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Digital, Toshiba, and others were flooded and had been shut
down for weeks. About 50% of total HDD assembly capac-
ity is in Thailand, according to industry estimates, leading to
HDD shortages this month and throughout 2012.

The flooding also was affecting production of several key
end products, electronic parts, and systems—specifically auto-
mobiles, car components, cameras, and analog and discrete
semiconductors, according to industry analyst firm IHS, which
released an update on the situa-
tion in early November.

IHS pointed to an indirect
impact the floods were having
on the production of other devic-
es and systems as well, such as
notebook PCs, dynamic random
access memory (DRAM), cam-
eras, and set-top boxes.

Other industry watchers point-
ed to potential problems in the
tantalum capacitor supply chain
due to shutdowns at NEC-Tokin
Corp. and Rohm Co. Ltd. opera-
tions in Thailand as another
example of how the disaster is
affecting the industry.

“Tantalum capacitors are criti-
cal components used in the production of notebook and tablet
computers, smart phones, automotive electronics, and digital
video cameras, among other items,” analyst Dennis Zogbi
wrote for TTI’s MarketEye industry analysis source.

“The supply chains to the smart-phone and computer indus-
tries in Japan, Korea, and Taiwan will be significantly impact-
ed by this event, and price increases are inevitable so that other
tantalum capacitor vendors can meet short-term demand,”
Zogbi said.

Knight and others say distributors are crucial in keeping
manufacturing lines running smoothly (or as close to that as
possible) during such crises, using inventory management and
logistics capabilities to keep the product pipelines open.

Such skills are a key reason customers have become increas-
ingly dependent on distribution in the last 10 years, Magee
said, adding that a distributor’s primary role is providing cus-
tomers with inventory when and where they need it.

Magee said this takes on more significance among inde-
pendent distributors, who often fill a void in the channel when
OEMs have a tough time getting the components they need.

“Our main job is to help the manufacturer keep their produc-
tion moving,” he said. “There’s a lot of inventory out there,
but even a small four-week change [in lead times] can make it
tough for a franchised distributor to get the inventory. So cus-
tomers often turn to independent distributors to fill the need.”

But the danger of purchasing counterfeit parts rises as com-
panies turn to the open market in times of crisis. This situation
feeds the desire for risk-mitigation that Knight points to, and
authorized distributors emphasize their ability to provide cus-
tomers with authentic products directly from the manufacturer.

have leaned much more toward
Jim Magee, president of Florida-
based independent distributor

and production are so lean,
[customers] need to be able to

in their supply chains.”

“I think the OEM and EMS bases

distribution in general in the last
decade because of flexibility,” said

America Il Electronics. “Demands

pull in and push out very rapidly.
Companies realize they may pay a
little more, but the added cost is

worth it because of the flexibility

Increased fear of buying counterfeit parts is affecting the
independent market as well. Magee said more and more of
America II’'s OEM customers are taking a hard look at their
supply base in an effort to qualify and consolidate the number
of independents they work with.

Realizing the growing risk of counterfeit products on the
open market, but still needing to source products that may not
be available from authorized distributors, customers are tak-
ing a closer look at independents
to ensure they are buying from a
trusted source, Magee said. As a
result, OEMs are seeking inde-
pendents that perform extensive
product testing and verification to
ensure authenticity.

“[OEMs] are realizing they
need independents in their sup-
ply chain, but they know there
is some risk in the broker chan-
nel, so they’re really keying in
on independents—consolidating
down and going through pro-
cesses where they come out and
do physical audits of quality sys-
tems,” he said.

“We’ve really built our model
around the quality system. We have a third-party testing house
inside our warehouse, so we have the testing ability to guaran-
tee the integrity of everything that leaves our building,” Magee
explained.

“What we’re seeing is, rather than go straight to the open
market, [manufacturers] are trying to pre-qualify independents
so they can get what they need when they have [supply chain]
interruptions,” he added.

Today’s shorter product lifecycles are contributing to those
supply chain woes as well. There was a time when an OEM
would design a product and it was good for many years, Magee
explained. Today, that cycle can be measured in months in
some cases, contributing to excess inventory in the channel
and making it difficult to get key components that may be out
of production.

“A lot of OEMs are really keying on asset reclamation and
getting dollars back,” said Magee, noting that independents
such as America II will manage excess inventory for custom-
ers, taking ownership of the inventory and selling it on con-
signment. “It’s really a change in the way they are using the
channel more than anything.”

