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|. BUSINESS OUTLOOK

THE “OTHER SHOE” HAS DROPPED

In the first quarter 2008 edition of PRI QuarteRgtail Analytics, we advanced two key
positions, to wit: that the US economy entered mt@cession in October-November of
2007; and that the ensuing recession would notdog gdeep or very long. We believe
that most economists are, in a sense, like pd@igi That is, neither is held to atone for
their past mistakes. At PRI, we have no such luxury

Regarding our former position, we maintain our sgathat the US is in a recession,
despite the fact that the current business cyche moafit that classical definition. Better
than expected, yet still weak, first quarter Gréssmestic Product rose 0.6% on an
annual basis (see Charts 1a and'IH)e personal spending portion of GDP rose 1.0% in
the quarter, the weakest quarterly increase silifd.2As just expressed by the Fed:
“[r]lecent information indicates that economic attfivemains weak...,” and continuing
that “financial markets remain under consideraliess, and tight credit conditions and
the deepening housing contraction are likely toglvedn economic growth over the next
few quarters.” Bernard Baumohl, managing directbthe Economic Outlook Group,
stated it this way: “[i]t would be a grave mistakeinterpret [the GDP] number as even
suggesting the economic and financial crisis isroveSimply, it cannot be rationally
said that the US economy is healthy.

Chart l1a.

Source: Wachovia

Lversus an annual rate of 2.2% in 2007, 2.9% ir62@@d 3.1%in 2005.



Chart 1b.

Concerning our later prediction, we are modifying giewpoint, having underestimated
the current problems that are infecting the US eoon In summary, it is our
perspective that as banks continue to concentnatshoring up their balance sheets,
which will have a negative impact on their ability lend, consumers will likewise be
forced to buttress their personal balance sheditisfwwill affect their ability to spend.

During March, the credit markets froze, the stockrket tumbled, the dollar dived, and
gold and oil prices soared. In April, most of thésends continued (a stock market
rebound being the exception), compounded by thetfet employment is weakening,

the housing fallout is expanding, and inflation pgking up. We now believe the

recession that the US economy has entered will@sbalance of this year, longer than
originally forecast.

We predicated our earlier position on four majenties. These were that the real estate
debacle was capable of being contained, that teguided stimulus package coming out
of Washington might help, the continued presenctowfinterest rates would result in
banks making loans, and that employment was siitively strong. So what has
changed?

1. The real estate market continues to be problentsles of new single-family homes

fell 8.5% in March, following a 5.3% decline in Fahry. New single-family home sales
are down 63.1% in March from their high in July 80@r a 16-year low (see Chart 2).

On a year-to-year basis, the median price of a siegle-family home is down 13.3%

(see Chart 3). The inventory of new unsold homee to 11 months in March, versus
10.2 months in February, the longest since 198& (Jeart 4). Further, existing home
sales fell 2% in March (see Chart 5); the pricaanfexisting home is down 8.3% on a
year-to-year basis, and off 12.8% from the July@@eak (see Chart 6). Residential
construction fell at a 26.7% rate during the fostrter, the largest quarterly drop since
1981. Moreover, the number of U.S. homes headinvgarted foreclosure more than

doubled in the first quarter from a year earlieccérding to RealtyTrac, nationwide

649,917 homes received at least one foreclosuaterkfiling in the first three months of

the year, up 112% from the same period last yem CGhart 7).




The ramifications from this are apparent. Many howrers are watching the equity in
their homes being materially affected, reducingrthet worth. To the extent that they
used cash-out equity loans to finance their lifiestyhis source of ready cash is now
gone. Moreover, if either the primary or the se@gdnortgage was financed with a low
or no equity or reset mortgage, this homeownereiagfurther squeezed. All this has a
negative impact on these consumers’ ability to dpém addition, the fallout from the
residential real estate market is influencing comumaé construction as well. According
to McGraw Hill Construction, retail constructiorags are expected to fall by 12% in
2008.

Chart 2.

Chart 3.



Chart 4.

Chart 5.

Chart 6.



Chart 7.

