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May 26, 2010

The Honorable Bill Lockyer
Treasurer

State of California

915 Capitol Mall

Room 110

Sacramento, CA 95814

State of Califorpia CDS

Dear Treasurer Lockyer:

Citigroup Inc, and Citigroup Global Markets Inc, (together, *Citi”) hereby respond to
your May 5, 2010 letter to Vikram Pandit, seeking certain information relating to trading activity
concerning State of California credit default swaps (“CDS”). Citi reserves the right to
supplement or amend this response in the event that additional relevant information 1s
discovered.

Citi Support for the State of California

As stated in my letter to your office, dated April 13, 2010, Citi is one of the largest
municipal securities market makers with the largest portfolio of municipal securities of any
commercial or investment banking firm. In addition, as previously discussed and as set forth
below, Citi provides tremendous support to the State of California (“State” or *California”):

» Citi maintains a $14 billion tax-exempt municipal bond portfolio, §2 billion of which is
atiributable to Stafe issuers.

s Citi offered and approved over $5 billion of loans to the State in 2009, which consisted of
a 31 billion cashflow loan in April 2009 10 assist the State in meeting its cashflow needs
through the end of the F'Y2008-09 fiscal year and $4 billion of shori-term loans in August
2009 10 help repay IOUs and provide cashflow financing,

s Ciy committed over $800 million of balance sheet capital in support of California 1o
purchase and/or underwrile unsold State general obligation bonds over the past year. In
particular, as senior manager for the State's October 2009 general obligation bond issue,
Citi purchased $175 million of unsold bonds. Had Citi not purchases the unsold bonds,
the State's bonds would have had to carry dramatically higher inerest rates to be
suceessfully placed with end-buyers,

« Citi gurrently has $700 million in outstanding letiers of eredit in support of the State’s
goneral obligation debt (all of which were provided to the Siate in 2009), more than any
other 1J.S. commereial or investment banking firm.

« Citi was the only major, national financial institution that continued to accept, honor and
cash [OUs issued by the State throughout the challenging events of this past summer.
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o Citi worked closely with your Office to develop and execute the Housing Bond Private
Placement Option Progran, which is intended 1o restart lending for low and moderate-
incorne housing development in California, as mandated by the State’s volers under
Propositions 1C and 46.

¢ As Joint Bookrunner for the State’s recent $3 .4 billion Federally Taxable General
Obligation and Build America Bond (“BABs”) offering, Citi marketed California’s BABs
in 29 countries and helped generate over $10 billion of interest in the State’s offering in
order to help the State lower its borrowing costs.

State of California Question #1

Please provide additional details about your firm's proprietary trading of State CDS from
January 1, 2007 to present, Your answer should include,

a.  The gross notional amount of State CDS traded,

b, The three highest net notional amounts outstanding in State CDS at any time during
this period. The answer should specify the dates on which the three highest net
notional amounts were oulstanding, and whether the net notional positions were long
credil protection positions or shart credit protection positions.

c. Alist of gll rime periods during which your firm held net long credit protection
positions, and the amouni of the net long credil protection during each identified time
period.

d.  The net notional amount of your firm’s current position and whether the nel position
iy short credit pratection or long credit protection.

Citi Response

During the relevant period, Citi entered into two proprietary trades involving State CDS:
(a) buying $5 million of protection on 11/20/09; and (b) selling $5 million of protection on
2/17/10 (which closed out the purchase in (a)). These trades were not conducted by or through,
or with knowledge of, Citi’s Municipal Securities Division.

State of California Question #2

If the answer 1o Question No. | indicates your firm, on a proprietary trading basis, ook a net
long aredit protection position at any time, please explain why your firm considers that action
appropriate, given that your firm represents California in the marketing of its State GO bonds
and is emplayed by California taxpayers to sell those bonds.

CONFIDENTIAL TREATMENT
REQUESTED BY CITI
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Citi Response

Citi engaged in only two proprietary CDS trades, the latter of which closed out a trade
made two months earlier. These two trades are dwarfed by Citi’s constant and sizeable exposure
to the credit of the State of California,

State of California Request #3

Regardless of the answer 1o Question No, 1, whar are your firm’s fiture plans with respect to
taking, on a proprietary trading basis, net long credit protection positions on State CDS?

Citi Response

Even considering proposed legislation that might affect proprietary trading at certain
financial institutions, Citi does not currently have a plan with respect to proprietary trading of
State CDS. Citi will, however, continue to act as a significant supporter of the State of
California.

State of California Question #4

For the period from January 1, 2007 to present, please provide information about the extent 1o
which counterparties (o Your firm's market-making trades of Stare CDS entered into the CDS in
order o take a speculative position on State CDS spreads. Your answer should.

a. Provide the aggregate total notional amount of all speculative credit protection
positions; the aggregate total notional amount of speculative long credit protection
positions; and the aggregate total notional amount of speculative short credif
protection positions.

b, Identify by nype, nol name (e.g. dealers, banks, insurance companies, hedge funds,
eti,) clients thet have laken speculative credit pratection positions on Stare CDS

¢. For each category af client identified in response to (b), provide: the total number of
all speculative credit protection positions and aggregate total notional amount of all
speculative credit protection positions; the lotal number of speculative short credit
protection positions and 1otal notional amount of thuse positions; 1otal number of
speculative long credil protection positions and total notional amount of those
pasitions; and the lime periods for which the speculative shart credit protection
pasitions and speculative long credit protection positions were held open.

