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Johann Wolfgang von Goethe (17/4832)

INDUSTRYANALYTICS

Our next series of newsletters wilbe dedicated to the people who have made careers in the
telecom optics sector. It is an extraordinary industry, with fascinating and elegant
technology, but with complex business challenges and no convenient or easy fixes.

A set of generalized tools for loking at any public company sector is discussed. These tools
are designed to collect, analyze and present data in a way that is useful for evaluating
corporate or sector performance.

The newsletter tracks the performance of the optical telecom componengstor over a 12
year period, 19972008, divided into several timeperiods for analysis. In each timeperiod,
appropriate strategies are discussed with metrics to measure executive performance. It
should be noted that such an analytic approach is only onemponent of effective decision
making.

APPROACH

We studied the following companies: JDSU, incorporating Acterna (Dynatech), Uniphase, E
Tek Dynamics, SDLI; Finisar, including Optium; Oclaro, consisting of Bookham, New Focus,
and Avanex; Oplink, including GPI; and Opnext; for a 1-3ear period spanning 19972008.

To do this, we constructed a software system that can extract every 10Q and 10K filed for
each of the companies, consisting of nearly 400 public documents. The program then
produces standardized firancial statements: Income Statement, Balance Sheet, and
Statement of Cash Flows. This is a critical part of our process because the information
content of financial documents from public companies varies quite dramatically, and
comparisons require that the same items be compared to each other, relatively. We start the
analysis by simply adding the standardized financial statements of these companies
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industry.

All figures are based upon Generally Accepted Accounting Practices (GAAP) numbers, with
no pro-forma results considered. We use GAAP numbers for several reasons. First, it is the
only consistent comparison available. NOitGAAP measures are subjective and inconssit
from company to company. Further, even within an analysis of a single company, the
definition of non-GAAP measurements can change over time. Second, 4&hAP numbers

are misleading in a discussion of this industry, due to its pattern of acquisitions,argers,

and restructurings. Over this 12year period, the dollar value of items excluded from non
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GAAP financials is more than twice the integrated revenue of the industry. Finally, we firmly
believe that the best bet to improve the future of the industrys to objectively look at the

full performance of the industry, not by focusing discussion upon ne@BAAP figures of
relative merit, such as, preforma EBITDA.

DISCUSSION

The telecom bubble led to a dramatic increase of revenue for the Group in the late390 h

followed by a breathtaking decrease in revenue throughout 20022003. Following the
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eventually exceeded $800M, prior to slowing in the latter part of 2007 and tloughout

2008.
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Figure 1 The telecom group revenue from 1997 -2008. The ramp of the tech bubble is followed by two -
year collapse. The years 2003 -2007 show steady revenue increase.

The gross margin performance of the industry is coridered next. At a very high level, the
average gross margin was >50% until the ramp period, at which point it began a gentle
decline. Following the bursting of the bubble, the industry saw gross margin plummet and
then gradually rise to 30:35% in the 2007-2008 timeframe.

This documents contains opinions ceming business strategies, practices and ta@msyright InSite Partners, LLC, 2009.
InSite Partners, LLC is noesponsible for any detrimental effects stemming from the use ofitlesseor suggestionE?aQGZ



TNERS

site:

Gross Margin
B0%
© Copyright 2009
N InSitePartners, LLC

S0% V/\\f-‘"‘

409%
o /\/\
2
> 0% AN
(-4
o
o
£ 0%
=
®
e
2
w  10%
g
©

0% ; - - -
2 B B 8 B B g B E = B =
3 2 g g 2 g 2 2 g g g g
o B H g g 2 g g g

-20%

Figure 2 The gross margin of the group was above 50% prior to the tech ramp. Surprisingly, during the
period of strong demand 1998 -2000, gross margins trended down. Following the collapse, the gross
margin of the group recovered to a level of ~30%.

