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To:
You, Analyst

From:
Henry Clark

Subject:
Metal Container Industry
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As I told you this morning, one of our clients is currently thinking of acquiring a company within the metal container industry and has asked us to determine the overall attractiveness of the metal container industry.

I'd like you to analyze the profit potential of this industry. What factors are most responsible for its success?

I am sending you some materials that will help you in your research. Included are a number of articles and an explanation of the can-making process that will help you familiarize yourself with the industry. You will also receive an overview of the metal container industry, which a former associate of mine prepared before leaving Kegan.

I look forward to seeing your analysis. Good luck.

Henry
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	Prepared by Emiko Tamura of Kegan Strategy

January 17, 2003

The can-manufacturing process has developed and improved dramatically since the tin-plated can was introduced into U.S. society in the early 19th century.

What used to be a handmade product evolved into one that could be produced by the thousands per minute through the use of high-speed machinery. Three noteworthy developments in the industry's history are the creation of automated can-making machinery in 1880, the introduction of aluminum cans in 1957, and the creation of tin-free steel cans in 1965.

Most cans are made of aluminum or steel. Aluminum cans accounted for more than 75 percent of the total number of metal containers produced in 1997 and are a $6.8 billion industry. The entire metal container industry is a $10.8 billion business.

Suppliers

The principal U.S.-based steel suppliers to the metal container industry are Bethlehem Steel, National Steel, and United States Steel Corporation. On January 9, 2003 US Steel announced that it was purchasing the operating assets of National Steel. Subject to government approval, the transaction is expected to be completed in the second quarter of 2003. At 25 million tons of raw steel capacity US Steel would become the fifth-largest steelmaker in the world.

The three largest aluminum producers in the world—Alcoa, Pechiney, and Alcan—supply 90 percent of aluminum can sheet needs in the United States. In 1998 Reynolds sold its can-making operations to Ball. In 2000 Alcoa bought the rest of the company, basically its aluminum production facilities. Reynolds, the third largest aluminum producer in the United States, for $5.6 billion. Alcoa's total sales in 2001 were $23 billion. The next two largest players, Alcan and Pechiney, had sales of $12.6 billion and $9.8 billion, respectively.

In June 2000, Alcoa announced it was testing two smelting technologies that could reduce the price of light metal by as much as one-third, while at the same time making its production more environmentally friendly. Analysts anticipated that the technologies, which would require less electricity, could have a far-reaching effect on many industries. After all, cheaper aluminum could reduce the demand for steel and glass—competitor products in the auto parts and beverage-container industries.

And although neither technology had as of mid-2002 had a full, operational trial, the Houston Chronicle reported that in 2000 Thomas Van Leeuwen, an analyst with Credit Suisse First Boston, estimated that these technologies together could reduce the cost of aluminum by $.11 to $.25 a pound. The cost of aluminum for North American customers is now about $.75 a pound.

The cost of steel and aluminum in the United States are expected to increase through 2005 due to tariffs levied on most foreign suppliers of steel. Local steel prices have risen appreciably in response to the protection afforded by the tariffs. Aluminum prices have firmed in response to the increase in steel prices.

Types of Can Producers

Companies in the metal container industry are divided into two categories: captive producers and merchant producers. Captive production occurs if the same company, an affiliate, a subsidiary, or the parent company produces cans internally for its own products. In contrast, merchant production occurs when a company produces cans for external use only. Many captive suppliers have also served as merchant suppliers, selling their extra stock to other end users.

Companies compete primarily on cost. To lower costs, managers seek long runs of standard items, which increases capacity utilization and reduces the need for costly changeovers. Most companies offer volume discounts for large orders. Merchant producers enjoy certain cost and quality advantages over captive producers. These comparative advantages include economies of scale in manufacturing and product development, a greater degree of market and product diversification, and greater bargaining power with raw material suppliers.

Four major producers dominated the metal container industry until the 1970s: American Can, National Can, Crown Cork & Seal, and Continental Can. By the 1970s and 1980s, such factors as low profit margins, excess capacity, and rising material and labor costs prompted corporate diversification and company consolidations. Many manufacturers diversified to supply all major end-user markets (food, beverages, and general packaging); others diversified into nonpackaging businesses, such as energy (oil and gas) and financial services. American and National were combined and sold to Pechiney, a French company with no existing can-making businesses.

