How to make the capital intensive industry attractive for the Capital Market

I have been asked to speak for 20 minutes on the subject: How to make the capital intensive industry attractive for the Capital Market. Already the title of my speech, decided by the organisers of this symposium, implies that capital intensive industries are not regarded as attractive from the capital market’s point of view, and I do not disagree with that.

To answer the question “How to make the capital intensive industry attractive for the capital market,” I would like to start with explaining why the capital markets do not like capital intensive industries.

To understand the capital market’s viewpoint I would like to raise a question:

WHY DO INVESTORS BUY SHARES? 

If you know the answer, you also know why investors do not like capital intensive industries.

The answer is not because investors have preferences for particular products

It is not because investors like the management of certain companies

It is not because investors like to own certain companies

There is only one answer to the question and it is very simple

TO MAKE MONEY

Thus, the reason why the capital market have a negative view on certain industries, for example capital intensive industries, is because it is difficult to make money on such investments.

If, for example, we take a look at the performance of a capital intensive industry like pulp and paper over the last 10 years, it becomes very obvious. If you bought a European Pulp and Paper company in 1989, your return on that investment until today would have been very poor – roughly some four per cent per annum.
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However, if you had invested in the European stock market in general, your investment would have tripled, which implies an increase of around 12 per cent per annum.

The managers of pulp and paper companies have often accused me and my analyst colleagues of being far too short-term oriented, and that we do not understand that in an industry like pulp and paper you have to take a long-term view.

Look at the chart again and remember why investors buy shares. If we are long-term oriented we do not make money. However, if we are short-term oriented and use large swings in the shares, we can make plenty of money if we are able to time things correctly. Thus, it is the performance of the industry that forces the market to be short-term oriented – in order to make money. 

Then we come to the question: “what does the market want, what makes an industry attractive to the capital market?”. I think it can be summarised in two words: predictability and profitability.

Looking at historical profit development it becomes obvious that predictability must have been poor. Thus roller-coaster profit development is something that the market dislikes. The market hates uncertainty.
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Where does the low predictability stem from?

One easy explanation could be that because economic cycles, which drive demand, are hard to predict, so is profit development. However, the demand for pulp and paper products is very stable over time and does not explain the cyclical behaviour of profits. 

Another side of the story is of course supply, and here I believe lies a large part of the explanation. By definition for capital intensive industries, new capacity comes in large batches and historically it has often been the case that the timing of new capacity has been poor.

When the economy starts to improve, capacity utilisation is low. After some time with improved market conditions, all companies at once realise that they soon will be operating at full capacity. In order to not face the risk of losing market share, an investment decision is taken, more or less at the same time as a large number of other companies.

Given that the lead time between decision and production start is pretty long, the industry faces the risk not only that too much new capacity comes at once, but also that the new capacity comes when the economy starts to slow down. Thus, it is the industry itself that create the problem – or at least increase the amplitudes of the swings – which makes it less attractive from the capital market’s point of view.

One problem is that many of the companies probably took the right decision, from their point of view. However, from an aggregated industry point of view, the decisions were a disaster. This has to do with the industry structure.

Industry structure is, to me, the single most important factor explaining why the capital markets do not like capital intensive industries. To improve the attractiveness, one must address industry structure. I believe that trying to change the industry behaviour of many small companies is a waste of time. There will always be one, two or maybe three, that think that they could outsmart the rest, which implies that nothing has changed.

Therefore I believe that the development in recent years is very encouraging. The consolidation that has taken place in many capital intensive industries has been designed to improve industry structure, which should result in less cyclicality and improved productivity – which in turn should result in higher profitability. Over time, this will imply improved predictability of industry profits, at attractive levels, and thus to a greater degree of enthusiasm from the capital markets.

I have to admit that in my darkest moments, I argue that the consolidation process has been going on for the last 100 years and still a satisfactory industry structure has not been reached. What difference does another merger actually make?

Nevertheless, for capital intensive industries there is only one way to go. Consolidation improves industry structure, which results in better profitability and improved predictability.

For certain companies a niche strategy might be right and it could turn out to be very successful. However, all companies in an industry cannot choose a niche route and therefore for the capital intensive industry as a whole I only have one conclusion:

CONSOLIDATE!

