$SNPS: Buying the Al Complexity Tax Collector at a
Cyclical's Valuation

1. Executive Summary

We recommend initiating a LONG position in Synopsys, Inc. (SNPS) with a base-case fair value estimate of $540,
representing a 29% upside from the current price of $418.98. Our thesis rests on a fundamental market
misclassification: Synopsys is being valued as a cyclical semiconductor capital equipment provider when it is, in
fact, the primary toll collector on the exponential growth of chip complexity. The market's linear growth models fail
to capture the structural decoupling of Synopsys's revenue from semiconductor unit volumes, a shift driven by
three unstoppable forces: the transition to physics-constrained Gate-All-Around (GAA) transistors, the
architectural migration to multi-die chiplets, and the rise of custom silicon for AI.

This mispricing creates a compelling opportunity to acquire a mission-critical software monopoly at a discounted
forward P/E of 24.81x, a significant discount to its direct peer. The consensus narrative is paralyzed by the
perceived binary risk of the pending Ansys acquisition and geopolitical tensions with China. We contend this view is
flawed. The core business is strong enough to thrive independently, making the Ansys deal a valuable, but not
essential, call option on future growth. A deal failure would likely trigger significant capital returns, providing a
downside buffer. At the current valuation, we are purchasing the durable, high-growth organic business at a fair
price and receiving the transformative potential of the Ansys "Silicon-to-Systems" platform for free.

Our research indicates that for every 1% increase in transistor density at advanced nodes, the required verification
and simulation compute—the core of Synopsys's business—grows non-linearly. As one former AMD/Nvidia chip
architect noted, the move to chiplets caused their EDA budget to grow "60% over 3 years," far outpacing linear R&D
budget growth. This "complexity tax" is the engine of our thesis and the reason we believe Synopsys can sustain 15%
+ earnings growth, justifying a significant re-rating as the market recognizes its structural, not cyclical, nature. We
are initiating a starter position to be scaled upon validation from near-term catalysts, including the upcoming
earnings report and regulatory clarity on the Ansys merger.

TL;DR:
* Recommendation + conviction level: LONG, High Conviction. Initiate a 3% starter position, scaling to a

full 7% position on positive catalysts.

 Key thesis driver: The market misunderstands Synopsys as a cyclical company tied to chip volumes. It is a
structural grower whose revenue is decoupling from volumes due to the "complexity tax" of A, chiplets, and
GAA transistors.

« Primary risk or kill condition: The thesis is wrong if competitor Cadence (CDNS) consistently outgrows
Synopsys by more than 500 basis points for two consecutive quarters, signaling an erosion of Synopsys's
technical lead in the digital design flow.

 Valuation vs. current price: Our base-case fair value is $540, implying a 18.7% IRR over an 18-month
horizon from the current price of $418.98. The stock is pricing in cyclical risk and merger uncertainty, creating a
compelling entry point.

2. Business Quality Assessment

Synopsys operates at the heart of the global semiconductor industry, forming a rational duopoly with Cadence
Design Systems (CDNS) in the Electronic Design Automation (EDA) market. Together, they control approximately
85-90% of the market for the software tools essential for designing every advanced microchip in the world. This is
one of the highest-quality business models in technology, characterized by a deep competitive moat, a highly
recurring revenue model, and immense pricing power.

The "Golden Flow" Moat and Infinite Switching Costs: Synopsys's dominance is most pronounced in the
"digital implementation” or "golden flow" of chip design—specifically, logic synthesis (Design Compiler) and static



timing analysis (PrimeTime). These tools are the industry standard. Foundries like TSMC build their Process
Design Kits (PDKs) and reference flows around Synopsys tools. For a chip designer like Nvidia or Apple, attempting
to switch from Synopsys to a competitor mid-project is not just difficult; it is practically impossible. The process
would take years, require retraining thousands of engineers, and introduce unacceptable risk of a "tape-out" failure,
an error that can cost hundreds of millions of dollars and cede market leadership. This creates a "nobody ever got
fired for buying Synopsys" dynamic, resulting in near-zero customer churn and predictable, recurring revenue
streams.