If vour firm cannot provide all the information requested by Question 4 (a), (b) or (c),
Pplease answer 1o the best aof vour firm's ability. Also, please fully explain the reasons
your firm cannot pravide all the information requested. And please explain the
conditions, including changes in internal or exrernal procedures or restrictions,
which would give your firm the ability to provide all the information requested,

CONFIDENTIAL TREATMENT
REQUESTED BY CITI
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Citi Response

Although Citi makes markets for its customers in State CDS, it does not possess
knowledge about whether or not its counterparties enter into such transactions in order to take
speculative positions on State CDS spreads. Furthermore, most (if not all) customers trade their
CDS portfolios on an aggregate basis, with multiple counterparties, and may be initiating,
unwinding, or offsetting a speculative position or a hedging position. Such trades may be
executed in consideration of other State, non-State, or even non-US$ positions in a variety of
instruments, including CDS, bonds, or loans. It is also important 10 note that, over time, Citi’s
market-making trading in State CDS always finds its way back to zero, which illustrates that for
every buyer of protection, there are parties willing to assume exposurc to the State.

State of California Question #5

For the period from January 1, 2007 10 present, please provide detailed informarion abour any
instances in which your firm recommended that clients 1ake speculative long or short credit
protection positions on State CDS. Unless your firm alveady has provided such documents,
please provide copies of all research prepared by your firmn and distributed (o clients regarding
municipal CDS generally and State CDS specifically.

Citi Response

Citi has not identified any research in which it recommended that clients take speculative
long or short credit protection positions on State CDS. Enclosed please find documents with the
stamps CITI 300001 - CITI 000017; these are the research pieces described in Citi’s April 13,
2010 response,

State of California Question #6

For the period from January 1, 2007 to present, please provide the following information gbout
income your firm received for market-making trades of State CDS: aggregare income for all
trades; toral income for trades of State CDS that hedged a specific, identified credit exposure to
the State; and torgl income for trades of State CDS in which the counierparties (ook a
speculative position on the Stare s credil.

Citi Response

Citl is unable to identify specific revenue and expenses attributable to State CDS. Cin
views its risks, revenues and expenses on an aggregate portfolio basis that spans customers,
counterpartics, and asset classes.

State of California Question #7

If the answer 1o Question No. 4 indicares your firm engaged in marker-making for clignts who
took speculative long credil protection positions, please explain why your firm considers thar
action appropriate, given thal your firm represents California in the marketing of its State GO
bonds and is employed by taxpayers 1o sell those bands.

CONFIDENTIAL TREATMENT
REQUESTED BY CITI
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Citi Response
Please see the answer 1o Question #4 above.
State of California Question #8

Regardless of the answer 1o Question No. 4, what are your firm’s future plans with respect 10
making markets for clients who want (o take speculative long credit protection positions an State
CDS, i.e. clients who want to bet against the State s bonds?

Citi Response
Please see the answer to Question #4 above.
State of California Question #9

Does your firm believe California taxpayers benefit from speculative trading of State CDS?
Please explain your answer. If your answer is yves, please tell us how any perceived benefir
could owtweigh the potential financial harm speculative trading could inflici on taxpayers.

Citi Response

We believe taxpayers benefit from CDS trading because it expands the demand for State
bonds, both tax-cxempt and taxable. A CDS contract, in its simplest form, enables one set of
investors to reduce their credit exposure to the State while simultaneously enabling other
investors o increase credit exposure to the State. CDS trading in corporate and sovereign names
i generally viewed as cnhancing market liquidity, which widens investor distribution and, as a
result, decreases borrowing costs. Regardless of the suggested positive benefits of CDS trading,
it is difficult 1o conclude that State CDS trading, given the relatively small observed volume and
in relationship to the existing state indebiedness, has had any discernable effect.

* #* % *

Ciu is providing the information contained in this letter, and the enclosed documents, in
response to, and in cooperation with your request. Accordingly, Citi respectfully requests that
the materials produced herein, together with this letter, be accorded confidential treatment under
any and all applicable rules and statutory provisions, including Cal, Gov’t Code §§ 6254,
11180.5 and 11183, as well as any and all common-law rules, regulations, practices, procedures,
privileges and protections.

CONFIDENTIAL TREATMENT
REQUESTED BY CITI
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#* s * ¥

If you have any questions or require any additional information, please contact me at
(212) 723-5373.

Managing Director
Head, Municipal Securities Division
Citigroup Global Markets, Ing.

