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     R&I applies its rating methodology for digital devices to firms involved in the development, 

manufacture and sale of digital devices. Digital devices are electrical products capable of digitally 

processing various information including images and sound, and are manufactured by assembling 

semiconductor devices, display panels and other components. Typical examples of digital devices 

include information communication devices such as smartphones and personal computers, and 

home digital audio-visual equipment such as flat-panel televisions and digital cameras. R&I also 

categorizes car navigation systems as digital devices, since a certain proportion of such systems is 

for aftermarket installation. 

 

I. Evaluation of Business Risk 

1. View of industry risk 

     In digital device business, many firms procure their key semiconductor and display panel 

components externally, and outsource all or part of product assembly and manufacture to 

electronics manufacturing services (EMS). Not only manufacturing but also design can be 

outsourced, and industry barriers to entry are low. Because of such circumstances, there also are 

firms that differentiate their products by constructing a vertically integrated model to 

self-manufacture principal components and assemble devices in-house. 

     The market for the industry as a whole is immense and has room to grow. Unlike household 

appliances, for which consumers' preferences greatly vary by region, a manufacturer of digital 

devices can supply a single product model globally and therefore have wider earnings opportunities. 

However, this means that competition with both local and global companies is unavoidable, making 

the competitive environment comparatively intense. 

     Because digital devices are affected easily by consumers' lifestyles, the positions of the top 

products and leading firms have shifted with the changing times and society. Even major companies 

cannot maintain their market positions. As the rapid obsolescence of technologies and features and 

a large number of market entrants exert downward pressure on product unit prices, the risk of 
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inventory valuation reductions also warrants attention. Consequently, R&I judges the industry risk 

to be relatively high. 

 

(1) Market size, market growth potential and market volatility 

     Digital devices enjoy a large market. When all of the various products are totaled, the market 

is estimated to be over 100 trillion yen. By product, the largest market is for smartphones, and 

personal computers and televisions form significant markets as well. Compared with these major 

products, the markets for car navigation systems and digital cameras are small. 

     Like smartphones that have become indispensable to people's daily lives, demand for digital 

devices is boosted from time to time by emergence of new product categories or changes in 

consumers' lifestyles even in advanced countries, a mature market where demand is mainly for 

replacement. In emerging countries, there are consistent needs for new purchases and upgrading to 

higher models. The global digital device market thus has room for additional growth. 

     Market volatility is relatively high. Because demand trends closely track consumer spending 

in each country, sales are affected easily by the external environment, including the economic 

climate and government consumption stimulus measures. Another characteristic of the digital 

device industry is the concentration of sales in particular seasons of the year, which leads to 

volatility even within a year. 

 

(2) Industry structure (competitive environment) 

     From the development to manufacturing stages, there is an advanced horizontal division of 

roles in the industry. Many firms purchase their primary semiconductor and display panel 

components externally and outsource product assembly and manufacture to EMS. Since even a firm 

with limited technological capabilities or know-how can develop its business, barriers to entry are 

low. 

     The horizontal division of roles is beneficial to reducing investments, but makes 

differentiation from a functional perspective difficult. In particular, firms without their distinctive 

hardware or software technologies cannot offer high-end products and may withdraw from markets, 

being unable to assure sufficient profits. The industry's average profit margin is not very high, and 

only a handful of firms that have created strong development, procurement, production and sales 

organizations on the back of their brand power are able to achieve high margins. Winners and 

losers are clearly defined by differences in profitability compared to other industries. 

     Even winning firms will never be stable and secure over the future, and the industry map 
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might be completely redrawn when a groundbreaking business model or new product appears. 

What consumers want are not devices themselves, but more advanced communications and greater 

entertainment enabled by such devices. If devices that better serve these needs appear, even 

smartphones, which have an immense market, may be replaced. Although fierce price competition 

among top-ranking manufacturers has become less frequent for existing products, the competitive 

environment is comparatively severe. 

     A rise in geopolitical risk and infectious disease risk may weaken firms' ties in the 

above-mentioned global supply chain formed through the horizontal division of roles and affect 

individual firms' competitiveness and the competitive environment. 

 

(3) Customer continuity and stability 

     For digital devices, which are mainly durable consumer goods, customer continuity and 

stability are low. Differentiation of hardware based on basic performance is difficult, while device 

compatibility is ensured by the shift to open technologies, and necessary software and data can be 

transferred. In many cases, consumers do not face significant obstacles even if they choose another 

company's offering when replacing a product, and the cost to transfer to another company is low. 

     Few companies have channels that sell directly to consumers. The growing trend of consumers 

purchasing through e-commerce is considered another factor that makes it difficult to increase 

customer continuity and stability. 

