Citi Research

US Credit Weekly

Who you gonna call? Syndicate or trading

MARKET OUTLOOK | SINGLE NAME NEWS & VIEWS | WEEK AHEAD | RECENT CITI
RESEARCH | US KEY ECONOMIC DATA | KEY EARNINGS ANNOUNCEMENTS

As selloffs and rallies go, the January/February “blip” continues to offer a number
of insights into how investors are approaching 2014. On the face of it, there’'s a
tendency to think there’s not much going on in credit if you're focused on other
more volatile markets; IG corporate bonds ended January about 5bp wider, but
have recovered in February to end the month around 5bp tighter year-to-date. In
a broader context, that's hardly the type of swing that attracts much notice these
days. Dig a bit deeper though and it's clear there are strong undercurrents below
the surface.

For a start, the rally can't really be characterized as a snap-back. As we noted a
few weeks ago, one of the intriguing aspects to the January selloff was the clear
underperformance of the larger-and-more-liquid issuers relative to smaller-and-
less-liquid ones—which also correlates with triple-B outperformance.
Surprisingly, little has changed on that score. Larger complexes didn’t outperform
in February as one might have expected with the market rallying; indeed, the
underperformance continued (see figure).
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To our minds, the logical answer for why this is the case is that investors
continue to preserve cash in light of current valuations, but are only able to do so
by lightening up on bonds that actually trade. That said, as time has passed we
suspect that the rationale for keeping cash balances high has in part shifted
away from EM risk aversion to positioning ahead of what's expected to be a large
calendar to come—presumably with accompanying concessions.
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The fact that bond investors are keeping cash at the ready is even more obvious pensions are locking in (Nov'13)

when looking at what's going on in synthetics. Performance of constituents of the

IG CDX index showed no bias against large issuers this month—in fact the 10bp Where is all the M&A? — Traditional
reversal of the January selloff appeared to be predominantly a normal beta arguments point to more deals, but why
spread-retracement. (see figure). haven’t we seen more? (Oct'13)

Corporate leverage in the crosshairs
— And why it’s finally starting to matter
for valuations (Oct '13)

Year-to-date CDS spread change, in bp
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Yet trying to maintain dry powder with the intention of being able to deploy it into Friday:
. . . Nonfarm Payrolls 150k
more attractively valued supply can be a frustrating strategy to pursue, especially
. . . . . Unemployment Rate 6.6%
when everyone else is doing the same and issuers aren’t being cooperative.
Trade Balance -$39.3B

Indeed, it can quite easily backfire if supply fails to materialize or doesn’'t come in
the anticipated tenors, as was the case with Cisco not issuing a 30y tranche this
week and the subsequent outperformance of existing long-bonds. .
Key Earnings Announcements

In fact, it may be that the supply-demand mismatch explains much of the 1G

credit markets’ resilience in 2014. Looking at the average beta and duration of Tuesday:

issuance over time suggests that the market is currently seeing issuance that is AutoZone

shorter-dated and of higher quality relative to recent history. Thursday:
Staples

That's an unusual pairing and says something about issuer preference across the ~H&R Block
curve and where demand is the strongest. Typically, when issuance favors higher ~ Kroger
beta issuers, it comes in the form of shorter duration bonds (see figure). And the

opposite is true when issuance is skewed to lower beta issuers. In other words,

rarely does the market issue as little “risk” as it has in 2014.

Beta and duration of investment grade corporate issuance*
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The natural question is what to do at this juncture: keep waiting for the issuance
flood gates to open or capitulate and buy the underperforming secondary bonds
now? For those inclined to wait the drought out, there’'s some evidence the
primary market could be softening and supply is on the way: this week was the
second heaviest of the year and the average oversubscription at times dipped
well below levels that have prevailed through most of February.

Then again, if issuance continues to come precisely where it's less desired, it
might not matter how much supply is on the horizon. Indeed, we think it unlikely
that the average concession in March surpasses 10bp, which is roughly how
much the larger-and-more-liquid issuers have already underperformed by YTD.

So as the late-and-great Harold Ramis might say: Who you gonna call?
Syndicate or the trading desk?

Single Name News & Views

Missed Target—Retailers have had a tough go of it so far in 2014. Even though
management teams tried to temper expectations ahead of 4Q releases (KSS,
TGT, and WMT, for example), many retailers still managed to disappoint. And to
make matters worse, full-year 2014 guidance failed to inspire (WMT, TGT, TJX,
and KSS).

But as they say, there’s always a silver lining. In this case, it's Macy’'s (M). We
didn’t expect to see significant margin expansion at the retailer considering the
holiday season was so heavy on promotions. But Macy'’s proved that as the
biggest department store by revenue, it has a measurable amount of bargaining
power over its suppliers. The company also continues to build out its online
business (highest % capex in the industry), providing features like to-store
shipping that many of its competitors don’t yet have.

