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B Shanghai Composite down 20% from its high V. ubs. com/investmentresearch

While investor focus is largely on US sub-prime and the risk of recession, we Sakthi Siva
highlight that an equally important issue for Asian investors (particularly given Strategist
most are still Overweight China) is the 20% fall in the Shanghai Composite from sakthi siva@ubs.com
its 16 Oct high of 6093. The key question is whether this is the start of the +65-6495 5916
Shanghai bubble finally deflating (see our AES of 3 Oct “Bubblewatch”). Kin Nang Chik

. . . . Associate Strategist
B Current 20% correction isthe biggest correction thisyear Kin-Nang.Chik@ubs.com
While there have already been 4 previous corrections this year ranging from 6% in +852-2971 8636

August to 16% in May, we highlight that this 20% correction is the biggest and
longest one. More significantly, this correction started from a historic PE of 75x —
the level at which 3 of the last 4 bubbles burst. If we average the NASDAQ 100,
NASDAQ Composite in 2000, Japan in the late 1980s and Shanghai in 2001, the
average was also 75x.

B Taiwan bubbledid get to 105x on historic PE

While the Taiwan bubble did get as high as 105x in 1990, 3 of the last 4 bubbles
burst at 75x. If Shanghai follows the path of these bubbles, it could rally 10% near
term before the final drop (see chart below).

B But is Shanghai different because of strong EPS growth?

While some investors are convinced that Shanghai is different from these other
bubbles because of strong EPS growth (40%), we highlight that some of this EPS
growth is not operational and from stock market gains and also that all the other
bubbles also enjoyed strong EPS growth (between 20% to 100% - see charts 3, 4).

Shanghai vs 3 other bubbles (Shanghai in 2001, Japan in 1980s, NASDAQ)
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Is Shanghai finally deflating?

While most investor concerns appear to be over US sub-prime, further bank
write-downs and the risk of US recession, we highlight the 20% drop in the
Shanghai Composite as another factor that should be equally important to Asian
investors. Thisisparticularly aswe believe most Asian investor s continueto
be overweight China (M SCI China).

Shanghai Composite has fallen 20%
from mid October highs

We had previoudly highlighted our concerns on the Shanghai bubble in our 3
October report Bubblewatch. The Shanghai Composite Index has now fallen by
20% from its high of 6093 on 16 October. In fact the current correction has
been very different to the one in August as Shanghai on that occasion fell by less
than 6%. While the Shanghai Composite has fallen by between 5.8%
(August correction) to 15% (May correction), this correction of 20% has
been the sharpest and longest to date.

Chart 1: Percentage falls from highs Current 20% correction is the longest
and sharpest correction this year
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Source: Bloomberg, Datastream, UBS estimates

Shanghai’s historic PE 75x at Oct highs.
3 of the last 4 bubbles also peaked at
75x on average

More significantly, we highlight that 3 of the last 4 bubbles peaked at 75x
on historic PE and Shanghai’s historic PE did get as high as 75x in mid
October (see chart on the front cover and chart 2). We get this 75x average
using the following:

e Japan's historic PE peaked at 73.4x in the late 1980s

e NASDAQ Composite's historic PE peaked at 68.3x while the
NASDAQ 100 peaked at 86.9x in 2000.

e Shanghai’s historic PE peaked at 73x in 2001.

The only major bubble of the last 20 yearsthat peaked at higher levelswas
Taiwan which peaked at 105x in 1990. But we do highlight that the TAIEX
then fell from 10000 to 2000 over the next 6 to 9 months.
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Chart 1: Shanghai Historic PE
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While some investors are convinced that Shanghai is different from these
other bubblesasit has strong EPS growth of around 40%, we highlight that
some of thisisfrom stock mar ket gains and also that the other bubbleswere
also associated with strong EPS growth at that time. Chart 4 highlights that
Japanese EPS growth was above 20% in the late 1980s. Chart 3 highlights that

Taiwan's EPS growth was a strong 100% Y oY in 1990 when the TAIEX peaked.

Chart 2: Taiwan EPS YoY %

Only bubble which was much higher
was Taiwan at 105x on historic PE

Japan and Taiwan also had strong EPS
growth then

Chart 3: Japan EPS YoY %
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As discussed in previous AES of 6 November (see Can the rest of Asia
decouple?), the correlation coefficients between the Shanghai Composite
and most Asian markets have dropped shar ply since mid July —for example,
just 14% with the KOSPI, 2% with the KLCI. The exceptions are H shares
(69%) and the Hang Seng Index (64%).

