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Dear Readers, 
 
We hope you’ll enjoy this inaugural edition of our Investment Strategy Guide 
Quarterly.  This redesigned publication will compliment our existing monthly 
publication by taking a slightly deeper dive into issues related to asset 
allocation, developments on the political front, financial market performance 
drivers and our investment strategy outlook for the quarter ahead.  In addition 
to a new format that we hope presents our views more clearly, this report has 
some added features, such as the new “Market Scenarios” page, which 
discusses four possible scenarios for the coming months and assigns a 
statistical probability to each.  As always, we welcome your feedback on this 
and all of our publications. 
 
And now on to business! Financial markets have staged an impressive rally 
since hitting the cyclical lows back in March as aggressive government policy 
action helped to stabilize the financial system; arrest the freefall in economic 
activity, and ease the threat of deflation. But now comes the hard part.   
 
It will require much more than just confirmation that the rate of deceleration 
has eased in order for markets to move higher from here.  In short, the “green 
shoots” of recovery must eventually give way to a self-sustaining economic 
expansion.   
 
While the process is likely to be bit bumpy in the near-term, it remains our 
view that the rebound in risk assets will extend through the balance of the 
year. We therefore retain our overweight in risk assets, but continue to 
recommend a selective approach. 
 
 

 
 
 
Mike Ryan 
Head, Wealth Management Research-Americas 
 

 

 
Stephen Freedman 
Strategist, Wealth Management Research-Americas 
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The sharp recovery in financial markets since 
early March has been impressive.  The question of 
course, is where we go from here.  Some sort of 
near-term consolidation is likely given how 
quickly markets have moved.  However, it 
remains our view that the economic repair 
process remains intact, stocks will continue to 
grind higher, and that credit spreads will 
compress still further. 
 
Now for the hard part 
Equity markets staged a stunning rally through mid-
June, with the S&P 500 having risen about 40% from 
the lows set in early March (Figure 1). Credit markets 
registered equally impressive gains, with investment 
grade spreads having narrowed by more than 250 
basis points and high yield bond prices having risen by 
27% over the same period (Figure 2).  This sharp 
recovery in financial assets is largely attributable to 
three factors: 1) an easing of the acute systemic risks 
that appeared to threaten the stability of the entire 
financial system; 2) accumulating evidence that the 
freefall in economic activity is gradually abating; and 3) 
a sharp recovery in commodity prices which suggests 
the period of maximum deflationary risks has passed. 
Keep in mind of course that this rebound has occurred 
amid a diminished set of expectations. Against a 
backdrop of extreme financial market dislocation and 
sharply decelerating growth, upside surprises were 
almost to be expected. 
 
 
But now comes the hard part. In order for equity and 
credit markets to extend the current gains, it will 
require more than just a further slowing in the rate of 
deceleration.  Policymakers have already pulled out all 
the stops with regard to monetary and fiscal policy 
options. These aggressive deflationary efforts and 
stimulus steps have clearly played a role in helping to 
stabilize the current cyclical outlook. But in the 
absence of incremental good news on the macro front 
and/or evidence that corporate earnings are moving 
off their trough, it will be difficult for risk assets to rally 
further in the near term.  It continues to be our view 
that the recovery remains intact and that stocks will 
grind higher over the next 6 to 12 months as 
recessionary pressures abate and still-attractive equity 
market valuations support further upside. However, 
the process will be a more gradual and grinding one 
going forward. In contrast to the past three months 
during which the economic release data largely 
surprised to the upside, financial asset rallies were 
deep and extended and market pullbacks were short 
and shallow, the outlook for the next three months is 
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Figure 1: Equity markets staged a stunning rally 
through mid-June 
S&P 500 stock index 
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Figure 2: Significant tightening of credit spreads in ‘09 
Credit Spreads in Basis Points 
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Figure 3: Deceleration in economic activity is gradually 
abating 
US Economic Surprises (actual vs. consensus, 8 weeks) 
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decidedly more mixed.  
 
 
Marginally less worse 
As we’ve already noted, financial market participants 
have been cheered by evidence that the deceleration in 
economic activity is gradually abating. This is best 
illustrated by looking at an "economic surprise index," 
which attempts to capture the directional divergence 
between consensus estimates for high frequency 
economic data and the actual readings (Figure 3).  
After a lengthy period during which most of the 
surprises were to the downside, the index shifted 
direction sharply beginning in March as more of the 
releases came in above the consensus expectations.  It 
wasn’t that the economy was showing signs of 
material improvement, but rather that the downturn 
had become marginally “less worse.”  Still, the data 
does reflect a shift in the cyclical outlook as the grip of 
recession gradually loosens. The mere whiff of recovery 
has been enough to lift risk assets off the depressed 
levels reached during the spring. 
 
But sustaining upside momentum within markets is 
increasingly dependent upon evidence that the 
recovery process is gaining some traction. In the 
Economic section on page 12, our US Economist, 
Thomas Berner, reiterates his view that the US will post 
positive GDP growth during the second half of the 
year. He argues that after suffering through the worst 
consumer-led recession since the 1980s, US household 
spending is finally stabilizing. The combination of a 
rebound in the purchases of consumer durables such 
as cars and appliances, the lagged impact from the 
fiscal stimulus package and an overall improvement in 
consumer sentiment will all contribute to a second half 
rebound (Figure 4).  Still, our economics team cautions 
that this recovery will be a relatively shallow and fragile 
one. The dismal state of labor market conditions, 
general lack of credit availability and/or further erosion 
in the housing market could all serve to undermine 
economic revival. Regardless, we continue to look for 
the economic data to keep improving - albeit at a 
gradual pace - as the recovery process gains traction.  
 
 
Off the trough 
The rebound in equity and credit markets has also 
been fueled by better-than-expected corporate profits. 
While earnings continued to decelerate during the first 
quarter amid further write-downs of problem assets at 
financial institutions and weakening demand growth, 
company profits still beat analyst estimates by a fairly 
healthy margin. Chastened by a long string of earnings 
misses and sobered by more downbeat guidance from 
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Figure 4: Consumer confidence improving but remains 
cyclically depressed 
University of Michigan Survey of Consumer Confidence Sentiment 
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Figure 5: Positive earnings surprises during 1Q09 off of 
diminished expectations 
Earnings Surprises Vs. Consensus, in % 
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Figure 6: Massive balance sheet expansion for the Fed 
over the last year 
Federal Reserve Banks’ Total Assets, in USD billion 
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company management, many analysts had slashed 
their earnings estimates aggressively for 2009. Against 
this backdrop of diminished expectations, the ratio of 
earnings “misses” that were above the consensus 
expectations outpaced the below consensus earnings 
surprises by a ratio of more than two-to-one during 
the first quarter (Figure 5). Well-timed disclosures by 
several high profile bank CEOs indicating that their 
companies were making money on an operating basis 
provided additional support to the markets. As was the 
case with the economic release calendar, the bar was 
set pretty low and the opportunity to surprise to the 
upside was substantial. 
 
But here again, market participants are already 
beginning to reset expectations with regard to 
earnings. While analysts haven’t raised estimates much 
in the wake of positive Q1 surprises, markets have 
already discounted a bottoming out of the business 
cycle into current prices. In order to move higher from 
here, companies would not only need to demonstrate 
that earnings are approaching a trough, but that 
recovery is taking hold and profits are poised to 
recover. On this front, it would appear that there is 
some room for disappointment. While S&P 500 
earnings get an artificial boost with the removal of GM 
from the index, evidence of a material improvement in 
the profit picture is unlikely to emerge immediately. 
Companies have moved aggressively to cut costs to 
reflect the weaker operating environment, but it will 
take time for these efforts to yield any meaningful 
payoff. In the meantime, continued cyclical headwinds 
and prospects for a further deterioration in bank assets 
(e.g., commercial real estate, consumer credit) will 
serve to remind investors that the earnings recovery 
will come in fits and starts. 
 
 
A mixed bag 
So looking forward through the end of this year, we 
find something of a mixed bag for financial markets 
overall. On the plus side, we find modestly 
undervalued risk assets, a still supportive policy 
backdrop, a gradually unfolding economic recovery 
process and an ample supply of cash sitting on the 
sidelines. Consider the following: 
 

• Still attractively valued: Despite the recent rally 
and a more sober assessment of earnings 
growth prospects, our valuation model still 
suggests that equity markets are about 20% 
undervalued at current levels. Likewise, credit 
spreads remain at levels that appear to be 
discounting a much more extreme default 
scenario than we are presently forecasting. 

Figure 7: Re-allocation into equities still at an early 
stage 
Money Market Assets as a % of S&P 500 Market Capitalization 
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Figure 8: An over-leveraged consumer sector 
Ratios of US Households’ Financial Liabilities to Disposable Income 
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Figure 9: Credit conditions remain tight but are 
improving 
UBS WMR US Credit Health Thermometer 
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• Accommodative policy mix: The Fed remains 
committed to both a “zero-rate” policy and 
continued expansion in the Fed balance sheet 
in order to keep rate increases in check (Figure 
6). Meanwhile, deployment of the fiscal 
stimulus package and the extension of bank 
recapitalization efforts will serve to support 
the economic recovery process. 

• Economic recovery:  As we’ve already noted, 
the economic data is hardly reflective of a 
traditional robust consumer-led economic 
expansion. However, recent releases do 
suggest that the grip of recession is gradually 
easing, and that the economy will move back 
into positive territory during the second half of 
the year. 

• High cash balances: Cash balances surged 
during the financial crisis amid a massive shift 
into safe haven assets (Figure 7). While a 
portion of this shift may reflect a permanent 
change in risk preferences, much of this 
current cash balance likely represents a short-
term “parking” of funds. The prospect for 
gradual recommitment of this cash to risk 
assets represents a source of intermediate-
term support for the markets. 

 
Challenges ahead 
Of course, the market recovery process will also face 
some challenges in the weeks and month ahead. The 
negatives include a debt-burdened consumer, a less 
than fully functional financial sector, a sharp 
deterioration in the fiscal outlook and a threatening 
geopolitical backdrop. Reflect upon the following: 
 

• Consumer deleveraging: Consumer debt 
burdens exploded over the course of the past 

seven years, reaching unsustainably high levels 
by the end of 2007. While the process of 
unwinding this debt has been in progress for 
much of the past year and a half, the ongoing 
repair of personal balance sheets will serve to 
limit the level of consumer participation in the 
economic recovery (Figure 8).    

• Credit constraints: As the credit crisis has 
eased, conditions within the financial system 
have begun to stabilize in response to a 
massive policy response. However, our credit 
conditions thermometer indicates that the 
current environment has yet to fully normalize 
(Figure 9). This suggests that the credit 
creation process remains impaired, and that 
financial institutions will be slow to re-engage 
in risk taking. 

