
Chief Investment Officer 
Wealth Management November 2013

CIO Monthly Letter

This report has been prepared by UBS AG. Please see important disclaimers and disclosures at the end of the document. Past performance is no indication of future performance. 
The market prices provided are closing prices on the respective principal stock exchange. This applies to all performance charts and tables in this publication.

It’s a jungle out there

It has been a testing month. The US govern-
ment shutdown and subsequent threat of 
default brought back uncomfortable remind-
ers of the last debt ceiling collision in summer 
2011. The potential implications of a US 
default for the plumbing of the financial sys-
tem even drew comparisons with the seizure 
in credit markets following Lehman Brothers’ 
collapse. 

With an eleventh hour deal (literally), this par-
ticular threat has been averted, for now at 
least. This respite should give financial mar-
kets an opportunity to refocus on the eco-
nomic fundamentals. But it should also give 
us, as investors, pause for thought about 
what we can learn from the past month’s 
events. 

The US brush with default has served as a 
reminder of the ability of latent risks to sud-
denly surface and threaten the stability of 
financial markets. Such risks emerge fre-
quently, and despite a very human tendency 
to rationalize them, they are often unpredict-
able and surprising. It is important to be 
mindful of our limited ability to foresee the 
timing and effect of these events, and remain 
well-diversified.

But it has also served as a reminder that a 
calm and rational response when risks 
emerge is critical for investment returns. 
Those investors who panicked, sold risky 
assets, and hunkered down in cash over the 
past month would now likely regret their 
decision. US equities have since broken all-
time highs.

Investing is a bit like exploring a remote jun-
gle. It’s probably not a good idea to reck-
lessly charge through the forest, believing 
we can tell where every snake, spider, or jag-
uar might be hiding. We just cannot possibly 

know. But equally, we won’t get very far if 
we try and hike in full body armor. 

The best approach is to be cognizant of the 
risks that surround us, so we can react calmly 
if they emerge, but to keep moving along our 
predetermined path and deviate only if we 
see clear openings or obvious danger en 
route.

Therefore, in this letter, I want to take the 
opportunity to review some of the lessons 
we should, and should not, learn from the 
US shutdown, focus on some of the global 
risks that could surface in the months and 
years ahead, and highlight some of the tac-
tical “openings” we see in financial markets 
at present.

Why it is best not to hike in body 
armor
The past month presented investors with a 
tough choice – to buy or sell in the face of a 
low probability, but potentially high impact, 
event. Dealing with such events is tricky. On 
the one hand, selling shares in favor of cash 
or buying protection is most likely to be a los-
ing strategy. On the other hand, the potential 
losses from staying put could be, if things go 
very badly, catastrophic. And humans all have 
a natural instinct to avoid risk. 

On this occasion, taking on the risk clearly 
paid off; after a 4% peak-to-trough sell-off 
US equities are now trading at an all-time 
high (see Fig. 1). So perhaps an obvious les-
son we can draw is that it pays to take risk. 

And, on average, it does pay to take on risk in 
such situations. The human tendency to be 
loss-averse means investors with a greater risk 
tolerance or longer-term time horizon can 
earn an excess premium by exposing them-
selves to uncertainty. This is part of the way 
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insurance companies make money, and is why selling vola-
tility is a profitable strategy over the long run (see Fig. 2). 

This is not rocket science. The concept that one can only 
expect increased investment returns if he or she is willing 
to take increased risks is taught in basic finance class. But 
the lesson today is truer than ever.

Risk-free interest rates have been in secular decline for 
three decades. At the turn of the millennium, a five-year 
US Treasury inflation-protected security yielded over 4%. 
Today it yields –0.7%. It is a similar story for Bunds, Gilts, 
Eidgenossen, and JGBs, and this is unlikely to change 
materially for years.

This means that to earn a worthwhile return investors 
today cannot invest in risk-free assets. It not only pays to 
take risks, taking risks is the only way to get paid.

But it would be wrong to conclude that it always pays to 
take risks. 

