth with more
jobs)

US Deflation
(The Fed increases
interest rates to crush
bubble.  10Y T at 1.5%,
US dollar strong,
multiyear recession)

Bigger Bubble
(10Y T at 2%, US housing prices up a further

30%, another US demand-led party)

US Bubble
(If the US acts alone)
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What Next?

China
(Increasing Rmb by
20% in exchange for
better trade
protection, timetable
for reforming
financial sector to
float currency)

Europe
(Increasing property
prices by decreasing
transaction costs to
boost consumption)

Global Balance
(Bringing China into G-7
and turning it into Big-4
with one seat for Europe)

Japan
(Decreasing savings rate by allowing

property prices to fall by a further 50% to
transfer wealth to young from old)

US Bubble
(If the US works with China, Europe
 and Japan to create a new order)
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Asia/Pacific: Strong Liquidity
But Cycle Peaked
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Asian Export Cycle Turns Down

Source: CEIC, Morgan Stanley Research

• Asia has experienced above 20% export
growth rate for 30 months - the longest
boom in history.  Exceptional monetary
stimulus by the Fed and the massive
location of production to China are
reasons for such a strong trade boom.

• The cycle is turning down as the cyclical
indicators in G-7 economies are turning
down.  The combined exports of China,
Taiwan and Korea slowed to 24%
growth in Jan-Feb 05 from 32% in 2004.

• Exports may decelerate 1.5 percentage
point a month and may reach single-digit
growth by the end of 2005.
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Outsourcing May Cushion Downturn

Source: CEIC, Morgan Stanley Research

• Europe and Japan are showing strong
import growth but weakening GDP.
Outsourcing still seems to be
increasing penetration in these two
economies.  In contrast, outsourcing
has always been strong in the US and
its import strength is still consistent
with its GDP.

• The biggest worry is protectionism.
Income in Europe and Japan is likely
to deteriorate further while import
penetration continues to rise.  The
combination may increase political
pressure for protectionism.
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Consumption Remains Resilient

Source: CEIC, Morgan Stanley Research

• Export boom and hot money have
liquefied every economy in Asia.
Property markets have moved up in
all major economies.  Hence,
consumption is likely to remain
resilient.

• The inflation rate appears to have
stabilized and is running at 2%.  In
a globalized economy, inflation
appears to be a global rather than
local phenomenon.  Asia’s inflation
is running at about 3%.  The source
of inflation is the higher energy
cost.
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Liquidity Is Still Strong

Source: CEIC, Morgan Stanley Research

• Asia may be experiencing a fourth wave
of liquidity inflow in this cycle.  The first
wave was in 2002 due to strong exports.
It ended with the SARS crisis.  The
second wave came after the end of the
SARS crisis and ended with China’s
tightening in April 2004.  The third wave
was evident after China decided not to
tighten further in September 2004 and
ended in January 2005.  The liquidity
inflow appears to have revived since the
Chinese New Year in February 2005.

• Asia’s foreign exchange reserves were
rising by $2 billion a day in 4Q04, paused
in January 2005 and probably picked up
again in February.
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Liquidity Inflow Has Nine Lives

Source: CEIC, Morgan Stanley Research

• Financial markets have clearly felt the
strong liquidity in the past year.  But
traditional liquidity indicators (e.g., US
MZM, or M2 in Europe or Asia) have all
been quite weak across the world.
Traditional explanations may be
insufficient.

• There are three anomalies in the global
economy: (1) the large and rising US trade
deficit, (2) huge windfalls for oil exporters,
and (3) large and rising Asian F/X
reserves.  The oil windfalls have not gone
into the global banking system, according
to BIS.

• The global money multiplier may have
risen sharply as, driven by low interest
rates, high net-worth individuals have
bought into derivative products.
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It Takes a Shock for Liquidity to Recede

Source: CEIC, Morgan Stanley Research

Note. China’s short-term rate is 7D interbank bond repo rate, Hong Kong’s 1M
interbank rate, Taiwan’s 7D interbank rate, and Korea’s overnight call rate.

• Negative real interest rates in
Asia are caused by strong
exports and hot money inflow.
Raising interest rates could help
but not end negative interest
rates as more hot money inflow
would decrease the effectiveness
of monetary policy in the region.

• The liquidity bubble will deflate
if China deflates, the Fed raises
interest rates quickly, or there is
a shock (e.g., a oil supply
shock).
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Source: CEIC, Morgan Stanley Research

Overheating Continues

China: Overheating Continues into 2005

1994-2002 2003 2004 1Q05
(YoY % change)
Fixed Investment 12.4 26.7 25.8 22.8
Exports 13.2 34.6 35.3 34.8
Imports 12.4 39.8 36 12.2
Electricity 7.5 14.2 14.9 14.7
Property under construction 11.3 26.0 20.1 19.3
(YoY change)
Loans (Rmb trillion) 2.6 2.2 0.72
Forex Reserves ($ bn) 162 207 49.2

All cyclical indicators suggest that overheating has
continued into 2005.  As 1Q04 was the most overheated
quarter, the mild slowdown in 1Q05 did not suggest a
directional change at all.
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Source: CEIC, Morgan Stanley Research

Property Sector Leads Economy

0
100

200

300
400

500

600

700

1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

New Projects
Completed

Sold

China: Residential/Commercial

(m
n 

S
qu

ar
e 

m
et

er
s)

 .

0
5

10
15
20
25
30
35
40
45

1998

1999

2000

2001

2002

2003

2004

New Projects

Completed

Sold

China: Shanghai Residential

(m
n 

S
qu

ar
e 

m
et

er
s)

 .

• New property projects last year
totaled 586 mn square meters with
market value equal to 18% of 2003
GDP when completed.  The total
stock of properties under construction
totaled 1.4 bn square meters by end
of 2004 with market value equal to
43% of 2003 GDP when completed.

• Shanghai’s new residential projects
last year totaled 39 mn square meters
with market value equal to 43% of
2003 GDP.  Total resident projects
last year reached 76.5 mn square
meters with market value equal to
72% of 2004 GDP.

• Most profit growth has come from
property-related activities.
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Source: CEIC, Morgan Stanley Research Estimates

Note: Data for 2005-07 are estimates based on properties
under construction and price trend.

