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Selling Shovels In A Gold Rush: Buy This Sector To Profit From
The Internet Of Things

When the California Gold Rush began in 1848, hundreds of thousands of people flocked to the west coast
hoping to strike it rich. A lucky few struck it rich, most came away with nothing. The biggest winner, though, was
a store owner named Samuel Brennan.

Brennan’s store was the only one between San Francisco and the gold fields, and he got rich selling shovels,
picks, and pans to hopeful miners flooding into the mountains. He made $36,000 in nine weeks and would end
up as the Gold Rush'’s first millionaire.

Since that time, investors have flocked to “pick and shovel” plays. These are the companies that provide the
supplies for companies in booming industries. Think of companies that provide drilling equipment during an oil
boom. These companies profit even if some of their customers end up drilling dry wells.

The New Pick And Shovel Play

If there’s any equivalent to the gold rush today, it's undoubtedly occurring in the tech sector, which offers
opportunities for massive profits and extreme losses. As we've discussed before, booming sectors such as cloud
computing or the Internet of Things tend to create a few big winners and lots of losers.

No matter who wins in these segments, they're going to need a tremendous amount of processing power. We've
recommended chipmakers Intel (INTC: $36/share) and Qualcomm (QCOM: $58/share) in the past. While both
companies still have strong businesses, they're currently in the process of large acquisitions that raise doubts
about their future shareholder value creation abilities.

Today, investors should target the companies that provide the necessary equipment for semiconductor
production. Companies in the semiconductor equipment segment provide the etching tools, assembly
equipment, and process control instruments required to manufacture the increasingly complicated chips that
power the tech boom.

Impressive Profit Growth

Finding real profit growth in this market is hard. As we wrote last month, the recent improvement in GAAP
earnings has misled investors even as economic earnings decline. As Figure 2 shows, the semiconductor
equipment sector has been immune to this trend.
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Figure 1: GAAP Net Income Vs. Economic Earnings For The Semiconductor Equipment Industry
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Given this profit growth, and the fact that industry sales grew 14% in the last quarter alone, it should come as no
surprise that this group provides 4 out of the 40 members of June’'s Most Attractive Stocks portfolio.

It's true that the semiconductor equipment sector has been highly cyclical in the past, but there are reasons to
believe that these cycles will be less pronounced in the future.

1. Customer Consolidation: At past cycle peaks, semiconductor manufacturers have plowed a large
portion of their profits into new manufacturing capability, leading to oversupply and dramatic price
decreases. However, recent years have seen billions of dollars plowed into acquisitions, including the
two mentioned above. The large manufacturers are — to some extent — substituting acquisitions for new
factories, reducing competition and the risk of oversupply.

2. China Demand: Starting in 2013, the Chinese government began investing heavily in domestic
semiconductor manufacturing. Most recently, multinational GlobalFoundries announced a $10 billion
factory in Chengdu. The Chinese government considers the country’s semiconductor manufacturing
capability to be a strategic imperative, which means it could continue to support investment in new
manufacturing even as prices decline.

3. Increasing Complexity: As chipmakers attempt to keep pace with Moore’s Law by creating smaller and
smaller chips, the manufacturing process becomes increasingly complex. The new generation of chips
requires incredibly precise lithography, three-dimensional assembly, and exact measurement of
structures that are only a few nanometers thick. This complexity should lead to semiconductor
equipment demand outpacing the growth of semiconductor manufacturing itself.

4. The Internet of Things: The three trends above should reduce the volatility of demand going forward.
The growing trend of connecting all devices and appliances to the internet should spur a long-term
increase in demand. More connected devices means more processing power which means more (and

more unique) chips.
Cheap Valuation

Despite the factors above, the industry still trades at a discount to the broader market. The semiconductor
equipment industry has an average price to economic book value (PEBV) ratio of 1.6, while the S&P 500 (SPY)
has a PEBV ratio of 2.1. The market is projecting significantly less growth for the semiconductor equipment
industry than the rest of the economy.
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Figure 2: ROIC vs. Valuation For The Semiconductor Equipment Industry
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Figure 2 shows that, as we have demonstrated before, return on invested capital (ROIC) is the primary driver of
valuation. In fact, changes in ROIC explain over 80% of the variation in enterprise value divided by invested
capital (a cleaner version of price to book).

Stocks in this sector have sold off heavily recently as investors have fled the tech sector, but we think sellers are
throwing the baby out with the bath water.

