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Hewlett Packard: More Realistic Outlook this Time

Hewlett-Packard                                                    Rating:  Buy
(HWP-$28.71)
Hewlett Packard: More Realistic Outlook this Time
KEY POINTS
  *  We are moderately reducing revenue growth and EPS estimates for the next

     two quarters reflecting the continued deterioration in the macro setting.

     However, compared to the last analyst meeting, we think management is more

     realistic in their outlook for the company.  On the margin, international

     markets in Asia Pacific and Latin America are now falling making the

     weakness evident in all product groups and all geographies.

  *  No real change in strategic direction despite some obvious issues (PC

     price war and minimal profitability, competitive pressure in enterprise

     servers, lagging service organization).  Management's argument is that

     macroeconomic pressure and the need to reinvent HP are the primary issues.

  *  Throughout the day, management argued for the leverage between the

     business units but we think there are major issues for every unit except

     imaging and printing (see discussion below).

  *  Imaging and printing remains an impressive business, in our opinion.

     Despite global macro-economic pressure, operating profit levels are

     impressive and are carrying the company.  The transition to new generation

     of Laser Jets is progressing, but we still view the most important

     products to be the color units coming next year.

  *  We also were somewhat surprised about the details regarding HWP's push

     into the sub $100 ink jet segment -- the fastest growing segment of the

     printer market, which HWP has never targeted before.   At first we were

     disappointed to hear the new ink jets will not reach volume until after

     the Xmas sales period.  But then when we understand the heavy capital

     spending to develop the new product line which is intended to address not

     only the lower equipment cost but also the lower supplies cost, we

     realized HWP's strategy is aimed at building a far more competitive

     business model.  The key is the plan for the introduction of far lower

     supplies cost to match the lower equipment cost -- but that still deliver

     high supplies margins.  HWP management argues the competition has not

     addressed the lower supply cost (their print cartridge can cost 70% of

     their $50 printer cost).  We believe HWP management will have a compelling

     low-end ink jet story to drive for share (the HP premium brand at similar

     equipment cost but with lower consumable costs).

  *  Investment Recommendation: We feel this meeting was far better than the

     last one when management set far too aggressive goals.  And we think

     management has a better focus on the strategic issues in computers, PCs

     and services -- although there is no quick fix.  In some ways HWP has been

     hit harder than its peers reflecting the weaker recurring revenue stream

     and far higher exposure to the consumer (the weakest end user market, in

     our opinion) than most technology companies.  And while we are lowering

     moderately the EPS outlook, we nevertheless feel that management is

     focused on the right issues.  Maintain buy rating.

Key Data                     Quarterly Earnings Per Share (fiscal year ends

                             October)

52-Wk Range       $67-25                  2000A   2001E  Prev    2002E    Prev
Eq.Mkt.Cap.(MM)   $55,778    1Q           $0.39  $0.37A      

Sh.Out.(MM)       1,942.8    2Q            0.44   0.18A      

Float             NA         3Q            0.49    0.20  0.21
Inst.Hldgs.       51.9%      4Q            0.45    0.31  0.33
Av.Dly.Vol.(K)    7,185      Year         $1.77   $1.06 $1.09    $1.34
Curr. Div./Yield  $0.32/1.1% FC Cons.:    $1.73   $1.10          $1.46

Sec.Grwth.Rate    15%        P/E:         16.2x   27.1x          21.4x

12-mo. Tgt Price  $37.50     Revs.(MM): $48,782 $47,198        $51,210

12-mo. Ret. Pot'l 31.7%

Convertible?      Yes

HWP STRATEGIC ISSUES
(1)Enterprise Servers: HP is in the difficult position of supporting three

  operating systems (HP-UX, Linux and NT) on two hardware platforms (PA-RISC

  and Intel).  Currently HP is executing poorly in all 5 areas begging the

  question of when will management narrow their focus.  And is it too late to

  win in any of these categories?  The primary problem is the pre-mature bet on

  Intel and exit from PA (made by the prior management).  We do not see any

  relief until the Intel Merced technology comes to market and enables HP to

  shift all resources behind one architecture.  Meanwhile we find HP

  particularly vulnerable to the increased competitive environment as IBM's

  technology leapfrogs PA-RISC.  Meanwhile, HWP has executed poorly in the

  Wintel server marketplace and is now a facing a price war between Compaq and

  Dell.

