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The Market Doesn’t Appreciate This Tech Company’s Growth
Added to our Focus List — Long Model Portfolio on January 18, 2018.

Most of the stock market remains in an earnings recession. As we wrote last week, public companies may be
growing their accounting earnings, but economic earnings remain in decline. Only one sector has bucked this
trend and grown economic earnings over the past twelve months: Technology. It's no surprise then that the tech
sector has been at the forefront of the bull market over the past year.

However, some companies have been left behind despite their strong profits. This firm has seen its stock fall
15% in the past year despite a significant increase in economic earnings. Strong profit growth and a cheap
valuation earn Oclaro (OCLR: $7/share) a spot in January’s Most Attractive Stocks List and make it this week’s

Long Idea.
Technological Shift Fuels Profit Growth

Oclaro, which manufactures optical components for fiber optic cables and data centers, struggled to compete
against larger competitors for much of the late 2000’s/early 2010’s. That all changed with the growing adoption of
100 gigabit/second transmission modules (vs. the more common 25 or 40 Gbps standard) over the past few
years. Oclaro’s leadership in optical networking technology has helped it profit significantly from this
technological shift.

Figure 1 shows Oclaro’s GAAP net income and economic earnings since 2007. Oclaro achieved economic
profitability in 2017 and continued to grow its economic earnings through the first quarter of 2018.

Figure 1: OCLR’s GAAP Net Income and Economic Earnings Since 2007

GAAP and Economic Earnings Rising
$200

$150
$100
$50
$0
-$50
-$100
-$150
-$200

$ in Millions

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 TTM

e GAAP Net Income Economic Earnings

Sources: New Constructs, LLC and company filings

Since 2015, 100 Gbps transmission modules have gone from generating 35% of Oclaro’s revenue to 81% in the
first quarter of 2018.
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Oclaro’s First Mover Advantage Delivers Profits

Oclaro beat its competitors to market with its CFP2-ACO 100 Gbps pluggable transceiver. For much of 2017,
Oclaro had virtually no competition for this key product, which allowed it to earn margins well above its
competitors, as shown in Figure 2.

Figure 2: OCLR’s Margin Advantage

Net Operating Profit After Tax (NOPAT) Margin
Company / Peer Group 2013 2014 2015

OCLR Peer Group Average 4.8%
Oclaro 19.7%
Margin Advantage: OCLR vs. Peers -26.1%

Sources: New Constructs, LLC and company filings

Most of Oclaro’s major customers are in long-term contracts, which means the company should be able to
maintain its high margins even as competitors begin to emerge. Meanwhile, it can invest its significant profits into
building leadership in 400 Gbps transceivers and beyond. As Figure 3 shows, Oclaro has gone from one of the
least profitable companies in its industry by return on invested capital (ROIC) to one of the most profitable.

Figure 3: From ROIC Laggard to Leader

Return on Invested Capital (ROIC)
Company / Peer Group 2013 2014 2015 2016 2017 TT™M

OCLR Peer Group Average 7.0% 34% 18% 38% 79% 6.0%
Oclaro -26.5% -15.7% -8.1% 4.0% 23.7% 27.8%
ROIC Advantage: OCLR vs. Peers -33.5% -19.1% -9.9% 0.2% 15.8% 21.8%

Sources: New Constructs, LLC and company filings

Oclaro’s improving profitability can’t just be ascribed to industry trends. Oclaro’s ROIC continues to improve even
as competitors have seen their ROIC’s decline over the past couple quarters.

Bear Case: China Risks Overstated

Despite its profit growth in 1Q18, OCLR plunged after announcing earnings. Markets ignored the overall
profitability of the company and focused on disappointing results out of China. The company’s revenue in its
largest market was down 29% from the prior year, and management said they weren’'t expecting a recovery in
demand until the second half of calendar year 2018.

The China slowdown provides a near-term headwind, but nobody expects it to be permanent. Some analysts
believe we've already hit the bottom, and the buildout of new 5G networks should boost demand. Even if Oclaro
faces more competition from domestic Chinese suppliers in the future, it should return to growth in that market
before too long.

To diversify beyond the Chinese market, the company has quietly been growing rapidly in other geographic
areas, especially the Americas. Mexico has gone from 7% of revenue in 1Q17 to 19% of revenue in 1Q18, which
makes it Oclaro’s third largest single country market, behind only China and the U.S.

