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‘ Balancing act

As we approach the second half of 2023, markets are pric-
ing a benign path forward. Implied equity volatility is the
lowest since the onset of the pandemic, and the S&P 500 is
up 20% from October’s low. The calm before the storm?
Or the end of the worst recession that never was?

From here, we think investors face a balancing act. There is
a path higher for stocks, but it is a narrow one and comes

with risks: Economic growth can neither be so strong as to
force the Federal Reserve into further hikes, nor so weak as
to drive fears of a recession.

What should investors do?

First, buy quality bonds. More-resilient-than-expected eco-
nomic data has boosted yields in recent weeks, providing
investors with a good opportunity to lock in elevated rates
as the Fed engages in a balancing act between price stabil-
ity, full employment, and financial stability. We see opportu-
nities in high grade (government), investment grade, and
sustainable bonds, and select senior financial debt. Actively
managed fixed income strategies can help investors take
advantage of the breadth of opportunities.

Second, seek diverse and durable income. Earning more
durable income is not just about high-quality bonds.
Among the riskier parts of fixed income, we like emerging
market credit. We see opportunities in diverse income strat-
egies to balance fixed income exposure. This includes qual-
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ity dividend-paying equities across traditional and sustain-
able strategies (and by region in Switzerland and Asia), US
preferred securities, and in volatility-selling strategies.

Third, look for equity laggards. Stock market gains have
recently been concentrated in a few areas, and with valua-
tions among some of the best performers now looking
stretched, we expect the gap between the leaders and the
laggards to close. Investors should protect their holdings
through capital preservation strategies and rebalance into
the laggards, like emerging markets, defensives, and value.

Fourth, position for a weaker dollar. We expect rate differ-
entials between the US dollar and other currencies to nar-
row, and see the dollar’s downtrend resuming in the
months ahead. We therefore recommend investors with the
Japanese yen, euro, British pound, or Swiss franc as their
home currency strengthen their home bias. We also expect
gold to reach new all-time highs.

Fifth, diversify with alternatives. We recommend balancing
traditional portfolios with an allocation to alternatives.
Hedge funds should enable investors to navigate, as well as
take advantage of, dislocations in markets in a period of
economic uncertainty. Meanwhile, we believe private mar-
kets offer a variety of opportunities to earn income and
grow wealth over time, including in private equity, private
credit, and real estate.

Sixth, invest in real assets. The Fed could be willing to let
inflation stay modestly above target for an extended period.
If the delicate balance of financial and price stability tips
over into fears that the central bank is risking inflation
expectations running out of control, we think allocations to
infrastructure, commodities, and select core real estate
could help with long-term inflation mitigation, and provide
additional portfolio diversification and income.

Finally, go sustainable. Green investment, decarbonization
commitments, consumer sentiment, and regulation will
continue to drive the case for investing sustainably. We like
sustainable bonds, environmental, social and governance
(ESG) leaders, and innovative companies that can do more
with less, including within energy and water efficiency, as
well as in the transition to renewable energy—where we
think investors should balance traditional with sustainable
exposure. We also see opportunities to gain exposure to
sustainable themes such as health and climate through
hedge fund and private market vehicles.
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Buy quality
bonds

More-resilient-than-expected economic data has boosted
yields in recent weeks, providing investors with a good
opportunity to lock in elevated rates as the Fed engages in
a balancing act between price stability, full employment,
and financial stability. We see opportunities in high grade
(government), investment grade, and sustainable bonds,
and select senior financial debt. Actively managed fixed
income strategies can help investors take advantage of the
breadth of opportunity.

Lock in quality bond yields (high grade, investment
grade, sustainable). Yields have risen in recent months as
the economy has proved more resilient than expected. We
think this provides a good opportunity for investors to put
their excess cash to work by locking in attractive yields as
the Fed nears the end of its rate hiking cycle and before
markets start to price lower rates in the future. The more
defensive, higher-quality segments of fixed income look
most appealing to us, given the all-in yields on offer and the
potential for capital appreciation as investors shift their
focus from inflation risks to growth risks. We expect high
grade (government), investment grade, and sustainable
debt to deliver good returns over the balance of the year,
and we prefer five to 10-year maturities.



Figure 1
Higher-quality segments of fixed income offer attractive yields
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Select senior financial bonds. The bonds of financial
institutions came under pressure earlier this year amid fears
of a full-scale banking crisis. Although they have recovered
somewhat, senior bank bonds continue to offer higher
yields compared to those of similarly rated non-financial
companies. Highly rated covered bonds also offer signifi-
cantly greater yields than government and agency notes.
We believe this creates opportunities to lock in attractive
yields in senior and covered bonds of larger, well-capitalized
banks with strong balance sheets, stable and well-diversi-
fied deposit bases, and healthy credit metrics. While part of
the appeal of paper in US dollars for non-US investors is off-
set by potential downside to the currency, senior financial
notes are available in a range of currencies.

Actively managed fixed income strategies. With yields
now materially higher, the opportunity set in fixed income is
expanding. Individual bonds can be a good way to take
advantage of today's yields. A bond fund, however, offers
convenience, automatic reinvestment, and diversification. In
addition, the volatility and dispersion across fixed income
segments, combined with the higher yields available today
and the resulting higher return potential, should increase
the opportunities for active managers to outperform in this
environment.
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Seek diverse and
durable income

Earning more durable income is not just about high-quality
bonds. Among the riskier parts of fixed income, we like
emerging market credit. We see opportunities in diverse
income strategies to balance fixed income exposure. This
includes quality dividend-paying equities across traditional
and sustainable strategies (and by region in Switzerland
and Asia), US preferred securities, and in volatility-selling
strategies.

