
Weekly
11 February 2016

UBS House View Europe
Chief Investment Office WM

ab This report has been prepared by UBS AG, UBS Switzerland AG and UBS Financial Services Inc.  
Please see important disclaimer at the end of the document. 

Global stock markets dropped in 
turbulent trading conditions this 
week due to ongoing concerns about 
volatile oil prices, uncertain Chinese 
policymaking and fears of a US reces-
sion. European banks declined and 
credit insurance costs climbed. 
Selected banks’ results disappointed 
expectations, but the principal driver 
was spreading concern over bank prof-
itability in a negative interest rate envi-
ronment. CIO thinks equity valuations 
largely reflect these concerns. CIO 
maintains a neutral tactical stance on 
equities in its global tactical asset 
allocation (TAA).

US Federal Reserve Chair Janet 
­Yellen testified before the House 
Financial Services Committee, 
stating that financial conditions had 
become less supportive of growth, 
noting the drop in stock markets, 
higher borrowing rates for riskier bor-
rowers and the strong dollar. If these 
persist, Yellen said US economic 
growth and labor market improve-
ments may come under pressure; 
meanwhile lower oil and other com-
modity prices will keep inflation low. 
Yellen’s testimony left the Fed’s basic 
stance unchanged: the Committee 
expects to raise rates gradually, and 
will remain data-dependent. CIO main-
tains that the Fed will hike interest 
rates once or twice in 2016, a more 
accommodative stance than expected 
at the beginning of the year.

The Fed’s Labor Market Conditions 
Index made gains on the month, 
but below expectations. The headline 
index rose 0.4 points in January, its 
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slowest increase since April last year 
and below consensus forecasts for a 
two-point gain. However, recent US 
labor data still point to a recovery in 
the US jobs market. Unemployment 
dipped to 4.9% (below the Fed’s 5% 
estimate of “full employment”) and 
average hourly earnings increased 
2.5% y/y, potentially contributing to 
stronger US inflation. 

Lower demand for German factory 
output led to weaker-than-ex-
pected domestic industrial produc-
tion. Real output slid 1.2% m/m in 
December (seasonally adjusted), mark-
ing the second straight month of 
slowdown (pending revision). Tighter 
labor markets and greater consump-
tion are partly offsetting weaker exter-
nal demand. CIO maintains its over-
weight Eurozone equity positioning in 
its global TAA, but has a neutral coun-
try preference for German stocks.

China’s FX reserves declined by 
USD 99.5bn in January, less than 
expected. This compares with the 
USD 107.9bn fall in December, the 
largest on record. Financial markets 
are still focused on whether China can 
balance a set of competing claims, 
including managing a growth slow-
down and easing domestic monetary 
conditions, while preventing further 
capital outflows. CIO still believes the 
scale of Chinese yuan depreciation 
against the US dollar will be moderate 
and controlled. We expect a USDCNY 
rate of 6.80 in 12 months’ time.

Market comments
Calculations are based on the past five days

¢	 Global equity markets declined further this 
week, with the Euro Stoxx 50 heading toward 
its lowest level since September 2013. Emerg-
ing market stocks have outperformed devel-
oped markets by some 2.5% this year.

¢	 A flight to quality led to US and European 
high grade bonds rallying 0.5% and 0.2%, 
respectively. Riskier credit, such as US and 
European high yield debt, lost value as spreads 
in energy and financials widened further. 
10-year government yields in Japan and the 
UK hit new lows.

