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e The recently proposed economic changes by the Maduro
administration will fail to stabilize the country's macro
dynamics or its oil production decline, in our view.
Furthermore, these measures risk destabilizing social
dynamics and could lead to more severe tensions within
ruling party factions.

e Additional US sanctions are reportedly in the pipeline,
this time blocking the sale of oil processing products by
US companies to Venezuela, which would further cripple
Venezuela's oil sector.

e There has been no communication between Venezuela's
government and bondholders for some time. A
comprehensive debt restructuring cannot be carried out
without the lifting of US sanctions. A necessary condition
for such lifting at this point appears to be a political regime
change in Venezuela. In this report we provide a review of
recent litigation efforts against Venezuela and PDVSA in US
courts.

e A sudden regime change in Venezuela under current
economic conditions cannot be ruled out. Investors with
a longer investment horizon and both a willingness and
ability to tolerate losses could maintain a small exposure to
the country's bonds in the context of a broadly diversified
portfolio. Those with low risk tolerance and no appetite
for an uncertain restructuring process should refrain from
holding Venezuelan bonds.

e Chavismo is displaying a remarkable ability to hang on to
power. The longer the current administration remains in
charge, the lower recovery values are likely to be in a debt
restructuring, in our view. The opportunity cost of holding
Venezuelan bonds is also high. In this note we also provide
ideas for investors looking for alternatives to Venezuelan risk.

The Maduro administration has begun implementing numerous
economic measures aimed at stabilizing Venezuela's economic
outlook. Recent announcements include a sharp FX devaluation and
commitment to a more flexible FX regime, a re-denomination of
the currency from the bolivar fuerte to the bolivar soberano that
drops five zeros and which will be linked to a new cryptocurrency
whose value is designed to be backed by oil reserves, a sharp
minimum wage hike, a series of tax hikes, and a promised reduction
in gasoline subsidies.

Recent CIO coverage of Venezuela

Venezuela: Rigged elections trigger more
external pressure, 22 May 2018
Venezuela: Waiting game, 25 January
2018

Venezuela: What have we learned since
Maduro's big speech?, 21 November 2017
Venezuela: Severe market reaction, not a
good time to sell, 6 November 2017
Venezuela:  Murkier outlook, better
valuations, 25 October 2017

Venezuela: US administration turns up the
heat, 29 August 2017
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However, we believe the proposed changes will fail to stabilize
the country's macro dynamics or its oil production decline. In iso-
lation and carried to completion, some of the announced mea-
sures appear steps in the right direction. But without an accompa-
nying boost to confidence, including a comprehensive macroeco-
nomic plan with a serious commitment to fiscal consolidation, as
well as an FX injection into the economy and relief from US sanc-
tions, the effectiveness of the measures will be extremely limited,
in our view. Furthermore, these measures risk destabilizing social
dynamics and triggering further protests against President Nicolas
Maduro's regime, and could lead to more severe tensions within
ruling party factions as rent-seeking actions become more chal-
lenging to execute.

In sum, the recently announced steps will likely bring little mean-
ingful macro relief. We believe inflation will continue to accelerate
and domestic activity will contract still further and carry with them
potential political costs to the Maduro administration.

Advances in recovery efforts by some creditors

There has been no communication between Venezuela's gov-
ernment and bondholders for months regarding a potential path
to debt restructuring. According to Bloomberg reports, some bond-
holders have started to form groups and seek legal advice. One of
these groups reportedly warned Venezuela on 25 June that it needs
to treat all investors fairly and that it won't support any debt restruc-
turing that doesn’t treat them in such way. No concrete legal action
has been initiated yet by bondholders in US courts.

Interestingly, companies which used to perform business activities
in Venezuela and have been seeking compensation through arbi-
tration proceedings for expropriations and other damages have
been moving closer to their goals in recent months (c.f. Financial
Times; Bloomberg).

