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Contents Editorial

Dear readers

You will no doubt have noticed just from flicking through this edi-
tion that something has changed. We have revamped the layout of
UBS investor’s guide, tailoring the content more closely to your needs
as an investor. We will be devoting more space to attractive invest-
ment ideas, as research should always focus on answering the ques-
tion “so what should I do now?” We will also be expanding our
reporting and market reports, particularly on the emerging markets. 

In the Focus article, Yves Longchamp and Veronica Weisser explore the phenomenon of
financial market bubbles. From tulip fever to the railroads and from Japanese real estate to
the dotcom bubble, how is it that presumably rational investors keep falling for the same
old speculative folly.

In the “Portfolio principles” section, Robin Miranda investigates whether investors should
realize losses or hang onto their securities. Investors have frequently learned the harsh
 lesson that “Hold” can be a bad decision too.

We hope that you will continue to enjoy reading UBS investor’s guide, and we look forward
to receiving your comments and suggestions in the future. 

New research offerings
We are introducing improved equity and credit reports that provide commentary on
companies in a defined sector. For more information, see pages 18–19 and 27.

Andreas Hoefert

Chief Economist, UBS AG

When a bubble bursts, nothing is left. In
the case of speculative bubbles, all that
remains is the damage. However, it’s
hard to recognize bubbles for what 
they are – no matter how colourful and
shiny they may be. We’ll tell you why in
this issue of UBS Investor’s Guide.
Foto: www.istockphoto.com

This report has been prepared 
by UBS AG and UBS Financial
Services Inc.
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SURES BEGIN ON PAGE 41
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investors should be aware that
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only a single factor in making
their investment decision.

UBSFS accepts responsibility for
the contents of this report. U.S.
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Bubble-ology: The anatomy of excess
After the trauma of the latest, epochal
asset bubble gone bad, investors may
rightly regard financial professionals
with some suspicion. 

While, with few exceptions, analysts may not
have distinguished themselves before the
event, it is our duty to highlight lessons from
the debacle to safeguard the future. 

Bubbles redistribute wealth on a massive
scale. As they inflate, they enrich many, and
after they burst, they impoverish many more.
Although they have been recorded through-
out history, from the ancient world to the
modern, there is neither a single universally
accepted definition of asset bubbles, nor a
convincing theory explaining their forma-
tion, evolution, and abrupt collapse. 

Four hundred years of bubbles
One prominent modern “bubble-ologist,”
Charles Kindleberger, records 46 important
financial bubbles from the early 1600s to
2000 in his classic study Manias, Panics, and
Crashes: A History of Financial Crises. That

averages out to slightly more than one bub-
ble per decade. 

The characteristics of bubbles
Kindleberger writes that a “bubble may be
defined loosely as a sharp rise in the price of
an asset or a range of assets in a continuous
process, with the initial rise generating
expectations of further rises and attracting
new buyers – generally speculators inter-
ested in profits from trading in the asset,
rather than [its yield]. The rise is usually fol-
lowed by reverse expectations and a sharp
decline in price often resulting in a financial
crisis.”

One known characteristic of bubbles
seems to be their invisibility; they are
extremely difficult to identify – until they
burst. There do also seem to be common
patterns in the lifecycle of a bubble. They
develop at an increasing pace, and burst at
a pace yet faster than their earlier increases.
And most economic historians would agree
on another characteristic common to asset
bubbles – they thrive on the rapid expan-
sion of the amount of money in an econ-

Using Anthony P. Müller’s threefold
basis, we see that the seeds of this lat-
est bubble were sown early in the
decade.

1. Policy that allows for excessive 
monetary expansion
In the period of relative tranquility after
the dot-com bubble burst and the 9/11
terrorist attacks in 2001 in the US, the
US Federal Reserve Bank (“Fed”) held
interest rates abnormally low and credit
conditions were eased significantly. This
meant that it was cheap to borrow, and
loans were extended based on increas-
ingly lax measures of creditworthiness.
Loose monetary policy thus allowed
excessive amounts of money to be cre-
ated through the extension of credit,
leaving US households and banks highly
indebted. 

2. A willingness to bail out
The Fed has a long tradition of success-
fully bailing out the economy in what
the financial community called the
“Greenspan put.” The Fed did so after
the 1987 stock market crash, the Gulf
War, the Mexican and Asian financial
crises, the LTCM debacle, the Y2K wor-
ries, the burst dot-com bubble, and the
9/11 terror attacks. This readiness to bail
out the economy ultimately induced

moral hazard, the notion that the risk-
taker will have to bear little or no con-
sequences. This readiness to intervene
in the economy was also seen in the
current crisis. Notwithstanding the mas-
sive bailout of Wall Street, the US gov-
ernment deployed the largest ever fiscal
stimulus, the Fed sharply cut policy rates
to virtually zero and even embarked on
quantitative easing, effectively printing
new money.

3. Diminished risk perception
The period of financial and economic
stability called the Great Moderation,
which started in the early 1980s,
received even greater international
attention when Ben Bernanke, then a
governor at the Fed, gave a speech on
the subject in 2004. This probably
helped to anchor expectations that the
economy had entered a seemingly per-
manent era of low volatility in both
inflation and growth, further lowering
the perception of risk. Moreover, the
steady rise in US house prices over three
decades repeatedly reinforced bullish
expectations.

The sub-prime and financial crisis of 2008/2009

omy. While prices seldom rise when the sup-
ply of money in an economy is constant,
additional money provides room for price
increases. 

Sowing the seeds
An expanded amount of money, or liquidity,
in an economy thus seems a prerequisite for
an asset bubble. This view is shared by almost
all economic historians, including such
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Figure 1
Credit expands in the boom, and shrinks in the
bust (US net borrowing, trillion, USD)

Müller, Anthony P. (2001). Financial Cycles,
Business Activity, and the Stock Market. The
Quarterly Journal of Austrian Economics
(vol. 4, no. 1) pp. 3–21.
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prominent authors as Charles Kindleberger,
Hyman Minsky and Niall Ferguson. The Aus-
trian school of economics also subscribes to
the view that boom-and-bust economic
cycles are driven by the cycle in credit, which
in turn drives the amount of money in circu-
lation.

Although monetary expansion is probably
the most fundamental precondition for a
bubble, other common causes can also be
identified. Most economists and financial
historians would agree with Anthony P.
Müller, who believes that asset bubbles need
a threefold basis: “First, there must be a
monetary policy that allows the excessive
credit growth resulting in monetary expan-
sion; second, monetary authorities and the
government must induce moral hazard by
signaling their readiness for bailouts; and
third, investors must be exposed to a learn-
ing process where repeated verifications of
bullish expectations lead to diminished risk
perception.” We consider these three pre-
conditions to be the seeds of all big bubbles.
As explained in the box, they were also pres-
ent in the run-up to the latest bubbles. 

Endemic bubbles
If we know these common causes of bub-
bles, should it not be possible to avoid them?
Probably not. While we would like to believe
that economies should be able to develop
without boom-and-bust cycles, the cathartic
effect of a burst bubble brings economies
back into equilibrium. In an attempt to avoid
the pain of these dislocations, one of the pri-
mary goals of modern economic policy has
been to reduce the amplitude of boom and
bust. And this policy largely achieved its
intended goal: during the past century, the
length and frequency of recessions has on
average been falling (see Figure 2).

The latest crisis, however, runs contrary to
this trend. It has hit economies with a force
not seen since the early 1930s. In fact, and
possibly surprisingly, the latest crisis can be
seen as a direct consequence of the past
quarter-century’s relatively stable economic
growth. The American economist Hyman
Minsky (1919 – 1996) argued that economic
stability in itself engenders crises. He
explained that in an increasingly stable and
reliable environment, individual market par-
ticipants – whether companies or private
individuals – will take on more risk. This is

usually done by borrowing, as credit financ-
ing (leverage) typically increases returns in
stable times. Each market participant per-
ceives his total risk to be unchanged (while
personal risk has increased, the environment
seems to be more stable). However, from a
macroeconomic point of view, the environ-
ment has become riskier as more participants
carry more debt. This is because individual
indebtedness on a large scale becomes a sys-
temic risk: In a crisis, the default of one
debtor can often push other debtors into
ruin, leading to a cascade of defaults.

According to Mr. Minsky, this type of
credit growth at first leads to strong eco-
nomic expansion, further improving investor
confidence. But in later stages it also leads
to speculation, euphoria and, ultimately,
bubbles. Only after the bubble bursts is the
underlying fragility of over-indebted market
participants visible.  Household and corpo-
rate incomes no longer suffice to service the
heavy debt load, leading to bankruptcies.
The extension of new credit by banks comes
to a standstill, liquidity vanishes, and the
economy shrinks. Mr. Minsky’s argument
from the 1970s describes recent events with
considerable accuracy.

Rational bubbles
Despite this knowledge Mr. Minsky explains
that bubbles cannot be avoided because indi-
vidually rational behavior – increasing risk
exposure during the good times – leads to a
suboptimal result for society as a whole. The
behavior of individuals leading up to a bub-
ble can look irrational, if not plain stupid. It
seems reasonable to assume, however, that
instead of writing off market participants as
daft, dumb or foolish, it is the aggregation of
narrowly defined but rational decisions that
is often the market’s undoing. As people are

almost sure to continue basing their decisions
on their own and not society’s aggregated
interests, it seems likely that bubbles will
remain part of our economic lives.

Bubble wrap
Bubbles are an old phenomenon. They are
important, because they leave winners and
losers. Although after the fact they may look
irrational, before they burst they are invisible
– or at least hard to definitely identify. We do
not believe that bubbles can be avoided.
With this in mind, our Bubble-ology series
(which investors can request from their client
advisors), will look at a variety of topics to
help improve investors’ understanding, iden-
tify potential bubbles-in-the-making, and
recommend how investors can cope with a
suspected bubble.
Yves Longchamp 

Veronica Weisser

Analysts, UBS AG

Source: NBER, UBS WMR
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Figure 2
During the past century, the length and fre-
quency of recessions has on average been
falling. The latest crisis, however, runs con-
trary to this trend. It has hit economies with
a force not seen since the early 1930’s.
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On the backdrop of our anticipation of a
global economic recovery, we continue to
recommend that investors tilt their portfo-
lios toward riskier asset classes. We there-
fore favor equities and commodities over
fixed income and cash. 

Outlook · Asset AllocationAsset Allocation · Outlook

Economic snap back supports markets

Asset allocation strategy

underweight neutral overweight

- - - - - - n + ++ +++

Commodities

Cash

Fixed income

Equity

Source: UBS WMR, as of 27 August 2009

For more information, please read the most recent US Investment Strategy Guide.  See Scale for Investment Strategy in the
Appendix for an explanation of the strategy.

Extended asset allocation

Asset class Strategy Comment

US equities US equities are less attractive than international markets, based both on 
– equity valuations and prospects for a weaking dollar.

Non-US developed International equities, especially in Europe, are still very attractively valued.  
equities +
Emerging markets Emerging market equities are no longer cheap but should continue to 

+ benefit from the growth recovery in the underlying economies.

US fixed income – – Expensive and likely to come under as economic conditions normalize.

Non-US fixed income We expect continued dollar weakness and therefore prefer non-dollar to 
+ dollar bonds.

Cash (USD) – Unattractive cash returns due to exceptionally low policy interest rates.

Commodities We believe that the cyclical recovery should prove supportive for 
+ commodities during the next 12 months. 

Source: UBS WMR, as of 27 August 2009

For more information, please read the most recent US Investment Strategy Guide. See Scale for Investment Strategy in the Appendix for an explanation 
of the strategy.

During the second half of 2009, the
expected snap back in global economic
activity should continue to provide sup-
port for equities, corporate bonds, as
well as most commodity markets.

