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Agenda

Yuck... This porridge is too cold

Ouch... This porridge is too hot

Perfect porridge & a few bear strategies

Note: In this presentation we have confused the word
“credit” with “porridge”. We apologise for any inconvenience caused.
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Even the bears you thought you'd tamed ...

... sometimes spring surprises
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Bottom up, it's no fairy tale either

Debt creeping up, EBITDA struggling Plain, old capex eating cash flows
EBITDA, sales & net debt for European corporates ('07=100)* European corporate expenditures, % of OCF
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Source: Citi Research, Bloomberg. *: Based on a sample of 229 non- Source: Citi Research, Bloomberg. Note: Based on a sample of 149 non-
financial corporates in the EuroStoxx 600 index. financial corporates in the EuroStoxx 600.
Leverage is ticking higher
N,
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Incremental demand for porridge is cooling

Asymmetric risk/reward to equities Inflows into credit at a 4yr low
12m credit-equity return ratio vs iBoxx spread, 2000-12 Citi Credit Survey, reported inflows on a +/-2 scale
20 - Eq:ity to credit return ratio =2 = 01958 1.0 e
0.8 - —¢€
1 5 7 ‘ - $
0.6 -
10 - 04
5 0.2 -
0.0
; )
iBoxx spread Rl
-5 - -04 -
0 100 200 300 400 08 09 10 11 12 13
Source: Citi Research, Bloomberg, Markit Source: Citi Research.

Risk/reward denting appetite
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Close to a bear minimum?

Spreads still inside fair value Not even cheap to defaults any longer
iBoxx € non-fins. Vs Eurozone PMI, 2005-12 European spec. grade default rate vs. iTraxx Crossover, bp
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Source: Citi Research, Bloomberg. Source: Citi Research, Moody’s, Marklt.

Porridge on the thin side of most fundamental relationships
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US economy is (finally) heating up

No growth bears in sight

“Many participants also expressed some
Citi US growth forecasts, 3Q 2012 — 2Q 2014 yp P P

concerns about potential costs and risks arising
from further asset purchases...”

3.5 FOMC minutes, 29-30 Jan
/ - -
3.0 1 “... should we continue with the current program
25 | of QE? | have argued we should not,
' that we are pushing on a string.”
2.0 - R. Fisher, Dallas Fed President, 27 Feb
1.5 - — GDP “I'm a skeptic.” “There is room for doubt
0 : on this bold new limit-busting
: : Dom. that central banks have done.”
0.5 - : Demand J. Lacker, Richmond Fed President, 5 Mar
1
1
0.0 | | | ‘ ‘ ‘ | | “The significant majority of the committee is
3@ 4Q 1Q 2Q 3Q 4Q 1Q 2Q supportive of the policy that we are taking.”
12 13 14 B. Bernanke, Fed Chairman, 27 Feb
Source: Citi Research. Source: Federal Reserve.

Will it cause a stir by the Fed?

citi



Porridge & policy rates — a cyclical relationship

Early in the policy tightening cycle, spreads normally tighten
Fed Funds rate, %, vs US |G credit spreads to Treasuries, bp
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For porridge, recovery normally dominates policy early on
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But in a “make-markets-believe” asset price recovery...

CBs constraining supply of new securities... ... helping to prop up credit markets
Net iss. of new securities vs CB* interventions, 12m rolling, $tr iBoxx € Corp, bp vs Fed security holdings (5yr+ maturity), $bn
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Source: Citi Research, Haver. *: Federal Reserve and ECB Source: Citi Research, Haver, Marklt

... don’t expect normality
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Life as the Goldilocks asset class has its drawbacks

2/3 of inflows have a large retail component Risk/reward is poor in total return terms

Holders of corporate bonds

3Q "2 Chg. from 1Q 09
holdings --—- In$ In % ----
Mutual Funds  $1.71r +$697bn +69%
Life Insurance  $2.2tr +$301bn +16%
Non-US $2.4tr +$127bn +5%
ETFs $0.2tr +$113bn +328%
P&C Insurance  $0.4tr +$87bn +32%

Source: Citi Research, Federal Reserve. See *
', S. Antczak et al., 1 February 2013

iBoxx € Corporate index ann. BE/Vol ratio, spreads & yields
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Source: Citi Research, Marklt

A lot of non-dedicated, total return money in porridge
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Still early days for the LBO and M&A revival

Pickup in US activity; Europe lagging Cheaper to be shareholder friendly

European & US PE acquisitions and total M&A per quarter, $bn iBoxx € Corporate yield vs EuroStoxx 600 dividend yield, %
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Source: Citi Research, Bloomberg. Source: Citi Research, Haver, Markilt.