Canadian mining company Crystallex, which has been trying to
enforce a USD 1.2bn arbitration award against Venezuela, has
asked a US federal court to seize the shares of a PDVSA subsidiary
which is the US parent company of CITGO. Crystallex argued that
it should be allowed to seize the shares as PDVSA is ultimately the
"cover" or "alter ego" of Venezuela. In the context of the case, the
court accepted Crystallex's interpretation earlier this month and on
24 August it cleared the way for Crystallex to sell the shares, unless
Venezuela posts a bond in court or reaches a settlement. Other
interested parties will also be allowed to comment on the issue, such
as holders of PDVSA 2020 bonds, which are secured by 50.1% of
CITGO shares, and Rosneft, which lent money to PDVSA secured by
the remaining CITGO shares. This case will have potentially broader
implications than the issue at hand. Other creditors of Venezuela

Fig. 1: No end in sight for oil production decline
Venezuela oil production, in million barrels per day
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might now be able to look at PDVSA to satisfy Venezuela's debts,
although this might not be as straightforward as it seems (see Box
1 for more information).

ConocoPhillips, which had obtained court orders freezing PDVSA
assets in the Caribbean further disrupting Venezuela's ability to
export oil, last week forced PDVSA to agree to pay the full amount
of USD 2bn awarded by an International Chamber of Commerce
tribunal in April.

And some companies holding unpaid PDVSA promissory notes
pushed ahead with efforts to obtain payment and sued the oil
company in May.

For a detailed review of such developments recently, please refer to
Box 1.

Although continued litigation against Venezuela and PDVSA is likely

to follow, in our view, ISHEORENONSRERBENSNSNCoMpE

What to do with Venezuelan bonds?

A sudden regime change in Venezuela under current economic con-
ditions remains a clear possibility, in out view. Historically, hyper-
inflation in emerging markets has often led to regime change.
Venezuela's declining oil production is making it increasingly dif-
ficult for the Maduro regime to keep appeasing its supporters. We
believe the latest round of economic measures will add fuel to the
fire.

With "dirty" prices in the USD 25-27 range, Venezuelan sovereign
bonds offer investors an affordable exposure to regime change, in
our view. The payoff structure continues to look asymmetric. The
total upside return for select Venezuelan bonds in more benign sce-
narios exceeds the downside in the negative scenario, in our view.
We believe investors with a longer investment horizon and both
a willingness and ability to tolerate losses should maintain a small
exposure to the country's bonds in the context of a broadly diver-
sified portfolio. Those with low risk tolerance and no appetite for
an uncertain debt-restructuring process should refrain from holding
Venezuelan bonds.

Alternatives to Venezuela

Maduro, as well as Chavismo, continues to show a remarkable
ability to hang on to power and we believe the status quo may drag
on for some time to come. The longer the current administration
remains in charge, the lower recovery values are likely to be in any
potential debt restructuring, in our view. The opportunity cost of
holding Venezuelan bonds is high given the lack of coupon pay-
ments and no certainty that the unpaid carry will be recognized in
a potential restructuring.

Investors looking for very high vyield alternatives could explore
positions in some troubled Latin American corporate names. Our
regional corporate credit analyst Donald McLauchlan believes Ocyan
(formerly Odebrecht Oil & Gas), which completed its debt restruc-
turing in late 2017, and Odebrecht Engineering & Construction,
which has made progress in reaching leniency agreements in several
jurisdictions, could be interesting alternatives to Venezuela risk.

Box 1: Relevant readings on recent creditor
recovery efforts

https://www.law360.com/bankruptcy/ar
ticles/1049150/the-state-of-creditor-
recovery-efforts-in-venezuela-part- 1

https:/www.law360.com/articles/1049
170/the-state-of-creditor-recovery-
efforts-in-venezuela-part-2

http://www.creditslips.org/creditslips/20
18/08/court-approves-crystallexs-
attachment-of-citgo-parent.html

http://www.creditslips.org/creditslips/20
18/08/some-thoughts-on-the-alter-ego-
ruling-in-crystallex-

html?utm source=feedburner&utm me
dium=email&utm campaign=Feed%3A
+creditslips % 2Ffeed+%28Credit+Slips
%29

Chief Investment Office Americas, Wealth Management 27 August 2018

3



Emerging market bonds: For offshore investors

Please see our 7 June report "OEC: Better half takes narrow lead, "
and our 13 July report "Odebrecht: Base case up, risk case down"
for more information.