390 Greenwich Sireel

New York, NY 10013

CONFIDENTIAL TREATMENT
REQUESTED BY CITI
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January 18, 2008‘

Market Shuation

The return of credit spreads to the Municipal Market has lead to increased Intarast in the
Cash versus CDS basls. Callfornia State G.0, is one of the Municipal Market's most
pralific issuars and one of the most actively traded eradits In municipal CDS. Since
Navember of 2007, cradit default swaps have been trading cluser to comparative credit
spreads In the cash market,

During the first half of 2007, 10YR CALGD CUS averaged 9bps while 10YR CALGO Cash
traded at 26bps over the AAA MMD scale. Over the past two months, however, the
spreads have averaged 51bps and 44bps, respectively, Wae see this as an epporiunity for
Investars to evaluate thelr view on the fiscal state of Callfornia while determining how
strong of a leading indlcatar CDS may (or may not) represent for Cash.

Historical Spreads From January 2007

CALIFGRNIA CABH vs, CREDIT DEFALLT 3WAP
Califarvla Swte 5.0, 2018, 13082PAV4, 3.25% Coupon, Bloomberg Yiale
60 Rolling Fivo Day Average Since January 2007

&5 .~ i J
5A N\ j
a5 4
“0
2 36 1
]
Y 30
3
&%

Uagh qnd

W 22 11 3 23 2« 2+ 22 M- 1 M- 10 - W X . D B 28
Jart Jun Fob Mar Mar Apr May May Jun Jul Jul Aug Aug Sep Oct Oct Mov Bag Dec

TALGD 2014 BB Yiela - MWD Ak 2918

= 10YR GALGE CDE §progd

Paints of Consideration:

s The current 10YR CDS spread of 87bps implies a cumulative 28% chance of
dafault for the State General Obligation Credit using an 80% recovery lavel.

= The state of Cahfornia has over $40bn in G.O. debt outstanding’. $141 billlon
dollar annuat budget’, a GOP* equal to France's and A1/A+/A+ credits ratings
from Moady's, S&P and Fiteh,
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Diselaimer

This cammunication Nas been prepared by an employee of Clll Marketls and Banking and s distributed by or theough its
autherized ocai affiltates (cotectivaly, the “Firm"). Saies and trading dapartmant persannel are not research analysts, and
tha infarrmation in this communicallon and all alizchmaents (collgetively, the "Message”) is nat Intendad 1o constipte
“research” as that term s dofined by applicable regulations. Uniess otherwise Indicated, any refargnca (0 a research report
or research 1eécontmendation is not intended to represent the whola repont and Is net in itself considared a recommendalion
or ragearch sapart, Please contact your Firm representative for & copy af the referanced rasearch repan, All views,
opiniens end gstimates expressad in the Messape (1) may ehange without notice and (i) may differ from those views,
apimiens and estimates held or gxpressed by the Firm or othor Firm parsonnel.

Ttie Messadu is provided for informaticn and discussion purpases only. |t does not eanstitute an offer or soligitation to
purchasa or sell any financial Instruments, and does nol take Into account the investment objactives or financial situation af
any particular person, Investors should ebtain advice basad on thalr own individual circumstancas from thair awn tax,
fimancial, lagal and other advisors before making an investment decision, and only meke such decisions o the basis of the
investors own abjactives, axperience and resources, The infarmation contained in the Messaga is based on generally
available informatiun and, although cbtainad from sources believed by the Flem to be rgllable, its acevracy and
complatenesy cannot be gasured, and such jnformation may be inzomplete ar sondensed. Certain persannal or bugingss
areas of the Firm may have access 1 of may have acquired material non-public information that may nave an impact
(pasitive or nagative) on the Information eontained in the Messags, but that s nat avallable to or knawn by the author af the
Massage.

IRS Circular 30 Diselosure; The Firm and lts employees are not in the business of providing tax or legal advice to any
taxpayer outside of Ihe Fiem, Thia email and any attachments ara not intended or written to b used, and cannot be used
orralied upon, by any such taxpayer for the purpose of avelding tax penathes. Any such taxpayer should seek advice
haged on the wxpayer's particular cirgumstances from an independent lax advisor.

Tre Firm may be the issuer of, may make a markel In or may trace as principal In the financial instrumants referred 10 in
the Message or other related financial inslruments. The Firm may perform ar seek to perfarm (vestment banking and athar
servieas for tho issver af any such financial instruments. The author of the Message may have discussed the information
containad thergin with othars within or gutside tha Firm and tha author and/pr sueh athar Firm parsennel may have already
acted on the basls of this infarmation (inciuding by rading for the Firm's proprietary accounts or communicating tne
Infarmaticn conalned herein ta ather customers of the Firm), The Firm, the Firm's personnal (Incluting thase with wherm
the author may have gonsulted in tha preparation of this communication), ard ether custamars of the Firm may ba lang or
short tha finanzial Ingtrumpnts referrod @ Is the Mossage, may have acquired such pogitions at prices and market
cunditions that gre na longer avaliaoie, may ba a director or officar of any company referenced herein and may have
interests differant [rom cr advarse to yeur intorgsts.

