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B Preview

Recently released economic data confirm that the economic expansion has gained
a firm footing. This change in the cyclical outlook has not been lost on policy
makers. The wording of the statement following the December 9th FOM C meeting
signal s the beginning of a process that will ultimately entail atightening of policy.

B Sector Outlook

Credit spreads remain well above the previous cyclical lows reached back in the
mid-1990s. Given moderately higher yields, still low rate volatility, a deteriorating
fiscal outlook and improving credit conditions, we recommend that accounts
maintain a selective overweight within spread product this month.

B Performance Profile

Performance within the bond market thus far during the fourth quarter has been
dictated by steadily higher rates, a continued tightening of credit risk premiums
and gradual ratcheting down of volatility.
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Preview

Recently released economic data confirm that the economic expansion has
gained afirm footing. At the same time, assorted measures of pipeline price
pressures suggest that deflationary risks are easing, and that crude and
intermediate goods inflation will gradually build.

This change in the cyclical outlook has not been lost on policy makers. The
wording of the statement following the December 9" FOMC mesti ng
signals the beginning of a process that will ultimately entail a tightening of
policy. This could well keep rates biased higher through the balance of the
month as market participants continue to discount a less supportive Fed

policy.

Given improvement in the cyclical outlook, prospects for monetary
tightening and further deterioration in the fiscal position, we opt to retain a
modest duration underweight for December despite the fact that year-end
liquidity concerns could well prompt temporary flows into the treasury
market.

The Treasury coupon curve remains historically steep and therefore prone
to flatten further through 2004. Against a backdrop of higher rates, gradual
unwinding of accommodative monetary policy and increased financing
pressure on the front end, the wings are apt to outperform the intermediate
sector of the curve over the intermediate term.

Credit spreads remain well above the previous cyclical lows reached back
in the mid-1990s. Given moderately higher yields, still low rate volatility, a
deteriorating fiscal outlook and improving credit conditions, we recommend
that accounts maintain a selective overweight within spread product this
month.

As we look ahead to 2004, there are a number of key issues that will likely
be crucial in determining the outcome for bonds during the year. They
include: 1) monetary tightening; 2) further deterioration in the fiscal
position; 3) the Fed' s likely policy response during an election cycle; and 4)
the potential for non-traditional fixed income aternatives to offer more
attractive returns.
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Sector Outlook

m Treasury: Given expectations for continued improvement in cyclical
conditions and prospects for further expansion in treasury issuance, we
recommend that accounts continue to underweight treasuries relative to
spread product. Our interest rate models indicate a “fair value” yield of
4.8% for the 10-year note, around 50 basis points higher than current levels.
Should rates increase by 50 basis points over the next six months (as our
models suggest), the treasury market could be expected to lose 0.44%
compared to gains 0.46%, 0.69% and 0.1%, for the agency, mortgage and
investment-grade corporate sectors, respectively.

m Agency: Relative supply dynamics clearly favor the GSEs. However, the
general direction of rates and lingering headline/political risk could be a
source of upward pressure on spreads going forward. With little time left in
the year and no evidence agencies will benefit from a pure “December
effect” we do not see compelling evidence to shift away from our current
neutral position.

m Mortgage: Mortgages continued to do well over the past month and the
perfect current coupon mortgage is now 16 bps rich according to our model.
Although mortgage debt is currently rich, they could remain so for a while.
Thus, given the dtill favorable technical backdrop and positive carry, we
elect to move our mortgage allocation from an underweight back to neutral.

m Corporate: We retain our modest overweight in investment-grade
corporates. Heading into year-end, we expect spreads to continue to edge
tighter and spread volatility to be fairly subdued. What's more, we remain
enthusiastic about the sector’'s longer-term prospects. Our longer-term
enthusiasm is predicated on our belief that we are poised to re-enter a
sustained period of low spreads and low volatility. Lastly, we continue to
anticipate curve positioning and issue selection to provide the most
attractive sources of excess return.

m High-Yield: While spreads have now narrowed considerably since peaking
in October of 2002, we believe spreads should remain well-supported going
into year-end and maintain our modest overweight. A declining default rate,
improving profit picture and strong technicals suggest further spread
compression in December. We aso recommend diversifying across
multiple sectors and focusing on sectors that are likely to continue
benefiting from economic recovery while limiting exposure to sectors that
may now be at historically tight levels.
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Tactical Recommendation

Sector Allocations

Treasury Agency Mortgage Corporate
Ryan Labs Index 27.72% 11.94% 34.15% 26.18%
UBS Model Weightings 29.47% 9.42% 43.04% 18.06%
Constraints 42% - 12% 25% - 0% 49% - 19% 41% - 11%

Sector Outlook ’ “

Suggested Allocations 26.22%

11.94%

=)

34.15%

1

27.68%

Source: Ryan Labs and UBS Fixed Income Strategy

Tactical Duration Weighting

Market Duration

Allocation Duration

As % of Benchmark

Treasury 5.46
Agency 419
Mortgage 3.28
Corporate 5.73
Aggregate 4.64

5.23
3.97
3.28
5.53
4.49

95.71%
94.60%
100.00%
96.49%
96.97%

Source: Ryan Labs and UBS Fixed Income Strategy
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m 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) al 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.
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Global Disclaimer

This report was produced by: UBS Financial Services Inc.