Pricing Power and Financial Fortress: The cost of EDA software represents a tiny fraction—typically less than
2%—of a multi-billion dollar chip R&D budget. However, it is 100% mission-critical to the project's success. This
dynamic grants Synopsys significant pricing power, allowing for consistent annual price increases that are readily
absorbed by customers for whom time-to-market is the paramount concern. The business model is a financial
fortress, with approximately 85% of revenue being recurring and a negative working capital cycle where customers
often pay for multi-year licenses upfront. The company generated $2.17 billion in free cash flow over the last twelve
months on an $80.16B market capitalization, underscoring its cash-generative nature.

Strategic Positioning for the AI Era: As Moore's Law slows, chip performance gains increasingly come from
architectural innovation (like chiplets) and advanced packaging (3D-IC). These techniques exponentially increase
design complexity, moving the bottleneck from manufacturing to design and verification. This is a structural
tailwind for Synopsys. Its tools are no longer just for drawing circuits; they are sophisticated physics simulators
required to manage the thermal, power, and signal integrity challenges of stacking multiple dies. Furthermore, the
company's strategic pivot toward Al-driven tools, such as DSO.ai (Design Space Optimization), which uses
reinforcement learning to automate chip layout, is transforming its business model from selling seats to selling
outcomes and compute-based value, further entrenching its role as an indispensable partner in the Al revolution.

A key risk we must acknowledge is customer concentration. While not explicitly disclosed, a significant portion of
revenue comes from the top five semiconductor and systems companies. This creates a theoretical risk of a
coordinated pricing squeeze, though the intense competition among these customers for technological leadership
currently mitigates this risk, as none can afford the delays that would result from disrupting their EDA toolchains.

3. Investment Thesis & Variant View

Our investment thesis is predicated on a significant gap between the market's perception of Synopsys and its
underlying reality. The market prices Synopsys as a mature, cyclical software vendor whose fortunes are tied to the
semiconductor industry's unit volume cycles. We believe this is fundamentally wrong. Synopsys is undergoing a
structural transformation into the primary beneficiary of a non-cyclical, exponential force: the growth in chip
design complexity.

The Variant View: The Market's Linear Model is Broken

The consensus view extrapolates Synopsys's growth linearly with semiconductor R&D budgets, assuming a 10-12%
growth ceiling. This model was adequate for the last decade but is now obsolete. We are in a new paradigm where
chip complexity is growing far faster than chip revenue or unit volumes. The physical limits of silicon at 3nm and
below, the shift to multi-die chiplets, and the demands of Al-specific accelerators are causing a step-function
increase in the amount of simulation, verification, and analysis required per chip design.

This creates a "complexity tax," and Synopsys is the tax collector. Our research indicates that this decoupling is
already happening. As a former senior chip architect at AMD and Nvidia stated, this shift is not theoretical:

"When we moved to chiplet architectures, our EDA budget didn't go up 10%/year—it went up 60% over 3
years because we needed separate toolchains for each die plus integration verification." — Morley Tam, X
Post, Feb 3, 2026



This is the core of our variant perception. The market sees a 13% grower. We see a company with a clear path to
15-20% sustained growth as its business model shifts from selling licenses per engineer to capturing a percentage of
the ballooning compute cost of verification. At a forward P/E of 24.81x, the market is not pricing in this structural
acceleration.

The Ansys Deal: A Free Call Option on a New Paradigm

The market is currently fixated on the uncertainty surrounding the $35 billion acquisition of Ansys, a leader in
physics-based simulation. This uncertainty has created a valuation overhang. We view this situation
asymmetrically. We are not underwriting the deal's success in our entry price; instead, we see two favorable
outcomes:

1. Deal Fails: Synopsys avoids integration risk and shareholder dilution. Management would likely deploy its
significant cash flow and debt capacity toward an aggressive share repurchase program, providing a strong
catalyst and support for the stock price. The core thesis remains intact.

2. Deal Succeeds: Synopsys creates an unrivaled "Silicon-to-Systems" platform. The convergence of chip design
(EDA) and physical world simulation (Ansys) is essential for designing chiplets, where thermal and
electromagnetic interference between dies are first-order problems. This would create a new, defensible moat
and unlock significant cross-selling synergies, justifying a valuation multiple in line with premier industrial
software platforms, well above its current level.

At $418.98, we are buying the robust, accelerating core business at a fair price. The market's anxiety about the
Ansys deal allows us to acquire the massive optionality of its success for free.

