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I. ECONOMIC OVERVIEW

MACRO ECONOMIC INDICATORS-BUSINESS:

The U.S. economy continues to remain on solid footing. On Friday, the
Bureau of Economic Analysis announced that third quarter GDP advanced
3.8% 1n the third quarter, versus 3.3% in the second quarter (matching the
first quarter’s increase of 3.8%). Notwithstanding, we look for GDP growth
to moderate into 2006. Increasing interest rates and inflation will impact
consumer confidence and, in turn, consumer spending. Capital spending by
businesses continues to grow, albeit at a slowing pace. GDP growth could
ease from an estimated 3.5% in 2005 to 3.0% in 2006. The Index of Leading
Economic Indicators supports this view, falling by 0.7% in September,
following declines in July and August. The Index has been showing
significant deceleration since the beginning of 2004 (see chart). Consumer
spending was strong for the quarter, increasing by 3.9%, the best showing
this year. However, we look for consumer spending to slow from an
estimated 3.4% in 2005 (versus 3.9% last year), to 2.3% in 2006. On the
upside, consumer demand is being helped by a healthy job market.

Capital spending eased in the quarter as well. Nonresidential fixed
investment (expenditures by firms on new plant, buildings, and equipment)
1s growing, yet it is noteworthy that the rate of growth has been easing all
year. Look for this trend to continue. Durable goods orders dropped 2.1% in
September after advancing 3.8% in August. Non-defense capital goods
orders, ex-aircraft, an indicator of the direction of business capital spending,
declined 1.2% after rising 4.0% in August (see charts). Shipments of durable
goods edged upward 0.1% after a 2.3% increase in August. Shipments of
non-defense capital goods less aircraft dropped 0.1%, following a 2.2%
increase in August (see chart).
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MACRO ECONOMIC INDICATORS-RETAIL-CONSUMER:

Retail sales for September, excluding autos, rose a respectable 1.1% (see
charts). Retail sales, ex. autos, on an annualized rate are up 10.9% for the
trailing 3-months, and are up 9.6% for the trailing 12 months. Another
perspective of retail sales growth is gleaned by looking at retail sales,
excluding the volatile auto, gas and building materials sectors. When so
considered, retail sales increased 4.7% for the trailing 3-months, up 6.4% for
the trailing 12 months, indicating an easing in retail sales. The Federal
Reserve Board’s October Beige Book confirms this, noting that “retail sales
of general merchandise rose moderately in most of the Federal Reserve
Districts in September, but other Districts reported some softness in the
retail sector.” Spending on discretionary items, such as at restaurants and on
cars, tends to rise when consumers have extra money. However, spending on
these discretionary items has been slowing, indicating that spending is
concentrated on household essentials and energy.

The National Retail Federation’s 2005 Holiday Consumer Intentions and
Action Survey finds that consumers anticipate spending 5.1% more this year
than last. This is consistent with the NRF’s holiday season forecast, which
looks for a 5.0% increase in retail sales this season (versus 6.7% actual
growth as defined by the NRF last year). Despite the headline news of retail
sales strength, we see a slight deceleration. While we do not anticipate a
poor showing this holiday season, we are not as optimist as some in our
outlook for retail sales for the balance of this year and looking ahead into
2006.

Personal income, which drives spending, rose 3.4% in 2004, but is estimated
to slow to 2.7% in 2005 and 2.5% in 2006. Personal income fell in August
after a 0.3% increase the prior month (see chart). Consumer spending
meanwhile, adjusted for inflation, was up 3.5% in the first quarter, 3.4% in
the second quarter, and 3.9% in the third quarter (see chart). Consumer
prices jumped 1.2%, pushing year-over-year inflation to 4.7%, the highest
level in more than a decade (see chart). Slowing income growth, coupled
with increases in interest rates and inflation, as well as reduced sources of
consumer cash, evidenced by the slowing rate of cash out mortgages, in
addition to raising energy costs, will result in slowing retail sales.
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II. MAJOR RETAIL SECTOR TRENDS:

BUILDING MATERIALS, GARDEN AND SUPPLY STORES

Sales rose 1.0% in September. On an annualized rate, sales are up 6.5% for the trailing 3-
months and are up 8.6% for the trailing 12 months.

FOOD AND BEVERAGE STORES

Sales rose 0.7% in September. On an annualized rate, sales are up 6.6% for the trailing 3-
months and are up 5.2% for the trailing 12 months.

