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Half full or half empty?

B Global equity markets have suffered the largest sell-off in more than two years,
despite economic and corporate fundamental data not deteriorating materially.

m We seek tactical positioning that can benefit when the markets are feeling
more optimistic, while staying relatively protected when markets are feeling
pessimistic.

m We are keeping a positive view on risky assets and have added to our overweight
position in US equities, after adding to US high yield last week.

m At the same time, we have reduced exposure to EM equities because the
region is experiencing weaker growth momentum, declining commodity prices
and does not have much policy flexibility.

Is a half-filled glass of water half full or half empty? Some people see it one way, and
some the other. My children say | always see it as half empty. Yet, markets can frequently
and quickly flip from optimism to pessimism — and back again. Since my last monthly
letter, global equity markets have suffered their largest sell-off in more than two years
although economic and corporate fundamentals have not deteriorated much.

While we did not reduce our portfolio’s allocation to risk assets before the market turn,
our strategy does not expect, or pretend, to be able to consistently and precisely time
changes in the market’s mood. In our view, trying to do this might be successful on
occasion, but is likely to prove a costly strategy over the business cycle. A solid investment
strategy involves good diversification, suitable risk limits, regular rebalancing, and tactical
positioning that can benefit when the markets are feeling half full, but also be relatively
protected when markets are feeling half empty. In this letter, | want to walk you through
how we apply our investment process of observing, orienting, deciding and acting to the
investment decisions we make today. Below, | review some of the more extreme market
moves, try to explain the factors driving the recent market pessimism, counterpoint that
with a more optimistic take on the world, and end with how we execute on our views in
the portfolio — but investment letters are not mystery novels.

We are keeping a positive view on risky assets and adding to our overweight position in
US equities, after adding to US high yield last week. Our overweight positions are now
concentrated in the US, where growth is solid, consumers will benefit from declining oil
prices, and the central bank has flexibility.

At the same time, we have reduced exposure to EM equities. Overall, the region has a
weaker growth impetus, faces some threats from declining commodity prices, and does
not have much policy flexibility outside of China. We believe this position will dampen
the effects on portfolios of a renewed period of market volatility, and expect it to perform
well even in a more normal market environment, given the cyclical and structural
challenges facing many emerging markets.

This report has been prepared by UBS AG. Please see important disclaimers and disclosures at the end of the document. Past
performance is no indication of future performance. The market prices provided are closing prices on the respective principal
stock exchange. This applies to all performance charts and tables in this publication.
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The past month in review

In the past month, in addition to the sell-off in global equities, currencies remained
volatile, major government bonds rallied, and credit spreads widened. However, three
things stood out:

The VIX index of implied volatility, a measure of the price of insurance against further
market moves, hit an intraday peak close of 31. This was higher than the levels reached
during the 2012 Eurozone crisis, and on a par with the Japanese earthquake in 2011 (see
Fig. 1).

The outsized moves in derivatives markets, high levels of trading activity, and extraordinary
moves in the US Treasury market suggest that some combination of systematic trading
and low levels of market liquidity may have exacerbated the situation. For example,
modestly disappointing monthly US retail sales (-0.3% growth rather than the —0.1%
expected) were followed by a ~35bps fall in 10-year Treasury yields, the second-largest
intraday move since 1989.

The sell-off in oil continued, with the market seemingly testing the resolve of oil producers,
rather like its test of some Eurozone governments in 2011 and 2012. At the time of
writing, oil is still trading below the estimated average fiscal breakeven for some OPEC
members, and Russia.

The three market moves suggest to me that sentiment played a large role in the sell-off.
But this is not to say sentiment should be dismissed as something transient. A deterioration
can lead financial markets to remain relatively fragile for a period of time and more
susceptible than usual to further shocks. Therefore, we should pay close attention to the
things which upset markets.

Glass half empty?
So, what drove this change in market perception?

The volatility in fixed income markets re-ignited concerns about liquidity. While liquidity
certainly deteriorated last week, it was striking to see that the problem actually seemed
most acute in the USD 12 trillion US Treasury market.

A more fundamental concern is that the US may be left as the sole positive economic
inspiration in the world. As a result, even moderately below consensus US data had a
disproportionate impact on investor sentiment. Global growth is clearly more dependent
on the US than it has been, and reliance on just one country or region entails greater risk.

