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Mother Nature Strikes Again

A second natural disaster has be-
fallen the EMSindustry inlessthan a
year. With Japan’ s earthquake and tsu-
nami still afresh memory, theindustry
must now face the worst flooding in
Thailand in more than 50 years.

Much has already been made of
impact that the floods will have on the
disk driveindustry in Thailand. Both
of Western Digital’s manufacturing
locations in Thailand have been flood-
ed, compromising hard drive produc-
tion that represented about 60% of the
company’s hard drive output in the
quarter ended July 1. Western Digital
istheworld’slargest hard drive manu-
facturer by volume, accordingto IHS
iSuppli. Water has also entered Thai-
land facilities of Toshiba, the fourth
largest hard drive maker. Of equal
concern are the local component sup-
pliersthat feed the disk drive industry
in Thailand.

Flextronicsisone of the EMS pro-
viders that are monitoring the situation
in Thailand. “| think the implications
could be significant,” said Flextronics
CEO Mike McNamara during the
company’ s earnings conference call
this month. “We have to watchiit. |
don’t think we know the answer. |
don't think we'll seeit this quarter,
because typically there’ senoughin-
ventory in the supply chain to go two
to three months. The question iswhat
happensin the March quarter.” Flex-
tronics, of course, isworried most
about the supply of drivesand disk

drive components and intends to work
with aparticular customer on thisis-
sue.

But there are EM S providers with
more pressing concerns because they
have operationsin Thailand. Indeed,
MMI hasidentified four publicly held
providers that have reported flooding
impacts. Take Benchmark Electron-
ics. Flood waters have inundated
Benchmark’s campusin Ayutthaya.
The company has begun utilizing ca-
pacity in the Asia Pacific region, in-
cluding restarting its Korat, Thailand,
facility to support the transfer of cus-
tomer production. Benchmark expects
that the flooding of its Ayutthayafacil-
ity will have asignificant impact on its
revenues and operations for “the next
couple of quarters.” The company
plansto resume full support of cus-
tomer demand in Q1 2012.

Benchmark expectsto bring the
Thai facility back to full production
ramp in January 2012. The facility
represents around 20 to 25% of the
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company’ srevenue.

Thailand-based SVI has been
forced to temporarily suspend all oper-
ations at Bangkadi Industrial Park in
Pathum Thani province just north of
Bangkok. Severe flooding within the
park exceeded the company’s flood
preparations. As aresult, the compa-
ny’s operations were affected. SVI has
begun to set up operations and will
resume production at its Chaeng Wat-
tanafacility. The company anticipates
that it can deliver productsto its cus-
tomers by the end of November.

Also in Pathum Thani, flood waters
have infiltrated the offices and manu-
facturing floor space of Fabrinet’s
Chokchai campus. The company had
taken precautionary measures, where
possible, to move or protect produc-
tion and test equipment, inventory and
tooling. Fabrinet has not yet been able
to make afull assessment of the dam-
age but believesit isunlikely that pro-
duction would restart at Chokchai for
the remainder of the current quarter.
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Flooding has not breached the compa-
ny’s Pinehurst campus, located about
seven miles north of Chokchai. How-
ever, production at the Pinehurst cam-
pus remains suspended due to the
floods impact on local roads and utili-
ties.

Cal-Comp Electronics has six
EM S factories split between two prov-
incesin Thailand, but only the opera-
tions of its plastics subsidiary Avaplas

in Ayutthaya have temporarily halted,
according to company statementsto
The Stock Exchange of Thailand. The
industrial park where Avaplasis
located remains closed. Cal-Comp es-
timated that flood damage to the sub-
sidiary’ s equipment and inventory will
not amount to more than about $3.5
million. The company pointed out that
Avaplas contributes less than 1% of
total sales. Meanwhile, Cal-Comp re-

ported that its“factories are safely un-
der control without impact by the
flood incident.”

Celestica’ sfacility in Chonburi
province also remains unaffected as it
isnot within aflooded area. During
the company’ searnings call this
month, Celesticasaid it has seen only
some nominal impactsto the facility’s
supply chain and is pretty confident
that it can work through them.

Inventory

The Perils of the
Outsourced
Balance Sheet

Use of anew metric called invento-
ry asset productivity showsthat the
transfer of inventory from OEM led-
gersto EM S balance sheets has come
at a huge cost to the profitability of the
EMSindustry.