(2)PC Price War:  HWP's PC business has never displayed good profitability and

  current results are approximately break-even levels.  Even managing for

  profitability rather than share we are unsure that PCs operations can stay at

  break-even levels particularly in consumer markets.  HWP also has lagged in

  going direct (reflecting the strategic importance of maintaining channel

  relations for the imaging business).   While many believe HWP would be better

  exiting the PC sector, we believe PCs are important to HWP's impressive

  position in the overall consumer segment.

(3)Late to market and lack of scale in IT services.  Backing out the product

  support and maintenance revenues, HWP's consulting, system integration and

  outsourcing lacks the scale to compete, in our opinion, and are barely

  profitable or unprofitable.  While we are glad the PWC deal fell through, we

  still believe HWP needs to significantly bolster the scale of services

  operations.  The strategic importance of services only increases as HWP

  product businesses mature and commoditize.

RISKS
Investing in technology stocks involves a high degree of risk because of rapid

changes in technology, competitor actions, end-user preferences, and management

execution.
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The Bear Case

Symbol-         Price   Price          EPS              P/E       Mkt Cap

RTG            6/6/01  Target   2000 2001E  2002E  2001E  2002E    (Mil)

CPQ-NEUTRAL    $15.98    N.A.  $0.97 $0.50  $0.85  31.9x  18.8x   $27,357.8

                               Prior  0.58   0.90

DELL+^-NEUTRAL  25.26    N.A.   0.84  0.73   0.90   34.6   28.1    69,641.8

GTW-NEUTRAL     16.40    N.A.   1.31  0.34   0.95   48.2   17.3    5,295.6

^-Estimates for DELL are for following fiscal year

o Near-term outlook remains bleak. We expect continued weakness in the  US

  economy  and deteriorating economic conditions in Europe to lead to further

  reductions in IT spending near-term, limiting corporate demand for desktops

  and  portables.  In addition, tight bank lending could hamper purchases  of

  computer hardware by small businesses, while economic uncertainty and a lack

  of new applications continues to dampen consumer demand, in our opinion.  As

  such, we are lowering our 2001 and 2002 EPS estimates for Compaq to $0.50 and

  $0.85 from $0.58 and $0.90, respectively. At this point, we are maintaining

  estimates for Dell and Gateway.

o Ending  price  war may prove difficult. While Dell was able  to  single-

  handedly start the current price war, it will take a concerted effort by all

  of the major vendors to return to a less aggressive pricing environment, in

  our  opinion.  It appears that Dell has been able to gain market share (and

  maintain  profitability)  by  leveraging  its  operational  advantages  and

  dramatically lowering prices across its product lines.  In an effort to stem

  market share losses, Dell's competitors (Compaq, IBM, Hewlett-Packard, etc.)

  have also slashed prices, leading to losses or severely lower profitability

  in their PC units.  However, because these other vendors have more extensive

  portfolios of enterprise hardware, software and services than Dell which they

  typically bundle with PCs, boosting overall profitability, we believe these

  companies could maintain lower PC prices for a period of time after Dell has

  lessened its pricing pressure in an effort to regain recently lost customers.

o New  offerings  may  boost demand on the margins.   New  offerings  from

  Microsoft  (Windows XP and Office XP) and Intel (Itanium and  SDRAM-enabled

  Pentium  4) may create some additional demand later in 2001 and into  2002;

  however,  we  believe  that  these  products  are  more  evolutionary  than

  revolutionary and do not offer features significant enough to overcome weak

  macroeconomic factors.

o Long-term  trends  favor  enterprise  vendors.   We  believe  that  the

  increased acceptance of data-enabled mobile devices (cell phones, PDAs, etc.)

  and  efforts by companies to lower the total cost of ownership of  computer

  hardware and software will shift the locus of application development  from

  the  desktop  to  servers.  In addition, these  trends  also  increase  the

  importance of highly reliable and scalable centralized storage, in our view.

