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JCPenney Corporation

Preparing for Class, Pensionomics Preview

On Thursday (6/18), JCPenney will host its highly anticipated Pensionomics class in
NY C to fully address the pension accounting matter that has served as an overhang to
the company’s stock over the past 12 months. We expect the class to include
presentations from its financial team (CFO, Treasurer, and Chief Accountant) as well
as outside accounting firms. Key topics of discussion will likely include (1) an
accounting comparison between JCP & others; (2) a summary of 2008 and 2009 YTD
pension plan performance; (3) summary of Penney’s $340 million stock contribution
to its pension plan; (4) update of the company’s funded status (which appears very
solid); and (5) 2010E expense/EPS sensitivity to the portfolio’s return. We also believe
JCPenney will raise its FY09 EPS view from $0.50-0.65 to $0.54-$0.69 — the delta
representing the accretion JCP generated by the aforementioned stock plan
contribution in mid-May, which came after Penney had set guidance. Enclosed you
will find details on each of these items to help prepare you for the upcoming class.

e Lesson #1: So, why isthisonly a headache for JCPenney? SFAS 87's smoothing
mechanisms on pension accounting was an effort to reduce the impacts of asset
return and interest rate volatility on the pension cost that flows through financia
statements. Although well intended, the multitude of "smoothing options' and
variability in accepted input assumptions has resulted in an inconsistent standard of
pension accounting across companies. For example, while most companies have
chosen to amortize the difference between their expected and actual return over five
years (the maximum permitted period), JCPenney instead uses a less aggressive
accounting approach and captures the fair value of plan assets. As a result, in the
JCP model, when actual and expected returns vary substantialy (as they did in
2008), the market-related value of plan assets can diverge substantially from the fair
value of plan assets -- taking a disproportionate toll on the income statement relative
to companies adopting more aggressive accounting (smoothing) methods. More
detail on smoothing mechanisms can be found on page 3.
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o Lesson #2: How we got here. Provided the shortfall of 2008 pension plan results to
expectations (down 30.3% in 2008 compared to a projected return of +8.9%), pension
expense increased substantially as two items occurred: (1) projected rate of return for
FY 09 decreased and (2) the amortization of actuarial loss increased. Recall, of the 4
main components that drive the pension expense calculation (service costs, interest
costs, projected return on assets, and amortization of actuarial loss), the former two are
based on LT pension modeling assumptions with minimal impact by market returns,
whereas the latter two have a direct/high correlation with market performance.

o Lesson #3: Review of current guidance on model impact of pension plan. In 2007
and 2008, respectively, JCPenney recognized roughly $97.0 million and $133.0 million
of pension income (via contraaSG&A) benefiting from higher-than-expected returns.
Conversely, in FY09 we calculate that the company's 2009 qualified pension expense
will be $302 million following a ~$20 million reduction (per 5/18 transaction, details
within) from JCP's original guidance for a $322 million expense. Therefore, 2Q09,
3Q09, and 4Q09 will have a qualified pension expense of roughly $73.5 million, $74.5
million, and $74.5 million, respectively, which compares to 1Q09 expense of $81
million. This year's expense reflects $277 million of amortized actuarial losses with the
$25 million balance a net of the remaining 3 components that drive the pension plan
income/expense calculation. In total, the impact is a $0.83 non-cash hit to EPS and adds
171 bps to SG&A expense (as a % of sales). In addition, JCP expects to incur $41
million of expenses related to its supplementa pension plan, athough thisis relatively
in line with prior year amounts ($43 million in 2008).

e Lesson #4: Funded Status Has Been Addressed - Current Surplus. Despite
sustaining the significant one-year return loss on the portfolio, the company's funded
status on the primary plan stood at 92.6% at year-end, down substantially from the
154.4% funding status held at 10/31/07. However, despite the deficiency in its funded
status, the company was not required to make a cash contribution to its pension plan
this year, provided it remained above the minimum funding requirements of 80% set
forth by ERISA. JCP did anyway, announcing a voluntary stock contribution worth
$340 million (13.4 million shares) to its pension plan and augmented the company's
funded ratio to ~104%. As a comparison, our coverage group (ex. JCP) had a funded
status of ~78% at year-end. By our estimates, the transaction will be accretive to FY 09
earnings by roughly $0.035. Since JCPenney did not update either its 2Q09 or FY 09
EPS guidance of ($0.25)-($0.15) and $0.50-$0.65, respectively, when this transaction
was announced, we believe it's plausible for the company to raise its guidance for both
periods on Thursday.