Inventory asset productivity (IAP)
isameasure of gross margin dollars
generated per inventory dollar. When
plotted for an OEM group from 1996
to 2010, IAP doublesin value from a
1996 baseline. Y et when graphed over
the same period for an EM S group, the
metric declines by more than 50%.
(See chart.) Each industry group proxy
represents at least 25% of its respec-
tive side of the global EMS market.

Why are these OEMs ableto in-
crease the gross profit productivity of
their inventory by afactor of two,
while the productivity of the EMSin-
ventory drops by more than half? It all
comes down to the outsourcing of the
balance sheet, according to River -
wood Solutions (Menlo Park, CA), a
provider of consulting and managed
operations services and the creator of
the IAP metric. Asthe EM Sindustry
has taken on more and more OEM in-
ventory, that inventory has become
less and less profitable for the indus-
try.
What' s more, if the EM Sindustry
could maintain the same inventory
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productivity that it achieved in 1996,
the industry would free up $6.38 bil-
lionin annual coststhat are now wast-
ed, Riverwood estimates.

OEMsthat are solely focused on
reducing unit prices paid to their EMS
providers miss the opportunity to cap-
ture cost savings from such a poten-
tially large source. In some cases,
“OEM s have become so decoupled
from manufacturing that they don’t
even understand the intricacies of the
processes that drive these materials.
And they don’t really get paid to worry
about it,” said Ron Keith, CEO of Riv-
erwood Solutions.

But the cost reductions that are tied
to OEM pay plans have become harder
and harder to obtain. “We're getting to
apoint where there are almost no more
dollarsto come out of the ex-works
unit price, and yet there are till all
theseinefficiencies. They’re hard to

grab because it requires that both par-
ties to the transaction be alittle more
open, alittle more honest and collabo-
rate with each other to capture these
savings. It sjust fascinating to watch
people scrapping over pennies when
there's an unattended hundred dollar
bill sitting on thetable,” said Keith.

A recent survey conducted by Riv-
erwood sheds light on why EM S pro-
vidersaren't more efficient with their
inventory. The company asked around
30 EM Sindustry executives world-
wideto give the top two reasons why
their inventory doesn't turn faster. As
afirst or second choice, all of them
said they were under increasing con-
tractual pressureto carry more inven-
tory for their customers. The other top
reason cited was awidespread over-
driving of demand. “In general, there's
this sense that 80 or 85% of their cus-
tomers systematically overdrive de-
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mand,” said Keith.

Toillustrate this demand inflation,
he spoke asif he were ahypothetical
OEM VP of worldwide procurement.
“If I leave demand on the table, and |
don'’t ship everything that we' ve sold
for the quarter, somebody is going to
give me a hard time about my job per-
formance. So I’ d rather see somebody
else’ s balance sheet, for which I'm not
responsible, underperform than hear
my boss give me a hard time about
only shipping 90 when we had orders
for 100,” said Keith reflecting the po-
sition of the OEM VP.

“Therisk of having too much in-
ventory is now on the side of the EMS
guy, and the reward, when it works
out, . . . accrues on the OEM side,” he
noted.

Inventory buildup inthe EMS in-
dustry isno small matter, and, with
overdriving, much of the growth is
excessive. “ Theinventories growth on
the EM S books for the most part is not
specifically designed to provideim-
proved supply chain response time and
reduce lead times for OEMs. Rather, it
isan extraordinarily broad basket of
material that represents a 15 to 20%
increase in everything acrossthe
board,” said Keith.

Excessinventory comes with asso-
ciated costs that mount up. Riverwood
estimates that inventory-related costs
in the electronics world average 17
centsayear for every dollar of inven-
tory held. Included in thisfigure are
the costs of storage, counting, financ-
ing, obsolescence and depreciation.
Interestingly, depreciation isthe larg-
est contributor, and it reflects the fact
that in general components and elec-
tronic materials grow cheaper over
time.

But EMS providers cannot tell cus-
tomersthat they are ordering too much
and that production will be based on a
more realistic schedule. “One, it’s not
appropriate. Two, it's not contractual -
ly allowed,” said Keith. “But there's
no good way to fix it because the EMS
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providers by and large haven’t found
the negotiating power and the disci-
pline to push that back and make it
stop.”

Is the situation hopeless? Maybe
not, if one program’ s success can be
replicated. According to Keith, one of
the larger EM S companiesis building
400 different assembliesin lots of 50
to 100 for a particular telecom custom-
er. When asked what he thought the
inventory turnsfor thislow-volume,
high-mix program were, Keith guessed
4.5 or 5. That’sin line with industry
norms. But the inventory turns on this
account are actually 17, agame chang-
ing result.

