FOREWORD

During the last few years, the building materials sector has been experiencing a period of unprecedented change and upheaval. Pressures on the industry have appeared from all directions: the implications of climate change and the Government’s commitment to sustainable development, the emergence of e-commerce and information technology, and the increasing trends towards globalisation, consolidation, mergers and acquisitions.

Many of these pressures were either unheard of thirty years’ ago or only the preserve of the big, international players. However, the world has changed. No company, no matter small in the building materials sector, can now afford to ignore the challenges and restructuring currently taking place within the industry today if it wishes to remain a viable player in today’s competitive environment. 

As the industry sponsors, it is essential that we in DETR understand the driving forces behind the changes that are taking place in the construction materials and products sector. We also need to take a long, hard look at the areas where change can be expected to take place in the future so that, in partnership with industry, we can form the basis of a strategic agenda to move the sector forward into a new, dynamic era.

For these reasons, we commissioned Davis Langdon and Everest to carry out a comprehensive study into the construction materials sector. We also considered that it was important to involve the sector itself in this study that we hope will become a major milestone in the industry’s future. As a consequence, the Construction Products Association has jointly steered the study with us.

This report is an independent study that draws attention to a wide range of issues facing the sector today. Some of the findings we agree with; some we do not. What is important is that it forms the basis of an continuing dialogue with industry on the priority areas we need to address together, in close partnership, in order to ensure the industry has a bright future in the changing world.

Nick Raynsford
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Executive Summary

Objectives of the study

Over recent years, the UK’s building materials sector has experienced major structural changes including consolidation in the market, changes in the relative power of buyers and sellers, and new relationships within the sector and between the sector and its customers.  In view of these changes, the DETR in close cooperation with the Construction Products Association (CPA) decided to commission this study in order to:

· increase its understanding of the building materials sector;

· help the understanding and interpretation of short-term developments by putting them in a longer-term structural text;

· provide a benchmark against which to assess concerns and representations made about the sector and by the sector;

· help the understanding of the interaction between the building materials sector and the rest of the construction industry;

· provide information on how the sector might develop and cope with the demands made on it over the medium to long term.

Sector overview (chapter 4)
The building materials sector comprises around 15,000 producers, of whom up to 7,500 actively promote themselves as suppliers of construction products.  The sector is, however, characterised by diversity – with more than 30 industries producing materials for construction use.  In addition, there are just under 15,000 intermediaries, which reduce to around 7,300 when agents and retailers are excluded.

Enterprises with a turnover of less than £5 million account for around 20% of the production of the sector but about 85% of the number of firms.  The industries involved in the manufacture of building materials employ approximately 400,000 people. In common with many other sectors, there is considerable merger and acquisition activity.

Annual domestic production of building materials is about £30 billion.  In terms of the value added by companies, it creates approximately £15bn – around 2% of GDP.  Approximately two thirds of production is distributed through builders merchants. 

UK consumption of building materials is estimated to be £32 billion of which £6 billion is imported.  In addition, £4 billion of UK production is currently exported.  Although as subject as all manufacturing industry to the vagaries of exchange rate fluctuations, unpredictability is regarded by some companies as more of a problem than the absolute level of sterling.

Overall, 15% of enterprises produce 80% of output. In terms of output, only five or six building materials industries are growing faster than the construction sector as a whole, with the slowest growers generally being those dependent upon extractive processes, and the fastest growers being those with more complex products and more value added.  Only four building material industries (lighting equipment, radiators and boilers, wood carpentry and joinery and ceramic sanitary fixtures) had a growth rate in prices higher than the average for those industries which manufacture building materials.

Key issues (chapter 5)
Key issues identified in the research for this study and ranked by companies and trade associations in the sector are:

· competitiveness, including efficiency/productivity;

· competition, consolidation and globalisation;

· industry improvement, including innovation, supply chain logistics and partnering; 

· IT/e–commerce;

· environmental issues and broader issues of sustainability;

· management style/respect for people, including training and employee development;

· the role of government including competition policy, regulation and taxation;

· quality and coverage of the information base for the sector.

Strengths and weaknesses (chapter 5)

Particular strengths and weaknesses referred to by interviewees included:

Strengths: 

· innovation in production methods;

· relatively traditional materials and technologies (brick, concrete, glass and steel).

Weaknesses: 

· an excessive susceptibility to cost pressure; 

· a lack of knowledge or understanding of how products are incorporated into buildings and how site practices may affect value; 

· poor relationships between the construction industry and material producers; 

· a lack of innovation at product level; 

· too much choice and too little standardisation; 

· limited recycling of materials; 

Relationship with government (chapter 3)
In respect of their relationship with Government, the primary concern of the building materials sector has been a sense of remoteness from the DETR, particularly by comparison with contractors.  This is compounded by a perception that the sector’s views are not fully appreciated on some issues, such as legislation and regulation.  Small firms, in particular, consider the overall effect of the administrative burden of legislation and the specific effect of certain regulations to be disproportionately onerous.

Relationship with the city (chapter 5)
The building materials sector is poorly regarded by the City, and this leads to low share valuations – which in turn tends to deprive companies of capital for acquisition, and makes them vulnerable to hostile takeover.  This is currently a general problem for “traditional” industries, but the building materials sector is seen to have additional problems including:

· a lack of companies with real scale; 

· limited prospects for significant future growth; and, 

· a perception that the industry is backward in innovation.  

Responses to this, as suggested by City representatives, include:

· further consolidation, accompanied by a continuing concentration on core business; 

· more customer focused research and innovation leading to improved products; and,

· better communication with the financial sector.  

If companies continue to be under-valued, then there is likely to be an increasing pressure for de-listing, with companies taken private either by their management or by specialist funds.

New relationships (chapter 6)
Traditional building material distributors face new competition from “big shed” DIY retailers; and a threat of disintermediation as a result of suppliers keen to deal direct with their customers, new working practices and e-commerce.  The major distributors are responding by increasing their national coverage; seeking partnering arrangements with major customers; seeking closer relationships with producers; developing their own brands; and seeking to bring added value in the areas of product knowledge, logistics and customer service.  Amongst the majors, responses are leading to increased concentration.

Move to globalisation (chapters 4 and 6)
Globalisation is a real force in building materials, and is set to continue at an accelerating pace.  Although the figures could be affected by one major acquisition, current foreign assets, investments and earnings by UK companies very substantially exceed holdings by foreign companies in the UK.  There are, however, signs that this position could change as Continental companies become increasingly international in their outlook, and with a strengthening trend in the value of the Euro.  The perception is that Continental companies are at an advantage in a consolidating market because of the different nature of shareholdings and business practice on the Continent.  Indications are, however, that these differences are reducing.
Research and development (chapters 4 and 6)
The low priority given to research and development is reflected in the low R&D spend by the sector (at 0.6% of sales) by comparison with other industries/ sectors (for example, automobiles at 3.6%).  Opportunities for improvement and innovation in products include: improved design quality; improved lifecycle characteristics; a reduction in waste and defects; and greater acknowledgement of the needs of sustainability.  Opportunities for innovation and improvement in processes include: increased prefabrication and off-site assembly; reduction of waste and on-site re-working; new products which provide additional utility or which assist the speed or economy of the construction process itself.

IT/e commerce (chapter 6)
Information technology will be the source of significant change in the near future. Change will be accelerated by three developments: the use of object modelling in computer-aided design; the impact of e-commerce; and the electronic exchange of project information.  The price transparency and worldwide reach of e-commerce is likely to lead to an ever-increasing downward pressure on prices, reinforced by greater ease of foreign sourcing.  E-commerce also poses the threat of disintermediation of companies whose function is essentially the management of a transaction without the provision of value-adding services.  E-commerce also creates opportunities, particularly in a reduction in businesses’ own transaction costs, in reduced prices in their own supply chain and in increased industry integration through improved communications. 


Statistics (chapter 2)

Most of the available official statistics are primarily collected for national economic management purposes and the normally available analyses are of limited use for business planning purposes in their normally available format, although many are useful in helping to provide an overall context.  However, aggregated data sets covering a given selection of companies would provide a more focused analysis for corporate planning purposes.  In addition, DETR data can provide reasonable early indicator of market trends for some, predominantly heavy, building materials and for construction activity. 

Principal areas of future work

The following work is recommended to take forward the findings of this report:

· further research into the sector’s productivity against other sectors/industries’ and other countries’ performance;

· further research into the ramifications of increased consolidation and globalisation on the sector’s performance;
· devising a strategy for sector improvement including close links with construction industry improvement initiatives, innovation, partnering and the establishment of key performance indicators;
· research into the opportunities and threats to the sector from innovations in IT and e-commerce;

· research into the opportunities and threats to the sector from the construction industry demanding more sustainable and pre-manufactured construction products;

· devising a strategy for pushing forward ‘respect for people’ issues;

· reviewing the effectiveness of the fora where legislation and Government policies which impact on the sector are discussed; 

· a review of data need and data availability should be undertaken to include an examination of how to exploit ONS data using aggregations of companies rather than the standard industry analyses.
Particular study is recommended of different industries within the sector which would be diagnostic of the different challenges facing large and small and medium sized companies.
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Introduction

1.1
Terms of reference

1.1.1
In December1999, the Department of the Environment, Transport and the Regions (“the DETR”) commissioned Davis Langdon & Everest (“the Consultants”) to undertake a study of the UK building materials sector to be conducted with the full cooperation and support of the Construction Products Association (“the CPA”).

1.1.2
The stated objectives of the study were:

· to increase the DETR’s understanding of the building materials sector;

· to help understanding and interpretation of short term developments (including inward corporate investment) by putting them in a longer term structural context;

· to provide a benchmark against which to assess concerns and representations made about the industry and by the industry;  

· to help understanding of the interaction between the building materials industry and the rest of the construction sector; 

· to provide information on how the industry/sector might develop and cope with the demands made on it over the medium to long term.

1.2
Study approach

1.2.1
There were four main elements of research for this study:

· desk research: the collection of a range of published material relevant to the building materials sector.  A list of the principal sources and references is included in Appendix A.

· interviews and surveys: face to face interviews with representatives of building materials companies, trade associations and Government departments; a telephone survey of designers and constructors; and a postal survey of building materials trade associations.  Appendix B lists the individuals and organisations contacted.

· data collection and analysis: wide-ranging time series collected from the Office of National Statistics and the DETR. These have been stored and analysed in Eviews, an economic analysis software package. Summary statistics on a range of relevant industries within the building materials sector were further analysed in an Access database.  A listing of data is included in Appendix C.
· synthesis and report writing.

1.2.2
During the course of the study the Consultants maintained regular contact with the DETR and the CPA, principally through meetings of a Steering Group.

1.3
Study context

1.3.1
One of the purposes of this report has been to consider the issues which are of pressing concern to those operating in the building materials sector.  It is, however, inevitable that those issues which are at the forefront of people’s minds are those which are urgent today – which are not always the same as those which will be important tomorrow.  This report, like any other, is therefore a product of its time, and it is worth setting the context that exists at the time of its preparation.  This can be characterised as a time when:

· industry is enjoying close to boom conditions, with demand for construction work generally running close to its 1990 historic high, in real terms.

· the Stock Exchange is also running close to its historic high (with the FTSE All-Share standing at 3,136 relative to an all-time high of 3,278).  

· in addition, the stock market is showing a tendency towards expecting initiatives for corporate change in general, and rewarding those that lead to a significant increase in the scale of operations in particular.

· this stock market boom has been perceived as being narrowly driven, with disproportionate (sometimes explosive) growth in the value of shares in the technical, media and telecoms sector (“the new economy”) disguising falls in more traditional businesses in other sectors (“the old economy”).

· even during the period of drafting this report, however, there has been a swing away from pure Internet stocks (and particularly those concentrating on the business to consumer market), and towards those (generally in the business to business sector) which have a business plan which holds out realistic prospects for sustainable profit – which might be seen as a reversion towards valuing businesses on the basis of the present value of future profitable cash flow. 

· notwithstanding this, traditional businesses remain undervalued - both in the perception of their own management, and by reference to previous valuations. This restricts their ability to invest or acquire, and makes them vulnerable to predatory bids.

· sterling also reached a historical high, in relative terms, being 20% above the level that it stood relative to the Euro at the date of the launch of the Euro in January 1999, and 30% above its “natural level” in the opinion of some economists.  Recently there has been an easing in the value of sterling but its level still represents a difficulty for businesses with a substantial export market to Europe, particularly where their costs are not compensated by a significant proportion of imported components or raw materials.

· interest rates have been relatively stable and high (in real terms) for the past seven years, with Bank of England lending rate standing at 6% (relative to a general rate of inflation of 2-3% as measured by RPI).   

· inflation is running at an underlying level of 1.9% (a record low) and a headline rate of 3% in the year to May 2000, by comparison with a post-war average of 6%.

· unemployment (at 1,112,000 seasonally adjusted) stands at its lowest level for 20 years; and the number of those in employment is growing, although this is principally in the service industries, with manufacturing actually shedding labour.

1.3.2
Within the last 3 years alone, therefore, industry has had to trade in conditions 
which have seen wide ranges in the traditional business measures, with :

· the FTSE All-Share index ranging between 2,190 and 3,278;

· the pound ranging between 1.39 and 1.76 relative to the Euro/ECU, and 1.47 and 1.72 relative to the US dollar;

· interest rates ranging between 5% and 7.5%.

1.3.3
There is, in addition, a particular climate for change within the construction industry.  Of five major reports published into the structure and performance of the construction industry as a whole in the last 50 years, two (the 1994 Latham Report, Constructing the Team, and the 1998 Egan Report, Rethinking Construction) have been published within four years – and, uniquely, have then been followed up with a positive action programme, most recently through the media of the Government’s Best Practice Programme and the Movement for Innovation (“M4I”), creating the most positive presumption for change and improvement at any time within the industry’s recent history.

1.3.4
Given all of this volatility (a given fact of business life in a free market economy), there is a need to search for indicators from the past as to what might endure into the future, and this lends particular validity to an analysis of the statistics which illustrate (and, at best, illuminate) the recent past and current trends.

1.4
Statistical sources

1.4.1
Much of the statistical data reviewed in the preparation on this study is not as helpful as the Consultants would have wished. It is, however, the best that is publicly available.  Recommendations are made for improvements in data collection and presentation, but the need for new and different data needs to be tested before any significant investment in research or systems is made.  Notes on statistical sources and their shortcomings for the purpose of studies of this nature are included in Chapter 2.

1.5
Structure and content of the report

1.5.1
The report is in six chapters:

· Chapter 1 comprises this Introduction;

· Chapter 2 reviews and comments on available sources of statistics;

· Chapter 3 sets the broad international, national, economic and industrial context for the study;

· Chapter 4 describes the structure, conduct and performance of the building materials sector in generalised terms;

· Chapter 5 comprises perceptions of the sector, by major companies and trade associations, by the supply side of the construction industry – consultants and contractors, and by the City;

· Chapter 6 sets out the specific challenges facing the sector.

Chapters 2, 3 and 4 are, therefore, essentially factual, based on quantitative data; whereas Chapters 5 and 6 are more qualitative, dealing with issues arising from the research and from dialogue with those engaged in the sector.

1.5.2

An Executive Summary is included at the beginning of this report.  Supporting information is contained in a series of Appendices bound separately.

1.6
Acknowledgements

1.6.1
The study was undertaken under the guidance of a Steering Group chaired by John Hobson and including Christine Jarvis, Bob Davies, Richard Wood, Chris Nicholls, Gerard MacKay, Kathryn Deyes and David Williams from the DETR; Michael Ankers and Alan Wilen from the CPA; and Richard White from Caradon and Michael Scofield from Blue Circle.

1.6.2
The Consultants’ team was led by Paul Morrell and included Jim Meikle, Paul Cockle, Patricia Hillebrandt, Paul Thomas and Xavier Gerard.  

1.6.3 The individuals and organisations contacted during the course of the study are listed in Appendix B.  Together they have made major contributions to the study, but responsibility for the conclusions and recommendations remains with the Consultants.

2 Statistics and statistical sources

2.1
Introduction

2.1.1
This chapter describes and comments on the statistical data collected and used in the preparation of this report.  The internationally agreed Standard Industrial Classification (SIC) is used to categorise economic activity in the UK in which each company is generally classified to a single SIC.  For the purposes of this study, the building materials sector has been taken to comprise more than thirty SICs whose products enter into construction use. Although it is not possible to identify a group of SICs to act as a recognised definition of the building materials sector (see 2.2.1 below) there does exist scope for The Office for National Statistics (ONS) to compile bespoke aggregate statistics which might more closely reflect the sector.  The output of the more than thirty industries includes products which are used for construction, and products which are not used exclusively for construction.

2.1.2
Data on building materials is available:

· through collections direct from production units;

· from inquiries of companies classified to the appropriate SIC;

· from published company reports.

An industry may have many products classified to it, though they will usually be of one type.  Similarly, companies will often make a range of products.  Information tends to be richer at the industry level than it is at the product level and it is generally not possible to isolate supply conditions (employment, inputs, industrial structures, etc) for individual products.  

2.1.3
This chapter discusses data on industrial groupings, data on products and data on businesses. The general approach in this study has been to concentrate on industry data.

2.2
Data on industrial groupings

2.2.1
Generally, every business and organisation is classified to a single SIC and it is on that basis that output, employment, turnover and other data are subsequently presented.  The primary SIC for any business is its principal product or service.  This can lead to some distortion when businesses involved in the production of a number of different products have all the value of their production classified to their principal product.  A number of quarrying companies, for example, also produce ready-mix concrete; but as it is their principal product which determines their SIC, all their output will be allocated to quarry products and none to ready-mix.  Some businesses, however, describe themselves as enterprise groups and may allocate different industrial activities to different SICs and enterprises under the enterprise group.

2.2.2
An enterprise is similar to a company (it includes geographically separate branches and local units) but it can, on occasion, mean a subsidiary of a larger company or a unit within a company.  As there is no simple correspondence between enterprises and companies, the data is less readily usable for (for example) the calculation of concentration in an industry.

2.2.3 Figure 2.1 summarises the main data sets on industrial groupings obtained from ONS. 

Figure 2.1 : DATA OBTAINED FROM THE OFFICE  FOR NATIONAL STATISTICS

	Business
	Number owned in UK by UK, US, EU, RoW, All

	Capital
	Gross and net capital stock; net capital expenditure; net capital expenditure (Division 26) owned by EU, UK, US, RoW, All

	Earnings
	Gross profit margin; wages and salaries (operatives); average hourly earning

	Employment
	Administrative, technical and clerical employment (ATC); operatives; average hours worked

	Labour disputes
	Stoppages; workers involved; days lost

	Business R&D
	Sources of funds; employment; current expenditure; capital expenditure

	Costs
	total purchases

	Prices
	Input and output; individual products

	Production
	Gross value added at factor cost; physical units of products; total UK manufacturing sales

	Sales
	Home demand; total sales and work done; turnover; physical units of products; turnover in UK (Division 26) owned by EU, UK, US, RoW, All

	Stocks
	Physical units of products

	Trade
	Imports (EU, RoW); exports (EU, RoW); import penetration; export/sales; 

trade balance; inward and outward investment - assets (EU, US, Japan, RoW); inward and outward investment – investment (EU, US, Japan, RoW); inward and outward investment – earnings (EU, US, Japan, RoW); value of products


2.2.4
In Figure 2.1 the first column lists the broad concepts, the second column then indicates the type of information available on each.  The first row, for example, indicates that data is available on the ownership of UK businesses by origin of owner (UK, USA, European Union and Rest of the World).  It is, however, only available for 1993 to 1997.  The last row indicates that data is available on exports and imports (European Union and Rest of the World) by SIC and by Standard Industrial Trade Classification (SITC), and for import penetration ratios and export sales ratios.  Data is also available on assets, investment and earnings for inward and outward investors by country of origin or destination.  Data is available on most SICs, and in some cases there are long runs, but use of the data is often constrained by lack of a single variable.

2.2.5
The latest data from ONS uses SIC (1992) but longer time series can be obtained by using data classified to SIC (1980).  However, there are some changes in coverage between the two classifications, which restricts their usefulness in providing reasonably long time series.  More importantly, the product classification used for collecting more detailed information from enterprises classified to an SIC has also changed.  Furthermore commercial considerations has led to more suppression of the detailed product information.  It may be possible to alleviate some of these problems through a closer liaison between ONS and DETR to clarify the information requirements for building materials.  The most up to date data  collected relates to 1997 or 1998, normally on an annual basis, though quarterly data was obtained in some cases.  Where possible, time series were obtained, but in most cases these were relatively short - typically no more than five years. 

2.2.6
Economic and construction cycles are generally significantly longer than many of the consistent SIC data sets readily available.  Identification of trends has, therefore, been particularly difficult.  It may be possible to collect older data sets and to link these to current definitions and in some cases this may be worth doing.

2.3
Data on construction activity and products

2.3.1
Data on construction products is collected by ONS, by DETR and by trade associations.  ONS production data is based on a sample of businesses and grossing up can present problems for particular products.  Trade association data will usually comprise data provided by their members, which may not include all producers; in addition, membership can change over time as firms leave or join associations.  DETR collects its data from all the relevant production units irrespective of the SIC to which the company is classified and is probably most comprehensive for the materials it covers.  There may be scope for greater and more effective use of the data collected by ONS through bespoke non-SIC based analysis.

2.3.2 Some data on the physical production, imports, exports, stocks and deliveries of some materials exists.  It does not exist for all materials and in some cases there are discontinuities in the data (often for reasons of confidentiality).  Some materials – cement, aggregates, bricks, ready mix concrete, for example, can be readily measured by common units – tonnes or cubic metres, for example.  Many other materials, however, are more difficult to usefully add together – for example, ironmongery, sanitary fittings, doors, windows, etc.

2.3.3 The DETR collects and publishes data related to construction activity and building materials.  Figure 2.2, overleaf, lists the main data sets relevant to this study, and the timing of their availability.  Generally DETR data relates to Great Britain rather than UK.

Figure 2.2: DETR STATISTICS AND THEIR AVAILABILITY
	Publication
	Published
	Available material
	Typical reporting lag(8)

	Construction output and employment
	Quarterly(5)
	Hard Copy – also on the web
	 1-2 quarter

	Construction new orders
	Monthly(6)
	Hard Copy – also on the web
	1.5 months

	Building materials
	
	
	

	Bricks(1)
	Monthly(7)
	Hard copy
	2 months(9)

	Blocks(2)
	Monthly(7)
	Hard copy
	2 months(9)

	Cement(3)
	Monthly(7)
	Hard copy
	5 months(9)

	All other(4)
	Quarterly(7)
	Hard copy
	2 months(9)

	Overseas trade in materials - non EU countries
	Monthly(7)
	Hard copy
	3 months

	Overseas trade in materials – includes EU countries


	Quarterly(7)
	Hard copy
	4 months

	Notes

	(1)
	Census of all brick production

	(2)
	Monthly sample, quarterly census

	(3)
	Currently reported 3 months behind bricks and blocks owing to competition reporting restrictions

	(4)
	Includes sand, gravel, slate, concrete roofing tiles, fibre cement products and ready mixed concrete

	(5)
	Currently reporting first quarter 2000

	(6)
	June 2000 bulletin currently reporting new orders statistics for April 2000

	(7)
	All contained within ‘Monthly Statistics of Building Materials and Components’ published by DETR.  Less detailed but more up to date information available in the ‘Monthly Statement of Bricks, Blocks and Cement’, also available through DETR

	(8)
	Can fluctuate slightly, depending upon the month of reporting and the phasing of data collection

	(9)
	Provisional data is available one month earlier


2.3.4
DETR data are potentially useful as indicators of construction market trends.  Construction output and, particularly, construction new orders are good indicators of the state of the market and of price trends.  Figure 2.3, overleaf, shows DETR data on brick and cement deliveries related to construction and housing new orders and new and all construction output since 1970.

2.3.5 The top figure shows brick deliveries in physical units and new housing output and new housing orders in constant price terms, all expressed as indices with 1990 equal to 100.  The Consultants undertook a statistical analysis of both direct correlations (annual levels) and annual movements (annual differences) between each of the three pairs of variables in the figure.  In all cases, the direct correlations were above 0.92 and the annual movements, above 0.8 (the annual movements are probably more reliable since they tend to remove the general time trend from the analysis).  There is clearly a close correlation among all three variables and since data on 
brick deliveries are available earliest, these could act as a useful early indicator of the housing market.

2.3.6
The middle figure shows cement deliveries and new construction output and new orders.  The same statistical analysis was undertaken.  Direct correlation is strong between all new output and all new orders (+0.72) and between cement deliveries and all new orders (+0.65) but not so strong between cement deliveries and all new output.   Annual movements are, generally, stronger than the direct correlations (they range from +0.48 to +0.70).  Again cement is evidently a useful early indicator of the new construction market.

2.3.7
The bottom figure shows brick and cement deliveries and all construction output.  The direct correlation between brick deliveries and cement deliveries is strong (+0.88) but it is weak for brick deliveries and all output (-0.34) and cement deliveries and all output          (-0.06).  On the other hand, annual movements are much stronger for all three (+0.60 to +0.78).  This suggests that, while output on a trend is increasing, brick deliveries and cement deliveries are declining as a trend but movements from year to year are similar; this is borne out by visual inspection.  The implications are that less of these materials are required per unit of output.

2.3.8
Some building material deliveries data are therefore useful as early indicators of broad and sectoral construction market trends.  Although construction output and new orders data are available relatively quickly, firm deflators to convert current to constant prices can take longer to establish.
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   Figure 2.3 : DETR INDICATORS OF CONSTRUCTION MARKET TRENDS

2.3.9 Figures 2.4 and 2.5 compare ONS information for particular SICs with the construction output information from DETR but there are sometimes difficulties in interpretation.  The sawmilling and planing of wood diagram shows sales (converted to constant prices using the GDP deflator), construction output (in constant price terms) and employment in sawmilling and planing of wood (in numbers of persons) since 1986.  Sales and employment have both fallen over the period, broadly in line with each other.  The match with construction output, however, is not close, but overall the diagram might suggest a significant decline in timber use in construction – accepting that timber is not used exclusively in construction.  It could also suggest a drop in timber prices relative to construction prices.

Figure 2.4 : SAWING, PLANING AND IMPREGNATION OF SMALLER WOOD - 2010
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2.3.10 The Consultant have undertaken the same  statistical analysis as before.  There is an extremely strong direct correlation and annual movement (+0.97 and +0.87) between employment and sales; the direct correlations between construction output and sales and employment are, however, weak and negative but the annual movement values for these two data sets are positive and much stronger (+0.43 and +0.44).  This indicates that, when time trends are removed, the correlation improves, again suggesting less timber is required per unit of output.

2.3.11 The ready-mixed concrete diagram shows a good match between physical output of ready mix concrete and employment in ready mix production (suggesting no change in productivity) and a good match between sales (again converted to constant prices using the GDP deflator) and the other two (in physical units).  The link with construction output is better than Figure 2.4, probably because, unlike timber, virtually all ready mix concrete will be used in construction contracting.

Figure 2.5 : READY MIX CONCRETE - 2663
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2.3.12
Statistical analysis indicates strong and positive correlations and annual movements among all the combinations of variables (between 0.56 and 0.92).  Again, annual movements are stronger than direct correlations when construction output is considered.

2.4
Data on businesses
2.4.1
Data on businesses is available from ONS, Companies House, Financial Services Companies (including the financial press) and the companies themselves (where they are obliged or are willing to disclose it).  The most comprehensive data set is that produced by ONS, in which data on enterprises and local units are provided by SIC.

2.4.2
The Consultants have reviewed data from Companies House, from financial services companies and from companies themselves.  The Companies House data is unsatisfactory: it is based on data provided by companies which may be incomplete or not up to date; but, most significantly, allocations of companies to SICs seem particularly unreliable.  There are, for example, 105 cement producers listed which on examination turn out to be mainly concrete product manufacturers. Using the correct SIC is important to enable comparisons to be made with ONS data. There is work that could be done to ensure that companies are classified to the most appropriate SIC; this will involve Companies House and companies but could be led by trade associations and the CPA, possibly assisted by DETR (see below).

2.4.3
Financial data on companies is basically that required for financial reporting; it has the advantage of consistency of concepts (turnover, profit, etc) but may not, for example, disaggregate revenues by country of origin or by product or product group, or by other commercial activity.  This is a particular problem when attempting to calculate, for example, UK sales figures.  Reporting requirements vary, generally by size of firm, and there are less than one hundred companies listed on the London Stock Exchange which could confidently be categorised as primarily building material producers.  For the vast majority of firms, financial information is relatively scant.

2.5
Improving the data on building materials

2.5.1
There are changes which could be made to the statistical data available on building materials and building material companies, but the amount of effort which should be put into this needs careful consideration.  Much of the data collected by the ONS is required for the UK national accounts and is collected in forms designed to deliver that purpose and using concepts which are agreed internationally.  It would be difficult to make a case for significant changes for other sector-specific purposes unless it were truly compelling, but some useful analysis could be undertaken as indicated in 2.1.1 and 2.3.1 above.

2.5.2 Collection, manipulation and compilation of ONS data takes time, and data typically relates to periods one or even two years prior to the date of publication.  This is too late for all but the broadest level of corporate planning.  It is unrealistic to believe that ONS data can be available in time for effective short term planning.  Its real value is placing short term data in context.  There are, however, detailed modifications which could significantly improve the usefulness of ONS data.  Whilst more frequent surveys would improve the usefulness of ONS data, the costs to businesses of more inquiries would need to be given due weight.

2.5.3 Possible improvements include clearer definitions of the term ‘enterprise’ and clearer guidance on the allocation of companies to SICs.  It is believed that the ONS allocation of enterprises to SICs is reasonably well done but it would be useful for the industry to discuss with ONS how it is done and whether it could be improved.  Other data, particularly that available from Companies House, seems particularly unreliable in its allocation of companies to SICs.  Data may be available from Dun and Bradstreet and other credit rating organisations but this was not investigated in this study.  Again, discussions between industry and Companies House could help to improve quality.  There could be a role for CPA and trade associations in explaining why correct allocation to SICs is important and in assisting with the allocation.

2.5.4
DETR  statistical data on production, stocks and deliveries of selected materials, on the value of imports and exports (data currently being improved), and on costs and prices of materials, is available more quickly than that from ONS.  Construction new orders and materials delivery data are available particularly quickly, and both are good indicators of construction market activity.  It would be useful, though,  to establish who uses DETR data, how it is perceived and how it could be improved.