Sovereign and corporate high yield bonds from countries we
are overweight in our emerging market credit model portfolio —
Argentina, Bahrain, Cote d'lvoire — might also interest investors,
though these bonds trade at much higher prices than Venezuelan
ones currently do.
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UBS CIO risk views
Credit risk flags

ClO attaches a credit risk flag to the instruments under its coverage. Credit risk is assessed based on the remaining tenor and / or instrument
type. The flag indicates the likelihood that a holder of the instrument will not receive a coupon or principal payment when it comes due.

For subordinated and hybrid instruments, which are usually callable and have a remote or no fixed maturity date, we apply one uniform
credit risk flag per issuer and instrument type. The idea is to reflect the possibility of contractual trigger events or regulatory intervention
occurring. Either can impose losses on bondholders regardless of the remaining term of the instrument or a specific issuer default event.

Credit risk flags only indicate our view of the riskiness of a particular instrument. Credit risk flags should not be seen as recommendations
to buy, hold or sell. In fact, any combination of risk flags and relative value recommendations is possible.

Very low credit risk
We believe that the probability of debt payments not being made when they come due is very low (cumulative probability
of less than 2%,).

Medium credit risk
We believe that the probability of debt payments not being made when they come due is low to medium (cumulative
probability of non-payment between 2% and less than 20%).

High credit risk
- We believe that the probability of debt payments not being made when they come due is at least one in five cumulatively.

Issuer credit outlook

We complement the instrument-specific risk information of the credit risk flags by indicating our outlook for the credit quality of an
issuer over the next 12 months. Depending on instrument pricing, all combinations of an issuer credit outlook and relative valuation
recommendations are possible.

Improving: We expect the credit profile of the issuer to improve, to an extent that may result in upgrades by rating agencies.

Stable: We do not expect the credit profile of the issuer to change meaningfully.

Deteriorating: We expect the credit profile of the issuer to deteriorate, to an extent that may result in downgrades by rating agencies.

UBS CIO valuation views

Relative value bond recommendations

Our relative value bond recommendations are based on an average investment horizon of six to 12 months. They reflect our assessment
of a bond's attractiveness relative to comparable instruments under CIO coverage. Comparable instruments typically exhibit similar credit
quality, are denominated in the same currency, belong to the same segment of the bond market, and have a similar remaining tenor until
redemption.

Views on a particular instrument can change within the six- to 12-month time frame, and those that apply to one instrument do not
necessarily apply to others of the same issuer. Views on a particular instrument may be withdrawn if it does not have a sizeable basket
of comparable instruments under CIO coverage.

Bonds seen as “attractive” are expected to generate a total return exceeding the average return of comparable instruments.
Our recommendation can stem from a positive view on the issuer’s credit profile not fully reflected in the price, unduly high risk
premiums, our take on an instrument's call probability, the risk of coupon deferrals, and external factors including regulatory
intervention.

Bonds seen as "fair" are expected to produce a total return broadly in line with the average return of comparable instruments.

Bonds seen as "expensive" are expected to earn a total return that is less than the average return of comparable instruments.
Our recommendation can stem from a negative view on the issuer’s credit profile not fully reflected in the price, unduly
tight risk premiums, our take on an instrument's call probability, the risk of coupon deferrals, and external factors including
regulatory intervention.

Sell recommendations

m A Sell recommendation is assigned when the risk of an adverse outcome for an instrument exceeds what is reflected in its
current valuation. Such situations can include those in which the instrument appears likely to post negative total returns until
redemption, either due to a highly negative yield to maturity or an imminent call at a price below market valuations.

For details please see "Understanding bonds: A guide to CIO's credit offering", published 08 March 2017.
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Appendix

Required Disclosures

For a complete set of required disclosures relating to the companies that are the subject of this report, please mail
a request to UBS CIO Americas, Wealth Management Business Management, 1285 Avenue of the Americas, 20th
Floor, Avenue of the Americas, New York, NY 10019.

Disclosures (27 August 2018)

Within the past 12 months UBS AG, its affiliates or subsidiaries may have received or provided investment services
and activities or ancillary services as per MiFID Il which may have given rise to a payment or promise of a payment in
relation to these services from or to each company mentioned in the publication.

