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Global Rates Strategy
The Global Rates Landscape

Global: Widening the net in hunt for returns

Recent weeks have seen developed market sovereign bond vyields reach fresh all-time
lows almost everywhere. The latest catalyst was the UK's vote to leave the EU, and
though near-term economic risks are squarely concentrated on the UK, it is a material
enough shock to trigger a fresh wave of safe-haven demand for highly rated debt, and
anticipation of easier monetary policy than would otherwise have been expected.

US: USTs — a cure for negative yields globally

US long-end rates are likely to remain low due to diverging US monetary policy versus
global counterparts, lower terminal real rate expectations, and global disinflationary
pressures, among other factors. We recommend staying long duration via long-end real
rates in H2 2016. The global search for positive yield should compound the move lower
in US rates. We also like selling gamma volatility and recommend 5s10s BEI steepeners.

Euro Area: Where to position in European rates?

We forecast a gradual rise in 10y Bund yields to 0.15% at end-2016. Rather than
taking outright duration risk in core markets we see better value in cross-market and
yield curve trades. We expect yields spreads in 30y UK-Germany, 10y US-Germany, 10y
US-Italy & 30y France-Germany to compress. We continue to favour EUR 10s30s
forward steepeners. Tactically, we recommend selling 10y Italy, with a tight stop.

UK: Assessing the post-EU vote outlook

A month after the shock outturn of the referendum, we consider how UK markets have
reacted so far, and how they may evolve over the coming months. We expect
aggressive monetary policy easing to be announced in August, with a 25bp cut in Bank
Rate and a relaunch of QE in the shape of £75bn of Gilt purchases to be conducted
over three months. The impact of more QE, combined with the ongoing hunt for yield
and expected intensification of demand from pension funds, is seen triggering a
material flattening of the long end of the conventional Gilt curve.

Switzerland: We see a gradual rise in 10yr yields

We expect FX interventions to be the SNB's policy tool of choice to guard against an
appreciating CHF and we do not envisage any rate cuts (or a change to the exemption
thresholds on sight deposits) within the next 12 months. We prefer to play the front-
end of the CHF rates market from the short-side and anticipate a moderate rise in 10yr
Swiss yields.

Australasia: Falling boomerangs rarely return

A global market environment characterised by reach-for-absolute-yield should benefit
Australia and New Zealand. Our view that both the RBA and the RBNZ will cut rates in
August further underpins this notion. Curves are undoubtedly flat, but we would not
fight it; we see value in moving out of the front-end into longer tenors given the macro
backdrop. If the central banks against our expectations hold rates steady in August, we
recommend overseas investors to add to FX-unhedged bond holdings.
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Summary of views

MONETARY POLICY DURATION CURVE
- Neutral on nominal curve, but
_ _ - Long duration bias, via real rates. risks skewed to steeper curves
- Thg Fed Is to hike once more | 10y is to reach 1.35% by year-end, | in intermediate rates. Favor 5s
us this year in December, and also due to the global search for nominal vs. 30s real curve
proceed with two hikes in yield flatteners
2017.
- We prefer real long-end rates - 5510s US breakeven curve to
steepen
- Underweight the 10y+ sector in
core curves as yields should rise
gradually.
- Bear steepening in 2016.
- Long 10yr US Treasuries vs Bunds
- Extension of QE beyond - Peripheral yiglds to risg gradually,
Eurozone | March 2017 seems increasingly alongside core yields - EUR 105305 forward
likel steepeners (2yF and 4yF)
Ikely - Sell 10yr Italy vs UST
- Tactically sell 10yr Italy with a
tight stop
- Remain long 25-30yr France vs
Germany
- The MPC has made clear - Front end yields have very limited
significant policy easing is likely further downside as Bank Rate is
to be required in the near unlikely to fall below zero
future . _ - We expect the curve to bull
UK - Longer yields are likely to fall over flatten, and recommend 10s30s
- We expect a 25bp Bank Rate | the second half of the year as QE, flatteners
cut on 4t August, and look for safe haven demand, and lower
£75bn of Gilt purchases over nominal growth expectations all
three months as QE returns exert downward pressure
- SNB to remain accommodative | _ pjay the front-end of the curve
Switzerland and sensitive to any changes in from the short side - Bear steepening in 2016
EUR/CHF - 10yr yields to rise over the
- No rate rises until 2017 medium-term
_ - RBA to cqt rates in Aug-16, - Target 1.75% 10y ACGB yields at - L|m|ted value in fron.t—end;.
Australia then remain on hold for the extension trades attractive amid
end-16 (40bp over USTs) .
foreseeable future global reach-for-yield
- RBNZ to cut rates in Aug-16.
New Beyond that, persistent FX - Target 2.15% 10y NZGB yields at - Extension trades attractive
Zealand strength could lead to further end-2016 (40bp over ACGBs) amid global reach-for-yield
easing.
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Global: Widening the net in the hunt for returns

= Recent weeks have seen developed market sovereign bond yields reach fresh
all-time lows almost across the board. Virtually the only exception is the shorter
end of the US yield curve, where some expectation of tighter Fed policy over
the coming quarters remains intact despite a steady paring back of its
anticipated extent over the past two months.

= The latest catalyst for the general drop in yields was the UK's vote to leave the
European Union. While the uncertainty and near-term economic downside risks
generated by this event are squarely concentrated on the UK, it is a material
enough shock to impact on the wider EU, and to trigger a fresh wave of both
safe-haven demand for highly rated sovereign debt, and anticipation of easier
monetary policy than would otherwise have been expected across major
economies.

= We consider and update our views on global sovereign bond markets in the
wake of these developments, and identify several opportunities for the months
ahead.

US - long 10y real yields, breakeven curve steepeners, implied vol ideas

We expect long end US rates to remain low over the months ahead, due to a
combination of factors including lower terminal real rate expectations, global
disinflationary forces, and the widespread investor search for positive returns. We
recommend staying long duration through long-end real rates through the second
half of this year.

The 5s10s sector of the breakeven curve looks particularly flat to us, and the
seasonal decline in oil price pressures that tends to occur in the second half of the
year after the summer driving season leads us to anticipate steepening of this
sector. The wider 5s20s sector of the breakeven curve is also very flat, even more
so relative to the same part of the euro area HICPx curve. The box trade is at all-
time low levels, and we recommend positioning for a steepening of the US curve
relative to its EUR equivalent.

Implied volatilities have started to decline from their recent risk-aversion related
spike, but we think short expiry levels can fall further. Later in the year, we expect
mounting speculation over possible Fed tightening to trigger a fresh pick-up in
volatilities, and therefore recommend selling short expiry vols (such as 3mb5y
strangles) in favour of longer expiries (9mby strangles).

Euro Area - modest relative underperformance of German debt

While we don't anticipate a dramatic rise in underlying yields in Germany, we do
expect widespread underperformance against a range of other markets. In
absolute terms we still expect higher yields over the next six months, but the level
of conviction is undermined by several factors. These include the possibility of
mounting speculation the ECB may announce an extension of its current QE
commitment beyond March 2017, political risks emanating from the fallout from
the UK's EU referendum, and political and banking sector related risks in Italy.

While our outright directional call is modest, we have higher conviction in cross
market spread convergence and curve trades. Among these, we continue with our
existing recommendations to sell 10y Bunds against Treasuries and 30y Bunds
against Gilts. Event risk in Italy leads us to recommend selling 10y BTPs against
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Treasuries, targeting a move to a flat spread. Tactically, we also recommend selling
10yr Italy outright (between 1.20-1.25%), with a tight stop. On the curve, we
think the forward path of 10s30s on the EUR curve looks much too flat and favour
steepeners starting 2y forward, or even (our preferred option) 4y forward. Our
final underweight Germany recommendation is to continue to sell 25y Bunds
against French equivalents (the spread has now narrowed to 45bp), not least
because we expect the pattern of Japanese investors favouring diversification into
the higher yielding French debt market to persist. We target a continuation of the
move to 35bp.

UK - lower yields, 10s30s flatteners, 30y cross market outperformance

After two extraordinary trading sessions in the immediate aftermath of the
referendum on EU membership, UK yields (and the currency) have been relatively
stable. Intraday volatility has at times been elevated, and there is still a great deal
of uncertainty over the timing and nature of the negotiations, but the immediate
market reaction has been relatively measured and well-contained. The Bank of
England acted fast to ensure the stability of the banking system by extending long-
term liquidity operations until the end of September, and cut the banks'
countercyclical capital buffer requirements to free up around £150bn of potential
additional lending into the economy.

As yet, the stance of monetary policy has not been altered, but we believe the
minutes of the MPC's July meeting, together with the content of speeches made
by some of its senior members in the wake of the referendum, make it clear that
large-scale supportive easing measures are likely to be deployed soon. We expect a
25bp cut in Bank Rate and the relaunch of QE through the initial purchase of
£75bn of conventional Gilts over a three-month period to be endorsed at their
next meeting on 4t August. This is expected to lead to further outperformance of
conventional UK sovereign debt, relative to cross market equivalents, on asset
swap, and against QE-ineligible linkers (lower breakevens).

As well as the direct impact from large-scale Central Bank purchases, we think
there are other reasons to expect that long Gilts are set to richen, and the yield
curve beyond 10y to flatten materially. The huge drop in vyields after the
referendum has taken private sector defined benefit pension scheme deficits to
record levels, and the pressure to better match assets to liabilities and avoid further
scheme deterioration in the future will increase demand for long and index-linked
Gilts. The ever lower level of yields in shorter maturities also argues for greater
demand for long Gilts as the hunt for yield leads investors to extend ever further
down the curve.

Our favoured trades to benefit from this expected long end outperformance are
long 30y Gilts against Bunds, targeting a decline to 75bp from 117bp at present,
and 10s30s flatteners on the curve, targeting a move to 60bp from 88bp currently.