Equity markets as well as corporate bonds
staged an impressive rally since early March.
Equities gained over 50%, high yield corpo-
rate bonds gained 50% and investment
grade bonds advanced by 16%. Commodity
markets too gained on an improving outlook
for global growth. During the second half of
2009 the expected snap back in global eco-
nomic activity should continue to provide
support for corporate assets, as well as most
commodity markets. This should allow those
markets to further outperform low yielding
cash and high grade bonds. 

A kind of normalization
Since early March, when renewed financial
sector weakness fanned a new round of panic,
newly introduced policy measures, improving

bank earnings as well as signs of economic
stabilization provided the basis for the rally.
The initial market gains stemmed from a real-
ization that a 1930s-style depression had been
avoided. Further gains will require confirma-
tion that a cyclical recovery is underway. This
regime switch implies that investors should be
prepared to lengthen their investment horizon
when considering the prospects for risky
assets to generate excess returns. 

Cyclical support
Still, leading indicators such as purchasing
manager indexes, order statistics and the low
levels of inventories suggest that the second
half of this year should see a snap back in
global GDP. Near-term, the need to replen-
ish inventories should give the manufactur-
ing sector a strong lift, which should be
transmitted to other segments of the econ-
omy as well. Although this will come after a
sharp contraction and is likely to lead initially
to only a limited recouping of lost output, it
provides a constructive backdrop for corpo-
rate assets and commodities. 

Valuations not extended yet
Despite the rally, equities as well as corporate
bonds have not yet reached demanding
 valuations. Thus, although short term set-
backs on temporary profit taking cannot be
ruled out, we believe markets have not run
ahead of economic fundamentals. Regard-
ing equities, for example the price-to-earn-
ings ratio (PE) for the US market is currently
below 15 – applying consensus earnings
expectations for the next year – while for the
Eurozone and the UK these indicators are still
below 13. This hardly appears excessive on
the back of stabilizing economic conditions,
and after a sharp earnings contraction. Even
a rather shallow recovery should ensure that
earnings can bottom out, making current PE
levels undemanding.

Bond markets: At a cross road
So far, low inflation and very low monetary
policy rates prevented a sell-off in govern-
ment bonds. Though inflation should remain
contained over the next quarters, risks to gov-
ernment bonds are rising as the cyclical recov-
ery unfolds. For investment grade corporates,
still rather elevated credit spreads should pro-
vide a partial buffer against rising Treasury
yields, but their performance is likely to be
less impressive looking forward. Investors
with a higher risk tolerance might still find
opportunities in high yield corporates. While
the economic recovery should lead to rising
Treasury yields, it should also support further
spread compression. For high yield, this com-
pression should more clearly outweigh the
negative effects from increases in underlying
government yields.
Walter Edelmann, Strategist, UBS AG

Stephen R. Freedman, CFA, Strategist, UBS FS
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“Owning up” to losses: Why reallocating assets from
poor performing investments to better opportunities
is so hard

Is there a skeleton in your portfolio?
Rather than take a loss, many investors
will continue to hold losing invest-
ments, sometimes for years and even
when there is little hope of recouping
losses.

Professional investors, in contrast, often
switch out of losing positions rapidly, choos-
ing to cut losses and reallocate remaining
capital to investments with better prospects.
What causes the inability to sell in the for-
mer case, and how have more experienced
investors managed to create selling disci-
plines?

Behavioral finance research has demon-
strated that we share mental processes, or
biases, that help us deal with complex infor-
mation and make quick decisions. As help-
ful as they likely were over the course of
human development, in today‘s context they
can wreak financial havoc. Investment deci-
sions are especially difficult because they
involve risky choice, where we must make
decisions under conditions of often consid-
erable uncertainty. Uncertainty itself can
keep us in a losing position for far longer
than any rational analysis would suggest is
prudent; we hang our expectations on even
the slightest possibility of eking out a gain or
at least breaking even. The difficulty of sell-
ing losing investments can be explained by
three major behavioral biases: 

Endowment effect
Investors undergo significant changes in their
decision framework once they own an asset.
The “endowment” effect causes us to
demand higher values for assets based on
ownership alone. This makes sense from an
evolutionary perspective; keeping and defend-
ing game one has caught is far more certain
than chasing new, mobile quarry, even if it is
potentially twice as tasty. The US housing mar-
ket, where home prices declined since 2006
while inventory built up, is the best current evi-
dence for the endowment bias. Owners refuse
to accept the prices offered by buyers, and
therefore housing markets do not clear and
only adjust with a lag.

Status quo bias
Biases are not polite enough to work alone,
but often come in groups. Status quo bias
refers to investors’ “strong tendency to remain
at the status quo, because the disadvantages
of leaving it loom larger than advantages.”1

Essentially, no matter how objectively poor
our financial situation is, we are mentally wired
to maintain it, a variation of the “devil you
know is better than the devil you don’t”
proverb. In a field experiment, electricity con-
sumers with good service were compared with
consumers with unreliable electricity service.
Each group was asked about their preferences
for service quality and rates. When asked to

rate a selection of service choices, each group
strongly preferred their existing condition –
their status quo – to any other. Of the group
with good service, 60% wanted their status
quo, while only 6% preferred the option of
poor service with a 30% cut in rates. The poor
service group also liked their poor service the
best (58%), with only 6% wishing to switch
to the good service option at a 30% increase
in cost!   

Loss aversion
At the core of behavioral finance is loss aver-
sion. Simply put, we react differently to finan-
cial losses than we do to gains of similar mag-
nitude. Researchers have found differences
down to the physiological level, with different
brain areas activated by different return or loss
states, and differing levels of stress hormone
activity. As they put it, we have “asymmetric”
reactions to losses versus gains, and often take
more risk to avoid losses than we would to
pursue profits.  

In combination, these biases provide a true
basis for understanding why investors fre-
quently hold on to losing investments. Selling
forces us to realize losses, which is  a subtle dis-
tinction, but one with clear emotional differ-
ences. On top of this, we seem wired to pre-
fer the situation we find ourselves in, no mat-
ter how good or how bad. Lastly, ownership is
emotional, no more so than in the case of a
personal residence, assets one has inherited, or
stock in a company for which one works.
These personal attachments compound the
endowment effect and lead not only to the
inability to sell when faced with losses but also
to the inability to diversify out of an overly con-
centrated investment, especially one that has
been good to us.

Tips to mitigate these effects
Buying an investment is a serious decision and
gets the attention it deserves. Selling the same
investment should get the same consideration,
even before the purchase is made, in order to
carefully account for the biases described
above before they manifest themselves. Con-
sider the following questions for each invest-
ment:

1. What is the specific intent of, and timeframe
for, the investment? If you intend to hold an
investment for income and for a long period,
then short-term fluctuations in value should
not be as important as they would be were the
investment intended for capital growth over a
short time frame.
2. What share of your assets does the invest-
ment represent? A 10% loss in an investment
that is only 10% of your total assets is perhaps
more bearable than a 10% loss on an invest-
ment that comprises 90% of your wealth.
3. How will you feel and react to losses and
what is your loss limit? Visualize a negative out-
come for the investment and imagine how you
would feel emotionally at different levels of
loss. Put a stop-loss in place at the outset of
your investment at the level where you would
not be able to tolerate further downside, and
raise it if the investment gains in value. 
4. Set up a consistent loss policy. Many pro-
fessional investors use loss rules to mechanis-
tically counter-act the tendency to “let losses
run” when markets turn against them. They
simply monitor their trades and sell any posi-
tion that moves more than, say, 20% down,
no matter how they feel about the position or
no matter how firmly they may still believe in
the fundamental case that underpinned the
original purchase.  
Robin Miranda 

Analyst, UBS AG

1 Kahneman, Daniel, Jack L. Knetsch, Richard H. Thaler. Anom-
alies: The endowment effect, loss aversion, and status quo
bias. The Journal of Economic perspectives, Winter, 1991
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The sugar rush economy

One doesn’t have to go too far back
in time to find a US recession that
featured similar properties like the
one we see now. 

Our view of a moderate structural recovery
after a more pronounced albeit still sub-par
cyclical recovery in the immediate future
hinges entirely on our expectation of a sub-
dued recovery in private end-demand. Strik-
ingly, the 2001/2003 cycle offers a good case
study in point.

We have dubbed our current US growth
outlook the “sugar rush recovery” to reflect
our view that an inventory-led cyclical recov-
ery will likely be followed by a growth mod-
eration below potential real GDP growth of
an estimated 2.5% throughout 2010. This is
akin to an energy boost generated by the
intake of sugar which, however, is followed
by an energy slump. The intake of sugar is
analogous to the strong monetary and fiscal
boost, which appears to have pulled the US
economy out of a deep recession.

We expect above-consensus real GDP
growth of 3.5% quarter-over-quarter (q/q)
annualized in 3Q09 and 3% in 4Q09,

against the most recent Bloomberg consen-
sus forecasts taken in early September of
2.9% and 2.2%, respectively. Even so, given
the depth of the recession characterized by
a peak-to-trough loss in real GDP of 3.9%,
our cyclical recovery is pale in comparison to
past recoveries after severe recessions. As in
the past, we do expect a moderation in the
pace of inventory depletion to primarily
boost growth – by 2 percentage points (pps)
in 3Q09 and by 1.5pps in 4Q09. However,
we expect only a moderate recovery in
demand for consumer goods and housing,
given the harsh headwinds consumers are
facing. The end-result should be a sub-par
cyclical recovery.

Inventories can only carry the economy so
far. Typically, an inventory boost lasts two to
three quarters and then, absent a vigorous
end-demand recovery, growth falters again.
This is the scenario we envision for 2010,
when we expect growth to subside through-
out the year to read a lackluster +1.5% q/q
annualized in 4Q09. 

When pondering about the shape of the
recovery, an indiscriminate review of the
post-war US recessions would suggest a
much stronger recovery, as pent-up demand

boosts spending for consumer goods and
housing once households regain confidence
in economic prospects. However, limiting
this analysis to recessions – not just in the US,
but also across the globe – that were trig-
gered by housing and credit bubble busts
and were coupled with banking crises, a less
rosy picture emerges. Several historical
analyses by the IMF, the World Bank and aca-
demic economists paint a rather clear picture
that the aftermath of these economic and
financial collapses was characterized by ane-
mic growth for several years.

Actually, even the most recent US reces-
sion in 2001 offers useful insight into how
an anemic private end-demand recovery can
harness an expansion. The tech-bubble burst
uncovered the excess in capital spending on
the part of companies, which, even after the
recession ended in November 2001, contin-
ued to pare down their investment in capital

goods, i.e., equipment and software, until
2Q03. The US consumer held fairly steady,
growing at a respectable rate of 2.7% in
2002. Real GDP grew by a sub-par recovery
rate of 1.8% in 2002 after 1.1% in 2001.
Granted, the 2001 recession was a very shal-
low one, and a very strong recovery was not
in the cards judging by history anyway.
Nonetheless, the experience shows that
absent a strong recovery from private
demand, be it from businesses or consumers,
it is hard to expect a strong overall structural
recovery as monetary and fiscal policy as well
as inventories cannot boost growth forever. 
Thomas Berner, CFA

Economist, UBS Financial Services Inc.

thomas.berner@ubs.com

in % 2005 2006 2007 2008 2009F 2010F

Real GDP (y/y) 2.9 2.7 2.1 0.4 –2.5 2.2

CPI (y/y) 3.4 3.2 2.9 3.8 –0.7 1.8

Core CPI (y/y) 2.2 2.5 2.3 2.3 1.5 1.0

Unemployment rate 5.1 4.6 4.6 5.8 9.2 10.0

Fed funds rate* 4.25 5.25 4.25 0.25 0.25 1.5
* year-end level Sources: Thomson Financial, UBS WMR 
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Moderate private end-demand defines recovery

In the aftermath of the 2001 recession,
business investment continued to con-
tract, while consumption grew solidly. As
a consequence the real GDP growth recov-
ery was muted. While the 2008/2009
recession was much deeper than the 2001
recession, our outlook for a moderate con-
sumer recovery implies that the real GDP
growth recovery will be moderate as well.
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Following the sharp downturn at the
turn of the year, the global economy is
now in the early stages of a synchro-
nized growth rebound.

