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Macy's Inc.

Under Promise + Over Deliver = Overweight

Although there wasn't alot of “new news’ in Macy's 4Q earnings, there was a
bit more fanfare this morning than we initially expected . . . and we'd consider
it all to beincrementally positive. Four points: First, 4Q EPS results of $1.06
topped the Street view by ~$0.05 with the upside solid; relative to our model,
EBIT was 70 bps better than we expecting, contributing $0.08 to EPS.
Second, guidance still looks like a"worst case scenario” to us, which we think
is the prudent way to approach the year and allows for upside if the macro
environment improves. Third, the expected good-will write-down was
announced, although the exact amount is not yet determined, but should be in
the anticipated $4.5-$5.5 hillion range, lifting that overhang from the stock.
Last, the company quantified the relative performance of My Macy’s regions
in 4Q, noting a 650 bps improvement from 1HO8 (5.0% underperformance vs.
the chain pre-implementation) to 4Q08 (1.5% outperformance relative to
company average). All in, we believe that the risk/reward balance at Macy's
heavily favors the upside as 2009 expectations are low and the company
continues to under promise and over deliver, evidenced by a strong 4Q print.
We remain Overweight the stock and reaffirm our $11.00 December 2009
price target.

e 4Q In Review; Solid GPM Gains. Macy’s printed 4Q EPS of $1.06 (ex.
$0.33 of 1x items) — $0.055 ahead of our estimate and the Street — as a
reminder, M raised its 4Q guidance from $0.90-$1.00 to $1.00-$1.02
concurrent with its January sales release. As previoudy reported, Macy’s
top-line fell 7.7% on a 7.0% SSS decline — the best relative quarterly results
among the department stores in our universe. Moving down the P&L, the
operating margin contracted 411 bps in the quarter as GPM dlid 223 bps to
39.3% on greater promotional activity and discounting and SG& A (as a % of
sales) unfavorably increased 188 bps to 28.4% on the sales decline and
increased investment in the business. We're excluding $219 million of 1x
merger integration costs and restructuring fees. Net interest and debt
expense was flat with 3Q08 at $143.0 million, the tax rate was 38.5%, and
the share count ticked down ~3.0% Y QY to 421.4 million.
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2007A 2008E 2008A 2009E
(Old) (New)
EPS (Operating) ($)
Q1 (Apr) 0.16 0.02A 0.02A
Q2 (Jul) 0.29 0.29A 0.29A
Q3 (Oct) 0.10 (0.08)A (0.08)A
Q4 (Jan) 1.65 1.01A 1.06A
FY 2.14 1.23A 1.29A 0.42
P/E (Operating) FY 35 6.0 5.7A 17.7

Source: Company data, Reuters, J.P. Morgan estimates. EPS presented on an operating basis (excluding
intergration/resturcturing charges). 4Q07 also excludes $0.18 in tax credits.

See page 5 for analyst certification and important disclosures.
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Quality of Beat Solid with $0.08 of Upside in EBIT. We'd rate the quality of
the 4Q beat as solid as EBIT topped our estimate by ~70 bps, contributing $0.08
to EPS. Specificaly, GPM was 90 bps better then we anticipated (39.3%A vs.
38.5%E), adding $0.11 to EPS relative to our model, partially offset by a dlightly
higher SG& A rate (28.4%A vs. 28.2%E) taking $0.03 from earnings. Below the
EBIT line, a modestly higher-than-expected tax rate (38.5%A vs. 37.0%E)
negatively impacted EPS by $0.02 relative to our model, netting the $0.055 delta
between our $1.01 estimate and the reported $1.06 resullt.

Maintaining FY09 Estimate of $0.42, 1Q09 loss of $0.25. We weren't
surprised that Macy’s did not revise its FY09 guidance, which was just set on
February 2, 2009 (EPS $0.40-$0.55 on a 6%-8% SSS decline) and we remain
comfortable with our $0.42 estimate, about a dime below the Street.

Balance Sheet Solid . . . M maintained clean inventory levels, as total inventory
decreased 5.8%, or a 7.5% reduction on a comp store basis, in line with the sales
decline. As previously announced, the company put $686 million of its $1.3
billion cash to use retiring some of the debt, which matures in 2009 — reducing
anticipated 2009 interest expense by $7 million. Of note, AP/inventory declined
to 81.7% from 88.6% a year ago.