Furthermore, Oclaro has ample growth opportunities in the Americas going forward. Google (GOOGL) plans to
build three new undersea fiber-optic cables, including a 6,200 mile cable from LA to Chile. Amazon (AMZN) and
Microsoft (MSFT) continue to invest heavily in upgrading their data centers to compete in the cloud. Verizon (VZ)
and AT&T (T) plan to build up their 5G and fiber-optic networks, while San Francisco aims to become the first
major American city to connect every home to a municipal fiber-optic network.

! The peer group in Figures 2 and 3 is comprised of the 13 companies listed as peers in OCLR’s 2017 proxy statement for
which we have current financial data.
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These growth opportunities should help Oclaro maintain its profitability through the remainder of the China
stagnation. Figure 4 shows how Oclaro has offset China declines with growth in its Americas segment over the
past few quarters.

Figure 4: Americas Growth Counteracts China Decline

$135.5M $153.9M $162.2M $149.4M $155.6M
$80.0
$72.4
$70.0 g
$63.9 47%
550 0 558.7
a42%
$50.0
540.6 541.4
$40.0
5316 5316 - I
$30.0 ' $27.3
$25.7 l $23.9
4179
$20.0 P
$10.0 e
$0.0
Q1FY17 Q2FY17 Q3FY17 Q4FY17 Q1FY18

MW China M Americas BMEMEA W South East Asia

Sources: OCLR Investor Presentation

The market’s focus on China has obscured the bigger picture. When you view the company as a whole, Oclaro is
still profitable and growing.

Opportunity to Buy the Dip

After a period of growth where the stock peaked at over $11/share last February, OCLR stagnated and began to
fall significantly in the second half of 2017. The combination of rising economic earnings and a falling stock price
make OCLR a great value.

At its current valuation of ~$7/share, OCLR has a price to economic book value (PEBV) of just 0.7, which implies
that the market expects OCLR’s after-tax operating profit (NOPAT) to permanently decline by 30%.

To get more specific, our dynamic DCF model shows that even if we assume OCLR’s NOPAT declines by 50%
in 2018 and takes a decade to get back to current levels, the stock has a present value of $7.60/share, a 12%
premium to the current valuation. The fact that the stock has upside even in such a pessimistic scenario shows
just how much of a value OCLR is right now.

In a more neutral scenario, where OCLR’s NOPAT margins compress to 17.5% (from 21% TTM) and it grows
revenue by 5% annually for 10 years, the stock is worth ~$11/share today — a 65% premium to the current stock
price. OCLR’s cheap valuation helps minimize the risk for investors while creating significant potential upside
with modest growth expectations.

OCLR Has Plenty of Near-Term Catalysts

We believe reforming its executive compensation structure (more on this below) would maximize the long-term
shareholder value of OCLR, but there are plenty of catalysts that could provide a jolt to the stock price in the
near-term.
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First, the company could exceed the low expectations for its upcoming earnings reports. As documented above,
the growth in other geographic areas could offset China’s decline and help OCLR avoid the forecasted revenue
declines.

In addition, any news of a pickup in China demand could provide a boost to the whole industry. One specific
piece of news that could provide a boost would be an announcement from China Mobile (CHL) that it is
expanding its 5G buildout.

Finally, OCLR’s cheap valuation could make it an appealing acquisition target. A number of larger names in the
industry might jump at the chance to expand their 100 Gbps capability at a discount. The most rumored names
are Finisar (FNSR) and Lumentum (LITE).

At OCLR’s TTM NOPAT of $130 million, both companies could afford to pay nearly double the current enterprise
value of $1 billion and still earn an ROIC greater than their cost of capital (WACC). FNSR could even fund the
bulk of the deal with its $1.2 billion in excess cash.

Potential for Capital Return Remains Limited

As Oclaro has not been profitable for most of its history, the company has not paid dividends or bought back
stock. That could change with the company’s recent positive cash flows. OCLR earned $100 million in free cash
flow in 2017 and has $250 million in excess cash. If management wanted to, they could take advantage of
OCLR'’s cheap stock price by enacting a significant buyback program. The company’s cash on hand would allow
it to return capital while still investing in the development of new products to drive future profit growth.

Executive Compensation Could Use Improvement

Despite its recent strong ROIC performance, Oclaro’s executive compensation structure leaves much to be
desired. Annual bonuses are tied to non-GAAP operating income, which among other things excludes stock-
based compensation. A metric that excludes real costs of doing business and ignores the balance sheet does a
poor job of aligning executives with shareholder interests.