One of the catalysts for the tech selloff seems to have been Citron Research’s bearish note on Nvidia (NVDA),
citing valuation. We agree with Citron, as we recommended NVDA when it was trading at ~$25/share but now
think it's overvalued at ~$150/share. With an ROIC of 78% and an enterprise value/invested capital of 29, NVDA
current valuation puts it way above the trend line for the tech sector per Figure | in Appendix A.

With so many investors flocking to passive ETFs, we’re going to see more and more selloffs like this one where
overvalued and undervalued stocks go down at the same rate. This can be frustrating in the short-term, but it
creates opportunities for long-term investors to buy high-quality stocks at discounted prices.

Investors looking to find these stocks in the semiconductor equipment industry should find those that are below
the line and to the right in Figure 2, highly profitable companies that are undervalued compared to their peers.
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Figure 3: Semiconductor Equipment Stocks By Market Cap
Name Ticker ROIC EV/IC Market Cap

ASML Holdings N.V. ASML 19% 4.8 $55,441
Applied Materials AMAT 21% 4.0 $48,079
Lam Research Corp LRCX 31% 4.6 $25,452
KLA - Tencor Corp KLAC 56% 8.5 $15,987
Qorvo Inc QRVO 1% 1.8 $9,567
Teradyne Inc. TER 12% 2.9 $6,772
Entegris Inc. ENTG 8% 2.2 $3,655
MACOM Technology Solutions MTSI 1% 3.0 $3,501
Brooks Automation BRKS 2% 1.3 $1,884
Orbotech, Ltd. ORBK 11% 1.8 $1,683
Kulicke & Soffa KLIC 14% 1.6 $1,544
FormFactor FORM 2% 1.7 $1,046
Rudolph Technologies RTEC 8% 1.7 $803
Ultra Clean Holdings UCTT 8% 2.4 $766
Axcelis Technologies ACLS 7% 2.3 $725
Nanometrics NANO 11% 2.8 $714
Photronics Inc. PLAB 3% 0.6 $709
Nova Measuring Instruments NVMI 24% 5.4 $691
PDF Solutions PDFS 5% 3.3 $550
Xcerra Corp XCRA -4% 1.4 $541
Cohu Inc. COHU 2% 1.8 $519

Sources: New Constructs, LLC and company filings.

Figure 3 shows the 21 companies in the semiconductor equipment industry that we cover. Two large cap stocks
and two small caps from the industry make our Most Attractive Stocks list. Here are details on those four stocks.

Lam Research Corp (LRCX: $153/share)

Lam Research Corporation (LRCX) provides a wide array of tools that encompass many elements of the
semiconductor manufacturing process: from film deposition to etching to cleaning.

LRCX has surged to record profits in the past year, but reported earnings still don’t do justice to the company’s
cash flows. In its 2016 10-K, our Robo-Analyst technology found GAAP net income understated by nearly 6%
due to $51 million in hidden non-operating expenses from the aborted merger with KLA-Tencor (KLAC).

The stock has been on a tear, nearly doubling in the past year, but it still has room to run. At its current valuation
of ~$153/share, LRCX has a PEBV of just 1.1, which implies that the market expects the company to grow after
tax profit (NOPAT) by only 10% over its remaining life.

Over the past decade (from the peak of a cycle in 2007), LRCX has grown NOPAT by 9% compounded annually.
By comparison, the market’s expectations look very pessimistic. If LRCX can grow NOPAT by just 7%
compounded annually over the next 15 years, the stock is worth $200/share today, 30% above its current
valuation.

Even if the stock’s valuation just rose to match the trend line in Figure 2, it would be worth ~$183/share.
KLA - Tencor Corp (KLAC: $101/share)

KLA-Tencor (KLAC), the other half of Lam’s attempted merger, is also one of June’s Most Attractive Stocks.
Despite falling just above the trend line in Figure 2, it is still significantly undervalued on an ROIC basis
compared to both the tech sector as a whole and the entirety of the S&P 500 (see Appendix A).

KLAC'’s impressive profitability and growth are a big part of why we think the stock is attractive. Its 56% ROIC
leads the sector, and the company has grown NOPAT by 7% compounded annually over the past decade.
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The company has a dominant market share in the semiconductor process control market. It controls over 50% of
the market, while its next closest competitor holds just 12%. The process control market has not grown at the
same rate as the rest of the industry, but KLAC’s position allows it to earn superior margins.

