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Global rate cuts: will they help?

At a glance

B On Wednesday, Major central banks, including the US Federal
Reserve, the European Central Bank (ECB) and the Bank of Eng-
land (BoE) announced coordinated, surprise half a percentage
point, cuts in their respective main policy rates.

B With the interbank credit markets clogged up, however, there is
doubt about the efficacy interest rate reductions can have at this
juncture.

B The fact that we saw, for the first time since the beginning of the
crisis more than a year ago an, internationally coordinated action
can be seen as positive because it signals more global action in
the future.

B But more action and results will take time, which is a negative in
our view.

B Overall investors should remain cautious in this environment.

Seven major central banks — the Fed, the European Central Bank, the
Bank of England, the Bank of Canada, the Swiss National Bank, the
Swedish Riksbank and the People’s Bank of China — decided in a coor-
dinated action to cut their respective interest rates.

The move was highly anticipated and even demanded by the markets.
In fact, in our view, the negative reaction of stock markets on Monday
and Tuesday can be partially attributed to the disappointment that the
coordinated cuts didn't come earlier. And with almost all European
markets closing down between 5% and 7% on Wednesday, it appears
we did not see the typical impact of a coordinated rate cut of this
scale. The question that now comes to mind is “Was it too little too
late?” But this is not the right question to ask. Far more important is to
ask: “Was it the right thing to do anyway? There is a rational and an
irrational, let’s say more symbolic, answer to this question.

Rationally: It doesn’t matter

The main problem financial markets and the economies are currently
facing—especially in the US but more and more in Europe as well— is
a severe credit crunch, which after having affected the consumer has
spread now to the short term borrowing of firms. This short term bor-
rowing in the form of commercial paper or credit lines at financial in-
termediaries has been under a tremendous stress lately, leaving more
and more sound firms with liquidity problems. The creation of a special
investment vehicle on Tuesday through which the Fed would buy
commercial paper has certainly mitigated the problem in this market,
but the interbank market (i.e., the one in which financial institution
lend and borrow money from each other) is still dried out. As long as
banks are not lending to each other, it is safe to assume that they will
not lend to anyone else either, therefore the interbank money market
is a clear indicator of the stress on the credit market.

One can see the stress on the interbank and commercial paper market
in chart 1, which plots the spread between the 3 month LIBOR in USD
(one of the key interest rates in the interbank market), against the 3
month commercial paper rate and the Fed fund target rate. On
Wednesday the USD LIBOR was fixed at 4.52%, i.e. 252 basis points
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Where do the major central banks stay?

Central bank Move in points new rate
Fed cut -50 1.50
ECB cut -50 3.75
BoE cut -50 4.50
BOC cut -50 2.50
SNB cut -25 2.50
Riksbank cut -50 4.25
PBoC cut -27 6.93
BoJ unchanged 0 0.50

Source: Bloomberg, as of 8 October 2008

Chart 1: spreads against Fed fund target
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above the Fed fund target of 2% (before the rate cut announcement).
If we don't see this spread coming down significantly over the next
couples of days, then, in our view, the whole concerted action was not
a success. And frankly there is no rational reason at this stage to fore-
cast that the concerted action of the central banks alone will unfreeze
the interbank market.

Symbolically: It matters a lot

From a rational perspective there is therefore no reason to cheer up,
however markets are not only driven by pure rational thinking; there is
also a symbolic dimension. The coordinated move of the central banks
around the globe was the first truly global try to address the financial
crisis, which until recently was seen as a US crisis.

We have stressed in several previous reports that one of the main
points to solve the crisis is international coordination. It has now
gained some traction. On October 10, the G7 finance ministers and
central bankers will meet in Washington to decide on the next steps.

Conclusion

We recommend in this environment to remain cautious. Rate cuts
won't do much immediately, but the symbolic meaning of the fact that
they have been taken in international coordination can be seen as a
promising step in the right direction.

Annex: the major central banks in detail

As part of a joint central bank effort to ease monetary conditions, the
US Federal Reserve (Fed) cut its fed funds rate target by 50 basis
points from 2% to 1.5%. Such a move was already widely expected
for the next scheduled meeting on 29 October, and speculation that
the Fed might cut before that was also widespread. In his latest speech
on Tuesday, Fed Chairman Bernanke stressed the downside risk to
growth and pointed to deterioration in the economic outlook due to
the most recent financial market disarray. The most recent job and
business climate data had also shown that economic weakness is
spreading and deepening. We are reviewing our global economic fore-
casts and for now simply want to point out that further Fed easing
seems very likely.