o Lesson #5: Looking at future sensitivity. Recall the company’s pension expense will
be recurring (likely for several years; potentially 7) because of the amortization feature
required under SFAS 87. Specifically, pension will be a drag on EPS in FY 10 (unless
JCP's pension assets rise > 33%, which is unlikely) — the magnitude of which is
dependant on the performance of plan assets that are allocated as follows: equity (65-
75%), fixed income (15-25%), rea estate (5-15%), and cash/other (0-5%). We are
currently modeling FY10 pension expense of $299 million, which implies an
assumption of a roughly flat return on the portfolio's assets, which could prove
conservative provided the SPX (since 1/31/09) and JCP stock (since pricing) are up
145% and 14.8%, respectively, representing nearly 70% of the portfolio
combined. On sensitivity, we estimate every percentage point of return (plus or minus)
trandates into roughly $9 million of pension expense, 5 bps of SG&A, and $0.02 of
EPS — see sengitivity table outlined herein.
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Accounting Class Preparation

To better prepare for pensionomics class, we have provided a review of accounting
pronouncements and definitions. Below you will find (1) an edited excerpt of the
description of the FAS No. 87 smoothing method of pension accounting and (2) the
definitions of the four main components of net pension (income) expense. Both are
from a document authored by J.P. Morgan's Accounting & Valuation analyst Dane Mott
and histeam in September 2004 titled - Accounting Issues Pension Tension: Relapse
or Recovery? For acopy of the complete note, please send arequest to our team
or Dane Mott, and we will be happy to send it to you.

When the FASB drafted FAS No. 87 in the late 1970s and early 1980s, it studied
how actuaries compute pension liabilities and funded status. The FASB was
attempting to create a standard that, like actuarial methods, would recognize changes
in assumptions and expectations over along period consistent with the lengthy
durations of pension obligations. Thisresulted in the FASB including many
smoothing mechanismsin FAS No. 87.

FAS No. 87’ s smoothing mechanisms were intended to dampen the impacts of asset
return and interest rate volatility on the pension cost that flows through financial
statements. |f anything has been learned from the performance of defined benefit
pension plans, it is that under the smoothing mechanisms of FAS No. 87 the amount
of pension cost that ends up being recorded is arbitrary and devoid of any substantive
meaning. Aswill be discussed later, the broader implication of this reality is that
impacts of pensions distort income statements and balance sheets [as JCPenney
learned the hard way over the past 6-9 months].

Digging deeper, SFAS No. 87 does not have one smoothing mechanism, but rather a
system of complicated smoothing mechanisms that are neither easily understood nor
transparent. . . . the difference between the funded status and balance sheet asset
(liability) is. . . separated into several buckets. The buckets are unrecognized
actuarial (gain) loss, net, unrecognized prior service (benefit) cost, and unrecognized
transition (asset) liability . . .

... To understand how complicated and arbitrary the smoothing mechanisms are,
consider the treatment for unrecognized actuarial (gains) losses. Under FAS No. 87,
unrecognized net actuarial (gains) losses may be recognized in earnings using severa
different methods. First, acompany could elect to recognize the net deferred (gain)
loss in earnings entirely in the period following its creation. Alternatively, a company
could elect to amortize the net deferred (gain) loss on a systematic and rational basis;
say straight-line over the employees’ remaining service life. Thethird aternativeis
to amortize the net deferred (gain) loss into earnings using the “corridor” method.
Under the corridor method, the excess of the net deferred (gain) loss over the greater
of 10% of the PBO or the market-related value plan assets is amortized into pension
cost. The maximum amortization period is the remaining service life of employees.

Before the corridor method can be applied to actuarial 1osses, the market-related
value of plan assets must first be computed. Under FAS No. 87, companies calculate
the expected return on plan assets component of net periodic pension income/(cost)
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based on the market-related value of plan assets. The standard defines market-
related value of plan assets as either “the fair market value or a calculated value that
recognizes changesin fair value in a systematic and rational manner over not more
than five years.” Based on the disclosures we have seen, we believe most companies
have chosen to amortize the difference between their expected and actual return over
five years, the maximum permitted period.

Any difference between expected returns and actual returns creates either an actuarial
gain or loss that will be amortized into the market-related value of plan assets over
the smoothing period. After the market-related value of plan assetsis computed, itis
used in the computation of the amount of the company’ s unrecognized actuaria gain
(loss) that isto be amortized into pension cost over a maximum period of the
expected remaining service life of employees.

Table 1: Definitions of Four Main Components of Net Periodic Benefit (Income) Cost

Service cost Service cost is the cost (present value) of the retirement benefits earned by the employees working during the current year. It
represents wages that will be paid to them after they retire in return for their current services. As such, itis a form of deferred
compensation and creates a liability to the employees. However, it is by necessity an estimate. The “true” amount depends on
future events such as how long employees remain with the company and how long they live after retirement. The service cost
component is a portion of the projected benefit obligation. Therefore, it is unaffected by the funded status of the plan.

