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Gotta find the right balance…  
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… cause there’s a lot to keep us up at night 
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Brexit 

Zika 
U.S. Elections 

Oil 

Regulations 

Russia 

Terrorism 

Section 385 

China 

Brazil 



Volatility seems surprisingly low…  

Source: Bloomberg  

Note: Today is as of 06/01/16 and Volatility is defined by the VIX Index  
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… but it’s been impossible to predict the future…  

USD / EUR 

WTI Crude Oil 

10yr Treasury 

2015 Forecast1  

(Low–High) 

 

2015 Actual2 

 

Today3 

$1.10 – $1.48 $1.09 $1.12 

$80 – $120 $38 $49 

3.38% – 3.47% 2.27% 1.84% 

Source: Bloomberg, FactSet, Morgan Markets 
1 As of 12/31/2013 
2 As of 12/31/2015 
3 As of 6/1/2016 
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Source: Bloomberg 

Note: Current as of 6/01/2016 

… and rates are a prime example 

Dec. 2009 Dec. 2010 Dec. 2011 Dec. 2012 Dec. 2013 Dec. 2015 Dec. 2014 

High Median Low Actual 

5 

10 yr U.S. Treasury rates – forecast vs. actual  

R
E

W
R

I
T

I
N

G
 
F

I
N

A
N

C
I
A

L
 
P

O
L

I
C

I
E

S
 

I
N

 
A

N
 
U

N
C

E
R

T
A

I
N

 
E

N
V

I
R

O
N

M
E

N
T

 

Current: 1.84% 

Forecasts 

as of 



A tale of two worlds  

2 Year Returns 

Dividend Cuts2  

Ratings 

Downgrades to 

Upgrades1 

Stock Price 

Volatility3 

ROIC4 

50x1  1x  

13% (47%) 

36% 6% 

50% 34% 

0% 9% 

Source: J.P. Morgan, Bloomberg, Moody’s, FactSet 

Note: S&P 1500 firms excluding financials  
1 There were 50x as many downgrades-to-upgrades in the energy sector in Q1 2016, downgrades to upgrades in 2016 

2 % of firms cutting dividend in last 2 years 
3 180 day historical volatility 
4 ROIC as of 3/31/2016  
5 Energy firms consists of 88 firms in the S&P 1500  
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Everyone Else Energy Firms5 



The virtuous capital structure 
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Preserve an 

investment grade 

rating 

Preserve 

distribution 

objectives 

Avoid the need to 

issue equity 

Maintain 

flexibility for 

opportunistic 

M&A 

Maintain access 

to capital 

markets 

Ensure liquidity 

is adequate 

Capital 

structure 

cycle 

NORTH 



Credit ratings matter in energy…  

Total USD returns for rated North American Energy1 firms with market cap > $100mm 
T
o

ta
l 

re
tu

rn
s

 

Source: Bloomberg, FactSet, S&P as of 05/20/2016 

Note: All in USD; Period 1 ranges from 06/20/2014 to 01/28/2015, Period 2 ranges from 01/29/2015 to 06/10/2015, Period 3 ranges from 06/11/2015 to 02/11/2016, Period 4 

ranges from 02/12/2016 to 05/20/2016 
1 Includes all firms in the GICS Energy Sector 
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> A- 

BBB 

BB 

< B+ 

 (90%)

 (80%)

 (70%)

 (60%)

 (50%)

 (40%)

 (30%)

 (20%)

 (10%)

0%

10%

06/14 09/14 11/14 02/15 04/15 07/15 09/15 12/15 02/16 05/16

WTI



(35%)

(30%)

(25%)

(20%)

(15%)

(10%)

(5%)

0%

5%

10%

Jun-15 Jul-15 Sep-15 Oct-15 Dec-15 Feb-16 Mar-16 May-16

≥ A- BBB+ to BBB- BB+ to BB- ≤ B+ 

… and everywhere else 

Total returns for rated S&P 1500 non-financial firms  

Source: Bloomberg, FactSet, S&P as of 5/24/16 

Note: Excludes financial firms and firms under $500mm 

1% 

(3%) 

(14%) 
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AA or BB No! …….. BBB Yes! 

