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Investment Theme

Finding equity-like returns in corporate
bonds

At a glance

The deep-frozen credit markets have led to a significant widening of
credit spreads and a historic re-pricing of corporate bonds. As a re-
sult, we believe investors willing to assume some degree of risk may
potentially earn total returns in excess of 10% by selectively invest-
ing in fundamentally healthy issuers that were squeezed by the tight
credit markets.

In this Investment Theme, we aim to highlight some issuers that
carry a higher degree of risk, but, in return, offer what we view to
be equity-like total return opportunities. As a result, we view these
recommendations as appropriate for traditional equity investors as
well as those fixed-income investors with a higher risk tolerance.

Banks and Brokers

B \We believe the government erred when it failed to affect a rescue
for Lehman; we do not expect this kind of error to be repeated.

B On 14 October, Treasury announced plans to take equity stakes
directly in healthy banks.

B We think Treasury’s recapitalization plan for financial institutions
should insulate creditors from losses.

B We view the bonds of Bank of America, Citigroup, Goldman
Sachs and Morgan Stanley as offering the best risk/reward oppor-
tunities.

Industrials and non-Bank Financials

B The stress in the credit markets extends well beyond Financials,
hitting bond issuers whose businesses are linked to housing, em-
ployment and consumer spending especially hard.

B \We see favorable long-term opportunities in the bonds of Ameri-
can Express, AT&T, General Electric, Home Depot, IBM and Kraft.

Please note: All prices and yields presented in this Investment
Theme are those from close of business on 13 October 2008.

The frozen credit markets have led to a significant widening of credit
spreads and a historic re-pricing of corporate bonds. Given current
market dislocations, investors can purchase bonds of relatively strong,
investment-grade issuers at significant discounts to par. In our view,
this presents a significant opportunity for capital appreciation. In addi-
tion, with coupons generally in the 5% to 8% range, these invest-
ments generate a steady income stream. Overall, investors willing to
assume some degree of risk may potentially earn total returns in excess
of 10% by holding these bonds to maturity; whereas 18 months ago,
investors could expect returns of only 4%-5% from the bonds of these
same issuers. Nearer-term spread compression could lead to even
higher returns over a shorter period of time.

WMR Bond Recommendations focus on safety and stability, believing
that capital preservation is the primary goal of fixed-income investors.
However, in this Investment Theme, we highlight some issuers that
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Credit Spreads (bps)

Credit spreads for bonds of Financial sector issuers have
widened out at a faster rate than those for Industrial sector
issuers

800
Industrials
700
Fi ial
600 inancials
500
400
300
200
100
0
N IS I 00 0O 00O 0O 0O O o 0 o
PP
§88:22%825238

Source: Lehman Live, UBS WMR, as of 14 October 2008

Summary of Issuers

Though we provide representative bond issues in this
report, we feel that all senior unsecured debt of
these issuers present compelling opportunities for
investors willing to tolerate some risk.

Banks and Brokers

Bank of America, including Countrywide and poten-
tially Merrill Lynch

Citigroup

Goldman Sachs

Morgan Stanley

Industrials and non-Bank Financials
American Express

AT&T

General Electric

Home Depot

IBM

Kraft

Source: WMR, 14 October 2008

This report has been prepared by UBS Financial Services Inc. (UBS FS).

ANALYST CERTIFICATION AND REQUIRED DISCLOSURES BEGIN ON PAGE 6.
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carry a higher degree of risk. In return, we think they offer equity-like
return opportunities.

We note that volatility is likely to persist in credit markets, and loss of
principal is possible. Therefore, we view many of these opportunities as
appropriate only for investors with a higher risk tolerance. For
those with a more conservative risk profile, please see our regularly
updated Bond Recommendations publications.

Banks and Brokers

We attribute much of the turmoil in the credit markets to the fallout
from the Lehman bankruptcy. In the weeks that followed, both long-
and short-term debt markets have come to a near standstill. We be-
lieve that the government made a mistake and underestimated the ef-
fects of not facilitating some sort of rescue for Lehman. We do not be-
lieve this mistake will be repeated. Rather, it is our view that the future
model for dealing with a large, failing financial institution will more
closely resemble that used for Bear Stearns, AlG and to some extent
Fannie Mae and Freddie Mac. In each of these instances, the govern-
ment stepped in to support the company and its bondholders, with
most or all equity being wiped out.