This customer worked closely with
its EM S provider and the provider’s
suppliersto take inventory out of the
system, rather than shift inventory
from the OEM’ s books to someone
else’s, Keith explained. The OEM is
located in an Asian country where
thereis more collaboration with the
supply base. New to outsourcing, this
company has ahistory in manufactur-
ing, an advantage when it comes to
understanding the dynamics of supply
chaininventory.

Of course, it would be unrealistic to
expect that the entire EM S industry
could come anywhere closeto 17
turns. “But if you increased turns a
couple of times, you' d be taking hil-
lions of dollars ayear out of the cost
of the system,” said Keith. “And then
the EMS providers and the OEMs can
decide how to slice up that newly
found pie.”

Still, when EM S providers and
OEMs are at odds, there can be no dis-
cussion of the money wasted on inven-
tory. “The EMS companies need to
educate the OEMs. At the sametime,

. . . therelationships can become so
contentious that nobody listensto the
other side. The OEMs are sure that the
EMS companies arejust trying to claw
back more money, and the EM S pro-
vidersdon't really want to talk to the
OEMSs,” said Keith. That’ s because the

EMS providers are afraid that their
customerswill take the opportunity
to ask for another cost reduction, he
added.

If OEMswould listen, they would
realize that loading up their providers
with too much inventory actually dis-
courages them from pursuing activities
that improve schedule flexibility. “ If
EMS companies today were not sad-
died with all of thisinventory, they
would be more willing to take on
thoughtfully designed buffer inventory
programsthat actually have a greater
impact on OEM schedule flexibility,”
said Keith. “Plus, many EMS provid-
erstend to resist schedule push-outs
and cuts from their OEMs as much as
possible because they don’'t want to
expand their bloated inventories even
more.”

Results

Some Quarterly
Results in Brief

Celestica. Q3 salestotaled $1.83
billion, which wereflat versus the pri-
or quarter but up 18% year over year.
Non-1FRS EPS of $0.26 ticked down
by one cent, or 4%, sequentially but
increased by 44% year over year. Both
sales and non-IFRS EPS fell within the
company’ sguidance. IFRS net earn-
ingsin Q3 amounted to $50.2 million,
compared with $45.7 millionin Q2
and $21.3 million in the year-earlier
period. Q3 net earnings represented
the company’ s highest net profit since
Q3 2007.

Salesfrom the diversified end mar-
kets of industrial, aerospace and de-
fense, healthcare and green technology
grew 26% sequentially and 55% year
over year. The diversified markets rep-
resented 16% of salesin Q3, up from
13%in Q2. Celestica’ s goal isto ob-
tain 25% to 30% of its revenue from
diversified markets and expects them
to account for about 18% of sales by
the end of Q4. On a sequential basis,



Q3 revenue wasflat in the consumer
and storage segments, increased in the
enterprise communications segment,
and declined in the telecom and serv-
ers segments. Compared with the year-
earlier quarter, revenuerose in the
consumer, enterprise communications,
servers and storage segments by 27%,
22%, 20% and 6% respectively, while
telecom business dropped by 27%.

Non-IFRS gross margin for Q3
camein at 7.1%, unchanged from the
prior quarter and down 10 basis points
from the year-ago period. Non-1FRS
operating margin was 3.7%, in line
with the company’ starget of 3.5% to
4%. The operating margin was flat
versus Q2'slevel but 60 basis points
higher than ayear earlier.

For Q4, Celestica expects revenue
of $1.70 billion to $1.85 billion and
non-1FRS EPS of $0.23 to $0.29. At
the midpoint of guidance, saleswould
be down by about 3% sequentialy,
though non-1FRS operating margin
would be about 3.7%, consistent with
Q3. The company anticipates that de-
mand will be down sequentially in Q4
acrossitstraditional markets, offset
dlightly by growth of about 10% inits
diversified markets.

Flextronics. Initsfiscal Q2 ended
Sept. 30, the company generated sales
of $8.04 hillion, up 7% sequentially
and 8% year over year. Non-GAAP
EPS of $0.22 rose 5% sequentially but
declined by 4% year over year. Sales
camein just above the quarter’ s guid-
ance range of $7.6 billion to $8.0 bil-
lion, while non-GAAP EPSwaswithin
guidance of $0.21 to $0.23. GAAP net
income of $130 million was down 2%
sequentially and 10% year over year.