The impetus for this has come from three
sources: a stabilization of global trade, the
end to inventory adjustments in the corpo-
rate sector and an unprecedented monetary
and fiscal policy stimulus. 

The power of these forces to swing
economies quickly from contraction to
growth is already evident in Asia. It is now
the turn of the Americas and Europe to sur-
prise. Indeed, economic data have on bal-
ance been encouraging lately and, with our
latest forecast revision, we now project
strong GDP gains in the US and the Eurozone
in the second half of this year. 

Global growth is, in our view, likely to
reach 3.4% in 2010, which looks strong in
comparison with this year’s contraction of
around 0.8%. However, from a historical

perspective, this is still a moderate rebound.
We think the rule that deep downturns are
followed by strong recoveries may not be
applicable this time. 

A look at the drivers of the current growth
snapback is instructive. World trade volumes
fell nearly 20% between October 2008 and
May 2009. Since then, we have seen little
more than a slight stabilization in global
trade thanks to a 10% bounce in import
demand from Asia. In the advanced
economies, however, demand has still been
trending lower recently. For a sustainable
export-led recovery in the US and Europe, a
pick-up in demand from Asia is not enough.
We also need to see a strong revival of
demand in the advanced economies, which
does not look likely at this point. 

The second factor, the inventory adjust-
ments, may have a sustainable element to it.
Thus, it is possible that firms overreacted to
the downturn, cutting stocks more than was
necessary. Alternatively, the drying up of
trade finance in the wake of the Lehman

Brothers bankruptcy may have forced com-
panies to run down inventories more than
they would have done in a more normal
downturn. Thus, the bounce from the inven-
tory adjustment may be unusually strong.
Nevertheless, we believe it will be temporary
and will not in itself maintain economic activ-
ity for long. For this, we need a revival of final
demand from companies that step up invest-
ment spending and private households,
which raise their consumption expenditure.
Neither looks particularly likely to us. 

Companies’ capacity utilization rates are
at historically low levels and we expect
financing conditions to remain difficult next
year. Consumers may also feel constrained
by tight lending standards, but, more impor-
tantly, private households in many developed
countries have to pay down debt and rebuild
their savings. Adding very high unemploy-
ment rates to this leaves little scope for a hike
in high-street spending, in our view.

Lastly, to combat the downturn, govern-
ments and central banks have administered
the biggest economic policy stimulus in his-
tory. In many advanced countries, govern-
ments are running unsustainable deficits. To
stabilize government finances, taxes will

inevitably go up and spending will have to
come down, in our view. For the US, we
think fiscal policy will become a serious drag
on the economy as early as the latter part of
2010. 

Beyond the near-term rebound, we think
large fiscal deficits and high unemployment
rates could become a persistent feature of the
macroeconomic landscape, which could
engender a sense of malaise even if GDP con-
tinues to expand moderately. One conse-
quence of the weak pace of economic activ-
ity is already being felt. Core consumer price
inflation, which excludes the more volatile
components such as energy and food, is
falling and looks set to drop below 1% in the
US and the Euro area over the coming year,
which may even spark a second spell of defla-
tion fears. However, in the longer run, i.e.,
beyond 2010, we think nascent inflationary
pressures could become the bigger problem
owing to weaker growth potential and the
after-effects from the extraordinarily loose fis-
cal and monetary policy.
Dirk Faltin

Economist, UBS AG

The global economy: near-term bounce followed by
structural weakness
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Global trade has dropped massively

After the sharp drop in global trade follow-
ing the Lehman bankruptcy, exports are
showing signs of stabilization at a much
lower level. This is mostly due to develop-
ments in Asia.
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Industrial production has collapsed

In this economic downturn, industrial
 production has fallen by the fastest pace 
in post-war history.
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Forecasts · EconomyEconomy · Regions

UK

Eurozone

Asia-Pacific

Japan

Interest rates

2007 2008 15/09/09 6 M1 12 M

United States 3m 4.7 1.5 0.3 0.3 0.6

10y 4.0 2.1 3.4 3.5 4.3

Japan 3m 0.9 0.7 0.4 0.3 0.3

10y 1.5 1.2 1.3 1.5 1.8

Eurozone 3m 4.7 2.9 0.7 0.8 1.5

10y 4.3 1.7 3.3 3.5 4.0

UK 3m 6.0 2.3 0.6 0.5 1.0

10y 4.5 3.1 3.6 3.8 4.5

Switzerland 3m 2.8 0.3 0.3 0.3 0.8

10y 3.0 2.2 2.1 2.2 2.5

Australia 3m 7.2 4.5 3.4 3.5 4.0

10y 6.3 4.0 5.4 5.3 5.7

Canada 3m 4.6 1.6 0.5 0.5 0.8

10y 4.0 2.7 3.4 3.5 4.0
1 UBS WMR Forecast Sources: Reuters, UBS WMR

Growth and inflation

GDP Real GDP growth (%) Consumer Price Inflation (%)
Weight1 2005 2006 2007 2008 2009F 2 2010F 2 2005 2006 2007 2008 2009F 2 2010F 2

USA 21.2 2.9 2.7 2.1 0.4 –2.5 2.2 3.4 3.2 2.9 3.8 –0.7 1.8

Canada 1.9 3.0 2.9 2.5 0.7 –1.5 2.2 2.2 2.0 2.4 2.4 0.5 2.1

Japan 6.6 1.9 2.0 2.3 –0.7 –5.5 1.5 –0.3 0.3 0.0 1.4 –1.3 –0.4

UK 3.3 2.2 2.9 2.6 0.7 –4.4 0.6 2.1 2.3 2.4 3.6 2.0 2.6

Eurozone 15.7 1.8 3.1 2.7 0.7 –3.9 1.2 2.2 2.2 1.9 3.3 0.5 1.3

Switzerland 0.5 2.6 3.6 3.6 1.8 –1.5 1.7 1.2 1.1 0.7 2.4 –0.4 0.8

Mexico 2.2 3.2 5.1 3.3 1.3 –6.5 2.5 3.3 4.1 3.8 6.5 4.4 3.5

Brazil 2.9 3.2 4.0 5.7 5.1 –0.5 4.0 5.7 3.1 4.5 5.9 4.5 4.5

India 4.8 9.5 9.7 9.0 6.7 6.1 8.0 4.7 4.8 4.8 9.1 2.2 5.0

Russia 3.3 6.3 7.6 8.1 5.6 –7.0 2.0 10.9 9.0 11.9 14.0 12.0 10.0

Australia 1.2 2.8 2.8 4.0 2.5 0.7 2.0 2.7 3.5 2.3 4.4 1.7 2.0

China 10.8 10.4 11.6 13.0 9.0 8.4 9.5 1.8 1.5 4.8 5.9 –0.9 2.5

Asia ex Jp/Cn/In3 4.8 5.0 5.5 5.7 2.7 –1.3 4.3 3.8 3.8 2.8 5.6 1.6 2.8
1 Weight in world GDP, based on World Bank purchasing power calculations   2 UBS WMR Forecasts   3 Annual averages
Source: UBS WMR, Thomson Financial

Export picture is improving
We see initial signs of improvement in Asian
exports. From May to July, export levels rose
by nearly 9% across the Asia ex-Japan region
and – given stronger economic releases in
the US and Europe – we expect exports to
strengthen further. However, for August,

first indications are mixed. While Taiwan
recorded a significant pickup in exports, data
from China and Korea was more sobering,
which suggests that they will recover only in
the fourth quarter.
Thomas Kaegi

Economist, UBS AG

UK: Tough years ahead
Since the start of the recession, the UK econ-
omy has contracted by 5.7% and lost nearly
500,000 jobs, making this the worst reces-
sion in post-war history. The UK economy
was especially vulnerable to the global finan-
cial shock because of its large financial sec-

tor, overheated property markets, high
household debt levels, and strong cross-bor-
der links. However, there are signs that the
recession has ended in the third quarter. Yet,
we anticipate that the recovery will be a
muted and long-drawn affair. 
Dirk Faltin, Economist, UBS AG

EMU: Near-term bounce – longer-term
weakness
After contracting for five quarters, the Euro-
zone economy is likely to emerge from reces-
sion in the current three-month period.
Indeed, indicators of industrial activity sug-
gest that growth may rebound quite strongly

in the short-term, thanks to stabilizing global
trade, the end of inventory depletion and the
monetary and fiscal policy boost. The latter
two factors are necessarily temporary in
nature and we expect a return to economic
weakness in the course of 2010. 
Dirk Faltin, Economist, UBS AG

Following last month’s lower house election,
the Democratic Party of Japan has taken con-
trol of government. Having spent many years
in opposition, the newly-appointed cabinet
members are anxious to implement signifi-
cant changes in policy. Some public works
projects have already been halted in favor of

DPJ priorities, such as monthly payments to
households with children under the age of
15. The new finance minister hinted that cur-
rency intervention is less likely now than in
the past. 
Brian Rose

Analyst, UBS AG
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New sector-based approach highlighting actionable,
high-conviction ideas

Energy

Technology

Industrials

Materials

Consumer discretionary

Consumer staples

Financials

Telecom

Utilities

Health care

US equity sector strategy

Sector Performance (local currency/USD, in %)
underweight neutral overweight mtd ytd 2008

4.70 7.84 –34.87

3.02 44.03 –43.14

6.57 15.54 –39.92

5.09 38.56 –45.66

3.92 27.83 –33.49

2.17 7.78 –15.43

0.34 19.22 –55.32

2.15 0.59 –30.49

0.47 3.38 –28.98

1.66 10.39 –22.81
Total return indices in USD: S&P 500 sector indices as of 14 Sept. 2009 Source: UBS WMR, as of 27 August 2009

For more information, please read the most recent US Investment Strategy Guide. See Scale for Investment Strategy in the Appendix for an explanation of the
strategy.

We are introducing new reports based
on the 10 S&P 500 economic sectors.
These reports include single-stock rec-
ommendation lists that, in our view,
have the strongest potential to either
outperform or underperform the sec-
tor benchmark. Below are excerpts:

Financials
Given the rally in the banks, brokers and
credit card companies, we are now favoring
more defensive names, as opposed to
“beaten down” companies. 

Asset managers should continue to enjoy
asset appreciation and inflows if the market
continues to move higher. The exchanges
have benefited from increased options vol-
umes, while cash volumes are also accelerat-
ing. However, US cash market share contin-
ues to erode owing in part to the increase in
flash orders. Our picks here include compa-
nies that have strong earnings growth
prospects, are gaining market share, and
could engage in meaningful acquisitions that
could add to existing economies of scale.

We have no clear investment bias within
the insurance sector. However, we tend to
favor reinsurers within the property/casualty
space owing to their cheap valuations and
expected strong growth in EPS and book
value in 3Q09. Our favorites within the insur-
ance sector include companies that have
solid earnings prospects, are gaining market
share, have solid balance sheets with excess

capital, and trade at attractive valuations.
We currently see the risk/reward ratio as

fairly balanced for REITs. Access to the debt
and equity capital markets, combined with
line of credit availability in excess of USD 33
billion have significantly strengthened the
REITs‘ financial profile. This, however, is off-
set by several factors, including group valu-
ations at or above long-term averages,
group leverage ratios near all-time peaks, a
challenging macroeconomic environment
and the overhang of significant commercial
real estate debt maturities. Given the uncer-
tainty about the strength of the economic
recovery and the ongoing questions in the
CRE market, we believe it is important to
focus on well-managed, market-leading
REITs with defensive asset portfolios, strong
balance sheets, low lease rolls, deep tenant
relationships and substantial liquidity.
Michael Dion, CFA

michael.dion@ubs.com

Dean Ungar, CFA

dean.ungar@ubs.com

Jonathan Woloshin, CFA

jonathan.woloshin@ubs.com

Analysts, UBS Financial Services Inc.

