3 UBS

Year Ahead 2019: Turning points

Mark Andersen,
Chief Investment Office

This report was prepared by UBS Switzerland AG. Please see the important disclaimer at the end of the document. This document is a snapshot view. We update the tactical asset allocation as
changes occur and resend it to subscribers. For all other forecasts and information, we advise you to check the Investment Views section in your E- Banking or in Quotes.



UBS Chief Investment Office

... Drawing on approximately 200 CIO analysts .
rn covering all markets and asset classes el
Zuricp
H H H Milanoo
Presence in 11 key financial hubs =
Madrid
San Franc'\s:oo gmw York OTck'\o
@ 1 concise investment view, the UBS House View erios O (D¥ong Kong
Os'mgapore
. . . . . OSéc Paulo
, 'We identify and effectively communicate investment
‘ o ' opportunities and risks to support our clients’ financial © cowm
goals and protect their wealth.' €10 mission © cowma
/- -,  EUROMONEY Award .- . EUROMONEY Award
/ 1 Global Private Banking Survey 1 ' Global Private Banking Survey

L X L »

% UBS = e Research & Asset Allocation 2018 s Best Overall Private Banking Services 2018



B
2018: A difficult year for global investors

Global equities, MSCI World index, in USD
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Выступающий
Заметки для презентации
Investors face a challenging backdrop as we enter 2019.


2019: Financial markets are challenged

Global equities, MSCI World index, in USD
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Выступающий
Заметки для презентации
Investors face a challenging backdrop as we enter 2019.


The challenges to markets

The Fed and the US corporate China’s

business cycle credit economy
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Выступающий
Заметки для презентации
Fourth, political challenges. 
The world faces key  political turning points. US-China tensions run deeper than disagreements about trade: the US National Security Strategy labels China “a revisionist power…shaping a world antithetical to US values and interests,” and so economic considerations may be given less priority in  future policy setting. As such, investors should prepare for relations between the two powers to continue affecting markets. 
Meanwhile, elections of note include those in India, South Africa, Greece, Canada, and Argentina. Europe will also vote for the EU parliament, US presidential campaigning will begin, while instability could provoke a return to the polls for citizens in Italy, Germany, and the UK. Polarized electorates make political outcomes even more uncertain than normal.



Brexit: A European drama, but with limited global ramifications
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Заметки для презентации
Fourth, political challenges. 
The world faces key  political turning points. US-China tensions run deeper than disagreements about trade: the US National Security Strategy labels China “a revisionist power…shaping a world antithetical to US values and interests,” and so economic considerations may be given less priority in  future policy setting. As such, investors should prepare for relations between the two powers to continue affecting markets. 
Meanwhile, elections of note include those in India, South Africa, Greece, Canada, and Argentina. Europe will also vote for the EU parliament, US presidential campaigning will begin, while instability could provoke a return to the polls for citizens in Italy, Germany, and the UK. Polarized electorates make political outcomes even more uncertain than normal.



US-China: The real risk to markets
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Fourth, political challenges. 
The world faces key  political turning points. US-China tensions run deeper than disagreements about trade: the US National Security Strategy labels China “a revisionist power…shaping a world antithetical to US values and interests,” and so economic considerations may be given less priority in  future policy setting. As such, investors should prepare for relations between the two powers to continue affecting markets. 
Meanwhile, elections of note include those in India, South Africa, Greece, Canada, and Argentina. Europe will also vote for the EU parliament, US presidential campaigning will begin, while instability could provoke a return to the polls for citizens in Italy, Germany, and the UK. Polarized electorates make political outcomes even more uncertain than normal.



US-China: The trade deficit in focus

US trade with China in 2018 (USD bn, monthly data)
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Заметки для презентации
Fourth, political challenges. 
The world faces key  political turning points. US-China tensions run deeper than disagreements about trade: the US National Security Strategy labels China “a revisionist power…shaping a world antithetical to US values and interests,” and so economic considerations may be given less priority in  future policy setting. As such, investors should prepare for relations between the two powers to continue affecting markets. 
Meanwhile, elections of note include those in India, South Africa, Greece, Canada, and Argentina. Europe will also vote for the EU parliament, US presidential campaigning will begin, while instability could provoke a return to the polls for citizens in Italy, Germany, and the UK. Polarized electorates make political outcomes even more uncertain than normal.



