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B The decision by the FOMC to continue with its current level of asset purchases
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m Our credit survey points to a mild appetite for credit. Cash outflows remain a risk,
but for now we are rather seeing a moderate pickup in inflows, supporting demand.
In spite of the recent surge in issuance, we still expect a scenario of flat or slightly

negative net issuance in the next quarter. Nz
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m Key sector recommendations: Maintain overweight in Insurers, which we still ~ Mattking@citicom

prefer to Banks from a fundamental perspective. Within Banks, we like non-
European and “soft core” European banks to peripheral European ones. We move
to neutral on Basic Materials and Financial Services on valuation grounds and
selectively overweight on Industrials as the outlook for capital goods is improving.
We remain neutral on Consumer Goods and maintain a slight overweight on Utilities
via the ltalian names. We remain underweight Oil & Gas.

Figure 1. Citi Recommended Positioning Figure 2. iBoxx Weightings by Sector
g Current
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; Industrials 8.0% 4.6 0.7 0.4 0.3
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All recommendations are made using the iBoxx € index as a benchmark.
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Sector and bond recommendations

A market, comfortably neutral and in a wait-and-see mode, was caught out by the
FOMC decision not to taper. One by one the risk factors seem to be fading, leaving
the prospect that credit is now liable to squeeze tighter again.

Definitely, as we have been arguing in one of our recent weeklies, the resilience of
the credit markets to all the uncertainties in the September agenda was a strong
indication of a solid technical backdrop. Our credit survey results pointed to a mild
appetite for credit, which investors have been expressing mainly via the primary
markets so far. Recent concerns about cash outflows now appear to be fading with
reports of inflows even in EM. And in spite of the recent surge in issuance, we still
expect a scenario of flat or slightly negative net issuance into near end. The recent
decision from the FOMC is an added tailwind to this scenario, in our view. It is
definitely likely to raise questions about the longer-term trajectory. Yet the obvious
discomfort the Fed feels with rising yields, suggests they'd rather err on the side of
higher inflation down the road than another stunted recovery. And for the time being
that is positive for credit.

This scenario leaves us expecting moderate spread tightening into year end, once
the remaining uncertainties in September are behind us. Therefore:

® We have been tactically neutral going into September, but as these risks
dissipate we would revert to our modest strategic overweight.

® |n Banks, we recommend investors remain long old style T1: LMEs will see this
asset class shrink further over time as it is progressively replaced with the riskier
AT1. We also recommend selectively reducing underweights in LT2: we expect
LME activity also at this level and valuations versus old style T1 seem wide. In
general, we prefer a conservative portfolio coupled with select exposures in HY
and in non-financial hybrids.

m Keep shortening duration. Cash curves are still flat on an historical basis — we
would remain underweight spread duration and compensate by moving down in
credit quality (Figure 3) as the breakeven to volatility ratio of non-financials BBB
rated is very high compared to AAA (Figure 5 — 3mth Breakeven (Basis Points)
vs 3mth Breakeven/Vol Ratio by Maturity).

m In the periphery, we would keep our exposure in non-financial companies with
relatively solid stand-alone fundamentals (Italian utilities) over the banks.

® Within financials, we remain overweight insurers. Within banks, we like non-
European and “soft core”-European banks to peripheral European ones. Within
non-financials, we remain neutral on Consumer Goods and maintain a slight
overweight on Utilities via the Italian names. We also move to neutral on Basic
Materials and Financial Services on valuation grounds and selectively overweight
on Industrials as the outlook for capital goods is improving. Generically, we prefer
higher beta sectors with comparatively good earnings visibility, and remain
underweight on Basic Materials and Oil & Gas.

citivelocity.com
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Suggested Picks and Pans

Figure 4. Suggested Picks and Pans'

Sector Position Picks Pans
Basic Materials Neutral Linde Lanxess
Rio Tinto BASF
Glencore Solvay
Consumer Goods Neutral Kering BMW
Pernod-Ricard Daimler
Volkswagen
RCI Banque
Consumer Services  Underweight Metro
Tesco
Casino
Carrefour
Health Care Overweight ~ Bayer
Amgen
Roche
Industrials Overweight ~ Siemens Schneider Electric
Alstom Bouygues
Hutchison Whampoa Atlas Copco
0il & Gas Underweight omv
BP
Technology Neutral
Telecoms Underweight BT Orange (France Telecom)
Belgacom
Utilities Overweight  Italian Utilities E.ON
Banks Neutral Morgan Stanley Spanish Banks
Lloyds Banking Group Smaller Italian Banks
BNP Paribas
Credit Agricole
Barclays
Insurance Overweight ~ Swiss Life HanRe
CNP Assurances Munich Re
Talanx

Financial Services Neutral
Source: Citi Research

' To produce individual and sector recommendations we use various scoring systems relative to
history and to peers to determine richness and cheapness. We factor in overall spread movements as
well as the potential effects of individual credits on a sector. We use this information along with
fundamental data and credit-specific news to determine our positioning.

citivelocity.com
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Figure 5. iBoxx EUR Sector Relative Performance - Spread Change and Dispersion Charts — Non Financials

iBoxx Non-Financials - 3mth Trading Range by Sector (Basis Points) 3mth Breakeven (Basis Points) vs 3mth Breakeven/Vol Ratio* by Sector

Dispersion by Sector** - Distribution of 3mth Bond Percentiles
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Source: iBoxx, Citi. * Break-even (Spread/Duration) measures how much widening the carry can compensate for. Dividing by volatility gives a simple measure of likelihood that spread movements w ill exceed that point.

** Dispersion charts aggregate individual bond performance for various buckets (sectors, ratings etc). For each bond the current percentile in the 3mth trading range is calculated. For each bucket the distribution of bond percentiles
is then aggregated. Dark red show s the percentage of bonds that are trading at or very near their 3mth w ides. Dark blue show s the percentage bonds at or very near 3mth tights. Light colours show bonds trading mid-range.