Switzerland - possible SNB easing priced, slightly higher 10y yield

Although the SNB may have to act again as it attempts to hold the EUR/CHF FX
rate above the 1.05-1.07 area, we expect most of its efforts to take the form of
intervention in the FX market rather than looser monetary policy. Interest rates are
already in deeply negative territory, and further easing becomes increasingly
problematic and its effects uncertain and questionable. An additional 15-20bp cut
is almost fully priced in, and we see very little scope for anything more significant
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than that. Given there may be strong reticence to enact that further cut, we prefer
to play the front end of the CHF rates market from the short side.

There has long been a close correlation between longer yields in Switzerland and
Germany, with the spread tending to widen as yields rise (German debt
underperforming). A continuation of this correlation fits with the general theme of
relative Bund cheapening outlined above. As Bund yields continue to climb in
2017, so we expect the 10y Swiss swap rate to gradually start heading higher too.
An intensification or calming of overall global risk aversion would result in lower,
or higher, than anticipated longer yields in Swiss interest rate products.

Australasia - NZ front end preferred to Australia, extend down curves

While we expect the RBA to cut rates at its August meeting, we see no value in
shorter dated ACGBs, as easier policy looks fully priced. There is a smaller chance
anticipated of an easing by the RBNZ, but we think it is unlikely that they will hold
fire if the RBA has indeed cut rates nine days earlier. We therefore see good risk-
reward in switching out of front-end Australian debt into NZGBs, a position that
should benefit if the Central Banks choose not to diverge with their policy
decisions.

Further down the curve, the hunt for yield theme characterising other markets
looks likely to have an impact here too, and extension trades are favoured. The
Australian yield curve has flattened much more sharply in the sub 5y sector than
beyond, and switching out of shorter dated debt into the 7-8y sector looks
attractive, in our view. Extending out of 10y debt into longer equivalents also
appeals.

If neither Central Bank cuts next month, we recommend overseas investors add to
FX-unhedged bond holdings in Australasia — currencies could appreciate in
response to perceived reticence to ease policy on interest rate differentials, while
yields look unlikely to rise materially due to the global demand for relatively high
yielding debt. Shorter end breakevens look too low in both markets in the context
of our economists' forecasts for headline inflation in the two economies over the
next year or two.

Global Rates Strategy 21 July 2016

. UBS 6



US: USTs - a cure for negative yields globally

= Due to diverging US monetary policy, lower terminal real rate expectations, and
global disinflationary pressures, among other factors, US long-end rates are
likely to remain low, and we recommend staying long duration via long-
end real rates in H2 2016. The global search for positive yield compounds
the move lower in US rates, in our view.

= We forecast 10-year yields at 1.35% by the end of 2016 and 1.50% by the
end of 2017, levels lower than current forwards. We prefer expressing this view
via US long-end real rates, and remain neutral on the curve due to global
uncertainty.

= We recommend selling near-term, three month gamma volatility via a
3mby strangle, with strikes set 30bp apart, against going long 9mb5y strangle,
which should benefit from a likely pickup in volatility at the end of the year.

= We find that the US 5s10s breakeven curve is too flat given the recent
appreciation in USDCNY and the fall in food futures. Therefore, we recommend
a 5s10s BEI steepener, and also suggest a 5s20s US BEI steepener versus
5s20s EUR HICPx swaps flattener as a cross-market idea.

We expect US rates to remain low due to a divergent US monetary policy (see
What to expect when the Fed keeps expecting), global disinflation forces weighing
on US inflation, and lower US terminal real rate expectations. We have revised our
US interest rates forecast and now expect 10y US rates to be 1.35% (previous:
2.00%) by the end of 2016 and 1.50% by the end of 2017.

Additionally, we see the drivers to lower yields compounded by the following three
factors. For a more detailed view, please see A cure for negative yielding global
bonds: USTs.

Global scarcity of positive yielding government bonds

Almost 41% of the developed world’s sovereign bond yields are now
below 0% and almost 80% are below 1%, as seen in Figure 1. Excluding Euro
zone peripheral yields and central bank holdings, the global bond universe with
yields above 0% is even scarcer, which should prevent US yields from rising.

Figure 1: Global developed world sovereign bonds, bucketed by yield to
maturity: 41% of the developed world bond yields are now below zero.
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41% of DM bonds yield negative,
fuelling the grab for positive yield
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Furthermore with USDJPY depreciating and concerns about limits of monetary
policy in Japan, the significant foreign bond buying out of Japan looks likely to
continue. This buying trend has been more pronounced since the introduction of
negative rates by the BoJ in January 2016. Japanese investors have bought around
$60bn of US Treasuries in 2016.

In fact, Japanese investors were record net buyers of overseas bonds during the
week of July 14, 2016. This is the largest net buying in a week since the start of
data in 2005. On a net basis, they bought ¥2549bn (US $25.1bn) of foreign
bonds, compared to ¥427bn (US $4.2bn) the week before. We think negative
interest rates in Japan have dramatically shifted investor preference in favour of
USTs.

We expect the BoJ to ease further in the coming months and this is likely to be
supportive for continued net purchases from Japan, keeping US nominal term
premia suppressed.

Weaker global growth expectations and declining term premium

10y nominal rates have declined by about 78bp since the December 2015 hike.
Most of the decline in nominal 10y rates is explained by a decline in real rates (see
Figure 2) and likely real term premium (see Figure 3).

Figure 2: US 10y nominal, real and breakevens post Figure 3: Lowest ever US nominal 10-year term premium
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In fact, the decline in US term premium is now at its lowest level in its recorded
history (since 1961). US term premium has declined despite hike expectations
being pushed back, better US economic data and higher oil prices, which suggests
lower global growth expectations is the likely cause. And as can be seen in Figure
3, most of the decline has coincided with a decline in global (ex-US) developed
world yields. We do not foresee this dynamic changing in H2 2016 with impending
easing expectations in the UK, Euro area and Japan.

"Headline” US inflation expectations too low for too long

We also believe that market based “headline” inflation expectations have fallen
recently and downside risks to inflation have increased. Importantly, 5y5y
breakevens, which traded at 140bp on July 15, 2016, have now diverged from oil
prices. The Fed’s 5y5y breakeven has been below 2.3% for almost two years now.
This persistence makes a reversion back to 2% less plausible, in our view. Also oil
futures generally decline in the second half of the year due to the passing of
summer driving season demand. Further, the distribution of Inflation expectations
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is now asymmetric, showing greater downside. This is evidenced in CPI option data

and University of Michigan’s 5-10y ahead inflation expectations index (see US rates

strategy comment).

So what is a rates investor to do in this environment? Stay real

The objective of developed world central banks is to stimulate aggregate demand
by reducing real rates. As we have argued previously (see Are low US yields here to
stay? and Inflation expectations back in focus), being long the long-end US real
rates remains the best risk-adjusted trade. US long-end real rates are among
the highest in the developed world and remain highly inconsistent with low market
based inflation compensation (see Figure 4).

The market is pricing in about 110bp PCE inflation outcome in the US, and long-
end real rates — at 63bp — are above the Fed’s view of terminal rate (the Fed's
estimate of long-run nominal rate: 3% minus PCE inflation target: 2% minus CPI-
PCE wedge: 0.4%). In terms of cross-market views, the term premia in Euro area
are even more compressed than in the US, so we like buying US Treasuries versus
German bunds. For related notes, please see Recalibrating our views post
referendum.

Figure 4: US 30-year real rates are too high relative to US BEIs and relative to
other developed world real yields
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Implied volatilities to decline: sell gamma

Implied volatilities have started to decline recently from their risk-aversion related
spike. We believe short-expiry implied volatilities, such as the 3m5y, can decline
further. As argued above, we believe the macro environment is supportive of
suppressed term premia via the global (ex-US) easing impetus. Longer expiry vols
falling into 2017, such as the 9mby, have experienced a relatively steeper drop
recently than the 3m5y.

Towards the end of the year, we expect volatility to increase, regardless of the
direction of rates, given a likely hike in December and greater data dependency
from the Fed. Therefore, we suggest selling short expiry vols in favor of longer
expiries. The 5-year sector should be susceptible to more volatility in a policy
related repricing at the turn of the year.

US long-end real rates offer
better risk-adjusted value relative
to global yields

Short-term implied vol has more
room to decline, but vols should
pick up at the end of the year
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To offer a cushion against intermittent moves, we sell 15bp out-of-the-money
options that comprise a short 3m5y strangle. A sample structure is shown in
Figure 5.

Figure 5: Indicative structure of a short 3m5y strangle vs 9m5y strangle, 20-Jul-2016
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The structure is vega neutral, and provides a forward vol exposure at a lower cost
of 40bp against about 190bp outright on the 9mb5y. It has a solid positive carry of
over 100bp in 3 months. Maximum gains should be delivered in a range-bound
rates environment (Figure 6), which we judge is likely. Our estimates assume
constant volatilities. If vols rise towards the end of the year, the 6-month horizon
gain on the remaining original 9m5y option should be greater relative to our
estimates. The breakeven rate move for this position would be a 25bp rally or a
35bp selloff of the 5y over the next 3 months.

Figure 6: Estimated performance of the short 3m5y strangle vs 9m5y strangle
per change in rate, constant volatility
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Revisit receiver spreads

At the end of May, we recommended a 1x2 receiver spread in 6m5y options, by
buying an at-the-money option against a 25bp out-of-the-money receiver. At that
time, we targeted an environment of cautious Fed and somewhat lower rates. We
find the current environment and outlook ripe for this position as well. Entering
such a position today is costless, or even grants a small premium takeout, and
should deliver optimal gains in a 20bp rally with no loss in the event of a selloff.
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TIPS

BEIs offer long term value but “headline CPI” expectations are likely lower,
Breakevens should be range bound in the near term. We see the fair-value of 10y
breakevens, now at 147bp, in the range of 170bp to 240bp, an estimate based on
long-run CPI realization (10-year average), the Fed's long-term inflation objective,
and the 40bp spread between CPI-PCE quoted by Chair Yellen. Breakevens are
likely to realize their fair value over time.

