A STRATEGIC PERSPECTIVE
ON THE MATURING
SEMICONDUCTOR EQUIPMENT

INDUSTRY

EM Capital recently participated in
Othe Industry Strategy Symposium

hosted by Semiconductor Equipment

and Materials International in Pebble
Beach, California, ISS 2002. We would like
to share our current view of the industry
outlook and identify strategic issues facing
smaller equipment suppliers, those whose
2000 revenues were under US$100 million.

Back in July 2001 we stated “2000 was a
very big aberration and companies need to
plan their business strategy around good
growth from a lower base. You should not
think that things are going to bounce back to
last year’s levels in a few months --- it will
be a few years.” We see no evidence in the
marketplace that causes us to alter this
perspective.

There is general industry consensus that
the bottom of the semiconductor shipment
cycle was reached in August-October of last
year. Inventory liquidation is believed to be
complete in almost every applications
segment and, due to severe under-buying
over the past several months, semiconductor
bookings have increased modestly during the
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past few months. However, contract
electronic manufacturers (CEMs) have been
slow to write down their obsolete inventory
and, therefore, cumulative inventory figures
for semiconductors (manufacturers, OEMs
and CEMs) still appear, in the aggregate, to
be above normal replenishment levels for the
current reduced level of sales.

We believe electronic product demand
growth at the user level, and not an inventory
correction, will drive the next secular upturn.
Such demand will grow from a proliferation
of new products that improve functionality
and lower prices. (The worldwide
semiconductor industry’s revenues in 2001
were smaller than the revenues of the
General Motors Corporation.) Improved
functionality will be fueled by fabless
semiconductor firms pushing the design
envelop and larger firms needing to be freed
of the economic need to fill the
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capacity of their in-house fabs. Lower prices
will be fueled by lower cost semiconductors
due to the continuation of Moore’s Law.

Many semiconductor firms have adopted
a foundry-less business model influenced by
the heavy semiconductor capacity expansion
of 2000-2001. Capacity expansion will
continue to be driven by foreign government
subsidies of new fabs located in China and
Taiwan. However, capacity at 130 nm line
width and below will not be able to satisfy
demand in the next up cycle while there will
be substantial capacity above 250 nm line
width. New materials and continued design
‘shrinks’ at 130 nm line width and below,
300 mm diameter wafers, and China’s push
to add as many as 25 new fabs, many under
250 nm, will be the prime revenue drivers for
semiconductor equipment companies over
the next few years.

Capital expenditures by semiconductor
manufacturers are expected to decline year-
over-year by 25% in 2002. This was recently
underscored by Intel’s announcement of a
capital budget reduction in 2002 from that of
the previous year.

The lowest shipment quarter for
equipment manufacturers is expected to be
2Q02 with the second half of 2002
anticipated to show sequential shipment
growth over the second half of 2001.

Longer Term, Semiconductor Sales
Growth Will Slow and Adversely Impact
Equipment Suppliers

In the past decade, semiconductor
content in electronic products has grown
from under 10% to slightly over 20%, but
semiconductor content has remained constant
for the past few years. Therefore, absent a
surge in electronic product growth,
semiconductor revenue growth rates are
expected to be cut in half from their historical
levels of the past ten years (18%) to those of
electronic end product growth rates
(historically 9%), due to the leveling off of
the semiconductor dollar value as a
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percentage of total product value. Therefore,
even with continued unit growth of electronic
products due to new devices and an
economic recovery, we do not believe that
the semiconductor equipment industry will
revisit its 2000 revenue level for three or
more years.

Semiconductor Die Shrinkage Trends
Will  Unfavorably Impact Equipment
Revenues

Over the longer term, increasing yields
and more devices per wafer will require
fewer pieces of capital equipment. Although
more sophisticated equipment will be
required, with higher price points, the
reduced need for quantity will have a major
deflationary impact on equipment revenue
growth.

These trends have strong implications for
companies considering to enter the
semiconductor equipment market as well as
for smaller participants already there.

New Equipment Manufacturers Will
Have a Very Difficult Time

The semiconductor equipment industry is
already mature and new market entrants will
have a difficult time establishing distribution.

Tighter integration of tools and process
segments, due to the high cost of
semiconductor manufacturing facilities and
the high stakes to make a smooth
implementation of new lines, is driving
mandatory partnerships between
semiconductor manufacturers and equipment
companies. There is little room in this model
for new companies entering the market
because products need to be tightly coupled
to the semiconductor manufacturing process
and the industry’s technology roadmap.
Furthermore, larger equipment companies are
moving to increase service revenues to
minimize cyclical revenue swings from the
sale of new equipment. Such programs will
develop stronger relationships between



established players. New entrants will find it
very difficult to be successful by merely
introducing products that are technically
superior, particularly if such technology
advantage is due to an ‘island of
development’ that is independent of a
semiconductor manufacturer.

Critical Decisions Also Looming for
Smaller Equipment Companies

The strategic squeeze on smaller
semiconductor equipment companies (those
whose annual revenues in the 2000-2001
period were less than US$100 million) that
began a few years ago, and masked by the
strong 2000-2001 capacity expansion, will
intensify as the industry consolidation
continues.

We anticipate that less than twenty
companies, we call them the ‘Final Twenty’,
will account for almost all the worldwide
semiconductor equipment shipments in wet
processing, back-end fabrication, metrology
and packaging within five years.

What should companies not destined to
be in the Final Twenty do?

We recommend that semiconductor
equipment companies that do not have the
financial resources to weather another down
year should immediately seek new partners
within the industry.

We also recommend that semiconductor
equipment companies that have good balance
sheets and favorable short-term revenue
growth prospects (due to strong industry
partnerships), but do not have the critical
mass to be among the Final Twenty, should
begin to groom themselves for a sale or
merger, with a target to close near the
beginning of a recognized industry up cycle.
The optimal time for such companies to
extract the best value for their shareholders is
at the beginning of such a ‘swoosh’ cycle
when the industry’s stock prices have upward
momentum. Because a private sale auction
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process can take several months, companies
should plan to kick-off such a program
sometime this year, but no later than early
2003.
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OEM Capital specializes in the sale or
divestiture of electronics, communications
and computer companies. The firm also
helps to secure capital to complete an
acquisition or to refinance a company with
minimum dilution to existing shareholders.

Since 1985, the firm has initiated and
completed numerous transactions for New
York Stock Exchange listed, American
Stock Exchange listed, NASDAQ listed, and
a variety of over-the-counter and privately
held companies located throughout the
United States. Typically, the companies,
subsidiaries or divisions we are asked to
help have annual revenues between US$10
and 50 million. Where we have been
financial advisors in the sale of a division or
subsidiary, some of our clients have had
annual revenues in excess of US$2 billion.

The firm has been able to realize
exceptional results because its senior staff is
comprised of professionals who have had
extensive prior experience as operating
executives in the industry and continue to

maintain extensive contacts throughout the
world. Our clients have included companies
engaged in a wide variety of areas including
computers and peripherals, microwave and
rf components, communication equipment,
instrumentation, defense electronics,
electronic materials, entertainment
electronics, electronic and electromechanical
components, motors and power supplies,
electronic  distribution and  software
development.

OEM Capital is a member of the
International Association of Merger and
Acquisition  Professionals. IMAP is
comprised of more than 60 member firms in
the US and abroad that forms a select
network of dedicated merger and acquisition
professionals and gives the firm
representation in many of the important
cities throughout the world. The success of
IMAP is proven by the hundreds of
transactions finalized each year by its
member firms with a combined value in the
billions of dollars.
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