¢	 In commodity and currency markets, 
the Japanese yen strengthened toward 111 
against the US dollar, and gold climbed above 
USD 1,200 as global risk aversion rose.
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Market moves
CIO view –1w – 3m ytd

S&P 500 –2.7% –10.5% –9.2%

Euro Stoxx 50 OW –2.9% –17.4% –13.6%

MSCI EM UW 1.1% –12.1% –8.0%

FTSE 100 UW –2.3% –8.6% –8.6%

SMI –4.4% –12.3% –11.9%

NIKKEI 225 –8.6% –20.0% –17.4%

US high grade bonds UW 0.5% 2.7% 2.6%

Euro high grade bonds UW 0.2% 2.4% 2.8%

US investment grade bonds OW 0.4% 0.5% 0.7%

Euro investment grade bonds –0.3% 0.1% 0.2%

US high yield bonds –2.5% –7.9% –4.4%

European high yield bonds OW –1.7% –5.0% –3.2%

EM sovereign bonds –0.3% –1.9% –0.9%

EM corporate bonds 0.3% –1.8% 0.0%

Source: Bloomberg, UBS as of 11 February 2016 
OW = tactical overweight  
UW = tactical underweight
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 Deeper dive

Negative thinking: 
What are the benefits 
and limits of sub-zero 
interest rates? 

How low can central banks go? Until recently it was 
assumed that policy makers had to stop once they had 
cut nominal interest rates to zero. But negative interest 
rates – charging commercial banks for the privilege of 
holding reserves with the central bank – are being 
more widely deployed. Countries accounting for almost 
a quarter of global GDP now have sub-zero interest 
rates – including the Eurozone, Switzerland, and most 
recently Japan. 

Even in the US, where 100bps of rate hikes were priced 
in at end-2015, markets now attach a 10% chance (four 
times higher than the start of this year) that the Fed 
will impose negative rates over the next 12 months, in 
response to softer current economic activity indicators. 

Those central banks that have gone negative believe it 
could boost growth and markets in several ways. First, 
the policy should encourage commercial banks to make 
loans to avoid charges on cash in excess of mandatory 
reserves. Second, sub-zero rates also have the potential 
to weaken a nation’s currency, making exports more 
competitive and boosting inflation as imports become 
more expensive. In addition, by lowering short-dated 
government bond yields, negative rates should increase 
the relative appeal of equities, helping that market. 
Finally, negative rates may complement other easing 
measures (like QE), and signal central bank resolve to 
tackle persistently below-target inflation.

That is the theory. But the brief history of negative 
rates shows things haven’t always gone according to 
plan. So what are the limits of the policy and its possi-
ble unintended consequences?  

Bottom line
Central banks are determined to do what it takes to 
boost growth and inflation. With interest rates already at 
zero, more central banks have been resorting to negative 

interest rates to fulfill their objective. But as policy 
becomes more unorthodox, investors will need to moni-
tor potential unintended consequences more closely.

Credit conditions might actually tighten: For negative 
rates to boost bank lending, commercial banks must 
become willing to lend more, and/or at lower costs. 
A sticking point is that negative rates tend to squeeze 
bank profits – trimming the gap between the rates at 
which they borrow and offer loans. If profits suffer too 
much, banks may even scale back lending. Difficulties 
in imposing negative rates on depositors may mean 
debt costs rise for other consumers; Swiss and Danish 
banks have hiked borrowing costs for homeowners 
since negative rates were introduced. 

Equities don’t always respond: Negative rates can 
promote a shift from bonds to stocks. But this effect 
has not been clear recently. Since banks form a large 
proportion of equity market capitalization, as in the 
US and Japan, shrinking bank profitability may drag 
on stock indices. 

Foreign exchange rates not playing ball: Negative rates 
should lead to currency depreciation. This link too 
appears to have broken recently. The yen has appreci-
ated 5.4% against the US dollar since Japan’s policy 
move, with rising risk aversion over-riding interest rate 
differentials. 

Central banks go too far: President Mario Draghi has 
said there are no limits to the ECB’s potential easing. 
But there is a limit to how negative rates can go. At 
a certain point, commercial banks could be forced to 
charge clients to hold deposits, which could lead many 
to convert savings into physical cash.