Emerging market bonds. Within the riskier classes of
fixed income assets, we like emerging market (EM) sover-
eign bonds. A Fed pause, the prospect of lower US rates
ahead, and a weaker dollar should support the asset class.
And, while China’s recovery has been uneven, we still see
good growth dynamics this year in EM. EM central banks
also have scope to lower their own policy rates due to mod-
erating inflation. In this context, we see total yields of 8.5%
in the EMBIG Diversified sovereign index as representing
good value. For more risk-taking investors, we also see
value in some sovereign issuers that are willing and able to
work with the International Monetary Fund or other inter-
national lenders in select restructuring scenarios.



Figure 2

Select markets offer attractive dividend yields

MSCI index dividend yields vs. government yields, in %

45
3.9
34
3.1
2.4 2.4
1.0
EMU Switzerland Australia Japan
Dividend yield B 10-year yield

Source: Bloomberg, UBS, as of June 2023

Balancing act

Quality dividend-paying equities. Quality dividend-pay-
ing stocks can be a good source of income and can
enhance potential equity returns at a time when the risk-
reward outlook for broad indexes appears muted over a
tactical horizon. The MSCI World High Dividend Yield index
and its sustainable equivalent are currently offering a yield
of around 4%, higher than some US government bonds.
Quality dividend equities tend to be found in more defen-
sive parts of the market, and history suggests dividend pay-
ments should prove relatively stable even in the event of an
economic downturn. Companies in this category also often
have strong pricing power, enabling them to protect mar-
gins in periods of high inflation. By region, we think this
style has the most potential in Switzerland and in Asia.

In Switzerland, for example, the average dividend yield, of
over 3% is well above that of Swiss franc bond yields
(10-year Eidgenossen yield is just above 1%). We see Swiss
corporate balance sheets and profitability as robust, sug-
gesting that distributions are likely to be sustainable even if
the economic outlook weakens.

US preferred securities. Preferred securities have faced
performance headwinds since 2022 as interest rates have
risen and, more recently, financials have underperformed.
Preferreds (ICE BofA Fixed Rate Preferred Securities Index)
now offer attractive yields around 7%, and in our view have
potential for upside as markets start to price a lower risk of
a persistent banking crisis. While investors should be pru-
dent when it comes to selecting securities, we believe pre-
ferreds will outperform in the months ahead.

Yield-generating structured investments. Although
implied equity volatility has fallen to the lowest level since
the pandemic, we still see opportunities for investors to sell
options as a way of generating yield. First, such strategies
tend to outperform in rangebound equity markets, which is
what we expect for the remainder of 2023. Second, while
implied volatility is low in absolute terms, the volatility risk
premium is relatively high at present, meaning that actual
swings in equity markets have been even lower than implied
volatility measures. If sustained, that increases the probabil-
ity of gains for investors selling options. Separately, while
equity volatility is low, cross-asset volatility remains histori-
cally high, in particular in FX, bonds, and commaodities.



| Where next for the Fed?

One important factor behind the rise in equity markets in
recent weeks is the increased confidence among investors
that the Fed is coming to the end of its rate-hiking cycle,

despite high inflation.

The Fed paused its hiking cycle at its June meeting, though
its updated "dot plot" points to two additional 25 basis-
point-hikes this year. A pause in rate hikes might seem
imprudent considering current inflation data. The core con-
sumer price index, at 5.3% year-over-year, is well above the
Fed's target and was up 0.4% month-over-month in May
alone. The labor market also remains tight. Despite a mod-
est increase in the unemployment rate, recent data show
job openings have actually increased and employment
growth remains robust.

But, equally, after 500 basis points of rate hikes in just 14
months—the most rapid pace of Fed tightening in 40
years—uncertainty around the scale of the potential lagged
effect on the economy is high, and we have already seen
signs of financial instability and fraying balance sheets—
both corporate bankruptcies and credit card delinquencies
are rising. Against this backdrop, the Fed needs to consider
risk management across all its areas of responsibility: price
stability, full employment, and financial stability. And, while
the former suggests the Fed should keep hiking, the latter
two dictate a more cautious approach.
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Looking ahead, although the Fed has indicated it intends to
resume rate increases, the "skip" statement shows the
deep divisions on the committee that needed to be bridged
to reach a consensus. Furthermore, we think it could get
harder to restart hikes as the US presidential election season
approaches—we do not like election politics becoming a
factor in our scenario analysis any more than the Fed does,
but at least we can be open about it.

For investors, this means we may now need to consider
that the Fed may be willing to let inflation stay modestly
above target for an extended period. Higher inflation and a
Fed on hold is not necessarily a bad combination for equi-
ties— higher nominal growth would provide an earnings
tailwind. But it does increase the potential downside, par-
ticularly if markets begin to fear the Fed is risking inflation
expectations running out of control.

Against this backdrop, we think investors should use a
period of the Fed staying on hold to lock in yields in high-
quality bonds, invest in real assets—including infrastructure
and gold—to provide a partial hedge against long-term
inflation, and position for a weaker dollar.




Look for
Pt
i equity laggards

Stock market gains have recently been concentrated in a
few areas, and with valuations among some of the best
performers now looking stretched, we expect the gap
between the leaders and the laggards to close. Investors
should protect their holdings through capital preservation
strategies and rebalance into the laggards, like emerging
markets, defensives, and value.

