
 

 

 

 
 

Rating criteria for 

the engineering sector 
February 2018 

 

 

 

 



 

2 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Criteria contacts  

Pawan Agrawal 

Chief Analytical Officer – CRISIL Ratings 

Email: pawan.agrawal@crisil.com 

Somasekhar Vemuri 

Senior Director – Rating Criteria and Product 

Development 

Email: somasekhar.vemuri@crisil.com 

Ramesh Karunakaran 

Director – Rating Criteria and Product Development 

Email: ramesh.karunakaran@crisil.com 

Nitesh Jain 

Director - CRISIL Ratings  

Email:nitesh.jain@crisil.com 

In case of any feedback or queries, you may write to us at Criteria.feedback@crisil.com  

  



 

3 

Executive summary 

Engineering companies are those which derive the bulk of their revenue from the manufacture, sale, and servicing 

of productive equipment used in a variety of end-user industries such as power, mining, oil and gas, consumer 

goods, construction, and the general manufacturing sector. The engineering sector is characterised by cyclicality in 

the new order business, which is partly offset by a fairly stable replacement demand.  

CRISIL evaluates a number of engineering companies belonging to sub-sectors such as cutting tools, engines, 

boilers, abrasives, pumps, compressors, construction equipment, and industrial components. While each of these 

sub-sectors is an industry in itself because of varying market dynamics, there are several similarities in their 

demand patterns, operating mechanics, and end-user profiles. CRISIL evaluates the business risk of the issuer in a 

comprehensive manner by analysing the market position and operating efficiencies of the issuer. Within this broad 

division of the analysis, CRISIL examines the impact of the following key factors:  

Scope  

Though the broader criteria of manufacturing1 companies applies to entities in the sector, this article2 gives a brief 

insight into industry-specific risk factors, which impact the operations and financial flexibility of players in the sector.  

Business Risk  

Market position  

Stability of sales  

Unlike most other manufacturing companies, sales of an engineering company tend to be bunched up depending 

on the order level and delivery schedule. The extent of fluctuation in sales depends on the sub-sector in which the 

company operates. For instance, the sales pattern of a mining equipment manufacturer would be linked to orders 

from mining companies. As the need for equipment depends on new mining activity, there could be years when 

there is no additional equipment demand, while the availability of large financial assistance could trigger mining 

activity. Sub-sectors such as engines and other industrial components have more stable sales as compared with 

equipment manufacturers.  

CRISIL analyses the current and emerging demand drivers in the product categories in which the company 

operates. As the demand for engineering products is a derived demand, the analysis focuses on demand forecasts 

of end-user products. It also takes into account economic factors and international market conditions.                                             
1 The detailed criteria is on the CRISIL website under the “Criteria and Methodology” section – Rating Criteria for Manufacturing 

and services sector companies and “CRISIL’s approach to financial ratios” 2 For accessing the previous published document on “ Rating criteria for Engineering Sector” Kindly follow below mentioned 

link: https://www.crisil.com/content/dam/crisil/criteria_methodology/industrials/archive/CRISIL-Ratings-crieria-

engineering-sector_2007.pdf 
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In cases where the demand for unit sales is fairly established, the future price of the product could be a variable 

factor. The bargaining power of the company with its clients and its ability to negotiate price escalation clauses 

would become important determinants of sales growth in such cases. Other factors that could provide stability to 

sales are exports, a reasonable proportion of spare parts sales, and other service-related income in respect of 

products sold in the past. CRISIL assesses these factors in detail to determine the sustainability of future sales 

growth.  

CRISIL also uses the following indicators as revenue visibility measures: 

• New orders and order backlogs 

• Book-to-bill ratio 

• Unit volume and production line rates 

• Bidding success rates (where relevant) 

Client profile 

Many engineering companies depend on a few clients for a bulk of their business. This renders them vulnerable to 

the performance of the clients, their sourcing strategies, pricing decisions, and overall business plans for the 

products for which they source engineering equipment. Apart from analysing client diversity and the extent to which 

the client is dependent on the engineering company, CRISIL also examines the business strategies and financial 

performance of key clients. 

Typically, the client concentration risk is minimised if a company is present in the replacement market, which has a 

large number of buyers. CRISIL, nevertheless, assesses client credit quality, as the likelihood of late and poor 

recoveries is fairly high. Customer-wise debtor levels are compared with industry norms to ascertain the strength of 

client relationships as well as the credit policy of the engineering company. Similarly, exports also provide 

significant client diversity though they carry country and currency risks. 