Aluminum can producers

In response to slowing demand growth, the aluminum can industry experienced significant consolidation in the 1980s and 1990s. Leading producers closed aluminum-can plants and lowered capacity in anticipation of further loss of market share to plastics. Today, four major players remain:

· Rexam PLC 

· Ball Corporation 

· Crown Cork & Seal Company 

· Metal Container Corporation (MCC; Anheuser-Busch) 

Rexam PLC

Rexam PLC is the world's largest producer of beverage cans, and the world's fourth largest consumer packaging company. Rexam acquired American National Can (ANC) from Pechiney in 2000 for just under $1 billion in cash plus the assumption of nearly $1 billion in debt. Rexam consolidated ANC into its accounts in 2001. Rexam is the second largest producer of beverage cans in the United States and has an annual output of approximately 24 billion cans. Rexam is the major supplier of Coca-Cola Enterprises' cans, according to Rolf Borjesson, Rexam's chief executive officer (CEO), and the company is Rexam's largest beverage container customer.

Rexam has 100 facilities in 25 countries and a product line of aluminum and steel cans, glass containers, caps, and closures. It serves the beverage, food, pharmaceutical, and cosmetics markets. In October 2002 Rolf Borjesson announced that Rexam was interested in purchasing some or all of Crown Cork & Seal's operations.

Ball Corporation

Ball is one of the world's leading suppliers of metal and plastic packaging to the beverage and food industries. The company also owns Ball Aerospace & Technologies Corporation. In 2001, Ball reported sales of $3.7 billion. Approximately $3.3 billion of this came from its packaging segment, whereas $400 million came from its aerospace and technologies sector. Miller Brewing Company represents 16 percent of the company's total sales, and Pepsi-Cola and Coca-Cola bottlers account for more than 33 percent of sales. On January 1, 2001, Ball became effectively the sole supplier of Coors Brewing Company's 4.5 million annual cans. In September 2002, Ball announced that it was purchasing Schmalbach-Lubeca AG, a German firm that is the second-largest can maker in Europe after Rexam. The addition of Schmalbach's annual sales of 12 billion steel and aluminum beverage cans to Ball's annual sales of 32 billion cans in the United States will propel Ball to the top spot in global beverage can production in 2003.

Ball is known as the low-cost provider in the industry. In 1998, it bought most of the global can-making operations of Reynolds Metal. In addition, Ball has a new labeling process called wet-ink transfer that allows it to apply up to 10 colors on any aluminum can surface. This will allow Ball to market cans that have a greater ability to reflect the advertising and display requests of potential clients.

Ball is looking for growth opportunities in the can industry by developing creative agreements with its customers. For example, Ball and ConAgra,the global agribusiness giant, formed a joint venture to own and operate certain can-making assets of ConAgra in California. Ball also secured a long-term contract with ConAgra in Tennessee to buy much of ConAgra's can-making equipment for its own plant. The deal added 1 billion cans a year, or 20 percent, to Ball's food-can operations. In return, ConAgra got lower-cost cans than it could produce on its own, without tying up capital in a noncore area of its business, according to David Hoover, CEO of Ball Corporation. In a January 2001 Wall Street Journal article, Hoover said he thinks there is potential for similar arrangements in food or beverage containers with other customers.

Crown Cork & Seal Company

Crown, founded in 1892, is the world's largest consumer packaging company. It operates 210 facilities worldwide and employs approximately 33,000 employees. The company's metal packaging unit, which includes cans, closures, and ends for beverages, pet food, soups, ready-made meals, and other products, generates 78 percent of Crown's revenues. In the past 10 years, Crown has completed more than 20 acquisitions. Its purchases included Constar International, the No. 1 maker of polyethylene terephthalate (PET) plastic containers (1992); another European PET provider, can-maker Van Dorn (1993); the can-manufacturing unit of Tri Valley Growers, one of the biggest in the United States (1994); and the French packaging company CarnaudMetalbox (1996).