Capital preservation strategies. After strong year-to-date
returns for US, growth, and IT stocks, investors need to
think about how to balance potentially attractive longer-
term gains with elevated valuations and near-term risks. In
our view, the risk-reward of direct exposure of these areas
is relatively unappealing versus asymmetric exposure. As a
result, we recommend that investors make use of capital
preservation strategies to maintain both upside exposure
and some downside protection.

Invest in EM and select European opportunities

(vs. US). We have a most preferred view on emerging mar-
ket equities and expect them to deliver mid- to high-single-
digit positive returns this year. Having lagged global equities
by 6 percentage points year-to-date (MSCI EM vs. MSCI AC
World, USD terms), we think EM stocks will likely catch up
in the months ahead. Our EM earnings forecast for next
year have been revised upward (13% vs. 7% for developed

Balancing act 10



Figure 3
EM and select EMU valuations look appealing
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markets), and we see current valuations as attractive with
EM as a whole trading at a 46% discount to developed
markets on a 12-month forward price-to-book (P/B) basis,
with China also trading at an appealing discount.

The market outlook for parts of the Eurozone also looks
promising, and we particularly like consumer discretionary,
Germany, and small- and mid-cap companies in the region.
European consumer stocks, including the consumer discre-
tionary sector, look poised to benefit from an improving
consumer outlook as wages rise, inflation pressures ease,
and central banks stop hiking. MSCI Germany is trading at
11.1x forward price-to-earnings (P/E) multiple, a 10% dis-
count to MSCI EMU. The current forward P/E of EMU small-
and mid-caps is now below 12x and trading at a 5% dis-
count to large-caps.

US equal-weight vs. cap-weight (i.e., “the rest” vs.
tech). Within US equities, we recommend investors con-
sider switching into equal-weighted indexes where the
majority of stocks have catch-up potential. The 86% rally
for the seven US mega-cap tech names (trading on 31x for-
ward earnings) compares to just a 4% year-to-date advance
for the rest of the S&P 500 (which trades on just 15.8x for-
ward earnings, below the pre-pandemic average). Investors
can also consider shifting to our most preferred US sectors

that combine defensive and quality cyclical exposure in case
of a soft landing (including consumer staples, energy, and
industrials).

Value vs. growth. From a style perspective, we favor an
allocation to value over growth. Value stocks have under-
performed their growth counterparts by 21 percentage
points so far this year (MSCI All Country World data),
largely due to the Al-driven tech rally. But we think they can
catch up in the coming months as we expect the wide gulf
between growth sector performance and fundamentals
(leading indicators of earnings and real yields) to narrow if
central banks keep rates elevated or accept a period of
higher-than-target inflation—an environment that has his-
torically supported the outperformance of value stocks.

From a global sector perspective, we favor consumer sta-
ples (defensive and resilient earnings at reasonable valua-
tions) and industrials (to benefit from ongoing business
investment). We are least preferred on global information
technology (with US valuations particularly looking too rich
compared to real yields, earnings yields versus US Treasur-
ies, and on equity risk premiums to the broader US market).
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Is Al a bubble? If not, how should | participate?

Tech stocks have been among the standout performers in
the first half of 2023. Nvidia, whose chips underpin many
artificial intelligence applications, has surged 194% and
seen its market value top USD 1 trillion. And other tech
companies have also benefited from hopes for an Al-driven
rise in revenue, with the NYSE FANG+ index—tracking the
top 10 US tech stocks—rising 75% year-to-date.

We see high long-term growth potential stemming from
artificial intelligence. ChatGPT has more than 200 million
users less than seven months after its launch, a far faster
uptake than prior technological innovations. It has also
sparked a rush to incorporate Al tools across a wide range

of businesses and services, including in knowledge services,

financial services, and pharmaceuticals. Furthermore, the
associated demand for semiconductors and cloud comput-
ing is likely to power growth in the Al hardware and ser-
vices market.

Balancing act

However, we also note tech stocks have moved very quickly
to price in the potential upside. While artificial intelligence
is likely to prove a transformative technology in the long
term, predicting the short-term impact on share prices is, by
its nature, speculative and subject to swings in sentiment.
We also do not believe current developments in Al justify
the elevated valuations of the MSCI All Country World IT
index, which is trading at a 25% premium to its average
price-to-earnings ratio over the past decade.

So, while we think artificial intelligence is likely to become a
key long-term driver of performance for technology compa-
nies, current valuations look stretched to us. And even if
only half of the “Al-rally” among the “surging seven”
stocks were to reverse, that would trigger more than 5%
downside for the overall index, all else being equal. So, we
believe investors looking to add equity exposure should
focus more on parts of the market that have lagged the
recent rally.

12
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Position for dollar
weakness

We expect rate differentials between the US dollar and
other currencies to narrow and see the dollar’s downtrend
resuming in the months ahead. We therefore recommend
investors with the Japanese yen, euro, British pound, or
Swiss franc as their home currency strengthen their home
bias. We also expect gold to reach new all-time highs.

Diversify USD holdings. The US dollar held firm for much
of the first half as the Fed tightened policy and US eco-
nomic data proved more resilient than expected. But we
expect the US dollar to weaken in the months ahead. US
inflation has almost halved from its 2022 peak and contin-
ues to fall. And as the Fed'’s hiking cycle gets closer to an
end, we expect the US interest rate premium to shrink fur-
ther, especially given the US central bank's pause in rate
hikes. We recommend diversifying USD holdings, and
advise investors with portfolios based in the Japanese yen,
British pound, euro, or the Swiss franc to tactically
strengthen their home bias.

