Morgan

Equity Research
North America

Overview

US and the Americas
| nvestment Research

Excerpt from 11/11/03 U. S. Investment Per spectives

US Strategy

November 11, 2003

The Cheapest Port in the Slorm

Seve Galbraith (Steve.Gal braith@mor ganstanl ey.com)
Mary Viviano (Mary.Viviano@mor ganstanley.com)

Having spent the bubble years in value Hades, we never
enjoyed the $5,000 bottle of wine dinnersthat are now part of
industry lore. Our year-end holiday party was at Bowlmor
lanes, not Cipriani. Last Monday night was going to change
all this. Following guest lectures to my class at Columbia, |
was to dine with the founder of the country’ s second-largest
mutual fund, one of the most successful quantitative hedge
fund operators, and the founding principal of aterrific value
management firm. Anticipating extravagant appetites, |
called Discover to ensure there were enough zeros on my
credit limit. But what | heard at dinner instead was the
comment, “I can’'t eat awhole steak, does someone want to
split one?’ After-dinner drinks brought calls not for bottles
of Cristal but for aglass of Cabernet or Port, “whichever is
cheaper.” So what’s our point? Well, despite widely dispa-
rate methods for achieving investment success, there was a
common theme to the speakers' message that night. Cost
matters. Whether the fee an investor pays a manager or the
price when buying a stock, costs drive returns more than
most investors appreciate. In alow-return world, investors

can do worse than choose the cheapest port in the storm.

For those of usinvolved in the securities and asset man-
agement industries, it is hard to imagine a more depressing
backdrop than that of the past few years. Last Monday
brought the latest straw on ateetering capital markets camel
as Congress held hearings on the mutual fund industry.
Given the environment, we can think of easier things to do
than assemble a group of investment professionalsto de-
scribe, publicly, their approachesto a class of MBAs. For
investment managers, the witness protection program
probably looks more appealing than venturing out in public
today. There' salso the gnawing concern that today’ srevered
stock jockey would be tomorrow’ s headline. Nonethel ess,
we have always made a point of bringing practitioners to our
securities analysis classto talk about their craft, and thisyear
would be no different. In addition to the portfolio manager
foxes, we invited the most prominent investment hedgehog,
Jack Bogle. Some of what he had to say (indexing wins) will
shock no one, but everything he said was worth hearing.

Mr. Bogle goesto Washington and Velcroflies. If victory
doesindeed have 1,000 fathers, it seems asif the entire US

Exhibit 1
Index Funds Have Gained Significant Share ...
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Exhibit 2
...And ETFs Have Exploded
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Exhibit 3
The March of the Entrepreneur
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Congress was hoping to adopt Jack Bogle last week. Clearly,
when every third sentence of testimony started “according to
Jack Bogle...,” he had made some converts. The man had
become human Vel cro, with everyone hoping to attach him-
self to the Vanguard founder. Our response (which unfortu-
nately we have said after similar inquiriesinto margin debt,
research practices, corporate governance issues, €tc.) to the
Velcro phenomenon is, where were these folks five years
ago? If anything, the active/passive investment debate will
only heat up given that fund malfeasance seems centered
squarely in the active arena. But while some folks testifying
in Washington seem to have had an epiphany on the benefits
of indexing, consumers have understood its merits for some
time. Pretty much since Vanguard’ s founding, index funds
have gained market share (Exhibit 1), while growth in ETFs
has been nothing short of explosive (Exhibit 2), in part, ad-
mittedly, in response to the rent-a-stock trading culture.