Property Is a Vast Quantity and Price Bubble

• The property market is a quantity and
price bubble.  Affordability in most
cities is among the lowest in the
world.  Furthermore, wages do not
grow rapidly despite fast economic
growth because labor surplus keeps
wages under pressure.  China’s
growth leads to employment rather
than wage growth.  Thus, case for a
sharp rise in property prices is weak.

• Quantity is also huge relative to the
addressable market.  Shanghai has
about 800,000 flats under
construction or 16% of total
households.  Beijing has 700,000
flats under construction or 18% of
urban households.

Square Meters that
Per Capita

Disposable Income
Buys at Average

price (2004)

Beijing 3.1
Tianjin 2.9
Shanghai 2.1
Jiangsu 2.6
Zhejiang 2.9
Chongqing 3.1
Hong Kong 4.2
Tokyo 6.0
London 7.0
New York 10.0
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Source: CEIC, Morgan Stanley Research

Property Sales Have Revived
• When the government was serious

about tightening in April 2004, property
sales began to sag.  The trend
reversed after the government stepped
back from tightening in September 04.
Property sales resumed.

• Probably half of property demand in big
cities is from speculators.  The vacancy
rate of flats sold over the past three
years ranges between one third to half.

New Projects Sales New Projects Sales
1996 106 76
1997 47 79
1998 157 107
1999 200 134 186 119
2000 254 170 224 151
2001 345 208 300 185
2002 405 250 344 221
2003 564 322 474 285
2004 618 382 510 338

Property Residential Property
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Property: Nationwide New Projects and Sales
(mn square meters)

New Projects Sales New Projects Sales
1999 8.3 4 .8 13.1 11.3
2000 14.2 9 .0 16.6 13.3
2001 25.1 11.3 21.8 16.5
2002 26.5 16.0 30.1 18.4
2003 27.3 17.7 32.8 22.2
2004 26.9 22.9 39.1 30.6

(mn Square 
Meters)

Beijing Shanghai

Property: New Projects and Sales
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Source: Bloomberg, Reuters, Morgan Stanley
Research

Because Hot Money Returned
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Source: Bloomberg, Reuters, Morgan Stanley
Research

Locals Buy Properties, Foreigners Buy Stocks
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Source: Bloomberg, Reuters, Morgan Stanley Research

Foreigners Misunderstand China’s Prices
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0)• MNCs are profiting from China’s low labor
costs.  Foreign financial investors are betting
that the cheap labor arbitrage will lead to a
convergence of China’s wages and, hence,
property prices to those in rich economies.

• Foreign financial investors underestimate the
size of China’s labor surplus and how long
wages will remain low.  Despite rapid
employment growth, China’s labor surplus
has not changed in the past 10 years.  This is
why nominal dollar wages for factory workers
have barely changed for the past decade.

• Middle-level managers are enjoying rapid
wage increases as MNCs have been moving
to China en masse and competing for a
limited pool of experienced managers.
However, as more become experienced over
time, their wages will fall.
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Source: CEIC, Morgan Stanley Research

Note: Selected countries include US, Japan, Korea, Germany and UK,
which account for two-thirds of China’s exports.

Exports Exaggerated to Bring in Hot Money

China: Exports Are Strong But Exaggerated
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• China’s reported export growth
rate was 7.5 in 2003 and 4.5
percentage points in 2004 above
reported growth rate of imports
from China for economies
accounting for two thirds of
China’s exports in 2003.
Difference averaged zero in
previous 10 years.

• Many Taiwan businesses may
have over-invoiced exports to
bring in dollars to profit from
higher Rmb forward prices in
offshore market.  Over-invoicing
may have exaggerated China’s
exports $33 billion in 2003 and
$65 billion in 2004.  Hence,
China should have recorded $43
billion trade deficit rather than
$57 billion surplus for 2003-04.
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Source: CEIC, Morgan Stanley Research

Bubble Keeps Production Elevated
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Source: Morgan Stanley Research

Inflation May Flare Up as Price Controls Ease
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Source: Morgan Stanley Research

Fixed Investment Could Flare Up Again
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• Capital inflow has pumped huge liquidity into
the banking system.  The surplus liquidity in
the banking system is about 20% of 2004
fixed investment.

• Despite the rise in deposit reserve
requirements and an interest rate increase,
the benchmark interbank 7D bond repo rate
is near an all-time low.

• The extraordinary liquidity is due to China’s
close links to Fed policy: (1) as the lowest
cost producer, China’s exports rise first when
the Fed increases money supply to stimulate
demand; (2) after the internet bubble, China
has become the new focal point of global
speculation and, hence, speculative money
tends to flow to China first.

China Interbank 7D Bond Repo Rate
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2005 Scenarios

Slow Fed Aggressive Fed

China policy

  Status Quo Bigger bubble Deflating

  Raise Interest Rate Deflating Popping

  Ravalue Popping Popping

  Appreciate slowly Bigger bubble Deflating
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The Longer the Boom, the Bigger the Burst

China: Fixed Asset Investment Scenarios

Source: CEIC, Morgan Stanley Research
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Renminbi Peg:

Where To?
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Y

e LM*( , )*M P L r Y=

IS*

( ) ( ) ( )*Y C Y T I r G NX e= − + + +

Equilibrium
exchange

rate

Equilibrium
level of
income

Equilibrium in the Mundell-Fleming Model
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*LM

Y

e

Y1

1
*LM

1
*IS

e1

Results:

∆e = 0,  ∆Y  = 0

Under floating rates,
monetary policy is very
effective at changing
output.

Under fixed rates,
monetary policy cannot
be used to affect
output.

2
*LM

Monetary Policy Under Fixed Exchange Rates
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IS
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*
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Results:

∆e = 0,  ∆Y  > 0
Y2

2
*

LM
To keep e from rising,
the central bank must
sell domestic currency,
which increases M
and shifts LM* right.

Under floating rates,
fiscal policy ineffective
at changing output.

Under fixed rates,
fiscal policy very
effective at changing
output.

Fiscal Policy Under Fixed Exchange Rates
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Investment Goods

C
onsum

ption G
oods

Investment Goods

C
onsum

ption G
oods

Country B’s
Preference

Country A’s
Preference

Country A produces only
consumption goods.