Support from the government can take a variety of forms. One exam-
ple is explicit support to private investors looking to recapitalize a fi-
nancial institution, such as the backstop and loss provisions extended
to JPMorgan in order to facilitate its acquisition of Bear Stearns. Such a
model enables a private-sector solution, albeit one backed with tax-
payers' dollars.

On 14 October, Treasury announced plans to provide capital to healthy
banks in exchange for preferred shares. Nine of the largest financial US
institutions will receive USD 125 billion, while an additional USD 125
billion will be used to recapitalize smaller financial institutions. While
the full effects of this action should take some time to emerge, we ex-
pect that it will help to stabilize the banking system, and we view this
measure as another important step in restoring order to the credit
markets.

As we move through the next few months, we believe the combina-
tion of these methods, both recapitalization and nationalization of fi-
nancial institutions, will insulate creditors and protect them from
losses. With this in mind, we believe it is appropriate now for bond in-
vestors with an appetite for risk, as well as for traditional equity inves-
tors, to consider investing in Financials through the purchase of senior
unsecured bonds. Given our belief that bondholders will be protected
in the future while equity holders may not be, these investments offer
reasonable downside protection.

Below, we highlight the Financial sector bond issuers that we believe
offer the most attractive investment opportunities. We expect each of
these issuers to survive the current turmoil because, in our view, they
are too enmeshed in the workings of the financial system to be al-
lowed to fail. Further, we believe that, if recapitalized, each has the
earnings generation potential to operate profitably in the future.

Bank of America

Overall, we feel comfortable with Bank of America's current funda-
mental profile, but recognize that the company has added risk over the
past nine months with the acquisition of Countrywide and Merrill
Lynch. Despite raising nearly USD 10 billion in new equity recently, and
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reducing its dividend, we think more capital will be needed, which
would be a positive for the credit. With Bank of America's high expo-
sure to the US consumer, the near-term outlook remains challenging.
Still, given its growing footprint and importance to the US banking in-
dustry, we view Bank of America as a primary beneficiary of the Treas-
ury recapitalization plan.

Representative bond issue:
Bank of America Corp 5.65% due 5/1/18.
CUSIP: 06051GDX4 Price: 81.0 Yield to Maturity: 8.6%

Citigroup

Much like Bank of America, we view Citigroup as highly important to
the US banking system and we believe it, too, will be a primary benefi-
ciary of government plans to stabilize the financial system. There is
much heavy lifting to do as Citigroup attempts to shed non-core busi-
nesses, reduce risk, and stabilize its balance sheet. The execution risk
associated with these activities is the reason why Citigroup's bonds
trade well below its AA-rated peers. Credit quality may continue to
weaken as net credit losses and non-performing assets increase. While
financial results may be uneven over the next few quarters, leading to
further volatility for the company’s bonds, we view default risk as low.

Representative bond issue:
Citigroup Inc. 6.125% due 5/15/2018
CUSIP: 172967ES6 Price: 79.8 yield to Maturity: 9.37%

Goldman Sachs and Morgan Stanley

Recent negative rating actions by Moody's, although overdue, have
been offset by fresh capital raised from large and respected investors,
with Warren Buffett purchasing a stake in Goldman Sachs, and Mitsu-
bishi investing in Morgan Stanley. Still, we view the broader market's
lack of confidence in the traditional wholesale-funded investment
banking model as worrisome. We await these issuers making use of
their new bank holding company status to stabilize their sources of
funding. For both, we expect the next few years to be challenging as
they struggle with a new business mix, changing funding models and
the weakening economic environment. While it is probable that both
will be less profitable over the next few years, we believe that their
current capital and liquidity positions should enable them to weather
the storm and emerge as profitable, albeit less leveraged, businesses.

Representative bond issues:
Goldman Sachs Group Inc. 6.15% due 4/1/18.
CUSIP: 38141GFM1 Price: 82.1 Yield to Maturity: 9.00%

Morgan Stanley 5.375% due 10/15/15
CUSIP: 61746SBR9 Price: 53.5 Yield to Maturity: 16.98%

Industrials and non-Bank Financials

The stress in the credit markets extends well beyond the Banks and
Brokers, most acutely affecting those issuers exposed and correlated to
a litany of joyless data points, including housing, employment and con-
sumer spending. As a result, we have identified a number of issuers
that we believe offer extremely attractive long-term opportunities, as
spreads have widened dramatically though we see little likelihood of
significant deterioration in their fundamentals. These include:
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American Express

Certainly, many operating trends do not bode well right now. Rising
unemployment as well as further declines in housing could lead to de-
teriorating asset quality. However, we dispute recent concerns that dis-
locations in the commercial paper market could cripple the company’s
operating ability. American Express enjoys ample liquidity and has cur-
tailed share repurchases in order to conserve capital. While delinquen-
cies and loss rates may rise, it is our view that default risk remains ex-
tremely low.