Christopher Swann
Global Investment Office

Watch this week’s
UBS House View Weekly Video

Christopher Swann
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 Regional view

 Politics is back

Heightened market volatility is mak-
ing big news this year. But political 
noise is also on the rise again in 
Europe, grabbing headlines. Unfor-
tunately, we think that it will be June 
at the earliest before political uncer-
tainty subsides given the market’s 
current sensitivity to risks.

The outright monetary transactions 
(OMT) lawsuit – a high-profile case 
critical for the long-term future of 
Europe – is moving back into the 
spotlight. On Tuesday the German 
Constitutional Court will hold 
another hearing on it, but it is still 
unclear when the court will rule con-
clusively on the case. We expect a 
“yes, but…” ruling, but an outright 
negative one that severely restricted 
asset purchases could roil markets. 
National courts tend to follow the 
European Court of Justice, which 
has issued a market-friendly “prelim-
inary ruling,” but that is not a given. 

A few days later, the European 
Council will focus on immigration 
and a British exit from the EU. 
Everything points to further turmoil 
on the thorny immigration issue, 
and the Schengen treaty, which 
mandates passport-free movement 
across member states, remains at 
risk. The political order tends to 
favor pragmatic approaches rather 

than outright disarray, so expecta-
tions are that border controls will 
remain temporary. 

The UK’s referendum on EU mem-
bership meanwhile appears increas-
ingly likely to be held in June. In 
our view, UK Prime Minister David 
Cameron will soon be in a position 
to lead the “remain” camp, which 
should prevail over a divided and 
fragmented “leave” campaign. We 
currently assign a 70–80% probabil-
ity to the UK voting to stay in 
the EU.

Later this month, on February 26, 
Ireland will hold elections. The risk 
of a political stalemate, with no 
party able to form a majority in the 
Dail, is currently high, and raises 
the prospect that either a minority 
government would have to rely on a 
number of independent members or 
another election would be needed. 
This could harm the domestic econ-
omy, which has staged a strong 
recovery. One only has to look at the 
inconclusive Spanish election results 
to see the ill effects of a stalemate, 
which is hampering Spain’s recovery. 
The situation remains highly fluid in 
Spain, and we assign a 40% proba-
bility to a left coalition emerging 
there.

Greece, never long out of the news, 
is working with its creditors to com-
plete the first bailout review in the 
coming weeks. The government has 

considerable incentive to do so as a 
successful review opens the door to 
better bailout terms. Creditors keep 

asking for additional steps, such as 
pension reform and more fiscal mea-
sures, which have triggered street 
protests. But the gaps between the 
two sides appear manageable, in 
our view, even if negotiations will 
likely go on longer than expected. 

Although these event risks can 
undoubtedly weigh on market senti-
ment, they also act as a support for 
it when they are positively resolved. 
We expect the most important of 
these issues to meet with market-
friendly resolutions, which would 
mean that the UK remains in the EU, 
Greece obtains better bailout terms 
from its creditors and the German 
legal system rules that OMT are con-
stitutional. 

Kind regards,
Ricardo Garcia 

“Although event risks can undoubtedly weigh 
on market sentiment, they also act as a support 
for it when they are positively resolved.”