4. Valuation

Our valuation analysis indicates that Synopsys is meaningfully undervalued, with a base-case fair value of $540 per
share. This conclusion is derived from a discounted cash flow (DCF) model and a scenario-based analysis, both of
which are rooted in our thesis that the company's growth is structurally accelerating beyond market expectations.

A critical starting point is to address the consensus forward P/E of 24.81x. This multiple is applied to a forward
EPS estimate of approximately $16.88. Our research suggests this EPS figure likely includes optimistic assumptions
about the timing and magnitude of Ansys deal accretion. To build a more resilient valuation, we anchor our analysis
on the organic business, treating deal-related synergies as upside rather than a core assumption. We project organic
revenue growth accelerating from 13% towards 15% over the next three years, driven by the "complexity tax," with
modest margin expansion as high-margin Al software tools become a larger part of the mix.

Discounted Cash Flow (DCF) Analysis
Our DCF model yields a fair value of $545 per share, based on the following conservative assumptions:

« Revenue Growth: A 14.5% compound annual growth rate (CAGR) for the next five years, tapering to a
terminal growth rate.

« Operating Margins: Expanding from 34% to 39% over the forecast period, reflecting operating leverage and a
richer product mix.

*« WACC: 9.0%, reflecting a conservative equity risk premium.

« Terminal Growth Rate: 3.5%, slightly above long-term inflation to account for the secular growth in
semiconductor complexity.

The DCF is most sensitive to the terminal growth rate and WACC assumptions. The sensitivity matrix below
demonstrates that even under more bearish assumptions (e.g., 10.0% WACC and 3.0% terminal growth), the
implied value remains comfortably above the current share price, providing a significant margin of safety.

DCF Sensitivity Analysis



SN

WACC \ Terminal Growth 3.0% 3.5% (Base) 4.0%
8.0% $625 $695 $790
9.0% (Base) $505 $545 $610
10.0% $420 $455 $500

Scenario Analysis

To account for the range of potential outcomes, particularly regarding the Ansys deal and the pace of organic
growth, we constructed a probability-weighted scenario analysis.

Scenario Probability Fair Value Weighted Value Rationale

Bull Case 30% $630 $189 Ansys deal closes smoothly, synergies are
realized, and organic growth accelerates to
18% driven by chiplet supercycle. Multiple

expands to 35x.

Base Case 55% $540 $297 Organic growth sustains at 15%. Ansys deal is
neutral-to-positive, or if it fails, buybacks
support valuation. Multiple re-rates to 30x on
proven growth durability.

Bear Case 15% $370 $56 Ansys deal fails messily, organic growth
decelerates to high single digits due to a
macro downturn, and China risks materialize.
Multiple compresses to 22x.

Probability- $542
Weighted Fair
Value

Our probability-weighted fair value of $542 corroborates the DCF analysis. Both methods point to a valuation
materially above the current price.

Implied IRR and Hurdle Rate
Based on our base-case fair value of $540, the investment offers a compelling risk-adjusted return.

« Entry Price: $418.98

« Base-Case Fair Value: $540.00
» Investment Horizon: 18 months
« Implied IRR: 18.7%

This expected IRR of 18.7% comfortably exceeds our firm's minimum 15% hurdle rate for new long positions,
justifying the allocation of capital.
5. Key Analytical Tensions

Our conviction in this thesis was forged by rigorously debating three central questions. Our resolution of these
tensions underpins our variant view.



1. The Tension: Is Synopsys's 15%+ growth a durable secular trend or a cyclical spike?

» The Case For a Spike (Bear): The semiconductor industry is notoriously cyclical. The recent surge in AI-
related capital spending could be a bubble, and a future downturn would inevitably lead to R&D budget cuts,
causing Synopsys's growth to revert to its historical mean of ~12% or lower. The 15%+ guidance for FY25 is a
one-time pull-forward of demand.

« The Case For Durability (Bull): The drivers of growth are not cyclical; they are structural and rooted in
physics. The transition to GAA transistors and 3D-IC architectures is a one-way street driven by the inexorable
demand for more powerful compute. These designs are exponentially more complex to verify, irrespective of
near-term chip sales volumes. As CEO Sassine Ghazi stated, the company is positioned for "multi-year growth
driven by the shift to 3D-IC and custom silicon." This is a fundamental decoupling from the old cyclical model.

