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PART I – FINANCIAL INFORMATION

Item 1: Financial Statements

ORION ENERGY SYSTEMS, INC. AND SUBSIDIARIES
UNAUDITED CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except share amounts)
 

  
December 31,

2018   
March 31,

2018  
Assets         
Cash and cash equivalents  $ 6,596  $ 9,424 
Accounts receivable, net   6,096   8,736 
Revenue earned but not billed   3,125   — 
Inventories, net   9,024   7,826 
Deferred contract costs   —   1,000 
Prepaid expenses and other current assets   627   2,467 

Total current assets   25,468   29,453 
Property and equipment, net   12,056   12,894 
Other intangible assets, net   2,554   2,868 
Other long-term assets   255   110 

Total assets  $ 40,333  $ 45,325 
Liabilities and Shareholders’ Equity         
Accounts payable  $ 11,345  $ 11,675 
Accrued expenses and other   5,314   4,171 
Deferred revenue, current   119   499 
Current maturities of long-term debt   82   79 

Total current liabilities   16,860   16,424 
Revolving credit facility   3,329   3,908 
Long-term debt, less current maturities   43   105 
Deferred revenue, long-term   810   940 
Other long-term liabilities   626   524 

Total liabilities   21,668   21,901 
Commitments and contingencies         
Shareholders’ equity:         
Preferred stock, $0.01 par value: Shares authorized: 30,000,000 at December 31,
   2018 and March 31, 2018; no shares issued and outstanding at December 31, 2018
   and March 31, 2018   —   — 
Common stock, no par value: Shares authorized: 200,000,000 at December 31, 2018
   and March 31, 2018; shares issued: 39,011,019 at December 31, 2018 and
   38,384,575 at March 31, 2018; shares outstanding: 29,571,944 at December 31,
   2018 and 28,953,183 at March 31, 2018   —   — 
Additional paid-in capital   155,642   155,003 
Treasury stock, common shares: 9,439,075 at December 31, 2018 and 9,431,392 at
   March 31, 2018   (36,092)   (36,085)
Retained deficit   (100,885)   (95,494)

Total shareholders’ equity   18,665   23,424 
Total liabilities and shareholders’ equity  $ 40,333  $ 45,325

 

 
The accompanying notes are an integral part of these Condensed Consolidated Statements.
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ORION ENERGY SYSTEMS, INC. AND SUBSIDIARIES

UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except share and per share amounts)

 
  Three Months Ended December 31,   Nine Months Ended December 31,  
  2018   2017   2018   2017  

Product revenue  $ 13,952  $ 15,993  $ 38,350  $ 41,883 
Service revenue   2,339   1,270   4,961   3,360 

Total revenue   16,291   17,263   43,311   45,243 
Cost of product revenue   10,508   11,181   29,599   30,587 
Cost of service revenue   1,613   966   3,544   3,209 

Total cost of revenue   12,121   12,147   33,143   33,796 
Gross profit   4,170   5,116   10,168   11,447 

Operating expenses:                 
General and administrative   2,269   2,878   7,681   11,370 
Impairment of intangible assets   —   —   —   710 
Sales and marketing   2,190   2,981   6,903   9,241 
Research and development   298   616   1,057   1,519 

Total operating expenses   4,757   6,475   15,641   22,840 
Loss from operations   (587)   (1,359)   (5,473)   (11,393)
Other income (expense):                 
Other income   31   —   65   — 
Interest expense   (77)   (74)   (335)   (225)
Amortization of debt issue costs   (31)   (28)   (31)   (83)
Interest income   2   5   8   12 

Total other expense   (75)   (97)   (293)   (296)
Loss before income tax   (662)   (1,456)   (5,766)   (11,689)
Income tax (benefit) expense   0   (23)   26   (23)