Investments in financial instruments carry significant risk, including tha possible 0ss of the prncipal amount invasiad,
Finangial instrumants denominatad in & foreign currency are subject to axchange rate fluctustions, whish rmay have an
adversg effect on the price or value of an investmenl in such products, No liability is acceptad by the Firm for any loss
{whether diraet, indirec! or consgguential) that may arise from any usc of the information contained in or defivod from the
Messaga,

Raat parformance is Mot 4 guorantas ar indication of future results, Any prices provided In the Message (other thean those
1hat are identificd as being historical} are indleative only and do not reprasent firm guotes a3 o either price or size. You
should comact your [ocal reprasentative direclly If you are Interasted in huylng ar salling any financial instturneant, or
pursuing any Irading stratagy, mentiongéd heregin.

Altnough the Firm is affllated with Citlbank, N.A. {tagether with ts subsidizries and branches worddwide, "Cltibank"), yau
should be aware that none of the Brantial instruments mentionad in the Message (unless expressly stated otherwise) are
(i) insured by the Fedaral Deposlt Insurance Corparation or any ather governrmental authority, or (1) deposits or other
obligations of, or guaranteed oy, Cllikank or any other insured depository ingtitution.

If you are not the intended recipient of the Message, please delate and do nel discloae or make any use of i, and promplly
notify the sonder. The Message conmaine data compilations, writings and information that are proprietary ta tha Finm and
protected under copylight ang other intelieciual property laws, and may not be radisributad or otharwise trangmilleg by
you o eny other person for any purpose. Elecironic messages are Not necussanly secuse or error-ifoe and can contaln
viruses, and the sender i2 not linble for any of these occurreness. The Fitm reservos the right o moniier, record and retamn
BIECIONIC MAsSages.

Copyrignt & Cii 2007, Al Rights Reserved.

CONFIDENTIAL CITI000C00DG2
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See Disclosure Appendix A1 for the Analyst
Certificarion and Other Disclosures,

| DECEMEER 12, 2008

[ UNITED STATES

Yields in the Muni Market
Have Been Pushed to
Unsustainable Extremes

u The munisipal bond market is not alone in experiencing distended yieids and
peices, in an epvironment where notrmal napita! market pracesses simply aren't

warking,

o Neverthsless, we believe that the steepening of the muni yield curve and the
widening of credit spreads in the muni market reflect extrome and unsitstainable
patterns,

« Reasans Include the iack of institutional demand, tha inck of a reasonzble bld side
on paper that investors need to selt, muni fund outflews, and limited channeis of
distribiriion to the now-all-important direct ratail sector.

= |t wouid also appear that heavy December selling by high-yleld funds has caused
an "accordlan eiftect," whereby inassive increases In yislds on lower rated paper
have pulled yield spreatds on everything eise rated beiow iripiz-A wider as well,

= Thesze patteths kave heen compounded by severe, and in our view, unwarranted
tears regarding the potential for defaulis in the munl market, stetmming from a
number of sources, including the large size of projected state and local budgetary
shortfalls,

= In aur view, investors should recognize that the states have substantial resources
to deal with these pressures, and that vitimately the Federal government will
provide suppert In specific, Identifiable forms if needed.

s Palpfully low short-term rates and a growing US savings rate will aiso help the
muni market recover.

CITI000000003
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Cocemper 12, 2008 Murigipul Market Commery - Yinlds In the Muni Marset Hayve Buen Pusned 10 Unsustoinatie Exarenmos

Mostly good nows for investors
The munl markat isn't working very weil.
A very aramiane focort These wre strunge and ehallenping times, indeed, in the municipal bond merkot, By
frafeado 2 siope oreait avery possible meusure, yield levels have bocome distended, with the slope of the
s and dechi vield eurve, cradit sprouds all at record levels. Ten and 30-year munt yields us o

SOreas . ;
pereeniage of ten and 30-year Treasury yicids have more than doubled sinoe curly
2007 1 levels whore the compatisen no loager makes mueh sensc, (Figure 1), The
yivlid vurve has comtinued w steepen. with long-term yickds moving higher aven as
short teem yiells boep deelining and will go o lov lowar siill, we expect. (Figure 23,
Credil spreads have widened sharply aver a very short tme period: in J0-year
muturities, the AAA-Bua spread in 30-yenr maturities hus widened fron 87 basis
points on Septewnbaer 30 2008 1o 210 busis polnis at present, (Figure 3), Gn [G-year
maturitics, it has widened from 153 basis points to 239 basis paints.

Figure 1. Tan: and 36-year Muris o5 a Percentage of Treasurios, Jan-a7 1o Dec 08 —
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It 15 also important 1o note that AAA-A spreads began to widen sharply around thar
Lime zs well. The 30-vear AAA-A sproad was 47 basis points on Sept. 30; now ftis
P11 basis points. In the 1) year range, the spread has moved from 67 basis points to
123 basis points. What has happened, (or reasens we discuss below, is that the wall
dividing perceived "good" credits from perceived "weak" credits has moved from the
ABAA “divide” up ta the AAZA divide, (Figure 3). There ate a number of reasons
for this shift, whiclh we discuss below.