Source: Marklt, Citi Research
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Figure 6. iBoxx EUR Sector Relative Performance - Spread Change and Dispersion Charts — Financials
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Basic Materials: neutral

Move to neutral in Basic Materials Despite some improvements in base metal demand from China last month, we think

the outlook for commodity demand is still challenged. Yet valuations close to 2-year
wides versus the iBoxx seem to have priced in most of the bad news. Moreover,
compared to the Oil & Gas industry, where capex commitments are still high and
companies are being much slower in adjusting to a scenario of sluggish demand,
this sector is coming to terms with its structural issues, by preserving cash flow,
reducing capex and selling off assets. The last company to announce an ambitious
restructuring plan was Glencore, against which the 2018 maturities look cheap. The
support provided to EM credit by the FOMC decision not to taper suggests it is a
good time to reduce any underweights in EM basic material producers like Vale.
These considerations lead us to move to neutral on the sector.

Prospects for Basic Materials remain Yet fundamental challenges remain significant. We would not be carried away too
weak in spite of better data from China much by the recent strong data on copper demand from China: quite likely, the

strength is due to the fact that copper is used as a way to raise cash by Chinese
investors (the so called “cash for copper” trade). Therefore, it might have more to do
with the dire credit conditions of the Chinese market, than with real demand. Our
economists have upgraded their forecasts on China’s growth, and expect 2013 and
2014 GDP growth to reach to 7.6% and 7.2%, respectively, but see the recent
rebound in the economy as transitory. China’s consumption accounts for the bulk of
global demand for metals.

Chemicals will likely experience The outlook in chemicals does not look much better. Increased competition and
weak margins weak pricing power are likely to keep pressure on chemicals in the near term. Many

companies have reduced guidance. Two notable exceptions are Linde and Air
Liquide, which maintained their guidance for 2013.

We close our underweight on Akzo Nobel and BHP after the slight
underperformance of last month. These companies are restructuring their business,
which will likely improve their profitability.

Figure 7. Basic Materials Picks and Pans

Picks

Linde: The hybrid bond underperformed comparable non-financial hybrids in the past six months. Within an uninspiring sector, this company is maintaining healthy
sales growth, especially in America and in its healthcare division. Guidance for 2013 was maintained. While we worry about investors having record longs in hybrids
already, and Linde’s is far from the cheapest in the sector, we would still consider it as a means of picking up beta without moving into the periphery.

Glencore: This high-beta company has underperformed peers over the last 6 months, and now its 2018 bonds look cheap, especially when compared to
Thyssenkrupp. We think the initiatives the company proposed are credible and their targets realistic.

Rio Tinto: The market seems concerned about Rio Tinto’s exposure to iron ore, which will likely suffer as demand for steel is sluggish. However, our equity analysts
expect capex to decline significantly in the next two years, and debt metrics should improve faster for Rio than for BHP, even in the adverse scenario of iron ore prices
much weaker than current ones. Shareholder-friendly activity is a risk, but the company seems committed to maintaining A ratings and it is selling non-core assets,
against which the bonds look cheap.

Pans

Lanxess: Remain underweight. All the rating agencies have the company on Negative outlook and further downgrade pressure is likely. The company continues to
experience volume and price erosion, and its market share is under pressure. We expect more producers to emerge in the next few months. Our equity analysts are
bearish on the outlook for this company and reduced their earnings estimates. These concerns are better reflected in CDS, but the two bonds in the iBoxx EUR are
likely to cheapen further.

BASF: Longer maturity bonds in particular seem expensive. We don't see catalysts for major widening, but the outlook for the company looks challenging: chemicals
production is relatively weak, and demand is likely to remain slow for most of its products. Moreover, there is some M&A risk in our view. We don't see these
pressures easing any time soon. The longer maturity bonds are among the tightest in their universe.

Solvay: We remain underweight. We expect more consensus downgrades for the company, as about 40% of sales are likely to face significant structural challenges.
Our equity analysts think management’s earnings guidance is too ambitious. The cost-cutting measures the company is putting in place are unlikely to offset this and
we think the hybrid bond will cheapen further.

Source: Citi Research. Please refer to the footnotes on page 4 for our methodology.
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Figure 8. CDS 3mth Trading Range by Sector (bp)
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Figure 9. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio* by Sector
Breakeven (LHS) ——Breakeven/Vol ratio (RHS)
60 1.2
50 1.0
40 0.8
30 0.6
20 0.4
10 0.2
0 - r 0.0
z % & & 3 £ @ & H 2 3z & X
z 3 2 & : § & = 4§ & o 9 z
3 ° x 3 < A s
Source: iBoxx, Citi Research
Figure 10. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth history
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* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue
shows the percentage of bonds very near 3-month tights.
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Remain neutral on Consumer Goods

Luxury Goods are experiencing some
weakness in sales. Tobacco companies
are unlikely to outperform

M&A risk is higher in Food and Beverage
companies.

The crisis of the automotive industry
is likely to bring further deterioration
in margins.

Citi Research

Consumer Goods: neutral

Remain neutral on Consumer Goods. While in general the sector benefits from
conservative balance sheets and strong credit metrics, we see little scope for it to
continue its outperformance especially at current, all-time tight levels: we see
potential for releveraging and M&A activity, and the auto industry is still suffering
from weak trends.

From a credit perspective, in Personal & Household Goods we remain neutral on
tobacco companies as we see little scope for outperformance from current levels in
a sector where regulatory risks are on the rise and emerging market exposure could
become an issue due to currency devaluation in their key markets. Companies in
the luxury goods space are experiencing some weakness in sales. With some
supply risk on the horizon and some M&A appetite for smaller players in the sector,
we prefer to remain neutral in the bond space on LVMH. But we think the
underperformance of the Kering 3.125% ’19 bond, which has taken spreads to six-
month wides, is unjustified.

We remain neutral on most Food & Beverage companies, on the basis of
weakening EBITDA and M&A risks. We continue to like ABI Inbev because of its
defensiveness, but close overweights after the recent outperformance. Pernod is
experiencing some weakness in China, especially in its upper market products like
cognac. But longer term we think emerging markets will continue generating sales
growth for food and beverage companies, therefore we maintain our long.

The recent news on auto sales trends in China is positive for the German
automakers as they counterbalance a weak European market. We think the luxury
sector in general will not be much affected by slowing growth in EM, however we
believe bonds by BMW and Daimler at current levels offer little protection should the
market turn more negative from here. As regards VW, instead, we would move to
neutral on the 2% Jan20 and on the 2% Mar21 after their underperformance in the
last 3 months.