Net loss  $ (662)  $ (1,433)  $ (5,792)  $ (11,666)
Basic net loss per share attributable to common shareholders  $ (0.02)  $ (0.05)  $ (0.20)  $ (0.41)
Weighted-average common shares outstanding   29,568,986   28,909,847   29,376,959   28,734,394 
Diluted net loss per share  $ (0.02)  $ (0.05)  $ (0.20)  $ (0.41)
Weighted-average common shares and share equivalents
   outstanding   29,568,986   28,909,847   29,376,959   28,734,394

 

 
The accompanying notes are an integral part of these Condensed Consolidated Statements.
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ORION ENERGY SYSTEMS, INC. AND SUBSIDIARIES

UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

 
  Nine Months Ended December 31,  
  2018   2017  

Operating activities         
Net loss  $ (5,792)  $ (11,666)

Adjustments to reconcile net loss to net cash used in operating activities:         
Depreciation   1,006   1,050 
Amortization of intangible assets   343   486 
Stock-based compensation   639   868 
Amortization of debt issue costs   31   83 
Impairment of intangible assets   —   710 
Provision for inventory reserves   (144)   701 
Provision for bad debts   66   21 
Other   8   12 

Changes in operating assets and liabilities:         
Accounts receivable, current and long-term   2,857   492 
Revenue earned but not billed   (770)   — 
Inventories   (367)   4,120 
Deferred contract costs   —   (179)
Prepaid expenses and other assets   123   1,300 
Accounts payable   555   30 
Accrued expenses and other   (136)   (767)
Deferred revenue, current and long-term   (29)   (342)

Net cash used in operating activities   (1,610)   (3,081)
Investing activities         

Purchases of property and equipment   (167)   (478)
Additions to patents and licenses   (29)   (43)
Net cash used in investing activities   (196)   (521)

Financing activities         
Payment of long-term debt and capital leases   (58)   (132)
Proceeds from revolving credit facility   42,498   51,926 
Payment of revolving credit facility   (43,078)   (54,933)
Payments to settle employee tax withholdings on stock-based compensation   (10)   (9)
Deferred financing costs   (377)   — 
Net proceeds from employee equity exercises   3   6 
Net cash used in financing activities   (1,022)   (3,142)

Net decrease in cash and cash equivalents   (2,828)   (6,744)
Cash and cash equivalents at beginning of period   9,424   17,307 
Cash and cash equivalents at end of period  $ 6,596  $ 10,563

 

 
The accompanying notes are an integral part of these Condensed Consolidated Statements.
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ORION ENERGY SYSTEMS, INC. AND SUBSIDIARIES

UNAUDITED NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 — DESCRIPTION OF BUSINESS

Organization

Orion includes Orion Energy Systems, Inc., a Wisconsin corporation, and all consolidated subsidiaries. Orion is a developer, manufacturer and seller of
lighting and energy management systems to commercial and industrial businesses, and federal and local governments, predominantly in North America.

Orion’s corporate offices and leased primary manufacturing operations are located in Manitowoc, Wisconsin.  Orion leases office space in
Jacksonville, Florida. Orion had leased office space in Chicago, Illinois, and Houston, Texas, but as of June 30, 2018, Orion had vacated these locations.
During fiscal 2018, Orion had leased warehouse space in Manitowoc, Wisconsin and Augusta, Georgia, but as of March 31, 2018, Orion had vacated these
storage locations.

NOTE 2 — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Principles of Consolidation

The Condensed Consolidated Financial Statements include the accounts of Orion Energy Systems, Inc. and its wholly-owned subsidiaries.

Basis of Presentation

The accompanying unaudited Condensed Consolidated Financial Statements of Orion have been prepared in accordance with accounting principles
generally accepted in the United States (GAAP) for interim financial information and with the rules and regulations of the Securities and Exchange
Commission ("SEC").  Accordingly, they do not include all of the information and footnotes required by GAAP for complete financial statements. In the
opinion of management, all adjustments, consisting of normal recurring adjustments, considered necessary for a fair presentation have been included. Interim
results are not necessarily indicative of results that may be expected for the fiscal year ending March 31, 2019 or other interim periods.

