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Investment Rationale 

ON Semiconductor is a chipmaker focused on the automotive and industrial markets. Born out of Motorola in 
1999, the firm has historically been a communications and consumer products supplier, however, in recent 
years it has shifted towards higher growth, higher margin industries as denoted by its current end-market 
focus. This emphasis on high growth subsectors has also resulted in the firm investing heavily in next-
generation semiconductor materials, namely Silicon Carbide (SiC) and Gallium Nitride (GaN), which provide 
performance that is better than legacy silicon chips by a wide margin. This improved performance is necessary 
for the successful rollout of next-generation products such as autonomous vehicles, wider range electric 
vehicles that can fully rival ICE vehicles, factory automation and improving renewable energy yield. Seeing the 
growing need for these chips, ON has heavily invested in the space by acquiring a leading player, GT Advanced 
Technologies (GTAT), in 2021 and concentrating its recent capex and R&D spend towards building out its 
product portfolio and its SiC capacity. Its existing technological prowess has allowed the firm to quickly 
become the market leader in this niche market, gaining considerable market share since 2022 and establishing 
sole-supplier partnerships with 8 of the top 10 automotive OEMs. The firm has continued to take market share 
in the recent downturn and is poised to continue to win disproportionately in this space.  

In addition to being the leader in a high-growth subsector, this positioning provides ON with a unique 
advantage – it’s not reliant on increased EV adoption to drive growth. Rising EV sales will continue to bolster 
ON’s financial performance, however, even if EV adoption stagnates, growing SiC adoption by automotive and 
industrial players will continue to supercharge ON’s results. This SiC adoption is inevitable as these next-
generation chips perform better than silicon chips in every single metric and provide material benefits to end 
consumers. This improved performance is actually a catalyst for EV adoption as it will compress the gap 
between EVs and ICE vehicles, and hence, provides a “double whammy” benefit for the firm. Hence, its market 
leadership in this space allows it to benefit from a multitude of hypertrends and allows its growth to not be tied 
to the adoption of a singular product which provides worse performance to consumers than its alternatives, ie 
EVs relative to ICE vehicles. 

Lastly, ON has also pivoted its sales and operational approach to prioritize long-term contractual relationships 
with customers, rather than making potentially-recurring annual sales. This has allowed the firm to gain 
increased insight into the end-market as it works with OEMs as a partner rather than a supplier which has 
allowed ON to foresee downturns prior to their occurrence, and hence, manage downside risks more 
effectively than peers. 

Overall, ON Semiconductor’s market leadership in next-generation chips provides the firm with a 
supercharged growth runway, detaches it from being beholden to EV adoption, and its operational shift allows 
it to have stronger guardrails against downside movements. These factors, combined with our target price of 
$71.68 makes ON a BUY. 
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Valuation-Specific Line Item Projections 

Assumptions 

 

ON’s strategic approach is driven by its specific end-markets. The firm has replaced its legacy business, which 
was exposed to low growth, price sensitive industries such as computing and communications, with higher 
growth, higher margin industry exposure in the form of the automotive and industrials sectors. To do so, the 
firm focused its legacy power management and sensors prowess towards these newer industries since the late 
2000s. This helped the firm establish a leading technological platform in niche subsectors with high 
consequences of failure and high switching costs.  

 

The firm’s growth prospects are tied to its ability to win in these high growth, high margin industries. Its recent 
outperformance has been driven by consistent design and content wins which have helped it take market 
share and establish itself as the leading player in a number of niche subsectors such as high-resolution, close-
distance image sensors, and advanced driver assistance systems (ADAS). So, to accurately price in its superior 
product portfolio and its leveraged exposure to these industries, we decided to drive our projections off of its 
expected performance in its self-declared end markets. 