Figure 11. Consumer Goods Picks and Pans

Picks  Kering: we like the 3.125% Apr19 bond in particular, which is one of the few in the space to be close to its six-month wides. The last earnings release was positive,
showing good growth in most brands and across regions. Only Asia ex Japan is showing slower growth, more than offset by strength elsewhere.

Pernod Ricard: Spreads are suffering perhaps because of its slower EM sales. Yet the company has strong credit metrics and cash generation. Spirits are more
discretionary than other beverages, especially in EM, but we think emerging markets will continue playing a significant role in its growth. We like its defensiveness.
Moreover, this company has lower M&A appetite than peers, and it is strongly committed to an IG rating.

Pans  BMW and VW: We acknowledge that these big companies have so far managed the slowdown in sales effectively, although some margin erosion is visible. They
have a strong market position and flexibility in adapting to a weaker demand scenario. Our equity analysts believe most of the negative effects on earnings of the
current auto recession are over. Yet we think risk/reward remains very poor for credit, as spreads remain very tight on an historical basis. However, we would move to
neutral on the VW 2% Jan 20 and on the VW 2% Mar 21 after their underperformance in the last 3 months.

RCI Banque (Renault): While there are some positives like the likelihood of government support for RCI Banque (as at PSA), the divestment of non-core assets and
its somewhat encouraging Q2 results, the fundamental challenges seem too big to justify current valuations, especially considering that the company is uncomfortably
close to a HY rating in our view. The company relies heavily on the payment of dividends by Nissan, an asset which we believe the company could not easily sell if
needed. Moreover, we are uncomfortable about Renault’s real inventory trends, which look more supported by sales to dealers than by actual sales. Spreads at their
historical tights offer too little protection in our view.

Daimler: Although its last results were encouraging, this is the weakest German auto maker in our view, and again at its tight spread levels and given the outlook for
European auto demand we think there are better defensive alternatives. It is likely that profitability will improve on the back of improvements in the fleet, however
among the German automakers; it has the weakest cash flow. Some bonds have marginally underperformed the market, but overall they remain tight on an historical

basis and we don’t see much value in them.

Source: Citi Research. Please refer to the footnotes on page 4 for our methodology.
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Figure 12. CDS 3mth Trading Range by Sector (bp)
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Figure 13. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio* by Sector
Breakeven (LHS) ——Breakeven/Vol ratio (RHS)
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Figure 14. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth history
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Source: iBoxx, Citi Research

* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue
shows the percentage of bonds very near 3-month tights.
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We remain underweight on

Consumer Services: underweight

Consumer Services Many Consumer Services hames benefit from a perceived safe-haven status and

remain tight on a historical basis; yet high competition and stagnant profitability
remain significant challenges for most of the issuers in spite of high investment. For
a conservative positioning we would rather look at industrials: leverage is
comparatively lower and financial flexibility higher, against slightly higher spreads.
Industrials also have better quality fundamentals than most retail companies we
follow: for this reason we think they will benefit relatively more than retail from
improving economic trends in Europe.

Profit growth will likely remain weak In spite of improving retail sales and consumer confidence data in Europe, we
for the companies we follow expect profit growth to remain slow for the retail companies we follow. For them,

most of the growth so far came from square footage expansion, and this is set to
slow down in the medium term as these companies already have a large real estate
portfolio. Some of these companies are exposed to EM, where they are investing
heavily to grow space. But results are weaker than such huge investments would
imply. On the contrary, our equity analysts note that in 1Q13 EM growth LFL sales
growth fell below even that of developed markets.

In France, Carrefour is experiencing some modest improvements in its hypermarket
business, but its LatAm growth is being negatively affected by FX depreciation and
it is very exposed to peripheral Europe. Weaker sales and wage inflation are also
likely to negatively affect margins in its Chinese business. Casino also reported a
further weakening in LFL sales in France. We think its EM exposure played a
significant role in its underperformance in June.

We wouldn’t be more than neutral In Media, we are concerned about earnings at most professional publishers. Apart
on media from Reed Elsevier, our equity analysts are cautious on the growth prospects of the

companies in iBoxx. We are also concerned about the EM exposure of some of
them (like WPP) and M&A activity. For this reason, at current levels we prefer to
remain neutral.

We close our overweight on GTECH as spreads on its bonds reached their all-time
tights. We also reduce our underweight on Casino: the long end part of the curve
underperformed peers and it is at its six month wides.

Figure 15. Consumer Services Picks and Pans

Pans

Metro: This company has finally entered a turnaround phase, with management reducing capex and deleveraging by divesting part of its real estate portfolio. We take
advantage of last month’s performance to partly close our underweight. Yet we think that any balance sheet improvement will take time, while spreads are historically
very tight: while acknowledging the good intentions of management, we don’t feel compensated for the risks the company faces.

Tesco: We fear further underperformance to come for Tesco. It is engaging in significant investments as it tries to revamp its UK business. Yet, we think the
turnaround will take time. Moreover, the company’s credit metrics are worsening. LFL sales continue to deteriorate, although this is partly due to a slowdown in space
growth. The company has recently been downgraded to the BBB area, yet bonds look still tight vs history. Recent news of a joint venture with China Resource
Enterprise to combine their retail operations in China and the sale of Fresh and Easy would be a positive step towards tackling its problematic Chinese and US
operations, but other challenges remain.

French food retail: Carrefour and, to a lesser extent, Casino bonds look too tight given the challenges they are facing in France. Carrefour is slowly changing its
strategy for French hypermarkets in order to reduce costs. Sales in peripheral Europe have not worsened over the last quarter, but Latin American sales are
unimpressive. Casino reported a further weakening in its French LFL sales, and might suffer from its EM exposure, however the longer dated bonds are now at their
six-months wides, suggesting it is time to reduce the underweight.

Source: Citi Research. Please refer to the footnotes on page 4 for our methodology.
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Figure 16. CDS 3mth Trading Range by Sector (bp)
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Figure 17. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio* by Sector
Breakeven (LHS) ——Breakeven/Vol ratio (RHS)
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Source: iBoxx, Citi Research
Figure 18. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth history
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Source: iBoxx, Citi Research

*The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue
shows the percentage of bonds very near 3-month tights.
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Maintain an overweight on Healthcare

Patent expiration risk has been
effectively managed

European pharmaceuticals are focusing
on generics

Revenue growth is constrained by
austerity measures and competition with
generics

Citi Research

Healthcare: overweight

The low beta names in Healthcare have underperformed the iBoxx last month, but
we maintain a small overweight as we continue to like their defensiveness.