Head office: UBS Limited, 1 Finsbury Avenue, London, EC2M 2PP, UK Phone: +44-20-7567 8000
Local office: UBS Securities LLC, 1285 Avenue of the Americas, New York, NY 10019 Phone: +1-212-713 2000
This report has been prepared by UBS AG or an affiliate thereof ("UBS"). In certain countries UBS AG is referred to as UBS SA.

This report is for distribution only under such circumstances as may be permitted by applicable law. It has no regard to the specific investment objectives, financial situation or particular needs
of any specific recipient. It is published 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. No
representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the information contained herein, except with respect to information
concerning UBS AG, its subsidiaries and affiliates, nor is it intended to be a complete statement or summary of the securities, markets or developments referred to in the report. The report
should not be regarded by recipients as a substitute for the exercise of their own judgement. Any opinions expressed in this report 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. UBS is under no obligation to update or keep current the
information contained herein. UBS, its directors, officers and employees (excluding the US broker-dealer unless specifically disclosed under required disclosures) or clients may have or have
had interests or long or short positions in the securities or other financial instruments referred to herein, and may at any time make purchases and/or sales in them as principal or agent. UBS
(excluding the US broker-dealer unless specifically disclosed under Required Disclosures) may act or have acted as market-maker in the securities or other financial instruments discussed in
this report. Furthermore, UBS may have or have had a relationship with or may provide or has provided investment banking, capital markets and/or other financial services to the relevant
companies. Employees of UBS may serve or have served as officers or directors of the relevant companies. UBS may rely on information barriers, such as "Chinese Walls," to control the flow
of information contained in one or more areas within UBS, into other areas, units, groups or affiliates of UBS.

The securities described herein may not be eligible for sale in all jurisdictions or to certain categories of investors. Options, derivative products and futures are not suitable for all investors, and
trading in these instruments is considered risky. Past performance is not necessarily indicative of future results. Foreign currency rates of exchange may adversely affect the value, price or
income of any security or related instrument mentioned in this report. For investment advice, trade execution or other enquiries, clients should contact their local sales representative. Neither
UBS nor any of its affiliates, nor any of UBS' or any of its affiliates, directors, employees or agents accepts any liability for any loss or damage arising out of the use of all or any part of this
report. Additional information will be made available upon request.

United Kingdom and rest of Europe: Except as otherwise specified herein, this material is communicated by UBS Limited, a subsidiary of UBS AG, to persons who are market counterparties
or intermediate customers (as detailed in the FSA Rules) and is only available to such persons. The information contained herein does not apply to, and should not be relied upon by, private
customers. Switzerland: Distributed by UBS AG to persons who are institutional investors only. Italy: Should persons receiving this research in Italy require additional information or wish to
effect transactions in the relevant securities, they should contact Giubergia UBS SIM SpA, an associate of UBS SA, in Milan. South Africa: UBS Securities South Africa (Pty) Limited
(incorporating J.D. Anderson & Co.) is a member of the JSE Securities Exchange SA. United States: Distributed to US persons by either UBS Securities LLC or by UBS Financial Services
Inc., subsidiaries of UBS AG; or by a group, subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (a "non-US affiliate"), to major US institutional investors only. UBS
Securities LLC or UBS Financial Services Inc. accepts responsibility for the content of a report prepared by another non-US affiliate when distributed to US persons by UBS Securities LLC or
UBS Financial Services Inc. 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: Distributed by UBS Securities Canada Inc., a subsidiary of UBS AG and a member of the principal Canadian stock exchanges & CIPF. A statement of its
financial condition and a list of its directors and senior officers will be provided upon request. Hong Kong: Distributed by UBS Securities Asia Limited. Singapore: Distributed by UBS Securities
Singapore Pte. Ltd. Japan: Distributed by UBS Securities Japan Ltd to institutional investors only. Australia: Distributed by UBS Advisory and Capital Markets Australia Ltd and UBS Securities
Australia Ltd licensed securities dealers. New Zealand: Distributed by UBS New Zealand Ltd

©2003 UBS. Al rights reserved. This report may not be reproduced or redistributed, in whole or in part, without the written permission of UBS and UBS accepts no liability whatsoever for the
actions of third parties in this respect.
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