Because of its aggressive acquisition pattern, Crown has had to sell operations to generate cash to pay down debt. In 2001, Crown sold three product divisions. In 2002, the company sold its fragrance pump unit (to Rexam), its European pharmaceutical packaging business, and Constar. Crown now has about $0.5 billion in long-term debt, and annual revenues of about $7.2 billion.

Crown is working with Groupe Sidel to develop new machines that can blow-mold beverage cans into new and different shapes. The company has also joined forces with Tempra Technology to develop and manufacture a self-refrigerating can.

With 46 percent of its sales coming from Europe, Crown is sensitive to foreign currency fluctuations. In 1998, falling sales and foreign currency fluctuations forced the company to close seven factories and cut 7 percent of its workforce. Crown Cork & Seal closed more factories in 1999 and sold its composite can (paper cans with metal or plastic ends) business.

In February 2000, Crown Cork & Seal announced it was converting two of its four aluminum beverage-container production lines to make two-piece steel food cans. According to a February 27, 2001, Reuters news report, this move to a new food line is part of Crown's strategy to "rationalize capacity and aggressively cut costs."

In addition, in a company press release issued the same day, Crown chairman and chief executive John Conway said converting underutilized manufacturing capacity to the growing two-piece food-can market will help capture sales for Crown's food-can division and, at the same time, trim capacity in the beverage-can industry.

Metal Container Corporation

MCC is a wholly owned subsidiary of Anheuser-Busch. In its 1998 annual report, Anheuser-Busch called MCC the "highest quality, lowest cost can manufacturer in the industry." MCC is the leading captive producer of metal cans and the only independent, major captive producer of beer cans, manufacturing approximately 25 billion cans per year. According to the company's 2001 annual report, MCC supplied 60 percent of the company's domestic can needs that year, including Michelob and Michelob Light cans with embossed sides and specially developed graphics. In fact, the Michelob can received the 1999 Can of the Year award from trade magazine The Canmaker and Canner and the Excellence in Quality award from the National Metal Decorators Association. In addition, the company has increased its sales of cans to the soft drink industry. MCC is the largest supplier of cans for Pepsi (for which it developed a new, large-opening lid) and in early 2003 a supplier to Coca-Cola as well. Anheuser-Busch is the world's largest aluminum can recycler; in 1999, it recycled 685 million pounds of cans. This volume of used cans, gathered from recycling depots throughout the United States, is greater than Anheuser-Busch's annual aluminum can consumption.

Steel can producers

There are approximately 50 producers of steel and bimetal cans in the United States. Some of the leading aluminum can producers, such as Ball and Crown Cork & Seal, also have steel-making capacity. The other merchant suppliers include smaller players, such as BWAY, Silgan Containers, and U.S. Can. Heinz, Nestle, Seneca, and United Can (ConAgra) are the major players in captive supply. Many companies, such as Ball and Crown Cork & Seal, produce both plastic and steel cans.

BWAY

The company makes general-line steel containers, food cans, and ammunition boxes primarily for paint companies, specialty chemical manufacturers, and food makers. Its steel cans and pails are used to package paint, lubricants, aerosols, and roof and driveway sealants. BWAY's food containers, which account for 73 percent of company sales, include coffee and vegetable oil cans. The company had total annual sales of $460 million in 2000.

Silgan

A leading maker of metal containers in North America is Silgan. Although metal containers account for 76 percent of sales, the company also makes plastic containers and specialty packaging items. Silgan manufactures steel and aluminum containers for Del Monte, Campbell Soup, Nestle, and other companies that produce packaged soups, vegetables, meat, seafood, and pet food. The company sells its plastic containers mainly to personal care and pharmaceutical companies. Its specialty items unit makes aluminum roll-on closures and steel caps and closures. Siligan has about 60 plants in North America.

U.S. Can

U.S. Can is a leading maker of steel and plastic nonbeverage containers in the United States. Its products hold anything from paint to car wax. The company has held the leading position in aerosol container sales (accounting for 68 percent of company sales) in the United States for many years. U.S. Can also produces nearly half of the one-gallon paint cans sold in the United States each year, and its general line products support automotive and household markets throughout the United States. The company has total annual sales of $714 million. U.S. Can became a private company in 2000 through a leveraged buyout by Berkshire Partners and certain members of U.S. Can senior management.

