
Valuation and Industry Cycles in Wires & Cables  - Patrick Steinemann – page 312

Valuation and Industry Cycles in 
Wires & Cables

Patrick Steinemann
Executive Director

European Industrials Group
Goldman Sachs International, UK

Mr. David Garza, Session Chairman
Our second speaker of today is Mr. Patrick Steinemann. He is Executive 
Director of Goldman Sachs International in London. He holds a Ph.D. 
from MIT and a Master degree from the Swiss Institute of Technology. 
At Goldman Sachs International in London, he is responsible for the 
General Industrials Sector in the Investment Banking Division. He has 
more than 10 years experience in investment banking. He will share with 
us the investment banking and private equity point of view. Please 
welcome Mr. Patrick Steinemann. 

Mr. Patrick Steinemann:
Ladies and Gentlemen,
I am working with many industrial companies as part of my investment 
banking responsibilities at Goldman Sachs and in that function I have 
also been working with our private equity division and their investment in 
Prysmian. However, I will not specifically talk about Prysmian. My goal 
today is to speak about the broader trends in the industry seen from a 
public investors’ perspective. 
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Disclaimer 

Goldman Sachs is committed to managing securities offerings such that our clients are treated 
fairly and to conducting our business with integrity and according to proper standards.  Our policy 
is that the pricing of bookbuilt securities offerings and allocations to investors should be 
transparent to the issuer or seller(s), consistent with our responsibilities to our investing clients.  
We will endeavour to make available to the issuer or seller(s) relevant information to make its own, 
independent decision with respect to the price, structure, timing and other terms of the offering.  
The investors to whom we allocate securities may also be clients of Goldman Sachs or have other 
relationships with the firm.  To the extent that actual or potential conflicts arise between the 
interests of such investors and those of the issuer or seller(s), we will endeavour in good faith to 
manage such conflicts fairly.  We will not make allocations as an inducement for the payment of 
excessive compensation in respect of unrelated services, in consideration of the past or future 
award of corporate finance business, or expressly or implicitly conditional upon the receipt of 
other orders for investments or the purchase of other services. Where we underwrite an offering 
or otherwise guarantee a price in connection with an offering, we will take into account our 
prudential responsibilities to manage our risk properly when determining allocations and their 
manner and timing.
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Long Term Sector Stock Performance
Cable & Wire Has Outperformed the Market, but Only Recently

Share Price Index

(a) Wire & Cable Index includes Belden CTD, Commscope, Draka, Huber & Suhmer, Leoni and NKT.
Source:  Datastream
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I start with a picture that shows the stock performance of the cable & wire 
sector over a long period, more than 10 years. The first thing that strikes 
me is that the wire & cable sector, the line in green, has outperformed the 
market, by a wide margin. This is quite well known to some of you. What is 
notable though is that the outperformance is quite recent. It is confined to 
the last two years and there have been long stretches of 
underperformance. As recently as 2003, the values were in fact below 
where they were ten years before then. Also, there is high volatility, which is 
of course a concern to market participants and investors. 

In the remaining presentation, I would like to address the following 
questions:

- First, why are valuations cyclical in this sector and what are the 
reasons? 
- Second, where are we in the current cycle?
- Last, what can be done from your perspective and from investors’
perspectives about the inherent cyclicality in the industry. 
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Industry Characterized by Cyclical Demand...

Source:  US Census Bureau. Data reflects Shipment of Insulated Wire and Cable
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This slide shows the long term cycles in the industry, going  back 40 years 
and taking the US as an example because it offers nice statistical data. It 
is obvious that the cyclicality is tremendous. On the left hand side, you 
see peaks and troughs of +/- 10% and more repeating every couple of 
years. On the right hand side, you see the same as an index over time, an 
exponentially growing curve with steep ups and downs. The cause of this 
cyclicality is primarily the cyclicality in demand which results in cyclicality 
in production which will then be reflected in cyclical earnings, which will 
then reflect themselves in the cyclical valuations of public companies. 