The Condensed Consolidated Balance Sheets at March 31, 2018 has been derived from the audited consolidated financial statements at that date but
does not include all of the information required by GAAP for complete financial statements.

The accompanying unaudited Condensed Consolidated Financial Statements should be read in conjunction with the audited consolidated financial
statements and footnotes thereto included in Orion’s Annual Report on Form 10-K for the fiscal year ended March 31, 2018 filed with the SEC on June 13,
2018.

In the warranty rollforward in Note 9 – Accrued Expenses and Other, certain prior period balances have been reclassified to conform to current period
presentation.  The reclassifications were immaterial to the financial statements.

Use of Estimates

The preparation of financial statements in conformity with GAAP requires management to make certain estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosures of contingent assets and liabilities at the date of the financial statements and reported amounts of
revenues and expenses during that reporting period. Areas that require the use of significant management estimates include revenue recognition, inventory
obsolescence, allowance for doubtful accounts, accruals for warranty and loss contingencies, income taxes, impairment analyses, and certain equity
transactions. Accordingly, actual results could differ from those estimates.
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Concentration of Credit Risk and Other Risks and Uncertainties

Orion's cash is deposited with three financial institutions. At times, deposits in these institutions exceed the amount of insurance provided on such
deposits.  Orion has not experienced any losses in such accounts and believes that it is not exposed to any significant financial institution viability risk on
these balances.

Orion purchases components necessary for its lighting products, including ballasts, lamps and LED components, from multiple suppliers.  For the three
months ended December 31, 2018, one supplier accounted for 11.7% of total cost of revenue. For the nine months ended December 31, 2018, no supplier
accounted for more than 10% of total cost of revenue. For the three months ended December 31, 2017, one supplier accounted for 13.9% of total cost of
revenue. For the nine months ended December 31, 2017, no supplier accounted for more than 10.0% of total cost of revenue.

For the three months ended December 31, 2018, one customer accounted for 11.6% of total revenue.  For the nine months ended December 31, 2018,
no customers accounted for more than 10.0% of total revenue.  For the three months ended December 31, 2017, one customer accounted for 13.4% of total
revenue.  For the nine months ended December 31, 2017, one customer accounted for 11.1% of total revenue.

As of December 31, 2018, no customer accounted for more than 10.0% of Accounts receivable. As of March 31, 2018, one customer accounted for
13.2% of Accounts receivable.

Recent Accounting Pronouncements

Issued: Not Yet Adopted

In February 2016, the Financial Accounting Standards Board ("FASB") issued Accounting Standards Update ("ASU") 2016-02, "Leases" (Subtopic
842).  The pronouncement, and subsequent amendments, which is included in the Accounting Standards Codification as Subtopic 842 (“ASC 842”), requires
that lessees recognize right-of-use assets and liabilities on the balance sheet for the rights and obligations created by long-term leases and disclose additional
quantitative and qualitative information about leasing arrangements. Under ASU 842, leases will be classified as either finance or operating, with
classification affecting the timing of expense recognition. Similarly, lessors will be required to classify leases as sales-type, finance or operating leases, with
classification affecting the timing of income recognition. Classification for both lessees and lessors will be based on an assessment of whether risks and
rewards, as well as substantive control, have been transferred through the lease contract. ASU 842 also provides guidance on the presentation of the effects of
leases in the income statement and statement of cash flows. Orion will adopt ASU 842 on April 1, 2019 and expects to elect certain practical expedients
permitted under the transition guidance.  Additionally, Orion expects to elect the optional transition method that allows for a cumulative-effect adjustment in
the period of adoption and will not restate prior periods.  Orion has completed an initial assessment of potential leases but has not yet completed its review of
the full provisions of ASU 842 against its outstanding lease arrangements and is in the process of quantifying the lease liability and related right-of-use asset
which will be recorded to its condensed consolidated balance sheets upon adoption of ASU 842.  In addition, the Company is in the process of identifying and
implementing the appropriate changes to business processes and controls to support recognition and disclosure under the new standard.  Management
continues to assess the impact of adoption of ASU 842 on its condensed consolidated statements of operations, cash flows, and the related footnote
disclosures.

