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PCs: Will Sun Roll Over? / PC Demand Strolls
KEY POINTS

* Sun will host its mid 2Q01 update today at 3:30pm EST.  We expect management
  to continue its bullish outlook.  But sooner or later, we think Sun's (SUNW-
  $93.94)(1) revenue growth will have to "roll over" (possibly this quarter)
  and note the potential impact a perceived slowdown might have with investors.

* Global retail PC demand remains sluggish, while commercial PC demand steadily
  improves.  We spoke with MSFT management last night who confirmed this trend.
  This also concurs with public comments made by CPQ management.

* We also talked to GTW senior management yesterday.  They have not seen a
  retail PC slowdown.  In fact, at its mid point in the quarter, GTW (GTW-
  $41.65) has managed to buck the slow retail trend and has spurred retail
  demand for its PCs driven by a recent in store gaming promotion.

* The improving commercial trend bodes well for the majority of our PC
  universe.  Based on this, we are more confident on the MSFT (MSFT-$70.06)(1),
  CPQ (CPQ-$26.91) and IBM(PC) (IBM-$99.38)(2) outlooks whose consumer exposure
  is less than 20% of profitability.

* For HWP, difficult year ago compares for consumer PCs starting in November
  and weak printer industry trends concern us and we see no clear revenue
  driver for HP (HWP-$35.31) in the near-term - at least until new LaserJet
  products come on board in 2Q01 and Superdome ships in volume (January time
  frame).  For AAPL (AAPL-$19.88)(1), the recent weakness in retail PC demand
  may be somewhat positive news since it may imply that AAPL's recent problems
  are more cyclical than secular in nature.
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Coverage Initiated With a Rating of Strong Buy and Price Target of $120

* We are initiating coverage of EMC Corporation with a rating of Strong Buy and
  a 12-month price target of $120. EMC  is  the  world's  leading  provider  of
  storage infrastructure, including storage systems, software,  networking  and
  services.

* We believe  EMC  is  unique  in  the  industry  with  an  end-to-end  storage
  infrastructure portfolio consisting of storage systems (both  SAN  and  NAS),
  software, networking and service and support.

* We view EMC as a core holding for technology investors and believe storage is
  an essential component of Internet infrastructure. We believe EMC is  one  of
  five pillars of technology, joining  Microsoft,  Intel,  Cisco  and  Sun.  We
  believe EMC will continue to drive the storage market and its evolution owing
  to its leading position, leading technology, mindshare and focus.

* We believe  EMC  is  uniquely  positioned  with  its  product  portfolio  and
  technology  expertise  to  help  service   providers   derive   new   revenue
  opportunities for their excess bandwidth assets, i.e., storage as the  killer
  app for broadband optical networks.

Summary and Investment Conclusion

  We have initiated coverage of EMC Corporation with a rating of Strong Buy and
a  12-month  price  target  of  $120.  EMC  Corporation,  based  in  Hopkinton,
Massachusetts, is the world's leading provider of  storage  systems,  software,
networks and services. EMC's products house  information  at  leading  entities
worldwide, including 100% of the world's largest banks,  100%  of  the  world's
largest telecom companies, 95% of the Fortune 100, 97 of  the  S&P  Global  100
Index, 90% of  the  BusinessWeek  50,  90%  of  the  top  10  Internet  service
providers, 85% of FTSE 100 and 83% of DAX 30. In addition, EMC is a Fortune 500
company and was ranked number six on BusinessWeek's 1999 "Info Tech  100"  list
of the world's best-performing information technology companies and is a member
of the Fortune e-50 index of companies leading the new economy.

  We believe EMC is one of the five pillars of technology,  joining  other  top
companies including Microsoft, Intel, Cisco  and  Sun.  Basically,  EMC  equals
storage. And storage is a very critical component of  Internet  infrastructure,
providing the foundation mechanism for delivery of digital information. We also
believe service providers are looking to EMC in helping them derive new revenue
opportunities for their excess bandwidth assets, i.e., storage  as  the  killer
app for broadband optical networks. Below we outline some of the reasons why we
like EMC.