• Fiscal imbalance: According to the 
Congressional Budget Office (CBO), the deficit 
for the current fiscal year will reach $1.87 
trillion (about 15% of GDP), and then likely 
remain above the $1 trillion threshold for 
much of the next decade (Figure 10). The 
prospects for massive supply of Treasury debt, 
coupled with mounting reluctance on the part 
of global investors to hold dollar-denominated 
assets, could undermine the recovery.  

• Geopolitical threats: Threats of missile 
launches on the Korean peninsula, ongoing 
conflict in both Iraq and Afghanistan and 
growing unrest in Tehran serve as intensifying 
reminders that this is still a dangerous world. 
While there is never an absence of geopolitical 
risks, the current fragile state of the global 
economy and the lingering sense of risk 
aversion suggest that the stakes are even 
higher this time around. 

 
Figure 10: Budget deficit will rise amid a massive 
stimulus package and deep recession 
US Federal Budget Deficit / Surplus as a % of Nominal GDP 
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 Figure 11: Further gains likely 
US stock market performance around market bottoms 
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Conclusion 
The sharp recovery in financial markets since early 
March has been impressive. The question, of course, is 
where do we go from here? Some sort of near-term 
consolidation is likely given how quickly markets have 
moved. Keep in mind that market recoveries rarely 
proceed without periodic pullback—and this one is 
unlikely to be any different.  However, it continues to 
be our view that the economic repair process remains 
intact, stocks will continue to grind higher and credit 
spreads will compress still further. Even though 
equities typically bounce back smartly in the first three 
months following a market trough, a review of each 
bear market since 1920 reveals that stocks continued 
to move higher over the ensuing nine-month period as 
well (Figure 11). Against this backdrop, we continue to 
recommend that investors retain an overweight within 
risk assets, but recognize that the road ahead is apt to 
be a rather bumpy one. 
 
Mike Ryan, CFA® 
Head of WMR-Americas  
mike.ryan@ubs.com 
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 Market Scenarios 

In the table below, we discuss four potential market scenarios for the 12-month horizon and assign a 
probability to each.   
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 The global economy emerges from 
recession.  

 The recovery is slow and protracted 
because of deleveraging pressures on 
the consumer and the financial sector. 

 The slack in the economy keeps 
inflation from picking up. 

 

  Source: UBS WMR    
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 The strong policy impulse eventually 
filters through the economic and 
financial system.  

 The economy snaps back to its longer 
term growth relatively surprisingly 
quickly as the consumer reengages. 

 Commodity prices rise moderately 
without derailing the recovery. 

  Source: UBS WMR   
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 Rising commodity prices set an 
inflationary process in motion and 
contribute to choking the emerging 
recovery. 

 The combination of rising price levels 
and weak growth prospects poses 
significant challenges to most financial 
assets.  

 
  Source: UBS WMR   
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  Policy measures prove inadequate and 
fail to put a break on falling global 
asset prices.  

 Consumer and investment demand 
continue to plummet driven by a 
continued deleveraging and tightening 
in credit markets.  

 A further fall in commodity prices and 
a rapid rise in excess capacities lead to 
deflation expectations, exacerbating 
the decline in aggregate demand. 

  Source: UBS WMR    
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Mirror images 
The first months of the Obama administration have 
reminded many of the early days of Franklin 
Roosevelt’s first term in office.  Like FDR, President 
Obama inherited a protracted economic downturn, 
severe financial market crisis and volatile geopolitical 
backdrop. But it has also been this president’s 
hyperactive policy responses that have prompted the 
most direct comparisons to President Roosevelt. In an 
effort to neutralize the effects of a complete collapse 
in economic activity during the Great Depression, the 
Roosevelt administration created a virtual alphabet 
soup of federally funded programs to help support the 
economy. Likewise, President Obama has used the full 
weight of the federal government to try to diffuse 
both a credit crisis and an economic recession.   
 
But while many have appropriately drawn comparisons 
between the Roosevelt and Obama administrations, 
we also tend to see strong similarities with another 
20th century president—Ronald Reagan. Their political 
philosophies are practically polar opposites—near 
mirror images of one another. Nonetheless, there are a 
number of parallels between the Reagan and Obama 
presidencies. In both cases, they: 
 

 Followed a deeply unpopular president and 
were ushered into office with large electoral 
mandates 

 
 Inherited a severe economic downturn and 

financial market crisis 
 

 Came into office when the standing of the US 
in the world had been severely undermined 
by the policies of the prior president  

 
 Were locked in differing levels of conflict with 

bitter ideological adversaries abroad (radical 
Islam for Obama, communism for Reagan) 

 
 Were master communicators who utilized 

populist rhetoric to tap into discontent with 
the status quo  

 
 Were ideologically driven politicians who used 

a crisis environment to usher in a 
fundamental shift in the roles between the 
public and private sectors, perhaps the most 
important commonality of all   

 
At its core, the “Reagan revolution” was built on a 
relatively simple and straightforward assumption—the 

belief that the public sector was the source of many of 
our problems, and that the private sector was the key 
to the solutions. While President Obama hasn’t been 
nearly as blunt as President Reagan in articulating his 
vision, the current view on Capitol Hill is that the 
private sector has been the source of most of our 
problems and that the public sector will need to 
provide many of the solutions. This represents the 
most profound shift in the ideological landscape since 
the Reagan Revolution, and marks a critical inflection 
point in the roles of the public and private sectors. It’s 
still too early to determine whether or not the current 
administration’s approach will prove decisive in 
effecting financial market stabilization and economic 
recovery. However, it is appropriate to reflect on what 
long-term implications this expansion in government 
will have on economic activity, inflation, productivity 
and returns on financial assets. 
 
Never waste a good crisis 
To be fair, the Obama administration inherited both 
the financial crisis and the economic recession from 
the previous administration. Likewise, the President 
and his staff were not the original architects behind 
the massive government policy response to the crisis.  
However, the administration has seized on the current 
challenging economic and financial backdrop to 
promote an increasingly activist agenda. Shortly after 
the election, President Obama’s Chief of Staff, Rahm 
Emanuel, essentially told a group of business leaders 
that one should not let a serious crisis to go to waste. 
After just five months in office, it is clear that the 
administration is looking to leveraged the crisis to 
expand the reach of government through a whole host 
of initiatives including energy policy, overhaul of taxes, 
healthcare reform, industrial restructuring and financial 
market reregulation. What remains uncertain, 
however, is whether this shift will prove enduring or 
merely transient.  
 
Gauging the impact 
An exhaustive review of the policy initiatives already 
passed, currently being proposed or under 
consideration by the administration, is well beyond the 
scope of this report.  However, we can reflect on how 
this shift toward broader government control—
whether out of necessity or design—will likely impact 
both the economic and financial market outlook. 
Consider the following: 
 

 Slower growth: Aggressive moves by the 
administration to recapitalize the financial 
sector, ease credit market conditions and 
stimulate demand growth through passage of 
a fiscal stimulus likely helped to stabilize the 
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economy. Looking forward, however, the 
prospects for higher tax rates, increased 
government regulation, heightened business 
expenses, the undermining of the bankruptcy 
code and greater energy costs could all serve 
to dampen growth. The administration rightly 
argues that elements of healthcare reform and 
energy policy could yield both lower costs and 
new economic benefits. What’s more, since 
the biggest drag on the economy remains a 
debt-burdened consumer, any effort to rebuild 
confidence should be supportive of growth as 
well. Overall, however, the encroachment of 
government is likely to hobble business 
somewhat and lower the underlying rate of 
growth for the economy. The question, of 
course, is one of degree and magnitude—as 
well as how other aspects of the 
administration’s policy moves may serve to 
offset these drags on growth. 

 
 Mixed inflation outlook:  Given the current 

level of slack in the economy, deflation 
continues to pose the more immediate and 
acute threat. What’s more, a debt-burdened 
consumer sector, still-ample global supply and 
only gradual thawing of credit conditions 
indicate that the recovery process will be a 
protracted one. This suggests that near-term 
inflation risks will remain limited. However, 
once the output gap closes, policymakers will 
need to begin unwinding current 
accommodative conditions so that inflation 
expectations aren’t permitted to build. Keep in 
mind that loose monetary policy and 
expansionary fiscal policy have traditionally 
been the kindling for inflation fires in the past. 
The combination of zero rates, a rapidly 
expanding Fed balance sheet and massive 
budget deficits raises the stakes with regard to 
inflation risk. While a repeat of the double-
digit inflation that was present in the late 
1970s and early 1980s is extremely unlikely, 
reflation risks are apt to increase along with 
the footprint of the public sector.  

 
 Rising budget deficits: Once again, President 

Obama did not set the federal budget on 
course for trillion dollar deficits. The 
combination of military conflict in both Iraq 
and Afghanistan, increased entitlement costs 
and the tax cuts engineered by President Bush 
had already undermined the nation’s fiscal 
position. Deficits then surged as the financial 

crisis and economic recession prompted the 
federal government to backstop banks and 
offset the cyclical downturn. Yet the current 
administration has raised the fiscal stakes even 
further. In the wake of passing a $787 billion 
stimulus package, President Obama followed 
through with proposed budgets that would 
expand spending on a broad set of initiatives, 
including education, healthcare, alternative 
energy, mitigation of climate change and 
middle class tax relief. While the President has 
sounded a tougher tone recently with regard 
to reigning in spending in response to global 
concerns over the impact upon US dollar 
assets, the effort lacks both credibility and 
critical mass. It would therefore appear that 
the fiscal position will continue to deteriorate, 
as spending on a broad set of programs kicks 
into gear and deficits surge above the $2 
trillion mark. 

 
 Lower asset returns: The new golden age of 

financial assets that stretched roughly from 
the early 1980s to the mid-2000s has clearly 
drawn to a close. The combination of 
government deregulation, economic 
liberalization, financial sector innovation and 
economic globalization contributed to an 
environment of decelerating inflation, rising 
productivity, expanding trade and above-trend 
growth. In the aftermath of the financial crisis, 
many of the drivers behind the high returns on 
numerous types of risk assets will be absent. In 
all fairness, these events had already been set 
in motion long before President Obama ever 
took the oath of office. Moreover, things were 
likely to unfold in much the same way, 
regardless of who sat in the White House. Still, 
the tendency of the administration to seek 
higher taxes, embrace more costly energy and 
environmental policy options, as well as 
promote increased regulatory oversight could 
further depress the returns on financial assets. 

 
Conclusion 
It would appear that the Obama administration is set 
to usher in the most significant shift in the roles of the 
public and private sectors since Ronald Reagan. The 
intervention of the federal government has been 
critical to helping stabilize the financial system and 
support the economic recovery process. What’s more, 
there may be genuine benefits that emerge from a 
more proactive stance on issues related to healthcare 
reform, mitigation of climate change and restructuring 
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of the financial sector. However, all of this comes at a 
cost. An expansion of the government’s reach could 
well serve to dampen growth, increase inflation risks 
and impair returns on financial assets. Keep in mind, 
however, that nothing is predetermined. The 
President’s policies may ultimately turn out to be less 
heavy-handed than many now fear. Likewise, the 
administration could also choose to reverse course if 
policies prove especially unpopular. Finally, the 
electorate itself may elect to change direction during 
the congressional mid-term elections. How this all 
plays out will have a material impact on the fortunes of 
investors. 
 
