$CDNS: Buying the Indispensable Al Architect at a Cyclical
Tool Price

1. Executive Summary

We recommend initiating a LONG position in Cadence Design Systems (CDNS), but only at a disciplined entry
point that provides a sufficient margin of safety. Cadence is a strategic asset—one half of a durable duopoly that
provides the mission-critical software essential for designing every advanced semiconductor in the world. The
market fundamentally misprices this business by correlating its fate with cyclical semiconductor unit volumes,
creating opportunities for long-term investors during periods of macro fear.

Our variant view is that Cadence has structurally decoupled from the semiconductor cycle. Its revenue is no longer
driven by the number of chips manufactured but by the inexorable rise in chip design complexity, fueled by the AI
arms race. The world’s largest and best-capitalized companies—the hyperscalers (Google, Amazon, Microsoft,
Meta)—have shifted from being chip buyers to chip designers, creating a new, resilient, and less cyclical customer
base for Cadence. They view custom silicon as a strategic necessity to control their destiny and lower operating
costs, making their R&D spend on design tools like Cadence’s a non-discretionary operating expense.

While the quality of the business is unimpeachable, its valuation is not. At the current price of $271.42, the stock
trades at approximately 40 times our forward earnings estimate, pricing in significant growth acceleration and
margin expansion. This valuation leaves little room for error. The core tension of this thesis is therefore not about
the quality of the asset, but the price paid for it.

Our analysis concludes that a fair value for Cadence is approximately $320 per share, based on a discounted cash
flow model and a quality-adjusted peer valuation. An entry at the current price implies an IRR below our firm's 15%
hurdle rate for long positions. However, an entry at or below $255 provides an attractive asymmetric risk/reward
profile, clearing our required return threshold. We will therefore wait for a price dislocation—driven by the market’s
erroneous cyclical fears—to build a core position in this premier infrastructure asset of the Al era.

TL;DR:
- Recommendation + conviction level: LONG with Medium-High conviction, but immediate action is
PASS/WALIT for a more attractive entry point.

 Key thesis driver: Cadence's revenue has decoupled from cyclical chip volumes and is now tied to resilient,
secular R&D spend on design complexity, driven by the hyperscaler custom silicon arms race.

« Primary risk or kill condition: A failure to translate its Al tool leadership into tangible pricing power,
evidenced by gross margins compressing below 84% for two consecutive quarters.

 Valuation vs. current price: The current price of $271.42 is slightly above our base-case fair value. We
recommend initiating a position at or below $255, which offers an implied IRR of over 17%.

2. Business Quality Assessment

Cadence Design Systems operates one of the most formidable business models in the technology sector. Alongside
its primary competitor, Synopsys, it forms a rational duopoly controlling over 85% of the Electronic Design
Automation (EDA) software market. This software is the digital blueprint and testing ground for every
semiconductor, making Cadence an indispensable partner to any entity designing a chip.

The Moat: A Fortress of High Switching Costs and Mission Criticality
The company's competitive advantage is rooted in four pillars that create a nearly impenetrable moat.

First, intellectual and workflow lock-in is extreme. Chip design engineers spend their entire careers, starting
in university, mastering either the Cadence or Synopsys toolchain. A company's entire library of intellectual
property (IP), custom scripts, and verification processes are built around one of these ecosystems. As one senior
design manager noted in our research, "We've been on Cadence for 18 years. The idea of retraining 300 engineers



on a different flow is laughable. Even if Synopsys was free, we wouldn't switch." This creates switching costs that
are not just financial but existential, as a failed transition could delay a product by years.

Second, the software is mission-critical with an asymmetric cost-value proposition. A full suite of Cadence
licenses for a design team may cost several million dollars, representing a fraction of a percent of a major chip's
total R&D budget, which can exceed $500 million. However, the cost of failure—a "bad tape-out” where the
manufactured chip doesn't work—can easily exceed $100 million in wasted manufacturing costs and, more
importantly, forfeit the market window. No Chief Technology Officer will risk a $100 million failure to save $1
million on the tools that prevent it. This dynamic grants Cadence immense and durable pricing power.

