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1. In the eye of the storm:
Capital markets bolster bank capacity

Much has already been written about the causes and consequences of the current financial
crisis, how it could have been avoided, and what regulators can or should do to prevent
further damage to the financial system and economy. In this report, we focus on one aspect
of the crisis: the dramatic erosion in bank capital and conservation of bank liquidity that
are causing unexpected but severe consequences on the availability and management of
corporate liquidity. Though U.S. firms rely less on bank liquidity than firms in other coun-
tries, bank lines still constitute a significant portion of the liquidity of U.S. firms. While bank
deals that are correctly structured and priced are still executed successfully, the bank mar-
ket is undoubtedly smaller and more expensive than it used to be. How should senior execu-
tives respond to an environment in which bank liquidity is more expensive and more
constrained? Our analysis suggests that executives should seek out capital-market solutions
to shore up part of the vanished bank-provided liquidity.

The “subprime crisis” continues to surprise us: When it started about a year ago, we
emphasized that the subprime crisis was about a sudden repricing of risk.! Indeed, by all
accounts, risk had been priced at historically low levels up to the spring of 2007, leading
to increased risk-taking and leverage levels in various sectors of the economy. During the
beginning of the crisis in the summer of 2007, it was fair to state that risk pricing, meas-
ured by financial metrics such as credit spreads or stock volatility, was normalizing to its
historical average, albeit at a quicker pace than anybody expected. After a period of calm
and return to normalcy last October/November, the crisis continued to surprise us, with
some measures of risk reaching levels we would never have been able to predict based
on prior years’ data. This crisis has reminded us that looking at history is not sufficient to
anticipate possible downside shocks.

Shrinking bank-market capacity: Compared to prior recent crises, the subprime

crisis has had a more pronounced impact on bank balance sheets. Large write-offs, only
partially offset by capital raises, are structurally eroding bank balance sheets and putting
significant pressure on the availability of bank-provided liquidity. We estimate that in
excess of $2.0 trillion of bank balance-sheet capacity could be lost by the end of this
crisis. The anticipation of such a sizeable bank balance-sheet contraction is leading many
decision-makers to encourage their Boards to take precautionary measures and to
consider alternative sources of liquidity.

Capital-market alternatives replacing reduced bank-provided liquidity: Because of its
ready availability and historically attractive pricing, most U.S. (@and non-U.S.) firms have re-
lied on undrawn bank facilities as a primary source of liquidity. We believe that bank-pro-
vided liquidity will continue to play a major role in supporting corporate liquidity. In today’s
environment, however, financial executives should consider alternatives to replace or
augment bank credit:

= Cash is king: Financial decision-makers are increasingly emphasizing balance-sheet cash
as the source of liquidity they can rely on most (to make up for lost bank-provided liquidity).

= Capital markets: A corollary of the focus on balance-sheet cash is that firms are
accessing the capital markets via bonds, convertible bonds, or equity to bolster
balance-sheet liquidity or reduce refinancing risk.

! “Unprecedented repricing of risk”, August 2007, JPMorgan Capital Structure and Advisory Solutions
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surprised us. The crisis has severely eroded bank
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market. This new form of bank line pricing
facilitates bank risk management and hence
reduces price and/or increases the capacity.

balance sheets and reduced bank-market capacity
at a time when many firms need more liquidity

because of strained capital markets and weakening

Lower distributions: A final corollary of the
focus on balance-sheet cash is that firms may
distribute less cash to shareholders or shift
toward more flexible alternatives like buy-
backs relative to dividends.

economic conditions. Leading firms are now seek-
ing ways to expand bank-based sources of liquidity

or find alternative sources of liquidity.