Pharmaceutical companies have been quite active in mitigating the risk of a patent
cliff, by increasing their investments in R&D and acquiring patents. This was the
main credit risk on the horizon and it is largely behind us. We expect R&D
productivity to improve. Some companies are also likely to benefit from innovations
in cancer immunotherapy (Roche, Novartis and Sanofi, for example). Balance
sheets look strong currently, but we expect them to weaken over time as favourable
funding costs are likely to encourage debt-financed M&A and/or share repurchases.
However, most of the firms have the financial flexibility to manage medium-sized
M&A in our view; therefore we don’t see these as a major problem.

European companies are likely to diversify away from branded pharmaceuticals, in
favour of generic, over-the-counter and animal health products. We think this
strategy is less risky than the one followed by most US companies, which instead
tend to focus on branded pharmaceuticals.

Fiscal austerity in Europe and healthcare reforms in the US are likely to weigh on
revenue growth, however we expect healthy growth from EM in spite of the current
turmoil. Within the sector we believe the winners are likely to be those companies
with a strong Phase |l testing pipeline, or which are more geographically and
product diversified, like Roche.

We close our overweight on GSK after last month’s strong performance.

Figure 19. Healthcare Picks and Pans

Picks Roche: overweight. It has quite a strong pipeline for blood cancer drugs, Alzheimer’s, etc. It is only performing in line with peers, which we believe is unjustified given
its strong fundamentals, focus on improving its pipeline and strong cash flow generation.

Bayer: The subordinated bond underperformed the sector over the last six months, and we think it offers good value, being a good way to increase beta exposure via
a company with strong credit fundamentals. We think the underlying earnings momentum of new drugs will offset the weakness of part of its drug portfolio. We expect
a recovery by the end of the year in its MatScience and Healthcare divisions, which drove the recent earnings underperformance.

Amgen: Bonds widened on leverage concerns regarding the Onyx acquisition. However, spreads are now at their six-month wides. The deal will be funded with cash
and bank loans, so the risk of new issuance is minimal. There are some downgrade risks related to the acquisition, however we think Amgen has the flexibility to
maintain its rating in the BBB area. With the uncertainty related to the acquisition now cleared, we think bonds offer an interesting entry point to get exposure to a

conservative sector.

Source: Citi Research. Please refer to the footnotes on page 4 for our methodology.
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Figure 20. CDS 3mth Trading Range by Sector (bp)
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Figure 21. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio* by Sector

Breakeven (LHS) — Breakeven/Vol ratio (RHS)
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Figure 22. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth history
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Source: iBoxx, Citi Research

* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue
shows the percentage of bonds very near 3-month tights.
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Industrials: overweight

Move to a small overweight Supported by their geographic diversification and strong fundamentals, Industrials
on Industrials have been one of the best performing sectors in non-financials over the last six

months. Earnings and margins are still weak and there is some M&A risk. However,
the global economic outlook is moderately improving, leverage is comparatively lower
and financial flexibility higher, and valuations look attractive in some cases.

Challenges at a company level are still Challenges at a company level are still evident, especially for those exposed to EM.
evident in Industrials, but prospects for The last earnings season has been uninspiring: most companies disappointed
capex demand are improving expectations. Yet, better-than-expected economic data induced many analysts to

upgrade their expectations for the next earnings season. Our European Earnings
Revisions Index for Industrials (CGERPEIN Index <GO>) is now at 0.10, the highest
level in this year. The PMI manufacturing index for Europe now looks firmly above
50. Moreover, our equity strategists note that improvements in lending standards,
(with the percentage of banks loosening their lending conditions to large enterprises
now close to historical highs), anticipate capex expansion by about nine months.
These data, coupled with mildly positive company commentaries, make us think that
the prospects for capital goods companies might have improved somehow. Yet we
expect mining capex demand to remain dire. A survey by our equity analysts on
capex intentions in the mining sector highlights further weakening, with negative
implications on pricing.

We remain cautious on construction We remain cautious on construction. While we are seeing signs of recovery in some
exposed to EM markets like the UK, construction confidence indices in Europe are still depressed.

The weakness in some EM countries like Morocco, India and Mexico does not help
either. The key question for the next six months is whether construction companies
will manage to cut costs and contain the effects of their EM exposure.

We close our Overweight on PostNL as the spread seems to have stabilized at
levels last seen in January 2013, before UPS scrapped its acquisition plans for TNT
Express. We also close our overweight on Abertis as spreads have reached
historical tights.

Figure 23. Industrials Picks and Pans

Picks

Alstom: Although the outlook on capital goods in Europe is still uninspiring, we think Alstom is handling its challenges successfully. The company reported orders
were ahead of expectations and it maintained guidance for low single-digit organic sales growth and stable operating margins in 2013/14. We think that the company
has the ability to generate positive FCF by the end of 2013. We would buy on any underperformance in CDS and bonds.

Hutchison Whampoa: Bonds are underperforming CDS, probably because cash investors are more wary than CDS market participants of its acquisitive strategy
and EM exposure. However, rating agencies guided that the company is able to manage bolt-on acquisitions within its rating. This company gets 50% of its revenues
from Europe. Spreads are now at their 6-months wides, but should tighten on the back of the FOMC decision and outperform the sector.

Siemens: We like the hybrid bond, which is wide to history, and might be called, in our view, as the company does not really need such an expensive form of funding.
The company reduced its profit margin guidance recently and the fact that Mr. Ackerman is stepping down as vice chairman suggests that there are still issues at a
managerial level, but the new CEQ might accelerate the restructuring of the business. Moreover, Siemens should benefit from recovery in Europe.

Pans

Atlas Copco: We don't like mining capex companies, as the mining sector is aggressively cutting capex, weakening the company’s orders. The acquisition of
Edwards, a company exposed to oil capex equipment, increases Atlas Copco’s cyclicality, in our view. Edwards’ stretched balance sheet is also of concern.
Schneider Electric: We expect further underperformance given sluggish growth in the infrastructure and real estate markets in Europe and risks in China. Its recent
bid for Invensys looks expensive, and although it will not be financed with debt, we are concerned that the deal will worsen the cash position of the company. Its end
markets remain lacklustre. Although it underperformed peers last month, we believe it remains too tight to history given the challenges it faces.