Although weaker economic data may have played some part in the underperformance of
Eurozone equities, the exceptionally sharp drop in market-based Eurozone inflation
expectations between five and 10 years into the future, the decent performance of the
euro, along with the relative underperformance of Eurozone government bonds, suggest
that the market also lost some faith in the ECB’s ability to support growth, and create
inflation.

The VIX index of implied
volatility hit an intraday
peak close of 31.This was
higher than the levels
reached during the 2012
Eurozone crisis

Fig. 1: Volatility in US markets rose to its highest level since December 2011
VIX index reflecting a market estimate of implied volatility in S&P 500 options
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Many had hoped for greater accord to come out of the recent International Monetary
Fund meeting in Washington DC, but the chorus of disagreements between ECB
Governing Council members only grew louder at a time when the ECB will soon wrap up
its stress test for Eurozone banks. Last Wednesday, peripheral bond spreads widened,
while financials led local equity markets lower. The price moves brought back memories
of the bad days in the 2011 and 2012 Eurozone crises, so markets will remain alert for
similar price action in the weeks and months ahead.

While not a primary cause of the sell-off in the past month, the Ebola virus began
infecting people outside Africa. Until fears of this tragic disease are contained, it will
weigh on sentiment.

Glass half full?
But what of the fundamental situation? Here, the half-full view of the world, which has
prevailed for much of the past three years, has by no means been destroyed.

> Corporate bond markets Despite concerns over illiquidity, corporate bond markets remained orderly, bid-ask
remained orderly spreads remained tight, and the sell-off in the high yield bond market actually came on
higher-than-average volumes. This contrasts with the sell-off in 2008—-09 when volumes
were low, spreads wide, and many markets froze. For context, US high vyield prices
declined 3% from peak to trough, less than some of the intraday moves we saw in

Eurozone equities.

> The US continues to The concerns about growth outside of North America are unlikely to drag the US into
demonstrate solid growth recession — we estimate a 1% decline in European GDP will have a negligible -0.1%
direct impact on US GDP. And the recent outperformance of US equities suggests that

the market agrees with this assessment.

The economic data from the past month has also continued to demonstrate that growth
in the US is still robust. Non-farm payrolls, jobless claims, industrial production, consumer
confidence, and manufacturing sentiment all point to an economy expanding at a decent
pace (see Fig. 2).

> Eurozone data could Some Eurozone data disappointed earlier in the month, but the more recent German
improve PMI suggest improvement. Looking forward, we expect this weekend'’s asset quality
review to help boost banks’ confidence in lending, and, as | write this, there is
speculation that the ECB could extend its asset purchases beyond covered bonds, a

possibility | discussed in last month’s CIO letter.

And from all observable facts, Ebola is not likely to pose the same threat to financial
markets as the 2002-2003 SARS outbreak did, given that it is not as easily communicable,
and is currently primarily impacting smaller economic regions.

In addition, some of the recent market moves should also prove supportive for a more
glass-half-full view:

Fig. 2: The recent sell-off was not due to fundamental changes in US growth
Citigroup Economic Surprise Index — US, index points
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on risky assets
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position in US equities

ClO Monthly Letter

11/2014

The average US household spent USD 2,600 on gasoline in 2013. If sustained, the 16 %
decline in average US gasoline prices over the past four months should have a positive
impact on consumption. Meanwhile, the average 30-year fixed-term mortgage rate has
dropped below 4 % for the first time in more than a year.

Following the correction, global equities are trading on a trailing price-to-earnings ratio
of 15.8x, against their long-run average of 18.8x. And the start of the US earnings season
has been positive, with 70 % of companies beating EPS estimates.

The sharp downward moves in US and UK government bond yields demonstrate the two-
way flexibility of central banks supposedly getting closer to rate hikes. Indeed, the
recovery in financial markets from last week’s lows coincided with non-voting Fed
member James Bullard stating that the Fed could delay its tapering process. Meanwhile,
we have moved our forecast for the likely first rate hike by the Bank of England out to
mid-2015. Both adjustments should prove supportive.

Our view

Our view is still that the glass is half full. As markets have rebased their expectations for global
growth lower, there is now greater scope for positive surprises. We expect equity markets
to recover and credit spreads to contract over our six-month tactical investment horizon.

The past month reminds us how quickly perceptions can change in a slower growth
environment. Sentiment is a powerful force and if market sentiment remains poor for an
extended period of time, it can eventually lead to weaker fundamentals due to declines
in consumer and business confidence. We will be watching the global growth story
closely in the months ahead, given that the market will remain sensitive to this topicin a
world where regional growth trajectories seem to be diverging.

