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INCREASING RETAIL SALES LIKELY TO DRIVE REBOUND IN REVOLVING CREDIT

Much has been made of households deleveraging in this phase of the cycle. In consumer credit, households in
the aggregate have concentrated on reducing their revolving credit, which is down substantially since 2008,
rather than non-revolving credit. With the economy recovering, however, several factors point to a turnaround
in revolving credit, particularly the sustained increase in retail sales. A turnaround would be positive for banks
generally, as it would indicate increasing demand for credit from households and an improving environment
for the second half of 2010.

Even after a substantial reduction, revolving credit is still declining. Since peaking in September 2008, U.S.
revolving consumer credit has declined 12.6%, or $123 billion, to $853 billion in March 2010 (See Exhibit 1).
By contrast, non-revolving credit is down only $5 billion to $1,598 billion in March 2010, and has been
increasing since its low in this cycle of $1,581 billion in November 2009 (See Exhibit 2). For DBRS,
consumers focused reduction of revolving credit appears rational, given that this debt tends to be both the
highest cost and the most adjustable form of consumer borrowing. The sharp reduction also reflects the
reduced availability of revolving credit, especially for weaker borrowers due to tighter underwriting standards,
banks’ capital concerns, and constraints on credit card fees that have impacted the economics of revolving
credit.

One positive sign of a turnaround in revolving credit is the slowing pace of the decline. The monthly reduction
has slowed from a peak of $14 billion in November 2009 to only $3 billion in March 2010. While households
are still paying down their balances, another positive sign is that spending with cards appears to be on an
upturn. Most large issuers experienced an increase in purchase volumes year-on-year in 1Q10. Driving the
volume growth was a combination of increasing transaction volumes and growing average transaction size.
Higher transaction size could well lead to consumers carrying higher balances, as well as to more consumers
carrying balances rather than paying off every month. Increased spending likely reflects the improving
employment situation and strengthening consumer confidence. The Conference Board Index of consumer
sentiment shows a rebound to 57.9 in April 2010, compared to 40.4 a year ago. Retail sales are also on an
upward trend.

From our perspective, an important indicator that a turnaround may be close is the divergence between the
upward trend in retail sales and the still falling revolving credit. On a trend basis, revolving credit has largely
been aligned with retail sales that include food services, but exclude motor vehicle sales (retail sales ex. MV).
Using 2000 as the base, this measure of retail sales increased with the growth in the economy to a peak of
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156% in July 2008, before sliding to a low of 139% in December 2008 (See Exhibit 1). Since this low, /nsight beyond the rating.
this measure has been generally increasing, as the U.S. economy recovers strength. Following a similar

expansion, revolving credit peaked at 159% in September 2008, indicating that consumer credit did not

expand significantly differently from retail sales. Showing a similar decline, the index for revolving credit also

declined to 139%, but it hit this low in March 2010. If retail sales ex. MV continues their upward trend, we

expect that revolving credit will also return to positive growth.

Another perspective on this relationship highlights the likelihood of a rebound. Over the past decade, the ratio
of revolving credit to monthly retail sales ex MV has remained largely within the range of 3.0 to 3.4 times.
Reflecting the various negative factors in this downturn, however, this ratio has fallen from a high of 3.4x in
December 2008 to a low of only 2.8x in March 2010 Again, provided retail sales ex. MV continue to increase,
a rebound in revolving credit becomes more likely.

Exhibit 2: Consumer Installment Credit - Revolving and Non-revolving
Ratio of Revolving Credit to Retail Sales & Food Svcs ex Motor Vehidles ($ billions, 5.A.)
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The stability in non-revolving credit stands in sharp contrast to the decline in revolving credit (See Exhibit 2).
This segment of consumer borrowing is driven by motor vehicle lending and student loans, along with other
consumer installment borrowing based on other forms of collateral. Given the lower risk and lower rates on
this borrowing, it is perhaps not surprising that this form of lending has held up better in this cycle. An
additional driver may be that homeowners have less access to home equity loans that had provided a lower
cost alternative source of secured borrowing, when house prices were rising. More consumers may have had to
return to more traditional sources of secured borrowing to buy their cars, trucks and boats or pay for college.

The expansion phase of this cycle had been characterized by excessive growth in household indebtedness. It is
being followed by a reduction in household debt as households rebalance their finances. This reduction is most
apparent in revolving credit. We anticipate that a rebound in revolving credit will become more likely as long
as the economy continues to expand and the increasing trend in retail sales ex MV is sustained. By indicating
strengthening demand for credit from consumers, such a rebound would be positive for our outlook of banks
for 2010.