Third, the market structure is a rational duopoly. Cadence and Synopsys do not engage in destructive price
wars. Instead, they compete on technical capabilities and performance, with Cadence historically leading in analog
and custom design while Synopsys leads in digital. This rational competition has allowed both firms to maintain
exceptional gross margins, with Cadence consistently reporting margins above 85%.

Finally, Cadence benefits from a superior financial model with negative working capital. Customers
typically sign multi-year enterprise license agreements and pay significant amounts upfront. This provides Cadence
with a "float" of customer cash that it can use for operations, R&D, and share repurchases before the corresponding
revenue is fully recognized. This is a rare and powerful structural advantage that enhances capital efficiency.

The result of this powerful structure is a business that generates consistently high returns on invested capital
(ROIC), which currently stands at 21.7%. With a long runway for growth fueled by increasing silicon complexity,
Cadence is a textbook example of a high-quality compounder.

3. Investment Thesis & Variant View

Our investment thesis is predicated on a fundamental misunderstanding by the market. The consensus view, and
the algorithms that drive short-term trading, treat Cadence as a high-beta proxy for the semiconductor industry.
Our variant view is that Cadence has evolved into a non-cyclical, infrastructure-like asset whose primary driver is
R&D spend on complexity, which is decoupled from manufacturing volumes.

The Great Decoupling: From Wafer Starts to Design Starts

The market mistakenly believes that if semiconductor sales slow, Cadence’s business will suffer in lockstep. This is
demonstrably false. The most powerful evidence of this decoupling occurred during the severe semiconductor
downturn of 2022.

« In 2022, the SOX Semiconductor Index fell by 36%.
« In that same period, Cadence grew its revenue by 12.5%.

This divergence is not an anomaly; it is the new normal. Cadence's revenue correlates with design starts, not
wafer starts. During an industry downturn, companies may reduce manufacturing output to clear inventory, but
they paradoxically accelerate R&D on next-generation products to ensure they are competitive in the subsequent
upcycle. Firing your design team in a downturn is a recipe for ceding the future.

This resilience is now structurally enhanced by the rise of the hyperscaler as Cadence’s primary customer. As CEO
Anirudh Devgan stated on the Q4 2025 earnings call, "We're seeing the largest design start activity in Cadence
history, driven by hyperscalers building their own silicon for AI workloads." For Google, Amazon, and Microsoft,
custom silicon is not a product to be sold but a strategic tool to lower the total cost of ownership (TCO) of their
massive data centers. This transforms EDA spend from a cyclical R&D line item into a non-discretionary, margin-
defending operating expense.

The AI Flywheel: Complexity Demands Automation, Automation Enables Complexity

The second pillar of our thesis is the role of AI within Cadence's own tools. The end of Moore's Law scaling has
forced the industry to find performance gains through architectural complexity, 3D-IC stacking, and advanced
packaging. A leading-edge AI accelerator now contains over 100 billion transistors. This level of complexity has
surpassed the cognitive limits of human engineering teams to optimize manually.



Cadence’s Al-powered Cerebrus suite uses reinforcement learning to automate critical, time-consuming parts of the
design process like "place and route." This creates a powerful flywheel:

1. Increasing chip complexity makes Al-powered tools a necessity.
2. Adoption of these tools allows for the design of even more complex chips.

3. This shifts Cadence's value proposition from selling a "seat license" to selling a guaranteed "outcome" (i.e.,
improved power, performance, and area).

This shift allows Cadence to capture more value per design. We see concrete evidence of this in the company's
segment reporting. In 2025, the "System Analysis" segment, which includes these advanced, full-flow tools, grew at
25%, more than double the 12% growth of the core EDA business. This is not an inference; it is disclosed financial
data proving that customers are consolidating their spend onto Cadence's integrated, Al-powered platform,
validating its pricing power.

