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	Ticker: NYSE: JPM
	P/E      16.79

	Market Cap: $131.2 Bn
	Est. 2005 EPS: $3.05

	Current Price $36.51
	Yield: 3.6%

	Target Price: $34.55
	


“Mr. Morgan buys his partners, I grow my own.” 

-Andrew Carnegie
JP Morgan COO James Dimon is moving the bank in the right direction, but other big bank stocks offer investors more value.
Risks:

· Inferior Return on Equity compared to other large banks.

· Stock richly valued compared to strong rivals including BAC and C
· Rising interest rates will compress rate spreads.
Advantages:

· Cost savings and improved growth from Bank One merger and integration
· Quality Management, especially President and COO James Dimon
· Strength in Retail Banking, Credit Cards, and Investment Banking
Company Summary

In mid 2006 James Dimon will become CEO of JP Morgan, but the company’s future already rides on his shoulders.  

The global banking giant and Dow 30 member has strong commercial and investment banking operations, the second largest retail bank in the US with 7% of all retail deposits and a growing footprint thanks to the Bank One acquisition, as well as Asset and Wealth management and processing divisions
 and operations in 50 countries under the Chase, JP Morgan, and Bank One banners.

Since completing the merger with Bank One in July 2004, Dimon has been the story at JPM.  His pedigree as apprentice to Sandy Weill at Citigroup and heir to the title of King the banking M&A are well known.  Dimon’s ability to cut waste and drive profitability as CEO of Bank One was one of the prime reason JPM decided to acquire ONE and its rich consumer banking and credit card operations.

Tough Comparisons to Even Tougher Competition.

	No Discounts at JPM

	 
	ROE 1 yr
	P/E
	P/B

	JPM
	7.7%
	16.79
	1.25

	BAC
	18.2%
	12.38
	1.89

	C
	16.7%
	15.4
	2.48

	Data from finance.yahoo.com


JPM has a five-year ROE of 11.2%, trailing mega banks like Bank of America and Citigroup who have returned 17.7% and 19% respectively.
 

JPM also trails in net interest margin, a key measure of how effectively banks are able to deploy productive capital, where JPM earns 4.36% compared to 8.45% and 6.36% for C and BAC

While JPM’s earnings picture may improve as cost savings from the Bank One merger are realized, it is difficult to believe that JPM’s business or stock price performance will be superior to other large-cap banks.  With a PEG ratio of 1.08 vs. 1.13 for BAC and 1 for C, investors are not getting much of a bargain price for expected earnings growth

While Mr. Dimon is undoubtedly a fine manager, but his track record and depth of experience are nothing special compared to rivals Charles Prince at Citigroup or Ken Lewis at Bank of America.  Price was chosen to follow Weill as CEO of Citigroup while Lewis has overseen the development of BAC’s massive retail network through a series of well-executed mergers including the completion of the Fleet Boston merger last year, which give Bank of America a more complete retail footprint than any other bank in the US.

Key pieces of JPM’s strategy including the upgrade and expansion of its consumer and business retail operations involve direct competition with tough, efficient competitors like BAC and C, while its investment banking division faces tough competition and compressing margins.

Growth Across Business Lines

Over the next year, Dimon expects to create $955 million in cost savings
 and invest $1.5 billion in capital expenditures to help establish long term competitive advantages in both retail and investment banking, including opening 150 new retail branches in 2005.

Management believes that the expansion and upgrade of the Chase Retail channel will be the key to growth in many markets including mortgage, small business, and consumer banking.  A focus on consumer banking may benefit JP as American consumers continue to take on higher debt balances with no limit in sight, while corporations continue to de-leverage
.  Focus on the consumer should help retail lending as well as credit cards, which are expected to grow by 37% in 2005.

Management has provided guidance suggesting strong growth across almost all business segments during 2005, with investment banking a notable exception with a projected 10% decline in operating income for ’05.  Credit Cards, Corporate Finance, Asset Management, and Treasury Services are all expected to show strong double-digit gains during 2005.

All of this is despite the fact that JP Morgan expects lower net interest margins and lower fixed income trading revenue in 2005 as interest rate spreads contract.


Valuation

Our discount present value analysis leads us to a target price of $34.55, $1.96, or 5%, below the current share price of $36.51.  We require an expected 5-year compound return of 15%, which we feel JP Morgan’s current share price is unlikely to provide to investors despite its robust dividend yield

While we would not urge investors to sell JPM stock at this time, we believe that other large cap banks offer investors better opportunities right now.
We believe that JPM is certainly a global banking powerhouse and would be active buyers of the stock if negative news flow drove the stock price below $32 per share, allowing investors to expect 15% share price appreciation in addition to the dividend yield, according to our DPV model.

Watch out for the Value Trap

With a P/B ratio of only 1.25, and a dividend yield of 3.6% a global banking powerhouse like JP Morgan may seem to be attractive to value investors or conservative investors looking for yield, however in comparison to more attractive large cap US banks, JP Morgan is not an attractive investment at the current price.

While JPM trades at a substantial P/B discount, we believe that is justified based on the comparably poor ROE and net interest margins numbers for the 1 and 5 year time frame.  Especially with the strong possibility of rising rates, which could squeeze net interest margin reducing the carry trade that has driven much of investment bank fixed income trading and making earnings growth much more difficult for banks.  We feel that the extra ROE and interest margin are especially key factors in selecting banking stocks today.



Timothy Burger


Recommend: Hold


Target Price: $34.55
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