Brazil 1; Kingdom of Bahrain 1; South Africa 1;

1. Within the past 12 months, UBS Securities LLC and/or its affiliates have received compensation for products and
services other than investment banking services from this company/entity.

Emerging Market Investments

Investors should be aware that Emerging Market assets are subject to, amongst others, potential risks linked to currency volatility, abrupt changes in the cost of capital
and the economic growth outlook, as well as regulatory and socio-political risk, interest rate risk and higher credit risk. Assets can sometimes be very illiquid and liquidity
conditions can abruptly worsen. CIO GWM generally recommends only those securities it believes have been registered under Federal U.S. registration rules (Section
12 of the Securities Exchange Act of 1934) and individual State registration rules (commonly known as "Blue Sky" laws). Prospective investors should be aware that to
the extent permitted under US law, CIO GWM may from time to time recommend bonds that are not registered under US or State securities laws. These bonds may
be issued in jurisdictions where the level of required disclosures to be made by issuers is not as frequent or complete as that required by US laws.

For more background on emerging markets generally, see the CIO GWM Education Notes, Emerging Market Bonds: Understanding Emerging Market Bonds, 12 August
2009 and Emerging Markets Bonds: Understanding Sovereign Risk, 17 December 2009.

Investors interested in holding bonds for a longer period are advised to select the bonds of those sovereigns with the highest credit ratings (in the investment grade
band). Such an approach should decrease the risk that an investor could end up holding bonds on which the sovereign has defaulted. Sub-investment grade bonds are
recommended only for clients with a higher risk tolerance and who seek to hold higher yielding bonds for shorter periods only.

Statement of Risk

Fixed income - Bond market returns are difficult to forecast because of fluctuations in the economy, investor psychology, geopolitical
conditions and other important variables. Corporate bonds are subject to a number of risks, including credit risk, interest rate risk, liquidity
risk, and event risk. Though historical default rates are low on investment-grade corporate bonds, pérceived adverse changes in the credit
quality of an issuer may negatively affect the market value of securities. As interest rates rise, the value of a fixed-coupon security will
likely decline. Bonds are subject to market value fluctuations, given changes in the level of risk-free interest rates. Not all bonds can be
sold quickly or easily on the open market. Prospective investors should consult their tax advisors concerning the federal, state, local, and
non-US tax consequences of owning any securities referenced in this report.

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 analyst
in the research 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 assumPtlons. 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.comgleter]ess._ 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\%oups of UBS AG, its subsidiaries and affiliates.
Research publications from Chief Investment Office Global Wealth Management (CIO GWM), formerly known as CIO Americas, Wealth
Management, are written by UBS Global Wealth Management, a Business Division of UBS AG (UBS) or an affiliate thereof (collectively,
UBS). UBS Investment Research is written by UBS Investment Bank. Except for economic forecasts, the research process of CIO GWM is
independent of UBS Investment Research. As a consequence research methodologies applied and assumptions made by CIO GWM 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, sales and trading or principal trading revenues, however, compensation may relate to the revenues of UBS as a whole,
of which investment banking, sales and trading and principal trading are a part.

UBS AG, its affiliates, subsidiaries and employees may trade as principal and buy and sell securities identified herein. 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, 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. This report is for distribution only under such circumstances as may be permitted by applicable law. The securities described
herein may not b.e‘ell%lble for sale in all jurisdictions or to all categorles of investors. Distributed to US persons by UBS Financial Services
Inc. or UBS Securities LLC, subsidiaries of UBS AG. UBS Switzerland AG, UBS Deutschland AG, UBS Bank, S.A., UBS Brasil Administradora
de Valores Mobiliarios Ltda, UBS Asesores Mexico, S.A. de C.V., UBS Securities Japan Co., Ltd, UBS Wealth Management Israel Ltd and UBS
Menkul Degerler AS are affiliates of UBS AG. UBS Financial Services Incorporated of PuertoRico is a subsidiary of UBS Financial Services Inc.
UBS Financial Services Inc. accepts responsibility for the content of a report prepared bP/ 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.

Version as per April 2018.

UBS specifically prohibits the redistribution or reproduction of this material in whole or in part without the prior written permission of UBS.
UBS accepts no liability whatsoever for any redistribution of this document or its contents by third parties.

© UBS 2018. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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