2.5.5
The trade association survey revealed that many associations collect and publish statistical data, primarily for their members.  The advantages of this data are that it is received direct for building materials companies and is believed to be of direct use and value to them; the disadvantages are that few associations have comprehensive coverage of particular industries or products and that membership – and contributions – vary over time.  

2.5.6
The CPA itself collates and publishes data produced by DETR and others.  It also produces construction output forecasts (national) and state of trade surveys (national and regional).  

2.5.7
There is a role for CPA –  in association with DETR - in co-ordinating the data needs of the building materials sector.  For example, there would be value in convening discussions among major trade associations to investigate whether, and if so how, they could collaborate.  This could include adoption of an agreed set of concepts and definitions. 

2.5.8
It would also be useful to undertake a survey of building materials companies to establish what statistical information is desired, whether companies are prepared to provide additional data, and what conditions of supply would be acceptable (timeliness and cost).  The survey should include all types and sizes of companies but place particular emphasis on the needs of small companies.  Again, this could be done jointly by CPA and DETR.

2.6
Summary

2.6.1
Currently, ONS data, along with other official statistical data, is primarily used for broad sectoral studies where the concepts employed limit the practical use of the data for corporate planning purposes.  However, as has been referred to above, the situation could be improved if DETR and the CPA were to devise an alternative classification of businesses which more closely reflects the building materials sector.  This approach would be less likely to give rise to discontinuities through normal SIC and product re-classifications and could form a stronger basis for analysis.

2.6.2
The CPA, supported by trade associations and DETR, is in a good position to collect and collate data on the sector.  The sector should be consulted on the information they require – content, frequency, detail, etc – and whether, and how much, they would be prepared to pay for it.  Surveys rely on the goodwill of companies completing them and companies need to be convinced that the results justify their effort.

2.6.3
For individual industries, trade associations collect and publish data for their members.  There would be value in the CPA – assisted by DETR - co-ordinating a review of trade association data in order to rationalise or standardise definitions, concepts and periods; to identify any  duplication; and to confirm representivity – the extent to which their membership and that of the trade associations represents the totality of the industry or sector.

3
Industry context

3.1
Introduction
3.1.1
The building materials sector supplies the largest single input to the construction industry, and the construction industry provides more than half of UK total investment.  Investment is linked to the overall success of the economy and the UK is, of course, linked to the wider international community.  The building materials sector is large and important to national development.

3.1.2
This chapter of the report reviews and presents supporting data for some of the more important influences on the economy generally, and the construction industry (upon which the building materials sector depends for much of its demand) in particular; a brief overview of significant international trends; key economic and industrial trends in the UK; construction demand; and comparative investment and construction output data for the UK and seven other European countries.  The chapter also reviews the sector’s relationship with the Government.

3.2
Recent international trends

3.2.1
Internationally, the 1990s saw a continuing rise and then collapse in the economies of South-east Asia, recession in Japan, and a continuing economic boom in the USA.  Most of the countries in South-east Asia are now well on the road to recovery, and the US boom continues, but Japan continues to struggle.  These developments have occurred against a backdrop of increased globalisation of corporate activity.

3.2.2
Continental Europe has undergone dramatic transformation over the past decade.  The fall of the Berlin Wall linked to the collapse of the Soviet Union led to German unification and the reintegration of Western and Eastern Europe.  The launch of the Single European Market and expansion of the European Union have led to progressive integration of the Western European economies, the creation of the European Central Bank and the introduction to the Euro.  The effects on construction include reconstruction in Eastern Europe; the development of pan European infrastructure; and, perhaps above all, increased perception of the EU as a single market, of some 375 million people, creating a growing European (and, for some, global) vision for both buyers and sellers of goods and services.

3.2.3
The UK started the 1990s in recession but conditions have improved steadily since 1995; economic growth is healthy, inflation is low and sterling is strong. Government has passed responsibility for monetary policy to the Bank of England and fiscal policy is now governed by certain ‘golden rules’ covering capital expenditure and borrowings over the economic cycle.

3.2.4
The late 1980s and early 1990s saw the end of a commercially driven construction boom in the UK and the beginning of one of the most extreme recessions the UK construction industry has ever experienced.  Those parts of the industry which survived have emerged ten years later much leaner and more efficient and have settled into a pattern of steady growth - without, to date, the overheating in markets and prices which have traditionally accompanied recovery from deep recession.

3.2.5 
Since the early 1990s, the building materials sector has experienced (and, in some cases, initiated) significant change.  Some of this was peculiar to the sector; other changes were common to the old economy.  The recession led to corporate restructuring, including concentration on core business, divestment of peripheral activities, striving for leadership of established markets, and a search for new markets.

3.2.6
During the course of this study some of the most marked changes have related to the stock market, and to mergers and acquisitions.  The idea of an “old” and a “new” economy has emerged, though the stock market movements which followed have now adjusted enough for the original idea to be revised. 

3.2.7
The transformation of the technology, media and communications sectors (the so-called “new economy”) has created new and different pressures for all industries, including building materials. Investors have taken the view that the prospective profits from these sectors are very high, raising share values accordingly. They therefore have access to relatively abundant equity finance, whilst other sectors have come under pressure from dissatisfied or departing shareholders and corporate raiders.

3.2.8
According to Morgan Stanley Capital International, figures for the year to March 2000, stock markets in all developed countries favoured electronics, publications and telecommunications companies at the expense of more traditional sectors, including building materials.  World stock market indices generally increased by 35%,  telecommunications by 40%,  broadcasting and publishing by 50%, and electronics by 125%.  By contrast, building materials declined by 20%.  Insurance and banking declined by slightly less than building materials; aerospace and road and rail transport declined by more.
3.2.9
A trend to market consolidation has continued through a series of mergers and acquisitions.  A significant number of these involve foreign acquisitions of UK companies – possibly, at least in part, due to low stock exchange valuations; but many have involved overseas acquisitions by UK companies.

3.3
UK economic and industrial trends
3.3.1.1
The following sections consider trends, generally over the past twenty years, in economic growth; general and construction related inflation; exchange rates for sterling against the Euro, the US dollar and the Japanese Yen; European and UK interest rates; and stock market prices and indices.
3.3.2
Economic growth

3.3.2.1 According to the National Accounts, the construction industry's value added accounts for a fraction over 5% of UK GDP.  This is higher than the more narrowly defined DETR construction output, but may still be an incomplete measurement of all construction activity for the reasons addressed in Section 3.4 below.

3.3.2.2
The UK economy has a long run growth rate in the region of 2.5% per annum.  Over the period 1968 to 1997 contractors’ output has barely grown by 1% per annum: the trend rate between the cyclical troughs of 1981 and 1993 was 2.25%;  and Figure 3.1 shows a trend rate lower than that of GDP over the period 1980 to 1998.  

Figure 3.1 : GDP AND CONSTRUCTION OUTPUT INDICES AT CONSTANT 1995 PRICES (1995 = 100)

[image: image4.emf]70

75

80

85

90

95

100

105

110

115

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998

All Construction 

GDP


3.3.2.3
It would seem that general economic growth requires a diminishing proportion of construction to sustain it over the very long run.  Property cycles could, however, be peculiarly long, spanning but occasionally coinciding with the conjunctural cycles of the economy.  Thus the booms of the early seventies and late eighties may represent periods of real tightness in the property market, giving way to substantial excess supply (due to long construction lead times) that is finally dissipated over a period of fluctuating economic growth.  Data on commercial rents certainly suggest long cycles and long term decline in business rents (The Economic Consequences of Planning to the Business Sector, DETR, 1998).  

3.3.2.4
The implication of this long cycle view is that construction growth will be subdued for a significant period.  However, the privatisation of major public sector utility and transport industries, whose capital expenditure in public hands was long constrained, could bring forward accelerated infrastructure expenditure.

3.3.3
Interest rates and construction costs, prices and inflation
3.3.3.1
Figures 3.2 and 3.3 show long-term (1980 to 2000) and short-term (January 1999 to June 2000) movements in interest rates and the Retail Price Index.


Figure 3.2:   BANK OF ENGLAND LENDING RATE       
Figure 3.3: 
BANK OF ENGLAND LENDING RATE 
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3.3.3.2
Save for a blip in the late 1980s, the rate of general inflation has fallen since the late 1970s.  It is now below historic average rates; and economic policy, in the UK and broadly internationally, is directed at maintaining these low rates.  UK short interest rates have been relatively steady in the last 4 to 5 years but have picked up recently to offer a substantial premium over current inflation.  This is in pursuit of the Bank of England's policy obligation to plan for a target inflation rate of 2.5%.  

3.3.3.3
Rising interest rates tend to depress asset values, including land values - which in turn discourages property development.

3.3.3.4
Figures 3.4 and 3.5 indicate cost and price trends in construction work over the past twenty years.  


Figure 3.4 : CONSTRUCTION COST AND TENDER 
Figure 3.5 : CONSTRUCTION MARKET 
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3.3.3.5
Figure 3.4 shows movement in the construction cost and tender price indices and the retail price index.  The graph illustrates the historic tendency of tender prices to fluctuate around steadily rising costs and, more recently, the apparent inability of tender prices to recover the cost line after the late 80s boom.  In fact, tender prices have only just recovered their 1989 levels in absolute terms.  Construction costs and prices have risen more or less in parallel since prices bottomed in 1993.  Figure 3.4 also shows the close correlation between construction costs and retail prices.

3.3.3.6
Figure 3.5, the market factor, shows tender prices relative to a horizontal line of costs.  This representation clearly shows a long term downward trend in construction prices in real terms.  The reasons for this need more study.  It may reflect some inadequacy in the way that costs and prices are defined and measured, or the increasing power of construction clients and the poor bargaining position of the industry; or a change in industry productivity.

3.3.4
Exchange rates
3.3.4.1
UK exchange rates over the past year have been fairly stable against the US dollar (+ 3%); rather more volatile against the Yen (+ 10%); and steadily strengthening against a weakening Euro.  At the time of writing, sterling stands at a premium of almost 20% to the Euro, relative to the position at the launch of the Euro in January 1999.  

Figure 3.6 : Exchange Rates to £ as Indices,
Figure 3.7 : Exchange Rates to £ as indices

1980 to 2000 (Jan 1999 = 100)
             
January 1999 -April 2000
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3.3.4.2
Since Europe is the UK’s largest trading partner, imports have become steadily less expensive in sterling terms to UK buyers and UK exports have become more expensive to European buyers.  Parts of the building materials sector have expressed concern about their ability to export, particularly to Europe, and about import penetration.  A strong home currency has, however, aided UK companies seeking to acquire or otherwise invest overseas.  This is considered further with the issue of trade at Section  4.15.

3.3.5
The Stock Market

3.3.5.1
On average, the UK stock market (the FTSE 100 and All Shares indices) has grown steadily over the last decade (+180% - an annual equivalent of +11%), with one or two minor ‘corrections’.   See Figure 3.8. 

[image: image8.wmf]Figure 3.8 : FTSE 100, 1990 TO 2000




3.3.5.2
The trend has been more volatile since July 1998 (a range of +47% from trough to peak).  See Figure 3.9.

Figure 3.9 : FTSE 100, MAY 1998 TO APRIL 2000
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3.3.5.3
One fairly consistent trend over the last 18 months has, however, been a shift in preference away from traditional industries towards new economy stocks.  Listed UK construction companies, mainly building materials companies, represented 5% of total market capitalisation in 1990.  Principally as a result of (sometimes explosive) growth in the new economy stocks, construction industry stocks have shrunk or stagnated and construction (including materials) now represents less than 2% of market capitalisation.  See Figures 3.10 and 3.11.  

Figure 3.10 : BUILDING SECTOR MARKET 
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3.3.5.4
In its March 2000 change of composition, the FTSE 100 lost nine companies, including Wolseley and Hanson from the construction products sector, all replaced by technology, media and communications companies – although Hanson regained the index in June 2000.

3.3.5.5
City perceptions of the building materials sector are looked at in more detail in Section 5.5.

3.4
Construction activity

3.4.1
Construction activity includes not only large, prestigious projects but also a large number of small projects.  It is undertaken by a range of sizes of organisation, including a large number of small organisations and many one-man businesses. It also includes DIY activity by households.  Similarly, the materials and products used for construction come from a large number of organisations.  Some of these are very large multinationals, but by far the larger number are small and medium sized enterprises.  There is therefore a wide range of combinations of projects, customers, constructors and suppliers about which it is difficult to generalise.  However, this section reviews the main sources of demand.

3.4.2
Published construction output in the UK totals some £ 60 billion at current prices. As noted earlier, the value of construction output is growing slowly, and probably at a lower rate than general economic growth.  There is evidence, however, that long-term improvement in productivity, reflected in declining price trends, may be delivering a higher volume of construction work than is suggested by the official statistics.

3.4.3 Output data are based on a declared definition of construction, and this understates gross industry output.  It embraces contractors’ and public sector direct works output only; it is for Great Britain only (and therefore excludes Northern Ireland – almost 3% of the population); it excludes private sector direct works output and construction consultancy services; it makes an allowance for the informal (“black”) economy in construction that is lower than the ONS estimate; and it excludes the materials and labour consumed in DIY activity. Best estimates for these exclusions are within the following ranges:

· Northern Ireland




£   1 –   1.5 billion

· direct works and other unrecorded output
£   4 –   8 billion

· construction services



£   4 –   7 billion

· informal construction



£   4 –   8 billion

· DIY materials




£   5 – 10 billion

· total addition




£ 18 – 34.5 billion

· adjusted gross total



£ 78 – 94.5 billion

3.4.4
All but construction services will involve the use of building materials, so the demand for construction indicated in Figure 3.12 (which presents contractors’ output in 1998 in absolute and percentage terms, together with long term and short term trends in output) needs to be increased significantly if it is fully to reflect the demand for materials.

Figure 3.12 : CONTRACTORS' OUTPUT, 1998

	Sectors
	£ million
	%
	Annual growth rate % 

1981 – 93(1) 
	Annual growth

 rate % 

1988 - 98(1)

	New public housing
	1,063 
	1.80
	-1.56
	-0.80

	New private housing
	7,361 
	12.47
	2.54
	-3.45

	New infrastructure
	6,170 
	10.45
	3.60
	3.48

	New public other work
	4,015 
	6.80
	-0.02
	0.43

	New private industrial work
	3,810 
	6.45
	-0.91
	0.25

	New private commercial work
	9,917 
	16.80
	1.37
	0.66

	All new work
	32,336 
	54.78
	1.35
	-0.15

	Housing repair and maintenance
	14,385 
	24.37
	3.38
	0.39

	Other public repair and maintenance
	4,159 
	7.05
	2.21
	1.15

	Other private repair and maintenance
	8,147 
	13.80
	4.78
	4.05

	All repair and maintenance
	26,691 
	45.22
	3.49
	1.49

	All work
	59,027 
	100.00
	2.25
	0.55


(1) growth rates at constant 1995 prices

3.4.5
Figure 3.13 then looks at sectoral trends.  Sectoral trends within construction vary over time.  For example, new work, infrastructure and non-housing work have tended to increase, while housing has tended to reduce in real terms.  Work to existing buildings/works tends to be understated in the DETR data: refurbishment work on housing is included in Housing Repair and Maintenance but other refurbishment work is included in New Work.
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Figure 3.13 : SECTORAL TRENDS IN CONSTRUCTION OUTPUT

3.4.6
Output in the future is subject to the uncertainty inherent in all forecasts in a volatile industry, but volume and mix are not likely to change dramatically in the short term.  Repair and maintenance and other work to existing buildings/works are likely to increase their share of output, because of the preponderance of the existing (aging) stock over new construction output (new construction represents less than 2% of the total value of the existing stock).  Depending on Government policy and the success of public and private sector partnerships, there is likely to be a relative increase in infrastructure demand; but, of course, demand for new building work is largely dependent on the general health of the economy.

3.4.7
For building materials producers, and more particularly for distributors, one key characteristic of the make-up of construction output is that more than three-quarters of it is in projects of less than £2 million, much of this undertaken by small and medium-sized contractors.  This will remain an important market – and increasingly so if repair and maintenance does become an increasing proportion of total workload. Producers and distributors therefore need to have the products and systems suited to serving this end of the market.

3.5
The industry’s relationships with Government

3.5.1
Government plays a special role in the regulation and development of construction, including the building materials sector.  This section reviews current Government involvement on particular aspects of the sector - and what impact it has.  The key involvements (beyond that of the continuing influence of a key client) are:

· monetary policy;

· fiscal policy (general and targeted taxation);

· industry specific regulation (Planning, Building Regulations, standards etc)

· general regulation (environmental regulation, company and employment legislation, competition policy etc); 

· export promotion

· sponsorship (domestic and European/international).

In addition, Government can clearly exercise its influence through a combination of persuasion and example, making a virtue of its dual role as a client and sponsor of the industry.

3.5.2
Looking first at monetary policy one clear impression to come through from interviews with the sector (and perhaps not unique to this sector) is that although Government has handed responsibility for the setting of interest rates to the Bank of England, this is still perceived as being within the control of Government.  Discussions on the role of Government therefore frequently elicited comments about the pressure on business created by the current level of interest rates – and most particularly about the bluntness of the instrument (with more than one executive referring to interest rate pressures on business being caused by the need “to control house prices in the South East of England”).  

3.5.3
Nonetheless, most interviewees acknowledge that more damage has been done to the industry by the “boom and bust” of previous economic cycles, and that current conditions of stability (with the exception of the decline in the Euro relative to sterling) have created conditions in which businesses can set their plans for investment and development with some confidence.

3.5.4
Government fiscal policy could impact on industry via taxation, subsidies and price intervention.  

3.5.5
Subsidies can have an impact on the use of building materials (eg incentives for the installation of insulation or other energy efficiency measures, as announced in the last Budget), but there are no examples of direct subsidies in the building materials sector.   Instead, such incentives tend to be provided through the taxation system.

3.5.6
The principal ways in which taxation can affect building materials, directly 
or indirectly, are Capital Allowances, VAT, and specifically targeted taxes.

3.5.7
Capital Allowances are raised as a potential incentive for appropriate investment in construction, of which the most frequently voiced example (with the exception of the original intention of investing in productive capacity) is energy efficiency and broader issues of sustainability.  Being both targeted and measurable, tax relief of this sort can be an effective incentive – but clearly only for those businesses who qualify for the relief.  There is also a fairly low level of understanding of the application of Capital Allowances within construction, and this understanding would need to be broadened in order to make any incentive truly effective.  

3.5.8
Although there have been suggestions that VAT should be lowered for housing repair and maintenance work to provide an incentive to housebuilders to maintain their properties, and as a defence against “cowboy” builders and the black economy, VAT has not been a significant issue in the Consultants’ discussions with industry representatives – who are less directly affected by the factors complained of than are contractors and housebuilders.  The use of a reduced rate of VAT is cited as a more direct incentive than Capital Allowances – for example, by reducing the rate on defined materials that lead to energy efficiency or conservation.

3.5.9
The most comment, however, was reserved for targeted taxation, of which the most current examples are the Climate Change Levy and the Aggregates Tax.  Both are environmental taxes, the aim of which is to place a price on commodities that are not traded in the economy (clean air,  landscape, etc) but which nevertheless represent a  benefit.  The objective is that when industry organises its production, it will combine its inputs mindful of the social costs of these untraded goods:  if it can save on the cost of energy by new processes, it will switch production methods.  To the extent that the costs of these untraded goods pass through to consumers, they can decide how much they are now prepared to consume of the higher priced good.  

3.5.10
These environmental taxes impinge on various classes of building materials producers, and it is clear that the strong policy arguments (for example, to reflect environmental costs in line with ‘the polluter pays principle’; to encourage greater use of substitutes or recycled materials; or to raise revenues which could be used to lower other taxes and deliver local environmental improvements) still need to be explained, demonstrated to be effective (that is, that the tax rates genuinely reflect social costs and that the proposed measures will have the desired effect)  and “sold” to the sector.  Various interviews revealed that some industries feel that they (the industries) are "good" for the environment and therefore ought to be exempt from one or other of these taxes.  Examples of these include insulation products which are used to reduce energy consumption in buildings and products, such as plasterboard, which are made from waste from other industries.

3.5.11
The DETR has made clear its broad environmental priorities, but there persists a view on the part of the sector that its position remains misunderstood – and that overseas competitors are being advantaged by differential treatment.  Although this currently relates to single issues, particularly to the Climate Change Levy, this issue would be worth pursuing to establish whether the difference is truly one of understanding, or one of interests.  This would establish a point of reference for future consultations between Government and the industry on different but similar issues.  

3.5.12
It is understood that environmental policy targets will be written on a broader canvas than that occupied by the building materials sector; and that, on occasion such policies will bear more heavily on some industries. Planning guidelines are also determined against a larger backdrop but impact on the sector.  These issues constitute a natural class of issues that could be discussed to mutual benefit.

3.5.13
Government impacts on the building materials sector through various forms of regulation and legislation.  These include:

· Planning controls

· Building Regulations and standards

· environmental regulation

· company and employment legislation

· competition policy.

3.5.14
Planning controls impact directly on those material producers who rely on extraction of natural resources, stone, sand, gravel, clay, etc for their raw materials.  A recent report for DETR on the Economic Consequences of Planning to the Business Sector concluded that there are three particular areas for improvement in the current system:

· delay, particularly perceived inordinate delays in major Planning applications which tend to discredit the system;

· an overemphasis on the environment at the expense of development, and the need for a more balanced view of environmental costs and economic benefits;

· the role of business in Planning authorities, and the similar need for a balance between the views of business and those of voters.

These views were echoed in the Consultants’ discussions with representatives of relevant industries.  It should be recognised, however, that they are not shared by all interest groups and part of the function of the planning system is to strike the right balance taking into account the principles of sustainable development.

3.5.15
Although many of the comments about Planning relate to the extraction of aggregates, an example of the smaller part of the building materials sector which is differently affected by Planning legislation is the stone industry.

	Planning and the stone industry

Long term planning is seen as critical by the building stone industry.  Any company at the high quality end of the business wants to be confident that it can supply 30 or 40 years ahead, and architects and owners need to know that there is stone available to construct a project and to repair it a generation or so later.  High quality stone is a local resource, but is used nationally and internationally.

The availability of stone depends clearly not only on its existence in the ground (and most UK stone of note is not in short supply) but also in the right to extract it; and planning permission to extract stone is felt by the industry to be lagging behind the needs of the users and producers, putting the UK building stone industry in jeopardy.  

There is also diversity in the way counties fulfil their obligation, with delays in forward announcements, and variable time horizons in forward planning.  For example, the Dorset minerals and waste Plan (which includes Portland Stone) for the period 1992 – 2002 was finally agreed and available in 1999; and it will be published in May 2000.  Although some of the minerals covered by the plan are considered  to 2006, the remaining period of the plan is very short. Most plans say that there is adequate stone available, but this does not take into account a forward look of 20 years or beyond.

There are also claims that the resources with existing consent to extract are overstated.

Against this, some plans (eg Bath and North East Somerset) indicate preferred areas where existing quarries can be extended.  If the stone companies were worried about reserves it might be expected that they would immediately apply for full permission for these preferred areas, but they generally haven’t.

The UK is a minor player in the world building stone industry which is dominated by marble and granite;  yet UK stone is of importance to the built environment, is being exported (albeit in relative small quantities) as far away as Japan, and represents a potential centre of excellence.  The industry is valuable, has further potential, and its welfare must be of concern.  

The claims by the industry that reserves with Planning permission are inadequate, and counterclaims by the Planners that reserves are at a satisfactory level, therefore need to be investigated in the context of a long term assessment of the UK stone industry.


3.5.15
Building Regulations and standards both impact directly on the sector, and can be seen as either a threat or an opportunity. Regulations can be helpful to producers in setting technical standards that allow direct and beneficial price comparisons, and they can also drive innovation by setting new performance standards in the interests of public welfare; but they can also fossilise products at a time when the market wants to move on.
3.5.16
The alternative view of opportunity or threat can also depend upon the business or industry concerned.  The forthcoming Part L regulations on energy conservation, for example, are seen as a major opportunity by a number of companies including manufacturers of insulation products and ventilation equipment.  On the other hand, the same regulations are seen as a threat by some brick or block manufacturers who see them as (at least) presenting technical problems and potentially (at worst) affecting demand. Above all, there is a strong view that  standards should be set on a performance basis, taking due account of current technology but otherwise leaving it to industry as to how those standards are set – and that prescriptive (and presumptive) solutions should not be proposed by regulators.

3.5.17
Of equal concern is the setting of international standards which could disadvantage particular products or producers.  As an element of potential protectionism, this is clearly a Government issue; but the standards themselves raise highly technical issues, and for the proper consideration of (and representation about) these, the industries depend very much upon the intervention of their Trade Associations and the CPA.

3.5.18
Industry generally accepts environmental regulation as necessary but is not convinced that current controls are the most effective.  Small firms in particular find this, like most regulation, administratively burdensome, and (as for targeted taxation – see paras 3.5.9-3.5.11 above) need to be satisfied that regulation is necessary, effective, even in its impact (between products, companies and countries), and as simple to administer as possible

3.5.19
Company and employment legislation impacts disproportionately on small and medium sized enterprises.  A number of smaller building material companies have noted concerns about the cost of compliance with legislation.

	Small firms and the regulatory burden

Enterprises with a turnover of £1-5 million account for around 20% of the turnover of the whole industrial sector and those with less than £1 million turnover account for a further 8%.  These smaller firms make a very useful contribution to the industry, and in some products small firms are dominant.  Many of them export.

The small firms do, though, face considerable difficulties.  One of these is the cost (in money and disruption) of conformity to legislation and regulation, which forms a much higher proportion of their turnover than for larger firms; particularly taking into account the opportunity cost of the time spent on regulation by members of the staff.

Current and relevant examples are: making financial or statistical returns to Government (such as production statistics or VAT returns); working hours regulations, paid or unpaid maternity leave and subsequent re-employment; and conformity to Health and Safety legislation.

A large company will usually have specialist departments to deal with these matters, and will have experienced personnel in each field because it will have repeatedly dealt with these matters.  A small firm has no such departments, many problems may be encountered for the first time and (say) the  managing director or factory manager who handles these matters has to familiarise himself  with all the legislation and regulations.  The opportunity costs will be high.

For the most part, this does not reflect any lack of sympathy towards the objectives of the regulation: it is not compliance, but the cost of documenting compliance, that elicits the most comment and, small firms are concerned that this is damaging their ability to compete with larger firms at home and overseas.  In drafting legislation consideration might specifically be given to its impact on small firms and measures considered to alleviate the burden.  Without this, the smaller firms may fail under the burdens imposed on them.


3.5.20
Clearly there are also cases of necessary Government actions or reactions producing contradictory effects.  For example:

· the increased costs of complying with regulation may be justified by the welfare created or protected by the regulation itself, the costs themselves become a pressure for further economies of scale – and hence increased consolidation and concentration.

· similarly, the time taken to obtain planning consent – for mineral extraction, for example (a minimum of four years for a quarry, with cases taking anything up to 13 years), and the associated costs, create a barrier to entry which inhibits new entrants and therefore competition.  Regulation of itself can therefore become a barrier to entry.

3.5.21
Competition policy is considered in Section 6.4 below, with the whole issue of    consolidation and concentration in the sector.

3.5.22
Government has extensive opportunities for influence and example through its contacts and involvement with the building materials sector through representation on industry bodies, support of registration systems, funding of research, and its role as a construction client. The main construction industry representation is via DETR and the Treasury, and Government is a member (with the CPA) of the Construction Industry Board (currently subject to a major review).  DETR also has an important role in the promotion of UK building material exports.

3.5.23
Government has views as a representative of the public interest, a sponsor of the construction industry and a customer of the industry.  It can be difficult for Government to promote the interests of the industry where these conflict with the public interest or Government’s interest as a customer of the industry; but there is no conflict in the need for efficiency.  Materials which are not excessively sensitive to transport costs need to be of a fitness for purpose, quality and price that can resist import substitution – and which can be successful in the export market.  All materials, whether or not suitable for overseas trade, also need to achieve the same standards of fitness, quality and competitiveness so that the construction industry itself is competitive – and so that those industries for which investment in buildings or construction is a significant expense are also competitive on the world stage.  This, and maintenance of a “level playing field” for trade, is therefore the most appropriate focus for the relationship between the DETR and the industries which make up the building materials sector – and there is no doubt that the influence (and funding) of Government behind the post-Egan agenda is a major force for industry-wide engagement.
3.5.24
The DETR is primarily responsible for Government sponsorship of the building materials sector.  The Department of Trade and Industry (DTI) also sponsors a number of industries that produce building materials.  A number of companies and trade associations look to both the DETR and the DTI for support; but from the point of view of industry improvement it is important that a clear and purposeful relationship is struck between the DETR and those industries and companies which regard themselves as part of the larger construction industry.

3.5.25
Originally the relationship was essentially a client-provider relationship, in which the Department of the Environment / Ministry of Building and Public Works were major clients.  The Government therefore had a direct interest in the greater efficiency of the construction sector.  

3.5.26
Most recently, the sponsorship role has been reaffirmed by the DETR in relation to construction in Building a Better Quality of Life (although the emphasis is upon sustainable construction); but there remains doubt as to the definition of sponsorship and its full scope, arising out of a number of recent developments.  
3.5.27
Firstly, the growth in the political importance of the environment, the devolution of public works to agencies (the Highways Agency, the Housing Corporation etc), the privatization of infrastructure companies (BAA, Railtrack, the Water Companies, etc), and the transfer of a growing proportion of the provision of public services to the Private Finance Initiative has reshaped the relationship with the construction industry and its suppliers.

3.5.28
UK industry also needs to relate not only to national Government but also to European authorities.  Increasingly Europe is concerned with aspects of competition policy, environmental regulations, product specifications and standards, employment legislation and other aspects of business life; and the consideration of these issues clearly needs to be co-ordinated with the domestic agenda.
3.5.29
Finally, there have been some comments during the course of this study about the complexities of one Government Department both regulating and sponsoring an industry, with a risk of conflict (particularly in the balance between competition policy and industry efficiency) that could make the relationship between Government and industry difficult.  