Representative bond issue:
American Express 7% due 3/19/18
CUSIP: 025816AY5 Price: 86.7 Yield: 9.13%

AT&T

Operating results have been broadly favorable despite a number of
challenges, most notably a weakening economy. Fewer housing starts
and rising foreclosures may lead to weakness in the consumer seg-
ment. Still, we believe with improving margins and a commitment to
reducing debt with free cash flow while reducing share repurchases,
AT&T will enhance its already solid credit profile. Weakness in the tele-
com sector, stemming largely from funding concerns, is less relevant
for AT&T, as the company has manageable debt maturities.

Representative bond issue:
AT&T Inc. 5.5% due 2/1/18
CUSIP: 00206RAJ1 Price: 80.29 Yield: 8.62%

General Electric

GE's robust credit quality reflects its leading global market positions
across a broad range of businesses, its strong free cash flow genera-
tion and financial flexibility. GE's bonds have fallen recently, mainly
due to investor concerns over funding issues at GE Capital Corp.
(GECC), which contributes about 50% of GE's profits, given GECC's
reliance on wholesale funding. However, unlike the portfolios of many
banks and brokerages, the vast majority of GECC's assets are origi-
nate-to-hold rather than originate-to-sell, which mitigates large quar-
terly mark-to-market swings and reduces the probability of large asset
write-downs. The company has also taken prudent steps, in our view,
to improve its liquidity, issuing common and preferred stock and re-
ducing its reliance on commercial paper funding. Despite our expecta-
tions for higher delinquencies and loan loss provisions in 2009, leading
to declining profits, we view GE as low-risk, noting that roughly 55%
of GE's profits come from its healthy industrial businesses (NBC Univer-
sal, Infrastructure, Health Care, & Industrial).

Representative bond issue:
General Electric Capital Corp 5.625% due 5/1/18
CUSIP: 36962G3U6 Price: 86.75 Yield to Maturity: 7.60 %

Home Depot

Home Depot is a well-established leader in the home improvement re-
tail industry. We feel the intense pressures on the industry could last
well into 2009 with the near-term industry outlook becoming even
more competitive. However, we believe Home Depot will take advan-
tage of the current industry downturn to increase its market share. A
favorable cash-flow outlook, strong focus on cost-containment and
minimizing capital expenditures, and a relatively good liquidity position
should help to solidify Home Depot's market-leading position. The
largest risks include a worsening housing market in the near term, or a
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delayed US economic recovery.

Representative bond issue: Home Depot 5.4% due 3/1/2016
CUSIP: 437076AP7 Price: 71.5 Yield to Maturity: 11.17%

IBM

WMR views IBM's credit trend as Stable. While customer spending is
likely to decline next year globally, IBM's high level of recurring reve-
nue should, in our view, help it to weather the storm better than most.
Interestingly, the turbulence in the financial markets could serve to
strengthen IBM's market position, as financial institutions are likely to
reduce the number of vendors they use in favor of the larger ones. A
major risk for IBM remains the possibility of a large acquisition that
negatively impacts its capital structure. Still, we would expect such a
transaction to be prudently funded. With low-single-digit revenue
growth, we think capital preservation and maximization of cash flow
are likely to be prioritized.

Representative bond issue: IBM 7.625% due 10/15/2018
CUSIP: 459200GM?7 Price: 99.0 Yield to Maturity: 7.7%

Kraft

Kraft has leading market share in a broad range of food categories. It
is in the midst of a turnaround effort that aims to restore earnings
growth by investing in its top categories. We expect free cash flow to
improve as the program draws to a close. Rising commodity costs have
pressured earnings, but Kraft is working to offset the impact via higher
prices and productivity. Principal risks to its credit outlook include the
potential for debt-financed acquisitions and a possible slowing of sales
and profit growth if US consumers trade down to cheaper, private la-
bel products in light of the weakening economy.

Representative bond issue: Kraft 6.125% due 8/23/18
CUSIP: Price: 88.9 Yield to Maturity: 7.75%
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Back to "At a glance"

Statement of Risk
Bond market returns are difficult to forecast because of fluctuations in the economy, investor psychology, geopolitical conditions
and other important variables.

