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The next edition of UBS investor’s guide will be published on 29 October 2010. For our weekly
market outlook, please see UBS Weekly Guide. It features a focus article with in-depth the-
matic commentary, the week's most important economic / market indicators and an overview
of market performance and WMR investment strategy.

Dark clouds behind the ruins of unfin-
ished buildings symbolize an economic
outlook growing more gloomy. The
extremely low yields on government
bonds are sending similar messages. This
stands in contrast to the latest economic
trends, which are much less negative.
Photo: Arturo Rodriguez/AP Photo

Dear readers,

Over the past 25 years, as one fanciful story gave way to another,
financial markets have lurched from excess to excess. Japan was set
to overtake the US by the end of the 1980s; Asia‘s emerging markets
would catch up with developed economies by the mid-1990s; new
technologies and the Internet would boost productivity to unimagin-
able levels in the early 2000s; and in 2005-2006, house prices could
only rise. 

Each of those tales proved, if not false, at least vastly exaggerated. In spite of all the unhappy
endings, it seems we still enjoy a good story. Having been burned by everything else over
the past twenty years, investors are now rushing into the last supposedly safe asset: the gov-
ernment bonds of the US, the UK, Germany and Switzerland. 

But government debt levels are soaring. The IMF estimates that average government debt-
to-GDP ratios in the developed economies will climb from 80% in 2007 to 120% by 2015.
Moreover, under the guise of quantitative easing, a large chunk of this new debt has been
monetized, that is, the central banks are buying it with freshly printed money. 

Those simple facts should induce investors to think again about the safety of government
debt. But many investors see Japanese-style stagnation as the only possible scenario. We
think this ignores the fact that, with a government debt-to-GDP ratio now at 250%, Japan
may not continue on the path of low interest rates for much longer.

In his Focus article, fixed-income strategist Achim Peijan argues that, especially in uncertain
times, concentrating on just one possible scenario of deflation is a bad idea. And, in his bond
strategy article, Costa Vayenas, Head of Emerging Market Research, discusses the conse-
quences of the low interest rate environment on the already booming emerging economies. 
After a quarter-century of fantasy, we think investors are ready for some realism.

Andreas Hoefert

Chief Economist
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Investors are underestimating the risks 
in government bonds

Yields on government bonds are at
extremely low levels all over the
world. Most investors attribute the
low yields to the ongoing zero interest
rate policy that central banks have in
place, which is perfectly plausible. In
our view, though, the market is paying
too little attention to the high degree
of forecasting uncertainty. Investors
are putting too little weight on alter-
native scenarios, most of which
involve yields moving upwards. We
therefore recommend that investors
should avoid long government bonds.

Looking back over the long term, yields are
very low at present. Ten-year issues are
paying 2.4% in Germany and 2.7% in the
US. Both of these figures are about 1.5 per-
centage points below the average over the
last decade. Money market rates are just
above zero, putting them two percentage
points below the ten-year average.  These
low rates reflect market expectations that
money market interest rates will only rise at
a snail’s pace. The euro market, for example,
seems to be indicating that money market
rates, which are currently 0.8% (three-month
LIBOR), will not go up much more than
0.25% per year. At that speed they would
hardly get back to the average of the last ten
years in the foreseeable future.  Is it conceiv-
able that normalization could be so slow? 

Are we facing a lost decade?
There are some indications that global
growth over the next few years will be lower
than in the past. Economic expansion was
heavily driven by a level of credit growth that
was unsustainable over the longer term, with
a great deal of construction activity, boom-
ing house prices and rising private consump-
tion. Consequently, there is a relatively good
stock of homes and people are fairly well
equipped with consumer durables, not least
because of the car-scrapping incentives in
many countries. Demand for these items is
therefore likely to be weak in the near future. 

In addition, some private householders are
groaning under a debt burden, and private
households’ financial assets have fallen over-
all as equity and real estate markets have
tumbled. Savings ratios are generally up but
have now settled at these slightly higher
levels. A stable savings ratio means that pri-
vate households are spending more on con-
sumption as a percentage of income. The
long-term rate of increase in overall income
in an economy accruing to households from
rising wages and dividends depends largely
on technical progress and productivity
improvements. The world has not fundamen-
tally changed, so the prospects for private
consumption, while not brilliant, are also not
as gloomy as the low level of interest rates
suggests. 

Major pressure on public-sector budgets 
Public-sector budgets have fallen into diffi-
culties as a result of the financial crisis. The
deficits incurred to save the economy have

in some cases exceeded 10%
of GDP, and the rising level of
borrowing is set to take the
debt of OECD member states
up to 100% of GDP. Cuts are
inevitable, and fiscal consoli-
dation has already started in
Europe. Even so, this only got
under way after bond market
yields had risen hugely, especially in
Southeast Europe, and some countries would
have been in serious solvency difficulties
without help from the European Union, the
International Monetary Fund and the
European Central Bank.  If they had their
own currency and central bank, it is likely that
these euro members would have devalued
sharply and the central bank would have
probably averted the threat of insolvency by
lending the money required to the govern-
ment, reducing the risk of default signifi-
cantly. For foreign investors, though, the
effect is just as bad as a direct partial default.
Either way, they have to give up on part of
their real claims. 

Against this backdrop, it is astonishing
that, to date, the market has been punish-
ing almost exclusively euro member states.
Other countries such as the UK, US and Japan
are in an equally poor fiscal position but have
been receiving some praise, perhaps prema-
turely. Low government bond yields indicate
that the market sees no problems with fiscal
consolidation in these countries. We think a
greater degree of skepticism is appropriate.
Gold bugs probably share this caution. The
governor of the Bank of England has also
warned that planned government spending
cutbacks have to be plausible and that vague
promises are not enough.  

Who will vote for cuts?
Will any politician who wants
to be elected propose cuts?
The countries of southern
Europe are reducing their out-
lays – and suffering. Greece
is in a deep recession and
Spain and Portugal have vir-
tually zero growth. These

countries are probably still better off than
they would have been in the event of a gov-
ernment default, as the cash from Brussels
means they can still afford to run budget and
current account deficits. Nevertheless, there
remains a threat in the medium term that
parties calling for spending cuts may lose
huge numbers of votes at the next election.
One has to wonder how likely further cuts
are, unless the financial markets insist on
them by pushing up yields. It also remains to
be seen whether the majority of voters will
continue to support spending cutbacks once
they are under way. If there are doubts on
any of these issues, it is only a question of
time before rates rise sharply in some mar-
kets.

The political attractions of higher
 inflation
At the moment, yields are reflecting both a
pessimistic view of growth and modest infla-
tion. This is plausible, since the large number
of underemployed workers and underutilized
machines suggest cost-push inflation is
unlikely. Risks to inflation come more from
monetary policy, which raises the issue of
whether monetary policy can be fine-tuned
to shrink the ballooning money supply at the
right time, or whether it will ultimately result
in rising inflation. Apart from worrying about
growth in the money supply, in our view

The fact that many
central banks are
independent at pres-
ent is no guarantee
that inflation will stay
low in the future.
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investors need to remember that both cen-
tral banks and political decision-makers may
have an interest in higher inflation. For cen-
tral banks, higher average inflation gives
them a greater margin of safety against
potential deflation in the future. The value
of outstanding government debt would also
fall in real terms, making it easier to get the
budget back under control. To achieve max-
imum effect, though, a shift in the inflation
target cannot be publicized. It should only
be announced once inflation expectations
have reached the new target. This strategy
would mainly appeal to countries like the
United States that borrow heavily abroad, as
the real loss in value is shared overseas. 

Central banks potentially facing a
dilemma
A glance at inflation in the post-war period
shows that it is only moderate when mone-
tary policy concentrates largely on this target
and central banks are independent. If full
employment is one of the goals, there is
often a risk of higher inflation. It is not nec-
essary to suspend the formal independence
of the central bank. It is sufficient for them
to implicitly include the objectives of full

employment and consolidation for reasons
of ‘moral’ considerations, over-confidence or
even self-protection (e.g. to avert loss of
formal independence). A central bank might
potentially face a dilemma and become the
subject of criticism if its focus on price stabil-
ity makes fiscal policy difficult. Those at the
helm might be forced to choose between
cooperating with the government or publicly
losing support for central bank independ-
ence. Seen in this light, the fact that many
central banks are independent at present is
no guarantee that inflation will stay low in
the future.

Political hesitation and economic
 stagnation?
The current very low level of long-term yields
reflects a scenario going forward that fea-
tures economic stagnation and political hes-
itation. Both are possible, and the probability
may well be even over 50% that we will have
both. But other developments are conceiv-
able. The economy could recover more rap-
idly and return to normal within five years,
which would make it possible to tolerate an
overshoot in inflation. Economic perform-
ance could also be disappointing, with both

monetary and fiscal policy remaining very lax.
This would raise systemic risk overall. The
inevitable consequence would be increased
doubts about the value of government
bonds. We feel that these risk scenarios are
not receiving sufficient attention at present
and bond yields are not high enough to com-
pensate for them. We therefore recommend
only investing in short-term government
bonds, or medium-term at most, and avoid-
ing long bonds. Corporates, high-yield and
emerging market bonds are all more attrac-
tive at present, as are equities.
Achim Pejan

Strategist, UBS AG
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Historically low yields of 10-year government bonds

The low levels of long-term yields are in stark
contrast to the improved growth figures. After
negative growth in many countries in 2009,
in the first half of 2010 indicators normalized
again and expectations are also positive for
the immediate future. The reason why yields
are low must therefore have to do with struc-
tural factors.

The west is not like Japan 
Yields have recently fallen to levels only famil-
iar from Japan. There are important differ-
ences, though. In Japan, the price of
consumer goods has been falling for years,
but the country has reported positive, if low,
growth. Investors expect this trend to con-
tinue overall. This is reflected in relatively high
real interest rates and in inflation expecta-
tions that are at zero or even negative. The
US and Europe are in the opposite situation.
Real interest rates as shown in index-linked
bonds are very low, below the level in Japan.
However, inflationary expectations in Europe
and the US are much higher, and have only
fallen slightly since the start of the current
crisis. Investors appear to be expecting that
central banks will succeed in preventing a
slide into deflation, but that the monetary
stimulus will not be sufficient to kick-start
sustainable growth.



Dissatisfaction with the Obama
administration and Congress is at
record highs. WMR’s Katie
Klingensmith sits down with John
Savercool, the Head of UBS US Public
Policy Office, to discuss the potential
outcomes for the elections and what
they might mean for 
policy and politics during the next 
session of Congress and the 2012
presidential election.

Katie Klingensmith (KK): Thank you for
meeting with me. To get started, how would
you characterize the biggest differences in
tone between these elections and those in
2008?

John Savercool (JS): The tone of the elec-
torate in both elections is similar in that most
voters are highly dissatisfied with Washington
policymakers and want significant change in
how Washington works and which legisla-
tion it addresses. Some of the individual
issues and dynamics have changed from two
years ago, but the strong pro-change senti-
ment still exists with most voters. This year,

however, marks a reversal in the type of
voters who will likely shape the election out-
come. Right-leaning voters more aligned with
the Republican Party appear to be more ener-
gized and enthusiastic this year, whereby left-
leaning voters more associated with the
Democratic Party had the same advantage
just two years ago. Independents supported
Mr. Obama and the Democrats by a signifi-
cant margin in 2008, and current public
polling suggests they are likely to support
Republican candidates this year. Republicans
are riding a similar pro-change political wave
this year that Democrats rode to victory in
2008.   

KK: Intrade, the online market for predictions
of non-economic events, gives the  Repub-
licans a 72% chance of taking control of the
House and a 25% chance they take control
of the Senate. Where would you put your
money?

JS: I believe Republicans will win control
of the House and Democrats will retain their
majority in the Senate. However, Republicans
will pick up seats in the Senate – perhaps six
if the election were held today – and narrow
the Democratic majority to just a few seats.
Both chambers will have very slim majorities
from different parties, which is a likely recipe
for either political gridlock or the promotion
of a centrist agenda that could be appealing
to a bipartisan majority. Much will depend
on the political will the two parties have to
work together.      