2. Extreme conditions persist
in credit markets

Financial markets have experienced three severe crises over the last 10 years: the 1998
Long-Term Capital Management (LTCM) fallout, the crisis surrounding the 9/11 events

and large accounting scandals and bankruptcies in 2001-2002, and today’s 2007-2008
subprime-induced dislocation. Though it is impossible to use one single metric to quantify
the magnitude and impact of a crisis, most market commentators argue that the current
one has been longer and is more severe than most of the other recent crises we have
experienced. In this section, we highlight two aspects of the unusual nature of the sub-
prime crisis: (1) credit-market strains are lasting longer and behaving differently than in
previous crises, and (2) many credit parameters have reached 10-year highs since the
crisis began and are still at unusually high levels.

A prolonged crisis: While there are many different ways to assess the impact and length
of the current financial crisis relative to the two earlier crises in the past 10 years, we use
one example, the borrowing cost of AA firms, to illustrate the contrast in Figure 1. Before
the LTCM fallout, AA spreads were below 40 bps and peaked at over 80 bps just three
months later. Before the 9/11 crisis, spreads were already close to 80 bps and then peaked
at over 100bps soon thereafter, concurrent with the Enron bankruptcy. They then declined
somewhat over the next six months, but then again reached the 100 bps range when the
WorldCom fiasco erupted in the spring of 2002. With the subprime crisis, the spreads
started below 60 bps in the summer of 2007 and peaked approximately nine months later,
in March 2008, at 186 bps. Today, a year after the crisis started, the AA spreads are

still significantly above the average historical AA levels, and also significantly higher than
during the first six months of the crisis.

Figure 1

Credit markets continue to be stressed
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Extreme credit market conditions continue: A crisis implies shocks and unexpected
events. Since August 2007, this crisis has resulted in extreme values in different segments
of the credit markets. For example:

(1) AA bond spreads at peak levels: The risk premium or spread a AA borrower needs
to pay in excess of the 10-year treasury rate reached 186 bps in March 2008, the
highest level over the past 10 years, during which the spread has averaged between
45 and 80 bps. This spread is still over 140 bps currently, significantly over this
historical range.

(2) Municipal bond spreads at peak levels: The risk premium or spread a municipal
borrower needs to pay in excess of the 10-year treasury rate reached 93 bps in March
2008, the highest level over the last 10 years. Typically, the municipal spread has
been between -120 and -70 bps (a negative spread to treasury because of the tax
advantage, i.e., the fact that interest payments on municipal bonds are not subject to
federal and issuer-locality state/city taxes). This spread is still at -20 bps, significantly
above its normal range.

(3) TED spreads at peak levels: The difference between the three-month LIBOR rate
and the three-month treasury rate, a measure of the incremental cost banks need
to pay for short-term borrowing relative to the treasury, reached 248 bps in August
2007, the highest level over the past 10 years. Historically, the TED spread has
been between 20 and 50 bps. This spread is still around 110 bps, well in excess of
its normal range.

(4) Mortgage-backed bond spreads at peak levels: An index of the spread of yields
on high-grade mortgage-backed securities (MBS) to the corresponding treasury
reached a high of 321 bps in March 2008, while its normal range has been 105 to 180
bps. This spread is still at 245 bps; also well in excess of its historical range, consistent
with lingering concern about the credit quality of mortgage-backed securities.

(5) Insurance against U.S. Treasury default at peak levels: The risk premiums or
credit spreads of most credit markets are estimated relative to a treasury rate of a
corresponding maturity. The treasury rates are the rates at which the U.S. treasury
can borrow and they have long been considered the benchmarks for global “risk-free”
borrowing/lending, based on an assumption that the U.S. government would not
default. The most surprising recent phenomenon in credit markets is the existence of
a market to insure against U.S. government default, and the rising cost of this default
insurance. In Figure 2 below we show how
EXECUTIVE TAKEAWAYS the cost of insuring against the potential
default of the U.S. government has increased
from 1to 2 bps to 14 to 16 bps recently.
credit markets have still not returned to normalcy. Today’s levels are at an all-time high (for
Many credit metrics are still well beyond their typi- the short time period for which data are
available), again highlighting the continuing
severity of the current crisis. More intrigu-
ingly, the rising cost of default insurance
tions continue to affect capital markets and bank challenges the conventional wisdom that
selence s, treasury borrowings are risk free and should
therefore be used to represent the risk-free
asset in most finance applications.