Country B produces only
investment goods.

Country A wants more investment
goods than the Ricardian
equilibrium offers and keeps
exchange rates lower.

The lower price of consumption
goods entices Country B to give up
more investment goods for
consumption.

To sustain equilibrium, Country A
must adopt a policy that artificially
suppresses demand for
consumption goods.

Ricardian Equilibrium
Exchange Rate

Mercantilist
Equilibrium

Mercantilism
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Factory

Exports:
Labor & Capital-

Intensive Products

Imports: 
Capital Goods & 

Raw MaterialsBanks:
Fund Investment

Households

IncomeGovernment:
Encourage Savings

Savings

Government:
Guarantee Credit Risk

Investment
Loans

Asian Mercantilism
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When full employment,
excessive quantity leads to

inflation.

When employment
restructuring is too

painful,
protectionism

becomes popular.

Imports:
Exhaustible
Resources

Infrastructure

Exports:
Protectionism

Labor

When infrastructure lags
factory production,

inflation occurs.

When natural
resources are
in short supply,
imports cause
inflation.

Factory

Asian Mercantilism: Inflationary Limits
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Production
maximization

Low
margin

Bad
debts

More dependent
on exports for
new money

Government:
More subsidies
or devaluation

Asian Mercantilism: Financial Instability
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Japan’s Trap

Quantity Deflation

AppreciationQuality
Korea’s Trap

Deflation

AppreciationQuantity

Banking
Crisis

Inflation

Devaluation

Natural Limit to Mercantilism: Insufficient Investment
Opportunities for Export Income

Asian Mercantilism: No Escape?
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China’s
competitive
devaluation
has been the
primary
source of its
development.

Real Exchange Rates

Source: CEIC and Morgan Stanley Research
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• Peg: Allows money supply fluctuations to absorb all the
shocks and uses fiscal policy to smooth economic growth.

• Step Functions: Shift peg periodically to reflect relative
productivity trends to decrease money supply fluctuations.

• Basket Peg: No one has tried.  Some are implicit basket
pegs, i.e., Singapore and Taiwan.

• Partial Float: Accumulate or decrease foreign exchange
reserves to smooth currency fluctuations.

• Float: Zero foreign exchange reserves.

Exchange Regime Options
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Sustainable 
Development

Growth Protectionism

Financial
Stability Floating

Peg Appreciation

1) Labor will not limit
Chinese mercantilism for
another decade.

2) Inflation of natural
resources is already a
challenge.  Both exchange
rate and technology policy
should be employed to deal
with it.

3) Chinese exports double
every five years.  As the base
becomes large, protectionism
is inevitable.

Fundamental Considerations
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China: Big Cyclical Volitality

Peg, Boom-Burst Cycles & Banking Crises

Source: CEIC and Morgan Stanley Research; E = Morgan Stanley Research Estimates
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The combination of a peg and a government-owned banking system
will almost surely lead to a banking crisis, in our view.

When the market becomes optimistic about a country, the currency
will appreciate, if flexible, which makes optimism less affordable.  A
peg does not offer such a check.

When the banking system is owned by the government, there is no
check against excessive optimism here either.

The combination causes fixed investment to surge during good times
and crash when good times end.

The crash is then likely to leave behind a wave of bad debts.
Government ownership prevents capital shortages from triggering a
banking crisis.

There is likely to be a crisis when liquidity dries up, which occurs
when exports experience a protracted downturn.

Peg, Boom-Burst Cycles & Banking Crises
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Chinese societies are prone to speculative manias and panics, in my view,
and these can cause extreme volatility or even crises.  Chinese economies
tend to control exchange rates (e.g., Hong Kong, Indonesia, Malaysia,
Singapore, Taiwan, or Thailand) to contain speculation.

Excessive speculation and panics tend to develop in Chinese societies,
similar to those in Europe and the US in the 18th and 19th centuries.

The Chinese have little trust in their own currencies as vehicles for value
storage and favor the dollar.  Their savings in local currencies were
always inflated away in the past century.  This low level of trust could turn
a small shock into a crisis.  Indonesia’s crisis in 1997 was a good example.
Chinese economies have eventually all ended with soft or hard dollar pegs.

Flexible Exchange Rate and Panics
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After a decade of pegging the renminbi
to the dollar, the Chinese economy has
fully adjusted to it, e.g., the exports to
GDP ratio has increased to 33% now
from 15% in 1993.  Domestic credit has
risen to 165% from 96% over the same
period.  An abrupt change in the
exchange rate would likely lead to a
financial crisis, as a portion of
economic activities supported by the
excess credit creation becomes unviable.

Banking reform must (1) dig out loans
that support unviable economic
activities and (2) change future banking
behavior.
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Banking Reform Must Precede Currency Reform
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The combination of large and adjustable forex reserves and a
floating exchange rate is the only durable exchange rate
model for Asian economies.

Asian economies with ‘flexible exchange rates’ adjust
foreign exchange reserves to changing domestic monetary
conditions.  The underdevelopment of financial systems in
Asia makes it difficult to control money supply via interest
rates only.  Instead, the currency impact on trade can change
monetary conditions quickly.

China will not touch the exchange rate until
the financial system is ready, in my view.

Only Partial Float Is Consistent with China
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Hong Kong:
The Liquidity Driven Economy
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Source: CEIC, Morgan Stanley Research

An Impressive V-Shaped Recovery

V-Shaped Post-SARS Economic Rebound• The post-SARS V-shaped
rebound is running out of team
as global demand cools, liquidity
tightens, and the tourism boom
runs into a high base.

• Real GDP is forecast to slow to
4.5% in 2005, from the
impressive 8% in 2004.  Nominal
GDP returned to positive growth
in 1Q04 for the first time since
2000.  With 3.2% nominal GDP
growth forecasted for 2005, it will
still be still lower than in 1997. -16

-12

-8

-4

0

4

8

12

16

1Q
97

3Q
97

1Q
98

3Q
98

1Q
99

3Q
99

1Q
00

3Q
00

1Q
01

3Q
01

1Q
02

3Q
02

1Q
03

3Q
03

1Q
04

3Q
04

Net Exports of Services
Net Exports of Goods
Change in Stocks
Private Investment
Public Consumption + Investment
Private Consumption
Real GDP growth, %



12

Equity Research  Asia/Pacific

Economics Report

Economics Team

Andy Xie (852) 2848 5220  andy.xie@morganstanley.com
6 7

Please see important disclosures starting on page 100.