KK: What do you think is the likelihood at this
juncture that the Bush tax cuts will be
extended and the Administration’s proposals

UBS investor’s guide 24 September 2010 9

Interview

8 UBS investor’s guide 24 September 2010

Interview

on research and development and small busi-
ness investments will be approved? Could
these issues play out after the elections?

JS: The future of the tax cuts will be the
most prominent issue in Washington
between now and the end of the year. Many
things could happen, but I believe the most
likely outcome is that Congress will pass an
extension of all the current marginal tax rates
and existing rates on capital gains and divi-
dends, including those of wealthier taxpay-
ers, through 2011. A one-year extension
would represent a compromise to those who
want a permanent extension of all tax rates
(most Republicans) and those who want the
lower rates only to apply to individuals
making less than $200,000 a year as individ-
uals (most Democrats). Since neither posi-
tion has the needed votes to pass at this
time, a compromise will be necessary before
the year is over if the current tax structure is
retained for anyone.     

KK: The Tea Party has made a lot of headlines
over the past year. A Gallop poll issued earlier
this year reported a full 28% of Americans
identify with the Tea Party. How big of an influ-
ence will they have in the elections and the
political agenda in general?

JS: The Tea Party has already had a signifi-
cant influence on the election and will con-
tinue to do so. They are the most energized
voting bloc today, and their votes will influ-
ence many elections across the country.
While their singular political goal this year is
consistent with Republicans – to beat
Democrats – their influence next year and in
2012 will be more interesting to watch as
the ability of the Tea Party and the Republican
Party to unite and contest President Obama
and Democrats in 2012 will then become the

national story. In my view, this will be a nec-
essary unification to put Republicans in a
competitive position in 2012 but not an easy
one. 

KK: What do you think will be the key policy
issues in the 112th Congress?

JS: If there is a split Congress, and enough
members of Congress and the White House
believe that bipartisanship is important next
year, there are areas that are potentially ripe
for agreement, if the political will exists to
compromise. I acknowledge that is a big
“if.” The two sides are not all that far apart
in areas such as education reform, some en-
ergy reforms, and deficit reduction. Deficit
reduction is the single issue that could shape
the 2012 presidential election, in my view,
and should be watched closely by investors
and taxpayers. Deficit reduction inevitably
involves proposals to raise taxes or reform
the tax code, which investors will want to
pay attention to. Many proposals will be
made to raise new revenues, and, while not
all will be acted on, investors will need to be
able to separate the typical Washington
noise from the reality of what is likely to be
become law.   

KK: Are there any surprises or upsets you
anticipate, or any other issues we haven't cov-
ered today?

JS: The 2010 mid-term elections are shap-
ing up as a “wave election,” a type that
doesn’t occur often and will likely result in
the loss of House and Senate seats that were
considered safe for the incumbents until very
recently. This will be the story of this election
when it is over.
Katherine Klingensmith

Analyst, UBS Financial Services Inc.

The US mid-term elections could spell big changes 

John Savercool serves as
Senior Lobbyist of UBS
Americas Inc. He directs the
firm’s lobbying, political,
and policy advocacy activi-
ties. John also directs the
firm’s political action com-
mittee and manages the
firm’s political relationships
in Washington.
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We continue to recommend that investors
retain a neutral allocation across each of
the major asset classes in line with long-
term benchmarks

Asset allocation strategy

Source: UBS WMR, as of 25 Aug 2010

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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Valuations have turned attractive but less so than in other regions. Solid
earnings growth, but 2011 consensus estimates appear too high, leaving
room for disappointments.

Valuations more attractive than US, especially in Europe. More sluggish
European recovery, fiscal concerns, as well as expensive valuations in
Japan suggest more cautious stance.

EM equities are more attractively valued than developed markets and
more immune to fiscal risk. 

Currency considerations no longer favor the dollar.

While the euro may remain under pressure in the near term, we expect it
to appreciate modestly vs. the dollar over the next year. The yen is set to
weaken in the medium term, in our view.

Low yields create high opportunity costs.

Valuations are broadly in line with marginal costs of production. Supply
and demand fundamentals suggest price appreciation, but negative roll
yields should trim total returns.

Global growth surged in the first half
of 2010 as companies restocked
inventories and consumers started
spending again thanks to increasing
job security. As the economy naturally
slows, and readjusts to tempered
growth, financial markets continue
their rollercoaster ride – chasing any
sort of economic news, whether it
supports the case for a renewed
recession or the positive alternative
view. We expect the world to grow at
a slower pace following the financial
crisis for many structural reasons, but
still settle in at a reasonable 3–4%
pace in the coming years. 

Claims that the US is heading toward defla-
tion reemerged during the summer, and

longer periods with no upward price pres-
sure have almost become market consensus.
We see risks for investors in this hazy envi-
ronment, where government bond yields are
humming around all-time lows and central
banks are still very accommodating.
Although the current market situation has its
own distinctive character, the ghost of 1994
– when bond markets were confronted with
a sudden surprise increase in interest rates –
nevertheless lingers on.

The US slows, but is unlikely to dip
The US economy lost some momentum in
the summer of 2010 as the inventory-driven
rebound faded and growth settled at around
1.5%. The labor market is adding private
sector jobs, but at a lackluster pace that has
not managed to bring down the unemploy-
ment rate, which came in above 9.5% for
the 14th consecutive month in August. Core
consumer prices are growing at a pace close
to 1%. No wonder, then, that expectations
for the US economy are fading, as the stim-
ulus-induced boom has come to a definitive

end. Talks of a possible double-dip took
center stage during the summer, though
more recent data have turned more support-
ive of a sluggish expansion scenario. Indeed,
a softening business cycle remains our
expected scenario. A soft patch at this stage
of the expansion is a normal development
after the extreme government boost in 2008
and 2009. After this softening, we should
see a move back toward “normal” growth.

The new normal: Get used to slower
growth
Following the financial crisis, we have con-
sistently stressed that the “new normal” will
be characterized by significantly lower long-
term growth in the US than what we saw
from 1982 to 2007. This is mainly driven by
deleveraging in the private sector, re-regula-
tion of financial intermediaries, the surge of
public debt and empirical evidence that
financial crises usually dent growth for quite

a while. The Federal Reserve is well aware
that the US economic engine is not really
firing up, and hence it is likely to keep the
fed funds rate at almost zero for the foresee-
able future. We only see interest rate
increases toward mid-2011. 
Andreas Heofert

Chief Economist, UBS AG

Mark Anderson

Strategist, UBS AG
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This is an extract from a report published outside of the US on
20 September 2010.
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Despite the current soft patch in economic data, we continue to view a moderate
recovery as the most likely scenario for the next twelve months. However, the dou-
ble dip recession is clearly the main alternative scenario.  

Base Case Scenario

Moderate
Recovery

65%

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.

New bouts of weakness in the housing market, a
weak labor market, a retrenched consumer, and
first steps toward fiscal consolidation create addi-
tional headwinds. The economy returns back into
contraction mode for several quarters, as consumer
and investment demand decline once again. Falling
commodity prices and a rise in excess capacities lead
to negative consumer price inflation (deflation).

The strong policy impulse continues to filter through
the economic and financial system. Beyond the
build-up in inventories, further fiscal impulses, and
a marked pickup in investment spending, improve-
ments in the labor market and in credit conditions
allow a more dynamic consumer recovery. Improv-
ing conditions abroad drive export growth. Com-
modity prices rise moderately without derailing the
recovery.

The global economy remains on expansion course
and leaves the mid-year soft patch behind. The
recovery is more subdued than in prior cycles
because of de-leveraging pressures on the con-
sumer and the financial sector. However, private
pent-up demand is strong enough to allow growth
to become self-sustaining. The Eurozone crisis
remains contained and its impact on the financial
sector is limited. The abundant slack in the economy
keeps inflationary pressures from building up.

Alternative Scenario 2

V-Shaped 
Recovery

5%

Alternative Scenario 1

Double-dip
Recession

25%

Alternative Scenario 3

Stagflation

5%

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

Stephen Freedman, Strategist

UBS Financial Services Inc.

stephen.freedman@ubs.com

UK

Eurozone

Asia-Pacific

Japan
Kan won the DPJ presidential election and remains as Japan's prime minister. His reshuffled cabinet has
been inaugurated, and we expect few policy changes from the new personnel. In view of the yen at a
15-year high, the Bank of Japan has unilaterally intervened in the forex market since 2004. We believe
one reason for recent weakness in industrial production is the strong yen, which could compress cor-
porate earnings. Weaker yen would help transform Japan from an export-led to a more domestic demand
recovery in our view.

The Eurozone still appears to be making a good recovery from the crisis, but there are major differences
among countries. The purchasing manager indices in Germany, for example, look much better than
they do in other countries. Overall, the indices rose slightly again in August after the decline in July and
still point to continued economic expansion. Unemployment is stable below 10% and consumer con-
fidence reached its highest level in two years in August. Even inflation was stable in August, at 1.6%
annualized. 

The minutes of the September Monetary Policy Committee meeting showed that despite inflation remai-
ning above 3%, members voted 8-1 to keep rates at 0.5% and quantitative easing at GBP 200bn. Some
members took a surprisingly dovish tone, stating that “the probability that further action would become
necessary to stimulate the economy and keep inflation on track had increased.” With the government
spending review due on 20 October, we think the Bank of England will continue to err on the side of
caution until the full impact of the fiscal austerity measures is evident.

Second-quarter GDP growth in most Asian economies was much stronger than market expectations,
supported by strong exports and solid domestic demand. Going forward, as the growth of the advan-
ced economies is going to taper off, so will the Asian trade cycle likely come down in our view. In fact,
bellwethers of Asian exports are showing signs of weakness in sequential export growth. We expect a
gradual moderation in overall growth in the second half of the year that leads to policy pause by most
of the Asian central banks.
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in % 2006 2007 2008 2009 2010F 2011F

Real GDP (y/y) 2.7 1.9 0.0 –2.6 2.7 2.7

CPI (y/y) 3.2 2.9 3.8 –0.3 1.7 1.7

Core CPI (y/y) 2.5 2.3 2.3 1.7 1.1 1.3

Unemployment rate 4.6 4.6 5.8 9.3 9.6 9.2

Fed funds rate* 5.25 4.25 0.25 0.20 0.25 1.00
* year–end level Sources: Datastream, UBS WMR 

US economic forecasts (see the latest WMR Forecast Tables for additional US and global forecasts)

After a significant growth slowdown
in 2Q10, signs are mounting that
growth stabilized in 3Q10. Housing
indicators are pointing to an end of
the negative payback after the expira-
tion of the housing tax credit in April.
Business and consumer confidence
statistics are still mixed, but at least
suggest a halt to the erosion experi-
enced in the last few months. Initial
jobless claims are retreating after the
worrisome surge in August. We con-
tinue to expect real GDP growth of
1.5% q/q annualized in 3Q10 and
2.5% in 4Q10, after 1.6% in 2Q10.
Such a scenario implies no additional
quantitative easing (QE2) by the Fed.

The noticeable growth deceleration to 1.6%
q/q annualized in 2Q10 after 3.7% in 1Q10
and 5% in 4Q09 seems to have run its

course. While the most recent data is still
mixed, we think that evidence for growth
stabilization at a very moderate rate is suffi-
cient. First, one of the most important
growth barometers, the ISM Manufacturing
PMI, rose in August after sliding for three
consecutive months. At a level of 56.3 it is
consistent with solid real GDP growth. While
its twin brother, the ISM Non-manufacturing
composite index, fell in August, it tends to
lag and thus might just be reflecting the ear-
lier slide in the ISM Manufacturing PMI.
Furthermore, initial jobless claims, one of the
timeliest economic indicators, reversed its
sharp August rise in the first two releases in
September. Thus, it suggests that private pay-
roll growth can continue at a pace close to
100,000 per month. Based on these recent
data points we feel confident that real GDP
growth will likely not deteriorate further. In
fact, we think that our real GDP growth fore-
cast of 1.5% q/q annualized in 3Q10 might
be too conservative. Looking further ahead,
we reiterate our forecast for 2.5% growth in
4Q10 and 2.7% for 2011. The improvement
in the growth pace will likely be driven by

some pickup in private consumption and
investment.