The European Central Bank (ECB) has lowered its minimum bid rate
on the main refinancing operations by 50 basis points to 3.75%. The
initial section of the ECB’s statement, which is the same as that of all
the other central banks involved, explains that the emergency rate cut
reflects the intensification of the financial crisis, which has augmented
the downside risks to growth. Interestingly, the only ECB-specific part
of the statement says that, while upside inflation risks have eased “it
remains imperative to avoid broad based second-round effects in price
and wage setting.” On the face of it, this might suggest that the Bank
will be reluctant to cut rates much further. However, with the eco-
nomic outlook weakening rapidly, we think that interest rates will have
to be pared back further in coming months.

The Bank of England (BoE) has cut its Base Rate paid on bank re-
serves by 50 basis points to 4.5%. The fact that the Bank cut rates 24
hours ahead of a scheduled interest rate announcement underlines the
seriousness of the situation. With consumer price inflation at 4.7% at
present, the latest move may raise questions over whether the BoE is
putting financial market stability ahead of its inflation targeting objec-
tive. However, the BoE stressed in the statement accompanying the
move that the economic data released over the last month “indicate
that the outlook for economic activity in the UK has deteriorated sub-
stantially, reflecting a sharp monetary contraction.” Markets had ex-
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pected the BoE to lower interest rates this month at the regular meet-
ing and further rate reductions should be expected in the near future.

The Bank of Canada lowered its target for the overnight rate by 50
basis points to 2.5%. The central bank said that conditions in global
financial markets have deteriorated sharply, the US economy has
weakened further and commaodity prices have fallen sharply. It added
that as a result of these developments, credit conditions in Canada
have tightened significantly, despite the relative health of the financial
institutions. Weaker growth in the US will increase the drag on the
Canadian economy although the recent depreciation of the CAD will
help cushion the effects of the weaker global outlook on the domestic
economy. Below-potential growth in aggregate demand through
2009, combined with a lower profile for commodity prices, will signifi-
cantly ease inflation pressure in Canada, according to the central
bank.

The Swedish Riksbank cut its target repo rate by 50 basis points to
4.25%. Over the past 2.5 years the Riksbank repeatedly prioritized
fighting inflation by increasing interest rates from 1.50% in January
2006 to 4.75% in September 2008. The current move marks the first
step in what will likely be an extended easing cycle with looser mone-
tary conditions. Necessarily, the Riksbank justified the move by point-
ing out reduced inflationary pressures due to slowing growth. Addi-
tionally, the Riksbank emphasized that credit conditions have been ar-
tificially tightened by the financial crisis which has "led to higher inter-
est rates for companies and households, lower capital wealth and in-
creased uncertainty." The Riksbank will also be revising down its infla-
tion and growth forecasts.

The Swiss National Bank (SNB) lowered the target range for the 3m
Libor by 25 basis points to 2-3% aiming for the middle of the range at
2.5%. As the 3m Libor currently stands at almost 3.1% this effectively
means that the SNB aims to ease conditions in the money market by
almost 60 basis points. In the statement, the SNB argues that "the
global financial crisis has intensified and is having a considerable im-
pact on the international economy."” As this will also affect the Swiss
economy, the SNB now expects economic growth for 2009 to be
weaker than forecasted at the last monetary policy assessment meet-
ing in mid-September. And as the inflation outlook has improved on
the back of slowing economic activity as well as lower oil prices, the
SNB did see room for easing its monetary policy reins.

The People’s Bank of China (PBoC) lowered its key one-year lending
rate by 27 basis points to 6.93%. It is worth to notice that the PBoC
participated in this coordinated move and shows that China is also tak-
ing its share of responsibility to solve the crisis despite the fact that the
Chinese economy so far has been relatively immune to the recession-
ary tendencies in the US and Europe.

The Bank of Japan (BoJ) was the only major central bank leaving its
rates unchanged. One has to bear in mind though that the central
bank rates there at 0.50% do not leave much room for cutting. The
BoJ nevertheless said in a statement that it supported the action.