That being said, in the near-term, we think oil prices pose downside risks to
breakevens. Concurrently, we find the long-end of the US real rate curve
attractive due to foreign demand. TIC data (as of June, 2015) shows foreigners
bought $77bn in TIPS in 2014-2015 whereas they sold $141bn in nominal
coupons. We think this demand will continue.

Relative value trade idea: 5s10s BEI curve steepeners

In relative value, we think the 5s10s breakeven curve is particularly flat (see Figure
7) and is ripe for steepening as oil typically declines (more than implied by futures)
in the 2nd half of the year due to the end of the summer driving season. We
recommend putting on 5s10s breakeven steepeners (now at 7bp, Exit: 20bp,
Stop: Obp). We recommend expressing this trade without using near-floor five
year issues (April 20s or April 215s).

In H2 2015, the TIPS carry turn and seasonal oil fall steepened the 5s510s breakeven
curve by more than 20bp. Last month's 9% fall in food futures and USDCNY
appreciation should put pressure on front-end inflation expectations. We also
expect TIPS index (series B) to extend by 0.12yrs, supportive for the long-end.

Figure 7: 5s10s BEI curve is too flat: Steepeners look attractive for H2 2016
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Cross market: 5s20s US BEI steepener v 5520s EUR HICPx swap flattener

In cross-market linkers space, the breakeven curve in the US is very flat relative to
the Eurozone (see Figure 8 and Figure 9). This is despite the fact that core CPI in
the US is running at 2.2% whereas EUR HICPx (excluding food, energy, alcohol
and tobacco) is running at 0.8%. Specifically, we recommend putting on 5s20s
breakevens steepeners in the US and 5s20s HICPx flatteners in Eurozone
(Entry: -65bp, Exit: Obp, Stop: -80bp).

Long-end of the US real curve
benefits from foreign demand
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Figure 8: 5s20s US breakeven curve has flattened versus Figure 9: Spread of spreads: US 5s20s inflation curve vs

EUR HICPx inflation swaps curve EUR HICPx 5s20s inflation curve is at all-time flat levels
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Tail event and micro relative value: Buy floors

In terms of tail deflation event value along the curve, we recommend being
overweight April 20s and April 21s for their par floor. In terms of micro relative
value, we find Jan 22s, Jul 23s, Jul 24s Jan 27s, Jan 29s, Feb 43s, Feb 44s to be
cheap whereas we find Jan 20s, Jul 21s, Jul 22s, OTR Jan 26s and Feb 46s to be
rich. Based on this micro relative value setup, we believe the best 5510s breakeven
steepener construction is likely in Jan 20s versus Jan 27s. Jan 27s will become
eligible for the 1-10y TIPS index in January, 2017. This could richen the Jan 27s
TIPS issue quite meaningfully as we get closer to January.
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Euro Area: Where to position in European rates?

= Summary of yield view: A combination of lower developed market yields,
political uncertainties and accommodative monetary policy is unlikely to result
in a large sell-off in 10y Bunds over the next 6 months. We now envisage a
moderate rise in the 10y Bund yield to 0.15% at end-2016, followed by a
further rise to 0.50% by end-2017.

= Summary of trades: Rather than taking outright duration risk in core markets
we see much better value in cross-market and yield curve opportunities. We
expect yields spreads in 30y UK-Germany, 10y US-Germany, 10y US-Italy and
30y France-Germany to converge. We continue to favour EUR 10s30s forward
steepeners. Tactically, we recommend selling 10y Italy, with a tight stop.

We see the following factors impacting core euro area markets over the coming
months and anticipate yields rising gradually, rather than sharply:

(1) Euro Area fundamentals, ECB policy and base effects

Following the outcome of the UK referendum our economics team have cut their
growth forecasts for the Eurozone due to the major uncertainty shock that has
been created on top of the impact of weaker UK activity. They argue that the
economic fallout in the Eurozone will likely be a function of: (a) how the exit
negotiations between the EU and UK proceed; and (b) whether the EU will, over
time, move towards greater integration or disintegration. The negative impact on
Eurozone business sentiment and hence fixed investment is likely to be more
meaningful than trade-losses vis-a-vis the UK.

We think the to-be-expected deceleration in Eurozone growth will likely skew the
ECB's decision further towards an extension of asset purchases beyond March
2017, with a decision likely due on 8 September or 8 December. This is likely to
keep core euro area yields well below the levels implied by fundamentals but not
necessarily stop them from rising gradually, as expectations of an extension to ECB
QE are largely priced in, as are concerns of a scarcity of German bonds.

Upcoming base effects from the fall in oil prices last year vs 2014 point to upward
pressure on German yields over the coming months (Figure 11). Furthermore, with
the ECB front-loading asset purchases by €15bn ahead of the summer months we
would expect to see €15bn fewer purchases between the middle of July and end-
August. We expect 10y German yields to rise to 0.15% by end-2016.

(2) Political developments and the banking sector

Following the announcement of a new UK Prime Minister, attention will be paid to
post-referendum negotiations between the UK and the EU. As both the timing of
discussions and the nature of a potential exit (confrontational or amicable) are
unclear, any developments relating to the UK's participation in the EU is likely to
be one of the major risks to our view on European rates markets in the medium-
term.

Another key risk for rates markets will be the outcome of the Italian referendum
on constitutional reform which is likely to be held in October, especially with a
number of opposition parties campaigning against the proposed reform. PM Renzi
has previously stated that he would resign and leave politics if he lost the

Nishay Patel

Figure 10: Eurozone growth

forecasts

%YN 2015 2016F 2017F

Real GDP 1.6 1.5 1.3
Nominal GDP| 2.8 2.3 2.9

Base Case

Real GDP 1.6 1.4 0.8
Nominal GDP 2.8 2.0 2.2

Substantial

Downside

Source: UBS Research, Eurostat

Figure 11: Brent crude YoY vs
Eurozone HICP

Brent crude (€, YoY,
—Brent crude (€, YoY)
—HICP (RHS)

- if unchanged prices

Source: UBS Research, Eurostat, Bloomberg
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referendum and the latest set of opinion polls point to a close outcome (Figure
12).

If PM Renzi were to resign, it would not automatically trigger new elections (which
are currently not scheduled to take place until 2018), but it must be noted that if a
snap election were to be held, the latest set of opinion polls point to a small gap
between the anti-establishment party (5-star movement) and the ruling PD.

Figure 12: Polling data on the 2016 Italian constitutional referendum (last seven)

—o—Yes (%) m—No (%)
—4—None / Don't know (%) Average (None / Don't know (%) -~ 60
- 50
- 40
- 30
- 20
10
most recent
Source: UBS Research, various polling agencies (EMG Acqua, IPR Marketing, Euromedia Research, Istituto Ixe,
Demos&Pi, Ipsos SRL
Our ltalian bank analyst's note points to the need for further clarity on the
potential capital needs in the Italian banking system and how these would be met.
Upcoming EBA stress tests (29 July) could improve clarity on the immediate need
for fresh capital, albeit with only five Italian banks taking part and the lack of
pass/fail marks may mean the market will look for read-across, possibly amplifying
concerns. The eventual choice on how capital needs will be addressed will depend
on many things, including the size of any capital need/political agreements.
Among the four options that our banks team highlight, a bail-in would be the
most extreme option as the wider system could be impacted, resulting in wider
peripheral spreads should it materialise.
Figure 13: 10yr Germany yields have been highly Figure 14: Inflation expectations (5y5yF) and European
correlated with European bank stocks bank stocks have been closely linked
170 - 11 170 - ( 1.9
160 - 160 - / ‘
0.9 iy - 18
150 150 An) ‘
|
140 ‘L 0.7 140 Vf v / P17
|
130 - " o0s 130 | 16
120 ‘ 120 - ‘
|
110 [ 0.3 110 | 15
100 - o1 100 - U\‘/" :, 1.4
|
90 90 - LI
- 01 \.J 13
80 ‘ 80 - (!
70 | : _————— e e e — ] 03 70 : ; L 1.2
Jan-15  Apr-15  Jul-15  Oct-15 Jan-16  Apr-16  Jul-16 Jan-15  Apr-15 Jul-15 Jul-16
—Eurostoxx Banks Index (L) ——Germany 10 Year ——Eurostoxx Banks Index (L) EUR Inf Swap Fwd 5Y5Y(R)
Source: UBS Research, Bloomberg Source: UBS Research, Bloomberg
" However, it must be noted that a large portion of those polled (over 42%) are undecided
and could clearly shift the balance in due course.
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As far as core euro area 10y yields are concerned, it can be seen that 10y German
yields have been closely linked with European bank stocks and inflation
expectations. We expect bank stocks to continue having a strong impact on core
euro area yields, along with political developments in Italy.

(3) Accommodative policy globally & demand for positive yields

The prospect of further easing by major central banks globally remains high - we
envisage a rate cut and QE by the BoE, more stimulus from the BoJ and a rate cut
by the RBA in August. With appetite for positive yielding assets remaining high we
would expect to see strong demand for Eurozone bonds if there was a material
rise in yields from here.

How to position: spread convergence & forward steepeners

Although the outlook for European related risk events is uncertain what is clear to
us is that outright duration plays in Europe are unlikely to yield significant risk-
adjusted returns over the medium-term. Instead we see much better value in cross-
market opportunities that capture a convergence between yields in global
developed markets and are not hindered by large negative carry.

We particularly like selling 10y Germany vs US and target a 100bp spread by
end-2017. In our base case scenario (which has not materialised yet due to the
flow effects in European bonds), we expect Bund yields to move closer to the US in
a rising yield environment as the market prices in a higher growth and inflation
outlook in the euro area.

However, one of the main drivers behind the fall in developed market bond yields
in recent months has been a result of external concerns surrounding the outlook
for central bank policy in light of risks to global growth. Should these risk fears
intensify we would expect the spread between 10y US and Germany to converge
mainly from a larger fall in US Treasury yields than Bunds.