Although our outlook incorporates a
slight pickup in growth after the recent
growth moderation, the economy is still frag-
ile and the risks to our forecast are skewed
more prominently to the downside. Our sce-
nario implies that the Fed will not have to
expand the size of its balance sheet again,
but consistent with more prominent down-
side than upside risk the possibility for
renewed liquidity injections by the Fed
remains on the table. In its August statement
,the Federal Open Market Committee
(FOMC) announced that it would keep the
size of its balance sheet at roughly USD 2.3
trillion. The direct implication was that since
its mortgage-backed securities (MBS) hold-
ings were maturing, it would have to buy
about USD 20 billion in Treasuries per month
to keep its balance sheet from shrinking. In
its 21 September statement, the FOMC reit-
erated that it would continue to keep its bal-
ance sheet from shrinking. It also opened the
door for additional QE2 should the economy
need it – “The Committee will continue to

monitor the economic outlook and financial
developments and is prepared to provide
additional accommodation if needed to sup-
port the economic recovery and to return
inflation, over time, to levels consistent with
its mandate.” Fed Chairman Ben Bernanke
stated a few weeks ago that a criterion for
additional quantitative easing would be “fur-
ther significant weakening” of economic
data. We haven’t seen that and given our
outlook for a growth pickup in 4Q10, we
don’t expect to see it. Thus, we think that
QE2 will not come to fruition.
Thomas Berner, CFA

Analyst, UBS Financial Services Inc.

thomas.berner@ubs.com

Signs of stabilization are mounting

About these forecasts: In developing the forecasts set forth above, WMR economists worked in collaboration
with economists employed by UBS Investment Research (INV). INV is published by UBS Investment Bank. Forecasts
and estimates are current only as of the date of this publication and may change without notice.
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Two key US economic indicators suggest growth stabilization

The ISM Manufacturing PMI, a key barometer of busi-
ness confidence among manufacturers, edged up in
August after slipping for three consecutive months.
Initial claims for unemployment insurance benefits
rose visibly in August but the first two weekly read-
ings in September showed a return to prior lower lev-
els around 450,000. Both indicators suggest that
growth is stabilizing at a very moderate pace.

Source: Thomson Datastream, UBS WMR



sion before it shows up in the Gross Domestic
Product (GDP) figures. The thermometer
summarizes the information contained in the
Institute for Supply Management (ISM)
Manufacturing Purchasing Managers’ Index,
or PMI (level), the Conference Board con-
sumer confidence index (level) and non-farm
payrolls (monthly growth rate) in one indica-
tor. 

The thermometer rose a bit from its
revised level of 99.2° in July (original July
reading was 99.1°) to 99.3° in August. At
that level, it falls squarely on the midpoint of
the healthy range which is consistent with
real GDP, growth between 0% and 3%. The
ISM Manufacturing PMI and the Conference
Board consumer confidence index re-
bounded slightly in August after sliding in
July, while non-farm payroll growth was sim-
ilar in July and August. Given our outlook for
only a moderate recovery, we think the index
will likely stay within the healthy range, with
a tendency to be closer to 100° (consistent
with 3% real GDP growth) rather than 98.5°
(consistent with zero real GDP growth).

US credit health 
This thermometer is a simple average of five
“standardized” indicators: real (inflation-
adjusted) credit lending from commercial
banks (monthly growth rate), three-month
Eurodollar deposit rate fed funds rate spread,
Moody’s Aaa corporate yield to 20-year
Treasury yield spread, Moody’s ‘Baa’ corpo-
rate yield to 20-year Treasury yield spread,
and the willingness of banks to give install-
ment loans to consumers. In this context,
“standardized” means that each indicator is
adjusted to have a mean of zero and a stan-
dard deviation (volatility) of one. The overall
index has a mean of zero.

The thermometer improved from 100.5°
in July to 100.3° in August. The contraction
in commercial bank lending was less pro-
nounced, and the money market spread fell
in August. On a trend basis, credit health has
improved from a historical high of 104.5° in
November 2008 and now stands at a level
slightly worse than normal. In our view, it will
probably stay close to a normal reading of
around 100°.

See Financial Crisis Thermometers, 22
Sept. 2010, for detailed explanations of the
thermometers.
Thomas Berner, CFA

US Economist, UBS Financial Services Inc.

thomas.berner@ubs.com

UBS investor’s guide 24 September 2010 17

Financial crisis thermometers · Economy

16 UBS investor’s guide 24 September 2010

Economy · Financial crisis thermometers

An update to the financial crisis thermometers

US financial health – improved
Normal index = (sample: 1 Jan 2006 –
20 Jul 2007) = 100

US economic health – improved 
Normal index = (sample: Feb. 1969
– current month) = 100
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US credit health – improved
Normal index = (sample: Jan. 1973
– current month) = 100

Source: Thomson Datastream, UBS WMR, as of 17 September 2010

We explain where we stand on the
current financial crisis by measuring
financial, economic and credit health
with the help of “thermometers.” 
Financial health 
This thermometer is a weighted average of
four relevant components to determine the
stress on the financial market: liquidity (the
difference between money market and cen-
tral bank rates), credit (the difference
between corporate and government bond
rates), financial intermediaries (credit default
swap spreads of the banking sector) and
equities (the volatility index). 

The US thermometer improved a bit,
going from 101.1° on 20 August to 100.9°
on 17 September. All four components of the
thermometer improved, with equity volatil-
ity improving the most. The thermometer’s
current level is close to the midpoint of the
range that has been established since the
escalation of the Greek fiscal crisis in April.
Before that crisis erupted, it stood at 100.5°.

However, it is much closer to healthy terri-
tory than the levels recorded at the height of
the financial crisis in October 2008. To reflect
a full normalization, it will have to improve
further to a level of 100°.

The Eurozone thermometer improved
slightly from 20 August to 17 September. The
thermometer’s current level is within the
range established after the Greek fiscal crisis
and is not terribly alarming compared to its
late 2008 level. The UK thermometer
improved a bit during this time period. The
thermometer’s level is not particularly alarm-
ing. The Japan thermometer stalled over this
same period. Out of all four measured
regions, Japan has suffered the least from the
Greek crisis and also has the lowest (i.e.
healthiest) level.

US economic health 
This thermometer gauges the stance of the
US economy in a single and timely measure.
This gauge will help investors assess whether
the US economy is moving in or out of reces-
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Basel III: Analyzing Banks’ New Capital Structure

The Basel Committee announced 
new capital standards for banks,
which will be presented at the
November G-20 meeting and subject
to a long phase-in program that
extends to 1 January 2019.

Details of Basel capital guidelines
The new capital guidelines apply new mini-
mum ratios to Tier 1 common, Tier 1 capital
and Total capital with each of the ratios com-
puted relative to a bank’s risk-weighted
assets. We believe that Tier 1 common will
be the most crucial measure and will be the
main metric investors focus on to address a
bank’s capital strength. The minimum Tier 1
common requirement is currently 2%. As of
1 January 2013, the minimum increases to
3.5% and then increases each year until
reaching 7% as of 1 January 2019. The US
banking industry is well above that level, sub-
ject to an important caveat that we will dis-
cuss further.

The 7% Tier 1 common ratio requirement
is actually composed of two parts: a mini-
mum requirement, which will be 4.5% and
a capital conservation buffer, consisting of
common equity, which reaches 2.5%. The
capital conservation buffer begins to phase
in starting in 2016. During periods of stress,
the banks will be allowed to draw down into
the buffer zone. However, as a bank gets
closer to its minimum capital ratios, greater
constraints will be placed on earnings distri-
bution. In addition to the capital conserva-
tion buffer, there is something called a

countercyclical buffer which could range
from 0% - 2.5% according to national cir-
cumstances and could be met with more
common equity or other fully loss-absorbing
capital.

Caveat – 7% is not 7%
We previously noted that almost all large-
and mid-cap banks already meet the 2019
Tier 1 common 7% requirement, but there
is an important caveat to this. Earlier in 2010,
the Basel Committee had adjusted the cal-
culation of both Tier 1 common capital
(numerator) and risk-weighted assets
(denominator). As a result, certain items such
as defined pension assets and mortgage serv-
icing rights and others will have to be totally
or partially deducted from Tier 1 common.
In addition, certain items that are excluded
from risk-weighted assets will now have to
be included under the new rules.  In terms
of bank size, we believe the regional banks
will be less impacted by the new definitions
than the larger banks.

US banks appear well-positioned for
new capital standards
The standards are higher, but in line with
expectations. US banks already meet, or are
well positioned to meet, the capital require-
ments. We do not see additional dilutive
equity raises as a major issue for the banks
going forward. We are positive on banks
based on improving credit trends and stock
valuation levels, despite headwinds from
weak loan demand, low interest rates and
an increased regulatory burden.

Fixed income impact 
Higher equity levels and better quality of
equity capital is a benefit to senior unsecured
bondholders, but our credit sector analysts
think Financial bonds will continue to trade
with higher credit spreads relative to non-
Financials and currently recommend bonds
across all sectors. We believe Basel’s propos-
als should enhance the overall credit quality
of banks and leave less ambiguity about how
different portions of the capital structure
could fare during periods of extreme stress.
Senior unsecured bondholders should feel
more confident in a bank’s ability to handle
unexpected write-downs should a future
crisis arise. Junior portions of the capital
structure will become streamlined, with exist-
ing hybrid securities such as trust preferreds
already being phased out. Although we view
these actions as positive for the banking
sector’s credit fundamentals, we think both
market participants and the ratings agencies

will retain a heightened awareness of the
recent crisis experience when assessing credit
ratings and fair value spread levels. Despite
the safeguards put in place by Basel III, we
do not believe we are likely to see a return
to pre-crisis spread levels or credit ratings in
the near term.

For further details please refer to UBS
Weekly Guide: “Basel III: Analyzing Banks’
New Capital Standards,” 17 September
2010.
Dean Ungar, CFA

Barry McAlinden, CFA

Michael Tagliaferro, CFA

Analysts 

UBS Financial Services Inc.
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While the outcome of Basel III was at the
lower end of the  7–8% consensus expecta-
tions, this will effectively more than double
the size of the capital reserves that the
banks must hold. 

New minimum capital requirements under Basel III



20 UBS investor’s guide 24 September 2010 UBS investor’s guide 24 September 2010 21

Equity market · US and global US and global · Equity market

U.S. Top 25 Stock List

Company Ticker Sector Price 
(20 Sept)

Ameriprise AMP Financials $48.38

Analog Devices ADI Technology $30.02

Apple AAPL Technology $283.23

Bank of America BAC Financials $13.74

Cisco CSCO Technology $21.75

Coca-Cola KO Consumer Staples $57.97

Colgate-Palmolive CL Consumer Staples $78.25

Cooper Industries CBE Industrials $47.92

FedEx Corp. FDX Industrials $82.91

General Mills GIS Consumer Staples $36.17

Hewlett-Packard HPQ Technology $39.39

Hess HES Energy $56.67

Intercontinental Exchange ICE Financials $104.93

Lear Corp LEA Consumer Discr. $75.12

McKesson MCK Health Care $62.99

Microsoft MSFT Technology $25.43

NextEra Energy NEE Utilities $54.50

PepsiCo PEP Consumer Staples $66.89

PMC Sierra PMCS Technology $7.77

Schlumberger SLB Energy $58.84

Teva TEVA Health Care $54.56

Travelers TRV Financials $47.59

U.S. Bancorp USB Financials $23.28

Weatherford Intl WFT Energy $17.27

Source: FactSet, Thomson Financial and UBS WMR. Prices and performance as of 20 September 2010. Since inception, the U.S. Top 25 Stock List has included 113
stock recommendations, of which 62 advanced and 51 declined while on the list. See the Appendix for important information regarding performance calculations.
For a detailed discussion of the methodology underlying the U.S. Top 25 Stock List and updates to the list, please see the most recent U.S. Top 25 Stock List.       

Stocks which are only covered by UBS Investment Research are annotated as such with a “+” sign. UBS Investment Research is part of UBS Investment Bank (the
UBS business group that includes, among others, UBS Securities LLC).