Mike Ryan, CFA® 
Head of WMR-Americas  
mike.ryan@ubs.com 
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US: positive forces taking the upper hand 
The US economy, broadly speaking, appears torn 
between two major negative and positive forces. The 
driving forces shaping recent economic developments 
have been the housing recession and the credit bust 
on the negative side, and the massive monetary and 
fiscal policy responses on the positive side. At this 
point, we think that the positive forces are gaining the 
upper hand, and therefore continue to expect a cyclical 
recovery with positive growth ensuing in the third 
quarter of this year and beyond. However, we view 
this more as a cyclical bounce, rather than a structural 
recovery, which cannot unfold on a sustainable basis 
until house prices have bottomed and credit conditions 
are back to normal. We are looking for the former to 
happen in early 2010, while the latter is unlikely to 
materialize until late 2010, in our view. Overall, we 
expect a moderate growth recovery in the second half 
of 2009 through 2010.  
 
All roads lead to the US consumer  
The fate of the US economy remains intricately linked 
to that of the US consumer. In fact, we view 
stabilization in US consumption as absolutely necessary 
for a broad-based recovery to take hold; otherwise, 
businesses are likely to continue disinvesting and laying 
off employees. After rising in the first few months of 
the year, retail sales for April and May confirm our 
view that consumption may have contracted 
moderately in the second quarter. With real wages, 
house prices and credit availability all pointing south, 
the fiscal and monetary policy stimulus is practically the 
only support on which the US consumer can currently 
rely.  
 
 

Massive policy impulse gains traction 
Policy makers have delivered an unprecedented policy 
response. On the monetary side, inflation-adjusted 
broad money is growing at its highest pace since the 
1950s, a sign that the Fed’s massive liquidity injection 
is finding its way into consumer pockets.  
 
On the fiscal side, the consumer-related portion of the 
fiscal stimulus package was fully rolled out in May and 
is aiding consumer purchasing power. It remains our 
view that the fiscal stimulus of about USD 40bn per 
quarter through mid-2010, in the form of tax breaks 
and transfer payments, will be enough to pull the US 
consumer out of recession.  
 
Europe and Japan are lagging 
The recession has been much deeper in Europe than in 
the US, and is also taking longer to show signs of 
recovery. In the first quarter 2009, the Eurozone 
economy shrank by a whopping 10% at an annualized 
rate, with growth rates for individual countries ranging 
from -4.8% for France to -15.2% for Germany. 
However, even in Europe, leading indicators show that 
the economy has passed the deepest point of the 
recession. 
 
That said, the case for a strong structural turnaround 
in continental Europe is even less compelling than for 
the US. The European Central Bank (ECB) has been 
unwilling to go down the path of quantitative easing. 
Most of the liquidity that was required to thaw credit 
channels in the aftermath of Lehman’s bankruptcy has 
been mopped up. Moreover, we do not expect the 
ECB to cut interest rates further, but rather to leave 
them at 1% for the foreseeable future. And although 
government budget deficits in the Eurozone will likely 

Economic Outlook 

 
Figure 12: Deep recession, moderate recovery 
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Source: Datastream, UBS WMR, as of 24 June 2009 

 

 Figure 13: Core CPI disinflation cycle through 2010 
Consumer Price Index, year-over-year change in % 
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increase in 2009, they are dwarfed by the deficits in 
the US and the UK, where policy makers have been 
much more willing to finance spending programs. 
 
Japan also appears to have hit bottom in the first 
quarter of 2009, and we now expect the economy to 
expand in the months ahead. However, the starting 
point for this recovery is from a very deep hole, as 
output fell 9.7% in the first quarter compared to a 
year before. 
 
Decoupling is back 
While emerging markets in general, and China in 
particular, slowed sharply as the global financial crisis 
unfolded, they are weathering the storm much better 
than developed economies. Some large, relatively 
closed economies like India and Brazil were less 
affected by the crumbling of global exports at the end 
of 2008. Others, especially China, have also used 
monetary and fiscal policy tools to boost their 
economies. 
 
China's slowdown at the end of 2008 was dramatic in 
scope. While Chinese economic growth never actually 
turned negative, it fell to a level last seen during the 
Asian financial crisis a decade ago. The recovery in the 
first quarter, which so far seems to be continuing in 
the second, is spectacular. The main driver is 
government spending measures, but there is also 
evidence of an acceleration of household consumption 
expenditures. 
 
Thomas Berner, CFA® 
US Economist  
thomas.berner@ubs.com 
 

Economic Outlook 

Figure 14: Real activity contraction is abating 
Regional Purchasing Manager Indexes, Standardized 
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Figure 15: Disinflation is apparent in key economies 
Consumer Price Indices, year-over-year change in % 
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Figure 16: Housing construction is bottoming Out 
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Figure 18: Clear cyclical turning point visible in credit 
health and real activity 
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Figure 20: Money Supply 
Money supply has to grow by much more to offset tight credit 
conditions 
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 Figure 17: High housing inventory will keep downward 
pressure on prices 
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Figure 19: Further upward pressure on the savings rate? 
US Savings rate and ratio of net wealth to disposable income ratio 

-2
0
2
4
6
8

10
12
14

Q1 1950 Q1 1960 Q1 1970 Q1 1980 Q1 1990 Q1 2000 Q1 2010

3.5

4

4.5

5

5.5

6

6.5

Savings rate (actual, ls)
Net wealth to disposable income ratio (rs)

in % of disposable personal
income

inverted scale

 Source: Datastream, UBS WMR, as of 24 June 2009 
 
 
 

Figure 21: Federal Government Budget Balance 
The government fix has ripped a hole into government coffers 
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Figure 22: Asset Classes 
Total Return in USD and % 
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Figure 24: International Fixed Income 
Total Return in USD and % 
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Figure 26: US Fixed Income 
Total Return in USD and % 
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 Figure 23: International Equity 
Total Return in USD and % 
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Figure 25: US Equity 
Total Return in USD and % 
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Figure 27: Currencies 
Appreciation vs. USD in % 
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Cyclical recovery and valuations supportive of 
equities 
The rally that started in early March appears to have 
lost some steam. This was to be expected at some 
stage as, following market bottoms, rallies rarely 
follow a straight-line path upward. The rally has been 
fueled by a realization that a further financial 
meltdown and large-scale bank nationalizations were 
not in the cards. Positive economic data surprises and 
exceedingly cheap valuations further contribute to the 
rebound. As our feature article highlights, further 
positive surprises will be less likely to come by from this 
point on. This suggests that extrapolating recent equity 
market performance into the future is hazardous. 
 
Nonetheless, we continue to believe that equities can 
climb higher during the next 9 to 12 months, and are 
likely to outperform fixed income and cash investments 
over that period. We therefore recommend that 
investors maintain a moderate tactical overweight to 
equities. At the very least, we believe investors who are 
currently underinvested in equities must consider 
rebalancing their equity portfolio allocation back to 
their longer-term strategic asset allocation. 
 
Equities remain attractively valued across various 
metrics. Valuations based on our proprietary dividend 
discount model suggest that equities have roughly an 
additional 20% upside. This assessment incorporates 
our expectation that the longer term real growth rate 
of earnings is likely to be up to 1 percentage point 
lower in the future than in recent decades. Other 
equity valuation measures such as Price-Earnings ratios 
or equity risk premiums remain in moderately attractive 
territory. 
  

The cyclical recovery that we expect to see in the 
second half of the year is a key reason why we 
anticipate that equity markets will progressively move 
higher. Historically, it has been a relatively reliable 
pattern that economic recoveries are followed by 
several quarters of equity market outperformance. And 
while this recovery is unlikely to be of a V-shaped 
nature, the extent of equity market correction during 
bear markets does suggest that a cyclical rally could 
continue further.  
 
From a market sentiment and timing perspective, 
although the rally may prove difficult to sustain in the 
near term, and pullbacks are quite possible during the 
summer, we would view such occurrences as a healthy 
consolidation. We believe it is not likely that the March 
lows will be retested. We note, in addition, that there 
remains an unprecedented amount of cash on the 
sidelines, parked in money market accounts. Hard data 
confirms that these funds could start to be redeployed 
into equity markets as signs of a cyclical stabilization. 
Such flows could benefit equity markets. 
 
Commodities to benefit from a pickup in global 
demand 
We have upgraded our tactical commodities allocation 
to moderate overweight from neutral, while reducing 
our exposure in the fixed income markets.  
 
Commodity prices have recovered since hitting rock 
bottom in the first quarter and are now up 8% year-
to-date on a total return basis. We believe that, on 
average, commodities are trading at their marginal 
costs of production. They are therefore no longer very 
cheap on this measure. 
 

Asset Classes 

 
Figure 28: Asset Classes Preferences 
Tactical Deviations from Benchmark 
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 Figure 29: Asset Classes and Regional Preferences 
Tactical Deviations from Benchmark 
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However, we believe that most commodity markets 
should benefit from a global cyclical recovery. Global 
demand for commodities is likely to improve as the 
global economy returns to positive growth in the 
second half of 2009. Moreover, demand for 
commodities is heavily influenced by conditions in 
emerging markets economies, particularly in emerging 
Asia. We expect these regions to recover faster than 
large parts of the developed world. From a longer-term 
perspective, given the large amount of central bank 
liquidity in the financial system, we view commodity 
investments as an attractive hedge, should inflationary 
concerns return to financial markets. Finally, we also 
believe that the dollar weakness that we expect to see 
ahead will provide additional support to commodities. 
 
After the sharp recent rebound in commodity markets, 
a near-term pullback is quite possible. However, while 
speculative flows into commodities have resumed, they 
are far from those observed at the market peak in July 
2008, suggesting that commodity markets are by no 
means overbought. 
 