13



We particularly like the Japanese yen for its safe-haven
qualities, which makes it a good hedge in an uncertain
environment. Additionally, the improving economic back-
drop suggests the Bank of Japan is likely to tighten its very
loose monetary policy in the second half of 2023. In Swit-
zerland, we expect the Swiss National Bank to remain
hawkish to keep price pressures contained and the franc
stable in real terms, meaning we still see value in the CHF
as a safe-haven currency vs. the USD.

Gold. A weaker US dollar should benefit gold, and we
expect the yellow metal to reach a new all-time high of
USD 2,250/0z by June 2024. Robust central bank demand,
the Fed nearing the end in its rate hiking cycle, and con-
cerns about financial and geopolitical stability should also

Balancing act

favor higher gold prices over our forecast horizon. Our
analysis shows that a mid-single-digit percentage allocation
to gold in a balanced USD-based portfolio would have
improved risk-adjusted returns and lessened portfolio draw-
downs over recent decades.

Structured strategies on select currencies. Investors can
consider various strategies to enhance yield by utilizing vol-
atility in the options market. Volatility-selling strategies
based on the pound, the Australian dollar, and the yen all
look attractive to us in the current environment.

Figure 4

Gold tends to perform well with a weaker US dollar

Gold (USD/oz, Ihs), DXY Index, inverted (rhs)
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Does a weaker US dollar undermine its status
as a global reserve and trading currency?

From a cyclical perspective, we expect the US dollar to
depreciate as the US growth and interest premium to the
rest of the world erodes. But it is important to note that our
call for a weaker greenback does not mean we expect its
global currency status to decline.

First, global currency regimes are sticky, and the US dollar
dominates financial markets and international trade. The
latest International Monetary Fund survey on the currency
composition of global foreign exchange reserves reveals
that the share of US dollars held by central banks still
stands at almost 60%. The greenback is also used in over
40% of every global payment and 85% of trade finance
contracts, according to SWIFT.

Second, the US dollar is still the world's dominant currency in
terms of liquidity—the key property that global reserve man-
agers and those involved in international trade look for in a
currency. The greenback was on one side of 88% of all trades
in 2022, according to the Bank for International Settlements.

Balancing act

Third, stability and safety matter. For all the challenges the
US financial and political system has faced of late, the US
still ranks highly on various gauges including rule of law,
regulatory quality and efficiency, and market openness (the
prevalence of capital controls, for example). As a result, the
US continues to attract large flows of foreign investment.

Over time, the greenback will likely make some room for
competitors. China, for instance, is working to accelerate
the yuan's internationalization. But while the landscape is
evolving, we believe a US dollar-centric world will continue
for years to come.

For more information, please see “Toward a more diversi-
fied, yet still US dollar-centric, global currency order.”

15
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™ Diversity with
U alternatives

We recommend balancing traditional portfolios with an
allocation to alternatives. Hedge funds should enable inves-
tors to navigate, as well as take advantage of, dislocations
in markets in a period of economic uncertainty. Meanwhile,
we believe private markets offer a variety of opportunities
to earn income and grow wealth over time, including in pri-
vate equity, private credit, and real estate.

Hedge funds

Discretionary macro funds. Discretionary macro funds
have so far delivered a flat performance this year (based on
HFRI data), with many managers having to reposition port-
folios frequently to account for changing expectations about
the growth, inflation, and US monetary policy outlook.

However, we believe the strategy will ultimately capitalize on
persistent macroeconomic uncertainty and the normalization
in US equity market volatility, and offer a counterbalance to
rising equity-bond correlations. Macro hedge funds have in
the past generally helped to reduce portfolio swings during
times of economic slowdowns or recessions. Between 1997
and 2022, macro hedge funds outperformed other hedge

Balancing act 16



fund strategies (HFRI Fund Weighted Index) by 1 percentage
point (1997 to June 2022) during manufacturing slowdowns
and by 12 percentage points (over the same period) during
manufacturing recessions (all based on BarclayHedge and
HFR data, using global industrial production as a business
cycle indicator).

They have also shown shallower peak-to-trough losses dur-
ing market sell-offs. Discretionary macro recorded a maxi-
mum drawdown of 8.1% over the 1997-2022 period previ-
ously cited, compared to a 50.9% peak drawdown for US
equities (S&P 500 Total Return Index). And while discretion-
ary macro funds showed modest positive return correlations
to global bonds (0.28) and global equities (0.54), macro
hedge funds have delivered negative return correlations to
equities during periods of acute market stress.

Other hedge fund approaches (equity low-net, credit,
multi-strategy). Equity dispersion remains high, so we
continue to favor uncorrelated strategies such as low-net
equity long-short strategies—across traditional and sustain-
able equity exposure. These funds have historically shown

Balancing act

they can benefit from market dispersion, mitigate market
directionality, and complement traditional equity positions.

While equity low-net strategies can enhance equity expo-
sure, we think the opportunity set for alternative credit
strategies has increased favorably. Specialized credit hedge
fund managers are likely to take advantage of this environ-
ment to generate attractive carry, convexity with potentially
lower directionality, and sensitivity to interest rates and
credit risk.

Finally, we think multi-strategy funds, which combine differ-
ent hedge fund strategies, also remain a key component of
portfolios. They can provide investors with attractive risk-
return characteristics and diversification in periods of mar-
ket turmoil.

