
Materials (15-10)
United States

Industry Type                                  (4/17/07) Cyclical
Key Indices:                     S&P Materials (S5MATRX)
Recommendation:                                                Hold



Description and Summary:
Materials industry consists of chemicals, construction materials, paper and forest products, metals and mining, and containers and packaging.  A large number of companies in the materials industry are in heavy industry.  They are more capital intensive and require larger fixed assets. 

As of the first quarter of 2006, annualized 5.3% growth in real gross domestic product and increased demand helped the industry to boost its sales levels. For the past couple of years the industry has seen a weak pricing environment and lower market demand.  Although the industry performed surprising well in 2006, decreasing demand in manufacturing, housing and automotive markets will hurt the industry over the coming years.
International Competitive Structure: 
The global market is becoming increasingly competitive, as big international companies are consolidating. 
Another important international factor is that China has a potential to create large amounts of demand, but also a large amount of excess supply, which can influence materials’ prices significantly.
International taxes and tariffs are still big issues. US producers have been complaining about the dramatic increase in inexpensive foreign materials exported to the United States.

Strengths:
1.  Economy is good.  Dynamic and growing economy has a huge impact on the industry.  Strength in the global economy, particularly in such Asian economies as Japan and China, should also fuel growth in the industry. Manufactuing growth supplies demand for materials.
2.  Capacity utilization is catching up.  The industry’s capacity utilization rate for the 2006 period was 87.2%, versus 87.0% a year earlier.  Higher capacity utilization (compared to the previous year) will benefit the bottom line of many companies in the industry.

Weaknesses:

1.  Slowing housing and automotive markets put pressure on sales.  Standard & Poor’s projected that domestic housing starts would slow to 1.49 million in 2007, down from 1.8 million in 2006.  Low home sales will also slow demand for appliances, carpeting, furniture, and other chemical materials which are major products of the materials industry.  Automotive sales are expected to decline from 17 Million to 16.2 Million.
2.  Alternative news sources are growing. In 2006, newsprint production in North America fell 4.0%, mostly due to a growing usage of internet.  This causes the demand for paper to decrease. 
3.  Raw material prices are increasing due to decreasing levels of demand.  With increasing energy costs, the energy-intensive materials’ businesses suffer from decreasing margins.
Opportunities/Trends:

1.  Increased global demand boosts profits up.  China’s increased domestic consumption helped support higher aluminum, copper, and other materials prices and increased industry profits in 2006.

2.  Strong commodity prices support a well performing mining industry.  Commodity prices are not likely to decrease soon, as global demand increases. 
3.  Merger activity increased in 2006.   Increased consolidation of companies should create synergistic opportunities.

Threats:
1.  High price for energy spells trouble for the industry.  The industry consumes large amounts of oil and natural gas as raw material and as fuel for power generation to run manufacturing plants.  Standard & Poor's was projecting that WTI oil prices will average more than $62 per barrel in 2006 and $59 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.  Possible slow growth in economy could slow the industry.  As of June 2006, Standard & Poor’s economists were projecting that real gross domestic product (GDP) will expand 3.4% in 2006 and 2.4% in 2007.  

4.  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, return on assets, 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.
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