Corporate bonds are subject to a number of risks, including credit risk, interest rate risk, liquidity risk, and event risk. Though his-
torical default rates are low on investment-grade corporate bonds, perceived adverse changes in the credit quality of an issuer
may negatively affect the market value of securities. As interest rates rise, the value of a fixed coupon security will likely decline.
Bonds are subject to market value fluctuations, given changes in the level of risk-free interest rates. Not all bonds can be sold
quickly or easily on the open market.

Prospective investors should consult their tax advisors concerning the federal, state, local, and non-U.S. tax consequences of own-
ing any securities referenced in this report.

Preferred stocks are subject to market value fluctuations, given changes in the level of interest rates. For example, if interest rates
rise, the value of these securities could decline. If preferred stocks are sold prior to maturity, price and yield may vary. Adverse
changes in the credit quality of the issuer may negatively affect the market value of the securities. Most preferred securities may
be redeemed at par after five years. If this occurs, holders of the securities may be faced with a reinvestment decision at lower
future rates. Preferred stocks are also subject to other risks, including illiquidity and certain special redemption provisions.

Appendix

Required Disclosures

Analyst Certification

Each research analyst primarily responsible for the content of this research report, in whole or in part, certifies that with respect to
each security or issuer that the analyst covered in this report: (1) all of the views expressed accurately reflect his or her personal
views about those securities or issuers; and (2) no part of his or her compensation was, is, or will be, directly or indirectly, related
to the specific recommendations or views expressed by that research analyst in the research report.

If the date of this report is not current, the investment opinion and contents may not reflect the analyst's current thinking.

For a complete set of Required Disclosures relating to the companies that are the subject of this report, please mail a request to
UBS Wealth Management Research Business Management, 1285 Avenue of the Americas, 13t Floor, Avenue of the Americas,
New York, NY 10019.

UBSFS and/or its affiliates trade as principal in the fixed income securities discussed in this report.

UBS Securities LLC is a subsidiary of UBS AG and an affiliate of UBS Financial Services Inc.
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Recommendation

Time Horizon

WMR Terminology

UBS Wealth Management Research / 14 October 2008

Definition

Issuer / Bonds have exceptionally strong credit quality.

WMR Credit Trend

AAA AAA is the best credit quality.
High AA
9 Mid AA Issuer / Bonds have very strong credit quality.
©
G} Low AA
é High A
G Mid A Issuer / Bonds have high credit quality.
>
= Low A
High BBB
Mid BBB Issuer / Bonds have adequate credit quality. This is the lowest
Investment Grade category.
Low BBB
. High BB
WMR Credit/Bond* . . _ .
Rret. weon Longer Term . Issuer / Bonds have weak credit quality. This is the highest
ating Mid BB g
Speculative Grade category.
Low BB
° High B
8 Mid B Issuer / Bonds have very weak credit quality.
g
= Low B
(V]
£ High CCC
% Mid CCC Issuer / Bonds have extremely weak credit quality.
Zg Low CCC
CcC . .
c Issuer / Bonds have very high risk of default.
Obligor failed to make payment on one or more of its financial
D commitments. This is the lowest quality of the Speculative Grade
category.
| . The WMR Credit Trend reflects the analyst's expectation that the
mproving company's credit fundamentals will improve.
Stable The WMR Credit Trend reflects the analyst's expectation that the

company's credit fundamentals will remain stable.

Deteriorating

The WMR Credit Trend reflects the analyst's expectation that the
company's credit fundamentals will deteriorate.

Review within

a couple of Watch + Increased likelihood of WMR Credit Rating upgrade(s).
months
Review within
a couple of Watch - Increased likelihood of WMR Credit Rating downgrade(s).
months

Recommendation

WMR Terminology

Definition

Bond
Recommendation

Outperform (OUT)

The bond is expected to earn a higher total return than a liquid
bond benchmark representing a comparable level of risk.

Marketperform (MKT)

The bond is expected to earn a total return in line with a liquid bond
benchmark representing a comparable level of risk.

Underperform (UND)

The bond is expected to earn a lower total return than a liquid bond
benchmark representing a comparable level of risk.

Sell (SELL)

In light of substantial downside credit or default risk, and the expec-
tation of a lower total return than a liquid bond benchmark repre-
senting a comparable risk, investors should sell these bonds.