Table 1. Sales, Profit Margin, and Return on Assets of U.S.-Based Can Manufacturersa
Company
2001 Salesb 
Profit Margin 

Return on Assets
Crown Cork & Seal
$7,187

16.01%

(11.0%)

Rexam PLC
$4,932

75.14%

4.4%

Ball Corporation 

$3,686

22.9%

5.7%

BWAY
$475

12.46%

(3.2%)

Siligan
$1,941

17.52%

3.6%

U.S. Canc
$772.2

N/A

N/A

Industryd
N/A

31.04%

1.2%

a Source: Hoover's Online Competitor Landscape 2001
b Dollars are in millions.
c N/A = Not available. Numbers are not available because U.S. Can is a private company.
d "Industry" refers to packaging and containers.

Customers

The can-making industry serves three major markets: beverages, food, and general packaging. The beverage industry is the largest market for metal cans, using more than 100 billion cans annually. Of this total, about two-thirds are used for nonalcoholic beverages—primarily soft drinks—and one-third is used for alcoholic beverages, especially beer. The food industry uses cans to hold such products as baby food, dairy products, seafood, vegetables, and pet food. General packaging includes aerosols, paint and varnish, and automotive products. Among the industry's largest users of cans are the Coca-Cola Company, Anheuser-Busch, PepsiCo, and Coca-Cola Enterprises.

Aluminum accounts for 99 percent of cans used in the beer industry and 94 percent of cans used in the soft drink industry. Aluminum cans penetrated the soft drink industry because of the advantages they present over steel cans: They are lightweight, strong, ductile, and corrosion-resistant; they effectively maintain flavor and temperature; and they can be recycled economically. Also, aluminum cans are generally less expensive to produce and transport than steel cans. The average cost of an aluminum can in 2002 was estimated to be about $.05.

Though aluminum cans may dominate the beverage industry, steel still rules the food markets. In fact, the food market accounts for 90 percent of steel can consumption. Most canned foods, such as coffee, fruit juices, meat, vegetables, and soup, are packaged in steel cans, which are thicker and heavier than aluminum cans and provide extra protection. But steel has its drawbacks. It does not maintain product flavor well, it is heavy (which increases transportation costs), and it is susceptible to corrosion. Aluminum and steel compete with one another most directly in the manufacture of small, lightweight containers and those with pull tops, such as cans used for pet foods, canned meats and seafood, and dairy products.

Industry Growth

Industry growth in the metal can industry has been flat for the past 10 years, averaging only 0.5 percent annually.

U.S. shipment of aluminum cans is expected to advance less than 1 percent per year through 2002. This poor outlook is a result of the growing popularity of plastic bottles for soft drinks and the continued popularity of bottles for beer. The food market still presents some opportunities for aluminum cans, but these are small compared with the opportunities in the beverage market. The fastest growing segment of the aluminum can market is expected to be the pet food market, with demand for single-serving cat food increasing because of an increase in cat ownership and the existence of upscale pet products sold at pet superstores, such as PetsMart.

U.S. shipments for steel and bimetal cans are expected to increase just under 1 percent annually through 2002. Steel still faces competition from other container types, such as aluminum, glass, plastic, and flexible packaging. Interest in steel cans could increase if contoured cans—such as a can shaped like a Coke bottle—become popular. These cans can be safely distorted up to 25 percent, whereas aluminum can only be distorted about 15 percent.
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	CONTAINER INDUSTRY TODAY 
January 15, 2001
Keeping "Tabs" on Beverage Containers
by Carla Fineman

Container Industry Today senior reporter Carla Fineman sat down recently with Pete Campbell, chief industry analyst for the Beverage Container Industry Association, to discuss the state of the container market today and predictions on where it is heading. Campbell has more than 15 years experience in the beverage industry and is highly renowned as one of the industry giants. This exclusive interview took place at Campbell's Atlanta office.

CF: Before we get into the facts, figures, and other details on the beverage container industry, could you give us some background on your association? 

PC: Sure. The Beverage Container Industry Association is the trade association of the metal, plastic, and glass beverage container manufacturers in the United States. The association received its charter in 1953 and began with just a handful of members. BCIA members now account for more than 90 percent of the annual domestic production of beverage containers.