But the incentive to reward shareholders is strong
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It's not all Grimm

People still believe in the OMT backstop  New € bonds remain in demand

Average 90-day pairwise spread correlation, iTraxx Europe Average new issue oversubscription & premium to secondaries, bp
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Source: Citi Research, Marklt. Source: Citi Research, Dealogic.

While Draghi keeps a lid on things,
porridge still has strong supporters
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But the Goldilocks strategy seems consensus

Long & not expecting a rise in vol

Reported aggregate long in credit, +/-2, vs 12m VDAX vol, %
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Source: Citi Research, Bloomberg.
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Yet there’s no exit when you want it

US credit mutual fund assets vs dealer inventory, $bn (IG+HY)
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Source: Citi Research, Haver.

“Eat, sleep & run just before any bears return”
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In a conditional equilibrium

A little more upside with a big “but” — point estimates mask a lop-sided distribution
Citi Credit modal forecasts for 2013

iBoxx spread distribution 2010-12 w. stylised 2013 forecast
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Source: Citi Research.

Source: Citi Research, Marklt.

Shake confidence a little and it returns; shake it too much...
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How we’d have our porridge

Citi’'s Credit investment matrix

Key views on a scale from -2: very negative to +2: very positive

Fundamental Technical
Short News: -0.5 Positioning: 0.4

Overall: -0.3

Valuations: -0.6
Wagt: 30%

Longer Solvency: -0.6

Source: Citi Research.

Sector weightings
As reported in the “European Credit Sector Recommendations”

;o .
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Source: Citi Research.

Consolidate — or keep eating, but closer to the door

(neutral — or long with hedges)

17
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Potential trading strategies for 2013

Investing in options is not suitable for all investors. Please see the disclosures concerning the risks of investing in options below and

discuss whether this particular options strategy is suitable for you with your Financial Advisor
zé i

“Perfect porridge” “Baby bear”  “papa bear”

Sell-off in range

Long core over periphery Cash, CDS

Long ‘hard’ over ‘soft’ core* Cash, CDS x v 4
Long US to Europe Cash - v v
Long non-fins over fins Cash, CDS x - 4
Long IG over HY (MainEx vs XOver) Cash, CDS x - v
Long covered & T1 vs senior & LT2  Cash - - v
CDS Flatteners CDS (v) - v
Long equities over credit Equity vs credit v - -

Long periphery corps to core fins Cash, CDS v - x

Long Main to CDX IG CDS v - x

Risk reversal in options CDS options (v) x v
Payer 1x2 through options CDS options - v xx

Source: Citi Research.
Note: Soft core consists of corporates in France, Austria and Belgium.

Mix & match to give your portfolio the right profile

18
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“Perfect porridge” strategies at the tight end of the range

Periphery corporates very wide to core fins Main wide to CDX |G
iTraxx Main P5 non-fins / core fins vs Main, bp, Jan 11-Mar 13 iTraxx Main to CDX IG ratio vs. iTraxx Main, bp, Jan 11-Mar 13

PS5 non-fins / Core fins é 1.6 5 Main/CDXIG é
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Source: Citi Research, Marklt. Source: Citi Research, Marklt.

Rather than going long, find relationships out of kilter

citl
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Yet with Europe still deep in the woods ...

Prefer voluntary to involuntary releveraging HY/IG ratio: tight & vulnerable to bears

US vs Euro Broad IG non-fin. index, bp Crossover to Main ex. Fins ratio vs Main ex. Fins spread, bp
250 - ‘ gw -4 50 10X - i
Difference to $ IG Ox
220 - spread —»
B 30 8X B
190 - 7y -
10
160 - 6x
10 OX - Current<
130 - 1.5s5td g
4x -
100 T T T \ -30 3X \ \ \ \
Jan-11  Jul-11  Jan-12  Jul-12 Jan-13 20 70 120 170 220
Source: Citi Research, Marklt. Source: Citi Research, Markilt.

... try to avoid the bears: Long US, & IG over HY ([3-ad;].)

citi

20



Some bears need different handling in cash and CDS

The maturity curve in cash is too flat
iBoxx € Non-Financials: spread ratio of 7-10yr vs 3-5yr buckets
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Source: Citi Research, Marklt.
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The maturity curve in CDS is record steep
Main & XOver — level vs 3s5s differential, percentiles since ‘05
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Source: Citi Research, Marklt.

Short duration in cash; flatteners (DVO01-neutral) in CDS

21
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If you’re running long, consider all hedging options

If you believe in the OMT...

iTraxx Main payer 1x2* payoff, € per €10,000 notional

100 ‘
50 -
0 T * \
_50 _
Mind the MTM, though
-100 -+
— 11-Mar
150 | —19-dun
50 bp 100 bp 150 bp

Source: Citi Research, Marklt.
* Buy a 120-strike payer, sell two 140-strike payers.