3.5.30
For the building materials industries, there is the added complication of the demand for their output being derived– that is, it depends first upon demand for construction.  Perhaps because of this, there has been on the part of the sector a feeling of remoteness from Government and the DETR, a perception that the relationship with contractors and housebuilders is closer, and a sense that its own interests are not fully understood or represented.
3.5.31
Although there remain significant interests outside the CPA, its recent creation provides both a new opportunity and a generally representative forum through which a shared understanding of the reasonable expectation of sponsorship can be established, publicly defined, and pursued through continuing dialogue within the context of a purposeful agenda.

3.6
International comparisons of construction investment
3.6.1
There is a common view on the supply side that the output of the UK construction industry is proportionately lower than many of its main competitors; and that this lack of a strong home market is a brake on developing an internationally competitive business.  This section reviews the evidence for this.

3.6.2 Figure 3.14 presents the composition of GDP in percentage terms for eight European countries, including the UK. The data is for 1998, taken from 1999 Euroconstruct papers, and shows new and all construction output as a proportion of Gross Domestic Fixed Capital Formation (GDFCF).  The table also presents new construction (new and work to existing) and all construction as a proportion of GDFCF.

Figure 3.14: COMPONENTS OF GDP AND GDFCF IN SELECTED EUROPEAN COUNTRIES, 1998











            percentages

	Components
	Belgium
	Denmark
	Finland
	France
	Germany
	Nether lands
	Sweden
	UK

	Private consumption
	63
	51
	50
	60
	57
	60
	53
	63

	Public consumption
	14
	26
	22
	19
	19
	14
	26
	18

	GDFCF
	18
	21
	19
	17
	19
	20
	15
	16

	Stocks
	0
	1
	0
	0
	3
	0
	1
	1

	Exports
	69
	33
	31
	24
	26
	49
	39
	27

	Imports
	73
	34
	39
	27
	27
	55
	45
	29

	
	
	
	
	
	
	
	
	

	New construction output/ GDFCF
	43
	28
	36
	23
	35
	29
	34
	24

	All construction output/ GDFCF
	68
	50
	59
	46
	53
	53
	70
	46


3.6.3
The principal indications from this table are, for the whole economy:

· UK consumption is slightly higher than all other countries, and investment slightly lower than all except Sweden;

· UK imports and exports are lower than all but two countries – but these two are France and Germany, probably our principal competitors.

And for construction:

· new construction as a proportion of investment is lowest in France (at 23%) and highest in Belgium (at 43%), with the UK second lowest (at 24%);

· all construction as a proportion of investment is lowest in the UK and France (both 46%), and highest in Belgium and Sweden (68% and 70% respectively).

3.6.4
Figure 3.15 presents published figures for construction output per capita in Euros for the same countries.  The UK, having the lowest figure both for all (formal) output (Euros 1,592 per capita) and taking all “other” output into account (Euros 1,910 per capital), is also lowest in the more detailed output categories, with only a couple of exceptions,.

Table 3.15 : CONSTRUCTION OUTPUT PER CAPITA FOR SELECTED EUROPEAN COUNTRIES
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3.6.5
On the basis of this data, the UK has relatively low rates of investment and relatively low (new and all) construction output. There are, however, some doubts about the definition and measurement of construction output.  As noted above, the UK tends to undercount output, but it is difficult to establish whether the practice of other countries is very different in this regard.

3.6.6
The Consultants have previously undertaken a comparison between UK and Finland which started with a comparison of construction as a proportion of GDP.  Starting with published figures that showed a substantial difference (UK 8.5% and Finland 12% as proportions of GDP), further analysis established that their outputs were much closer on a common definition basis.  In the UK (where only contractors’ output and public sector direct works output are included) it would not be possible to measure much less than is currently measured and call it national construction output. 

3.6.7
The tentative conclusion is that UK construction output relative to GDP is probably lower than most of its closest competitors, but not as low as some claim. More work could be undertaken to attempt to establish more reliable data.  This could be helpful in increasing understanding of the sector and improving international comparisons, but it would not necessarily inform whether UK should invest more in construction.  The case for more construction investment could be convincing only if the investment was of appropriate quality, at an economic cost, and provided overall economic benefits in excess of overall economic costs.  Looking at the negative of this, the question is which are the sectors which are suffering relative under-investment in the UK, and how is this leaving the UK and its citizens at a disadvantage relative to other nations? 

3.6.8
One example of tracking this issue is the State of the Nation Report Card sponsored by the Institution of Civil Engineers and New Civil Engineer magazine, which gives a supply side view of the current condition of different elements of infrastructure, the trend, and proposals for action. For the construction industry as a whole, though, the challenge is to demonstrate the measurable consequences of the suggested under-investment, and to make concrete proposals for improvement. For example, the current report card (published in May 2000) includes a general conclusion that more private sector expertise and money should be used to raise the quality of the UK’s infrastructure, and coming forward with the “what and how” of this would be a valuable next move.

3.7
Summary
3.7.1
There are signs that the contracting sector, the major (but not sole) source of demand for building materials, is under pressure.  It has begun to recover from a boom and bust but, on the face of it, has suffered a sharp fall in output relative to input prices.  Contractors may have accommodated this through efficiency savings but it also suggests that building materials’ suppliers have not suffered such a sharp fall in prices.  This will be discussed further in later sections. Nevertheless the drop in real construction activity in the early 1990s will have hurt both contractors and suppliers.

3.7.2
In addition, some building materials suppliers will have faced financial pressures from their shareholders as the new economy seemingly offers much better returns.  At the same time, those building materials’ suppliers significantly dependent on international trade with Europe will have experienced pressure on both margins and volumes due to the high Euro/£ rate, due to the impact of the Bank of England’s efforts to contain inflation and the problems of the new Euro.  The weak Euro does not seem to have been a sufficient costly deterrent of Continental takeovers of UK building materials’ firms (indeed, the outflow of capital from the Euro zone, in the form of direct investment outside the zone, may well be a contributory factor to the Euro’s relative weakness), though the stock market weakness of this sector seems to have provided sufficient compensation.

3.7.3 The building materials sector does appear to be experiencing a confluence of adverse economic and financial pressures that could make for exceptional trading conditions.  This prima facie conclusion is explored further in subsequent sections of this report. 

4
The structure, conduct and performance of the sector

4.1
Introduction

4.1.1
The UK building materials sector is large and characterised by diversity.  It comprises a wide range of products and industries.  It produces a variety of materials, products and components from basic aggregates to sophisticated building services systems.  It includes very large multinational companies and very small manufacturing firms; publicly quoted firms and private companies; and all types and sizes of enterprises in between.  Many of the larger companies have extensive interests overseas and, more recently, there has been a significant increase in foreign participation in the UK.

4.1.2
This chapter presents a review of the size and characteristics of the sector, largely derived from official data; an estimate of sales of building materials, by ‘industry’ and end use; estimates of the numbers and turnover of building material producers and intermediaries; the degree of concentration in different industries; and the significance of transport and distribution.

4.2
The scope of the sector

4.2.1
Building materials is not identifiable as a discrete industrial sector in the official statistics, but it has its own trade and representative organisations, and the DETR has a responsibility for its sponsorship as an integral part of the construction industry.  The working definition the Consultants have adopted for this study is that the sector comprises all those companies which produce, distribute and supply materials, products and assemblies for permanent incorporation in construction works.  It excludes materials and products for temporary works (eg scaffolding); loose furniture and equipment; tools and equipment; vehicles and construction plant.

4.2.2
A more practical constraint on the definition of the sector is the availability and organisation of data.  As noted in chapter 2, ONS data is organised primarily by “industry”, and the Consultants have taken 31 broad industry categories (as listed in Figure 4.1) as making up the construction products sector, excluding distribution – albeit for many of these categories only part of their output goes to construction (and there are other industries which sell a still smaller proportion of their product for construction use). The list is therefore pragmatic rather than comprehensive.

Figure 4.1: Principal Standard Industrial Classifications relating to construction 
 
  materials

	SIC No
	Description

	1410
	Quarrying of stone

	1421
	Operation of gravel and sand pits

	1422
	Mining of clays and kaolin

	2010
	Saw milling and planing of wood, impregnation of wood

	2020
	Manufacture of veneer sheets; manufacture of plywood, laminboard, particle board, fibre board and other panels and boards

	2030
	Manufacture of builders’ carpentry and joinery of wood

	2430
	Manufacture of paints, varnishes and similar coatings, printing ink

	2462
	Manufacture of glues and gelatine

	2523
	Manufacture of builders’ ware of plastic

	2611
	Manufacture of flat glass

	2612
	Shaping and processing of flat glass

	2614
	Manufacture of glass fibres

	2622
	Manufacture of ceramic sanitary fixtures

	2623
	Manufacture of ceramic insulators and insulating fittings

	2630
	Manufacture of ceramic tiles and flags

	2640
	Manufacture of bricks, tiles and construction products, in baked clay

	2651
	Manufacture of cement

	2652
	Manufacture of lime

	2653
	Manufacture of plaster

	2661
	Manufacture of concrete products for construction purposes

	2662
	Manufacture of plaster products for construction purposes

	2663
	Manufacture of ready mixed concrete

	2664
	Manufacture of mortars

	2665
	Manufacture of fibre cement

	2666
	Manufacture of other articles of concrete, plaster and cement

	2670
	Cutting, shaping and finishing of stone

	2811
	Manufacture of metal structures and parts of structures

	2812
	Manufacture of builders’ carpentry and joinery of metal

	2822
	Manufacture of central heating radiators and boilers

	3130
	Manufacture of insulated wire and cable

	3150
	Manufacture of lighting equipment and electric lamps


4.2.3
The ONS National Account Input-Output tables are helpful in identifying the output of the various industries providing materials for incorporation in construction, and Appendix D seeks to match these to SIC categories.  Thereafter, it is only possible to follow the statistical trail in terms of industries or products.  However, far more information is available at the industry level and the Consultants have used this data to identify those industries at the four-digit SIC level that are heavily engaged in the building materials sector.  In some instances, their output will be directed to non-construction use; but adjustment of industry data to isolate the effort directed to meeting construction use would be arbitrary and could be misleading.  If a product can be used for construction and non-construction purposes, its supply conditions (cost structure, productivity etc) are not meaningfully separable in terms of product use.

4.2.4
In a few instances, a four-digit classification (eg 1410) is in fact the total of sub classifications (1411 and 1412).  Data was collected on these industries, covering a wide range of concepts:

· production

· employment

· gross operating surplus

· capital stock (1980 SIC)

· exports/imports

· output prices

· input prices

· sales

· value added

· foreign direct investment

· research and development.

4.2.5
The available data varied in its completeness so it has not always been possible to analyse the same set of SICs in the same way.  Sometimes the data was not available for all SICs and, on other occasions, the time period covered was short, particularly with respect to the economic cycle.  As a consequence the restrictions on the range of derived data, for example, value added per employee, was compounded.

4.2.6
Some of the data (eg on foreign investment) is best discussed in the context of specific issues that have been raised by the study; but there are other data, either providing a minimum level of description of the sector or relevant to a number of issues, that are best presented as a body of information.  This follows.

4.3.
Output and supply/demand balance

4.3.1
The Input-Output tables contain a matrix of purchases by industries of products.  There are 123 product groupings and 123 corresponding industries.  The Input-Output groupings combine certain industry categories and the organisation of this data creates certain imprecisions in the figures.  For example:

· as already noted, some groupings that seemingly relate to construction will contain items that are not for construction purposes;

· some companies offer downstream services (installation, maintenance etc) after manufacture, and their output figures will not relate to product manufacture alone;

· the purchase of items, even where they are recognisable as construction materials, does not necessarily mean that they are for construction use.
4.3.2
However, where such purchases are made by construction or by households for DIY purposes, one can be more confident that the materials are being put to a building use.  Estimates of total supply and demand based on the published data are therefore imprecise, but some parts are more certain than others.  On this basis, estimates of material and product gross sales and the value of materials and products incorporated in buildings and works have been compiled from enterprise and turnover data for 1998 for 31 potentially relevant industries, and National Account Input-output data for 1997. The Consultants judge gross sales to be around £30 billion in 1997.

4.3.3
Domestic consumption, derived on a consistent basis, is judged to be around £32 billion, with net imports of £2 billion (imports of £6 billion less exports of £4 billion).  Around £17 billion of domestic consumption goes to contractors, as much as £10 billion goes to construction by others (eg own works) and £5 billion goes to households (DIY).  These estimates of demand/output are significantly higher than previous sector estimates, but are believed to be of the right order of magnitude.  Further work could be undertaken to determine more accurately the size and composition of the sector, but it is considered unlikely that this would lead to changes of view, policy or action.

 4.3.4
Figure 4.2 shows how materials sold to building materials supply and demand is distributed for 1997.  The estimate has three main elements: construction contractors; materials sold to individual households; and materials sold to others.  All purchased materials are judged to be incorporated in building. Purchases by others, on the other hand, are more uncertain.  Appendix E describes the derivation of these numbers in detail. 
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Figure 4.2: UK DEMAND FOR BUILDING MATERIALS

[image: image14.emf]0%

20%

40%

60%

80%

100%

0% 20% 40% 60% 80% 100%

Number of Firms

Output

All contracting firms

Producers maximum

Producers minimum

4.3.5
The single largest source of demand for building materials is construction contracting (£17 billion), but it still represents only just over half of total demand.  Trade, both imports and exports (considered further in Section 4.14 below) plays a minor role in the relationship between a £32 billion level of consumption and a domestic output of £30 billion.

4.4
Value added


Value added in the building materials sector varies from less than 20% of gross sales (for paint) to more than 90% (for structural clay products), and is typically around 50%.  On this basis value added for the sector is around £ 15 billion - just over 2% of GDP.  

4.5
Number of enterprises and their turnover

4.5.1
Using ONS data on VAT registered enterprises, banded by turnover, the Consultants have estimated total turnover for building material enterprises to serve as a check on the size of the building materials sector.  In doing this they have also generated an estimate of the number of enterprises providing building materials. They have also reworked the size bands to provide a better measure of concentration by using selective company information for the larger enterprises.

4.5.2
Because some materials and products are sold to other companies for further production (eg cement and aggregates for ready-mixed concrete or concrete products), adjustments have then been made to allow for double counting. Because not all of the selected SIC classifications are exclusively building materials, two estimates have been made: one using all classes (the maximum) and one excluding all those not exclusively building materials (the minimum).  

4.5.3
Using this method, there are more than 11,355 but less than 20,785 enterprises engaged in the business of producing building materials in the UK.  This could be rounded to a range of say 12,000 to 20,000.  

4.5.4
A more pragmatic measure may be the number of businesses who belong to relevant Trade Associations, or who advertise their products in trade catalogues.  These numbers group between 6,000 and 7,500 UK firms; and, although this will exclude many sole traders or small firms who rely on a local market, this total may be regarded as the self-declaring core of the sector.

4.5.5
The number of firms is also growing: the number having increased by 8% since 1995 (the earliest data available on the same information).

4.5.6
The ONS provides data on numbers of enterprises in seven turnover size bands, the highest value (open) band being ‘more than £5 million’, and this provides a broad basis for checking sector output.  Assuming that each of the closed size bands has an average turnover equivalent to the mid point of its range and allowing for double counting, the total turnover represented by the six closed size bands for the minimum number of enterprises is £8,295 million – by 10,775 enterprises.  The average turnover of each of these enterprises is £770,000.  Using the same method, the total turnover represented by the lower size bands for the maximum number of enterprises is £16,729 million – by 20,785 enterprises (average turnover £805,000).
4.5.7
There are between 2,900 and 7,750 enterprises in the open sizeband.  If each had only the minimum turnover (£5 million), they would represent between £2,805 and £7,655 million total turnover.  The Consultants have, however, identified 19 major producers with aggregate UK turnover of £6 billion (allowing for double counting).  The smallest of these firms has a UK turnover of around £ 50 million.  If the remaining enterprises each had average turnover of £20 million, their total turnover would be between £11,220 and £30,620 million.

4.5.8
Combining the total turnover of the smaller firms (£8,295 - 10,775 million), the turnover of the largest 19 (£6 billion) and the turnover of the other larger firms (11,220 - 30,620 million) gives a total market size for UK building material producers of between £25.51 billion and £53.35 billion.  Both figures represent extremes rather than a plausible range; and a more realistic estimate may be between £30 and £45 billion.  The lower end of this equates to the estimate of the output of the building materials sector in the previous section. 

4.5.9
Although, therefore, the estimated output of £30 billion is significantly higher than previous estimates (which have suggested a figure of about £24 billion), the Consultants believe it to be conservative.

4.5.10
Figure 4.3 shows the distribution of enterprises and turnover derived from this estimate: many small firms and a small number of large firms.

Figure 4.3 : PERCENTAGE DISTRIBUTION OF ENTERPRISES AND TURNOVER FOR BUILDING 

MATERIAL PRODUCERS
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4.5.11
This illustrates that 80% of materials are produced by the largest 15% to 20% of enterprises, with the proportion of output produced by the top 20% in different industries varying from over 99% to around 60%.  There are between 580 and 1,550 enterprises with turnovers of more than £5 million.

4.5.12
Enterprises with a turnover of £1-5 million account for around 20% of the turnover of the whole sector and those with less than £1 million turnover account for a further 8%.  

4.5.13
The diagram also shows, for comparison, the distribution of contracting firms and contracting output.  There is more output by smaller contractors than producers, and a smaller proportion by larger contractors

4.5.14
Manufacturing as a whole had turnover of £450 billion in 1998 and its top 20% of companies accounted for 93% of output.  On this crude measure there is rather less concentration in the building materials industries than there is in manufacturing industry generally.
4.5.15
Because they are small and specialised, small enterprises do not attract as much attention as the larger firms, and particularly those on the “heavy side”; but many of them have adopted similar policies to larger ones of concentrating on their core businesses and attempting to grow by exports. They make a very useful contribution to the industry, and in some products small firms are dominant – for example, in high quality architectural ironmongery and in much of the market for environmental controls. Experience in other economies and industries (of which the development of the IT sector in California is perhaps the most marked example) has also shown that the capacity for growth lies disproportionately in small and medium-sized enterprises; whilst larger business are tending to grow (generally by consolidation) but with the number of people employed in them actually reducing.  Small business therefore merit particular attention – in the provision of capital, the creation of a favourable trading environment, and advice and assistance in the development of their products and services.

4.6
Scale of manufacture

4.6.1
The widest measure of output for the SIC groups identified as being significantly related to the building materials sector was found to be industrial production at 1995 prices.  For the latest available year (1998), data was found for 25 categories.  Figure 4.4 groups them into four size bands.



Figure 4.4 : VALUE OF INDUSTRIAL PRODUCTION AT 1995 PRICES FOR BUILDING  MATERIALS

	£50-£500m
	£500-£1000m
	£1000-£2000m
	£2000-£3500m

	· Other ceramic products

· Ceramic tiles

· Cutting and shaping stone

· Mortars, fibre cement, plaster cement

· Ceramic sanitary fixtures

· Glass fibre

· Plaster products 
	· Mining clays and kaolin

· Quarrying stone

· Glues and gelatine

· Radiators and boilers

· Veneers and boards 

· Clay bricks, tiles etc

· Sawing, planing and impregnation of wood
	· Cement, lime and plaster

· Lighting equipment

· Builders’ metal carpentry joinery

· Concrete products 

· Processing flat glass

· Insulated wire and cable

· Operation of gravel and sand pits

· Wood carpentry and joinery 
	· Plastic builders’ ware

· Paints, varnishes etc

· Metal structures


4.6.2
Figure 4.5 indicates the scale of manufacture of selected industries, determined by dividing total production by the number of local units (local units are sub divisions of enterprises and comprise individual production units – eg factories). The choice of size bands is arbitrary: they have been selected more to ensure a reasonable distribution across cells than on any firm economic or industrial basis.

Figure 4.5: SCALE OF MANUFACTURE AND VALUE OF PRODUCTION FOR SELECTED INDUSTRIES, 1998

	Scale of manufacture (production per local unit)
	Value of production at 1995 prices

	
	£50 – 500 million
	£500 – 1,000 million
	£1,000 – 2,000 million
	£2,000 – 3,500 million

	Small scale

(£250,000 – 

£1 million)


	· Ceramic tiles

· Cutting and shaping stone
	· Sawing, planing and impregnation of wood
	· Metal carpentry and joinery
	· Wood carpentry and joinery

	Medium scale

(£1 – 2 million)


	· Glass fibre
	· Clay bricks, tiles etc

· Radiators and boilers
	· Processing flat glass

· Concrete products

· Lighting equipment
	· Plastic builders’ ware

· Metal structures

	Large scale

(>£2 million)


	· Ceramic sanitary ware

· Plaster products
	· Veneers and boards

· Glues and gelatine
	· Insulated wire and cable
	· Paints, varnishes etc


4.6.3
Data on some of the more interesting (eg manufacture of cement and flat glass) are not available, almost certainly due to disclosure restrictions.

4.6.4
None of the industries is very large in absolute terms.  The small scale industries tend to be craft based, where basic materials or simple products are being transformed.  The large scale industries tend to be more representative of manufacturing industry.

4.6.5
Figure 4.6 then presents scale of manufacture and the total number of enterprises for seventeen industries.

Figure 4.6: SCALE OF MANUFACTURE AND NUMBERS OF ENTERPRISES

	Scale of manufacture

(production per local unit)
	Total number of enterprises

	
	<100
	100 – 1,000
	>1,000

	Small scale

<£1 million


	
	· Ceramic tiles

· Cutting and shaping stone
	· Sawing, planing and impregnation of wood

· Wood carpentry and joinery

· Metal carpentry and joinery

	Medium scale

£1-2 million


	
	· Processing flat glass

· Clay bricks, tiles etc

· Concrete products

· Lighting equipment
	· Plastic builders’ ware

· Metal structures

	Large scale

>£2 million


	· Glues and gelatine

· Ceramic sanitary ware

· Plaster products
	· Veneers and boards

· Paints, varnishes etc

· Insulated wire and cable
	


4.6.6
In addition to looking at scale, a rating was given to industries to reflect how important their products are as inputs into the construction process.  This is tabulated in Figure 4.7.

Figure 4.7: RELIANCE OF INDUSTRIES ON CONSTRUCTION AND THE IMPORTANCE OF INDUSTRIES TO CONSTRUCTION

	Reliance on construction (1)
	Importance for construction contracting(2)

	
	High (>5%)
	Medium (1-5%)
	Low (<1%)

	Primarily for construction/ contracting use

(>60%)
	· Quarrying stone

· Operation of gravel and sand pits

· Mining clays and kaolin

· Clay bricks, tiles etc

· Cement

· Ready mixed concrete
	· Wood carpentry and joinery

· Plastic builders’ ware 

· Ceramic sanitary fittings

· Ceramic tiles

· Plaster

· Concrete products

· Plaster products

· Mortars

· Lighting equipment

· Radiators and boilers
	· Lime

· Fibre cement

· Cutting and shaping stone

· Metal carpentry and joinery

	For mixed use
	· Sawing, planing and  impregnation of wood

· Veneers, boards etc
	· Manufacturer of flat glass

· Processing flat glass

· Glass fibre

· Metal structures

· Insulated wire and cable

· Paint, varnishes etc
	· Glues and gelatine


(1)
Proportion of product sales sold into construction contracting.

(2)
Proportion of total value of building materials used in construction contracting.

4.7
Major UK companies

4.7.1
UK producers working within the sector and having a turnover of more than £75 million per annum (financial year ending 1998) are listed in Figure 4.8.

Figure 4.8 : MAJOR UK PRODUCERS

	Company
	Principal industry
	Turnover

£m
	Footnotes



	RMC Group
	Aggregates, ready-mixed concrete
	
4,410
	(1)

	Pilkington
	Flat glass
	
2,709
	

	Blue Circle Industries
	Cement
	
2,303
	

	Hanson
	Aggregates, bricks
	
1,825
	(2)

	Caradon
	Plumbing and electrical components
	
1,545
	(3)

	BPB Industries
	Plaster and plasterboard
	
1,300
	

	Tarmac Group
	Aggregates
	
1,294
	(4)

	Rugby Group
	Cement and joinery
	
1,020
	(1)

	Aggregate Industries
	Aggregates
	
834
	

	Heywood Williams
	PVC/metal windows/doors
	
690
	

	Hepworth
	Heating appliances, drainage goods
	
661
	

	Polypipe
	Plumbing goods
	
273
	(5)

	Marshalls
	Concrete products
	
254
	

	Anglian Group
	Plastic windows
	
253
	

	Cape Industries
	Insulation
	
244
	

	Norcros
	Ceramic tiles, adhesives
	
240
	(6)

	Spring Ram Corporation
	Kitchens
	
203
	(7)

	Ruberoid
	Roofing/damp-proof membranes
	
163
	(8)

	Expamet International
	Expanded metal
	
120
	


(1) RMC acquired Rugby Group, December 1999

(2) Hanson acquired Pioneer, November 1999

(3) Caradon acquired Weru, November 1999; and Easco (US), July 1999

(4) Anglo American acquired Tarmac Group, March 2000

(5) IMI acquired Polypipe, May 1999

(6) Stormgrange acquired  Norcros, October 1999

(7) US Industries acquired Spring Ram, July 1999

(8) IKO UK acquired Ruberoid, February 2000

4.7.2
The total (1998) turnover of these 19 companies is more than £20 billion – this includes overseas earnings and some non-construction business.  The table, however, only includes those companies where the major market for their output is construction.  It, therefore, excludes companies, like Corus, who make a major contribution to the construction industry but whose products also go significantly into other sectors.

4.7.3
The principal distributors, again having turnover of more than £75 million per annum in the financial year ending 1998, are listed in Figure 4.9.

Figure 4.9:  MAJOR  UK DISTRIBUTORS

	Company
	Type
	Turnover

£m
	Footnotes

	Wolseley
	General builders’ merchant
	4,760
	

	Meyer
	General builders’ merchant
	1,282
	(1) (2) (3)

	SIG
	Specialist merchant (insulation)
	   796
	

	Travis Perkins
	General builders’ merchant
	   594
	(4) (5)

	Graham Group
	General builders’ merchant
	   530
	(2)

	Sharpe & Fisher
	General builders’ merchant
	     87
	(4)

	James Latham
	Specialist merchant (timber)
	     86
	(6)


(1) Meyer acquired Tudor, August 1999

(2) Meyer acquired Graham Group, August 1999

(3) St Gobain acquired Meyer, March 2000

(4) Travis Perkins acquired Sharpe & Fisher, November 1999

(5) Travis Perkins acquired Keyline, August 1999

(6) Timber importer/distributor

4.7.4
The footnotes indicate the amount of merger and acquisition activity occurring in the sector, and this is considered further below.  In addition, there are five names from the 1997 list that have disappeared as a result of mergers and reorganisation: IMI, Glynwed, Marley, Ibstock and PTS.

4.8
Concentration

4.8.1
After surviving the recession of the early 1990s, a significant number of UK building material producers have continued consolidating (focusing on core business and disposing of peripheral activities), becoming more productive and cutting costs.  Where economies of scale, production and administration, have been available some have been taken.  Large firms have been getting larger by acquiring other firms of all sizes (only the large/large acquisitions are generally noticed, but the evidence from interviews on the study suggests that many smaller firms have been happy to be taken over).  It seems likely that these trends will continue, as the pressures which generated them – financial, market and administrative - are still present.

4.8.2
Figure 4.3 (above) showed the distribution of enterprises and turnover in the sector.  The Consultants examined in more detail the distribution of enterprises and turnover for particular SIC four digit codes. Figure 4.10 illustrates the different degrees of concentration in the building materials sector in broad terms.
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Figure 4.10 : DISTRIBUTION OF TURNOVER AND ENTERPRISES BY SIC

4.8.3
The four graphs on the left hand side of the page (sanitary ware, cement, ready-mix concrete and quarrying) show high degrees of concentration; those in the middle (bricks, radiators/boilers, and wood/metal carpentry and joinery) show degrees of concentration close to the sector average; and those on the right (working stone, concrete products, plastics and cooling equipment) show rather less than average concentration.  

4.8.4
A comparison of the positions between 1995 and 1998 (the only sets available) suggests that concentration is static or increasing in most industries, with a particular increase in ready-mixed concrete.

4.8.5
These measures of concentration are too broad to draw conclusions that could shape policy, but the breadth of the open band used for all enterprises with turnover of more than £5 million does not permit closer analysis without detailed investigation of company data within all SIC categories.  This could usefully be done for those industries where there is shown, or perceived, to be high concentration: SIC codes 1410/1421 (quarrying/operation of sand and gravel pits), 2611 (flat glass), 2622 (ceramic sanitary ware), 2640 (bricks), 2651 (cement) 2653/2662 (plaster) and 2663 (ready-mixed concrete); but on the basis of company data published in 1998, the market shares of the top five companies in three heavy materials are: -

aggregates


84% (56% by the top three)

cement


98% (93% by the top three)

ready-mix concrete
87% (66% by the top three)

(source : Deutsche Bank)

And figures quoted in interview for the plaster/plasterboard industry suggest that 

more than 90% of European production is controlled by three producers (one with close to 50%, two with close to 25%).

4.8.6
The principal barriers to entry for building materials companies in the UK are the necessary capital investment balanced against the likely return and, in the case of many basic materials and simple products, access to natural resources (geographical endowment, ownership and planning permission).  Market entry also depends upon the geographical size of the market and transport costs.  Branding can create barriers to entry and although it is difficult to brand with commodity products, some of those interviewed felt it was possible.  Entry issues require a more detailed industry remit than that governing this study.  However, interviews with City specialists working in the building materials sector tended to share the view that environmental and natural restrictions on developing new basic materials sites was a consideration favourably underpinning share prices.

4.8.7
Generally, UK listed building materials companies have been active in striving to increase their profitability and serving their shareholders' interests by merging and reducing their cost base – though this has not yet been recognised in their share prices.  The ensuing concentration - greater in some industries than others - inevitably brings these companies to the attention of the Competition authorities.  Monopolies tend to restrict output below levels that would be economically efficient in allocative terms, though exploitation of economies of scale tends to improve economic efficiency by reducing the quantity of resources required in production.  The authorities are bound to be at best suspicious of this process where potential economic benefits develop hand in hand with economic disbenefits.  