Source: RealtyTrac

2. Washington’s misguided respon3ée impact from the economic stimulus package,
or what we like to term a “get-out-the-vote doligwe-away,” will be short lived. At best,

it might have an impact on third quarter consunpansgiing. We say minor because a
portion of this windfall has or will be spent orgher energy and food costs, or perhaps
to pay down consumer debt. According to Joseph kg¥a chief US economist at
Deutsche Bank, “half of it is literally going to do gas.” In any event, the effect of this
stimulus package will expire by the time we entdoithe fourth quarter, going into the
always-important holiday selling period. Why thisomey is not being spent on jobs
programs, infrastructure repairs, loans to undeswdtomeowners, etc. will forever
remain a mystery.

3. Low interest rates do not equate to liquidityow borrowing costs are great, but do not
help if lending remains tight. The Federal Reseyvecent steps to inject liquidity into
credit markets will, in time, address the major lghens confronting credit markets,
especially as related to market confidence.

Confidence is a major factor that influences finahmarkets. That is, confidence that
credit is available, and that those who borrow regray. As the availability of credit is an
essential component that greases the gears of $hecdnomy, confidence is a critical
element affecting the availability of credit. Iaity, the problems in the real estate
market were perceived to be contained. Then theemm@enter and investment banks
started to mark-to-market sub-prime loans, amorgroinvestments. Write-down fear
initiated a proverbial run-on-the bank mentalitgttistarted to grip financial markets; a
spiral that caused financial institutions, for fedrfurther losses, to pull back from all
forms of lending. See, for example, Chart 8, whilhlstrates that large commercial
banks significantly increased their holdings of lomortgages and home equity loans
during this housing cycle, now necessitating wotfs- It is this mortgage collateral, the
single largest debt class in the US, that is nopedrncing a severe decline in value.
Simply stated, financial institutions were too lexged and their risk management was
not as strong as hoped, causing write-downs thpadted their capital structure. The
result is sharply curtailed lending, while thesstitutions shore up their balance sheets.



Recent Fed activities, such as lending directlgdmmercial and investment banks, as
well as reducing capital requirements on governmpohsored mortgage investors
Fannie Mae and Freddie Mac, which will allow thesmatquire an additional $200 B of

mortgage securities this year will help, but thil take some time to filter down to ease

the squeeze of mortgage and consumer debt.

Chart 8.

4. Employment is softening.he unemployment rate rose from 4.8% in Februay.1%

in March (see Charts 9a and 9b). Over the past Btmp payroll employment has
declined by 232,000. Last week, initial joblessrmakarose by 35,000 and the number of
workers remaining on jobless benefits climbed tdoar-year high. The four-week
moving average of new claims fell last week to 368,from 370,250.

Now a 5.1% unemployment rate is nothing to panmuabYet it has been estimated that
as much as 35% of new jobs added between the eBd0df, when the economy exited
the last recession, and the end of the housingqyeak, were housing related. If that is
the case, continued weakness in housing as wélleageneral economy may result in a
sharply increased unemployment rate. Advance itamlisaproject the May "
employment report will detail a loss of another(8®, jobs. However, the question is,
will the unemployment rate reach 6% as some predittso, it will mean fewer
consumers will have dollars to spend.



Chart 9a. Seasonally adjusted unemployment rate (%)

Source: Labor Department

Chart 9b.

Source: Federal Reserve Bank, San Francisco

Other factors are also dragging on the economy,e@wihg an adverse impact on our
outlook for consumer spending. Rising energy casts a problem, sucking away
consumer disposable income (see Chart 10). Inflasoalso becoming a worry. The
Consumer Price Index increased 0.3% in March (demtCll). For the three months
ended in March, the Index has risen at an anntelafa3.1% versus a 4.1% gain for all
of 2007. Moreover, the food price index for thefithree months of the year has risen at
an annual rate of 5.3% after a 4.9% increase 7 26€e Chart 12). The more consumers
spend on energy and food, the less they will hawgotfor discretionary expenses.
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Chart 10.

Source: Bureau of Economic Analysis, Haver Anagjtend AllianceBernstein

Chart 11.