In an environment geared toward carry, Macy’s is just the sort of triple-B that
we’re comfortable chasing. Downside catalysts are limited and the stability of the
credit makes it look far more attractive to us than a number of other tighter-
trading retailers, like Target.

Indeed, not only did Target guide toward a particularly weak FY14, but the
company’s botched Canada roll-out and the ongoing saga around the credit-card
breach leave us with the impression that the risks remain to the downside even if
the equity analyst community has been quick to move on. At the very least, the
potential for a decline in loyalty and store traffic in the medium term—which could
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increase old inventory and deflate margins—seems a strong possibility. Even
worse, the company’s prime real estate target has put it on activists’ radars.

As such, we recommend swapping out of TGT 4% '42 into M 5.125 ’42 as an
intermediate-term play.

Week Ahead

Only a handful on names will report next week as the earnings season draws to a
close. AutoZone is on Tuesday and Staples, H&R Block and Kroger are on
Thursday.

On the other hand, the economic calendar is filled with important numbers,
especially labor data as ADP will be released on Wednesday, Initial Jobless
Claims on Thursday, and NFP on Friday. Employment numbers have been weak
the past couple months (with bad weather being the chief cited reason), and this
weakness is likely to persist in Feb numbers, with another sub-200 NFP expected
by the market. That being said, there will continue to be focus on the
unemployment rate. The consensus is calling for an unchanged number, but the
impact of the expiration of long-term unemployment benefits could be a wildcard.

The Fed and the market alike will no doubt spend much of next week debating
the impact of weather. With the housing market having demonstrated unusual
strength this week in the New Home Sales and House Price Index, we will watch
MBA Mortgage Applications on Wednesday. We will also closely follow ISM
Manufacturing, Personal Income and Personal Spending on Monday, as well as
the Trade Balance on Friday.
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Product. The Product is made available in Mexico by Acciones y Valores Banamex, S.A. De C. V., Casa de Bolsa, Integrante del Grupo Financiero
Banamex ("Accival”) which is a wholly owned subsidiary of Citigroup Inc. and is regulated by Comision Nacional Bancaria y de Valores. Reforma 398, Col.
Juarez, 06600 Mexico, D.F. In New Zealand the Product is made available to ‘wholesale clients’ only as defined by s5C(1) of the Financial Advisers Act
2008 (‘FAA) through Citigroup Global Markets Australia Pty Ltd (ABN 64 003 114 832 and AFSL No. 240992), an overseas financial adviser as defined by
the FAA, participant of the ASX Group and regulated by the Australian Securities & Investments Commission. Citigroup Centre, 2 Park Street, Sydney, NSW
2000. The Product is made available in Pakistan by Citibank N.A. Pakistan branch, which is regulated by the State Bank of Pakistan and Securities
Exchange Commission, Pakistan. AWT Plaza, 1.1. Chundrigar Road, P.O. Box 4889, Karachi-74200. The Product is made available in the Philippines
through Citicorp Financial Services and Insurance Brokerage Philippines, Inc., which is regulated by the Philippines Securities and Exchange Commission.
20th Floor Citibank Square Bldg. The Product is made available in the Philippines through Citibank NA Philippines branch, Citibank Tower, 8741 Paseo De
Roxas, Makati City, Manila. Citibank NA Philippines NA is regulated by The Bangko Sentral ng Pilipinas. The Product is made available in Poland by Dom
Maklerski Banku Handlowego SA an indirect subsidiary of Citigroup Inc., which is regulated by Komisja Nadzoru Finansowego. Dom Maklerski Banku
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Handlowego S.A. ul.Senatorska 16, 00-923 Warszawa. The Product is made available in the Russian Federation through ZAO Citibank, which is licensed
to carry out banking activities in the Russian Federation in accordance with the general banking license issued by the Central Bank of the Russian
Federation and brokerage activities in accordance with the license issued by the Federal Service for Financial Markets. Neither the Product nor any
information contained in the Product shall be considered as advertising the securities mentioned in this report within the territory of the Russian Federation
or outside the Russian Federation. The Product does not constitute an appraisal within the meaning of the Federal Law of the Russian Federation of 29 July
1998 No. 135-FZ (as amended) On Appraisal Activities in the Russian Federation. 8-10 Gasheka Street, 125047 Moscow. The Product is made available in
Singapore through Citigroup Global Markets Singapore Pte. Ltd. (‘CGMSPL"), a capital markets services license holder, and regulated by Monetary
Authority of Singapore. Please contact CGMSPL at 8 Marina View, 21st Floor Asia Square Tower 1, Singapore 018960, in respect of any matters arising
from, or in connection with, the analysis of this document. This report is intended for recipients who are accredited, expert and institutional investors as
defined under the Securities and Futures Act (Cap. 289). The Product is made available by The Citigroup Private Bank in Singapore through Citibank, N.A.,
Singapore Branch, a licensed bank in Singapore that is regulated by Monetary Authority of Singapore. Please contact your Private Banker in Citibank N.A.,
Singapore Branch if you have any queries on or any matters arising from or in connection with this document. This report is intended for recipients who are
accredited, expert and institutional investors as defined under the Securities and Futures Act (Cap. 289). This report is distributed in Singapore by Citibank
Singapore Ltd ("CSL") to selected Citigold/Citigold Private Clients. CSL provides no independent research or analysis of the substance or in preparation of
this report. Please contact your Citigold//Citigold Private Client Relationship Manager in CSL if you have any queries on or any matters arising from or in
connection with this report. This report is intended for recipients who are accredited investors as defined under the Securities and Futures Act (Cap.