 

We began with projecting segmental volume since much of the firm’s recent wins have been driven by its 
technological wins, and the subsequent share gains it’s experienced which has positioned it as a leveraged bet 
on next-generation technologies such as factory automation and electrification. We acknowledged that simply 
using expected industry growth would underprice the firm’s runway, as it has continued to take market share 
over the last 18 months despite the slowdown among its customers. To gain insight into how the firm’s market 
share gains have progressed since its management changed and it implemented its current strategy, we 
backed out the implied volume growth among the industry, as well as for ON itself. This was done through the 
following formula: implied volume growth = [(1 + revenue growth) / (1 + pricing growth)] – 1. We conducted 
this exercise for both market-level data and the firm’s segmental metrics. The firm’s implied segmental volume 
growth was then divided by the industry-level volume growth to find its volume multiple for each segment 
which signified how much market share the firm was taking per 1% of volume growth on an annual basis.  

 

We noticed that this number was particularly important for the automotive sector, where it had trended 
upwards since 2021, peaking at ~1.85x in 2023. This was driven by the firm’s foray into the next-generation 
semiconductor material of Silicon Carbide (SiC). This material is part of a family of materials known as “wide 
band-gap”, whose benefits can be seen below. Wide band-gap materials have a larger energy gap between 
their valence band and conduction band which allows the resulting chips to operate at higher temperatures, 
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endure higher voltages and decrease energy loss. All of these factors drive better performance among SiC 
chips relative to legacy silicon chips. As these chips have become more economical over the last decade, 
chipmakers have increasingly allocated R&D and capex dollars towards their development, and ON has been 
the biggest winner in this race. It has focused on specific, niche applications within its preferred end markets 
and has used its power management and technological expertise to devise industry-leading products. This has 
resulted in the firm’s SiC segment growing at 2x the market such that it now retains the highest EV / AV SiC 
market share, exhibited by its 50% content win share as of YE’24. As the firm’s lead has only increased, we 
expected this trend to continue and used the 2021 – 2024 average volume multiple of ~1.65x to drive its 
automotive volume growth. The other segments’ multiple was flatlined at 1.0x as the firm’s next-generation 
product portfolio was largely centered around the automotive sector and other industries, such as data 
centers and factory automation, largely grew at market rates. 

 

 

 

To then derive the full segmental volume growth, we used the ON’s end market growth projections as the 
baseline and multiplied it by the applicable volume multiple. For example, volume growth for the automotive 
segment = expected volume growth for the automotive chip sector * ON’s automotive volume multiple. 
We used the firm’s projections specifically since it had been more reliable in predicting sectoral movements 
due to its shift towards long-term supply agreements (LTSAs). The firm pivoted towards this approach when it 
implemented its new strategy to erase price / value discrepancies in its pricing structure and lock its value 
compensation and its market share gains in for a longer period of time. The firm also declared that it would not 
budge on pricing after contracts have been settled but will instead work with customers to move volume 
around the years to better fit their needs. Thus, due to these new, long-term relationships with OEMs, the firm 
gained leading indicators on expected volume movement as OEMs reached out to the supplier to increase / 
decrease near term shipped volumes in reaction to movements in end market demand. This allowed the firm to 
predict slowdowns in both the industrial and automotive sectors 2 quarters before they hit, and position its 
inventory profile and factory utilization accordingly, thereby, minimizing its margin volatility. Management 
noted these benefits when discussing the poor predictive power of third-party sources. Therefore, we decided 
to use management projections instead. 
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Note that this approach was mainly used for projections from 2026 onwards. Management stated that the 
current industry slowdown has reached a trough in both the industrial and automotive sectors, however, it has 
been an “L” shaped recovery such that 2024 and 2025 will essentially flatline. Therefore, we expected flat 
growth in the industrial segment. However, as the firm has continued to win market share in automotive SiC, it 
has generated low single digit growth in its automotive business in the last 1.5 quarters of 2024. The firm noted 
that it expects its automotive segment to fully realize the annualized effects of these wins in 2025. Resultantly, 
we projected automotive volumes accordingly for 2024 and 2025, growing the former at ~3% and the latter at 
2.5x this growth rate to represent its annualization. 