  While the PC vendors are attempting to move deeper into the enterprise with

  servers and storage, they remain heavily dependent on PCs and portables.  We

  estimate  that Dell and Compaq derive approximately 70% and  40%  of  total

  revenues from PCs and portables, respectively.  Therefore, we believe  that

  vendors that focus predominantly on enterprise hardware and software (e.g.,

  Sun and EMC) are better positioned to capitalize on these trends.

INVESTMENT CONCLUSION

Due to near-term economic weakness and long-term technology trends, we expect

PC  demand  to  remain  tepid for the foreseeable  future.  We  believe  that

corporate PC demand is closely related to headcount (versus high-end  servers

and  storage  that  are more dependent on business volumes);  therefore,  the

delay  between an improvement in the economy and new hiring will cause a  lag

in  the  resumption  of  PC  buying.  In addition, PCs  remain  a  relatively

discretionary, big-ticket item for most consumers, diminishing demand in this

segment  in  a flagging economy.  That said, we expect PC demand  to  improve

somewhat  from current levels. New product introductions and a resumption  of

more  normal  buying patterns by both companies and consumers  will  lead  to

increased  purchasing,  in our opinion, but we do  not  expect  a  return  to

consistent revenue growth in excess of 10% for PCs in the forseeable  future,

limiting  the overall growth rates of Compaq, Dell and Gateway.  We  continue

to favor companies that we believe have defensible and sustainable leadership

positions  in  enterprise  hardware, namely Sun and  EMC.   We  maintain  our

NEUTRAL ratings on CPQ, DELL and GTW and BUY ratings on SUNW and EMC.
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Networked Storage Bus Tour Highlights

**** JP Morgan/JP Morgan H&Q **** JP Morgan/JP Morgan H&Q ****
* We believe the quarter is tracking in-line for both BRCD and NTAP, but poor

visibility limits the view beyond the current quarter.

* BRCD and NTAP are investing heavily in future technologies (i.e. iSCSI,

Infiniband, and DAFS), but believe Fibre Channel will be the technology of

choice over the next few years.

* We expect both companies to focus on strategic partnerships to expand their

footprints, further penetrate customers, and maintain their leading market

share.

On June 5th, we hosted a tour for investor to visit Brocade Communications

(BRCD, $43, LTB) and Network Appliance (NTAP, $19, B). The following summary

highlights what we believe are important points from meetings with management.

Brocade Communications:
We believe the FQ3 is tracking in-line with estimates with upside possible but

limited.  Management's tone was upbeat and May orders were better than

February. Visibility still limited, and it is difficult to see past the

current quarter.  We remain cautious as the economy and IT spending remain

flat in the current quarter and we continue to look for re-acceleration in

CQ3.  However, we have no confirmation from market signals that a rebound is

mounting.

SANs Trend Upward.  Average order size continues to increase as BRCD

gains traction in growing markets, such as banking, insurance, government,

manufacturing, and healthcare.  Initial SAN deployments have increased from 2-

10 switches last year to 10-40 switches this year, and thousand-port SANs now

exist.  The increase in SAN size is directly related to the maturation of

these networks and the rising storage requirements as companies increase their

utilization of data-intensive applications, such data warehousing, ERP, CRM,

and email/messaging applications.

Conservative and Cautious Outlook.  Brocade's revenue decline last

quarter was indicative of the broad economic slowdown, as well as the direct

impact of the weak IT spending over the previous two quarters.  We also

believe the decreasing price/port and competition have impacted BRCD's growth.