Source: CEIC, Morgan Stanley Research

Hong Kong Exits Deflationary Cycle?

Ending Nearly Six Years of Deflation• Hong Kong’s CPI inflation
turned positive in July 2004,
ending six years of deflation,
which started after the 1997
financial crisis.

• Structural problems, namely
price convergence with the
mainland, may continue to keep
inflation in check.

• The fixed exchange rate means
that internal prices have to
adjust to external shocks.

• Upside risk to inflation lies in
further weakness in the US$ and
a revaluation in the Renminbi.
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Source: CEIC, Morgan Stanley Research

Revitalized Sentiment Boosts Consumption
Retail Sales Returned to Positive Growth• Pent-up demand after SARS and

sentiment pickup pushed retail sales back
to positive growth.

• Individual Visit Scheme (China relaxed
citizens’ travel to HK in 2003) led to a
surge in tourists from the mainland.

• Impact of scheme is diminishing as repeat
visits from low-income tourists are
infrequent, while high-income groups have
more options with relaxed travel
restrictions to other destinations (e.g.
Europe).

Influx of Mainland Tourists
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1,691China
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Source: CEIC, Morgan Stanley Research

Yet, Job Quality Could be Declining

• The latest cyclical rebound eased overall
unemployment rate from record high.

•Hong Kong is still clouded by structural
unemployment.  Strong cyclical growth in
2004 only brought about 0.9 percentage-
point ease in the jobless rate, suggesting
low employment elasticity, probably due to
increasing integration with the Mainland
economy and human capital pool.

•An increasing share of the working
population is earning the lowest income.

• Even salaries of employers in the retail and
service sector,  which is benefiting directly
from the consumption rebound and tourism
boom, experience wage declines. 23

25

27

29

31

33

35

37

39

41

43

45

1Q
 9

7

3Q
 9

7

1Q
 9

8

3Q
 9

8

1Q
 9

9

3Q
 9

9

1Q
 0

0

3Q
 0

0

1Q
 0

1

3Q
 0

1

1Q
 0

2

3Q
 0

2

1Q
 0

3

3Q
 0

3

1Q
 0

4

3Q
 0

4

Monthly earnings < $8k
Monthly earnings $8 - 15k
Monthly earnings >$15k

% of total employment

0.5

1.5

2.5

3.5

4.5

5.5

6.5

7.5

8.5

Ju
n-

97

D
ec

-9
7

Ju
n-

98

D
ec

-9
8

Ju
n-

99

D
ec

-9
9

Ju
n-

00

D
ec

-0
0

Ju
n-

01

D
ec

-0
1

Ju
n-

02

D
ec

-0
2

Ju
n-

03

D
ec

-0
3

Ju
n-

04

D
ec

-0
4

-8

-3

2

7

12

Unemployment 
Rate, % (L)

Real GDP
YoY, % (R)

Underemployment 
Rate,  % (L)

Equity Research  Asia/Pacific

Economics Report

Economics Team

Andy Xie (852) 2848 5220  andy.xie@morganstanley.com
7 0

Please see important disclosures starting on page 100.

Liquidity Conditions Tied to Rmb Speculation

Associated with Speculation on Renminbi Revaluation

Source: Datastream, CEIC, Morgan Stanley Research
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Interest Rates on the Rise

Interest Rate Forecasts

Source: Datastream, HKMA, CEIC, Morgan Stanley Research

Fed 
Funds 

Target

HK  
Discount 
Window 

Base 
Rate

LIBOR 
3M

HIBOR 
3M US Prime HK Prime US 10Y T

HK 10Y 
Bond

10Y 
spread

% % % % % % % % bps
1Q 04 1.00 2.50 1.11 0.18 4.00 5.00 3.86 3.78 -8
2Q 04 1.25 2.50 1.61 0.46 4.25 5.00 4.62 4.59 -4
3Q 04 1.75 3.25 2.02 1.12 4.75 5.13 4.14 3.80 -34
4Q 04 2.25 3.75 2.56 0.35 5.25 5.00 4.24 3.63 -61
1Q 05 2.75 4.25 3.12 2.73 5.75 5.25 4.50 4.36 -14

2Q 05E 3.25 4.75 3.56 3.31 6.25 6.00 4.40 4.40 0
3Q 05E 3.75 5.25 4.18 4.08 6.75 6.63 4.80 4.93 13
4Q 05E 4.00 5.50 4.38 4.38 7.00 7.00 5.00 5.13 13
1Q 06E 4.25 5.75 4.65 4.65 7.25 7.25 5.30 5.43 13
2Q 06E 4.50 6.00 4.90 4.90 7.50 7.50 5.45 5.58 13
3Q 06E 4.50 6.00 4.90 4.90 7.50 7.50 5.45 5.58 13
4Q 06E 4.50 6.00 4.85 4.85 7.50 7.50 5.45 5.58 13

0

2

4

6

8

10

12

1Q
 9

0

1Q
 9

1

1Q
 9

2

1Q
 9

3

1Q
 9

4

1Q
 9

5

1Q
 9

6

1Q
 9

7

1Q
 9

8

1Q
 9

9

1Q
 0

0

1Q
 0

1

1Q
 0

2

1Q
 0

3

1Q
 0

4

1Q
 0

5

1Q
 0

6

HIBOR 3M, %
Prime rate, %

Equity Research  Asia/Pacific

Economics Report

Economics Team

Andy Xie (852) 2848 5220  andy.xie@morganstanley.com
7 2

Please see important disclosures starting on page 100.

• Loose liquidity could keep interest
rates at a low level in the short
term.  Real interest rates have
plunged, giving support to asset
prices.

• When liquidity conditions
normalize, interest rates should
rise faster than inflation.

• A return to the negative real rates
seen in the mid-1990s is unlikely.

HK$ Real Interest Rates

Negative Real Rates? Unlikely

Source: CEIC, Morgan Stanley Research
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Rising Interest Rate Will Lower Property Price

• Real interest rate, not supply-
demand balance, is the most
powerful variable affecting the
property price.