Energy

Utilities

As the worldwide economic horizon has
begun to brighten, so, too, has our outlook for
improvement in global oil and gas demand.
We believe the timing is right for investment
in energy. The downcycle, which began in mid-
2008, appears to have troughed. We project
commodity prices will rise in 2010. We are
most constructive on oil-levered names as we
believe improvement in oil market fundamen-
tals could precede a sustained recovery in
North America natural gas. 
We favor oil-oriented energy companies, given
our more constructive outlook for oil prices in

the near term. Stock valuations appear more
attractive for oil-levered companies versus gas-
levered names. Among the integrated oils and
independent exploration and production com-
panies, our top recommendations have a rel-
atively large oil component in their production
profiles, and their earnings are the most lev-
ered to changes in oil prices. In addition, we
look for companies whose investment activi-
ties might produce a catalyst for potential
stock price outperformance through acquisi-
tion or exploration success.
Nicole Decker

Analyst, UBS Financial Services Inc.

nicole.decker@ubs.com

Despite the recovery in the broad economy,
we continue to see headwinds for the utility
sector. The industry still has substantial fund-
ing needs and high rate base growth
assumptions. Unless 2010 natural gas prices
recover sharply, 2010 earnings expectations

for unregulated power generators will likely
have to decline. We advise investors to stay
focused on companies with no external
financing needs, constructive regulatory
environments and earnings growth despite
the headwinds that we see. 
David Lefkowitz, CFA

Analyst, UBS Financial Services Inc.

david.lefkowitz@ubs.com

- - - - - - n + ++ +++

For more information, see the three Equity
Investment Themes, published on 14 Sept.
2009, with these titles: Financials: US Equity
Monthly; Energy: US Equity Monthly; and Utili-
ties: US Equity Monthly.
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Don’t fight the cycle

Equity market · US US · Equity market

We often hear from many market observers
that both the depth of the current economic
contraction and the likelihood of a below-
trend recovery invalidates the historical
equity playbook, which signals that stocks
deliver their strongest gains during the recov-
ery and early expansionary phase of the busi-
ness cycle. We disagree. Looking at the cur-
rent recovery phase, both market gains and
sector performance rankings have almost
exactly followed the historical stock
market/business cycle pattern. We segment
S&P500 monthly returns by the four stages
of the business cycle using the ISM manufac-
turing index as our guide. In the current
“recovery” phase, since the Institute for Sup-
ply Management (ISM) bottomed in Decem-
ber 2008, the S&P500 has rallied 16%,
which is broadly consistent with the median
monthly gain of 2.5% during past recovery
periods. Additionally, sector performance in
this recovery has also almost exactly mapped
the historical pattern with cyclical sectors
widely outperforming defensive sectors led
by Technology, Materials, and Consumer
Cyclicals – the three sectors with the highest

median returns during past recovery phases.
The cycle is now shifting from recovery to
early expansion as the ISM manufacturing
index has pushed past 50 and real GDP looks
to turn positive in Q 3. Looking at the past
performance of stock and sectors during the
early expansion stage of the business cycle,
market returns do taper off their rapid pace
in the recovery phase, but remain positive
and, in fact, still above-trend with the
median monthly gain of 1.1%. Within the
S&P500 sectors, the bias clearly remains
favorable for cyclical sectors with Consumer
Cyclicals, Industrials, and Materials the top
historical performers during this stage. 
Joseph Anthony Sawe

Analyst, UBS Financial Services Inc.

joseph-anthony.sawe@ubs.com

UBS WMR U.S. Top 25 Stock List

Company Ticker Industry Price ($)
(09/14)

Apache APA Explor. and Prod. $91.38

Coca-Cola+ KO Soft Drinks $52.16

Colgate-Palmolive+ CL Household Products $75.05

CSX+ CSX Railroads $47.08

CVS/ Caremark+ CVS Drug Retail $36.53

DirecTV+ DTV Cable & Satellite $26.10

Disney+ DIS Media $28.08

Exxon Mobil XOM Integrated Oil $70.00

Freeport McMoran+ FCX Metals & Mining $70.62

Genzyme+ GENZ Biotech $56.91

Google+ GOOG Intern. Softw. & Serv. $475.12

Hess HES Integrated Oil $53.42

Hewlett-Packard+ HPQ Computer Hardware $45.70
For more information, please read the most recent U.S. Top 25 Stock List

Company Ticker Industry Price ($)
(09/14)

HSBC+ HBC Banks $55.11

Microsoft MSFT Systems Software $25.00

Monsanto+ MON Fertil. & Ag Chem. $78.08

NY Community Bancorp NYB Banks $10.87

Qualcomm+ QCOM Comm. Equip. $46.23

Taiwan Semiconductor+ TSM Semiconductors $10.79

Teva+ TEVA Pharmaceuticals $51.69

Thermo Fisher Scientific +TMO Health Care Equip. $47.59

Total+ TOT Integrated Oil $60.93

Travelers TRV Prop. & Casualty Ins.$48.99

Union Pacific+ UNP Railroads $62.78

YUM! Brands+ YUM Restaurants $33.46

Source: Bloomberg and UBS WMR

(a) Hewlett-Packard and HSBC added as of Aug 31 2009
Stocks which are only covered by UBS Investment Research are annotated as such with a ‘‘+” sign. These stocks have a 12-month rated Buy or Neutral 
recommendation. UBS Investment Research is part of UBS Investment Bank (the UBS business group that includes, among others, UBS Securities LLC). 

Large-cap value

Large-cap growth

Mid-cap

Small-cap

US equity size and style

Sector Strategy Performance (local currency/USD, in %)
underweight neutral overweight mtd ytd 2008

3.20 14.11 –36.85

3.21 25.84 –38.44

4.61 31.29 –41.46

4.94 21.47 –33.79
Total return indices in USD: Russell as of 14 Sept. 2009 Source: UBS WMR, as of 27 August 2009

For more information, please read the most recent US Investment Strategy Guide. See Scale for Investment Strategy in the Appendix for an explanation of the
strategy.

Regional indicators

US Consensus estimates

P/E (x)* 14.7

P/B (x)* 2.2

2009 Consensus S&P 500 EPS USD 60

2009 UBS WMR S&P 500 EPS USD 54

2010 Consensus S&P 500 EPS USD 75

2010 UBS WMR S&P 500 EPS USD 65
*Note: Consensus 12 month forward estimates
Source: Bloomberg, FactSet & Thomson Financial

- - - - - - n + ++ +++
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Equities · Europe Europe · Equities

Still waiting for a short-term correction; the medium
term remains positive

EMU equities are attractive 

Sector performance Eurozone

Emerging Markets

Eurozone

UK

Other developed

Japan

US

Regional equity strategy

Sector Performance (local currency/USD, in %)
underweight neutral overweight mtd ytd 2008

5.53 59.50 –53.18

4.41 29.34 –47.09

4.28 35.98 –48.32

- 1.05 10.11 –29.11

3.34 20.20 –37.31
Total return Total return indices in USD: Russell 3000, MSCI for non-US, as of 14 Sept. 2009 Soruce: UBS WMR, as of 27 August 2009

For more information, please read the most recent US Investment Strategy Guide. See Scale for Investment Strategy in the Appendix for an explanation of the
strategy.

In our last two updates, we argued that a
short-term correction would be likely, while
maintaining the medium-term positive view.
The seasonally weak month of September also
seemed an ideal backdrop for such a correc-
tion. So far, we have been waiting in vain, and
although the markets are overbought in the
short term and several indicators are flashing
warning signs, we are taking a step back and
would turn short-term bearish only with a
break of an important support level, keeping
a positive medium-term outlook. The DJ
STOXX 600 index closed at 240.9 on 14 Sep-
tember. An important near-term support level
is 230 (–4.5%). If the index were to close
below this level, it would likely fall to 215
(–11%), which we view as a worst-case sce-
nario. However, such a correction would prob-
ably not even be unhealthy as it would still
leave the positive medium-term outlook intact,
and we continue to expect the index to reach
250, then 260 (+8%). 

In terms of valuation, another 8% rise
would be reasonable, perhaps even conser-
vative. After all, European equities are still

not expensive, trading at a price-to-book
ratio of about 1.4 on average, well below the
long-term average. Companies have fought
to reduce their cost base in the face of the
oncoming recession, and even a small
improvement in revenues should result in a
relatively large improvement in earnings:
operational leverage. Since the market bot-
tom in March, the DJ STOXX 600 has gained
52%, much of it through strong perform-
ance of the victims during the sell-off: finan-
cials and weaker or lower quality cyclical
stocks. It seems reasonable to assume that
this macro driven recovery, in which a gloom-
and-doom “Great Depression” scenario was
priced out of the market, will be followed by
good performance of other more defensive
sectors as well. And the overall strong per-
formance of anything that has come down
a lot during the sell-off is likely to be followed
by a more selective market in which quality
matters again.   
Hans Sanders, CFA, CMT

Analyst, UBS AG

Source: 
Thomson Reuters
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We have frequently stressed our preference
for European Monetary Union (EMU) equi-
ties and believe that the case has recently
become even stronger. This holds true both
from a medium- and long-term view. Eco-
nomic data out of EMU has been better than
widely expected. The strong recovery in
global trade benefits the export-oriented
EMU market. The main arguments to own
EMU equities include:

1. Our economists continue to point out
that EMU will be a main beneficiary of the
inventory re-stocking underway globally.
They believe that data for the EMU region
over the remainder of 2009 will, on
aggregate, surprise rather positively. 

2. Earnings momentum has also begun to
stabilize against the backdrop of sharp
cost cutting measures. With earnings
having dropped about 40% since their
peak, a further improvement from this
low base seems likely in coming quarters.

3. Lower stress in financial markets and a
steepening of the yield curve has bene-
fited the Financials sector. Being the
largest sector by market capitalization, its
advance will also be crucial going for-
ward. With central bank rates low for the
foreseeable future, the banking industry
should recover further. 

4. Taking a longer-term view, valuation
appears very attractive. EMU is one of the
cheapest of the developed markets. The
discount to global equities of about 15%
is greater than it has been in the past.
Moreover, the region offers an attractive
dividend yield of 4%, which is above the
level of 10-year government bond inter-
est rates.

For more information, see European equi-
ties: EMU equities are attractive, Market
Update, 16 Sept. 2009.
Markus Irngartinger 

Strategist, UBS AG
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No two bear markets are alike, but

S&P 500 monthly bar chart

Technical Levels

S&P 500 DJIA NASDAQ 10-Yr. Treasury (%)

Support 978–992 9100–9250 1929–1958 3.10–3.25

930–956 8600–8900 1860 2.50–2.65

Resistance 1050–1070 9600–9800 2060–2075 3.90–4.10

1100–1125 10000–10300 2150–2170 4.30–4.40
Source: UBS WMR 

We are aware that no two bear markets are
identical, but they do tend to rhyme. Cou-
pled with our long-term secular trading
range view, we analyzed the technical land-
scape of the last two bear markets to pro-
vide investors with a possible roadmap for
the months and even years to come. 

Since 1800, there have been 14 distinct
secular trends: seven bull markets and seven
bear/trading-range markets. The US stock
market has had the uncanny ability to succes-
sively cycle from one secular market to the
next without missing a beat. We believe that
the 1982 secular bull market abruptly ended
in 2000, and we have since entered into a sec-
ular trading-range environment. As secular
markets have lasted anywhere from eight to
20 years, it is our contention that we may just
be in the middle stages of the cycle. Although
this could hurt investors with buy-and-hold
strategies, it is important to recognize that
there can be numerous primary bull-and-bear
cycles within a secular trend lasting anywhere
from six months to several years. 