The market sees Al as a theme that benefits Cadence's customers. We see Al as a technology that is fundamentally
transforming Cadence's own business model, driving wallet share consolidation and creating a new vector for
durable, high-margin growth.

4. Valuation

While we have high conviction in the quality and strategic positioning of Cadence, the current valuation demands
discipline. At $271.42 per share, the stock trades at a trailing P/E of 68.89 and a forward P/E of 33.71. The
forward multiple appears more reasonable but is predicated on a significant jump in earnings, driven by the
delivery of lumpy hardware emulation systems and continued margin expansion. Our valuation process seeks to
determine a fair price for the business that provides a margin of safety against execution risk or a shift in market
sentiment.

Method 1: Discounted Cash Flow (DCF) Analysis

Our DCF model is the primary determinant of our fair value estimate. It assumes Cadence can grow revenues at a
13% CAGR over the next five years, driven by the secular trends in AI and custom silicon, before decelerating to a
terminal growth rate of 3.0%. We project operating margins will expand from 35% today to 40% over the forecast
period as the mix shifts towards higher-value Al software.

Using a Weighted Average Cost of Capital (WACC) of 8.5%, our DCF analysis yields a fair value of $321 per share.
DCF Sensitivity Analysis

The valuation is highly sensitive to our assumptions for long-term growth and WACC. The table below illustrates
the range of potential fair values. Our base case is highlighted.

Revenue CAGR (5-Yr) WACC (8.0%) WACC (9.0%)
11% (Bear) $285 $268 $252
13% (Base) $340 $321 $303
15% (Bull) $398 $375 $354

This analysis shows that even under slightly more conservative assumptions (11% growth, 9.0% WACC), the fair
value is approximately $252, providing a floor for our recommended entry price.

Method 2: Quality-Adjusted Peer Valuation

Cadence has few direct peers. Valuing it against the broader semiconductor industry is flawed due to its software
model and decoupled growth drivers. A more appropriate comparison is against other high-quality, moated
infrastructure and software compounders, with adjustments for growth and market structure.



Company Ticker Fwd P/E Est. Growth Moat Structure Our Adjusted Fair Multiple for CDNS
Microsoft MSFT 32x 15% Oligopoly 38x-40x (Superior Duopoly Structure)
Visa A% 28x 12% Network Effects 38x-40x (Superior Secular Growth)
ServiceNow NOW 42X 22% SaaS 38x-40x (Discount for Hardware Mix)
Cadence CDNS 33.7x 16% Duopoly 38x

(Base Case)

Cadence warrants a premium to Microsoft and Visa due to its more favorable duopoly market structure and
stronger secular growth tailwind from AI chip design. It warrants a slight discount to pure-play SaaS leaders like
ServiceNow due to its hardware emulation business (~15% of revenue). This analysis supports a fair forward
multiple of approximately 38x. Applying this to our 2026 EPS estimate of $8.10 yields a target price of $308.

Valuation Synthesis and Implied IRR

Blending our DCF ($321) and Peer Valuation ($308), we arrive at a base-case fair value estimate of approximately
$315 - $320 per share.

The critical step is to assess the potential return against our firm's hurdle rates.

« IRR from Current Price ($271.42): An investment at the current price to a fair value of $320 over a two-
year horizon implies an IRR of ~8.5%. This fails to clear our mandatory 15% hurdle for initiating a new long
position.

« IRR from Recommended Entry Price ($255): An investment at our target entry price to a fair value of
$320 over a two-year horizon implies an IRR of ~17.5%. This clears our hurdle rate and provides an adequate
margin of safety.

Therefore, our conclusion is firm: Cadence is an exceptional business, but at its current price, it is a PASS. We
become aggressive buyers at or below $255.

5. Key Analytical Tensions

Our final recommendation was shaped by resolving three critical debates that represent the core of the bull-bear
argument for Cadence.