 Notably, Brocade has the largest installed base of fibre channel fabric

switching ports, 900,000, which is about 3x larger than its closest

competitor.  We expect pricing pressures to intensify over next couple of

quarters as a result of price cuts by OEMs and aggressive pricing by BRCD's

competition, primarily McData (MCDT, $36, NR).  However, we believe that

BRCD's channel strategy, which limits its direct contact to the end customer,

will mitigate much of the pricing pressures in the near-term.  According to

BRCD, only about 10% of the final storage solution price is directly related

to its switches, which has buffered the company from much of the pricing

pressures to date.

Feedback From Sales Channel.  70% of BRCD's business is derived from the

OEM channel.  The OEM channel holds enough inventory for a 2-3 week period,

which BRCD monitors on a weekly basis.  The OEM channel is used as the

fulfillment process for its direct touch organization, which employs about

200.  The direct touch organization acts as the company's eyes and ears on the

street, gathering data on RFPs, inventory levels, competitive products,

pricing, and demand.  BRCD believes its direct touch organization could double

over the next couple of years.  BRCD typifies its relationship with SUN (SUNW,

$18, B) and Cisco (CSCO, $21, B) as good.  The company is working with Cisco's

NuSpeed division and is developing a blade for its Catalyst routers.  The

remaining revenue is derived from master resellers, such as Bell Microproducts

and GE Access, and system integrators.

Brocade: A Platform, Not a Switch.  We know BRCD as a fibre channel

switch company.  However, the company spends 50% of R&D on software and

intends to continue investing heavily in its development.  The company has

created an "intelligent platform" by layering its software applications

Advanced Fabric Services, Enterprise Class Security, and Open Fabric

Management atop of its Silkworm switches.  Most importantly, the Open Fabric

Management offers an open API, facilitating the use of third-party data

management applications.  BRCD believes its ability to provide a wide variety

of data management applications will be more attractive to customers and will

provide an advantage over competitors offering a single solution.  The

Advanced Fabric Services and Enterprise Class Security functionality includes

frame filtering, performance analysis, and security, which will be available

on the Silkworm 12000.

The Roadmap Favors Fibre Channel.  On the product roadmap, the company

still expects to ship its Silkworm 12000 in CQ4-01.  BRCD has shipped 2Gb/s

products to OEMs and expects the introduction of its 2Gb/s products to push

its 1Gb/s products to the edge. The company will continue to offer both 1Gb/s

and 2Gb/s products for the foreseeable future.  2Gb/s products will be offered

at a slight premium, and the company expects only a slight price degradation

in its 1Gb/s products.  On the protocol roadmap, BRCD believes fibre channel

will remain the technology of choice over the next 2-4 years, given its

ability to address latency issues and large blocks of data.  The company

expects Infiniband to gain widespread adoption over the next 2-3 years, but

its primary purpose will be limited to connect servers to each other and the

network.  The company believes that IP will generally be used to connect SANs

over long distances.

Network Appliance
Despite expectations of an in line quarter, Network Appliance remains

optimistic about the future of the Network Attached Storage (NAS) market.

This quarter, the company has not seen a pick up in business; new interests

and requests have not yet developed into concrete orders.  However, NetApp

believes that the inherent advantages of NAS - ease of use and low TCO,

expansion of its strategic partnerships, and rapid deployment of new

technologies will lead to growth over the long term.

NetApp is laying the groundwork for future sales.   Last year, the

question on everyone's mind was:  SAN or NAS?  Today, it is clear that the

answer is both.  With a majority of storage companies, including top SAN

players EMC (EMC, $34, LTB), Compaq (CPQ, $16, B), IBM (IBM, $118, B) and HDS,

marketing a NAS product, it is evident that NAS is more than just a niche

technology.  With an installed base of 30,000 file servers, NetApp is the

leading player in the NAS market.  To maintain this position, the company is

focusing on strategic partnerships and application validation.  IBM Global

Services, for example, has agreed to service and sell NetApp's file servers,

an agreement which helps expand the company's global reach.  Furthermore,

NetApp has recently received certification for new applications by Oracle

(ORCL, $17, LTB) and SAP (SAP, $37, B).  We believe these partnerships and

application support firmly position NetApp for future growth once the economy

picks up and IT spending stabilizes.