One year after the beginning of the subprime crisis,

cal historical ranges, and even beyond where they

were the first six months of the crisis. These condi-
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Figure 2

Credit Default Swap prices for U.S. treasury rates at peak levels
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3. Eroding bank balance sheets — tighter bank lending

Steep declines in bank market values:

A distinguishing characteristic of the current crisis is its profound impact on the financial
sector in general and on the bank sector in particular. Figure 3 highlights how the market
equity values of financial firms have dropped by over 50% since last summer, whereas
regional U.S. banks have lost over 65% of their value to their current trough. By compari-
son, financial stocks dropped by only 20% to 30% at the trough of the LTCM and 9/11
crises. Financial stocks last suffered such deep losses during the Latin America loan crisis
and the S&L crisis of the 1980s and early "90s.

Figure 3
Current crisis particularly hurtful for financial institutions
SSFINL (broad financial index) S5BANKX (large regional bank index)
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Source: Bloomberg.
Note: The beginning of the crises are assumed to begin on the following dates: LTCM: Aug '98;
9/11 & corporate scandals: Aug '01; Subprime: July '07

Declining market values suggest that equity market investors are obviously concerned
about current and future profitability, the potential downside of various on- and off-balance
sheet exposures, and their inability to predict the extent of future defaults in various
segments of the credit markets—including residential and commercial mortgages, credit
card and other consumer loans, and corporate loans.
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The significant losses on complex mortgage securities, leveraged loans, auction-rate securi-
ties—together with traditional credit-cycle losses—have reduced the availability of bank-pro-
vided liquidity. Banks can offset these losses by raising new capital, and they have raised $350
billion of new equity or equity-like capital over the last year. The steep declines in market
values since these capital raises, and the significant losses incurred by the initial providers of
capital, have, however, reduced investor appetite for new bank capital raises. This wariness
has made raising further capital both more expensive and more difficult. Simultaneously, the
crisis may also prompt banks to target higher capital ratios, which would further reduce the
availability of bank-provided liquidity. How sizable is the likely bank balance-sheet reduction?

Estimating the erosion in bank balance sheets: There is no perfect way to estimate how
much bank balance sheets will shrink as a result of the significant capital losses already
incurred. We use a simple approach to estimate the potential impact of existing write-offs
on bank balance-sheet capacity, which we present in Figure 4. Our simplified approach is:

(Initial bank balance sheet)+[(-write-offs + capital raised) *leverage] = (Final bank balance sheet)

We estimate lost capacity using the banks’ typical current leverage levels, but believe that
the experience of the current crisis may lead banks to prioritize preservation of capital
over generating higher returns. The experience may also lead rating agencies or regulators
to maintain a more conservative approach to capital requirements. Therefore, we also
estimate how much balance sheets could contract at a higher target Tier 1 ratio (e.g., from
8.4% to 9%). We apply this method to both the 10 largest U.S. banks (with $148 billion of
total write-offs) and to a larger sample of global financial institutions, including brokerage
firms and large global banks. Our estimates vary widely depending on the assumptions,
the approach, and the sample: from a $360 billion reduction in bank capacity for the 10
largest U.S. banks based on constant leverage, to $2 trillion for global financials at constant
leverage, to a staggering number of over $6 trillion if a more conservative leverage ratio is
applied for global financials. These are rough estimates that weigh all assets similarly and
do not reflect potential additional write-offs as well as additional capital raises. The main
takeaway remains, however, that bank capacity is likely to shrink significantly and that
prudent financial policy requires that executives consider all possible alternatives.