 

Recently Adopted Standards

On April 1, 2018, Orion adopted ASU 2014-09 and subsequent amendments, which is included in the Accounting Standards Codification as "Revenue
from Contracts with Customers" (Topic 606) (“ASC 606”) and Sub-Topic 340-40 (“ASC 340-40”), using the modified retrospective approach. ASC 606
superseded the revenue recognition requirements in “Revenue Recognition” (Topic 605) ("ASC 605") and provides guidance on the accounting for other
assets and deferred costs associated with contracts with customers.   ASC 606 requires entities to recognize revenue when control of the promised goods or
services is transferred to customers at an amount that reflects the consideration to which the entity expects to be entitled to in exchange for those goods or
services.  ASC 340-40 limits the circumstances that an entity can recognize an asset from the costs incurred to obtain or fulfill a contract that are not subject to
the guidance in other portions in the Accounting Standards Codification, such as those related to
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inventory.   The provisions of ASC 606 and ASC 340-40 require entities to use more judgments and estimates than under previous guidance when allocating
the total consideration in a contract to the individual promises to customers (“performance obligations”) and determining when a performance obligation has
been satisfied and revenue can be recognized. Orion’s adoption of ASC 606 did not have a material effect on Orion's financial statements. Orion has updated
its processes and controls necessary for implementing ASC 606, including the increased footnote disclosure requirements.

In August 2016, the FASB issued ASU 2016-15, "Classification of Certain Cash Receipts and Cash Payments," which provided clarification and
additional guidance as to the presentation and classification of certain cash receipts and cash payments in the statement of cash flows.  This ASU provided
guidance as to the classification of a number of transactions including:  contingent consideration payments made after a business combination, proceeds from
the settlement of insurance claims, proceeds from the settlement of corporate-owned life insurance policies, and distributions received from equity method
investees.  This new ASU was effective for Orion in the first quarter of fiscal 2019 and has been applied through retrospective adjustment to all periods
presented.  The adoption of this ASU did not have a material impact on Orion’s condensed consolidated financial statements.

In May 2017, the FASB issued ASU 2017-09, “Compensation-Stock Compensation: Scope of Modification Accounting” which provides guidance
about which changes to the terms or conditions of a share-based payment award would require an entity to apply modification accounting. The provisions of
this ASU were effective for Orion beginning on April 1, 2018. The adoption of this ASU did not have a material impact on Orion’s condensed consolidated
financial statements.

NOTE 3 — REVENUE

Changes in Accounting Policies

Orion adopted ASC 606 and ASC 340-40 (the “new standards”) as of April 1, 2018 for contracts with customers that were not fully complete as of
April 1, 2018 using the modified retrospective transition method. The cumulative effect of initially applying the new standards was recorded as an immaterial
adjustment to the opening balance of retained deficit within Orion’s Condensed Consolidated Statement of Shareholders’ Equity.

The new standards are applied separately for each contract between Orion and a customer.  While the impact of the new standards vary for each
contract based on its specific terms, in general, the new standards result in Orion (a) delaying the recognition of some of its Product revenue from the point of
shipment until a later date during the installation period, (b) recording Service revenue associated with installing lighting fixtures as such fixtures are installed
instead of recording all Services revenue at the completion of the installation, and (c) recording costs associated with installing lighting fixtures as they are
incurred instead of deferring such costs and recognizing them at the time Service revenue was recorded.

The adoption of the new standards also resulted in reclassifications (a) between Product revenue and Service revenue, and between Cost of service
revenue and Sales and marketing expenses in Orion’s Condensed Consolidated Statements of Operations, and (b) between Accounts receivable, net, Revenue
earned but not billed, Inventories, net, Deferred contract costs, Prepaid expenses and other current assets, Accounts payable, Accrued expenses and other,
Deferred revenue, current, Deferred revenue, long-term, and Other long-term liabilities in Orion’s Condensed Consolidated Balance Sheets.