Figure 3. AAA-BAA and AAA-A Credit Spreads 1607 to present _
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ﬂ The case for investing now
In our view 1he case for investing now can be divided into at least the following

arguments:

!

A SUPPLY/DEMAND IMBALANCE HAS PUSHED YIELDR LEVELS TO
EXTREMIS, There is a severe supply/demand imbalance in the muni muarket,
astiturionul demand has virually disappeared, with leverage/hoedped positions
having been cut 1o perhaps 10%,: of peak levels, bond funds facing heavy
outllows, und property and casualty insurers having very limited capacity. This
supply/demand imbalance has inexorably pushed yields higher and yield sproads
wider, purticularly in the aftermuth ef the Lehman Bankrupiey in mid-
Soptamber.

Memand from direct retail has not yot been sulTicient o clear the marker withoul
much hisher yviclds, yield spreads and a steeper slope. While individual invesiors
lave heen heavy purchascrs of munis, they tend to be cantious regarding
maturity, credit raing ang sector. Demand has been exuremely strong fngide 10
veuags, Lt on longer maturites. it has been strong au imes and weak at others, Al
the swne e, halders of munt bond funds have been net sellers, and the pace of
furd guinows picksd up again this weck, Weekly reporting muni funds lust
3103 Billhon i assets this week, the worst oatflows since Qcrober, according to
AMC Dutu Services. This is only slightly less than they lest in the past 3 weeks
cambvned. the High Yield Fund sector lost $318 million, the second poor week
i acrow whier losing 3421 million last week, on a base only [5% as big as the «l]
weehly funds coregory. The high yield funds are likely to see further outflows as

2128014108 T-830 P.012/024 F-837
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their performance continues o lag: according 1o AMG, since 9/10,the average
high yield fond has lost roughly 30% in market value, Pressures on flows on the
figh-srade funds also tond 1o be self-reinforeing during periods of rising interest
Cales. o yields un bends purchased direetly move higher, performince on funds
ums egitive, and repotted yiclds do not rise nenrly as rapidly as they do on
Bonds purchused direetly,

3 Huewvy setling by high-yield funds has pushed yiclds in so-called high-yield
seetors Lo extremely distended levels, This is true even in strong credits such as
double-A hoespiials and double-A state housing issues, which are only called
"high yicht™ because they yield considerably more than straight (G0s and
wisentiul service revenue bonds, and are thus included in high vicld funds and
tracled on high yield desks (when they are raded at 2ll). This patlern, we believe,
Nas ciused an "accardion elfeet™: us yiclds on wesker or higher-yielding sectors
are pushed sharply wider, it puts pressure on the next highest yiclding paper, and
the paper nex! o thal, and so on, As a consequence, yield spreads in all sectors
are pushed wider in compurizan with the riple-A yield eurve.

4 {Overly severe credit fzars have compounded this process, This "accordion
effect” hos 2lso been magnified by widespread, palpable fears regarding credit
quality in the municipal bond murket, Once agzin, we believe thal these fears are
greily vverstated, fur a varicty of reasons. To be sure, slate and local
governments are [acing projected massive budger shonfalls, for fiscal years
20089 andd 2010. The projections could get even more severe as the downward
eyche in the US ceonomy beeames more extreme than these in oxisting budget
projectiong, And, the raling apencics have begun to send warnings o slates in a
couple of cases, with § and P cutting California's short-term rating to 81-2 from
S0, amd putting iCs A long-lerm rating on Creditwateh for a downgrade. 8
and I lus afso pu the state of Hingis on Creditwateh for a downgrade, from the
double-A level, Fiteh changed Flortda's AA+ rating outlook (0 negative,

Nevartheless, we expect tha detual payment defaults in the invesiment grade muni
markel will be exiremely limited, although downgrades will oceur and "hedline
risk™ will lend 1 keep many investors nervous. . We beliove that there is a
widespread misunderstanding of:

w The nntore of municipal credits and credi risks

® The very strung likelibood thay the Federal gavernment will step in 1o prevent
widespread defaults, iF needed,
= The L that, unlike corporate andior strucrmured 1axable crodit defaults, recaverics
in the timiled cases of muni defaults lend (o be very high, or cven 100% in the
cases ol peneral oblivation eredits,
I oue wvivw, owever, there dave zlready been 3 number of misleading or inaccurate
ieadlines thc have added 1o the confusion. One prece on [ecember 10 on a popular
wobsine wae cntithed 43 states in firancial rouble,” subtitled: "The recession has
masl stales nable o cover expenses, aceording to the Center on Budget and Policy
Priveities, and siatey should expeet lough times shead.” The heeding end sphheading
wery, 1 uur view. both misleading, The headline came from a report that wus
already two mionths old, and was discussing state BUDGETARY preasures. not an
inabilit, fo halunee their budyers. In u process that will inevitably be excruciating to
wileh il times, we expert ali of the states 1o ultimately balance their budgets.
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through a conbinativn of spending cuts, tax hikes, use of exiting rainy day funds,
and Federal suppor,