Figure 15: 10yr US-Germany yield spread vs OECD leading

Summary of trading strategies:

Sell 10yr Bunds vs UST targeting
100bp by end-2017

Sell 10yr Italy outright (tactical,
1.50% target)

or, sell 10yr Italy vs US (target
0Obp)

Sell 30yr Germany vs UK gilts
(target +65bp)

EUR 10s30s fwd steepeners (4yF
preferred)

Extend target on long 25-30yr
France vs Germany (to +35bp)

Figure 16: On a tactical basis we suggest selling 10yr Italy
outright, with a tight stop at 1.10%
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Our expectation of core euro area yields rising gradually over the next few months
(supported by upcoming base effects and fewer asset purchases by the ECB),
combined with the fact that the 10y Italy-Germany spread is already at our year-
end target of 125bp, implies a gradual rise in 10y ltalian yields. As mentioned
earlier, event risk in Italy over the next two months is high (in both the banking
sector and politically) and an escalation of either risk is likely to result in higher

—BTPS 4 1/2 03/01/26

Jun-16
——BTPS 1.6 06/01/26

Jun-15 Dec-15

Source: UBS Research, Bloomberg
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Italian yields. On a tactical basis, we suggest selling 10y Italy between 1.20-
1.25% (targeting 1.50% with a tight stop at 1.05%).

Another way to capture the prospect of tighter 10 US-German spreads while
hedging against an escalation of the lItalian risks identified earlier is to sell 10y
Italy vs US Treasuries above 35bp (with a target level of Obp). Current levels
offer an attractive entry point for fresh positions.

We still see value in selling 30y Germany vs UK gilts, a trade that should benefit
from our expectation that the BoE will restart QE in the coming months. The
absence of 30y gilt supply until 20 September and our view that long-end Bund
yields are at least 70bps too low is supportive for this position in both the short-
and medium-term. We maintain our target spread level of +75bp.

Figure 17: Enter long 10yr UST vs BTPs at spread above Figure 18: We still expect 30yr gilts to outperform Bunds
35bp with a target spread of zero and target a +75bp spread
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EUR 10s30s forward steepeners in 2yF (and 4yF, our preferred point), we think,
offer an attractive way to position for a gradual rise in core euro area yields that
we envisage while benefiting from positive carry of 25bp every two years. Market
expectations that EUR 10s30s will be only 2bp in four years' time are too
pessimistic, in our view. Rather, we see a strong case for EUR 10s30s to be steeper
than the current spot curve by that time.

Figure 19: EUR 10s30s spot and forwards (2yF and 4yF)
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Scarcity concerns over the availability of German debt have resulted in the 10s30s
yield curve being highly directional with 8-10y rates as the pool of eligible bonds
falls as yields beyond the 7y point drop below the deposit rate.

We expect the ECB to run out of German bonds to buy within the next 6 months,
but if the rules on the QE programme were to be changed to increase the pool of
eligible bonds we would expect to see a steeper Bund curve.

We previously recommended? being long 25y France v Germany at +61bp to
capture our expectations of further demand for OATs by Japanese investors and a
reduction in the risk premia in core government bond spreads as fundamentals in
the euro area improve.

Our latest analysis of Japanese investor flows into overseas markets continues to
show that the French government debt market is the preferred euro area sovereign
market for Japanese investors and we see no reason for this to change, in light of
the prospect for further easing by the BoJ in the coming months, and the relative
attractiveness of OATs vs USTs or JGBs when currency-hedged.

The 25y France-Germany spread continues to tighten, by about 15bp since the UK
referendum, and is currently around +45bp. In light of increased event risk, we
extend the target on long 25y France vs Germany to +35bp and tighten the
stop to +55bp to lock in gains.

Figure 20: We expect the France-Germany 25y yield
spread to tighten further and suggest extending the

target to +35bp (2016 to May, ¥bn)

Figure 21: Japanese investors' net purchases of DM
sovereign bonds for selected countries per calendar year

02009 m2010 02011 @2012 02013 2014 02015 m2016 (to end-May)

0.75
0.70 5000 -
0.65 4,000 |
0.60 3,000 -
0.55 2,000
0.50 1,000 -
0.45 0 -
0.40 -1,000 -
0.35 -2,000 -
0.30 ; ; ; ; ; ; ; ; -3,000 -
Jan-15 Mar-15 Jun-15 Aug-15 Oct-15 Dec-15 Feb-16 May-16 Jul-1¢ -4,000 -
——25yr France-Germany 5,000 J
—25yr France-Germany (post our recommendation) France

Source: UBS Research, Bloomberg Source: MoF Japan, UBS

2 European Rates Comment France: Fade the recent underperformance of the
long-end vs Germany, 8 February 2016

Germany

E‘CDDIH‘

Netherlands

Global Rates Strategy 21 July 2016

HUBS 17


https://neo.ubs.com/shared/d1jxqIXxjMrE6
https://neo.ubs.com/shared/d1MbMtXxeN
https://neo.ubs.com/shared/d1zkTOrk53TQ
https://neo.ubs.com/shared/d1xUEMYthY
https://neo.ubs.com/shared/d1xUEMYthY

UK: Assessing the post-EU vote outlook

Almost a month after the UK electorate voted to leave the EU, the UK yield
curve is reflecting a very different outlook to that anticipated prior to the
referendum. The MPC opted not to cut in July, but made clear that easing is
highly likely in the near future. We expect action in August, with a cut in
Bank Rate to 0.25% and an additional £75bn of Gilt purchases to be
conducted over three months as QE returns to the UK.

The big, swift fall in sterling will help cushion the likely blow to domestic
activity that should result from the crystallisation of widespread and serious
political and economic uncertainty following the vote. As during the financial
crisis, this may on one hand help the economy to rebalance and recover
more quickly, but on the other should lead to a spike in imported and
headline inflation that could complicate the MPC's decision making and test
their credibility.

The Governor of the Bank of England has already addressed the potential
difficulties of dealing with insufficient demand at the same time as above
target inflation, and as was the case after the financial crisis we are confident
any dilemma will be resolved in favour of additional stimulus being
sanctioned. Inflation expectations remain firmly under control, and as higher
headline inflation will be a consequence of a weak pound and thus squeeze
disposable incomes, it may in effect become a reason to deliver further stimulus
rather than a reason to withhold it.

The dramatic fall in Gilt yields that was one of the consequences of the vote to
leave the EU has pushed the cumulative deficit of private sector defined
benefit pension schemes to a record £384bn (PPF 7800 estimate). On
previous occasions over the past decade when scheme balances have
deteriorated significantly, pension funds' demand for Gilts has tended to
increase. Over recent quarters, that has not occurred, with pension funds
delaying purchases ahead of the referendum. There is likely to be a rise in
demand for longer dated debt now the vote has passed.

Demand for long Gilts may also strengthen as investors move further
down the curve in the hunt for yield. Until now, the bull flattening of the
conventional Gilt curve that has gathered momentum since 2015 has not
extended beyond the 10y sector, but with 10y yields dropping sharply since the
referendum, they have now fallen below the outright levels that triggered a
grab for yield even further down the curve and drove sharp long end flattening
on core Eurozone yield curves from late 2014.

Mounting anticipation of a return of QE is also likely to boost demand
for long Gilts. As with prior rounds of QE in the UK, we would expect
purchases to be confined to conventional Gilts, and as before would therefore
expect them to richen relative to international equivalents, on asset swap, and
relative to index-linked debt. Some of these moves have already begun since
the referendum, and we reiterate our recommendation to position for a
narrowing of the yield spread between 30y Gilts and 30y Bunds, and forecast a
material flattening of the 10s30s sector of the conventional curve.

John Wraith
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Monetary policy expectations transformed by the referendum outcome

While UK economic data had been gradually losing momentum over the first six
months of the year, there was still an expectation that the next change in the
stance of monetary policy would be a tightening. The anticipated timing of the
first hike had moved out steadily since the start of the year — from November 2016
in January to around the middle of 2018 by the day of the referendum — but the
expected direction of travel was the same.

Within two days of the confirmation that the UK had voted to leave the EU, this
expectation was transformed, with the market fully pricing in an imminent cut in
Bank Rate to 25bp, and a high probability of a further near term cut towards zero
(Figure 22). While MPC members have repeatedly suggested in the past that
negative rates under any circumstances are unlikely in the UK, even this scenario
has now been priced in over the next year with a reasonably significant probability
(Figure 23)

Within two days of the
referendum, the front end was
fully pricing in a 25bp rate cut,
and a high probability of further
easing beyond that

Figure 22: Expected change in 1m OIS rate compared to Figure 23: Where will Bank Rate be in one year? Implied
current SONIA rate, x months forward (bp) probabilities from OIS swaps market at different dates
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Against market expectations, but in line with our forecast, the MPC opted not to
cut Bank Rate at their July meeting. Although this triggered quite a strong reaction
in sterling and short end rates, we don't think it in any way signals a less dovish
intent than was previously anticipated. Indeed, the tone of the minutes if anything
pointed to a higher likelihood of an aggressive response going beyond
conventional rate cuts, and led us to bring forward our forecast of additional
QE from February 2017 to as soon as the next meeting on the 4t August.
Specifically, the minutes stated that "most members expected monetary policy to
be loosened in August", and confirmed that the Committee had "an initial
exchange of views on various possible packages of measures”, hinting at a
combination of different policy responses being enacted next month, in our view
in the form of a cut in Bank Rate and a resumption of QE.

The day after the MPC meeting and minutes, the text of a_speech made by BoE
Chief Economist Andy Haldane was released, confirming that for him at least,
aggressive and rapid easing is indeed merited. He asserted that "given the scale of
insurance required (in light of the shock to activity likely to have been caused by
the referendum outturn), a package of mutually-complementary monetary policy
easing measures is likely to be necessary. (It) needs to be delivered promptly as well
as muscularly...and by promptly | mean next month".

The MPC did not cut Bank Rate in
July, but made clear an intention
to act soon and decisively to
address the expected sharp
economic slowdown
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The plunge in sterling cushions the blow to domestic demand

The unexpected outcome of the referendum sent sterling spiralling lower, with the
trade weighted index falling by -8% in just two trading days following the result.
Although volatility has remained fairly high since then, the overall performance of
the pound since those early moves has in fact been remarkably stable, as shown in
Figure 24. This decline has broadly been welcomed by the Bank of England, with
the Governor observing that it is a necessary adjustment to absorb some of the
impact of the sudden shift in the expected trajectory of the UK economy. It will
help reduce the scale of the current account deficit (a particularly acute problem
for the UK — Figure 25), enhance the competitiveness of UK exporters, and give
domestic producers an advantage over their international competitors.