The Bank of Australia (BoA) had already cut its overnight cash rate
target in a surprise 100 basis points move to 6% on Tuesday, leaving
market participants speculating that a coordinated rate cut move
would be done sooner, rather than later, but they had to wait another
24 hours.
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Appendix Back to "At a glance”

If the date of this report is not current, the investment opinion and contents may not reflect the analyst's current thinking.

UBS Financial Services Inc. is a subsidiary of UBS AG.

Disclaimer

This report has been prepared by Wealth Management Research, the Financial Analysis Group of Global Wealth Management &
Business Banking, a Business Group of UBS AG (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 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 and its affiliates). All information and opinions as
well as any prices indicated are currently only 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 groups of UBS as a result of using
different assumptions and/or 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. Past performance of an investment
is no guarantee for 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.

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.

Australia: Distributed by UBS Wealth Management Australia Ltd (Holder of Australian Financial Services Licence No. 231127),
Chifley Tower, 2 Chifley Square, Sydney, New South Wales, NSW 2000. Bahamas: This publication is distributed to private clients
of UBS (Bahamas) Ltd and is not intended for distribution to persons designated as a Bahamian citizen or resident under the
Bahamas Exchange Control Regulations. Canada: In Canada, this publication is distributed to clients of UBS Wealth Management
Canada by UBS Investment Management Canada Inc.. France: This publication is distributed to clients of UBS (France) SA, a duly
authorized bank under the terms of the «Code Monétaire et Financier», regulated by French banking and financial authorities as
the «Banque de France» and the «Autorité des Marchés Financiers». Germany: The issuer under German Law is UBS
Deutschland AG, Stephanstrasse 14-16, 60313 Frankfurt am Main. UBS Deutschland AG is authorized and regulated by the
«Bundesanstalt fur Finanzdienstleistungsaufsicht». Hong Kong: This publication is distributed to clients of UBS AG Hong Kong
Branch by UBS AG Hong Kong Branch, a licensed bank under the Hong Kong Banking Ordinance and a registered institution
under the Securities and Futures Ordinance. Indonesia: This research or publication is not intended and not prepared for
purposes of public offering of securities under the Indonesian Capital Market Law and its implementing regulations. Securities
mentioned in this material have not been, and will not be, registered under the Indonesian Capital Market Law and regulations.
Italy: This publication is distributed to the clients of UBS (Italia) S.p.A., via del vecchio politecnico 3 - Milano, an Italian bank duly
authorized by Bank of Italy to the provision of financial services and supervised by «Consob» and Bank of Italy. Jersey: UBS AG,
Jersey Branch is regulated by the Jersey Financial Services Commission to carry on investment business and trust company
business under the Financial Services (Jersey) Law 1998 (as amended) and to carry on banking business under the Banking
Business (Jersey) Law 1991 (as amended). Luxembourg/Austria: This publication is not intended to constitute a public offer
under Luxembourg/Austrian law, but might be made available for information purposes to clients of UBS (Luxembourg) S.A./UBS
(Luxembourg) S.A. Niederlassung Osterreich, a regulated bank under the supervision of the «Commission de Surveillance du
Secteur Financier» (CSSF), to which this publication has not been submitted for approval. Singapore: This material is distributed
to clients of UBS AG Singapore Branch by UBS AG Singapore Branch, an exempt financial adviser under the Singapore Financial
Advisers Act (Cap. 110) and a wholesale bank licensed under the Singapore Banking Act (Cap. 19), regulated by the Monetary
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Authority of Singapore. Spain: This publication is distributed to clients of UBS Bank, S.A. by UBS Bank, S.A., a bank registered
with the Bank of Spain. UAE: This research report is not intended to constitute an offer, sale or delivery of shares or other
securities under the laws of the United Arab Emirates (UAE). The contents of this report have not been and will not be approved
by any authority in the United Arab Emirates including the UAE Central Bank or Dubai Financial Authorities, the Emirates
Securities and Commodities Authority, the Dubai Financial Market, the Abu Dhabi Securities market or any other UAE exchange.
UK: Approved by UBS AG, authorised and regulated 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 Securities LLC is a subsidiary of UBS AG and
an affiliate of UBS Financial Services Inc. 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.

© UBS 1998-2008. The key symbol and UBS are registered and unregistered trademarks of UBS. All rights reserved. Version as per
August 2007.
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