• Real interest rate will likely
rise by four percentage points
or more.  Judging from
historical correlation, property
prices could decline by 20% or
more in 12 months.

• In addition, high living cost
relative to China keeps
population from growing.
Competition from Guangdong
keeps wages down.

Interest Rate Will Reverse Property Market (YoY % chg.)
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End of the Deficit Woes?

Operating Deficit Hidden Behind Capital Surplus

• F2004/05 turned out a surplus
(HK$21 bn, 1.6% of GDP) for the
government, but the pleasing
increase in revenue was again
concentrated in non-recurrent
sources: HK$26 bn in debt issues,
and HK$20 bn in land sales.

• The operating balance before
investment income from reserves
remains in a structural deficit.

• Hong Kong still needs radical
reforms to rebalance revenue
between recurrent and capital
sources.

• Premature complacency over
improved budget balance and further
postponing the introduction of broad-
based taxes are potential bad news
for the market.
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Taiwan:
Asset Market-led Recovery
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Taiwan: Capex Outflow Has Ended
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• Taiwan’s capex outflow to China has
ended.  Equipment investment rose
in 2004, for the first time since 2000.
Taiwan has shifted as much
production to China as it can for the
time being.

• Investment in buildings has been
rebounding sharply as confidence in
property returns.
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Taiwan: Money Returning
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• As capex outflow stops, capital flow
has turned positive.  Forex reserves
have been rising faster than the
current account surplus because
Taiwan businesses in China are
repatriating profits.

• As money returns, Taiwan’s money
supply has staged strong recovery.
While the growth rate has peaked,
the loan growth rate should remain
strong for another two years.
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Taiwan: Property Market Is Recovering
• As capex outflow stops, labor market

improves and confidence returns.
Property market appears to have
bottomed out and is staging a modest
but likely sustained recovery.

• Shanghai prices (not real,
manipulated by speculators) have
risen above Taipei’s, even though
Taipei ’s disposable per capita income
is 10 times Shanghai’s.  Some
Taiwanese money is returning to
Taipei from Shanghai for the first
time.

• The DPP government appears to
have stopped pushing independence
for the next two years.  This is a good
environment for property to recover.
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Taiwan: Rebound in Stock Market, Currency

• Capital returning and rebounding
property market give support to
both currency and stock markets.
NT$ is likely to be the strongest
currency in Asia in 2005.  NT$/US$
could drop below 30.

• Some of the returning capital is
likely to go into the stock market.
Domestic demand for financial
assets in general should be
positive.

• Financial consolidation is the key
to moving Taiwan beyond the
current stage and turn its market
into another Australia.  It is
necessary to jump-start
consumption.
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Taiwan: Interest Rate Still Needs to Rise
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While the economy is
losing momentum, the
interest rate still needs
to rise a bit, perhaps by
50 bps in 2005.

Property speculation is
beginning.  The central
bank should raise
interest rates to
prevent a bubble.
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Taiwan: Population Outflow Weighs on Consumption

• Consumption is Taiwan’s
“Achilles' heel”.  Population
outflow to Shanghai has
caused consumption to
decouple from consumer
confidence or export income.

• Without strong consumption,
Taiwan’s economy is quite
dependent on a property
recovery and credit cycle
upturn.

• If Taiwan cannot reverse the
population flow, the asset
market-led recovery will
eventually falter.  But, the
recovery should last through
2006.
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Taiwan: Deflationary Pressure from China

• Taiwan’s manufacturing businesses are facing
enormous pricing pressure from Chinese competitors,
especially in downstream chemical, electronics and
materials.

• Chinese prices bear little relationship to costs as local
governments try to keep factories running with bank
loans.

• Taiwan is about to embark on another wave of de-
industrialization.  The impact on the economy is
uncertain at this point.

• Taiwan businesses dependent on Chinese domestic
demand are facing similar pressure.  Many Taiwan
businesses may report big losses in China.
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Korea:
Still Cautious
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• The external economic
environment is turning harsh
on Korea amid a policy-
induced China slowdown and
global liquidity tightening.

• DRAM prices point to
deceleration in Korea’s pillar IT
exports.  Handset demand is
also easing.

• A strong currency

Exports Losing Steam
Semiconductors and Handsets Drive Exports

+4.1%+3.6%+4.1%+26.6%+21.7%YoY%

2007e2006e2005e20042003

Global Handset Demand

Source: CEIC, Morgan Stanley Research
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Korea Hard Hit if China Has Hard Landing

We estimate every
10% decrease in
China’s industrial
production will cut
Korea’s export growth
to China by 15%.
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 Facility investment did not pick up
despite strong export income.
Korean companies appear to be
stepping up capex in China to
improve competitiveness and to
consolidate their market positions
in China.  Korea has become the
second largest investor in China.

Capex Migrating to China  
Sluggish Capex  (YoY % change)

Koreans Stepping Up Investment in China
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Korea vs. Taiwan: Hollowing Out of Production

-60

-40

-20

0

20

40

60

80

Fe
b-

96

A
ug

-9
6

Fe
b-

97

A
ug

-9
7

Fe
b-

98

A
ug

-9
8

Fe
b-

99

A
ug

-9
9

Fe
b-

00

A
ug

-0
0

Fe
b-

01

A
ug

-0
1

Fe
b-

02

A
ug

-0
2

Fe
b-

03

A
ug

-0
3

Fe
b-

04

A
ug

-0
4

Fe
b-

05

-10

-5

0

5

10

15

Facility Investment
Real GDP

-2.5

-1.5

-0.5

0.5

1.5

2.5

3.5

4.5

5.5

A
ug

-9
6

F
eb

-9
7

A
ug

-9
7

F
eb

-9
8

A
ug

-9
8

F
eb

-9
9

A
ug

-9
9

F
eb

-0
0

A
ug

-0
0

F
eb

-0
1

A
ug

-0
1

F
eb

-0
2

A
ug

-0
2

F
eb

-0
3

A
ug

-0
3

F
eb

-0
4

A
ug

-0
4

F
eb

-0
5

O
rd

e
rs

 M
in

u
s

 E
x

p
o

rt
s

, 
U

S
$

 b
n

, 
3

M
M

A Korea
Taiwan

Orders > Actual 

Orders < Actual Shipments

Equity Research  Asia/Pacific

Economics Report

Economics Team

Andy Xie (852) 2848 5220  andy.xie@morganstanley.com
8 7

Please see important disclosures starting on page 100.