** 2006 data include the total return from the list's inception on 18 January 2006. 

Performance of Top 25 Stock List 
(since inception on 18 January 2006)

Company Top 25 S&P 500

Since inception 3.7% –1.8%

2010 year-to-date –4.7% 4.0%

2009 29.5% 26.5%

2008 –39.8% –37.0%

2007 20.7% 5.5%

2006** 15.8% 12.4%

Source: FactSet, Thomson Financial and UBS WMR. Prices and performance as of 20 September 2010. Since inception, the ADR Top List has included 33 stock rec-
ommendations, of which 19 advanced and 14 declined while on the list. See the Appendix for important information regarding performance calculations. For a
detailed discussion of the methodology underlying the ADR Top  List and updates to the list, please see the most recent ADR Top List.  

For additional information, see Education Note: Understanding ADRs, 29 Nov. 2007. Stocks are covered by UBS Investment Research. 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 Securi-
ties LLC).  

** 2009 data include the total return from the list's inception on 26 October 2009.

Performance of ADR Top List 
(since inception on 26 October 2009)

Period Performance ADR List S&P ADR Index

Since inception 3.3% 1.9%

2010 year-to-date 0.8% –0.2%

2009** 2.5% 2.2%

American Depository Receipt 
(ADR) Top List

Company Ticker Sector Price 
(20 Sept)

ABB ABB Industrials $20.82

Annheuser-Busch InBev BUD Consumer Staples $56.16

ASML ASML Technology $29.07

AstraZeneca AZN Health Care $52.29

Bank of Nova Scotia BNS Financials $51.90

Barrick Gold ABX Materials $46.45

BP BP Energy $38.68

British American Tobacco BTI Consumer Staples $74.99

China Life Insurance LFC Financials $60.19

Eni E Energy $41.76

Honda Motor HMC Consumer Discr. $35.41

ING ING Financials $10.25

Lloyds Banking LYG Financials $4.82

Mindray Medical MR Health Care $28.22

National Grid NGG Utilities $43.51

Nestle NSRGY Consumer Staples $52.55

Potash Corp. POT Materials $148.47

Rio Tinto RTP Materials $56.34

SAP SAP Technology $48.62

Talisman Energy TLM Energy $16.46

Telefonica TEF Telecom $71.93

Teva Pharmaceutical TEVA Health Care $54.56

Unilever UL Consumer Staples $28.18

WPP WPPGY Consumer Discr. $56.71

Yanzhou Coal Mining YZC Energy $22.48



22 UBS investor’s guide 24 September 2010 UBS investor’s guide 24 September 2010 23

Equity market · US and global US and global · Equity market

Quality Growth at a Reasonable Price 
(Q-GARP) Recommendation List

Company Ticker Price 
(20 Sept)

3M Co MMM $87.41

Abbott Labs ABT $52.26

Adobe Systems ADBE $33.11

Apple AAPL $283.23

Avon Products + AVP $31.78

Bed Bath & Beyond BBBY $41.96

Cisco Systems CSCO $21.75

Coach COH $41.73

Coca-Cola KO $57.97

Colgate-Palmolive CL $78.25

Danaher DHR $41.13

Darden Restaurants + DRI $45.03

Exxon Mobil XOM $61.55

General Mills GIS $36.17

Home Depot HD $30.65

Illinois Tool Works ITW $47.09

Medtronic MDT $33.50

Microsoft MSFT $25.43

NIKE NKE $78.37

PepsiCo PEP $66.89

Starbucks SBUX $26.28

United Technologies UTX $70.37

United Parcel Service UPS $66.90

Walgreen WAG $29.24

Yum! Brands YUM $46.58

Source: FactSet, Thomson Financial and UBS WMR. Prices and performance as of
20 September 2010. Since inception, the Q-GARP stock list has included 84 stock
recommendations, of which 48 advanced and 36 declined while on the list. See
the Appendix for important information regarding performance calculations. For
a detailed discussion of the methodology underlying the Q-GARP stock list and
updates to the list, please see the most recent "The world according to Q-GARP"
report. 

Stocks which are only covered by UBS Investment Research are annotated as such
with a “+” sign. UBS Investment Research is part of UBS Investment Bank (the
UBS business group that includes, among others, UBS Securities LLC).

** 2007 data include the total return from the list's inception on 31 May 2007.

Performance of Q-GARP List 
(since inception on 31 May 2007)

Period Q-GARP S&P 500

Since inception 0.7% –19.6%

2010 year-to-date 6.3% 4.0%

2009 28.3% 26.5%

2008 –27.7% –37.0%

2007** 2.1% –3.0%

Q-GARP
In our view, the Q-GARP stock list provides investors with stocks that we believe should be
included in a well-balanced portfolio to take advantage of the fundamental and cyclical
trends that are likely to favor true secular growth stocks in the current market environment.
We believe these companies offer attractive valuations relative to their high levels of sus-
tainable growth, relative margin stability, and high profitability. In our view, at this stage of
the recovery, the risk-reward trade-off favors higher quality stocks.

Dividend Ruler Stock List

Company Ticker Dividend Price 
Yield (20 Sept)

Domestic Companies
3M Co. MMM 2.4% $87.41

Abbott Laboratories ABT 3.4% $52.26

Coca-Cola KO 3.0% $57.97

Colgate-Palmolive CL 2.7% $78.25

ExxonMobil XOM 2.9% $61.55

General Mills GIS 3.1% $35.41

Home Depot HD 3.1% $36.17

Illionois Tool Works ITW 2.9% $47.09

Johnson & Johnson JNJ 3.5% $62.09

Medtronic Inc. MDT 2.7% $33.50

NextEra Energy NEE 3.7% $54.40

Northeast Utilities NU 3.5% $29.48

Omnicom Group OMC 2.0% $39.48

PepsiCo PEP 2.9% $66.89

Praxair PX 2.0% $88.62

Procter & Gamble PG 3.1% $61.43

Raytheon RTN 3.2% $46.96

United Parcel Service UPS 2.8% $66.90

United Technologies UTX 2.4% $70.37

Source: FactSet, Thomson Financial and UBS WMR. Prices and performance as of 20 September 2010. Since inception, the Dividend Ruler Stock list has included 196
stock recommendations, of which 130 advanced and 66 declined while on the list. See the Appendix for important information regarding performance calculations.
For a detailed discussion of the methodology underlying the Dividend Ruler Stock list and updates to the list, please see the most recent Dividend Ruler Stocks report. 

Stocks which are only covered by UBS Investment Research are annotated as such with a “+” sign. UBS Investment Research is part of UBS Investment Bank (the
UBS business group that includes, among others, UBS Securities LLC).

** 2003 data include the total return from the list's inception on 17 October 2003. 

Dividend ruler stocks
Over the past 100 years, dividends have contributed nearly half of the total return from US equity markets.
We believe investors will likely be more attracted to stocks where they are “paid to wait.” The Dividend Ruler
Stocks screen for companies that offer a reasonable current dividend yield and have a strong track record of
dividend growth. Dividend growth is important since it not only showcases the ability of the current manage-
ment, but provides some inflation protection for investors who receive an income stream that grows over time.

Company Ticker Dividend Price 
Yield (20 Sept)

International Companies
AstraZeneca Plc + AZN 4.5% $52.29

British American Tobacco + BTI 4.4% $74.99

National Grid + NGG 6.7% $43.51

Nestle + NSRGY 3.0% $52.55

Novartis + NVS 3.7% $56.66

Ntt Docomo + DCM 3.5% $17.31

Pearson + PSO 3.6% $15.97

Roche Holding + RHHBY 4.3% $34.34

Telmex + TMX 5.3% $14.88

Tesco + TSCDY 3.0% $20.44

Total + TOT 5.9% $50.77

Unilever + UL 3.8% $28.18

WPP Group + WPPGY 2.2% $56.71

Performance of Dividend Ruler Stocks (since inception on 17 October 2003)

Period Div. Ruler S&P 500 S&P Global 1200 Period

Since inception 78.3% 26.4% 47.4% 2006

2010 year-to-date 5.1% 4.0% 2.0% 2005

2009 23.2% 26.5% 31.7% 2004

2008 –23.8% –37.0% –40.1% 2003**

2007 5.6% 5.5% 10.2%

Div. Ruler S&P 500 S&P Global 1200 

22.8% 15.8% 21.5%

5.3% 4.9% 10.2%

23.4% 10.9% 14.9%

7.2% 7.4% 8.1%
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Technical levels

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

Support 1110-1115 10460-10480 2230-2250 2.45-2.50

1090-1095 10100-10320 2200 2.00-2.04

Resistance 1130-1150 10720-10730 2340-2350 2.90-3.00

1220 10900-11000 2530 3.10-3.20
Source: UBS WMR as of 20 September 2010

Many longer-term secular trends often
last from 20 to 25 years. As the long-
term secular trend comes to an end,
there are often subtle technical signs
such as greater volatility that warn of
an impending major reversal. Could
the volatile action over the past few
months signal the maturing of the 28-
year secular bull trend in 10-year
Treasuries?

Our longer-term technical studies of secular
trends for US Treasury yields suggest that two
major factors tend to influence US interest
rates: 1) structural changes in the US econ-
omy (recession, inflation, deflation, etc.); and
2) major shifts in long-term investment psy-
chology (i.e., investors moving from risk-
taking to risk-aversion mode and vice versa).
Since 1982, the 10-Year Treasury Yield Index
(TNX) has existed in a decisive down trend-
ing (disinflationary) environment. Consider-
ing that interest rates tend to discount major
directional turns in business and stock market
cycles, possibly many months/quarters in
advance of the actual turn, trend changes in

yields often precede major economic/busi-
ness cycles and stock market peaks and
troughs.  

A well-established long-term down trend-
ing channel/linear regression band remains
intact over the past 28 years.  The top of the
band is now falling near 4.46%, providing
long-term resistance, and the bottom of the
band is also declining near 1.73%, offering
long-term support. The midpoint of the
monthly linear regression band (or the statis-
tical equilibrium level) is also declining near
3.10%.  The strong move above the mid-
point dating from late last year to early 2010
led to a sharp rally back up to crucial inter-
mediate-term supply at 4.01% (April 2010).
However, the failure to surpass this supply
soon triggered a sharp decline as TNX fell
back below the midpoint of its monthly
regression band.  This dramatic drop in yields
coincided closely with the Greek/European
debacle and concerns of slowing growth in
China and the overall global economy.  Fears
of deflation also led to global risk aversion
as investors sought the relative safety of this
benchmark asset class.  

Although it is difficult to determine the
exact timing when there will be a structural
shift in the long-term trend, we suspect TNX

TNX Index – Even secular trends come to an end may be nearing another major inflection
point as the cyclical forces now are colliding
with the longer-term structural forces. We
note that there are visible divergences devel-
oping between the US fixed-income market
and the US equities market (SPX). That is, the
equities market stabilized after suffering a
sharp setback from its April 2010 peak, but
Treasury yields continue to decline even after
the Greek and European sovereign debt crisis
subsided.  This negative divergence needs to
be closely monitored as fixed-income
investors are often much more conservative
than their equity counterparts, often pursu-
ing capital preservation strategies. If this
diverging trend continues, it would signal
TNX may be approaching a pivotal level.  

On another note, the yield spreads
between the short end (2-year) and the long
end of the Treasury yield curve (10-year) has
recently fallen below crucial key support at
2.35-2.50.  This breakdown led to a quick
decline to a yield spread low of 1.97 on 26
August, resulting in the current technical
bounce.  However, this technical rally may
begin to falter near its prior breakdown
around 2.35.  The resumption of yield spread
contractions could lead to another retest of
1.97.  We believe this spread compression

will impact Treasury prices across the yield
curve.  