4.8.8
Suspicion is compounded when the concentration by producers is accompanied by a countervailing concentration of distributors.  Concentration among the intermediaries also tends to weaken the link between customers' needs and criticisms and the producers.  The final step in the countervailing concentration, will be producers buying distributors which would in turn threaten to shut out their competitors from the market place.

4.8.9
In a market place where producers and distributors are consolidating, branding can be an important defence for producers as their product will appeal over the heads of distributors.  Some companies – heavy and light - felt that their product had a strong brand, though it was not always clear whether this simply meant high name recognition as opposed to strong buying preference.  There was also some evidence of distributors seeking to establish their own brand labels.  This is both a riposte to producer branding and a device for getting a stronger grip on the supply relationship.  The role of branding and the consequences for the sector need further consideration.  Issues of concentration and competition are dealt with further in Chapter 6.

4.9
Price trends
4.9.1
A further exercise considered the movement in material prices relative to the construction cost index produced by DETR. The growth rate of the building materials output price index relative to the construction cost index was calculated for 17 industries.  The results are tabulated in Figure 4.11.  
Figure 4.11:  Price trends
	SIC 92
	SIC Description
	Relative output prices

1990-1998
	Output/ Input Prices
	Trend Growth in production

1981-1993

	3150
	Lighting equipment
	1.46%
	NA
	1.42%

	2822
	Radiators and boilers
	0.47%
	NA
	2.67%

	2030
	Wood carpentry and joinery
	0.33%
	NA
	2.50%

	2622
	Ceramic sanitary fixtures
	0.14%
	NA
	0.44%

	2812
	Metal carpentry and joinery
	-0.25%
	NA
	NA

	2010
	Sawing, planing and  impregnation of wood
	-0.47%
	-1.14%
	0.44%

	2430
	Paints, varnishes etc
	-0.47%
	1.09%
	2.41%

	2640
	Clay bricks, tiles etc
	-0.62%
	1.68%
	0.24%

	2612
	Processing flat glass
	-0.75%
	0.20%
	5.97%

	2630
	Ceramic tiles
	-0.75%
	0.58%
	0.41%

	2661
	Concrete products
	-0.84%
	NA
	1.18%

	3130
	Insulated wire and cable
	-0.91%
	-0.33%
	1.61%

	2614
	Glass fibre
	-0.94%
	NA
	3.24%

	2523
	Plastic builders’ ware
	-1.00%
	0.42%
	8.74%

	2020
	Veneers and boards 
	-1.06%
	NA
	3.95%

	2811
	Metal structures
	-1.56%
	NA
	0.56%

	2670
	Cutting and shaping stone
	-1.83%
	NA
	3.02%


4.9.2 Only four industries had a trend growth rate in prices that was faster than construction generally.  These products were apparently becoming increasingly more expensive over the period 1990-98; the rest were apparently falling.  Although it was not possible to do these calculations for all the candidate industries, it does suggest that there has been pressure on prices, although the absence of long time trends on profitability, labour productivity and investment for a very large number of building materials industries makes performance assessment difficult. Inspection of over 30 attributes shows relatively little in common.

4.9.3
As discussed earlier (paragraph 3.3.6), construction prices appear to be on a long term downward trend.  Although production prices cannot be directly compared with construction prices (some products, at least, will pass through intermediaries), these apparent price trends emphasise the need for more work to improve understanding of this aspect of the building materials market.

4.9.4
Movements in input prices, of which there are very few available, do not suggest that they contributed much to the relative movements in price.  The absence of consistent employment data did not allow the Consultants to explore whether this was due to marked productivity improvements.  Trends in capital intensity ( see section 4.10, below) do not seem plausibly related to trends in relative prices.  Though some of the fastest growing sectors had the greatest falls in prices, other fast growers had some of the greatest increases in relative prices.

4.9.5
Nor does it appear that those most open to international trade were the ones to produce the greatest relative falls in price.  It could be that margins weakened as a trend throughout this period but there is not enough data on margins to verify this.

4.9.6
The sector’s performance is varied, not least because of the breadth of industries that it encompasses.  In terms of production/output growth, about a third of the 30 or so industries involved in building materials seem to have healthy real trend growth (between 2.4% and 8.7% pa) over the period 1981 to 1993 (trough-to-trough of the construction cycle).  The rest have modest growth or are declining (between +1.6% and –0.7% pa).  

4.9.7
The Consultants examined the characteristics of the fast growers across more than 30 quantitative and qualitative attributes.  Attributes were adduced subject to data availability.  Few hard and fast common characteristics emerged, though it was significant that none of the  sectors directly dependent on extractive processes appeared in the fast growing set. 

4.9.8
Furthermore, and perhaps as a consequence, most fast growers offered high value per unit mass. although they do not fall clearly into CPA’s heavy/light classification.  Despite high values per unit mass allowing them the theoretical option of concentrating production in large units because of low transport costs, there is no echo in high levels of net capital stock per employee.  Indeed most of them appear to be reducing their capital intensity.  The explanation for this apparent phenomenon is unclear.  There is a hint that the fast growers are in building materials industries with higher import/consumption ratios but this is not universally true.  The implication would be that foreign competition keeps them on their toes.

4.10 Profit and capital stock

4.10.1
The Consultants sought to obtain reliable indicators for industry profit and capital stock and had difficulties with both concepts.  This section briefly describes the measures identified and their shortcomings and recommends further work on both.

4.10.2 The most commonly understood measures of profit are those produced in company accounts.  It was not, however, possible to collect that data for all building material companies and, in any case, there would, for example, be difficulty allocating companies to industries, and international companies would include non-UK activities.

4.10.3 It is possible to calculate certain figures and ratios from ONS industry data.  The nearest concept readily available from ONS is Gross Operating Surplus (GOS), calculating by deducting Wages and Salaries from Value Added, for each SIC.  It was felt, however, that because this did not take account of taxation or depreciation, it could result in potentially misleading results.  It was not, therefore, pursued.

4.10.4 It is recommended that further work is undertaken on measures of profitability at the industry level for the building materials sector.  This should involve the Construction Products Association to ensure access to available data and agreement on appropriate concepts.

4.10.5 Capital stock data was sought both as a basis for assessing profitability and capital intensity.  Capital stock data was made available by ONS who undertook a special run of their model that estimates the value of capital stock from past flows of investment.  This model is standardised on an SIC 80 basis.

4.10.6
Again, the ONS concept of capital stock is different from that of companies.  Further work could usefully be undertaken on this measure, again involving the Construction Products Association.

4.11
Employment

4.11.1
Employment data by SIC is generally poor at the four-digit level, particularly for detecting trends. Figure 4.12, overleaf, summarises employment levels in four bands.

Figure 4.12: Employment for Building Materials, SIC 1997
	0-5,000
	5,000-10,000
	10,000-20,000
	20,000-55,000

	· Plaster 

· Lime 

· Ceramic insulators and fittings 

· Mortars

· Fibre cement

· Other items of concrete, plaster & cement

· Plaster products 

· Ceramic tiles and flags 

· Mining of clays and kaolin

· Glues and gelatine
	· Cement

· Cutting and shaping stone

· Glass fibres

· Quarrying stone

· Ceramic sanitary fixtures

· Ready-mixed concrete

· Veneers, boards etc

· Radiators & boilers
	· Clay bricks, tiles etc

· Sawing, planing and impregnation of wood

· Operation of gravel and sand pits
	· Metal carpentry and joinery 

· Concrete products 

· Insulated wire & cable

· Lighting equipment 

· Paints, varnishes etc

· Wood carpentry  and joinery 

· Metal structures 

· Plastic builders’ ware 


4.11.2
The above industries employ about 400,000 people, though some of the candidate SICs are excluded, and not all their product will be destined for construction use.
4.11.3
Employment figures are not available at a sufficient level of detail to identify long term trends that can be separated from changes in the level of market activity.  However, in Sections 4.15 and 6.5 of this report (which deal with trade and international competitiveness), the Consultants set out the changes in trading conditions that are likely to increase the trade deficit in construction materials.  In parallel with this, market forces in an increasingly globalised world will create a pressure for manufacture to move to an increasing number of markets with a skilled pool of compliant labour operating at a substantially reduced cost.

4.11.4
This, coupled with improved productivity in manufacture, is likely to lead to a continuing reduction in the labour (and particularly unskilled labour) employed in the construction materials industries.  For skilled or semi-skilled labour, only growth arising out of the development of new or improved products can counter this trend; and as noted elsewhere in this report, this seems most likely to occur in small businesses.

4.12
Distributors

4.12.1
Using a similar approach to that described in the previous section, the Consultants have compiled an estimate of the turnover of construction material intermediaries (wholesale and retail agents and merchants).  Not all building materials are sold through intermediaries.  On the other hand, not all intermediaries’ sales will be building materials as defined by the Consultants – ie they will include tools, equipment, materials for temporary work and other non construction materials.

4.12.2
The ONS provides data on four categories of building materials intermediaries:

· agents involved in the sale of building materials (SIC 5113);

· wholesale of wood, construction materials and sanitary equipment (5153);

· wholesale of hardware, plumbing and heating equipment and supplies (5154); and

· retail sale of hardware, paints and glass (5246).

4.12.3
The total number of enterprises in these four classifications is just under 15,000; but many of the agents will sell to wholesalers and retailers, and retailers will obtain at least some of their stock from agents and wholesalers.  For the purposes of estimating turnover, the Consultants have omitted both agents (1,665 enterprises) and retailers (6,035) – over half of the total.

4.12.4
As before, data is available on numbers of enterprises in seven turnover sizebands, the highest value being £5 million plus.  Assuming that each of the lower sizebands has an average turnover equivalent to the mid point of its range, the total turnover represented by the lower six sizebands is £11.3 billion by 14,330 wholesale enterprises - an average of £789,000.

4.12.5
There are 660 enterprises in the largest sizeband.  If each had only the minimum turnover (£5 million), they would represent £3.3 billion total turnover.  There are 18 major builders merchants with aggregate UK turnover of £4 billion, the smallest having a turnover of some £21 million.  If each of the remaining 642 enterprises each had average turnover of £10 million, the top sizeband would have further turnover of £6.4 billion.

4.12.6
Combining the total turnover of the smaller firms (£11.3 billion), the turnover of the largest 18 (£4 billion), and the turnover of the other larger firms (£6.4 billion) gives a total market size for wholesale merchants of £21.7 billion.

4.12.8
Of the £32 billion of domestic consumption of building materials, the Consultants estimate that around £11 billion goes directly from suppliers without passing through UK distributors.  

4.12.9
Allowing for sales between intermediaries, and the fact that some sales will not be of building materials as defined by the Consultants (they will include, for example, temporary materials such as scaffolding and tools and plant hire), the Consultants estimate that around £21 billion worth of building materials is sold to end users via almost 15,000 intermediaries (agents, wholesales and retailers).  20% of wholesale builders merchants handle 75% of this.  The top twenty building material wholesalers have total UK sales of around £4 billion. 

4.12.10 As with the producers, the intermediaries comprise many small firms and a small number of large firms. Because of a lack of data by type of enterprise it is not possible to undertake a detailed review of concentration in building materials intermediaries.  On the face of it, and although consolidation has been more visible amongst the distributors, there is not excessive concentration: the largest builders merchant in the UK has domestic sales of around £1 billion.  In a total market of over £20 billion its overall share is, therefore, relatively low.  

4.12.11 Figure 4.13 presents the distribution of turnover and enterprises for building material wholesalers and compares it with the minimum distribution curve for producers (see Figure 4.3).  It indicates a lower level of concentration in distribution than in production.

Figure 4.13: PERCENTAGE DISTRIBUTION OF ENTERPRISES AND TURNOVER FOR BUILDING 

  MATERIAL WHOLESALERS AND PRODUCERS
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4.12.12 There may, however, be issues of concentration in particular locations; or for particular products or particular groups of products where there are specialist merchants.  

4.13
Transport 
4.13.1
There is no data specifically on transport and distribution of building materials.  Both can be undertaken by producers, intermediaries and independent transport contractors. However, with the exception of those needing specialist vehicles (ready-mixed concrete, asphalt etc) virtually all producers that were interviewed use a predominance of independent transport contractors where they transport their own goods, and expressed general satisfaction with the service provided.

4.13.2
One company in particular had also pursued discussions with the rail companies, but had formed the view (after long and inconclusive discussions) that they are not interested in non-containerised freight business.

4.13.3
Where possible the industries' products were grouped into high, medium and low value by unit mass, and this is shown in Figure 4.14, overleaf.  
Figure 4.14: THE VALUE AND MASS OF SELECTED BUILDING MATERIALS

	Low value/mass             £/t
	Medium value/mass   £/t
	High value/mass             £/t

	Aggregates
	12
	Plasterboard
	145
	White ceramic tiles
	1,192

	Paving slabs
	14
	Chipboard
	233
	Float glass
	2,000

	Ready mix concrete
	23
	Steel reinforcement
	271
	White low level WC
	2,143

	Concrete blocks
	41
	Structural steel
	440
	Double glazed units
	2,197

	Concrete kerbs
	47
	Softwood 
	580
	Copper pipes/fittings
	2,432

	Common bricks
	67
	Hardwood
	742
	Drainage pipes
	2,916

	Facing bricks
	74
	
	
	Paint
	3,646

	Cement
	80
	
	
	Door
	5,106


4.13.4
Low values by unit mass render transportation relatively expensive, and transportation costs will tend to delimit the size of served markets by production units.  This is compounded where the condition of the material needs to be protected during transport. Ready-mixed concrete, for example, cannot be transported too far - not only because of weight, but also because of the problems of retaining suitable moisture levels.  

4.13.5
At one level this can circumscribe international trade; but within national boundaries, and depending on the distribution of production units, it can also give rise to local monopolies – as identified, for example in the Monopolies and Mergers Commission’s 1981 report into ready-mixed concrete.

4.13.6
It is beyond the scope of this study to investigate national distribution of plant locations, but with further consolidation in the concrete industry since 1981, local monopolies are more likely to have increased than to have diminished.   

4.13.7
A significant proportion of those industries with a low value of unit mass also had a high importance for construction (see Figure 4.7 above).  There are two implications:

· if these materials industries enjoy regional or national monopolies the impact could be significant for the costs of construction;

· policies that impinge on transport costs could have a particular impact on construction via its principal inputs.

4.13.8
In some instances, the overall impact on construction is raised further because certain of these products enter into other products with relatively low values per unit mass (eg aggregates into ready-mix concrete).  However, while the products with a low value of unit mass may be peculiarly important as materials inputs, their overall influence on construction prices is somewhat leavened by the scale and variety of other costs entering construction.
4.14
Economic cycles and growth

4.14.1
It has been a frequent complaint of the construction industry that it suffers unduly from cycles.  It is in fact quite normal for investment products to cycle sharply.  In periods of high demand, investment will tend to grow quickly but as soon as the capital stock reaches a level that will meet the new level of demand, it could fall back to zero. Otherwise highly efficient firms may extend themselves at the wrong phase of a cycle to discover that rising debt wipes them out.  This exit of resources from the industry may not be compensated by re-employment elsewhere in the sector, particularly if there are large barriers to entry.  Furthermore, banks are less willing to foreclose on a large firm with large debts than a small firm. So industry concentration can result from sharp cyclicality. 

4.14.2
To determine whether building materials industries follow the same cyclical patterns as construction generally, two calculations have been made.  First, the output data was transformed to show the movement of production with respect to its long term linear trend and this was correlated with a similar series for construction output.  A high correlation coefficient (close to unity) would tend to suggest a close relationship in timing but not necessarily in amplitude of cycle.  The second measure compared the standard deviation of building materials relative to their linear trend values (for the period 1988-1998).  A higher deviation than construction (calculated on the same basis and for the same period) would imply greater volatility in their cycle.  Figure 4.15 summarises the findings.


Figure 4.15: CYCLICALITY
	SIC 92
	Description
	Cyclical association: timing
	Cyclical association: amplitude

	
	Construction output
	 - 
	0.0387

	2812
	Metal carpentry and joinery
	0.8875
	0.1066

	2630
	Ceramic tiles
	0.8115
	0.0524

	2622
	Ceramic sanitary fixtures
	0.8040
	0.0406

	2822
	Radiators and boilers
	0.7856
	0.0750

	2650
	Cement, lime, plaster
	0.7454
	0.0708

	2670
	Cutting and shaping stone
	0.6991
	0.0791

	2662
	Plaster products
	0.6661
	0.0852

	2811
	Metal structures
	0.6564
	0.1097

	1410
	Quarrying stone
	0.6241
	0.1917

	2640
	Clay bricks, tiles etc
	0.4272
	0.0636

	2030
	Builders wood carpentry and joinery
	0.3871
	0.0482

	3150
	Lighting equipment
	0.3232
	0.0779

	2612
	Processing flat glass
	0.3065
	0.0761

	2430
	Paints, varnishes etc
	0.2777
	0.0317

	3130
	Insulated wire and cable
	0.2159
	0.1066

	2661
	Concrete products
	0.1888
	0.0765

	2010
	Sawing, planing and impregnation of wood
	0.0537
	0.0660

	1422
	Mining clays and kaolin
	0.0188
	0.0396

	1421
	Operation of gravel and sand pits
	-0.0061
	0.0366

	2020
	Veneers, boards etc
	-0.1426
	0.0758

	2523
	Plastic builders’ ware
	-0.1605
	0.0775

	2669
	Mortars, fibre cement, plaster cement
	-0.1619
	0.0952

	2462
	Glues and gelatine
	-0.3429
	0.0456

	2629
	Other ceramic products
	-0.4422
	0.1825

	2614
	Glass fibre
	-0.4669
	0.0352


4.14.3
In broad terms there are nine industries whose cycle coincides with construction, with a cyclical association of more than 0.5.  There is no obvious reason why this should be the case.  At first sight they do not seem to share any other common (and exclusive) characteristics.  Although all nine relate to products that are sold principally or exclusively into construction, the same is true of products for which there is no significant correlation – such as mortar or plastic builders’ ware. For the remaining 16 industries schedules, their cyclical timing is not that synchronous with construction and in some cases seems to move in the opposite direction.

4.14.4
With regard to volatility it appears that most SICs exhibit a higher standard deviation than construction – even allowing for the fact that disaggregated data will show wider variations than aggregated data. Therefore, management needs to be adept at handling variations in activity, and careful not to become too highly geared at the wrong time.

4.14.5
The Consultants then looked at growth in the UK.  The paucity of long time series has made some trends difficult to ascertain with confidence, but the trend growth rate of the candidate building materials' industries was calculated over the period 1981 to 1993, which represents a trough-to-trough period for construction.  Besides assessing relative growth rates of the various industries it was possible to compare them with the trend growth rate of 2.25% for construction output generally.

4.14.6
Figure 4.16 shows the trend growth rate over this period and for the cyclical upswing of the construction sector from 1993-1998.  It includes the 27 industries for which this data is available.

Figure 4.16: Trend growth in production (1981-1993) and recent growth in production (1993-1998).

	SIC 92
	SIC Description
	Trend growth in production
	Recent growth in production

	2523
	Plastic builders’ ware
	8.74%
	2.92%

	2612
	Processing flat glass
	5.97%
	1.55%

	2611
	Manufacture of flat glass
	4.46%
	-11.21%

	2462
	Glues and gelatine
	3.96%
	-1.20%

	2020
	Veneers, boards etc
	3.95%
	1.06%

	2614
	Glass fibre
	3.24%
	-2.69%

	2670
	Cutting and shaping stone
	3.02%
	3.11%

	2822
	Radiators and boilers
	2.67%
	5.75%

	2030
	Wood carpentry and joinery
	2.50%
	-0.81%

	2430
	Paints, varnishes etc
	2.41%
	3.50%

	3130
	Insulated wire and cable
	1.61%
	0.75%

	1410
	Quarrying stone
	1.53%
	3.00%

	2663
	Ready mixed concrete
	1.50%
	-5.88%

	1422
	Mining clays and kaolin
	1.49%
	-3.54%

	3150
	Lighting equipment
	1.42%
	1.25%

	1421
	Operation of gravel and sand pits
	1.23%
	-4.64%

	2661
	Concrete products 
	1.18%
	-0.74%

	2662
	Plaster products
	1.09%
	3.11%

	2669
	Mortars, fibre cement, plaster cement
	1.01%
	-8.53%

	2629
	Other ceramic products
	0.58%
	-10.31%

	2811
	Metal structures
	0.56%
	4.60%

	2010
	Sawing, planing and impregnation of wood
	0.44%
	-5.74%

	2622
	Ceramic sanitary fixtures
	0.44%
	0.70%

	2630
	Ceramic tiles
	0.41%
	0.67%

	2640
	Clay bricks,  tiles etc
	0.24%
	0.90%

	1420
	Quarrying sand and clay
	-0.66%
	-4.34%

	2650
	Cement, lime, plaster
	-0.73%
	1.08%


4.14.7
Ten building materials industries grew faster than construction between 1981 and 1993.  Generally speaking, the slowest growers are those directly or indirectly dependent upon extractive processes.  The more complex products are growing more quickly.  There was negative growth in twelve industries between 1988 and 1998.

4.14.8
The implication of a faster growth rate than that for construction output, is that the building material is being used more intensively in construction over time.   


However, caution is advised before coming to this conclusion.  Allowance has to be made for growth in exports boosting domestic output growth, and for the changing amount of domestic consumption of materials supplied from overseas.  In addition, not all the sectors of construction output grow equally, and this has consequences for building materials growth.  For example, bricks are largely used in housing, so if housing is growing less quickly than the rest of construction so will domestic brick output.  Attempts to allocate percentages of products to different construction sectors were not very revealing and proved impossible for a wide range of products (see Figure 4.23).  Certain products, such as paint, are more driven by consumers' expenditure (DIY) than construction expenditure.

4.14.9
The fact that so many building materials industries are growing below the construction output rate suggests that there is a complex explanation that varies with each building material.   This probably requires a formal econometric exercise to identify demand functions.  It is also possible that the use of constant price data to measure both construction output and building materials is masking substitution effects within and between categories. All the same, it would seem on the face of it that many materials are being used less intensively in construction.

4.15
Trade

4.15.1
The DETR publishes import/export data on materials and products for construction use, and Figure 4.17 illustrates trends in these from 1975 to 1998 (the latest figures 
available).


Figure 4.17: EXPORTS AND IMPORTS OF BUILDING MATERIALS FOR CONSTRUCTION USE AT 



   CURRENT PRICES, 1975 - 1988
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4.15.2
The diagram illustrates a widening trade gap, particularly during the UK boom, and a narrowing in the recession.  On these figures, building material exports represent 1.75% of total UK exports, and imports 2.5% of total imports.  DETR and CPA are currently working on revisions to the methodology for this data, but it is understood that this will not significantly alter either the total value of exports and imports or the trends.

4.15.3
Figure 4.18 illustrates the volume of trade and imports and exports related to domestic consumption and sales for selected SIC codes in 1998 (with the selection determined by data availability). 


Figure 4.18: TRADE AND ITS RELATIONSHIP TO DOMESTIC SALES AND CONSUMPTION

	SIC 92
	    Exports
	Imports
	Export/
	Import/
	 Balance

	Trade
	   £ Million
	£ Million
	Sales %
	Consumption %  
	£ Million  

	2010
	39.0
	1,120.4
	4.56
	57.86
	-1,081.4

	2020
	72.6
	628.1
	11.43
	52.75
	-555.5

	2030
	51.6
	210.7
	2.35
	8.93
	-159.1

	2462
	135.3
	155.7
	21.76
	24.25
	-20.4

	2523
	291.4
	161.0
	11.88
	6.93
	+130.4

	2612
	98.6
	196.7
	6.77
	12.65
	-98.1

	2614
	136.2
	99.3
	40.26
	32.95
	+36.9

	2622
	40.9
	34.2
	11.67
	9.94
	+6.7

	2630
	21.5
	253.2
	14.16
	66.01
	-231.7

	2640
	24.3
	15.6
	2.60
	1.69
	+8.7

	2661
	73.5
	29.8
	4.90
	2.05
	+43.7

	2662
	25.6
	6.4
	6.37
	1.67
	+19.2

	2670
	14.9
	83.4
	6.87
	29.22
	-68.5

	2811
	565.5
	273.1
	15.79
	8.30
	+292.4

	2812
	43.3
	63.7
	3.28
	4.75
	-20.4

	2822
	46.3
	220.9
	6.00
	23.36
	-174.6

	3130
	611.8
	669.8
	39.80
	41.99
	-58.0

	3150
	456.6
	656.5
	38.37
	47.23
	-199.9


4.15.4
Six industries have relatively high volumes: sawing, planing and impregnation of wood (2010); veneers, boards etc (2020); paints, varnishes etc (2430); wire and cable (3130); lighting equipment; and metal structures (2811).  All but the first two of these have high volumes in both directions.  The remainder has relatively low volumes – a few hundred million at most, down to a few tens of millions.  UK has a positive trade balance in eight out of nineteen categories, notably in paints and metal structures.

4.15.5
Export/sales ratios are highest in glass fibre, wires and cables and lighting equipment.  Import consumption ratios are highest in ceramic tiles; sawing, planiong and impregnation of wood timber; and veneers, boards etc.

4.15.6
Figures 4.19 and 4.20 respectively show the relative volumes of trade and the balance of trade for each of these selected industries in graphic form.

Figure 4.19: EXPORTS AND IMPORTS FOR SELECTED INDUSTRIES

	Imports
	Exports

	
	< £100 million
	£100 – 500 million
	> £500 million

	<£100 million
	· Ceramic sanitary ware

· Clay bricks, tiles etc

· Concrete products

· Plaster products

· Cutting and shaping stone

· Metal carpentry and joinery
	· Glass fibre
	

	£100 – 500 million
	· Wood carpentry and joinery

· Processing flat glass

· Ceramic tiles

· Radiators and boilers
	· Glues and gelatine

· Plastic builders’ ware
	· Metal structures

	>£500 million
	· Sawing, planing and impregnation of wood

· Veneers, boards etc
	· Lighting equipment
	· Insulated wire and cable

· Paints, varnishes, etc


Figure 4.20: TRADE BALANCE IN BUILDING MATERIALS
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4.15.7
The pattern of imports is clearly correlated to construction output (see Figure 4.21); and given that approximately 20% of UK construction materials demand is satisfied by imports, this relationship is not surprising.

Figure 4.21: UK CONSTRUCTION OUTPUT AND BUILDING MATERIAL IMPORTS (£billion current prices)
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4.15.8
For exports the drivers are clearly more complex, and will include:

· construction output (and therefore materials demand) in potential export markets;

· UK construction output (as low domestic demand is likely to stimulate a search for alternative markets);

· relative prices (taking into account current exchange rates).
4.15.9
Figure 4.14 (above) looked at the value and mass of selected materials and it is possible to identify the not-too-surprising relationship between value for unit mass and export to sales ratios.  Those industries with medium to low values for unit mass had export to sales ratios in the range of 2% to 16%, with an average of 5.9%.  These include those either directly or indirectly dependent upon extraction (cement, lime, plaster, and various quarried products) and others such as ready-mixed concrete and concrete products.

4.15.10 The high value to unit mass industries had export to sales ratios ranging from 6% to 40%, with an average of 14.6%.  It should be said that even this average is low compared with most manufacturing industries.  The implication of the low export/sales ratio (and much the same conclusion follows from import/consumption ratios) is that international supply is a relatively weak regulator of any latent domestic monopoly.  

4.15.11 Having said this, it is not safe to conclude that export opportunities are virtually non-existent in low value to mass industries.  Long-range sea-borne exports might be able to exploit niches, particularly where they can exploit shipping rates of ships returning in ballast (eg to Asia).  These options might be more attractive than short-range exports to the European Continent.  

4.15.12 It also follows that where Continental firms take over UK firms, internal corporate distribution policies are likely to further restrict export options to the Continent.  Indeed, UK acquisitions of continental companies could well have the same effect: in both cases, reducing competitive supply from the geographically peripheral UK is likely to result in improved profitability.

4.15.13 With the recent high levels of sterling, particularly by comparison with the Euro,  industry attention has inevitably been focused on international price competitiveness. Almost all producers, except those with very low cost and high weight or volume products, export to some extent; and most have expressed concern at the relatively high value of sterling.  Yet the way in which the exchange rate impinges on companies in the sector varies according to the nature of the product, the ways in which they carry on their export business and the markets to which they export.

4.15.14 The more specialised the product, the less is price a factor in export sales.  Examples of products where exports  appear to be relatively unaffected by the exchange rate include Portland Stone and high quality traditional ironmongery.  However, no matter how near to unique the product, the fact is that the producer receives less in sterling terms for his sales with a high exchange rate than with a lower one.

4.15.15  Uncertainty over the future exchange rate may be almost as important as its current level.  Between countries which have adopted the Euro there is no such uncertainty as to future exchange rates, and buyers and sellers can commit themselves, knowing that there will be no relative movement in the price as a result of exchange rate fluctuations.  The further ahead of delivery (and payment) the product is ordered, the greater the degree of uncertainty in buying from the UK; and products which are to some extent custom-built have a longer period of time between order and delivery, and are therefore particularly at risk.  Producers have reported losing export orders from Europe to members of the Euro zone because of uncertainty in exchange rates.

4.15.16  The high value of sterling does have some beneficial effects to some building material producers.  Some companies have been able to purchase raw materials or semi-finished products from abroad considerably cheaper and sometimes better than UK products.  While this is helpful for the importing company, it is not good for UK materials manufacturers generally, since the original suppliers are losing business.  Most inputs for the UK materials industry, with the noted except of timber, are available in the UK.  Imports tend to be of manufactured products.

4.15.17  Clearly, an “adverse” exchange rate must increase the relative price of goods moving across borders and, whatever the degree of price elasticity, this must lead to some fall in demand.  There is, however, no obvious relationship between the relative strength of sterling and the volume of exports: see Figure 4.23.


Figure 4.22:  EXCHANGE RATES AND UK EXPORTS FOR CONSTRUCTION USE

[image: image21.emf]0.40

0.60

0.80

1.00

1.20

1.40

1.60

1989 1991 1993 1995 1997 1999 2001


4.15.18
This may, however, be masking a lost opportunity (that exports would have been still stronger had sterling been weaker); and export data is not yet available for the period since the launch of the Euro - which should be statistically revealing, as the relative movement since then has been both fast and pronounced.