If you roll the dice often enough you’ll roll snake eyes even-
tually. And in recent years we need only look to Lehman 
Brothers’ collapse or the Eurozone crisis to see the severe 
impact such events can have on risky assets. Within a 
month of Lehman’s collapse the S&P500 had fallen close 
to 30%, and the Eurozone crisis caused the region’s banks 
to trade back at levels not seen since the late 1980s.

Worse, it is very difficult to predict the timing, concentra-
tion, or severity of such events, let alone those of true 
“black swan” events such as natural disasters, epidem-
ics, flash crashes, or wars. We live, and have always lived, 
in a highly uncertain world that has gotten more unsta-
ble for investors as technology has accelerated the veloc-
ity of information. 

Investors are faced with a persistent dilemma, then. 
Investors today need to take risks. But they cannot pre-
dict them, and want as little exposure as possible.

The best way of solving this dilemma is through diversifi-
cation, which we continue to recommend as a core strat-
egy. Diversification means you have lower absolute expo-
sure to those assets which may be negatively affected by 
an unexpected event. Furthermore, owning a range of 
assets means you may also own some that are positively 
affected. For example, US equities initially suffered in the 
recent shutdown due to concerns about its impact on 
the domestic economy, but Treasuries and emerging 
market assets benefited from the shutdown’s implica-
tions for US monetary policy. Investors holding a range of 
global asset classes would have therefore likely per-
formed better over the period, in a risk-adjusted sense, 
than investors concentrated in US equities. 

The ambush predators
While diversification can help, it certainly cannot com-
pletely insulate investors from event risks. For example, as I 
wrote about in my June CIO letter, the initial fear of the Fed 
reducing its stimulus led to a sudden change in cross-asset 
correlations and declines in the prices of almost all assets.

One key is to try and delineate what event risks might be 
on the horizon. To that end, below I highlight what I see 
as the five biggest risks that could damage a range of 
financial markets in the months and years ahead, and try 
and assess their chances of materializing. 

1. US shutdown and debt ceiling collision. In each of the 
past three years a stalemate in Congress over fiscal issues 
has troubled financial markets. 

The reason for this is clear. The US is the largest economy in 
the world, the US dollar is the global reserve currency, and 
Treasuries are a critical part of the repurchase market, a key 
component of the “plumbing” of the global financial sys-
tem. Therefore, any disruption to the economy, or any threat 
of delayed payment in Treasuries, has global ramifications.

In the near term, the threat of default has been averted. 
Congress has agreed to fund the government until 

Fig. 1: It pays to take risks

Source: Bloomberg, UBS, as of 23 October 2013
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Fig. 2: Selling volatility makes money over the long-run

Source: Bloomberg, as of 23 October 2013
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January 15 and extend the debt ceiling until around 
March. But with Congress still fractured, the chances of 
a “grand bargain” in the months ahead are small, and it 
is therefore natural to be wary of a confidence-sapping 
repeat.

However, a New Year encore of the recent problems is by 
no means inevitable. Many Republicans are likely to be 
reluctant to engage in a popularity-damaging acrimoni-
ous debate as the primary season begins in the spring of 
2014. A recent Gallup poll showed the latest altercation 
has pushed Republican approval ratings down to 28%, 
an all-time low. 

And even if there is a renewed shutdown, there is little 
reason to expect the market to react particularly nega-
tively. Over the past month, the S&P500 fell by just 4% 
peak-to-trough, as markets remained confident through-
out that a deal would ultimately be found. With the 
assumption of “just-in-time government” proving correct, 
markets are likely to be even more confident through any 
future shutdown. 

I should note, however, that this presents a danger. Politi-
cal divisiveness in the US means such events could prove 
increasingly common in the years ahead. If markets 
assume a deal will always be found, a policy “error” would 
produce real downside risk.

2. Taper tantrum. The Fed’s USD 85bn-a-month asset 
purchase program has undoubtedly created distortions 
in markets and economies – supporting asset prices and 
lowering the cost of borrowing globally. Many are right 
to question how the world might look without Fed 
stimulus. 

In May and June we got a sample of how things might 
develop. Indications that the Fed could soon begin to 
reduce the pace of QE led to a sharp sell-off in Treasuries, 
but also of emerging market assets, which had been sup-
ported by the Fed’s loose policy.