 

Additionally, we would like to address the firm’s disappointing revenue numbers for Q1’24 – Q3’24 amid a 
period of rising vehicle sales and explain how we reconciled this discrepancy with the levered automotive 
segment growth explained above and ultimately, reflected this situation in our projections. Although the firm’s 
automotive revenue, and hence, its total revenue declined through the first 3 quarters of FY’24, this wasn’t a 
reflection of lost market share or firm-level underperformance, but rather a real-time display of the firm’s 
actual drivers. Vehicle sales may be the end-market driver for automotive chips but the actual revenue driver is 
the dynamic between channel and OEM inventories and consumer sell-through of vehicles. If an auto chip 
supplier’s customers retain a bloated inventory log relative to their expected end-market demand, they will 
allow inventories to fall despite rising vehicle sales to manage their inventories downwards and limit the 
financial impact of slow-moving inventory. In this case rising vehicle sales won’t have an impact on auto chip 
suppliers’ revenue as volume orders continue to stagnate. This was the situation throughout 2024 for both ON 
and the broader automotive chipmaker industry. In addition to ON, market leaders such as Infineon and 
STMicroelectronics reported revenue declines of >10% through FY’24. ON, along with its peers, noted that the 
automotive industry, including both OEMs and dealers, was going through a period of “inventory digestion” as 
customers trimmed their inventory supply through end-market sales. So, although vehicle demand remained 
relatively strong, auto chip demand waned and suppliers took a hit.  

 

It’s also important to note that ON has excelled among its peers in terms of managing its channel inventory and 
utilization rate through its LTSAs which resulted in industry-low inventory levels. This has reduced the 
possibility of a future overhang on results due to customers flushing out bloated inventories prior to reordering. 
Therefore, unlike peers who have now started to see channel inventories creep downwards, ON’s channel 
inventory has actually risen by 1 week as they pre-emptively managed downwards to a minimum. Similarly, 
peers are looking to scale back utilization rates as of Q3’2024 to manage this downturn, whereas, ON 
implemented this step 5 quarters ago. Overall, this situation has increased our conviction in the firm’s ability to 
win in the niche, high-growth subsegments of the automotive chip sector as the firm’s market share has 
remained unaffected, with it growing in pockets like the Chinese EV market instead, and its operational 
management has outpaced peers. 

 

Moving forward, on a pricing basis, we decided to drive our projections based on a CPI forecast that we pulled 
from Bloomberg, which can be seen in the scenarios build below. ON, along with the rest of the industry, has 
had great success in driving pricing growth over the last few years due to the chip shortage. However, unlike its 
peers who have experienced price compressions due to the market slowdown, ON has been able to limit its 
downside exposure. Due to its LTSAs, the firm’s pricing is locked in, and since its product portfolio is geared 
towards subsegments with high switching costs and high consequences of failure, it has created a “value-
based” pricing strategy. This entails structuring its pricing based on the “value” its niche products provide and 
the firm refuses to compress its “value-based” margins to chase volume. Since it has divested from legacy, 
price-sensitive segments, and its product applications are such that its customers have to largely single-
source their chips, it has withstood pricing pressures. Resultantly, it guided towards flat price movement in 
both 2025, which it has achieved in 2024.  
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Since ON’s products carry high consequences of failure and high switching costs and the firm retains market 
leadership, we acknowledge that it carries a strong amount of pricing power. However, it has noted that its 
pricing movement will be a function of product launches whose incremental value will be denoted through 
price hikes. As the applicable price hike for each product launch is up in the air, we chose not to price this in. 
Additionally, although the firm’s LTSAs guarantee positive pricing movement, we believe additional future price 
hikes will only be possible given a favourable environment. As we are unsure if / when this will materialize, our 
decision to not factor this aspect in was further affirmed. Therefore, we simply grew pricing at CPI after 2025, 
which is when management expects a recovery, and which also aligns with the Fed’s expectations on the 
recession-recovery timeline (roughly 2 years). 