Market presence and extent of competition 

Like for any other industrial product, the market share of an engineering company in various product categories 

indicates its strength on the ground. Some of the key factors that result in a good market share are a presence in 

relevant sub-sectors, access to good technology, product quality, and client relationship. 

In high-technology areas, multinationals typically offer stiff competition to home-grown engineering firms. A low-

technology product could, however, face severe competition from unorganised players. In the original equipment 

manufacturer (OEM) segment, clients demand a high-quality product at an optimal price, while the replacement 

market is often driven by price rather than quality. 

Another area in which an engineering company can distinguish itself is custom-made products and by providing 

total solutions encompassing product design, service, and implementation. Companies with an established 

presence in this area would have a strong market position and would also enjoy higher profit margins than those 

that only focus on manufacturing. 

Diversification of end-users 

Engineering goods and services are used in the mining, power, refinery, fertiliser, textile, plastics processing, 

chemicals, construction, and defence sectors. But given product and technology constraints, an engineering 

company operating in a particular sub-sector cannot cater to all these end-users. Hence, if a company manages to 

service a number of end-user segments, CRISIL considers it favourably while assessing its market position. 
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Companies with diversified end-user profiles would be in a better position to withstand the impact of a slowdown in 

one or two end-user segments. 

Distribution network and after-sales service 

The geographical spread of end-user segments demands an efficient and effective distribution network. For OEM 

clients, the timely supply of spare parts and after-sales service quality would be critical for future business. In the 

replacement segment too, reach is very important as products that find shelf space are more likely to sell. 

On the whole, a strong after-sales service network to provide spare parts, repair and maintain equipment, and offer 

technical assistance services is an important distinguishing factor in the engineering industry. 

Operating efficiency 

Technology employed 

Technology is a crucial element in operations. By possessing a strong technology in a niche area, a company can 

dominate a segment, or at least, have a strong market position. 

Historically, multinational subsidiaries have enjoyed access to high-technology products from their parents. There 

have been a number of indigenous technology developments and more companies have started focusing on 

research and development (R&D) for innovation, facilitating energy savings, and reducing costs. 

While assessing operational efficiency, CRISIL places a lot of emphasis on the company’s access to technology, 

existing R&D levels, and new initiatives, and their bearing on cost-competitiveness and output quality. 

Key cost drivers 

Being a fixed-cost-intensive industry, cost controls crucially influence profitability. A company that continuously 

focuses on cost controls would be better equipped to withstand an economic downturn. 

CRISIL evaluates the efforts taken for cost optimisation and the extent of cost control achieved in the past. The 

flexibility of the system in terms of facilitating future cost controls is also analysed and factored into the 

assessment. 

An engineering company has to contend with the following key cost heads: 

• Inputs: Raw materials, mainly equipment components and steel sheets, account for 55-60% of operating 

income. Moreover, the average raw material inventory holding is over three months. Hence, improving the 

bottomline through cost-cutting initiatives, such as vendor management systems and supply chain initiatives 

has an important bearing on the ratings. 

• Labour: Rationalising the workforce by deploying it optimally across the facility or terminating excess manpower 

through voluntary retirement schemes are measures that would indicate the level of labour cost optimisation. 

• Indirect costs: The industry has a high interest incidence given its large working capital requirement and 

moderately high debt levels. 

Efficiency improvements 

The other factors that determine operating efficiency are: 

• Level of automation to improve productivity 
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• Flexibility in operations through techniques such as flexible manufacturing systems 

• Pruning inefficient and low-priority capital expenditure plans 

• Developing superior engineering capabilities and project execution skills through training and development and 

benchmarking exercises 

Financial Risk  

For this, CRISIL follows the standard criteria used for all manufacturing companies, presented in detail in the 

CRISIL publications ‘Rating criteria for Manufacturing and Services Sector companies' and 'CRISIL's approach to 

financial ratios'. 

Management Risk  

CRISIL follows the standard criteria used for all manufacturing companies. This is presented in detail in the CRISIL 

publication, ‘Rating criteria for Manufacturing and Services Sector companies’.  

Conclusion 

Thus, in CRISIL's opinion, the key success factors for the engineering sector include the presence of: 

• Diversified product lines, customers, and markets, including a presence in the global market 

• Superior technology and the ability to deliver custom-engineered products 

• Strong market reputation and a large distribution and after-sales servicing network that enables the company to 

preserve its market share 

• Efficient asset utilisation, and 

• An efficient system of internal controls to reduce costs (input, labour, and interest) and manage inventory  
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