Consumer Durables & Apparel

United States

Industry Type                                                    Cyclical 

Key Indices:                                                  (S5CODU)
Recommendation:                                                  Hold



Description and Summary:  
The consumer durables and apparel industry falls under the consumer discretionary sector, including household durables industry and the apparel and footwear industry.  The consumer durables and apparel industry encompasses a wide variety of goods ranging from home sales, furnishings, and appliances to sporting goods, apparel, and footwear.   

The US housing market, which began a slowdown in 2006 that has continued into 2007, is bringing demand down in both the furniture and appliance segments.  Since home sales are down, homebuilders are ordering fewer appliances to put into homes they have built, while consumers are buying less furniture and appliances with which to furnish their new residences.

Sales of both apparel and footwear in the US are rising, lifted by a move toward dressier, more colorful looks for both men and women. Suit sales are rising for men and dresses are growing more popular for women. And sales of accessories such as handbags remain strong. Retail sales of apparel rose 5% in 2006, compared with a 4% increase in each of the past three years.

International Competitive Structure: 

The overseas competitors have some advantages and are forcing US companies to change their business models and product lines. For Asian companies, cheaper labor in their home markets mean lower cost structures; this has forced US manufacturers to cut their own costs.  At the same time, the Asian companies are developing innovative products and designs.  Increased competition from Asia was one of the reasons behind Whirlpool's purchase of Maytag Corp. in March 2006 for $2.7 billion.
Strengths:

1.  Luxury and value goods both do well.   The strongest demand for apparel and accessories is divided between luxury goods on the high end, and inexpensive goods on the low end.  Upper-middle class and wealthy consumers are more insulated from recent trends, such as higher heating and gas prices, which have reduced spending for middle class and lower-income consumers. Companies that sell to these markets are thriving.
2.  Economic growth spurs consumer spending.  US economic growth continues, helping many apparel companies and clothing retailers post higher sales growth in the first part of 2007. In March, apparel retailers including Gap Inc., Abercrombie & Fitch Co., and Ann Taylor Stores Corp. posted results that exceeded analysts’ estimates.
3. Housing market turn-around a possibility.  The housing market is showing signs of stabilizing; with some observers predicting that the market will bounce back starting in the spring and summer selling seasons of 2007.  

Weaknesses:

1.   Failure to diversify causes problems.  Relying on a single product line, market segment, or sales channel can lead to failure for apparel or footwear companies. To survive, they must come up with new designs, either as product line extensions or as wholly new product lines. They can develop these new products internally or they may obtain them externally by signing licensing agreements with, or even acquiring, another company.
2.  Housing slowdown has been hurting household durables.  A slowdown in home renovations may be curtailing spending on new furniture and appliances by existing homeowners. Home renovation in the third quarter of 2006 rose 1.6% from the year-earlier period, a slower pace of growth than in years past.
Opportunities/Trends:

1.  Companies strike exclusive deals.  At the same time apparel and footwear companies are losing business in department stores to private label, they are striking deals with retailers to offer them exclusive merchandise as a way of guaranteeing business in stores. 
2.  Apparel makers are opening stores.  With department store space dwindling, many apparel makers are turning into specialty retailers, opening their own stores where they can control how their merchandise is displayed and it won’t have to fight for floor space.
3. Going abroad is key.  Apparel makers are also looking outside their home market in search of faster growth, with clothing sales rising at low- to mid-single digit rates and retail consolidation. 
4.   Premium mattress sales are firm.  One bright spot for the furniture industry has been the growth of the premium mattress market. Premium mattresses, generally considered those that retail for $1,000 and above, appeal to the growing number of older, more health-conscious consumers who are concerned about the quality of their sleep. Premium mattresses make up about half of the US mattress market.
Threats:

1.   Huge merger hurting rest of industry.  A large deal in the department store industry has changed the landscape for many apparel companies. In August 2005, Federated Department Stores Inc. purchased smaller rival May Department Stores Co.  The merger has hurt clothing companies that sold goods to both companies by reducing the footprint of retail floor space.
Key Valuation Ratios to Watch:

Market share, gross margin, operating margin, ROA, ROE, EPS
Key Items to Watch:

Sales growth, product differentiation, consumer spending trends, channel migration, demographics
Return Performance versus the S&P 500 (in %):
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         03      04       05    6YTD
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