Bouygues: Weakness in its phone business led the company to reduce its sales guidance, although the company maintained its EBITDA guidance. Bonds have
tightened less than peers over the last six months, but we think they will continue underperforming.

Source: Citi Research. Please refer to the footnotes on page 4 for our methodology.
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Figure 24. CDS 3mth Trading Range by Sector (bp)
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Figure 25. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio* by Sector
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Figure 26. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth history
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Source: iBoxx, Citi Research

* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue
shows the percentage of bonds very near 3-month tights.
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Maintain underweight on Oil & Gas

Short-term positives

Long-term negatives

The winners should be the
low-cost producers

Citi Research

Oil & Gas: underweight

Although the longer-term challenges of the industry are unlikely to get resolved in
the short term, with negative news from Syria, production disruptions in Libya and
the economy recovering in Europe and US, we think it is time to selectively reduce
our underweight on Oil and Gas. The sector is very wide to the iBoxx, having
underperformed the market in the last three months. However, for companies like
Royal Dutch Shell, the underperformance over the last three months suggest it is
time to close our underweight. We also recommend closing any underweight on
Petrobras at current spreads: the FOMC decision not to taper is favourable for EM
credit and its bonds are now at their June highs.

Crude oil markets remain firmly in backwardation, and outages will likely provide
ongoing support to the markets. The situation in Syria is likely to cause oil prices to
increase further, given the production outages in Libya. Moreover, the economic
recovery in Europe and the US will provide some support to global demand. Yet we
would not read too much in the recent uptick in Chinese oil imports: quite likely it
was due to oil restocking, rather than a sustained increase in demand.

In the longer term, however, big oil firms face significant challenges, and it seems to
us that they have been much slower than miners to reposition their business for a
scenario of subdued prices. Exploration and production activities are increasingly
costly. The capex commitments of the oil industry as a whole remain high and
sticky, weakening cash flow. At least some industry players seem to have finally
acknowledged the problem, and announced write-downs (Shell) and capex
reductions (Total). It seems like the industry is adapting very slowly to an
environment of subdued oil prices: investment is at an all-time high, absorbing on
average about 100% of operating cash flow.

In a scenario of subdued oil price growth, we think the winners will be the low-cost
producers like Repsol and BG, but these are fairly valued, in our view.

Figure 27. Oil and Gas Picks and Pans

Pans  OMV: Seems tight given operational challenges. We are concerned about its Romanian and Turkish exposure. While the acquisition of assets in the North Sea is a
longer-term positive, we are worried that it will imply more capex (and leverage) in hard-to-develop projects.

BP: We maintain our underweight on BP. We acknowledge that BP has been restructuring its business after the Macondo spill, focusing on exploration and
developing key assets. However, legal challenges from the Macondo spill are still significant. Moreover, reserve replacement ratios versus peers are low, in the region
of 75-85% versus a sector average of above 100%, indicating that the company might need further investments to develop its reserves in a time of subdued oil price

growth.

Source: Citi Research. Please refer to the footnotes on page 4 for our methodology.
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Figure 28. CDS 3mth Trading Range by Sector (bp)
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Figure 29. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio* by Sector
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Figure 30. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth history
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Source: iBoxx, Citi Research

* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue

shows the percentage of bonds very near 3-month tights.
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Two new additions to the iBoxx, but we
don’t see an opportunity there

The long-term outlook for technology
is positive, investment demand is
picking up

The consulting business is growing

Citi Research

Technology: neutral

Since August, the index includes two high-quality names: Microsoft and Oracle. The
widening in these, together with IBM, caused this sector to underperform last
month. We don’t really see an opportunity in Microsoft and Oracle’s bonds at
current levels: the widening is mainly due to their status as recent new issues,
which had initially rallied hard, and to the acquisition of Nokia by Microsoft. Overall,
we stay neutral on Technology on valuation grounds: the remaining bonds in the
sector have been among the best performers in iBoxx over the last six months,
supported by strong credit fundamentals and positive business trends, in spite of
their cyclicality.

For example, ASML sales guidance is a positive, in our view; however spreads at
their historical tights do not look very inspiring.

Microsoft bonds look cheap on an historical basis for a AAA-rated company. Yet we
think the risks around the acquisition of Nokia’s phone business are significant and
hard to quantify, while the upside would be small at current levels.

For Ericsson, in spite of the worse-than-expected Q2 results (which were affected
by FX headwinds, divestitures and some weakness in Chinese and US sales), the
long-term growth outlook for mobile broadband is positive, as global penetration
rates are still low and there are still substantial needs for transmission infrastructure.
After a cyclical slowdown in investments in Europe, the company is experiencing
increasing demand as telco companies invest in the modernization of the European
network, and margins are likely to improve. Moreover, it continues to expand its
higher-margin wireless capacity and packet core business. But we think these
positive trends are already priced in. The rally in equity has more to do with the
M&A spree in the technology and telco sectors over the summer, which caught
investors short and induced them to reposition.

In spite of lower-than-expected H1 revenues, Cap Gemini is showing good margin
growth, and confirmed its FY guidance. However, we think this is mostly priced in.
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Figure 31. CDS 3mth Trading Range by Sector (bp)
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Figure 32. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio" by Sector
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Figure 33. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth History
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Source: iBoxx, Citi Research

* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue
shows the percentage of bonds very near 3-month tights.
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Challenges in telcos are not over yet

The sector is still challenged

Telcos are going through a
transformational phase

Close underweight on Telecom ltalia

Citi Research

Telecoms: underweight

Telcos has been one of the worst performing sectors in the iBoxx in the last six
months, after Basic Materials and Oil and Gas. In spread terms, it is the widest of
the non-financial space. We think valuations would justify selectively reducing our
underweight.

However, we don'’t yet feel comfortable with this sector: telecoms have seen their
revenues and earnings declining in recent years: weakening demand, and
increased competition have taken their toll on profits, especially in peripheral
Europe. The last earnings season was no exception. While we see some
improvements, a significant recovery in earnings seems unlikely near-term: the last
reading of our Earnings Revisions Index at -0.30 (CGERPETE Index <go>) confirms
this impression.