Podcast
www.ubs.com/podcast

Ricardo Garcia
Head, European Macroeconomics

UBS House View Weekly — 11 February 2016



UBS Chief Investment Office WM’s investment views are prepared and published by Wealth Management and Retail & Corporate or Wealth Management Americas, Business Divisions of UBS AG (regulated by FINMA in 
Switzerland), its subsidiary or affiliate (“UBS”). In certain countries UBS AG is referred to as UBS SA. This material is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell any 
investment or other specific product. Certain services and products are subject to legal restrictions and cannot be offered worldwide on an unrestricted basis and/or may not be eligible for sale to all investors. All information 
and opinions expressed in this material were obtained from sources believed to be reliable and in good faith, but no representation or warranty, express or implied, is made as to its accuracy or completeness (other than 
disclosures relating to UBS). All information and opinions as well as any prices indicated are current as of the date of this report, and are subject to change without notice. The market prices provided in performance charts 
and tables are closing prices on the respective principal stock exchange. The analysis contained herein is based on numerous assumptions. Different assumptions could result in materially different results. Opinions expressed 
herein may differ or be contrary to those expressed by other business areas or divisions of UBS as a result of using different assumptions and/or criteria. UBS and any of its directors or employees may be entitled at any time 
to hold long or short positions in investment instruments referred to herein, carry out transactions involving relevant investment instruments in the capacity of principal or agent, or provide any other services or have officers, 
who serve as directors, either to/for the issuer, the investment instrument itself or to/for any company commercially or financially affiliated to such issuers. At any time, investment decisions (including whether to buy, sell or 
hold securities) made by UBS and its employees may differ from or be contrary to the opinions expressed in UBS research publications. Some investments may not be readily realizable since the market in the securities is 
illiquid and therefore valuing the investment and identifying the risk to which you are exposed may be difficult to quantify. UBS relies on information barriers to control the flow of information contained in one or more areas 
within UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading is considered risky. Past performance of an investment is no guarantee for its future performance. Additional information will be 
made available upon request. Some investments may be subject to sudden and large falls in value and on realization you may receive back less than you invested or may be required to pay more. Changes in foreign exchange 
rates may have an adverse effect on the price, value or income of an investment. 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. Tax treatment depends on the individual circumstances and may be subject to change in the future. UBS does not provide legal or tax advice 
and makes no representations as to the tax treatment of assets or the investment returns thereon both in general or with reference to specific client’s circumstances and needs. We are of necessity unable to take into account 
the particular investment objectives, financial situation and needs of our individual clients and we would recommend that you take financial and/or tax advice as to the implications (including tax) of investing in any of the 
products mentioned herein. This material may not be reproduced or copies circulated without prior authority of UBS. UBS expressly prohibits the distribution and transfer of this material to third parties for any reason. UBS 
accepts no liability whatsoever for any claims or lawsuits from any third parties arising from the use or distribution of this material. This report is for distribution only under such circumstances as may be permitted by appli-
cable law. In developing the Chief Investment Office (CIO) economic forecasts, CIO economists worked in collaboration with economists employed by UBS Investment Research. Forecasts and estimates are current only as of 
the date of this publication and may change without notice. For information on the ways in which UBS CIO WM manages conflicts and maintains independence of its investment views and publication offering, and research 
and rating methodologies, please visit www.ubs.com/research. Additional information on the relevant authors of this publication and other CIO publication(s) referenced in this report; and copies of any past reports on this 
topic; are available upon request from your client advisor.

