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The current broad-based stock correction began in late
September and has lopped roughly 10% off the major
stock indices over the last 7 weeks. But the bear market in
semiconductor-related stocks began much earlier. Through
the end of October 2018, the Bloomberg Semiconductor
Index (i.e. chip makers) had fallen by 7.1% for the year,
lagging the Russell 1000 Growth Index by over 900bps.
Over the same time period, the Semiconductor Equipment
Index (i.e. the chip equipment manufacturers) got
smacked down by an almost 30% drawdown. Although
both groups of companies’ fortunes are linked to global chip
pricing trends, they tend to exhibit divergent performance
depending upon where we are in the cycle. When the
blue line is falling, the chip makers are outperforming the
chip equipment makers. When the blue line is rising, the
equipment companies are leading the charge. At times,
the delta between the absolute and relative performance
of the two indexes can be stark. For example, as the data
in the table indicates, the Semiconductor Index vastly
outperformed both the Russell 1000 Growth and the
Semiconductor Equipment Index between March 2014
and October 2015. But the Equipment Index exploded for
a 160%+ gain between October 2015 and October 2017,
leaving both the chip companies and the broader market
far behind. There are tentative technical signs that another
up-cycle in absolute and relative performance could be
at hand for the Semiconductor Equipment Index. We note
that so far in November, the Semiconductor Equipment
Index has generated double-digit gains, compared to
veritable flat-line performances by the Russell and the
Semiconductor indices. Skeptics might be inclined to call
this a “dead cat bounce,” and they could be right. Thy might
correctly point out that the global semiconductor industry
seems to be entering a soft patch, driven by supply gluts
and poor price/margin dynamics for many of the more
commoditized chip categories like NAND and DRAM. Bears
might also note that semiconductor companies manufacture
and sell their products through global supply chains,
many of which wind through China. This arguably makes
the entire industry more susceptible to trade tensions
and tariffs. We agree with all these observations, but we
have learned from hard experience that cyclical stocks
tend to build bottoms in the midst of poor fundamental
news flow. By the time fundamentals are demonstrably
more favorable, the upside investment opportunities are
greatly diminished. We are not calling the bottom (yet),
but we like the odds that select chip equipment makers
could be an attractive source of alpha into 2019.
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