CF: What's the outlook for the beverage industry? 

PC: Somewhat grim. The beverage industry is expected to grow only 3 percent annually over the next 10 years. The Freedonia Group [an industry research company] predicts that container demand will lag behind beverage demand as larger, single-serving bottles replace 12-ounce serving sizes.

CF: How will the growth in soft drinks affect the container industry? 

PC: As you know, the beverage industry—especially soft drinks—is the largest user of aluminum cans and plastic bottles. The soft drink industry alone accounts for 50 percent of plastic bottle sales, whereas the beverage industry accounts for 96 percent of all aluminum can sales. Recently, the carbonated soft drink market, which propelled demand for cans in the 1980s and early 1990s, has become saturated.

CF: Discuss the advantages and disadvantages of plastic bottles versus cans. 

PC: Twelve-ounce aluminum cans are the most common metal containers in the beverage market today. The size is ideal for single-serving soft drink and beer containers, and high-speed filling lines for aluminum cans approach production rates of 2,000 cans per minute—quite a rate! Soft drink bottlers have discovered that metal has faster filling speeds, lighter weight, and more efficient transport and storage capabilities than plastic. Also, the delivery cost of both glass and plastic is now about 15 percent higher than metal. Metal beverage containers accounted for 102.5 billion units last year, compared with 40.7 billion for plastic, 29.1 billion for glass, and 23 billion for paper containers. But growth in metal containers has been slow—only 1.5 percent per year between 1989 and 1998.

Plastic containers are the fastest growing beverage containers in the market today—thanks to their light weight and handling convenience—growing at 12.9 per year between 1989 and 1998. Most of the gains made by plastics manufacturers have come at the expense of the glass bottle industry. In fact, glass now accounts for only 14 percent of soft drink sales.

CF: If fruit drink sales are increasing, what effect will this have on the beverage container industry? 

PC: Paper containers are the leading form of packaging for fruit beverages, and sales of these paper products are expected to increase during the next few years. Overall, every type of packaging is expected to increase in usage when it comes to juice products, with plastic experiencing the highest growth.

CF: Why has glass remained an important player in the beer industry? Why haven't plastic bottles penetrated this market? 

PC: Actually, that trend is changing. Traditionally, plastics haven't been a popular option, because they have a shorter shelf life than other containers and because they permit oxygen to enter, causing beer to go flat. Another problem is that the bottoms of plastic bottles are not flat, so they are more difficult to fill. Plus, many beer drinkers prefer their drinks in long-neck bottles.

That said, Miller Brewing Company recently launched a new plastic beer bottle, and a number of juice products were introduced in plastic containers last year. In addition, milk and liquor, which have always been packaged in glass bottles and paper containers, are now being sold in plastic containers, which are formed to look like glass milk bottles. Plastic beer packaging is projected to grow from 10 million units to 260 million in 2003 and 525 million units in 2008, according to Freedonia.

CF: What's the outlook for the beer industry? 

PC: I see two major trends in the beer industry: first, little growth, as people become more health conscious and more socially aware of initiatives targeted at reducing drunk driving; second, more concentrated, as the big brewers buy the small brewers and increase their market share. It'll be interesting to see the effect of this market share growth on the container industry, especially on companies such as Anheuser-Busch, which has its own can-making business.

The next three leading producers—Miller [a division of Philip Morris], Coors, and Stroh's—account for another 40 percent of the market. So, you can see, this is a very concentrated industry. All of these players are entering the low-volume, high-growth craft-beer segment. I also expect a shakeout to occur among the hundreds of small breweries that sprung up in the 1980s.

CF: How would you characterize the outlook for the beverage container industry? 

PC: I see continued intense competition between plastic bottles and aluminum cans. However, so far the aluminum can industry has done a good job of holding off competition from the 20-ounce PET bottle. That's because the vending machine industry has yet to fully embrace plastics. In addition, multipacks and single-serving containers are growing popular with consumers.

I also think the U.S. can market will benefit from advances in can design and graphics. The advent of Coke's contoured can is generating a lot of excitement. In fact, interest in steel beverage cans may increase if contoured cans become popular, because steel can be safely distorted more than aluminum. However, beverage companies would have to undertake major capital investments to transition from aluminum back to steel. Only time will tell what sort of production difficulties these custom-shaped cans pose.