Source: CEIC, Morgan Stanley Research

• Extensive debt accumulated from
the credit card bubble in 2001-02
is hard to shake off.  Currently,
15% of Korea’s working
population are credit delinquent.

• De-leveraging of Korean
consumers has been slow.
Household credit to GDP ratio is
still hovering above average.
Bank loan to deposit ratio keeps
rising and is one of the highest in
Asia.

• Therefore, a V-Shaped
consumption rebound - as Korea
used to have - is unlikely this
time.

Consumption Dragged by Household Debt
Korean Consumers Still Leveraged

Korea’s Loan/Deposit Ratio Still High
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Consumption Not Just a Balance Sheet Problem

Source: CEIC, Morgan Stanley Research

Structurally:

1. Manufacturing hollowing out cuts jobs in
Korea.  Employment elasticity is declining.

2. Because of strict employment protection.
companies continue to increase temporary
headcount.

3. As job opportunities shrink, youth
(inexperienced) unemployment is rising and
threatens long-term productivity and
consumption power.
Cyclically:

1. Rising oil prices hurt spending power.
2. Coming export slowdown will cut job and
income growth.
3. Appreciating currency hurts corporate
profitability and in turn again threatens job
security.

Bottom line: The coming rebound in
consumption will be mild only.

Limited Wealth Effect from Property with High Inventory
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Reality Check

Wholesale usually leads retail
sales by 3 months.  The latest
divergence in wholesale and
retail sales signals that retailers
are probably still cautious and
therefore limit their purchases
from wholesalers.  It again
supports our view that the
consumption rebound this time
is not full fledged.

Indeed, output for the
wholesale and retail sector has
not recovered yet.

Source: CEIC and Morgan Stanley Research

-20

-15

-10

-5

0

5

10

15

20

Ju
n-

98

D
e

c-
9

8

Ju
n-

99

D
e

c-
9

9

Ju
n-

00

D
e

c-
0

0

Ju
n-

01

D
e

c-
0

1

Ju
n-

02

D
e

c-
0

2

Ju
n-

03

D
e

c-
0

3

Ju
n-

04

D
e

c-
0

4

Ju
n-

05

Y
o

Y
 G

ro
w

th
, 

%

Retail Sales Volume

Wholesale Volume Lagged 1Q

-4

-2

0

2

4

6

8

10

12

14

16

M
a

r-
0

0

Ju
l-

00

N
o

v-
0

0

M
a

r-
0

1

Ju
l-

01

N
o

v-
0

1

M
a

r-
0

2

Ju
l-

02

N
o

v-
0

2

M
a

r-
0

3

Ju
l-

03

N
o

v-
0

3

M
a

r-
0

4

Ju
l-

04

N
o

v-
0

4

M
a

r-
0

5

Y
oY

 G
ro

w
th

, 
%

Total Service Sector Output

Wholesale & Retail Output

Equity Research  Asia/Pacific

Economics Report

Economics Team

Andy Xie (852) 2848 5220  andy.xie@morganstanley.com
9 0

Please see important disclosures starting on page 100.

Source: CEIC and Morgan Stanley Research

Production Will Continue to Fall

A mild recovery in consumption is
insufficient to cushion against the
coming export slowdown.

Industrial production is more
dependent on export growth.
Consumption needs to grow more
than proportionately to offset the
export slowdown.

When industrial production slows,
GDP slows.

Bottom line:  A mild consumption
recovery cannot stop GDP from
slowing.

Industrial Production More Dependent on Exports

Output Decelerates, GDP Falls
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Source: CEIC and Morgan Stanley Research

Downside Risks Still Exist

Threats from a Strong Won:

• It will hurt corporate
profitability and threaten
employment.  A difficult
labor market will put
pressure on an already
fragile consumption
recovery.

• It may cause SME debt
problem to resurface as
most SMEs do not
hedge against exchange
rate risk.

• It could cause Korea to
fall into a trap of high
current account surplus,
strong currency but low
growth and deflation.

An Appreciating Won Without Solid Economic Performance
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Source: CEIC and Morgan Stanley Research

The SME Problem

About one-fifth of Korea’s manufacturing SMEs
are running losses, with more than one-third
failing to generate enough operating income to
cover interest expense.

SME manufacturers are operating at below
70% of capacity compared with an average
80% of the overall manufacturing sector.

Most of SMEs are domestic-focused.  The
coming consumption rebound can help but the
question is whether consumption can pick up
rapidly and strongly enough before most SME
debts mature this year and before reaching a
situation where no more losses can be
afforded.

Meanwhile, export-focused SMEs are
threatened by a sharply appreciating won.

As the major employer, if the SME problem
worsens, the labor market will be under
significant pressure and will, in turn, hurt
consumption again. 65%
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Source: CEIC, Morgan Stanley Research

Leading Indicators Signal Downturn

Output-Inventory Cycle

The Output-Inventory Cycle Indicates Only Beginning of a Downturn:

Stage 1 (Beginning of Downturn): Output Falls, Inventory Rises
Stage 2 (Approaching Bottom): Output and Inventory both Falls
Stage 3 (Recovery): Output Rises, Inventory Continues to Fall

Currently, Korea is still at Stage 1.

Liquidity Drying Up
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GDP Drives Equity Market

Source: CEIC, Morgan Stanley Research

KOSPI and Economy Disconnects KOSPI and Consumption Disconnects

Historically, KOSPI has never sustained any upward momentum when GDP
slows.  Is this time going to be different?
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Pump Priming Cannot Turn Around Weakness

E = Morgan Stanley Estimates     Source: CEIC, Morgan Stanley Research

• The one percentage point
income tax cut will reduce
taxpayers’ bills by only 1% of
GDP.  Korea has fiscal room
for more aggressive
measures.

• The tax cut multiplier effect is
going to be less than one
because i) households are
likely to use the extra money
to repay debt, ii) non-
consumption expenditure is
taking up an increasing share
of household expenses, and
iii) households are also likely
to save more in the face of
economic uncertainty.