Three out of the company’ s four
business groups grew sequentially and
year over year. The exception was In-
dustrial and Emerging Industries,
whose salesfell by 17% sequentially
and 4% year over year. The group’s
greater-than-expected sequential de-
cline was driven by broad-based weak-
ness, and making the greatest impact

4

was amore than 40% drop in the capi-
tal equipment business, which focuses
on both the semiconductor and solar
industries. With a quarter-to-quarter
gain of 15%, High Velocity Systems
drove the majority of the company’s
sequential growth. Y ear-over-year
growth for the segment was 8%. Inte-
grated Network Solutions grew 7%
sequentially and 9% year over year,
while High Reliability Solutionsin-
creased its business 3% sequentially
and 32% year over year.

Non-GAAP gross margin for the
September quarter was 4.7%, down 60
basis points sequentially and 70 basis
points year over year. Non-GAAP op-
erating margin camein at 2.2%, down
40 basis points sequentially and 70
basis points year over year. This oper-
ating margin was dragged down by
Flextronics ODM PC business (about
-50 basis points), alarge drop in sales
from the higher margin segment Indus-
trial and Emerging Industries (about
-20 basis points), and one-time restruc-
turing costs (about -15 basis points).
The company is accelerating its exit
from the ODM PC business and will
be out of it during the December quar-
ter. Flextronics' components business
broke even overall during the Septem-
ber quarter, and the company still has
agoal of reaching a4% operating mar-
gin for the business by the end of fis-
ca 2012.

For the December quarter, Flex-
tronics expects revenue of $7.3 billion
to $7.7 billion, which includes a se-
quential reduction of about $550 mil-
lion associated with the accel erated
exit from the ODM PC business. At
the midpoint of guidance, revenue
would decline by 7% sequentialy.
Guidance also callsfor non-GAAP
EPS of $0.18 to $0.22, including a
cost of about $0.06 for the exit from
the ODM PC business.

Jabil Circuit. For itsfiscal Q4 end-
ed Aug. 31, the company reported
sales of $4.28 hillion, up 1% sequen-
tially and 11% year over year. Non-

GAAP EPS of $0.62 grew by 7% se-
quentially and 19% year over year.
Sales came in near the high end of fis-
cal Q3 guidance of $4.1 billion to $4.3
billion, while non-GAAP EPS sur-
passed Q3 guidance of $0.52 to $0.60.
In the August quarter, the company
earned GAAP net income of $114.3
million versus $104.7 million for the
May quarter and $58.7 million for the
same period ayear ago.

Non-GAAP operating income for
the August quarter amounted to $187.2
million, up 5% sequentially and 19%
year over year. Non-GAAP operating
margin was 4.4%, 20 basis points
above the prior quarter’slevel and 30
basis points higher than ayear earlier.

Representing 40% of total revenue,
Jabil’ s Diversified Manufacturing Ser-
vices segment grew 10% sequentially
and 35% year over year. The DMS
segment’ s non-GAAP operating mar-
gin camein at 6.7%, an improvement
of 50 basis points from the prior quar-
ter. Revenue from the company’ s En-
terprise & Infrastructure segment rose
1% sequentially and 10% year over
year. Non-GAAP operating marginin
the E& | segment was 2.6%, down
from the prior quarter’s 3.9% primari-
ly dueto restructuring of Italian opera-
tions, which resulted in charges of
about $8 million. Businessin Jabil’s
High Velocity segment declined by
9% sequentially, less than the compa-
ny’searlier projection of 13%, while
the year-over-year decrease was 11%.
Here, non-GAAP operating margin
equaled 3.1%, up 90 basis points from
the May quarter asaresult of lean ini-
tiatives and a more favorable revenue
mix.

For Jabil’ s fiscal 2011, salestotaled
$16.52 hillion, representing a 23%
increase. Non-GAAP operating in-
come grew by 46%, while non-GAAP
EPS climbed 54%.

Guidance for Q1 fiscal 2012 (the
November quarter) includes revenue
of $4.3 billion to $4.5 billion and non-
GAAP EPS of $0.62 to $0.70. At the
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midpoint of each range, the year-over-
year increase would be the same — 8%.
On asequentia basis, Jabil expectsthe
DMS and High Velocity segmentsto
grow by 3% and 6% respectively and
the E& | businessto remain consistent.

News

US Expansions

Despite the doldrums of the US
economy, three more EM S providers
have undertaken expansion projectsin
the US. OEM Worldwide has broken
ground for aSO,OOO—ft2 additionin
Watertown, SD. The building expan-
sionisthefirst phase of an $11-million
project to take place during the next
four years.