We are trying to position in a way that can perform well when the market sees the glass
as half full, but also be better insulated when it sees it as half empty.

While we retain a positive view on risky assets, we are concentrating our overweight
positions in the US, specifically US equities and US high yield credit. As outlined above,
the US is where growth is strongest, consumers will benefit from declining oil prices, and
the central bank still has flexibility. These positions should benefit when the market is
feeling half full, and be relatively insulated during market sell-offs. We are adding to our
overweight position in US equities, following our move last week to increase our
overweight position in US high yield credit.

Meanwhile, we are reducing exposure to more cyclical markets, where the growth
impulse is weakest, where declining commodity prices pose a threat, and where central
banks have less flexibility.

We made the first step in this direction last week, by removing our overweight position
in Canadian equities, where declining oil prices have made their risk-reward profile less
attractive.

> EM corporate profitability
has been falling

Fig. 3: Emerging market companies are suffering from declining profitability
and deflating commodity prices
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We are now initiating an underweight position in emerging market equities. This
underweight position should protect our overall portfolio in the event of a renewed
period of market volatility. Looking back at the previous 16 sell-offs of more than 5% in
the MSCI World Index since 2009, emerging market equities have underperformed in 10
of them, with an average underperformance relative to global equities of around 1%.

We also believe that emerging markets could underperform global equities even in a
glass-half-full world. The region’s corporate profitability has been falling and neither the
sharp declines in commodity prices nor US dollar strength over recent months are likely
to help, due to the high weighting of commodity sensitive sectors within emerging
markets, and the presence of some dollar-denominated debts (see chart 3). We remain
somewhat cautious about the economic leading indicators in many of the larger emerging
markets. Growth in Russia and Brazil is very low, and China’s state-owned enterprises are
vulnerable to reforms and potential recapitalization over the next six to 12 months.

We are shifting our underweight position in emerging market dollar-denominated
sovereign debt to an underweight in emerging market dollar-denominated corporate
debt. Spreads on sovereigns have widened relative to corporates in the recent sell-off,
and the EM corporate earnings environment represents a risk to balance-sheet health.

Thank you for reading this letter. | hope it has been useful in putting the recent market
events in context, and that it helps guide portfolios in the current environment.

Mark Haefele
Global Chief Investment Officer
Wealth Management
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UBS Chief Investment Office WM's investment views are prepared and published by Wealth Management and Retail & Corporate and Wealth Management Americas, Busi-
ness Divisions of UBS AG (UBS, regulated by FINMA in Switzerland) or an affiliate thereof. In certain countries UBS AG is referred to as UBS SA. This material is for your
information only and is not intended as an offer, or a solicitation of an offer, to buy or sell any investment or other specific product. The analysis contained herein is based
on numerous assumptions. Different assumptions could result in materially different results. Certain services and products are subject to legal restrictions and cannot be
offered worldwide on an unrestricted basis and/or may not be eligible for sale to all investors. All information and opinions expressed in this material were obtained from
sources believed to be reliable and in good faith, but no representation or warranty, express or implied, is made as to its accuracy or completeness (other than disclosures
relating to UBS and its affiliates). All information and opinions as well as any prices indicated are current as of the date of this report, and are subject to change without
notice. Opinions expressed herein may differ or be contrary to those expressed by other business areas or divisions of UBS as a result of using different assumptions and/or
criteria. At any time UBS and other companies in the UBS group (or employees thereof) may have a long or short position, or deal as principal or agent, in relevant securities
or provide advisory or other services to the issuer of relevant securities or to a company connected with an issuer. Some investments may not be readily realizable since the
market in the securities is illiquid and therefore valuing the investment and identifying the risk to which you are exposed may be difficult to quantify. UBS relies on informa-
tion barriers to control the flow of information contained in one or more areas within UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading
is considered risky. Past performance of an investment is no guarantee for its future performance. Some investments may be subject to sudden and large falls in value and
on realization you may receive back less than you invested or may be required to pay more. Changes in FX rates may have an adverse effect on the price, value or income
of an investment. We are of necessity unable to take into account the particular investment objectives, financial situation and needs of our individual clients and we would
recommend that you take financial and/or tax advice as to the implications (including tax) of investing in any of the products mentioned herein. This material may not be
reproduced or copies circulated without prior authority of UBS or a subsidiary of UBS. UBS expressly prohibits the distribution and transfer of this material to third parties
for any reason. UBS will not be liable for any claims or lawsuits from any third parties arising from the use or distribution of this material. This report is for distribution only
under such circumstances as may be permitted by applicable law. In developing the Chief Investment Office (CIO) economic forecasts, CIO economists worked in collabora-
tion with economists employed by UBS Investment Research. Forecasts and estimates are current only as of the date of this publication and may change without notice.

