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J.P. Morgan & Co.'s loin business s
shrinking — and the bank's executives
couldn’t be happler.

The bank has dropped to sixth this year
from third in 1998 and second in 1997 in the
ranking of the nation's lead banks in
syndicated lending. It has led just 81 deals
valued at 885 billion in the [irst three
quarters of 1399, down [rom M7 deals
valued at $165.5 billlon in the first three
quartérs of last year, according to Loan
Pricing Corp.

But while loan volume is down, profit-
ebillty is up, Thet's becduse a lot of the
syndicaled loans that J.P. Morgan made
in the past were, in effect, loss leaders—
cheap credit extended to borrowers in the
hope that the borrowers would give more
profitable business to the bank.

Now, J.P, Morgan s scrutinizing those
lengstanding relationshlps, first evalual:
ing how much revenue the client generates
from other business before extending
Inans. "“There were 2 number of examples
where the only thing we did with the
clients was lend them money, and that was
a loging proposition,” explains J.P. Mor
gan credit chief William Demchak. “'So
either we got out of that lending relation-

Hedging Its Risks

J.P. Morgan accounts for 48% of credit
derivatives held by U.5.-regulated banks.
Here ara the top credit derlvatives users
ameng U.S.-regulated banks, second
quarter 1899, in billions of dojlars
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ship” or began working with the client on
a range of products, he says.

J.P. Morgan's new approach to lending
is part of a broader credit makeover that
speaks volumes aboul the state ol the
global lending business. It shows how
banks are evolving out of their rraditional
role of being hol of debt, and helps
explain why companies' relative cost of
borrowing has risen sharply over the past
two years, In an eflort to boost earnings,
other banks are making- more efficient
use of capital, and even investment banks
are trying to curtzal] their lending capital,
too. Credit Suisse First Boston. for exam-
ple, cut its equity capital devoted to lend-
ing from $3.2 billion at the start of 1997 to
SE00 milllon now.

It was in the wake of the Asian and
Latin American financial crises of 1937 and
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J.P. Morgan Shrinks Its Loans and Likes It
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1938 that J.P. Morgan went back to the
drawing board on ils lending business.
Armed with & set of newly developed linan-
cial tools, the bank in the spring of 1998
tpok a hard lock at its §127 billion (exclud-
ing derivatives) credit portlolio. What it
found, says Mr, Demchak, was "relatively
shécking”: J.P. Morgan's lending portfolio
was far riskier then the bank had thought,
#ith dire implications for the bank’s prof-
tabllity.,

= That discovery led to an overhawl, cul-
mmipating 1n last week's announcement
that il had s)ashed 50% of the capital com-
mitted o its lending business, three
manths ahead of the end-ol-1993 target an-
qnpunced in May 1998, It did so by gelling off
big chunks of its loan holdings, by cutting
the amount of new credit it takes on
theough new loans and by using new types
of derivatives to unload credit risk,

The makeover has helped boost J.P.
Morgan's return on equity to 18.6% so far
this year, up from 13.4% in 1597 and 5.6%
|ast year, and within the 15% to 20% return
on equity that J.P, Morgan Chairman and
Chief Execulive Douglas A. '"Sandy"
Warner set as the firm's goal in May 1988,
‘The shift of capltal (rom lending will help
pay for the §3 billion stock-buyback pre-
gram the bank launched Jast week.

But as J.P. Morgan sel out to slash its
capital, the fifth-largest U.5. bank was
faced with a dilemma: how to cut Its hold-
ings of loans to its blue-chip client base
without lesing those clients in the process,
"“¥ou can ruin 8 30-year relationship in
ihree days, and that's not how we do
things,” says Kelley Millet, J.P. Morgan's
head of investment-grade-debl capital
markets,

45 with other Jarge banks, one of the
biggest and least profilable parts of JLP.
Morgan's credit portfollo has been backup
lines of credit [or investment-grade corpo-
rations. Most of those credit lines are
never drawn upan and generate scant prof-
its. The $600 billion in U.S. syndicated
iendinz to investment-grade companies in
1858 accounted for 65% of all syndicated
loans, but generated less than 20% of the
fees, according to PaineWebber.