During the April-August downturn, TNX
violated several key supports including the
recent support zone near 2.79%-2.89% or
the 1 July and 21 July lows as well as the
50%-61.8% retracement from the 2009-
2010 rally and the 50% retracement from
the 2008-2010 rally.  Violation here led to a
sharp decline as TNX promptly fell to the
March 2009 bottom and a 76.4% retrace-
ment from the 2008-2010 rally near 2.46%-
2.5%. Although TNX violated this support
zone slightly as it reached a low of 2.42%
on 25 August, a technically oversold condi-
tion brought yields back up to key initial
supply at 2.8-2.9%. We believe a trading
range scenario now will develop as rates are
confined to a band of 2.42%-2.9% over the
near term. 
Peter Lee, Chief Technical Strategist

peter.lee@ubs.com

Jonathan Beck, Investment Strategist

jonathan.beck@ubs.com

UBS Financial Services Inc.
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TNX Index – Secular downtrend continues

Source: Bloomberg and UBS WMR (weekly prices ending 17 September 2010)

Although the secular downtrend dating
back to 1982 is still intact, we believe a
trading range scenario will now will
develop as rates are confined to a band
of 2.42% – 2.9% over the near term. 
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Information Technology

It’s getting better
Despite the string of bad economic data that
has hit our screen so far this year, there is at least
a ray of light, bright enough to aliment the IT
rally (and the market as well) in September. This
came on the back of the US ISM manufacturing
index for August showing a figure of 56.3, a
sign that suggests manufactory expansion. The
market actually expected a fall in factory activ-
ity, and this optimism suggests that the double-
dip concerns have been somewhat overdone,
for now. Moreover, after having already spent
huge sums to fight the recession, President
Barack Obama's administration is now offering
new tax incentives for businesses and pledging
some USD 50 billion in infrastructure spending
in an effort to boost the economy.

Predictably, bottom-up data points for the IT
supply chain suggest that consumer demand for
IT items is weaker, which is not so surprising fol-
lowing Intel's negative pre-announcement at
the end of August, and Corning's more recently.
However, corporate spending on IT infrastruc-
ture is rather resilient, and has a much higher
impact on IT companies' earnings than con-
sumers have. Actually, corporate PCs, servers
and laser printers were cited as an area of
strength by several technology companies pre-
senting at a recent technology conference. This
could lead to the conclusion, although prema-
turely, that those IT budgets set early this year by
these large corporations will remain untouched.

So, in essence, all the arguments supporting
IT investments highlighted several times in our
previous IT monthly reports are still in place. Back
to the consumer: despite concerns in consumer
land, handset shipments, especially of smart-
phones, have been rather robust.

It should be noted that stocks, and IT stocks
are no exception, are driven by a combination
of valuation (based on expected 12-month for-
ward earnings), earnings surprises, investor sen-
timent and the direction of long-term interest
rates. All of these factors are modestly support-
ive for stocks and even more so for some cycli-
cal stocks such as those in the IT sector. The
further injection of liquidity by the Fed can be
added to the mix. 

The earnings yield and the cash flow yield are
almost at an all-time high for the IT sector.
Moreover, conscious of the subdued economic
environment, IT managers have gone on an M&A
spree partially to strengthen their companies'
positions in the market that they serve, but also
to supplement the subdued organic sales growth
prospects. They also have become more share-
holder-friendly by continuing to buy back shares
and by distributing cash to shareholders in the
form of dividends; even attracting a new class of
investor that has rarely looked at this sector.

Lastly, and from a relative perspective, the
premium (on a 12-month forward P/E basis) to
the S&P 500 that investors have been paying for
IT stocks has completely vanished.

However, we believe that it should not take
much longer for the sector to be priced at a pre-
mium to the US market, given the robust cash-
flow generation, now rising dividends and
eventually even better capital spending dynam-
ics at some point.
Cesare Valeggia

Analyst, UBS Financial Services Inc.

cesare.valeggia@ubs.com

Financials

Banks remain our preferred subsector
We retain our Moderate Overweight on the
bank subsector.  In the first half of 2010, sector
earnings exceeded total earnings for 2008 and
2009 combined, led by lower credit costs. In
addition, the banks have much stronger balance
sheets with record high capital levels, strong
reserves and significant liquidity. Finally, the
sector appears attractively valued on a price-to-
tangible book and normalized earnings basis.
Tepid loan demand, a flattening yield curve and
a sluggish recovery remain headwinds, but are
not serious enough to derail the recovery.
Investment banking activity has slowed after a
strong first quarter.

Our insurance sector view is based on lim-
ited near term downside due to low historical
valuations, solid balance sheets, adequate/excess
capital positions and effective cost control ini-
tiatives. We prefer the life insurers as they are
benefiting from many of these factors.
Companies we would avoid include growth
companies that face challenging headwinds that
are not fully reflected in valuations. Asset man-
agers have been hurt by recent market volatil-
ity impacting new money flows into equities.
Exchanges have been hurt by lower seasonal
trading volumes.

Materials

New meaning to the “dog days of August”
Year-to-date total returns for the S&P
Materials sector have lagged the broader
market S&P 500, down 5.0% versus down
4.7%. August was a cruel month for the S&P
Materials sector, as it fell 3.0% contributing
the bulk of the sector's year-to date under-
performance. By our estimation, the root
cause can be found in the rear view mirror
of 2Q10 earnings season. Both sales and
earnings results for the S&P Materials sector
trailed those of the S&P 500. The 2Q10 tally
indicates that 45% of the S&P Materials
sector posted earnings that exceeded con-
sensus expectations versus 75% of the S&P
500. Second-quarter sales results drive the
point home; the S&P Materials sector saw
only a stark 22% of its companies beating
consensus sales forecasts versus the 66%
that exceeded consensus sales estimates for
the S&P 500. In our view, analyst expecta-
tions for 2Q10 had factored in very optimistic
results. You will notice that most companies
within the Materials sector saw their earn-
ings estimates revised downwards during the
dog days of August.
Andrew Sutphin

Analyst, UBS Financial Services Inc.

andrew.sutphin@ubs.com

Below are excerpts from our US Equity Sector monthly reports which, along with
updates, are located in the Equity section of the Online Services Research website.

High Conviction Calls

Cisco Systems Outperform

Cypress Semiconductor Outperform

Microsoft Outperform

Qualcomm Underperform

High Conviction Calls

Ameriprise Financial Outperform

Metlife Outperform

Simon Property Group Outperform

US Bancorp Outperform

Wells Fargo Outperform

High Conviction Calls

Alcoa Underperform

Celanese Corp Outperform

Praxair Outperform

Continued on page 31
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Industrials

2Q10 earnings results help restore sector’s
year-to-date returns
As calendar 2Q10 earnings season winds down,
results for the Industrials sector did not disap-
point investors. To be fair, investor expectations
were set at a low bar and trailed expectations
for the S&P 500. With results for 93% of the
S&P 500 tabulated, the results for 2Q10 earn-
ings season saw the Industrials beat 68% of the
consensus estimates for sales versus 56% for
the S&P 500. The Industrials sector posted even
better than expected 2Q10 EPS results, with an
impressive 83% surpassing consensus estimates
compared with 71% of the S&P 500. The solid
quarterly sector results have led to solid total
returns since the end of 2Q10. The S&P
Industrials have seen their total year-to-date total
returns improve 6.9% from down 0.9% to up
6.0%, compared to a 2.0% decline in the
broader market, the S&P 500. Year-to-date, the
S&P Industrials sector has posted the highest
total returns across the sectors in the S&P 500.
Andrew Sutphin

Analyst, UBS Financial Services Inc.

andrew.sutphin@ubs.com 

Healthcare

Surprisingly low healthcare utilization
Healthcare utilization trends in the US have been
weakening since mid-2010 for what appear to
be four main reasons: 1) swine flu last year led
to higher utilization, 2) more unemployed work-
ers rolling off of COBRA health insurance, 3) the
relatively weak economy and 4) behavior
changes resulting from health insurance bene-
fit designs (e.g., higher deductibles) causing
patients to delay or reduce healthcare visits.  

While it is hard to quantify the impact of each
of these on utilization, it is clear that consumers
are postponing or possibly even foregoing med-
ical care as a result of this backdrop. This is highly
unusual but longer term, healthcare utilization
will almost undoubtedly reaccelerate, particularly
with the aging of the population. 

Due to the timing of the swine flu and
COBRA uptake in the second half of 2009, we
don’t expect any significant pickup in healthcare
volumes near-term. However, beginning early
2011, we anticipate some improvement as year-
over-year comparisons become a bit easier and
the broader economy recovers.

Most healthcare companies have been neg-
atively affected by lower utilization including
hospitals, medical technology companies, phar-
maceuticals and many areas of healthcare serv-
ices, although managed care organizations
benefit from lower healthcare costs.
Jerome Brimeyer

Analyst, UBS Financial Services Inc.

jerome.brimeyer@ubs.com

Utilities

Don’t overlook the attractive yields
The utility sector underperformed the market
over the last month as investors rotated towards
the more cyclical sectors of the market in light
of some better than expected economic reports.
Year to date, on a total return basis, the utility
sector is essentially performing in line with the
broader equity market. 

We rate the utility Sector Moderate
Outperform and believe it can outpace the over-
all market. Our view on the sector is driven by
our expectation that, although a double-dip in
the economy is unlikely, continued deceleration
in economic activity is probable as the positive
boost from government stimulus and the snap-
back in inventories begins to fade. With con-
sumers still deleveraging, economic growth is
likely to be quite muted. In this scenario, we
believe investors will again rotate towards the
more defensive sectors of the market—such as
utilities.

Very low yields on fixed-income assets also
make utility sector dividend yields look attrac-
tive. While tax rates on dividends may increase
somewhat—the UBS view is that they won’t
increase until 2012, and then only modestly—
the sector’s high dividend yields relative to cor-
porate bonds already seem to reflect a very
substantial increase in tax rates, an outcome that
we don’t believe is likely. 
David Lefkowitz

Analyst, UBS Financial Services Inc.

david.lefkowitz@ubs.com

Consumer Staples

Positive view of Consumer Staples
Our equity strategy group recommends an
Overweight allocation for US Consumer Staples,
and it remains one of our favorite defensive sec-
tors.  We view the sector’s relative valuation as
undemanding and the fundamental outlook as
favorable.  Our top picks continue to reflect our
bias toward consumer packaged goods compa-
nies with emerging markets exposure, and our
view that leading brands are best poised to grow
in developed and emerging markets. We look
for companies with successful productivity or
cost savings initiatives that can fund investments
to drive future growth. Taken together, these
attributes should contribute to a company’s abil-
ity to post upside to earnings expectations.
Other important considerations include man-
agement quality, financial flexibility, a solid div-
idend yield, and an attractive valuation. Among
consumer packaged goods companies, we see
the most appealing opportunities in household
products/cosmetics and beverage stocks, reflect-
ing their generally higher weighting in interna-
tional markets.
Sally Dessloch

Analyst, UBS Financial Services Inc.

sally.dessloch@ubs.com

High Conviction calls

3M Co. Outperform

Cooper Industries Outperform

Danaher Outperform

FedEx Outperform

Illinois Tool Works Outperform
Roper Industries Outperform
United Technologies Outperform

High Conviction Calls

Celgene Corp. Outperform

High Conviction Calls

ITC Holdings Corp. Outperform

NextEra Energy Outperform

Wisconsin Energy Outperform

High Conviction Calls

Coca-Cola Outperform
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Energy

Will the change of seasons be a factor?
The change in seasons can sometimes exacer-
bate movements in stock prices in the fourth
quarter, particularly when oil and gas fundamen-
tals are rapidly tightening or loosening. Our out-
look is for oil and gas prices to remain at
approximately current levels through the end of
the year. The energy sector has underperformed
the broader market in the fourth quarter in years
in which commodity prices have been stable.
However, Services and Drilling companies have
historically outperformed in the fourth quarter
when conditions have been similar to our fore-
cast.

In years when oil prices have changed by less
than 10% in the fourth quarter (in four of the
last ten years), the S&P Energy Index underper-
formed the S&P 500, rising by an average of
3.3% versus 6.5% for the S&P 500. The Services
and Drilling companies rose by an average of
13.7% in the same time period.

We continue to favor oil-levered names, as
oil production remains more profitable than nat-
ural gas production. We believe that the North
America natural gas market will remain chal-
lenged in the coming months due to over-supply.
Our favorite subsector is Oil Services, as we
believe the growth in exploration and develop-
ment activity in the international markets is on
track for the second half of 2010 into early
2011. 
Nicole Decker

Analyst, UBS Financial Services Inc.

nicole.decker@ubs.com

Telecommunications

Telecom bounces back; we prefer secular
growth themes
The S&P Telecom sector outperformed the S&P
500 by 14.3% since the beginning of calendar
3Q10. We think principal drivers of the positive
performance include a tepid GDP growth back-
drop, improving telecom revenues and expand-
ing margins, regional bell dividend yields in
excess of 6%, and strong free cash flow. Given
generally strong telecom free cash flows, we
expect to see a focus by company managements
on return on capital via increased dividends
and/or share buybacks.

