
Semiconductors & Semiconductor Equipment      (45-30)
United States
Industry Type (10/17/05):                         High Growth
Key Indices:                                                   S5SSEQX 

Recommendation:                                                  Hold
Description and Summary:

The semiconductor & semiconductor equipment industry includes companies that design, manufacture, and market semiconductors and related equipment. Their products are used in almost every area of consumer products as these products become more and more high-tech. The major users of semiconductors are the PC, mobile phone, and consumer, industrial, and automotive electronic industries.
The industry is continually changing and moving into new areas. Breakthrough designs and uses of new materials are introducing companies to new markets. With short product life cycles and rapid changes in technology, inventory management and new product development are critical.
International Competitive Structure:

The industry is highly competitive and is expected to become more competitive in the future.  Intel and AMD have been competing head-to-head in the microprocessor segment for years. Intel is by far the industry leader, but in 2006 AMD began to gain ground against them. With new technology and improved production, Intel regained its market share lost to AMD. 

2006 saw some major mergers and acquisitions within the industry, reflecting strategic positioning and a trend toward specialization. Freescale semiconductors, Inc., Philips Electronics NV, and AMD were among the players involved in major deals that year. Private investors have also stepped up activity in the semiconductor industry.

More recently, LSI Logic Corp., a midsize manufacturer of storage, networking, and data-storage chips, completed a $4 billion acquisition of Agere Systems Inc. in April 2007. The acquisition will improve LSI Logic’s ability to compete with companies such as Texas Instruments, ST Microelectronics NV, and Marvell Technology Group Ltd.
Strengths:

1.  The industry is growing.  Recovering from a slow year due to excess inventories, the semiconductor industry is expected to grow 8% to 10% in the coming years. Recent orders and sales for North America-based  manufacturers of semiconductor equipment give evidence of market stability.
2. Steady development of technology.  The semiconductor industry has been able to maintain a steady pace of overcoming hurdles to improve the technology. Moore’s Law predicts that the number of transistors on a microchip will double every 18 months, which the industry has been able to sustain year after year.
Weaknesses:

1. Demand is dependent on the economy.  Semiconductor 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. The obsession within the industry to create increasingly smaller semiconductors means designers must face many physical limitations of chip materials. As such, research and development (R&D) is essential to be able to maintain consistent improvements on products.
Opportunities/Trends:

1.  Higher demand is expected from the PC industry. With the recent release of Windows Vista, PC sales are expected to increase dramatically.

2. New breakthroughs in technology. Recent developments by Intel and other companies provide new technologies, bringing the opportunity for increased sales and higher margins. One example is the recent introduction of 45nm circuitry from the former 65nm circuitry. 
3.
New markets are opening for the industry. New ways of utilizing semiconductors are opening up. Applied Materials has recently focused on using semiconductors in the solar power industry. While this is currently a very small portion of their business, there is great potential for high growth.
Threats:

1. 
Inventory management is critical. Due to the short product life cycles and long lead times, inventory levels are very difficult to manage. The industry is just getting out of a slow period due to excessive inventories. Supplies need to be managed effectively, and those companies that are able to effectively manage their inventories will secure a significant advantage over other manufacturers.

Key Valuation Ratios to Watch:

Traditional valuation ratios are important. Some ratios to particularly look at include AR turnover and liquidity.  Also PE, PB, PCF, and margins in comparison with other producers.  
Key Items to Watch:

The Book-to-Bill (SEMIBTB) Index measures US demand for computer chips.  When the ratio is greater than 1.0, the market is expanding. Water fabrication plant utilization rates kept by the Semiconductor Industry Association. These data track the percentage of capacity being operated by chip making plants.
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