The trouble is, it isn't easy taking away
something companies are used lo getling
Tar little or nothing. So how this pullback
will aflect J.P. Morgan's long-term rels-
tionship with clients remains to be seen,

When CVS Corp. took out 2 $§1 billion
‘syndicaled loan in 1997 in conjunction with
Its acquisition of Reveo D.S., J.P. Morgan

Snaﬁshnt: Leveraged Syndicated Loans

How Much Do Loans Cost?

Average naw-issue yields over benchmark® for loans rated below investment-grade

(BB/BB-) or “junk", in percentaga poinis
350 pme "

Lending Volume Bullds

Syndicated loans rated “junk” coming to market
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was the syndication agent. But when the
Woonsocket, R.[., drugstore chain took a
$530 million loan this June, J.P. Morgan no
longer played a majer role, though It was
in the l{st of participating banks, aceording
to Loan Pricing. “If someone is helpful to
us in one kind of service we will consider
them for another kind of service,” notes
Dave Rickard, chief financial officer of
CVS, while adding that the retailer is 'sat-
isfied" with the relationship.

1.P. Morgan's re-thinking of its lending
after the Asian and Latin American crises
ralied on new risk-measurement modals
where the concentration of risk in any one
company, industry or country is measured
across all of the bank's global lending ac-
tivities, and then hedged by buying or sell-
ing loans or derivatives.

Marsh & McLennan Posts 20% Rise
In 3rd-Quarter Net, Cites Revenue Gains

L]

Banks had long figured that they were
being forced to hold too much capitaj rela-
tive to the risks in their lending. Buttp J.P.
Morgan's surprise, the new models sfowed
that the real risk in its portfolio was [ar
higher than it had expected. It had thbught
its risk was about one-third of the §14.4 bil-
lion In capital it had in 1997, but instpad it
turned out to be about half its capital,

That Jed to J.P. Morgan's second device
for cutting its lending exposure: a massive
selloff of its riskier loans, many of them to
Asia and Latin America. From December
1347 through September this year. it gut its
lending, loan commitments and deriva-
tives exposure to Asla lexcluding Jappn) to
54.4 billlon from 510.4 billion. Over the
same period, it cut its credit to Latin Amer-
fca to 85 billion from §11.1 killon.

As the Asian crizis roiled magkets,

their eredit risk, or their vulnerabi
customer defaults. Inreturnforap
from J.P. Morgan, the seller of a credit de-
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n 3rd-Quarter Net, Cites Revenue Gains

By Desoras Louss

Bicff Reporter of THE WaLL STREET JoUmRsaL
#+ Marsh & McLennan Cos. posted & 20%
rise in third-quarter net income, reflecting
Eolid revenus gains in jls Investment-man-
emént, conswlting and insurance-bro-
erage units, as well as cost cutting at re-

gently acquired Sedgwick Group PLC.

The New York company’s met rose to
biu million, or &1 cents a diluted share,
prom §186 milllon, or 69 cents a share, for
ilbe yeer-ago period, Results were in Hng
With consensus estimates from ana)ysts
!i_u.rmred by First Call/Thomson Finan-

:F ox Paine to Acquire
+Watkins-Johnson Co.

<l By & walL STREET Jounwar Steff Reporter
- PALO ALTO, Calif. — Watkins-Johnson
Co., & communications-equipment manu-
urer, agreed to be acquired by Fox
aine & Co. for about £330 million.