This lnter poins bears further discussion, The new incoming Administration is
eommiited o fiscal stimulus 28 a way 1o holp restart the cconomy, Without that
stimulus, the mighty struggles ol the Fed and the Treaswry to support the capilal
markats might be insufficient, However-- and this is a key point, we think--the
efforts at e Federal level WILE FAIL if stawe und local governments are {oread 1o
cul o theeply. and lose access to the municipal markets for needed projects. So,
ullima oly, uiter the States are impelied 1o show at least a reasonable amount of
rastraint, the federal gavernment WILL, we expeet: previde help in a number of
ways, inclhuling infrastryeture grants, block grams that can be used more fexibly and
sronts thal ¢ be ysed 1o replace spending on unfunded mandutes such as Medicaid.
In un envivenment whire the ledere! government needs to stimulawe the cconomy,
keeping slates Irom being forged 1o take steps that are apidly and severely
resirnag will become absolutely essential. in our view. The botterm line is that 49
wl e >U sties have a balunced budget requirement n their constindion (all vxvepl
Verront, und with varying degrees of pain and lemporary measures we expect them
o meet tha siandard,

W also nowe that pricing in the thinly traded and poorly undersiood market for
manivioab eredit defwult swaps has, quito lterally, gone haywire. 5-year State of
Califoreia (D5 prowetion is being geoted around 480 basis poinis. That's wider than
Turkes 1041 3bps. With 4 very conservalive recovery assumption of 30% for
Califorain, Mweir YR level implies upproximately a 40% chance of delault. This
privine has nothing i conunon with actial risks, in our opinion. A similar
alaeration van be made regarding the relatively new muni default swap index,

The S-ywar MODX Series 11 18 rading around 340 basis peins for a basket of 50
viadits, Fara buyer 10 breale even al this leved, issuers reflecting roughly one hird of

the pnifulio would have w defuult, with & 30% recovery rate, In our view, these

prrices bear no relutionship to ros) risks whatsocver, we include these examples
beeaus conrments about the default swap market are boing taken by some investors
and members of the linancial press as somehow being based on sophisticated
prutvats afdefuul risk, rather than what it is: 2 new, Lthinly lraded market where

van o pushed 10 extremes by a hand(u! of buyers or sellers.

prices

Ta be snre, pressures at the Tocal Iovel will nfso be severe, in some cases more 5.
specilivally where subprime housing consemiratios 18 the waorst. Some delanlts at this
feval g His ety o oceur. Even bure, though, attempus from the state and Federal leve!
o ot disruption of governmental activity are oxtremely likely, and the cuse for
Bl regon evis of principal on the limited number of defsults romains strong.
Clesrels s whnl wo have deseribed hore is not what the mun market vield relationship
supgas< wih riple-f GOs yielding more than 200 basis points more than triple-A,
and with highly ruted eredit in sectors such os double-A haspitals yielding roughly
224k basis points mere than triple-A GCs. In our view, these yield spreads are
rerleane v aly market in distress, not of the likelihood of delaults or the poteniial for
recov ey al prineipal. '

& Trocand errutic trading patterns and pricing have compounded these coneermns,
A Tisciaed kst weeks MMC, rading in the muni market remains exireinely
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thia. und pricing is particnlarly weak right now an the bid side. This is eavsing
ACVUTE CONSICITIALION ameny nvesiors who see pricing on bonds they reeently
b1t being significantly lower than their purchase price. The problem is. the
pricing sorviees price ot the bid stde of the market, and the bid side is under
asault right now from sclling prassures. lack of bakance sheet support by Wall
st und year-end concerns whereky many af the limited number of potential
inantthonul buyers have closed their books, I our view, investors should
revagnive that the painfully weak bid side often reflected in statement prices ducs
qer vallewt what honds are worth to them as buy-asnd-hold investments, [ndeed,
i now the dichotomy 15 probably greater than at any pries tme sincs the New
Yeah City ensis in fhe mid-30s,

Figure d. Difizial Savings Rae and Savings fats Adjustod for Temporary Shocks, 2005-DecioF

% . - o R e
5 15
A ‘|1 44
g | ! 13

i
P . 12
I M“""\/J‘\f'/\/‘/\-’\ '/ i
v I Y RPN
T gy 2008 2003 k] it
= Adjusted Saving Hate Saving Rale

BOue? B ol oM ANy ana Citl

Al of the above is in the market, so what does 2009
have in store?