Figure 4
Write-downs causing severely diminished bank capacity

U.S. banks - reduction in asset base ($ billions) Global financials? - reduction in asset base ($ billions)

Capacity
further

Asset  Impact of Impactof Asset Impact of Asset base Asset  Impact of Impactof Asset Impact of Asset base

base  $148bn raising  base delivering  at 9% base  $510bn raising  base delivering  at 9%

write-down $117bn (current) at9%  capratio write-down $350bn (current) at9%  capratio
capital capital

Source: Bloomberg; J.P. Morgan

! Consists of the 10 largest U.S. banks by assets; assumes current core capital ratio of 8.1% for selected firms

2 Consists of the 70 largest global financial firms by announced write-downs; assumes current core capital ratio
of 8.1% for selected firms

A recent survey by the Federal Reserve confirms the severe impact of the crisis on bank
lending practices. As shown in Figure 5, more than half of polled loan officers responded

that they have tightened their loan standards, increased the cost of credit lines, and raised
the premiums charged for riskier loans. None of the respondents indicated that any of the

loan standards, covenant requirements, or maturities were eased.
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Figure 5

Loan officer survey suggests tightening loan standards

Results for large and midsized firms Tightened somewhat Eased somewhat
or considerably (%) or considerably (%)
Standards 58 0
Maximum size of credit lines 38 0
Maximum maturity of loan and credit lines 35 0
Cost of credit lines 73 0
Premiums charged on riskier loans 77 0
Loan covenants 48 0

Source: July 2008 Senior Loan Officer Opinion Survey on Bank Lending Practices, Federal Reserve Bank

Interestingly, when prompted to explain why their lending standards are tightening, loan
officers principally listed deteriorating economic conditions and worsening industry-specific
problems. Over 80% of the respondents with tighter standards also suggested that their
bank now has a reduced tolerance for risk. This result is consistent with our assumption
that banks may consider de-levering their shrinking balance sheets, which would further
reduce credit supplied by banks as we showed in Figure 4. Surprisingly, only a quarter of
the respondents suggested that the bank’s deteriorating capital and liquidity position was
the culprit.

While U.S. firms have traditionally been more capital-market-oriented than firms in other
countries where capital markets (especially fixed-income markets) have been less devel-
oped, they have still relied significantly on bank
facilities to back up their commercial paper or
hedging programs and for other liquidity
needs. For example, the bank-line component

EXECUTIVE TAKEAWAY

This crisis has been particularly severe for finan-

of total liquidity (measured as [bank line]/[bank
line + cash and marketable securities]) for large,
global, consumer companies is about 80%. So,
unless these firms had excess liquidity before

cial institutions. Rising write-offs, limited capital

raises, and de-levering or de-risking of the balance

sheet are leading to material declines in bank

capacity available for credit facilities, creating a

(which could be true for some of the best-capital-

ized firms), decision-makers at most firms need vicious cycle that has significantly affected some

to proactively consider how to adapt their finan- firms’ financial flexibility.
cial policy to this new bank-capital environment.

4. Cash is king

Generally, firms incorporate balance-sheet cash and marketable securities as well as un-
drawn bank facilities (@and sometimes readily marketable inventories) in their liquidity
measure. But there is still significant variation in how firms look at liquidity. Some firms
weigh cash and undrawn bank lines equally, and consider the aggregate as their total
liquidity. Other firms attach more weight to cash and marketable securities, estimating
that they can almost always count on this form of liquidity. Bank liquidity may, on the
other hand, not be available in some circumstances—when it is really needed. To estimate
aggregate liquidity, firms also adjust for taxes due on offshore cash if repatriated, and

for the portion of balance-sheet cash that is not available for unexpected liquidity
requirements because it needs to remain untouched for operational reasons. Some firms,
however, consider cash to be more vulnerable than bank lines because cash can attract
the attention of shareholder activists or directors eager to increase shareholder payouts.
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To the extent that firms had excess liquidity prior to the crisis, the reduction in available
bank liquidity should not have an immediate impact on their cash balances. On the other
hand, firms with tighter liquidity conditions may substitute cash for bank lines.