For all adjustments and changes as a result of adopting the new standards for the current period, refer to the section “Impacts on Financial Statements”
below.  In accordance with the modified retrospective transition method, the historical information within Orion’s financial statements has not been restated
and continues to be reported under the accounting standard in effect for those periods. As a result, Orion has disclosed the accounting policies in effect prior
to April 1, 2018, as well as the policies applied starting April 1, 2018.
 
Revenue Recognition
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Periods prior to April 1, 2018

Revenue was recognized in accordance with ASC 605 when the following criteria were met:

 1. persuasive evidence of an arrangement exists;
 2. delivery has occurred and title has passed to the customer;
 3. the sales price is fixed and determinable and no further obligation exists; and
 4. collectability is reasonably assured.

Revenue was recorded net of estimated provisions for returns, early payment discounts and rebates and other consideration paid to Orion’s
customers.  Revenues were presented net of sales tax and other sales related taxes.

Deferred contract costs consisted primarily of the costs of products delivered, and services performed, that were subject to additional performance
obligations or customer acceptance. These Deferred contract costs were expensed at the time the related revenue was recognized.

Deferred revenue related to advance customer billings and investment tax grants received related to power purchase agreement contracts still
outstanding related to Orion’s legacy solar business.
 
Period Commencing April 1, 2018

General Information

Orion generates revenues primarily by selling commercial lighting fixtures and components and by installing these fixtures in its customer’s
facilities.  Orion recognizes revenue in accordance with the guidance in ASC 606 when control of the goods or services being provided (which Orion refers to as
a performance obligation) is transferred to a customer at an amount that reflects the consideration that management expects to receive in exchange for those goods
or services.  Prices are generally fixed at the time of order confirmation.  The amount of expected consideration includes estimated deductions and early payment
discounts calculated based on historical experience, customer rebates based on agreed upon terms applied to actual and projected sales levels over the rebate
period, and any amounts paid to customers in conjunction with fulfilling a performance obligation.

If there are multiple performance obligations in a single contract, the contract’s total sales price is allocated to each individual performance obligation
based on their relative standalone selling price.  A performance obligation’s standalone selling price is the price at which Orion would sell such promised
good or service separately to a customer.  Orion uses an observable price to determine the stand-alone selling price for separate performance obligations or a
cost-plus margin approach when one is not available.  The cost-plus margin approach is used to determine the stand-alone selling price for the installation
performance obligation and is based on average historical installation margin.

Revenue derived from customer contracts which include only performance obligation(s) for the sale of lighting fixtures and components is classified as
Product revenue in the Condensed Consolidated Statements of Operations.   The revenue for these transactions is recorded at the point in time when management
believes that the customer obtains control of the products, generally either upon shipment or upon delivery to the customer’s facility. This point in time is
determined separately for each contract and requires judgment by management of the contract terms and the specific facts and circumstances concerning the
transaction.

Revenue from a customer contract which includes both the sale of fixtures and the installation of such fixtures (which Orion refers to as a turnkey
project) is allocated between each lighting fixture and the installation performance obligation based on relative standalone selling prices.

Revenue from turnkey projects that is allocated to the sale of the lighting fixtures is recorded at the point in time when management believes the
customer obtains control of the product(s) and is reflected in Product revenue.  This point in time is determined separately for each customer contract based
upon the terms of the contract and the nature and extent of Orion’s control of the light fixtures during the installation.  Product revenue associated with
turnkey projects can be recorded (a) upon shipment or delivery, (b) subsequent to shipment or delivery and upon customer payments for the light fixtures, (c)
when an individual light fixture is installed and working correctly, or (d) when the customer acknowledges that the entire installation project is
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substantially complete.  Determining the point in time when a customer obtains control of the lighting fixtures in a turnkey project can be a complex judgment
and is applied separately for each individual light fixture included in a contract.  In making this judgment, management considers the timing of various
factors, including, but not limited to, those detailed below:
 
