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Economic Environment

Lumber Market Dynamics by Al Schuler

How do the U.S and international lumber markets impact the component

manufacturer today and in the future?

North American lumber markets truly respond to
shifts in demand and supply as seen in Figure 1. In
response to the housing boom in the 1970s, prices
escalated and the lumber industry (primarily the
U.S.) added capacity, which forced prices down to
about $200/M (real, inflation adjusted dollars)
where they stayed throughout the 1980s. The
spotted owl and related environmental issues
resulted in a significant reduction in western
softwood timber harvests from public lands, and
this pushed prices up through the first half of the
1990s. Again, capacity increase was the response,
this time more from the Canadian side, and this
allowed Canadian market share to move above the
“magic 30 percent threshold.” This triggered the
Softwood Lumber Agreement (SLA) quota in 1996,
which forced prices up again by restricting supply
in the face of a booming housing market. In
response to the higher prices, U.S. production
increased in both the Pacific Northwest (PNW) and
the South during the latter half of the 1990s. The
continuation of the booming housing market that
began in 1996, supported healthy lumber prices
through 2001. In response to the high prices, 2002
saw a record amount of supply to the North
American (NA) market, and particularly the U.S.
market (record NA production: 30 BBF in Canada
plus 36 BBF in U.S.) in addition to record offshore
imports. Of course, this resulted in too much
lumber and prices collapsed for a time. Then,
2003 saw a large temporary increase (40 percent)
in the Framing Lumber Composite (FLC) price
index beginning in the third quarter as a
combination of factors combined to push
extraordinary demand (e.g., phenomenal housing
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FIGURE 1. FOLLOWING TWO DECADES OF
ADJUSTMENTS TO DEMAND AND SUPPLY,
TODAY’S REAL, INFLATION-ADJUSTED LUMBER
PRICES ARE ALMOST THE SAME AS 20 YEARS AGO.
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MARKET OUTLOOK: PRICE, COST & MARGINS

The conclusion from the market outlook presented _
in the table above is that the North American Lo
lumber industry did not make much money in a0 1

2003. Gross margins were miniscule for U.S.
producers while the duty and the stronger
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consolidation removes excess capacity, which FIGURE 3
could take several more years (Russ Taylor’s Wood
Markets, June/July 2003; RISI’s Lumber Commentary).

TOO MUCH “SUPPLY”

The problem is not on the demand side, as U.S. residential markets are expected to remain
strong for the rest of the decade. The problem is too much supply: a combination of record NA
production; lower offshore exports of lumber and logs as both Canada and the U.S. lose market
share to traditional and non-traditional competitors; record non-Canadian imports; and
substitution pressures from engineered wood products (see Figure 2). Between 1993 and 2002, U.
S. domestic consumption increased about 11 BBF (from 45 to 56 BBF) or 25 percent, while
additional supply increased 14 BBF, exceeding demand and keeping prices in check. In addition,
the U.S. and Canada are losing their competitive position in offshore export markets not only to
traditional competitors like Scandinavia and western Europe, but also to new ones in eastern
Europe (e.g., Russia and the Baltic states), and new capacity in Chile, Brazil and Oceania. As
reported by Russ Taylor (Wood Markets, November 2002), since 1995, European lumber capacity
additions have exceeded NA increases. Furthermore, between 2003 and 2004, almost two BBF of
new capacity is being considered mostly in Russia and the Baltic states. Alarmingly, European
exports have increased significantly, often at the expense of NA exporters in key markets such as
Japan and the Middle East. (Collectively, NA offshore exports have fallen from 6.75 BBF in 2000
to 2.7 BBF in 2002).

We are losing export markets because other regions have lower costs, including exchange rate
advantages. According to Taylor’s Wood Markets monthly (February 2002), the five regions with
the lowest softwood variable costs are: Chile ($136/M), South Africa ($155/M), Brazil ($164/M),
Canadian Prairies including interior BC ($183/M), and Sweden ($201/M). The best in the U.S. is
the South ($280/M). Another source of “additional supply” comes from U.S. logs that
traditionally were shipped to Japan that are now being converted into lumber for domestic
markets. Finally, substitution pressures from EWPs like LVL and I-Joists are driven by efficiency
trends in the residential construction industry to build houses with less lumber per square foot of
floor area and reduce waste at the jobsite. It is going to be tough to make money in the
commodity lumber business for the foreseeable future.

