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Timely thoughts on 60 Minutes segment

m We would like to take this opportunity to address some of the
misconceptions that may have been created by the 60 Minutes program
that first aired on 19 December 2010.

m Market reaction following the broadcast of the program has been muted
with tax-exempt yields unchanged to slightly lower.

The television program provided viewers with a critical assessment of the
fiscal stress facing state and local governments. Meredith Whitney, an equity
analyst who gained significant notoriety by forecasting stress in the U.S.
banking sector, was among the individuals interviewed for the program.
Whitney recently shifted some of her focus away from her historical area of
expertise to offer an assessment of state and local government finance. We
have received numerous inquiries regarding her comments on the program
and believe further clarification is appropriate.

= We agree with her assessment that the current disclosure regime in
municipal finance is unsatisfactory. The absence of enforceable rules
governing the timely disclosure of financial results has been a persistent
problem and one that has received more attention recently. However,
her comments regarding the absence of information since the middle of
2008 are simply incorrect. State governments have released their FY09
audits as have most local governments of any size. While these financial
statements are produced at a slower rate than we would prefer, her
suggestion that information is generally unavailable from as long ago as
June 2008 is not accurate.
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Furthermore, state governments do in fact produce unaudited
information on a fairly routine basis. For example, the Califor-
nia’s Controller has posted the cash position of the State
through the end of November and has provided summaries of
General Fund revenue and collections to date. For the record,
and despite comments made by host Steve Kroft on the pro-
gram, California's rating of A1/A is not close to "junk."

B Ms. Whitney has forecast unprecedented defaults
throughout the municipal sector in the next 12 months. In
her words:

“you could see 50 to 100 sizeable defaults ...
more ... this will amount to hundreds of billions
worth of defaults”

Her prediction implicitly sets the stage for municipal de-
faults at twice the rate recorded in the Great Depression.
We do not believe that this is a reasonable forecast. As we
have said on many occasions in the past, this recession has
placed a great deal of stress on state governments but the
degree of damage does not approach the loss of revenue
evident during the Depression.

The amount of municipal bonds in payment default today
is roughly USD 8.2bn according to data compiled by the
independent research firm Municipal Market Advisors, in
comparison to approximately USD 2.9 trillion of municipal
debt outstanding. To achieve the default levels predicted
by Ms. Whitney, municipalities would have to default at a
rate greater than 30 times the current rate. Additionally, it
is important to note that 62% of the par amount and
80% of the number of bonds in payment default were ini-
tially non-rated bonds. Safer sectors of the municipal mar-
ket only comprise 0.5% of the par amount and less than
1% of the number of bonds that are in default.

B The program also referenced events in Harrisburg, PA. We
have described the situation in Harrisburg in prior reports,
most recently in our December market update report pub-
lished on 16 December 2010. Harrisburg is a good exam-
ple of an economically disadvantaged and politically dys-
functional community which has been exposed to a failed
project financing for at least a decade now. In other
words, this is a community which finds itself overleveraged
by a single project that now threatens to undermine its
ability to pay its GO debt. The city has not filed for bank-
ruptcy; the State of Pennsylvania has now stepped in and
will appoint a Coordinator to make recommendations for
a fiscal recovery plan. Investors should keep in mind that
Harrisburg’s bonds were assigned low ratings prior to the
current recession.

B Debt service does not represent an insurmountable burden
on state governments. For example, debt service as a per-
cent of revenues ranges from approximately 1.32% for
Texas t0 6.32% for New York. Based on data compiled by
S&P, the further revenue loss necessary to jeopardize the
payment of debt service on state government debt would
have to be quite substantial. California would have to reg-
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ister a further 45% reduction in General Fund revenue;
Texas, 61%; and New York a sizeable 85% decline.

This level of deterioration is not likely to occur, in our view.
According to data compiled by the Pew Center on the
States, 28 state governments now report year-over-year
increases in tax collections. Monthly sales tax collections
are up in California and lllinois. Corporate taxes are up in
Colorado and Arizona. New Jersey and Michigan are re-
porting year over year revenue increases. Does this mean
that the period of fiscal stress is over? Not at all. We con-
cede that a default by a higher-profile local government is
still a possibility in 2011. But it does point to a degree of
resilience not evident in the Whitney forecast.

B We agree with Ms. Whitney's belief that states will find a
way to honor their debt. We do not believe a state gov-
ernment will default due in large part to three important
elements:

o Debt service as a percent of spending is
modest at less than 10% of total spend-
ing on average. A bond default would
not solve the challenge of structural
deficits;

o Strong constitutional or statutory protec-
tions in place to protect bond holders;
and

o Default would impair market access, in-
crease future borrowing costs, and dis-
proportionately harm the state’s own
citizens who usually comprise a large
proportion of investors in the state’s
own municipal bonds.

B |ocal governments will continue to experience fiscal stress.
As we discussed in our prior research reports, and more
recently in our December market update, “we expect
headwinds for the broad muni market to linger for some
time and believe credit pressure for local governments will
be more intense at the local level”. That said, we do not
expect systemic defaults among local governments.

