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Earlier this month, the U.S. Department of Commerce (DOC) issued

The first two rules are considered final (effective June 29), while the

updated export control regulations which, if fully implemented, will

third is only proposed at this point. Rule #1 eliminates the Civil End

further restrict sales of key technologies to China beyond those

Users (CIV) exemption which had allowed the export of certain high-

imposed on telecom giant Huawei.

tech items on the government’s Commerce Control List (see link to

While semiconductor stocks at first took the news in stride, they sold

CCL here ) to countries of national security concern without obtaining
a license. The CCL list includes various types of semiconductors,

off sharply after Lam Research (LRCX) issued a filing that highlighted

semiconductor equipment and many other high-tech items such as jet

the DOC rule changes as a new risk factor. The company stated that
the rule “may require us to apply for additional export licenses for

engine components.

our products to be sold to certain customers in China. There is no

Rule #2 broadens the list of items for which licensing requirements

assurance that we will be issued licenses that we may apply for on a

and review policy apply, and expands the definition of military end

timely basis or at all.”

use (MEI) to include semiconductor manufacturing / assembly / test

These regulatory changes have been in the works for several months,

equipment, programmable logic chips, microwave semiconductors

but it was never clear if they would be ultimately approved and,

and other semiconductors for space applications.

importantly, if they had President Trump’s support. Investors hoped

Rule #3 (not final yet) proposes to eliminate the license exception for

that the proposals would be adjusted or blocked in order to preserve

partner countries involving the re-export of U.S.-origin technology

the progress achieved in the Phase 1 U.S.-China trade agreement. That

items that would have been denied if exported directly from the U.S.

may still ultimately be the case, but as negative rhetoric has heated

It appears that this rule would limit re-export from some countries

up again between China and the U.S. , the risk of disruptive outcome

(including Hong Kong) to mainland China but it wouldn’t block

for the chip equipment industry has also increased.

shipments from Taiwan as currently written.

In all, there were three rule changes that potentially affect the

It appears that almost all semiconductor categories could be impacted

semiconductor industry:

by the first (CIV) rule, but the dollar amount of semiconductor
products currently exported from U.S. factories to China under the CIV

1) Elimination of License Exception Civil End Users (CIV):

exemption is relatively low. As far as the second (MEU) rule change,

https://s3.amazonaws.com/public-inspection.federalregister.

U.S.-manufactured semiconductor equipment and certain types of

gov/2020-07240.pdf

high-performance semiconductors including field programmable gate

2) Expansion of Export, Reexport, and Transfer (in-Country) Controls

arrays (FPGAs) will now require a license.

for Military End Use (MEU) or Military End Users in the People’s

While these rule changes could certainly be disruptive, the impact

Republic of China, Russia or Venezuela:

may not be as bad as feared based on comments from KLA Corp.

https://s3.amazonaws.com/public-inspection.federalregister.

(KLAC) which reported earnings last week. KLAC’s management noted

gov/2020-07241.pdf

that “the majority of our business and most of our products (> 60%)

3) Modification of License Exception Additional Permissive Re-

are manufactured and assembled outside of the U.S. and we routinely

exports (APR):

ensure that our products are not used for prohibited military end
uses in China.” However, the company went on to say that “we are

https://s3.amazonaws.com/public-inspection.federalregister.

still assessing the new rules and working with trade associations and

gov/2020-07239.pdf

others to obtain additional guidance from the U.S. government…”

-1Please see disclosure on last page

CURRENT MARKET NEWS

Caught in the crossfire: New Commerce
Department rules target semiconductors

Exhibit 1: U.S. semi equipment sales to China have been increasing rapidly

1) The Department of Commerce rule changes remain relatively
easy for semi equipment companies to get around and are

U.S.-Based semiconductor equipment sales to China
Company

Mar19

Jun19

Sept19

Dec19

China Sales

993

1,117

1,199

1,271

Yr/Yr Growth

-24%

-32%

6%

31%

% of Total

28%

31%

32%

31%

mainly sabre rattling with the goal of looking tough on China.