CF: What other trends do you see in the container industry? 

PC: One of the most interesting trends is a decline in captive manufacturing in the can segment. The shipments of merchant-produced metal food cans in the United States are estimated to increase by about 1.5 percent per year over the next couple of years, reaching about 128 billion units. In contrast, shipments of captively produced metal cans in the United States are forecasted to decline sharply over the next few years, falling by about 16 billion total units.

Merchant cans now account for 85 percent of all metal cans produced in the United States. By the end of the decade, this percentage is expected to rise to more than 90 percent. With more and more companies selling or eliminating their captive production of metal cans, there may be a change in the competitive nature of the industry.

CF: Can you give us an example of that? 

PC: Well, the sale of Reynolds Metals's can business to Ball Corporation in 1998 made Ball the largest player in the metal container industry. Recently, steel can maker Siligan Container acquired Campbell Soup's internal can-making operations. Before the sale, Campbell's accounted for about 40 to 50 percent of the total captive food can capacity and roughly 10 percent of the total food can capacity in the United States.

CF: Any exciting developments on the technological front? 

PC: Work continues across the industry on the design of a self-cooling can. For example, Tempra Technologies in Florida has developed a self-refrigerated can that functions like an air-conditioner, using a condenser and an evaporator. The evaporating water draws heat out of the product in the can and pulls it into a reservoir at the bottom of the can. This process doesn't release anything into the atmosphere. Tempra has a partnership with Crown Cork & Seal, which will make the package and help market it. Expectations are for the package to be on store shelves within the year.

CF: It sounds like this industry will continue to evolve in interesting ways. 

PC: Yes indeed. It even keeps an industry veteran like me on my toes.

Table 1. Beverage Shipmentsa

(millions of gallons) 

1987 

1997 

2007
(projected) 

Overall Beverage Shipments 

27,310

36,430

47,250

Soft drink Shipments 

10,950

14,700

19,700

% in cans 

33.9%

39.5%

32.4%

Beer Shipments 

5,635

5,900

5,990

% in cans 

60.5%

55.4%

50.1%

Fruit Beverage Shipments 

1,595

3,670

5,480

% in cans 

13.2%

6.5%

5.1%

Other Nonalcoholic Shipments 

8,295

11,380

15,250

% in cans 

0.7%

2.4%

3.9%

a Source: The Freedonia Group, May 1998, "Metal Cans to 2002"


Prepare an analysis of the metal container industry that includes:

· A vertical chain for the metal container industry. 

· A potential industry earnings (PIE) analysis that discusses the effect of various factors (including the six forces) on the metal container industry's ability to create and capture value. Limit your analysis of each factor to three to five sentences. 

Vertical Chain for the Metal Container Industry

	Vertical Chain Component
	Metal Container

	Supplier (Input)
	

	Manufacturer/

Process 

(Product or Service)
	

	Distributor
	

	Consumer
	


PIE Analysis for the Metal Container Industry

	Factors Affecting PIE
	Analysis

	Value Creation Factors


	

	
	Industry Demand


	

	
	Changes in Technology


	

	1. 
	Availability of Inputs
	

	2. 
	Availability and Price of Substitutes
	

	3. 
	Availability and Price of Complements
	

	Value Capture Factors
	

	4. 
	Degree of Rivalry


	

	5. 
	Barriers to Entry


	

	6. 
	Strength of Buyer Power


	

	
	Strength of Supplier Power
	


There are four elements in a vertical chain, each representing a sequential activity:

· The provision of raw materials by suppliers 

· The production of a product or service by an industry 

· The distribution of a product or service through channels to customers 

· The eventual purchase of a product or service by consumers 

Below is an illustration of a simplified vertical chain.
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The Six Forces and PIE

The strength or weakness of each of the six forces determines an industry's profitability. As buyer power, supplier power, rivalry, and the availability of substitutes increase, an industry's profitability decreases. As the availability of complements and barriers to entry increase, an industry's profitability increases. For example, profitability in the tire industry has historically been low, because buyer power and competitive rivalry are high. However, in the pharmaceutical industry, where barriers to entry are strong, high returns are common.
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