... Even With A Goodwill Write-Down Likely. As expected (see 1/15 FC
note entitled Macy's. Goodwill I mpairment Scenario Analysis, Risk < Reward,
Stay OW), Macy’s will likely write down $4.5-$5.5 billion of goodwill related
to the May acquisition when it releases its 10K in late March/early April, which
will impact EPS by $10.00-$12.50 per share. Importantly, this will be a non-
cash write-down and will have no impact on the company's access to capital or
bond indentures.
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Macy’s Price Target Analysis and Risk To Rating

Werate Macy’s Overweight and our $11.00 December 2009 price target is
predicated on a 25/75 weighted, blended P/E and EV/EBITDA multiple build. With
the recent pullback in the stock, we believe shares are heavily discounting the fair
assessment of current risks. On 2009E EV/EBITDA (75% weighted), Macy’sis
trading at a multiple of 6.0x, a 20.0% discount to its historical average of 7.5x. On
P/E, the valuation is expensive trading at 19.8x our forward earnings forecast,
however, we believe EV/EBITDA is abetter metric provided the af orementioned
significant cash flow generation by the company. In our price target build, we layer
in assumptions to include a best, base, and worst case scenario for the stock — trading
multiples vary by scenario and are determined based on historical trading ranges and
peer valuations. For M, our base case scenario (50%) is based on an absolute P/E of
10.0x and EV/EBITDA multiple of 6.5x. Our best case scenario (30%) is based on
an absolute P/E of 12.0x and EV/EBITDA multiple of 9.0x. Conversely, our worst
case scenario (20%) is based on a P/E of 8.0x and an EV/EBITDA multiple of 4.0x.

Potential downside risksto our rating and price target include: (1) salestrends
continue to decelerate beyond our current assumptions due to either a pro-longed
consumer downturn or lost market share, making our estimates too aggressive; (2)
on the margin front, our EBIT assumptions could be negatively impacted by more-
than-expected markdowns, a more intense promotional environment, and further de-
leverage from negative same-store-sales growth; and (3) if Macy's EBITDA
continues to deteriorate, the company's bank line of credit covenants could be
triggered.

Company Description

Macy’s, with corporate officesin Cincinnati and New Y ork City, operates over 840
department stores under the Macy’s and Bloomingdal €' s banners as of February 24,
2009. Macy’'s has ahistory of significant mergers, most recently, the acquisition of
May Company (487 stores) in August 2005 for roughly $17 billion. In September
2006, the company renamed over ten regional store bannersto Macy’s, including
Marshall Field's, Famous Barr, Filene's, Foley’s, Kaufmann's, and Robinson-May.

In 2007, the company reported revenues totaling $26.3 billion. The company’s
merchandise mix in 2007 was 36% accessories, intimate apparel, shoes, and
cosmetics, 27% women's apparel, 22% men’s & children’s, and 15% home and
miscellaneous.
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Macy's Inc.: Summary of Financials

Income Statement - Annual FYO8A  FYO9E FY10E Income Statement - Quarterly 1Q09E 2Q09E  3Q09E  4Q09E

Revenues 24,892 22997 22,205 Revenues - -

COGS 15,009 13,905 13,367 COGS - -

Gross profit 9,883 9,091 8,837  Gross profit - -

SG&A 8,458 8,278 7,955 SG&A - -

Operating income 1,027 413 883  Operating income - -

EBITDA 2,703 2,064 2,158 EBITDA - -

Interest, net 560 530 480 Interest, net - -

Other Income - - - Other Income - -

Pretax income 467 (117) 403  Pretax income - -

Income taxes 173 (44) 151  Income taxes - -

Tax rate 37.0% 38.0% 37.5% Taxrate

Net income - reported (GAAP) 294 (72) 252 Netincome - reported (GAAP) - -

Diluted shares outstanding 421 420 420  Diluted shares outstanding - -

EPS - operating 1.29 0.42 0.60 EPS - operating - -

EPS - reported (GAAP) 070  (0.17) 0.60 EPS - reported (GAAP) - -

Balance Sheet and Cash Flow Data FYOBA FYO9E FYI10E Ratio Analysis FYO08A FYO9E  FY10E

Cash and cash equivalents 1,306 318 980  Sales growth (5.4%) (7.6%)  (3.4%)

Accounts receivable 439 506 406  Same store sales growth (4.4%) (7.0%)  (3.0%)

Current assets 6,740 5,445 5,867 EBITDA growth (20.2%)  (23.6%) 4.5%
EBIT growth 4.1% 1.8% 4.0%

PP&E 10,442 9,641 8,866

Goodwill 9,125 9,125 9,125 EPS growth - operating (39.7%)  (67.6%)  43.5%

Total assets 27,527 25,338 24,946  Gross margin 39.7% 39.5% 39.8%
EBIT margin 5.7% 3.5% 4.0%

Short-term Debt 966 226 650 EBITDA margin 10.9% 9.0% 9.7%

Current liabilities 5,128 4,385 4,683

Long-term Debt 8,733 8,523 7,873 Inventory growth (5.8%) (7.5%)  (3.0%)

Total liabilities 17,798 16,545 16,068

Shareholders' equity 9,729 8,998 9,165 Debt/EBITDA 3.6 4.2 3.9

D&A 1,278 1,251 1,275

Change in working capital 397 632 499  Enterprise value / Revenues - -

Cash flow from operations 1,969 1,235 2,026 Enterprise value / EBITDA - -

Capex (900) (450) (500) PI/E 10.6 NM 124

Free cash flow 1318 502 1,526

Free cash flow / share 2.61 0.99 343

Dividends 0.52 0.20 0.20

Source: Company reports and J.P. Morgan estimates.
Note: $ in millions (except per-share data). Fiscal year ends Jan
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Analyst Certification:

The research analyst(s) denoted by an “AC” on the cover of this report certifies (or, where multiple research analysts are primarily
responsible for this report, the research analyst denoted by an “AC” on the cover or within the document individually certifies, with
respect to each security or issuer that the research analyst coversin this research) that: (1) all of the views expressed in this report
accurately reflect his or her personal views about any and all of the subject securities or issuers; and (2) no part of any of the research
analyst’s compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed by the
research analyst(s) in this report.