Recession risk: The longest economic expansion on record
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Выступающий
Заметки для презентации
First, slower growth. 
After 3.8% in 2018, we expect global economic growth to slow to 3.6% in 2019. 
US growth will be constrained by ebbing fiscal stimulus and higher interest rates. 
In the Eurozone, solid domestic demand will not be sufficient to offset reduced export growth. 
China, meanwhile, faces the twin pressures of US tariffs and economic rebalancing. The decline in global growth will mean a weaker tailwind for global markets, which could be-gin to anticipate an end of the economic cycle as 2019 progresses.


Global central banks tightening monetary policy
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Выступающий
Заметки для презентации
Second, tighter monetary policy. 
The coming year will represent the first time since the global  financial crisis when central bank balance sheets are on track to end the year smaller than they were at the start of it. 
We expect US rates to end the year 100bps higher than today, and for the European Central Bank to have ended quantitative easing by the time 2019 begins. 
Low and falling unemployment rates also increase the risk of higher inflation, which could spark even faster rate rises. 
Tighter monetary policy will also focus market  attention on debt serviceability. Potential hotspots include US and Chinese corporate leverage and Italian government debt.


Recession survey: When do you expect it to start?

Surveys conducted over the period of 26-29 October 2018

Professional

2019 39, 24% investors
2020 30% 27%

2021 45% 10%

2022/beyond 15% 16%

Don’t know 7% 23%

Source: UBS, as of 1 November 2018

We surveyed 502 HNW Investors with at least $1M in investable assets, from October 26-29 2018, as well as professional investors who contribute to our UBS Investor Forum and Research Advisory Board
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US consumption to stay an economic pillar in 2019

US unemployment rate and average hourly earnings, year-on-year, in %

12

10 T~

4 g
0
2008 2009 2010 2011 2012 2013 20014 2015 2016 2017 2018

—Unemployment rate Average hourly eamings

3¢ UBS

urce: UBS

11


Выступающий
Заметки для презентации
A recession looks unlikely. 
Current rates of consumption, investment, and employment growth are not historically consistent with an impending recession, and the typical causes of a downturn look unlikely to materialize in 2019. 
Our base case is for inflation to stay contained, allowing central bankers to remain sensitive to growth. We don’t foresee a major fiscal policy shift or a commodity price shock.
Consumer balance sheets are in solid shape and improvements in banking sector capitalization since the financial crisis reduce the risk of a global credit crunch. 


US GDP growth close to trend

US real GDP growth and UBS forecasts, in %
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A recession looks unlikely. 
Current rates of consumption, investment, and employment growth are not historically consistent with an impending recession, and the typical causes of a downturn look unlikely to materialize in 2019. 
Our base case is for inflation to stay contained, allowing central bankers to remain sensitive to growth. We don’t foresee a major fiscal policy shift or a commodity price shock.
Consumer balance sheets are in solid shape and improvements in banking sector capitalization since the financial crisis reduce the risk of a global credit crunch. 


Chinese credit easing

China required deposit reserve ratio for larger and smaller banks
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A recession looks unlikely. 
Current rates of consumption, investment, and employment growth are not historically consistent with an impending recession, and the typical causes of a downturn look unlikely to materialize in 2019. 
Our base case is for inflation to stay contained, allowing central bankers to remain sensitive to growth. We don’t foresee a major fiscal policy shift or a commodity price shock.
Consumer balance sheets are in solid shape and improvements in banking sector capitalization since the financial crisis reduce the risk of a global credit crunch. 
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Заметки для презентации
A recession looks unlikely. 
Current rates of consumption, investment, and employment growth are not historically consistent with an impending recession, and the typical causes of a downturn look unlikely to materialize in 2019. 
Our base case is for inflation to stay contained, allowing central bankers to remain sensitive to growth. We don’t foresee a major fiscal policy shift or a commodity price shock.
Consumer balance sheets are in solid shape and improvements in banking sector capitalization since the financial crisis reduce the risk of a global credit crunch. 


