
Capital Goods
United States

Industry Type                                    (9/06/06) Cyclical
Key Indices:                  S&P Capital Goods  (S5CPGS)
Recommendation:                                                  Hold



Description and Summary:  
Capital goods encompass a number of sectors including aerospace and defense, construction, electrical equipment, building products, and industrial conglomerates.  Aerospace and defense is made up of passenger and warfare combat and communication equipment.  Construction umbrellas heavy machinery used in excavation and structural improvement.  Electrical equipment covers components including sensors, instrumentation, controls, and technology.  Building products include common commodities used in construction such as concrete, steel, and wood.  Industrial conglomerates provide components used in manufacturing and industrial processes.  The industry is a strong hold because it tends to lag the global economy and companies tend to hold off on capital expenditures until economic issues are more certain. 
International Competitive Structure: 
The capital goods industry is affected greatly by globalization. Demand in emerging markets is developing at a rapid rate, especially in China, Latin America, Eastern Europe, and the Middle East.  As emerging markets industrialize, local suppliers are taking root. This industrialization has increased competition, particularly in sectors that are fragmented.  Additionally, the industry relies heavily on raw materials and companies that operate in the industry are greatly influenced by the upward price movement of commodities.  Thus, the cheapness of outsourcing manufacturing to low-cost international countries provides a large advantage.

Strengths:

1.  Lean manufacturing is essential.  The globalization and demand for dependable and reliable equipment applies pressure to provide low-cost products. Minimizing costs and improving the manufacturing process increases competitiveness and leads to innovation.  The increase in international demand among low-cost regions explains why it is advantageous to have manufacturing facilities in emerging markets.
2.  “One-stop-shopping” companies lead the industry.  Customers like the option of purchasing multiple products and services from one source in order to save time and money.  “One-stop-shopping” helps customers maintain their procurement strategies and budget.  Industry success is based on the ability to provide these additional services to meet customer demand. 

Weaknesses:

1.  Innovation is critical.  The pace of technology change is rapid.  As technology changes, the reliability of the product will determine the success of retaining and gaining customers. However, this technology race has led to shorter product life cycles.  As a result, customers incur added costs to incorporate new products in their systems as well as properly train employees on understanding new product features and functionality. 

2. 
Product differentiation among electronic components is difficult.  The National Electrical Manufacturers Association, a non-profit organization supported by manufacturers in the industry, have benefited customers by developing technical standards for electrical products, such as designing motors of similar horsepower and speed to fit into a standard frame.  Standardization of industry products allows customers to replace one manufacturer’s product with another manufacturer’s product.
3.  Inventory management drives success.  Because technology changes quickly, excess inventory is subject to obsolescence.  Inventory is a function of product demand and inadequate research and development programs add to the inability to service the demand for product introduction.  Unanticipated changes in demand adversely affect operations.

Opportunities/Trends:

1.
Acquisitions are a trend in the industry.  Aside from the aerospace and defense sector, the industry is fragmented. As a result, companies are acquiring smaller firms that operate in the industry in order to increase sales growth, fill product offerings, increase barriers to entry, and broaden presence in existing markets.  The ability for companies in the industry to integrate their acquired firms is critical. 
2. Maintenance and repair services to overhaul equipment pose a significant opportunity.  Equipment replacement is eminent, but gaining a return on investment drives replacement or overhaul options.  Industrial equipment is capital intensive, so repairing equipment and adding additional production shifts is more attractive than replacement.  Thus, adding these services to a business portfolio can prove to be advantageous.
Threats:
1.
Rising interest rates pose a threat to the industry.  As interest rates rise, the possibility of growth is mitigated.

2.  The industry relies heavily on commodities.  A number of raw materials and commodities are required to manufacture many of the products in the industry.  Foremost among these are oil, natural gas, steel, and copper.  Prices for these materials have been on the rise ever since economic recovery in 2002.
Key Valuation Ratios to Watch:

Free Cash Flow, Book-to-Bill, Operating and Profit Margins, and Return on Equity.
Key Items to Watch:

Order Backlog, Shipments, New Orders, and Inventories, Consumer Confidence, and GDP.
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