Although the S&P 500 reached a price peak
in Mar 2000, a Jan 2000 negative outside
month warned of a trend reversal. Subse-
quent negative outside months followed in
Jul/Sep 2000, giving investors ample warn-
ing that a change in trend was imminent.
Similarly, Feb/Jul 2007 resulted in negative
outside months prior to the market peak in
Oct 2007. Interestingly, both bear markets
were precipitated by bubble bursts in the
most heavily weighted S&P500 sector by
market cap: 2000–2003 (Technology) and
2007–2009 (Financials). The two bear mar-
kets also dropped by similar amounts (50%
previously vs. 58% currently), before begin-
ning roughly 10-month basing efforts. In
technical circles, this is a period of time after
a major decline where a market begins to
repair the technical damage before transi-
tioning to the next cyclical bull market. Dur-
ing this time, a technical analyst can observe
market breadth, money flow, investor psy-
chology, chart pattern recognition, et al., to
determine when the shift has occurred.

About a month or so ago, we flipped the
switch from a neutral to a moderately bull-
ish intermediate technical view on the S&P
500 (via SPY), as we witnessed a Jul 2009
positive outside month and a subsequent
Aug ’09 breakout from neckline resistance of
an inverted head-and-shoulder pattern. A
similar situation occurred during the 2002-
2003 bottom: a Mar 2003 positive outside
month foreshadowed the May 2003 break-
out of the inverted head and shoulders, sig-
naling the start of the next cyclical bull run.

So now the question arises: how high can
this rally go? Referring back to 2003, the
technical breakout of the S&P projected a
target near 1160, which happened to corre-
spond to the 50% retracement (1161) of the
prior bear decline. Interestingly, the S&P500
reached 1159 in Feb 2004 before the rally
paused, consolidating for about one year,
and then resumed its cyclical rally.

This time around, the Aug 2009 breakout
renders a target of 1221, although this
appears to be a bit aggressive as significant
overhead supply remains. We believe that
the 50% retracement (1121) of the 2007-
2009 decline is a reasonable 3-6 month tar-
get. With that said, it is our belief that when
the market approaches this level the risk

increases dramatically as this level also closely
resides with the 2007 downtrend, currently
near 1140/50. At this point, it is possible that
the market encounters a situation similar to
2004 before we make another leg higher,
possibly achieving our longer-term upside
target, which also strikingly resides near the
61.8% retracement of 1228.
Peter Lee, Chief Technical Strategist

Jonathan Beck, Technical Analyst

UBS Financial Services, Inc.

peter.lee@ubs.com

jonathan.beck@ubs.com

Source: Reuters, UBS WMR (prices as of 11 September 2009)

The last two bubble
bursts resulted in similar
declines.  Interestingly, it
appears that each has
also undergone analo-
gous technical basing
efforts before beginning
the next cyclical bull
run.  Now the question
remains whether the
market recoveries will
replicate one another.
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We prefer short- to medium-term corporate bonds

As we expect government bond yields
to increase, but credit spreads to
tighten, we find short- to medium-
term corporate bonds most attractive.

Normalization imminent
Interest rates of global government bonds
have remained rather stable over the last
couple of months even though economic
indicators and equity markets have improved
significantly. It seems that skepticism regard-
ing a full-fledged economic recovery is hold-
ing back yields from rising more significantly,
so far. Also, several central banks continued
to buy more government bonds.

For the next months, we expect further
upgrades in the consensus economic out-
look and headline inflation has already
changed direction in most countries and is
heading back towards positive numbers. The
focus of central banks will also change over
the next months and increasingly shift
towards the discussion of so-called exit
strategies, i.e., the reversal of the currently
very supportive monetary policy. Central
banks are likely to increase rates only slowly,
after probably starting in the second half of
2010, especially if the priority for policymak-
ers is to reduce fiscal spending. We think
that policymakers will be very careful about
not choking off the economic recovery.
Given this environment, we expect yields of
highest-quality bonds to rise moderately by
30bps to 100bps over the next 12 months in
the developed markets. As a consequence,
we would focus government bond invest-

ments in those with short- and medium-term
maturities that are less exposed to falling
prices in case of rising interest rates.

Attractive corporate bonds
While government bonds showed a rather
lackluster performance during the third
quarter, corporate bonds continued to rally.
Credit spreads – the difference between the
yields on credit-risky bonds and risk-free gov-
ernment bonds – narrowed significantly and
reflect a more general improvement across
credit markets. Over the past months, com-
panies have enacted substantial cost-cutting
programs and reduced capital spending.
These measures lead to better earnings mar-
gins, and corporations are well positioned to
benefit from the economic recovery ahead.
In addition, companies have pursued pru-
dent financing by extending debt maturities
or increasing liquidity. Rating agencies have
started to acknowledge these efforts in more
rating upgrades after a phase when there
was a preponderance of downgrades. We
continue to expect corporate bonds to out-
perform government bonds for the next 12
months. However, returns will not be as
spectacular as year-to-date because tighter
spreads are likely to be counterbalanced by
rising government bond yields. Overall, we
expect short- to medium-term corporate
bonds to perform best.
Achim Peijan

Bernhard Obenhuber 

Strategists, UBS AG

US fixed income strategy

Sector Performance (local currency/USD, in %)
underweight neutral overweight mtd ytd 2008

–0.16 –3.34 14.0

1.40 7.30 –1.1

–0.01 0.50 9.6

3.76 13.63 –25.2

0.38 4.74 8.3

0.81 16.94 –6.8

4.28 46.70 –26.1

4.25 24.58 –10.2

Total return indices in USD: BAS/Merrill Lynch as of 16 Sept. 2009 Source: UBS WMR, as of 27 August 2009

For more information, please read the most recent US Investment Strategy Guide. See Scale for Investment Strategy in the Appendix for an explanation of the
strategy.
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Inv. Grade Corporates

High Yield Corporates

Emerg. Market

We are introducing new sector reports,
offering our assessments of the strength and
trends of issuer credit quality. 

These reports will evaluate the fixed
income components of each issuer’s capital
structure. Each report is comprised of two
parts: an Industry overview of the sector’s
general characteristics and credit drivers,
and a concise credit opinion on key issuers
within the sector. See A new dawn – from
coverage to opportunities, Education Note,
4 Sept. 2009.

Transportation
Worldwide economic sluggishness contin-
ues to pressure operating results for North
American transportation companies. Never-
theless, steady price increases, capital
spending cutbacks, and curtailed share
repurchases have largely preserved the
financial flexibility of the major railroads.
However, credit profiles could be pressured
if freight volume declines persist or pricing

deteriorates. See Railroads delivering credit
stability, Bond Investment Theme, 15 Sept.
2009.
Bill Carroll

Analyst, UBS Financial Services Inc.

bill.carroll@ubs.com

Pharma/healthcare
This industry may be regarded as relatively
stable, although growth drivers and risk fac-
tors within sectors and sub-sectors differ
substantially. Pharmaceuticals is mostly a
high credit-quality sector. Unfortunately, this
translates into low yields relative to the
aggregate investment grade asset class. In
the medium term, the US healthcare reform
is likely to become a major source of uncer-
tainties and concerns. See Diversity within,
Bond Investment Theme, 15 Sept. 2009.
Donald McLauchlan

Analyst, UBS Financial Services Inc.

donald.mclauchlan@ubs.com 

New sector-based credit reports
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Bonds · US market US strategy · Municipal bonds

Corporate bonds: Remaining in the game despite
lower yields

Airport sector update: Impact of traffic declines on
credit quality

Investment grade (IG) corporate bonds have
enjoyed a very strong performance year-to-
date with total returns in excess of 16%.
Despite appearing fully valued in the context
of an improving but still-weakened global
economy, there are undoubtedly some tail-
winds that should drive performance over
the near term. Perhaps most important is the
significant cash balances migrating from
both equity funds and the sidelines into cor-
porate bonds, which are driving demand in
both the new issue and secondary markets.

For those investors with a moderate risk
tolerance, we recommend taking exposure
by buying ‘BBB’-rated non-Financials and ‘A’-
rated Financials. With regards to non-Finan-
cials, most corporate credit profiles remain
surprisingly well-positioned as a result of
prudent balance sheet management and
cost cutting. Although, as expected, credit
rating downgrades continue to outnumber
upgrades, we remind investors that default
rates on IG corporate bonds remain rather
low, and that modest rating downgrades
typically have little effect on valuations.

Despite continued spread compression,
‘BBB’-rated non-Financials provide attractive
additional yield compensation versus higher-
rated bonds in exchange for only a modest
amount of incremental credit risk.

With regards to Financials, we continue to
recommend a bit more caution and therefore
advise sticking to the bonds of larger, higher-
rated entities that have been deemed to
have “systemic importance”. Institutions
without this distinction remain vulnerable to
rapid deterioration without the benefit of a
government backstop should credit condi-
tions tighten or the economy retrenches.
However, we believe investments in compa-
nies where the government has shown will-
ingness to intervene remain moderately low-
risk. 
Michael Tagliaferro

Analyst, UBS Fianancial Services Inc.

michael.tagliaferro@ubs.com

Regional bond strategy

Sector Performance (local currency/USD, in %)
underweight neutral overweight mtd ytd 2008

2.27% 11.48% 0.99%

20.27% 2.12% –24.57%

2.64% 0.65% 27.44%

- 0.43% 5.07% 5.24%
Total return indices in USD: Barclays Capital, as of 14 Sept. 2009 Source: UBS WMR, as of 27 August 2009

For more information, please read the most recent US Investment Strategy Guide. See Scale for Investment Strategy in the Appendix for an explanation of the
strategy.

- - - - - - n + ++ +++
Eurozone

Other

UK

Japan

US

A weak economy and the ongoing realign-
ment of airline hub operations have caused
passenger traffic to decline, in some cases
sharply, at most major airports this year. All
of the 20 largest US airports (as measured by
passenger enplanement counts during cal-
endar 2008) have reported lower traffic for
the first half of 2009 than for the same
period in 2008.  This continues a trend that
began in 2008, when 13 of the top 20 and
37 of the top 50 airports reported traffic
declines from the prior year.

Although passenger traffic is the primary
revenue driver for airports, the credit impli-
cations of these traffic reductions have been
limited, at least to date. In a few cases,
reduced traffic has narrowed financial mar-
gins and led to rating or outlook down-
grades, but most airports have so far
escaped significant credit erosion. Airports
that have felt the greatest impact tend to fall
into two categories: secondary hub airports
that have lost connecting traffic as airlines
consolidate route structures, or airports that
serve a secondary role in a regional system.
The ability of an airport to protect its credit
position during a traffic downturn depends
on several factors, including its current finan-
cial margins and cash reserves, the level of
pricing power it has to generate additional
revenue from existing services, and the level
of costs that it must recover from airlines
(and their passengers). Airports that have
lost their status as hubs are facing the great-
est adjustments, as the cost of a facility that
was designed to serve a high volume of con-
necting passengers must be carried primarily

by traffic originating or terminating in the
regional market. 

Airport issuance declined dramatically in
the first half of FY09 to USD 2.52 bn, down
71% from the same period in FY08, accord-
ing to The Bond Buyer. The decline in volume
occurred despite various opportunities cre-
ated under the stimulus provisions of the
American Recovery and Reinvestment Act
applicable to airport financings, including
the ability to issue new-money debt on a
non-AMT basis (previously most airport debt
issuance was subject to the AMT penalty,
and refundings remain subject to the AMT)
as well as the ability to finance certain proj-
ects with taxable Build America Bonds.