World economic growth is moderating

Real GDP growth (in %), including forecasts (2018-2020)
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A recession looks unlikely. 
Current rates of consumption, investment, and employment growth are not historically consistent with an impending recession, and the typical causes of a downturn look unlikely to materialize in 2019. 
Our base case is for inflation to stay contained, allowing central bankers to remain sensitive to growth. We don’t foresee a major fiscal policy shift or a commodity price shock.
Consumer balance sheets are in solid shape and improvements in banking sector capitalization since the financial crisis reduce the risk of a global credit crunch. 


The environment is navigable



Выступающий
Заметки для презентации
But all that said, we think the environment is navigable for investors with the right approach.


Lower earnings growth ahead...

Earnings per share for select MSCI Indexes, with UBS forecasts
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Заметки для презентации
Third, weaker overall earnings growth. 
We see profit growth in the US market, which comprises more than half of the global equity market, falling off to roughly 4% in 2019 from a eight-year high of 21% in 2018. The one-off boost from corporate tax cuts will not be repeated, and tariffs will begin to have a negative impact. 
We anticipate about 9% earnings growth in emerging markets and around 5% in the Eurozone. 


Equities: Valuations are attractive relative to historical averages

MSCI All Country World Index forward 12-month P/E and 30-year average
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Заметки для презентации
At a global level we overweight equities relative to bonds.
Equity investors should brace for volatility but stay invested. Politics, monetary policy, and incoming economic data will all contribute to higher volatility, but:
 We don’t expect a recession US stocks have returned 12% on average in the year leading up to the six months before the onset of a recession, based on data going back to 1945
Valuations are at a discount to historical averages, following late 2018's sell-off, the 12-month-forward price-to-earnings ratio of around 14x for global equities represents a 10% discount to the three-decade average. The equity risk premium, which gauges the attractiveness of stocks versus bonds, is around 5.4% versus an average since 1991 of 3.4%. 


Note that our overweight positioning is global, rather than regionally focussed. No single region offers a uniquely compelling case. 
The US economy remains strong, but with a price-toe-arnings ratio of around 17x, valuations are 15% higher than the global average. 
Eurozone and emerging market (EM) stocks have lower valuations, but both regions are more exposed to China’s slowdown

So we keep a global focus as a whole, but still look for opportunities within each region:


.

Equities: US financials valuations look favorable

Price-to-earnings ratio of the S&P 500 financials versus the wider S&P 500 index
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Заметки для презентации
On US financials, we like the sector because valuations are near a 10-year low relative to the market and do not reflect solid economic growth, rising rates, deregulation, and high capital returns. 
And the sector’s total yield (including dividends and share buybacks) of more than 6% is the highest of any sector. 

We similarly see US energy as lowly valued. Price-to-book valuations are near 40-year lows, and we have a postiive view on oil prices as we enter the first half of 2019.


Equities: Valuation support for Asian equities

The MSCI Asia ex-Japan Index's P/B valuation unduly discounts a sharp decline in R/E
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Заметки для презентации
And in Asia, China is slowing and sentiment toward the country is fragile, but valuations are attractive. We see several ways to approach Asian equities in 2019:

First, we are positive. Prices retreated sharply in 2018 despite earnings rising 11%.
MSCI China is trading below its long-term average P/E of 12x, and MSCI Asia ex- Japan is just 20% above crisis-level priceto-book ratios (see chart).
We expect 5–10% earnings growth in 2019; if and when sentiment turns, asset prices could bounce back quickly.

Second, “New China” stocks were battered by trade, growth, and regulatory risks in 2018. We still think themes like e-commerce and video gaming offer excellent long-term prospects. But China’s “old economy” doesn’t always underperform. Stimulus boosts the case for the infrastructure sector, as well as for banks, which are inexpensive and offer attractive dividend yields.