4.16
Trade associations

4.16.1
There are over 140 trade associations in the UK connected wholly or partly with the building materials sector.  These are listed in Appendix G. 

4.16.2
These trade associations have fairly consistent declared objectives relating to the protection and promotion of their members and their products and services, and offer a range of services including (in descending order of importance):

· technical support, including work on national and international standards, preparation of guidance material, specifications and codes of practice, technical advice and expert witness services;

· lobbying, including relations with national Government and European institutions, direct or via other industry or international organisations – often on standards, regulations and legislation;

· business services, including assistance on legal, financial and insurance matters and organisation of seminars and conferences;

· marketing, including market intelligence and export promotion;

· education and training.

4.16.3
Most associations (71% of those responding to the Consultants’ survey – see Section 5.3) also collect data on behalf of members and in most cases these are specific to their sector rather than the re-circulation of data collected by others.  Most data relates to physical output, though a significant number of associations also collect turnover and other financial data.  Other data collected by individual or small numbers of associations includes data on trade employment and training, availability of raw materials, orders, and production costs.  In general, data collected is for the exclusive use of members, though some is passed on to the DETR and international trade associations, and some is available (at a cost) to non members.

4.16.4
Where membership of associations is small there are indications that some joint activities, eg the collection of market data, could be considered as anti-competitive.   This was remarked on by at least one association.

4.16.5
The associations are quite different in set-up, varying from fully staffed organisations to single part-time officers; and the sheer number demonstrates the fragmentation of the industry (and its voice) and suggests scope for consolidation amongst the trade associations themselves.  Part time representation also sets clear limitations on the realisable aspirations of a trade association – and, although 36 responses to the 108 questionnaires sent out by the Consultants (see Section 5.3) is good by the normal standards of such exercises, it perhaps says something about the degree of engagement of some of the associations.

4.16.6
Moves towards greater harmonisation should be encouraged by the creation of the Construction Products Association in January 2000.  This is the result of a  merger of the National Council of Building Material Producers and the Alliance of Construction Products Suppliers.  About 25 trade associations are members of the CPA, which has amongst its objectives the formation of a co-ordinating body of associations and companies in the sector, and the representation of resultant 

collective interests.

4.16.7
The CPA and a number of trade associations have regular contact with EU and European wide organisations; via formal and informal visits, membership of European committees or permanent representation in Europe.

4.16.8
There is also a European equivalent of CPA, the Council of European Producers of Materials for Construction (of which the CPA is an active member) which has five main activities:

· representation on European organisations

· the Construction Products Directive

· fire protection

· the environment

· mineral resources.

4.16.9
There are also some pan-European or worldwide trade associations that represent             the interests of an industry in all of its markets  - such as the cement industry’s Cembureau, based in Brussels and representing 15 national trade associations and 7 major producers from 24 European countries, including the UK.

4.16.10Whilst the terms of reference of the CPA have much in common with those of individual associations it has set itself a particular brief for industry improvement, and this provides a more constructive basis for dialogue with Government than the narrower issues of the protection of members’ interests – whilst that will always be an important part of what members will expect for their subscriptions.

4.16.11  The CPA has a declared objective of transferring its membership from a mixture of trade associations and companies, to trade associations exclusively.   The challenge for the CPA will be to make this transition whilst retaining the energy that comes from direct company involvement, and extending its membership to include trade associations who are representative of the full spectrum of the sector. In particular, this study has referred to the importance of SMEs and their importance to innovation and growth, but involvement at an industry level represents a call on time that is not available to many small companies, and they therefore either need to be persuaded that there would be a real return for personal involvement or that such return would be secured by a properly funded and appropriately staffed trade association that could represent their interests at sector level.

4.17
Summary

4.17.1
The building materials sector is an important component of the UK economy, it is collectively the largest single contributor to construction which is, in turn, the largest industrial contributor to Gross Fixed Domestic Capital Formation (investment).

4.17.2 By far the largest proportion of building materials is produced by a relatively small number of large companies, some of them world class.  The sector, however, also includes a very large number of small and medium sized firms who may well be critical to future growth.  The profile of firms and turnover in the building materials sector is broadly similar to general manufacturing firms.

4.17.3  Above all, the industries involved in the production, supply and distribution of 

building materials show enormous diversity.

4.17.4 The first divide is between intermediaries (general and special builders merchants 

and retailers) and producers.  Although both categories work in the same industry and depend upon the same market, many of the business drivers are quite different.

·   Primary producers: where the driving force of profitability is value added to internal mineral  resources (cement, aggregates, ready mixed concrete).

·   Manufacturers: purchasers of raw materials who add value in the manufacture of products (ranging from plasterboard to radiators) through scale economies and cost reduction.  They are therefore no different to manufacturers in other industries, except that they have to contend with the construction cycle as well as the business cycle.   

·   Distributors: purchasers of products from primary producers and                           manufacturers who sell on to users (generally contractors or homeowners).  Value   added is the differential between buying and selling costs, which is in turn a factor of purchasing scale and internal efficiency.

4.17.5 On the production side, the industry divides itself into two categories:

· the “heavy side” – broadly those products which go into the main elements of basic construction work (aggregate, cement, reinforced concrete, bricks and blocks, roof tiles, steel, plaster, timber and  timber components etc)

· the “light side” – broadly those products which go into the fitting out trades (fixings, joinery fittings, ironmongery, wall and floor tiles, sanitory fittings, components for building services, paint etc)

The division therefore pays some literal attention to the weight of the product and bears some relationship to the concept of volume per unit of mass – see figure 4.15, but it is principally a pragmatic one. 

4.17.6    At a finer grain than this, the principal differences (quite apart from the variety in the products themselves) are:

· size of business, varying from sole traders up to companies having a market capitalisation of as much as £3.5 billion and (annual turnover of £2 billion);

· listed and unlisted companies;

· producers and intermediaries;

· amongst the producers, those who deal in basic (generally extracted) materials and those who include an element of manufacture – which in turn varies from the simple to the complex, with consequent differences of capital intensity;

· producers who supply only, and those who include an element of installation;

· those who are subjected to a considerable degree of regulation (particularly in respect of Planning and the environment), and those who are not;

· those who sell all of their product into construction work, and those who have a more diverse customer base;

· those who export (or could export) and those who do not; and those who are subject to competition from imports and those who are not.

4.17.7    There are, in addition, important distinctions in the way that different industries 

within the sector relate to the market.  Firstly, different products depend upon       different parts of the construction market for the predominance of their sales.  For example, brick sales are related very closely to activity in the housing market; roof tiles depend almost entirely upon housing; and almost half of all aggregate sales go into the roads programme.  Some broad differences of this sort are shown in Figure 4.24 (na indicates that no data is available).

Figure 4.23: BUILDING MATERIALS OR PRODUCTS BY PRINCIPAL END USE

	Standard industrial classification/material

or product
	Principal end use (percentages)

	
	New work

%
	R&M

%
	New work

	
	
	
	Housing

%
	Building

%
	Civils

%

	1421
	Operation of gravel & sand pits
	72
	28
	15
	18
	40

	2010
	Sawing, planing and impregnation of wood
	76
	24
	49
	21
	6

	2030
	Builders’ wood, carpentry and joinery
	68
	33
	na
	na
	na

	2430
	Paints, varnishes etc
	10
	90
	5
	5
	0

	2612
	Processing flat glass
	78
	23
	na
	na
	na

	2622
	Ceramic sanitary fixtures
	47
	53
	na
	na
	na

	2640
	Clay bricks, tiles, etc
	80
	20
	60
	16
	4

	2651
	Cement
	82
	18
	20
	41
	21

	2653
	Plaster
	70
	30
	na
	na
	na

	2661
	Concrete products
	95
	5
	16
	18
	61

	2662
	Plaster products
	75
	25
	na
	na
	na

	2665
	Fibre cement
	100
	0
	na
	na
	na

	2722
	Steel tubes
	91
	9
	1
	40
	50

	2811
	Metal structures
	97
	3
	8
	57
	32

	2822
	Radiators and boilers
	29
	71
	na
	na
	na

	2912
	Pumps and compressors
	96
	4
	0
	22
	74

	2913
	Taps and valves
	68
	32
	10
	20
	37

	2923
	Non-domestic cooling and vent equipment
	98
	3
	na
	na
	na

	3130
	Insulated wire and cable
	87
	13
	na
	na
	na


4.17.8 Secondly, different industries (and the separate businesses within the industries) 

have different competitive advantages.  For basic materials, where there are limited opportunities for differentiation in the product or in value-added services, competitive advantage needs to depend primarily upon price leadership.  Such businesses therefore need to drive for economies of scale, and for a market share adequate to sustain high levels of capital investment in plant and achieve optimal utilisation of that plant.  If their product can be traded internationally, the same degree of competitiveness then needs to be achieved globally.  As a generalisation, these forces are most at work on the heavy side of the sector, and the arch example is cement.

4.17.9 Other manufacturers can offer differentiation by quality of design and product 

range (eg lighting, ironmongery etc); on geographical coverage for levels of service (eg distributors); or on innovation in the product or process.

4.17.10 The third difference in relation to the market is the form of the relationship 

between the producers and their customers.  Some will sell to end users (eg building owners) directly.  This is generally confined to those who include an element of installation in their overall service, and then only certain forms of procurement.  Some sell direct to contractors; and some sell only through intermediaries.  This increasing distance from end users has implications for industry innovation and integration that are considered in chapter 6 below.

4.17.11 A further complication in handling any meaningful definition of the “building 

materials industry” is that many companies that supply products for construction  would not normally regard themselves as part of that industry, because it is not their principal market.  They may, however, be important to the industry, even if the industry is not that important to them.

4.17.12 This range of diversity, and the number of variables within it, has two specific effects:

· it makes it difficult to identify a proxy for the sector (which is, in reality, an ad hoc confederation of at least 30 separate industries), as a basis for study;

· it means that the impact of different initiatives and actions upon such diverse interests, and the reaction thereto, will also be diverse.  

· Each industry therefore needs to be considered separately, and some examples of this are given in the body of this report.

4.17.13 In respect of the issue of industry study, it is recommended that more detailed studies are conducted, in the first instance, into two quite separate parts of the sector.

4.17.14 The first is quarrying/aggregate/cement/reinforced concrete.  These are industries that are dominated by a small number of large businesses and the issues would include:

· domestic and international consolidation, potentially leading to globalisation;

· vertical integration, and the scope for efficiencies and added value;

· concentration and competition, considered at a regional, national and international level; and the balance between the interests of competition and the perceived public interest, and efficiency (for example in the optimal use of plant and other capital);

· the equivalent balance between national competition policy and the scale of business necessary to achieve world-class standard;

· the management of output;

· price setting policies;

· employment trends (downward ?);

· the impact of environmental legislation.

These are generally, therefore, the issues that concern large businesses.  

4.17.15  The second study should address a part of the sector which is characterised by a large number of small businesses, of which the most striking examples would be wood and/or metal carpentry.  Here the issues would include:

· consolidation as an aid to efficiency, particularly in respect of investment in improved methods of production;

· access to capital for expansion;

· engagement and support in industry improvement programmes;

· product innovation, competitiveness, the capacity to export, and the ability to withstand import penetration;

· employment trends (upward?)

· the impact of legislation and regulation, particularly in respect of employment;

· routes to market (including the role of distributors and the potential impact of the internet).

These are generally, therefore, the issues that concern small and medium-sized     businesses.  

5
Perceptions of the sector

5.1
Introduction


This chapter presents different views of the building materials sector collected during the course of the study.  It comprises the results of responses to an issues checklist used in interviews with major building material producers and distributors; a postal survey of building material related trade associations; and a telephone survey of senior representatives from the supply side of the construction industry – consultants and contractors.

5.2
Key issues as perceived by sector companies

5.2.1
During the course of the study the Consultants sought views from senior representatives of producing companies on the issues which they considered had or would influence current or likely future policies and strategies.  Figure 5.1 lists current and future issues and their scores and ranks.

Figure 5.1: CURRENT AND FUTURE ISSUES FOR LARGE COMPANIES

	Issues
	Current Average Score
	Importance Rank
	Future Average Score
	Importance Rank

	Efficiency/productivity
	3.38
	1
	3.25
	7

	Competition
	3.33
	2
	3.44
	3

	Consolidation
	3.33
	3
	3.56
	2

	Distribution
	3.00
	4
	3.22
	9

	Management style/Respect for People
	3.00
	5
	3.25
	8

	Supply chain logistics
	2.89
	6
	3.44
	4

	Environmental issues/sustainability
	2.78
	7
	3.33
	5

	Role of Government
	2.67
	8
	2.56
	13

	Globalisation
	2.67
	9
	3.33
	6

	Training
	2.67
	10
	3.00
	11

	Exchange rates/the Euro
	2.33
	11
	2.5
	14

	Innovation
	2.33
	12
	2.89
	12

	Regulation
	2.22
	13
	2.44
	15

	Taxation
	2.11
	14
	2.11
	19

	IT/e-commerce
	2.00
	15
	3.63
	1

	Foreign ownership/Foreign direct investment
	2.00
	16
	2.33
	16

	Partnering
	2.00
	17
	3.00
	10

	European Union
	1.78
	18
	2.22
	17

	Research
	1.56
	19
	1.44
	21

	Outsourcing
	1.44
	20
	2.11
	18

	Diversification
	0.75
	21
	0.78
	22

	Off-site assembly
	0.67
	22
	1.50
	20


5.2.2
The table indicates both the relative importance of broad issues and how companies see that importance changing in the future.  With the exception of e-commerce (which moves up from number 15 to number 1) and the role of Government (down from number 8 to number 13), the top ten remain the same for both current and future issues .  Four other top ten issues move more than two places (but remain in the top 10): globalisation (up); efficiency, distribution and people issues (down).

5.2.3
The issues that move down, including the role of Government, appear to be those which are acknowledged as important but which have been addressed or are now being addressed.  For example the conduct of this study and, in particular, the willingness of the DETR to support it, is seen as a sign that industry/Government links are in the course of being improved.  Efficiency, distribution and people issues were all topics raised during key interviews and in annual reports; and the major companies at least have been working on them in recent years.

5.2.4
The issues that remain the same or move (upwards) within two places of each other are competition, consolidation, supply chain/logistics, environmental and training.

5.2.5
The bottom half of the table is also interesting.  The bottom four issues (research, outsourcing, diversification and off-site assembly) change place slightly between current and future, but remain least important in the view of the interviewees.  

5.2.6 Foreign ownership/foreign direct investment is surprisingly low in the ratings.  This may be due to the sample of respondents, many of whom are either foreign owned or foreign owners and see nothing strange in being an international business. 

5.2.7
Of particular concern is the low priority given, now and in the future, to off-site assembly - but again this may be because the principal interviews were mainly with large producers of basic materials or simple products for whom this is issue is perhaps less relevant;  and to research and innovation.  The implications of these for the future development of the sector are considered in Chapter 6 below.

5.3
Key issues as perceived by Trade Associations

5.3.1
During the course of this study the Consultants issued a self completion postal questionnaire to 108 trade associations and received 36 responses.  One third of responding associations are members of CPA; two thirds are not.  The remainder of this section is based on the survey and a small number of trade association interviews.

5.3.2
The responding associations represent over 6,000 firms.  On average they claim to represent almost 80% of their industry or sector (the lowest proportion is 35%, the highest 85%).  Accepting the potentially unrepresentative nature of the sample, and that firms may be members of more than one association, this supports earlier estimates of the number of firms in the sector being between 10,000 and 20,000.

5.3.3
Associations were asked to score the same issues as companies. Figure 5.2 presents the scores and ranks the issues by their current importance.

Figure 5.2: CURRENT AND FUTURE ISSUES FOR TRADE ASSOCIATIONS

	Issues
	Current Average Score
	Importance Rank
	Future Average Score
	Importance Rank

	Regulation
	3.20
	1
	3.30
	1=

	Competition
	3.10
	2
	3.20
	3

	Environmental issues/sustainability
	3.00
	3
	3.30
	1=

	Efficiency/productivity
	3.00
	4
	3.00
	5=

	Role of Government
	2.90
	5
	2.80
	8=

	Taxation
	2.80
	6
	2.90
	7=

	Training
	2.80
	7
	3.00
	5=

	Innovation
	2.60
	8
	2.70
	10

	European Union
	2.50
	9
	2.80
	8=

	IT/e-commerce
	2.50
	10
	3.10
	4

	Supply chain logistics
	2.50
	11
	2.60
	11

	Consolidation
	2.40
	12
	2.40
	12=

	Distribution
	2.30
	13
	2.40
	12=

	Research
	2.20
	14
	2.40
	12=

	Management style/Respect for People
	2.00
	15
	2.30
	15

	Exchange rates/the Euro
	2.00
	16
	2.20
	16

	Partnering
	1.90
	17
	2.10
	17

	Diversification
	1.80
	18
	1.90
	18

	Foreign ownership/foreign direct investment
	1.60
	19
	1.80
	19

	Off site assembly
	1.50
	20
	1.70
	20

	Outsourcing
	1.50
	21
	1.50
	21

	Globalisation
	1.40
	22
	1.50
	22


5.3.4
Some associations added issues, notably standardisation and the impact of European standards.  

5.3.5
The main issues for associations are, understandably, their principal responsibilities.   It is therefore no surprise to see regulation, taxation, the role of Government and European issues placed significantly higher than in the priorities of companies.  

5.3.6
Similarly, consolidation and globalisation are perhaps seen as matters for the members - compounded by the fact that the sector is, numerically at least, dominated by associations and small/medium-sized companies which are primarily concerned with the UK market.  

5.3.7
The associations mark training and research higher than the companies; but partnering/supply chain logistics and management style/respect for people considerably lower.   This may reveal an institutional awareness, on the part of the associations, of the need for their members to develop their business  - but the lack of an agreed agenda as to how this might be achieved.

5.3.8
There is then little difference between the views of companies and the associations on other issues; and very little difference between the scoring and ranking of current and future issues by the associations.  Only two issues move by more than two places : IT/e-commerce (going up in importance by six places), and the role of Government (going down by three places).

5.4
Specifiers’ perceptions

5.4.1
The Consultants undertook a limited survey of construction professionals, including representations of contractors and consultants.  It is improvements in the construction product that will tend to raise the welfare of the UK either by providing existing products at lower costs or new products that expand choice.  Twelve senior and experienced designers and constructors agreed to a telephone interview, and were questioned on:

· the perceived strengths and weaknesses of the UK building materials sector;

· how the UK performs in comparison with other countries;

· whether (and, if so, how) the sector’s performance has improved in recent years;

· the main current trends; and

· how the sector’s performance could be improved.

5.4.2
Although respondents are broadly similar in their views, there are differences of opinion in detail which lead to apparent contradictions in some of the commentary summarising the responses.

5.4.3
Strengths of UK producers are seen as:

· relatively traditional materials and technologies – bricks, concrete, glass and steel;

· innovation in production methods.

5.4.4
Weaknesses  are perceived as:

· timber and timber products, high-tech products generally, cladding and products developed with sustainability as a particular consideration;

· cost pressures are often too great; 

· lack of knowledge or understanding of how products are incorporated into buildings and works and how site practices and operation in use may affect their value;

· relations between the construction industry and the material producers are poor; 

· designers and constructors are reluctant to innovate on projects; 

· in many cases, there is too much choice and too little standardisation – particularly in building services installations, where the respondents feel that there needs to be more emphasis on addressing complex problems with greater standardisation;

· limited recycling of materials.

5.4.5
The UK sector is perceived as ‘middle of the pack’ in comparison with its main competitors – Western Europe, Japan and the US.  Southern Europe is seen as being generally inferior in modern materials, with the notable exception of Italy – particularly for ceramics. Most shortcomings are related to the lack of integration of material producers into the construction supply chain.  Northern Europe is perceived as being more quality orientated and less price sensitive; particular areas of excellence in Northern Europe include walling and cladding.  A greater involvement of European firms in UK materials production could well be a good thing.  Japan is not felt to have intrinsically superior products but better site processes and management, and more standardisation and prefabrication, which are considered to result in better quality outcomes.  The larger US market, combined with better standards and less product diversity, permits as good or better quality outcomes at lower cost.

5.4.6
Countries considered ‘better’ than the UK are often so considered because of more integrated industry structures, more standardisation and prefabrication, and an ability to address complex design problems with a more limited range of products.  The respondents were virtually unanimous in the view that the UK building materials sector is improving, in particular that there is greater association with designers and contractors.  But respondents also felt that this is a recent phenomenon which needs to be encouraged; and that there is still a long way to go.

5.4.7
More effort needs to be put into genuine research into user requirements.  There is more movement to meeting customer needs but it is not uniform.  The general lack of on-site skills needs to be recognised and addressed by either simplified site installation or more off-site assembly.  More and better information needs to be available for specifiers and constructors and more thought given to clear and useful technical advice and after-sales service.  Although some producers are excellent, many pay little or no attention to these aspects.

5.4.8
In addition to pressure from initiatives such as Rethinking Construction, the experts see CDM regulations and the PFI/PPP process as drivers for both improved initial quality and maintainability and serviceability.  There is, however, too little knowledge of, or information on, product durability, service cycles, maintenance costs, etc. 

5.4.9
Overall, the building materials sector is seen as having recognised its shortcomings and begun to address them.  Key elements are the need for greater dialogue with designers and constructors, more understanding of the needs of end users and, generally, more integration into the construction supply chain.  Building materials need to be durable, attractive and affordable, and reliable information on their characteristics needs to be readily available to specifiers.  Fewer and more standardised products and more consideration and involvement in the installation process are constant themes.

5.5
City perceptions 
5.5.1
During the study period there has been regular press coverage of the building materials sector, primarily relating to bids, mergers and acquisitions - but also to “dot com” initiatives.  The hot topic has been the new economy and the enthusiasm of investors for technology, media and telecommunications stocks, at the expense of more traditional businesses. These stocks are seen as holding out the prospects of much higher profits in the future (which are, in turn, more highly rated in a low inflation economy), whilst at the same time their progressive way of doing business is expected to eat into the profits of established companies.  

5.5.2
This has not been limited to building materials, but has broadened to include most engineering and general manufacturing stocks, textiles, breweries, property, housebuilding and so forth.  

5.5.3
However, the listed construction sector (of which materials companies comprise about 80% by value) has suffered particularly badly, with values generally down from a peak of about 1.5 at the end of the late 80s boom in 1990/1991 (relative to the All Share index) to a current ratio of about 0.60.  See Figure 5.3.


Figure 5.3: FT INDEX OF CONSTRUCTION STOCKS RELATIVE TO FT ALL SHARE INDEX
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5.5.4
This fall is specifically because additional problems are perceived over and above those relating to traditional industries in general.  These include:

· the sector comprises companies which are perceived as relatively small, in a fragmented market. 

· UK domestic construction demand is relatively low and has little prospect of significant future growth.

· the UK is perceived as relatively backward in standardisation, prefabrication and off-site assembly – whilst mass customisation is seen as becoming increasingly important.  The sector is also perceived as falling short in sound technical advice and after-sales service.

5.5.5
Scale is a particular problem.  Major investors, wanting readily tradeable stock, now look for companies which have market capitalisations of at least £3 billion to £5 billion and the capacity to be world class; and there are only one or two UK building material companies of this size.  Even the two largest firms in the sector (Wolseley and Hanson) dropped out of the Stock Exchange 100 during the study period, to be replaced by new economy stocks – although Hanson has returned within the same period. For companies in this position, there is the added difficulty of volatility in their share price caused by the acquisition and disposal of shares by tracker funds which automatically hold stock in the FTSE100 companies, disposing of stock in any company that falls out.

5.5.6 In addition, many listed building materials companies produce basic materials or simple products (aggregates, cement, bricks and concrete products, including ready-mix concrete), and their fortunes are linked to access to natural resources which are rendered scarce by regulatory control.  For those who have secure supplies, this can be an advantage – potentially amounting, at least within a particular locality, to monopoly conditions. For those in a less secure position, it is clearly a weakness, with a consequent downgrading of value on the grounds of uncertainty of prospects.

5.5.7
The financial sector is clearly interested only in companies listed on the stock exchange and particularly the larger ones.  In effect, this probably means not many more than twenty firms – and building materials firms are combined with merchants, contractors and housebuilders (with which they have relatively little in common) in the construction sector.  Although analysts working in the sector clearly appreciate the differences, fund managers may not.  In market terms the construction sector, including building materials, is perceived as being relatively unimportant – representing less than 2% of the market’s capital value, although the sector represents more than 8% of GDP.

5.5.8
This lack of importance is signalled anecdotally by the Financial Times website, which provides bespoke information of 15 key industries – which do not include construction (although it is generally acknowledged as the second largest industry in the world).

5.5.9
However, there are still building materials businesses that earn the respect of the financial sector.  City representatives present at a roundtable meeting with the Consultants and representatives from the DETR and the CPA identified the following five major international building materials companies as ‘best in sector’:

· Cemex – a Mexican based cement company;

· CRH – an Irish based building materials conglomerate;

· Hanson – a UK based aggregates and bricks company;

· Holderbank – a Swiss based cement company;

· St Gobain – a French based building materials conglomerate.

Three of these firms (CRH, Holderbank and St Gobain) also appear in a Pricewaterhouse Cooper/FT list of “most respected” companies in the construction sector (the others being property companies).

5.5.10
All of the five companies have been international for some time and all have been successful in terms of growth and profitability.  In addition, Cemex comes from a low labour cost economy; CRH started in a relatively low labour cost economy with low tax rates and benefiting from EU Structural Funds; and St Gobain and Holderbank are seen as traditional large mainland European companies with concentrated family or cross shareholdings.  Hanson has converted itself from a general diversified industrial company to a focused building materials company, with a major and long-established presence in North America, and current moves for expansion in Europe and elsewhere.

5.5.11
For most companies though, the net effect of alternative opportunities for potential investors and relatively limited options to add value in their own business is low share prices. This has the dual effect of restricting businesses’ capacity to grow by acquisition, whilst making them more vulnerable to acquisition by others.  This vulnerability is increased, particularly relative to Continental companies, by the different pattern of shareholdings applying on the mainland (with family ownership, large cross-holdings, or bank ownership), allowing business to be more agile and to think longer term.

5.5.12
Figure 5.4 (overleaf) shows a further cause of vulnerability: the relatively lower price/earnings ratios of UK businesses.  In simple terms, the UK stocks are some 15% cheaper (for a given income stream), making them better value for a potential acquirer.


Figure 5.4:  BUILDING MATERIALS COMPANY VALUATIONS BY P/E RATIO
	United Kingdom
	Continental Europe

	
	1998
	1999
	2000
	
	1998
	1999
	2000

	Aggregate Industries
	16.6
	14.1
	12.8
	CRH
	22.3
	17.4
	15.1

	Blue Circle
	14.5
	15.5
	14.6
	Lafarge
	20.3
	19.2
	14.7

	BPB
	16.9
	11.1
	10.3
	Heidelberger
	15.7
	10.9
	10.5

	Caradon
	12.6
	9.6
	8.6
	Holderbank
	21.0
	20.0
	17.8

	Hanson
	14.9
	15.5
	15.0
	St Gobain
	19.4
	17.0
	14.6

	Hepworth
	11.3
	10.5
	10.7
	
	
	
	

	Meyer International
	14.5
	13.5
	9.4
	
	
	
	

	Pilkington
	13.9
	10.9
	8.9
	
	
	
	

	Rugby Group
	13.6
	27.2
	23.8
	
	
	
	

	RMC Group
	10.2
	11.6
	10.8
	
	
	
	

	Tarmac
	12.5
	15.7
	14.0
	
	
	
	

	Travis Perkins
	16.6
	15.6
	11.7
	
	
	
	

	Wolseley
	12.4
	11.4
	10.4
	
	
	
	

	
	
	
	
	
	
	
	

	Average
	13.9
	14.0
	12.4
	Average
	19.7
	16.9
	14.5


5.5.13
The building materials sector is seen by the City as having limited options for improvement, but possible strategies include a combination of the following:

· further consolidation (acquisition and growth, leading to scale, economies of scale and heightened barriers to entry) and concentration on core business;

· more customer focused research and innovation, leading to improved products – particularly in the field of standardisation and prefabrication;

· better communication with the financial sector - to explain its ‘pros’ and  counter its perceived ‘cons’, to set out strategy, and to show where profits are made.

5.5.14
Improved communication should, however, follow the general establishment of a programme for industry improvement that holds out real prospects of cash generation and secure profit growth, so that there is something to “sell”.  Even then it cannot be expected that the City’s reaction will look entirely rational.  Businesses operating in the sector and achieving significant growth on both the top and bottom line are not currently being rewarded by proportionate growth in their stock market rating.

	Blue Circle Industries and Lafarge

Few events could have more forcibly illustrated the corporate pressure currently bearing on major companies in the building materials sector (and most traditional industries) than the attempted takeover of Blue Circle Industries by Lafarge.

· Between 1997 and 1999, Blue Circle had pursued a strategy of focused globalisation by a (inter alia) series of acquisitions, particularly in Malaysia and the Philippines, following the Asian currency crisis, but also in Latin America.  These acquisitions would take time to contribute significantly to Group profits and in October 1999 Blue Circle issued a profits warning.

· In parallel with this, the company was disposing of interests in businesses that resulted from an earlier move towards diversification, including bathrooms and heating.

· Lafarge launched its hostile bid on 31 January 2000 at a price of £4.20 per share, valuing the company at £3.4 billion

· As Lafarge (quoted as being keen to play a big role in the consolidation of the global building materials industry) already controls about 10% of the UK aggregates market and 8% of the ready-mixed concrete market through its November 1997 acquisition of Reland, it may have seen benefits of vertical integration.

· One week before the announcement of the bid, Blue Circle’s share price was £3.30  - down from a peak of £4.72 in July 1999.  This gave the company a market capitalisation of £2.67 billion.

· As part of its defence, Blue Circle announced its intention to buy back £800 million of its own shares and make annual cost savings of £116 million.

· Competition issues were raised in Canada, where the combined group’s share of the market would have been above trigger levels for consideration of market power.

· On 2 May 2000 Lafarge conceded, having failed to acquire Blue Circle at £4.50 per share – a market value of £3.65 billion (incidentally, close to the value of ICI).

· The difference between Blue Circle’s perceived value before the bid, and the value attached to it by shareholders who rejected the bid was therefore close to £1 billion – a rise of 37% in just three months.