289). Citigroup Global Markets (Pty) Ltd. is incorporated in the Republic of South Africa (company registration number 2000/025866/07) and its
registered office is at 145 West Street, Sandton, 2196, Saxonwold. Citigroup Global Markets (Pty) Ltd. is regulated by JSE Securities Exchange South
Africa, South African Reserve Bank and the Financial Services Board. The investments and services contained herein are not available to private customers
in South Africa. The Product is made available in the Republic of China through Citigroup Global Markets Taiwan Securities Company Ltd. ("CGMTS"), 14
and 15F, No. 1, Songzhi Road, Taipei 110, Taiwan and/or through Citibank Securities (Taiwan) Company Limited ("CSTL"), 14 and 15F, No. 1, Songzhi Road,
Taipei 110, Taiwan, subject to the respective license scope of each entity and the applicable laws and regulations in the Republic of China. CGMTS and
CSTL are both regulated by the Securities and Futures Bureau of the Financial Supervisory Commission of Taiwan, the Republic of China. No portion of the
Product may be reproduced or quoted in the Republic of China by the press or any third parties [without the written authorization of CGMTS and CSTL]. If
the Product covers securities which are not allowed to be offered or traded in the Republic of China, neither the Product nor any information contained in the
Product shall be considered as advertising the securities or making recommendation of the securities in the Republic of China. The Product is for
informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security or financial products. Any decision to
purchase securities or financial products mentioned in the Product must take into account existing public information on such security or the financial
products or any registered prospectus. The Product is made available in Thailand through Citicorp Securities (Thailand) Ltd., which is regulated by the
Securities and Exchange Commission of Thailand. 18/F, 22/F and 29/F, 82 North Sathorn Road, Silom, Bangrak, Bangkok 10500, Thailand. The Product is
made available in Turkey through Citibank AS which is regulated by Capital Markets Board. Tekfen Tower, Eski Buyukdere Caddesi # 209 Kat 2B, 23294
Levent, Istanbul, Turkey. Inthe U.A.E, these materials (the "Materials") are communicated by Citigroup Global Markets Limited, DIFC branch ("CGML"), an
entity registered in the Dubai International Financial Center ("DIFC") and licensed and regulated by the Dubai Financial Services Authority ("DFSA") to
Professional Clients and Market Counterparties only and should not be relied upon or distributed to Retail Clients. A distribution of the different Citi Research
ratings distribution, in percentage terms for Investments in each sector covered is made available on request. Financial products and/or services to which
the Materials relate will only be made available to Professional Clients and Market Counterparties. The Product is made available in United Kingdom by
Citigroup Global Markets Limited, which is authorised by the Prudential Regulation Authority (“PRA") and regulated by the Financial Conduct Authority
(“FCA") and the PRA. This material may relate to investments or services of a person outside of the UK or to other matters which are not authorised by the
PRA nor regulated by the FCA and the PRA and further details as to where this may be the case are available upon request in respect of this material.
Citigroup Centre, Canada Square, Canary Wharf, London, E14 5LB. The Product is made available in United States by Citigroup Global Markets Inc, which
is a member of FINRA and registered with the US Securities and Exchange Commission. 388 Greenwich Street, New York, NY 10013. Unless specified to
the contrary, within EU Member States, the Product is made available by Citigroup Global Markets Limited, which is authorised by the PRA and regulated by
the FCA and the PRA.

Pursuant to Comiss&o de Valores Mobiliarios Rule 483, Citi is required to disclose whether a Citi related company or business has a commercial relationship
with the subject company. Considering that Citi operates multiple businesses in more than 100 countries around the world, it is likely that Citi has a
commercial relationship with the subject company.