Why We Like EMC

  Large market opportunities. We believe EMC's addressable  market  opportunity
is about $78 billion in 2003, up from $44 billion in 2000.  This  includes  SAN
and NAS storage systems, networking, software and services.  We  estimate  that
EMC today has overall market share of around 20%, with storage systems share in
the area of 35%. We anticipate EMC to grow its market share to  around  25%  in
overall storage and 40% in storage systems in the next few years.

  Importance of information storage. We believe information storage is  central
to any organization, whether it is corporate, government, public, or education.
This is especially true with the proliferation of the Internet with  all  types
of records stored online. EMC's products allow users to  consolidate  and  more
easily manage, retrieve and scale their information assets. In  addition,  many
companies are mining their data (through data warehousing) to figure  out  ways
to  reduce  expenses,  enhance  productivity  and  enhance  customer   service.
Therefore, quick and timely access to this information is of utmost importance.

  One-stop shopping. We think a key advantage for EMC is its ability to sell  a
complete and integrated solution  to  customers  as  opposed  to  most  of  its
competitors who offer only one component and may require  customers  to  go  to
other vendors. While EMC may not make all its components in  house,  it  spends
the time and resources to thoroughly test to  ensure  the  highest  quality  in
terms of interoperability, performance, reliability and scalability.  For  many
customers, EMC's approach is preferred despite the higher prices.

  Software  advantage.  We  believe  EMC's  key  technology  advantage  is  its
extensive portfolio of software. EMC has spent more than $1 billion in the past
five years developing its rich  suite  of  software  that  enables  centralized
storage through information protection,  sharing  and  management.  We  believe
software has been key in differentiating EMC from competitors and enabling  the
company to maintain its position as the leading storage supplier of  choice  to
enterprise and Internet customers worldwide.

  Service advantage. Another key component of EMC's  competitive  advantage  is
its comprehensive world-class service. EMC is known in the industry  for  rock-
solid service that is 365 x 7 x 24, meaning year-round  service,  seven-days-a-
week, twenty-four-hours-a-day. Other companies may say  they  have  rock-solid,
around-the-clock service, but nobody  has  a  proven  track  record  like  EMC.
Moreover, EMC has a professional services arm that can help customers build and
maintain storage infrastructures.

  Strong management. We believe EMC  has  among  the  IT  industry's  strongest
management teams. Management is focused on execution, technology and delivering
financial results. In addition,  we  believe  EMC's  management  has  a  strong
vision, setting direction for the industry.

Investment Issues

  Competition. EMC competes primarily with the  traditional  systems  companies
including Sun, Hitachi Data Systems, IBM,  Hewlett-Packard,  Compaq  and  Dell.
However, EMC is seeing  more  competition  from  appliance  vendors,  including
Network  Appliance,  Cobalt  Networks  (acquired  by  Sun)  and  CacheFlow.  In
addition,  EMC  competes  in  the  software  space  with  Veritas,  Legato  and
Microsoft. We believe EMC's key  advantage  is  its  ownership  of  the  'whole
widget,' i.e., hardware, software, file management, networking and service.

  Commoditization. We think a risk to EMC is  the  further  commoditization  of
storage. That is, storage systems facing commoditization similar to  what  disk
drives experienced in the past couple years, partially because  a  lot  of  the
value-added is shifting to  networks  and  software.  While  this  is  a  valid
concern, we believe the risk is more perception than reality.  We  believe  EMC
sells more than just physical hardware.  The  company  is  a  trusted  business
partner and most companies will not run their  business  on  unproven  hardware
and/or unproven service, two of EMC's strongholds. Moreover, EMC is investing a
lot of its resources into value-added areas including networking and software.