External Asset Managers / External Financial Consultants: In case this research or publication is provided to an External Asset Manager or an External Financial Con-
sultant, UBS expressly prohibits that it is redistributed by the External Asset Manager or the External Financial Consultant and is made available to their clients and/or third
parties. Australia: 1) Clients of UBS Wealth Management Australia Ltd: This notice is distributed to clients of UBS Wealth Management Australia Ltd ABN 50 005 311
937 (Holder of Australian Financial Services Licence No. 231127), Chifley Tower, 2 Chifley Square, Sydney, New South Wales, NSW 2000, by UBS Wealth Management
Australia Ltd.: This Document contains general information and/or general advice only and does not constitute personal financial product advice. As such the content of the
Document was prepared without taking into account the objectives, financial situation or needs of any specific recipient. Prior to making any investment decision, a recipient
should obtain personal financial product advice from an independent adviser and consider any relevant offer documents (including any product disclosure statement) where
the acquisition of financial products is being considered. 2) Clients of UBS AG: This notice is issued by UBS AG ABN 47 088 129 613 (Holder of Australian Financial Services
Licence No 231087): This Document is issued and distributed by UBS AG. This is the case despite anything to the contrary in the Document. The Document is intended for
use only by “Wholesale Clients” as defined in section 761G (“Wholesale Clients”) of the Corporations Act 2001 (Cth) (“Corporations Act”). In no circumstances may the
Document be made available by UBS AG to a “Retail Client” as defined in section 761G of the Corporations Act. UBS AG's research services are only available to Wholesale
Clients. The Document is general information only and does not take into account any person’s investment objectives, financial and taxation situation or particular needs.
Austria: This publication is not intended to constitute a public offer or a comparable solicitation under Austrian law and will only be used under circumstances which will
not be equivalent to a public offering of securities in Austria. The document may only be used by the direct recipient of this information and may under no circumstances
be passed on to any other investor. Bahamas: This publication is distributed to private clients of UBS (Bahamas) Ltd and is not intended for distribution to persons designated
as a Bahamian citizen or resident under the Bahamas Exchange Control Regulations. Bahrain: UBS AG is a Swiss bank not licensed, supervised or regulated in Bahrain by
the Central Bank of Bahrain and does not undertake banking or investment business activities in Bahrain. Therefore, Clients have no protection under local banking and
investment services laws and regulations. Belgium: This publication is not intended to constitute a public offering or a comparable solicitation under Belgian law, but might
be made available for information purposes to clients of UBS Belgium, branch of UBS (Luxembourg) SA, registered with the National Bank of Belgian and authorized by the
“Financial Services and Markets Authority”, to which this publication has not been submitted for approval. Brazil: Prepared by UBS Brasil Administradora de Valores Mobil-
iarios Ltda, entity regulated by Comissao de Valores Mobiliarios (“CVM") Canada: In Canada, this publication is distributed to clients of UBS Wealth Management Canada
by UBS Investment Management Canada Inc.. Dubai: Research is issued by UBS AG Dubai Branch within the DIFC, is intended for professional clients only and is not for
onward distribution within the United Arab Emirates. France: This publication is distributed by UBS (France) S.A., French “société anonyme” with share capital of €
125.726.944, 69, boulevard Haussmann F-75008 Paris, R.C.S. Paris B 421 255 670, to its clients and prospects. UBS (France) S.A. is a provider of investment services duly
authorized according to the terms of the “Code Monétaire et Financier”, regulated by French banking and financial authorities as the “Autorité de Controle Prudentiel et
de Résolution.” Germany: The issuer under German Law is UBS Deutschland AG, Bockenheimer Landstrasse 2-4, 60306 Frankfurt am Main. UBS Deutschland AG is autho-
rized and regulated by the , Bundesanstalt fur Finanzdienstleistungsaufsicht”. Hong Kong: This publication is distributed to clients of UBS AG Hong Kong Branch by UBS
AG Hong Kong Branch, a licensed bank under the Hong Kong Banking Ordinance and a registered institution under the Securities and Futures Ordinance. India: Distributed
by UBS Securities India Private Ltd. 2/F, 2 North Avenue, Maker Maxity, Bandra Kurla Complex, Bandra (East), Mumbai (India) 400051. Phone: +912261556000. SEBI Regis-