 

(4) Capital and inventory investment cycles 

     A digital device manufacturer does not face a heavy capital investment burden. This is 

because even if it assembles digital devices itself, the production process relies primarily on 

manpower at manufacturing bases in countries and regions where labor costs are low. 

     Profits are easily affected by product and materials inventory management, and this warrants 

close attention. Sales are susceptible particularly to economic trends and individual consumption 

behavior. Seasonal fluctuations come into play as well at times such as the Christmas and year-end 

and New Year's sales battle, the back-to-school period (end of summer vacation and start of the new 

school term) in the U.S. and the traditional New Year period in China. Product life cycles are 

generally short. When finished goods inventory swells, it can lead to heavy discounting of sales 

prices or unsalable products. A company therefore tends to incur inventory valuation write-downs 

and losses on disposal of stock more easily. 
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(5) Protection, regulations and public aspects 

     There is no protection or regulation that must be especially considered when evaluating 

creditworthiness. 

 

(6) Cost structure 

     For a company that performs assembly and manufacturing on its own, manufacturing fixed 

costs such as equipment depreciation expense and personnel costs account for a large proportion of 

total costs. If a company outsources manufacturing, on the other hand, manufacturing costs will be 

converted into variable costs and the fixed cost burden will be eased. Benefits of outsourcing are 

significant when demand is concentrated in specific seasons. 

     Product planning and development for design and functions are highly important, and the cost 

for such activities is substantial. With global expansion, come sharply higher costs for 

establishment of a sales organization, advertising and public relations and sales promotion. To 

absorb such costs and improve profitability, a firm must achieve a large market share and increase 

its total sales. When earnings deteriorate and a firm curtails development spending and reduces its 

selling costs, it may slip into a vicious cycle in which its market position falls behind and its 

competitiveness declines further. 

 

2. View of individual firm risk 

     In contrast to industry risk, which highlights the standard risks of the industry of which the 

subject firms are a part, the business risk of each company will differ depending on the individual 

firm risk as explained below. 

 

(1) Product sectors and competitiveness 

     Digital devices encompass a variety of product segments including smartphones, personal 

computers and televisions. Market growth potential, demand volatility and the competitive 

environment vary with each sector and product. Having multiple earnings sources can lead to a 

stable earnings base and help limit swings in profits, and is a positive factor in rating evaluations. 

In addition to selling hardware, some firms are engaged in software sales and paid content 

businesses. Such businesses have synergistic effects with a firm's digital devices, and earnings from 

them can be viewed positively as a factor contributing to diverse earnings sources. 

     In light of the competitive environment and the price decline characteristic of the digital 

device industry, R&I judges a company's competitiveness based on the relative level and stability of 
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profitability compared with other companies. A company's higher earning capacity than its 

competitors shows its strong cost competitiveness or capacity to set high prices, and the company 

will be able to respond flexibly to price reductions in the future. 

     When evaluating a company's competitiveness, R&I also confirms differences in the business 

model from the perspectives of the development and production system and the sales format. If the 

share of in-house production, including the manufacture of necessary components and product 

assembly, is high, a company may be able to maximize profits by raising a marginal profit ratio. In 

this case, however, a fixed cost burden will increase, creating a risk that lower sales may cause 

significant profit deterioration. On the other hand, if a company mainly procures components 

externally and outsources production, a fall in sales is less likely to result in a large loss. That said, 

it is difficult to achieve high profitability unless the company enjoys a large sales volume or great 

brand strength. 

 

(2) Market share 

     R&I considers market share to be a key indicator highlighting overall competitiveness. It is an 

indication a company and its products are accepted by consumers, with some strong advantages in 

brand power, marketing clout and product development capabilities. The larger a company's market 

share, the higher its purchasing power, and this will make it easier to boost cost competitiveness. 

Advantages of scale can be used to enhance the efficiency of assembly and manufacture and 

logistics, and to lower costs. 

     To capture a high share of the global market, a company must hone its sales capabilities in 

emerging countries along with advanced countries such as Japan, the U.S. and European countries. 

R&I therefore also verifies the strength of a company's sales base in various regions and countries. 

Even if global market share is small, a solid position in the domestic and other key markets can be 

viewed somewhat favorably. 

 

(3) Technological and development capabilities 

     If a firm cannot achieve either effective sales price increases or lower costs through new 

product rollouts, it is difficult to maintain and improve the profitability of digital devices. In 

addition, because technological innovation is rapid and product life cycles are short, continuously 

developing and selling new products that will stimulate consumers' willingness to buy is a must for 

maintaining the earnings base in the future. Whether a firm has cultivated the technical prowess 

and product development and planning capabilities that enable it to weather such business cycles 
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therefore becomes a critical component of R&I's evaluation. 