Figure 24: Change in sterling against selected currencies
in the two days after the referendum, and the following
two and a half weeks (%)

GDP), 2000-2016

Figure 25: Current account balance for G7 countries (% of

10 - 10 -

8 4

5 - 6

0 - : : : : : 47

2 N

I I I -2 -

-10 - 4

15 | m23/6-27/6 6
20 28/6-13/7 8Q1 00 Q104 Q108 Q112 Q116
JPY usD CHF CAD EUR  AUD UK us GE FR Im CA P

Source: Bloomberg, UBS Global Research

Higher inflation a likely consequence, but it won't prevent easier policy

The precipitate decline in sterling seen in the immediate aftermath of the
referendum result followed a long period of much more gradual, but cumulatively
material, declines in the currency. The trade weighted sterling index is currently
around 15% below its levels of a year ago, and a move of this magnitude should
powerfully stimulate imported inflation pressures over the coming months and
quarters. This development has already been predicted by the Bank of England,
with Governor Mark Carney warning in his speech of the 30" June that the MPC
may in due course have to weigh up the conflicting impact of elevated inflation on
one hand, and insufficient activity and demand on the other.

In our view, this trade-off is sure to be resolved in favour of providing additional
stimulus to offset the downside risks to activity, rather than withholding it due to
higher headline inflation. As this inflation should be in very large part due to the
weaker pound, it in no way reflects the strength of domestic demand, and by
squeezing disposable incomes it should exacerbate the risks to consumption and
thus becomes effectively a reason to ease rather than a reason not to. Certainly,
this was the lesson from the period after the financial crisis, when aggressive
easing was conducted even though CPI rose to as high as 5.2% during the same
period. Inflation expectations — well anchored now as they were then — gave the
MPC the freedom to act to address insufficient demand without any concerns
about damaging their inflation-targeting credibility (Figure 26, Figure 29).

Source: Bloomberg, UBS Global Research

"...the MPC will face a trade-off
between stabilising inflation on
the one hand and avoiding undue
volatility in output and
employment on the other. The
implications for monetary policy
will depend on the relative
magnitude of these effects"

Mark Carney, BoE Governor, 30t June 2016
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Figure 26: Trade weighted sterling, headline CPI, and Figure 27: So far, the big drop in sterling over the past
inflation expectations before and after the financial crisis  eight months has not dislodged inflation expectations
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Sharp drop in longer yields sends pension funds into record deficit

Among the violent market moves that occurred following the referendum outcome
were very pronounced declines in longer dated UK interest rates and bond yields.
This triggered a large rise in the net present value of the liabilities of defined
benefit pension funds, because future estimated payments are discounted off long
dated yields and thus result in a higher present value when yields fall.

The Pensions Protection Fund publishes a monthly index (PPF 7800) to track the
performance of these schemes, and revealed that at the end of June, this huge fall
in long dated vyields had driven cumulative scheme deficits to a record -£384bn
(Figure 28). Although the rise in UK equity prices that was another response to the
vote to leave the EU did help increase the value of schemes' assets over last month
by £68bn to a record £1,363bn, this was overwhelmed by the £157bn increase in
the net present value of their liabilities to £1,747bn (Figure 29)

Market moves after the EU
referendum generated a record
deficit for UK defined benefit

pension schemes

Figure 28: Cumulative UK private sector defined benefit Figure 29: Cumulative UK private sector defined benefit
pension fund scheme balance (PPF 7800 index, Mar 2006- pension fund scheme assets and liabilities (PPF 7800
Jun 2016, £bn) index, Mar 2006-Jun 2016, £bn)
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Predicting how pension funds' demand for Gilts will develop is always uncertain,
but this big deterioration in schemes' funding position should increase the pressure
for them to better match their assets to their liabilities and thus to avoid the impact
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of further drops in yield that are not offset by sufficiently large rises in the value of
their (other) assets in the future. As Figure 30 shows, there has been a tendency in
the past for periods of high and rising scheme deficits to either presage (ie, 2009-
2010) or closely coincide with (ie, in 2012 and 2015) a jump in demand for Gilts
from domestic non-financial institution investors, and we expect to see a similar
pattern again over the coming quarters.

Figure 30: Change in Gilt holdings of UK pension funds and life insurers, and
PPF 7800 defined benefit pension fund scheme balance (3m ave), Q2 2006-Q2
2016
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Hunt for yield likely to magnify pension fund demand at the long end

The long-term nature of pension funds' liabilities, and the fact that as a result the
discount rate used to calculate the present value of those liabilities is linked to long
end yields, means pension funds acting to align their assets and liabilities
concentrate their purchases in long conventional and index-linked Gilts. We
therefore expect to see a strong performance in long Gilts over the coming
months, and this is likely to be magnified by a tendency for other investors too to
switch their focus further down the yield curve.

The conventional Gilt curve out to the 10y area has generally been flattening
steadily since the taper tantrum came to an end in late 2013, with the persistently
low level of shorter dated yields forcing investors to extend further down the curve
in the hunt for yield. As yet, that flattening trend has not extended beyond the 10y
sector, however (Figure 31), in contrast to the behaviour of these yield curves in
core Eurozone sovereign debt markets over recent months, where the flattening
has occurred not just in the 2s10s sector, but out to the 30y sector as well (Figure
32).

Demand for long Gilts should be
magnified by investors extending
down the curve in the hunt for

yield
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Figure 31: Generic Gilts — 2s10s and 10s30s Jan 2013-Jul

Figure 32: Generic 2s10s and 10s30s yield spreads in the
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We believe there are two main reasons why relative demand at the long end has
been stronger in the core Eurozone markets than the UK, and both are factors that
may soon trigger a similar flattening of the 10s30s sector of the yield curve in the
UK too - the first is the very low level reached by 10y yields earlier in the year that
encouraged investors to extend further down the vyield curve to seek higher
returns, and the second is the impact QE has on longer dated debt on the back of
strong Central Bank demand.

In the case of Germany, it was only after 10y Bund yields broke decisively below
1.00% in late 2014 that the long end started to outperform and the yield curve to
flatten (Figure 33), illustrating that it was when mid maturity yields got that low,
investors felt that the balance between the need for greater returns on one hand,
and the higher delta and thus volatility of performance of the long end on the
other had finally tipped in favour of the former. Since then, as Figure 34 shows,
the 10s30s sector has been much more directional, flattening during times of
falling yields and steepening during sell-offs (as the pressure to extend and seek
greater returns ebbs and flows).

Figure 33: 10y Bund yields dropping below 1.00% was a
trigger for the 10s30s sector of the yield curve to start

Source: Bloomberg, UBS Global Research

10y yields dropping below 1.0%
in Germany was the trigger for
flattening in the 10s30s sector.
10y Gilts have recently dropped
below that level too.

Figure 34: ...and since then, there has been a strong
directional correlation between outright yields and the

flattening... 10s30s sector of the yield curve
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In the wake of the referendum result last month, 10y Gilt yields decisively — and for
the first time ever — broke below 1.00%. We believe they are set to stay there, and
indeed to move lower over the coming months, and anticipate the same behaviour
from investors in search of yield as seen in Germany over the past year and a half.
We expect 10s30s on the conventional Gilt curve to become well correlated with
outright yields, and to flatten as those yields push lower over the rest of the year.

Mounting anticipation of QE a further fillip for the long end

With the MPC reticent to cut Bank Rate below zero under any circumstances,
market attention will soon start to focus increasingly on what other policies may
be introduced to help address ongoing slowing of the UK economy over the
coming months, if the modest amount of conventional ammunition together with
the big fall in market rates and the currency are not in themselves sufficient to turn
the tide (possibly with easier fiscal policy also assisting in due course). As a result of
comments made in the minutes of the MPC's July meeting, we now expect
£75bn of asset purchases over three months to be announced following
the August meeting as QE is reintroduced. The speech made by Andy Haldane
— referred to above — strengthens our conviction that an announcement along
these lines may well be imminent.

Should the MPC choose to follow a programme similar to the one followed in the
second wave of QE in the UK between October 2011-October 2012 (and the latter
part of the first wave in 2009-10 once the maturity buckets had been adjusted
partway through the programme), the Bank of England's Asset Purchase Facility
(APF) will inject an equal amount of reserves into three sections of the
conventional Gilt curve (3-7y, 7-15y, and more than 15y of residual maturity).

As Figure 35 shows, there is a larger amount of debt available to be purchased at
the long end (the Bank has a limit of 70% of the remaining free float), so there is
less chance of a shortage of stock causing a general richening of the sector, but in
indicative risk terms, the APF's purchases will have a far greater impact than in the
medium, or short, sector. To work out the basis point value of £10bn of purchases
in each sector, we have assumed the APF will buy each issue in the sector in
proportion to the remaining free float of each bond.

Figure 35: Summary of QE-related dynamics of the conventional Gilt portfolio
as at 14t July 2016

We expect the MPC to cut Bank
Rate to 0.25% on 4t August, and
to endorse £75bn of additional
QE to take place over the
following three months

In risk terms, the purchases of
long Gilts have a far greater
impact than those of short and
medium dated debt

RESIDUAL TOTAL IN ISSUE BoE HOLDING 70% OF FREE FLOAT AVAILABLE TO BoE bpv PER £10bn
MATURITY fbn fbn fbn fbn fm
3-7y 270.70 84.00 176.81 92.81 4.80
7-15y 209.79 71.09 130.81 59.72 9.48
>15y 393.41 101.24 245.10 143.86 32.59

Source: Bloomberg, Bank of England, UBS Global Research

The much more significant market impact that will be exerted at the long end if
evenly spaced QE is reintroduced, as we expect, will magnify the flattening
pressure we see being exerted by pension fund demand and the tendency of other
investors to push further along the yield curve in their hunt for yield. We
recommend entering 10s30s flatteners in conventional Gilts (generic
spread currently at 85bp, target 60bp, stop at 100bp). We also reiterate our
prior recommendation to buy 30y Gilts against 30y Bunds (currently at
117bp, target at 75bp, stop at 165bp).