We believe that companies in subsectors that
can benefit the most from positive secular
growth trends should outperform. We believe
that Wireless Tower and Data Center subsectors
should benefit from the  secular trend toward
increased data traffic, with surging mobile data
traffic a substantial driver.  We expect wireless
tower companies to benefit from high barriers
to entry, long-term contracts, lease pricing esca-
lators, eventual conversion to real-estate invest-
ment trust status, mobile data growth, and
fourth-generation  wireless  buildouts. We
expect data center companies to benefit from a
trend toward the corporate outsourcing of data
center services that we believe is still at an early
stage. We prefer data center companies with
scale advantages, differentiated business
models, and strong execution.
George Lambertson

Analyst, UBS Financial Services Inc.

Consumer Discretionary

Volatile summer leads focus to next 
earnings season
As of close 20 September 2010, the year-to-date
performance of the S&P Consumer Discretionary
sector was up 11.9% and outperformed the S&P
500 by 9.4 percentage points. And since the
beginning of calendar 3Q10, the sector posted
a 14.5% gain, outperforming the S&P 500 by
3.6 percentage points.

At the conclusion of 2Q10 earnings, a cau-
tionary tone hung over the sector.  Since then,
a wave of volatile economic data releases influ-
enced the group. For example, the mid-
September consumer sentiment data (17
September 2010) came in below expectations
and fell to its lowest level in 13 months.
However, August home starts and permits (21
September 2010) were above expectations. We
conclude that the environment may remain

choppy in near term. 
A few 3Q10 earnings releases trickle in this

week and we believe investors may start focus-
ing on the upcoming reports. The 3Q10 results
will help to set the pace for Black Friday and the
rest of the holiday season demand expectations.

WMR's Equity Strategy team continues to
recommend a Moderate Underweight position
in US Consumer Discretionary. Our cautious view
stems from our economic forecasts for modest
growth in consumer spending and jobs/housing
data for 2010-2011.
George Lambertson; Alexandra Mahoney

Jonathan Woloshin, CFA

Analysts, UBS Financial Services Inc.

Although REIT valuations are off their peak,
we continue to maintain our cautious stance on
the REITs as we do not believe FFO & AFFO mul-
tiples, dividend yields and implied cap rates cur-
rently offer an attractive risk/reward profile. We
reiterate our “quality focus” thesis with a clear
bias toward well-capitalized REITs with defensi-
ble, high-quality assets and strong management.
Michael Dion, CFA; Dean Ungar, CFA

Jonathan Woloshin, CFA

Analysts, UBS Financial Services Inc.

High Conviction Calls

Andarko Petroleum Outperform

Devon Energy Outperform

Hess Outperform

Murphy Oil Outperform

Weatherford International Outperform

High Conviction Calls

American Tower Outperform

CenturyLink Outperform

US sectors · Equity market
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US equity sector strategy

Sector Performance (local currency/USD, in %)
underweight neutral overweight mtd ytd 2009

9.2 –2.7 61.7

5.8 –4.0 13.8

8.5 2.7 17.2

7.5 2.4 48.6

4.8 6.5 14.9

8.5 10.4 20.9

8.5 10.7 41.3

5.2 7.8 8.9

7.0 –2.5 19.7

1.3 2.7 11.9
Total return indices in USD: S&P 500 sector indices as of 16 Sept 2010 Source: UBS WMR, as of 25 Aug 2010

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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High Conviction Calls

Borg Warner Outperform

Lear Corp Outperform

Starbucks Outperform

Starwood Hotels & Resorts Outperform

Financials–continued from page 27
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Energy sector spreads remained inside the
aggregate high-grade corporate market amid
growing concerns about the global economy,
especially that of the developed world.
Unfortunately, that has not been enough to
prevent underperformance in recent months,
and we cannot envision a catalyst that could
alter the status quo in the short term. In an
environment where hydrocarbon prices are
likely to move sideways, we believe investors
should focus on company specifics rather
than on commodities' pricing conditions. 

We are currently forecasting oil at USD 80
per barrel in 12 months (see our 21 Sep-
tember report, “Crude oil: Prices likely to lack
a clear trend”), and expect gas at USD 4.7 per
million BTUs over that same period of time
(see our 15 September report, "Natural gas:
Don’t be seduced by low prices") which does
not translate into much upside from current
levels. Still, we continue to favor oil-levered
companies, i.e. companies with a production
matrix tilted in favor of oil rather than natu-
ral gas. At current prices, production of crude
oil is more profitable than natural gas. We
also remain cautious with refiners given a mix
of relatively high crude oil prices, arguably
weak demand for fuels in the US, and result-
ing tight margins. Unless economic indicators
suggest a recovery in demand for gasoline
and other fuels, we would rather avoid them. 

Within the large oil producers, we con-
tinue to believe that government-owned
energy conglomerates in emerging markets
offer attractive valuations, especially consid-
ering their privileged access to reserves in
their respective countries. We note that inde-
pendent oil companies (IOCs) have access to
less than 10% of global reserves, and that

ratio is likely to decline in the future.
That said, we only recommend emerging-

market credits to investors with a relatively
high-risk appetite profile. We have a positive
view on emerging markets, and believe that,
as an asset class, it offers some interesting
investment opportunities. However, political
risks and price volatility are higher than in the
developed world. The legal frameworks in
relevant emerging market countries such as
Brazil, Mexico, Chile, Colombia, and Peru, to
name a few, are gradually converging
towards those in developed countries, but
there is still a gap. Also, emerging market
securities usually tend to underperform in
times of higher risk aversion.  
Donald McLauchlan

Analyst, UBS Financial Services Inc.

donald.mclauchlan@ubs.com

Energy —sideways

Municipal bonds · US strategy

The City of Harrisburg announced on 30
August that it expected to default on USD
3.29 mn of regular GO debt service payments
due on 15 September associated with Series
1997D and 1997F zero-coupon bonds. The
bonds were insured by Ambac, which stated
that it would meet payments to investors if
called upon to do so. On 12 September,
Pennsylvania Governor Rendell announced
that the State would accelerate USD 4.4 mil-
lion of transfer payments and grants to
Harrisburg.

The expedited delivery of cash from the
State provided the City with enough liquidity
to pay its debt service on the 15th but does
little to solve the underlying challenges facing
Pennsylvania’s capital city. A city default on its
GO debt would be separate and distinct from
its obligation to support USD 282 million of
debt used by the Harrisburg Authority to
finance the construction and modernization of
a failed incinerator project located in the city.

As a direct result of the acceleration of
scheduled state aid, the probability of an immi-
nent bankruptcy filing by the city has

decreased. We are inclined to believe that
Harrisburg is more likely to restructure its exist-
ing debt obligations under the auspices of the
Financially Distressed Municipalities Act (Act
47).  Pennsylvania has a history of supporting
its municipalities through its Department of
Community and Economic Development.
According to a report by the Allegheny
Institute, 22 Pennsylvania municipalities have
entered distressed status since Act 47 was
enacted; five have since been removed.

We do not expect Harrisburg’s actions to
trigger a wave of payment defaults by other
fiscally distressed municipal governments.
The City has failed to attract much new pri-
vate investment to complement the presence
of the state capitol. The City has exhibited
weak economic fundamentals and its bonds
have carried below-average ratings.

For more information, please see WMR’s
Municipal Report, Munis in the News, 13
September 2010.
Thomas McLoughlin, Head of Muni Research

Kathleen McNamara, Strategist, CFA, CFP

UBS Financial Services Inc.

Harrisburg avoids payment default

US fixed income strategy

Sector Performance (local currency/USD, in %)
underweight neutral overweight mtd ytd 2009

–1.2 7.5 -3.7

–0.6 5.8 10.00

–0.4 5.2 0.9

–0.4 5.3 5.8

–0.9 9.6 19.8

1.9 10.6 58.1

1.3 13.4 20.1

0.1 12.7 27.2

Total return indices in USD: BAS/Merrill Lynch as of 16 Sept 2010 Source: UBS WMR, as of 25 Aug 2010

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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Treasuries

TIPS

Agencies

Mortgages

Inv. Grade Corporates

High Yield Corporates

Preferred Securities

Emerging Markets
Credit Sector reports and our Corporate Bond
Valuation Reports are located in the Credit sec-
tion of the Online Services Research website.
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market currencies. This could undermine
their competitiveness and economic perform-
ance in the medium term.

Local rate picture more mixed
Fig. 2 shows the interest rate picture in local
currency after subtracting inflation, a meas-
ure of the so-called “real” interest rate.
Negative real interest rates mean that cash
deposits will lose value, as inflation exceeds
the interest earned on deposits. This can be
a sign that monetary policy is too loose. In
contrast, positive rates show that deposit
holders are paid more than the rate of infla-
tion and therefore indicate tighter monetary
policy.

Fig. 2 also shows the broad range of cur-
rent real rates. India has the most negative
interest rates, whereas Brazil pays the high-
est after-inflation interest rates. Developed
countries mostly have negative interest rates.
The outlier here is Japan – because consumer
prices are falling, the yen continues to return
positive real rates even at zero interest. 

Deflation no threat
Japan has shown how unusual deflation is.
The necessary ingredients include a declin-

ing population and households that have all
the gadgets they need, helped along by col-
lapsing land prices – which in Japan’s case
are lower today than they were 20 years ago.

The average emerging economy has pos-
itive demographic trends and backlogs of
basic goods and services, including running
water, electricity and hospitals. Inflation, not
deflation, is their natural state. Low USD bor-
rowing rates and negative local-currency real
interest rates thus do not augur well for these
countries’ medium-term inflation prospects.

Fig. 2 also reminds us of the differences
between individual economies in the emerg-
ing universe. Some emerging central banks
are ahead of the curve, and some are behind.
We therefore advise investors to diversify
broadly across these markets when investing
in their equities, bonds or money markets.
Costa Vayenas

Analyst, UBS AG

Emerging economies are currently
benefiting twice over from the
extremely low interest rate environ-
ment in the developed world. Together
with developed-market investors’
search for yield, this is supporting their
currencies, bonds and equities.

The US, Japan, the Eurozone and the UK
together represent almost 60% of global
GDP. On average, their three-month money
market rates currently lie at just 0.5%, and
10-year government bond yields at just
2.4%. This has two major implications for
emerging markets. First, they can borrow dol-
lars, yen, euro and sterling at unprecedented
rates. This supports capital inflows into
emerging economies (under accounting
rules, foreign borrowing by a company head-
quartered in an emerging country is also clas-
sified as “foreign investment”).

The second major implication is that
investors in developed countries with low-
yielding cash and bonds in their portfolios

are tempted to look for higher yields in more
exotic places. Emerging markets benefit
because their bonds and money markets typ-
ically offer higher yields.

Two sides of the interest rate coin
Fig. 1 shows how much cheaper it has
become to borrow in US dollars over the past
year. Just a few years ago, it would have been
almost unthinkable that the average emerg-
ing market government could borrow US
dollars for an interest rate of only 5%. For
over 200 years, the US government has paid
an average yield of 5.6% on long-term bor-
rowing in its own currency. We have thus
entered something of a golden era for
emerging markets borrowing USD.

However, these low rates do have nega-
tive effects, primarily that they could be set-
ting the stage for trouble later on. When
money is too cheap, mispricing and misallo-
cation can result: Not every new shopping
mall or apartment block in Sao Paulo or
Shanghai will be profitable. Low USD inter-
est rates also mean that the search for yield
in emerging markets is driving up emerging

Low global interest rates benefiting emerging markets

Big differences in real interest 

It has become much cheaper for a selection of
emerging economies to borrow in US dollars. Interest rates in local currency after

 subtracting inflation.