• Sales tax cut on big-ticket
items appears misdirected.

Fiscal Balance, % of GDP
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What Korea Needs
• Short-Term Stimulus:

- A bigger income tax rate cut can be effective in three ways: i) help revive competitiveness, ii)
boost sentiment and iii) increase spending power.

- Continue frontloading of budget and more aggressive fiscal spending.  More money should be
spent on job creation.  Capex should be lifted through infrastructure projects and facilities
upgrade.

• Medium-Term Reforms:

- Modernize the labor market.  Laws and institutions that meet international standards on
handling labor relations should be established.

- Improve corporate governance to get rid of “Korea Discount”.  Improve accounting and
auditing practices to eliminate cross-shareholdings and strengthen transparency.

- Encourage and subsidize R&D to find new sources of competitiveness and to move up the
value chain.

- Strengthen SMEs to reduce the country’s dependence on chaebols.

- Expand the service sector.  To embrace globalization and competition, through which it can
enhance the quality of its service sector.

- Upgrade overall living standards.  Secure interests of middle-income groups.
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Expanding Service Sector Is Essential

Source: Morgan Stanley Research

The S-Curve of Income Growth
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Asia/Pacific: Economic Forecast Summary (1)

Source: Morgan Stanley Research  E = Morgan Stanley Research Estimates

2 0 0 2 2 0 0 3 2 0 0 4 2 0 0 5 E 2 0 0 6 E
R e a l  G D P  G r o w t h  ( Y o Y  % )
N J A 6 . 1 6 . 5 7 . 4 6 . 6 5 . 7
C h i n a 8 . 3 9 . 3 9 . 5 9 . 5 7 . 0
Ind ia 4 . 7 7 . 3 7 . 2 6 . 6 6 . 7
H o n g  K o n g 1 . 9 3 . 2 8 . 1 4 . 5 4 . 4
T a i w a n 3 . 9 3 . 3 5 . 7 4 . 0 3 . 6
K o r e a 7 . 0 3 . 1 4 . 6 3 . 8 3 . 5
S E  A s i a 4 . 0 4 . 9 6 . 2 4 . 8 5 . 2
   I n d o n e s i a 4 . 4 4 . 9 5 . 1 4 . 5 4 . 8
   M a l a y s i a 4 . 2 5 . 3 7 . 1 5 . 8 5 . 8
   P h i l i p p i n e s 3 . 1 4 . 7 6 . 1 4 . 0 4 . 7
   S i n g a p o r e 2 . 2 1 . 4 8 . 4 3 . 5 4 . 5
   T h a i l a n d 5 . 3 6 . 9 6 . 1 5 . 7 6 . 0
C P I  I n f l a t i o n  ( % ,  P e r i o d  A v e r a g e )
N J A 1 . 5 2 . 1 3 . 5 3 . 4 2 . 8
C h i n a - 0 . 8 1 . 2 3 . 9 3 . 5 2 . 5
Ind ia 4 . 3 3 . 8 3 . 8 4 . 9 4 . 7
H o n g  K o n g - 3 . 0 - 2 . 6 - 0 . 4 0 . 5 1 . 0
T a i w a n - 0 . 2 - 0 . 3 1 . 6 1 . 0 1 . 0
K o r e a 2 . 8 3 . 5 3 . 6 3 . 0 2 . 5
S E  A s i a 4 . 8 3 . 5 3 . 9 3 . 7 3 . 4
   I n d o n e s i a 1 1 . 9 6 . 8 6 . 1 5 . 7 5 . 3
   M a l a y s i a 1 . 8 1 . 1 1 . 4 1 . 4 1 . 2
   P h i l i p p i n e s 2 . 9 3 . 0 5 . 5 5 . 9 4 . 8
   S i n g a p o r e - 0 . 4 0 . 5 1 . 7 1 . 4 1 . 1
   T h a i l a n d 0 . 6 1 . 8 2 . 7 2 . 6 2 . 3
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Asia/Pacific: Economic Forecast Summary (2)

Source: Morgan Stanley Research  E = Morgan Stanley Research Estimates

2002 2003 2004 2005E 2006E
Current Account (as % GDP )
NJA 3.9 4.6 4.6 4.7 4.7
China 2.8 3.2 4.2 5.6 5.7
India 1.0 1.1 -0.2 -1.1 -1.0
Hong Kong 7.9 10.7 9.0 8.0 7.6
Taiwan 9.1 10.2 6.2 5.9 6.0
Korea 1.0 2.0 4.1 3.6 3.5
SE Asia 7.9 9.1 8.3 8.1 8.3
   Indonesia 3.8 3.0 1.6 1.1 0.8
   Malaysia 8.4 12.9 13.6 15.8 17.2
   Philippines 5.7 4.2 5.4 4.4 4.2
   Singapore 21.4 30.9 28.7 29.1 30.2
   Thailand 6.0 5.6 4.0 2.5 2.7
Exchange Rate (Per US$, Period End)
China 8.28 8.28 8.28 7.80 7.50
India 48.0 45.6 45.0 42.0 44.5
Hong Kong 7.8 7.8 7.8 7.8 7.8
Taiwan 34.8 34.0 32.2 30.0 31.5
Korea 1186 1193 1050 9 7 5 1050
Indonesia 8940 8418 8900 8400 8800
Malaysia 3.8 3.8 3.8 3.0 3.2
Philippines 53.3 55.5 56.3 54.0 57.0
Singapore 1.74 1.70 1.64 1.58 1.62
Thailand 43.2 39.6 40.0 36.0 40.0
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DisclaimersRatings Distribution and Definitions
Stock Ratings
Different securities firms use a variety of rating terms as well as different rating systems to describe their recommendations.  For example, Morgan Stanley uses a relative rating system
including terms such as Overweight, Equal-weight or Underweight (see definitions below).  A rating system using terms such as buy, hold and sell is not equivalent to our rating system.
Investors should carefully read the definitions of all ratings used in each research report.   In addition, since the research report contains more complete information concerning the analyst’s
views, investors should carefully read the entire research report and not infer its contents from the rating alone.  In any case, ratings (or research) should not be used or relied upon as
investment advice. An investor’s decision to buy or sell a stock should depend on individual circumstances (such as the investor’s existing holdings) and other considerations.