Investors should note that alternatives can carry unique
risks, including reduced liquidity, high costs, and various
complexities. Following the US banking sector stress, hedge
funds’ access to funding is a factor to watch.

Figure 5

Hedge funds: Macro funds tend to offset some of the declines
in equities
Global macro vs. global equities, during equities’ worst down periods
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Private markets

Private equity. We think investors should balance public
equity with private equity exposure, given the potential for
higher returns.

First, widening valuation dispersion should offer opportuni-
ties for managers to acquire assets at compelling valua-
tions. This is especially true for investors in new private
equity vintages whose capital will be gradually invested
across various companies and at different multiples over
4-6 years. Second, private equity managers can use active
ownership tools to reduce financial stresses, create value,
and boost valuations in their portfolio companies during a
period of economic uncertainty.

Third, historical analysis using data since 1993 shows pri-
vate equity pooled returns (Cambridge Associates global
private equity pooled internal rate of return) have consis-
tently outperformed global equities (MSCI AC World public
market equivalent). And global buyout outperformance
over global stocks is the highest (by 8.9 percentage points)
one year after the public market peak, according to data
from Cambridge Associates.

Balancing act

We see opportunities in seeking exposure to value-oriented
buyout strategies and secondaries. Typically, when investors
sell private equity commitments in the secondary market,
the transactions clear at around 95% of the Net Asset
Value (NAV) of the portfolio companies—or a 5% discount.
At present, there is a 15-20% discount generally available
in secondaries, creating additional value potential for inves-
tors to increase the internal rate of return.

Finally, private equity represents an opportunity for inves-
tors who want to create additional measurable environmen-
tal and social impact in the long term. We like investments
in health, education, and climate-related solutions.

Stay invested in private credit and real estate. Higher
default rates amid higher interest rates have weighed on
the outlook for private credit. At the same time, the loss of
access to easy money has highlighted dwindling office and
retail occupancy since the pandemic, raising concerns over
the commercial real estate market.

But, we continue to see value in private debt and expect it
to deliver attractive income in 2023, with stronger cove-
nants protecting capital as economic growth slows. Our

estimate is for potential in the mid-single-digit percentage
range, as the high-income cushion of private loans offsets
some capital losses from an expected rise in defaults.

First, further bank retrenchment could provide more private
credit opportunities for direct lenders. Second, we see pri-
vate lenders have used their negotiating power to secure
higher yields. At current levels, private loans are yielding a
coupon of close to 12.5% per year, a 400-basis-point spread
over high yield. Third, private debt managers have focused
on prudence. Net-debt-to-enterprise-value ratios on new
loans stood at 5.1x in April this year, compared to highs of
6x in February 2022, according to JPMorgan analysis.

We also see continued value in private real estate, albeit
selectively. Over a strategic (7-15 year) horizon, we expect
global direct real estate could deliver potential annual
returns of 7-9%. For more on this, see p. 20.

Investors should note that investing in private markets
comes with certain drawbacks that should be accounted for
in financial plans and overall asset allocation. Investors need
to be willing and able to lock up capital for longer, given
potential illiquidity.

18
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Invest In
real assets

The Fed could be willing to let inflation stay modestly above
target for an extended period. If the delicate balance of
financial and price stability tips over into fears that the cen-
tral bank is risking inflation expectations running out of
control, we think allocations to infrastructure, commodiities,
and select core real estate could help with long-term infla-
tion mitigation, and provide additional portfolio diversifica-
tion and income.

Infrastructure including greentech. Infrastructure-linked
assets often operate on long-term contracts tied to inflation,
helping investors balance their long-term spending plans
with the inflation-adjusted value of their assets. In addition,
they can help stabilize income generation in a multi-asset
class portfolio. Investors can gain infrastructure exposure
directly or indirectly. For individual investors, direct exposure
to the cashflows from utility, communication, or transporta-
tion assets can be attained via private market vehicles.

We see value in assets linked to digital connectivity (5G,
fiber networks, and data storage) and the energy transition
(renewables, storage, and transmission).

Indirect exposure can be attained via bond or equity mar-
kets. For example, in the US REIT sector, we like the expo-
sure to communication towers and data centers. Greentech
companies are exposed to infrastructure spending on the
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Figure 6

Infrastructure assets tend to provide stable income and
diversification benefits

CA infrastructure index, MSCI ACWI and Bloomberg global aggregate bond
index, % returns
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Source: Cambridge Associates, Bloomberg, UBS, as of June 2023
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energy transition, decarbonization, and energy efficiency.
We also have a most preferred stance on the global utilities
and industrials sectors—both are indirect ways of investing
in infrastructure and benefiting from increased infrastruc-
ture investment.

Commodities. In the first half of the year, better-than-
expected North American production, higher Russian
exports, and destocking unexpectedly kept the global oil
market in surplus, and disappointing Chinese activity data
and cuts to global growth weighed on industrial metals.
Near-term pressure on commodities could persist.

But the recent weakness provides an opportunity to add to
select positions. We have a most preferred stance on oil
and gold. We expect the implemented and announced pro-
duction cuts by Saudi Arabia to feed through into lower oil
inventories, supporting prices. Also, with Iranian oil exports
at the highest level since September 2018, we think the risk
of additional supply that has weighed on sentiment recently
is overstated. For gold, we have a June 2024 price target of
USD 2,250/0z, which would represent a new all-time high.
Continued central bank demand and a resumption of the
US dollar downtrend should help reverse recent price weak-
ness, in our view.