A profession becomesa business. The profession of
money management has evolved into a business — big
business. Thisis precisely one of Bogl€e's chief criticisms.
Forty years ago the industry was comprised of professionals
who, like lawyers, doctors, and heck, even accountants, were
fiduciariesin the truest sense of the word. Today, as key
industry players continue to be swallowed up by large fi-
nancial services supermarkets and the like (Exhibit 3), the
shareholders’ interests (of the fund complex) sometimes
seem to take precedence over the fund investors' interests.
The market-timing incidents are the latest examples of some
of the inherent conflicts imbedded in the industry that can
lead to apotentialy bad outcomefor fund investors. Now life
isfull of conflicts, and having them need not ensure a bad
result. As Phil Purcell noted in a speech to the SIA last week,
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“acknowledging [conflicts], disclosing them and forthrightly
addressing them” can help. While both private and public
companies have been involved in the recent fund shenani-
gans, it strikes us that a private partnership (or mutual)
structure is preferable for the investment management pro-
fession. Whether private partnerships will be the preferred
structure of the investment management business, given its
extraordinary profitability, remains debatable.

Cost matters— now, morethan ever. Whilewe are
hardly doing justice to the substance, much less the nuance,
of the class presentations, each speaker focused on theim-
portance of price. Mr. Quant spokein terms of owning sta-
tigtically cheap stocks with improving fundamentals (mo-
mentum), while shorting expensive stocks with deteriorating
ones. Mr. Vaue spoke of finding good businesses at attrac-
tive prices versus normalized earnings power. Mr. Bogle?
Weéll, no surprises here. High costs are the ultimate drain on
aggregate investor wealth. Although Wall Street may be the
only part of the capitalist system where consumers seem to
feel better paying higher prices than low ones, the stakes
today are likely far higher today than 20 years ago. Why?
Fees have actually risen in a period where yields and ex-
pected returns have diminished considerably. In an eco-
nomic sense, “real” fees have skyrocketed and now eat up a
whopping percentage of reasonable expected returns (Ex-
hibit 4).

Fixing is morerewarding than breaking. So arewesim-
ply masochists? Not only did we bring in the father of in-
dexing to tell a securities analysis class about the futility of
what they learned during the semester, we did so on aday he
waxed eloquent in Washington about the fund industry's
failings. Was our goal to eliminate a herd of MBAs from the
analytical job market? Hardly. Intellectual honesty never
goes out of style. Better to prepare tomorrow’ s masters of
the universe today with the odds they may face in running
money successfully. Heck, Mr. Bogle's own son is defying
his father's seemingly airtight logic by pursuing active in-
vestment management. Moreimportantly, as perhaps only a
man on his second heart could do, despite the grim news
surrounding the industry he has devoted hislife to, Jack
Bogle left the audience with a sober, yet hopeful message.
Fixing things can be more rewarding than breaking them.
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Exhibit 4 the Lehman Aggregate for bond funds (4.3%), and the high end of our 6- 8%
Fees Are Absorbing a Large Share of Expected Returns estimated expected return for equities.
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Analyst Certification

The following analysts hereby certify that their views about the companies and their securities discussed in this report are ac-
curately expressed and that they have not received and will not receive direct or indirect compensation in exchange for expressing
specific recommendations or views in thisreport: Steve Galbraith.

Important US Regulatory Disclosures on Subject Companies

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

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, com-
petitive 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, 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, 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, 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 historical 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 (). The andyst 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 targetsincluded in this summary and therisks
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. 1t has been prepared without regard to the individua fi-
nancial 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 en-
couragesinvestorsto seek the advice of afinancial adviser. The appropriateness of aparticular investment or strategy will depend
on an investor’sindividual 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 investmentsin
securities or derivatives of securities of companies mentioned in this report, and may trade them in ways different from those
discussed in thisreport. Derivatives may be issued by Morgan Stanley or associated persons.

Morgan Stanley isinvolved in many businesses that may relate to companies mentioned in thisreport. 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 thisreport
have not been reviewed by, and may not reflect information known to, professionalsin other Morgan Stanley business areas,
including investment banking personnel.

Thevalue of and income from your investments may vary because of changesin 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 a guide to future per-
formance. 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 Asia
Limited; 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 dea er, which accepts re-
sponsihility 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. Inter-
national 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 Austraia, this
report, 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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