NetApp is investing in DAFS and iSCSI.  DAFS, or Direct Access File

System, enabled by VI, reduces the number of times data is copied by directly

connecting the application server and the storage system.  NetApp development

work indicates that DAFS will increase performance by 40%.  While the company

believes the technology will not be a significant force until 18-24 months

down the road, they are currently in testing and plan to have a marketable

product by the end of the year.  With regards to Infiniband, NetApp believes

the technology will accelerate the adoption of DAFS, but is not necessary.

iSCSI, enabled by Gigabit Ethernet, makes possible the transfer of block data,

in addition to file data, over IP.  NetApp's initiative involves "virtual

disks," where the host server thinks it is copying data to a single disk, but

is actually writing the data to an array of disks.  We believe, in the long

term, NetApp's investment in technology will make NAS more attractive to a

wider customer base and lead to growth.
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EMC (EMC) Company Update June 7, 2001

EMC (EMC)    Price: $33.80    Hold    June 7, 2001

(FYE Dec.)       F00A        F01        F02       Curr.       Last     Yr. Ago

Revenue ($M)     8,873      10,335     12,944     2,500      2,345      2,146

EPS              $0.80      $0.78      $0.98      $0.18      $0.18      $0.19

Old Revenue        -          -          -          -          -          -

Old EPS            -          -          -          -          -          -

Summary

We remain cautious on the story.  Hitachi does not seem to have lost its

momentum, however, EMC remains well off the pace.  We are anticipating an

additional reduction in force at EMC; however, that probably will not happen

until 3Q.  At this time we remain on the sidelines.

Main Points

The competitive issues surrounding EMC remain our top concern.  We believe the

economic issues in the United States and Europe are relatively less important.

Our checks suggest that EMC only achieved 25% of the full 2Q expectations

through the first half of May.  With the third week of May relatively

unproductive with the sales club in Hawaii, EMC appears to have gotten off to a

particularly slow start this quarter.  By contrast, HDS, which normally has a

sequentially lower June quarter due to its FYE of March, shipped about the same

amount of product in the first two months of this quarter as it did last

quarter.  Hitachi has a higher percentage of its shipments outside of the United

States than EMC, with HDS at about 50% while EMC is at about 40%.  In fact,

increasing its penetration in Europe was one of EMC's platforms for achieving

its original growth targets, but that still has not happened.  We believe that

HDS's success in Europe is hurting EMC.

We continue to hear reports that EMC's largest Symmetrix customers have excess

capacity on their computer floors and that they are taking a break this quarter

to absorb that capacity.  The weakness that we are seeing is not contained to

just the hardware.  Professional services also appear to be weak and eventually

software will also suffer if hardware shipments slow.

The real issue will be how much prices declined this quarter.  Last quarter

prices declined 10% more than they declined in any quarter of 2000.  The

unanswered question at this point is how much will they decline this quarter.

The risk is that IBM will not ease up on the price war it declared on EMC, and

that EMC could have as great gross margin erosion this quarter as it had last

quarter.  Gartner tells us that EMC's problem in pricing lower given new viable

competition is that the competition is able to use RAID 5 to get availability at

a significantly lower cost than EMC, which has to rely on mirroring due to its

much higher performance penalty using its RAID-S alternative solution.

On the competitive front, IBM and HDS have reached an agreement to make their

copying/data moving software for point in time and remote copying compatible.

They did this by releasing their programming interfaces to each other.  EMC is

not part of this agreement.  This is not a sign that IBM is going to drop Shark

and start using HDS, as some have misinterpreted, but rather that the two

companies are making their claims of interoperability real.

In addition, we continue to look for SUN to sign a reseller agreement for

high-end storage in the near future.  While we believe Hitachi is the

front-runner, we understand that there are now other contenders for this

opportunity.