The recent government shutdown has probably changed 
the outlook for Fed policy materially. The Fed is now 
becoming Congress-dependent as well as data-depend-
ent, and likely won’t reduce the pace of its stimulus this 
year, ahead of a potential new budget dispute. In any case, 
this week’s relatively poor payrolls data (148k new jobs 
added, relative to expectations of 180k), is not consistent 
with the “substantial improvement” in labor market condi-
tions the Fed is looking for before reducing stimulus.

This should provide near-term relief to those areas most 
affected by sharp increases in US bond yields, such as 
emerging markets (see Fig. 3), and particularly those 
with both fiscal and current account deficits. 

Over the medium term, however, the Fed will eventually 
need to reduce its stimulus efforts. Structural reforms in 
the emerging markets affected will be essential to avoid-
ing a repeat of the damaging capital flight seen earlier in 
the year.

3. China credit crunch. China’s world-beating growth 
rates are no longer taken as a given. The “bear case” 
broadly goes as follows: China can only grow its econ-
omy at recent rates by expanding credit, but it cannot 
continue to grow credit quickly without risking a finan-
cial crisis. China is stuck between a rock and a hard place. 

This argument began to play out through the summer. 
Then, the government’s focus on reining in credit growth 
to curb financial risks coincided with a drop-off in eco-
nomic indicators and an increased likelihood of illiquid-
ity-driven bankruptcies – the Shanghai composite fell 
close to 15% through June.

In the near term, however, risks seem to have declined. The 
government appears to have reduced its zeal for curbing 
credit and has refocused on boosting growth. Credit crea-
tion has been allowed to pick up again, with non-bank 
loans growing by CNY 1,470bn in August and September, 
compared to just CNY 295bn in June and July (see Fig. 4).

Fig. 3: Emerging markets enjoying a reprieve

Source: Bloomberg, as of 23 October 2013
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Fig. 4: China now loosening credit restrictions

Source: Bloomberg, UBS, as of 23 October 2013
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This may be merely storing up problems for the future. It 
is still unclear whether new credit is being utilized pro-
ductively; an upcoming local government debt audit 
could shed some light. But as long as credit creation is 
allowed to be strong, the chance of a near-term credit 
crunch is lower. Drawing a corollary from a famous com-
ment by Warren Buffett: “while the tide is high you can’t 
see who’s swimming naked.”

4. Eurozone crisis. In my jungle analogy, the Eurozone crisis 
is like a swarm of malarial mosquitoes. It consists of count-
less relatively small creatures, but the bite of any one can 
have major implications. We saw this through 2010 and 
2011, when government financing problems in first Greece 
and, later, Italy and Spain led to a sharp re-pricing in Euro-
zone assets and, due to the implications for the Eurozone’s 
banking sector, threatened a global financial crisis. 

But in the short to medium term, Eurozone risks now 
seem low. The two countries with the least sustainable 
debt trajectories, Portugal and Greece, have seen relatively 
sharp rallies in government bond prices over the past 
month, as investors have cheered the IMF’s approval of 
Portugal’s deficit-reduction measures and the first quar-
terly drop in the Greek unemployment rate for four years. 
Furthermore, markets are likely to give governments the 
benefit of the doubt on any budget slip-ups provided the 
European Central Bank’s Outright Monetary Transactions 
backstop remains in place. 

Longer term, however, the Eurozone will only truly be 
able to move beyond its crisis era by means of genuine 
structural reforms, including building systems of fiscal 
transfers, banking union, and harmonized regulation. 
Each will take years of political wrangling to implement. 

5. Abegeddon. Japan is currently undertaking a highly 
aggressive coordinated intervention to try and boost 
inflation expectations and economic growth. I have pre-
viously highlighted the outside chance of “Abegeddon” 

occurring, whereby the Bank of Japan (BoJ) is successful 
in boosting inflation expectations but unsuccessful in 
boosting growth or tax revenues. This combination could 
lead to a potential run on its bond market and conse-
quently an unsustainable debt path.