“The new space will double our
system-build and warehousing capaci-
ty,” said president and CEO Mike Mc-
Cammack. “During the next four years
we will also upgrade and replace our
automated printed circuit board assem-
bly equipment, which will increase our
current manufacturing capacity and
prepare usfor entry into new markets.”

OEM plansto continue to grow in
themedical and industrial areas, two
of the three markets served by the
high-mix, low-to-medium volume pro-
vider. (The company does businessin
the communications sector aswell.) In
addition, OEM anticipates expanding
into the military/aerospace and smart
grid markets. McCammack said the
company will add up to 150 new jobs
asitsbusiness grows.

The Midwestern provider, which
did not experience adownturninits
business during the recession, has seen
double-digit growth thisyear. Karen
Y uccas, OEM’s VP of business devel-
opment, noted that “60 to 70% of our
businessisbox build. Our commitment
to quality and technology has helped
usachievethis.”

OEM isan Everett Smith Group
company.

Another EMS provider has
launched amajor expansion in the San

Manufacturing Market Insider, October 2011

Francisco Bay area. Sonic M anufac-
turing Technologies has opened a
second facility in Fremont, CA, inz-
creasing its capacity to 108,000 ft
with 10 SMT lines.

“We are pleased to offer this addi-
tional manufacturing capability to our
customers, including the option for
them to ‘ backshore.” With therising
costsin Asiaand the declining dollar,
we are how competing head-to-head
and winning,” said Ken Raab, CEO of
Sonic. “And with 10 Fuji surface
mount lines, al product mixes and vol-
umes can be considered for local man-
ufacturing.”

Privately owned Sonic presentsit-
self as one of the largest EM S provid-
erson the US West Coast.

In the third case, Delta Group
Electronics (Albuquerque, NM) has ,
completed construction of a 37,000- ft
assembly facility in Fayetteville, AR.
The new building will allow the com-
pany to significantly expand itswork-
force and provide the technology and
space to meet the needs of its custom-
erslocated throughout the Midsouth
region of the US.

Delta Group entered theregionin
2008 by acquiring Bitworks, an EMS
operation in Prairie Grove, AR. Plans
are to move the Prairie Grove opera-
tion to the new, significantly larger
building in Fayetteville.

Within Delta Group, there are five
assembly operationsin the US.

Organic expansionsin the US have
been announced recently by other pro-
vidersincluding, in alphabetical order,
Distron (Attleboro Falls, MA), Dy-
namic Manufacturing (Freeport,
PA), OnCore Manufacturing Servic-
es(San Jose, CA), PPI-TimeZero
(Paterson, NJ) and Spectral Response
(Lawrenceville, GA).

Expansion in Mexico...Cal-Comp
USA, adivision of New Kinpo Group
(Taipei, Taziwan), recently purchased a
125,000-ft” manufacturing facility in
Reynosa, Mexico, to expand Cal-

Comp’ s operations there in amajor
way. The new facility will be operated
by Cal-Comp de M exico, anewly
established subsidiary, and is expected
to employ about 500 people within
two to three years. Cal-Comp will
move equipment and 70 employees
from amaquiladorafactory in Rey-
nosa, obtained with the 2010 acquisi-
tion of Spectragraphics, to the new
facility aswell as hire about 75 addi-
tional employees before the end of the
year. The impetusfor this expansion
came from aUS customer of New
Kinpo Group in the set-top box busi-
ness. NK G has been manufacturing the
customer’s STBsin Chinaand Thai-
land, but after evaluating the full cost
of product ownership vis-a-visthe
North American market, the customer
requested that production be rel ocated
from Asiato Mexico....In July, Celes-
tica (Toronto, Canada) added 2.000
new jobsin Monterrey, Mexico, ac-
cording to Marca Pais— Imagen de
Mexico, an initiative promoting a posi-
tive image of Mexico.

Mexico deal done...Through a sub-
sidiary, Hon Hai Precision Industry
(Tucheng City, Taiwan) has acquired
Cisco Systems' set-top box manufac-
turing facility in Juarez, Mexico, for
$44.9 million (duly, p. 7).

Another Hon Hai investment...Ac-
cording to published reports, Hon Hai
has signed an agreement with the city
of Jincheng in China s Shanxi prov-
ince to establish a precision manufac-
turing basein the city. Investment will
reportedly total 100 billion yuan
($15.7 billion), although it is unclear
how much of it will come out of Hon
Hai’ s pocket.