At its current valuation of ~$101/share, the company has a PEBV ratio of just 0.9, which means the market
expects a permanent 10% decline in NOPAT. If KLAC can grow NOPAT by just 5% compounded annually over
the next 15 years, the stock is worth $144/share today, a 33% increase from its current price.

Orbotech, Ltd. (ORBK: $35/share)

We wrote about small-cap Israeli company Orbotech (ORBK) when it joined May's Most Attractive Stocks
portfolio. ORBK develops tools used in the inspection, shaping, and etching of printed circuit boards.

ORBK has not been delivering as large returns as other stocks in the sector. So far in 2017, its 10% return only
narrowly outpaces the S&P 500. An investigation into past tax practices and conservative earnings guidance
have weighed on the stock.

Investors are paying too much attention to these short-term issues and ignoring the continued expansion of
ORBK'’s business. The company recently announced a new $24 million order (3% of 2016 revenue). It's also
more heavily exposed to China than its competitors. With 35% of its sales coming from the country, it is well-
positioned to benefit from further Chinese investment.

At its current valuation of ~$37/share, ORBK has a PEBV ratio of just 1, implying zero future growth. With just
5.5% compounded annual NOPAT growth over the next 10 years, ORBK is worth $59/share today, 59% above
the current stock price. That valuation is also almost exactly what the trend line in Figure 2 suggests ORBK
should be worth.

Kulicke & Soffa Industries (KLIC: $21/share)

Kulicke & Soffa (KLIC) is the smallest, and the cheapest, stock we’re recommending in this sector. KLIC primarily
operates in the niche market of wire bonding, creating the electrical connections between each chip and the
outside world. KLIC has dominant market share, controlling over 50% of the industry.

KLIC’s current 14% ROIC is well below its peak of 26% in 2012, which suggests this company still has plenty of
room to grow. Unlike other companies in this industry that have been rapidly growing for a couple years, KLIC’s
growth only started accelerating in the past twelve months. Historically, it's growth cycles have not mirrored
those for the rest of the industry.

One risk factor for KLIC is its heavy reliance on copper and gold, which leaves it exposed to changes in
commodity prices. A rapid rise in the price of either material could severely hurt KLIC’s margins.

However, that risk is more than baked into KLIC’s stock price. At its current valuation of ~$21/share, KLIC has a
PEBV ratio of 0.8, which implies that the market expects a permanent 20% decline in NOPAT. Based on the
trend line in Figure 2, KLIC should be worth roughly double what it is today!

Other Stocks To Watch
In addition to the four stocks above, there are two other stocks in this industry that earn our Attractive rating.

Our CEO David Trainer recommended Nova Measuring Instruments (NVMI: $24/share) to investors in his CNBC
appearance on April 11. The stock is up 35% since then, taking it out of our top picks, but it still has impressive
growth potential and profitability.

Applied Materials (AMAT: $44/share), the second largest stock in the industry, also earns our Attractive rating.
AMAT is right on the trend line, and its 21% ROIC is among the top in the industry. Like the companies
mentioned above, AMAT has significant profit growth and is well positioned to benefit from increased China
demand and the rise of the Internet of Things.

One Stock To Avoid

Investors should stay away from most of the companies on the far left side of Figure 2, especially those above
the trend line. PDF Solutions (PDFS: $17/share) is one of the worst stocks in this sector. Unlike other companies
exhibiting strong growth, PDFS has seen its ROIC and NOPAT decline every year since 2013. Despite this fact,
PDFS is valued as if its ROIC will increase back to 14%, more than double its current level of profitability.
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There are plenty of stocks in this sector that have great fundamentals and appealing valuations. There’s no need
for investors to chase a risky turnaround story.

This article originally published on June 12, 2017.

Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, sector,
style, or theme.

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.
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Appendix A

Figure | applies the same regression analysis shown in Figure 2 to the whole information technology sector,
excluding stocks with a negative ROIC.

Figure I: ROIC vs. Valuation for The Information Technology Sector

ROIC vs. Valuation For The Tech Sector
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Figure 1l shows the regression analysis applied to the entire S&P 500.

Figure II: ROIC vs. Valuation for The S&P 500

ROIC vs. Valuation For The S&P 500
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.

New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEQ, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).

Un-conflicted - Clients deserve unbiased research.

3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or
mutual fund performance.

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale

Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any New Constructs’
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any
investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on
that security.

New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New Constructs’
research recommendations may not coincide with the hedge fund’s holdings. However, in no event will the hedge fund receive any research
information or recommendations in advance of the information that New Constructs provides to its other clients.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such
investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making
any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks,
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs.
Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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