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SECTION 1

UBS’s inflation trading team and inflation linked bond credentials
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UBS’s credentials—sovereign inflation-linked mandates (2005 to date)

Republic of Italy

€5bn 0.95% IL due 2010

January 2005

Republic of Italy

€4bn 2.1% IL due 2017

June 2006

Republic of Italy 

€4bn 2.35% IL due 2019

May 2008

United Kingdom

£1.25bn 1.25% IL due 2055

September 2005

United Kingdom

£5bn 0.50% IL due 2050

September 2009

Republic of France

€4bn 1.8% IL due 2040

March 2007

Australian Gov’t
 
(AOFM)

AUD 4bn 3% IL due 2025

September 2009

United Kingdom

£3.5bn 0.625% IL due 2040

January 2010



SECTION 2

The major global inflation markets
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Historical market capitalization of global linkers: A $1.4 trillion market
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SECTION 3

A few snapshots of the global inflation markets
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10y Global Breakevens and Crude Oil Prices: Apr-08 to Feb-10
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Inflation breakevens: what is it made up of?

Inflation 
Expectations

Supply vs 
Demand 

Imbalances
Inflation   

Risk Premium

Relative 
Illiquidity 
Discount

+ + +
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Inflation breakevens: typical market example

Inflation 
Expectations

Supply vs 
Demand 

Imbalances
Inflation   

Risk Premium

Relative 
Illiquidity 
Discount

+ + +

0%

2.00%

2.20%

2.50%
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Inflation breakevens: unusual, but not unrealistic, market example

Inflation 
Expectations

Supply vs 
Demand 

Imbalances
Inflation   

Risk Premium

Relative 
Illiquidity 
Discount

+ + +

0%

2.00%
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Breakevens vs crude oil
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Breakevens vs. equity markets
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… but is this really how things should continue?
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Breakevens vs. equity markets: return to normality

DBRi16 breakevens and 
equity prices
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
 

There is a high correlation between breakevens and 
equity prices from the start of the equity market rally 
in March 2009 until mid July 2009


 

During this period, breakevens recovered to reach 
levels that we have largely maintained (i.e. 1.80 to 
2.00 range)


 

As equity market indices should be a long-term up-
 trending quantity and breakevens should be mean 

reverting, 

–
 

Disruption of the correlated trend is a positive 
signal for the inflation market, i.e. indicating a 
certain return to normality post Q4 2008


 

The inflation markets continue to be wary of weakness 
in equities and correlate well with downturns in the 
equity markets, as well as bounces following drops as 
indicated by the two periods shown in the graph for 
Q3 and Q4 2009 and into 2010
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Breakevens: cross-market comparison
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October 2009 saw huge increase in 
Euro Linker issuance
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Breakevens: 10y vs 30y
French 10-year –

 
30-year breakeven spread analysis


 

French 10-year –
 
30-year breakeven spreads were stable at or just below +20 basis points until September 2008

–
 

We have used France as an example here in the absence of a German 30-year inflation-linked issue 


 

Post Lehman, short-end underperformance due to low inflation and / or deflation concerns widened this spread


 

The spread remained volatile and started to contract as equity markets, oil and 10-year breakevens started to recover 
strongly from March 2009


 

The 10-year –
 
30-year breakeven spreads have stabilised in the +40 to +50 basis points range for the French ei

 
curve, much 

wider than the pre-Lehman period as the market is more correctly pricing in inflation risk premiums for long maturity 
inflation-linked bonds


 

For issuers, one of the attractions of linker issuance is the savings made from not paying the inflation risk 
premium


 

This makes long-dated euro inflation linked issuance very attractive on a relative value basis
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Global linker asset swap history—a glimpse into derivatives:
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… inflation swap supply/demand issues continue

Inflation bond market illiquidity & inflation swap supply 
constraints were the problem …
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Prospects for 2010 … part I 

 We should continue seeing correlation of 10y breakevens with global 
equity markets

 Once the recovery is seen as sustainable, we will see a decoupling of 
breakevens and equity market performance—already visible in some 
markets

 We see potential for rising breakevens on the back of rising nominal 
yields in the UK post QE: any replacement (e.g. requiring clearing banks to 
hold more gilts, or QE II) will likely fall short of what QE did in 2009

 The LDI-driven flows will mean ‘cheaper’ real yields will find buyers and 
will therefore lag the rise in nominal yields in the above environment