Ctive one hand, the muni marketl will remain under prassure trom an ongaing heavy
caladgar o deals, many of which were delayed during the fonrth quarter markot
disrup Gons, o the other hand thare is 2 rather tengthy list of reasons 1o believe that
the v ikt will de betier during the New Year, heavy supply notwithstanding,

Phess nehide:

T rretuen of at least some erossover buyers. who will be attrected buy the
mapressive lota] retum opparienities ta be had gs the muni market norralizs.
The will bo anraeiad, in particular, by the fact that the eredit concems are NOT
ws o wvere gs in the corporale secror, it our view,

1-r

T natinud collapse in short-lerm rates, with the Fed pulling Fed Funds ta
oo amd shart-erm Treasurios providing ero returns. L is important fo note that
e e el af the third guarter, the personal seetor held $8.3 billion i short-term
- o U1 money market funds, and money market accounts, An additional

ki woamount is in shert irggswdes. With vield so Jow, and yicelds in the mum
e nniging. wo expeer inare cash 1w be movsd out plong the yield curve,

3 Do enias wll come Lo reconize that state budgewry erises are NOT the same as
d o Lorises, This understunding, we belicve, will hevome stronget as the Federal
Coowverpment takes steps o assure that swaie and local paiterns do not render g
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fixval slimulus measurey inefloctive, and also rakes steps 10 suppont favored
aenviiios such as infrastructure, health care and education,

4 The s savings rie is se1 10 move sharply higher secording to our cconomists,
wew figure 44, which shows the US savings rate. As consumers at all levels
raduce spending eelative to disposable income, the level of savings will grow,
That swvings will peed 1o go somewhare: will it simply add (o the massive
mrausn o ssets currently lving fallow ar wero returns” Some of i1, we are
Coalident, will not.

Rates un s nave % Oy seanamists helicve that long-term treasury will stay low by historicai

HPANS DT ' gl et stonlands for o number of years, at the very least. Bven when and il they do
Tresdiiuty yieis “;‘:‘;’;’”’::,’ retnnanyd. theyw-and weesbylicve that there is ample room for bonds trading at a
73 i

sprend fo Treasuries to rally even as Treasury yiclds inerease. That cosg certainly
iy ddes o munis speeitieally.

E Wha?* to do now .
fnavls w~ whut w do now, we simply repeal cur message (rom last week. and then
add uw . omp ool poins,

ot d proamcis ime e Duv 131 message is simply o avoid selling into this messy, weak market

S0l awstd Roidingspyircs men 1F you can allord 1o wait until after year-end, The seeond message is 1o
meae a0 Liang the yiehd curve W lake advantage off the extreme slope. The third
messa < e to look at high-gualiny sectors where the yield inerease has become
severe, sueh as AA hospilals und AA housing, and other opper medium quality
pape. Saally, for investars who are seeking cquity-like (or betier) toral rerums, we
heliev. 1 property seleeted puper in the higher yvielding reaches of the muni market
now P ovids same truly impressive opportunities. We nole that, in our comtmentary,
wy ke vonerally aveided reconunending this paper, In our view, it has now become
so ¢y -Tnnly cheap that i should be considered. even i only for a modoest
o of ol portfatio.

Evan traditonst pov-anes I add o wee note that investors shouald Tor the first wme in many yeurs, be
fualet szt sl popistorne (el return opportunitics over a 1-2 year period in the muni market. As
wﬁ;’;;f;l'"';f’;::;‘i;: the o ot nnemalizes. properly seleeted rnunis should provide equity-fike retms
jovds Plus Dot -tet ingome, For this purpose. we particularty like long maturity,
miedine rgundily discounls, including bands selting below the de mimimus discount
Sunder e Aceryed Market Discount ax, 10 the market rallies, these bonds in
purtiv oo cnld jump tx value os the move in price back above the de minimus
amoue which is 144 point for eiich whole year lo matority.
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Batrick Brett Sell California Protection vs Mexico at Positive Basis
212y 7"1 "10-1
proned ! ot
Market Situacon; The cost of insuring California’s debt has risen sharply in recent days and for the
firat tite i more expensive than insuring Mexica's debt (yee figure 7). The widening appears 1o huve
come as hedlines of Califarnia's growing budger deficil prompted significant speculative paying
interest. Despite Califomnia’s budpet issues, this move i3 overdone in our view. Both California end
Mexieo are contgnding with the affects of the US-lead economic slowdown, but California would
uppear to retain significantly mare financizl Aexibility than its southern neighbor (see Table 1), Well
pver two years into the US housing correction, California still produces six-times the GDP per capita
' of Mexico, and has one-{ifth the public-sector debt burden (as a % of GDP). Additonally, Californin
{5 expectad w be a large beneficiary of President-glect Obama’s forthcoming $3008+ sumulus bill,
and should enjoy additional Federal suppor {f market disruptions Jim its capit) marke! sccess.
Needless wr say, Mexico will not be a rocipient of the upgaming US Government stimulus.
Tuhle 1. Comparisen of Key Finsrcial Indictors
LOP (2007) Public Sector Debi Neflcit
irsuer Tatnl per Capita Torul As Vo uf 2004 As % of
Gy Est. GD¥
Californla RIS 3487037 §57.08 3% S1484" 0.4
Mezico FROIB° 1 §R.kY §138.20° Ldhe _y  TpEp 1.8%
Figare 1 5¥r State of Culityrnis CUS vs Moxlet (ty) und Sproad {battom) - Past Five Weeks!
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"Suneve, Catvond Murktn *US Burcaw of Evanomic Resgarch ' Woarld Saek 2007 dgndattan e dimote Jront Shin uf Canpara
'X\.;‘f 2t Lenaral Ghlgganiun Ot Quetonding from Sture "2 Wurty Bunk, tieesy fxterinad Pebdie Secior Debt Pasiiinh
"Gavpennr uf Lwljforma e T TR ourers Nov ] 20
Investors should be uware thar this is o Plense resiew diselosures on the final page of thiy trado idew for
product of the trading desk apd should additipnul imporiwat informution.
nat he gonfused with resenpeh, Citygronp Clobul Markets foe, Mumcipal Seewrines Dlvisun
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ADDITIONAL INFORMATION AVAILABLE UPON REQUEST
Thiz commuricalion hias heen preparod by a mamber of he Sales and Traging Depariment of Cilgroup Global Markels Ing. which
distributes this communication by or threugh its locaily authodzed alfiliales (collectively, the “Firm"). Sales and Trading parscnnet ara not
research analysts and the Information in this communication ig not intended to canstitule "resoareh™ as that term is defined by appilcable
reguiations. Compansation of Sales and Trading peraoanel Includes consideration of the performance of this Department's aclivities. The
views axpressed hereln may change withaut notice and may differ fram kate viaws expressed By othar Firm personngl.

