
15-10 Materials
United States
Industry Type: (3/24/10)                                   Cyclical
Key Indices:                                                  S5MATRX
Recommendation:                                                  Buy



Description and Summary:  
The Materials Sector, as defined by Standard & Poor’s, “encompasses a wide range of commodity-related manufacturing industries. Included in this sector are companies that manufacture chemicals, construction materials, glass, paper, forest products and related packaging products, and metals, minerals and mining companies, including producers of steel.” They are very capital intensive and require large fixed assets. 

The construction materials and metals and mining sub-industries rely heavily on real GDP growth.  Real GDP growth has been steadily declining since 2004.  High energy costs have cut the paper and forest products sub-industry profits.  Recently, fuel accounts for almost 20% of some paper companies’ costs.  The chemicals sub-industry has achieved record revenues due to increased pricing of products, but lower net income compared to 2007 due to higher energy costs. The Basic Materials index has outperformed the S&P 500 3 out of the last 4 years and has grown more than 50% since September of 2005. 
International Competitive Structure: 
The global market is becoming increasingly competitive, as big international companies are consolidating. Dow Chemical, the largest U.S. chemical producer, has operations in over 35 countries on six continents.  Mergers and acquisitions are crucial to the materials industry in order to maintain economies of scale and keep costs down. 
The U.S. manufacturing companies are highly exposed to rising gas prices due to heavy reliance on natural gas.  Western European companies use petroleum derivatives instead of natural gas and can therefore avoid the price fluctuations.  This price exposure has caused many U.S. plants to shut down.

China has the potential to create large amounts of demand, but also a large amount of excess supply.  Due to the large size of the economy, China can influence material prices significantly.
South American countries, namely Brazil, are popular locations for metals and mining companies.  Vale S.A. is one company to watch.
Strengths:
1.  International economies (especially the BRIC nations) have high GDP growth.  China accomplished real GDP year-over-year growth of 9.4% in 2008, with Russia and India following close behind at 7.1% and 7.0%, respectively. 
2.    Manufacturing signals are pointing toward a slow but positive trend.  The WSJ reported that orders for durable goods (goods intended to last more than 3 years) was up 2.9% in November 2010.
Weaknesses:
1.   Oil prices have slowly increased as the economy struggles to recover.  Prices are up 15% in the last 5 months.  Crude Oil futures are also trading higher than the current price.
2.   An uncertain housing market continues to slow progress with basic construction goods.  Moody’s reported that the outlook is dimming for mid-to-high end houses across the country.  This report was issued in December of 2009.  This uncertainty is directly linked to lending and tougher mortgage regulations.
Opportunities/Trends:

1.   Strong commodity prices support a well performing mining industry.  Commodity prices are not likely to decrease, as global demand continues to increase. 

2.    Most companies within the industry have showed steady growth since the market bottomed-out in March of 2009.  Metals and mining companies pose possible “buys” as people gold and copper are showing positive increases each month.
Threats:
1.
China has caused a worldwide increase in steel prices.  China’s steel production rose to 489 million metric tons in 2007, from 101.2 million in 1996.  As a result, iron prices have jumped from $14.95/ton in 2002 to $45.33/ton in 2007.

2.   Environmental activists continue to condemn the industry. Certain mining activities can and do destroy natural habitats and pollute the ground.  Companies are required to spend more and more money to decrease their environmental damages.  
3.    Government regulations are important factors.  U.S. and Canadian softwood lumber producers have been in discord for a long time.  In order to solve the problem, the US Department of Commerce effectively imposed a combined 27.7% duty on Canadian lumber entering the United States. However, these duties were reduced to 10.8% in December 2005. 
Key Valuation Ratios to Watch:

Dividend payout ratio, profit margin, return on assets, and EPS. 

Key Items to Watch:

Government regulations, forecast earnings, overall economy, weather, commodity prices, infrastructural spending are key items to watch, pre-tax profit per unit of production.
Return Performance versus the S&P 500 (in %):
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