Stephen Freedman, CFA® 
Strategist  
stephen.freedman@ubs.com 
 
 
 
 

Asset Classes 

Figure 30: Asset Class Scorecard 
Scores range from -3 (very unattractive) to +3 (very attractive) on 
each dimension 

  Valuation Cyclical  Timing 

Equities 1 1 -1 

Commodities 0 2 -1 

Fixed Income -1 -1 0  

Source: UBS WMR, as of 26 June 2009 

  
Figure 31: Equity risk premium suggests US equities are 
attractive vs. bonds 
Earnings yield minus real bond yield y
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Asset Classes: Chartbook  

Figure 32: Typical pattern around market bottoms 
Average Cycle since 1970 
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Figure 34: Extreme bearishness has receded 
Net Bullish Sentiment of Individual Investors 
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Figure 36: Commodities to benefit from cyclical 
recovery 
Commodity Price Changes and Leading Indicators 

 Source: Reuters EconWin, UBS WMR, as of 24 June 2009   

 Figure 33: Economic cycle turning in favor of equities 
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Figure 35: Sharp decline in risk aversion 
VIX Equity Volatility Index 

 Source: Reuters EconWin, UBS WMR, as of 24 June 2009 
 
 
 

Figure 37: Commodity valuations appear fair 
Overvaluation relative to Marginal Costs of Production 
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Tilt Portfolios Away from US Assets 
Among international equity markets, we recommend 
tilting portfolios away from US equities into foreign 
stock markets. Our preference for non-US over US 
equities is currently mainly a result of the view that the 
US dollar has depreciation ahead. Emerging markets 
(EM) equities are currently our favorite regional equity 
bloc. 
 
If we consider equity market factors alone, we believe 
that the relative attractiveness of US and other 
developed equity markets is broadly even, at this stage. 
Present valuations speak against the US. Our dividend 
discount model suggests that non-US developed 
equities are over 10 percentage points cheaper than 
their US counterparts. The gap is particularly clear in 
the case of European countries. On more traditional 
valuation measures such as Price-Earnings ratios, the 
US equity market currently trades at above 14 times 
the earnings of the next 12 months, while the UK and 
the Eurozone are below 12 times on the same metric. 
Japan appears rather expensive, while EM are fairly to 
somewhat overvalued, depending on the measure. 
 
The cyclical picture clearly favors EM equities, while 
European countries and Japan are still severely 
challenged. This year, we expect European economies 
to contract faster than the US, a view which appears 
only partly reflected in consensus earnings 
expectations.  
 
Our preference for EM equities is based on our 
expectation that they will benefit most from the 
cyclical recovery that is currently in the making. EM 
equities tend to outperform other markets during 
economic recoveries. Various EM economies have been 
less severely affected by the global slowdown, in 
particular, the relatively inward-oriented economies of 
China and India. Support from huge fiscal packages in 
China and Korea, an increase in commodity prices and 
positive election results in India and Indonesia are 
additional factors suggesting positive growth 
prospects. Moreover, longer-term growth prospects 
are also supportive of EM countries. We believe that 
their process of convergence to income per capita 
levels more in line with developed economies will soon 
resume.  
 
Still bearish on the US dollar 
Our cautious stance on the US dollar remains the main 
reason why we suggest shifting into international 
equities. The monetary and fiscal policy impulse in the 
US has dwarfed measures taken in many other 
countries. And while these measures already appear to  

Figure 38: Equity regions 
Tactical Deviations from Benchmark 
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Figure 39: Fixed income regions 
Tactical Deviations from Benchmark 
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Figure 40: Earnings momentum and growth 
expectations 
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be tilting near-term economic prospects in favor of the 
US, they are also likely to lead to sharply rising 
government debt and inflation concerns further down 
the road. Both factors should weigh on the dollar 
relative to most other currencies. We also believe that, 
just as the dollar benefited from rising risk aversion in 
2008 in a flight to quality, a further normalization in 
market sentiment and a return of currency carry trades 
should create further headwinds for the dollar. 
 
Preference for non-US fixed income  
Currency considerations are also the main drivers of 
our pecking order within international bond markets. 
Among the major developed bond markets other than 
Japan and Switzerland, bond yields are remarkably 
close together, at this stage. This suggests that there is 
presently no major misvaluation across regional bond 
markets. Here too, our bearish dollar view leads us to 
prefer non-US markets. Within non-US fixed income, 
we prefer European markets and are cautious 
regarding the Japanese bond market. We expect the 
yen to weaken across the board including against the 
dollar. The yen benefited even more than the dollar for 
last year’s risk aversion spike, as a sharp reversal of the 
carry trade boosted the Japanese currency. With risk 
appetite returning to the market and carry trades 
possibly coming back into fashion, we feel the yen is 
the most obvious candidate for a funding currency to 
face renewed downward pressure. 
 
Stephen Freedman, CFA® 
Strategist  
stephen.freedman@ubs.com 
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Figure 41: European equities are cheaper than US 
stocks 
12-month forward Price-Earnings Ratios 

-
2
4
6
8

10
12
14
16
18
20

US

Non
-U

S d
ev

elo
pe

d

Eu
ro

zo
ne UK

Ja
pa

n EM
W

or
ld

30.5

Source: IBES, UBS WMR, as of 24 June 2009 

 
Figure 42: Deficit to hurt the dollar 
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Global recovery shapes our sector tilts 
It used to be that when the US sneezed, the rest of the 
world caught a cold. These days, the center of the 
corporate profit universe, even for US-based countries, 
has moved east. The powerful combination of a 
sustained economic recovery in China and a 
weakening US dollar should create upward price 
pressures for commodities. Broadly, we continue to 
favor US sectors that should benefit both from 
continued improvement in the domestic economy, 
stronger growth trends in emerging markets and the 
impact of a weakening US dollar.  
 
We are increasing our overweight in Energy, making it 
our largest overweight in our US sector strategy. WMR 
commodities analyst Dominic Schnider expects oil 
prices to top $80 per barrel before the end of 2009, as 
a sustained economic recovery in emerging markets 
coupled with a moderate recovery in the US and the 
Eurozone materializes and supports the price deck for 
crude. In general, energy-related shares have lagged 
the strong run-up in crude oil prices over the past few 
months. We believe this dynamic is unsustainable. 
Given our favorable outlook for crude oil prices, we 
expect Energy sector shares to move higher. 
 
We modestly reduce the magnitude of our overweight 
in the Consumer Discretionary sector by closing our 
overweight in Retailing. We continue to believe that 
Media stocks look inexpensive and are poised to 
benefit from stabilizing corporate profits (which, in 
turn, will drive corporate discretionary spending on 
advertising). However, the scope for further 
outperformance from the retailers appears more 
limited after its strong year-to-date outperformance 
and the recent rise in gasoline prices.  
 

We raise the Technology sector to moderate 
overweight from neutral. Technology earnings have 
been more resilient that we had previously anticipated, 
driven by strong recurring revenues (e.g., licensing, 
maintenance and services) for software companies. 
Sector valuations are fair, balance sheets are among 
the strongest of any sector and the sector should also 
benefit from emerging markets demand. 
 
Consumer Staples valuations have become more 
compelling over the course of 2009 and we raise the 
sector to moderate overweight from neutral. 
Consumer Staples have significant exposure to the 
emerging markets consumer, which has clear structural 
advantages compared to its domestic (i.e., US ) 
counterpart. The prospect of a weaker dollar is also a 
plus for this globally oriented sector. And at 13 times 
forward earnings, absolute valuations are about as low 
as any time in the past 25 years. 
 
We move the Industrials sector to neutral from 
moderate underweight. Weak housing and auto-
related end-markets are likely to weigh on profits, but 
revenues from energy infrastructure and related 
services should pick up. We favor the transportation 
group—notably the rails—over capital goods 
manufacturers.  
 
Materials, Telecommunication services and Financials 
remain neutral in our sector strategy. The Materials 
sector should benefit from a weakening dollar and 
resilient emerging markets demand supporting 
commodity prices, but earnings momentum is poor 
and forward- looking estimates appear overly 
optimistic. Financials have rallied sharply over the past 
three months as easing fears of potential bank 
nationalization combined with better-than-expected 

US Equities: Sectors 

 
Figure 43: Energy stocks have significantly lagged the 
run-up in oil prices 
Price of crude oil and the S&P 500 Energy sector, indexed to 100 
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Source: Bloomberg and UBS WMR, as of 24 June 2009 

 Figure 44: Further strong Retail outperformance 
unlikely 
S&P 500 Retail industry performance and S&P 500, year to date 
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first quarter profits have bolstered investor confidence 
that the stronger financial companies may be able to 
“earn their way out” of their current malaise. We 
remain cautious that the rally in the Financials can 
continue, however, following the recent strong equity 
issuance (diluting existing shareholders’ share of 
earnings) and the overhang of losses spreading from 
loans on residential mortgages to commercial and 
consumer loans.  
 
Telecom fundamentals are more challenging, but that 
appears to be already factored into valuations. Wireless 
segments continue to benefit from an increasing 
number of applications on “smartphones,” boosting 
profitability. But high levels of capital expenditures and 
weak wireline and broadband segments remain a 
headwind.  
 
We increase our underweight in Health Care and 
Utilities. Neither sector looks particularly expensive, but 
both face significant fundamental challenges. Low 
health care valuation multiples are likely to persist as 
long as President Obama’s health care reform agenda 
remains an overhang. In addition, pharmaceutical 
stocks will be confronted with a material “patent cliff” 
as many profitable drugs face patent expiration over 
the next two years. Cost-cutting has helped boost 
profits over the past two years but, without any visible 
signs of a pickup in revenues, we see little scope for 
relative outperformance for this defensive sector 
during the early stages of a broader economic 
recovery.  
 
Utilities typically underperform during economic 
recoveries; a cyclical recovery in interest rates mitigates 
the appeal of the sector’s high relative dividend yield. 
In addition, we believe there are downside risks to 
forward earnings estimates, based on potential 
additional equity capital needs and/or a reduction in 
regulated investment spending.  
 
Jeremy Zirin, CFA 
Senior Equity Strategist 
jeremy.zirin@ubs.com 

Figure 45: Tech and Materials top performers, 
Industrials have lagged 
Total return over the last month and year to date 
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Source: Bloomberg and UBS WMR, as of 24 June 2009 

 
Figure 46: Cyclical, global tilt to our sector strategy 
US sector allocation, tactical deviations from the benchmark 
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Note: Arrows indicate latest directional change.  
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As credit remains structurally tight, small-caps 
unlikely to outperform 
Within the US size categories (large-cap, mid-cap and 
small-cap), we continue to prefer larger companies. 
While the recovery phase of an economic cycle 
typically favors the higher beta, small-cap index, we 
believe that several fundamental factors limit the ability 
of smaller companies from enjoying their usual 
leverage to an economic and equity market recovery. 
First, the relative valuation between large- and small-
caps still favors large-caps. On earnings adjusted to 
reflect a cyclical recovery, (i.e., "normalized" 2010 
consensus earnings), large-caps trade at a 14% 
discount to small-caps. Perhaps more importantly, we 
believe that the earnings growth prospects for smaller 
companies over the next 12 to 24 months is weaker 
than for larger ones. Large-caps derive a far greater 
proportion of their earnings from overseas markets, 
while small-cap earnings are more sensitive to the 
cyclical components of the domestic economy. Given 
our expectations for a weaker US dollar and a sub-
trend recovery in US consumption, earnings for larger 
companies appear structurally advantaged. 
Additionally, as the cost of capital has increased, for 
smaller companies in this cycle, the access to capital 
has decreased. Credit conditions remain tight—
particularly for smaller companies that generally have 
weaker credit ratings than more financially stable, 
larger corporations. 
 