The trend toward consolidating independent sources is real-
ly an extension of current supply chain trends, Magee added,
in which end users of all types are trying to streamline their
supply chains by dealing with fewer sources. Increased scru-
tiny of suppliers and a heightened focus on their ability to keep
customers up and running are key components of such efforts.

“Independent or franchised, all supply chain guys want to
consolidate [their supplier base] these days,” Magee said. “I
think it’s a natural progression that’s going on right now.” Xl
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Distribution Market Outlook: Cautious
Optimism For 2012 Prevails

Electronic components distributors will finish the year on a
high note, but look for tempered growth in 2012.

Following a stellar 2010, 2011 is closing the year on an up note
for most distributors of electronic components, though the
outlook going into 2012 is for even more modest growth ahead.

The recovery from the 2009 recession continues to be muted in
comparison to historical economic recoveries, but the news is not
all bad going forward, William Strauss of the Federal Reserve
Bank of Chicago told distribution executives at the ECIA

Executive Conference in Chicago in October.

Strauss told attendees that although he expects slow growth and
high unemployment into next year, encouraging signs remain
-especially in the manufacturing sector, where he said he does
not expect a major slowdown any time soon. Through October,
the manufacturing sector had expanded for 27 months and was
growing at more than twice its trend rate of growth,

Strauss said.

The Institute for Supply Management’s (ISM) Purchasing
Manager’s Index (PMI) --a key economic indicator --registered
50.8 in October, down slightly compared to September

but still above the 50-point threshold indicating growth in
manufacturing activity.

Eight sectors of the manufacturing economy reported growth
during the month: computer and electronic products; petroleum
and coal products; food, beverage, and tobacco products;
nonmetallic mineral products; primary metals; fabricated metal
products; paper products;

and machinery.

In addition, Strauss says the automotive industry remains
somewhat of a bright spot, as increased production and sales are
expected in the fourth quarter and into next year. This comes on
top of an ongoing slow recovery in the housing market.

But slow growth means a predominant feeling of hesitancy
--among the business community as well as consumers. The fact
also remains that although manufacturing is still growing, it has
slowed from its moderate pace of growth through much of the
recovery.

“[We expect] a deceleration to a 2% annual rate of growth in

the final three months of 2011, largely because of inventory
rebalancing in the electronics and motor vehicle industries,
which faced supply disruptions earlier in the year,” Manufacturers
Alliance/MAPI chief economist Daniel Meckstroth said in
analyzing the October ISM report.

“Pent-up demand for some consumer durables, rapid growth in
business equipment purchases, and the turning of the private
construction cycle should offset the weakening impact of the

European debt crisis on U.S. trade,” Meckstroth added.
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Seeking Growth In Europe And Beyond

Electronic components distributors have felt the slowdown, but
are cautiously optimistic about the year ahead. After starting the
year strong, business conditions began to weaken in the spring
and have continued at a slow pace, Digi-Key president Mark
Larson said in an interview at the ECIA conference in Chicago.
Despite the slowdown, Larson expects Digi-Key to finish the
year up slightly over 2010.

“But I don’t expect we'd get a lot of sympathy because we did
grow 64% [in 2010],” Larson said, adding that he expects growth
in the 8% to 10% range in 2012. “I am basically optimistic
because as long as we're gaining market share, that’s all it takes to
make me happy.”

Larson said Digi-Key looks for regional growth in Europe, in
particular, next year.

Mouser Electronics’vice president of technical marketing Kevin
Hess said he'd seen an uptick in business through the end of
October and is anticipating slow growth in the first two quarters
of 2012, followed by a pickup in business in the second half of
the year. Mouser continues to see its strongest growth in Europe

and Asia.

“Company-wide, we're adding close to 590 new customers a day,”
said Hess, pointing to Mouser’s growth in Europe in particular.

Mouser has nine locations across Europe and expects to add one
or two more before focusing subsequent growth on adding more
people in Europe. He said Mouser’s Web traffic is growing in
Europe and Asia as well, although Mouser continues its multi-
pronged approach to selling by offering online, print, and CD
catalogs as well as live sales support.

“You have to have all of those options available,” said Hess.
“[Customers] will use your Web site, they’ll use your print
catalog.... We want to give customers options on how to source
products, not just point them in one direction.”

Navigating A Flattening Market

Chuck Magee, executive vice president of America II Electronics,
expects the fourth quarter to remain flat until the pent-up
inventory is burned off. America II is a broad-line independent
distributor focused on active and passive commercial components
and inventory management services. He added that 2011 has
been “a strange year” following one of the best years on record for
the industry and for America II.