  SAN versus NAS. We believe for the next two to three  years,  fibre  channel-
based SANs (storage area networks)  and  ethernet-based  NAS  (network-attached
storage) are complementary in that they  serve  different  end  markets.  Fibre
channel SANs for data center transactions processing environments that need the
ultimate in performance and scalability  and  ethernet  NAS  for  mixed  system
environments that need to share files and do not necessarily need the  ultimate
in  scalability  and  performance.  However,  we  believe  they  could   become
competitive in the longer term with the emergence of technologies  such  as  10
gigabit ethernet. In their current form, NAS or  ethernet-based  SANs  are  not
suitable for handling data traffic within data  center  environments  owing  to
performance and  latency  issues.  Nevertheless,  EMC  is  well  positioned  to
capitalize on each front as EMC's architecture is  protocol  agnostic  and  can
capitalize on whatever networking protocol wins out.

Valuation

  We used relative price-to-earnings (P/E) analysis as the  primary  metric  to
derive a price target for EMC. We decided to use companies that have  franchise
positions similar to EMC in storage in other areas of technology. The comps  we
decided to use are Sun, Cisco, Microsoft  and  Intel.  The  five  together  are
considered the 'franchise' names in technology, with market  capitalization  of
more than $150 billion each and very dominant market positions,  i.e.,  Sun  in
servers, Cisco in networking. Using this methodology, we believe  EMC's  shares
have potential upside to the range of $120, assuming a forward P/E multiple  of
120x, or roughly 4x its long-term earnings growth rate of 30%. We  believe  EMC
deserves a premium multiple given EMC's superior competitive position with  its
rich suite of software and services, projected long-term growth  rate  of  30%,
valuation  relative  to  comps  and,  in   our   opinion,   tremendous   market
opportunities in storage infrastructure.

Earnings Estimates

  Our EPS estimates for EMC are $0.77 for 2000  and  $1.00  for  2001.  In  our
model, we forecast continued robust revenue growth of 31% in 2001  (improvement
from the year-over-year growth of 30% in 2000 and up from 23% in 1999) owing to
continued strong demand for the company's core storage system products, as well
as software and networking products. We expect the gross  margin  to  stabilize
around the 57% range and look for operating expense to grow to around 31-32% of
sales, more consistent with the 32.7% in the most recent quarter (Q3 of  2000),
assuming continued investments in research  and  development.  We  think  these
assumptions are reasonable given the potential growth in both its core  storage
systems business and faster-growing software and networking businesses.

  Further out in 2002, we believe the company  will  be  able  to  sustain  its
highly profitable business model of gross margin in the  57%  range,  operating
expenses in the high-20% to low-30% range and operating margins in the  mid-to-
high-20% area.

   EMC Corporation designs, manufactures,  markets  and  supports  a  range  of
hardware  and  software  products  and  provides  services  for  the   storage,
management, protection and sharing of electronic information. These  integrated
solutions  enable   organizations   to   create   an   electronic   information
infrastructure, or an e-infostructure.  Its  products  are  sold  to  customers
utilizing a variety of the world's most popular  computing  platforms  for  key
applications, including electronic commerce, data warehousing  and  transaction
processing.
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Network Appliance: Waiting for EMC "Bring it On"

KEY POINTS

* NTAP showed no signs of competitive pressure as revenues and gross margins
  were higher than forecasted.  EPS was $0.10 versus our estimate of $0.09
  despite some heavier expense spending.  Good momentum was carried into Q3 as
  Book to Bill was greater than one.

* Gross margins were particularly strong as high levels of software sales and a
  mix shift to high-end systems sold as diskless upgrades benefitted the
  numbers.

* NTAP's Internet Caching business regained momentum which management
  attributed to their new 'end-to-end' caching and content management approach.
  Database sales were again strong and accounted for 20% of revenues.

* But in a sense, the company is in a no-win position.  Investors are focusing
  on the risk from new competitive threats (none of which we believe can stop
  NTAP).  And NTAP is entering a period of monumentally tougher revenue
  compares which will result in modestly slower revenue growth.  Our forecast
  for slower revenue growth in the second half of the fiscal year is unchanged.

* A host of competitors are targeting NTAP's markets (Procom, Dell, Compaq,
  SUNW, EMC, IBM, etc.) but we are focused on EMC (EMC-$86.63) as the greatest
  threat.  However, we continue to view EMC's high-end product as ill-suited to
  a pure NAS market and the soon to be announced EMC mid-range products are
  unlikely to match NTAP's appliance approach with integrated file management
  and software RAID. As successful as NTAP has been, no competitor has followed
  their hugely successful architecture.