 
Taking profits: closing our growth overweight vs. 
value 
Growth stocks have staged an impressive rally thus far 
in 2009, outperforming the S&P 500 by 9% and value 
stocks by 14% (Figure 51). We have favored growth 

over value for some time on the thesis that: 1) relative 
valuation favored growth; 2) growth tends to 
outperform value when corporate profits decelerate, as 
has been the case since late 2007, since a greater 
“scarcity” value is applied to companies that are 
expected to deliver true secular earnings growth; and 
3) fundamentals for the Financials sector, which has a 
disproportionate weight in the Russell 1000 Value 
Index relative to its weight in the Russell 1000 Growth 
Index, continued to weaken.  
 
We are now tactically closing our growth overweight 
relative to value as each of our prior arguments has 
substantially weakened. Valuation considerations have 
become more neutral, particularly adjusting for a 
gradual, albeit muted, profit recovery for the Financials 
sector. S&P 500 profits likely experienced its worst 
year-over-year profit decline in the current cycle during 
the fourth quarter of 2008 (and the first quarter of 
2009, if you exclude volatile Financials sector earnings). 
We now expect a gradual improvement in S&P 500 
profit growth throughout 2009 and value typically 
performs in line to slightly better than growth coming 
out of recessions. Finally, we believe that sector 
influences have likely played the largest role in the 
recent strong year-to-date outperformance of growth 
over value, considering the strong outperformance of 
the Technology sector (pro-growth) combined with the 
underperformance of the Financials (pro-value). 
Prospects for the beleaguered Financials sector have 
recently improved (post stress test and capital raises), 
weakening the rationale for expressing a bias toward 
growth over value as a way to express our previous 
cautious view on the Financials sector.  
 
In our US equity strategy (Figure 47) we therefore 
reflect our neutral view between growth and value by 

 
Figure 47: Favor large-caps 
Tactical Deviations from Benchmark 
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Source: UBS WMR, as of 26 June 2009 

 

 Figure 48: Valuation is supportive for large-caps 
Z-Score of Trailing P/E (P/E), Price to Book (P/B), Price to Sales (P/S) 
and average Z-Score 
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equally splitting our overweight in Large Caps between 
Large Cap Growth and Large Cap Value. 
 
 
REITs—low valuation, but fundamentals remain 
challenging 
We find REIT shares to be modestly inexpensive based 
on historical valuation metrics such as Price to Funds 
From Operations (FFO). REIT FFO multiples compared 
to the S&P 500 P/E also look attractive relative to 
history. However, we believe the sector still faces a 
number of fundamental headwinds that will likely limit 
its upside. We therefore maintain a neutral weight on 
the sector. We believe many REITs will have to contend 
with lower occupancy rates and likely lower rental 
income over the next few quarters as businesses 
continue to pare back their real estate needs. The 
sector also needs to reduce leverage and/or refinance a 
substantial amount of debt. Refinancing debt in the 
current environment will generally lead to a higher cost 
of debt and will therefore depress forward FFO. 
Likewise, equity issuance, while helping to improve 
many REIT balance sheets, will also lead to lower 
forward FFO growth. Given the sector’s attractive 
valuations, we are looking for signs that the worst 
effects of the recession are abating before becoming 
more constructive on the group. 
 
Jeremy Zirin, CFA 
Senior Equity Strategist 
jeremy.zirin@ubs.com 
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Figure 49: In 2009, size hasn't mattered much 
2009 performance, indexed to 100 starting in 2009 
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Source: Bloomberg and UBS WMR, as of 24 June 2009 

 
Figure 50: Valuation modestly supportive for growth 
Z Score of Trailing P/E (P/E), Price to Book (P/B), Price to Sales (P/S) 
and average Z-Score 
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US Equities: Chartbook 

Figure 51: Growth has outperformed Value by 14% in 
2009 
Total return Growth relative to Value, indexed to 100 
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Figure 53: US Equity Sector Valuations 
Forward P/E and average over the past 10 years for S&P 500 sectors 

Sector Current fwd P/E Average P/E 10 Yr
Consumer Discretionary 17.0 19.6
Consumer Staples 12.8 17.5
Energy 14.1 14.7
Financials 15.2 12.7
Health Care 10.5 19.1
Industrials 13.4 17.2
Information Technology 15.9 25.9
Materials 21.1 16.1
Telecommunications Services 12.4 17.5
Util ities 11.0 13.6
S&P 500 13.8 17.1

 Source: Bloomberg, Datastream and UBS WMR, as of 24 June 2009 
 
 
 

Figure 55: Consensus S&P 500 EPS are stabilizing 
Year over year earnings decline actual and consensus estimates 
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 Figure 52: REITs attractively valued, but fundamentals 
remain challenging 
REITs price to forward FFO relative to S&P 500 forward P/E 
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Figure 54: Stocks are cheap, but not at extreme levels 
S&P price-earnings on 10-year average of real operating EPS 
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Figure 56: Risk-reward still favors cyclicals 
Equal-weighted relative performance of Cyclicals vs. defensives  
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Treasury Yields set to move higher 
This month, we are moving to recommend a short 
(below-benchmark) duration stance within taxable 
fixed income. We recommend that investors position 
portfolios in the short-to-intermediate range to help 
mitigate the risk of rising yields. Although we look for 
Treasury yields to remain range-bound short term, we 
believe that various elements are in place that could 
push Treasury yields higher over the next 12 months.  
 
First, the improvement in fundamentals associated 
with an economic recovery could add to investor risk 
appetite and a continued reversal of the flight-to-
quality trade. At the same time, the Congressional 
Budget Office estimates the federal budget deficit to 
be as high as $1.8 trillion for the next fiscal year, which 
is causing the supply of Treasury paper to surge. 
Finally, aggressive monetary and fiscal policies could 
cause inflation expectations to rise as government 
officials face the delicate task of reversing the massive 
liquidity injections.  
 
Currently, the Treasury yield curve is merely pricing in a 
normalization of economic conditions and a return to 
normal levels of short-term interest rates over the next 
couple of years. Should bond market participants start 
worrying about the possibility that inflation may 
overshoot the Federal Reserve’s comfort zone, such a 
repricing of inflation risk will inevitably lead the 
Treasury market to sell off. However, we stress that 
over the next 12 months, we only expect yields to rise 
moderately and gradually. The US economy still has a 
considerable amount of spare capacity and tightness is 
nowhere in sight in the labor market. Therefore, 
inflationary pressures are not likely to reemerge until 
late 2010.  
 
In this context, we believe that the highest quality 
segments of the taxable bond market such as 
Treasuries, agencies, and mortgage-backed securities 
(MBS) are more susceptible to being adversely affected 
by rising yields, relative to riskier segments such as 
corporate bonds.   
 
Barry McAlinden, CFA® 
Strategist 
barry.mcalinden@ubs.com 
 
 
 

US Fixed Income: Duration 

Figure 57: Yield curve merely pricing in a normalization 
of monetary policy 
One year forward rate implied by Yield Curve, Average for 7, 8 and 
9 Years out 
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Source: Bloomberg and UBS WMR, as of 24 June 2009 

 
Figure 58: US Treasury Yield to rise over the next year 
Yields and Forecasts, in % 
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Source: Bloomberg and UBS WMR, as of 24 June 2009 

 
 
Figure 59: Market is poised for too much Fed 
tightening in the near term 
Federal Funds Rate Path Implied by Futures 

0.0%

0.2%

0.4%

0.6%

0.8%

1.0%

1.2%

1.4%

1.6%

1.8%

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16
Maturity (months)

24-Jun-09 -2d

-1w -1m

-3m -6m

 
Source: Bloomberg and UBS WMR, as of 24 June 2009 

 



 

27 

 

Corporate bonds remain the sweet spot in fixed 
income  
The first half of 2009 has seen a reversal of fortune in 
fixed income markets. The best-performing sectors of 
2009, Treasuries and agencies, have posted negative 
returns year-to-date, while credit-sensitive sectors such 
as corporate bonds have rallied substantially after a 
dismal performance last year. Overall, investment 
grade bonds have returned nearly 8% year-to-date, 
while high yield corporates have returned an 
astounding 30%. 
 
Despite the rally, we continue to see value in corporate 
credit. While credit fundamentals are deteriorating 
across the majority of sectors and issuers, corporate 
valuations remain undemanding, having rebounded 
from the “apocalyptic” levels in late-2008 to levels 
that we believe much more closely reflect the 
economic environment and specific challenges faced 
by corporate bond issuers.  
 
Investment grade corporates continue to present 
attractive opportunities 
The investment grade corporate bond segment 
remains inexpensive relative to historic recessionary 
levels, and we continue to believe that the asset class 
remains attractive. Specifically, we see value in the 
bonds of financial sector issuers, where credit spreads 
linger roughly 250 bps wider than their 10-year 
averages despite a 400 bps rally off March wides. 
While many of these issuers have a substantially riskier 
credit profile than they have had in the past, we 
believe government support for systemically important 
financial issuers will continue, providing a substantial 
cushion against what are sure to be persistent poor 
financial results for many issuers in the sector.  

 
Less optimism warranted for high yield 
corporates and preferreds 
Believing that most of the valuation advantage has 
been sapped from high yield (HY) corporates given the 
unprecedented tightening of credit spreads from 
December to May, last month, WMR reduced its 
allocation to high yield bonds to neutral. Valuations 
are now in line with levels last seen in 2002, the late 
stages of the last recession— seemingly appropriate, 
given where we are in the economic cycle. With 
default rates forecast to rise to roughly 13% by year-
end and remain elevated for years to come, we see 
little justification for significant spread tightening from 
these levels. So while HY bonds are not expensive, they 
are no longer grossly undervalued, suggesting that the 
rally year-to-date will be difficult to repeat going 
forward.  
 
We expect preferred securities, with their heavy 
concentration among financial issuers, to remain a 
much more volatile segment than other parts of the 
fixed income market as long as uncertainties about the 
financial sector persist. While valuations are attractive 
and the survival of major financial issuers is no longer 
in question, capital raising needs are likely to endure 
over the next two years, and not all realistic scenarios 
are necessarily supportive of preferreds.  
TIPS still providing attractive inflation protection 
Treasury Inflation-Protected Securities (TIPS) have 
outperformed regular Treasuries this year. Break-even 
inflation rates (the inflation expectation embedded in 
the difference between yields on TIPS and Treasuries) 
have returned to more realistic levels recently, after 
having reflected fears of a deflationary spiral in late 
2008. However, they remain below their pre-crisis 
levels. Under these circumstances, we believe that TIPS 

 
Figure 60: US dollar taxable fixed income strategy 
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Source: UBS WMR, as of 26 June 2009 

 

 Figure 61: Investment grade spreads still elevated 
Credit Spreads in Basis Points 
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will outperform Treasuries as medium-term inflation 
expectations normalize further, and even more so if 
concerns emerge in the market that inflation will 
overshoot the Fed’s comfort zone.  
 