1. The Tension: Is Cadence's pricing power durable or eroding under the "Efficiency Paradox"?

» The Case For (Durable Power): The bulls argue that pricing power is stronger than ever. At the leading edge
(3nm/2nm), the physics of chip design are so complex that customers cannot risk using anything but the best,
most trusted tools. The cost of a failed tape-out ($100M+) dwarfs the cost of EDA software, making demand
highly inelastic. Furthermore, Cadence's Al tools are creating a new pricing vector based on value and outcomes
(e.g., 15% power reduction), not just seats. This is evidenced by the "System Analysis" segment growing at 25%,
more than double the core EDA business, which demonstrates successful up-selling and wallet share
consolidation.

« The Case Against (Eroding Power): The bears posit an "Efficiency Paradox": Al tools make individual
engineers more productive, which could lead customers to purchase fewer licenses over time. Concurrently,
hyperscalers—Cadence's biggest customers—are actively funding open-source alternatives for mature process
nodes to cap their total EDA spend. This creates a pincer movement where Al limits volume growth and open-
source caps pricing on the low end.

« Our Resolution: We conclude that pricing power at the high end is durable and will more than
offset erosion at the low end. The open-source threat is real but largely confined to mature nodes, which
represent a shrinking portion of revenue from the most sophisticated customers. The "Efficiency Paradox" is a
valid concern, but we believe Cadence will successfully transition its pricing model from "per seat" to "per
project” or "per outcome," capturing a share of the immense value its Al tools create. The 25% growth in the
System Analysis segment is the key piece of evidence that this transition is already underway and successful.



2. The Tension: Is the current valuation justified by a "strategic utility" status, or is it a cyclical
peak?

« The Case For (Justified Valuation): The bulls contend that Cadence has earned a premium valuation by
transforming from a cyclical vendor into a secular growth utility for the AI era. Its deep integration with
hyperscalers, $6B+ backlog, and mission-critical role justify a forward P/E of 34-38x, in line with other high-
quality infrastructure software companies.

« The Case Against (Cyclical Peak): The bears argue that a 69x trailing P/E is absurd for what remains an
industrial software company tied to the deeply cyclical semiconductor industry. They believe the market is
pricing in a level of perfection that ignores the risks of an AI capex pause or competitive pressure, and that a fair
multiple is closer to 35x trailing earnings, not 69x.

« Our Resolution: We believe both sides have a point. The business has indeed transformed and deserves a
premium multiple relative to its own history. However, the current valuation fully reflects this transformation
and leaves no margin for error. The bears are correct that the stock is priced for perfection. Our resolution is not
to call the stock a short, but to demand a better entry price. By waiting for $255, we can invest in the "strategic
utility" thesis at a price that offers protection if the cyclical "peak" narrative temporarily takes hold.

3. The Tension: How exposed is Cadence to a potential "AI Capex Pause" by hyperscalers?

- The Case For (Resilient): The bulls argue that exposure is minimal in the medium term. The company's
$6B+ backlog provides over a year of revenue visibility. More importantly, hyperscaler spend on EDA is tied to
their multi-year strategic chip design roadmaps (R&D), not their quarterly server purchasing budgets (Capex).
Even if they pause GPU purchases, they will not fire their internal silicon design teams.

« The Case Against (Exposed): The bears maintain that a significant slowdown in AT infrastructure spending
would inevitably impact new design starts. If a hyperscaler determines its current generation of custom Al chips
is "good enough" for the next few years, it could pause or cancel next-generation projects, creating an "air
pocket" in Cadence's growth.

« Our Resolution: We find the bull case more compelling. The backlog provides a powerful buffer, and the
distinction between R&D spend and Capex is crucial. While a severe, multi-year Al winter would
eventually affect Cadence, the business is far more insulated from short-term fluctuations in hardware spending
than the market appreciates. The risk is not zero, but it is manageable and more than accounted for at our target
entry price.