 • when there is a legal transfer of ownership;
 • when the customer obtains physical possession of the products;
 • when the customer starts to receive the benefit of the products;
 • the amount and duration of physical control that Orion maintains on the products after they are shipped to, and received at, the customer’s facility;
 • whether Orion is required to maintain insurance on the lighting fixtures when they are in transit and after they are delivered to the customer’s

facility;
 • when each light fixture is physically installed and working correctly;
 • when the customer formally accepts the product; and
 • when Orion receives payment from the customer for the light fixtures.  

Revenue from turnkey projects that is allocated to the single installation performance obligation is reflected in Service  revenue.  Service revenue is
recorded over-time as Orion fulfills its obligation to install the light fixtures.  Orion measures its performance toward fulfilling its performance obligations for
installations using an output method that calculates the number of light fixtures completely installed as of the measurement date in comparison to the total
number of light fixtures to be installed under the contract.

Most products are manufactured in accordance with Orion’s standard specifications.  However, some products are manufactured to a customer’s
specific requirements with no alternative use to Orion.  In such cases, and when Orion has an enforceable right to payment, Product revenue is recorded on an
over-time basis measured using an input methodology that calculates the costs incurred to date as compared to total expected costs.  There was no over-time
revenue related to custom products recognized in the three and nine months ended December 31, 2018.

Orion also records revenue in conjunction with several limited power purchase agreements (“PPAs”) still outstanding. Those PPAs are supply-side
agreements for the generation of electricity.  Orion’s last PPA expires in 2031.  Revenue associated with the sale of energy generated by the solar facilities
under these PPAs is within the scope of ASC 606.  Revenues are recognized over-time and are equal to the amount billed to the customer, which is calculated
by applying the fixed rate designated in the PPAs to the variable amount of electricity generated each month.  This approach is in accordance with the “right
to invoice” practical expedient provided for in ASC 606.  Orion also recognizes revenue upon the sale to third parties of tax credits received from operating
the solar facilities and from amortizing a grant received from the federal government during the period starting when the power generating facilities were
constructed until the expiration of the PPAs; these revenues are not derived from contracts with customers and therefore not under the scope of ASC 606.

When shipping and handling activities are performed after a customer obtains control of the product, Orion has elected to treat shipping and handling
costs as an activity necessary to fulfill the performance obligation to transfer product to the customer and not as a separate performance obligation.  Any
shipping and handling costs charged to customers are recorded in Product revenue.  Shipping and handling costs are accrued and included in Cost of product
revenue.

See Note 9, Accrued Expenses and Other for a discussion of Orion’s accounting for the warranty it provides to customers for its products and services.

Sales taxes collected from customers and remitted to governmental authorities are accounted for on a net (excluded from revenues) basis.
 

Contract Fulfillment Costs

Costs associated with product sales are accumulated in inventory as the fixtures are manufactured and are transferred to Cost of product revenue at the
time revenue is recorded.  See Note 5, Inventories, Net.  Costs associated with installation sales are expensed as incurred.
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Disaggregation of Revenue

Orion’s Product revenue includes revenue from contracts with customers accounted for under the scope of ASC 606 and revenue which is accounted
for under other guidance.  For the three and nine months ended December 31, 2018, Product revenue included $1.0 million and $2.1 million, respectively,
derived from sales-type leases for light fixtures, $25,615 and $0.2 million, respectively, derived from the sale of tax credits generated from Orion’s legacy
operation for distributing solar energy, and $18,889 and $0.1 million, respectively, derived from the amortization of federal grants received in 2010 and 2011
as reimbursement for a portion of the costs to construct the legacy solar facilities which are not under the scope of ASC 606.  All remaining Product revenue,
and all Service revenue, are derived from contracts with customers as defined in ASC 606.