Longer term, we also believe the structural drivers for
higher commodity prices remain intact. A steady rise in
emerging market demand, global efforts to achieve net-

zero CO, emissions, climate change, and structural underin-
vestment across almost all sectors should support commod-
ity prices over the coming years, in our view. Given the
unique characteristics and drivers of individual commodities
and structural commodity trends, actively managed strate-
gies enable investors to potentially boost their returns rela-
tive to risk. An alternative way of accessing these structural
opportunities is by investing in select metals and mining
stocks, where valuations are low at present.

Global direct real estate. We also see continued value in
global direct real estate, albeit selectively. Over a strategic

(7-15 year) horizon, we expect global direct real estate to

deliver potential annual returns of 7-9%.

First, fundamentals remain robust in defensive parts of the
market, including logistics, US and European multifamily
apartment assets, and smaller market segments (data cen-
ters, healthcare, and student housing). Second, higher real
estate yields should raise its attractiveness from next year, as
higher potential incomes eventually offset capital deprecia-
tion from a higher cost of funding. Investors may also be
underestimating real estate’s income resilience through the
indexation of rental income. And third, historical annual
returns, volatility, and correlation data from the last 25 years
demonstrate that allocations to private real estate can com-
plement bonds as a source of income while diversifying
portfolios.
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@@ Go |
< sustainable

Green investment, decarbonization commitments, con-
sumer sentiment, and regulations will continue to drive the
case for investing sustainably. We like sustainable bonds,
ESG leaders, and innovative companies that can do more
with less, including within energy and water efficiency, as
well as in the transition to renewable energy—where we
think investors should balance traditional with sustainable
exposure. We also see opportunities to gain exposure to
sustainable themes such as health and climate through
hedge fund and private market vehicles.

Sustainable bonds. Our preferred areas in fixed income—
high grade (government), investment grade, and emerging
market bonds—all have sustainable counterparts that have
provided comparable returns year-to-date, while allowing
investors to align their portfolios with their values. We
expect attractive risk-adjusted returns, given currently ele-
vated yields. In addition, we still see positive fund flows into
sustainable fixed income areas year-to-date, highlighting
investor interest, particularly in Europe, remains strong.

Sustainable equities: ESG leaders, renewables, and
water scarcity. So far this year, stocks of companies lead-
ing on sustainability criteria have outperformed their global
counterparts, most notably in the US and Europe. We
expect this outperformance to continue as these stocks can
offer high dividend yields (i.e., more predictable income as
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the index has a near 4% dividend yield), while offering
quality characteristics.

The disruption in traditional energy production due to Rus-
sia’s war in Ukraine has caused investors to balance tradi-
tional energy exposure with renewables. But despite the
underperformance versus traditional energy last year, over
the past five years the MSCI Global Alternative Energy index
has outperformed the traditional energy index by 35ppts.
The share of renewables is continuing to rise in the US and
Europe (from 17% and 30% in 2017 to 21% and 39% in
2022, respectively), and the US IRA has placed a powerful
spotlight on the green energy transition, so we expect the
near-term outlook to be strong.

We also see thematic opportunities in solutions to address
water scarcity—and the S&P Global Water Index has out-
paced the global equity market by over 24 percentage
points over the past five years. The theme’s balance
between defensive water utilities—which benefit from pre-
dictable revenues—and cyclical characteristics through
industrials makes it a promising investment across cycles, in
our view.
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Sustainable hedge funds. We see a growing number of
opportunities to implement sustainable hedge fund expo-
sures within portfolios, allowing investors to diversify more
effectively as well as access additional sources of returns.
Sustainability-focused hedge funds typically focus on green
technologies, carbon certificates, and broader sustainable
opportunities across themes and sectors. We anticipate sus-
tainable hedge fund portfolios could deliver a comparable
performance to that of traditional hedge funds, though
likely in a more volatile fashion.

Private market impact investing. The global focus on
advancing social and environmental objectives creates
opportunities for early-stage companies operating in private
markets. We see promise in the future of healthcare, as
techniques like cell and gene therapy can now be used as
the basis for innovation across viral and infectious diseases.
The post-COVID world creates an opportunity for educa-
tion-focused technology to enhance student outcomes,
with private equity serving as a source of capital for innova-
tion. Resource scarcity underpins the need for investment in
the circular economy, and environmental infrastructure and
technologies in the long run.

Figure 7

Sustainable bonds: Fund flows remain positive, Europe leading
in assets
Flows in sustainable funds, by region, in USD bn
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Bonds had a volatile first half amid banking sector turbu-
lence, the US debt ceiling standoff, and rapid shifts in mar-
ket pricing of the growth and central bank policy outlooks.
The 2-year US Treasury yield fell from its early-March high
of 5.07% as financial stability fears intensified, but has
rebounded to around 4.69% as of mid-June (+26bps year-
to-date). The 10-year US Treasury yield fell 9bps year-to-
date to 3.79%, deepening the inversion of the 2-year/10-
year yield curve. In Europe, the 10-year Bund yield fell
12bps to 2.45%, while the 2-year yield rose 26bps to
3.0%. Corporate bond indexes delivered modestly positive
returns (Bloomberg Barclays US Intermediate Corporate:
+2% year-to-date).