IMPLICATIONS FOR COMPONENT INDUSTRY

Margin squeezes and consolidation in the primary industry means:1

. Change is inevitable. If you are not willing to change at some point in time, you will become
irrelevant. Those who embrace change and find opportunity will be the leaders of an industry.

. When you are a big industry, sometimes it is easy to become complacent and think that the
way it has been is the way it will always be. Introspection, humility and improvement are the
creators of success.

. Be creative or risk losing market share.

. Improve your product. Give buyers a new and better reason to pay more.

. Be unique. Make a product that no one else makes and price it competitively.

. Listen closely to your customers and serve their needs. Buyers do not need suppliers to tell



them what to do and do things for them; they need suppliers to work with them and serve
them as members of their support team.

To that end, in 2001 WTCA and SLMA met and came up with thoughts on changing the way the
softwood lumber industry and the component industry transact business through a new industry
partnering concept (for full text see December 2001 "Knowledge Is Power" column in SBC

Magazine). See Figure 3 to see that this concept would look like graphically.

The goal of the concept is to encourage a team approach to selling homebuilders so that all of
the members of the team can contract for delivering their products in a manner that is mutually
beneficial to each business’ long-term profit goals and return on investment.

For this to work, the goal must be to develop long-term team, partnering or alliance-type
relationships between the individual component manufacturer and lumber manufacturer.

This is particularly attractive for housing developments that extend on for more than six months.
The goal is to reduce the volatility/uncertainty in the cost of lumber for those creating a team-
type approach, while at the same time creating a win-win solution to meeting the component
manufacturer customer needs that include:

. Lowest in-place cost possible for the products purchased
. Cost stability

. Construction cycle time reductions

. Labor efficiency improvements

. Labor availability improvements or labor replacement

« Durability and quality—no call-backs

Partnering will allow the lumber company to get out of the pain of the commodity marketplace
and into a marketplace that, with creative marketing and listening closely to customer needs,
will add value and a consistent gross margin. Over time, it is certainly possible to create
products that are unique and specific to your partner’s needs, yielding better margins for both
partners.

Some analysts, this one included, think the industry needs to “grow the pie” by developing
markets outside residential construction (Schuler, A. and C. Adair, Engineered Products—an
Opportunity to Grow the Pie. In proceedings, 37th International Wood Composite Materials
Symposium. April, 2003. Pullman, WA.). This is another area where partnering between lumber
suppliers and component manufacturers could have a very large impact, given that the non-
residential market has a longer gestation period than residential construction. Hence, lumber
price volatility can kill a project before it starts.

Change is inevitable and for those that continually assess change, opportunities always present
themselves. Some will consider getting into the component manufacturing business making
panelized wall and engineered floor systems, in addition to considering the truss business and
any other opportunities to insulate themselves from pure price competition of commodity
lumber.


/Archive/2001/dec/0112 Knowledge Is Power.pdf

In today’s economic environment, there is great opportunity to get much closer to current and
potential customers than ever before, listen closely to their needs (like supplying specific quality
products such as cut-to-size material and better seasoned products) and fill them. In today’s
market, buyers need suppliers to work with them and serve them as members of their support
team. Close collaboration often benefits both companies.

How will this process evolve? Some will buy existing component companies; some will form
strategic alliances with the component industry; and some will create brand new component
manufacturing facilities. The next few years will be full of significant changes and the
component industry should plan for both opportunities and threats.

1 Adapted from the December 2001 “Knowledge Is Power” column in SBC Magazine.

Al Schuler works for Forestry Sciences Lab in Princeton, WV. Please note that the
economic information/opinions contained in this article are not necessarily those
of the USDA Forest Service. Dr. Schuler can be reached at 304/431-2727.
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