We recommend 10s30s flatteners
in conventional Gilts, and
continue to favour buying 30y
Gilts against 30y Bunds
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Switzerland: updated yield forecasts Nishay Patel

= We forecast a gradual rise in 10yr Swiss yields (to -0.10% by end-2017),
supported by an anticipated rise in German yields, Swiss CPl and EURCHF. 10yr
Swiss yields are unlikely to turn positive until at least 2018, in our view

= FX interventions are expected to be the policy tool of choice to guard against
an appreciating CHF and we do not envisage any rate cuts (or a change to the
exemption thresholds on sight deposits) within the next 12 months. We
suggest fading any moves that imply a 20-25bp rate cut within the next 12
months.

Signposts for the months ahead

= On the domestic front we expect market participants to pay attention to
movements in the Swiss franc over the coming weeks and changes in weekly
sight deposits at the SNB. The last few weeks have seen a small increase in
sight deposits following much larger increases in previous weeks, as the CHF
has depreciated slightly.

= The latest CPI data in Switzerland showed YoY inflation remained at -0.4%.
The July CPI reading due to be released on 8 August will shed some more light
on whether the pick-up in inflation so far this year will continue. Our
economics team looks for CPI to increase to 0% by end-2016.

= The agenda for September is busier: 2Q-16 GDP and August CPI will both be
released on 6 September and the SNB will meet on 15 September.

Figure 36: EURCHF vs weekly change Figure 37: Swiss inflation: core and Figure 38: UBS Switzerland
in sight deposits (4wk rolling headline (YoY change) Consumption Indicator vs
average) Switzerland Real GDP YoY
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A gradual rise in 10yr Swiss yields, alongside Germany

The outcome of the UK referendum has prompted a change to our economic
forecasts in a number of economies (including Switzerland) and a revision to our
yield forecasts in US Treasuries, German Bunds and UK Gilts3. Switzerland is no
different and we now expect 10yr Swiss yields to end 2016 at -0.40% and 2017 at
-0.10%. The bias is for yields rising less than we expect if risk aversion continues to
remain persistently high, as this could result in a longer than expected period for
core European rates to realign with fundamentals.

3 We now expect 10yr German yields to moderately rise to 0.50% by end-2017 and 10yr US
Treasuries yields to rise to 1.50%.
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Modelling 10y CHF swap yields using nominal growth and policy rate differentials
between Euro area and Switzerland to back out the implied 10yr swap yield points
to yields remaining low and rising gradually.

= Strategy: Be underweight the 10yr sector of the Swiss curve

Figure 39: Our model suggests that 10y CHF yields will Figure 40: 10y Swiss yields continue to remain highly
remain low and rise only gradually correlated with German yields (which we expect to rise)
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Short-end yields
The Swiss franc has been relatively stable since the outcome of the UK referendum,
prompting a reduction in market expectations of a 25bp rate cut by year-end
(Figure 42).
We expect FX interventions to be the policy tool of choice to guard against an
appreciating CHF, as frequently noted by the SNB. A further cut in the interest rate
(or a change in exemption thresholds on sight deposits) would only be an option,
in our view, if substantial intervention is required by the SNB to keep EURCHF
above 1.05-1.07. We expect EURCHF to move higher and our base case is for no
further cuts to the policy rate and we view market expectations of a 15bp cut
within the next 12 months as too dovish.
= Strategy: Fade any moves that imply a 20-25bp rate cut within the next 12
months.
Figure 41: Cumulative policy rate cuts priced in Figure 42: 3m Euroswiss futures have priced in 15bp cut
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Australasia: Falling boomerangs rarely return

= A global market environment characterised by reach-for-absolute-yield Joakim Tiberg
should benefit Australia and New Zealand. Our view that both the RBA
and the RBNZ will cut rates in August further underpins this notion. Curves are
undoubtedly flat, but we would not fight it; we see value in moving out of the
front-end into longer tenors given the macro backdrop.

= We expect the increase in headline inflation between now and year-end to be A full-length version of this article
smaller in Australia than New Zealand and the US. This poses risks that was published on 11 July.
Australia could underperform on a cross-market basis. However, shorter
Aussie breakevens look attractive. NZ breakevens remain unduly cheap,
in our view.

= If the central banks, against our expectations, hold rates steady in
August, we recommend overseas investors add to FX-unhedged bond
holdings. Relatively high yielding markets with a reluctance towards rate cuts
could in the current yield-grab environment be expected to see rapidly
appreciating currencies, but not necessarily higher yields (similar to
developments post the RBNZ's on-hold decision in June).

Figure 43: The ACGB curve: current vs. the day before the  Figure 44: Market expectations of change in the RBA Cash

UK leave vote Rate over one year (AUD OIS 11m1m - RBA Cash Rate, bp)
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In terms of important data points ahead of the central bank meetings in August,
we look to Australia Q2 inflation on 27 July. UBS forecasts 1.1% YoY and 1.6%
YoY in headline and underlying CPI, respectively. Upside surprises add to the
likelihood of on-hold rate decisions.

While we call for August rate cuts, we see limited value in front-end of curves. The
ACGB curve is inverted to the ~4-5y point (Figure 43), and the market is pricing in
~43bp of easing over the next 12 months, towards the wider end of the recent
range (Figure 44). We see better risk-reward in extending from <5y bonds into the
7-8y sector (Figure 45), and the 10y sector into 12y+ tenors (Figure 46). Tenors
beyond the front-end could to a larger extent also be expected to benefit from any
global yield grab.
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Figure 45: Extension trades from <5y bonds into the 7-8y Figure 46: Extensions beyond 10y also seem attractive
part of the curve look attractive
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We do not have a strong view on Aussie — US spreads in the near-term. A perfect
storm of growing expectations of easing from the RBA combined with the global
macro backdrop has so far in particular benefited the 10y sector on a cross-market
basis. However, as we now consider the front-end of the Aussie curve quite rich,
we see the near-term path largely dependent on how Fed rhetoric develops from
here.

In New Zealand, we see value in front-end bonds vs. ACGBs going into the August
central bank meetings. Chances are that the RBNZ will come out on a stronger
easing bias amid a too-strong-for-comfort currency.

Figure 47: Shorter NZGBs still look a bit cheap vs. ACGBs Figure 48: Bonds: Aussie — US spreads (bp)
going into central bank meetings in August
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On inflation, our economists expect the increase in headline CPI between now and
year-end to be smaller in Australia than New Zealand and the US4 (Figure 49). This
poses risks that 10y Australian breakevens could underperform on a cross-market
basis.

4In short, the reason why base effects will be less pronounced in Australia is because of a smaller Australian fuel component and a higher tax
component of fuel than in the US CPI. Further, Aussie prices rose by a relatively strong 1.7% YoY in Q4-15. Elsewhere, New Zealand saw a large
drag from food in Q4-15, resulting in a record low 0.1% YoY inflation print.
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Figure 49: Headline CPI forecasts for the US, Australia and New Zealand (YoY, %). It gets warmer in the US first
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Source: Bloomberg, UBS (incl. forecasts)

However, shorter Aussie breakevens look attractive. With inflation likely to bottom
out in Q2 at 1.1% before bouncing to 1.4% in Q3, we see upside in linkers 2018-
2022 post Q2 CPI. The 2018 Aussie breakevens trade ~103bp, 2020s ~127bp and
2022s ~147bp. UBS' headline inflation forecasts from now until end-2017
averages a year-on-year pace of 172bp.

In New Zealand, 10y linkers remain unduly cheap at ~65bp on a breakeven basis.
This compares to our Q4 CPI forecast of 140bp YoY.

Figure 50: Current 10y US, Australian and New Zealand Figure 51: Front-end Aussie breakevens have dropped
breakevens vs. UBS’ headline inflation forecast to end-17 ~70bp this year. Recovery likely post Q2 CPI
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Japan: What Japanese Investors are buying

= We have previously described how Japanese investors have been significant net

Joakim Tiberg

Nishay Patel

buyers of foreign assets — predominantly DM government bonds — in light of
the BoJ's negative interest rate policy. Net purchases have recently regained
momentum, following a slowdown around the turn of the Japanese fiscal year.

= Japanese net buying of sovereign bonds recovered in May (¥1.8tn vs. ¥0.2tn in
April), though was still well below the record level seen in March (¥5.5tn). US
Treasuries made up for nearly 50% of all net purchases. France, Japan's
historically preferred euro market, saw modest net buying of ¥159bn, roughly
unchanged from April. Elsewhere, Canada and Italy saw continued net

purchases, albeit at a slightly slower pace than in April.

Figure 52: Japanese investors' monthly net purchases of
sovereign bonds: US Treasuries vs. others
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Figure 54: The more recent but less granular weekly flow
data indicates that Japanese investors’ net purchases of
foreign bonds picked up further since May. Purchases in
the first week of July were the largest on record.
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Figure 53: Japanese investors' net purchases of DM
sovereign bonds per month for selected markets (¥bn)

5,000
4,500 -
4,000 -
3,500 -
3,000 A
2,500 -
2,000 A
1,500 - 867
1,000 - —
500 - 110 159 92 167

O e
-500 A
-1,000

423

US.A.
OJan-16

Canada
OFeb-16

France Italy U.K.
mMar-16 mApr-16

Others
EMay-16

Source: MoF Japan, UBS

Figure 55: The US is Japanese investors’ single biggest
overseas market, making up for >40% of foreign fixed
income allocation. In Europe, France is preferred
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Figure 56: Japanese investors’ net purchases of DM
sovereign bonds for selected countries per calendar year
(2016 to May, ¥bn)
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Figure 58: 10yr FX-hedged yields* for investors in various
domiciles (%): French & US bonds stand out as attractive
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Figure 57: Net purchases of foreign bonds by Japanese
residents (¥bn), ranked by the fifteen largest weeks (since
the start of the data in 2005). Red bars = weeks in 2016
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Figure 59: 30-year FX-hedged yields* for Japanese
investors (%): overseas bonds comparatively attractive
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Figure 60: Japanese residents’ net purchases of foreign long-term debt securities by investor type (¥bn). Net purchases
further increased in Jun-16 (¥1945bn) and have shown an upward trend since Apr-16.
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Valuation Method and Risk Statement

Risks include, but are not limited to, market risk, credit risk, interest rate risk,
liquidity risk, inflation risk, and exchange rate risk. Furthermore, valuations may be
adversely affected during times of high market volatility and thin liquidity.
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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 were prepared in an independent manner,
including with respect to UBS, 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.

