Consumer Durables & Apparel (25-20)
United States

Industry Type                                                    Cyclical 

Key Indices:                                                     S5CODU
Recommendation:                                                  Sell



Top Picks:              ICON, COH, JOSB, DECK, WWW
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 escalated through 2008, 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 suffering from the current economic woes.  Sales for accessories and differentiated fashion continue to outperform the category, but at a slower pace.  As long as consumers lack discretionary income, they will continue to shop for need and get it at bargain retailers.
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.  
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. Specialty retailers are able to take advantage of certain segment’s strength. Among these categories are accessories (handbags, shoes, and fashion jewelry), sports apparel, and intimate apparel. 

Weaknesses:

1.   The weak economy presents major problems. The economic woes of 2008 are continuing into 2009 with a decrease in disposable income, rise in the unemployment rate, and uncertain/unstable consumers weary to spend money during troubled times. This is negatively affecting both household durables and apparel sales. 
2.  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.
3.Household durables rely on consumer’s ability to obtain credit. Due to the current economic condition a major problem for the industry is the weak credit markets. Despite any sort of stimulus package, quality spreads remain wide and lending activity is low.
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. Going abroad is key.  Apparel makers are in search of faster growth, with clothing sales rising at low- to mid-single digit rates and retail consolidation.  Household durables can also take advantage of emerging markets, such as China and India, were millions of people are entering the middle class as economies grow.
3. Some bright spots exist. Standard & Poor’s expects that the decline in energy prices will add nearly $200 billion to the household purchasing power. While this is a good thing we can see that the economic uncertainty that resulted in gas prices below $2 a gallon superseded the relief of lower driving costs. 
Threats:

1.   Reduced opportunities. As the industry sought cheaper production offshore, it lost its manufacturing advantages. Without the competitive advantages of the distributor, apparel brands are increasingly at the mercy of a retail base that is consolidating. Department stores are demanding exclusivity and proprietary products in an effort to differentiate themselves from their retail peers in the mall. These demands have reduced the opportunities for apparel brands to leverage infrastructure and achieve economies of scale and have ultimately led to higher cost structures.

2.  High commodity prices.  Fifty percent of the total cost for household appliances is accounted for in aluminum, copper, and stainless steel which are at historically high prices.
3. Long term consumer behavior change necessitates markdowns to move inventory with previous high value. Macroeconomic events of the past 18-20 months has had a significant impact on how the consumer spends and how the consumer thinks. If consumers have gotten used to turning away from immediate gratification toward few, but better, things it will dramatically change and weaken the industry. 
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
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