AAA 
1% AA 

10% 

A 
37% 

BBB 
42% 

BB 
9% 

B 
1% AAA 

7% 

AA 
20% 

A 
40% 

BBB 
20% 

BB 
11% 

B 
2% 

Source: CapIQ, S&P as of Q4 2015 
1 Universe includes currently rated S&P 500 nonfinancials that also maintained a rating at S&P in 1993 

 

1993 rating distribution1 Current rating distribution1 

87% 

investment 

grade 

90% 

investment 
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Is there a corporate finance Rubicon? 

Voluntary moves from Investment Grade to Non-IG since 2008 

For M&A:                    8 

 

For Capital Return:     4 
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Downgrade-to-upgrade ratios are at the highest point since the financial crisis… 

Source: Moody’s 

R
E

W
R

I
T

I
N

G
 
F

I
N

A
N

C
I
A

L
 
P

O
L

I
C

I
E

S
 

I
N

 
A

N
 
U

N
C

E
R

T
A

I
N

 
E

N
V

I
R

O
N

M
E

N
T

 

12 

Moody's downgrades-to-upgrades (U.S. non-financials) 

3.5x  

2.3x  

0.7x  

1.0x  
1.1x  

1.3x  

0.9x  

1.5x  

3.6x  

2008 2009 2010 2011 2012 2013 2014 2015 Q1 2016

For FEI 



…driven by energy 

Moody’s global energy downgrades 

40 

26 

35 

18 

5 

-1 notch -2 notches -3 notches -4 notches -5 notches

Source: Moody's 

Note: Ratings downgrades taken for global energy companies placed on review of downgrade during December 2015 through Q1 2016 
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The new reality…  

0bps

300bps

600bps

900bps

1200bps

1500bps

1800bps

1999 2001 2003 2004 2006 2008 2009 2011 2013 2014 2016

HY spread HY Energy spread Investment Grade spread

J.P. Morgan IG and HY indexes 

Source: J.P. Morgan as of 06/01/2016 

Note: IG spread is from the BBB (J.P. Morgan U.S. liquid index (JULI) 
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… is a higher cost of capital  

Investment Grade High Yield  

Cost of equity1 9.8% 

After-tax cost of debt 2.0%  

WACC   7.4%  

Hurdle Rate   9% - 11%  

T
h

e
n

 

Cost of equity 11.5% 

After-tax cost of debt 3.9%  

WACC   10.0%  

Hurdle Rate   12% - 14%  

N
o

w
 

Cost of equity1 11.1% 

After-tax cost of debt 3.3%  

WACC   8.3%  

Hurdle Rate   10% - 12%  

Cost of equity 15.7% 

After-tax cost of debt 6.5%  

WACC   13.4%  

Hurdle Rate   16% - 18%  

Source: Bloomberg  

Note: 35% tax rate assumed; 1 10 year  Treasury (2.61%), as of June 2014; Now as of June 2016 
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0%

2%

4%

6%

8%

10%

12%

14%

16%

18%

2007 2008 2009 2010 2011 2012 2013 2014 2015

ROIC by selected industry 

Source: J.P. Morgan, FactSet 

Note: ROIC defined as NOPAT divided by book equity plus balance sheet debt 
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Energy ROICs plunged…  

Cons. Staples  
Cons. Disc. 

Energy 

Industrials 

Healthcare  

Info. Tech 



…so capex cuts by E&P firms are not surprising  
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Source: FactSet as of 05/13/2016 

≥A- firms: OXY, EOG, APA, XOM, CVX, RDSB, FP, BP, ENI, STL, SU; BBB firms: APC, REP, VLO, DVN, PXD, MRO, NBL, EQT, NFX, SWN, MUR; BB firms: TSO, XEC, 

RRC, QEP, CHK, EGN, WPX, SM, DNR, CRC; ≤B+ firms: WNR, PDCE, GPOR, CRZO, NOG, BBG, SGY, BCEI, REXX 
1 S&P rating as of 12/31/2015 

E&P capex reductions ($bn) by rating1 

$219 

$174 
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Raise capital internally 

Raise capital externally 

Pursue M&A opportunities 

  

  

  

In this volatile environment, firms prioritize capital preservation…  
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Lower Capex 