tration Numbers: NSE (Capital Market Segment): INB230951431, NSE (F&O Segment) INF230951431, BSE (Capital Market Segment) INBO10951437. Indonesia: This
research or publication is not intended and not prepared for purposes of public offering of securities under the Indonesian Capital Market Law and its implementing regula-
tions. Securities mentioned in this material have not been, and will not be, registered under the Indonesian Capital Market Law and Regulations. Israel: UBS AG is registered
as a Foreign Dealer in cooperation with UBS Wealth Management Israel Ltd, a wholly owned UBS subsidiary. UBS Wealth Management Israel Ltd is a licensed Portfolio
Manager which engages also in Investment Marketing and is regulated by the Israel Securities Authority. This publication shall not replace any investment advice and/or
investment marketing provided by a relevant licensee which is adjusted to your personal needs. Italy: This publication is distributed to the clients of UBS (ltalia) S.p.A., via
del vecchio politecnico 3, Milano, an Italian bank duly authorized by Bank of Italy to the provision of financial services and supervised by “Consob” and Bank of Italy. UBS Ita-
lia has not participated in the production of the publication and of the research on investments and financial analysis herein contained. Jersey: UBS AG, Jersey Branch, is
regulated and authorized by the Jersey Financial Services Commission for the conduct of banking, funds and investment business. Luxembourg: This publication is not
intended to constitute a public offer under Luxembourg law, but might be made available for information purposes to clients of UBS (Luxembourg) S.A., a requlated bank
under the supervision of the “Commission de Surveillance du Secteur Financier” (CSSF), to which this publication has not been submitted for approval. Mexico: This docu-
ment has been distributed by UBS Asesores México, S.A. de C.V., a company which is not subject to supervision by the National Banking and Securities Commission of
Mexico and is not part of UBS Grupo Financiero, S.A. de C.V. or of any other Mexican financial group and whose obligations are not guaranteed by any third party. UBS
Asesores México, S.A. de C.V. does not guarantee any yield whatsoever. Netherlands: This publication is not intended to constitute a public offering or a comparable
solicitation under Dutch law, but might be made available for information purposes to clients of UBS Bank (Netherlands) B.V., a regulated bank under the supervision of “De
Nederlansche Bank” (DNB) and “Autoriteit Financiéle Markten” (AFM), to which this publication has not been submitted for approval. Singapore: Please contact UBS AG
Singapore branch, an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110) and a wholesale bank licensed under the Singapore Banking Act (Cap.
19) regulated by the Monetary Authority of Singapore, in respect of any matters arising from, or in connection with, the analysis or report. Spain: This publication is distrib-
uted to clients of UBS Bank, S.A. by UBS Bank, S.A., a bank registered with the Bank of Spain. Taiwan: This document is distributed to qualified clients of UBS Securities
Pte. Ltd., Taipei Branch. This document may have been edited or contributed to from time to time by affiliates of UBS Securities Pte. Ltd., Taipei Branch. UAE: This research
report is not intended to constitute an offer, sale or delivery of shares or other securities under the laws of the United Arab Emirates (UAE). The contents of this report have
not been and will not be approved by any authority in the United Arab Emirates including the UAE Central Bank or Dubai Financial Authorities, the Emirates Securities and
Commodities Authority, the Dubai Financial Market, the Abu Dhabi Securities market or any other UAE exchange. UK: Approved by UBS AG, authorised and regulated by
the Financial Market Supervisory Authority in Switzerland. In the United Kingdom, UBS AG is authorised by the Prudential Regulation Authority and subject to regulation by
the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of our regulation by the Prudential Regulation
Authority are available from us on request. A member of the London Stock Exchange. This publication is distributed to private clients of UBS London in the UK. Where
products or services are provided from outside the UK, they will not be covered by the UK regulatory regime or the Financial Services Compensation Scheme. USA: This
document is not intended for distribution into the US and / or to US persons. UBS Securities LLC is a subsidiary of UBS AG and an affiliate of UBS Financial Services Inc., UBS
Financial Services Inc. is a subsidiary of UBS AG.
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