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Industry Type                                  (01/06/09) Cyclical
Key Indices:                  S&P Capital Goods (S5CPGS)
Recommendation:                                                  Hold



Top Picks:


      MMM, GE, BA
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 consists of passenger, combat, and communication-related equipment manufacturers.  Construction umbrellas heavy machinery used in excavation and structural improvement.  Electrical equipment includes components such as 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 continues to be a hold due to decrease in demand as a result of the slumping global economy. Large stock drops may have left some companies attractively priced however.

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.  Industry structure drives cost-saving innovations.  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.  

2.  Revenue streams are insulated from short term economic fluctuations.  Long term contracts and backlog can provide short term insulation from economic fluctuations.  Companies are still subject to sustained fluctuations, however, as they can lead to order cancellation and delayed equipment replacement.

3.  Continuous growth in domestic and international infrastructure will drive further equipment spending. Emerging markets in the Middle East and Asia have a substantial demand for capital goods as a result of their recent infrastructure expansion.
Weaknesses:

1.  Innovation is critical.  The pace of technology change is rapid.  As technology changes, the reliability of the product largely determines the success of customer retention. However, these technological advances have 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.  This trend may dissuade customers from upgrading regularly. 

2. 
Product differentiation is difficult.  Large, manufacturer-supported non-profit organizations have established rigid industry standards.  These benefit the consumer as many parts are interchangeable but result in companies competing primarily on price. 
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.
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 competitors to boost sales growth, fill product offerings, increase barriers to entry, and broaden presence in existing markets.

2. Regular maintenance needs provide a significant opportunity.  Equipment replacement occurs regularly, 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.  
Threats:

1.
Increased pressure from international firms.  The industry’s cost structure lends itself to entrance by foreign firms.  These international firms can utilize cheaper labor and fewer government regulations to provide comparable products at a lower price.  China and Russia in particular will pose a threat over the near-term.
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 risen steadily since 2004 but have dropped off considerably in the wake of the current economic crisis.
Key Valuation Ratios to Watch:

Free Cash Flow, Book-to-Bill, Current Ratio, Operating and Profit Margins, and Return on Equity, Success Ratio.

Key Items to Watch:

Inventory (Shipments, New Orders, Backlog) Interest Rates, Consumer Confidence, Oil Prices and GDP.
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