New businessin Brazl...In Decem-
ber, Hon Hai will start manufacturing
AppleiPadsin Jundial, Brazil, Reuters
reported. Located in Sao Paulo state,
the Jundial factory is under construc-
tion and will be Hon Hai’ sfifth plant



in Brazil, AFP reported....Microsoft
has tapped Flextronics (Singapore) to
manufacture Xbox 360 game consoles
in Manaus, Brazil, according to a
translated announcement obtained
from an Xbox forum posting.

Other new business...Hon Hai has
landed orders to produce the next de-
sign of Amazon’sKindle Firetablet,
reported Digitimes, citing unnamed
Talwan-based manufacturers....Flex-
tronics and Huawei, have expanded
their relationship to include services
such asreverse logistics and config-

ure-to-order provided by Flextronics
in Hungary. During Flextronics' Octo-
ber earnings call, CEO Mike Mc-
Namara said that the new Huawei
businessin Hungary was “adirect out-
come” of Elcoteq’s bankruptcy filing
(seeLast Word). China, India, Brazil
and Mexico are the other countries
where the two companies partner.
...Prim’Tools, whichislocated in
Hong Kong, has chosen SMTC
(Markham, Ontario, Canada) to pro-
vide acomplete turnkey manufacturing
solution for anew generation of laser
measurement equipment used in the

construction industry. Servicesfor this
program include board-level assembly
and testing, which will take placein
Dongguan, China. The Dongguan fac-
tory isthe result of an agreement be-
tween SMTC and Alco Electronics
(Hong Kong).

Plant closure...Suntron (Phoenix,
AZ) has announced that it will closeits
Sugar Land, TX, facility once custom-
er production is transferred to other
locations in 2012. The company said
this action compl etes the repositioning
it began in late 2009.

Last Word

Tracing Elcoteq’s Troubles

This month, Elcoteq was declared
bankrupt by a court in Luxembourg,
whereit isdomiciled. Bank accounts
frozen by itsrevolving credit facility
lenders | eft the company unable to pay
its suppliers or collect from its custom-
ers. The bankruptcy of Elcoteq is quite
possibly the EM Sindustry’ s largest
failure. As competitive asthe EMS
industry is, EM S companies generally
do not like to see bankruptcies because
they reflect badly on the industry.
They aso have the potential to under-
mine customer confidencein thein-
dustry. Thefailure of aglobal EMS
provider such as Elcoteq could pro-
voke customers to start asking ques-
tions. The obvious one would be: If a
company the size and scale of Elcoteq
could go bankrupt, is there a chance
that other large providers could go un-
der? MMI contends that the failure of
Elcoteq can be traced to causes that set
Elcoteq apart from its large competi-
tors. Therefore, MMI believesthat oth-
er large players are not vulnerablein
the way Elcoteq was.

The immediate cause for the com-
pany’sdemise wasitsinability to se-
cure long-term financing. Earlier this
year, Elcoteq had signed aterm sheet
for arevolving credit facility from a
Hungarian bank. The new credit facili-
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ty would have playing an essential role
in the refinancing of the company, but
the new facility never came through. A
proposed equity and debt investment
by a California-based private equity
firm also fell through. With Elcoteq
unableto repay itsrevolving credit
facility lenders, they went after
Elcoteq’ s bank accounts.

But one could argue that the seeds
of Elcoteq’ sfailure were sown asfar
back as 2004. That's when Elcoteq
divested itsindustrial electronics busi-
ness to focus on communications tech-
nology customers. Not only did the
company buck the industry trend of
market diversification, it sold off a
businessin what would become a
highly desirable segment. That busi-
ness, which turned into the indepen-
dent EMS provider Enics, went from
sales of about 127 million eurosin
2003 to 317 million eurosin 2010.
Elcoteq gave up the opportunity to
participate in agrowth business that
also includes medical customersin
return for the ability to put all of its
eggs in the communications technol o-
gy basket.

This communications focus, MMI
believes, would ultimately contribute
to the company’ s undoing. In 2007,
Terminal Products accounted for 79%
of Elcoteq’ s sales, with mobile phones
and their components comprising the
lion’s share of the segment at 69% of

company revenue. The remainder of
the company’ s business came from the
Communications Networks area.
Elcoteq had become one of the indus-
try’ slargest contract manufacturers of
cell phones. But that year orders from
Nokia, then Elcoteq' slargest custom-
er, fell well short of forecasts. This
unexpected shortfall in orderswas a
major cause of the company’s operat-
ing lossthat year.