 

II. Evaluation of Financial Risk 

     In addition to quantitative factors in the form of financial data, R&I evaluates qualitative 

factors, such as a company's financial management policy and liquidity risk, in its analysis of 

financial risk. For the digital device industry, R&I emphasizes the following financial indicators in 

view of the business characteristics. 

 

(1) Earning capacity 

Operating margin, EBITDA (earnings before interest, taxes, depreciation and amortization) margin, 

EBITDA/average total assets 

     As an earning capacity indicator, R&I focuses on the EBITDA margin, calculated by dividing 

EBITDA by revenues. For ratings, R&I emphasizes cash flow-based indicators, and EBITDA is 

suitable for comparisons between firms that use different accounting for depreciation and 

amortization expense. However, when examining the cost structure of digital devices, depreciation 

and amortization expense does not account for a large percentage of costs. R&I therefore closely 

examines the operating margin as well. From the viewpoint of assessing asset efficiency, which may 

be judged by, for example, the appropriateness of inventory control, R&I also checks the ratio of 

EBITDA to average total assets. 

 

(2) Scale and investment capacity 

EBITDA, equity capital 

     Although firms do not face a significant capital investment burden, a certain amount of 

up-front investment is needed to capture global demand. R&I will focus on EBITDA to see whether 

a company has ensured the cash flow that will enable it to cover additional investments in 

development costs and marketing expense. A certain level of equity capital is also important in 

evaluations of creditworthiness as a buffer for absorbing losses. 

     To ensure high creditworthiness, R&I believes that a firm must possess enough investment 

capacity and scale to expand its business and product development, which demands a higher level 

of EBITDA. Furthermore, R&I assesses equity capital by taking into consideration the fact that 

industry risk is comparatively high and competitors in the global market are powerful firms with a 

solid financial base. 
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(3) Debt redemption period 

Net debt to EBITDA ratio, net debt to operating cash flow ratio 

     Provided it has a certain degree of competitiveness and earning capacity, a company will not 

have to labor under a large amount of debt because its investment burden is light. The speed of 

investment recovery required differs depending on the business model. In light of short product life 

cycles and the severe competition, however, a company will not be able to survive if it cannot 

recover its investments within a short period. R&I emphasizes this point by evaluating the net debt 

to EBITDA ratio and the net debt to operating cash flow ratio. 

 

(4) Financial profile 

Equity ratio, net D/E ratio (ratio of net debt to equity capital) 

     Because of the relatively high industry risk, the debt-equity structure is another important 

factor when evaluating financial risk. By taking into account short product life cycles and rapid 

technological changes, R&I assesses the net D/E ratio and equity ratio. 

 

III. Rating for Digital Device Industry 

 

  

Importance Indicator Importance
Product sectors and competitiveness ◎ Earning capacity Operating margin ◎

Market share ◎ EBITDA margin ◎

Technological and development capabilities ◎ EBITDA/average total assets ○

EBITDA ◎

Equity capital ◎

Net debt to EBITDA ratio ◎

Net debt to operating cash flow ratio ○

Financial profile Equity ratio ◎

Net D/E ratio ◎

Note) Importance is indicated by ◎: extremely important, ○: important, or △: relatively important.

Issuer Rating

Individual Firm Risk Financial Risk

Industry Risk:  Relatively high

Scale and
investment capacity
Debt redemption
period
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* This report replaces all previous versions that have been released to date. 

The Rating Determination Policy and the Rating Methodologies R&I uses in connection with evaluation of creditworthiness (collectively, the 
"Rating Determination Policy and Methodologies") are R&I's opinions prepared based on R&I's own analysis and research, and R&I makes no 
representation or warranty, express or implied, as to the accuracy, timeliness, adequacy, completeness, merchantability, fitness for any particular 
purpose, or any other matter with respect to the Rating Determination Policy and Methodologies.  Further, disclosure of the Rating 
Determination Policy and Methodologies by R&I does not constitute any form of advice regarding investment decisions or financial matters or 
comment on the suitability of any investment for any party.  R&I is not liable in any way for any damage arising in respect of a user or other 
third party in relation to the content or the use of the Rating Determination Policy and Methodologies, regardless of the reason for the claim, and 
irrespective of negligence or fault of R&I.  All rights and interests (including patent rights, copyrights, other intellectual property rights, and 
know-how) regarding the Rating Determination Policy and Methodologies belong to R&I.  Use of the Rating Determination Policy and 
Methodologies, in whole or in part, for purposes beyond personal use (including reproducing, amending, sending, distributing, transferring, 
lending, translating, or adapting the information), and storing the Rating Determination Policy and Methodologies for subsequent use, is 
prohibited without R&I's prior written permission. 
 
Japanese is the official language of this material and if there are any inconsistencies or discrepancies between the information written in 
Japanese and the information written in languages other than Japanese the information written in Japanese will take precedence. 