 
Unattractive prospects for Treasuries and 
agencies  
We find the highest quality segments of the taxable 
fixed income market such as Treasuries and agencies 
rather unattractive. They should be avoided, in our 
view, as they are the most exposed to any repricing of 
inflation risk. Agencies have seen their credit spreads 
grind back down to levels last seen in the second half 
of 2007. Spreads cannot therefore provide any 
meaningful buffer against rising Treasury yields. Thus, 
agencies are likely to behave broadly in line with the 
Treasury market. 
 
Michael Tagliaferro, CFA® 
Strategist 
michael.tagliaferro@ubs.com 
 

US Fixed Income: Taxable 

Figure 62: High yield corporates no longer cheap 
Credit Spreads in Basis Points and High Yield Defaults in % 
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Figure 63: Inflation expectations have almost 
normalized 
10-year bond yields and breakeven inflation rates 
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Municipal Vs. Taxable Fixed Income Market 
Back in December, large portions of the municipal 
bond market and the credit-sensitive portions of the 
taxable fixed income (TFI) market were grossly 
undervalued as a result of the credit crisis. These 
dislocations generated significant crossover buying 
between taxable and tax-exempt bond markets, with 
dedicated investors on each side seeking opportunities 
in the other segment.  
 
At this stage, we find that, for total return-oriented 
investors, looking at broad fixed income indexes, there 
is no clear valuation advantage between investing in 
the broad TFI or the municipal market. Despite munis 
underperforming TFI during the last month, yield ratios 
are in line with longer-term historical averages. This is 
true both for shorter maturities (below 10 years) and 
for longer maturities (10 years and beyond). Thus, we 
maintain a neutral tactical stance between munis and 
TFI.  
 
At the same time, we do see select opportunities for 
crossover buying by taxable investors into the 
corporate bond portion of the TFI sectors. While munis 
have returned to more normal valuations compared to 
corporate bonds in the long end of the curve, figure 
65 reveals that, at the front end of the curve—
maturities below 10 years—the municipal-to-corporate 
yield ratio is still significantly below its long-term 
average, suggesting that corporate bonds are cheap 
relative to munis in this maturity area. Note that should 
appropriate rating adjustments be made to obtain an 
“apples to apples” comparison, the results would be 
less extreme. We also note that both the muni market 
and the corporate bond market are experiencing 
deterioration in credit fundamentals that appears to be 
of a similar relative magnitude.  
 
Relative to Treasuries of comparable maturities, high-
grade muni yields are now back at or near normal 
historical ratios, after a large dislocation in the credit 
markets caused valuations to cheapen to 
unprecedented levels during 2008. For a 10-year 
maturity, munis appear fairly valued to Treasuries. At 
the same time, munis still appear attractive relative to 
Treasuries for longer maturities and for lower-rated 
securities. 
 
Kathleen McNamara, CFA®, CFP 
Strategist 
kathleen.mcnamara@ubs.com 
 
 
 

Figure 64: Fair value between munis and taxable fixed 
income 
Municipal to TFI yield ratio (after tax) 
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Source: Merrill Lynch, MMD interactive, UBS WMR, 24 June 2009 

 
Figure 65: Corporates cheap to munis for low 
maturities 
Municipal to Corporate yield ratio (after tax) 
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Figure 66: Longer maturity and higher risk munis still 
cheap to treasuries 
Municipal to Treasury yield ratio 
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Benchmark allocation2 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 81.0 74.0 7.0 10.0 9.0 2.0 7.0

WMR tactical deviation3 +0.0 +0.0 +0.0 +0.0 +0.0 +0.0 +0.0 +0.0 +0.0 +0.0 -1.0 -4.5 +3.5 +0.0 +1.0 +1.0 +0.0

Change

Current allocation4 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 80.0 69.5 10.5 10.0 10.0 3.0 7.0

Benchmark allocation2 19.0 14.0 8.0 5.0 1.0 0.0 0.0 5.0 5.0 0.0 67.0 59.0 8.0 2.0 12.0 3.0 9.0

WMR tactical deviation3 +1.5 +0.5 +0.5 +0.5 -0.5 +0.0 +0.0 +1.0 +1.0 +0.0 -2.0 -4.0 +2.0 -0.5 +1.0 +1.0 +0.0

Change

Current allocation4 20.5 14.5 8.5 5.5 0.5 0.0 0.0 6.0 6.0 0.0 65.0 55.0 10.0 1.5 13.0 4.0 9.0

Benchmark allocation2 32.0 23.0 8.0 8.0 4.0 2.0 1.0 9.0 8.0 1.0 51.0 43.0 8.0 2.0 15.0 4.0 11.0

WMR tactical deviation3 +2.5 +0.5 +1.0 +1.0 +0.0 -1.5 +0.0 +2.0 +1.0 +1.0 -3.0 -4.0 +1.0 -1.0 +1.5 +1.5 +0.0

Change

Current allocation4 34.5 23.5 9.0 9.0 4.0 0.5 1.0 11.0 9.0 2.0 48.0 39.0 9.0 1.0 16.5 5.5 11.0

Benchmark allocation2 44.0 32.0 11.0 11.0 5.0 3.0 2.0 12.0 10.0 2.0 37.0 29.0 8.0 2.0 17.0 5.0 12.0

WMR tactical deviation3 +3.0 +0.5 +1.0 +1.0 +0.0 -1.5 +0.0 +2.5 +1.0 +1.5 -3.5 -3.5 +0.0 -1.5 +2.0 +2.0 +0.0

Change

Current allocation4 47.0 32.5 12.0 12.0 5.0 1.5 2.0 14.5 11.0 3.5 33.5 25.5 8.0 0.5 19.0 7.0 12.0

Benchmark allocation2 54.0 39.0 11.0 11.0 9.0 5.0 3.0 15.0 12.0 3.0 24.0 18.0 6.0 2.0 20.0 5.0 15.0

WMR tactical deviation3 +3.5 +0.5 +1.0 +1.0 +0.0 -1.5 +0.0 +3.0 +1.5 +1.5 -4.5 -3.0 -1.5 -1.5 +2.5 +2.5 +0.0

Change

Current allocation4 57.5 39.5 12.0 12.0 9.0 3.5 3.0 18.0 13.5 4.5 19.5 15.0 4.5 0.5 22.5 7.5 15.0

Benchmark allocation2 62.0 44.0 11.0 11.0 11.0 7.0 4.0 18.0 14.0 4.0 11.0 9.0 2.0 2.0 25.0 6.0 19.0

WMR tactical deviation3 +4.5 +0.5 +1.5 +1.5 +0.0 -2.5 +0.0 +4.0 +2.0 +2.0 -5.5 -3.5 -2.0 -2.0 +3.0 +3.0 +0.0

Change

Current allocation4 66.5 44.5 12.5 12.5 11.0 4.5 4.0 22.0 16.0 6.0 5.5 5.5 0.0 0.0 28.0 9.0 19.0

Benchmark allocation2 71.0 52.0 13.0 13.0 13.0 8.0 5.0 19.0 14.0 5.0 0.0 0.0 0.0 2.0 27.0 7.0 20.0

WMR tactical deviation3 +1.0 -1.5 +1.0 +1.0 -0.5 -3.0 +0.0 +2.5 +0.5 +2.0 +0.0 +0.0 +0.0 -2.0 +1.0 +1.0 +0.0

Change

Current allocation4 72.0 50.5 14.0 14.0 12.5 5.0 5.0 21.5 14.5 7.0 0.0 0.0 0.0 0.0 28.0 8.0 20.0

Moderate aggressive

Aggressive

Very aggressive

Very conservative

Conservative

Moderate conservative

Moderate

“WMR tactical deviation” legend: Overweight Underweight Neutral 
Source: UBS WMR and Investment Solutions, as of 26 June 2009.

“Change” legend: ▲ Upgrade ▼ Downgrade 
For end notes, please see appendix.
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Detailed Asset Allocation (Without NTAC) 

Investor Risk Profile1 
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Benchmark allocation2 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 90.0 82.0 8.0 10.0

WMR tactical deviation3 +0.0 +0.0 +0.0 +0.0 +0.0 +0.0 +0.0 +0.0 +0.0 +0.0 -1.0 -4.5 +3.5 +1.0

Change

Current allocation4 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 89.0 77.5 11.5 11.0

Benchmark allocation2 22.0 16.0 9.0 6.0 1.0 0.0 0.0 6.0 6.0 0.0 76.0 67.0 9.0 2.0

WMR tactical deviation3 +1.5 +0.5 +0.5 +0.5 -0.5 +0.0 +0.0 +1.0 +1.0 +0.0 -1.0 -4.0 +3.0 -0.5

Change

Current allocation4 23.5 16.5 9.5 6.5 0.5 0.0 0.0 7.0 7.0 0.0 75.0 63.0 12.0 1.5

Benchmark allocation2 37.0 26.0 9.0 9.0 4.0 3.0 1.0 11.0 9.0 2.0 61.0 51.0 10.0 2.0

WMR tactical deviation3 +2.5 +0.5 +1.0 +1.0 +0.0 -1.5 +0.0 +2.0 +1.0 +1.0 -1.5 -3.5 +2.0 -1.0

Change

Current allocation4 39.5 26.5 10.0 10.0 4.0 1.5 1.0 13.0 10.0 3.0 59.5 47.5 12.0 1.0

Benchmark allocation2 52.0 37.0 13.0 13.0 6.0 3.0 2.0 15.0 13.0 2.0 46.0 36.0 10.0 2.0

WMR tactical deviation3 +3.0 +0.5 +1.0 +1.0 +0.0 -1.5 +0.0 +2.5 +1.0 +1.5 -1.5 -2.5 +1.0 -1.5

Change

Current allocation4 55.0 37.5 14.0 14.0 6.0 1.5 2.0 17.5 14.0 3.5 44.5 33.5 11.0 0.5

Benchmark allocation2 67.0 48.0 14.0 14.0 11.0 6.0 3.0 19.0 15.0 4.0 31.0 23.0 8.0 2.0

WMR tactical deviation3 +3.5 +0.5 +1.0 +1.0 +0.0 -1.5 +0.0 +3.0 +1.5 +1.5 -2.0 -2.0 +0.0 -1.5

Change

Current allocation4 70.5 48.5 15.0 15.0 11.0 4.5 3.0 22.0 16.5 5.5 29.0 21.0 8.0 0.5

Benchmark allocation2 83.0 59.0 15.0 15.0 15.0 9.0 5.0 24.0 18.0 6.0 15.0 12.0 3.0 2.0

WMR tactical deviation +4.5 +0.5 +1.5 +1.5 +0.0 -2.5 +0.0 +4.0 +2.0 +2.0 -2.5 -1.5 -1.0 -2.0

Change

Current allocation4 87.5 59.5 16.5 16.5 15.0 6.5 5.0 28.0 20.0 8.0 12.5 10.5 2.0 0.0

Benchmark allocation2 98.0 72.0 18.0 18.0 18.0 11.0 7.0 26.0 20.0 6.0 0.0 0.0 0.0 2.0

WMR tactical deviation3 +2.0 -1.0 +1.0 +1.0 +0.0 -3.0 +0.0 +3.0 +1.0 +2.0 +0.0 +0.0 +0.0 -2.0

Change

Current allocation4 100.0 71.0 19.0 19.0 18.0 8.0 7.0 29.0 21.0 8.0 0.0 0.0 0.0 0.0

Moderate aggressive

Aggressive

Very aggressive

Very conservative

Conservative

Moderate conservative

Moderate

“WMR tactical deviation” legend: Overweight Underweight Neutral 
Source: UBS WMR and Investment Solutions, as of 26 June 2009.