Chart 12.
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Longer-term, we are starting to see some very edglys of life in the economy. Various

leading economic indicators are beginning to sighea. We are hopeful that 2009 will

mark the beginning of a gradual recovery. By wayamparison, see Chart 13, which
illustrates the San Francisco Fed’s view that @wed will occur as early as the second
half of 2008.

The first of these indicators is the stock markétich is starting to rebound (see Chart
14). A slight recovery in the dollar and a ceilimig oil prices is starting to be reflected in
the market. Likewise, the Chicago Fed’s Nationalivity Index improved fractionally to
-0.78 in March from -1.28 in February (a negatiatue indicates below-average growth,
representing weakness in economic conditions). 3hmonth moving average also
improved by a deminus amount: -0.86 in March fra@2-in February (see Chart 15).
Finally, the Conference Board’s Index of LeadingoBmmic Indicators moved up a
fraction, 0.1% in March, following five consecutiveonthly declines. On a year-to-year
basis, the Index declined 1.8% in the first quanfe2008 (see Chart 16).

Chart 13.

Source: Federal Reserve Bank San Francisco

Chart 14.
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Chart 15.

Source: Chicago Federal Reserve

Chart 16.

Source: Northern Trust
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II. RETAIL TRENDS

Retail sales rose in March by 0.2%, following Feligs -0.4% decline. On an
annualized basis, retail sales are up 0.7% fotrdikng 3-months, and are up 2.0% for
the trailing 12 months. Yet this better than expédatesult (which is still anemic) is put
into perspective when auto and service statiorssae excluded. Retall sales, ex. autos
and gas, were flat in March, following Februarys1% decline. On an annualized basis,
retail sales ex. autos and gas are up 0.0% fotréiieng 3-months, and are up 1.3% for
the trailing 12 months. An interesting view of thealth of retail is gleaned by charting
sales adjusted for inflation (see Chart 17). Thias@ retail sales results illustrate a
weakening consumer-spending trend. Other evidende&dtes that this pattern will
continue for a while.

Chart 17.

Source: Northern Trust

Consumers drive the US economy, accounting for sini@% of GDP (see Chart 18).
Historically, it has been the free spending consuwigo pulls the economy out of the
doldrums. Year after year, we are told that thescoer is tapped out, with nothing left
to spend, only to be surprised at the resiliencywf fellow Americans. Can the US
consumer save the economy yet again in 2008, dr thd Grinch, in fact, spoil
Christmas?

14



Chart 18.

We think that this time things are different, amattconsumer spending will contract.

The trend in slowing retail sales supports thiswiRising energy costs, inflation, and a
deteriorating job market are, as detailed abovd,giahe problem. This is compounded

by the reality that for most Americans, their honaes their most leveraged and largest
asset. A 10-20% retreat in housing prices can wipieall their equity (see Chart 19,

illustrating the decline in homeowners’ equity)suling in a serious dose of financial

restraint. Add to this some negative consumer denite numbers, and we think that we
can make a strong case for our forecast that comsuwill pull back on spending for the

balance of the year.

Chart 19.

Source: Northern Trust
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While real estate prices were rising and interagtsr were low, extracting cash made
sense, providing little incentive to save. Housdlakere spending more than they were
earning after taxes (see chart 20), and consunerdgpy as a percent of disposable
personal income reached a high not seen in 50+sy@ae Chart 21). Relatively low
interest rates were encouraging households to Wwamaever-increasing amounts (chart
22). The result is that household borrowing willt iae available to fuel spending.
Consumers are experiencing their highest leveragmsr in the post-WIl period,
combined with low levels of liquidity. As we statad our last Retail Analytics Report,
this is a consumer recession.

Chart 20.

Chart 21.

Source: Northern Trust
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Chart 22.

Source: Northern Trust

For those with a spending monkey on their backppiion might have been turning to
credit cards to pay for all those things you neitleed nor can afford. However, distress
is beginning to be signaled in the consumer loarkeata as well, evidenced by the recent
rise in delinquency rates for these loans (seet@&r While still below historical rates,
credit card usage has turned up sharply sincedgmiing of 2006, as have default rates,
which points to an increased strain on consumensdet their debt obligations. Thus,
this means consumers have less plastic money ol sEewell.