Interest cost Interest cost is the interest on the benefit obligation resulting from the deferred payment of the retirement benefits previously
earned. Inour view, this is really interest expense on debt owed to employees. It is calculated by multiplying the benefit
obligation by the discount rate. Clearly, an increase in the benefit obligation will drive interest costs higher if discount rates
remain constant. However, since the benefit obligation is a present value, it increases in value when discount rates drop.
Therefore, the impact that a change in the projected benefit obligation can have on interest cost and earnings is complicated by
the mathematics of present values.

Expected return on plan assets The expected return on plan assets is a surrogate for the actual return on the assets in the fund. It is calculated by multiplying an
expected long-term rate times a market-related value of plan assets. The market-related value can be calculated in a variety of
ways. Itis either the fair value of the assets in the portfolio or a calculated value that recognizes the change in fair value in a
systematic and rational manner over no more than five years, e.g., a moving average. The objective of using an expected rate of
return and a market-related value is to reduce the volatility of net pension cost. Rising plan assets will drive the market-related
value higher and, in turn, drive up the expected return on plan assets but not as quickly as the actual market value. The reverse
is true in declining markets. Using a market related value will smooth out the effects of a falling market.

Amortization of actuarial (gain) loss, net Amortization of unrecognized net gains decrease pension cost (increase pension income), while amortization of unrecognized
net losses increase pension cost. The unrecognized net gains and losses are a consequence of 1) the FASB's decision to defer
recognition of the actual return on the pension plan portfolio above or below the expected return and 2) changes in the benefit
obligation as a result of changes in the various assumptions (discount rate, turnover, mortality, etc.) that are used to estimate it.

Source: J.P. Morgan. Bear Sterns, Accounting Issues Pension Tension: Relapse or Recovery?

Funded Status — One of the Better Plans

While aready one of the better funded plansin our coverage group before the
company’ s recent stock transaction (see below), the contribution augmented the
company's funded ratio to roughly 104% from approximately 92.6% at the end of
year. Notably, the funded status was down substantially from the 154.4% level held at
10/31/07. Despite the deficiency in its funded status at year-end, the company was not
required to make a cash contribution to its pension plan this year, provided it remained
above the minimum funding requirements of 80% set forth by ERISA.
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Broadlines & Food Retail Coverage Group Snapshot
JCP wastied with RDK for the best funded status within our coverage group at year-
end at 92.6%. On average, our coverage group had afunded status of 77.9%

(excluding JCP) at year-end.

Table 2: Broadlines & Food Retail Pension Snapshot At FY08 YE

JPMorgan

Retailer PBO FV Funded Status $ Funded Status %
Macy’s $2,444.0 $1,438.0 ($1,006.0) 58.8%
Saks Fifth Ave. $148.7 $95.3 ($53.4) 64.1%
Kroger $2,266.0 $1,513.0 ($753.0) 66.8%
Safeway $2,009.0 $1,512.7 ($496.3) 75.3%
Big Lots $48.5 $42.3 ($6.3) 87.1%
SuperValu $1,940.0 $1,700.0 ($240.0) 87.6%
Target $1,948.0 $1,771.0 ($177.0) 90.9%
JCPenney $3,725.0 $3,450.0 ($275.0) 92.6%
Ruddick $228.7 $211.9 ($16.9) 92.6%
| Group Average 77.9% |

Source: Company reports.

U.S. Snapshot

In arecent (June 8, 2009) note titled Accounting I ssues: J.P. Morgan Pension Risk
Ratios and the Mysterious Mechanics of Pension Yield Curves, Accounting &
Vauation analyst Dane Mott looked at auniverse of companies starting with the
Russell 3000 and expanding to include other companies screened in the FactSet U.S.
universe using Compustat and Bloomberg as of May 19, 2009 and added any public
companies disclosing pension obligations regardless of whether they were qualified
or non-qualified pension plans. In total, the universe includes 3,204 companies
(1,447 of these companies have defined benefit pension plans).

According to Dane Mott’s analysis, if al of these plans were aggregated into asingle
plan, it would have $1.338 trillion in plan assets, a projected benefit obligation of
$1.730 trillion, and therefore a 23% underfunded status of $393 billion (the 23%
underfunded status is comparable to the 22% underfunded status of the S& P 500
companies at year end). Between 1998 and 2008, these companies have injected
$465 billion into their pensionsin the form of contributions ($361 billion of those
contributions have come since the beginning of 2002). In terms of funded status of
the 1,447 companies, the average under-funded status was minus 32% versus the

minus 22.1% in our coverage group, as outlined in the table above.