“In the second quarter, there was a fear of the supply chain being
severely disrupted, and that caused customers to over-inventory
and buy more than [they needed],” Magee explained, pointing to
the high buying activity following the Japan natural disasters

in March.
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“Although Q2 was great because of that, it put Q3 and Q4 in
receding numbers. But book-to-bills are starting to improve, so
we’re optimistic for the first part of next year,” he said.

Magee said he expects growth in all of America IT’s worldwide
markets next year.

“Opverall, the prospects going forward for Q1 are healthy. The
semiconductor industry continues to thrive and grow. We
continue to see new, emerging markets in Asia, India, South
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America,” said Magee. “So I'm very optimistic going forward. It’s
a growth industry and it has been for a long time.”

Senate Hearings Raise Awareness

Of Counterfeit Threat

Industry watchers expect stricter requirements for open-
market suppliers of electronic components.

'The recent Senate Armed Services Committee hearings on the
growing threat of counterfeit electronic parts in U.S. military
systems are doing much to raise awareness of a problem

all too familiar to electronic components distributors and
manufacturers.

Held November 8, the hearings laid bare the growing problem
of counterfeit components in defense systems found in military
aircraft and elsewhere and the subsequent danger they pose to
military personnel as well as the increased costs to taxpayers.

Sen. Carl Levin (D-Michigan), chairman of the Senate Armed
Services Committee, and Sen. John McCain (R-Arizona) both
addressed the seriousness of the problem and the need to hold
contractors responsible for the bogus parts supplied to build their
products.

Military leaders and leading defense contractors testified at the
hearings, along with industry expert Tom Sharpe, vice president
of SMT Corp., a Connecticut-based independent distributor
known as a leader in detecting counterfeit electronic parts.

SMT sources and authenticates obsolete electronic components
for use by the military and aerospace markets and has developed
a niche as an expert in detecting the latest counterfeit methods
in use. The company regularly releases its findings to the
Department of Defense and industry, sharing its most recently
discovered counterfeit process on November 7.

Sharpe says the SASC hearings did much to raise awareness of
the ongoing threat of counterfeit electronic components and will
lead to stricter requirements of open-market suppliers.

“The government is taking a firm stance on counterfeit parts
found in the supply chain,” Sharpe says. “They’re making sure
defense contractors know that the responsibility [for these
parts] is on the defense contractors and their suppliers, which
significantly raises the bar on who those suppliers will be.”

A 2009-2010 study by congressional staff found about 1800
cases of suspected counterfeit electronic parts, totaling about a
million individual components. After tracing the supply chain,
investigators found that 70% of the components came through
China, where the manufacture of counterfeit parts has become a
cottage industry, experts say.

Sharpe says the net result of the hearings will be increased
requirements for open-market suppliers regarding testing
and authentication of electronic components. He points to
the ongoing work in developing standards, particularly SAE
International’s AS6081 and AS6171, as a step in the right
direction.

AS6081, still under development, identifies counterfeit parts
avoidance and supplier protocols for distributors. AS6171,
also still being developed, addresses test methods for detecting
counterfeit electronic parts.

“These standards will serve to help direct the component
purchasers with both strict supplier requirements and also
important testing standards and methods for open-market
product,” Sharpe says, adding that a contractor’s first step should
always be to buy parts from the manufacturer or an authorized
distributor.

“I sell to defense and aerospace and my first concern is for the
quality of the products my customers make and ultimately

the reliability and safety of the people using them,” Sharpe
explains. “If the product can come from authorized sources, that’s
absolutely where it should come from.”

But because obsolescence forces contractors to turn to the open
market, Sharpe says there is a growing need for better testing
and authentication procedures. And while the standards ensure
that independents are moving in that direction, he says ongoing
updates are also necessary to keep up with counterfeiters’
evolving techniques. He points to three of SMT’s most recently
discovered counterfeit processes, all of which were previously
unknown to the industry.

“That’s a good example of the moving target we face,” he

says, noting that two of the last counterfeit processes SM'T
documented were identified with a scanning electron microscope
(SEM), a highly sophisticated and expensive piece of visual
inspection equipment.

“The idea that a distributor would need [that type of equipment]
would have been ridiculous just a few years ago, but it is now a
standard inspection step in SM'T’s rigorous, industry-leading
quality and counterfeit mitigation process,” Sharpe says. “This is
a great example of the type of expensive, high-tech inspection
equipment SMT needs to reliably identify the latest counterfeit
processes we are now seeing.”
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