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Semiconductors vs. Software - What’s going on?
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As Al models rapidly become more complex and their usage
accelerates, demand becomes much more compute-intensive.
This has extended the traditional semiconductor cycle because
bottlenecks keep migrating - from graphics processing units
(GPUs) to high bandwidth memory (HBM), networking, advanced
packaging, power, and optics.

Semiconductor spending also is showing up in earningsin a

way that software has not matched. FactSet shows first-quarter
information technology earnings grew 50% year over year, led by
99% growth in semiconductors and semiconductor equipment
versus 22% growth for software. Revenue tells the same story, with
semiconductors up 51% versus software up 18%.

This is the key distinction: Semiconductors are currently mone-
tizing Al through visible demand, pricing power, and operating
leverage, while software is still sorting through how Al changes
seats, pricing, workflow ownership, and moats. The same Al
models enabled by massive semiconductor capex are now credible
threats to parts of the software stack, which helps explain the big

Tech is not a monolith
Ratio of S&P 500 semiconductor subsector to software subsector
(normalized to 100 on 11/30/2022, the day ChatGPT was released)
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divergence in the performance and outlook of the two industries.
That does not mean software is structurally impaired or that every
company is a loser. But software companies now must prove to
investors that they can continue to grow. Valuations in many cases
also need to adjust to the reality that recurring revenue might not
be as sticky as once assumed.

The (not entirely) bearish case for software

Despite the challenges faced by software companies, we do believe
that large enterprise platforms, cybersecurity, compliance-heavy
applications, and systems tied to sensitive data should be more
resilient.

The significant semiconductor gains since their March lows have
left many of those companies looking overbought and crowded.
Investors looking for areas of relative value might find some ideas
within software, especially since we’re starting to see some early
signs of rotation back into select stocks. Software indices are also
substantially cheaper on a 1-year forward price-to-earnings (P/E)
basis compared to their history, coming down from more than 40x
to trade at around 23x next year’s earnings, close to the S&P 500’s
market multiple. Given the uncertainty presented by Al, it makes
sense to see valuation compression; but in some cases the sell-off
likely doesn’t match with actual fundamentals.

However, bears can cite two important investor concerns: volatility
and timing.

From a volatility standpoint, the software industry has been one of
the wilder rides in an already wild market. From late September to
mid-April, the index fell more than 35% on fears of an impending
“SaaS-pocalypse” (Software-as-a-Service apocalypse). A number
of violent moves, both higher and lower, occurred along the way as
the industry attempted to sort out winners and losers. In the last
six months there have been four nearly -10% corrections, as well
as a-19% move lower. Considering that they each occurred in the
span of less than 10 trading days, a roller coaster might have been
more soothing.
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Despite all that volatility, relative performance hasn’t provided
anything to write home about. The S&P 500 has moved sharply
higher since March 30, up about 17% into mid-May. Meanwhile,
the S&P North American Expanded Technology Software Index
jumped by about the same amount, up 18%. It’s a nice move, but
not a differentiated one.

The other concern is timing. The powerful Al narrative has pushed
semiconductor performance higher in ways that have drawn
comparisons to 1999, one of the only other periods when we’ve
seen this type of push higher. At this point, the Philadelphia Stock
Exchange Semiconductor Index is about 60% above its 200-day
moving average, which is an outlier. Optimists note that the same
index once topped out even higher - around 100% above its
200-day moving average during the tech bubble 25 years ago - and
pessimists point to the rugged years that followed the peak in
March 2000.

*Number of trading days, excluding holidays

Source: Macrobond as of May 15, 2026

However, even a bear can admit this time may be different. Capex
estimates for Al hyperscalers have trended in a singular direction
with no sign of a pause. Current estimates for 2027 exceed $1
trillion. That would be remarkably close to US national defense
spending.

Worst-case scenarios

A pullback in semiconductors would affect much of the overall
technology sector, including software. Separately, Al efficiency will
continue threatening software, especially as a stubborn infla-
tionary environment forces businesses to revisit their enterprise
software spending. Finally, private credit has added another layer
of uncertainty. Investor nervousness about illiquidity and funding
concerns may be overblown, but it’s a potential overhang for many
software companies.