Recent Stock Contribution to Plan

On May 18th, JCPenney announced a voluntary stock contribution worth $340
million (13.4 million shares) to its pension plan. While already one of the better
funded plansin our coverage group before the news (as outlined above), the
contribution augmented the company's funded ratio to roughly 104.0% from
approximately 92.6% at year-end. The company cited 2 drivers for the transaction
(2) confidence in its business/prospects for future growth and (2) a commitment to
effectively/efficiently deliver the highest quality benefit programs to its associates.

Turning to our model, as outlined in greater detail below, the impact should be three-
fold: (1) lower qualified pension expense in 2Q09-4Q09 of ~$20.0 million, (2) $131
million in cash tax benefits, and (3) ahigher FD share count; the combination of



Charles Grom, CFA, CPA North America Equity Research o
(1-212) 622-6527 16 June 2009 J.PMor ban

charles.grom@jpmorgan.com

which should be modestly accretive to EPS — say roughly $0.035 per sharein
FYO9E.

Lower Pension Expensein 2009E . . . JCP' s stock contribution to its pension plan
will be accretive by (1) increasing the pension plan’s asset size, which (2) inherently
increases the projected return on the assets, which (3) lowers the qualified pension
expense impacting the P& L this year (and beyond). Recall that pension expense is
the sum of service cost, interest cost, and actuarial |osses/gains subtracted by the
projected return on the assets (JCP assumes arate of return of +8.4%). We calculate
that the company's 2009 qualified pension expense will be reduced by ~$20 million
to $302 million for the year down from JCP's original guidance for a $322 million
expense. Therefore, we estimate 2Q09, 3Q09, and 4Q09 will have aqualified
pension expense of roughly $73.5 million, $74.5 million, and $74.5 million,
respectively, which compares to 1Q09 expense of $81 million. We estimate each
guarter benefits by roughly $0.02, totaling to $0.06 of accretion from the
contribution.

... Plus Cash Tax Benefits. . . The $340 million contribution was fully tax-
deductible and at a~38.6% rate, taxes should be reduced by $131 million this year.
Thisincrease in operating cash flow will be utilized to repurchase and restructure
debt on the open market leading to interest savings in 4Q09 and FY 10 of roughly a
penny and $0.03, respectively.

... With Some Drag from Higher Share Count. The aforementioned lower
expense should be partially offset by the dilution from 13.4 million newly issued
shares, which raises JCP' s fully diluted share count to ~236.4 million from 223
million previously. We estimate the additional shares dilute this year's earnings by
~$0.035.

All-in, we estimate JCP’ stransaction will be accr etive to FY 09 ear nings by
roughly $0.035. Since JCPenney did not update either its 2Q09 or FY 09 EPS
guidance of ($0.25)-($0.15) and $0.50-$0.65, respectively, when this transaction was
announced, we believe it's plausible for the company to raise its guidance for both
periods.

A Look Ahead — 2010 & Beyond

Looking ahead, it is highly likely that JCPenney will incur pension expense for the
2nd consecutive year in FY 10 versus the pension credit the company enjoyed in both
FYO7 and FY08. Infact, JCP could incur pension expense for a number of yearsto
come, depending on market conditions. Below we outline assumptions needed to
model JCP s pension expense going forward as well as the results of our sensitivity
analysis on FY 10 pension expense.

Step #1: Modeling Assumptions Altered for 2010
JCP's 10-K filing with the SEC provided insight into the modeling assumptions

needed to estimate JCPenney’ s FY 10 pension expense. Importantly, we point out 5
items:
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e Discount Rate: the company’s discount rate was increased to 6.95% from
6.54% previoudly, having a net effect of decreasing pension liabilities (decreases
service cost and increases interest cost, albeit at alesser degree);

e Salary Scale: the salary scale assumption was reduced to 0% in 2009, reflecting
frozen salaries, a2.4% increase in 2010. Looking beyond next year, the
company expects to return to its long-term salary progression rate of 4.7%. The
changes to this year’ s salary assumption helps the company’s PBO.

e Projected Rate of Return: asaresult of 2008 negative returns and lowered
expected future returns the projected rate of return was reduced to 8.4% from
8.9%, which increases the pension expense;

e Accumulated Unrecognized L oss: the accumulated unrecognized loss balance
at 1/31/09 was $2.3 hillion, of which $277 million was amortized, netting into a
~$2.0 billion carry forward into 2009;

o Assat Allocation: the asset allocation is more/less similar to past years although
range-bound, with equities expected to be between 65%-75%, fixed income
between 15-25%, real estate between 5%-15%, and cash between 0%-5%. As a
point of reference, assets on 1/31/09 were 64% in equities, 22% in fixed income,
and 14% in real estate —which suggest a modestly more aggressive investment
strategy in 2009, in our opinion. Importantly, within the equity portion of the
asset alocation is now JCPenney’ s company stock equating to roughly 9% of
total assets.

