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If Inflation Comes Back...

» Key Debate: The recent food inflation print has brought the inflation debate back into the market. How is the market likely
to respond and which sectors will benefit or lose from the specter of rising inflation?

» Our View: We still think that inflation may have peaked in April 2010 and is likely decelerating into 2011. That said, a rise
in oil and agricultural commodities prices will keep inflation risks alive. Recent optimism in developed world growth outlook
has increased the risk of a potential rise in crude oil prices to US$110-120/bbl. It appears that inflation expectations have
risen and thus the seasonal variation in food supply is causing a pronounced effect on overall inflation. Even if inflation
rises persistently over the coming months, the situation is a bit different than 2009-10 because interest rates are also
much higher. Using our current estimate of core inflation and short-term deposit rates, real rates are positive versus
deeply negative levels at the start of 2010. However, investors need to be vigilant against persistent food inflation since it
has a tendency to reflect into core inflation over time through higher wages.

* How does the Market Fare?: We identify five periods of rising inflation over the past decade. Indian equities have
outperformed emerging markets in the first three out of five occasions while performing almost in line with emerging
markets in the two most recent episodes of rising inflation. The absolute performance was positive in four out of five of
these cycles — the only exception being 2008 when rising inflation coincided with a sharp rise in rates as well as turmoil in
global financial markets.

* Global Sectors Outperform Led by Energy; Consumer Staples and Telecoms Underperform: The more solid
evidence is with respect to sector performance. Very clearly, global sectors which include materials, energy and
technology are outperformers with Energy leading the charge. Conversely, telecoms and consumer staples are consistent
underperformers. We are underweight consumer staples and technology and overweight energy, materials and telecoms
in our sector portfolio.

» The historical trends for other sectors are less reliable. Banks, industrials, autos and utilities are mixed bags losing money
more often than not.
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Rising Domestic Inflation: Buy Energy, Underweight Telecoms & Consumer Staples

Core Inflation (Currently 7.1%) Needs to Be in Double Digits to

Decisively Hurt Equities over the Coming Six Months

Sector/Market Returns During Inflation Cycles
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Start Jul-99 Feb-02 Aug-05 Oct-07 Jun-09 Average
End Jan-01 Aug-04 Mar-07 Aug-08 Apr-10 Returns
Auto -51% 112% 53% -25% 43% 26%
Bank -22% 104% 53% -25% 26% 27%
Div. Fin 344% NA NA -38% 4% 103%
Energy % 49% 115% -14% 0% 31%
Healthcare 8% 36% 19% 23% 45% 26%
Industrial -25% 170% 74% -32% 18% 41%
Materials 16% 74% 35% -34% 51% 28%
Media NA -10% 150% -39% 64% 41%
Property NA NA NA -49% -10% -29%
Staples -21% -27% 10% 0% 14% -5%
Tech 26% 26% 78% -13% 70% 37%
Telecom -23% -33% 33% -43% -41% -21%
Utilities 17% 85% 3% -28% 1% 16%
MSCI India 2% 36% 62% -23% 23% 20%
Sensex -14% 42% 61% -23% 26% 19%
MSCI EM -9% 16% 40% -24% 26% 10%

Sources: Factset, CEIC, Morgan Stanley Research, Morgan Stanley Estimates
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Five Inflation Cycles Of the Past Decade
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Morgan Stanley ModelWare is a proprietary analytic framework that helps clients uncover value, adjusting for distortions

and ambiguities created by local accounting regulations. For example, ModelWare EPS adjusts for one-time events, capitalizes
M O d e | Wa re operating leases (where their use is significant), and converts inventory from LIFO costing to a FIFO basis. ModelWare also
emphasizes the separation of operating performance of a company from its financing for a more complete view of how a company
generates earnings.
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STOCK RATINGS

Morgan Stanley uses a relative rating system using terms such as Overweight, Equal-weight, Not-Rated or Underweight (see definitions below). Morgan Stanley does not assign ratings of
Buy, Hold or Sell to the stocks we cover. Overweight, Equal-weight, Not-Rated 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 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 December 31, 2010)

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, Not-Rated and Underweight. Morgan Stanley does not assign ratings of Buy, Hold or Sell to the stocks we cover. Overweight, Equal-weight, Not-Rated 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 and Not-Rated to hold and Underweight to sell recommendations, respectively.

Coverage Universe Investment Banking Clients (IBC)

Stock Rating Category Count % of Count % of % of Rating

Total Total IBC Category
Overweight/Buy 1145 40% 437 44% 38%
Equal-weight/Hold 1192 42% 422 42% 35%
Not-Rated/Hold 119 4% 25 3% 21%
Underweight/Sell 382 13% 109 1% 29%
Total 2,838 993

Data include common stock and ADRs currently assigned ratings. 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 received investment banking compensation in the last 12 months.

Analyst Stock Ratings

Overweight (O or Over) - 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 or Equal) - 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.
Not-Rated (NR) - Currently the analyst does not have adequate conviction about the stock's total return relative to the relevant country MSCI Index on a risk-adjusted basis, over the next 12-18
months.

Underweight (U or Under) - 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.

Unless otherwise specified, the time frame for price targets included in Morgan Stanley Research is 12 to 18 months.

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, as indicated
below.

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, as indicated below.
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, as indicated below.
Benchmarks for each region are as follows: North America - S&P 500; Latin America - relevant MSCI country index or MSCI Latin America Index; Europe - MSCI Europe; Japan - TOPIX; Asia -
relevant MSCI country index.
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