 

In addition to projecting revenue items, we also projected gross and EBIT margins. Gross margin was projected 
on a two-step basis. The first step grew COGS using expected PPI and volume growth. Note that our PPI 
forecast was built off our CPI forecast and the historical correlation between the two, such that PPI = CPI * 
(PPI / CPI Correlation) – this forecast was used as our expectations for supplier pricing pressures. Therefore, 
in our first step we combined our expected supplier cost growth (PPI forecast) with our overall volume growth 
to arrive at our step 1 COGS for each year. The exact formula can be seen below: 

COGSPre-Utilization Benefit = COGS(T - 1) Pre-Utilization Benefit * (1 + PPI) * (1 + Weighted Average Volume Growth).  

The second step of our gross margin build was predicated on factoring in the effect of a rising utilization rate as 
the market improves post 2026 and volumes grow. Management noted that every 100bp increase in factory 
utilization rates results in ~20bp of gross margin expansion and that their full-capacity utilization peaks at 
~83%. So to price this factor in, we used the following process: 

1. Utilization Rate = MAX(Utilization Rate(T – 1) * [(1 + (Weighted Avg Volume Growth – Capacity Growth)], 
High-End Utilization Rate) 

2. Percentage Point Change in Utilization Rate = Utilization Rate - Utilization Rate(T – 1) 
3. Percentage Growth in Gross Margin = Percentage Point Change in Utilization Rate * (20 / 100) 

As noted above, we started by deriving the firm’s utilization rate for each projection year. This included finding 
the utilization rate for each projection year by growing the past year’s utilization at the delta between volume 
growth and capacity growth (1). Capacity growth is denoted as the annual capex intensity (~6.1%) – 
maintenance capex intensity (5%). Note that the utilization rate was peaked at 83% using a MAX function (1) as 
management stated that this serves as its full-capacity rate. 

We then used the new utilization rate to find the percentage point change in utilization. Since management 
noted the benefits of rising utilization per 100bps, we decided it was best to denote the utilization growth in 
percentage points (bps * 100). This percentage point change was then multiplied by 0.2 (the gross margin 
improvement due to 1 percentage point increase in utilization) to find the total gross margin benefit due to 
growing utilization. 

Finally the final gross margin for the projection period was calculated as Gross Margin = Gross Margin(T – 1) * 
Percentage Growth in Gross Margin. 

To find EBIT margins, we used management guidance of an SG&A intensity of 13% as of 2027 and scaled it 
down based on the firm’s track record of setting beatable margin targets. Management has been very effective 
at meeting guidance in the past – it announced a margin expansion program in 2020 where it expected to grow 
gross margins from ~38% to 45% by 2025 through manufacturing optimization, which it exceeded by growing 
gross margins to ~49% by 2022. As this has been the new management team’s only margin improvement 
program since taking over, we priced it in by compressing the target long-run SG&A intensity by ~9%, which 
was the firm’s past margin beat. To be conservative, we didn’t consider management’s track record of 
achieving and exceeding targets ahead of time, as stated above, due to the current challenging market 
environment. Therefore, we projected the firm to achieve this compressed target on time. 
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Similarly, we also used management guidance of capex intensity falling to 5% from 2025 onwards, but 
adjusted this target upwards based on the firm’s track record of not meeting capex targets. It has historically 
missed these targets by ~22% and hence, we pushed our capex intensity assumption upwards by this amount. 
Although the firm has stated that it has fully completed its capacity upgrade program and that it has sufficient 
flexibility in its current plants to meet expected production goals, it has under-projected its capital needs in the 
past which we wanted to price into our model. 

 

Revenue 
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As explained above, revenue was projected through a price / volume build up on a segmental basis. Pricing 
was tied to an expected CPI forecast and volume growth was driven off of industry growth * segmental 
volume multiple over the entire projection period. We also sensitized this model with a bull / bear / base case 
scenario manager which increased our assumed downside so that we could understand the expected stock 
price impact of an upwards or downwards change in our assumptions. 