Many European regulators require that a firm must establish, implement and make available a policy for managing conflicts of interest arising as a result of
publication or distribution of investment research. The policy applicable to Citi Research's Products can be found at
https:/lwww.citivelocity.com/cvr/eppublic/citi_research_disclosures.

Compensation of equity research analysts is determined by equity research management and Citigroup's senior management and is not linked to specific
transactions or recommendations.

The Product is not to be construed as providing investment services in any jurisdiction where the provision of such services would not be permitted.

Subject to the nature and contents of the Product, the investments described therein are subject to fluctuations in price and/or value and investors may get
back less than originally invested. Certain high-volatility investments can be subject to sudden and large falls in value that could equal or exceed the amount
invested. Certain investments contained in the Product may have tax implications for private customers whereby levels and basis of taxation may be subject
to change. If in doubt, investors should seek advice from a tax adviser. The Product does not purport to identify the nature of the specific market or other
risks associated with a particular transaction. Advice in the Product is general and should not be construed as personal advice given it has been prepared
without taking account of the objectives, financial situation or needs of any particular investor. Accordingly, investors should, before acting on the advice,
consider the appropriateness of the advice, having regard to their objectives, financial situation and needs. Prior to acquiring any financial product, it is the
client's responsibility to obtain the relevant offer document for the product and consider it before making a decision as to whether to purchase the product.
Citi Research generally disseminates its research to the Firm's global institutional and retail clients via both proprietary (e.qg., Citi Velocity and Citi Personal
Wealth Management) and non-proprietary electronic distribution platforms. Certain research may be disseminated only via Citi's proprietary distribution
platforms; however such research will not contain changes to earnings forecasts, target price, investment or risk rating or investment thesis or be otherwise
inconsistent with the author’s previously published research. Certain research is made available only to institutional investors to satisfy regulatory
requirements. Individual Citi Research analysts may also opt to circulate published research to one or more clients by email; such email distribution is
discretionary and is done only after the research has been disseminated.

The level and types of services provided by Citi Research analysts to clients may vary depending on various factors such as the client’s individual
preferences as to the frequency and manner of receiving communications from analysts, the client’s risk profile and investment focus and perspective (e.g.
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market-wide, sector specific, long term, short-term etc.), the size and scope of the overall client relationship with Citi and legal and regulatory constraints.
Citi Research product may source data from dataCentral. dataCentral is a Citi Research proprietary database, which includes Citi estimates, data from
company reports and feeds from Thomson Reuters.

© 2014 Citigroup Global Markets Inc. Citi Research is a division of Citigroup Global Markets Inc. Citi and Citi with Arc Design are trademarks and service
marks of Citigroup Inc. and its affiliates and are used and registered throughout the world. All rights reserved. Any unauthorized use, duplication,
redistribution or disclosure of this report (the “Product”), including, but not limited to, redistribution of the Product by electronic mail, posting of the Product on
a website or page, and/or providing to a third party a link to the Product, is prohibited by law and will result in prosecution. The information contained in the
Product is intended solely for the recipient and may not be further distributed by the recipient to any third party. Where included in this report, MSCI sourced
information is the exclusive property of Morgan Stanley Capital International Inc. (MSCI). Without prior written permission of MSCI, this information and any
other MSCl intellectual property may not be reproduced, redisseminated or used to create any financial products, including any indices. This information is
provided on an "as is" basis. The user assumes the entire risk of any use made of this information. MSCI, its affiliates and any third party involved in, or
related to, computing or compiling the information hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability or fitness
for a particular purpose with respect to any of this information. Without limiting any of the foregoing, in no event shall MSCI, any of its affiliates or any third
party involved in, or related to, computing or compiling the information have any liability for any damages of any kind. MSCI, Morgan Stanley Capital
International and the MSCI indexes are services marks of MSCI and its affiliates. The Firm accepts no liability whatsoever for the actions of third parties. The
Product may provide the addresses of, or contain hyperlinks to, websites. Except to the extent to which the Product refers to website material of the Firm,
the Firm has not reviewed the linked site. Equally, except to the extent to which the Product refers to website material of the Firm, the Firm takes no
responsibility for, and makes no representations or warranties whatsoever as to, the data and information contained therein. Such address or hyperlink
(including addresses or hyperlinks to website material of the Firm) is provided solely for your convenience and information and the content of the linked site
does not in anyway form part of this document. Accessing such website or following such link through the Product or the website of the Firm shall be at your
own risk and the Firm shall have no liability arising out of, or in connection with, any such referenced website.

ADDITIONAL INFORMATION IS AVAILABLE UPON REQUEST
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