Cut SG&A 

Manage Working 

Capital 

Cut Distributions 

Monetize In The 

Money Hedges 

Covenant Relief  

Issue Bonds / 

Hybrids  

Issue Equity / 

Convertibles 

Explore Strategic 

Acquisitions  

Leverage Fortress 

Balance Sheet 

Merge for Size and 

Diversification 

Sell Assets 



…But it can change quickly  
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Last February in Brasserie 19 

Supply 

Glut 

Low for 

Long 

Bankruptcy 
This time 

is different  

Secular 

Decline 
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Yesterday in Reef 
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U.S. 

Shale 

Oil 

Kuwait McMurray 

Libya 

Nigeria 

OPEC 

Quotas 

Demand 

Growth 



In the mean time, conventional wisdom says:  

“A dollar today is worth 

 more than a dollar tomorrow” 
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Is it time to change conventions? 
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CHF 
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EUR 

JPY 



Switzerland

Japan

Netherlands

Belgium

Germany

Austria

Sweden

France

Denmark

Ireland

Italy

Spain

Czech Rep.

UK

U.S.

Negative Positive

Red is negative rates  
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Interest rates by country 

1 year 
Sovereign  

Bond Maturity 

Source: J.P. Morgan, Bloomberg 

Note: Market date as of 5/24/2016 

2 year 3 year 5 year 7 year 10 year 15 year 



Cost of capital and hurdle rates 

Cost of cash 

Risk profile of cash 

Present value of pension liabilities 

Expected return on pension assets 

Decelerating accounts receivable and 

accelerating accounts payable 

Dividend premium 

DPS/EPS accretion from buybacks 

Systems and software operational 

issues 

Investors and firms seeking higher 

risk 

  

Grey bar: 

Paradigm shift in sentiment: 

“stuck” in a “low for long” 

environment 
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Do we need to re-write corporate finance textbooks with negative rates? 

Dividend premium 

Capital structure: funding 

across currencies 

Duration sensitivity 

Right-size corporate liquidity 

levels 

Investors and firms seek 

higher return/risk assets 

Other (digital currencies, 

systems & software, etc.) 

Accounts receivable vs. 

accounts payable 

DPS/EPS accretion from 

buybacks 

PV of pension liabilities vs. 

expected return on pension 

assets 

Cost of capital and hurdle 

rates 2 

4 

5 7 

8 

9 

10 

6 

1 

Low Rates  

3 



Is the cost of equity always 9 to 10%? 
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Or did it drop from 13% to 8%? 
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Cost of equity – Historical market risk premium  

Source: Bloomberg and Ibbotson 

Note: MRP takes the average between the arithmetic and geometric averages  
1 Assumes the historical risk premium is 6% for 2015  
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Take advantage of cheap money across the pond  

1 1 13 

35 
44 

62 

34 

2010 2011 2012 2013 2014 2015 2016 YTD

EUR issuance ($bn)

2016E  

Annualized 

82 

48 

EUR debt issuance by U.S. IG issuers 

Source: Securities Data Corporation, J.P. Morgan Credit Research and Bloomberg.  

Note: Non-USD issuance converted to USD as of issue date 
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Chinese firms sure are on a buying spree 

China outbound M&A volume ($bn) 

$6 

$38 

$59 

$96 

2005 2010 2015 2016 (Jan-Apr)

$96 

Source: Dealogic (M&A Manager) as of April 30, 2016 

Note: Rank eligible deals with value greater than $10mm  

2016E  

$288 
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$567 

$332 

$122 

$91 

$689 

$424 

Current2014201320122011

Long-term investments of the remaining firms ($bn)

Long-term investments of the top 25 holders of cash ($bn)

Cash has increasingly been put into long-term investments, particularly for the top holders 

Source: J.P. Morgan, Bloomberg 

Note: For S&P 500 non-financials and current as of Q4 2015 
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The dividend premium ain’t going away 

1%  

(10%) (8%) 

(26%) 

1%  

(5%) 
(1%) 