“Change” legend: ▲ Upgrade ▼ Downgrade
For end notes, please see appendix.

Cash
Bonds
Equities

Cash
Bonds
Equities

Cash
Bonds
Equities

Cash
Bonds
Equities

Cash
Bonds
Equities

Cash
Bonds
Equities

Cash
Bonds
Equities



 

32 

 

Appendix 

 
Figure A: US Taxable Fixed Income Allocation 

Tactical deviation2 
  

Benchmark  
allocation1 Old New 

Current allocation3 

Total US Taxable Fixed Income 100.0 +0.0 +0.0 100.0 

Treasuries 12.0 -4.0 -4.0 8.0 

TIPS 5.0 +2.0 +2.0 7.0 

Agencies 22.0 -1.0 -1.0 21.0 

Mortgages 20.0 +0.0 +0.0 20.0 

Inv. Grade Corporates 22.0 +4.0 +4.0 26.0 

High Yield Corporates 10.0 +0.0 +0.0 10.0 

Preferred Securities 4.0 +0.0 +0.0 4.0 

Emerg. Market 5.0 -1.0 -1.0 4.0 

Total TFI non-Credit 59.0 -3.0 -3.0 56.0 

Total TFI Credit 41.0 +3.0 +3.0 44.0 

 
Figure B: Developed Equity Module, in % 

Tactical deviation2 
  Benchmark  

allocation4 Old New 
Current allocation3 

   Eurozone 30.0 +5.0 +5.0 35.0 

   UK 19.0 +5.0 +5.0 24.0 

   Japan 22.0 -10.0 -10.0 12.0 

   Other 29.0 +0.0 +0.0 29.0 

 
Figure C: Non-US Fixed Income Module, in % 

Tactical deviation2 
  Benchmark  

allocation4 Old New 
Current allocation3 

   Eurozone 49.0 +15.0 +15.0 64.0 

   UK 9.0 -5.0 -5.0 4.0 

   Japan 29.0 -25.0 -25.0 4.0 

   Other 13.0 +15.0 +15.0 28.0 

 
Source: Bloomberg and UBS WMR, as of 26 June 2009 
1 The benchmark allocation refers to a moderate risk profile. See explanation on page 35 regarding the source of benchmark allocations and 
their suitability. 
2 See explanation on page 35 regarding the interpretation of the suggested tactical deviations from benchmark. The “current” column refers 
to the tactical deviation that applies as of the date of this publication. The “previous” column refers to the tactical deviation that was in place 
at the date of the previous edition of the Investment Strategy Guide or the last Investment Strategy Guide Update. 
3  The current allocation column is the sum of the benchmark allocation and the WMR tactical deviation columns. 
4 The benchmark allocation is based on market capitalization. 
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Appendix 

Figure D: Equity Industry Group Allocation 
  

        

Tactical deviation 

Numeric Symbol 
  
  
  

Benchmark   
  allocation 

  
old new old new 

Current 
allocation 

  

Consumer Discretionary 8.9 +1.5 +1.0 ++ + 9.9 

Auto & Components 0.5 +0.0 +0.0 n n 0.5 

Consumer Services 1.7 +0.0 +0.0 n n 1.7 

Media 2.6 +1.0 +1.0 + + 3.6 

Retailing 3.2 +0.5 +0.0 + n 3.2 

Consumer, Durables & Apparel 0.9 +0.0 +0.0 n n 0.9 

Consumer Staples 12.1 +0.0 +1.0 n + 13.1 

Food, Beverage & Tobacco 6.1 +0.0 +0.5 n + 6.6 

Food & Staple Retailing 3.1 +0.0 +0.0 n n 3.1 

Household & Personal 
Products 2.9 +0.0 +0.5 n + 3.4 

Energy 12.5 +1.5 +2.0 ++ ++ 14.5 

Financials 13.5 +0.0 +0.0 n n 13.5 

Banks 2.8 +0.0 +0.0 n n 2.8 

Diversified Financials 7.3 +0.0 +0.0 n n 7.3 

Insurance 2.4 +0.0 +0.0 n n 2.4 

Real Estate 1.0 +0.0 +0.0 n n 1.0 

Health Care 13.9 -1.0 -3.0 – – – – 10.9 

HC Equipment & Services 4.2 +0.5 -1.0 + – 3.2 

Pharmaceuticals & 
Biotechnology 9.7 -1.5 -2.0 

– – – – 
7.7 

Industrials 9.8 -1.0 +0.0 – n 9.8 

Capital Goods 7.1 -1.0 -0.5 – – 6.6 

Commercial Services & 
Supplies 0.7 +0.0 +0.0 

n n 
0.7 

Transportation 2.0 +0.0 +0.5 n + 2.5 

Information Technology 18.5 +0.0 +1.0 n + 19.5 

Software & Services 7.2 +1.0 +1.0 + + 8.2 

Technology Hardware & 
Equipment 8.8 -1.0 +0.0 

– n 
8.8 

Semiconductors 2.5 +0.0 +0.0 n n 2.5 

Materials 3.2 +0.0 +0.0 n n 3.2 

Telecom 3.5 +0.0 +0.0 n n 3.5 

Utilities 4.1 -1.0 -2.0 – – – 2.1  
 
Source: Bloomberg and UBS WMR, as of 26 June 2009 
For end notes, please see page 34. 
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End Notes  
Note: In this month’s publication we adjusted the methodology 
used to translate and scale the tactical deviations from the 
moderate risk profile onto the conservative and aggressive risk 
profiles. As a result, some changes in tactical deviations have arisen 
in the conservative and aggressive portfolios that are not a result of 
a change of view. Previously, the tactical deviations from the 
moderate risk profile were adopted without adjustment in the two 
other portfolios, except in cases when underweights were too large 
to implement. Now, the tactical deviations at the asset class level 
increase with the risk profile. At the same time, the tactical 
deviations within asset classes have been made proportional to the 
share of the asset class in the overall portfolio. 
 
Detailed asset allocation (With NTAC) 
1 See “Sources of Benchmark Allocations and Investor Risk Profiles” 
on this page regarding the source of investor risk profiles. 
2 See “Sources of Benchmark Allocations and Investor Risk Profiles” 
on this page regarding the source of benchmark allocations and 
their suitability. 
3 See explanation on page 41 regarding the interpretation of the 
suggested tactical deviations from benchmark. The “current” 
column refers to the tactical deviation that applies as of the date of 
this publication. The “previous” column refers to the tactical 
deviation that was in place at the date of the previous edition of 
the Investment Strategy Guide or the last Investment Strategy 
Guide Update. 
4 The current allocation column is the sum of the benchmark           
allocation and the WMR tactical deviation columns. 
5 UBS WMR considers that maintaining the benchmark allocation is 
appropriate for alternative investments. The recommended 
tactical deviation is therefore structurally set at 0. See “Sources of 
Benchmark Allocations and Investor Risk Profiles” on this page 
regarding the types of alternative investments and their suitability. 
 
Detailed asset allocation (Without NTAC) 
1 See “Sources of Benchmark Allocations and Investor Risk Profiles” 
on this page regarding the source of investor risk profiles. 
2 See “Sources of Benchmark Allocations and Investor Risk Profiles” 
on this page regarding the source of benchmark allocations and 
their suitability. 
3 See “Deviations from Benchmark Allocation” on page 41 
regarding the interpretation of the suggested tactical deviations 
from benchmark. The “current” column refers to the tactical 
deviation that applies as of the date of this publication. The 
“previous” column refers to the tactical deviation that was in place 
at the date of the previous edition of the Investment Strategy Guide 
or the last Investment Strategy Guide Update. 
4 The current allocation column is the sum of the benchmark 
allocation and the WMR tactical deviation columns. 
 
FIGURE A 
The benchmark allocation, as well as the tactical deviations, are 
intended to be applicable to the US equity portion of a portfolio 
across investor risk profiles. 

  1 The benchmark allocation is based on S&P 500 weights. 
2 See “Deviations from Benchmark Allocation” on page 41 
regarding the interpretation of the suggested tactical deviations 
from benchmark. The “current” column refers to the tactical 
deviation that applies as of the date of this publication. The 
“previous” column refers to the tactical deviation that was in place 
at the date of the previous edition of the Investment Strategy Guide 
or the last Investment Strategy Guide Update. 
3 The current allocation column is the sum of the S&P 500 
benchmark allocation and the current tactical deviation columns. 
 
 

Emerging Market Investments 
Investors should be aware that Emerging Market assets are subject 
to, amongst others, potential risks linked to currency volatility, 
abrupt changes in the cost of capital and the economic growth 
outlook, as well as regulatory and socio-political risk, interest rate 
risk and higher credit risk. Assets can sometimes be very illiquid and 
liquidity conditions can abruptly worsen. WMR generally 
recommends only those securities it believes have been registered 
under Federal U.S. registration rules (Section 12 of the Securities 
Exchange Act of 1934) and individual State registration rules 
(commonly known as “Blue Sky” laws). Prospective investors should 
be aware that to the extent permitted under US law, WMR may 
from time to time recommend bonds that are not registered under 
US or State securities laws. These bonds may be issued in 
jurisdictions where the level of required disclosures to be made by 
issuers is not as frequent or complete as that required by US laws. 
 
For more background on emerging markets generally, see the WMR 
Education Notes “Investing in Emerging Markets (Part 1): Equities”, 
30 July 2007 and “Investing in Emerging Markets (Part 2): EM 
bonds”, 12 December 2007. 
 