Step #2: FY10 Sensitivity Table

We have compiled a sensitivity table that helps gauge the magnitude of the expense
to beincurred in FY 10. Specifically, taking into account the company’ s revised
pension assumptions (as outlined above) and assuming each remains static going
forward, we estimate that if the pension assets returned +8.4%, in line with its
projected rate of return, JCP would still have roughly $222 million of pension
expense (solely the primary plan) in FY 10, or a$0.60 drag to EPS. That said, on the
positive side, this would compare favorably to FY 09E by ~$80 million or
approximately $0.23 per share.

We are currently modeling FY 10 pension expense of $299 million, which implies an
assumption of aroughly flat return on the portfolio's assets, which could prove
conservative provided the SPX (since 1/31/09) and JCP stock (since pricing) isup
14.5% and 14.8%, respectively, representing nearly 70% of the portfolio combined.
Asareminder, JCP stated on 5/19 that as of the previous day's market close, its 2010
pension expense would be roughly $270 million (implying areturn of roughly +3%
using our model). As outlined below, on sensitivity, every percentage point of return
(plus or minus) trangates into roughly $9 million of pension expense, 5 bps of
SG&A, and $0.02 of EPS.
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Table 3: FY10 Pension Expense Sensitivity Table

FY09 Plan Return -30% -25% -20% -15% -10% -5% 0% 5% 10% 15% 20% 25% 30%
FV of Assets 1/31/2010 2653 28425 3032 32215 3411 3600.5 3790 | 3979.5 4169 43585 4548 47375 4927
Projected Rate of Return \ 2229 238.8 254.7 270.6 286.5 3024 3184 3343 350.2 366.1 382.0 398.0 413.9
Actuarial Loss 449.2 422.2 395.1 368.0 340.9 3116 281.8 252.0 222.2 192.5 162.7 132.9 103.1
Pension Expense 561.7 518.7 475.7 432.7 389.7 3445 298.8 253.1 207.4 161.7 116.0 703 246
EPS per share impact $151 $140 $128 $1.16 $1.05 $0.93 | $0.80 | $0.68  $0.56  $0.44  $0.31  $0.19  $0.07
SG&A bps as % of sales 316 292 268 243 219 194 168 142 117 91 65 40 14
Accumulated Recognized Loss 3039.3 28769 27145 25521 2389.6 2229.5 | 2069.8 | 1910.1 1750.3 1590.6 14309 12712 11114

Source: J.P. Morgan estimates. Note: J.P. Morgan currently assuming a flat market return, which implies pension expense of $298.8 million or an $0.80 drag to EPS in FY10E
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Investment Thesis & Ratings Summary

JCPenney: Valuation, Risksto the Rating, and Price Target Analysis

We rate JCPenney Neutral, and our $28.00 December 2009 price target is predicated
on a50/50 weighted, blended P/E and EV/EBITDA multiple build. Importantly, we
do not view our FY 09 EPS estimate of $0.89 as “normalized earnings’ given the
material hit JCP will incur asits marks to market its pension assetg/liabilities, which
at the end of the day is somewhat uncontrollable by the company. Asaresult, we
believe a proper valuation approach to JCPenney isto “neutralize” this pension
swing and account for both EBITDA and EPS on an adjusted basis. To thisend,
shares of JCPenney are currently trading at 16.4x our 2009E pro-forma EPS of
$1.72, well aboveits historical low-double-digit multiple average. In addition, it is
currently trading at a5.3x TTM EV/EBITDA multiple. 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 JCP, our base case scenario (50%) is based on an
absolute P/E of 12.5x and EV/EBITDA multiple of 6.5x. Our best case scenario
(25%) is based on an absolute P/E of 15.0x and EV/EBITDA multiple of 8.5x.
Conversely, our worst case scenario (25%) is based on a P/E of 10.0x and an
EV/EBITDA multiple of 4.5x.

Downside risks to our rating and price target include: (1) potential setbacksin the
company's store opening and productivity plans, (2) poor launch execution or
customer reluctance to purchase new private label/exclusive brands, (3) future
challenges from today’ s uncertain macro backdrop, and (4) negative ramifications
from a more promotional competitor at Macy’s and/or Kohl’s. Upside risks to our
rating and price target include: (1) favorable YOY sell through of American Living
and other private label/exclusive brands, (2) further retail consolidation, (3) positive
margin benefits from a reduced promotional environment, (4) additional cost savings
from better sourcing, and (5) the macro picture improving more than expected.
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JCPenney Corporation: Summary of Financials