Equities. After a tough 2022, global stocks have bounced
this year, helped by falling inflation, resilient US economic
data, and better-than-expected corporate earnings. The
MSCI All Country World Index has surged 12% year-to-
date. The S&P 500 has risen 14%, though its rally was nar-
row, driven largely by a handful of mega-cap growth equi-
ties that benefited from investor enthusiasm for Al-related
stocks. Elsewhere, Japanese equities performed well,
helped by improving economic momentum, while Eurozone
stocks were boosted as fears about an energy crisis eased.
In contrast, MSCI China’s upbeat start to the year was tem-
pered by signs that the country’s economic recovery is prov-
ing uneven, and the index has lost 3% year-to-date.

Currencies. More-resilient-than-expected US economic
data and further Fed rate hikes supported the US dollar in
the first half, leaving the Dollar Index broadly flat year-to-

date, though still 10% below its September 2022 peak.
The British pound was the best-performing G10 currency
against the US dollar, helped by its cheap valuation unwind-
ing. The Swiss franc also strengthened amid safe-haven
demand and tighter monetary policy. However, the Japa-
nese yen lost ground against the US dollar, with USDJPY
climbing above 140.

Commodities have been under pressure in the first half.
The UBS CMCI index has delivered a total return of -4%, as
concerns about the durability of China’s economic recovery
weighed on oil and base metals prices. Spot Brent crude
prices fell 15% to below USD 75/bbl. Gold, by contrast,
had a strong first half, including rallies above USD 2,000/0z
as growth and financial stability concerns spurred investor
demand for safe-haven assets. Agricultural commodities
delivered a modestly positive total return.

Figure 8
Stocks outpaced bonds and commodities so far this year

Performance of select asset classes year-to-date, in %

Japanese equities 24.3%
Eurozone equities 15.3%

US equities 14.8%

Global equities (USD) 13.2%

Gold 7.4%

EM equities (USD) 7.2%

UK equities 3.6%

US gov. bonds 1.6%

DXY -0.6%
Chinese equities -1.6%
Brent crude -9.1%

Source: Bloomberg, UBS, as of 14 June 2023
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Appendix

Nontraditional Assets

Nontraditional asset classes are alternative investments that
include hedge funds, private equity, real estate, and managed
futures (collectively, alternative investments). Interests of alterna-
tive investment funds are sold only to qualified investors, and only by
means of offering documents that include information about the risks,
performance and expenses of alternative investment funds, and which
clients are urged to read carefully before subscribing and retain. An
investment in an alternative investment fund is speculative and involves
significant risks. Specifically, these investments (1) are not mutual funds
and are not subject to the same regulatory requirements as mutual
funds; (2) may have performance that is volatile, and investors may lose
all or a substantial amount of their investment; (3) may engage in lever-
age and other speculative investment practices that may increase the
risk of investment loss; (4) are long-term, illiquid investments; there is
generally no secondary market for the interests of a fund, and none is
expected to develop; (5) interests of alternative investment funds typi-
cally will be illiquid and subject to restrictions on transfer; (6) may not be
required to provide periodic pricing or valuation information to inves-
tors; (7) generally involve complex tax strategies and there may be
delays in distributing tax information to investors; (8) are subject to high
fees, including management fees and other fees and expenses, all of
which will reduce profits.
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Interests in alternative investment funds are not deposits or obligations
of, or guaranteed or endorsed by, any bank or other insured depository
institution, and are not federally insured by the Federal Deposit Insur-
ance Corporation, the Federal Reserve Board, or any other governmen-
tal agency. Prospective investors should understand these risks and have
the financial ability and willingness to accept them for an extended
period of time before making an investment in an alternative invest-
ment fund, and should consider an alternative investment fund as a
supplement to an overall investment program.

In addition to the risks that apply to alternative investments generally,
the following are additional risks related to an investment in these strat-
egies:

Hedge Fund Risk: There are risks specifically associated with investing
in hedge funds, which may include risks associated with investing in
short sales, options, small-cap stocks, “junk bonds,” derivatives, dis-
tressed securities, non-US securities and illiquid investments.

Managed Futures: There are risks specifically associated with investing
in managed futures programs. For example, not all managers focus on
all strategies at all times, and managed futures strategies may have
material directional elements.

Real Estate: There are risks specifically associated with investing in real
estate products and real estate investment trusts. They involve risks
associated with debt, adverse changes in general economic or local
market conditions, changes in governmental, tax, real estate and zon-
ing laws or regulations, risks associated with capital calls and, for some
real estate products, the risks associated with the ability to qualify for
favorable treatment under the federal tax laws.

Private Equity: There are risks specifically associated with investing in
private equity. Capital calls can be made on short notice, and the failure
to meet capital calls can result in significant adverse consequences
including, but not limited to, a total loss of investment.

Foreign Exchange/Currency Risk: Investors in securities of issuers
located outside of the United States should be aware that even for
securities denominated in US dollars, changes in the exchange rate
between the US dollar and the issuer’s “home” currency can have
unexpected effects on the market value and liquidity of those securities.
Those securities may also be affected by other risks (such as political,
economic or regulatory changes) that may not be readily known to a US
investor.
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Disclaimer

UBS Chief Investment Office’s (“CIO") investment views are prepared
and published by the Global Wealth Management business of UBS
Switzerland AG (regulated by FINMA in Switzerland) or its affiliates
("UBS").

The investment views have been prepared in accordance with legal
requirements designed to promote the independence of investment
research.

Generic investment research - Risk information:

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 does not constitute a
personal recommendation or take into account the particular investment
objectives, investment strategies, financial situation and needs of any
specific recipient. It 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 and/or may not be eligible for sale to
all investors. All information and opinions expressed in this document
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 forecasts, estimates and market
prices indicated are current as of the date of this report, and are subject
to change without notice. 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.

