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Market Is Missing the Growth Potential For this Tech Leader

Apple (AAPL) has lost over 30% of its value since last October due to concerns about the growth rate of iPhone
sales. In turn, many of the company’s over 200 suppliers have seen their stocks crash in unison. Due to its
immense size and the outsized media attention it receives, Apple tends to create a lot of noise that drags down
all suppliers, regardless of the fundamentals of each business.

This major iPhone supplier, which currently earns 30% of its revenue from Apple, has many positive drivers that
the market currently undervalues in the face of Apple doom and gloom. It has other high-growing business lines,
new potential customers and uses for the products it sells to Apple, and it just completed the acquisition of one
our top Long Ideas from last year that will further diversify its revenue away from Cupertino. Lumentum Holdings
(LITE: $45/share) is this week’s Long Idea.

More to the Story Than Apple

Photonics manufacturer Lumentum, which was spun out of JDS Uniphase in 2015, is best known as one of the
suppliers of vertical-cavity surface-emitting lasers (VCSELSs) that powers the 3D sensing FacelD feature in newer
model iPhones. Over the past year, VCSEL'’s have become a major component of Lumentum’s business, and
Apple accounted for 30% of its revenue in 2018.

However, framing Lumentum as solely an Apple supplier paints a misleading picture of the company’s underlying
economics. In part, this characterization is due to misleading GAAP earnings, which show the company losing
money every year until 2018. Figure 1 shows that economic earnings, the true cash flows of the business,
actually turned positive in 2017, before Apple became a major component of the company’s revenue.

Figure 1: LITE GAAP vs. Economic Earnings Since 2015

GAAP Earnings Mislead Investors

$140 $310
£ $120 $250 E
& $100 $190 ‘g
§ $80 o
£ $60 $130 ¢
o $40 $70 f
£ $20 2
5§ 5o $10 =
c
8 -$20 -$50 g
w

-$40 o $110

2015 2016 2017 2018 TT™
e Economic Earnings GAAP Net Income
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GAAP earnings significantly understated the company’s true profitability in 2017 due to two major non-recurring
expenses: (1) $104 million (10% of revenue) charge for the increase in derivative liabilities on its preferred stock
and (2) the $27 million (3% of revenue) charge for the increase deferred tax assets .

As a result, LITE reported a GAAP loss of $103 million in 2017 even though it earned positive economic earnings
of $14 million. In 2018, GAAP earnings rose sharply not because of doing business with Apple but due to an $80
million (6% of revenue) gain from tax reform. Combined, these accounting distortions suggested that Lumentum
was a chronically unprofitable company transformed solely by its position as an Apple supplier.
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In reality, Lumentum is a diversified company with several other product lines outside of VCSELSs that are
growing rapidly. Most notably, the company’s Reconfigurable Optical Add-Drop Multiplexers (ROADMSs) — which
help route traffic through fiber-optic networks — are growing at double digit rates and earn gross margins above
40%.

Investors worry that the recent stagnation in iPhone sales will lead to slower VCSEL sales and lower margins for
Lumentum as Apple begins squeezing suppliers to maintain profits. However, there are many other potential
uses for VCSELSs that could drive growth going forward, as well as other segments of the business that can
deliver growth.

Opportunities Outside Apple for VCSELs

Lumentum has significant opportunities to grow its VCSEL business outside of Apple. For starters, the company
can gain traction with other smartphone manufacturers that want to emulate the iPhone’s features. VCSEL
revenue from Android customers grew by over 100% sequentially in the most recent quarter, and while it
remains a minor component of revenue now, Android phones could become a major growth driver in the near
future.

More importantly, phone manufacturers are increasingly contemplating new uses for 3D sensing. So far, the
feature has been confined to the front-facing camera and used for facial recognition. However, it could very soon
be applied to the “world-facing” camera on phones and used for augmented reality applications. VCSELs could
also provide 3D sensing for a variety of other consumer appliances.

Longer-term, VCSELs have potential applications in self-driving cars, military systems, and industrial
manufacturing. The VCSEL market is forecasted to grow at ~17% compounded annually over the next five years.
As one of the leaders in the industry, Lumentum should benefit from this growth even if it faces headwinds over
the next year from Apple.

Oclaro Acquisition Leads to Greater Diversification

Lumentum should become even less reliant on Apple for revenue in 2019 due to the recently completed
acquisition of Oclaro. We like this acquisition (which is rare) from a pure fundamentals perspective: Oclaro was
one of our top picks in 2018, and the $8.26/share that Lumentum paid in the deal represents a 25% discount to
the $11/share fair value that we estimated in our original article.

In addition, this acquisition diversifies Lumentum further away from Apple. Oclaro’s leading position in 100
gigabit per second optical transceivers will — in addition to providing vertical integration opportunities with
Lumentum’s portfolio of fiber optic products — provide an extra cushion in case the VCSEL market stagnates.
Oclaro earned TTM revenue of $519 million, 38% of Lumentum’s revenue, so it brings in significant new revenue
streams.

Figure 2 shows the extent to which the acquisition of Oclaro will diversify Lumentum’s revenue streams. Apple
shrinks from 30% of revenue to 22%, while revenue coming from outside of the top 4 customers increases from
39% to 45%.