* The growth outlook remains robust with 96% in revenue growth in Q3 and 70% in
  Q4 -- but this still represents the expected modest slowdown from Q2's 109%
  and Q1's 123.8%.  And the competitive issues will not go away for at least
  six months.  Nevertheless we find NTAP's strategic position to be compelling
  and the valuation attractive (152x CY2001 EPS and roughly a P/E-G of 2X) and
  we remain a strong long term supporter.



Key Data                  Quarterly Earnings Per Share (fiscal year ends April)
52-Wk Range       $149-22                1999A    2000A   Prev    2001E    Prev
Eq.Mkt.Cap.(MM)   $30,434 1Q             $0.03   $0.04A          $0.09A
Sh.Out.(MM)       316.2   2Q              0.03    0.05A           0.10A    0.09
Float             93%     3Q              0.03    0.06A            0.10
Inst.Hldgs.       55.6%   4Q              0.04    0.07A            0.11
Av.Dly.Vol.(K)    7,627   Year           $0.12    $0.22           $0.41   $0.39
Curr. Div./Yield  None/NA FC Cons.:      $0.21    $0.40           $0.56
Sec.Grwth.Rate    70%     Revs.(MM):      $289     $579          $1,129
12-mo. Tgt Price  $140.00 P/E:          802.1x   437.5x          234.8x
12-mo. Ret. Pot'l 45.5%
Convertible?      No

Source: UBS Warburg, LLC and company reports.

REVENUES FACING TRIPLE-DIGIT COMPARES

We expect revenue growth acceleration to slow and turn the corner in the
upcoming third (January) quarter as Netapp has now surpassed the critical $1
billion annual revenue run rate.  That being said, fiscal 2Q01 marked the
fourth consecutive quarter with y/y revenue growth over 100% and the latest
number was four percentage points higher than our forecast.

GEOGRAPHIES AND PRODUCTS STRONG

Growth continued to be strong across all geographies.  Both Europe and Asia
experienced triple-digit y/y revenue growth for the third consecutive quarter
and North American sales were 94% higher than same quarter last year.  Sales
were evenly distributed across product categories with the new F840/840c hihg-
end products garnering about 10% of all unit sales.  NetCache sales comprised
8% of total revenues (up from 4% in the prior quarter) as the NetCache C1100
was the fastest growth product in the quarter (up about 82% q/q) albeit with
lower ASPs.  Total NetCache unit sales increased 88% over the previous quarter
with total NetCache units accounted for 25% of unit volume (up from 19% last
quarter).  The company's sales efforts continue to benefit from a combined
"end-to-end" caching and file serving offering and Netapp believes it is well
positioned in the rich content deliver space.

SOFTWARE "SNAP"ING ALONG

Software sales as a percentage of revenue were 17%, which is up 3% from a year
ago as this revenue stream continues to benefit from growth in the Snap product
line (SnapMirror, SnapResore and SnapManager) and the NetCache offerings.

Revenue momentum should slow to just below triple digits rates in the next
quarter and eventually fall in line with NAS industry growth rates.  However,
we do expect the company to double its absolute storage size to 24TB within the
year.

Similar to last quarter, about 40% of NTAP's filer systems were targeted at
Internet-related deployments.  We still believe that NAS is becoming the de
facto standard in the new Internet computing Model and as the clear NAS leader,
Netapp is well positioned to capture an increasing share of these sales.

INDIRECT SALES

Sales through indirect channels accounted for 22% of the quarter's revenues
(less than 4% was OEM).  Management is content with the current state of its
Fujitsu OEM relationship and is making progress in its new marketing
partnerships with Storage Networks.

OUTLOOK

We are maintaining our fiscal 3Q01 revenue outlook of 96% y/y.  Meanwhile, we
have raised our 3Q01 and 4Q01 gross margins forecasts to 60.0% from 59.7% and
59.2% respectively while we do expect gross margins will likely trend downward
during the next few quarters as larger capacity filers contain more low-margin
disks.  R&D and SG&A spending will remain targeted at new opportunities causing
operating margins to decrease slightly over the next three quarters.  We are
raising our fiscal 2001 EPS forecast to $0.41 from $0.39 and our new 2002 EPS
forecast is $0.60 from $0.55 previously.