In no circumstances may this document or any of the information
(including any forecast, value, index or other calculated amount
("Values™)) be used for any of the following purposes (i) valuation or
accounting purposes; (i) to determine the amounts due or payable, the

Balancing act

price or the value of any financial instrument or financial contract; or (iii)
to measure the performance of any financial instrument including,
without limitation, for the purpose of tracking the return or performance
of any Value or of defining the asset allocation of portfolio or of
computing performance fees. By receiving this document and the
information you will be deemed to represent and warrant to UBS that
you will not use this document or otherwise rely on any of the
information for any of the above purposes. 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 not suitable for every
investor as there is a substantial risk of loss, and losses in excess of an
initial investment may occur. 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. Unless otherwise agreed in writing 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 applicable law. For information on the ways in
which CIO manages conflicts and maintains independence of its
investment views and publication offering, and research and rating
please
www.ubs.com/research-methodology. Additional information on the

methodologies, visit

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.

Options and futures are not suitable for all investors, and trading in
these instruments is considered risky and may be appropriate only for
sophisticated investors. Prior to buying or selling an option, and for the
complete risks relating to options, you must receive a copy of
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“Characteristics and Risks of Standardized Options”. You may read the
document at https://Awww.theocc.com/about/publications/character-

risks.jsp or ask your financial advisor for a copy.

Investing in structured investments involves significant risks. For a
detailed discussion of the risks involved in investing in any particular
structured investment, you must read the relevant offering materials for
that investment. Structured investments are unsecured obligations of a
particular issuer with returns linked to the performance of an underlying
asset. Depending on the terms of the investment, investors could lose
all or a substantial portion of their investment based on the performance
of the underlying asset. Investors could also lose their entire investment
if the issuer becomes insolvent. UBS does not guarantee in any way the
obligations or the financial condition of any issuer or the accuracy of
any financial information provided by any issuer. Structured investments
are not traditional investments and investing in a structured investment
is not equivalent to investing directly in the underlying asset. Structured
investments may have limited or no liquidity, and investors should be
prepared to hold their investment to maturity. The return of structured
investments may be limited by a maximum gain, participation rate or
other feature. Structured investments may include call features and, if a
structured investment is called early, investors would not earn any
further return and may not be able to reinvest in similar investments
with similar terms. Structured investments include costs and fees which
are generally embedded in the price of the investment. The tax
treatment of a structured investment may be complex and may differ
from a direct investment in the underlying asset. UBS and its employees
do not provide tax advice. Investors should consult their own tax advisor
about their own tax situation before investing in any securities.
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Important Information About Sustainable Investing Strategies:
Sustainable investing strategies aim to consider and incorporate
environmental, social and governance (ESG) factors into investment
process and portfolio construction. Strategies across geographies and
styles approach ESG analysis and incorporate the findings in a variety of
ways. Incorporating ESG factors or Sustainable Investing considerations
may inhibit the portfolio manager’s ability to participate in certain
investment opportunities that otherwise would be consistent with its
investment objective and other principal investment strategies. The
returns on a portfolio consisting primarily of sustainable investments
may be lower or higher than portfolios where ESG factors, exclusions,
or other sustainability issues are not considered by the portfolio
manager, and the investment opportunities available to such portfolios
may differ. Companies may not necessarily meet high performance
standards on all aspects of ESG or sustainable investing issues; there is
also no guarantee that any company will meet expectations in
connection with corporate responsibility, sustainability, and/or impact
performance.

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.

USA: Distributed to US persons by UBS Financial Services Inc. or UBS
Securities LLC, subsidiaries of UBS AG. UBS Switzerland AG, UBS Europe
SE, UBS Bank, S.A., UBS Brasil Administradora de Valores Mobiliarios
Ltda, UBS Asesores Mexico, S.A. de C.V., UBS SuMi TRUST Wealth
Management Co., Ltd., UBS Wealth Management Israel Ltd and UBS

Menkul Degerler AS are affiliates of UBS AG. UBS Financial Services
Inc. accepts responsibility for the content of a report prepared by
a non-US affiliate when it distributes reports to US persons. All
transactions by a US person in the securities mentioned in this
report should be effected through a US-registered broker dealer
affiliated with UBS, and not through a non-US affiliate. The
contents of this report have not been and will not be approved
by any securities or investment authority in the United States or
elsewhere. UBS Financial Services Inc. is not acting as a municipal
advisor to any municipal entity or obligated person within the
meaning of Section 15B of the Securities Exchange Act (the
“Municipal Advisor Rule”) and the opinions or views contained
herein are not intended to be, and do not constitute, advice
within the meaning of the Municipal Advisor Rule.

For country information, please visit ubs.com/cio-country-disclaimer-gr

or ask your client advisor for the full disclaimer.
Version A /2023. Cl082652744

© UBS 2023. The key symbol and UBS are among the registered and
unregistered trademarks of UBS. All rights reserved.

26


https://www.theocc.com/about/publications/character-risks.jsp
https://www.theocc.com/about/publications/character-risks.jsp
http://ubs.com/cio-country-disclaimer-gr

o UBS



	Balancing act
	Buy quality bonds
	Seek diverse and durable income
	Look for equity laggards
	Position for dollar weakness
	Diversify with alternatives
	Invest in real assets
	Go sustainable
	1H in review