Global Stock Ratings Distribution
(as of April 30, 2005)

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 below). An investor's decision to buy or sell a
stock should depend on individual circumstances (such as the investor's existing holdings) and other considerations. Investment Banking Clients are companies from whom Morgan Stanley or
an affiliate received investment banking compensation in the last 12 months.
ANALYST STOCK RATINGS
Overweight (O). The stock’s total return is expected to exceed the total return of the relevant country MSCI index, on a risk-adjusted basis, over the next 12-18 months.
Equal-weight (E). The stock’s total return is expected to be in line with the total return of the relevant country MSCI index, on a risk-adjusted basis, over the next 12-18 months.
Underweight (U). The stock’s total return is expected to be below the total return of the relevant country MSCI index, on a risk-adjusted basis, over the next 12-18 months.
More volatile (V). We estimate that this stock has more than a 25% chance of a price move (up or down) of more than 25% in a month, based on a quantitative assessment of historical data, or
in the analyst’s view, it is likely 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 still perform in that manner.
Unless otherwise specified, the time frame for price targets included in this report is 12 to 18 months. Ratings prior to March 18, 2002: SB=Strong Buy; OP=Outperform; N=Neutral;
UP= Underperform.  For definitions, please go to www.morganstanley.com/companycharts.
ANALYST INDUSTRY VIEWS
Attractive (A). The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be attractive vs. the relevant broad market benchmark named on the
cover of this report.
In-Line (I). The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be in line with the relevant broad market benchmark named on the cover
of this report.
Cautious (C). The analyst views the performance of his or her industry coverage universe over the next 12-18 months with caution vs. the relevant broad market benchmark named on the cover
of this report.
Stock price charts and rating histories for companies discussed in this report are also available at www.morganstanley.com/companycharts .  You may also request this information by writing to
Morgan Stanley at 1585 Broadway, 14th Floor (Attention: Research Disclosures), New York, NY, 10036 USA.
Stock Price, Price Target and Rating History (See Rating Definitions)

 Coverage Universe  Investment Banking Clients (IBC) 

Stock Rating Category Count  
% of
Total Count  

% of
Total IBC

% of Rating 
Category  

Overweight /Buy 686  36% 275  41% 40%  
Equal -weight/Hold 852  45% 294  44% 35%  
Underweight/Sell  367  19% 98 15% 27%  
Total  1,905 667   
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Other Important Disclosures
This research report has been published in accordance with our conflict management policy, which is available at
www.morganstanley.com/institutional/research/conflictpolicies.
For a discussion, 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 persons who receive it.  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 a financial adviser.  The appropriateness of a
particular investment or strategy will depend on an investor’ s individual circumstances and objectives.
This report is not an offer to buy or sell any security or to participate in any trading strategy.  In addition to any holdings disclosed in the section entitled
"Important US Regulatory Disclosures on Subject Companies", 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 & Co. Incorporated and its affiliate companies do business that relates to companies covered in its research reports, including market making
and specialized trading, risk arbitrage and other proprietary trading, fund management, investment services and investment banking. Morgan Stanley sells to
and buys from customers the equity securities of companies covered in its research reports on a principal basis.
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.
With the exception of information regarding Morgan Stanley, 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.
Morgan Stanley research personnel conduct site visits from time to time but are prohibited from accepting payment or reimbursement by the company of
travel expenses for such visits.
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 rights in your securities
transactions.  Past performance is not necessarily a guide to future performance.  Estimates of future performance are based on assumptions that may not be
realized.
To our readers in Taiwan:  Information on securities that trade in Taiwan is distributed by Morgan Stanley & Co. International Limited, Taipei Branch (the
"Branch"). Such information is for your reference only.  The reader should independently evaluate the investment risks and is solely responsible for their
investment decisions. This publication may not be distributed to the public media or quoted or used by the public media without the express written consent of
Morgan Stanley.  Information on securities that do not trade in Taiwan is for informational purposes only and is not to be construed as a recommendation or a
solicitation to trade in such securities.  The Branch may not execute transactions for clients in these securities.

(continued on next page)
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Other Important Disclosures
Certain information in this report was sourced by employees of the Shanghai Representative Office of Morgan Stanley Dean Witter Asia Limited for the use
of Morgan Stanley Dean Witter Asia Limited.
This publication is disseminated in Japan by Morgan Stanley Japan Limited; in Hong Kong by Morgan Stanley Dean Witter Asia Limited; in Singapore by
Morgan Stanley Dean Witter Asia (Singapore) Pte. (Registration number 199206298Z) and/or Morgan Stanley Asia (Singapore) Securities Pte Ltd
(Registration number 200008434H), regulated by the Monetary Authority of Singapore, which accepts responsibility for its contents; in Australia by
Morgan Stanley Dean Witter Australia Limited A.B.N. 67 003 734 576, holder of Australian financial services licence No. 233742, which accepts
responsibility for its contents; in Taiwan by Morgan Stanley & Co. International Limited, Taipei Branch; in Korea by Morgan Stanley & Co International
Limited, Seoul Branch; in India by JM Morgan Stanley Securities Private Limited; in 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., S.A., a Morgan 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. Morgan Stanley & Co. International Limited, authorized and
regulated by Financial Services Authority, disseminates in the UK research that it has prepared, and approves solely for the purposes of section 21 of the
Financial Services and Markets Act 2000, research which has been prepared by any of its affiliates.  Private U.K. investors should obtain the advice of their
Morgan Stanley & Co. International Limited representative about the investments concerned. In Australia, this report, and any access to it, is intended 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.
Morgan Stanley has based its projections, opinions, forecasts and trading strategies regarding the MSCI Country Index Series solely on publicly available
information. MSCI has not reviewed, approved or endorsed the projections, opinions, forecasts and trading strategies contained herein. Morgan Stanley has
no influence on or control over MSCI’s  index compilation decisions.
This report or any portion hereof may not be reprinted, sold or redistributed without the written consent of Morgan Stanley.
Morgan Stanley research is disseminated and available primarily electronically, and, in some cases, in printed form.
Additional information on recommended securities is available on request. H2790P
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