+ Our Resolution: We conclude the 15%+ growth is durable. The primary evidence is the structural nature of
the technological shifts. Chipmakers must migrate to these new, more complex architectures to remain
competitive. The anecdotal but powerful data point from a former chip architect that their EDA budget grew
60% over three years during the chiplet transition provides tangible proof of this decoupling. While a severe
macro recession could temper growth, the underlying trend is firmly upward.

2, The Tension: How should the Ansys acquisition be valued—as a strategic necessity or a high-risk
distraction?

« The Case For Distraction (Bear): The $35 billion price tag represents significant financial risk. Large-scale
software integrations are notoriously difficult, and a culture clash between Synopsys's digital-first engineers and
Ansys's physics-based PhDs could destroy value. The market is correctly applying a discount for this execution
risk and regulatory uncertainty.

« The Case For Strategic Value (Bull): The acquisition is a visionary move to create the industry's only end-
to-end "Silicon-to-Systems" platform. For complex systems like autonomous vehicles or Al data centers,
simulating how a chip interacts with its physical environment is no longer optional. The deal creates a new,
unassailable moat and unlocks a multi-billion dollar synergy opportunity that the market is currently assigning
zero or even negative value to.

« Our Resolution: We view the deal as a high-value call option that we are not paying for. Our core thesis rests
on the strength of the organic business, which is undervalued in its own right. If the deal fails, the downside is
cushioned by likely share buybacks. If it succeeds, it provides a significant, unmodeled source of upside. The
current price at $418.98 reflects the market's anxiety, allowing us to adopt a "heads I win, tails I don't lose
much" position.

3. The Tension: Is the ~18% revenue exposure to China a manageable risk or an unhedgeable
liability?

« The Case For Liability (Bear): In an escalating tech war, the US could expand its export controls to cover all
EDA software, effectively wiping out nearly a fifth of Synopsys's revenue overnight. The company's lack of
disclosure on the concentration of its China revenue makes it a black box, vulnerable to a catastrophic
geopolitical event.

« The Case For Manageable Risk (Bull): The risk is real but bounded. A blanket ban is unlikely due to the
principle of "Mutually Assured Destruction." US tech giants rely on Chinese manufacturing for legacy-node
chips (e.g., power management ICs), which are designed with these same tools. Crippling China's legacy fabs
would boomerang and damage the US supply chain. Therefore, restrictions will likely remain surgical, focused
on the most advanced nodes (sub-7nm), which constitute a smaller portion of Synopsys's China revenue
(estimated at ~5-6% of total revenue).

« Our Resolution: We believe the risk is manageable and largely priced in. The most probable scenario is
continued, targeted restrictions on cutting-edge technology, not a blanket ban. While a full ban represents a tail
risk, the base case is that the majority of the China revenue stream, tied to legacy nodes, is more resilient than
the market fears. We will monitor export control regulations from the Bureau of Industry and Security (BIS) as a
key leading indicator.



6. Catalysts

We see several milestone-driven catalysts over the next 6-12 months that could unlock the valuation gap we have
identified. These are not tied to arbitrary calendar dates but to specific, observable events.

1. Q1 FY2026 Earnings (late February 2026): The upcoming earnings report is the most immediate catalyst.
We will be looking for two key validation points:

+ Confirmation of 15%+ Growth Momentum: Strong guidance for Q2 and commentary confirming robust demand for advanced node and
multi-die solutions would force the market to reconsider the "cyclical” narrative.

* Quantification of AI Tool Adoption: Any specific metrics on the revenue contribution or customer adoption of the Syn OpsSys.a 1 suite,
particularly DSO.ai, would provide tangible proof of the "complexity tax" thesis and justify a higher multiple.
2. Regulatory Clarity on Ansys Acquisition (H1 2026): The primary overhang on the stock is uncertainty. A
final decision from regulators—either approval or rejection—will resolve this.

« Approval: This would remove the uncertainty discount and allow the market to begin pricing in synergies, likely triggering an immediate re-
rating towards $500+.

» Rejection: While this might cause a short-term negative reaction, we expect it would be quickly followed by the announcement of a significant
capital return program (buybacks), establishing a firm floor under the stock in the $380-$400 range.