Third, we see opportunities amid trade tariffs. South Korean stocks may rebound as tech players fill the gaps created by US restrictions on Chinese manufacturers. That same dynamic could also boost Japanese semiconductor and machinery makers. The migration of the low-end supply chain from China could accelerate in Vietnam and across South East Asia. And if trade tensions were to spread, investors may pivot to equities in domestic-oriented economies like India.




Bonds: EM sovereign bonds in USD an attractive 6.9% yield

EM sovereign bonds in USD, yield-to-maturity (YTM), in %
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Заметки для презентации
And there are select opportunities in credit too. 

Asia high yield is one. Chinese issuers account for about half of the Asian high yield credit market, and fears of an economic slowdown made investors pessimistic about the asset class in 2018. 
As a result, Asian high yield credit now offers a yield of almost 9%. China’s growth will slow, but we think the country is likely to avert an economic hard landing, with Beijing’s gradual shift to more supportive policies cushioning the slowdown.

Euro synthetic credit exposure is also well placed to gain. This credit strategy offers exposure to corporates by selling credit default swaps instead of buying cash bonds. The valuations of euro corporate bonds have been artificially elevated by the ECB’s bond-purchase program. We favor such a synthetic strategy over a traditional bond strategy currently, at least until the ECB unwinds its EUR 170bn corporate bond portfolio.

We also see value in the Emerging Market Bond Index (EMBI), which trades on an attractive 400bps spread over US Treasuries, above its average since 2010 of 350bps, while most developed market credit segments trade well below their long-term averages. By choosing USD-denominated rather than local currency debt, investors are also better cushioned from EM currency volatility.



B
Bonds: Asia High Yield competitively priced as yields approach 9%

JACI High Yield Index yield-to-maturity (YTM), in %
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And there are select opportunities in credit too. 

Asia high yield is one. Chinese issuers account for about half of the Asian high yield credit market, and fears of an economic slowdown made investors pessimistic about the asset class in 2018. 
As a result, Asian high yield credit now offers a yield of almost 9%. China’s growth will slow, but we think the country is likely to avert an economic hard landing, with Beijing’s gradual shift to more supportive policies cushioning the slowdown.

Euro synthetic credit exposure is also well placed to gain. This credit strategy offers exposure to corporates by selling credit default swaps instead of buying cash bonds. The valuations of euro corporate bonds have been artificially elevated by the ECB’s bond-purchase program. We favor such a synthetic strategy over a traditional bond strategy currently, at least until the ECB unwinds its EUR 170bn corporate bond portfolio.

We also see value in the Emerging Market Bond Index (EMBI), which trades on an attractive 400bps spread over US Treasuries, above its average since 2010 of 350bps, while most developed market credit segments trade well below their long-term averages. By choosing USD-denominated rather than local currency debt, investors are also better cushioned from EM currency volatility.



Oil: Low spare capacity to bring prices higher

Brent oil prices, USD per barrell
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Заметки для презентации
Onto commodities. Since climbing to a four-year high, oil prices have been pressured in late 2018 by rising US oil inventories and rapid supply growth. Production is at record levels in the US and at post-Soviet highs in Russia. Deteriorating macro and trade dynamics are likely to curb demand growth in 2019. And the Trump administration has recently displayed some sensitivity about how its policies have affected prices.

But we believe the market’s cautious turn is overdone. US sanctions cut a million barrels of Iranian oil from the market at the end of October, a number that will increase. Saudi Arabia has vowed to maintain an equilibrium, but this will push global spare capacity to a 10-year low (see Fig. 6.1). 
And US shale production will be tempered by distribution constraints, with new pipelines only expected to come online in the second half of 2019.

On balance, we keep a positive view on crude. Provided OPEC maintains production discipline, we see Brent oil prices at USD 75–80/bbl. But a break between members could see higher production levels, in which case we think Brent would likely trade closer to USD 45–60/bbl


Currencies: The yen is undervalued

USDJPY and purchasing power parity value since 1982
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Заметки для презентации
Abenomics has weakened the yen significantly. It is currently more than 30% undervalued relative to its estimated equilibrium purchasing power parity (PPP)

As inflation normalizes and the Bank of Japan (BoJ) starts to discuss withdrawing monetary stimulus, we think the JPY could start to strengthen again. 
Differentials in 10-year yields between the US and Japan are also an important influence on USDJPY. Looking ahead, we see limited further upside for 10-year US yields (our 12-month forecast is 3.2%), but Japanese yields could rise as the BoJ starts to slowly normalize its monetary policy. 