The wave of acquisitions, divestitures and increased capex which is sweeping
Telcos at the moment is a sign that the industry is coming to terms with these
structural weaknesses and is going through a transformational phase. We see this
process ending up with more consolidated markets across Europe, with the
strongest incumbents migrating to a more data- and content-intensive business
model. Longer term, we think these developments are positive at least in terms of
improving business diversification and costs, and mitigating competition. Yet event
risk is high, and we are concerned that in a context of easy access to debt, the
incentive to reward shareholders rather than bondholders or to leverage in order to
pursue M&A (as in the case of Verizon) remains significant, even if credit metrics
are still feeling the pressure of weak EBITDA growth.

We recommend closing the underweight in Telecom lItalia, in spite of its weak
results last month, as the bonds are close to their six-month wides and some
positive catalysts might be on the horizon: we might have news of market
consolidation in autumn, and the company might decide to do a rights issue,
although the timing is uncertain.

Figure 34. Telecommunications Picks and Pans

Picks  BT: Within an uninspiring sector, we think BT is likely to perform better than peers from an operating perspective. The next phase of group-wide restructuring and the
development of BT Sport should drive EBITDA up. Its last results were solid. The pension deficit will continue to be a lingering risk, but even accounting for it, our
equity analysts forecast a net debt/EBITDA ratio of 1.6x, below Deutsche Telekom or Vodafone, and higher yields should be a help.

Pans  Orange (France Telecom): Remain underweight. Our equity analysts expect net debt/EBITDA to increase to 2.36x by end 2013, much above what the company is
targeting. It is also unlikely, in our view, that EBITDA will stabilize in 2014 as suggested by management. Revenue trends are getting worse and cost cutting

measures are not enough to offset this.

Belgacom: Our equity analysts expect the company to increase leverage to pay dividends. The market is also extremely competitive in Belgium and in spite of the
better-than-expected results last month, margins might be weakened by aggressive new offers. We are worried that this is not adequately reflected in spreads still

close to their all-time tights.

Source: Citi Research. Please refer to the footnotes on page 4 for our methodology.
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Figure 35. CDS 3mth Trading Range by Sector (bp)
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Figure 36. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio" by Sector
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Figure 37. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth History
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Source: iBoxx, Citi Research

* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue

shows the percentage of bonds very near 3-month tights.
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Maintain a small overweight in Utilities

EBITDA is unlikely to grow much

Italian utilities’ spread versus their
sovereign is quite wide

Remain neutral on Spanish utilities

Regulatory uncertainty and geopolitical
risks are a concern for the sector

It is unlikely that the sector will be
shareholder-friendly for now

Close the underweight on RWE

Citi Research

Utilities: overweight

We maintain a small overweight in Utilities, via the high-beta ltalian names, but
remain neutral on the remainder. Admittedly, oversupply implies that many core
utilities face a weak outlook for prices, against a backdrop of weak demand.
However, spreads remain wide versus iBoxx and historically, implying that this is
largely priced in.

The main risk we see for utilities is that EBITDA growth is being hampered by slow
revenues, as demand is sluggish and governments try to contain the increase in
energy bills and increase tax revenues at the same time. High capex requirements
in a context of weak energy prices are also of concern. These factors put some
dividends at risk across the sector, but we don't see them hampering debt
sustainability.

Such considerations are particularly relevant for Italian utilities. Yet the spread to
their sovereign remains wide. In the case of Enel, which is the name we like the
most, spreads to the sovereign are close to their beginning of April wides. We find
this unjustified: the company is cutting costs and deleveraging, and our equity
analysts expect it to achieve its net debt target of €42bn by year end.

We remain neutral on the Spanish utilities, as sovereign-related downgrade risks
might weigh on valuations, and growth prospects in Latin America (where these
companies have investments) appear to be weakening. In spite of such concerns, we
find them less attractively valued than ltalian utilities.

Regarding the core utilities, earnings expectations have been cut again last month
by 2.9%, and a cumulative 13% ytd. Analysts seem concerned about regulatory
uncertainty in Germany and geopolitical risks.

We find it unlikely that peripheral utilities will issue debt to pay dividends, given their
sensitivity to ratings, in particular in the periphery and at the senior level. Dividend
cuts and issuance of hybrids look more likely.

We close our underweight on RWE. We think the company will announce_a rights
issue and it just announced a cut to the dividend, which will support credit.

Figure 38. Utilities Picks and Pans

Picks Italian Utilities: The spread versus their sovereign of most ltalian utilities is quite wide historically. We think this will reverse in the next few months, so we are
comfortable maintaining an overweight on them while hedging our sovereign exposure by shorting Italian sovereign bonds. Moreover, while their earnings outlook
looks challenged by a sluggish energy market and by regulatory risk, and these companies are going through substantial cost cutting and divestitures to manage their
leverage, which is key to their business model. We expect them to manage their balance sheet conservatively, as they have done so far, to keep their cost of debt
down. Enel and Terna look the best positioned in terms of earnings quality.

Pans  E.ON: In spite of its ongoing challenges, E.ON has been one of the best performing utilities over the last three months. The last results were better than expected, but
our equity analysts are unconvinced about company’s guidance (which was reiterated), due to lower profitability and costs on gas and nuclear storage. The expansion
in Brazil and Turkey is also likely to have a negative impact on EPS. Leverage is increasing: from our analysts’ estimates, net debt/EBITDA is set to increase to 2x
from 1.8x last year. The company is changing its business mix, moving from thermal generation to renewables and exploration and production activities. Yet
execution risk on its cost-cutting programme is high and generation will likely remain weak. We are also concerned about its Brazilian exposure, which is set to
increase given the new structure of the MPX capital raising, and the surprise departure of the CFO.