For long-term stock awards, the company decided in August of 2016 to give executives performance based
RSU'’s that would be granted if the company earned $25 million in positive free cash flow over any four
consecutive quarters by 2020. There were two big problems with this plan:

1. The “any four consecutive quarters” structure incentivizes executives to time capital expenditure around
hitting that bonus target rather than business needs.

2. The target ended up being way too low. In FY 2017, Oclaro earned $79 million in FCF under the
company’s calculation ($100 million by our calculation) and easily triggered the executive stock grants.

The flawed compensation structure and easy-to-beat targets do a poor job of incentivizing long-term shareholder
value creation. Oclaro would be better served tying executive compensation to metrics such as economic
earnings or ROIC that have proven links to shareholder value. Despite the misaligned incentives, Oclaro has still
grown economic earnings from -$151 million in 2013 to $90 million TTM. The potential for shareholder value
destruction amidst large executive payouts has not occurred, but given the current structure, risks remain.

Insider Trading and Short Interest Trends

Insiders have acquired 1.5 million shares and sold 1.3 million shares over the past twelve months, for a net
addition of 200 thousand shares. The total volume of insider trading represents ~2% of shares outstanding. The
fact that insiders have been net buyers of the stock over the past year indicate a long-term confidence in the
prospects of the company.

There are currently 32 million shares sold short, which equates to 19% of shares outstanding and nine days to
cover. This short interest has fallen from a peak of 51 million shares in April of 2017. Many short sellers appear
to be taking their profits after the recent decline, which suggests the stock could be in for a reversal of fortune.

Auditable Impact of Footnotes & Forensic Accounting Adjustments

Our Robo-Analyst technology enables us to perform forensic accounting with scale and provide the research
needed to fulfill fiduciary duties. In order to derive the true recurring cash flows, an accurate invested capital, and
an accurate shareholder value, we made the following adjustments to Oclaro’s 2017 10-K:
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Income Statement: we made $48 million of adjustments, with a net effect of removing $10 million in non-
operating income (2% of revenue). We removed $29 million in non-operating income and $19 million in non-
operating expenses. You can see all the adjustments made to OCLR’s income statement here.

Balance Sheet: we made $563 million of adjustments to calculate invested capital with a net decrease of $24
million. In addition to the excess cash mentioned above, the most notable adjustment was the removal of $41
million in other comprehensive income. This adjustment represented 8% of reported net assets. You can see all
the adjustments made to OCLR’s balance sheet here.

Valuation: we made $325 million of adjustments with a net effect of increasing shareholder value by $172 million.
Aside from excess cash, the largest adjustment was the $64 million of total debt, which was primarily comprised
of off-balance sheet debt due to operating leases.

Attractive Funds That Hold OCLR

There are no ETFs or mutual funds that allocate more than 3% to OCLR and earn our Attractive or Very
Attractive rating. Investors that want exposure to OCLR should buy it directly.

This article originally published on January 17, 2018.

Disclosure: David Trainer, Sam McBride, and Kyle Guske Il 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.

Page 5 of 7


http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.newconstructs.com/non-operating-income-hidden-in-operating-earnings/
https://www.newconstructs.com/non-operating-expenses-hidden-in-operating-earnings/
https://www.newconstructs.com/non-operating-expenses-hidden-in-operating-earnings/
https://www.newconstructs.com/wp-content/uploads/2018/01/OCLR_IS_Adjustments.png
https://www.newconstructs.com/wp-content/uploads/2018/01/OCLR_OCI.png
https://www.newconstructs.com/wp-content/uploads/2018/01/OCLR_OCI.png
https://www.newconstructs.com/accumulated-other-comprehensive-income-removed-from-invested-capital/
https://www.newconstructs.com/wp-content/uploads/2018/01/OCLR_BS_Adjustments.png
https://www.newconstructs.com/adjusted-total-debt/
https://www.newconstructs.com/off-balance-sheet-debt/
https://www.newconstructs.com/the-market-doesnt-appreciate-this-tech-companys-growth
https://twitter.com/NewConstructs
https://www.facebook.com/newconstructsllc/
https://www.linkedin.com/company/new-constructs
https://stocktwits.com/dtrainer_NewConstructs

”

<

¥ §» New Constructs®

STOCK PICKS AND PANS 117118

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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