The primary end-users of Orion’s lighting products and services are (a) the federal government, and (b) commercial or industrial companies.

The federal government obtains Orion products and services primarily through turnkey project sales that Orion makes to a select group of contractors
who focus on the federal government. Revenues associated with government end-users are primarily included in the Orion Engineered Systems Division
segment.

Commercial or industrial end-users obtain Orion products and services through turnkey project sales or by purchasing products either direct from
Orion or through distributors or energy service companies ("ESCOs").  Revenues associated with commercial and industrial end-users are included within
each of Orion’s segments, dependent on the sales channel.

See Footnote 16, Segments, for additional discussion concerning Orion’s reportable segments.

The following table provides detail of Orion’s total revenues for the three and nine months ended December 31, 2018 (dollars in thousands):
 

  Three Months Ended December 31, 2018   Nine Months Ended December 31, 2018  
  Product   Services   Total   Product   Services   Total  

Revenue from contracts with customers:                         
Lighting revenues, by end user                         

Federal government  $ 894  $ 396  $ 1,290  $ 1,009  $ 396  $ 1,405 
Commercial and industrial   11,976   1,943   13,919   34,987   4,565   39,552 

Total lighting   12,870   2,339   15,209   35,996   4,961   40,957 
Solar energy related revenues   8   —   8   46   —   46 

Total revenues from contracts with customers   12,878   2,339   15,217   36,042   4,961   41,003 
Revenue accounted for under other guidance   1,074   —   1,074   2,308   —   2,308 
Total revenue  $ 13,952  $ 2,339  $ 16,291  $ 38,350  $ 4,961  $ 43,311

 

 

Cash Flow Considerations

Customer payments for material only orders are due shortly after shipment.

Turnkey projects where the end-user is the federal government typically span a three to six-month period.  The contracts for these sales often provide
for monthly progress payments equal to ninety percent (90%) of the value provided by Orion during the month.

Turnkey projects where the end-user is a commercial or industrial company typically span between two weeks to three months.  Customer payment
requirements for these projects vary by contract.  Some contracts provide for customer payments for products and services as they are delivered, other
contracts specify that the customer will pay for the project in its entirety upon completion of the installation.

Orion provides long-term financing to one customer who frequently engages Orion in large turnkey projects that span between three and nine
months.  The customer executes an agreement providing for monthly payments of the contract price, plus interest, over a five-year period.  The total
transaction price in these contracts is allocated between product and services in the same manner as all other turnkey projects.  The portion of the transaction
associated with the installation is accounted for
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consistently with all other installation related performance obligations.  The portion of the transaction associated with the sale of the multiple individual light
fixtures is accounted for as sales-type leases in accordance with ASC 840, "Leases".  Revenues associated with the sales-type leases are included in Product
revenue and recorded for each fixture separately based on the customer’s monthly acknowledgment that specified fixtures have been installed and are
operating as specified.

The payments associated with these transactions that are due during the twelve months subsequent to December 31, 2018 are included in Accounts
receivable, net in Orion’s Condensed Consolidated Balance Sheets.  The remaining amounts due that are associated with these transactions are included in Other
long-term assets in Orion’s Condensed Consolidated Balance Sheets.

The customer’s monthly payment obligation commences after completion of the turnkey project.  Orion generally sells the receivable from the customer to
an independent financial institution either during, or shortly after completion of, the installation period.  Upon execution of the receivables purchase / sales
agreement, all amounts due from the customer are included in Revenues earned but not billed on Orion’s Condensed Consolidated Balance Sheets until cash is
received from the financial institution.  The financial institution releases funds to Orion based on the customer’s monthly acknowledgment of the progress Orion has
achieved in fulfilling its installation obligation.  Orion provides the progress certifications to the financial institution one month in arrears.

The total amount received from the sales of these receivables during the three and nine months ended December 31, 2018 was $1.5 million and $4.4
million, respectively.  Orion’s losses on these sales aggregated to $28,891 and $0.2 million for the three and nine months ended December 31, 2018 and is
included in Interest expense in the Condensed Consolidated Statements of Operations.