Reprint of May 24, 2010 DBRS U.S. Financial Institutions Weekly
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SLOWLY IMPROVING EMPLOYMENT SITUATION - GOOD FOR BANK CREDIT COSTS
Given the still elevated burden of credit costs at banks, the monthly employment numbers for May were
disappointing as the pace of net private job creation slowed sharply. Strengthening employment trends are
crucial to sustain the improvement in delinquency metrics at U.S. banks that was evident in 1Q10. Then,
declining credit costs are more likely as 2010 progresses. Fortunately, DBRS sees a variety of indicators as
continuing to show that the employment situation is improving, albeit slowly. Along with other signs of
economic recovery, this slow improvement should help the economy avoid a double dip back into recession, a
scenario that would have very adverse consequences for banks’ credit costs.

Delinquency rates for consumer lending at banks in 1Q10 showed improvement, especially for credit cards. The
delinquency rate for credit cards at the 100 largest U.S. banks was 5.81% in 1Q10, down from 6.37% in 4Q09
and 100 bps below its peak of 6.80% in 2Q09 (See Exhibit 1). For other consumer lending, the delinquency rate
at 3.63% was flat to 4Q09, but still down from a peak of 3.80 in 2Q09. With initial unemployment insurance
claims (IUCs) still trending down, DBRS anticipates that early delinquencies will continue to decline, even
though the unemployment rate remains very elevated. In May, the unemployment rate was still 9.7%, down
only marginally from its peak of 10.0% in 4Q09. Weekly IUCs averaged 464,000 in 1Q10 and are likely to
continue at that pace in 2Q10, but this is still down from 497,000 in 4Q09 and well below their peak of 616,000
in 2Q09.

Exhibit 1: Unemployment hsurance Initial Claims, Unemploy ment Bate, Consomer
Delinguency Rates - Credit Cards, Other Credit [Sessondly Ad justed)
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More positive is the growing positive gap of job hires over job separations, which increased to 240,000 in April
2010, the latest month for which data are available (See Exhibit 2). This is the third positive month, indicating
an important turnaround after 25 months of a negative gap, which peaked in January 2009 when separations
exceeded hires by 828,000.

One driver of this improvement is that fewer workers are getting laid off. Layoffs and job discontinuations are
down, running at only 1.6 million in April versus 1.9 million in December and a peak of 2.5 million in April
2009. One indicator of better sentiment among workers is that proportionately more workers are now quitting,
rather than getting laid off. The ratio of layoffs & discontinuations to separations is now 38% versus its peak of
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60% in early 2009 (See Exhibit 2). That suggests more workers expect to find a better job. In fact, [7sight beyond the rating.
voluntary separations have been increasing moderately in 2010, reaching 2.1 million in April. That increase is

slowing the decline in overall job separations, which were 3.7 million in April, down only marginally from 3.9

million in December.

Exhibit 2: Gap Between Job Separations and Hires; Ratio of Layoffs & Discharges to Separations
Private Sector Employment (5.A., Dec'00 to Mar'10)
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Showing strength in its recovery, the U.S. economy added 291,000 jobs in 1Q10. That is very close to the red
line quarterly pace of 300,000, which, based on prior cycles, indicates that the economy is on a self-sustaining
path (see Exhibit 3). The challenge, however, is that job hires are not yet growing enough to drive an
accelerated pace of monthly net employment growth. Hires were 3.9 million in April versus 3.7 million in
December, but this pace is not much different from the average 3.8 million monthly hires in 2009. The U.S.
economy is creating plenty of jobs, but not enough to generate a sustained net gain in employment. This
weakness appears to be more evident in 2Q10.

Exhibit 3: Quarterly Change in NonFarm Payroll Employment ("'000s) For Current and Prior Cycles
(2Q77-1Q87 Cycle; 2Q87-1Q97 Cycle; 2Q97-1Q07 Cycle; 2007-2Q10 Cyde )
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After a good month in April with net job creation of 218,000, the private sector added a disappointing /7s/ght beyond the rating.
41,000 jobs in May. This was the first monthly slowdown after the pace had increased in early 2010. The

slowdown was evident across sectors in the economy. One major swing from job gains to job losses was in

construction. In May, however, the federal government added 412,000 jobs primarily driven by 411,000

temporary census workers. Meanwhile, state and local government shed 22,000 jobs. While state and local

governments have been shedding jobs in 2010 on a net basis in response to fiscal constraints, the federal

government has been generally adding jobs. If the 411,000 temporary census jobs are included, the jobs added

in 2Q10 are likely to be about 762,000, a strong increase.

Even excluding the temporary census workers, the U.S. economy will have added 351,000 jobs in 2Q10, if the
private sector just adds another 41,000 jobs in June. While disappointing after a strong start in April, this
quarterly pace would still be above the red line pace that indicates a self-sustaining recovery. These national
level numbers also do not reflect the strength that is evident in some regions of the U.S. and in various sectors,
particularly manufacturing. That is still positive for bank credit costs in the rest of 2010.