Company Disclosures

Issuer Name

Canada’

Commonwealth of Australiaz 47
Dominion of New Zealand? 47
Estonia

Federal Republic of Germany
French Republic2 457

Japan“’

Kingdom of Belgium# > 7.16
Kingdom of the Netherlands
Latvia

Lithuania

Portuguese Republic’
Republic of Austria’ ¢
Republic of Finland

Republic of Ireland? 4 5.7
Republic of Italy2 457

Slovak Republic

Slovenia

Spain4 5.7

Switzerland* 57

United Kingdom of Great Britain2 4 57.16.22
United States’ 2

2. UBS AG, its affiliates or subsidiaries has acted as manager/co-manager in the underwriting or placement of
securities of this company/entity or one of its affiliates within the past 12 months.

4. Within the past 12 months, UBS AG, its affiliates or subsidiaries has received compensation for investment banking
services from this company/entity or one of its affiliates.

5. UBS AG, its affiliates or subsidiaries expect to receive or intend to seek compensation for investment banking

services from this company/entity within the next three months.
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7. Within the past 12 months, UBS Securities LLC and/or its affiliates have received compensation for products and
services other than investment banking services from this company/entity.

16. UBS Limited has entered into an arrangement to act as a liquidity provider and/or market maker in the financial
instruments of this company.
22. UBS AG, its affiliates or subsidiaries held other significant financial interests in this company/entity as of last

month’s end (or the prior month's end if this report is dated less than 10 working days after the most recent
month's end).
Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report. For a complete set
of disclosure statements associated with the companies discussed in this report, including information on valuation and risk,
please contact UBS Securities LLC, 1285 Avenue of Americas, New York, NY 10019, USA, Attention: Investment Research.
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Global Disclaimer

This document has been prepared by UBS Limited, an affiliate of UBS AG. UBS AG, its subsidiaries, branches and affiliates are referred to herein as UBS.

Global Research is provided to our clients through UBS Neo and, in certain instances, UBS.com (each a "System"). It may also be made available through third party
vendors and distributed by UBS and/or third parties via e-mail or alternative electronic means. The level and types of services provided by Global Research to a client may
vary depending upon various factors such as a client's individual preferences as to the frequency and manner of receiving communications, a client's risk profile and
investment focus and perspective (e.g., market wide, sector specific, long-term, short-term, etc.), the size and scope of the overall client relationship with UBS and legal
and regulatory constraints.

All Global Research is available on UBS Neo. Please contact your UBS sales representative if you wish to discuss your access to UBS Neo.

When you receive Global Research through a System, your access and/or use of such Global Research is subject to this Global Research Disclaimer and to the terms of
use governing the applicable System.

When you receive Global Research via a third party vendor, e-mail or other electronic means, your use shall be subject to this Global Research Disclaimer and to UBS's
Terms of Use/Disclaimer (http://www.ubs.com/global/en/legalinfo2/disclaimer.html). By accessing and/or using Global Research in this manner, you are indicating that
you have read and agree to be bound by our Terms of Use/Disclaimer. In addition, you consent to UBS processing your personal data and using cookies in accordance
with our Privacy Statement (http://www.ubs.com/global/en/legalinfo2/privacy.html) and cookie notice (http:/www.ubs.com/global/en/homepage/cookies/cookie-
management.html).

If you receive Global Research, whether through a System or by any other means, you agree that you shall not copy, revise, amend, create a derivative
work, transfer to any third party, or in any way commercially exploit any UBS research provided via Global Research or otherwise, and that you shall not
extract data from any research or estimates provided to you via Global Research or otherwise, without the prior written consent of UBS.

This document is for distribution only as may be permitted by law. It is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or
resident of or located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or
would subject UBS to any registration or licensing requirement within such jurisdiction. It is published solely for information purposes; it is not an advertisement nor is it
a solicitation or an offer to buy or sell any financial instruments or to participate in any particular trading strategy. No representation or warranty, either expressed or
implied, is provided in relation to the accuracy, completeness or reliability of the information contained in this document ("the Information"), except with respect to
Information concerning UBS. The Information is not intended to be a complete statement or summary of the securities, markets or developments referred to in the
document. UBS does not undertake to update or keep current the Information. Any opinions expressed in this document may change without notice and may differ or
be contrary to opinions expressed by other business areas or groups of UBS. Any statements contained in this report attributed to a third party represent UBS's
interpretation of the data, information and/or opinions provided by that third party either publicly or through a subscription service, and such use and interpretation
have not been reviewed by the third party.

Nothing in this document constitutes a representation that any investment strategy or recommendation is suitable or appropriate to an investor's individual
circumstances or otherwise constitutes a personal recommendation. Investments involve risks, and investors should exercise prudence and their own judgement in
making their investment decisions. The financial instruments described in the document may not be eligible for sale in all jurisdictions or to certain categories of
investors. Options, derivative products and futures are not suitable for all investors, and trading in these instruments is considered risky. Mortgage and asset-backed
securities may involve a high degree of risk and may be highly volatile in response to fluctuations in interest rates or other market conditions. Foreign currency rates of
exchange may adversely affect the value, price or income of any security or related instrument referred to in the document. For investment advice, trade execution or
other enquiries, clients should contact their local sales representative.

The value of any investment or income may go down as well as up, and investors may not get back the full (or any) amount invested. Past performance is not necessarily
a guide to future performance. Neither UBS nor any of its directors, employees or agents accepts any liability for any loss (including investment loss) or damage arising
out of the use of all or any of the Information.

Any prices stated in this document are for information purposes only and do not represent valuations for individual securities or other financial instruments. There is no
representation that any transaction can or could have been effected at those prices, and any prices do not necessarily reflect UBS's internal books and records or
theoretical model-based valuations and may be based on certain assumptions. Different assumptions by UBS or any other source may yield substantially different results.

This document and the Information are produced by UBS as part of its research function and are provided to you solely for general background information. UBS has no
regard to the specific investment objectives, financial situation or particular needs of any specific recipient. In no circumstances may this document or any of the
Information be used for any of the following purposes:

(i) valuation or accounting purposes;
(i) to determine the amounts due or payable, the price or the value of any financial instrument or financial contract; or
(iii) to measure the performance of any financial instrument.

By receiving this document and the Information you will be deemed to represent and warrant to UBS that you will not use this document or any of the Information for
any of the above purposes or otherwise rely upon this document or any of the Information.

UBS has policies and procedures, which include, without limitation, independence policies and permanent information barriers, that are intended, and upon which UBS
relies, to manage potential conflicts of interest and control the flow of information within divisions of UBS and among its subsidiaries, branches and affiliates. For further
information on the ways in which UBS manages conflicts and maintains independence of its research products, historical performance information and certain additional
disclosures concerning UBS research recommendations, please visit www.ubs.com/disclosures.

Research will initiate, update and cease coverage solely at the discretion of UBS Investment Bank Research Management, which will also have sole discretion on the
timing and frequency of any published research product. The analysis contained in this document is based on numerous assumptions. All material information in relation
to published research reports, such as valuation methodology, risk statements, underlying assumptions (including sensitivity analysis of those assumptions), ratings
history etc. as required by the Market Abuse Regulation, can be found on NEO. Different assumptions could result in materially different results.

The analyst(s) responsible for the preparation of this document may interact with trading desk personnel, sales personnel and other parties for the purpose of gathering,
applying and interpreting market information. UBS relies on information barriers to control the flow of information contained in one or more areas within UBS into other
areas, units, groups or affiliates of UBS. The compensation of the analyst who prepared this document is determined exclusively by research management and senior
management (not including investment banking). Analyst compensation is not based on investment banking revenues; however, compensation may relate to the
revenues of UBS Investment Bank as a whole, of which investment banking, sales and trading are a part, and UBS's subsidiaries, branches and affiliates as a whole.

For financial instruments admitted to trading on an EU regulated market: UBS AG, its affiliates or subsidiaries (excluding UBS Securities LLC) acts as a market maker or
liquidity provider (in accordance with the interpretation of these terms in the UK) in the financial instruments of the issuer save that where the activity of liquidity
provider is carried out in accordance with the definition given to it by the laws and regulations of any other EU jurisdictions, such information is separately disclosed in
this document. For financial instruments admitted to trading on a non-EU regulated market: UBS may act as a market maker save that where this activity is carried out in
the US in accordance with the definition given to it by the relevant laws and regulations, such activity will be specifically disclosed in this document. UBS may have issued
a warrant the value of which is based on one or more of the financial instruments referred to in the document. UBS and its affiliates and employees may have long or
short positions, trade as principal and buy and sell in instruments or derivatives identified herein; such transactions or positions may be inconsistent with the opinions
expressed in this document.