Up until the second half of FY 08, the
majority of general airport revenue bond
issuance was sold with bond insurance.
Although industry sources indicate that
bond insurance continues to be relied upon
as a credit enhancement option for select
airport-revenue supported debt this year, the
use of insurance has become more sporadic
and the need for investors to focus on and
understand underlying airport credit quality
has increased.
For more information, see Municipal Bonds:
Tight supply supports munis, Municipal
Report, 14 September 2009.
Brad Gewehr, Strategist 

Kathleen McNamara, Strategist, CFA, CFP®

UBS Financial Services Inc.
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We like to be carried by currencies – 
but not carried away!

PPP1 20082 15.9.09 3 M 3 6 M 3 12 M 3

vs USD

EURUSD 1.26 1.39 1.46 1.45 1.50 1.57

USDJPY 96 91 91 97 100 105

GBPUSD 1.73 1.46 1.66 1.60 1.65 1.70

USDCHF 1.20 1.07 1.04 1.05 1.01 0.99

AUDUSD 0.64 0.71 0.86 0.83 0.85 0.88

USDCAD 1.13 1.21 1.08 1.08 1.05 1.00

USDMXN 12.44 13.64 13.30 13.50 14.00 14.00

USDBRL 2.79 2.31 1.81 1.75 1.75 1.80
1 Purchasing Power Parity   2 end of year   3 UBS WMR Forecast
Sources: Reuters, UBS WMR

Exchange rate forecasts

For the time being, we recommend contin-
uing to ride the current trend in the forex
markets, which is characterized by risk-tak-
ing. Risk-taking in currency markets is equiv-
alent to carry trading, i.e., the attempt to
profit from yield differences across currency
areas. Carry trades are currently hurting the
USD, the JPY and to some extend also the
GBP. The biggest winners of the trend are
emerging market currencies, the AUD, the
NZD and the NOK; but also other, not explic-
itly high-yield currencies like the EUR, the
CAD, the CHF and the SEK are supported
versus the USD and the JPY. A glance at pur-
chasing power parities shows that the GBP
and the JPY are in equilibrium with the USD,
while the AUD, EUR, SEK, and CHF all appre-
ciated this year and are now significantly
overvalued. In our view, the AUD lays claim
to the most extreme position. In 99% of the
monthly observations since 1982, the AUD
was closer to equilibrium than today.

Even though this is extreme and would
normally call for a correction, we think the
long-term opportunities for carry trading

remain intact. We therefore recommend
staying with carry. However, owing to
stretched valuations, we also recommend
preparing to either weather short-term fluc-
tuations or protect portfolios against adverse
volatility, which might occur with year-end
profit-taking.

A carry without carry
One may argue that post-crisis carry trading
is very curious because interest rates and
interest rate differentials are not high
enough to give the proper incentives for
carry trades. This is different from the 2005-
2008 period, during which yield differentials
were far higher and supported the carry
trade more strongly. For example, the one-
month interbank rate for the Australian dol-
lar currently stands at 2.85%, which is sig-
nificantly lower than the 7.5% AUD interest
rate in 2008 when the pre-crises carry trade
reached its peak. By comparison, JPY money
market rates fell from 1.1% in 2008 to cur-
rently 0.2%. Norway, another currency that
is currently receiving considerable attention

from carry traders, pays interest of only
1.2%. Still, a simple analysis suggests that
higher-yielding currencies are appreciating at
the expense of lower-yielding ones.

Particular findings about the EUR 
The euro belongs to the camp of carry cur-
rencies that appreciate when investors take
risks. The process is the same today as dur-
ing 2005-2008, even though yield differen-
tials were smaller then than today. The rea-
sons for this can be found elsewhere. When-
ever carry trade is attractive, there is a strong
outflow of USD to emerging market and
commodity producer currencies. The Euro-
zone is less affected by these capital flows.
The different economic conditions also jus-
tify that behavior. Europe has built strong
export facilities for emerging markets. More
specifically, exporters in the currency union
were able to profit more strongly from
growth in Eastern Europe and the Middle
East than the US or Japanese economy in the
boom years. 

Why does the carry trade work today?
The incentives for carry trading are more fun-
damental now than in 2008. Having lower
yield incentives today helps the market to
focus on economic strength and not get car-
ried away by simple yield hunting. When we
compare which currencies have tended
towards overvaluation this year, we see a
close relationship with those economies that
were the least challenged by the crisis. The
governments in Japan, the UK and the US
will each accumulate debt in the region of
25% to 30% of GDP according to the OECD
World Economic Outlook between 2008 and
2010. Australia and Canada will only put
that ratio up by 6-7% and even Europe is set
to accumulate debt of less than 15% of GDP.
We recommend sticking with stable finances
and would become concerned about the
longer-term picture if this ratio were to spike
higher for one currency owing to adverse
economic developments.
Thomas Flury

Analyst, UBS AG

In the World Economic Outlook the OECD
estimates government debt-to-GDP ratios
until 2010. Higher accumulated debts hurt
the currency, because they imply the risks 
of inflation and/or a fall in the growth
potential.

Accumulated debt relative to GDP

Source: OECD World Economic Outlook
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Euro per US dollar (EURUSD)

US dollar per Japanese yen (USDJPY)

British pound per US dollar (GBPUSD)

Bottoming out amid good monetary conditions

The real estate credit and liquidity cri-
sis appears to have peaked out. Real
estate markets are also showing signs
of a recovery in prices and should
continue to benefit from historically
low interest rates.

Over the last three years, real estate posted
a very poor total return of roughly –30% in
US dollar terms (GPR 250 Property Securities
Index). This weak performance reflected
declining real estate values all over the world
and a deteriorating outlook for rents and
vacancies. Real estate shares have become
extremely volatile over past quarters. They
showed volatility that exceeded historical lev-
els by far. In the course of the real estate mar-
ket downturn, real estate stocks have also
revealed a stronger correlation with the over-
all equity market.

However, the real estate credit and liquid-
ity crisis appears to have peaked out as illus-
trated by rapidly tumbling volatility in listed
real estate markets around the world. Global
listed real estate stocks have recovered
impressively since their March trough,
returning more than 20% year-to-date in US
dollar terms.

Strong capitalization is the key
We expect companies that are well-capital-
ized to clearly outperform in the future.
These stocks have also been the beneficiar-
ies of low interest rates for some time now,
particularly with regard to lines of credit and
other floating rate debt. Several of the larger,
better-capitalized real estate companies have
recently raised capital that could potentially
be used to take advantage of distressed sit-

uations faced by smaller competitors. Com-
panies could at first proceed cautiously given
the risks that remain. However, we believe
the period of distress the global markets
have experienced will lead to significant
value-creation opportunities for the better-
positioned companies, and we expect M&A
activity to increase owing to the still-reason-
able valuations of selected stocks.
Future risks arising from higher interest
rates

Higher interest rates are now the tangible
risk for real estate stocks. They pose prob-
lems for operating results and lead to an
increased cost of capital. The real estate cri-
sis left poorly financed, highly leveraged
companies with tight interest coverage ratios
aside. They could clearly suffer under higher
interest rates. Lower loan-to-value (LTV) lev-
els being demanded by lenders require
higher equity contributions. Some of the
highly leveraged companies will take time to
reduce their cost of capital. Given the pre-
mium the market is placing on liquidity, man-
agement, balance sheet strength and prop-
erty quality, we believe stock selection
remains preferable to top-down relative sec-
tor weighting.

Note: This text is an abstract from our
recently published extensive global real
estate report. See Real Estate Markets: Bot-
toming out amid good monetary conditions,
Market Update, 11 September 2009.
Claudio Saputelli,

Thomas Veraguth 

Economists, UBS AG

Source: Thomson Reuters, UBS WMR
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Australian dollar per US dollar (AUDUSD)

Incoming Japanese Finance Minster Hirohisa
Fujii rattled currency markets by reiterating a
non-intervention stance and stating that a
strong yen has its merits. We think, how-
ever, that a strong yen propping up domes-
tic consumption stands little chance of hap-
pening, as employment remains depressed
partly owing to suffering exports.

The mounting US dollar weakness has been
driving the dynamics between this currency
pair, even though the valuation remains
stretched. On the other hand, the widening
yield differential should generally support the
Australian dollar versus other major currencies,
against which its valuation remains favorable.

EURUSD broke out of recent ranges owing
to renewed risk-taking and continuing con-
cerns about the USD's role as a reserve cur-
rency. Officially, Europe is showing no dis-
comfort with the rise of the EUR; so far. As
long as this signal is missing and markets are
stable, we see little likelihood of EURUSD
falling back.

The recovery of the GBP versus the USD has
come to an end, in our view. The pound suf-
fered considerably in the first phase of the
crisis and is now at fair values versus the
USD. Both governments need to spend sim-
ilar amounts of money to fight the crisis and
to overcome the housing crash.
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Make use of price dips to buy crude oil

Commodities · Spotlight Outlook · Commodities

Crude Oil

Gold

Silver

Copper

Spot price Forecasts Forecasts

USD/oz 17,51 3 months 9–12 months� �

Spot price Forecasts Forecasts

USD/bbl 72,5 3 months 9–12 months� �

Spot price Forecasts Forecasts

USD/oz 1020 3 months 9–12 months� �

Spot price Forecasts Forecasts

USD/mt 6420 3 months 9–12 months� �

Commodity Price Forecasts

2006 2007 2008 2009 2010

WTI Crude Oil $/bbl 66.2 72.4 100.0 63.0 85.0

Gold $/oz 604 697 872 960 1080

Silver $/oz 11.60 13.40 15.00 14.60 15.50

Copper $/mt* 6725 7139 6961 5250 6500

Aluminum $/mt* 2480 2641 2573 1650 1850

Zinc $/mt* 3275 3257 1885 1658 2100
Note: All prices are yearly averages
*mt = metric ton Sources: Thomson Financials, Bloomberg, UBS WMR

We believe the crude oil market is in a
transition phase. Following the sharp
drop in demand since mid 2008, we
are now seeing signs of recovery. 

Oil consumption in the developing world is
growing again, whereas OECD demand is
expected to stabilize and gradually pick up.
We believe this trend is likely to continue as
the global economy improves. Recent data
has already led to an upward revision in
demand estimates from agencies such as the
International Energy Agency. 

Following WMR’s revision of the 2010
global growth outlook from 2.8% to 3.4%,
we have lifted our crude oil demand esti-
mates and now expect consumption to reach
85.8 million barrels per day (mbpd), up from
85.5 mbpd, an increase of 2% from 2008.
Emerging markets are expected to be the
main driver contributing 75% of this growth.
These higher estimates remain mild relative
to prior economic recovery periods such as
2003/04.

On the supply side, spare capacity
remains, concentrated in a few OPEC coun-

tries that together could supply an additional
5 to 6 mbpd, while the outlook for non-
OPEC supply is likely to remain constrained
growing only 0.4 mbpd in 2010. Hence, this
should put the prime focus on OPEC as a
swing supplier. OPEC itself has kept its pro-
duction target unchanged at 24.85 mbpd.
That said, OPEC member states already pro-
duce around 26 mbpd. The compliance rate
has fallen slightly in recent months, but is
unlikely to deteriorate further. 

Our revised outlook reinforces our view
that crude oil inventories are likely to normal-
ize. In fact, we already see US inventories
sliding versus the five year average. On the
product side, this is also true for US gasoline
inventories. Distillate inventories, however,
remain on the rise. The normalization in US
inventories is important, as they have been
the main source of higher OECD crude oil
inventories since mid 2008.

