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Downunder Daily
The Storm’s Perfect

It seems the financial market storm has been
perfect for commodities. Commodity prices have
risen on a broad front (Exhibit 1), while equity and
credit markets continue to fall. Several factors have
contributed to this remarkable out-performance:

First, a falling US$ provides a tail-wind for most
commodities (which are priced in dollars). Note,
however, that commaodity prices have risen in all major
currencies over the past three months (Exhibit 2, for
example, shows base metal prices in terms of the dollar,
euro, and a basket of Asian currencies).

Second, inflation concerns are rising, and commodities
are seen as an inflation hedge. Over a long-term
horizon, commodities have not proved to be good
inflation hedges: The reputation of commodities
generally (and gold specifically) as an inflation hedge
was built on the experience of the early 1980s, when
commodities rallied as inflation soared.

Nonetheless, the recent commodity gains have been
associated with an uptick in inflation concerns. Exhibit
3 shows base metal prices versus the breakeven-
inflation rate for 5-year US Treasuries (the gap
between the nominal Treasury yield and the inflation-
linked bond yield). As an aside, the hunt for inflation
hedges is now strong enough that the yield on US
inflation-linked bonds is negative out to the 5-year
maturity.

A third, admittedly hard-to-quantify, support for
commodity prices has been financial turbulence itself —
in particular, the distress in financial assets and the
associated rise in counter-party concerns. As is oft
noted, gold is a financial asset that is not someone
else’s financial liability. It therefore offers safe haven
when investors are concerned about counter-party risk.
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Exhibit 1
Up on a Broad Front...
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Exhibit 2
...And Up in Every Currency
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Commodities are not usually considered safe havens.
Indeed, they usually don’t behave as such. Exhibit 4
shows the short-term move in gold and Morgan Stanley’s
measure of risk appetite. Usually, when risk appetite
shrinks, commodity prices fall. This time they have risen.
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through 2006 — so much so that by year-end, commodities
had given up all their out-performance versus equities,
despite reputed ‘super-cycle’. Last year, however,
commodities handsomely out-performed, which is reviving
the interest of asset allocators (and fast money).

Exhibit 3 Exhibit 5
Helped by Inflation Concerns... Oh, and Fundamentals Also...
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Fourth, the market-specific fundamentals are supportive.
Most commodity markets remain tight, and some markets
have seen supply disruptions. For some soft commodities
(notably wheat), inventories are at multi-decade lows. Not
only do tighter commodity markets lead to higher prices,
but prices also can be more volatile, as small perturbations
in the supply-demand balance lead to sizeable price
swings. Exhibit 5 shows, as an example, that copper
markets are very tight, and prices very high.

Exhibit 4
..and Counter-party Risks?
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A final, chicken-and-egg point is that the relative return of
commodities appears to be attracting real-money flows.
Exhibit 6 shows the total return on commodities relative to
equities. Commodities dramatically under-performed

Note: Vertical axis shows LME copper price; horizontal axis shows inventories relative to
consumption (in days).

Source: Hussein Allidina Commodity Market Report, 3 March; LMA, COMEX, CRU, SHFE;
Morgan Stanley Research

I've been too bearish on commodities, and didn’t expect
the run-up in prices seen over the year to date. However, |
still expect that weaker developed-world growth will see
industrial commodity prices fall over the coming 12 months.
Our commodity team have (rightly) been upbeat, but now
many spot industrial prices are above our team’s full-year
forecasts, suggesting the risk of at least a correction in
coming months.

Exhibit 6
Investors Come Back to Commodities
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Stanley Research at 1585 Broadway, (Attention: Equity Research Management), New York, NY, 10036 USA.
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this report: Gerard Minack.

Unless otherwise stated, the individuals listed on the cover page of this report are research analysts.

Global Research Conflict Management Policy
Morgan Stanley Research has been published in accordance with our conflict management policy, which is available at
www.morganstanley.com/institutional/research/conflictpolicies.

Important US Regulatory Disclosures on Subgect Companies

The research analysts, strategists, or research associates principally responsible for the preparation of Morgan Stanley Research 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.

Certain disclosures listed above are also for compliance with applicable regulations in non-US jurisdictions.

STOCK RATINGS

Morgan Stanley uses a relative rating system using terms such as Overweight, Equal-weight or Underweg;ht (see definitions below). Morgan
Stanley does not assign ratings of Buy, Hold or Sell to the stocks we cover. Overweight, Equal-weight and Underweight are not the equivalent of
Buy, Hold and Sell. Investors should carefully read the definitions of all ratings used in Morgan Stanley Research. In addition, since Morgan Stanley
Research contains more complete information concerning the analyst's views, investors should carefully read Morgan Stanley Research, in its
entirety, and not infer the contents from the ratin? alone. In any case, ratings (or research) should not be used or relied upon as investment advice.
An in\(/jestor'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 February 29, 2008)

For disclosure purposes only (in accordance with NASD and NYSE requirements), we include the category headings of Buy, Hold, and Sell
alongside our ratings of Overweight, Equal-weight and Underweight. Morgan Stanley does not assign ratings of Buy, Hold or Sell to the stocks we
cover. Overweight, Equal-weight, and Underweight are not the equivalent of buy, hold, and sell but represent recommended relative weightings (see
definitions below). To satisfy regulatory requirements, we correspond Overweight, our most positive stock rating, with a buy recommendation; we
correspond Equal-weight to hold and Underweight to sell recommendations, respectively.

Coverage Universe Investment Banking Clients (IBC)

% of % of % of Rating
Stock Rating Category Count Total Count Total IBC Category
Overweight/Buy 1039 44% 322 45% 31%
Equal-weight/Hold 974 41% 300 42% 31%
Underweight/Sell 356 15% 100 14% 28%
Total 2,369 722

Data include common stock and ADRs currently assigned ratings. An investor's decision to buy or sell a stock should depend on individual
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Analyst Stock Ratings
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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 Morgan Stanley Research is 12 to 18 months.

Analyst Industry Views
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Morgan Stanley has based its projections, opinions, forecasts and trading strategies regarding the MSCI Country Index Series solely on publicly available information.
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