· Later in May 2000, Blue Circle was said to be discussing a possible offer for Southdown of Texas, the United States’s second largest cement manufacturer.

· In the meantime 29% of Blue Circle is owned by Lafarge and its advisers, (although Lafarge has announced its intention to cut this to 10% over the next two years, in response to competition concerns in Canada).

The story therefore touches on issues of focus on core business; consolidation (and particularly “consolidate or be consolidated”); vertical integration; globalisation and foreign ownership (inward and outward); competition policy; competitiveness through cost reductions; and stock market behaviour and a company’s response to it.


5.5.15
The needs of the smaller businesses which have little interest in a public listing (and who could probably not attract investor interest if they did) raises the need for a culture of venture capital.  For this, new entrants will need to be encouraged (most obviously by a hospitable tax regime), as the interest of those major institutions that have so far shown themselves willing to back management and others taking businesses private is likely to remain centred on the larger firms, and UK pension funds allocate only ½% of investment funds to venture capital (against 5% in the USA).  This is the subject of a current Treasury review.  

5.5.16
Perhaps the strongest requirement, though, is a strong nerve and a belief that value will be recognised if the fundamentals are right and managements are shown to be adding (or capable of adding) shareholder value.  This need is reinforced by a growing tendency on the part of City analysts to use “Economic Value Added” techniques to measure returns after fully taking into account the cost of capital (including all sunk costs).  Simply, companies where returns exceed the cost of capital add value to shareholders, and get a higher rating in terms of both debt and equity.  One consequence is that the larger the company, the cheaper the access to finance.

5.5.17
In the absence of businesses being able to achieve a stock market valuation which they believe matches their value, their obvious alternative is to withdraw from the quoted market and take the company private – which, if nothing else, revitalises the market’s interest in what the real underlying value might be.  This is a course being taken by a growing number of companies in other sectors that consider themselves to be undervalued, including housebuilding, property and textiles.

5.6.
Summary


Out of all of the above, there arise 15 issues which appear in the top ten concerns (current or future) of stakeholders in the industry.  Grouped together, these are:

· the role of Government (and the EU), including competition policy, regulation and taxation;

· competitiveness, including efficiency/productivity;

· competition, consolidation and globalisation (and to a lesser extent, foreign ownership);

· distribution;

· industry improvement, including innovation, supply chain logistics and partnering;

· sustainability;

· IT/e-commerce;

· management style/respect for people, including training.

These are addressed separately in Chapter 6.

6
Industry challenges

6.1
Introduction

6.1.1
The building materials sector is confronting certain structural pressures against a background of new opportunities.  Management's responsibility to their shareholders is to raise the value of their companies.  In a market place where there is strong demand growth and in which companies grow with the market, the level of profits will also grow strongly, and shareholder benefits will be reflected in yields.  

6.1.2
Demand may grow strongly for several reasons.  A new product will tend to grow quickly as it starts to penetrate the market, eventually reaching some level of saturation.  The market may be national or international.  Other products, for different reasons, may respond very sensitively to income growth.  Growth may also be stimulated by price reductions arising from improvements in the productive process.  Strong competition can galvanize the search for new products and processes, and it certainly encourages any benefits of such improvements to be shared with buyers; and successful new products will themselves be a basis for further income growth.

6.1.3
Reduction in the costs of production can also be achieved through economies of scale.  These can be secured by organic expansion or by acquisition.  Acquisition usually allows scope to share administrative overheads, bringing down average costs.  Closure of plants with old embodied technologies and the expansion of newer plants can also reduce marginal costs.  However, consolidation within a market can at some point reduce competition.  Indeed, it may do so sufficiently to result in quasi-monopolistic practice that restricts output and is inefficient in economic terms – that is, it is not allocatively efficient.

6.1.4 In markets where the growth opportunities, at home and abroad, are limited, and/or where technological innovation is constrained (for both products and producer), management will find that consolidation holds great appeal. Shareholders may derive a benefit where genuine economies can be made or where market power can be profitably exploited.  

6.1.5
This chapter discusses the competitiveness of the sector in terms of its ability to improve its productive processes and bring new products to market;  domestic and international developments in consolidation and competition, including within the distribution of  building materials; and sustainability.  All of these contain challenges for the sector, but also bring new opportunities. Later sections also develop certain new challenges faced by the sector, notably e-commerce and integration with construction, both of which might add value to the sector – but both of which pose threats to companies that are not prepared.

6.2
Competitiveness

6.2.1
In this section “competitiveness” is taken to mean rates of improvement in the industry’s productive potential and its ability to devise new products that meet buyers’ needs, and bring them to market at a price that secures market share.

6.2.2
In Chapter 5 there was presented the evidence for a number of building materials industries for which statistics exist, to suggest that many of these exhibit price trends falling relative to construction costs.  This could mean that efficiencies are being generated and being passed on to buyers.  Equally, these negative relative price trends could indicate distress.  If they merely represent the erosion of profit, then their continuance will jeopardise the ability of these businesses to maintain intact their plant and machinery.  The distress argument is somewhat qualified by the underlying good growth in construction and consumer demand over the period that these trends were measured.  However, not all industries appear to have shared fully in that growth; and the fall in relative prices may have been required to sustain the growth.

6.2.3
Had it been possible to measure labour productivity trends in these industries, this would have provided some insight into the influences bearing upon these relative price trends, but a lack of suitable data has made this impossible. However, labour productivity can be raised by investment in new plant and machinery embodying new technologies that reduce resource inputs, including labour.  Figure 6.1 summarises the relationship between capital intensity and trends in that value.


Figure 6.1:  CAPITAL INTENSITY* – LEVELS AND TRENDS

	Long term trend in capital intensity
	Level of capital intensity

	
	Low
	Medium
	Heavy

	Moderate decline
	· Wood carpentry and joinery

· Manufacture of flat glass

· Shaping and processing of flat glass
	
	· Paints, varnishes etc

· Glues and gelatine

	No change
	
	· Plastic floor coverings
	

	Moderate growth
	
	· Sawing,  planing and impregnation of wood

· Veneers, boards etc
	· Lighting equipment 

	Rapid growth
	· Concrete products 

· Plaster products 

· Ready mixed concrete

· Fibre cement

· Other articles of concrete, plaster and cement
	· Insulated wire and cable
	

	Very rapid growth
	· Ceramic sanitary fixtures

· Ceramic insulators and fittings

· Ceramic tiles and flags

· Clay bricks, tiles etc
	· Cement

· Lime

· Plaster
	


*  capital intensity is measured in £000 at 1995 prices for 1997.  Low = <50; medium = 50 – 200; high = >200.

6.2.4
Difficulties in assembling this data require the above table to be interpreted cautiously.  In general terms it seems that the less capital intensive industries are moving towards greater capital intensity, whilst the most intensive are on the whole reducing their capital intensity.  This is an area in which more work is needed.  It is not possible to paint a clear picture on the trend in productive potential in this sector, and it would be dangerous to generalise across the various industries.

6.2.5
What is not in doubt is the pressing (and growing) need for competitiveness, and the rest of this section considers the means by which the sector is addressing this issue.

6.3
Consolidation and concentration 

6.3.1
There has been, particularly of late, a good measure of merger and acquisition activity, both within the construction materials sector and within other industries. Figure 6.2 sets out corporate activity over the last 18 months.


Figure 6.2:  MERGER AND ACQUISITION ACTIVITY, DECEMBER 1998 TO DATE

	Company
	Acquired by
	Date
	Equity value £m

	Meyer International
	Compagnie de Saint Gobain
	Mar-00
	1,040

	Tarmac
	Anglo American
	Mar-00
	1,200

	Blockleys
	Ennstone
	Feb-00
	9

	Ruberoid
	IKO UK
	Feb-00
	66

	The Rugby Group
	RMC Group
	Dec-99
	896

	Natural Building Materials
	Ennstone
	Dec-00
	10

	Sharpe & Fisher
	Travis Perkins
	Nov-00
	76

	Weru
	Caradon
	Nov-99
	83

	Pioneer
	Hanson
	Nov-99
	1,562

	Norcros
	Stormgrange
	Oct-99
	171

	Blue Circle (heating division)
	Baxi
	Oct-99
	480

	Tudor
	Meyer International
	Aug-99
	12

	Vymura 
	Gleadway
	Aug-99
	28

	Graham Group 
	Meyer International
	Aug-99
	274

	Hall & Co
	Wolseley
	Aug-99
	121

	Boral (European brick interests)
	Hanson
	Aug-99
	59

	Spring Ram Corporation
	US Industries
	Jul-99
	82

	Easco (US)
	Caradon
	Jul-99
	97

	Polypipe
	IMI
	May-99
	337

	English China Clays
	Imetal
	Apr-99
	756

	Caradon (US doors & windows business)
	Nortek
	Apr-99
	41

	Keyline
	Travis  Perkins
	Apr-99
	182

	Blue Circle (bathroom  division)
	American Standard
	Feb-99
	253

	Ibstock
	CRH
	Jan-99
	326

	Hewetson
	Kingspan Group
	Jan-99
	37

	Marley
	Etex Group
	Jan-99
	365

	Redland 
	Lafarge 
	Dec-98
	1,669


6.3.2
There were therefore 23 significant transactions in 1999, involving an equity value of £6.4 billion – with four deals totalling £2.3 billion in the first 3 months of 2000.  This compares with 6 transactions (£4.9 billion) in 1998, and 7 (£2 billion – of which  £1.3 billion was in one transaction) in 1997; and this mirrors unprecedented levels of merger activity in European industry as a whole.

6.3.3
There are undoubtedly pressures for consolidation.  These include:

· access to new or additional skills

· access to resources or new markets (particularly for low value to mass industries, or businesses seeking to expand overseas)

· economies of scale (in purchasing, production, distribution or administration)

· opportunities arising from vertical integration

· lack of alternatives for growth (particularly a low inflation economy)

· taking out competition

· the accumulation of market dominance and pricing power

· the expectations of the City.

6.3.4
Clearly, though, consolidation has a limited (although potentially considerable) potential as a strategy.  It is most relevant to businesses with significant assets, where barriers to entry are fairly high, and economies of scale can be secured. However, and quite apart from the constraints of competition policy, the benefits of vertical integration and economies of scale will be one-off and, beyond that, consolidation is about market share more than a bigger market.  

6.3.5
Even then, research by KPMG has reportedly established that 83% of mergers investigated failed to create shareholder value.  Research in the USA by Moodys has also shown that one of the principal reasons for companies failing to meet the debt obligations of a highly leveraged balance sheet is a failure to integrate new acquisitions – and yet City pressure for consolidation persists.  Looking at the scale of merger activity, it would be easy to conclude that this City pressure is affecting the structure of this sector (and others).

6.3.6
Many products are mature and new product innovation, at least within the traditional product mould, is perceived as limited.  Although the perception of specifiers is different, innovation in production processes also seems to have been limited, with investment in new plant and processes inhibited by a lack of long production runs and the volatility of the sector.  In Chapter 4, growth was demonstrated to be unexciting in many industries within the sector, and this seems to be as true on the Continent.  Export growth is restricted (although not non-existent) for those products with a low value per unit of mass, because transport costs confer advantages to local producers; and the UK, being on the periphery of Europe and an island, is disadvantaged in this regard (although, as a corollary, it is protected against imports by the same factors).  

6.3.7
This, all taking place within a low inflation economy, places considerable pressure on management to achieve growth through consolidation.  The pressures are not, though, of equal intensity across all industries within the sector, and in making this generalisation the diversity of the sector must be borne in mind.  As one response to the limitations of a strategy of consolidation, horizontal mergers and acquisitions can and have given way to vertical moves – where a company acquires a supplier or customer in the same value chain.  Where sectors have high sales/value added ratios (ie much of their sales value is bought-in) they will be more vulnerable to vertical integration from a major product supplier, or more incentivised to merge or acquire.  If resource savings arise from this process then there is likely to be some benefit to the UK economy, other things remaining equal.  

6.3.8
This too, however, has its limits, and vertical integration represents a fairly low proportion of merger activity.  A May 2000 study of large British and German companies by the London School of Economics established that 90% of them had made a horizontal acquisition in the last five years, but only 15% had integrated vertically.  Apart from the possibility of companies integrating in this way as an element of supply chain management (see Section 6.10 below), the prime candidates for vertical integration in the building materials industries are aggregates (eg Aggregate Industries’ acquisition of Douglas Concrete and London Concrete); and cement and reinforced concrete (eg RMC’s acquisition of Rugby).

6.3.9
As these are also industries that are highly concentrated (see section 4.8 above), competition issues would arise if such vertical integration threatened the supplies of competitors.  One investment bank JP Morgan has predicted three or four vertically integrated groups, each eventually taking 20-25% of the aggregate/cement/ready-mix concrete market.

6.3.10
Figure 6.3 shows the relationship between increased concentration and the trend in a number of business measures, based on values for those SICs that fall within the building materials sector and for which there is relevant data.
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Figure 6.3: CONCENTRATION MEASURES

6.3.11
The concentration measure used in the figures represents a standardised measure of inequality.  The larger the measure the greater the inequality.  The consistency of this measure is evidenced by the figure showing concentration from one source and the value of output/enterprise from another.

6.3.12
It would appear that there is an association between concentration of a sector and the value of the output of that sector.  The higher the concentration the lower the value of output or, put another way, concentration is greatest in the smallest industries falling within the building materials sector.  It would also seem to be the case that high concentration is associated with low growth.  From the figures it is impossible to determine whether small sectors with low growth prospects merge in search of higher margins as one way of increasing shareholder value; or whether firms in small sectors merge, become inefficient and suffer poor growth as a consequence, whilst still enjoying reasonable margins.

6.3.13
From interviews and statements in Annual Reports to shareholders, there appears to be a pressure to concentrate further.  These figures weakly support the view that profit margins tend to be higher with concentration, but work would be required at the level of each SIC separately to determine whether the search for shareholder value through merger is engendered by poor growth opportunities or not. 

6.3.14
Profits could be improved if there are prospects for economies of scale in these sectors.  This has been difficult to determine.  Official data on concentration of enterprises also provides information on the number of local units.  It would be helpful to know whether the average size of units tends to rise by more in those sectors where enterprise concentration is the greatest.  This would imply the exploitation of production economies of scale, but unfortunately the data coverage does not readily lend itself to this sort of investigation.

6.3.15
Clearly, though, all of the above raises questions of competition; and of the strategy of businesses when consolidation/concentration has reached its beneficial or permissible limit.

6.4
Competition

6.4.1
The underlying economic concern regarding monopolies and the abuse of market power is that it results in an inefficient use of economic resources.  Monopoly tends to restrict output below optimal levels and the removal of monopoly will tend to lower prices and benefit those who would still buy at the higher prices.  This is simply a transfer of profit from, say building materials to contractors and does not represent a net gain to the economy.   However, that saving is also likely to result in more consumption by them and lower prices will attract new demand.  It is this additional consumption and the profits earned on it by the building materials companies that represent the net benefit to the economy.  The thrust of anti-competitive legislation, as enshrined in the UK, assumes this economic thinking.  

6.4.2
Where the difficulties arise for the Government is where growing market concentration brings economies of scale that reduce the marginal costs of production.  This would tend to increase economic efficiency though it also tends to foster the restriction of market output.  

6.4.3
Finally, taxes imposed on companies to ensure that the consumption of environmental goods are priced into their production costs will tend to raise the price and restrict output further.  If the companies are already operating in a quasi- monopolistic fashion, there is no guarantee that the environmental taxes have actually improved the allocative efficiency of the economy.

6.4.4
The Office of Fair Trading (OFT) has responsibilities to prevent or restrict abuse of market power.  The new Competition Act 1998 prohibits

· agreements which prevent, restrict or distort competition and which may affect trade within the UK; 

· conduct which amounts to an abuse of dominant market position.  

6.4.5
The Director General will, under the new legislation, assess whether undertakings possess market power when investigating cases under the act.  There is no mechanistic definition.  However, guidelines to the Act suggest that agreements are unlikely to affect competition appreciably if the parties combined market share does not exceed 25%. Market dominance by an individual company is unlikely to arise if it has less than 40% market share.  The OFT nevertheless retains the right to investigate under any circumstances if either of the two prohibitions is seemingly being breached.

6.4.6
A number of companies have commented on apparent disparities between UK and EU attitudes to competition regulation.  However, it is maintained by the regulatory authorities that UK competition legislation is entirely compatible with European legislation.

6.4.7
There have been seven reports by the Monopolies and Mergers Commission since 1960 relating to the supply of construction materials:

· flat glass (1968)

· plasterboard (1974)

· bricks (1976)

· ceramic sanitary ware (1978)

· concrete roofing tiles (1981)

· ready mixed concrete (1981)

· plasterboard (1990).

In addition, the Commission has published reports on merger situations relating to Blue Circle Industries and Myson Group, Hanson plc and George Armitage, Tarmac and Steetley, and Rockwool and Owens-Corning.

6.4.8
The reports into individual materials concluded that monopoly conditions (or a dominant market position) existed in all of these industries, but that the only practices that had operated against the public interest related to:

· cross-subsidised brick transport charges;

· cross-subsidised plasterboard transport charges (and discouragement of collection by customers); the sale of plasterboard exclusively through merchants; and favourable trading terms for builders merchants who agreed to deal exclusively in one source of plasterboard or for customers or merchants who would not purchase or deal in imported plasterboard;

· the price of concrete roofing tiles.

6.4.9
As the general trend since the publication of these reports has been one of increased concentration, these referrals clearly raise questions about the future conduct of at least some parts of the sector.  In some product markets, which will be more narrowly defined than industrial SIC sectors used to discuss concentration, it is certain that some building materials companies will be in a dominant market position, particularly when the supply of materials which are sensitive to transport costs into limited geographical areas is considered. 

6.4.10
However, domestic concentration is not the sole indicator of the extent of competition.  Where a sector is open to international trade the worst effects of concentration can be offset, although only a handful of building materials industries currently fall into this group.  

6.4.11
Some industries have other industries that offer a substitute product.  The closer the substitute the more effective competition there is between the two and the more it can do to restrain the adverse effects of heavy concentration in any one.

6.4.12 Finally, where there is relatively easy entry to the industry, companies in that industry cannot act too restrictively.  For example, the MMC lifted restrictions on British Plasterboard, imposed due to its dominant market position, following the entry of new producers.  Market entry is stiffer where there are economies of scale in capital intensive processes.  Where the product requires a natural resource, entry can be further constrained by existing ownership patterns and policies governing planning permission.

6.4.13
Clearly, though, barriers to entry can themselves be overcome by acquisition, and it is principally consolidation that is leading to higher levels of concentration.

6.4.14
When it comes to the overall efficiency of the sector, the Government is constrained to promote a competitive structure.  Concentration and consolidation have been a feature of this sector for many years.  There will be occasions when further economies of scale in certain areas will reduce costs without threatening market competition.  In other areas it will be more difficult.  However, when it comes to the matter of market structure, including foreign ownership, the DTI and the OFT have a well-defined role; and  there are benefits to the sector in this dual sponsorship by Government, as the DETR can focus on the needs of the industry in serving its customers – such as the research and development of new production processes and the training of labour.

6.4.15
Actions that improve the overall profitability of the sector without simply transferring that profit from contractors or other construction services suppliers would tend to raise UK economic welfare. This is most likely to arise through the reduction in resource costs absorbed in production of building materials.  Thus Government has to be confident that interventions do not merely result in transfers between economic groups but genuinely improve aggregate profitability across all groups without reducing householders’ welfare. It will be a continuing challenge for relevant industries within the sector to demonstrate how higher levels of concentration remain consistent with serving the public interest.

6.5
Globalisation and foreign investment

6.5.1
Among the larger companies in the materials sector there have been substantial changes in structure over the last decade and this has increased in the last three or four years.

· The recession in  UK industry in the early 1990s forced companies to reassess the direction of their development; partly as a result of this, many companies decided that they should grow and that they should do this by expanding overseas.  In many cases expansion in the UK was not possible because they already had a substantial market share and an increase by acquisition would not have been permitted under UK or EU competition rules. Blue Circle’s extensive overseas acquisitions are a case in point.

· The recently high value of the pound compared to other currencies, and particularly the Euro, has made it relatively cheap for UK companies to buy 

companies abroad but relatively expensive for foreign companies to buy into the UK.

· The low valuation on the UK stock market of “old economy” industries, and especially building materials, compared with the “new economy” companies makes the former relatively cheap abroad, partly offsetting the high value of the pound.

· The perceived low level of investment by the UK in infrastructure and buildings has made it difficult for UK producers to establish a strong base for growth except by selling abroad.

· Competition legislation effectively prevents UK companies with a high market share from expanding by acquisition in the UK.

· The strong, and possibly growing, influence of City experts and large investors in affairs of companies means that the current wisdom of the financial sector tends to be accepted generally.  Concentration on core business, divesting other business interests and international growth are all now approved by the City, conglomerates having fallen out of favour.

6.5.2
The effect of all these factors has been an increasing concentration on one, or a coherent group of, products with growth across national borders; and this move towards globalisation is a world phenomenon (and is occurring in many industries).  Looking at the UK, however, a re-run of Figure 6.2, reduced to address only those transactions which involve a foreign company, shows the volume of cross-border traffic in mergers and acquisitions (14 of the 28 transactions listed in Figure 6.2).  See Figure 6.4.


Figure 6.4  :  MERGER AND ACQUISITIONS INVOLVING FOREIGN COMPANIES
	Company
	Acquired by

(figures in brackets refer to footnotes)
	Date
	Equity value £m

	Meyer International
	Compagnie de Saint Gobain (France)
	Mar-00
	1,040

	Tarmac
	Anglo American (South Africa) (1)
	Mar-00
	1,200

	Ruberoid
	IKO UK (Canada)
	Feb-00
	66

	Weru  (Germany)
	Caradon
	Nov-99
	83

	Spring Ram Corporation
	US Industries
	Jul-99
	82

	Easco (USA)
	Caradon
	Jul-99
	97

	English China Clays
	Imetal (France)
	Apr-99
	756

	Caradon (US doors and windows division)
	Nortek (USA)
	Apr-99
	41

	Keyline (Ireland)
	Travis  Perkins
	Apr-99
	182

	Blue Circle (bathroom  division)
	American Standard (USA)
	Feb-99
	253

	Ibstock
	CRH (Ireland) (2)
	Jan-99
	326

	Hewetson
	Kingspan Group (Ireland)
	Jan-99
	37

	Marley
	Etex Group (Belgium)
	Jan-99
	365

	Redland 
	Lafarge (France)
	Dec-98
	1,669



(1)
Anglo American is now domiciled in the UK.


(2)
CRH is listed in both Dublin and London.

6.5.3
In addition, moves into the UK can be achieved  by foreign companies acquiring other foreign companies with an established UK presence (the most marked recent example of which is the acquisition of Castle Cement, previously owned by Skanska of Sweden, by Heidelberger Zement of Germany); or by establishing a joint venture; or by setting up a local operation on a wholly foreign owned basis.  

6.5.4
Conversely, many UK companies have made acquisitions abroad to grow and expand their geographical spread, and continue to do so.  For example:

· 45% of Aggregate Industries’ business is conducted in the USA;

· Barlo has acquired businesses in France, Spain and Germany within the last two years, and secures 60% of its turnover on the Continent;

· Blue Circle has made recent and significant acquisitions in Malaysia, the Philippines, Chile, Greece and elsewhere;

· Hanson (a company from over here doing rather well over there) operates extensively in the USA, Australia and Europe;

· Pilkington manufactures in five other countries in Europe and in the USA, South America and Australia, with interests elsewhere.

6.5.5
The building materials industry is increasingly not constrained by national borders: it is becoming truly international, and this leads on to the whole issue of foreign ownership.

6.5.6
It is difficult to obtain detailed, accurate statistical data on foreign ownership of building materials companies in the UK.  The nearest the Consultants have been able to get is data on SIC Division 26, (“other non-metallic mineral products”).  This division includes many building materials and products (glass, ceramic products, clay products, including bricks, cement, lime, plaster, concrete and stone working) but it also includes a number of non-building materials and products.  Figure 6.5 sets out for Division 26 assets, investment, earnings and returns on investment (ie returns related to investments) to and from the European Union, the US, Japan and the rest of the world for the latest year, 1998.  Detailed data for 1999 will not be available till early 2001.  It should be noted that ‘investment’ is not necessarily ‘gross fixed capital formation’.  Investment is flows of cash and is a nett figure: in the case of UK investment overseas, outflows less inflows.  It includes, for example, the costs of acquiring existing UK companies.

Figure 6.5 : FOREIGN DIRECT INVESTMENT, SIC CATEGORY 26

£ millions

	
	EU
	US
	Japan
	Rest of the World
	All

	Assets held by overseas firms in UK
	1,403
	250
	-
	99
	1,752

	Assets held overseas by UK firms
	2,899
	6,533
	30
	1,897
	11,359

	Investment by overseas firms in UK
	-173
	-
	-
	-12
	-265

	Investment overseas by UK firms
	345
	2293
	-2
	400
	3,036

	Earnings by overseas firms in UK
	20
	-7
	-
	16
	29

	Earnings overseas by UK firms
	277
	456
	-1
	192
	924

	Return on investment by overseas firms in UK
	1.4
	-0.03
	-
	16.2
	1.7

	Return on investment overseas by UK firms
	9.6
	7.0
	-0.03
	10.1
	8.1


6.5.7
The table indicates a relatively low level of international involvement by companies in this SIC category - although the attempted acquisition of Blue Circle by Lafarge  would, at £3.5+ billion, have exceeded almost all of these figures, and foreign acquisitions in both directions in other sectors dwarf these numbers (eg Mannesmann/Vodafone Airtouch at £113 billion, and  ASDA/Walmart at £6.7 billion).

6.5.8
The table also indicates the relatively high ratio of UK overseas assets to foreign assets and the particular importance of the US to UK assets overseas; the relatively high level of investment by UK firms overseas, again particularly in the US; and the relatively high return on investment overseas by UK firms.  The above table is only a snapshot of the situation in one year, but the position has not been very different since 1993 (prior to which comparable data is not available).

6.5.9
The assets graphs (see overleaf) confirm that, over the relevant period, ownership of UK firms overseas is on a far higher scale than foreign ownership in UK.  European assets in UK increased dramatically in 1997 but UK assets in Europe, steady at around £3 billion over the period, exceed the highest European figure.  UK assets in the US rose steadily over the period and represent more than half of all UK assets overseas. 

6.5.10 As indicated above, the investment graphs need to be treated with caution.  They suggest that (nett) foreign investment in this SIC category is very low and that European investment in the UK falls over the entire period, going negative in 1996.  Reasons for negative investment include remittance of profits, disposal of assets and loans to foreign parents.  UK (nett) investment overseas, though still relatively low, is much higher generally than foreign investment in the UK.  Levels of UK investment in the US and Europe are similar.

6.5.11
Return on investment is calculated by taking earnings as a percentage of assets.  This is a crude but useful indicator.  Broadly speaking, UK firms make rather better returns overseas than foreign firms make in the UK (European firms in the UK consistently make less than 10%, whilst UK firms in Europe make around 10%); UK firms tend to do better in the US and the rest of the world than they do in Europe; and UK firms do badly in Japan whilst Japanese firms tend to do well in UK.

6.5.12
Historically, foreign ownership of UK building materials companies has been low.  UK foreign ownership has tended to be higher, but neither the foreign presence in UK nor the UK presence overseas has been particularly large.  The position is, however, changing.  There is investor pressure for listed companies to get bigger and, with low inflation a more or less static domestic market and non (or low) traded products, one of the few options is foreign acquisition.  Wider foreign ownership for large firms is clearly one way of consolidating the market and/or spreading risk arising from, for example,  exchange rate fluctuations and the construction cycle.
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Figure 6.6 : FOREIGN DIRECT INVESTMENT, INWARD AND OUTWARD; UK, USA AND EUROPE

6.5.13
The mainland European model of corporate ownership and management is often cited as significantly different to the UK model and, in some ways, superior.  UK listed companies are seen as too strongly influenced by financial sector fashion, and by short termism on the part of shareholders (and, therefore, potentially, management).  Mainland European listed companies, on the other hand, are seen as less susceptible to external influences and more likely to  take the long term view – and this is quoted as a competitive disadvantage for UK companies.

6.5.14
While this may have been largely true in the past, it is becoming much less so.  Large listed companies are becoming larger, more homogenous and more global.  

6.5.15
Corporate ownership is certainly different in mainland Europe.  A recent study (quoted in The Economist, 29 April 2000) noted that, in Italy, Germany, Belgium and Austria, more than half of the listed companies studied had a single shareholder, or known group of allies, with more than 50% of voting rights.  In France and Germany, the majority of tradable companies are protected by a majority voting block or a blocking minority.  The structure of ownership, combined with widespread cross-shareholdings (often involving banks) and non-voting equity, tends to disadvantage smaller shareholders.  But the system is changing: it is estimated that corporate cross-shareholdings now account for 10% of stockmarket value, down from almost 20% in the mid 1990s.  In Germany, the announcement of a takeover code closer to the UK model, and recent changes in the tax regime relating to shareholdings, have set the scene for considerable change in the industrial landscape; and this has already spurred French and Italian politicians to point to the need for an acceleration of change in their own countries.

6.5.16
Corporate mergers and acquisitions in Europe (excluding the UK) have also increased dramatically during the 1990s, from a few hundred a year in the early 1990s to just over 500 in 1997, over 800 in 1998, and almost 1,500 in 1999.  Throughout most of the decade hostile takeovers were in single figures (with an exception in 1995 when the figure reached 36), whereas in 1999 more than a third of the 1,500 mergers and acquisitions were hostile.  The number of deals over $10 billion has also increased, again from single figures in the early 1990s to almost half in 1999.

6.5.17
Concentration of ownership and control has given mainland European countries the reputation of taking a long term view.  While this was true in part it is less true now and is likely to become even less true in the future as procedures for mergers and acquisitions are harmonised, and as the increasing incidence of large hostile takeovers changes corporate attitudes in mainland Europe.