RISKS

Investing in stocks in this sector implies a high degree of risk due to high
levels of competition, rapid technology change and execution risks.  High
valuations add to these risks.

Table 1

Quarterly Actuals and Old and New Estimates

                                      OLD     New     Old     New     Old
New

               1QA    2QE     2QA     3QE     3QE     4QE     4QE     FY01
FY01

Revenue (Mil.)  $231.2  $255.7  $260.8  $296.5  $296.5  $346.0  $340.0  $1129.4
$1128.50

Revenue (y/y)   123.8%  105.0%  109.1%   96.0%   96.0%   73.0%   70.0%   95.0%
94.8%

Gross Margin     61.3%   60.3%   61.9%   59.7%   60.0%   59.2%   60.0%   60.0%
60.7%

Op. Exp.       41.9%   41.8%   42.6%   42.0%   42.0%   42.2%   42.2%   42.0%
42.2%

Net Margin       14.0%   13.2%   14.0%   12.6%   12.9%   12.0%   12.6%   12.8%
13.3%

EPS            $0.09   $0.09   $0.10   $0.10   $0.10  $0.11    $0.11   $0.39
$0.41
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o    We hosted a webcast with Intel CEO Craig Barrett yesterday, and had a
chance to discuss a variety of issues of importance to Intel.  Clearly, the
company faces a substantial challenge in managing the transition from PC-led
growth to communications and information appliance led growth.  To Intel's
credit, however, the strategy for managing the transition has been clearly
thought out.  Main points from our conversation were as follows. . .

o    The transition from P3 to P4 occupied a good portion of the interview, and
we view the transition as a challenging one.  Not only is Intel facing the
first processor core switchover in several years, but the core transition is
coming on top of what we believe will be an unusually tough manufacturing
process transition, from the 0.18 micron P858 process to the six-layer copper
0.13 micron P860 process.  Dr. Barrett was emphatic in his comments that
process transitions are nothing new for Intel, and that investors needn't
worry.  We'll give Intel credit for being the best manufacturer in the
business, but we'll be interested in seeing how Intel handles the transition
following the miscues on the more straightforward move to 0.18 micron last
year.

o    We also had a chance to ask Dr Barrett about Intel's plans for capital
spending for the remainder of this year and next.  Intel, like most large
semiconductor manufacturers, builds out fab shells as necessary, and varies the
rate at which it installs equipment as demand dictates.  Investors hoping to
hear a ringing endorsement of Intel's need to spend heavily next year came away
disappointed - Barrett's comments regarding capital spending plans in 2001 were
carefully hedged, and focused on Intel's ability to meter capacity adds in line
with changes in demand.

o    On the wireless front, we were hoping to get some additional color on the
long-awaited baseband processor that Intel is developing jointly with Analog
Devices.  Barrett steered clear of the subject, however, and focused on Intel's
flash and embedded processor businesses.  Intel's updated StrongARM core, which
has been dubbed X-Scale, is an impressive product, and Intel is not
surprisingly vocal about its prospects.  We expect Intel to post some handset
and information appliance wins with X-Scale, but the company is still a long
way from engaging Texas Instruments in the battle for the most important piece
of silicon in any portable device - the baseband processor.

Barrett admitted that Intel has had to work down a learning curve as it has
acquired companies in the wireline communications space.  As is the case in
wireless, Intel has an impressive anchor product - in this case the IXP network
processor lineup - that it hopes to build out from.  We heard nothing in our
talk that hadn't come up before, and Intel still clearly hopes to become an end-
to-end solutions provider in competition with industry leaders like PMC Sierra
and Broadcom.  Whether systems OEMs will be willing to build around an
externally developed architecture, especially one developed by a company as
formidable as Intel, remains a major unanswered question.  Barrett's comments
were focused largely on the IXP1200 processor itself, and we do expect Intel to
continue to garner wins with that part.