Prior to and including 1997, the industry had moderate revenue growth, gross margins in
the 50% range and profitability, after taxes, of slightly below 10%. During the ramp period
of 1998-2000, however, two disturbing trends appeared. First, despite the extraordinary
demand, gross margins began slipping. Second, the industry began to lose increasing
amounts of money, primarily as acquisitions began to underperform expectations and were
written down. As the bubble burst, e losses of the industry grew rapidly, as the
acquisitions were written down and the infrastructure of the Group was reduced in scop#.
we define the period of industry collapse as 2002003, the industry had losses of ~$65B

on revenues slightly under 8B. The industry began an uneven recovery from 2002006.
Finally, in 2008, the Group saw losses increase when the recession began, losing $0.7B on
$3.0B of sales.
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Figure 3 The profit of the industry. The loss eventually exceeded $45B in a single quarter, but the Y  -axis
is truncated to illustrate more of the details of the industry profitability before and after the industry
depression of 2001 -2003.

METRICS

At this point, we examine a larger suite of key metrics from both the Income Statement and

the Balance Sheet. In general, most management teams are driven by Income Statement

metrics, with revenue receiving the spotlight of attention. In many situations hie real issues

with a company or sector are much easier to detect by focusing on Balance Sheet metrics or
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looking at the raw data for the Group in Fig. 4.

Staringat Fig. 4, you might have the reaction that these are numbers swimming on a page,
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be a really nerdy sort of person and have trouble extricating yourself from dediering

what all these fascinating numbers mean. Either way, it would likely take considerable

effort to come to even a rudimentary understanding of which metrics were appropriate for

management focus.
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Test 1997 1998 1999 2000 2001 2002 2003 2004 2005 2008 2007 2008
Annual Revenue 690 817 1,775 4,463 3,741 1,901 1,191 1,336 1,740 2,515 2,916 2,992

Annual Growth 18% 1M17% 151% -16% -49% -37% 12% 30% 45% 16% 3%
Gross Margin 52% 51% 51% 50% 15% 20% 21% 16% 20% 29% 32% 33%
Net Income 4 (58) (371)  (3,042) (58,233) (7.410) (620) (434) (635) (210) (128) (1,098)
Return on Sales (ROS) 1% 7% -21% -68% -1556%  -390% -52% -32% -36% -8% -4% -37%
Working Capital Turnover (COGS/WC) 1.27 1.46 0.55 0.76 1.22 0.82 0.42 0.54 0.92 0.83 1.06 1.23
Revenue/Assets (Sales Effectiveness) 1.25 1.03 0.29 0.16 0.31 0.49 0.32 0.36 0.44 0.54 0.62 0.92
Net Income/Shareholder Equity (ROE) 1% -70% -8% -12%  -646%  -398% -26% -18% -27% -8% -4% -59%
Net Income/Shareholder Assets (ROA) 1% 7% -6% M%  -487%  -191% -17% -12% -16% -5% -3% -34%
Retained Earnings 180 (593) (1,107) (4,249) (62,354) (69,710) (68,606) (69,612) (70,241) (70,583) (70,989) (72,306)
Shareholder Equity 435 82 4,940 24,930 9,015 1,862 2,415 2,405 2,314 2,581 2,886 1,848

Current Assets/Liabilities (Current Ratio) 34 2.6 4.9 3.7 33 3.2 5.1 4.9 3.3 4.0 29 3.7
Current (Assets-Inventory)/Liabilities (Acid Test) 27 21 4.3 3.0 3.0 29 4.8 4.4 28 34 24 28
Current Assets-Liabilities (Working Capital) 263 273 1,580 2,950 2,603 1,858 2,247 2,057 1,521 2,167 1,866 1,635

Intangible Assets/Total Assets (Touch Test) 0.1 0.2 0.8 0.8 05 0.1 0.1 0.1 0.3 0.3 0.3 0.1
Liabilities/Shareholder Equity (Leverage Ratio) 03 8.7 0.3 0.1 03 1.1 0.5 0.6 0.7 0.8 0.6 08

Figure 4 A collection of m etrics that describes the performance of the telecom component group.
Copyright InSite Partners, LLC, 2009.

If you seek to verify this, simply print out Fig. 4 and hand it to any business group, be it the
folks in a private equity firm, a venture capitahop, an investment banking team, or the
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discussion will be broad in scope, covenig all sort of different topics, highly qualitative,

likely emotional, and often leading to frustration due to data overload, and the lack of

common understanding.