External Asset Managers / External Financial Consultants: In case this research or publication is provided to an External Asset Manager or an External Financial Consultant, UBS expressly prohibits that it is redistributed 
by the External Asset Manager or the External Financial Consultant and is made available to their clients and/or third parties. Australia: 1) Clients of UBS Wealth Management Australia Ltd: This notice is issued by UBS 
Wealth Management Australia Ltd ABN 50 005 311 937 (Holder of Australian Financial Services Licence No. 231127): This Document is general in nature and does not constitute personal financial product advice. The 
Document does not take into account any person’s objectives, financial situation or needs, and a recipient should obtain advice from an independent financial adviser and consider any relevant offer or disclosure document 
prior to making any investment decisions. 2) Clients of UBS AG: This notice is issued by UBS AG ABN 47 088 129 613 (Holder of Australian Financial Services Licence No 231087): This Document is issued and distributed 
by UBS AG. This is the case despite anything to the contrary in the Document. The Document is intended for use only by “Wholesale Clients” as defined in section 761G (“Wholesale Clients”) of the Corporations Act 2001 
(Cth) (“Corporations Act”). In no circumstances may the Document be made available by UBS AG to a “Retail Client” as defined in section 761G of the Corporations Act. UBS AG’s research services are only available to 
Wholesale Clients. The Document is general information only and does not take into account any person’s investment objectives, financial and taxation situation or particular needs. Bahamas: This publication is distributed 
to private clients of UBS (Bahamas) Ltd and is not intended for distribution to persons designated as a Bahamian citizen or resident under the Bahamas Exchange Control Regulations. Bahrain: UBS is a Swiss bank not licensed, 
supervised or regulated in Bahrain by the Central Bank of Bahrain and does not undertake banking or investment business activities in Bahrain. Therefore, Clients have no protection under local banking and investment 
services laws and regulations. Brazil: Prepared by UBS Brasil Administradora de Valores Mobiliários Ltda, entity regulated by Comissão de Valores Mobiliários (“CVM”) Canada: In Canada, this publication is distributed to 
clients of UBS Wealth Management Canada by UBS Investment Management Canada Inc.. Dubai: Research is issued by UBS AG Dubai Branch within the DIFC, is intended for professional clients only and is not for onward 
distribution within the United Arab Emirates. France: This publication is distributed by UBS (France) S.A., French “société anonyme” with share capital of € 125.726.944, 69, boulevard Haussmann F-75008 Paris, R.C.S. Paris 
B 421 255 670, to its clients and prospects. UBS (France) S.A. is a provider of investment services duly authorized according to the terms of the “Code Monétaire et Financier”, regulated by French banking and financial 
authorities as the “Autorité de Contrôle Prudentiel et de Résolution.” Germany: The issuer under German Law is UBS Deutschland AG, Bockenheimer Landstrasse 2–4, 60306 Frankfurt am Main. UBS Deutschland AG is 
authorized and regulated by the “Bundesanstalt für Finanzdienstleistungsaufsicht”. Hong Kong: This publication is distributed to clients of UBS AG Hong Kong Branch by UBS AG Hong Kong Branch, a licensed bank under 
the Hong Kong Banking Ordinance and a registered institution under the Securities and Futures Ordinance. India: Distributed by UBS Securities India Private Ltd. 2/F, 2 North Avenue, Maker Maxity, Bandra Kurla Complex, 
Bandra (East), Mumbai (India) 400051. Phone: +912261556000. SEBI Registration Numbers: NSE (Capital Market Segment): INB230951431, NSE (F&O Segment) INF230951431, BSE (Capital Market Segment) INB010951437. 
Indonesia: This research or publication is not intended and not prepared for purposes of public offering of securities under the Indonesian Capital Market Law and its implementing regulations. Securities mentioned in this 
material have not been, and will not be, registered under the Indonesian Capital Market Law and Regulations. Israel: UBS AG is registered as a Foreign Dealer in cooperation with UBS Wealth Management Israel Ltd, a wholly 
owned UBS subsidiary. UBS Wealth Management Israel Ltd is a licensed Portfolio Manager which engages also in Investment Marketing and is regulated by the Israel Securities Authority. This publication shall not replace any 
investment advice and/or investment marketing provided by a relevant licensee which is adjusted to your personal needs. Italy: This publication is distributed to the clients of UBS (Italia) S.p.A., via del vecchio politecnico 3, 
Milano, an Italian bank duly authorized by Bank of Italy to the provision of financial services and supervised by “Consob” and Bank of Italy. Jersey: UBS AG, Jersey Branch, is regulated and authorized by the Jersey Financial 
