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Economics: Transition to Slower Growth

Overview

¢ Strong real GDP in Q106 is primarily payback for weak Q405
¢ Rising house prices have undermined affordability

¢ A weak housing market will weigh on real PCE growth

¢ The strong US labor market may drive wage inflation

¢ Consumption growth slowdown will drag overall growth lower

¢ UBS WMR forecast signals economic slowdown
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Economics: Transition to Slower Growth
Strong real GDP in Q106 is primarily payback for weak Q405
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Economics: Transition to Slower Growth

Rising house prices have undermined affordability
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Economics: Transition to Slower Growth

A weak housing market will weigh on real PCE growth
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Economics: Transition to Slower Growth

The strong US labor market may drive wage inflation
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Economics: Transition to Slower Growth

Consumption growth slowdown will drag overall growth lower
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Economics: Transition to Slower Growth

UBS WMR forecast signals economic slowdown

UBS WMR Forecasts

in % 2002 2003 2004 2005 2006F 2007F
Real GDP (yoy) 1.60 270 420 350 3.00 2.00
CPI (yoy) 1.60 230 270 3.40 340 2.70
Core CPI (yoy) 230 150 1.80 220 240 2.60
Unemployment rate (level) 5,80 6.00 550 5.10 490 5.30
Fed funds rate (level) 1.25 1.00 2.25 4725 C4.75 4.00

Source: Datastream, UBS WMR
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Monetary Policy: Fed on Hold

Our growth deceleration call implies earlier rate cuts than consensus
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Municipal Yields in 2006
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Municipal Yields in 2006

Overview

¢ Strong real GDP in Q106 is primarily payback for weak Q405

¢ So far, monthly supply has been lower than in the past three years
¢ Municipal floating rate yields follow monetary policy

¢ Longer municipal yields have fallen versus treasuries

¢ UBS projected figures for year-end 2006
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Municipal Yields in 2006

So far, monthly supply has been lower than in the past three years
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Municipal Yields in 2006

Municipal floating rate yields follow monetary policy

6

%
w

0
1/03 4/03 8/03 12/03 4/04 7/04 11/04 3/05 6/05 10/05 2/06
— 3MLIBOR BMA — Fed Funds

Source: Bloomberg, UBS WMR

gL S



Municipal Yields in 2006

Longer municipal yields have fallen versus treasuries
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Municipal Yields in 2006

UBS projected figures for year-end 2006

Issuance: $365 billion
Yields: _ikely lower
M/T ratio: Range bound
BMA/LIBOR ratio  Higher
Curve: Steeper

Credit Spreads: Slightly wider
Ratings: Overall positive
Notables: Retiring boomers

Source : UBS WMR

gL S



gL S

Section 4

The Future: Municipals and the Baby
Boomers

18



The Future: Municipals and the Baby Boomers

Overview

¢ Households are the primary holders of municipal bonds
¢ Older investors allocate more of their portfolio to fixed income
¢ As investors age, more invested assets become taxable
¢ Federal spending priorities will pressure future tax rates

¢ Municipal credit quality should remain strong, supporting yields
¢ Potential risks to the muni market exist

¢ Conclusion
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The Future: Municipals and the Baby Boomers

Households are the primary holders of municipal bonds
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The Future: Municipals and the Baby Boomers

Older investors allocate more of their portfolio to fixed income
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The Future: Municipals and the Baby Boomers

As investors age, more invested assets become taxable
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The Future: Municipals and the Baby Boomers

Federal spending priorities will pressure future tax rates

16%

14%
12%
10%

8% M \
6%

Individual income
taxes as % of GDP

Actual | CBO Projections

4%
2%
0%

1962 1970 1978 1986 1994 2002 2010 2018 2026 2034 2042 2050

Source: The Congressional Budget Office, UBS WMR

gL d



The Future: Municipals and the Baby Boomers

Municipal credit quality should remain strong, supporting yields
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The Future: Municipals and the Baby Boomers

Conclusion

It is reasonable to expect
municipal bond yields will remain low
over the next decade
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Global Disclaimer

This report has been prepared by Wealth Management Research, the Financial Analysis Group of Global Wealth Management & Business
Banking, a Business Group of UBSAG (UBS). In certain countries UBS AG is referred to as UBS SA. This publication 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. The analysis contained
herein is based on numerous assumptions. Different assumptions could result in materially different results. Certain services and products are
subject to legal restrictions and cannot be offered worldwide on an unrestricted basis. Although all information and opinions expressed in this
document were obtained from sources believed to be reliable and in good faith, no representation or warranty, express or implied, is made as to
its accuracy or completeness. All information and opinions as well as any prices indicated 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. At any
time UBS AG and other companies in the UBS group (or employees thereof) may have a long or short position, or deal as principal or agent, in
relevant securities or provide advisory or other services to the issuer of relevant securities or to a company 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 information barriers to control the flow of information contained in one
or more areas within UBS, into other areas, units, groups or affiliates of UBS. Futures and options trading is considered risky and past
performance of an investment is not a guide to its future performance. 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 FX rates may have an adverse effect on
the price, value or income of an investment. 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.

For structured financial instruments and funds the sales prospectus is legally binding. If you are interested you may attain a copy via UBS or a
subsidiary of UBS.

This document may not be reproduced or copies circulated without prior authority of UBS or a subsidiary 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.

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: Distributed 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
another non-US affiliate when it distributes reports to US persons. All transactions by a US person in the securities mentioned in this report
must be effected through UBS Securities LLC or UBS Financial Services Inc., 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 under the Hong Kong Banking Ordinance and a deemed registered institution under the Securities and Futures
Ordinance. Singapore: Distributed by UBS AG Singapore Branch, an exempt Financial Adviser under the Singapore Financial Advisers Act.
Australia: Distributed by UBS AG (Holder of Australian Financial Services Licence No. 231087) and UBS Private Clients Australia Ltd (Holder of
Australian Financial Services Licence No. 231127), Level 27, Governor Phillip Tower, 1 Farrer Place, Sydney NSW 2000.

© UBS 1998-2006. The key symbol and UBS are registered and unregistered trademarks of UBS. All rights reserved.
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Contact Information

Matt Fabian
212-713-4385

Matt.Fabian@ubs.com

UBS Financial Services Inc.
www.ubs.com/financialservicesinc

© 2006 UBS Financial Services Inc.
All Rights Reserved. Member SIPC.
UBS Financial Services Inc. is a subsidiary of UBS AG.
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