Source: Citi Research. Please refer to the footnotes on page 4 for our methodology.
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Figure 39. CDS 3mth Trading Range by Sector (bp)
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Figure 40. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio* by Sector
Breakeven (LHS) — Breakeven/Vol ratio (RHS)
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Figure 41. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth History

ENELIM

m0-10% ®10-20%

Source: iBoxx, Citi Research

GSZFP
IBESM
RWI
GASSM
EOANGR
VIEFP
VATFAL
ENBW
CEZCP

m20-30% 30-40% 40-50% 50-60% 60-70% 70-80%

100% - .
80% -
60% -
40% -
20% A I
0% -
w

- = 3
=80-90% ®90-100%

* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue

shows the percentage of bonds very near 3-month tights.
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Remain neutral on Banks

It’s still a tale of two Europes

We expect more issuance and
LME activity

Close underweights on HSBC
and StanChar

We remain concerned about Spanish
banks and smaller banks in Italy

The entry point for peripheral covered
bonds is not attractive

We prefer old style T1.

Citi Research

Banks: neutral

Banks marginally widened over the last month, slightly outperforming the iBoxx. Yet
spreads are as tight as they were in 2008, as if the market believes the worst is over
for the European banking system. Perhaps it is: banks have been deleveraging,
strengthening their capital levels, working through their problematic assets. Now
that the European economy is showing signs of recovery, we expect to see gradual
improvements on asset quality and cost of credit. Yet we remain neutral: there are
other high-beta sectors, which offer the same levered upside to the state of the
economy without quite the same potential downside in the event of tail risks.

From a fundamental perspective, the last earnings season confirmed the general
trends we have seen previously: most peripheral banks continue to suffer from high
levels of NPLs, high credit costs and weak net interest income, while core banks are
benefiting from good asset quality, although loan growth is still sluggish.

New issuance risk is on the rise: new capital securities (AT1) are likely to be issued
over coming months, and in general we find the valuations aggressive relative to
old-style T1. Banks will look at how to optimize their capital position in light of CRD
IV, which has been finalized at a European level recently, and will likely engage in a
combination of LMEs and new issuance. On aggregate, we think the market will be
able to absorb the new issuance with no particular problems, but we think risks are
lower for those banks which have already a relatively strong capital position.

We recommend closing any underweight on HSBC and Standard Chartered. The
FOMC decision will support credit exposed to EM, and for this reason these bonds
are rallying. Yet at current spreads we prefer US peers, which offer more protection,
in our view.

The mildly positive data on the Italian economy are not enough to offset the risks
from political instability, in our view. While the risk of snap elections seems lower
now, the Government coalition is still fragile. Moreover the recent decision by LCH
Clearnet to reduce its exposure to ltaly will make it harder for banks to fund
themselves in private markets. We remain underweight the smaller Italian players
like the cooperative banks, and neutral on the national champions, like Intesa and
Unicredit. That said, we think the recent plan to raise equity by MPS should support
CDS at the margin. The same applies to Banca Popolare di Milano, which is also
planning a capital increase. As regards Spanish banks, we remain underweight, in
particular for the domestic banks, as house price declines and further restructuring
costs are likely. Weakness in their LatAm business suggests they will not benefit
much from their geographic diversification in the short term.

The challenges still present in peripheral Europe make us prefer covered bonds to
senior here, also because the recent draft directive establishing a European-wide
framework for bail-ins explicitly excludes covered bonds from bail-ins. However,
valuations close to their June lows versus core and Spanish senior bonds make us
think that the entry point is not attractive at the moment. The trade is still attractive
in ltaly.

When it comes to junior debt, we prefer old style T1 to LT2. T1 valuations look in
line to LT2 on the basis of their historical relationship. Moreover, there is quite likely
to be LME activity at this level now that AT1 is being issued. Yet also LT2 will be
subject to LMEs and valuations versus T1 look wide. We recommend selectively
reducing the underweight. We close our underweight on Australian banks: spreads
are at six-month wides, especially on their junior debt. We are also closing our
overweights on JPM and Goldman Sachs given their outperformance over the last
six months.
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Figure 42. Banks Picks and Pans

Picks

Morgan Stanley: Bonds have underperformed peers in the last three months (especially Goldman). The company is migrating to a more conservative business
model, more focused on flow trading and wealth management. We expect MS bonds to progressively tighten as its de-risking strategy progresses: we wouldn't be
surprised to see it trading inside GS once its repositioning is completed. In its Q2 results, FICC revenues were partly affected by its de-risking strategy, but equities
and investment banking performed well. The asset and wealth management businesses show strong margins. The tougher regulations regarding the leverage ratio
proposed in the US might provide further support to MS credit, even at the T1 level, as the company might issue preferred stock to comply with the regulation.

French Banks: French banks are reducing their business risk in general, their capital position is strong and they are committed to cost control. BNP Paribas had
strong Q2 results. Its Italian business BNL showed better revenue in spite of ongoing deleveraging. Retail banking is performing well, and its capital position and
leverage are improving. We find this reflected more in the T1, which performed strongly over the last 6 months, than at the senior and LT2 level. Similar arguments
can be applied to Credit Agricole: the bank is shrinking its investment bank arm and reducing RWA. We expect its capital position to improve further. Credit Agricole
has been one of the biggest underperformers among the core banks in the last six months, creating a good entry point especially at the senior and LT2 level. We take
comfort that the international exposure of SocGen is benefiting from signs of recovery in Romania and Russia, while risks from Slovenia should be manageable,
however here we would wait for a better entry point.

Barclays: It has underperformed on a six-month horizon, presumably on concerns regarding how it would satisfy the requirement of the PRA of a leverage ratio of
3%. Barclays currently has a leverage ratio of 2.3%. However, the initiatives Barclays announced to achieve the 3% target are positive for credit: we are therefore
surprised of the underperformance of the 6% Jan21 and the 6.625% Mar22 bonds, which are now close to their mid-February levels, while there is some new
issuance risk at the T1 level as Barclays will issue some Additional Tier 1 securities with a 7% fully loaded CET1 trigger.

Lloyds Banking Group: We see the underperformance of last month as an opportunity to increase exposure to Lloyds. Lloyds is continuing in its deleveraging
process, net interest margins are improving and we think we will continue to see consensus upgrades on this. Its Q2 results show lower impairments and stronger net
interest margin. Uncertainties regarding its capital position and leverage targets are largely solved.