Yau sheuld aszume the :allowing: The Firm may be the isswer af, or may rade as printipal in, the [inancial inglruments raferrad {0 in g
communication or other related financial Insiruments, The Fim may alsg parform or seek 1o perform invesiment banking and otnor
gservicas for the issuer of any such fnanclal Instrumants. The ayther of tnis communication may have discussed the infermation comained
herein with cuhars within tha Firm and the author and sueh other Firm persannel may have already acted on the basis of this Infarmatian
(intluding by trading for the Firm's proprielary 42¢CUns af cemmunicaling the information conialnad herain to ather custemers of the
Firm}, Tha Fim, the Firm's parsonnel {including those with whom the author may have consulied in the proparation of this
gornmunisation), and other cuslomars of the Firm may be lang or shart the Nnancial insiruments referrad to hergin, may nave acquired
SuCh pasltians a1 prices and markat congitians that 2re no longer availably, and may have interests differant or adverae 1o your intarests.

This communicaten s provided for infarmslian and giscuasion purposes enly. It doos nol sonslitute an offer ar solicitation 10 purchase or
sall any financial lnstruments. The information containgd i this communicalicn i5 based an genarally available Informanon and, although
oblalned fror sources bellaved by tha Firm 1o be rellable, its asguracy and completeness is nol guaranteed. Contain gersonngl or
businese arsas of the Firm may have aceess to or have agquired material non-public infermation that may have an impact (pasitive or
regalive} on the information contzined herein, but that iz nal avajlabla to or knawn By the author of this cemmurication.

M
Investments n Enancial instrumenls carry sfgnificant rsk, Including e pogsible loes of the princlpal amount invastad. Flnansial
Instruments cenominated in a feraign curensy are algo subject 1o axchanga rata fluctiations, which may have an adverse affect an the
price or vlug of an investmant in such products, tnvestors sheuld obtain advige from their own tax, financial, fegal and other sdvisors,
and only make invesimant decisions on the basis of tho invesiar's own pbjectives, experiance and resources.

Thls eomrmunication is not intended ta farecast or predict fure avants. Past periormance @ not A guaraniee or indiealons &l fuluro results,
Any prices provided harein {other than those that are identified as being hisiorical) are indicative only and do not represent firm quotas ae o
either price gr size. You sheuld centact your local representative dirgclly if you are teterostad in buying or selling any financial instrument,
er pursying any tradlng stralegy, menticned herain, Mo liability is accepiad by the Firm for any loss (whether direct, indirect or
congequantial} that may erfse from any wse of the information conlainad herein or darlved herafrom.

Altnough the Firm i affillaled with Citibank, N.A, (together with #ts subsidiarivs ana branches waridwide, "Citbank"), you should be aware
that nane of e ather financial instruments mentlaned iy 1hls communicatian {unless expressly stoted othaiwise) are (1) insured by the
Federal Deposit Insurance Carperallon or any ather gavernmantsl autharity, or (1) depoesits or other sligations of, or guaranizad by,
Citibaimk or ary other insured depashtory irstidution.

IRS Clrcular 230 Disclosure: Citl 2nd Ita employeas ase not in Lhe businesa of providing tax ar logal advics 1o any taxpayer oulside of Citi,
This communicaton and any atachmanis any nel nlended or wntten & be used, and cannol be used or relied upon, by any suah 1AKpayer
for 1he purpose of avelding tix penalties. Any such taxpeyer should seek advice based on the taxpayer's panticular creumstances from
an independent tax advisar.

Thiz commumcarion contains data compilations, writings and information that ara proprietary o the Firm and pratecied under copyrignt
and oter intalloctual property laws, and may nat be radistriputed or othenvise ransmited by you do any other person for any purgase.

Copyright @ 2008 Ciligroup Glabal Markats Inc. Mamber $1PC, All Rights Resarved. Citi and Citl-and-Arc Degign are tragemarks and
service marks of Citigrowp Ine. o g alfiliates and are used and registared throughaut the world.
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