6.5.18 From a national perspective, foreign investment can have a mix of advantages and disadvantages.  A country's GNP is raised by the repatriation of profits earned on direct investment overseas, and to the extent that the shareholders of a UK company are actually resident citizens this benefit accrues to them and the UK more generally.  However, in increasingly globalized capital markets, shareholders in a UK company may be located overseas. It is possible that a management might conclude that they could earn (say) 15% on a foreign acquisition, which is more than the 10% that they could generate at home. However, if the proceeds used for the acquisition were placed in shareholders’ hands (in the form of increased dividends), and they invested in another UK sector yielding 20%, the outcome would be a questionable use of resources.  This would represent an imperfection in the capital markets.

6.5.19 Where foreign investment represents a greenfield development by a foreign firm that bids fully employed resources away from a lower to a higher value use, then the UK would benefit from such a development - although most of that benefit would accrue to shareholders of the incoming company (and some, perhaps, to those employed in the company).  

6.5.20  Furthermore, greenfield investment is not always the case.  Quite often it is one company purchasing another, and in the short run productive resources remain as they were.  If the foreign purchaser can raise the productive potential of its newly acquired assets through better management, the introduction of new technology and know-how or access to new markets, then again there will be gains to the UK – but again mostly accruing to shareholders and employees in the company.  The presumption must be that at least the acquirer believes he can do this, otherwise he would not pay the company a value in excess of what it is worth in the vendor's hands.  Companies can make certain cost savings through international acquisitions (as with domestic acquisitions): accounting, marketing and R&D activities could be rationalised sufficiently to offset the complexities of managing a larger, international venture; there may be other economies of scale; and the acquirer might be able to expand his buying power. Companies have, however, been known to get this judgement wrong.

6.5.21 From a national point of view the potential downside of a foreign acquisition is that:

· the foreign firm might be interested in consolidation as a way of reducing competition and driving up prices.

· similarly, it might carve up the international market, restricting export opportunities from the UK or restricting import penetration. There is evidence of this in the building materials sector.  If this were achieved by a reduction in overall competition in the UK market, then the producer’s gain might well be the consumers’ loss.

· there is a risk that decisions made by managements based overseas will be uninfluenced by broader issues of UK national interest, or unduly influenced by issues of their own national interest.

· finally, there can be circumstances where a foreign acquisition effectively weakens the national ability to participate in a market.  For example, if senior managers are parachuted into a UK firm, R&D and marketing is moved abroad, then the stock of national skills in that sector may be reduced or disappear.  If the company left the UK (without selling the assets to another company) there would a loss of national skills.   

6.6
Intermediaries and distribution

6.6.1
Some materials and products (eg ready mixed concrete) are delivered direct to end users – but the majority (close to 70%) are delivered via intermediaries.  The principal purpose of intermediaries has been to ‘break bulk’ - to take bulk deliveries from manufacturers and sell quantities as required to contractors and other end users.  The principal intermediaries for building materials are general and specialist builders’ merchants and DIY outlets; but there are also product specific agents such as brick factors, timber merchants and steel stockholders.  The more bespoke a product, the more likely it is to be delivered direct from manufacturer to purchaser and not via a merchant.
6.6.2
As noted in Figure 4.9 (above) the three major operators are Wolseley, Meyer and Travis Perkins.  Wolseley has been listed UK number 1 in the Building magazine top building materials company for most of the past ten years; it has made a number of major acquisitions recently (including Hall & Co, previously owned by RMC);it has extensive international activities; and yet it has recently been displaced from the FTSE 100.  Meyer was a long established timber merchant but it is now concentrating on general builders merchanting; it too is a regular presence in the Building list; and had also been acquiring other UK merchants (including Graham Group and Jewsons), before itself being acquired by St Gobain of France – Europe’s largest company in the building materials sector.  Travis Perkins has recently acquired Keyline, previously owned by CRH.

6.6.3
These moves illustrate two points in particular:

· firstly, the high degree of consolidation occurring amongst distributors – with the top 5 firms listed in Building Magazine’s December 1999 list (based on 1998 turnover) having since become three firms – and with those three now dominating the market, with no other independent company having turnover in excess of £75 million.

· secondly, the disposals of Hall & Co by RMC and Keyline by CRH underline the move back to a concentration on core businesses (and perhaps a reversal out of an earlier move towards an element of vertical integration?)

6.6.4
The position and role of intermediaries has changed in recent years and is still changing. As with the producers, there is concentration (although less than for the producers); there is some foreign ownership; and there is a very large tail of small and medium sized firms.  

6.6.5
Until the 1990s, all merchants were perceived as relatively passive operators, supplying contractors and the public with the products provided by the manufacturers and making their profits on the mark-up.  Around 1995, though, at the depth of the recession, some merchants began to act more like retailers: paying more attention to their customers; investigating imports as alternatives to domestic products; moving to higher margin products; improving stock control; increased use of IT; negotiating with the producers (and often with a lesser number of producers in order to concentrate buying power); introducing their own branded products; and improving their merchandising and marketing skills.

6.6.6
As noted above, consolidation also increased, with businesses merging or acquiring to gain market share, wider geographical coverage, and expanded product offers (particularly sites suited to the bulk storage of heavy side products). Government statistics show the number of businesses in distribution reducing significantly in the last 4 years.   In a mirror of the major distributors’ behaviour with the producers, contractors are also seeking to work with less suppliers, to concentrate their own buying power.

6.6.7
However, distributors now face particular new challenges, as the role of intermediaries is challenged by:

· the growth of partnering, whereby companies operating at a level of scale in a particular market are increasingly looking to establish direct relationships with their suppliers and customers;

· as an extension of this, industry improvement increasingly depends upon integration of the supply chain, and this too calls for more direct relationships;

· finally, e-commerce (which is considered further below) poses new threats of “disintermediation” – or the elimination of middlemen.

In addition, for the general builders’ merchants, there is growing competition from “big shed” DIY retailers (not yet sufficiently recognised as part of the building materials sector to qualify for membership of the CPA), and from specialist merchants (for insulation, timber, tiles, ironmongery, kitchen and bathroom fittings etc).

6.6.8
Some producers are also critical of larger distributors who are not keen to stock specialist products that might be more appropriate in certain uses, in favour of omnibus products that they can shift quickly, thereby raising their revenue/profit per unit of floorspace. 

6.6.9
Major operators in the sector are well aware of the threats, and are working on their strengths in order to respond.  Indeed, each of the threats can become an opportunity to businesses that respond appropriately.  The particular strengths of this part of the industry are (variably) local, national, and international knowledge of products and the market for them; local representation; wide product availability; the ability to buy in bulk (using their buying power) and sell in quantities (large or small) matched to the needs of their customers; the provision of trade credit; a distribution network (to their outlets and/or to site); and a knowledge of logistics.

6.6.10
It is the last of these, in particular, that poses opportunities for the major operators in the sector.  One thing that is clear from e-commerce is that, irrespective of the directness or otherwise of the relationship between buyer and seller, there remains a substantial problem of “fulfilment” – that is, converting an electronic order into a physical delivery, at the right place and at the right time (which increasingly means “just in time”).  This calls for skills which builders merchants are well able to develop, leveraging their business to operate against or alongside logistics companies – but with the additional benefit of a real knowledge of the building industry and the buyers and sellers who operate within it.

6.6.11
The requirements of an integrated supply chain call for a further leveraging of these skills.  Whilst the current call for focus within business, and a concentration on core skills, militates against it, it is possible that some major operators could expand their function to include the integration role that is envisaged in the proposals of the Egan Report.  Increased off-site assembly will require the bringing together of the products of many separate industries operating within the sector, including some who do not consider themselves part of the construction industry  at all – and who will therefore tend to stand outside initiatives for industry improvement.  The co-ordination of these activities, and the stimulus for co-operation in the integration of processes, calls for a new intermediary.  Whilst there are several existing factions within the industry who may aim for this role, builders merchants who have the resources and skills to develop their business in that direction are one of those who may legitimately do so.

6.6.12
In the meantime, there remains a need for builders merchants operating in something close to their traditional role.  Many producers are concerned about the power of the merchants and are keen to deal directly with their customers (and some, anxious to reduce their reliance on merchants, sell direct to large customers – contractors, housebuilders and clients), and a number of producers also market direct to specifiers; but most recognise that they need the network of outlets in order to reach their (large numbers of) smaller contractors, tradesmen and individual clients (including households) – whose business often commands a better margin.

6.6.13
Whilst major producers and contractors may capture the most attention, there remain literally thousands of producers seeking to supply tens of thousands of customers.  This potential cat’s cradle of relationships needs to be mediated.  Many of the customers also operate on stretched balance sheets and do not have the resources to hold stocks, or even to pay cash for their purchases.

6.6.14
In addition, some of the opportunities opened by the internet may fall as much to distributors as to producers – or even more.  Whilst the producers may feel that they do not want to run the risk of reaching over the heads of their distributors because of their dependence upon them for sales and logistics, distributors may not have the same inhibition in seeking alternative (and cheaper) foreign sources for their stock; and distributors’ dependence upon producers’ brand value will also diminish if they continue and expand a policy of “own brand” goods.

6.6.15
Opportunity and threat between major producers and distributors therefore appears to be fairly evenly balanced as the implications of the internet are faced.  This is considered further in Section 6.13 below.

6.6.16
For smaller operators, the question is whether local knowledge, local relationships, and/or specialist knowledge of a particular market of product range are sufficient to withstand the threat posed by major operators with national coverage and DIY retailers operating at a much lower cost base and offering (at lower prices) many of the products which might have provided the operating surplus for smaller merchants.

6.7
Research and development
6.7.1
The construction industry  is not noted for its investment in research and innovation.  This may be because much of this activity is project related and its costs are subsumed in project costs; but it is also because contractors and consultants do not generally place high value (or perceive long term competitive advantage) in the outcome of research.  Material producers are to some extent different from the rest of the construction industry and some at least do invest in research and innovation.  

6.7.2
Figure 6.7 indicates sectoral R&D investment (as a proportion of sales) related to turnover and the same data for individual companies, as reported in a DTI survey of 561 UK companies’ annual reports and accounts.  Typically there are 15 to 20 companies in each of 34 sectors.  The sectors in the table have been selected for comparison purposes – and there are actually ten sectors with lower R&D investment than construction.


Figure 6.7: R&D INVESTMENT IN SELECTED INDUSTRIES

	Sector
	Sales

£m
	R&D/Sales

%

	Pharmaceuticals
	23,658
	15.0

	Software and IT services
	8,472
	4.9

	Automobiles
	18,151
	3.6

	Electronic and electrical
	23,635
	3.2

	IT hardware
	14,896
	3.2

	Chemicals
	29.012
	2.2

	Engineering and machinery
	34,597
	1.7

	Food processors
	56,051
	1.3

	Support services
	15,161
	0.9

	Construction and building
	21,589
	0.6


6.7.3
The table suggests that R&D investment by the construction sector, which is dominated by building material producers, is relatively low by general UK industrial standards. A further breakdown of the sector into contracting, materials production and distribution is not available, but there is anecdotal evidence that the materials producers are in the vanguard of R&D and innovation; and this accords with logical expectation, as the barriers to innovation are probably lower in the production sector.  Although subject to some of the same volatility as contractors, producers have more predictability in  the pattern of their demand, and this makes it more likely that they will be able to internalise the benefits of research and innovation.  There is also a tendency for firms in industries with high levels of concentration to invest more in R&D – having the resources to do so, and leading to a chain reaction of rising levels of investment, sustained by increased levels of concentration. The pharmaceuticals industry is the archetype of this.

6.7.4
Figure 6.8 then presents R&D spend for a cross-section of producers for three years during the 1990s, derived from Company Reports.


Figure 6.8: R&D SPEND BY SELECTED COMPANIES IN THE BUILDING MATERIALS SECTOR



  (AS A PROPORTION OF SALES)
	Company


	1991/92

%
	1995/96

%
	1998/9

%

	Anglian
	-
	0.5
	0.3

	Blue Circle
	0.4
	0.7
	0.4

	PBP
	0.3
	0.4
	0.5

	Cape
	0.7
	0.6
	0.6

	Caradon 
	-
	0.4
	1.8

	Hanson
	-
	-
	0.2

	Hepworth
	1.2
	1.2
	1.5

	Johnston
	0.1
	0.4
	0.3

	Marley
	0.3
	0.6
	-

	Newman Tonks
	0.5
	0.5
	-

	Norcros
	-
	1.1
	1.0

	Pilkington
	2.1
	1.9
	1.6

	Redland
	0.6
	0.5
	0.5

	SIG
	-
	0.1
	-

	Wolseley
	0.1
	0.1
	0.1


6.7.5
Three companies - Norcros (ceramic tiles, adhesives and showers), Pilkington (glass) and Caradon (principally plumbing/sanitary ware, and electrical components)  – have markedly higher R&D spends than the sector average.  The majority of companies are around the average, and there is no clear trend (upwards or downwards) over time.

6.7.6
Manufacturers invest in R&D both to improve the production process and to improve the utility and quality of their products.  The evidence from interviews is that the bulk of R&D investment by building material producers is in improving the production process – often with a view to reducing costs, principally in employment and energy.

6.7.7
Although they have a more immediate interest in R&D and innovation than do contractors, the building materials producers have barriers of their own.

6.7.8
Firstly, creative ideas may well span the product of more than one business, but increasing pressures for consolidation and specialisation militate against this.  Furthermore, many of the materials which could be at the leading edge of innovation are the product and concern of businesses that do not regard construction as a prime market. 

6.7.9
There has, in the past, been relatively little direct contact between material producers and the rest of the industry – designers, contractors and end users.  Producers were therefore remote from the relationships through which many of the decisions relating to design, construction and use were made; and were outside the feedback loop.  This is changing (see Section 6.11 below) with more interest shown by all parties in research and innovation, and in the importance of continuous improvement.

6.7.10 While the R&D evidence does not support a thesis of a sector forcibly striding into new product developments and productivity data is either absent or tenuous, some indication of relative dynamism can be inferred from comparison of international growth rates. Chapter 4 showed that a handful of industries were growing faster than their major continental rivals. Slightly more were growing slower and the rest were mixed in their relative performance.

6.8
Sustainability
6.8.1
One key area of research and development relates to the topic of sustainability - which is here defined as meeting the needs of current generations without compromising the rights of future ones.  This has moved from a matter of individual conscience and splinter group interest to a mainstream political issue within the space of a decade.  It is now placed to become a business imperative as well, as a combination of political regulation and social expectation bring the issue into the boardroom.
6.8.2 
The social pressures come from all stakeholders in the business – 

shareholders, management and staff, suppliers and customers, as well as the larger community which is affected by the operations of the business. Quite apart from the disruption to business caused by determined lobby groups objecting to practices which they see as objectionable, therefore, companies which ignore these pressures can be expected to find it increasingly difficult to raise capital, to engage and motivate staff, and to find a market for their product. 

6.8.3 The Government framework for sustainability is set out in the DETR publication A Better Quality of Life – A Strategy for Sustainable Development for the UK. This has been given further focus for the construction industry by:
· the publication of the daughter document Building a Better Quality of Life and the report of the sustainable construction focus group Towards sustainability – a strategy for the construction industry;
· the announcement by the Construction Industry Board that the new body to replace it will have “sustainable performance” as its strategic focus;
· studies being conducted by the Movement for Innovation and the Construction Industry Research and Innovation Association (CIRIA) to develop performance and engagement indicators in this area.
6.8.4
The term ‘sustainability’ has been broadened to include social and economic sustainability, touching on issues of well being, full employment and economic growth; but the principal focus remains on the environment and the main issues for the building materials industry are: 

· the environmental impact of the winning of the raw materials that go into their products;

· the depletion of natural resources (including water);

· the consumption of energy (particularly carbon-based energy) in production, heating and cooling premises, and the transport of materials from source to final destination;

· the environmental impact of other aspects for their business; 

· waste arising in the generation of raw materials, and in the production, installation and use of products;

· the extent to which use is made of recycled material in “new” products, and the later extent to which materials can be recycled at the end of the beneficial use of the facility of which they form part;

· noise and pollution arising out of all the above.

6.8.5
The most visible impact of the winning of raw materials upon the physical 

environment is that caused by the quarrying or mining of basic materials.  The principal control of this is statutory, most particularly through Planning control – although the deliberations of Planning Authorities are being increasingly influenced by public pressure.  Businesses whose existence depends upon the extraction of raw materials therefore need to demonstrate both to authorities and the wider public the need for the materials (in terms of social benefit); the lack of credible alternatives; measures for the minimisation of the immediate impact of extraction; and measures for remediation on the completion of extraction.  

6.8.6
With the exception of fuel sources and metals, around 70% of all mining and quarrying products for domestic consumption goes (directly or indirectly) to construction use.  There are programmes in place for the consideration of alternatives to primary materials, principally involving greater use of recycled material, but primary aggregate use nevertheless remains high (see Figure 6.9), and this reinforces the need for more targeted progress towards the development and use of alternatives.

Figure 6.9:  AGGREGATE USE IN THE UK
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6.8.7
The other major issue relating to raw materials is waste.  With the exception of most timber, practically no materials come from a renewable source, and both conservation and cost efficiency are served by measures for the minimisation of waste – in extraction, transport, manufacture and installation.  This raises issues of efficient pre-planning; manufacturing methods; packaging (designed to provide protection, but subsequently a source of waste in its own right); material dimensions (to cut down waste on site); and suitability for recycling.
6.8.8
It is, however, energy that has the single greatest influence on the environment and the effective use of products, being consumed from original extraction, through to processing, transport and installation – and thereafter being consumed (or perhaps saved) as a result of use.  The use of fossil fuels also represents a multiple impact, with energy required in extraction, environmental damage caused by extraction, subsequent depletion of a finite resource, and the generation of CO2 (the major greenhouse gas) and other noxious gases when it is ignited.  

6.8.9
25% of the consumption of carbon-based fuels in the UK is attributable to 

transport.  The social cost of materials transport is therefore considerable, and the relatively low cost of fuel does little to inhibit this – although transport cost does become a constraint on the distant delivery of materials where they have a low value per unit of mass, or require special conditions during transport (see paragraph 4.13.4 et seq).

6.8.10   If, however, it is correct that international trading of construction materials is 

going to increase, then new issues of sustainability arise, with materials (possibly including materials with a low value per unit of mass) increasingly transported long distances as consumers in developed economies take advantage of newly accessible markets operating from a significantly lower cost base.
6.8.11
As it is market forces that will give rise to this problem, no reliance can be 

placed upon the same market forces containing it.  New issues of regulation therefore arise if the problem is to be contained; but the issues are clearly international, and raise further issues (or at least potential accusations) of protectionism, as any attempt to limit transport distances or increase its cost will disadvantage low-cost economies selling into distant markets.  This is an issue for Government.

6.8.12  At national level, there may also be some inefficiencies of transport costs 

arising out of the consolidation of builders merchants, leading to a reduced number of outlets, and therefore to increased travel distances for materials after they have been broken down from bulk; and further inefficiencies arising out of smaller loads being delivered to suit “just-in-time” stockholding policies.

6.8.13  There is also the consideration not just of the direct consumption of energy, but 


also of all of the energy consumed in creating products – their ‘embodied energy’.  With the growing interest in sustainability, there has been growing research, and considerable guidance is now available to specifiers so that they can consider the full environmental implications of choosing alternative materials.  The most recent (and the most comprehensive) of these is the Building Research Establishment’s computer Envest program.  This broadly classifies materials against ratings of toxicity, primary energy consumption, the emissions generated in production, the depletion of natural resources, the generation of waste and the potential for/actuality of recycling.  This is then compounded into a rating of whole life environmental impact of the proposal.
6.8.14  As sustainability becomes an increasingly important criterion for product 

selection, producers will need to consider their position in this.  It can also be expected that the trend toward “eco-labelling” (of which there are now about 30 schemes around the world) will continue, and that it will be applied (with or without statutory backing) to construction materials.  Certainly the exercise is complicated by the lack of a standard methodology and of a common unit by which all measures of potential environmental impact can be brought together (the use of “eco points” in the Envest programme being a broad attempt to do this); and manufacturers are understandably concerned at a wrongly based system being applied.  However, a recent survey has established that whereas those institutions interviewed almost unanimously felt that there is no current premium value attached to a development which can be described as sustainable, they also almost universally felt that there would be such a premium within the space of 5 years.  If, therefore, there is to be consumer demand for products that serve the needs of sustainable development, then there will be merit in the producers themselves working to find effective measures which could be used in a labeling scheme, rather than wait for such a system to be imposed by regulation.  This might also break the potential stalemate created by those companies who feel that they could provide further information about their products also feeling that they might be at a disadvantage by comparison with producers who do not – or who do not produce information on a verifiable basis.  

6.8.15
In addition, and as a further facet of sustainability, producers will increasingly need to look at the life cycle of their output - not just from raw material source to producer installation, but also in use, considering durability, maintenance and replacement costs, and eventually re-use or disposal.

6.8.16
The pressure for this will come not just from the focus on the sustainability issue, but also from new forms of procurement – notably PFI by which construction works are purchased by output (continuing services provided) rather than inputs (the cost of  resources consumed).  This, makes a more obvious connection between design brief and facility use than has previously existed for all except the most sophisticated owner occupiers, and has the potential to break the habit of concentrating on initial capital cost at the expense of cost in use.

6.8.17
In summary, the building material producers have a major role to play in the lessening environmental impact of construction, particularly where their activities impose costs on society, and their contributions include :

· reduced extraction of natural resources

· reduced waste

· increased use of recycled materials

· more efficient production processes reducing energy use and emissions

· reduced noise and visual impact from extraction and production processes

· increased use of renewable materials

· more efficient transport and distribution

· increased product durability.

6.8.18
Some companies are publicly declaring standards for these matters as part of a 


more open (if still commercially driven) relationship with stakeholders.  For example, RMC has declared an objective of balancing land taken for extraction with that returned to alternative use; reducing its CO2 emissions by 1% per tonne of output per annum for four years; and increasing the recycled component of its products by 5% per annum.
6.8.19
All companies should therefore be considering similar targets relevant to their own industry; and they should be considering framing these in an environmental policy statement which demonstrates a company commitment to issues of sustainability, and an environmental management system which looks at every aspect of the business and considers ways in which environmental damage can be avoided, processes can be designed to make the optimum use of resources and energy, and waste and pollution can be minimised.  As with the early days of Quality Assurance, the operation of such a system may well become  a criterion by which clients judge prospective suppliers.  

6.8.20 Finally, and as with regulation generally, serving the needs of sustainability poses many opportunities for producers, not just in branding themselves as socially responsible, but also in developing and promoting products or systems which make a positive contribution to the same objectives of the conservation of resources and energy and the minimising of waste.  This leads naturally on to the subject of innovation.

6.9
Opportunities for innovation 
6.9.1
Research and development should, as for construction R&D generally, focus on buildings that are:

· more technologically advanced;

· more economically, easily or efficiently constructed;

· more flexible in use, creating more comfortable, productive and/or stimulating internal environments;

· more exciting/aesthetically pleasing;

· more efficient to run over their whole life;

· more sustainable in their materials, construction and long term maintenance.

6.9.2
This can be achieved through a combination of process and product improvement; and businesses seeking competitive advantage should be working on both.  

6.9.3

Product innovations are related to the potential of building materials and components to improve various aspects of the buildings themselves.

Examples include:

· developments designed for energy conservation or the broader interests of sustainability, such as thin-film photovoltaics with efficiencies that increase the economic case for their use; condensing boilers which have little impact on the process of boiler installation but a significant effect on running cost; innovations in lighting which are producing cost savings through more efficient fittings, lamps and the development of  intelligent systems.

· innovations that are enabling more exciting design through the adoption of computer aided design and computer aided machinery (CAD/CAM) techniques on both small and large projects, as used in the design and construction of the new Guggenheim Gallery in Bilbao, by Frank Gehry.

· innovations in the processing of flat glass that are enabling more innovative cladding techniques and therefore more exciting and dynamic buildings.

6.9.4
 In addition, producers need to look at the processes by which their own 

products are developed, manufactured and distributed. Aspects to consider include:

· design quality.  This is a key differentiator in many products, and the source of competitive advantage for some producers (sometimes on a national basis – eg Italy for tiles, luminaires etc).  The UK has a strong reputation in product and architectural design, and this should be exploited.

· investment in new plant, to achieve economies of scale, and increase opportunities for mass customisation

· the use of computers for design and the control of production processes.  The data created can then be accessed directly by designers  (for direct incorporation into project documentation), or contractors (for precise location on site, for example).  

· the use of relatively new materials, such as carbon fibre, glass-reinforced plastics or other composites, to improve the strength/weight of products or assemblies; aerogels to improve u-value of glass without loss of light quality etc.

6.9.5
Process innovations are those which have potential to improve the nature of the construction process through the introduction of new materials, components or elements, including:

· reductions in or increased predictability of construction time and cost

· the reduction or elimination of waste

· improvements of tolerances and the reduction of re-work/on-site adaptation

· the reduction of certain skills inputs necessary for on-site erection

· improvements in the sustainability of the construction process.

6.9.6
Examples of such process improvements designed to serve or ease, economy or efficiency of construction include:

· rendering materials suitable for assembly or installation by small (generally powered) tools;
· new types of “quick-fit” fixings, including increased use of glues and adhesives, which are rapidly replacing traditional fixings in many construction process applications;

· jointing arrangements that both dictate and accommodate appropriate tolerances;
· delivery in packaging that permits tracing (eg by bar coding), ease of distribution around site, and the limitation of damage.
· increased prefabrication which ranges from packaged components (such as packaged air-handling plant); through systems (such as plastic drainage, resulting in the prefabrication of manholes and drainage items or modular wiring); to whole functional elements (such as bedroom pods for student accommodation and budget hotels);

· a modular approach to design that permits ease of assembly and (if full advantage is taken in the design) minimises waste;
· the use of technology to create “smart” products which can react to  changes in environment or circumstance.
6.9.7 Opportunities for innovation in construction process and product are not mutually exclusive, as certain innovations in the production of building materials and components have the capacity to improve both the construction process and product.  For example, the introduction of  CAD/CAM in steel structures has the capacity to reduce construction process lead times, in addition to the product innovations mentioned above. To illustrate this, Figure 6.10 (overleaf) provides an example of the innovation opportunities that have been presented by the introduction of selected building products and materials.  New materials and products that have presented process innovation opportunities cluster within the upper left quadrant of the matrix, whereas product related innovation opportunities cluster to the bottom right.  In virtually all cases, the introduction of new building materials and components has resulted in both product and process related innovations, although both the objective and the effect will be predominantly one or the other.

6.9.8 Many of the innovations emanating from the building materials and components sector are as a result of  substantial integration for the outputs from different industries into single, homogenous materials, components, elements and assemblies.  This leads to pre-fabrication, up to and including the off-site pre-fabrication of entire building elements, such as rooms, which bring together various outputs and distinct products from the carpentry, glass, sanitary, plaster, wire cable, lighting, paint and plastic builders’ ware sectors.

6.9.9 This move towards off-site pre-fabrication coincides with changes in the on-site 

construction processes, which have been rapidly moving away from the transformation of discrete materials and components to a process of on-site assembly.  This is different from the discredited prefabrication (or “industrialisation”) of the 1960s in that it is not necessarily large scale, and that it should allow bespoke design solutions from standard components.  The ideal is mass customisation, similar to Dell Corporation’s approach to computer sales; and initiatives are currently under way which will inform that experience, including:

· Wilcon Homes’ acquisition of timber frame manufacturer Prestoplan for off-site manufacture of house carcase elements;

Figure 6.10 : PROCESS AND PRODUCT INNOVATION OPPORTUNITIES PRESENTED BY THE INTRODUCTION OF SELECTED BUILDING MATERIALS AND COMPONENTS
· Beazer’s Tee-U-Tec system of prefabrication floor/wall panels with prefitted conduits for services;

· two completed projects by the Peabody Trust making use of a modular approach to design and construction;

· Westbury’s announcement of a factory to produce up to 5,000 housing carcases a year (floor and wall panels, with insulation, windows, doors and service runs all pre-fitted).

6.9.10 The commitment to this form of construction has also been underlined by the recent announcement by the Housing Corporation that it will allocate £80million (7½% of its budget) over the next two years to prefabricated housing.

6.9.11 From the material producers’ point of view the significance of this trend is that                                   it moves its customer base from a construction site to another factory; it allows factory conditions for a greater proportion of product installation; it reduces the traditional contractor’s contribution to construction value added; and it calls for a greater degree of integration along the supply chain.

6.10
Integration with construction: the contribution of producers to the construction supply chain
6.10.1
The Latham and Egan reports reconfirmed the benefits of the construction industry working in collaboration and cooperation, in place of the traditional (at best remote and, at worst, adversarial) attitudes. This proposition is being increasingly acted upon and is having an influence on the way projects are initiated and run and on the relationship among the parties to the process.

6.10.2
Traditionally, building material producers were held (and held themselves) remote from individual construction projects.  Their preoccupations tended to be on selling their products to end users, constructors or intermediaries.  

6.10.3
A number of producers pride themselves on the information and advice they provide to specifiers and constructors; and some producers’ catalogues are seen as technical handbooks for the industry.  Many other producers have little or no involvement in how their products are used.  This may be because they do not feel the need, but in at least some cases the lack of direct contact between producer and user is seen as a major obstacle.

6.10.4
Major designers and constructors can and do deal direct with manufacturers often via technical representatives, and there is evidence that this is extending to end user clients.  Defence Estates, for example, is keen to establish direct links with the building materials sector to ensure that it obtains appropriate materials and products and is fully informed on their longevity and costs in use.

6.10.5 Leading participants in the construction process, particularly major clients, now want to integrate the producers much more into the process. One of the fundamental aspects of integration is the integration of design and construction and producers can contribute both to appropriate design and the “buildability” of their products.  

Some producers have been concerned about these aspects of their products for some time; but many have been more concerned with, for example, reducing their costs of production than improving their products better to meet their customers’ needs.

6.10.6
Large clients and other project participants can interact directly with producers and exchange views on all aspects of materials and products.  It is, however, still relatively rare for producers to be seen as part of the project team.  Some producers are keen to deal direct with the construction industry and cut out intermediaries; others see technical collaboration as separate from the physical delivery of the goods.  More work needs to be done by all participants in involving producers in project development and implementation.  Case studies illustrating successful involvement should be compiled and circulated widely.

6.10.7
The natural framework for this is the Movement for Innovation, and this is considered further in Section 6.11 below.