Important Disclosures

e | SE option specialist: An affiliate of JPMSI is associated with a specialist or market maker that makes a market in the options of
Macy's Inc., and therefore such specialist may have a position (long or short) in the options of the issuer and may be on the opposite
side of public ordersin such options.

e Lead or Co-manager: JPMSI or its affiliates acted as lead or co-manager in a public offering of equity and/or debt securities for
Macy's Inc. within the past 12 months.

e Client of the Firm: Macy'sInc. is or wasin the past 12 months a client of JPMSI; during the past 12 months, JPMSI provided to the
company investment banking services, non-investment banking securities-related service and non-securities-related services.

e Investment Banking (past 12 months): JPMSI or its affiliates received in the past 12 months compensation for investment banking
services from Macy's Inc..

e Investment Banking (next 3 months): JPMSI or its affiliates expect to receive, or intend to seek, compensation for investment
banking services in the next three months from Macy's Inc..

e Non-Investment Banking Compensation: JPMSI has received compensation in the past 12 months for products or services other
than investment banking from Macy's Inc.. An affiliate of JPM S| has received compensation in the past 12 months for products or
services other than investment banking from Macy's Inc..
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Source: Reuters and J.P. Morgan; price data adjusted for stock splits and dividends.

Break in coverage Oct 10, 2005 - Jan 22, 2007. This chart shows J.P. Morgan's continuing coverage of this stock; the
current analyst may or may not have covered it over the entire period.

J.P. Morgan ratings: OW = Overweight, N = Neutral, UW = Underweight.

Explanation of Equity Research Ratings and Analyst(s) Coverage Univer se:

J.P. Morgan uses the following rating system: Overweight [Over the next six to twelve months, we expect this stock will outperform the
average tota return of the stocks in the analyst’s (or the analyst’ steam'’s) coverage universe.] Neutral [Over the next six to twelve
months, we expect this stock will perform in line with the average total return of the stocksin the analyst’s (or the analyst’s team’s)
coverage universe] Underweight [Over the next six to twelve months, we expect this stock will underperform the average total return of
the stocksin the analyst’s (or the analyst’ s team’s) coverage universe.] The analyst or analyst’s team’s coverage universe is the sector
and/or country shown on the cover of each publication. See below for the specific stocksin the certifying analyst(s) coverage universe.

Coverage Universe: Charles Grom, CFA, CPA: BJsWholesale Club (BJ), Big Lots, Inc. (BIG), Costco Wholesale
Corporation (COST), Dollar Tree Stores, Inc. (DLTR), Family Dollar Stores, Inc. (FDO), JCPenney Corporation (JCP),
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Kohl's Corporation (KSS), Kroger Co. (KR), Macy's Inc. (M), Nordstrom, Inc. (JWN), Ruddick Corporation (RDK),
Safeway (SWY), Saks, Inc. (SKS), SuperValu, Inc. (SVU), Target Corporation (TGT), Wal-Mart Stores, Inc. (WMT),
Whole Foods (WFMI)

J.P. Morgan Equity Research Ratings Distribution, as of December 31, 2008
Overweight Neutral  Underweight

(buy) (hold) (sell)

JPM Global Equity Research Coverage 38% 44% 18%
IB clients* 54% 52% 43%
JPMSI Equity Research Coverage 37% 49% 14%
IB clients* 76% 71% 62%

* Percentage of investment banking clientsin each rating category.
For purposes only of NASD/NY SE ratings distribution rules, our Overweight rating falls into a buy rating category; our Neutral rating fallsinto a hold
rating category; and our Underweight rating fallsinto a sell rating category.

Valuation and Risks: Please see the most recent company-specific research report for an analysis of valuation methodology and risks on
any securities recommended herein. Research is available at http://www.morganmarkets.com , or you can contact the analyst named on
the front of this note or your J.P. Morgan representative.

Analysts Compensation: The equity research analysts responsible for the preparation of this report receive compensation based upon
various factors, including the quality and accuracy of research, client feedback, competitive factors, and overall firm revenues, which
include revenues from, among other business units, Institutional Equities and Investment Banking.

Other Disclosures

J.P. Morgan isthe global brand name for J.P. Morgan Securities Inc. (JPMSI) and its non-US affiliates worldwide.

Optionsrelated research: If the information contained herein regards options related research, such information is available only to persons who
have received the proper option risk disclosure documents. For a copy of the Option Clearing Corporation’s Characteristics and Risks of
Standardized Options, please contact your J.P. Morgan Representative or visit the OCC’s website at

http://www.optionscl earing.com/publications/ri sks/ri skstoc.pdf.
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