United Kingdom and the rest of Europe: Except as otherwise specified herein, this material is distributed by UBS Limited to persons who are eligible counterparties
or professional clients. UBS Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation
Authority.  France: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities France S.A. UBS Securities France S.A. is regulated by the ACPR
(Autorité de Controle Prudentiel et de Résolution) and the Autorité des Marchés Financiers (AMF). Where an analyst of UBS Securities France S.A. has contributed to this
document, the document is also deemed to have been prepared by UBS Securities France S.A.  Germany: Prepared by UBS Limited and distributed by UBS Limited and
UBS Deutschland AG. UBS Deutschland AG is regulated by the Bundesanstalt fur Finanzdienstleistungsaufsicht (BaFin). Spain: Prepared by UBS Limited and distributed
by UBS Limited and UBS Securities Espana SV, SA. UBS Securities Espana SV, SA is regulated by the Comisién Nacional del Mercado de Valores (CNMV).  Turkey:
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Distributed by UBS Limited. No information in this document is provided for the purpose of offering, marketing and sale by any means of any capital market instruments
and services in the Republic of Turkey. Therefore, this document may not be considered as an offer made or to be made to residents of the Republic of Turkey. UBS AG
is not licensed by the Turkish Capital Market Board under the provisions of the Capital Market Law (Law No. 6362). Accordingly, neither this document nor any other
offering material related to the instruments/services may be utilized in connection with providing any capital market services to persons within the Republic of Turkey
without the prior approval of the Capital Market Board. However, according to article 15 (d) (i) of the Decree No. 32, there is no restriction on the purchase or sale of
the securities abroad by residents of the Republic of Turkey. Poland: Distributed by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce regulated
by the Polish Financial Supervision Authority. Where an analyst of UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce has contributed to this
document, the document is also deemed to have been prepared by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce. Russia: Prepared and
distributed by UBS Bank (O00). Switzerland: Distributed by UBS AG to persons who are institutional investors only. UBS AG is regulated by the Swiss Financial
Market Supervisory Authority (FINMA). Italy: Prepared by UBS Limited and distributed by UBS Limited and UBS Limited, Italy Branch. Where an analyst of UBS Limited,
Italy Branch has contributed to this document, the document is also deemed to have been prepared by UBS Limited, Italy Branch. South Africa: Distributed by UBS
South Africa (Pty) Limited (Registration No. 1995/011140/07), an authorised user of the JSE and an authorised Financial Services Provider (FSP 7328). Israel: This
material is distributed by UBS Limited. UBS Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the
Prudential Regulation Authority. UBS Securities Israel Ltd is a licensed Investment Marketer that is supervised by the Israel Securities Authority (ISA). UBS Limited and its
affiliates incorporated outside Israel are not licensed under the Israeli Advisory Law. UBS Limited is not covered by insurance as required from a licensee under the Israeli
Advisory Law. UBS may engage among others in issuance of Financial Assets or in distribution of Financial Assets of other issuers for fees or other benefits. UBS Limited
and its affiliates may prefer various Financial Assets to which they have or may have Affiliation (as such term is defined under the Israeli Advisory Law). Nothing in this
Material should be considered as investment advice under the Israeli Advisory Law. This Material is being issued only to and/or is directed only at persons who are Eligible
Clients within the meaning of the Israeli Advisory Law, and this material must not be relied on or acted upon by any other persons. Saudi Arabia: This document has
been issued by UBS AG (and/or any of its subsidiaries, branches or affiliates), a public company limited by shares, incorporated in Switzerland with its registered offices at
Aeschenvorstadt 1, CH-4051 Basel and Bahnhofstrasse 45, CH-8001 Zurich. This publication has been approved by UBS Saudi Arabia (a subsidiary of UBS AG), a Saudi
closed joint stock company incorporated in the Kingdom of Saudi Arabia under commercial register number 1010257812 having its registered office at Tatweer Towers,
P.O. Box 75724, Riyadh 11588, Kingdom of Saudi Arabia. UBS Saudi Arabia is authorized and regulated by the Capital Market Authority to conduct securities business
under license number 08113-37.  Dubai: The information distributed by UBS AG Dubai Branch is intended for Professional Clients only and is not for further
distribution within the United Arab Emirates. United States: Distributed to US persons by either UBS Securities LLC or by UBS Financial Services Inc., subsidiaries of
UBS AG; or by a group, subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (a ‘non-US affiliate’ ) to major US institutional investors only. UBS
Securities LLC or UBS Financial Services Inc. accepts responsibility for the content of a document prepared by another non-US affiliate when distributed to US persons by
UBS Securities LLC or UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this document must be effected through UBS Securities
LLC or UBS Financial Services Inc., and not through a non-US affiliate. UBS Securities LLC is not acting as a municipal advisor to any municipal entity or obligated person
within the meaning of Section 15B of the Securities Exchange Act (the "Municipal Advisor Rule"), and the opinions or views contained herein are not intended to be,
and do not constitute, advice within the meaning of the Municipal Advisor Rule. Canada: Distributed by UBS Securities Canada Inc., a registered investment dealer in
Canada and a Member-Canadian Investor Protection Fund, or by another affiliate of UBS AG that is registered to conduct business in Canada or is otherwise exempt
from registration. Mexico: This report has been distributed and prepared by UBS Casa de Bolsa, S.A. de C.V., UBS Grupo Financiero, an entity that is part of UBS
Grupo Financiero, S.A. de C.V. and is an affiliate of UBS AG. This document is intended for distribution to institutional or sophisticated investors only. Research reports
only reflect the views of the analysts responsible for the reports. Analysts do not receive any compensation from persons or entities different from UBS Casa de Bolsa,
S.A. de C.V., UBS Grupo Financiero, or different from entities belonging to the same financial group or business group of such. For Spanish translations of applicable
disclosures, please see www.ubs.com/disclosures  Brazil: Except as otherwise specified herein, this material is prepared by UBS Brasil CCTVM S.A. to persons who are
eligible investors residing in Brazil, which are considered to be: (i) financial institutions, (i) insurance firms and investment capital companies, (iii) supplementary pension
entities, (iv) entities that hold financial investments higher than R$300,000.00 and that confirm the status of qualified investors in written, (v) investment funds, (vi)
securities portfolio managers and securities consultants duly authorized by Comissédo de Valores Mobilidrios (CVM), regarding their own investments, and (vii) social
security systems created by the Federal Government, States, and Municipalities. Hong Kong: Distributed by UBS Securities Asia Limited and/or UBS AG, Hong Kong
Branch. Singapore: Distributed by UBS Securities Pte. Ltd. [MCI (P) 018/09/2015 and Co. Reg. No.: 198500648C] or UBS AG, Singapore Branch. Please contact UBS
Securities Pte. Ltd., an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110); or 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 document. The recipients of this document represent and warrant that they are
accredited and institutional investors as defined in the Securities and Futures Act (Cap. 289). Japan: Distributed by UBS Securities Japan Co., Ltd. to professional
investors (except as otherwise permitted). Where this document has been prepared by UBS Securities Japan Co., Ltd., UBS Securities Japan Co., Ltd. is the author,
publisher and distributor of the document. Distributed by UBS AG, Tokyo Branch to Professional Investors (except as otherwise permitted) in relation to foreign exchange
and other banking businesses when relevant. ~ Australia: Clients of UBS AG: Distributed by UBS AG (Holder of Australian Financial Services License No. 231087).
Clients of UBS Securities Australia Ltd: Distributed by UBS Securities Australia Ltd (Holder of Australian Financial Services License No. 231098). This Document contains
general information and/or general advice only and does not constitute personal financial product advice. As such, the Information in this document has been prepared
without taking into account any investor’s objectives, financial situation or needs, and investors should, before acting on the Information, consider the appropriateness
of the Information, having regard to their objectives, financial situation and needs. If the Information contained in this document relates to the acquisition, or potential
acquisition of a particular financial product by a ‘Retail’ client as defined by section 761G of the Corporations Act 2001 where a Product Disclosure Statement would be
required, the retail client should obtain and consider the Product Disclosure Statement relating to the product before making any decision about whether to acquire the
product. The UBS Securities Australia Limited Financial Services Guide is available at: www.ubs.com/ecs-research-fsg. New Zealand: Distributed by UBS New Zealand
Ltd. The information and recommendations in this publication are provided for general information purposes only. To the extent that any such information or
recommendations constitute financial advice, they do not take into account any person’s particular financial situation or goals. We recommend that recipients seek
advice specific to their circumstances from their financial advisor. Korea: Distributed in Korea by UBS Securities Pte. Ltd., Seoul Branch. This document may have been
edited or contributed to from time to time by affiliates of UBS Securities Pte. Ltd., Seoul Branch. Malaysia: This material is authorized to be distributed in Malaysia by
UBS Securities Malaysia Sdn. Bhd (Capital Markets Services License No.: CMSL/A0063/2007). This material is intended for professional/institutional clients only and not
for distribution to any retail clients. India: Distributed by UBS Securities India Private Ltd. (Corporate Identity Number U67120MH1996PTC097299) 2/F, 2 North
Avenue, Maker Maxity, Bandra Kurla Complex, Bandra (East), Mumbai (India) 400051. Phone: +912261556000. It provides brokerage services bearing SEBI Registration
Numbers: NSE (Capital Market Segment): INB230951431, NSE (F&O Segment) INF230951431, NSE (Currency Derivatives Segment) INE230951431, BSE (Capital Market
Segment) INBO10951437; merchant banking services bearing SEBI Registration Number: INMO00010809 and Research Analyst services bearing SEBI Registration
Number: INHO00001204. UBS AG, its affiliates or subsidiaries may have debt holdings or positions in the subject Indian company/companies. Within the past 12 months,
UBS AG, its affiliates or subsidiaries may have received compensation for non-investment banking securities-related services and/or non-securities services from the
subject Indian company/companies. The subject company/companies may have been a client/clients of UBS AG, its affiliates or subsidiaries during the 12 months
preceding the date of distribution of the research report with respect to investment banking and/or non-investment banking securities-related services and/or non-
securities services. With regard to information on associates, please refer to the Annual Report at:
http://www.ubs.com/global/en/about_ubs/investor_relations/annualreporting.html

The disclosures contained in research documents produced by UBS Limited shall be governed by and construed in accordance with English law.

UBS specifically prohibits the redistribution of this document in whole or in part without the written permission of UBS and UBS accepts no liability whatsoever for the
actions of third parties in this respect. Images may depict objects or elements that are protected by third party copyright, trademarks and other intellectual property
rights. © UBS 2016. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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