EMC recently announced a 1,100 person reduction in force and that several

hundred more employees will be moved to carrying quotas.  We keep hearing that

this may represent only half of what is planned and that the remainder is likely

to be announced in 3Q.

We have not changed our position on the stock and continue to note that

currently there is more downside pressure than upside on the near-term financial

performance of the company.
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HWP: End Markets Softning; Reducing Revenue and EPS Estimates

SALOMON SMITH BARNEY

•
Today at its analyst meeting HP detailed product and service strategies, growth opportunities, and cost reduction initiatives for its key business segments.

•
However, overshadowing this information it indicated that May consumer and business sales

in all regions were soft and that May sales were below expectations.  Asia Pacific and Latin American markets have recently deteriorated while no end markets have improved.

•
HP further indicated y/y sales would likely be less than its flat-to-5% guidance, but that cost

savings could get it to current consensus EPS of $0.23.

•
Given this, and the absence of offsetting upside revenue news, we are reducing our FY01

revenue estimate from $48.4B and $54.9B to $47.4B (down 2.7%) and $53.4B (up 12%).  For EPS

our ests decline from $1.16 and $1.60 to $1.07 and $1.45 respectively.

•
We maintain our “3” rating and $30 target.

FUNDAMENTALS
P/E  (10/01E)                       28.1x

P/E  (10/02E)                       20.7x

TEV/EBITDA  (10/01E)                16.7x

TEV/EBITDA  (10/02E)                12.3x

Book Value/Share  (10/01E)          $7.72

Price/Book Value                     3.9x

Dividend/Yield  (10/01E)       $0.32/1.1%

Revenue (10/01E)           $47,445.0 mil.

Proj. Long-Term EPS Growth            13%

ROE  (10/01E)                       14.1%

Long-Term Debt to Capital(a)        15.9%

HWP is in the S&P 500(R) Index.

(a) Data as of most recent quarter

SHARE DATA                          .  RECOMMENDATION
Price (6/5/01)               $30.05    Current Rating                3M
52-Week Range         $67.44-$25.40    Prior Rating                  3M

Shares Outstanding(a)  1,955.0 mil.    Current Target Price      $30.00
Convertible                     Yes    Previous Target Price     $30.00

EARNINGS PER SHARE
FY ends                 1Q          2Q          3Q          4Q     Full Year
10/00A   Actual      $0.42A      $0.42A      $0.46A      $0.41A      $1.70A
10/01E   Current     $0.37A      $0.18A      $0.20E      $0.33E      $1.07E
         Previous    $0.37A      $0.18A      $0.24E      $0.38E      $1.16E

10/02E   Current     $0.32E      $0.33E      $0.34E      $0.46E      $1.45E
         Previous    $0.36E      $0.35E      $0.38E      $0.51E      $1.60E

10/03E   Current           NA          NA          NA          NA          NA
         Previous          NA          NA          NA          NA          NA

First Call Consensus EPS: 10/01E $1.04; 10/02E $1.46; 10/03E NA

Calendar Year EPS: 12/00A $1.70; 12/01E $1.16; 12/02E $1.51; 12/03E NA

TAKEAWAYS - LXK AND SUNW
*  We believe the session is neutral for LXK ($58.19 -rated "1M", target $85),

   but negative for SUNW #($17.61 - rated "3M", target $18).  LXK has recently

   taken share from HP in sub-$100 inkjets.  It appears HP's response will be

   to try to match LXK with a product at this price level but to drive

   innovation and therefore customer interest to higher price points, such as

   $150 and above.  While HP is a tough competitor, for LXK, this is better

   than a price war.

*  Alternatively, we note that HP's economic characterization seems to

   contradict a competitor's note on SUNW (and our understanding of Sun's

   business) which indicated business conditions may be improving.  We believe

   that though much of Sun's US business may no longer be deteriorating, the

   Telco vertical continues to decline and that in Europe this vertical is

   declining as well.  Further deterioration is possible in AP and LA

   geographies.  We note that HP proved to be an accurate early indicator for

   both the US and European economic slowdown,.