Reprint of June 22, 2010 DBRS U.S. Financial Institutions Weekly
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EARNINGS MAY HAVE IMPROVED, BUT LOAN GROWTH REMAINS ELUSIVE Insight beyond the rating.
Banks are still finding it difficult to grow loans, despite the economic recovery. One inhibiting factor is that

banks remain cautious about extending credit. Another cause is that loan demand remains weak, as borrowers are

also being cautious in view of the uneven economic recovery. Strengthening loan growth is typically a positive

driver for bank earnings in a recovery. This cycle such growth has remained elusive. The Fed’s survey of senior

bank lending officers in April 2010 indicates that there is limited easing of still tight loan underwriting standards.

Also consistent with the prior quarter, loan demand remains weak across most types of lending. DBRS does not

anticipate a strong rebound in bank lending in the near term.

DBRS’s view is that loan growth will remain elusive over the near-term, but is likely to strengthen towards the
end of 2010, provided that macroeconomic conditions improve as the year progresses. The lack of loan growth
reflects both supply and demand issues. Banks’ appetite to lend is pressured by the unclear economic picture,
coupled with strained fundamentals at many banks. Meanwhile, stressed business conditions and weakness in
labor markets with high unemployment constrain business and household demand for credit.

This view is consistent with the April 2010 Federal Reserve Board of Governors Senior Loan Officer Opinion
Survey on Bank Lending Practices (the Survey). Covering 56 domestic banks and 23 U.S. branches and agencies
of foreign banks, the Survey, addresses changes in supply and demand for loans to businesses and households in
the previous three months. Here we focus on the domestic bank respondents in the Survey.

Overall, underwriting standards remain tight with the overwhelming majority of responding banks leaving their
standards unchanged from the prior quarter. But, there were more positive signs from 1Q10. In C&l lending to
large-medium firms, marginally more respondents eased credit standards in 1Q10 (7.1%) versus 4Q09 (5.5%)
(See Exhibit 1). This was the second quarter where the net percentage indicated easing. The “net” measure is the
difference between the percentage of respondents who tightened and the percentage who eased. This easing
continues a downward trend from January 2009, when a net 64.2% of respondents were tightening their credit
standards. This pattern of net easing in Q1 was also evident for the first time in Home Equity Lines and Other
Consumer Lending. While a positive development, stronger loan growth is unlikely until a much greater net
percentage of respondent banks ease their credit standards.

Exhibit 1: Net Percentage of Domestic Commercial Bank RespendentsTightening Credit Standards
by Quarter (Jan 2009 - Mar 2010)
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In commercial real estate lending, however, a net 12.5% of respondents were still tightening standards, even
though this net percentage remained on a downward trend from 79.2% in January 2009. This pattern was also
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evident in Prime Residential Mortgages, which is closer to a net easing. Only in credit cards was there an /75ight beyond the rating.
indication of a reversal of the trend, as more respondents were tightening in Q1 vs. 4Q09.

On the other side of the equation, demand for loans remains weak, but the trends point to slow improvement. For
1Q10, the majority of responses from lending officers reflected no change in demand. Nonetheless, the net
percentage of respondents reporting weaker demand for C&I loans, CRE, consumer loans and home equity lines
declined during the quarter (see Exhibit 2). For C&lI, a net 7.1% of respondents still indicated weaker demand in
1Q10, but this continued an improving trend that was down substantially from a net 60.4% of respondents
indicating weaker loan demand in 4Q08. Only Prime Residential Mortgages showed a reversal of demand, as a
net 13.2% of respondent indicated weakening demand; in 3Q09, 27.8% of respondent were showing
strengthening demand. This could reflect both the expiration of government programs and the decline in
mortgage refinancing.

Exhibit 2: Net Percentage of Domestic Commercial Bank Respondents Indicating Weaker Loan Demand
by Quarter {Jan 2009 - Mar 2010)
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Fortunately, bank earnings generally improved in 1Q10 even without loan growth, although many banks still
experience negative earnings, as credit costs remain elevated. The improvement in earnings mostly reflected
stabilizing credit costs. Indeed, lower provisions for loan loss reserves should be fairly typical for many
institutions going forward, unless the economic recovery falters. Besides lower credit costs, where else can banks
look to improve their bottom line? Many companies reduced their manageable expenses early on. Noninterest
revenues will likely remain pressured in the weak economy. Financial regulatory reform is likely to add new
costs. Sustained low interest rates are constraining net interest margins. Although margins widened recently,
most companies have jettisoned the bulk of their higher cost funding, and near term loan yield increases will
likely be incremental at best. As a result, growing spread income remains difficult with generally flat margins,
unless banks can grow their loan portfolios. Loan growth in 1Q10 likely reflected the implementation of FAS
166.
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Rating Implications Insight beyond the rating.
DBRS continues to assess banks ability to strengthen their earnings, including their ability to grow their loan

portfolios. Earnings growth is important for many banks to absorb still elevated credit costs and bolster their

capital. Banks that are better able to maintain or grow their loan portfolios will be better able to sustain their core

earnings. DBRS comments that Banks that exhibit declining earnings generation and steepening credit costs, may

be subject to negative ratings pressure.
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