The higher outlook for crude oil con-
sumption leads us to expect a move for crude
oil prices (WTI) to USD 90 a barrel over the
next 12 months up from USD 85. Since OPEC
has the ability meet stronger demand, we
leave our average price estimate for 2010
unchanged at USD 85. For a further upward
revision to our average price target, we need
more visibility for 2011. Investors desiring
crude oil exposure should be mindful of roll-
yield costs and therefore suggest exposure
along the forward curve and not just in front-
month contracts, where roll-yield costs are
the highest. Attractive entry levels are
around USD 65.
Dominic Schnider

Analyst, UBS AG

WMR’s higher global growth outlook for
2010 of 3.4% (up from 2.8%) has triggered
an upward revision in our consumption esti-
mates for crude oil, which is now expected
to grow by almost 2% next year. Meanwhile,
OPEC has kept their production quota

unchanged. Against this demand/supply
backdrop, we have increased our 9-12-
month oil forecast from USD 85 to USD 90
a barrel. Good entry points from a risk return
perspective are around USD 65 a barrel.
Investors should keep roll-yield costs in mind.

The gold price managed to hold levels above
USD 1000 an ounce. We expect the price to
trend higher based on solid financial
demand. Speculative account positions in
futures contracts reached record highs and
physically-backed ETFs witnessed renewed

inflows. But the high price has also driven de-
hedging decisions. Gold producers are likely
to decrease their hedge positions, increasing
demand by 200 tons. Initially we expected
150 tons for 2009. Our short-term target
stands at USD 1100.

With an improved economic landscape, sil-
ver prices gained disproportionately com-
pared to gold. We expect industrial demand
(50% of total demand) to recover, which
should bode well for prices in the near term.
Lower mining activity on the base metals side

(secondary silver supply) should remain price
supportive in 2009. We target a price move
to USD 18.45 an ounce in 2009. We would
use these levels to exit silver long positions
on firmer supply during 2010.

Price momentum in copper is losing steam.
From a technical perspective, copper prices
could enter a period of consolidation. Such
a consolidation could bring copper to USD
6000 a ton. Despite this less compelling
chart-technical picture, we think re-stocking
demand by OECD countries should keep

prices in an uptrend. The risk factor in our
view is a sharp normalization in Chinese 
copper imports. July import figures of
unwrought copper, down 23% mom, sug-
gest import volumes have topped out at a
high level.
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The new big investors

Emerging Markets · Spotlight Spotlight · Emerging Markets

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 rec-
ommends 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 see the WMR Education Note “Investing in Emerging Markets (Part 2): EM bonds,” 20 November 2007.
Clients interested in gaining exposure to emerging markets sovereign USD bonds may either buy a diversified fund of such bonds
(preferably an actively managed portfolio of such bonds), or they may wish to select bonds from specific countries.
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 minimize 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 that have a higher
risk profile and who seek to hold higher yielding bonds for only shorter periods. 

Since the late 1990s, central banks in
emerging markets have built up large
foreign-exchange reserves. This cush-
ion helped to weather this crisis. But it
is not only the central banks that fol-
lowed this approach. 

The table shows that companies in the
emerging markets have spent huge amounts
this year acquiring companies in other coun-
tries or purchasing emerging-market compa-
nies from foreign sellers. Such deals have
been a growing contributor to the value of
global deals, from close to zero in 1970 to
around 15% in 2007. 

The combined value of these previous
acquisitions stood at USD 2.6 trillion at the
end of 2007. Investors in emerging mar-
kets in Asia accounted for 65% of this
amount, followed by Latin America (19%),
Eastern Europe and the Commonwealth
of Independent States (10%), the Middle
East (4%) and Africa (3%). Chinese com-
panies alone have acquired assets in over
160 countries, according to government
data.

Implications for equities
What this trend means is that some emerg-
ing-market companies are moving up the
value chain by acquiring foreign technolo-
gies and skills. It also means that they – or
at least the more successful ones – are
beginning to outgrow their home markets.
Of course, foreign adventures can end in
mishaps. But acquiring technologies and
know-how and diversifying revenue
streams are good for well-managed com-

panies in the long run. This argues in favor
of investing in emerging-market equities
over time.

Implications for FX
These acquisitions exclude portfolio invest-
ments such as the purchase of US Treasuries
by central banks, or foreign stocks and bonds
by retail investors resident in the emerging
markets. 

As of the end of 2008, central banks in
emerging markets held USD 4 trillion in for-
eign reserves (excluding gold), mostly
denominated in US dollars, Euro, Japanese
yen, British pound, and some Swiss francs.
Over time, we expect them to start holding
assets in the currencies of their main emerg-
ing-market trading partners; for example
China holding some Brazilian real, and Brazil
holding some Chinese renminbi. On a
broader scale, this development would
increase the demand for currencies of major
emerging-market exporters.

Private residents have also been holding
foreign portfolio assets such as bonds, equi-
ties and cash. Data from the Bank for Inter-
national Settlements (BIS) show that at the
end of 2008, its member banks had USD 2.2
trillion in outstanding liabilities to developing
countries. This amount excludes holdings in
places it defines as “off-shore centers”,
which we estimate to be worth USD 0.4 tril-
lion. In total, therefore, emerging-market
residents (private individuals, companies,

commercial and central banks, and sover-
eign wealth funds) held around USD 9.2 tril-
lion in assets denominated in foreign cur-
rency – a truly huge amount.

The double-edged sword
Under the right conditions, these funds can
act as “automatic stabilizers” that could help
support emerging economies in times of cri-
sis. Of course, fulfilling this role depends
largely on the owners of these funds; the deci-
sion whether or not to bring home some of
this foreign money depends on the opportu-
nities that residents see in their local market. 

For much of the 20th century, the emerg-
ing markets were hampered by exchange
controls. As such, the previous financial
crises demanded large currency devaluations
and sharp hikes in interest rates. Today, the
free flow of capital has become a double-
edged sword for policymakers. The right
policies will be rewarded with capital inflows;
the wrong policies will drive capital out to
seek better returns elsewhere.
Costa Vayenas

Analyst, UBS AG

Meet the new owners…
2009 EM cross-border deals by value (USD billions)

Acquirer Deal Payment Sector Asset
Located in Value Type Located in

China 8.8 cash Oil Canada
UAE 3.8 cash Oil Spain
China 2.8 stock Solar energy Hong Kong
UAE 2.7 cash Auto-cars/light trucks Germany
China 2.6 cash Coal Australia
China 2.6 cash Electronic comp. Singapore
Brazil 2.5 cash Banking Brazil*
India 2.3 cash Metals US
UAE 2.1 cash Chemicals Canada
Russia 1.8 n.a. Oil components Hungary
China 1.7 cash Oil & gas drilling Canada
China 1.5 cash Diversified minerals Canada
Brazil 1.4 cash Steel producers Germany
China 1.4 cash Diversified minerals Australia
China 1.2 cash Oil refining Singapore
Brazil 1.1 cash Electronic comp. Brazil*
Venezuela 1.1 cash Banking Venezuela
China 1.0 cash Metals Australia
China 1.0 cash Oil refining Singapore
Russia 1.0 n.a. Oil exploration Netherl.
China 1.0 cash Telecommunications Spain
Brazil 0.9 cash Metals Argentina
Philippines 0.8 cash Brewery Philippines
China 0.8 cash Airlines Hong Kong
Brazil 0.8 cash Metals Brazil*
Colombia 0.7 cash Oil exploration Colombia*
China 0.7 cash Oil exploration UK
Oman 0.7 cash Real estate UK
Brazil 0.7 stock Banking Brazil*
Russia 0.7 cash Oil components Russia*
*These deals represent the purchase of a company from a foreign owner.
Source: Bloomberg, 10 September 2009
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Reader’s questions

How are equities affected by inflation?

What’s on your mind?
Ask the expert at: ask-ig@ubs.com

Dear Andreas,
While we know that inflation expecta-
tions increase interest rates and hence
reduce the price of bonds, how are
equities affected by inflation and is
there a difference between sectors?

A client from Bern, Switzerland

In general, equity returns and inflation are
negatively correlated over the business cycle.
This is actually more of a spurious relation-
ship than a pure causality. Why? High infla-
tion rates usually appear late in the business
cycle when an economy is overheated.
Hence, inflation figures will lead investors to
expect that an economy will cool down and
profits will shrink. If, however, inflation is
low, this is a sign of a bottom in the business
cycle and investors will expect profits to
recover. The current environment is an excel-
lent example. Last year, rising inflation as a
result of overheating commodity prices until
September was one of the possible reasons
for declining stock markets. Obviously, fol-
lowing the peak of the financial crisis, other
factors, like increased risk-aversion, caused
the stock market crash. However, since the
trough in March, the mini stock market rally
moved in sync with falling inflation, prompt-
ing investors to see it as a sign of economic
stabilization. 

A structurally higher inflation rate in the
long run, tallying with our scenario, is a very
different case. A crucial factor for boosting
earnings in such an environment is the abil-
ity of companies to pass on higher input cost.
The more able they are of doing so, the less
they will be affected by cost pressures. Or, in
other words, if companies and/or sectors

have pricing power, i.e., if demand for their
goods and services does not overreact to
price fluctuation, then they can increase their
prices proportionally or even over-propor-
tionally to their increased factor costs. Sec-
tors with pricing power are unregulated Util-
ities, Consumer Staples, and Energy.

Another important input factor for
assessing the profitability in an inflationary
environment is the corresponding growth
scenario. Usually, trend growth is the under-
lying factor for determining real earnings
and hence price potential for equities. The
economic consensus, which is also our
assumption for the coming years, is a below-
trend growth environment, in particular for
developed economies. In such a scenario of
“stagflation,” equities would display low
performance, but are likely to still outper-
form bonds with an even lower perform-
ance. Moreover, we would still expect struc-
tural factors to drive growth in certain
regions (such as emerging markets) and cer-
tain sectors (such as energy).
Andreas Hoefert

Chief economist

UBS AG

Brazil‘s economy emerged from recession in
the second quarter of 2009 after its GDP
grew 1.9% from the previous quarter. Tax
breaks, monetary easing, and rising con-
sumer confidence supported domestic con-
sumption. The mild recession is also a result
of the country’s broadly diversified economy

and the relative strength of its banking sec-
tor. We expect GDP to grow by 4% in 2010.
A solid recovery and expansive monetary pol-
icy could result in higher inflation in the
months ahead. 
Michael Bolliger, Analyst, UBS AG

Relative to its BRIC peers, Russia has been hit
harder by the global financial crisis as its
banks and companies have been reliant on
foreign capital for funding. Now, the
medium-term sustainability of the state’s
finances has come into question, following
its sudden swing to a large budget deficit.

Russia‘s inflation rate is currently much
higher than that of the US or the Eurozone.
This differential points to a weaker ruble over
time. For now, a higher oil price is helping
the currency.
Costa Vayenas, Analyst, UBS AG

GDP growth in India bottomed around the
turn of the year and re-accelerated to 6.1%
in the quarter ending June. Industrial pro-
duction grew 7.8% in July and UBS’s lead
economic indicator suggests a further
improvement. The weak monsoon season
will, however, lead to a contraction in agri-

cultural output in FY2010 and thus delay
India‘s recovery. We forecast growth to aver-
age 6.1% in the year ending March 2010
and 8.0% in the following year.
Thomas Kaegi, Analyst, UBS AG

Economic data from China are encouraging.
Domestic demand accelerated in August.
Car sales grew 90% year-on-year. Stronger
consumption and investment spending are
also reflected in the pick-up in industrial out-
put. Steel and electricity production are
recording new record highs each month. The

only missing piece for a full-blown economic
recovery is a noticeable improvement in
exports, which we expect to materialize in
the next two quarters.
Thomas Kaegi, Analyst, UBS AG
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Market Scenarios

Analysts provide a relative rating, which is based on the stock’s total return potential against the total estimated return of the
appropriate sector benchmark over the next 12 months.

Industry Sector Relative Stock View 

Outperform (OUT) Expected to outperform the sector benchmark over the next 12 months.
Marketperform (MKT) Expected to perform in line with the sector benchmark over the next 12 months.
Underperform (UND) Expected to underperform the sector benchmark over the next 12 months.
Under review: Upon special events that require further analysis, the stock rating may be flagged as “Under review” by the
analyst. 
Restricted: Issuing of research on a company by WMR can be restricted due to legal, regulatory, contractual or best business-
practice obligations which are normally caused by UBS Investment Bank's involvement in an investment banking transaction in
regard to the concerned company.

