
45-30 Semiconductors & Semiconductor Equipment      
United States
Industry Type(08/29/09):                                  Cyclical
Key Indices:                                                   S5SSEQX 
Recommendation:                                                  Hold
Top 5 Picks:            INTC, AMD, TXN, MXIM, LLTC
Description and Summary:
Characterized by technological innovation and ongoing product improvement the semiconductors and semiconductor equipment industry focuses on the producing, manufacturing, marketing, and selling of semiconductors.  This industry affects the global economy due to a nearly worldwide demand because most electronics require semiconductors to function.  
The industry is continually evolving.  Much of the industry’s success is correlated with demand for electronic devices on the consumer and commercial levels.  PCs/Computers make up the largest percentage of revenues with 40%, followed by cell phones at 20%, and other various consumer electronic devices accounting for the remaining revenue. Variability in the industry can be attributed to constant advancements in semiconductor technology.  Therefore, the industry traditionally has more troughs and peaks than other industries.
International Competitive Structure:
The industry is very competitive, with high barriers to entry.  Successful companies in the industry operate with high R&D expenses and low inventory levels.  Currently, Intel is the leader in the semiconductors industry, finishing 2008 with 82% market share in the microprocessor segment.  However, companies such as AMD, Samsung, Texas Instruments, and Toshiba are also major players in the industry.      
In 2008, the Asia-Pacific region (excluding Japan) accounted for 50% of global semiconductor revenues, followed by Japan (20%), the Americas (15%), and Europe (15%). Many consumer electronics products are manufactured in Asia, which along with growing electronics consumption in these emerging countries, helps to explain why sales to this region are so large. 
Strengths:
1.  Electronic devices are increasingly used and needed in business and consumer markets.  In a poor economic environment, businesses are hesitant to cut spending in technologies that are necessary for their operations.  However, consumer electronic sales do suffer during economic downturns.
Weaknesses:
1. Demand depends on the overall economy.  Semiconductor sales rely significantly on general economic conditions.  Should global and regional economic conditions stall, demand for the industry’s products will decline substantially.
2.  Pricing for memory chips continues to decline.  Excessive manufacturing capacity and a decrease in demand have caused products such as DRAM and NAND chips to experience a drop in total sales.   
Opportunities/Trends:
1.   Moore’s Law states that the number of transistors that can be placed on an integrated circuit doubles every 18 months.  Regardless of the economic conditions, this law has and will likely hold true for the foreseeable future.  The law pressures semiconductor producers to invest in R&D, which creates opportunity for advancements in technology and continued industry growth.
2. Emerging markets offer amazing investment opportunities as new consumer populations begin to invest in high technology equipment, such as consumer electronics, HDTVs, personal mobile devices, and computers.  Currently, growth in the Asia-Pacific region appears especially promising, not only as a source of cheap labor, but also as a consumer base.
3. Chip manufacturing is moving to Asia. Since 2004 nine of the top ten pure-play foundries have been in Asia.  China is moving from low-end assembly and manufacturing to making more advanced technology products.
Threats:
1.  Chip prices are declining as competition in the industry increases.  Major chip manufacturers must utilize the most efficient means of production and distribution to cut costs and maintain margins.  The industry trend has been toward specialization in designing and manufacturing specific technologies, often outsourcing fabrication to larger wafer fabrication plants.
2.  The current economic recession is expected to negatively affect the industry through 2009.  The decline in demand for electronic devices will directly affect semiconductor sales.  However, current inventory levels have been controlled as manufacturers decrease production in anticipation for slowing demand.
Key Valuation Ratios to Watch:
Important ratios to watch are turnover ratios, R&D/Sales, PE, PB, PCF, and profit margins.  
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.  Currently, book-to-bill ratio is .48 (2/2009).  The wafer fabrication plant utilization rate measures operations of chip-making plants.  Also, the terms of debt and inventory levels are important to watch in the current environment.
Performance versus the S&P 500 (in %):
                
    05
    06
  07
 08
      YTD
 
S5SSEQX
 10.8
-7.1
11.4
  -47.7   
44.86
SPX
4.8      15.6
5.5
-36.6
13.91
Excess 
6.0
-22.7
9.4
11.1  
30.95

GDP 
4.5
3.5
2.6
1.1

Sources:  Bloomberg, NetAdvantage, Semiconductor Trade Statistics Inc., Valueline, and 10-k reports
Asset Management Class, Fall 2009, Analyst: April Lindgren   absolutelyapril@gmail.com Aug. 2009