JPMorgan

Income Statement - Annual FYOBA  FYO9E FY10E Income Statement - Quarterly 1Q09A 2Q09E 3Q09E  4Q09E
Revenues 18,486 17,629 17,782 Revenues 3,884 3,930 4,193 5,623
COGS 11571 10,903 10,954 COGS 2,310 2,444 2,539 3,610
Gross profit 6,915 6,726 6,828 Gross profit 1,574 1,485 1,654 2,013
SG&A 5805 6,168 6,161 SG&A 1,474 1,466 1,530 1,698
Operating income 1,135 582 692 Operating income 106 25 129 321
EBITDA 1,604 1,069 742 EBITDA 106 25 129 321
Interest, net 225 256 247 Interest, net 63 66 65 62
Other Income - - - Other Income - - - -
Pretax income 910 326 445  Pretax income 43 (41) 64 259
Income taxes 343 121 163  Income taxes 18 (15) 24 95
Tax rate 37.7% 37.1%  365% Taxrate 41.9% 37.0% 36.5%  36.5%
Net income - reported (GAAP) 572 205 283  Netincome - reported (GAAP) 25 (26) 41 165
Diluted shares outstanding 223 229 236 Diluted shares outstanding 223 223 236 236
EPS - operating 2.54 0.89 1.20 EPS - operating 0.11 0.12) 0.17 0.70
EPS - reported (GAAP) 2.57 0.89 1.20 EPS - reported (GAAP) 0.11 (0.12) 0.17 0.70
Balance Sheet and Cash Flow Data FYOBA  FYO9E FY10E Ratio Analysis FY08A FYO9E FY10E
Cash and cash equivalents 2,352 2,262 1,530 Sales growth (6.9%) (4.6%) 0.9%
Accounts receivable 352 336 339  Same store sales growth - - -
Current assets 6,220 5938 5273 EBITDA growth (30.7%)  (33.4%) (30.6%)

EBIT growth (39.9%)  (48.7%) 18.9%
PP&E 5367 5496 5329
Goodwill 0 0 0 EPS growth - operating (46.7%)  (64.9%) 34.3%
Total assets 12,011 11,839 11,010 Gross margin 37.4% 38.2% 38.4%

EBIT margin 6.1% 3.3% 3.9%
Short-term Debt 0 506 0 EBITDA margin 8.7% 6.1% 4.2%
Current liabilities 0 0 0
Long-term Debt 3,505 2,999 2,493  Inventory growth (10.5%) (5.0%)
Total liabilities 2,794 3208 2802
Shareholders' equity 4,155 4,147 4,217 Debt/EBITDA 2.2 3.3 3.4
D&A 469 487 495
Change in working capital 58 100 33 Enterprise value / Revenues 0.3 0.3 0.3
Cash flow from operations 1,132 739 820 Enterprise value / EBITDA 34 5.2
Capex (969) (616) (328) PI/E 11.0 316 235
Free cash flow 130 477 782
Free cash flow / share 0.58 2.08 331
Dividends 0.80 0.80 0.80

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 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
JCPenney Corporation within the past 12 months.

e Client of the Firm: JCPenney Corporation is or was in the past 12 months a client of JPMSI; during the past 12 months, JPM Sl
provided to the company investment banking services 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 JCPenney Corporation.

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 JCPenney Corporation.

e Non-Investment Banking Compensation: An affiliate of JIPM S| has received compensation in the past 12 months for products or
services other than investment banking from JCPenney Corporation.

JCPenney Corporation (JCP) Price Chart

Date Rating Share Price Price Target
135 (%) (%)
29-Sep-06 N 69.28 -
18-Jan-07 OW 79.61 104.00
108 13-Sep-07 OW 6271
N $21 N $19 06-Mar-08 N 48.11 -
Price(s) 817 31-Oct-08 N 21.49 21.00
17-Nov-08 N 16.72 15.00
54— 05-Feb-09 UW 15.42 10.00
27-Mar-09 N 20.15 19.00
274 | 13-Apr-09 N 26.52 23.00
08-May-09 N 30.07 28.00
0 ) ) ) ) ) ) ) ) ) ) ) )

Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun
06 06 06 o7 o7 o7 07 08 08 08 08 09 09

Source: Reuters and J.P. Morgan; price data adjusted for stock splits and dividends.

Break in coverage Oct 10, 2005 - Sep 29, 2006. 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 total 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 stocks in the certifying analyst(s) coverage universe.