*The Bond Rating reflects WMR's opinion of the credit quality of a bond. The WMR Bond Rating is derived by adjusting the WMR Credit Rating of the issuer for any
collateral-type and capital structure considerations specific to that bond. This may result in the bond having a different risk profile, and therefore a different rating than

the issuer, as well as other bonds of the issuer.
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Appendix

Disclaimer

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

Opinions may differ or be contrary to those expressed by other business areas or groups of UBS AG, its subsidiaries and affiliates.
UBS Wealth Management Research (UBS WMR) is written by, and intended for use by clients of, UBS Global Wealth Man-
agement and Business Banking. UBS Investment Research is written by UBS Investment Bank. The research process of UBS
WMR is independent of UBS Investment Research. As a consequence research methodologies applied and assumptions made
by UBS WMR and UBS Investment Research may differ, for example, in terms of investment horizon, model assumptions, and
valuation methods. Therefore investment recommendations independently provided by the two UBS research organizations can
be different.

The analyst(s) responsible for the preparation of this report may interact with trading desk personnel, sales personnel and other
constituencies for the purpose of gathering, synthesizing and interpreting market information. The compensation of the analyst(s)
who prepared this report is determined exclusively by research management and senior management (not including investment
banking). Analyst compensation is not based on investment banking revenues, however, compensation may relate to the reve-
nues of UBS Global Wealth Management and Business Banking as a whole, of which investment banking, sales and trading are a
part.

At any time UBS AG, its subsidiaries and affiliates (or employees thereof) may make investment decisions that are inconsistent
with the opinions expressed in this publication, may have a long or short positions in or act as principal or agent in, the securities
(or derivatives thereof) of an issuer identified in this publication, or provide advisory or other services to the issuer or to a com-
pany connected with an issuer. Some investments may not be readily realisable since the market in the securities is illiquid and
therefore valuing the investment and identifying the risk to which you are exposed may be difficult to quantify. UBS relies on in-
formation barriers to control the flow of information contained in one or more areas within UBS, into other areas, units, groups
or affiliates of UBS. Some investments may be subject to sudden and large falls in value and on realisation you may receive back
less than you invested or may be required to pay more. Changes in foreign currency exchange rates may have an adverse effect
on the price, value or income of an investment. Past performance of an investment is not a guide to its future performance. Addi-
tional information will be made available upon request.

All Rights Reserved. This document may not be reproduced or copies circulated without prior written authority of UBS or a sub-
sidiary of UBS. UBS expressly prohibits the distribution and transfer of this document to third parties for any reason. UBS will not
be liable for any claims or lawsuits from any third parties arising from the use or distribution of this document. This report is for
distribution only under such circumstances as may be permitted by applicable law. The securities described herein may not be eli-
gible for sale in all jurisdictions or to all categories of investors.

UK: Approved by UBS AG, authorised and regulated in the UK by the Financial Services Authority. A member of the London Stock
Exchange. This publication is distributed to private clients of UBS London in the UK. Where products or services are provided from
outside the UK they will not be covered by the UK regulatory regime or the Financial Services Compensation Scheme. USA: Dis-
tributed to US persons by UBS Financial Services Inc., a subsidiary of UBS AG. UBS Financial Services Inc. accepts responsibility for
the content of a report prepared by a non-US affiliate when it distributes reports to US persons. All transactions by a US person in
the securities mentioned in this report should be effected through a US-registered broker dealer affiliated with UBS, and not
through a non-US affiliate. Canada: In Canada, this publication is distributed to clients of UBS Wealth Management Canada by
UBS Investment Management Canada Inc.. Germany: Issuer under German Law is UBS Deutschland AG, Stephanstrasse 14 - 16,
60313 Frankfurt am Main. Bahamas: This Publication is distributed to private client of UBS (Bahamas) Ltd and is not intended for
distribution to persons designated as a Bahamian citizen or resident under the Bahamas Exchange Control Regulations. Hong
Kong: This publication is distributed to clients of UBS AG Hong Kong Branch by UBS AG Hong Kong Branch, a licensed bank un-
der the Hong Kong Banking Ordinance and a registered institution under the Securities and Futures Ordinance. Singapore: Dis-
tributed by UBS AG Singapore Branch, an exempt Financial Adviser under the Singapore Financial Advisers Act. Australia: Dis-
tributed by UBS Wealth Management Australia Ltd (Holder of Australian Financial Services Licence No. 231127), Chifley Tower, 2
Chifley Square, Sydney, New South Wales, NSW 2000.

© UBS 2008. The key symbol and UBS are among the registered and unregistered trademarks of UBS.
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