Stock Recommendation System

Analyst Certification
Each research analyst primarily responsible for the content of this research report, in whole or in part, certifies that with
respect to each security or issuer that the analyst covered in this report: (1) all of the views expressed accurately reflect his or
her personal views about those securities or issuers; and (2) no part of his or her compensation was, is, or will be, directly or
indirectly, related to the specific recommendations or views expressed by that research analyst in the research report. 
For a complete set of Required Disclosures relating to the companies that are the subject of this report, please mail a request
to UBS Wealth Management Research Business Management, 1285 Avenue of the Americas, 13th Floor, New York, NY
10019.

Required disclosures

Statement of risk
Stock and bond market returns are difficult to forecast because of fluctuations in the economy, investors psychology, geopolitical
conditions and other important variables.

Scale for Investment Strategy charts

Symbol Description/ Symbol Description/
Definition Definition

+ moderate – moderate
overweight vs. underweight vs.

benchmark benchmark

++ overweight vs. – – underweight vs.
benchmark benchmark

+++ strong – – – strong
overweight vs. underweight vs.

benchmark benchmark

n neutral, i.e.,
on benchmark

Source: UBS WMR

The overweight and underweight recommendations represent tactical deviations that can be applied to any appropriate benchmark
portfolio allocation. They reflect WMR’s short- to medium-term assessment of market opportunities and risks in the respective asset
classes and market segments. The benchmark allocation is not specified here. It should be chosen in line with the risk profile of the
investor. 
Note that the Regional Equity Strategy is 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 in combination with our
assessment of the associated currencies. 

For more information, please read the most recent US Investment Strategy Guide.

In the table below, we discuss four potential market scenarios for the 12-month
horizon and assign a probability to each. 

Base Case Scenario

Moderate
Recovery

55%

• Rising commodity prices set an inflationary process
in motion and contribute to choking the emerging
recovery. 

• Higher inflation expectations become entrenched. 
• The combination of rising price levels and weak

growth prospects poses significant chal-lenges to
most financial assets.

Stephen R. Freedman, CFA
Strategist, UBS Financial Services Inc.
stephen.freedman@ubs.com

• The strong policy impulse eventually filters through
the economic and financial system.

• The economy snaps back to its longer growth aver-
age surprisingly quickly driven by a surge in invest-
ment spending, inventory build-up and a recover-
ing consumer.

• Commodity prices rise moderately without de-rail-
ing the recovery. 

• Policy measures merely provide a temporary boost
to demand but their effect then fades away before
the self-healing forces in the economy take hold.

• Tighter credit conditions and deflationary forces
take the upper-hand leading consumer and
investment demand to plummet once again.

• Falling commodity prices and a rise in excess
capacities lead to deflation expectations, ex-acer-
bating the decline in aggregate demand.

• 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.

First Alternative Scenario

Deflation/
Double-dip
Recession

20%

Second Alternative Scenario 

V-Shaped
Recovery

15%

Third Alternative Scenario 

Stagflation 

10%

Goldilocks Supercycle

Deflation Stagflation

High
Growth

Low
Growth

Negative
Growth

Negative
Inflation

Low
Inflation

High
Inflation

Goldilocks Supercycle

Deflation Stagflation

High
Growth

Low
Growth

Negative
Growth

Negative
Inflation

Low
Inflation

High
Inflation

Goldilocks Supercycle

Deflation Stagflation

High
Growth

Low
Growth

Negative
Growth

Negative
Inflation

Low
Inflation

High
Inflation

Goldilocks Supercycle

Deflation Stagflation

High
Growth

Low
Growth

Negative
Growth

Negative
Inflation

Low
Inflation

High
Inflation

Source: UBS WMR
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Other Important Disclosures
In certain countries UBS AG is referred to as UBS SA. This publication is for our clients’ information only and is not intended as an offer, or a solici-
tation of an offer, to buy or sell any investment or other specific product. It does not constitute a personal recommendation or take into account
the particular investment objectives, financial situation and needs of any specific recipient. We recommend that recipients take financial and/or tax
advice as to the implications of investing in any of the products mentioned herein. We do not provide tax advice. The analysis contained herein is
based on numerous assumptions. Different assumptions could result in materially different results. Other than disclosures relating to UBS AG, its sub-
sidiaries and affiliates, all information expressed in this document were obtained from sources believed to be reliable and in good faith, but no rep-
resentation or warranty, express or implied, is made as to its accuracy or completeness. All information and opinions are current only as of the date
of this report, and are subject to change without notice. This publication is not intended to be a complete statement or summary of the securities,
markets or developments referred to in the report.

Opinions may differ or be contrary to those expressed by other business areas or groups of UBS AG, its subsidiaries and affiliates. UBS Wealth
Management Research (UBS WMR) is written by, and intended for use by clients of, UBS Global Wealth Management and Business Banking. UBS
Investment Research is written by UBS Investment Bank. The research process of UBS WMR is independent of UBS Investment Research. As a
consequence research methodologies applied and assumptions made by UBS WMR and UBS Investment Research may differ, for example, in
terms of investment horizon, model assumptions, and valuation methods. Therefore investment recommendations independently provided by the
two UBS research organizations can be different. 
The analyst(s) responsible for the preparation of this report may interact with trading desk personnel, sales personnel and other constituecies for the
purpose of gathering, synthesizing and interpreting market information. The compensation of the analyst(s) who prepared this report is determined
exclusively by research management and senior management (not including investment banking). Analyst compensation is not based on investment
banking revenues, however, compensation may relate to the revenues of UBS Global Wealth Management and Business Banking as a whole, of
which investment banking, sales and trading are a part.

At any time UBS AG, its subsidiaries and affiliates (or employees thereof) may make investment decisions that are inconsistent with the opinions
expressed in this publication, may have a long or short positions in or act as principal or agent in, the securities (or derivatives thereof) of an issuer
identified in this publication, or provide advisory or other services to the issuer or to a company connected with an issuer. Some investments may
not be readily realisable 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, groups or affiliates of UBS. Some investments may be subject to sudden and large falls in value and on realisation you
may receive back less than you invested or may be required to pay more. Changes in foreign currency exchange rates may have an adverse effect
on the price, value or income of an investment. Past performance of an investment is not a guide to its future performance. Additional information
will be made available upon request.

All Rights Reserved. This document may not be reproduced or copies circulated without prior written 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 per-
mitted by applicable law. The securities described herein may not be eligible for sale in all jurisdictions or to all categories of investors. 

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.. Dubai: Research
is issued by UBS AG Dubai Branch within the DIFC, is intended for professional clients only and is not for onward distribution within the United Arab
Emirates". 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 men-
tioned 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 provi-
sion 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 con-
stitute 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. 19), regulated by the Monetary Authority of Singapore. Spain: This publication is distributed to clients of
UBS Bank, S.A. by UBS Bank, S.A., a bank registered with the Bank of Spain. UAE: This research report is not intended to constitute an offer, sale
or delivery of shares or other securities under the laws of the United Arab Emirates (UAE). The contents of this report have not been and will not be
approved by any authority in the United Arab Emirates including the UAE Central Bank or Dubai Financial Authorities, the Emirates Securities and
Commodities Authority, the Dubai Financial Market, the Abu Dhabi Securities market or any other UAE exchange. UK: Approved by UBS AG, autho-
rised and regulated in the UK by the Financial Services Authority. A member of the London Stock Exchange. This publication is distributed to private
clients of UBS London in the UK. Where products or services are provided from outside the UK they will not be covered by the UK regulatory regime
or the Financial Services Compensation Scheme. USA: Distributed to US persons by UBS Financial Services Inc., a subsidiary of UBS AG and an affil-
iate of UBS Securities LLC. UBS Financial Services Inc. accepts responsibility for the content of a report prepared by a non-US affiliate when it distrib-
utes reports to US persons. All transactions by a US person in the securities mentioned in this report should be effected through a US-registered bro-
ker dealer affiliated with UBS, and not through a non-US affiliate.
Version as per June 2009.

© UBS 2009. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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UBS Financial Services Inc. Technical Research Dept.: Definitions and Distribution

UBS Financial Definition and Criteria Corresponding
Services Rating Rating

Category
Bullish Well-defined, reliable up-trend, an increase in the rate Buy

of change (or strong momentum) and confirming 
technical indicators

Mod. Bullish Positive overall trend, momentum and confirming Buy
technical indicators

Neutral Trading range trend, a flat rate of change and Neutral/Hold
confirming technical indicators

Mod. Bearish Weakened trend, momentum and confirming Sell
technical indicators

Bearish Negative trend, momentum and confirming Sell
technical indicators

N/A Not enough historical data to make an evaluation N/A

For information on the ways in which UBS manages conflicts and maintains independence of its research product; historical
performance information; and certain additional disclosures concerning UBS research recommendations, please visit
www.ubs.com/disclosures.

Global Equity Rating Allocations
UBS 12-Month Rating Rating Category Coverage1 IB Services2

Buy Buy 44% 38%
Neutral Hold/Neutral 39% 36%
Sell Sell 17% 25%
1Percentage of companies under coverage globally within the 12-month rating category.
2Percentage of companies within the 12-month rating category for which investment banking (IB) services were provided within the past 12 months.
Source: UBS. Rating allocations as of 30 June 2009.

Global Equity Rating Definitions
UBS 12-Month Rating Definition
Buy FSR is > 6% above the MRA.
Neutral FSR is between –6% and 6% of the MRA.
Sell FSR is > 6% below the MRA.
KEY DEFINITIONS
Forecast Stock Return (FSR) is defined as expected percentage price appreciation plus gross dividend yield over the next 12 months. 
Market Return Assumption (MRA) is defined as the one-year local market interest rate plus 5% (a proxy for, and not a forecast of,
the equity risk premium). 
Under Review (UR) Stocks may be flagged as UR by the analyst, indicating that the stock’s price target and/or rating are subject to
possible change in the near term, usually in response to an event that may affect the investment case or valuation.

EXCEPTIONS AND SPECIAL CASES
Core Banding Exceptions (CBE): Exceptions to the standard +/–6% bands may be granted by the Investment Review Committee
(IRC). Factors considered by the IRC include the stock’s volatility and the credit spread of the respective company’s debt. As a result,
stocks deemed to be very high or low risk may be subject to higher or lower bands as they relate to the rating. When such exceptions
apply, they will be identified in the Companies Mentioned or Company Disclosure table in the relevant research piece. 

UBS Investment Research 

UBS Closed-End Funds Ratings: Definitions and Allocations

UBS Financial Definition and Criteria % of companies % for which IB
Services Rating under coverage services have

with this rating been provided
Buy Higher stability of principal and higher stability of dividends 42.0 15.0
Hold Potential loss of principal, lower degree of dividend stability 45.0 37.0
Sell High potential for loss of principal and dividend risk 13.0 65.0
Source: UBS WMR, as of 1 July 2009
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What you should know now

UBS Market Watch client call

As a UBS client, you have direct access to 
our top analysts and strategists from Wealth
Management Research.

Dial in, pose your questions and get helpful insights 
and timely perspectives on a range of investment topics.

Wednesday, 1:00 p.m., ET

October 14
November 11
December 16

U.S.: 866-288-0542
Int’l: 913-312-6669
Verbal Passcode: Market

Listen to the replay:
Any time after 3:00 p.m., ET on the day of the call. 
The replay is continuous for one week.

To access the replay, dial:
U.S.: 888-203-1112
Int’l: 719-457-0820
Passcode: 2439294

UBS investor’s guide and UBS Market Watch 
client call—two great ways to keep up to speed 
on the markets.