 We believe that the pressure of more supply in the Euro-zone would 
mean 10-15y area Euro breakevens will continue to underperform other 
markets

 Euro-zone 10s30s breakeven curve steepness to stay with us—long end 
demand, esp from Dutch Pension Funds will continue, unless we get a 
sustained equity market collapse
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Prospects for 2010 … part II

 We believe 10y US breakevens are rich relative to the wings and the 
10s30s breakeven curve should steepen

 The re-introduction of the 30-year TIPS program will bring in more 
demand in the long end, driven mainly by real rate demand rather than 
any breakeven RV

 The Aussie market will continue to act as a proxy for Asian market growth 
and inflationary pressures

 The Japanese market may well see floored JGBi’s and an extension of the 
curve beyond 10 years

 An improved credit environment should allow more non-sovereign 
inflation-linked issuance routes in the usual markets
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Independence of research:  

Equity research is produced for the benefit of the firm’s investing clients.  The primary objectives of each analyst in the equity research department are:  to analyse the companies, industries and 
countries they cover and forecast their financial and economic performance; as a result, to form opinions on the value and future behaviour of equity and equity-linked securities issued by the companies 
they cover; and to convey that information to UBS’

 
investing clients.

Each issuer is covered by the equity research department at its sole discretion.

The Research Department produces equity research independently of other UBS

 
business areas and UBS

 
AG business groups.     

This

 
presentation has been prepared by UBS

 
AG and/or its affiliates (together, “UBS”) for the exclusive use of the party to whom UBS

 
delivers this presentation (the “Company”) using information provided by the Company 

and other publicly available information. UBS

 
has not independently verified the information contained herein, nor does UBS

 
make any representation or warranty, either express or implied,

 
as to the accuracy, completeness 

or reliability of the information contained in this presentation. This presentation should not be regarded by the Company as a substitute for the exercise of its own judgment and the Company is expected to rely on its own 
due diligence if it wishes to proceed further. 

The valuations, forecasts, estimates, opinions and projections contained herein involve elements of subjective judgment and analysis. Any opinions expressed in this material are subject to change without notice and may 
differ or be contrary to opinions expressed by other business areas or groups of UBS

 
as a result of using different assumptions and criteria. This presentation may contain forward-looking statements. UBS

 
undertakes no 

obligation to update these forward-looking statements

 
for events or circumstances that occur

 
subsequent to such dates or to update or keep current any of the

 
information contained herein. Any estimates or projections as 

to events that may occur in the future (including projections of

 
revenue, expense, net income and stock performance) are based upon the best judgment of UBS

 
from the information provided by the Company and other 

publicly available information as of the date of this presentation. Any statements, estimates or projections as to UBS’

 
fees or other pricing are accurate only as at the date of this presentation. There is no guarantee that any 

of these estimates or projections will be achieved. Actual results will vary from the projections and such variations may be material. 

Nothing contained herein is, or shall be relied upon as, a promise or representation as to the past or future. UBS, its affiliates, directors, employees and/or agents expressly disclaim any and all liability relating or resulting 
from the use of all or any part of this presentation or any of the information contained therein. 

This presentation has been prepared solely for informational purposes and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments. The Company should not construe 
the contents of this presentation as legal, tax, accounting or investment advice or a recommendation. The Company should consult

 
its own counsel, tax and financial advisors as to legal and related matters concerning any 

transaction described herein. This presentation does not purport

 
to be all-inclusive or to contain all of the information that the Company may require. No investment, divestment or other financial decisions or actions should 

be based solely on the information in this presentation.

This presentation has been prepared on a confidential basis solely for the use and benefit of the Company; provided that the Company and any of its employees, representatives, or other agents may disclose to any and all 
persons, without limitation of any kind, the tax treatment and tax structure of the transaction and all materials of any kind (including opinions or other tax analyses) that are provided to the Company relating to such tax 
treatment and tax structure. Distribution of this presentation to any person other than the Company and those persons retained to advise the Company, who agree to maintain the confidentiality of this material and be 
bound by the limitations outlined herein, is unauthorized. This material must not be copied, reproduced, distributed or passed to others at any time, in whole or in part, without the prior written consent of UBS.

©

 
UBS

 
2010. All rights reserved. UBS

 
specifically prohibits the redistribution of this material and accepts no liability whatsoever for the actions of third parties

 
in this respect.
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