Mar20

The U.S. government has a legitimate need to figure out where
U.S.-based semiconductor technology is ending up (amazingly, it

Applied Materials (AMAT)

doesn’t have a good handle on this now) and requiring licenses
will help;
2) The new rules will make it more difficult for Huawei (which
manufactures both telecom equipment and semiconductors)

KLA Corp (KLAC)
China Sales

206

400

346

382

353

and other Chinese companies to get around the restrictions that

Yr/Yr Growth

7%

18%

15%

47%

71%

have already been put in place. If these changes don’t work,

% of Total

19%

32%

24%

25

25%

the U.S. government will add new ones that do. For example,
Huawei currently designs chips that are manufactured by Taiwan

LAM Research (LRCX
China Sales

416

790

592

758

792

Semiconductor (TSM), but the U.S. could make TSM choose

Yr/Yr Growth

-15%

18%

2%

110%

90%

between continuing to work with Huawei (a ~15% customer) or

% of Total

17%

33%

27%

29%

32%

keeping the customers like Apple (AAPL), NVIDIA (NVDA) and
Qualcomm (QCOM) which represent the bulk of its sales; and
3) The U.S. effectively declares a holy war on China and takes

Source: Company Filings, Refinitiv

whatever actions are necessary to keep the Chinese from
It is no secret that China seeks to become self sufficient in

manufacturing leading edge semiconductor devices.

semiconductors and is spending aggressively to do so. U.S. efforts to

Scenarios one or possibly two seem the most likely near term, but

cut off Huawei from U.S. technology may have served as a wake-up

scenario three can’t be ruled out as U.S. and China tensions continue.

call (China’s Sputnik moment), strengthening the resolve of Chinese
officials.
From the U.S. Government standpoint, China’s military-civil integration
strategy is concerning as is the country’s attempts to gain on the U.S.
through technology theft and massive subsidies to local Chinese firms.
Efforts to block Huawei’s rise haven’t been as successful as the Trump
Administration intended, and they are determined to make things
tougher. We see three possible scenarios:

-2Please see disclosure on last page

CURRENT MARKET NEWS

Caught in the crossfire: New Commerce
Department rules target semiconductors

Disclosure
Any discussions of specific securities, investment managers, or strategies are for
informational purposes only and should not be considered investment advice.
The report does not constitute an offer to sell or a solicitation to buy any security
or investment product. Any offer to sell or solicitation to buy an interest in any
private security, investment product or fund may only be made by receiving a
confidential private offering memorandum, prospectus, investment advisory
agreement or similar documents from the investment manager, which describes
the material terms and various considerations and risks relating to such security,
investment product or fund.

CFA® and Chartered Financial Analyst® are registered trademarks owned by CFA
Institute.
This report contains our opinion as of the date of the report. It is for general
information purposes only and is not intended to predict or guarantee the
future performance of any investment, investment manager, market sector, or
the markets generally. We will not update this report or advise you if there is
any change in this report or our opinion. The information, ratings, and opinions
in this report are based on numerous sources believed to be reliable, such as
investment managers, custodians, mutual fund companies, and third-party data
and service providers. We do not represent or warrant that the report is accurate
or complete.

Alternative investments, such as private equity and hedge funds, contain risks
that are amplified when compared with other asset classes, such as illiquidity,
stock or sector concentration, financial leverage, difficulties in valuation, and
short selling. Alternative investment vehicles have minimal regulatory oversight
and alternative managers have the latitude to employ numerous investment
strategies with varying degrees of risk.

To the extent this report contains information about specific companies or
securities, including whether they are profitable or not, it is being provided
as a means of illustrating the investment manager’s investment thesis. The
investment manager may or may not have invested in these securities at the
time this report was prepared or is accessed by the reader. References to specific
companies or securities are not a complete list of securities selected and not all
securities selected in the referenced timeframe were profitable.

We are not licensed or registered with any financial services regulatory authority
outside of the United States. Non-U.S. residents who maintain U.S.-based
financial services accounts with us may not be afforded certain protections
conferred by legislation and regulations in their country of residence with
respect to any investments, investment solicitations, investment transactions or
communications made with us.