If you don'’t believe in the OMT...

iTraxx Main risk reversal* payoff, € per €10,000 notional

200

150 -

100
50

0
-50
-100
-150
-200
-250

50 bp

Source: Citi Research, Marklt.
* Sell a 90-strike receiver, buy a 140-strike payer.
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Taking precautions now could pay off later

The 1x2 payer strategy allow clients to profit in a small contained selloff at little cost if spreads tighten, but leave them at risk of significant losses in a bigger correction. The risk

reversal allows clients to hedge a sharp correction associated with a return of systemic risk at little cost by giving up the upside from further tightening that would take spreads CI tl

22 further away from fundamental valuations. Please note that these are illustrative examples only and are not intended as recommendations.



Conclusion — wait for better entry points

Porridge less appealing Goldilocks looking tired Bears still lurking

Porridge is best eaten
while the bears are busy chasing others away

citl
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REGARDING OPTIONS

The portion of this research report regarding non-OCC issued options is not intended for US clients other than Qualified Institutional Buyers. Investing in
options is not suitable for all investors. Please see the disclosures concerning the risks of investing in options below and discuss with your Financial
Advisor whether this particular options strategy is suitable for you. Note that all option prices are indications, based on intraday prices as of the date on

the cover page of this presentation. Interested investors should contact our trading desk for updated price and liquidity information. Also, complex option
strategies may entail higher commissions costs.

Please contact us for further details on the options recommendations that appear in this note.

RISKS

When buying calls and puts (or receivers and payers) the maximum loss is the premium paid. When selling calls (or receivers), the maximum potential
loss would occur as the index spread decreases but is limited by the index spread being floored at zero. For puts (or payers), the maximum potential loss
(amount below the strike) would eventuate should the index price fall to zero. Sector index options are cash settled. The above calculations do not include
any additional fees or transaction costs. Note that ratio writing would leave the writer uncovered in one leg of the trade.

OPTIONS RISK DISCLOSURE — PLEASE READ CAREFULLY

This section discusses possible options strategies that you may choose to employ in conjunction with the company securities discussed herein. If you
choose to engage in the options transactions discussed within this document, you must have an approved options account and will be subject to certain
criteria which may ultimately prevent you from engaging in certain option strategies. It is important for you as an investor to know and understand that
Options do involve risk and sometimes, significant risk, therefore may not be appropriate for all investors. If you buy options, the maximum loss is the
premium. If you sell put options, the risk is the entire notional below the strike. If you sell call options, the risk is unlimited. The actual profit or loss from

any trade will depend on the price at which the trades are executed. The prices used herein are historical and may not be available when you order is
entered. Commissions and other transaction costs are not considered in these examples.

Please speak to your Financial Advisor to ensure you have a full understanding of the risk and reward of the strategy you are considering. Strategies that
are opened or closed differently than what is discussed in this document could have a significantly different outcome from what is described. It should be
noted that certain Index options might have special settlement dates or settlement requirements that are different from traditional equity options.
Commissions, taxes, and margin costs have not been included but will affect the outcome of any option transaction and should be considered. However,
they can have a significant impact on the profitability of options transactions and should be considered carefully before entering into any option strategy.
Because of the importance of tax considerations to all option transactions, the investor considering options should consult with his/her tax advisor as to
how their tax situation is affected by the outcome of contemplated options transactions. Certain options trades/strategies must be executed in a margin
account. Transactions executed in a margin account can require the investor to periodically deposit additional collateral into the account in order to
maintain the positions. The preceding language is not a full description of all possible risks associated with options trading.

For a more complete description on the uses and risks of options, please see the document titled Characteristics and Risks of Standardized Options. If
you would like an additional copy of this document please contact Citigroup Global Markets Inc., Options Department, 390 Greenwich Street, New York,
NY 10013 or from your Morgan Stanley Smith Barney Financial Advisor. Options are not suitable for all investors. Before entering into any transaction
using listed options, investors should read and understand the current Options Clearing Corp. Disclosure Document (Characteristics and Risks of
Standardized Options) at http://www.theocc.com/about/publications/character-risks.jsp,
http://www.theocc.com/components/docs/January_2011_ODD_Definitive_Supplement.pdf,

http://www.theocc.com/components/docs/March_2011_ODD_Definitive_Supplement.pdf, and

http://www.theocc.com/components/docs/January_2012_ODD_Definitive_Supplement.pdf. Investing in options other than Standardized Options may
entail additional risks.
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research department has received assistance from the subject company(ies) referred to in this Product including, but not limited to, discussions with management of the subject
company(ies). Firm policy prohibits research analysts from sending draft research to subject companies. However, it should be presumed that the author of the Product has had
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