
Technology Hardware & Equipment (45-20)
United States
Industry Type (9/24/07):                           High Growth
Key Indices:                                                      S5TECH 

Recommendation:                                                  Hold
Description and Summary:

The technology hardware and equipment industry is a very broad industry that includes manufacturers of communications equipment, computer hardware, computer storage and peripherals, and other electronic equipment. 

The industry is seeing vast consolidation on all fronts through mergers and acquisitions. With prices dropping due to this consolidation as well as competition, companies must reduce their costs in order to maintain decent profit margins. Technological advances are key to success in this industry. Additionally, continuous innovation keeps companies afloat in this highly competitive and fast-changing industry.

International Competitive Structure:

The industry is highly competitive and is expected to become more competitive in the future. Within the computer sector, HP (18.1% international market share), Dell (8.4%), and Lenovo (7.3%) are the three largest competitors. The communications equipment sector is much more diversified, with large players such as Cisco, Motorola, 3Com, and Nokia competing for market share. The storage and peripherals sector has many of the same players as the computer hardware industry, as well as more specialized companies such as Western Digital, Seagate Technology, and Hitachi Global Storage Technologies.
The industry is characterized by small numbers of manufacturers that sub-contract a large percentage of production internationally, mainly to emerging markets where labor and manufacturing costs are low.  Low cost production remains a key driver of profitability. Brand name and loyalty, while extremely difficult to maintain, are becoming increasingly more important to profitability.  Competition from international manufacturers is high, although support and service remain key areas of product differentiation, particularly in the US.  While growth in units sold in the US is slowing, growth from emerging markets remains higher.
Strengths:

1.  The industry is growing.  The PC market continues to grow, mostly due to increased notebook demand, as well as growing international markets.
2.  Manufacturers can still differentiate themselves.  The most effective competitors are able to offer discount prices, give incentives to retailers, offer high quality products, maintain market share, establish strong brand names, protect their trademarks, and enforce intellectual property rights.  These are difficult, challenging, and often contradictory activities, particularly as prices continue to fall and technological gains increase quickly.

Weaknesses:

1. Demand is dependent on the economy.  PC sales are significantly dependent on general economic conditions.  Should global and regional economic conditions stall, demand for the industry’s products will decline substantially.

2. Innovation is critical. As such, research and development (R&D) is necessary for offering high quality products, developing brand awareness, and maintaining brand loyalty.  Rapid technological advancements from R&D have resulted in the more frequent introduction of new products with significant technological advances, but at significant price reductions and a corresponding erosion of margins.  

Opportunities/Trends:

1.  The storage and peripherals industry is a high-growth area. This industry has seen significant technological advances that are rapidly changing the market for storage devices. As digital data storage devices improve, the market will continue to grow.

2. International markets are seeing high growth. While consumer demand for computers has been declining, international growth has maintained a high level. 
Threats:

1. Inventory management is critical. Due to the short product life cycles, the outsourcing of production and distribution has become a major tool to reduce costs.  It has also reduced the industry’s direct control over production and distribution and its ability to respond to changing market conditions.  Custom and mail order manufacturers have been able to avoid obsolete inventory problems as they build to order.

2.  Fierce competition is driving prices and profit margins down. Prices for desktops and notebooks declined by 4.3% and 7.2% respectively in 2006. Other sectors in the industry have seen similar declines in prices, making it more critical to find ways to reduce costs.
Key Valuation Ratios to Watch:

Traditional valuation ratios are important, particularly PE, PB, PCF, and margins in comparison with other producers.  Look to comparative advantages and intangibles to differentiate companies.  
Key Items to Watch:

The Book-to-Bill (SEMIBTB) Index measures US demand for computer chips, which go into PCs.  When the ratio is greater than 1.0, the market is expanding (Aug05 ratio was 1.05).
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