In the near term, the bond market has remained well 
contained, despite some initial volatility when BoJ buying 
began earlier in the year. For now, the key effects of BoJ 
policies have been limited to strength in equities and 
weakness in the yen, and the BoJ could be set to re-dou-
ble its efforts in Q2 2014 as the negative effects of the 
upcoming consumption tax hike become evident. 

Longer term, however, it is highly uncertain whether 
Japan will be successful in generating sustainable growth 
and inflation. 

The bottom line is that in each risk case noted above, the 
near-term probability of the risk materializing in the 
months ahead seems lower now than it did previously. 

But, equally, none of these risks will go away. Political 
divisiveness is unlikely to moderate in an increasingly 
unequal America, the Fed will eventually need to halt 
quantitative easing, China has to change its drivers of 
growth, true structural reforms in the Eurozone are years 
away, and Japan’s disastrous demographic profile means 
a day of reckoning will surely arrive eventually.

And it is indicative of the policymaker-influenced world 
we live in that all of the above can only be avoided in the 
near term with the help of good judgment from central 
banks and governments. Furthermore, there are likely to 
be many more risks out there whose development and 
consequences we do not yet understand. 

The ambush predators, including some that we don’t 
even know exist, are still lurking, but for now the path 
through the forest is wider. 

Fig. 5: Watching US confidence will be critical

Source: Bloomberg, as of 23 October 2013
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Fig. 6: Global growth (finally) set to pick up

Source: UBS, as of 23 October 2013

Real global GDP growth (%)

2.5

1.5

1.0

0.5

0

3.0

3.5

4.5

2.5

4.0

5.0

2013F201220112010 2014F

2.0

4.3

3.4

2.8

3.3



CIO Monthly Letter 

	 UBS	Chief	Investment	Office	 November 2013 5

A widening path
This idea is backed up by a supportive economic back-
drop. Although politics and policy seem to get a lot of 
the news headlines, the fundamental economic story is 
very important. 

With the US government shutdown now averted, the US 
economy should return to its growth path. The damage 
to growth in Q4 is likely to have been small, and we pro-
ject a 3% expansion in GDP for 2014, the highest pace 
of growth of any major developed country. For this fore-
cast to be fulfilled, it is important that confidence remains 
strong in the months ahead, encouraging consumers to 
consume, and businesses to invest and boost long-term 
earnings growth prospects.

To be sure, confidence will undoubtedly have been affected 
by the shutdown, and the University of Michigan survey 
for October showed consumer confidence at a nine-month 
low (see Fig. 5). However, our base case is that this should 
prove short-lived given that this particular budget battle 
didn’t result in any serious tax or spending decisions. 

In the Eurozone, a sharp recent rally in Italian and Span-
ish government bonds will help reduce borrowing costs 
and stimulate lending. Meanwhile, China’s economic 
growth is likely to moderate in the quarters ahead, but 
near-term surprises are proving supportive. Q3 GDP beat 
market consensus, rising by 7.8% year-over-year. 

Overall, we expect global economic growth to pick up to 
3.4% in 2014, from 2.5% this year, making 2014 the first 
year of accelerating global growth since 2010 (see Fig. 6). 

This backdrop should prove supportive of risky assets. 
We maintain overweight tactical positions in equities and 
US high yield credit, and in addition encourage investors 
to review whether their strategic exposure is sufficiently 
high.

The openings in the forest
We also present a number of specific opportunities, 
which we seek to take advantage of through our tactical 
asset allocation and CIO preferred themes. 

Overweight Eurozone equities relative to Swiss equities. 
We believe there is an attractive relative opportunity for 
investors to favor Eurozone equities over Swiss equities. 
First, the improved global economic outlook should be 
good for Eurozone equities (see Fig. 7) given that 41% of 
Eurozone market capitalization is in cyclical sectors, rela-
tive to 23% for Switzerland. Second, the reduction in 
Eurozone bank funding costs over the past month should 
help support relative outperformance within the finan-
cial sector. Finally, there is greater scope for an improve-
ment in profitability in the Eurozone. Return on equity is 
at a cyclical low point, and over the next year we expect 
5% stronger earnings growth in the Eurozone than in 
Switzerland. 