6.10.8
As indicated earlier, a substantial proportion of materials and products are delivered to the construction industry via intermediaries.  Intermediaries, primarily general and specialist merchants, are the main link between small and medium sized builders and projects and the building materials sector.  Currently, however, the technical advice and information that is available from these intermediaries is variable.  Some merchants take particular care to be informed about the products they carry; others are less concerned.  Some merchants carry a range of products; others have exclusive arrangements with particular manufacturers and effectively limit the choice of their customers.

6.10.9
Intermediaries who could equip themselves for the role become a focus for technical information and advice.  This will involve both producers and intermediaries in the production and dissemination of appropriate material in a variety of media.  Again, case studies, demonstrating successful use of this kind of material will be helpful.

6.10.10
There is a role for both the CPA and industry-specific trade associations in improving links between producers and their ultimate customers.  They can act as foci for the preparation and dissemination of good practice case studies and other material.  The more coherent the programme, the more effective it is likely to be.

6.10.11
The CPA has strong links with Government and the Construction Industry Board and, through them, to the Construction Best Practice Programme.  It is recommended that a programme on best practice for building material producers is initiated which takes up the development and production of the case studies discussed above.  

6.10.12
The foregoing discussion is based on a more or less traditional view of the information and other links in the building materials and construction supply chains.  As indicated elsewhere in this report (see Section 6.13) these are likely to be, at least in part, progressively superseded by electronic links.  Bearing in mind the numerical predominance of small and medium sized intermediaries, the programme mentioned above should be initially focused on SMEs, many of whom may be relatively slow adopters of advanced technology.

6.10.13
There has been recent renewed enthusiasm for increased prefabrication and pre-assembly in construction – to move more work off site in order to improve quality and time on site and, possibly, to reduce costs.  The initiative will also address the shortage of skilled labour willing to work on construction sites.

6.11
A framework for improvement: Rethinking Construction and the Movement for Innovation

6.11.1
The Egan Report, Rethinking Construction, envisages an integrated design and construction process, having many similarities with the integrated product design and production processes to be found in the best of manufacturing industry.  Construction is currently characterised as a series of sequential and largely separate operations undertaken by individual designers, suppliers and contractors who individually have little stake and commitment in the long term success of the product.  Aiming to integrate these design and production/construction processes sets an extremely challenging agenda for reform.  The building materials/components sector has a key role in all the sub-elements of this:

· in understanding how the performance of construction end-products meets users’ needs, and how these needs are influenced and delivered through specific engineering systems and components (product development)

· in providing systems and components that facilitate site construction/assembly, and strike an effective balance between off-site manufacture and on-site assembly (project implementation)

· in the organisation and management of the construction supply chain, in particular to maximise innovation learning and efficiency (partnering the supply chain)

· in the detailed design, engineering and sustained improvement of construction components that will provide the standardised, innovative, robust and easily used “building blocks” on which an effective integrated construction process depends (production of components).

6.11.2
Of 128 Movement for Innovation (M4I) demonstration projects for which the data is available, 76 include the following issues relevant to materials producers and distributors:

· product development
· developing products (29 projects)

· innovating with suppliers (31 projects)

· project implementation
· preplanning of manufacture (51 projects)

· assembly of components (23 projects)

· partnering the supply chain
· suppliers’ development (35 projects)

· capturing suppliers’ innovations (38 projects)

· production of components
· development of a range of standard components (16 projects)

· production of components and sub-assemblies (26 projects)

· management of the delivery of components (25 projects)

· innovation in design (13 projects)

For the most part, however, these issues have been put forward by consultants or contractors, and materials’ producers have not been visible in their engagement.

6.11.3
Perhaps as a consequence of this, the area of production of components has received least attention to date in the demonstration projects (some 14% of the demonstration project concepts).  The materials and components suppliers have such a central role in the main elements of Rethinking Construction (and in the overall aim of integrating design and construction processes) that the sector  should take a leading role in M4I.  Arguably, the Movement has to date concentrated rather more on construction “process” and on the involvement of designers and constructors, and has lacked a focus on the production and integration of components into the design and construction processes; and the manufacturing perspective that the sector could bring to M4I would be extremely valuable.

6.11.4
Potential sector involvement in M4I could occur at a number of levels:

· CPA representation on the M4I Board

· sponsorship of suitable M4I demonstration projects by CPA members

· leadership of a new special initiative within M4I on the production of components

· support for initiatives related to prefabrication and off-site assembly.

6.11.5
Additionally, there is the potential for the sector (again through CPA involvement) to develop close and beneficial links with the Construction Best Practice Programme (CBPP).  The CBPP currently does not have a particular theme focused on components production, nor on the role that effective component design and engineering can play in improving the effectiveness and products of construction overall.  A lead from CPA is needed here, focused initially on best practice in the areas of component standardisation and off-site fabrication.

6.11.6
A fundamental principle of Rethinking Construction and the Movement for Innovation is a set of Key Performance Indicators (KPIs) for the construction industry.  This is well developed for construction projects and is being developed for other aspects including construction firms (contractors and consultants).  The intention of KPIs is to increase industry performance at a point in time; to monitor progress over time (industry improvements); and to set industry performance targets (benchmarks).  There would be value in introducing this approach  into the building materials sector.

6.11.7
KPIs could be established for the building materials sector as a whole, the principal industries within it, individual companies, particular building materials and components and their use on completed construction projects.  KPIs should also be considered for different aspects of customer satisfaction.  The following long list of suggested indicators is intended to set an agenda for industry review:

· technical information: quality/accessibility:

· cost/price: predictability/change over time 

· lead times: length/ reliability

· design: quality, fitness for purpose

· specification/quality: compliance with specification, extent of rejected material/reworking, defects (at point of delivery)

· compatibility with other materials/buildability

· productivity - manufacture

· ease/productivity of installation

· on site/off site contributions (value added by the producer)

· whole life issues: durability (against norms), ease/cost of maintenance, demountability/replaceability

· packaging (extent of and disposal)

· employee development: annual spend/training per capital, existence/frequency of, or number of employees in appraisal programme

· employee satisfaction: annual employee turnover

· health and safety: sickness absence rates, accident frequency at supplier’s facilities

· sustainability: environmental impact; energy consumed in production

· customer satisfaction: product, service

· product development: R&D spend, innovation (eg of number of patent applications)

· profitability


Where relevant, these follow KPIs already in use for construction as a whole.

6.11.8
There is a number of construction industry KPI working groups, and expertise in the development of KPIs is growing.  It is recommended that the Construction Products Association takes responsibility for building material KPIs but that this is closely linked to other KPI groups to benefit from their existing knowledge and experience.

6.12
Respect for People

6.12.1
Rethinking Construction highlighted the need for an improved level of Respect for People as a pivotal success factor in the industry’s attempts to meet the challenges of radical improvements in both quality and efficiency.  All industries are reliant upon the effective motivation and development of their workforce, not just to maintain current standards but also to improve performance, productivity, quality and overall levels of service.  The Rethinking Construction model is based around the premise that those who fail to improve their attitude towards their own workforce will fail to recruit and retain the most talented people; that being the supplier of choice means also being the employer of choice.

6.12.2
Leading figures in the construction industry, Government and the trade unions have formed a sub group of the M4I Board to address the issues which fall under the heading of Respect for People,  including:

· health

· safety

· diversity in the workplace

· the working environment (on and off site)

· behavioural issues

· career development and lifelong learning.

6.12.3 The building materials sector has a direct and obvious interest in the off-site issues that will be addressed by this group.  However, if the industry and Government are to succeed in achieving their goals, the messages and themes of the other sub-groups will have to be adopted and championed throughout the construction supply chain.  The current thrust behind the Respect for People agenda therefore has obvious implications for the building materials sector.  The initial findings of the working group should be published by the M4I during July/August 2000.

6.12.4 Producers whose output goes almost exclusively to construction will share some     of the poor image of the construction industry as a whole.  A recent Building Magazine profile of 40 construction industry figures less than 40 years old asked each to state the worst thing about the industry and the most frequent responses were the confrontational attitudes and general lack of trust (9 references); the lack of innovation (8 references); its generally poor reputation (6 references); poor workmanship and skills shortages (4 references); and lack of gender diversity (3 references).

6.12.5
In the meantime, the existing Investors in People programme provides an effective vehicle by which this initiative can be operated at company level but the statistics for this scheme demonstrate that there is low penetration into construction generally, by comparison with other industries.  In particular there needs to be a concentration on the establishment of an environment that attracts a high level of recruits at all levels (and in this respect the building materials sector suffers from a  reflection of the generally poor reputation of the construction industry as a whole); on training and personal development; and on internal communications, so that all employees know the contribution they can make towards delivering the company’s business plan objectives.

6.12.6
The new priority being attached to people issues, and the fact that there is a clear reward for getting them right, is summarised in a quotation attributed to Rick Haythornthwaite, Chief Executive of Blue Circle Industries, following its successful defence of the hostile takeover bid by Lafarge Industries.  Speaking of his own background, he said “The school of BP was a good one given the changes that company underwent in the early 1990s. It involved changing the behaviour of people rather than pushing assets around the board.  It recognised that process is important but that it had to lead to hard results”.

6.12.7
There does not have to be a contradiction between “soft issues” and “hard results”.

6.13
IT and e-business

6.13.1
No consideration of industry improvement can exclude a look at the impact of information technology.  This is having a growing influence on all businesses, but there are two particular developments which will have a special influence upon the building materials sector.  These are: 

· developments in computer aided design;

· the Internet and e-business.

6.13.2  To date, computer aided design (CAD) techniques have generally represented 
an automation of the traditional drawing process, with designers continuing to work by drawing (albeit electronically) in two dimensions, working in plan section and elevation, to build up a three-dimensional object.  This has real benefits for the production and communication of project information, but it does not realise the full potential of the new technology.

6.13.3 
Now, however, the development of CAD is moving towards object-

oriented drafting. By this, a building component or element exists not just as a series of lines, but as a manoeuverable three-dimensional object, which also ‘knows’ certain things about itself (effectively a fourth dimension) – not just its dimensions, but also its weight, its specification, the surrounding conditions it needs, its cost etc.

6.13.4 
The potential for this technology is now some years old, but there have been obstacles to its progress, particularly in respect of compatibility between systems (or ‘interoperability’).  However, there is now a steady release of programs which provide for this “four dimensional” treatment of design information, and there are project-based case studies currently in progress.  Although, therefore, some commentators still see the take-up of this technology as being five or even ten years away, the technology itself is here now, and producers can increasingly expect designers and contractors to call for information to be provided and received in this form, for direct downloading of product data into design information; and of design and product data into instructions for manufacture, assembly and installation.

6.13.5 
Of all of the developments that can be foreseen, albeit hazily, in any industry,  few have the capacity for such profound change as those enabled by the internet and e-business.  In the excitement of the initially explosive growth in the value of internet-based stocks, sight was perhaps lost of the fact that it is still only a tool.  In the quiet following the subsequent fall in those values, it can perhaps be forgotten that it remains a tool with enormous potential – through its speed, its relative affordability for users, its ease of up-dating, and its breadth of simultaneous access.

6.13.6
The Consultants have therefore taken a look at the way the internet is being used in other countries and in other industries, to gauge how it might be used in the industries operating in the UK building materials sector.

6.13.7
The potential effects of the internet also touch on many of the other key issues of this study, including competition, consolidation, globalisation and process improvement, (perhaps above all) the need for all companies to seek differentiation and to identify the core or whatever it is that they do to add value.

6.13.8 
There is already a broad range of uses to which the internet can be put, 
including : 

· promotion/advertising: use of a corporate website as an effectively static way of presenting information about a company and its products;

· interactive website: at its simplest, this permits visitors to a website to request additional information by e-mail, but it can progress to more complex uses such as use of product data for design or estimating purposes;

· transaction management: for orders, confirmation of orders, delivery advice, invoicing, payment and receipts;

· project communication: document management including correspondence, specifications, drawings, contract notices (instructions, completion notices etc);

· on-line procurement.

6.13.9  This range of uses clearly represents both an opportunity and a threat for all of those operating within the building materials sector, although it will impact differently upon manufacturers and distributors, and differently again according to the nature of the goods.  

6.13.10 The principal opportunities presented by the internet are:

· wider market : used properly, the internet clearly provides a cheap and effective way of reaching an ever-growing audience, in a way that allows direct access to the matters of most interest to a prospective customer;

· reduced cost base : opportunities for significant reductions in cost arise out of the greater access to market knowledge (and, therefore, increased price transparency) and reduced transactions costs – and, as most players in the supply chain act simultaneously as buyers and sellers, there is an opportunity to become more competitive through such cost reductions. 

· new services

6.13.11 The principal threats to suppliers relate to the downward pressure on prices which manufacturers are likely to experience arising from a combination of causes, including:

· Increased transparency of pricing.  Although it can be anticipated that a “perfect market” remains an unrealisable ideal, ease of searching will increase price knowledge on the part of buyers, particularly as increasingly sophisticated search engines are developed. Providers of goods or services cannot therefore expect to maintain a premium on price unless it is genuinely supported by a valued differentiation of product quality or support service.

· Open auction pricing: as a mirror version of the method used by the Government for the sale of third generation mobile telephone licences, buyers of some goods will run a reverse auction process whereby best prices quoted for those materials are displayed on-line, inviting bidders to quote lower prices within a given timeframe.

· Collective procurement: buyers may further strengthen their buying power by grouping together to increase order size, and thereby secure still lower prices.

6.13.12 The effect of all of the above, operating separately or together, is likely to increase competition in the market.  The first effects of this will be felt in products that can be clearly specified and where there is little opportunity for differentiation in design, manufacture or service – the most obvious example of which are basic commodities.  As, however, purchasing in this way is shown to produce real savings, then there will be a growing pressure for commoditisation, and this is likely to lead to two effects:  increased standardisation (of both specification and dimension); and increased pre-fabrication (in order to reduce the amount of on-site craft work which hinders commoditisation).  This, in turn, increases the vulnerability of an increasing number of firms to import substitution; and, for materials producers, this once again takes them back to a search for what it is they can do that no one else can replicate as well and/or at less cost.

6.13.13
 In addition to this pricing threat, there is (for some) the threat of “disintermediation” – or cutting out the middleman.  The internet provides two   powerful tools which represent a threat for intermediaries whose function is to act as broker between buyer and seller, or whose business is the management of transactions between buyers and sellers.  These tools are, firstly, the facility for a direct relationship between buyers and sellers because of the increased access of knowledge and transparency of pricing which the internet enables; and, secondly, the ability of the Internet to handle transactions at a fraction of the cost of traditional paper-based transactions.  This threat therefore operates at every level, from the individual (where individuals in a business perform an intermediary function) to the corporate (where the whole raison d’etre of the business is to act as an intermediary).  

6.13.14   This poses a particular challenge for merchants and distributors, and once again their response can only be to seek ways of adding value that cannot be achieved by electronic means also.

6.13.15    Apart from the threats that introduction of e-commerce might represent to 


traditional businesses, and ways of doing business, it also brings new threats of its own, including problems with security, fraud and potential collusion.  The first two issues are technical, and affect business in all industries.  The third is, however, potentially more insidious.  Faced with the web page of an e-commerce site offering materials of identical specification, but showing a spread of prices, the reality for suppliers who cannot differentiate on quality or service will be that they must either match or approximate the lowest price or invite those demonstrating the lowest price to reconsider.  This raises new questions of competition.

6.13.16  The greatest threat of all, however, is to those who eschew the opportunities and ignore the threats posed by the Internet.  They will be faced with new competitors, with new and existing competitors operating from a lower cost base, and an increasing degree of alienation from their customers.  This tendency towards alienation is also likely to be compounded by the increasing tendency on the part of repeat customers in particular to want to do business with a reduced supply chain, where mutual benefit can be obtained by leveraging a continuity of working relationships.  (BA, for example, has announced its intention to reduce its suppliers from 14,000 to 2,000 as part of its own e-commerce initiative.)  Such customers are unlikely to want to strike up these relationships with businesses that do not take full advantage of opportunities presented by leading-edge technology.  

6.13.17  For those who take full advantage of the internet, therefore, the effects will be profound, leading for many to a complete change in the way that they conduct their business.  For those who do not, the risk is that the effects will be terminal.

6.13.18   Apart from the operational effects of increased internet usage (wider access to customers, introduction to new services, reduction of cost base etc),  the internet can also be expected to lead to some changes in the structure of the building materials industry, including increased consolidation. To many other pressures for consolidation within the industry can be added the need for economies of scale in investment in IT (which for a small business, can represent an intolerable margin on costs); and the growing tendency on the part of customers to work with less companies as their providers of goods and services.  Economies of scale in other aspects of a business’s cost base will also be necessary in order to counteract the price pressures promoted by the internet.  

6.13.19   The ability of the internet to create instant and effective communication between an almost unlimited number of users does, however, lead to a different view of what consolidation might mean – and, in particular, it calls into question the strategy of any business that is contemplating vertical integration as a source of competitive advantage.

6.13.20  Traditionally, a manufacturing business would seek to assemble in one corporate entity (and even in one place) the resources and skills necessary to get its product to market, including:

· concept formation (identifying the need for the product)

· design

· planning and manufacture

· marketing and sales

· distribution

· after-sales service.

The facility for the internet to create networks of businesses that may be new or established, big or small, close or distant, challenges this proposition.

6.13.21  The principal implication for established businesses, with new entrants having to deal only with significantly reduced barriers to entry, is that they need to identify the core competencies which establish their differentiation from their competitors (new and existing) and which underpin their position in a sustainable value chain. Everything else needs to be considered for outsourcing, on the grounds that competitors who do so may otherwise secure a cost advantage.

6.13.22    Established (generally off-line) companies do, however, possess powerful assets, tangible and intangible, that put them at an advantage by comparison with newcomers to the market.  These include:

· intellectual property;

· brand and reputation;

· a management team with knowledge and experience of the industry;

· established relationships with their customer base, giving them knowledge of customer preferences;

· relationships with suppliers, distributors and (for some) retail outlets, giving ready access to market.

6.13.23   For these reasons and others, the transfer of business on-line will not be immediate: although communications can now be instant, the establishment of relationships of trust cannot be.  However, the take-up does not need to be universal (or even substantial) to influence the market.  Looking at business-to-consumer commerce, less than 1% of transactions are conducted on-line in the UK, and less than 2% in the USA – and yet few retailers would regard their practices and pricing structures as sheltered from the influence of the internet.

6.13.24    Not surprisingly, claims for the savings that might be achievable by use of the new technology vary widely.  For example:

· savings in transaction costs are put at anything from  30 to 80%

· savings in the costs of goods and services are put at 5 to 30%

· savings in construction time are put at 15%.

6.13.25   These estimates (and particularly the higher figures) are generally promulgated by the promoters of fledgling sites, or the technology that will sustain them, and they clearly need to be treated with caution.  For sellers, it is only necessary that enough people believe that the figures are right; for buyers, success (or even survival) may depend upon them actually being right.

6.13.26
What is clear is that every business needs, as a matter of urgency, to have a strategy for e-commerce: not for a “dot com” venture (a current, but already fading, obsession), but rather for the way that it will do business electronically in the future (a new and more real imperative), and the impact that this will have upon the structure of its existing business.  Given that the future is unlikely to look much like the present, there is a parallel need for the establishment of an effective change management programme. 

6.13.27
What is equally obvious is that businesses will need help with this. Change is rarely accommodated in comfort, and there is a particular pain inherent in changes relating to electronic trading, including:

· the investment already made in expensive systems, not all of which will be compatible with web-based technology, and some of which will be superseded by it.  In particular, many businesses have set up costly EDI (Electronic Data Interchange) systems, often networked to the systems of their suppliers and/or customers.

· there is a wide choice of platforms upon which e-commerce might be structured, and each of these carries the risk of future redundancy.  Coupled with the investment in “legacy systems”, this inhibits early adoption of potentially valuable technology.

· complexity of choice, and the risk of incompatibility, is further compounded when consideration is extended to include CAD systems and the electronic exchange of project information – for both of which there is again a choice of (sometimes incompatible) systems.

· to maximise the efficiencies up and down the supply chain, there is a need for openness, so that suppliers and customers can see into at least some of each other’s back-office functions. This requires, for some businesses at least, a cultural leap that is far removed from their current business instincts.

6.13.28    All of the above then needs to be placed in the context of the reality that many companies have not yet begun the journey towards an electronic businesses.  A recent CPA study (E-Construction: Are We Ready?) established that only 10% of respondents had conducted business on-line, and that there are significant cost and cultural barriers to early adoption.

6.13.29 
 For those who have not begun, the journey runs from internet connection, through routine adoption of e-mail as a means of internal and external communication; the establishment of a corporate website; the establishment of a corporate intranet for knowledge management; through to integration of external and back-office functions networked to suppliers and customers.  The journey to full integration is therefore a long one; but, as an increasing number of services become available by the use of a web-browser only, even the first steps produce real benefits.

6.13.30
There is an obvious role for government and the CPA here, in:

· researching and publishing the role that e-commerce can play at company level within the building materials sector, and the systems available to support those functions;

· advertising the need for action and publishing the possible courses of action;

· establishing protocols for compatibility, so that introduction of electronic means of communication reduces (rather than increases fragmentation) within the industry. 

6.14
Summary
6.14.1
All of the above challenges facing the industry go to the issue of competitiveness, and the capacity for all parts of the sector to survive and prosper.  Above all, this is going to involve change, designed to achieve continuous improvement.

6.14.2
The history of the construction industry has been that it is slow to change and slow to take up innovation. The reality of change is probably that, whilst some will embrace it because it is in their nature to do so, most (and certainly a whole industry) will change only when it has to – and for the many industries that have undergone radical (and sometimes painful) change, the dominant stimulus for that has been international competition.  With imports representing only 19% of construction materials consumption (which is, in turn, only 32-39% of total construction output), and the net trade deficit of £2 billion representing less than 7% of total UK production, import substitution has not been a serious competitive pressure for  the sector as a whole.  

6.14.3
Also there are significant trade deficits in only a small number of industries, and of these by far the largest is timber, for which adequate and suitable UK supplies (or the land that would be required to deliver those supplies) do not exist.  There is probably, therefore, no cause as accountable for the lack of change within the UK construction industry as the lack of manufactured alternatives available by importation.

6.14.4
Whilst a major part of all construction projects will remain a series of site-based operations which will not be importable for the foreseeable future, virtually all construction products are currently or potentially tradable internationally.  However, historically there have been certain obstacles to ready import, including:

· transport costs;

· inconsistencies between national standards (real or imagined), and the lack of familiarity on the part of specifiers of any standard other than those pertaining in their home county;

· the difficulty of sourcing materials in an overseas market, particularly across language barriers;

· the lack of productive capacity overseas, particularly of appropriate quality;

· the generally “domestic” mindset of the industry, compounded by all of the above.

6.14.5
There are, however, powerful forces at work which will produce a fundamental shift from this position.  These include:

· increasing harmonisation of standards;

· a growing gap between the wealth of developed and less developed nations with consequent growth in the price differential of goods and services;

· the growing productive capacity of foreign producers;

· the major easing of the search for international sources by use of the internet;

· an increasing number of companies, on both the supply and demand side, operating in global or at least international markets, consequently adopting a less “domestic” attitude;

6.14.6
Three forces (an increasingly competitive world, an increasing price differential, and greater ease of international sourcing) are therefore in alignment.  The consequence can be expected to be an increasing trade deficit in construction products, with a consequent loss of employment in the UK.

6.14.7
As just one example of this, a 1999 report on the world stone industry, produced by Società Editirce Apuana of Italy reported that China’s proportion of world trade in stone had increased from 3.8% in 1989 to 21.1% in 1998 (with Italy’s share declining from 64.3% to 39% over the same period). This was attributed to “ridiculously low prices” but unless the prices represent short-term dumping, there is no reason why this price differential should not be sustainable. In the meantime, and not surprisingly, price trends in stone products in Italy have been downward.

6.14.8
Furthermore, in the same year, China was the world’s leading importer of advanced technology for the quarrying and processing of stone.  Innovation in the stone industry has led to reductions in the labour force, reductions in the consumption of tools, speeding up and automation of machinery, and an improvement in quality. These investments can produce anything up to a doubling of productivity – and, consequently, growing competitiveness.  

6.14.9 It can only be anticipated that this story will be repeated in other countries and with other products.  

6.14.10 The key majors in the industry, and the CPA and some trade associations, have shown themselves to be alive to the threat and to the need for a programme of industry improvement designed to meet it.  There is no more urgent matter in the relationship between the DETR and the industry than setting and supporting such an agenda for change.

6.14.11 For companies working in the sector, the priority is to develop a strategy designed for competitive advantage on the basis of cost leadership or clear differentiation that can command a premium price. Such strategies also clearly need to be dynamic, and to respond to changes in the balance of competitive forces impacting on the industry and the success of other competitors in pursuing their own strategies; and this report has addressed a number of changes which are believed to be capable of having a significant affect upon the structure  of industries working within the building materials sector.

6.14.12 The first is a change in the bargaining power of customers (taken here to mean the sponsors of construction projects - and repeat customers in particular) through the supply chain downstream of producers.  The influence of building owners is strengthening as a result of their more direct involvement in their own procurement programmes, and pooling their experience through the medium of organisation such as the Construction Round Table, the Reading Design Build Foundation, and the M4I.  In addition, the internet gives customers both the facility and the encouragement to aggregate their buying power, and to reinforce it through new buying methods such as reverse auctioning.  Concentration of buying power is also occurring through consolidation of the customer base, increasing the dependence of suppliers upon a reducing number of customers.  This pressure is then being pushed down through the supply chain as building owners buy from contractors, and contractors buy from builders’ merchants or direct from producers. 

6.14.13 These effects are then repeated amongst the other principal customers of the producers – distributors and contractors.  In particular, the consolidation of major building owners is matched by a degree of consolidation on the part of contractors, but a much greater degree of consolidation on the part of distributors – who, for many producers, remain the principal route to market.

6.14.14 To a degree, some of this cost pressure can be passed down through the supply chain, as producers also consolidate, take advantage of the sharing of experience and knowledge, and implement their own strategy for e-business.  For some industries, this could maintain a reasonable balance between the bargaining power of buyers and the bargaining power of suppliers.  In some cases, however the position of sellers will have been particularly strengthened by  consolidation leading to a high degree of concentration – so that the competitive position of companies buying from those concentrated industries can be protected only be establishing favourable purchasing agreements, or by backward integration. In either event, companies who cannot make such arrangements are disadvantaged by comparison with those who do.

6.14.15 At the fulcrum between the power of customers and suppliers stands the concept of partnering.  The attraction of co-operative working, in an industry that has been dogged by confrontational attitudes and legal dispute, is undeniable, as is its potential for improving service to customers.  It is, however, creating new trading patterns which have potentially structural affects.  A preparedness of major customers to work with a lesser number of suppliers, and  possibly with one only, sets the field for stronger industry leaders to emerge.  These will tend to be the major firms who are able to supply major customers on a national or international basis; and it is noticeable how many companies in this sector have market leadership as a  declared objective.

6.14.16 By reducing the number of companies that they buy from, customers also increase the power of sellers within their market – and consequently reduce the incentive for cost efficiency, and leave room for price increases.  There is no need for collusion for this to occur: companies operating in a limited supply circle will be well aware of the attraction of an “orderly market” and of the consequences of one their number destabilising the market by breaking the line on pricing.  For customers, the principal protections against this are to keep open  the threat of inviting in new entrants (at least periodically); and in the meantime requiring transparency of supplier costs and setting measurable targets for continuous improvement in the product and/or in levels of service.

6.14.17 The possibility of new entrants is an ever-present consideration for companies, particularly those operating in industries with low barriers to entry, but again there are certain trends in evidence that could produce structural change.  These include:

·   The introduction of own brand goods by distributors, leaving them less dependant upon individual suppliers, diminishing the brand value of the suppliers themselves, and increasing customers’ price sensitivity.  As a consequence, businesses that cannot differentiate themselves sufficiently to justify a price premium are (by this and the effect of the internet) going to see their product commoditised and market share go to companies achieving a position of cost leadership.

·   Increased foreign competition.

·   Through the facilitation of “virtual businesses” the use of the internet 

also lowers barriers to entry to certain industries. 

6.14.18    The availability of substitutes could also increase as a result of two particular effects:-

·   the ease of search facilitated by the internet, as increasingly sophisticated search engines will point the way towards substitutes;

·   innovation, spurred by growing competition, producing new materials      and products which will render existing ones less competitive;

The affect of all of the above is an increasingly competitive environment,leading to two effects: firstly, an intensity of rivalry between competitors; and secondly, an increasing attractiveness of monopoly or oligopoly.  

6.14.19     Once again, the diversity of the building materials sector, at both industry and  company level, prevents a generalised diagnosis (or even prediction) as to the likely and appropriate responses to these new forces. They are, however, likely to include continuing consolidation (to something close to monopoly in already concentrated industries, and as the first steps towards structural change in fragmented industries); looking abroad for an increasing proportion of  raw materials, or for the manufacture or assembly of components, or moving total product manufacture abroad, in each case taking advantage of lower costs; attempting to raise barriers to entry through increased brand recognition (where differentiation exists); seeking new routes to market; and undertaking a programme of product and/or process improvement.

6.14.20     All of the above will be played out within the general variations of the business cycle, and the particular variations of the construction cycle.  Uncertainty therefore abounds, prediction is hazardous, and businesses need to be clear in their plans but flexible in implementing them.  What is clear is that there are growing dangers in being “stuck in the middle” as competitors operating in the same industry sharpen their own plans and set about programmes of business improvement.  All companies therefore need to carry out a health check which considers:

·  their product or service, with particular relevance to the value added to customers and the scope for innovation and improvement;

· opportunities for cost reductions in inputs, and improvements in their own processes and the processes which utilise their products or services;

· the impact of developments in IT on products, processes and all aspects of business;

· the impact of the sustainability agenda on all aspects of their business;

· sources of differentiation;

· the quality of relationships with suppliers, customers and alliance partners;

· management structure and style, including issues of leadership and the development of employees to realise their full potential;

· financial strength, including access to capital for investments in research, IT, new plant and any other means of industry improvement.

Nothing less than the future of the building materials sector hangs on the results of this check, and upon the action taking to address the lessons learned. The conclusion of this study is that the sector’s prospects can be secure (but can only be secured) if all companies engage with their future in the way that the best companies already do.
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