Exhibit 23.
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The impact on consumer purchase behavior is nostirggato manifest itself. Personal
income rose by 0.5 % in February (falling to 0.3%March, see Chart 24). Yet consumer
spending rose by only 0.1% in the February (0.4%lanch, see Chart 25). The year-to-
year change in inflation-adjusted consumer spendinj66%, the smallest increase in
five years. For the ®lquarter, Disposable Personal Income (after-tak easilable to
spend or save) rose 1.4%, while spending rose 110%he Federal Reserve’'s Beige
Book, released on 16 April, it was stated, “[c]Jom&n spending was characterized as
softening across most of the country.” It is appatbat consumer spending is weak. This
indicates that consumers may be starting to adses uptick in savings Chart 26), rather
than spend all their money (and then some) to asloal their personal finances.

Chart 24.

Source: Wachovia Bank

Chart 25.
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Chart 26.

Finally, yet another bad signal for consumer spegm@ire the confidence surveys. Seems
the happier we are, the more we go to the mallhBlo¢ University of Michigan’s and
the Conference Board surveys (see Chart 27) poinégative sentiment.

Chart 27.

The overspent US consumer, fueled by too much trisdnow being forced to correct
for past sins. This will result in reduced spendamgl increased savings for the balance of
2008.

BUILDING MATERIALS, GARDEN AND SUPPLY STORES

Sales fell 1.6% in March, following a decrease df% in February. On an annualized
basis, sales are down 10.3% for the trailing 3-menand are down 6.9% for the trailing
12 months.
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FOOD AND BEVERAGE STORES

Sales rose 0.3% in March, following a decrease.t¥0in February. On an annualized
basis, sales are up 2.9% for the trailing 3-mondémsl are up 4.6% for the trailing 12
months.

AUTOS
Sales rose 0.2% in March, following a decrease.2%lin February. On an annualized
basis, sales are down 3.4% for the trailing 3-mgnémd are down 3.2% for the trailing

12 months.

CLOTHING AND ACCESSORY (APPAREL) STORES

Sales fell 0.5% in March, following a decrease &% in February. On an annualized
basis, sales are up 2.5% for the trailing 3-mordhs, are down 1.6% for the trailing 12
months.

GENERAL MERCHANDISE STORES

Sales fell 0.6% in March, following an increase0d3% in February. On an annualized
basis, sales are down 2.8% for the trailing 3-mgntnd are flat for the trailing 12
months.

DEPARTMENT STORES

Sales were flat in March, following an increase0df% in February. On an annualized
basis, sales are down 4.8% for the trailing 3-mgnémd are down 4.1% for the trailing
12 months.
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[Il. RESEARCH NOTE

TEST RESULTS FROM A BANK BRANCH DIGITAL

COMMUNICATIONS NETWORK

By Steven Keith Platt, Platt Retail Institute, abd Jean-Charles Chebat, Ecole des
Hautes Etudes Commerciales, Canada

PRI Working Paper No. 6, February 2008

The importance of the customer experience at a sk been established. This is
leading many institutions to evaluate methods teaece the bank branch environment.
Of significance are digital communication netwo(d{8CN”). Yet such networks can be
expensive to deploy and maintain. Therefore, ptiomaking such an investment, the
benefits should be evaluated.

In this Working Paper PRI tested and analyzed theact on consumer attitudes and
behavior resulting from exposure to a DCN. The cifpje is to provide detailed analytics
relating to consumer response to a DCN deliveredssage stimulus. This was
accomplished by gauging impact and awareness, bearking the customer bank
branch experience, measuring the influence on branaductivity, and track changes in
select product/service revenue/transactional agtivi

The underlying research is the most detailed evadacted to measure the consumer
response to a digital communication network. Tie k&sted 90 days and involved ten
bank branches; 5 Test, 5 Control. It included tvepasate waves of exit interviews

involving 750 individuals. 38 Digital cameras wensstalled in the branches, and

recorded 17,000 hours of video analyzing the belnasfi 85,000 customers. In addition,

the test bank provided an extensive amount of pyirdata.

