CAPITAL FLOWS

Pattern-Matching in Technology

IN THE JANUARY ISSUE, WE DISCUSSED TECH-
NOLOGY'S “DEADLY EMBRACE” OF 1994,
AFTER A FOUR-YEAR RISE IN THE GENERA-
TION-LONG SECULAR TREND, WHICH HAD
TECHNOLOGY ISSUES
STEADILY UPWARD, WE FORESAW A SHOUL-
DERING OFF IN THE RISING MOMENTUM.

CARRIED MOST

We saw (2 through Q3/0Q4 as a holding
pattern akin to a software deadly embrace—
one process waiting upon another, which, in
turn, waits for the first. We expected high
drama on the level of individual stocks—some
rising, sorme Fa]JjJ'lg in a rotational market—"but
a general pause before a new phase of growth.

Mow, as we research this article in late-
September 1994, we sce that our timetable
has been borne out. We have indeed seen a
rotational market with an overall Mdcwa}'ﬁ
motion in the technology sector: Between
January 1 and September 23 of this year, 51%
of the Tech 250 issues were up, and 49%
were down, a virtually flat average move-
ment, Now, however, we see signs that the
secular trend in technology is on schedule for
a release from the deadly embrace some-
where around the first quarter of 1995,

The June-July period of this year probably
represented the bottom for many technology
groups, inciuding peripherafs, enterprise
computers, personal productivity software,
enterprise software, information highway
equipment, distributors, and {Ies.'ign automa-
tion, In addition, since July, all the Tech 250
groups have been moving upward at the same
time, We do not think we've I].EEE'SSEI'[E}T seen
the end of the dtadl}' embrace: there is still a
great deal of rotational movement on the
level of individual stocks; there could still be
one more “shake” in the secular trend, a re-
test of the June/july bottom. But our evi-
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dence indicates that a secular
trend in technology is setting
up for a resumption of its
upward motion,

In preparation for the over-
all resumption of gruwl.h in
the technology sector, we
decided to take a broad look at
the Tech 250 groups. We
decided to amit, for now, the
information highway content providers; per-
haps we will examine their boom /bust pattern
in some future columin, (However, note that
we do see current bu:,-'ing opportunitics in
entertainment. educational software and in
information highway operators, two groups
that have been beaten down to inl'cmstillgh-‘
low levels.)

Our broad look at t:—:c]'um]ug}' found that
groups fell into four patterns of stock-price
movements: a secular leadership pattern {out-
FE!‘FDI‘miﬂg issues that are pm'-'idillg the
upward momentum in the secular trend), a
commodity-like pattern (stocks whose prices
fluctuate in a classic suppl:,r-and-dcmand pat-
tern), a normal technology pattern (stocks
whose prices move in broad E‘:,-'Eli.‘s with a
steady upward bias), and a steadily falling pat-
tern (stocks that have not, to date, benefitted
from the upward secular trend). Figure 1
shows the four Patlcms and lists the technol-
ogy proups that tend to move within each
characteristic pattern.

Note that the patterns pertain to the group
as a whole; individual stocks within groups
may not conform to the model. For example,
storage company EMC is a secular leader
despite being in a group exhibiting a com-
maodity-like pattern. Compaq certainly does
not :::,rc'lcr like a mmmndit}r. And Novell, in
the leadership enterprise software group, is
not currently a secular leader, although it may
r'ejoin its leader groupmates. The patterns

simply illustrate types of successful invest-
ment strategies, and offer a starting point for
the evaluation of technology issues,

Secular Leadership Pattern

The secular leaders are the stocks that are
carrying the secular trend upwards. As Table 1
shows, the leaders are in a position to benefit
from steﬂd}' grmvl:]'l. areas (corporate networl-
ing, client/server computing), as well as from
areas with potentially explosive growth (inter-
active media, th-pt:rfurmanu: ITCTOPrOCes-
sors, mobile and “pervasive” computing). The
combination of a Stf!al.‘l}’ haseline with exp]ml-
ing, .l;pn:n:ulatiu'c gmwlh is what gives these
groups their leading edge on the secular trend,

Tahle 1 also shows the areas where the lead-
ers are vulnerable to the pressures of comaoditi-
zation, To the extent that companies within
len(]ing groups pa:tiuipati: inn arcas underguing
standardization, they may lose their position as
pm[]u{:t forerunners and :itl:}r_'k-P-l'iL'C leaders.
For example, enterprise software vendors
Oracle and Sybase are currently secular trend
leaders, But SQL engines are, necessarily, sub-
ject to standardization pressures. And, as
Microsoft pushes its own 5QL Server, ever
]mvering the price as Microsoft is wont to do
to gain market share, databases will begin to
compete more on price, less on features.
Lnder the twin pressures of standardization
and price, SQL engine vendors may begin to
take on aspects of the commodity model, a
stu«:k-PrEc'e pattern we discuss below.,

The groups shown in Table 1 may be clear
leaders, but investors who do not :L!read:,r
own these issues may find it hard to know
when to enter the market, Secular leaders
exhibit a characteristic pattern that can make
purchasers wary during both advances and
declines. These issues have a steady overall
upward bias, but they are subject to sudden,
scary drops in price. They rise and rise
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then- ---crash—thE}r retreat viﬂlentl}r. After
the fall, these issues tend to recover quickly
E.I'l'l.'l resume 't]'lﬂ'i.'l" a{i#‘m’um.