In 2008, Elcoteq' s deliveriesto
Nokia continued to decline. Salesin
Personal Communications, anew |abel
representing mobile phones and their
components, dropped by 556 million
euros, while total salesfell by 600 mil-
lion euros, or 15%. The company re-
ported an operating loss for 2008,
though smaller than the prior year's
loss. At the end of 2008, Elcoteq’ s net
debt had increased by 65% from ayear
earlier to 238.5 million euros, asthe
company consumed 99.7 million euros
of free cash flow. This negative cash
flow reflected unusually high invento-
ry levels, and Elcoteq singled out the
overly optimistic forecasts of amobile
phone customer as one cause of the
excessinventory.

At 65% of total sales, Personal
Communicationsremained Elcoteq’s
largest business area by far. Indeed,
Elcoteq declared that despite the con-
ditionsin the EMS market that year
the company was able to hold on to its
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share asthe third largest EM S provid-
er in the mobile phone space.

To its credit, Elcoteq saw the need
to grow sales outside itstraditional
activitiesin mobile phones and com-
munication networks, and by 2008 had
introduced anew sales category,
Home Communications, including two
key areas, set-top boxes and flat-screen
TV work. Salesin this segment had
grown to 15% of the company’ stotal
in 2008. But compared with the strate-
giesfollowed by some of itslarge
competitors, thiswas amore of ababy
step than afull stride into diversifica-
tion. After all, in the new segment the
company was still chasing consumer-
oriented, high-volume programsakin
to its mobile phone business.

The recession year of 2009 took its
toll on Elcoteq. Sales of 1.5 billion
euros fell by 56% due the combined
effect of an overall drop in demand
and the company’ s weak balance
sheet. With credit hard to come by,
OEMs placed greater emphasis on
choosing providerswith strong bal-
ance sheets. Elcoteq’ slack of financ-
ing capacity prevented it from
capitalizing on all the business oppor-
tunities that were available. By the end
of 2009, the company had a 100-mil-
lion euro credit facility that was fully
drawn. When the credit facility was
renewed in November 2009, facility
lenders withheld Elcoteq collateral,
preventing the company from using
accounts receivable financing. Elcoteq
later claimed that the terms of the fa-
cility were unreasonable and that it
would not have agreed to them under
normal circumstances. But at that time,
the company had no other sources of
financing available due to the financial
crisisand theradical changesinits
customer base.

Elcoteq’ srestructuring efforts were
unableto fully compensate for the
steep drop in 2009 sales. The provider
sustained an operating loss 76.5 mil-
lion euros (including one-time charges
of 37 million euros), compared with a
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loss of 20.4 million euros the year be-
fore. At the end of 2009, Elcoteq em-
ployed 10,101 people, down from
18,830 ayear earlier.

During Q3 2009, the company
combined its Personal Communica
tions and Home Communi cations busi-
ness unitsinto a Consumer Electronics
unit, while Communications Networks
became Systems Solutions. The Con-
sumer Electronics unit accounted for
75% of 2009 sales. Most large EMS
providers would be aghast at the pros-
pect of such aheavy dependence on
one segment.

For 2010, sales were down again,
dropping by 29% from the prior year
to 1.07 billion euros. But Elcoteq nar-
rowed its operating loss to 18.1 mil-
lion euros from the prior year’ sloss of
76.5 million euros and reported a prof-
itable second half. Through an effort
to strengthen its balance sheet, Elcoteq
reduced its net debt to 12.6 million
euros from 187.5 million euros the
year before, and free cash flow was
positive for the second year in arow.
However, the company was disap-
pointed by amajor customer, Sharp,
which stopped placing ordersfor its
KIN smartphone. Elcoteq won various
new customers during the year, but a
lack of financing capacity again kept
Elcoteq from absorbing all the busi-
ness opportunities available in the
market.

A new organization went into effect
in October 2010. Elcoteq divided its
businessinto two business segments,
EMS and AMS (aftermarket services).
The EM S business unit would seek to
diversify into new segmentswhile fo-
cusing on value-added services rather
than high material content. Moreval-
ue-add would mean higher margins. In
consumer electronics, Elcoteq would
aim to shift some business from turn-
key to consignment. Carving out a sep-
arate AM S unit was consistent with
what some other larger providers had
done as AM S business offered growth
potential at higher marginsthan EMS

programs typically command. Elcoteq
was how bent on expanding and bal-
ancing its customer base to decrease
impact of any single customer or pro-
gram on the company’ s business. The
company set agoal such that by 2013
no customer would represent more
than one third of total sales. By pro-
viding afull scope of life cycle servic-
es, with special emphasis on growing
AMS, the company aimed to stabilize
itsmanufacturing business.