Services Commission for the conduct of banking, funds and investment business. Luxembourg: This publication is not intended to constitute a public offer under Luxembourg law, but might be made available for informa-
tion purposes to clients of UBS (Luxembourg) S.A., 33A avenue J.F. Kennedy, L-1855 Luxembourg, R.C.S. Luxembourg B 11142, a regulated bank under the joint supervision of the European Central bank and the “Commis-
sion de Surveillance du Secteur Financier” (CSSF), to which this publication has not been submitted for approval. Mexico: This document has been distributed by UBS Asesores México, S.A. de C.V., a company which is not 
part of UBS Grupo Financiero, S.A. de C.V. or of any other Mexican financial group and whose obligations are not guaranteed by any third party. UBS Asesores México, S.A. de C.V. does not guarantee any yield whatsoever. 
Netherlands: This publication is not intended to constitute a public offering or a comparable solicitation under Dutch law, but might be made available for information purposes to clients of UBS Bank (Netherlands) B.V., a 
regulated bank under the supervision of “De Nederlansche Bank” (DNB) and “Autoriteit Financiële Markten” (AFM), to which this publication has not been submitted for approval. New Zealand: This notice is distributed 
to clients of UBS Wealth Management Australia Limited ABN 50 005 311 937 (Holder of Australian Financial Services Licence No. 231127), Chifley Tower, 2 Chifley Square, Sydney, New South Wales, NSW 2000, by UBS 
Wealth Management Australia Ltd. You are being provided with this UBS publication or material because you have indicated to UBS that you are a client certified as a wholesale investor and/or an eligible investor (“Certified 
Client”) located in New Zealand. This publication or material is not intended for clients who are not Certified Clients (“Non-Certified Clients”), and if you are a Non-Certified Client you must not rely on this publication or 
material. If despite this warning you nevertheless rely on this publication or material, you hereby (i) acknowledge that you may not rely on the content of this publication or material and that any recommendations or opinions 
in this publication or material are not made or provided to you, and (ii) to the maximum extent permitted by law (a) indemnify UBS and its associates or related entities (and their respective directors, officers, agents and 
advisers (each a “Relevant Person”) for any loss, damage, liability or claim any of them may incur or suffer as a result of, or in connection with, your unauthorised reliance on this publication or material and (b) waive any 
rights or remedies you may have against any Relevant Person for (or in respect of) any loss, damage, liability or claim you may incur or suffer as a result of, or in connection with, your unauthorised reliance on this publication 
or material. Saudi Arabia: This publication has been approved by UBS Saudi Arabia (a subsidiary of UBS AG), a Saudi Arabian 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 of Saudi 
Arabia. Singapore: Please contact UBS AG Singapore branch, an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110) and a wholesale bank licensed under the Singapore Banking Act (Cap. 19) 
regulated by the Monetary Authority of Singapore, in respect of any matters arising from, or in connection with, the analysis or report. Spain: This publication is distributed to clients of UBS Bank, S.A. by UBS Bank, S.A., a 
bank registered with the Bank of Spain. Taiwan: This material is provided in accordance with laws of Taiwan, in agreement with or at the request of clients. UAE: This research report is not intended to constitute an offer, 
sale or delivery of shares or other securities under the laws of the United Arab Emirates (UAE). The contents of this report have not been and will not be approved by any authority in the United Arab Emirates including the 
UAE Central Bank or Dubai Financial Authorities, the Emirates Securities and Commodities Authority, the Dubai Financial Market, the Abu Dhabi Securities market or any other UAE exchange. UK: Approved by UBS AG, 
authorised and regulated by the Financial Market Supervisory Authority in Switzerland. In the United Kingdom, UBS AG is authorised by the Prudential Regulation Authority and subject to regulation by the Financial Conduct 
Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of our regulation by the Prudential Regulation Authority are available from us on request. A member of the London Stock 
Exchange. This publication is distributed to private clients of UBS London in the UK. Where products or services are provided from outside the UK, they will not be covered by the UK regulatory regime or the Financial Services 
Compensation Scheme. USA: This document is not intended for distribution into the US and / or to US persons. UBS Securities LLC is a subsidiary of UBS AG and an affiliate of UBS Financial Services Inc., UBS Financial Services 
Inc. is a subsidiary of UBS AG.

Version 01/2016.
© UBS 2016. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.

ab

UBS House View Weekly — 11 February 2016