Source: Datastream, UBS estimates

Correlation coefficients with Shanghai
Composite are only high for H shares
and Hang Seng Index
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m Statement of Risk

There are many risksin investing in Asian equities. Risks include the Shanghai
bubble deflating, a US recession and a Chinese hard landing.

m Analyst Certification

Each research analyst primarily responsible for the content of this research
report, in whole or in part, certifies that with respect to each security or issuer
that the analyst covered in this report: (1) all of the views expressed accurately
reflect his or her personal views about those securities or issuers; and (2) no part
of his or her compensation was, is, or will be, directly or indirectly, related to
the specific recommendations or views expressed by that research anayst in the
research report.
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Required Disclosures
This report has been prepared by UBS Securities Pte. Ltd., an affiliate of UBS AG. UBS AG, its subsidiaries, branches

and affiliates are referred to herein as UBS.

For information on the ways in which UBS manages conflicts and maintains independence of its research product;
historical performance information; and certain additional disclosures concerning UBS research recommendations,
please visit www.ubs.com/disclosures.

UBS Investment Research: Global Equity Rating Allocations

UBS 12-Month Rating Rating Category Coverage1 IB Services?
Buy Buy 55% 40%
Neutral Hold/Neutral 36% 35%
Sell Sell 9% 22%
UBS Short-Term Rating Rating Category Coverage3 IB Services”
Buy Buy 0% 29%
Sell Sell 0% 0%

1:Percentage of companies under coverage globally within the 12-month rating category.

2:Percentage of companies within the 12-month rating category for which investment banking (IB) services were provided within
the past 12 months.

3:Percentage of companies under coverage globally within the Short-Term rating category.

4:Percentage of companies within the Short-Term rating category for which investment banking (IB) services were provided
within the past 12 months.

Source: UBS. Rating allocations are as of 30 September 2007.
UBS Investment Research: Global Equity Rating Definitions

UBS 12-Month Rating Definition

Buy FSR is > 6% above the MRA.

Neutral FSR is between -6% and 6% of the MRA.

Sell FSR is > 6% below the MRA.

UBS Short-Term Rating Definition

Buy Buy: Stock price e>l<|.3ected to rise within three months from the time the rating was assigned
because of a specific catalyst or event.

Sell Sell: Stock price expected to fall within three months from the time the rating was assigned

because of a specific catalyst or event.
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KEY DEFINITIONS

Forecast Stock Return (FSR) is defined as expected percentage price appreciation plus gross dividend yield over the next 12
months.

Market Return Assumption (MRA) is defined as the one-year local market interest rate plus 5% (a proxy for, and not a
forecast of, the equity risk premium).

Under Review (UR) Stocks may be flagged as UR by the analyst, indicating that the stock's price target and/or rating are
subject to possible change in the near term, usually in response to an event that may affect the investment case or valuation.
Short-Term Ratings reflect the expected near-term (up to three months) performance of the stock and do not reflect any
change in the fundamental view or investment case.

EXCEPTIONS AND SPECIAL CASES

US Closed-End Fund ratings and definitions are: Buy: Higher stability of principal and higher stability of dividends; Neutral:
Potential loss of principal, stability of dividend; Reduce: High potential for loss of principal and dividend risk.

UK and European Investment Fund ratings and definitions are: Buy: Positive on factors such as structure, management,
performance record, discount; Neutral: Neutral on factors such as structure, management, performance record, discount;
Reduce: Negative on factors such as structure, management, performance record, discount.

Core Banding Exceptions (CBE): Exceptions to the standard +/-6% bands may be granted by the Investment Review
Committee (IRC). Factors considered by the IRC include the stock's volatility and the credit spread of the respective company's
debt. As a result, stocks deemed to be very high or low risk may be subject to higher or lower bands as they relate to the rating.
When such exceptions apply, they will be identified in the Companies Mentioned or Company Disclosure table in the relevant
research piece.

Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report.
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Global Disclaimer

This report has been prepared by UBS Securities Pte. Ltd., an affiliate of UBS AG. UBS AG, its subsidiaries, branches and affiliates are referred to herein as UBS. In certain countries, UBS AG
is referred to as UBS SA.

This report is for distribution only under such circumstances as may be permitted by applicable law. It has no regard to the specific investment objectives, financial situation or particular needs
of any specific recipient and does not constitute a representation that any investment strategy is suitable or appropriate to a recipient’s individual circumstances or otherwise constitute a
personal recommendation. It is published solely for informational purposes, it does not constitute an advertisement and is not to be construed as a solicitation or an offer to buy or sell any
securities or related financial instruments in any jurisdiction. No representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the
information contained herein, except with respect to information concerning UBS AG, its subsidiaries and affiliates, nor is it intended to be a complete statement or summary of the securities,
markets or developments referred to in the report. UBS does not undertake that investors will obtain profits, nor will it share with investors any investment profits nor accept any liability for any
investment losses. Investments involve risks and investors should exercise prudence in making their investment decisions. The report should not be regarded by recipients as a substitute for
the exercise of their own judgement. Any opinions expressed in this report are subject to change without notice and may differ or be contrary to opinions expressed by other business areas or
groups of UBS as a result of using different assumptions and criteria. Research will initiate, update and cease coverage solely at the discretion of UBS Investment Bank Research Management.
The analysis contained herein is based on numerous assumptions. Different assumptions could result in materially different results. 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. UBS is under no obligation to
update or keep current the information contained herein. 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. The compensation of the analyst 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 Investment Bank as a whole, of which investment
banking, sales and trading are a part.