The reality of the business world is that we are all surrounded by readily available datand
the true challenge of a thoughtful manager is to collect this information quickly, and have
this information structured in a way that lends itself to very rapidly reaching reasonable
decisions for moving the business forward.

To make this exercise moragnanageable, we structured the data into a format that provides
meaningful and quick interpretation of the data. This work begins by noting that the

industry had relatively healthy 50% gross margins and nearly 10% ROS prior to the telecom
growth frenzy. In addition, we use comparisons to other healthy tech industries to further
develop a set of benchmarks. These are used to develop criteria for each metric. The data is
then color-coded: green for healthy, orange for caution, and red for danger. Further
explanations are provided for each metric, with a second set of cokmoding helping the

reader understand the origin of the data.

With Fig. 5, the task of picking the right metrics for management focus becomes much
easier; with clear areas of weakness madgbvious by this simple colorcoding. Focus areas
are almost by definition areas of orange or red.
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Source  |Objective |Test 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
P&L Sizing Annual Revenue 690 817 1,775 4,463 1,376 1,740 2,515 2,916 2,992
P&L Growth Annual Growth 18% 1M7% 151% 16% 26% 45% 16% 3%
P&L Profitability |Gross Margin 52% 51% 51% 50% 20% 21% 29% 32% 33%
P&L Profitability [Net Income 4

P&L Profitability [Return on Sales (ROS) 1%

P&L + B.S.|Execution |Working Capital Turnover (COGS/WC) 1.26 1.45 0.55 0.76 1.22 0.82 0.42 0.56 0.92 0.83 1.08 1.23
P&L + B.S.|Execution (Sales E ) 1.25 1.03 0.92
P&L + B.S.|Execution [Net Income/Shareholder Equity (ROE) 1%

P&L + B.S.|Execution [Net Income/Shareholder Assets (ROA) 1%

B.S. Xf:‘;m Retained Earnings 180

B.S. value IShareholder Equity 435 4,940 | 25,008 2415 2405| 2314| 2,581 | 2,886

B.S. Liquidity  [Current AssetsiLiabilities (Current Ratio) 3.4 28 4.9 3.7 33 3.2 5.1 4.9 33 4.0 2.9 3.7
B.S. Liquidity Current (Assets-Inventory)/Liabilities (Acid Test) 2.7 2.1 4.3 3‘0‘ 3,0| 29 48 4.4 28 34 24 2.8
B.S. Liquidity  [Current Assets-Liabilities (Working Capital) $ 263 |8 273 51,580 | $2,950 $2,603 |$1,858 |$2247 [ $2,057 | $1,521 | $2,167 | $ 1,866 | § 1,635
B.S. éz:{w Intangible Assets/Total Assets (Touch Test) 0.1 0.2 0.1 0.1 0.1 0.3 03 03 0.1
B.S. GorROratE || iabilities/Equity (Leverage Ratio) 0.3 0.3 0.1 0.2 03 0.5 06 0.7 0.8 06 0.8

Figure 5 The performance of the Group in metrics related to the P&L statement, the Balance Sheet, or a
combination of both. Co pyright InSite Partners, LLC, 2009.

STRENGTHS

If we start with the strengths of the industry, the most obvious is thgeneralliquidity and
working capital strength. The industry easily passes liquidity tests, has little debt, and has
very high working capital.

In general, revenue growth has been acceptable for the industry. While the peak revenues of
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does have a strong and growing place in the economy.

CHALLENGES

The obvious performance challenge in this industry is that all metrics associated with
profitability have been poor. From the second quarter of 1999 to the end of 2008, the Group
has had one profitable quarter, and that quarter had return on sales of 0.7%&ixteen
guarters, or one out of every three quarters show return on sales (ROS) worse th&50%.

For the Group retained earnings, which is a proxy for cumulative profit/loss, is
approximately negative$72 billion dollars. For comparison, over the saméme-period of
study, the total revenue of the Group studied is only $23 billion dollars. Most of the
cumulative losses are attributed to writedowns of acquisitions and restructuring charges

for the acquisitions. The data studied suggests that Group perfoance has not been
improved through these consolidations, and that the premiums paid for companies have not
been recovered.
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