Coverage Universe: Charles Grom, CFA, CPA: BJsWholesale Club (BJ), Big Lots, Inc. (BIG), Costco Wholesale
Corporation (COST), Dallar Tree, Inc. (DLTR), Family Dollar Stores, Inc. (FDO), JCPenney Corporation (JCP), Kohl's
Corporation (KSS), Kroger Co. (KR), Macy's Inc. (M), Nordstrom, Inc. (JWN), Ruddick Corporation (RDK), Safeway
(SWY), Saks, Inc. (SKS), SuperVau, Inc. (SVU), Target Corporation (TGT), Wal-Mart Stores, Inc. (WMT), Whole Foods
(WFMI)
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J.P. Morgan Equity Research Ratings Distribution, as of March 31, 2009
Overweight Neutral  Underweight

(buy) (hold) (sell)

JPM Global Equity Research Coverage 35% 46% 19%
IB clients* 54% 54% 42%
JPMSI Equity Research Coverage 35% 51% 14%
IB clients* 75% 73% 57%

*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.

L egal Entities Disclosures

U.S.: PM S| isamember of NY SE, FINRA and SIPC. J.P. Morgan Futures Inc. isamember of the NFA. JPMorgan Chase Bank, N.A. isa
member of FDIC and is authorized and regulated in the UK by the Financial Services Authority. U.K.: J.P. Morgan Securities Ltd. (JPMSL) isa
member of the London Stock Exchange and is authorised and regulated by the Financial Services Authority. Registered in England & Wales No.
2711006. Registered Office 125 London Wall, London EC2Y 5AJ. South Africa: J.P. Morgan Equities Limited is a member of the Johannesburg
Securities Exchange and is regulated by the FSB. Hong Kong: J.P. Morgan Securities (Asia Pacific) Limited (CE number AAJ321) isregulated
by the Hong Kong Monetary Authority and the Securities and Futures Commission in Hong Kong. Korea: J.P. Morgan Securities (Far East) Ltd,
Seoul branch, is regulated by the Korea Financial Supervisory Service. Australia: J.P. Morgan Australia Limited (ABN 52 002 888 011/AFS
Licence No: 238188) is regulated by ASIC and J.P. Morgan Securities Australia Limited (ABN 61 003 245 234/AFS Licence No: 238066) isa
Market Participant with the ASX and regulated by ASIC. Taiwan: J.P.Morgan Securities (Taiwan) Limited is a participant of the Taiwan Stock
Exchange (company-type) and regulated by the Taiwan Securities and Futures Bureau. India: J.P. Morgan India Private Limited is a member of
the National Stock Exchange of India Limited and Bombay Stock Exchange Limited and is regulated by the Securities and Exchange Board of
India. Thailand: JPMorgan Securities (Thailand) Limited is amember of the Stock Exchange of Thailand and is regulated by the Ministry of
Finance and the Securities and Exchange Commission. I ndonesia: PT J.P. Morgan Securities Indonesiais a member of the Indonesia Stock
Exchange and is regulated by the BAPEPAM. Philippines: J.P. Morgan Securities Philippines Inc. is a member of the Philippine Stock Exchange
and is regulated by the Securities and Exchange Commission. Brazil: Banco J.P. Morgan S.A. is regulated by the Comissao de Valores
Mobiliarios (CVM) and by the Central Bank of Brazil. Mexico: J.P. Morgan Casade Bolsa, S.A. de C.V., J.P. Morgan Grupo Financieroisa
member of the Mexican Stock Exchange and authorized to act as a broker dealer by the National Banking and Securities Exchange Commission.
Singapore: Thismaterial isissued and distributed in Singapore by J.P. Morgan Securities Singapore Private Limited (JPMSS) [MICA (P)
132/021/2009 and Co. Reg. No.: 199405335R] which is a member of the Singapore Exchange Securities Trading Limited and is regulated by the
Monetary Authority of Singapore (MAS) and/or JPMorgan Chase Bank, N.A., Singapore branch (JPMCB Singapore) which is regulated by the
MAS. Malaysia: Thismateria isissued and distributed in Maaysia by JPMorgan Securities (Malaysia) Sdn Bhd (18146-X) whichisa
Participating Organization of Bursa Malaysia Berhad and a holder of Capital Markets Services License issued by the Securities Commission in
Malaysia. Pakistan: J. P. Morgan Pakistan Broking (Pvt.) Ltd isamember of the Karachi Stock Exchange and regulated by the Securities and
Exchange Commission of Pakistan. Saudi Arabia: J.P. Morgan Saudi ArabiaLtd. is authorised by the Capital Market Authority of the Kingdom
of Saudi Arabia(CMA) to carry out dealing as an agent, arranging, advising and custody, with respect to securities business under licence number
35-07079 and its registered address is at 8th Floor, Al-Faisaliyah Tower, King Fahad Road, P.O. Box 51907, Riyadh 11553, Kingdom of Saudi
Arabia