Page 2 of 8


http://blog.newconstructs.com/
http://www.newconstructs.com
https://seekingalpha.com/article/4217225-lumentum-holdings-inc-lite-ceo-alan-lowe-q1-2019-results-earnings-call-transcript?part=single
https://www.forbes.com/sites/jenniferhicks/2016/11/20/3d-sensors-to-make-your-home-smarter-and-safer/#66124f1424e7
https://blog.lidarnews.com/vcsels-next-generation-lidar/
https://www.darpa.mil/about-us/timeline/vertical-cavity-surface-emitting-lasers
http://www.marketwired.com/press-release/global-vcsels-markets-moving-fast-in-all-application-segments-reports-bcc-research-2112746.htm
http://www.marketwired.com/press-release/global-vcsels-markets-moving-fast-in-all-application-segments-reports-bcc-research-2112746.htm
https://www.marketsandmarkets.com/PressReleases/vcsel.asp
https://www.newconstructs.com/companies-overpay-acquisitions/
https://www.newconstructs.com/the-market-doesnt-appreciate-this-tech-companys-growth/

-~

4 % § New Constructs®
STOCK PICKS AND PANS 1/23119

Figure 2: LITE Revenue Concentration Before and After Oclaro Acquisition

Revenue Concentration
Before Oclaro Acquisition After Oclaro Acquisition

Sources: New Constructs, LLC and company filings

The Oclaro acquisition will lead to a decline in return on invested capital (ROIC) in the short-term, but it should
increase economic earnings and lead to a more stable business over the long-term.

Industry Consolidation Helps Lumentum

Lumentum’s acquisition of Ocalro is part of a much larger trend of M&A activity in the photonics industry.
Competitors 1I-VI (1IVI) and Finisar (FNSR) agreed to a $3.2 billion merger in November, fiber optic suppliers
Infinera (INFN) and Coriant merged in October, and laser manufacturing company MKS Instruments (MKSI)
announced a $1 billion acquisition of Electro Scientific Industries (ESIO) the same month.

This consolidation should lead to greater bargaining power across the board for photonics suppliers as major
customers like Apple have fewer potential suppliers from which to choose. Lumentum, as one of the largest and
most profitable companies in the industry, should be one of the top beneficiaries of higher overall industry
profitability. Figure 3 shows that the company recently surpassed the average of ROIC of the competitors listed
in its 10-K.

Figure 3: LITE ROIC Compared to Competitors

LITE's ROIC Advantage

33%
28% ~

23% /
18% \

13%

ROIC

8%
3%

2%
2015 2016 2017 2018 ™

emmmm | [TE Competitor Average Lumentum Holdings

Sources: New Constructs, LLC and company filings
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This industry growth and consolidation, combined with Lumentum’s status as one of the leading pure-play
photonics companies, could make it a buyout target for a larger tech company. Broadcom (AVGO) stands out as
a company with a history of large acquisitions that may want to increase its market share in the VCSEL space.

Diversification Protects Against Trade War Concerns

Outside of Apple, the bear case against Lumentum revolves around continuing trade conflicts with China. As
Figure 2 showed, Chinese company Huawei is a major customer of both Lumentum and Oclaro, and it currently
accounts for 11% of the sales of the combined company. Huawei has been in the news lately after its CFO was
arrested in Canada at the request of the U.S. on charges of violating sanctions against Iran.

With little progress currently being made in negotiations between the U.S. and China, sales to Huawei and other
Chinese companies could be at risk going forward. However, Lumentum’s sales to China have decreased as a
percentage of revenue from 24% in 2016 to 15% in 2018.

Lumentum also reduced its manufacturing presence in China last year, thereby mitigating the impact of potential
tariffs. The company moved one of its manufacturing facilities from China to Thailand in 2018, which reduced the
percentage of its property, plant, and equipment in China from 30% to 23%.

The ongoing trade war remains a concern, but investors may be overestimating Lumentum’s exposure to China
given the recent changes to its business.

Undervalued Compared to Peers

Numerous case studies show that getting ROIC right' is an important part of making smart investments. Ernst &
Young recently published a white paper that proves the material superiority of our forensic accounting research
and measure of ROIC. The technology that enables this research is featured by Harvard Business School.

Per Figure 4, ROIC explains 92% of the difference in valuation for the 15 companies listed as peers in
Lumentum’s proxy statement. These peers include direct competitors as well as companies involved in other
sectors of the photonic and fiber optic industries.

Figure 4: LITE’s Valuation Compared to Peers
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" Ernst & Young's recent white paper “Getting ROIC Right” proves the superiority of our holdings research and analytics.
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If LITE were to trade at parity with its peers, it would be worth $68/share today, a 50% upside to the current stock
price.

Cheap Valuation Creates Potential Upside

LITE is cheap by both traditional and advanced metrics. The company currently has a P/E ratio of 10 and a price
to book of 3, both below the S&P 500 averages. As noted above, the company’s TTM GAAP earnings are
artificially inflated by unusual tax benefits, but the stock is still cheap even after we adjust for these unusual
items.