Good news for emerging market borrowers
13

10

8

6

12

11

9

7

5
Source: Bloomberg, JP Morgan, UBS WMR, 3 Sept. 2010

Nov 08 Jan 09 Mar 09 May 09 Jul 09 Sep 09 Nov 09 Jan 10 Mar 10 May 10 Jul 10

Brazil
Indonesia
Russia
Mexico

–5.5 –3.5 –1.5 0.5 2.5 4.5 6.5

Brazil
S.Africa

Russia
Hungary

Japan
Mexico

Indonesia
Switz.
Turkey

Euro
China

US
India Source: UBS WMR, 

as of 18 Sep. 2010

in %

Fig 1 Fig 2



UBS investor’s guide 24 September 2010 37

Outlook · Currencies

36 UBS investor’s guide 24 September 2010

Euro per US Dollar (EURUSD)

US dollar per Japanese yen (USDJPY)

British pound per US dollar (GBPUSD)

Australian dollar per US dollar (AUDUSD)

EURUSD took another step higher after the Fed
 revealed that it is thinking about further monetary
stimulus if the economy should falter again. This
should make the exchange rate especially sensitive
to US data now, with any disappointments weak-
ening the greenback even further. 

Japanese FX interventions temporarily pushed
USDJPY up from a new 15-year low at 82.88.
 However, with the Fed’s readiness to engage in
 further stimulation, USDJPY is again declining. We
expect USDJPY to trade in a range of 80 to 90 over
the next six months.

The AUD is clearly overvalued against the USD, but
in the short term a further rise of AUDUSD toward
the record high of 0.9849 cannot be excluded. The
Reserve Bank of Australia has signaled more rate
hikes and has not complained about the strong
currency.

GBPUSD seems likely to persist in the mid-1.50s.
It remains a possibility that the Bank of England
and/or the Fed could implement a second round
of quantitative easing. We think this would be less
harmful in the UK than in the US, as the UK has
also announced tough austerity measures.

Source: Thomson Reuters, UBS WMR
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Global forecasts

Growth and inflation

GDP Real GDP growth (%) Consumer Price Inflation (%)
Weight1 2006 2007 2008 2009 2010F 2 2011F 2 2006 2007 2008 2009 2010F 2 2011F 2

USA 21.1 2.7 1.9 0.0 –2.6 2.7 2.7 3.2 2.9 3.8 –0.3 1.7 1.7

Canada 1.9 2.8 2.2 0.5 –2.5 3.1 2.8 2.0 2.1 2.4 0.3 1.7 2.3

Japan 6.6 2.0 2.4 –1.2 –5.2 3.2 1.7 0.3 0.0 1.4 –1.3 –0.9 –0.3

UK 3.3 2.8 2.7 –0.1 –4.9 1.6 2.3 2.3 2.3 3.6 2.2 3.1 2.6

Eurozone 15.7 3.2 2.9 0.3 –4.0 1.7 1.9 2.2 2.1 3.3 0.3 1.6 1.8

Mexico 2.2 4.9 3.3 1.5 –6.5 4.8 3.7 4.1 3.8 6.5 3.6 4.4 3.7

Brazil 2.8 4.0 6.1 5.1 –0.2 8.2 5.4 3.1 4.5 5.9 4.3 5.2 5.2

India 4.8 9.7 9.2 6.7 7.4 9.0 8.0 5.6 5.5 7.8 6.4 8.6 6.0

Russia 3.3 7.7 8.0 5.6 –7.8 7.0 6.0 9.5 9.0 14.0 11.7 6.1 6.5

Australia 1.2 2.6 4.8 2.2 1.2 3.4 3.8 3.5 2.3 4.4 1.8 3.0 3.1

China 10.7 12.7 14.2 9.6 9.1 10.0 8.7 1.5 4.8 5.9 –0.7 3.0 4.0

Asia ex Jp/Cn/In 4.8 5.5 5.7 2.8 –0.6 5.3 4.3 4.1 2.9 5.7 1.8 2.7 3.2
1 Weight in world GDP, based on World Bank purchasing power calculations   2 UBS WMR Forecasts
Sources: Reuters EcoWin, IMF, UBS WMR

22. 09.10 3 M1 6 M1 12 M1 PPP2

USD

EURUSD 1.3321 1.32 1.35 1.39 1.24

GBPUSD 1.5693 1.57 1.60 1.66 1.66

USDJPY 84.86 85.00 85.00 92.00 90

USDCAD 1.0217 1.00 0.97 0.95 1.02

EUR

EURGBP 0.8488 0.84 0.84 0.84 0.75

EURJPY 113.09 112 115 128 111

EURSEK 9.102 9.00 8.90 8.80 9.33

EURNOK 7.9058 7.80 7.60 7.60 8.78

CHF

USDCHF 0.9955 0.98 0.96 0.96 1.19

EURCHF 1.3264 1.30 1.30 1.33 1.48

GBPCHF 1.5621 1.55 1.54 1.59 1.98
1 UBS WMR Forecast   2 Purchasing Power Parity   
Sources: Thomson Reuters, UBS WMR

Exchange rate forecasts Interest rates

2008 2009 22.09.10 6 M1 12 M1

United States 3m 2.9 0.7 0.3 0.5 0.8

10y 3.6 3.2 2.6 3.3 3.8

Japan 3m 0.9 0.5 0.2 0.3 0.3

10y 1.5 1.4 1.3 1.4 1.5

Eurozone 3m 4.6 1.2 0.8 1.0 1.5

10y 4.0 3.3 2.4 2.8 3.3

UK 3m 5.5 1.2 0.7 1.0 1.3

10y 4.5 3.6 3.1 3.8 4.3

Switzerland 3m 2.6 0.4 0.2 0.8 1.3

10y 2.9 2.1 1.4 1.8 2.3

Australia 3m 7.2 3.7 4.9 5.3 5.5

10y 5.8 5.0 5.1 5.6 6.0

Canada 3m 3.5 0.8 1.2 1.3 1.8

10y 3.6 3.2 2.9 3.8 4.0
1 UBS WMR Forecast Sources: Thomson Reuters, UBS WMR

About these forecasts: In developing the forecasts set forth above, WMR economists worked in collaboration
with economists employed by UBS Investment Research (INV). INV is published by UBS Investment Bank. Forecasts
and estimates are current only as of the date of this publication and may change without notice.
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is difficult to say. It may, eventually, but only
to a limited extent. We think USDCHF is likely
to stabilize below parity later this year and next
due to broad US dollar weakness.

The Scandies are our favorites
We see further appreciation potential for the
two Scandies in 2011, but to a smaller extent
and in a more gradual manner than they
have realized since 2007. Both currencies are
like the Swiss franc in that they offer an alter-
native to the euro. In the case of Norway, its
oil wealth adds support, while Sweden enjoys
greater depth in its capital market.

Dollar bloc attractive, but expensive
The Aussie and the Kiwi have soared in 2010
and we see limited scope for gain for them
in the coming year. The Canadian dollar
offers more upside, in our view. On the one
hand, should the US introduce more quanti-
tative easing, Canada will profit directly with-
out even having to pay for it. On the other,
it cannot hurt Canada if the US avoids
another recessionary dip. For more back-
ground on commodity-producer currencies,
please refer to our 21 September report,
“Currency markets: Attractive, expensive
commodity currencies.”

Recommendation
We see little potential for the US dollar to
appreciate. Given recent talk of more US
quantitative easing, our skepticism and our
doubts about the dollar’s safe-haven appeal
in times of crisis have only increased. When
global exports grow, Europe remains the
better choice. Two of our favorite minor cur-
rencies – the Australian dollar and the Swiss
franc – may have short-term appreciation
potential, but they are simply too expensive
to deliver new long-term value to a portfo-
lio, in our view. The Canadian dollar and the
Scandies have much better catch-up poten-
tial and they remain our favorites among the
major currencies.
Tomas Flury

Analyst, UBS AG

Approaching 2011, we see two major
challenges for currency markets. First,
many of our favorite currencies are
already quite expensive, suggesting
that investors should become more
selective. Second, a “new individual-
ism” is emerging among major policy-
makers, with some daunting possible
consequences. 

Initially, the global financial crisis was met
with international coordination and the
strengthening of institutions such as the IMF
or BIS. Now, the larger economies are
increasingly acting unilaterally through FX
interventions and quantitative easing. Both
measures weaken a currency, making exports
cheaper, thus improving competitiveness at
the cost of trading partners. This policy is
behind the expression, “Beggar thy neigh-
bor.” We consider the implications for the
major currencies.

One-sided EURUSD 
The Fed’s announcement that it was consid-
ering a second round of quantitative easing
puts a clear upside bias on EURUSD. We see
little reason for the dollar to rise in times of
financial market stress. This was the case in
2008 and early 2009. However, if US eco-
nomic growth re-accelerates, risk-taking will
drag down the dollar relative to the euro,
which always profits when global export vol-
umes rise. Fears of a European meltdown
have definitely subsided compared to six
months ago. Nevertheless, we think scope
for gain remains limited and we expect

EURUSD to rise, much of the time hovering
in a range of 1.3 to 1.4.

The Bank of Japan steers USDJPY 
We expect USDJPY to hover between 80 and
90. We think it is difficult to maneuver
against the Bank of Japan and squeeze
USDJPY much below 80. However, we see
little reason to anticipate intervention once
USDJPY approaches 90 or higher. The bias
for a stronger yen will persist as long as Japan
experiences deflationary pressures, leading
to the repatriation of funds. But a rate hike
by the Fed would completely change USDJPY
dynamics and create a clear upside bias. For
this reason, our 12-month forecast foresees
a rise to 92.

Pound to strengthen versus USD, in
sync with Euro
We expect the pound to fluctuate against the
euro in a broadly sideways trend around
0.84. In our view, the UK is making greater
efforts than the US to implement austerity
measures and consolidate its budget. For this
reason, we expect the pound to improve
 versus the dollar through the first half of next
year and to reach fair value, which we  iden-
tify at 1.66.

Swiss franc remains strong
We expect EURCHF to trade sideways over the
next 12 months, possibly rising late in that
forecast horizon. But the outlook for the pair
is rather uncertain. We think Switzerland can
maintain tight monetary conditions – the com-
bination of franc strength and low interest
rates – for quite some time. Whether a rate
hike by the ECB will lead to a higher EURCHF

Separating the beggars from their neighbors

How to read currency pairs:
EURUSD = USD per EUR

EURUSD rising:
stronger EUR, weaker USD

EURUSD falling:
stronger USD, weaker EUR
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Arrows indicate whether the commodity is expected to strengthen, weaken or trend sideways.

Outlook · Commodities

22.9.2010 Forecast Forecast

USD/bbl 74.9 3 months 9–12 monthsg g

22.9.2010 Forecast Forecast

USD/mmbtu 3.95 3 months 9–12 monthsm g

22.9.2010 Forecast Forecast

USD/bu 5.08 3 months 9–12 months kk

22.9.2010 Forecast Forecast

USD/mt 22350 3 months 9–12 monthsgm

Crude Oil

Natural gas

Corn

Nickel

Worries about the global economic recovery  slo-
wing down dragged crude oil prices below USD
80/bbl in August. Even China, a key driver of crude
oil demand, saw incremental demand leveling off.
Consequently, OPEC's spare capacity and US inven-
tories remain at elevated levels. We expect this

 situation to persist, with prices moving sideways 
in the coming months. We advise investors to avoid
long positions in crude oil for now or sell 
the downside potential below USD 65/bbl for a
premium.

Despite low prices, US natural gas is still not a buy,
in our view. In recent weeks US natural gas has
been trading with a sizable discount to European
prices, at below USD 4/mmbtu. We think these
prices cannot be sustained in the long term.
Indeed, given ample supply and a slowing econo-

mic recovery, we expect prices to trend even lower,
towards 3.25 USD/mmbtu over the coming three
months. We therefore advise investors to build up
long positions if natural gas trades close to this
level.

In Q3, the entire grains sector rallied briskly, mainly
on adverse weather conditions in Europe and
 Russia. We think the run-up in wheat prices favors
a feed substitution from wheat to corn. Along with
strong ethanol demand and an already low inven-

tory-to-consumption ratio, we believe the market
should see a drop in inventories on a global scale.
Thus, we think trading-oriented investors can
target a price move in corn towards USD 6/bu.