We overweight the yen as we enter 2019, and our USDJPY forecasts are 110, 107, and 105 over three, six and 12 months.
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Abenomics has weakened the yen significantly. It is currently more than 30% undervalued relative to its estimated equilibrium purchasing power parity (PPP)

As inflation normalizes and the Bank of Japan (BoJ) starts to discuss withdrawing monetary stimulus, we think the JPY could start to strengthen again. 
Differentials in 10-year yields between the US and Japan are also an important influence on USDJPY. Looking ahead, we see limited further upside for 10-year US yields (our 12-month forecast is 3.2%), but Japanese yields could rise as the BoJ starts to slowly normalize its monetary policy. 

We overweight the yen as we enter 2019, and our USDJPY forecasts are 110, 107, and 105 over three, six and 12 months.
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EURUSD to mover higher over 2019
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Заметки для презентации
Abenomics has weakened the yen significantly. It is currently more than 30% undervalued relative to its estimated equilibrium purchasing power parity (PPP)

As inflation normalizes and the Bank of Japan (BoJ) starts to discuss withdrawing monetary stimulus, we think the JPY could start to strengthen again. 
Differentials in 10-year yields between the US and Japan are also an important influence on USDJPY. Looking ahead, we see limited further upside for 10-year US yields (our 12-month forecast is 3.2%), but Japanese yields could rise as the BoJ starts to slowly normalize its monetary policy. 

We overweight the yen as we enter 2019, and our USDJPY forecasts are 110, 107, and 105 over three, six and 12 months.


Summary

Equities: Like global equities. Look for value in US and EM, consider financials
in US and China, global energy, and sustainable equity strategies.

Bonds: Difficult stage in the cycle for credit and loans, but rate risks well priced
into government bonds. Like Asian high yield, and look to MDBs.

Currencies: Dollar strength near-term, but depreciation medium-term. Prefer
yen.

Commaodities: Oil price to recover in H1 2019.
Alternatives: Focus on strategies with low market beta

Real estate: Limited scope for capital appreciation, focus on income
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What does the future bring?
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Заметки для презентации
But all that said, we think the environment is navigable for investors with the right approach.


Technology: Computing power takes off

Source: UBS
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Заметки для презентации
And there are select opportunities in credit too. 

Asia high yield is one. Chinese issuers account for about half of the Asian high yield credit market, and fears of an economic slowdown made investors pessimistic about the asset class in 2018. 
As a result, Asian high yield credit now offers a yield of almost 9%. China’s growth will slow, but we think the country is likely to avert an economic hard landing, with Beijing’s gradual shift to more supportive policies cushioning the slowdown.

Euro synthetic credit exposure is also well placed to gain. This credit strategy offers exposure to corporates by selling credit default swaps instead of buying cash bonds. The valuations of euro corporate bonds have been artificially elevated by the ECB’s bond-purchase program. We favor such a synthetic strategy over a traditional bond strategy currently, at least until the ECB unwinds its EUR 170bn corporate bond portfolio.

We also see value in the Emerging Market Bond Index (EMBI), which trades on an attractive 400bps spread over US Treasuries, above its average since 2010 of 350bps, while most developed market credit segments trade well below their long-term averages. By choosing USD-denominated rather than local currency debt, investors are also better cushioned from EM currency volatility.



.

FinTech: A challenge for banks?
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And there are select opportunities in credit too. 

Asia high yield is one. Chinese issuers account for about half of the Asian high yield credit market, and fears of an economic slowdown made investors pessimistic about the asset class in 2018. 
As a result, Asian high yield credit now offers a yield of almost 9%. China’s growth will slow, but we think the country is likely to avert an economic hard landing, with Beijing’s gradual shift to more supportive policies cushioning the slowdown.