ESTIMATE REDUCTIONS
HP showed that it understands the steps needed to improve operating execution,

segment focus, and efficient product innovation.  Though tangible benefits

appear 2+ quarters away, effective management on these fronts should help the

company achieve consistent mid-teens operating EPS growth and low double-digit

revenue growth.  However, in the near term, deteriorating macroeconomic

conditions suggest that our recent cautious stance remains warranted.

We have made numerous estimate revisions to our model which are summarized

below.   Our new 2001 and 2002 revenue estimates are $47.7B (down 2.7%) and

$53.4B (up 12%) respectively.  This primarily reflects softer products revenues

and the impact of business dispositions (Veriphone and others).

We believe Asia Pacific and Latin American softness will translate into tougher

pricing, therefore our gross margin estimates decline by 30 basis points this

year to 26.5% and is essentially flat next year at 27.2%.  However, this is

partially offset by operating expense reduction, which HP appears to be

managing well.  Overall, EPS estimates decline $0.09 this year to $107 and

$0.15 next year to $1.45.

For the third quarter, our estimate declines from $11.6 billion to $11.1

billion whiel our EPS estimate declines from $0.24 to $0.20.  Gross margins

decline 50 basis points to 26.5%.

SUMMARY OF KEY POINTS
We were not to surprised with the messages we heard, which we felt were mixed.

On one hand, positives were a consistent focus on cost reduction (although

clearly not at the expense of revenue growth), management de-layering for

improved accountability and faster decision making, platform standardization

for improved product development, and an energized R&D effort which is sharply

ramping patent generation.

For specific products, we heard the mid-range UNIX N-Class refresh with the

8700 chip and 16-way configuration is expected this summer and that HP's new

mid-range storage product, the Virtual Array 7100 is selling well.  In

addition, the North American indirect channel problem appears to be improving,

although channel preferences often recover slowly.  In addition, HP's vision

for internet-connected printing devices and digital photography and printing is

positive for longer-term unit and supplies sales.

On the other hand, it sounded to us like numerous businesses such as

Consulting, Outsourcing, Software and Storage were undergoing aggressive

investments.  This leaves us concerned about operating margins.  While this was

not totally surprising, we would have greater comfort with a clearer indication

of when the heavy investment period in these businesses would normalize.   In

addition, it sound like HP is not expecting Computer Systems profitability

until at least 4Q01, maybe later.

INVESTMENT THESIS
HP is a premier innovator in the IT industry as evidenced by its 17% revenue

growth last year.  However, The five-month outlook for four of six of HP s

largest sub-segments appears challenging.    - PC profitably could prove

challenging given the current pricing environment.    - UNIX benefits from

Superdome volume shipments appear slow in ramping and IBM and SUNW will

pressure HPs N-class refresh while channel issues are a challenge.   -

Enterprise storage is growing well but faces tough compares with the HDS

anniversary beginning in 3Q01.    - Consulting Services growth is a strategic

necessity, the drive for rapid organic growth will mute margins.    Given this

outlook, we remain cautious on HWP.

COMPANY DESCRIPTION
HWP is a leading global provider of computing and imaging products and services

for business and home markets and employs 88,500 people.  HWP's three major

businesses are Imaging and Printing Systems, Computing Systems, and Information

Technology Services ('IT Services').    IMAGING AND PRINTING provides color and

monochrome laser printers and supplies; home inkjet printers and supplies;

scanners, all-in-one devices, and digital photography products; print servers,

network-management software, and related professional and consulting services.