We think the nickel market is likely to see a supply
deficit in 2010 as demand recovers more than
supply. However, in 2011, we expect the market
to be oversupplied again, as additional production
reaches the market. In China, stronger domestic
nickel pig iron production helps cap  nickel imports.

Despite a drop in LME inventories, these funda-
mentals should keep prices under downward pres-
sure. We target a price drop below USD 20,000
USD/mt in the coming six to twelve months. 
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Precious metals - investors’ darlings
Though precious metals have been in
high demand as of late, investors
should stick to gold, use silver for
yield enhancing strategies and wait
for better levels when it comes to the
PGMs.

The gold price stands at all time highs
ready to breach USD 1300/oz levels, while

platinum group metal prices were able to
strengthen, with platinum gaining back some
ground versus palladium. The cause for
stronger prices can be found once more in
well known risk factors like monetary policy
and mounting sovereign debt fears. The
latest indications from the US Fed that more
quantitative easing is considered weakened

use of monetary policy over years to keep
growth up on the back of larger structural
risks stands at its core. With mounting debt
levels across all large developed economies

simply reinforced. Next to these universal

four additional Chinese banks will be able to
import gold also lifted expectations for
stronger demand. Hence, we remain confi-
dent that demand for gold will remain

compelling. With a global fabrication balance
posting a supply overhang of around 100mn

ing in the coming months, we question that
silver will outperform gold. But we acknowl-
edge the poor market liquidity conditions,
making silver vulnerable to speculative price
moves. As a consequence, we advise
investors to use silver for yield enhancement
strategies. Guidance for potential strike levels

Even more interesting for many investors
are platinum and palladium. The latter one
received special attention from the financial
community. The apparent outlook of deplet-
ing Russian stocks and strong demand from
China has allowed a re-rating of the metal

last for longer, the strong involvement of
financial accounts makes the metal vulnera-

economic data out of China should not be

their long positions. We think the metal is

Dominic Schnider

Analyst UBS AG

weakens. Our 12-month forecast remains

price drivers for real assets, the outlook that

unchanged at 1500/oz.

the trust in paper money and the USD. The

uptrend, though its fundamentals are not as

strong, especially in the light of broad USD

puts our 12-month forecast at USD 18/oz.

versus platinum. While this re-rating could

silver surpassed USD 20 an ounce. But also

and central banks buying gold, mis-trust is

Silver is able to piggy pack on this gold

ounces this year and economic activity slow-

ble for price setbacks. Somewhat weaker

mounting production and capital costs.

underestimated, were funds to clear part of

attractive at USD 400/oz and not earlier. 

interesting. In the long, run prices levels 
above USD 1600/oz are needed to cover 

Platinum prices close to USD 1350/oz are 
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Despite the recent economic slowdown,
scarcities of resources are again on the rise.
Emerging markets are in the spotlight – for
one, they account for increasing shares of
global output, population, and wealth.

Their strong pick-up in resource demand
is one of the main drivers of rising resource
prices. Indeed, they are on their way to
becoming the biggest resource consumers.
On top of this, the adverse environmental
and social effects of how resources are used
often hit emerging markets harder than
developed economies. How will they be able
to sustain economic growth in the face of
looming resource scarcities, while addressing
their severe environmental and social issues?
Finding answers to this question will be crit-
ical, with profound implications for economic
growth, individual companies, and for
investors.

A stronger state hand in resource 
competition
The emerging markets increasingly depend

on imported resources to meet surging
domestic demand. As competition for ever-
scarcer resources mounts, securing afford-
able access is high on their agendas. In recent
years, governments have steadily exerted
more influence in resource sectors, invoking
domestic stakeholders’ interests and the
strategic importance of resources. A
resource-exporting country can often impose
its will on trading partners and resource com-
panies. Recent examples of government
intervention in resource markets include
restrictions on agricultural exports, higher
taxes on resource profits, and even the
nationalization of resource assets. Importing
countries have responded to uncertainties
about their access to resources with diplo-
matic efforts, and also with an increasing
number of direct investments in resource-
producing countries.

Tackling water scarcity to sustain growth
Water scarcity is particularly pressing in many
emerging markets, as demand growth is
often highest where the water supply is
already low. Many emerging markets suffer

infrastructure deficits both for water distribu-
tion and wastewater treatment, with wastage
and pollution as further consequences. Water
shortages can weigh heavily on an economy.
In China, for instance, the direct costs of
water scarcity and water pollution are esti-
mated to be a hefty 2.3% of GDP. In addi-
tion, social and health issues arise as large
parts of the population often lack access to
clean drinking water and sanitation. To tackle
these challenges, large investments and
improved pricing mechanisms for water are
needed. Some emerging markets have
already applied innovative strategies to meet
their water-related challenges.

Moderating soaring energy demand
with efficiency and renewables
According to US government estimates,
global energy consumption may grow by
almost 50% between 2007 and 2035,
despite the economic slowdown following
the recent financial crisis. Most strong
demand growth is occurring in the emerg-
ing markets, which already account for a
large part of global energy demand in
absolute terms. In 2009, China surpassed the
US as the world’s largest energy consumer.
Due to its significant role in consumption and
demand growth, we highlight China as the
emerging market set to play a particularly
important role in promoting greater energy
efficiency. We see promising initiatives in
China in areas including electricity genera-
tion, buildings, transportation, and industrial
processes. In renewables, China is already the
largest exporter of photovoltaic components.
The government now also is taking more
decisive steps to promote the use of wind
and solar power domestically.

Potential human resource scarcities?
One thing that emerging markets are often
assumed to have in abundance is a large
labor force, available at low wages to pro-
duce cheap goods. But the recent wage
increases in China seem to indicate a
potentially scarcer labor pool. For now,
these developments may merely reflect
cyclical swings in labor demand rather than
a structural shortage. In the longer term,
however, in China as well as in other
emerging markets, slower population
growth and fewer rural workers moving to
cities may make cheap labor more expen-
sive. In the future, today’s emerging mar-
kets will need more skilled labor, while
cheap labor jobs will increasingly move to
today’s frontier markets.

Vast opportunities for solution
providers
Resource scarcities pose formidable eco-
nomic, social, and environmental challenges
for economies globally and the emerging
markets in particular. Failing to speedily take
the steps needed to tackle these issues will
merely worsen their impact. We think that
the risks for economic growth and for indi-
vidual companies from rising resource scarci-
ties should be closely monitored. Along with
risks, we also see vast opportunities for solu-
tions to impending resource scarcities, includ-
ing the wider implementation of existing
technologies in emerging markets, innova-
tions in products and processes to make
resource use more efficient, and the devel-
opment of affordable substitutes. We think
that these approaches offer interesting
opportunities for companies and investors.
Dirk Faltin

Analyst, UBS AG

The rush for resources challenges emerging markets

Emerging market energy demand to rise strongly
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For more information, see our latest UBS research
focus, 8 September 2010.
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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. 
Suspended: If data is not valid anymore, the stock rating may be flagged as “Suspended” 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, investor 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

High Conviction Calls Sector analysts are required to have at least one "high conviction" outperform or underperform call
for each sector they cover.  Analysts have discretion over the selection of a recommendation as high conviction and the
grounds for selection (e.g., greatest upside/downside to price target, most/least compelling investment case, etc.).  The basis
for each high conviction call is set forth in any research report identifying a recommendation as such.

Sector bellwethers, or stocks that are of high importance or relevance to the sector, that are not placed on either the outper-
form or underperform list (i.e., are not expected to either outperform or underperform the sector benchmark) will be classified
as marketperform. Additionally, when stocks that are not deemed to be of high importance or relevance to the sector are not
expected to outperform or underperform the sector benchmark, they will simply be removed from the lists and will not be
assigned a WMR rating.

The overweight and underweight recommendations repre-
sent tactical deviations that can be applied to any appropri-
ate benchmark portfolio allocation. They reflect WMR’s
short– to medium–term assessment of market opportunities
and risks in the respective asset classes and market seg-
ments. The benchmark allocation is not specified here. It
should be chosen in line with the risk profile of the investor. 

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

Brazil

Russia

India

China

Authorities successfully spooked FX markets on 20
September by announcing that Brazil’s sovereign
wealth fund was authorized to buy unlimited
amounts of US dollars. This translates into roughly
USD 10bn of additional ammunition that the
government could use for interventions. In

Although hit by the worst drought in over 50 years,
the Russian economy remains firmly on its growth
path. Recent months have shown that Russia’s eco-
nomic recovery is no longer just oil-driven, but
seems supported by reviving domestic demand.

response, contrary to the prevailing trend across
EM currencies, Brazil’s real weakened against the
US dollar. We expect renewed threats of interven-
tion to raise the real’s volatility in the months
ahead, but we think it will remain an attractive cur-
rency.

With unemployment falling and incomes rising,
household spending is, next to oil exports, now a
key driver of the Russian economy. While oil prices
could offer less support in coming months given a
shaky global economic outlook, we expect the
Russian recovery story to continue.

nomic activity is taking a breather as the pace of
industrial and export growth has declined. Though
inflation eased significantly in August, it still remains
above the comfort zone of the RBI. That said, we
expect any further move by the RBI to be influen-
ced by the path of inflation in coming months.

The recent data from India suggest that after a
robust 1H growth, it is unlikely that India can con-
tinue to grow at the same pace in 2H 2010. After
posting 8.7% y/y GDP growth in 1H, growth
momentum appears to be slowing down as eco-

surging food costs. We expect that China’s econo-
mic growth will continue to slow this year, largely
due to the impact of property tightening and
energy conservation measures. We see growing
policy risks if the recent recovery in property prices
and transaction volumes remain in place.

China delivered a set of solid activity data for
August. CPI picked up due to higher domestic food
prices, and inflation is likely to stay elevated in the
short term. A rate hike seems unlikely this year,
however, as it offers little help to the supply-led

Investors should be aware that Emerging Market assets are subject to, amongst others, potential risks linked to currency volatility, abrupt changes
in the cost of capital and the economic growth outlook, as well as regulatory and socio–political risk, interest rate risk and higher credit risk. Assets
can sometimes be very illiquid and liquidity conditions can abruptly worsen. WMR generally recommends only those securities it believes have been
registered under Federal U.S. registration rules (Section 12 of the Securities Exchange Act of 1934) and individual State registration rules (commonly
known as “Blue Sky” laws). Prospective investors should be aware that to the extent permitted under US law, WMR may from time to time recom-
mend bonds that are not registered under US or State securities laws. These bonds may be issued in jurisdictions where the level of required disclo-
sures to be made by issuers is not as frequent or complete as that required by US laws.
For more background see the WMR Education Notes, “Investing in Emerging Markets (Part 1): Equities,” 27 August 2007, “Emerging Market Bonds:
Understanding Emerging Market Bonds,” 12 August 2009 and “Emerging Markets Bonds: Understanding Sovereign Risk,” 17 December 2009.
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. 
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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 uptrend, 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 54% 41%
Neutral Hold/Neutral 37% 32%
Sell Sell 9% 24%
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 2010.

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 

The indicated performance for Dividend Ruler Stocks, Quality Growth at a Reasonable Price, U.S. Top 25 Stock List and ADR Top List is
based on capital appreciation plus dividends of an equal weight portfolio, but does not include transaction costs, such as commissions,
fees, margin interest and interest charges. Actual transactions adjusted for such transaction costs will result in reduced total returns. 

Prices of stocks used in performance calculations generally reflect closing prices one trading day after the addition or deletion to
ensure that changes to the list are announced in a manner that allows clients to match the list's performance. For ADR Top List, we
will typically publish changes to the list after the close and prices used for performance calculation purposes are the closing prices on
the following trading day after the date on the published report. In cases where we publish the ADR Top List in the morning prior to
the New York Stock Exchange open, as was the case for our initial report on 26 October 2009, we will use the closing price of the
date on the report for performance calculation purposes, which still reflects one full day of trading after the publication of the report. 

A complete record of all the recommendations upon which the performance calculations are based is available from UBS Financial
Services Inc. upon written request. Past performance is not an indication of future results.

Performance 

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 Wealth Management & Swiss Bank and Wealth Management Americas. 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 invest-
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