Automobiles & Components
United States

Industry Type                                                    Cyclical
Key Indices:                                                  (S5AUCO)
Recommendation:                                                  Hold



Description and Summary:  
The automobiles & components group of the consumer discretionary sector includes the auto components industry, covering auto parts and tires & rubber, as well as the automobiles industry.  The auto parts industry is separated into many divisions, ranging from small shops to multinational corporations.  
The automobile industry is engaged in the design, production, marketing, sale, and servicing of motor vehicles – including light trucks and SUVs, cars, and motorcycles.  Many different companies are involved in production and sales, and these processes require collaborative efforts.  Automobiles are built in factories around the world: in North and South America, in Eastern and Western Europe, and in Asia.  The majority of competition in the automobiles & components industry comes from abroad, mainly Europe and Asia.  Only three of ten leading automobile manufacturers are from the U.S.
International Competitive Structure: 
The industry is highly competitive, and the foreign-owned manufacturers are expected to be more competitive with the US-owned manufacturers in the future.  The “Big Three” US automakers – General Motors Corp., Ford Motor Co., and Daimler Chrysler, accounted for approximately 54.9% of passenger cars sold in the United States in 2006, which is down for the fourth year in a row.
The balance of US car sales went to foreign nameplates.  Most of these vehicles were produced in “transplant” facilities – foreign-owned plants located in North America.  In 2006, the top three foreign companies were Toyota Motor Corp, Honda Motor Co. Ltd., and Nissan Motor Corp. Ltd.

Strengths:
1.  Companies have cash.  Several of the companies within the industry (Ford especially) have large amounts of excess cash available to fund new lines of business and perhaps new investment opportunities or research and development.

2.  Hybrid cars are the future.  Some of the companies (Toyata, Honda, etc) have great hybrid cars in place that are currently for sale in the market and sales are doing well already.  This trend will certainly continue as gas prices and air pollution remain issues.

Weaknesses:
1.  Demand is cyclical and highly seasonal.  For most motor vehicle sales, the seasonal pattern is distinct: sales are strongest from March through June and weakest from November through January. The cyclical pattern is evident in long-term sales trends.  In the past decade, annual U.S. vehicle sales have ranged from a low of 12.5 million units in 1991 to a record 17.8 million units in 2000.  Such wide divergences have occurred repeatedly over the past four decades.  

2. Innovation is crucial.  Automakers need to be constantly investing in the design and development of fresh ideas.  If a company has difficulty differentiating itself from other manufacturers and does not convince consumers of the quality and uniqueness of its products, then the devastating outcome will be evident on the bottom line. 
3.  High fixed costs.  The structure of the automobile industry is such that factories, machines, and large work forces need to be in place before the first product is ever produced.  This is certainly a barrier to entry for new participants to enter the market, and also a negative result if the automaker does not sell of its production.
Opportunities/Trends: 
1.  Globalization is key.  Inexpensive cars manufactured in China will soon be on the market in the U.S., while the “Big Three” are facing difficult times at best.  South Korean automakers Hyundai and Kia have established themselves as true, high-quality manufacturers with a growing global customer base.  Asian car manufacturers are generally enjoying booming success, with Toyota and Honda at the forefront. 
2. Competition is fierce.  As more producers enter new markets around the globe, competition escalates worldwide.  As a result, fuel-efficient hybrid electric vehicles have emerged as a strong selling point to separate competitors.  A great opportunity that some automakers are trying to take advantage of is emerging markets.  Emerging markets, especially China, offer opportunities to carmakers in terms of both sales in growing markets and lower manufacturing costs due to lower labor rates.
Threats:
1. Shrinking supply base.  The number of U.S. automotive suppliers has recently been steadily shrinking.  Globalization and reduced sales volume from traditional US automakers have contributed to this trend. High material and labor costs have hurt the financial condition of domestic automotive suppliers and have contributed to a series of supplier bankruptcies.
2. High gas prices are problematic.  There are approximately 240 million vehicles on the road in the United States, and nearly 800 million worldwide in 2006.  Currently, those vehicles burn a combined 250 billion gallons of gasoline every year.  As the costs of gas continue to add up for consumers, they may be forced to evaluate other means of transportation. 
Key Valuation Ratios to Watch:

Along with the traditional valuation ratios PE, EVA, and PB, WACC and ROIC are very important ratios to watch.
Key Items to Watch:
Seasonally adjusted annual rate (SAAR) of vehicle sales, monthly sales reports, days supply of inventory, consumer confidence, scrap rates, gas prices
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