Is there anything that can be done about these cycles? Why is this 
industry attractive to investors, if it is so cyclical? The answer is partly 
reflected in the fact that it is a high growth industry with intense periods of 
growth amounting to a high average growth rate over longer periods of 
time. You can see from the average growth shown here, that industry 
growth rates are above the long run US GDP growth rates. A similar 
analysis in other countries and emerging markets shows essentially the 
same, the cable & wire industry is a high growth industry which is what 
fundamentally interests investors.
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... and Valuation Peaks and Troughs
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(a) Wire & Cable Index includes Belden CTD, Commscope, Draka, General Cable, Huber & Suhmer,  Leoni, Nexans and NKT.
Source:  Datastream
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> Cyclical dynamics of end markets

> Raw material cost development

> Pricing power of market participants

> Operating leverage (ability to adjust 
cost structure)

> Recurring restructurings

> Balance sheet leverage

Valuation mainly driven by:

What does this mean for valuation? This slide shows how valuation has fared 
over time. The graph shows the cable & wire industry as a whole, which is 
reflected in the public markets only by those companies which are listed on the 
public market. 
You see the P/E ratio for the wire & cable sector plotted in green against the 
S&P 500. 

First, there appears to be little correlation with the S&P 500. 
Second, you see some of the same cycles in the green curve that you saw on 
the previous slide, namely the increase in the early 90’s, the increase in the mid 
90’s, the boom and bust around the 2000-2001 period and most recently a 
reduction to a more long run average. 
What drives these peaks and troughs? An investor primarily cares about 
growth, earnings, cash flows and a few other things. What fundamentally drives 
these financial indices is in other words what matters to your industry: the 
cyclical demand of markets that can affect growth, the raw material inflation 
which can affect margins, the pricing power of market participants, operating 
leverage, the ability to adjust costs i.e. fixed vs. variable cost split, and other 
items. 

But if these drivers are known, why investors are not able to look through the 
cycle and predict longer term peaks and troughs? The answer is, that it is 
inherently complex because all of these operational items have an effect on 
earnings, cash flows and growth in the future and it is extremely difficult to 
predict all future changes.
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Where is Profitability Cycle Currently?
Margins Recovering, Absolute Profits at All-Time High
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(a) Wire & Cable Index includes Belden CTD, Commscope, Draka, General Cable, Huber & Suhmer,  Leoni, Nexans and NKT.
Source:  Datastream

Where are we in the current cycle? This page shows the last 10 years of 
profit progress in the industry as a whole, taking some of the larger public 
market participants as an index. 

We see on the left hand side that over the  last 15 years, the industry has 
experienced a margin decline that is first of all due to the specific events 
around the telecom boom and bust of 2000/2001 period, but also due to 
margin compression based on raw material price inflation. However, the 
picture looks different if we look at the absolute earnings in the chart on 
the right hand side, expressed in billion dollars, i.e. the total profit 
generated in the industry. What we see here is that absolute profits (in $ 
billion) are currently at an all time high. 

This begs the question, how will this cycle continue? How much longer will 
it last and what will the next downturn imply? The follow-up question is, 
what can be done about this from the industry participants perspective and 
what can be done from an investor’s perspective in understanding the 
dynamics? 
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Where are Valuations Currently?
Valuations at a High Point – What is the Next Cycle?

Enterprise Value/EBIT
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(a) Wire & Cable Index includes Belden CTD, Commscope, Draka, General Cable, Huber & Suhmer,  Leoni, Nexans and NKT.
Source:  Datastream

This graph shows EBIT multiples, instead of the P/E over the last 15 years. 

EBIT or operating profit gets the noise out of P/E in terms of different 
balance sheet leverage. Current valuations in 2007 are at near peak, and 
at an all-time high if the two exceptional years of 2001 and 2002, in the 
aftermath of the communication bubble, are excluded. The long run 
average EBIT multiple was about 9 times and we are currently steering 
towards 14 times as an average for the industry according to this graphs. 
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What are Investors Expecting for the Future?
Value-enhancing Strategies for Wire & Cable Companies

> Continued growth without compromising financial profile

> Broadening of geographic exposure

> Diversification of end markets, but focus on core strength

> Product mix improvements

> Retain financial flexibility through cycle

> Value-creating consolidation of fragmented markets

I would like to come to conclusions now here in terms of what can be 
done by companies in the industry to reduce the effect of cycles and 
what can be done by investors to understand what these strategies are. 

The first point is that growth is an obvious way of overcoming cyclicality, 
but growth is not always easy to find. However, growth can be 
supported by a broadening of geographic exposure or a diversification 
into other end markets and products. Investors want both a focus on 
core strength, but also a certain degree of diversification into related 
areas, as we have heard from Piero Galli in his presentation just before. 
Furthermore, retaining financial flexibility through the cycle is as 
important for maintaining financial strategy. Last, consolidation through 
M&A can help to get over cyclicality

Thank you for your attention.
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