Euro synthetic credit exposure is also well placed to gain. This credit strategy offers exposure to corporates by selling credit default swaps instead of buying cash bonds. The valuations of euro corporate bonds have been artificially elevated by the ECB’s bond-purchase program. We favor such a synthetic strategy over a traditional bond strategy currently, at least until the ECB unwinds its EUR 170bn corporate bond portfolio.

We also see value in the Emerging Market Bond Index (EMBI), which trades on an attractive 400bps spread over US Treasuries, above its average since 2010 of 350bps, while most developed market credit segments trade well below their long-term averages. By choosing USD-denominated rather than local currency debt, investors are also better cushioned from EM currency volatility.
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FinTech: The ecosystem
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Заметки для презентации
And there are select opportunities in credit too. 

Asia high yield is one. Chinese issuers account for about half of the Asian high yield credit market, and fears of an economic slowdown made investors pessimistic about the asset class in 2018. 
As a result, Asian high yield credit now offers a yield of almost 9%. China’s growth will slow, but we think the country is likely to avert an economic hard landing, with Beijing’s gradual shift to more supportive policies cushioning the slowdown.

Euro synthetic credit exposure is also well placed to gain. This credit strategy offers exposure to corporates by selling credit default swaps instead of buying cash bonds. The valuations of euro corporate bonds have been artificially elevated by the ECB’s bond-purchase program. We favor such a synthetic strategy over a traditional bond strategy currently, at least until the ECB unwinds its EUR 170bn corporate bond portfolio.

We also see value in the Emerging Market Bond Index (EMBI), which trades on an attractive 400bps spread over US Treasuries, above its average since 2010 of 350bps, while most developed market credit segments trade well below their long-term averages. By choosing USD-denominated rather than local currency debt, investors are also better cushioned from EM currency volatility.



Payment: There is a reason for the interest
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Выступающий
Заметки для презентации
And there are select opportunities in credit too. 

Asia high yield is one. Chinese issuers account for about half of the Asian high yield credit market, and fears of an economic slowdown made investors pessimistic about the asset class in 2018. 
As a result, Asian high yield credit now offers a yield of almost 9%. China’s growth will slow, but we think the country is likely to avert an economic hard landing, with Beijing’s gradual shift to more supportive policies cushioning the slowdown.

Euro synthetic credit exposure is also well placed to gain. This credit strategy offers exposure to corporates by selling credit default swaps instead of buying cash bonds. The valuations of euro corporate bonds have been artificially elevated by the ECB’s bond-purchase program. We favor such a synthetic strategy over a traditional bond strategy currently, at least until the ECB unwinds its EUR 170bn corporate bond portfolio.

We also see value in the Emerging Market Bond Index (EMBI), which trades on an attractive 400bps spread over US Treasuries, above its average since 2010 of 350bps, while most developed market credit segments trade well below their long-term averages. By choosing USD-denominated rather than local currency debt, investors are also better cushioned from EM currency volatility.



FinTech: Financial inclusion still has a long way to go

Adults with a banking account in 2014, in %
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Longevity: The difference between being born in 2000 and 2016

Increase in life expectancy at birth, in years, between 2000 and 2016
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Longevity: How do elder people spend their money?

Average growth in spending expected p.a. from 2017-2021
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Country Disclaimer

This document or information contained therein is for information purposes only and constitutes neither a public nor a private offering, is not
an invitation to make offers, to sell, exchange or otherwise transfer any financial instruments in the Russian Federation to or for the benefit of
any Russian person or entity and does not constitute an advertisement or offering of securities in the Russian Federation within the meaning of
Russian securities laws. Recommendations refer to securities or investment products exclusively available through and provided by UBS
Switzerland AG in Switzerland.

UBS employees traveling to Russia are neither authorized to conclude contracts nor to negotiate financial terms thereof while in Russia.
Contracts only become binding on UBS once confirmed in Switzerland. UBS employees traveling to Russia are not permitted to provide an
investment recommendation. Information on securities or investment products provided within Russia therefore illustrate generic capabilities of

UBS or product or asset classes and do not necessarily reflect the risk profile or investment goals of the client, hence such information does not
represent advice.
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