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

For financial instruments admitted to trading on an EU regulated market: UBS AG, its affiliates or subsidiaries (excluding UBS Securities LLC and/or UBS Capital Markets LP) acts as a market
maker or liquidity provider (in accordance with the interpretation of these terms in the UK) in the financial instruments of the issuer save that where the activity of liquidity provider is carried out
in accordance with the definition given to it by the laws and regulations of any other EU jurisdictions, such information is separately disclosed in this research report.

United Kingdom and the rest of Europe: Except as otherwise specified herein, this material is communicated by UBS Limited, a subsidiary of UBS AG, to persons who are market counterparties
or intermediate customers (as detailed in the FSA Rules) and is only available to such persons. The information contained herein does not apply to, and should not be relied upon by, private
customers. UBS Limited is authorised and regulated by the Financial Services Authority. France: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities France SA. UBS
Securities France S.A. is regulated by the Autorité des Marchés Financiers (AMF). Where an analyst of UBS Securities France S.A. has contributed to this report, the report is also deemed to
have been prepared by UBS Securities France S.A. Germany: Prepared by UBS Limited and distributed by UBS Limited and UBS Deutschland AG. UBS Deutschland AG is regulated by the
Bundesanstalt fur Finanzdienstleistungsaufsicht (BaFin). Spain: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities Espafia SV, SA. UBS Securities Espafia SV, SA
is regulated by the Comisién Nacional del Mercado de Valores (CNMV). Turkey: Prepared by UBS Menkul Degerler AS on behalf of and distributed by UBS Limited. Russia: Prepared and
distributed by the Moscow Representative Office of UBS Cyprus Moscow Limited. Switzerland: Distributed by UBS AG to persons who are institutional investors only. Italy: Prepared by UBS
Limited and distributed by UBS Limited and UBS Italia Sim S.p.A.. UBS ltalia Sim S.p.A. is regulated by the Bank of Italy and by the Commissione Nazionale per le Societa e la Borsa
(CONSOB). Where an analyst of UBS ltalia Sim S.p.A. has contributed to this report, the report is also deemed to have been prepared by UBS lItalia Sim S.p.A.. South Africa: UBS South Africa
(Pty) Limited (Registration No. 1995/011140/07) is a member of the JSE Limited, the South African Futures Exchange and the Bond Exchange of South Africa. UBS South Africa (Pty) Limited is
an authorised Financial Services Provider. Details of its postal and physical address and a list of its directors are available on request or may be accessed at http:www.ubs.co.za. United States:
Distributed to US persons by either UBS Securities LLC or by UBS Financial Services Inc., subsidiaries of UBS AG; or by a group, subsidiary or affiliate of UBS AG that is not registered as a
US broker-dealer (a ‘non-US affiliate’), to major US institutional investors only. UBS Securities LLC or UBS Financial Services Inc. accepts responsibility for the content of a report prepared by
another non-US affiliate when distributed to US persons by UBS Securities LLC or UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this report must be
effected through UBS Securities LLC or UBS Financial Services Inc., and not through a non-US affiliate. Canada: Distributed by UBS Securities Canada Inc., a subsidiary of UBS AG and a
member of the principal Canadian stock exchanges & CIPF. A statement of its financial condition and a list of its directors and senior officers will be provided upon request. Hong Kong:
Distributed by UBS Securities Asia Limited. Singapore: Distributed by UBS Securities Pte. Ltd or UBS AG, Singapore Branch. Japan: Distributed by UBS Securities Japan Ltd to institutional
investors only. Australia: Distributed by UBS AG (Holder of Australian Financial Services Licence No. 231087) and UBS Securities Australia Ltd (Holder of Australian Financial Services Licence
No. 231098) only to ‘Wholesale’ clients as defined by s761G of the Corporations Act 2001. New Zealand: Distributed by UBS New Zealand Ltd. China: Distributed by UBS Securities Co.
Limited.

The disclosures contained in research reports produced by UBS Limited shall be governed by and construed in accordance with English law.

UBS specifically prohibits the redistribution of this material in whole or in part without the written permission of UBS and UBS accepts no liability whatsoever for the actions of third parties in this
respect. © UBS 2007. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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