Because of this rise/ drastic-correction/ rise

pattem investors have dlffcultv Pndlng an

try point, While the stocks are rising, one
tf:nds to feel, *But t]'le.'j.r have risen so much
already. How much higher can they go?”
While they are falling, the drop is so drastic
that it’s hard to resist the crowd that is aban-
doning the stock in such a rumbling herd.
One tends to think, “It's a leader, I've been
meaning to buy it, but thez all must know
something that I don’t know,

KLA, the maker of sermiconductor manufac-
turing test equipment, is a recent example of
the characteristic price patterns of technal
secular leaders, Since we first discussed KLA in
the July 1993 issue, the stock price advance has
been and nmm‘lca}_ﬂ:r strong, rising from
its April 30, 1993 price of $12.25 to $41.75 by
June 6, 1994, Then, suddenly, by June 21, the
stock had dropped to §32.50. In about two
weeks, however, it rebounded to $43.00, After
a short correction back to 537,00, KLA
climbed to a new high of $50.00. Investors who
avoided the stock at $41.75 (thinking it already
too high) or $32.50 (thinking something had
gone wrang with the company or waiting for a
much deeptr correction) were

price pressures, The fortunes of these compa-
nies and products don’t rely strictly on the
suq:rpl}'.-’demand cycles of true commodities—
they remain technology issues, after all. But,
unable to rely on the premiums of hot new
features and leading-edge technological devel-
opments, they are more exposed to commod-
ity pressures than any other groups in the Tech
250. Due to the commadity-like nature of
their products, these companies” stocks do not
benefit consistently from the upward secular
trend in technology.

Our research shows, however, that storage
and desktop/file servers are currently in
uptrends within the mmmudjl}' prl{:c C}rclc.
We may have seen the worst of the vendor
shake-out in desktop systems, And interactivity,
with its demands for huge, fast storage devices,
may create new premium-feature opportunities
for storage makers, Just as secular leaders are
being stalked by comaditization, vendors of
ocmmodll:].f -like issues mnay find new opportu-
nities to ride the ul:lwlrd .hL‘L'LIIaI' trend.

The design automation software group also
displays the commuodity-like pattern, which is
mmething of a puz.zlu to us. On the basis of
technology alone, this group should be part of
the secular |E:M|E'rship shown b:.r semiconductor
companies and semiconductor equipment man-

ufacturers. Makers of semiconductors should
be lnoking towards design automation as a way
to cut production costs; design automation
should therefore be cxpandmg along with the
overall growth in microprocessing, These issues
exploded in 1990-91 then disappointed
investors for over three years. Recurring expec-
tations and t‘llSa'F-FOJIIU'I'lEntS may be respﬁmlhle
for the cyclical patterns in these stocks.

Normal Technnlng}' Pattern

The next pattern represents the |:|.rgusl:
number of technology groups, Indeed, we see
this pattern as the normal and regular stock-
price maodel for tf!Eh.l'lDlﬂg}' issues. Prices for,
issues in these groups display fairly regular
cycles with an overall, steady upward bias, In
this sense, the normal pattern combines that
of secular leaders with commodity-like
stocks, Their prices move in U,L]f:.s but in
broader, less accelerated curves than those of
the leaders—they tend to have longer down-
turns. And, although these groups advance
steadily, their upward momentum is not as
steep as that shown by secular leaders.

The normal pattern includes three
groups—information highway equipment,
information highway operators, and wire-
less—whose gruwth i% spcculal;ive. Their
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future very much depends upon the decade-
]Dnﬁ dﬁvciﬂpmcnt of interactive consumer
media and advances in mobile computing.
The S[Jc{:uhtiw future of information ]ligh-
way applications is probably responsible for
the rise and fall in these stocks, as investors
respond to hot news then cool off when it
becomes clear that developments in interac-
tivity will not Imppl:n l:lLlIL!{]\-'

Wireless, however, may be close 1o emerg-
ing as a su;ulau leader. The group is currently
at a rrmﬁng top, but we are |uoking for a low
and a buying opportunity early next year. The
wireless group illustrates the ﬂuu‘]ll:\- of our
technology patterns. Once a group can add
Soame mh&l alca.-:]:,- prudutt g‘t}wﬁl toy HFPCLIE:I-
tions for future expansionary gr{:wlh s may
be haﬁ:r_'ni.ng in wireless), the issues can move
from *normal” players to market leaders.