3. Major Customer Chiplet Product Ramps (Throughout 2026): As flagship chiplet-based products from
major customers (e.g., next-generation GPUs from Nvidia, custom silicon from hyperscalers) enter high-volume
manufacturing, the associated design wins and engineering commentary will serve as powerful, real-world
validation of the complexity thesis and Synopsys's indispensable role.

7. Risks & Kill Conditions

While we have high conviction in our thesis, we have identified several key risks that could invalidate it. We will
monitor these with specific, verifiable kill conditions.

1. Product Cycle and Competitive Erosion (High Impact, Low Probability): The greatest risk to a
technology leader is being leapfrogged. If Cadence's competing Al-driven tools (Cerebrus) begin to win a
disproportionate share of next-generation designs, it would fundamentally impair our thesis about Synopsys's
technical dominance.

« Kill Condition: We will exit the position if Cadence (CDNS) reports organic revenue growth that exceeds Synopsys's organic growth by more
than 500 basis points for two consecutive quarters. This would be a clear signal of market share loss in critical areas.

2. Systemic Contraction in R&D Spending (Medium Impact, Medium Probability): Our thesis relies on
the decoupling of EDA spend from semiconductor unit volumes. However, a deep and prolonged global
recession could lead to broad-based cuts in R&D budgets across the industry, overriding the complexity driver.

« Kill Condition: We will reduce our position size by 50% if a majority of the top five semiconductor companies (Nvidia, AMD, Intel, Qualcomm,
Broadcom) announce flat or negative year-over-year R&D budget guidance in the same reporting cycle.

3. Geopolitical Escalation (Catastrophic Impact, Low Probability): While we believe a blanket ban is
unlikely, it remains a tail risk. The formal addition of general-purpose EDA software to the U.S. Commerce
Department's Entity List for export to China would be a catastrophic event.

« Kill Condition: We will exit the position immediately upon any official announcement by the U.S. government that places broad restrictions on
the export of EDA software to China, beyond the current targeted limitations on GAA-FET technologies.

4. Market Indifference (Thesis-Slowing Risk): A potential risk is that even if our thesis proves correct, the
market remains fixated on the Ansys overhang and fails to re-rate the stock. Positive fundamental news that is
met with a non-reaction from the stock price is a red flag.

* Monitoring Condition: If Synopsys reports greater than 10% bookings growth in Q1 and the stock fails to sustain a price above $430 within five
trading days, we will reassess the catalysts and the market's willingness to price in good news.

8. Position Sizing Rationale

Our position sizing strategy is designed to balance our high conviction in the long-term thesis with the identifiable
near-term event risks and valuation ambiguities.

We recommend initiating a starter position of 3% of the portfolio.

This initial size is justified by the attractive asymmetric risk/reward profile at the current price of $418.98. Our
analysis suggests a downside floor around $370 (-12%) in a bear case scenario, versus a base-case upside to $540



(+29%). However, the pending Ansys regulatory decision and the need for further validation of the organic growth
acceleration warrant a disciplined, phased approach rather than an immediate full-sized allocation.

We will scale to a full position of 7% upon the occurrence of one of the following de-risking events:

1. Ansys Deal Approval: A definitive approval from all necessary regulatory bodies, which would remove the
primary overhang on the stock. We would only scale if the price remains below $475 post-announcement.

2. Strong Earnings Validation: The Q1 or Q2 FY2026 earnings report confirms sustained organic growth of
15%+ and provides concrete evidence of Synopsys.ai tool adoption, proving the organic thesis is firing on all
cylinders, independent of the Ansys outcome.

This scaling strategy allows us to establish a core holding at a favorable price while retaining capital to increase our
exposure once the near-term risk profile improves and the thesis is further validated by observable milestones.

9. Bottom Line

We recommend an immediate LONG in Synopsys at the current price of approximately $418.98, initiating a 3%
starter position. The market is fundamentally mispricing this company as a cyclical commodity when it is a
structural monopoly taxing the exponential growth of Al-driven chip complexity. Our $540 price target offers a
compelling 18.7% IRR that clears our investment hurdle. We will scale to a full 7% position upon positive regulatory
clarity for the Ansys merger or definitive earnings results that validate the 15%+ organic growth thesis. We would
exit the position entirely if competitor Cadence outgrows Synopsys by more than 500 basis points for two straight
quarters, as this would invalidate our core belief in the company's technical and market leadership.
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