HEALTH AND PERSONAL CARE (DRUG) STORES

Sales rose 1.1% in September. On an annualized rate, sales are up 7.6% for the trailing 3-
months and are up 7.2% for the trailing 12 months.

CLOTHING AND ACCESSORY (APPAREL) STORES

Sales fell -0.2% in September. On an annualized rate, sales are down -3.0% for the
trailing 3-months and are up 5.7% for the trailing 12 months.

GENERAL MERCHANDISE STORES

Sales rose 0.9% in September. On an annualized rate, sales are up 4.2% for the trailing 3-
months and are up 6.8% for the trailing 12 months.

DEPARTMENT STORES

Sales fell -0.5% in September. On an annualized rate, sales are down -9.5% for the
trailing 3-months and are down -2.0% for the trailing 12 months.

AUTOS

Sales fell -2.8% in September. On an annualized rate, sales are down -30.5% for the
trailing 3-months and are down -3.7% for the trailing 12 months.



III. RESEARCH NOTES

HOW CATEGORY CHARACTERISTICS AFFECT THE NUMBER OF STORE
BRANDS OFFERED BY THE RETAILER: A MODEL AND EMPIRICAL ANALYSIS

Journal of Retailing, Volume 20, Issue #4, 2004

By Serdar Sayman, Koc University (Turkey) and Jagmohan S. Raju, University of
Pennsylvania

This study examines the conditions upon which a retailer will maximize profits from the
introduction of more than one private-label brand into a specific merchandise category.
Prior research has suggested three main considerations for predicting the performance of
a single store brand in a particular category: market concentration of the national brands,
the number and market position of the incumbent brands, and the price sensitivities
among the brands (that is, the likelihood a consumer will switch brands in the event of a
price change). Expanding upon this, the researchers here find that the introduction of a
second store brand is likely to be more profitable in categories where: i. the two top
national brands occupy a similar dominate market share, and ii. the cross price sensitivity
between the national brands is low (i.e., the effect of a price change by one brand has
limited impact upon the demand for the competing brand). The authors also find that in a
category with two equally strong brands, the store brands perform best when they are
specifically targeted to compete against each brand, which can result in increased demand
for the store brands.

RELATIONSHIP HINDRANCE: WHY WOULD CONSUMERS NOT WANT A
RELATIONSHIP WITH A RETAILER?

Journal of Retailing, Volume 80, Issue #4, 2004

By Stephanie M. Noble, University of Mississippi and Joanna Phillips, University of
Mississippi

Relationship marketing tactics, such as loyalty programs and company credit cards, have
been embraced by many retailers, who are under the belief that they will result in a
competitive advantage. It has been suggested, however, that such practices are largely a
failure due to a lack of focus on consumer benefits. This research identifies various
drawbacks associated with such loyalty programs from the consumer’s perspective. As
such, it is useful to retailers contemplating or seeking to improve upon such marketing
tactics. In general, the researchers note four general categories that hinder consumer
relationships building via such loyalty programs. These include consumer upkeep (i.e.,
task requirements), time commitments necessary by the consumer, hollow or unenticing
benefits, and personal loss of privacy, etc. Of note is the researchers conclusion that
consumers often find these programs trivial, useless, and one sided.
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LEVERAGING THE IMPACT OF RETAIL DIGITAL SIGNAGE ADVERTISING
THROUGH BEHAVIORAL MERCHANDISING

By Steven Keith Platt, Platt Retail Institute, John Greening, Associate Professor,
Department of Integrated Marketing Communications, Northwestern University, and Bill
Pennell, Mediawide UK Ltd. and formerly of Tesco Media Services

PRI Working Paper #3, September 2005

This Working Paper details the benefits associated with Retail Digital Signage ("RDS"),
and introduces the methodology of Behavioral Merchandising ("BEM"). RDS's attributes
as a new medium due to its ability to mass customize messages, as well as measure
advertising effectiveness, is addressed. Due to the characteristics of RDS, the medium is
also uniquely capable of building customer relationships by facilitating retailer and/or
brand differentiation, which requires a closed-loop, intelligent content systematization.
Toward that end, the authors detail BEM. BEM is defined as the methodology for
predicating and influencing consumer purchase behavior in-store by messages delivered
via a digital signage system. The objective of BEM is to stimulate the consumer buying
process by mass-customization of targeted messages. The output is a content
development strategy.

(Our research notes are published monthly, and can be found on the National Retail
Federation’s website at: http://www.nrf.com/RetailResearch/View.aspx).
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