Market reaction following the broadcast of the program has been
muted. Compared to Friday, 17 December, the AAA Municipal
Market Data benchmark curve is unchanged at the 5-year maturity
point at 1.62%, 3 basis points (bps) tighter in the mid-section of
the curve at the 10-year spot (3.15%), and unchanged at 4.66%
for the yield on the long-dated 30 year municipal bond.
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Appendix

Statement of Risk

Municipal bonds: Although historical default rates are very low, all municipal bonds carry credit risk, with the degree of risk largely following the particular bond's sector.
Additionally, all municipal bonds feature valuation, return, and liquidity risk. Valuation tends to follow internal and external factors, including the level of interest rates, bond
ratings, supply factors, and media reporting. These can be difficult or impossible to project accurately. Also, most municipal bonds are callable and/or subject to earlier than
expected redemption, which can reduce an investor’s total return. Because of the large number of municipal issuers and credit structures, not all bonds can be easily or
quickly sold on the open market.

Rating Agencies Credit Ratings
S&P Moody's  Fitch/IBCA Definition
i AAA Aaa AAA  Issuers have exceptionally strong credit quality. AAA is the best credit quality.
n AA+ Aal AA+  Issuers have very strong credit quality.
e AA Aa2 AA
i AA- Aa3 AA-
v A+ Al A+ Issuers have high credit quality.
z A A2 A
G A- A3 A-
r BBB Baal BBB+ Issuers have adequate credit quality. This is the lowest Investment Grade category.
a BBB  Baa2 BBB
€ BBB- Baa3 BBB-
BB+ Ba1l BB+ Issuers have weak credit quality. This is the highest Speculative Grade category.
N BB Ba2 BB
® BB- Ba3 BB-
; B+ B1 B+  Issuers have very weak credit quality.
n B B2 B
. B- B3 B-
5 CCC+ Caal CCC+ Issuers have extremely weak credit quality.
T CCC Caa2 CCC
4 CCC- Caa3 CCC-
. ccC Ca CC+  Issuers have very high risk of default.
r C CcC
a cc-
€ D C DDD  Obligor failed to make payment on one or more of its financial commitments. this is the lowest quality of the Speculative Grade
category.

UBS FS and/or its affiliates trade as principal in the fixed income securities discussed in this report.
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Appendix

Disclaimer

In certain countries UBS AG is referred to as UBS SA. This publication is for our clients’ 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. It does not constitute a personal recommendation or take into account the particular investment objectives, financial situation
and needs of any specific recipient. We recommend that recipients take financial and/or tax advice as to the implications of investing in any of the products mentioned herein.
We do not provide tax advice. The analysis contained herein is based on numerous assumptions. Different assumptions could result in materially different results. Other than
disclosures relating to UBS AG, its subsidiaries and affiliates, all information 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. All information and opinions are current only as of the date of this report, and are
subject to change without notice. This publication is not intended to be a complete statement or summary of the securities, markets or developments referred to in the report.
Opinions may differ or be contrary to those expressed by other business areas or groups of UBS AG, its subsidiaries and affiliates. UBS Wealth Management Research (UBS
WMR) is written by Wealth Management & Swiss Bank and Wealth Management Americas. UBS Investment Research is written by UBS Investment Bank. The research process
of UBS WMR is independent of UBS Investment Research. As a consequence research methodologies applied and assumptions made by UBS WMR and UBS Investment
Research may differ, for example, in terms of investment horizon, model assumptions, and valuation methods. Therefore investment recommendations independently provided
by the two UBS research organizations can be different. 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. The compensation of the analyst(s) who prepared this report is
determined exclusively by research management and senior management (not including investment banking). Analyst compensation is not based on investment banking
revenues, however, compensation may relate to the revenues of UBS as a whole, of which investment banking, sales and trading are a part.

At any time UBS AG, its subsidiaries and affiliates (or employees thereof) may make investment decisions that are inconsistent with the opinions expressed in this publication,
may have a long or short positions in or act as principal or agent in, the securities (or derivatives thereof) of an issuer identified in this publication, or provide advisory or other
services to the issuer or to a company connected with an issuer. 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, groups or affiliates of UBS. 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 currency exchange rates may have an adverse effect on the price,
value or income of an investment. Past performance of an investment is not a guide to its future performance. Additional information will be made available upon request.
All Rights Reserved. This document may not be reproduced or copies circulated without prior written 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. The securities described herein may not
be eligible for sale in all jurisdictions or to all categories of investors.

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.. Dubai: Research is issued by UBS AG Dubai Branch within the DIFC, is intended for professional clients only and
is not for onward distribution within the United Arab Emirates. France: This publication is distributed by UBS (France) S.A., French «société anonyme» with share capital
of € 125.726.944, 69, boulevard Haussmann F-75008 Paris, R.C.S. Paris B 421 255 670, to its clients and prospects. UBS (France) S.A. is a provider of investment services
duly authorized according to 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 (ltalia) 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: Please contact 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 Authority of Singapore,
in respect of any matters arising from, or in connection with, the analysis or report. 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.Version as per October 2009.
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