o    We certainly didn't come away with any doubts about Intel's continued
focus on delivering performance to the PC market, or Intel's belief that the
current slowdown in PC unit growth is temporary - "read my lips" was Barrett's
response to our suggestion that PC growth might have permanently slowed.  We
agree with Barrett's assertion that unit growth in the PC market is probably
sustainable in the mid-teens range, mostly as a result of increasing PC
penetration outside of the U.S.  However, Dr. Barrett also talked of Intel's
belief that newer markets place as much emphasis on performance as the North
American and European market does.  We find that argument difficult to
reconcile with a 10% target growth rate for Intel's microprocessor business,
and we believe that the rapidly growing new markets to which Barrett referred
are going to be far more likely to purchase $500 PCs as opposed to $1500
machines.

o    If there was anything surprising in our talk with Dr. Barrett, it was the
extent of his continued optimism on the PC front.  We view Intel as a company
in transition away from a core market - PC microprocessors - which is beginning
to see growth attenuate.  Barrett positioned Intel as a company moving into new
high-growth markets from a still-robust core market.  Is the PC market still a
robust source of growth for semiconductor content?  We'll see - the answer
depends on whether Intel can meaningfully exceed the modest 10% growth target
is has set for the business.
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Our Current Semiconductor Outlook and Best Names

* Recent datapoints from our contacts within the semiconductor industry and
from various end customers in the handset, PC & peripherals, automotive,
digital consumer and networking end markets continue to indicate to us that
demand in general for ICs continues to be healthy and robust.

* Furthermore, most companies in our universe that participate in the
commodity IC market (with the exception of DRAMs) such as low density Flash
(up to 8 Meg), Serial EEPROMs, Parallel EEPROMs, and SRAMs continue to
maintain pricing power in the marketplace with their end customers.  This
indicates to us that meaningful supply has yet to come on line.  We did not
expect so either.

* Adding to all this, on the commodity IC side, some of the recent commentary
coming from the companies that we either cover or monitor, small and large -
Advance Micro Device's  analyst meeting on 11/09, Integrated Device
Technology's mid quarter update yesterday and  Catalyst Semiconductor's
results yesterday - also continues to suggest that pricing on commodity Flash,
Serial EEPROMs, Parallel EEPROMs, and SRAMs continues to be firm and stable
and that visibility continues to be normal and has not deteriorated.

* On the proprietary product front - companies like Altera, Xilinx, LSI Logic,
STMicroelectronic's differentiated products (60% of their revs), Atmel's ASIC
& MCU products, Integrated Device Technology's communication products (70% of
their revs) - it is business as usual. If anything we are starting to hear
that order rates are improving from handset suppliers hinting to us that we
are probably at the tail end of the much debated recent handset inventory glut.

* On the PC front, we believe that unit growth should end up being in the
"normal" 15%-16% range in 2001 over 2000. Demand clearly has been slow during
the 2H of this year compared to the historical 45% Vs 55% units shipped
scenario in 1H Vs 2H of  past years.

* On the Cisco front, the recent sell off in Altera, Xilinx and Integrated
Device Technology and other communication related stocks (we do not cover) in
light of the increased raw material inventory, we believe has been overdone.
The stocks at current price levels more than reflect that.  If anything, these
stocks should be aggressively bought here.

* Practically all the datapoints we are picking up recently are characterizing
to us that business is pretty much running at a  "normal" pace at practically
all the companies we cover.

Net net, demand continues to be strong and supply, while having improved
during the 2H of this year (as expected) is clearly not anywhere close to
derailing the current dislocation in fundamental supply Vs demand. As we have
said before we expect this scenario to continue into 2001.  As such, we
continue to maintain our Strong Buy ratings on our favorite names and Buy
ratings on the rest of our stocks in the sector.

* Our Strong Buys continue to be: ALTR (price target $75); XLNX ($105); ATML
($30); IDTI ($125); MCHP ($60); SSTI ($50).

* Our Buys continue to be: INTC ($50); AMD ($35); MU ($65); LSI ($65); STM
($80).

We would be aggressively building positions in these names.