 

Gross Profit and EBIT 

 

 

As stated previously, we grew pre-utilization benefit COGS using the implied PPI forecast we built in our 
scenario manager. We then added the bps impact of a rising utilization rate based on the expected production 
and capacity additions to find the final gross profit margin. 

 

EBIT margins were found using a ramp to the expected SG&A intensity as of 2027, which was flatlined 
thereafter. 

 

Capital Expenditures and D&A 

 

Capex was projected using the firm’s stated capex intensity as of next year onwards and D&A was projected 
based on a percentage of revenue. 

 

Changes in Net Working Capital 
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Annual Net Working Capital (NWC) was projected by deriving the expected Accounts Receivables, Inventory, 
Other Current Assets, Accounts Payable, and Accrued Expenses throughout the discrete projection period. 
The historical metrics associated with these line items, namely Receivable Days, Inventory Days, % of Total 
Cost Base (for Prepaid and Accrued Expenses) and Payable Days were initially calculated. The historical 
average was taken as the base projection, and the resulting line items were backed out. The change in the 
cumulative NWC on a year-to-year basis was then calculated and can be seen above. 

 

Valuation 

 

 

We calculated the rolling betas for ON along with a peer group to get a sense of beta evolution over the last ~9 
years which can be seen above. We can see a tightening of beta movement for every single firm and we see a 
stabilization since ~2022.  
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We derived our cost of equity using Professor Damodaran’s (NYU) equity risk premium table, and the levered 
beta from our rolling beta calculation. These items were combined with the US 10Y yield to find the resulting 
cost of equity. For cost of debt, we used S&P’s credit rating for ON (BB+) to find the implied default spread, 
through another table published by Professor Damodaran. Lastly, these items were combined with the 
cumulative market capitalization of the firm and its total debt to arrive at a WACC of 13.52%. 

 

 

 

 

As seen above, the projections detailed throughout this report were used to build a discounted cash flow 
model. The implied upside through the academically-driven Gordon Growth Method is ~5.69%, which has been 
sensitized with the WACC and growth rate inputs. This helped us arrive at our given target price and the 
resulting HOLD recommendation.  
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Football Field 

 

 

The football field above helps quantify the impact of a change in our underlying assumptions, both on the 
upside and the downside, and we can see that in each scenario, our implied stock price hovers between ~4% 
downside and ~18% upside. Therefore, we are comfortable in our BUY recommendation given the limited 
downside risks and considerable upside that isn’t reflected, in the form of the firm’s pricing power, due 
to timing uncertainty. 

 

What the Market is Missing 

To gain a better understanding of why the market is mispricing ON’s stock, we dove into analyst reports and 
Q&A on earnings calls. The main downside risk that analysts have focused on in the past 24 months has been 
whether ON’s silicon carbide growth and market leadership is sustainable. ON entered this market a few years 
late through its acquisition of GTAT in 2021 but has leveraged its existing technological prowess to gain an edge 
on peers in terms of product performance, allowing it to disproportionately win and hence, take market share. 
However, analysts have been worried about whether this trend will continue. We observe this quantitatively as 
we notice that by reducing our automotive volume multiple from 1.62x to 1x, thereby expecting ON to grow in 
line with the market going forward, our implied upside falls to ~2.51%. This reflects a target price that’s roughly 
in line with the current market price, showing that the market is discounting the prospect of a continuation in 
ON’s market leadership. However, we disagree with this view. Firstly, the firm has continued to take market 
share during the automotive downturn by racking up design wins and increasing its OEM exposure in high-
growth markets such as the 50% market share it gained within the Chinese EV industry. Since ON focuses on 
EV drivetrains, management has noted that it’s not possible for customers to source a few parts from ON, and 
the others from peers as OEMs must source from a singular chip supplier. Resultantly, ON’s content wins 
mean that much of the new vehicle architecture is built on its silicon carbide chips, creating a strong, 
sustainable moat. Hence, we retain strong conviction in the firm’s ability to continue winning in the wide 
bandgap automotive chip space and resultantly, in our BUY recommendation. 