Country and Region Specific Disclosures

U.K. and European Economic Area (EEA): Unless specified to the contrary, issued and approved for distribution in the U.K. and the EEA by
JPMSL. Investment research issued by JPMSL has been prepared in accordance with JPM SL's policies for managing conflicts of interest arising
asaresult of publication and distribution of investment research. Many European regulators require that afirm to establish, implement and
maintain such apolicy. This report has been issued in the U.K. only to persons of akind described in Article 19 (5), 38, 47 and 49 of the Financial
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Services and Markets Act 2000 (Financial Promotion) Order 2005 (all such persons being referred to as "relevant persons'). This document must
not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this document relatesis only
available to relevant persons and will be engaged in only with relevant persons. In other EEA countries, the report has been issued to persons
regarded as professional investors (or equivalent) in their home jurisdiction. Australia: This material isissued and distributed by JPMSAL in
Australiato “wholesale clients” only. JPMSAL does not issue or distribute this material to “retail clients.” The recipient of this material must not
distribute it to any third party or outside Australia without the prior written consent of JPMSAL. For the purposes of this paragraph the terms
“wholesale client” and “retail client” have the meanings given to them in section 761G of the Corporations Act 2001. Germany: This material is
distributed in Germany by J.P. Morgan Securities Ltd., Frankfurt Branch and J.P.Morgan Chase Bank, N.A., Frankfurt Branch which are
regulated by the Bundesanstalt fir Finanzdienstleistungsaufsicht. Hong Kong: The 1% ownership disclosure as of the previous month end
satisfies the requirements under Paragraph 16.5(a) of the Hong Kong Code of Conduct for persons licensed by or registered with the Securities
and Futures Commission. (For research published within the first ten days of the month, the disclosure may be based on the month end data from
two months' prior.) J.P. Morgan Broking (Hong Kong) Limited is the liquidity provider for derivative warrants issued by J.P. Morgan
International Derivatives Ltd and listed on The Stock Exchange of Hong Kong Limited. An updated list can be found on HKEx website:
http://lwww.hkex.com.hk/prod/dw/L p.htm. Japan: Thereisarisk that aloss may occur due to a change in the price of the sharesin the case of
share trading, and that aloss may occur due to the exchange rate in the case of foreign share trading. In the case of share trading, JPMorgan
Securities Japan Co., Ltd., will be receiving a brokerage fee and consumption tax (shouhizei) calculated by multiplying the executed price by the
commission rate which was individually agreed between JPMorgan Securities Japan Co., Ltd., and the customer in advance. Financial Instruments
Firms: JPMorgan Securities Japan Co., Ltd., Kanto Local Finance Bureau (kinsho) No. 82 Participating Association / Japan Securities Dealers
Association, The Financial Futures Association of Japan. Korea: Thisreport may have been edited or contributed to from time to time by
affiliates of J.P. Morgan Securities (Far East) Ltd, Seoul branch. Singapore: JPMSS and/or its affiliates may have a holding in any of the
securities discussed in this report; for securities where the holding is 1% or greater, the specific holding is disclosed in the Important Disclosures
section above. India: For private circulation only, not for sale. Pakistan: For private circulation only, not for sale. New Zealand: This
material isissued and distributed by JPMSAL in New Zealand only to persons whose principa business is the investment of money or who, in the
course of and for the purposes of their business, habitually invest money. JPMSAL does not issue or distribute this material to members of "the
public" as determined in accordance with section 3 of the Securities Act 1978. The recipient of this material must not distribute it to any third
party or outside New Zealand without the prior written consent of JPMSAL.

General: Additional information is available upon request. Information has been obtained from sources believed to be reliable but JPMorgan
Chase & Co. or its affiliates and/or subsidiaries (collectively J.P. Morgan) do not warrant its completeness or accuracy except with respect to any
disclosures relative to JPM S| and/or its affiliates and the analyst’ s involvement with the issuer that is the subject of the research. All pricing is as
of the close of market for the securities discussed, unless otherwise stated. Opinions and estimates constitute our judgment as of the date of this
material and are subject to change without notice. Past performance is not indicative of future results. This material is not intended as an offer or
solicitation for the purchase or sale of any financial instrument. The opinions and recommendations herein do not take into account individual
client circumstances, objectives, or needs and are not intended as recommendations of particular securities, financial instruments or strategiesto
particular clients. The recipient of this report must make its own independent decisions regarding any securities or financial instruments
mentioned herein. JPM S| distributes in the U.S. research published by non-U.S. affiliates and accepts responsibility for its contents. Periodic
updates may be provided on companies/industries based on company specific developments or announcements, market conditions or any other
publicly available information. Clients should contact analysts and execute transactions through a J.P. Morgan subsidiary or affiliate in their home
jurisdiction unless governing law permits otherwise.

“Other Disclosures’ last revised January 30, 2009.

Copyright 2009 JPMorgan Chase & Co. All rightsreserved. Thisreport or any portion hereof may not be reprinted, sold or
redistributed without the written consent of J.P. Morgan.
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