Pans

Spanish banks: Valuations on the smaller Spanish banks look expensive versus the risks they run, in our view, especially at the senior level. The Spanish banking
system remains challenged by asset quality deterioration, weak net interest income, accelerating house price declines and slow revenue growth. Our equity analysts
think problem assets are not vet at their peak. These challenges are unlikely to be resolved any time soon: although there are mild signs of improvement in the
Spanish economy, it is expected to remain weak in 2013 and 2014. We expect provisions and write-downs to keep increasing, driven by regulatory pressure. We are
also concerned about regulatory forbearance, as shown by the recent proposals to use deferred tax assets to increase CET1. This confirms our suspicion that further
losses are likely and that the capital position of these banks is not solid enough. Weakness in their LatAm businesses is an additional headwind. At the margin we
prefer larger Italian banks to Spanish ones. However, we reduce our underweight in light of the equity raising announced by Banco de Sabadell. This is a route that
other Spanish banks might take. Regarding the bigger players, Santander is continuing its deleveraging process and its last results were in line. We remain neutral
on the company. BBVA, on the other hand, benefits from a higher coverage ratio on its NPLs than Santander, and might benefit more than domestic banks from a
pickup in economic activity in Spain. We think the recent underperformance offers a good opportunity to reduce shorts.

Smaller Italian Banks: We are wary of smaller Italian banks at these levels. The government coalition looks fragile, hampering its ability to push for structural
economic reforms, and recent opinion polls show that there is a high probability of a hung parliament should elections occur in the next months. Italian banks continue
to be over-exposed to Italian sovereign debt and to the economy. The recent decision by LCH Clearnet to move to ‘cash settiement’ in Italy will make it harder for
them to fund themselves. The profitability of Italian banks remains weak. We remain underweight the smaller players and neutral on the national champions (Intesa,
Unicredit).

Source: Citi Research. Please refer to the footnotes on page 4 for our methodology.
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Figure 43. CDS 3mth Trading Range by Sector (bp)
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Figure 44. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio* by Sector
Breakeven (LHS) — Breakeven/Vol ratio (RHS)
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Figure 45. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth History
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Source: iBoxx, Citi Research

* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue
shows the percentage of bonds very near 3-month tights.
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We wouldn’t go any longer...

... but we still prefer insurers to banks
and we remain overweight

We see less new issuance risk in
insurers than in banks

Citi Research

Insurance: overweight

Rather than offering an opportunity to get longer, we see last month’s selloff in some
insurers as a healthy correction to bonds which are either very tight (Munich Re) or
which are likely to suffer from political risks (Generali). Investors remain heavily
long; and there is some lingering regulatory uncertainty, as the voting on the
Omnibus Il directive is likely to be delayed again to March 2014.

And yet we still recommend being moderately long, both overall and relative to
banks. From a fundamental perspective we continue to believe that insurers are
less risky than banks. The long-term nature of insurers’ liabilities gives them more
flexibility to adapt to times of distress, and anyway they have de-risked substantially
since the onset of the 2008 crisis. Moreover, we think the prospect of rising yields in
the US and elsewhere will benefit the bottom line of European insurers in general.

The recent listing of systemically important insurers, which include, among others,
Allianz and Prudential, implies higher capitalisation requirements for these players
and therefore is credit positive, although we might see some new issuance from the
less well-capitalised insurers once the regulation is finalised. In any case, we expect
less issuance over the next month than in the banking sector. For these reasons,
although bank debt valuations are in line to insurance debt on an historical basis,
and at the T1 level banks look even cheaper, we still prefer insurers to banks.

Figure 46. Insurance Picks and Pans

Picks  Swiss Life: Given the strength of its balance sheet, its leading market position in the Swiss life insurance market, its growth prospects in Germany and France and its
strong capital adequacy, we think Swiss Life T1 bonds should outperform peers. We take profit on the T1 bond as it is now very tight.

CNP Assurances: In spite of their tightening over the last six months, the LT2, UT2 and T1 bonds continue to offer value when compared to peers. The company
has a leading position in the French market. While its capital position could be better, its Q2 results were good and it benefits from the equity participations of La
Banque Postale and CDC, which have supported CNP by accepting share dividends to help it improve its capital ratios.

Talanx: We continue to like the LT2 bond. The company is quite conservative and is benefiting from a solid operating performance, strong profitability and good

capitalisation.

Pans  HanRe: We like Hannover Re’s strong credit metrics. But the name trades very tight to history and peers even after recent underperformance, and we don't think the
widening we have seen recently really provides a buying opportunity.

Munich Re: Its capitalisation looks good and its business profile solid, and earings expectations are rising. But bonds remain tight to their peers and to history even
after recent underperformance. There are no negative catalysts in sight, but at current spreads we think there are better opportunities elsewhere in the sector.

Source: Citi Research. Please refer to the footnotes on page 4 for our methodology.
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Figure 47. CDS 3mth Trading Range by Sector (bp)
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Figure 48. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio* by Sector
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Source: iBoxx, Citi Research

Figure 49. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth History
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* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue
shows the percentage of bonds very near 3-month tights.
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Financial Services: neutral

Move to neutral on Financial Services Move to neutral on the Financial Services industry. The mild recovery we are seeing
in Europe implies better prospects for the real estate industry, which provides better
support to the current tight valuations. However, we think bond investors wanting to
go anywhere near this space would do much better to buy equally or higher-rated
CMBS, RMBS or ABS instead: spreads trade wider, for structures, which to our
minds are more robust. The rest of the sector is mainly dominated by General
Electric, which we expect to perform in line with the market.

We close our underweight on Klepierre and Gecina after the underperformance of
last month.
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Figure 50. CDS 3mth Trading Range by Sector (bp)
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Figure 51. 3mth Breakeven (bp) vs 3mth Breakeven/Vol Ratio" by Sector
Breakeven (LHS) ——Breakeven/Vol ratio (RHS)
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Figure 52. Dispersion by Issuer - Distribution of Current Bond Spreads Expressed as Percentile of 3mth History
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* The breakeven (Spread/Duration) measures how much widening the carry can compensate for. The breakeven to
volatility ratio measures the likelihood that spread movements will exceed that point. In the dispersion chart, we
calculate the current percentile for each bond in the 3-month trading range, and then we aggregate the distribution
of percentiles by issuer. Dark red shows the percentage of bonds trading close to 3-month wides, while dark blue
shows the percentage of bonds very near 3-month tights.
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