At its current valuation of ~$45/share, LITE has a price to economic book value (PEBV) of 1.1. This ratio implies
that the market expects the company’s net operating profit after tax (NOPAT) to grow by no more than 10% for
the remainder of its corporate life. Given the growth opportunities of the company’s technology, along with its
potential synergies with Oclaro, such a low expectation seems overly pessimistic.

Modeling the company’s future cash flows is difficult given that we don’t yet have filings for the combined
company after the Oclaro acquisition. If we estimate that NOPAT margins fall from 14% TTM to 11% (LITE’s
margins for 2018), and the company grows revenue at 8.5% compounded annually in years 2-10 (half the rate of
projected VCSEL industry growth), the stock is worth $65/share today, a 42% upside from the current stock
price. See the math behind this dynamic DCF scenario.

In this conservative scenario, LITE would have an average ROIC of 13% over the next decade, which is less
than half of its current 29% ROIC.

What Noise Traders Miss with LITE

In general, markets aren’t good at identifying quality capital allocation that creates value and shareholder friendly
corporate governance. Instead, due to the proliferation of noise traders, markets are great at amplifying volatility,
and therefore risk, in popular momentum stocks, while high-quality unconflicted & comprehensive fundamental
research is overlooked. Here’s a quick summary for what noise traders miss when analyzing LITE:

e Profit growth independent from Apple that is masked by accounting distortions.

e Growth opportunities for other uses of VCSELs, non-VCSEL products, and through synergies with
Oclaro.

¢ Reduced exposure to China, both as a customer and manufacturer

Many Potential Catalysts

LITE has traded at our $65/share fair value estimate as recently as last September, and there a number of
potential factors that could help shares quickly rebound to this level, including:

e Announcements of new major VCSEL customers (in the company’s last earnings call in November, CEO
Alan Lowe suggested that new product announcements involving world-facing VCSELSs were “imminent”)

e Progress in trade talks with China

e Earnings beats driven by rapid realization of synergies with Oclaro or faster than expected growth in
VCSELs or ROADMs

e An acquisition from a larger company such as Broadcom

Company Focused on Growth, Not Capital Return

Lumentum does not currently pay a dividend on its common stock, and it has never bought back shares since it
was spun-off in 2015. With the Oclaro acquisition, which cost the company $960 million in cash (compared to
$666 million in excess cash on the balance sheet), investors should not expect the company to return capital to
shareholders in the near future.

Executive Compensation Could Be Improved

LITE’s executive compensation plan, which includes base salary, annual cash incentives, and long-term equity
awards, focuses on operating income and revenue. The simplicity of this plan is preferable to companies that
include easily manipulated non-GAAP metrics, but it would be good for shareholders if there were some
emphasis on capital allocation as well. In particularly, we would prefer to see executive compensation tied to
ROIC, since there is a strong correlation between improving ROIC and increasing shareholder value.
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However, LITE’s current exec comp plan has not led to executives getting paid while destroying shareholder
value. In fact, quite the opposite is true. Economic earnings, the true cash flows of the business, have grown
from -$31 million in 2015 to $135 million TTM.

Insider Trading and Short Interest Trends

There is little insight to be gained from recent insider trading trends, as they have been minimal. Over the past
12 months, 280 thousand shares have been purchased and 214 shares have been sold, for a net purchase of 67
thousand shares. These purchases represent less than 1% of shares outstanding.

Short interest trends are more insightful. There are currently 4.8 million shares sold short, which equates to 8%
of shares outstanding and 3 days to cover. Short interest has fallen 54% since August, down from 10.5 million
shares sold short and 5 days to cover. Most of the shorts seem to have covered after the stock’s sharp drop over
the last few months of 2018.

Critical Details Found in Financial Filings by Our Robo-Analyst Technology

As investors focus more on fundamental research, research automation technology is needed to analyze all the
critical financial details in financial filings. Below are specifics on the adjustments we make based on Robo-
Analyst? findings in Lumentum'’s fiscal 2018 10-K:

Income Statement: we made $161 million of adjustments, with a net effect of removing $106 million in non-
operating income (9% of revenue). We removed $134 million in non-operating income and $27 million in non-
operating expenses. You can see all the adjustments made to LITE’s income statement here.

Balance Sheet: we made $819 million of adjustments to calculate invested capital with a net decrease of $743
million. Aside from the excess cash referenced above, the most notable adjustment was $126 million in deferred
tax assets. This adjustment was equivalent to 9% of reported net assets. You can see all the adjustments made
to LITE’s balance sheet here.

Valuation: we made $1.1 billion of adjustments with a net effect of increasing shareholder value by $261 million.
There were $666 million of adjustments that increased shareholder value and $405 million of adjustments that
decreased shareholder value.

Attractive Funds That Hold LITE

There are no Attractive-or-better rated funds with greater than 2% exposure to LITE. Investors that want
exposure to LITE should be the stock directly.

This article originally published on January 23, 2019.

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

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

2 Harvard Business School features the powerful impact of our research automation technology in the case study New Constructs: Disrupting
Fundamentals Analysis with Robo-Analysts.
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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.

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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