Other Bank of Montreal affiliates, and their agents and employees, may provide
oral or written market commentary or trading strategies to clients that reflect
opinions that are contrary to the opinions expressed in this report. These same
persons and affiliates may make investment decisions that are inconsistent
with the recommendations or views expressed in this report. We and our
affiliates, directors, officers, employees and members of their households, will
from time to time have long or short positions in, act as principal in, and buy
or sell, the securities referred to in this report. We and our affiliates, directors,
officers, employees and members of their households, may have positions in
the securities mentioned that are inconsistent with the views expressed by this
report.

You may not copy this report or distribute or disclose the information contained
in the report to any third party, except with our express written consent or as
required by law or any regulatory authority.
“BMO Wealth Management” is a brand name that refers to BMO Harris Bank,
N.A., BMO Family Office, LLC, BMO Harris Financial Advisers, Inc., BMO Delaware
Trust Company, and certain affiliates that provide certain investment, investment
advisory, trust, banking, securities, insurance and brokerage products and
services. “BMO Family Office” is a brand name that refers to BMO Harris Bank,
N.A., BMO Family Office, LLC, and BMO Delaware Trust Company. The BMO
Family Office brand provides family office, investment advisory, investment
management, trust, banking, deposit and loan products and services. These
entities are all affiliates and owned by BMO Financial Corp., a wholly-owned
subsidiary of the Bank of Montreal. Capital Advisory Services are offered by a
division of BMO Harris Bank, N.A. Member FDIC.

This report is not intended to be a client-specific suitability analysis or
recommendation, an offer to participate in any investment, a recommendation to
buy, hold or sell securities, or a recommendation of any investment manager or
investment strategy. Do not use this report as the sole basis for your investment
decisions. Do not select an asset class, investment product, or investment
manager based on performance alone. Consider all relevant information,
including your existing portfolio, investment objectives, risk tolerance, liquidity
needs and investment time horizon.

NMLS #401052

Any forward-looking statements in this report involve known and unknown risks,
uncertainties and other factors that may cause the actual performance of future
markets to differ materially from the projections depicted in the report. Past
performance is not indicative of future results and current performance may be
higher or lower than that shown in the report. There can be no certainty as to
the extent or depth of any market downturn, nor any assurance regarding the
nature, extent or timing of markets rebounding. When evaluating the report, you
are cautioned not to place undue reliance on these forward-looking statements,
which reflect judgments only as of the date of the report. Investment returns
fluctuate, and investments when redeemed, may be worth more or less than the
original investment.

Broker-dealer and investment advisory services and insurance products are
offered through BMO Harris Financial Advisors, Inc. Member FINRA/SIPC. SECregistered investment adviser.
Securities, investment advisory services and insurance products are offered
through BMO Harris Financial Advisors, Inc. Member FINRA/SIPC. SEC-registered
investment adviser.
BMO Harris Financial Advisors, Inc. and BMO Harris Bank N.A. are affiliated
companies. Securities and insurance products offered are: NOT FDIC INSURED –
NOT BANK GUARANTEED – NOT A DEPOSIT – MAY LOSE VALUE.

Standardized performance returns include reinvestment of dividends, other
income and capital gains, which depict performance without adjusting for
the effects of taxation or the timing of purchases and sales. Performance
data is presented without deducting the investment advisory fees and other
charges that may be applicable. The deduction of such fees and other charges
(and the compounding effect thereof over time) will reduce portfolio return.
Unless otherwise indicated, traditional investment performance data generally
represents a composite or representative portfolio return and is shown gross of
the investment manager’s advisory fees. Unless otherwise indicated, alternative
investment performance data is shown as net of fund expenses, management
fees, and incentive fees. Index performance data is shown as total return. You
cannot invest directly in an index. Due to a system conversion, the ability to
manipulate or restate client specific performance data prior to December 31,
2007, may be limited.

Not all products and services are available in every state or location or through
all entities within BMO or BMO Family Office.

Corporate Office: 111 W. Monroe Street, Chicago, IL 60603
C11# 10209070
-3-