COMPUTING SYSTEMS products include UNIX and PC servers, workstations, desktop

and mobile personal computers, software solutions and storage solutions.  IT

SERVICES offers consulting, support, outsourcing, education, and financing.
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Investment Conclusion
On its mid-quarter update conference call     


Rating: STRONG BUY
tonight, we expect INTC to lower revenue      

INTC-OTC(6/6/2001)        $29.82

guidance for 2Q01 to a range of $5.9 billion  


52-week             $75.81-25.18

to $6.2 billion, or down 7%-12%               


Shares Out           6.9 Billion

sequentially. Intel's current 2Q01 guidance   


Float         6.3 Billion Shares

calls for revenue of $6.2 billion to $6.8     


Market Cap          $206 Billion

billion.                                      



Div/Yield             $0.08/0.3%

We believe the strength in the PC segment in  

Fiscal Year             December

March and early April that Intel discussed    


Book Value       $5.38 per Share

on its 1Q01 earnings conference call          


2001E ROE                  13.3%

faltered in the second half of April and      


LT Debt             $707 Million

deteriorated further in May. Conversations    


Preferred                    Nil

with PC motherboard manufacturers and other   

Com Equity           $37 Billion

semiconductor industry participants confirm

this trend.

Additionally, we believe the strong

distribution sales achieved in 1Q01 have not  


Earnings per Share  
continued in 2Q01. Based on conversations     

2000                    $1.64

with industry participants, distribution     


2001E                   $0.60

sales are weaker than expected, with one      


2002E                   $1.00

company commenting that April was one of the

worst distribution resale months in recent    


 
industry history.




P/E Ratio
                             




2000                    18.2X

While we do believe INTC will have to lower   

2001E                   49.7X

2Q01 revenue guidance, we expect the company  

2002E                   29.8X

to confirm its outlook for a typical 2H

seasonal pattern, in which Q/Q growth in 3Q   

* Earnings Per Share Before

is in the mid to high single digit range and  


Goodwill (EBG)

Q/Q growth in 4Q is in the high single digit

to low double digit range.

With our sense that most investors care more  

Company Description:
about a confirmation of the stronger 2H01     


Intel Corporation is the

outlook than they do about absolute 2Q01      


dominant supplier of

operating results, we do not expect           


microprocessors in the PC

significant pressure on INTC shares Friday    


industry and also sells related

(no more than $1 to $2, in our opinion) if    


communications-oriented

our forecast scenario (INTC lowers 2Q01       

components and flash-memory

guidance but reaffirms stronger 2H01          


chips.

outlook) proves true.

Furthermore, we would use any weakness as a

buying opportunity as two recent events have

made us increasingly bullish on Intel's

outlook:

Conversations with Taiwanese PC motherboard

manufacturers indicate that weekly shipments

of desktop motherboards likely bottomed in

late May and will likely begin to increase in late June. In aggregate,

June unit shipments should approximate those of May, reversing the downward

trend seen in April and May. Furthermore, unit shipments are expected to

increase through the summer months in advance of the back to school selling

season.

In the last 24-48 hours, DRAM spot market brokers have witnessed an increase

in trading volumes and number of inquiries from potential buyers. These

brokers also report that an increasing number of offers have been made at

levels $0.05 to $0.10 above posted ranges ($1.25 to $1.35 for 8x8 64Mb PC133

SDRAMs and $2.50 to $2.60 for 16x8 128Mb PC133 SDRAMs). While two days does

not a trend make, we note that if this heightened activity continues, DRAM

spot market pricing will likely begin to stabilize and trade higher over the

coming weeks and months. We note that shares of semiconductor companies, in

general, and those of PC related semiconductor companies, in particular, have

been positively correlated with the spot market price of DRAM.

We continue to be positive on Intel and reiterate our $40 12-month stock price

target.

At this point, we will wait for INTC's mid-quarter update before making

changes to our earnings model.

Our quarterly EPS estimates are shown below.
                  1 Qtr.   2 Qtr.   3 Qtr.   4 Qtr.    Year
2000    Actual    $0.35    $0.50    $0.41    $0.37     $1.64

2001E   Current   $0.16A   $0.11E   $0.14E   $0.19E    $0.60E

2002E   Current   ---      ---      ---      ---       $1.00E