Some enterprise software companies, like
Maovell, curruntl}r (!isp]a}f the characteristic
cyclical pattern, as does the personal produe-
tivity software group. For these issues, the
cyclical movement is most likely the result of
comuditization pressures, Except for the intro-
ductions of Lotus Notes and software agents,
there have not heen new categories of software
created in recent years. There can be anly so
many viable competitors for word processors,
spma{]shtets, financial applications, human
PesOUrces ]Jacl';agcs, clicnt/server f.hnretnlnnent
tools, ete, As applications become more and
more “generic,” vendors must keep dropping

their prices, especially in the face of Microsolt's

relentlessly competitive downward pricing.
Mthnugh mltwnrf' h_'.l" its nature, can never
become a oonunoduj.f like: a standard Ethernet
adapter, it is subject to comoditization forces,
which iy L giving these issues their ::}rc_'tica]
pattern.

However, we see signs that the enterprise
software group may be reforming itselfl .
Laggard Movell is currently at the “right” place
[or a buy. Informix iy continue o prmridc
upside surprises, These issues may be poised
to rejoin companies like S:Irb:m: and Oracle as
secular leaders,

In additi{}n we see qh'c*ngﬂi in computer
peripherals. These companics may be benefit-
ting from increasing demand for multimedia
mmpuung prm{ur_ta and hlg]'l. -end \}l}.tvm adidi-
tions like color printers. We would recom-
mend a hu}r for issues in this group.

Steadily Falling Pattern

Cnar last pattern includes a single Tech 250
group: enterprise computers. The overall retreat
in these issues is, of course, the result of the shift
away from mainframe-based and centralized
computing to networked, distributed systems
based upon less-expensive, standardized, Intel-
Dased phifurm*;. Asa group, EI'ltEl'Pl'jSE com-
puter issues have pone steadily downward.

However, we do see signs that the down-
ward trend may be coming to an end, We
may have already seen sentiment shifts on
IBM and Digital Equipment, and much of the
bleak news about enterprise system compa-

Table |
Groups Leading the Secular Trend

Graup - Grasth / Expansion Opporamities  Commodigy Rigk
Enterprise Software * Steady growth in corporate client/ server Standardization of SOL engine
(those participating * Expansion through interactive media and netwark systems
i client s server) _
Information technology  * Steady rowth in autsourcing :md consulting Mm constantly provide
Services as networked systenns becore more complex -savingstoclients
Ineernetworking * Steady prowth in corporate networks SWKIardrzaum of hardware

* Expansion in “pervasive computing” camponents such as adapters

_* Expansion through interactive media
Semiconductors * Steady growth in microprocessors are included  Standardization of memory chips
in new types of kardware Loww margins in miel- and lowe-
* Expansion in high-performance chips enil provessors
_*ExpansioninDSPchips
Semivonductor * Expansicn with Semiconductor proop Must continually pravide cost-
Equiprment * Shrinking peometries savings o semiconductor
rmanufactures

nies may alrﬂad}r be discounted in their low
stock prices. And, during the difficult market
of 1994, enterprise computers were one of
the best performing groups. In general, the
group may be poised for a return to the nor-
mal technology pattern—just what we
would expect to see as the overall secular
up‘r.n:nd TUSUITICS,

There is a slowly dawning realization that
la.rge., centralized computers are not g:}ing [(¥]
disappear from the face of the carth. After the
initial doom-saying about mainframes as
dinosaurs comes the undf!r:ita.nding that not
every application can be reduced to 4865 or
Pentium boxes strung together on a LAN,
Mm}r cumph:x systems rccluirc il not a main-
frame, then some large mainframe-like box.
Mainframes may pla}' a role as servers for
extremely large databases; they may find a
niche in applications clemanding a very hjgh
dﬂgmc of ]Jarauuh:;m {such as video servers);
they may prove useful as huge network moni-
tors, overseers of far-flung distributed archi-
tectures. And there are some systems, such as
airline reservations, that may never entirely
leave the mainframe: some applications rely
upon a high degrw of centralized control over
a large central store of information,

Even IargL computers, then, may find their
uses revitalized by new tcch:uml dc-.-clupmum
and new a]rplmmms Given the quickly-chang-
ing nature of technology, our four models of
stock-price movement are not fixed in stone.
Secular leaders must constantly outrun comodi-
tization, and vendors of mmmodjtjr-]ikz tech-
nologies may find new features that add signifi-
cant, non-commodity value to their products.
Every vendor risks falling off the leading edge,
and new technologies and applications are con-
Ii[maJ]]r mz‘al.ing npmiugs forg.lm-.'th,
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