The significant contributions of this project indrithe following:

1. Establishes a model for measuring the tangibleiatahgible attributes of a bank
DCN.

2. Methods are advanced to quantify these benefits.

3. Inthis research, PRI has applied these methoal$est Bank.

4. It was determined that the returns from a DCN itwvesit are substantial.
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In summary, the major findings by PRI are preseatetbllows:

A. DCN Impact and Awareness

Found that the DCN was effective in stimulating ®umer message awareness.

B. Customer Bank Experience

Customer satisfaction increased as a result oDDN. This supports the conclusion
that the DCN had a positive effect on the custoregperience. Wait-time

perceptions, customer satisfaction, customer lgyhkelihood of recommending the
Bank, and the level of service compared with exgem were all positively

impacted.

C. Branch Productivity

Branch productivity was positively impacted. Theggnce of a DCN can increase
branch transaction processing, resulting in redubimanch labor costs.

D. Product/Service Awareness and Revenue/Transactial Activity

The following are findings based upon DCN delivenegissages:

1. A positive impact on product/service awareness.

2. For 7 of 8 promoted products/services, purdiugsge intent was influenced.
3. For 4 of 8 promoted products/services, custdmeavior was impacted.

4. The impact on customer behavior relating todaational activities was greater
than on product/service purchases.

5. When incorporated into an integrated marketiagngaign, new customer
product/service sales increased more than curtstbmer account activity.

6. In the majority of cases, the Test branchesestdpmed the Control branches
in revenue generation of non-promoted products.

Copies of this Working Paper can be purchased tra@rPlatt Retail Institute, or secured

from its Sponsors pursuant to their license agregnihe Working Paper is 70 pages,
contains 67 charts and sells for U.S. $1,000.
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VI. PRI RESEARCH PUBLICATIONS

PRI is the leading publisher of tactical reseamthhe area of Digital Communication
Networks. Working Papers are available for purcHem® PRI, or can be secured from
select Working Paper sponsoring firms.

Advanced Model of Impact Analysis from a Mass Tiabgital
Communications Network
PRI Working Paper No. 8, available late 2008.

Test Results Achieved from a Mall Digital Commurticas Network

Steven Keith Platt, Platt Retail Institute, Dr. @ka Dennis, Brunel University, Uxbridge, UK, Drnérew
Newman, University of Manchester, Manchester, Ukd ®r. Len Tiu Wright, Leicester Business School,
Leicester, UK

PRI Working Paper No. 7, available mid-2008.

Test Results from a Bank Branch Digital Communaragi Network
Steven Keith Platt, Platt Retail Institute, and DFan-Charles Chebat,
Ecole des Hautes Etudes Commerciales, Montreahdzan

PRI Working Paper No. 6

Impacting the Customer Experience at a Bank

Branch through a Digital Communications Network

Steven Keith Platt, Platt Retail Institute, anddP&tanSickle, BMO Bank of Montreal
PRI Working Paper No. 5

Deployment and Test of a Retail Digital Communigas

Network by the United States Postal Service

Steven Keith Platt, Platt Retail Institute, Dr. Kalndedidi, Columbia University Graduate School of
Business, and Margot Myers, United States Postaice

PRI Working Paper No. 4

Leveraging the Impact of Retail Digital Sighage

Advertising through Behavioral Merchandising

Steven Keith Platt, Platt Retail Institute, Johre@&ring, Northwestern University, and Bill Penn&kksco
Media Services

PRI Working Paper No. 3

Establishing Retail Digital Signage

as a New Media and Measuring its Effectiveness

Steven Keith Platt, Platt Retail Institute, Dr. kes J. Mulhern, Northwestern University, and Guy
Vaughan, Retail Marketing Services

PRI Working Paper No. 2

Implications for Retail Adoption of Digital Signa@@ystems

Steven Keith Platt, Platt Retail Institute, Dr. ghuck K. Sinha, University of Minnesota and Recear
Fellow, The Platt Retail Institute, Dr. Barton Agitz, University of Florida, with Pat Hellberg, Nikinc.,
GV lyer, Bank of America, and Margot Myers, U.SsRd Service

PRI Working Paper No. 1
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