Investors interested in holding bonds for a longer period are 
advised to select the bonds of those sovereigns with the highest 
credit ratings (in the investment grade band). Such an approach 
should decrease the risk that an investor could end up holding 
bonds on which the sovereign has defaulted. Sub-investment grade 
bonds are recommended only for clients with a higher risk 
tolerance and who seek to hold higher yielding bonds for shorter 
periods only. 
 
Sources of Benchmark Allocations and Investor Risk Profiles 
• Benchmark allocations (also known as strategic asset allocation) 

represent the longer-term allocation of assets that is deemed 
suitable for a particular investor. Except as described below, the 
benchmark allocations expressed in this publication have been 
developed by UBS Investment Solutions, a business sector within 
UBS Wealth Management Americas that develops research based 
traditional investments (e.g., managed accounts and mutual fund 
options) and alternative strategies (e.g., hedge funds, private 
equity, and real estate) offered to UBS clients. The benchmark 
allocations are provided for illustrative purposes. They were 
designed by UBS Investment Solutions for hypothetical US 
investors with a total return objective under three different 
Investor Risk Profiles: conservative, moderate and aggressive. UBS 
Investment Solutions relies on seven Investor Risk Profiles when 
managing client portfolios, ranging from very conservative to 
very aggressive. Therefore, the illustrative benchmark allocations 
WMR has selected for this publication represent a subset of the 
full range of those used by UBS Investment Solutions, and are 
representative of the differences in asset allocations among 
divergent risk profiles. In general, benchmark allocations will 
differ among investors according to their individual 
circumstances, risk tolerance, return objectives and time horizon. 
Therefore, the benchmark allocations in this publication may not 
be suitable for all investors or investment goals and should not 
be used as the sole basis of any investment decision. As always, 
please consult your UBS Financial Advisor to see how these 
weightings should be applied or modified according to your 
individual profile and investment goals. 

 
• The process by which UBS Investment Solutions has derived the 

benchmark allocations can be described as follows. First, an 
allocation is made to broad asset classes based on an investor’s 
risk tolerance and characteristics (such as preference for 
international investing). This is accomplished using optimization 
methods within a mean-variance framework. Based on a 

Appendix 



 

35 

 

proprietary set of capital market assumptions, including expected 
returns, risk, and correlation of different asset classes, 
combinations of the broad asset classes are computed that 
provide the highest level of expected return for each level of 
expected risk. A qualitative judgmental overlay is then applied to 
the output of the optimization process to arrive at the 
benchmark allocation. The capital market assumptions are 
developed by UBS Global Asset Management. UBS Global Asset 
Management is a subsidiary of UBS AG and an affiliate of UBS 
Financial Services Inc. 

 
 
• In addition to the benchmark allocations UBS Investment 

Solutions derived using the aforementioned process, WMR 
determined the benchmark allocation by country of Non-US 
Developed Equity and Non-US Fixed Income in proportion to 
each country’s market capitalization, and determined the 
benchmark allocation by Sector and Industry Group of US Equity 
in proportion to each sector’s market capitalization. UBS WMR, 
in consultation with UBS Investment Solutions, determined the 
benchmark allocation for US dollar taxable fixed income. It was 
derived from an existing moderate risk taxable fixed income 
allocation developed by Investment Solutions, which includes 
fewer fixed income segments than the benchmark allocation 
presented here. The additional fixed income segments were 
taken from related segments. For example, TIPS was taken from 
Treasuries and Preferred Securities from Corporate Bonds. A level 
of overall risk similar to that of the original Investment Solutions 
allocation was retained. 

 
• Nontraditional asset classes include alternative investments and 

commodities. Alternative investments include hedge funds, 
private equity, and managed futures investments. An allocation 
to alternative investments as illustrated in this report may not be 
suitable for all investors. In particular, minimum net worth 
requirements may apply. For more background see the WMR 
Education Note “Nontraditional assets go mainstream” 12 
February 2007. The background for the benchmark allocation 
attributed to commodities can be found in the WMR Education 
Note “A pragmatic approach to commodities,” 2 May, 2007. 

 
Deviations from Benchmark Allocation 
• The recommended tactical deviations from the benchmark are 

provided by WMR. They reflect our short- to medium-term 
assessment of market opportunities and risks in the respective 
asset classes and market segments. Positive / zero / negative 
tactical deviations correspond to an overweight / neutral / 
underweight stance for each respective asset class and market 
segment relative to their benchmark allocation. The current 
allocation is the sum of the benchmark allocation and the tactical 
deviation. 

 
• Note that the regional allocations on pages 19 and 32 are 

provided on an unhedged basis (i.e., it is assumed that investors 
carry the underlying currency risk of such investments). Thus, the 
deviations from the benchmark reflect our views of the 
underlying equity and bond markets in combination with our 

assessment of the associated currencies. The two bar charts on 
page 19 (“Equity regions” and “Bond regions”) represent the 
relative attractiveness of countries (including the currency 
outlook) within a pure equity and pure fixed income portfolio, 
respectively. In contrast, the tables on page 32 integrate the 
country preferences within each asset class with the asset class 
preferences from pages 15. 

 
As the tactical deviations at the asset class level are attributed to 
countries in proportion to the countries’ market capitalization, 
the relative ranking among regions may be altered in the 
combined view. 

 

Appendix 

Scale for tactical deviation charts 
Description / Definition Symbol Description / Definition Symbol Description / Definition 

moderate overweight vs. benchmark  moderate underweight vs. benchmark n neutral, i.e., on benchmark 

overweight vs. benchmark  underweight vs. benchmark n/a not applicable 

strong overweight vs. benchmark  strong underweight vs. benchmark    
 Source: Bloomberg and UBS, as of 31 October 2007 
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Important Disclaimer 
This report has been prepared by Wealth Management Research, 
the Financial Analysis Group of Wealth Management & Swiss Bank 
and Wealth Management Americas., a Business Division of UBS AG 
(UBS) or an affiliate thereof. In certain countries UBS AG is referred 
to as UBS SA. This publication is for your information only and is 
not intended as an offer, or a solicitation of an offer, to buy or sell 
any investment or other specific product. The analysis contained 
herein is based on numerous assumptions. Different assumptions 
could result in materially different results. Certain services and 
products are subject to legal restrictions and cannot be offered 
worldwide on an unrestricted basis and/or may not be eligible for 
sale to all investors. All information and opinions expressed in this 
document were obtained from sources believed to be reliable and 
in good faith, but no representation or warranty, express or 
implied, is made as to its accuracy or completeness (other than 
disclosures relating to UBS and its affiliates). All information and 
opinions as well as any prices indicated are currently only as of the 
date of this report, and are subject to change without notice. 
Opinions expressed herein may differ or be contrary to those 
expressed by other business areas or divisions of UBS as a result of 
using different assumptions and/ or criteria. At any time UBS AG 
and other companies in the UBS group (or employees thereof) may 
have a long or short position, or deal as principal or agent, in 
relevant securities or provide advisory or other services to the issuer 
of relevant securities or to a company connected with an issuer. 
Some investments may not be readily realizable since the market in 
the securities is illiquid and therefore valuing the investment and 
identifying the risk to which you are exposed may be difficult to 
quantify. UBS relies on information barriers to control the flow of 
information contained in one or more areas within UBS, into other 
areas, units, divisions or affiliates of UBS. Futures and options 
trading is considered risky. Past performance of an investment is no 
guarantee for its future performance. Some investments may be 
subject to sudden and large falls in value and on realization you 
may receive back less than you invested or may be required to pay 
more. Changes in FX rates may have an adverse effect on the price, 
value or income of an investment. We are of necessity unable to 
take into account the particular investment objectives, financial 
situation and needs of our individual clients and we would 
recommend that you take financial and/or tax advice as to the 
implications (including tax) of investing in any of the products 
mentioned herein. This document may not be reproduced or copies 
circulated without prior authority of UBS or a subsidiary of UBS. 
UBS expressly prohibits the distribution and transfer of this 
document to third parties for any reason. UBS will not be liable for 
any claims or lawsuits from any third parties arising from the use or 
distribution of this document. This report is for distribution only 
under such circumstances as may be permitted by applicable law. 
 
Australia: Distributed by UBS Wealth Management Australia Ltd 
(Holder of Australian Financial Services Licence No. 231127), Chifley 
Tower, 2 Chifley Square, Sydney, New South Wales, NSW 2000. 
Bahamas: This publication is distributed to private clients of UBS 
(Bahamas) Ltd and is not intended for distribution to persons 
designated as a Bahamian citizen or resident under the Bahamas 
Exchange Control Regulations. Canada: In Canada, this publication 
is distributed to clients of UBS Wealth Management Canada by UBS 
Investment Management Canada Inc.. France: This publication is 
distributed to clients of UBS (France) SA, 69, boulevard Haussmann 
F-75008 Paris, R.C.S. Paris B 421 255 670, a duly authorized bank 
under the terms of the «Code Monétaire et Financier», regulated 
by French banking and financial authorities as the «Banque de 
France» and the «Autorité des Marchés Financiers». Germany: The 
issuer under German Law is UBS Deutschland AG, Stephanstrasse 
14-16, 60313 Frankfurt am Main. UBS Deutschland AG is 
authorized and regulated by the «Bundesanstalt für 

Finanzdienstleistungsaufsicht». Hong Kong: This publication is 
distributed to clients of UBS AG Hong Kong Branch by UBS AG 
Hong Kong Branch, a licensed bank under the Hong Kong Banking 
Ordinance and a registered institution under the Securities and 
Futures Ordinance. Indonesia: This research or publication is not 
intended and not prepared for purposes of public offering of 
securities under the Indonesian Capital Market Law and its 
implementing regulations. Securities mentioned in this material 
have not been, and will not be, registered under the Indonesian 
Capital Market Law and regulations. Italy: This publication is 
distributed to the clients of UBS (Italia) S.p.A., via del vecchio 
politecnico 3 - Milano, an Italian bank duly authorized by Bank of 
Italy to the provision of financial services and supervised by 
«Consob» and Bank of Italy. Jersey: UBS AG, Jersey Branch is 
regulated by the Jersey Financial Services Commission to carry on 
investment business and trust company business under the 
Financial Services (Jersey) Law 1998 (as amended) and to carry on 
banking business under the Banking Business (Jersey) Law 1991 (as 
amended). Luxembourg/ Austria: This publication is not intended to 
constitute a public offer under Luxembourg/Austrian law, but might 
be made available for information purposes to clients of UBS 
(Luxembourg) S.A./UBS (Luxembourg) S.A. Niederlassung 
Österreich, a regulated bank under the supervision of the 
«Commission de Surveillance du Secteur Financier» (CSSF), to 
which this publication has not been submitted for approval. 
Singapore: This material is distributed to clients of UBS AG 
Singapore Branch by UBS AG Singapore Branch an exempt financial 
adviser under the Singapore Financial Advisers Act (Cap. 110) and a 
wholesale bank licensed under the Singapore Banking Act (Cap. 
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