Close underweight positions in Australian dollar and 
Australian equities. A recent improvement in economic 
indicators in Australia has helped support corporate 
earnings momentum, and shifted the stance of the 
Reserve Bank of Australia, making imminent rate cuts 
unlikely. With no clear sign that this pickup in momen-
tum is set to diminish, we are moving our underweight 
position in Australian equities to neutral. And, after a 
more than 5% decline in the Australian dollar over the 
past six months we are also closing our underweight 
position relative to the Canadian dollar. We would, how-
ever, consider revisiting this underweight position should 
momentum in economic indicators turn; the Australian 
dollar remains one of the world’s most overvalued 
currencies.

Underweight UK equities relative to global equities. We 
are replacing our underweight position in Australian equi-
ties relative to global equities, with an underweight in UK 

Fig. 7: The Eurozone is more cyclical than Switzerland

Source: Datastream, UBS, as of 23 October 2013
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Fig. 8: US tech trading at close to a 20-year record discount

Source: Datastream, UBS, as of 23 October 2013
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equities. The outlook for the UK domestic economy is 
favorable and supports our overweight position on the 
British pound and preference for mid caps. But UK equi-
ties are dominated by multi-nationals, with 75% of 
FTSE100 revenues generated abroad. We believe these 
companies are set to suffer from the recent strength in the 
pound and weak earnings momentum. Furthermore, the 
relatively defensive nature of the FTSE100 means it is likely 
to lag behind any rally in global equities.

Secular growth on sale in US technology We believe sec-
ular growth drivers, namely mobility, cloud computing, 
e-commerce, and big data, should power sector earnings 
growth over the next several years. More cyclically, US 
technology companies should benefit from a pickup in 
business spending on technology products and services 
as the outlook for global corporate profits improves. Fur-
thermore, sector valuations are currently near 20-year 
lows (see Fig. 8).

Japan’s capex revival The decline in the Japanese yen rel-
ative to the US dollar is now largely complete, in our 
view. Now the investment case for Japan moves from 
one of yen weakness to one of domestic investment. 
Capital expenditure (capex) in both the private and pub-
lic sectors has been declining in Japan for the last 20 
years. We believe a combination of low interest rates, 
inflation, and the Abe administration’s “new growth 
strategy,” which could include lowering corporate tax 
rates and giving tax incentives for new capex, should 
benefit Japanese capex-related sectors.

A final note on the US dollar
To close, I feel it worthwhile to share a few thoughts on the 
future of the US dollar as the global reserve currency. The 
recent political dysfunction in Washington and threat of 
default have led to some high-profile, and understandably 
fierce, criticism from China and Japan. And a US credit rat-
ing downgrade by Chinese credit rating agency Dagong to 
A– (in line with Panama) helped knock the US dollar down 
close to 1% last Friday.

In the near term, while we might hear increasing com-
plaints from large Treasury bond holders, there are no 
real alternatives to the US dollar. Reserve managers seek-
ing to flee political dysfunction are hardly going to shift 
into the euro – the continent has had more than its fair 
share of political problems in recent years. Meanwhile, 
the Chinese yuan is unlikely to be taken seriously as a 
reserve asset until the currency is freely convertible and 
China opens its capital account. Given the risks such 
reforms would pose for China’s own financial stability, 
this remains years off. 

But this does not mean the US can afford to be compla-
cent. As I wrote in a recent Financial Times article on this 
issue, nothing spurs innovation like necessity; the more 
investors look for substitutes for the US dollar, and the 
more international bodies push for alternatives, the more 
alternative solutions will inevitably be found. 

Washington needs to stop threatening default so that 
the rest of the world has less reason to worry about the 
trillions in US debt that it holds. The principal reason that 
the world’s largest economy can issue debt at very low 
rates for very long periods of time is because buyers 
assume that, even over 30 years, the stability of the US 
political process and its capital markets is not in question. 
The US, and indeed all investors, cannot afford for this 
assumption to be undermined. 

Sincerely,

Alexander S. Friedman
Global Chief Investment Officer
Wealth Management
24 October 2013
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