Fox Paine is a Foster City, Calif., buy:
~out [irm formed by an alumnus of Kohlberg
“Kravis Roberts & Co. Fox Paine agreed to
['pay 841,125 2 share [or the company, & 30%:

premium on Watkins-Johnson's Monday
* closing price of 531,625,
Watkins-Johnson, [ormerly & defenge-
industry conglomerate, has been In the
| process this year of selling itself off, A
y number of assets sales have already been
: announced. Fox Paine will be acquiring a
company whese primary remaining asset
15 a wireless preducts group, which sup-
plies wireless components for communica-
, tion equipment.
CIBC World Markets Corp. provided a
fairness opinlon, and advised the buyer on
--debt financing.

clel. Revenue gained 30% to $2.23 billien
from $1.72 billion.

Despite continued difficulties in the
commerclal-insurance segment, revenue
-2t Marsh & McLennan's Insurance-broker-
sg= unit, known as Mersh Inc., Increased
25%: to §1.06 billion, thanks |argely to aequi-
sitions and, to a legser degree, Lo new prod-
octs and international expansion, accord-
ing to Jay Cohen, an analyst with Merrlll
Lyneh & Co. Excluding the growth from ac-
Quired gompapies, the insurance-broker-
Egg unit's revefige grew 5%.

*"*"That's lmpressive given the market
conditions, but clearly they'd like to grow
that faster,” Mr. Cohen said. Somhe ana-
Iysts have been hopeful that insurance bro-
Kers, which get fees for helping large cor-
porations buy instrance coverage, will
benefit once pricing for such Insurance
began Lo firm up after years of
tion-driven price declines.
. ‘The Bedgwick acquisition also bolstered
Marsh's bottom llne, a3 integration-re-
lated cost-cutting in that unit helped Marsh
& McLennan increase profit margins in its
insursnce-brekerage wnit to 16.6% pretax
from 15.2%. "They are now geeing the cost
reductlons they have been working on,"
Mr, Cohen said.

In Marsh & McLennan's Investment-
management unit, Putnam Investments,
asgets under management declined 2.2% lo
£315 billion compared with the second
quarter of 1399, thanks to stock-market de-
clines overall, the first such gequential de-
cline since the third quarter of 1998. How-
ever, net new sales of investment products
stayed positive, at about 52 billion, Mr. Co-
hen safd. -

Marsh & McLennan fell $2.5625 to §72.25
in New York Stock Exchange composite
trading, on a.day marked by widespread
declines in financial-services stocks.

their credit risk, or thewr vulnerabiF, aig
customer defgults. In return for a payment
{rom J.P. Morgan, the seller of & credir de-
rivative, such as an {nsurance company,
assumes the risk of a borrower defaulting
on jts lean.

J.F, Morgan seized the technology and
guickly became its biggest user, The firm
is the largest U,8. bank holder of credit de-
rivetives, with 48% of the $258 hillion Ln
these derlvatives held by U.5. commercial
banks, according to the U.S. Treasury's
Comptroller of the Currency (the $258 bil-
lion represents notional, or face value), Of
J.P. Morgan's §123 billton In those deriva-
tives, about $40 billion hedges the firm's
own portfolio, while the rest has heen sold
to other firms.

In gll, J.P. Morgan cut its total credit
outstanding (excluding derivatives) from
$127 billion at the end of 1997 to 5106 blllion
at the end of June 1899,

“I think [the credit cutback] is an intel-
ligent move on their part, but it'sseparate
and distinet from the question of whether
they can continue to build thefr invest-
ment-banking (ranchise,” gays Peter
Nerby, vice president and senior analyst at
Moody's Investors Service, :

Measured by volume of ransactions,
J.P. Morgan's investment-banking perfor-
mance has been mixed, though its prof-
Itability is up sharply. Its rank in volume of
world-wide equity underwriting soared
from 15th in 1896 to seventh in and sev-
enth again so far in 1999, accbrding to
Thomson Financial Securities Data, In
merger advisory, it fell slightly from fifth
in to sixthin 1998 and 1993, and in dehbt
underwriting it (ell from fourth in 1996 to
slxth in 1998 and 1949,
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