Figure 6

Cash is again reaching peak levels
Cash as % of assets (S&P 500" index)
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Source: Bloomberg
! Excludes oil & gas, utilities, and financial companies in S&P 500

In Figure 6 we show that S&P 500 firms in-
EXECUTIVE TAKEAWAY creased their cash-to-assets ratio from 6.5-7%
Some firms are substituting liquidity from undrawn during the late 1990s to about 10% in 2002-
when firms were still concerned about liquidity
coming out of the 2001-2002 recession, but
started to generate substantial profits. As a
result of a more favorable tax environment
for distributions and the American Jobs Creation Act, which led many firms to repatriate
and use trapped cash, the cash buildup declined post-2003. Since the beginning of the
crisis last summer, the cash position has gradually increased again. While S&P 500 firms
have significant balance sheet liquidity, the fact that much of it is trapped off-shore is still
leading firms to raise incremental liquidity domestically.

credit lines with balance-sheet liquidity (cash and

marketable securities).

5. Accessing the capital markets (early)

Firms that are concerned about bank liquidity, refinancing of existing debt, and their own
cash-flow generation have been raising incremental capital through debt, convertibles, and
equity issuances. The data in Figure 7 show that firms have raised record amounts of capi-
tal since March of 2008 (a very rocky month, as we showed in Figure 2). Reasons for the re-
cent record capital raise are manifold—a combination of (1) pent-up demand from
February and March, (2) firms raising capital ahead of their needs, fearing the return of the
difficult market conditions they just experienced, (3) firms terming out CP in response to
uncertainty around the availability of bank backstop facilities and (4) firms issuing equity
and especially equity-linked capital even in the toughest of these months. In March,
equity-linked capital as a percentage of total capital raised was 37%, compared to 21% for
March 2007 and 25% for all of 2007.

The choice of issuance market depends on a combination of factors including:

= Market access: Which market will provide the amount of capital needed?

= Pricing: What market, structure, or maturities attract greater investor appetite, leading
to more advantageous pricing?
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= Capital structure and ratings: If credit-
rating targets are critical from a business
perspective and are under pressure, firms In an effort to increase balance-sheet liquidity and re-
will seek equity, equity-linked, or fixed-income
instruments that provide some degree of
equity credit.

EXECUTIVE TAKEAWAY

duce refinancing risk or reliance on bank liquidity,
firms are increasingly tapping the capital markets

ahead of scheduled maturities and expected capital

Tax shields: Debt payments are tax-deductible

and equity payments are not tax-deductible expenditures. But the expectation of significant capi-
« Cash-flow preservation: Equity-linked issues tal raises in the next couple of months, reduced in-

(straight convertibles) often are associated vestor risk appetite, and painful losses on many

with lower cash coupons, helping firms to recent capital raises are, unfortunately, also curtailing

preserve much-needed cash flow. {15 s 6f Baidisy

Control and signaling: Many firms delay

issuing equity, even if it is optimal from a

capital-structure perspective, in order to preserve control or to avoid negative signaling
or short-term pricing pressure typically associated with equity issues.

Figure 7

Firms raising massive amounts of liquidity in April and May

U.S. investment grade bond, equity and equity-linked issuance ($ billions)
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6. A structural shift in bank lending: Market Based Pricing

Bank facilities have traditionally been priced at a fixed nominal rate over LIBOR. Often there
was some variation in the spread based on the borrower’s credit ratings or leverage metric.
For example, a bank syndicate would have entered a bank line (revolver) agreement with

a BBB borrower, allowing this firm to draw up to a specified amount on the bank line over
the next five years. For this option, the borrower would, hypothetically, pay 10 bps on the
undrawn portion of the bank line and 75 bps over LIBOR on the drawn portion. Further,
the drawn spread may have increased to 100 bps if the firm were downgraded by one
notch and to 125 bps if it were downgraded by two notches or more.

Today, as a result of contracting balance sheets and a quest for risk-adjusted returns to
bank capital, the bank market is embracing a new pricing paradigm, called Market Based
Pricing (MBP). The new approach more closely links pricing on bank lines to the broader
credit market and has been employed by highly visible “household” names. MBP creates a
pricing structure for credit facilities in which the spread over LIBOR on the drawn portion is
based on the credit default swap (CDS) spread of the borrower. CDS can be defined as an
agreement in which one party (the buyer of protection) pays an annual spread to another
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crisis with a new pricing paradigm. With market

based pricing (MBP), the traditionally “fixed”
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party (the seller of protection) who commits
to protecting the buyer’s principal against a

The bank market has responded to the credit default event by the issuer underlying the CDS.