Now vs. Then
Philadelphia Stock Exchange Semiconductor Index

(Last 3 years)

Philadelphia Stock Exchange Semiconductor Index
= Philadelphia Stock Exchange Semiconductor Index 200 day
moving average [m.a. 200 obs]
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The big picture

The gap between semiconductors and software won’t last forever.
It’s likely that software will close some of that gap, but we agree
with the bulls who say software requires more selectivity than
semiconductors in the current environment.

Our argument against bulls is simply timing, and whether now is
the right moment to invest in software. In the context of managing
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risk and volatility, it might be better to put together a shopping

list for an inevitable pullback in the broader technology sector.

One area we’ve kept an eye on is cybersecurity, which has acted
differently than the software industry as a whole.

Meanwhile, even a bear can admit that certain areas of software
are trading at the most attractive levels since 2018 - if you can
stomach the near-daily volatility.



Risk Information:

Investing involves risk, including risk of loss.

Diversification does not ensure a profit or guarantee against loss.

Disclosures:

Any forecasts, figures, opinions, or investment techniques and strategies set
out are for informational purposes only. There is no assurance any estimate,
forecast or projection will be realized.

Index or benchmark performance presented in this document does not reflect
the deduction of advisory fees, transaction charges, or other expenses, which
would reduce performance. Indexes are unmanaged. It is not possible to invest
directly in an index. Any investor who attempts to mimic the performance of
an index would incur fees and expenses that would reduce return.

This document is a general communication being provided for information-
al purposes only. It is educational in nature and not designed to be taken as
advice or a recommendation for any specific investment product, strategy,
plan feature, or other purpose in any jurisdiction, nor is it a commitment from
Raymond James Investment Management or any of its affiliates to participate
in any of the transactions mentioned herein. Any examples used are generic,
hypothetical, and for illustration purposes only. This material does not contain
sufficient information to support an investment decision, and you should not
rely on it in evaluating the merits of investing in any securities or products. In
addition, users should make an independent assessment of the legal, regu-
latory, tax, credit, and accounting implications and make their own determi-
nations together with their own professionals in those fields. Any forecasts,
figures, opinions, or investment techniques and strategies set out are for
information purposes only, based on certain assumptions and current market
conditions, and are subject to change without prior notice. All information
presented herein is considered to be accurate at the time of production, but
no warranty of accuracy is given and no liability in respect of any error or omis-
sion is accepted. It should be noted that investment involves risks, the value
of investments and the income from them may fluctuate in accordance with
market conditions and taxation agreements, and investors may not get back
the full amount invested. Both past performance and yields are not reliable
indicators of current and future results.

The views and opinions expressed are not necessarily those of the broker/
dealer or any affiliates. Nothing discussed or suggested should be construed
as permission to supersede or circumvent any broker/dealer policies, proce-
dures, rules, and guidelines.

Sector investments are companies engaged in business related to a specific
sector. They are subject to fierce competition and their products and services
may be subject to rapid obsolescence. There are additional risks associated
with investing in an individual sector, including limited diversification.

Investing in small cap stocks generally involves greater risks, and therefore,
may not be appropriate for every investor. The prices of small company stocks
may be subject to more volatility than those of large company stocks.

Indices

S&P 500 Index - Measures changes in stock market conditions based on the av-
erage performance of 500 widely held common stocks. It is a market-weighted
index calculated on a total return basis with dividend reinvested. The S&P 500
represents approximately 80% of the investable U.S. equity market.

S&P 500 Index semiconductor subsector - S&P 500 Index constituents in the
semiconductor and semiconductor equipment industry.

S&P 500 Index software subsector - S&P 500 Index constituents in the software
industry.

The PHLX Semiconductor Sector Index™ (SOXSM) - A modified market capi-
talization-weighted index, created by the Philadelphia Stock Exchange, that
is composed of 30 companies primarily involved in the design, distribution,
manufacture, and sale of semiconductors.

S&P North American Expanded Technology Software Index - An index mea-
suring US-traded securities in the GICS® Application Software and Systems
Software sub-industries, as well as applicable supplementary stocks.

GICS® (Global Industry Classification Standard) - A standardized classification
system for equities developed jointly by Morgan Stanley Capital International
(MSCI) and Standard & Poor’s™ in 1999. It consists of 11 main sectors into
which S&P has categorized all major public companies.

Contact us at 800.521.1195 or visit RJInvestmentManagement.com

for more investment insights.
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