28%  35%  35%  
30%  31%  

13%  
8%  

39%  

98%  

84%  

72%  

94%  

59%  
65%  

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

S&P 500

Historical dividend premium since 1996 

Tech  bubble 

collapse 

Lower dividend  taxes 

Financial crisis & historically low yields 

Source: FactSet, Bloomberg, The Wall Street Journal; Median values as of 3/31 of each respective year for all S&P 500 firms excluding financials; Year 2016 updated as of 

3/31/2016; 1 Based on difference in median PEG ratio for high dividend payers (75th percentile, 3.1% dividend yield) & low dividend payers (25th percentile, 1.4% dividend yield) in 

S&P 500 by dividend yield 

Premium for dividend payers¹ 
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A high PE or a persistent disconnect between equity and debt? 

Source: Bloomberg, FactSet, J.P. Morgan as of 5/16/2016 
1 Assumes cost of debt as per the BBB rated issuers of the JULI index and beta of 1.0 
2 Assumes buyback size of 10% of market capitalization, 5% repurchase premium, 35% marginal tax rate, S&P 500 price to earnings, and JULI index cost of debt for BBB rated 

issuer 

  

Illustrative EPS accretion of debt financed buybacks1,2 
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The unknown in a world with negative rates  

R
E

W
R

I
T

I
N

G
 
F

I
N

A
N

C
I
A

L
 
P

O
L

I
C

I
E

S
 

I
N

 
A

N
 
U

N
C

E
R

T
A

I
N

 
E

N
V

I
R

O
N

M
E

N
T

 

33 

Accounts  

Receivable 
Pensions  

Software /  

Systems 

Accounts  

Payable 



3.3% 

10 year Treasury 

U.S. GDP growth1 

Inflation2,3 

WTI 

EUR/USD 

$102 

2.53% 

1.36 

4.5% 

2.1% 

$49 

1.84% 

1.12 

1.1% 

Today 

Today 

Today 

Today 

Today 2014 

2014 

2014 

2014 

2014 

So what is the weather like today? 

Source: J.P. Morgan, Bloomberg, Factset 

Note: Today is 6/1/2016 and data range is last 50 years or first reported, 1 U.S. GDP Nominal Dollars YOY seasonally adjusted; 2 Inflation defined as US CPI Urban Consumers YOY not seasonally 

adjusted; 3 Last reported was 03/31/2016 
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Today 

2014 

$10 

Min Max 

1.39% 

0.64 

(3.2%) 

(1.4%) 

$145 

15.84% 

1.60 

14.6% 

14.8% 



199 

bps 

And how are firms doing in this weather? 

Long term growth 

BBB credit 

spreads  

Dividend Yield 

P/E multiple 

1.9% 

9% 

19x 

165 

bps 

2.1% 

8% 

20x 
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Today 

Today 

Today 

Today 2014 

2014 

2014 

2014 

Source: J.P. Morgan, Bloomberg, Factset and JULI index 

Note: Today is 6/1/2016 and data range is last 50 years or first reported; Dividend yield is measured on an annual basis 

Dividend yield – 

10 Year Treasury 

(0.6%) 0.2% 

Today 2014 

8x 

Min Max 

27x 

(5.4%) 0.8% 

98 

bps 

700 

bps 

1.0% 3.0% 

(6.0%) 14% 

Today 

2014 



Performance in this environment  

2 year Stock Price 

Return1 

Credit Ratings 

Total Payout Ratio 

% of Firms that 

Cut Dividend2  

Long term 

growth4 

Stock Volatility3 

Stock Market Leaders Stock Market Laggards 

Source: J.P. Morgan, Bloomberg and Factset 

Note: Financials are excluded; Free cash flow defined as operating income – capex; Total payout is LTM Dividends + LTM Repurchases / FCF 
1 Last 24 months as of 6/1/2016 
2 2016 dividend cut timeframe is the last 8 quarters 

3 6 month historical volatility  
4 LTG defined as long term EPS growth  R
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(38%) 56% 

BB BBB 

77% 62% 

18% 0% 

8% 12% 

52% 31% 

P/E Multiple 12x 24x 



Key takeaways  

 Conservative balance sheets 

 Disciplined capital allocation to Capex, 

M&A and shareholders  

 Growth deficit 

 Negative rates 

 Regulatory and political surprises 
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