But at the end of 2010, Elcoteq’s
credit facility was still fully drawn,
albeit at areduced level of 73.5 mil-
lion euros, and the company wasin
need of long-term financing. During
the first half of 2011, Elcoteq signed a
term sheet with aHungarian bank for a
revolving credit facility of 100 million
euros geared to export volumes from
the company’ ssubsidiary in Hungary.
The company was also in separate ne-
gotiations for new credit facilities and
new equity or an equivalent invest-
ment. Unfortunately, afinal agreement
with the Hungarian bank was never
reached. Nor did the other negotiations
solve the financing problem by June
30, 2011, when the existing revolver
reached maturity. Asaresult, the com-
pany remained in astate of tight li-
quidity, unable to repay the 48.5
million euros owed under the revolver
onceit expired.

Still, Elcoteq had not yet run out of
options. On June 30, the company
signed a nonbinding term sheet with
Platinum Equity, aCaliforniaprivate
equity firm, for amajor equity and
debt investment. Theinvestment re-
quired Elcoteq' srevolving credit facil-
ity lenders and other main lendersto
agree on restructuring the company’s
debt. But the credit facility lenders had
other ideas. In July, they started en-
forcement actions against the company
that included blocking company bank
accounts and seizing customer pay-
ments. That was the beginning of the
end for Elcoteq.

In an attempt to buy time for Plati-
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num Equity and keep operations run-
ning, Elcoteq applied for controlled
management on July 22 under the laws
of Luxembourg. But given the lenders
actions against Elcoteq, the equity firm
ended its evaluation of a potential in-
vestment in the company. Dueto a
lack of funding, Elcoteq’ s Finnish sub-
sidiariesfiled for bankruptcy on Aug.
31, and with payment transactions
blocked, Elcoteq Network, which han-
dled purchasing and invoicing in Eu-
rope, followed suit on Sept. 20.

During the final months, Elcoteq
and its key customers had entered into
discussionswith the revolving credit
facility lendersin an effort to save the
company. Elcoteq and the customers
proposed arecovery plan that was re-
jected by the lenders, who required
customersto waive their rights and
increase their exposure, according to
Elcoteg. The lenders continued to
freeze company bank accounts and
prevent payable and receivable trans-
actions, leaving Elcoteq unable to con-
tinue its operations. In that state, the
company was forced to file for bank-
ruptcy on Oct. 6 and the next day was
declared bankrupt by a L uxembourg
court. Assets of the parent company
and its Elcoteq Network subsidiary are
now under the control of a bankruptcy
administrator in Luxembourg.

Tracing Elcoteq’ s troubles shows
that its failure cannot be attributed to a
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single cause. Elcoteq’ s dependence on
the mobile phone sector in general and
Nokia particular was largely responsi-
ble for the sales declinesin 2007 and
2008. In 2008, net debt increased by
65%, as Elcoteq financed excessin-
ventory, amajor portion of which re-
sulted from the overly optimistic
forecasts of a mobile phone customer.

The recession exacerbated
Elcoteq’' s problems. While demand
fell, the company’ s weak balance sheet
contributed to the sharp declinein the
company’s 2009 sales as prospective
customerswere looking elsewhere for
providersin astrong financial posi-
tion. A lack of financing capacity was
evident in the provider’ sfully drawn
revolver at the end of 2009. This need
for long-term financing would also
plague Elcoteq after the recession and
would ultimately lead to the triggering
of enforcement actions by the credit
facility lenders.

Elcoteq posted operating |0sses
four yearsin arow from 2007 to 2010.
For most of that time, the company
was largely dependent on high-vol-
ume, low-margin consumer electronics
type business. MMI believesthat there
isacorrelation between the operating
losses sustained and the type of busi-
ness El coteq sought. The company’s
2010 strategy focusing on higher value
add, greater diversification and amore
balanced customer base was a good
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plan, but it was adopted too late to
make a difference.

Elcoteq suffered from alack of di-
versification in both its markets and
customer mix and alack of financing
capacity. These are not problems that
one would associate with today’ slarge
providers.

Still, Elcoteq could have been more
diversified if it had kept itsindustrial
electronics businessinstead of selling
it in 2004. Would Elcoteq have turned
out differently? It’s too bad one cannot
jump into a parallel universeto find out.
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