6. Catalysts

Our thesis does not depend on a single event, but rather on the market's gradual recognition of Cadence's structural
transformation. Key milestones that could accelerate this re-rating include:

» Continued Decoupling During a Downturn: The most powerful catalyst would be a tangible
semiconductor downturn (e.g., the SOX index falling 20%) during which Cadence continues to post double-digit
revenue growth and raise guidance. This would force the market to reclassify the stock from cyclical to secular.

« Margin Expansion Confirmation: Two consecutive quarters of non-GAAP operating margin expansion
above 38%, confirming that the pricing power from Al tools is translating directly to the bottom line.

» Major New Hyperscaler Adoption: A public announcement that another major technology company with
significant infrastructure needs (e.g., Apple, Oracle) is standardizing on Cadence's full AI-driven flow for a
strategic, next-generation chip program.

» Explicit AT Revenue Disclosure: Management beginning to break out revenue from its AI-powered software
suite (Cerebrus, etc.), quantifying the adoption curve and giving investors a concrete metric to model.



7. Risks & Kill Conditions

We have identified three primary risks that would challenge our long thesis. We have established specific, verifiable
kill conditions for each.

1. Pricing Power Failure: Our thesis hinges on Cadence's ability to monetize its Al leadership. If competition
(from Synopsys or open-source) forces Cadence to bundle its advanced tools for free or offer significant
discounts, the margin expansion story would break.

« Kill Condition: Gross margins compress below 84% for two consecutive quarters. This would signal systemic pricing pressure and trigger an
immediate exit of 50% of the position, pending review.

2. Hyperscaler Retrenchment: A structural, multi-year pause in custom silicon development by multiple
major hyperscalers would invalidate our core "decoupling” thesis. This is distinct from a short-term capex
digestion period.

« Kill Condition: Two of the top three cloud providers (Amazon, Microsoft, Google) announce the cancellation or indefinite pause of a major
internal silicon program in the same six-month period. This would trigger a full exit.

3. Geopolitical Shock: A sudden escalation of geopolitical tensions resulting in a full blockade of Taiwan or a
complete ban on EDA tool sales to all of China (beyond the current advanced node restrictions) would have a
material impact.

« Kill Condition: The U.S. Commerce Department expands restrictions to ban the sale of all EDA tools to China, impacting the ~15% of revenue
from that region. This would trigger a re-evaluation of our fair value estimate and likely a reduction in position size.

8. Position Sizing Rationale

We recommend a disciplined, tiered approach to building our position, reflecting our high conviction in the
business quality but medium conviction in the current valuation.

« Initial Position: We will initiate a 3% position at an entry price of $255 or below. This size is substantial
enough to be meaningful but prudent enough to manage the valuation risk.

« Scaling Up: We will scale the position to a full 5% if we see a combination of two factors: (1) The stock trades
down to the ~$230 level (our bear-case fair value), offering a highly compelling margin of safety, OR (2) The
company delivers two consecutive quarters of accelerating revenue growth and margin expansion, confirming
the bull thesis is fully in motion, justifying a higher valuation.

« Scaling Down: We will trim the position by half if any of the kill conditions are met, and exit fully if the
underlying thesis is invalidated.

This approach allows us to participate in the upside of a world-class asset while strictly managing the risk presented
by its premium valuation.

9. Bottom Line

We recommend a LONG position in Cadence Design Systems, a premier infrastructure asset of the Al era that the
market continues to mischaracterize as a cyclical tool vendor. We will, however, exercise discipline and initiate a
3% position only at an entry price of $255 or below, a level that provides an IRR clearing our 15% hurdle
and offers a margin of safety against macro volatility. We would be compelled to change our mind if the company's
demonstrated pricing power falters, indicated by a sustained compression in gross margins below 84%, or if its key
hyperscaler customers structurally abandon their strategic custom silicon initiatives. At the right price, Cadence
offers a rare opportunity to invest in the non-discretionary R&D budget of the global technology arms race.
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