The CDS spread that MBP relies on is typically
for senior unsecured debt of the borrower for
a maturity corresponding with the bank line’s

spread over LIBOR is now, instead, tied to a firm’s maturity. If the borrower does not have a
credit default swap (CDS) spread. quoted CDS spread, then a price adjustment

mechanism using a percentage of the CDS for
an index may be employed.

Benefits for the borrower:
= Increases capacity and liquidity
= Potential price benefit if CDS spreads tighten

= Structure may have a cap/floor on drawn pricing to reduce the impact of surging CDS in a
deteriorating credit situation that would eliminate the “liquidity” aspect of the bank line

Benefits for the lender:
= Mitigates pricing risk and is a hedge up to a certain level
= Keeps loan valuation closer to par

= Establishes a closer connection between bank and capital markets

Figure 8

lllustrative comparison of traditional and MBP pricing on single-name CDS

“Traditional” pricing “Market Based” Pricing
Corporate Rating BBB+ BBB+
Size Up to $250mm Up to $250mm
Purpose General Corporate General Corporate
Tenor 364-day 364-day
Pricing:
Undrawn (bps) 10bps 10bps or 20% of current 1-yr CDS
Fully drawn (bps) L +150bps L +1-yr CDS
Cap/Floor on drawn spread NA 200bps/100bps
Fees to market Deal and Issuer specific

Source: J.P. Morgan

7. Dividends and buybacks as a source of liquidity

In the spring of 2003, the U.S. Congress reduced the rate of personal taxes on qualifying
dividends and capital gains to 15%. This lower tax rate on distributions, together with
significant corporate profits on the heels of a growing global economy and the possibility
to repatriate trapped cash following the American Jobs Creation Act, led many firms to
increase distributions in the form of common dividends, buybacks, and special dividends
after 2003. From Q1 2003 to Q4 2007, dividends increased by $18 billion (or 68%) and
buybacks by $80 hillion (or almost 500%) for the 260 dividend-paying firms that have
been constituents of the S&P 500 over the last 10 years. While many observers expected
dividends to become more important following the 2003 tax reductions, Figure 9 shows
that, in fact, buybacks constituted the bulk of the increase in distributions.
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U.S. investors expect steady or rising common dividends (variable dividends are still
relatively uncommon in the U.S.), and hence dividends offer less downside flexibility than
buybacks. As a result, we anticipate that the bank liquidity crisis will lead to the following
trends in cash distributions:

(1) Firms will first reduce or eliminate their buyback programs to preserve liquidity
(this reduction in buyback activity was visible in the first quarter of 2008, though
the buyback level was still higher than all but three quarters (all in 2007) over the
last 10 years).

(2) Firms that have very constrained capital and liquidity positions will cut dividends (this
trend is prevalent in the financial sector today).

(3) Firms that have decent liquidity positions, but are concerned about the next 12 months’
cash-flow generation and liquidity, will shift some of the distribution growth from
dividends to buybacks.

We note that (i) distribution decisions are rather sticky, so the impact of the liquidity

crisis is happening with a lag, and (i) maintaining distribution flexibility may also be a good
decision in light of the potential increase in dividend and capital gains tax rates following
this year’s presidential election.

Figure 9

Slowing shareholder distributions

Share repurchase and dividends of current S&P 500 constituents over the past 10 years!
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Source: Bloomberg, J.P. Morgan
L Excludes current S&P 500 members that were not in existence or did not pay a dividend in 1998
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Reducing distributions in general (first buybacks and

then dividends), or substituting dividend growth with

incremental repurchases, is another effective way to

generate internal liquidity and/or flexibility when

bank and external capital markets are constrained.