 
Practical Expedients and Exemptions

Orion expenses sales commissions when incurred because the amortization period is one year or less. These costs are recorded within Sales and
marketing expense.  There are no other capitalizable costs associated with obtaining contracts with customers.

Orion’s performance obligations related to lighting fixtures typically do not exceed nine months in duration.  As a result, Orion has elected the
practical expedient that provides an exemption to the disclosure requirements regarding information about value assigned to remaining performance
obligations on contracts that have original expected durations of one year or less.

Orion has also adopted the practical expedient that provides an exemption to the disclosure requirement of the value assigned to performance
obligations associated with contracts that were not complete as of April 1, 2018.

Orion also elected the practical expedient that permits companies to not disclose quantitative information about the future revenue when revenue is
recognized as invoices are issued to customers for services performed.

Other than the turnkey projects which result in sales-type leases discussed above, Orion generally receives full payment for satisfied performance
obligations in less than one year.  Accordingly, Orion does not adjust revenues for the impact of any potential significant financing component as permitted by
the practical expedients provided in ASC 606.

 

Contract Balances

A receivable is recognized when Orion has an enforceable right to payment in accordance with contract terms and an invoice has been issued to the
customer.  Payment terms on invoiced amounts are typically 30 days from the invoice date.

Revenue earned but not billed represents revenue that has been recognized in advance of billing the customer, which is a common practice in Orion
turnkey contracts.  Once Orion has an unconditional right to consideration under a turnkey contract, Orion typically bills the customer accordingly and
reclassifies the amount to Accounts receivable, net.  Revenue earned but not billed as of December 31, 2018 and April 1, 2018 includes $0.6 million and $0.6
million, respectively, which was not derived from contracts with customers and therefore not classified as a contract asset as defined by the new standards.
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Deferred revenue, current as of December 31, 2018, included $43,448 of contract liabilities which represented consideration received from customers
prior to the point that Orion has fulfilled the promises included in a performance obligation and recorded revenue.

Deferred revenue, long-term consists of the unamortized portion of the funds received from the federal government in 2010 and 2011 as
reimbursement for the costs to build the two facilities related to the PPAs.  As the transaction is not considered a contract with a customer, this value is not a
contract liability as defined by the new standards.

The following chart shows the balance of Orion’s receivables arising from contracts with customers, contract assets and contract liabilities as of
December 31, 2018, and April 1, 2018, after the adoption of the new standards (dollars in thousands):

 
  December 31, 2018   April 1, 2018  

Accounts receivable, net  $ 6,096  $ 9,020 
Contract assets  $ 2,538  $ 1,773 
Contract liabilities  $ 43  $ 13

 

 
There were no significant changes in the contract assets outside of standard reclassifications to Accounts receivable, net upon billing.  There were no

significant changes to contract liabilities.
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Impact on Financial Statements
 

ORION ENERGY SYSTEMS, INC. AND SUBSIDIARIES
UNAUDITED CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except share amounts)
 

  

As Reported
December 31,

2018   Adjustments   

Balances
without

application of
ASC 606  

Assets             
Cash and cash equivalents  $ 6,596  $ —  $ 6,596 
Accounts receivable, net   6,096   (6)   6,090 
Revenue earned but not billed   3,125   (3,125)   — 
Inventories, net   9,024   (709)   8,315 
Deferred contract costs   —   1,510   1,510 
Prepaid expenses and other current assets   627   2,036   2,663 

Total current assets   25,468   (294)   25,174 
Property and equipment, net   12,056   —   12,056 
Other intangible assets, net   2,554   —   2,554 
Other long-term assets   255   —   255 

Total assets  $ 40,333  $ (294)  $ 40,039 
Liabilities and Shareholders’ Equity             
Accounts payable  $ 11,345  $ 980  $ 12,325 
Accrued expenses and other   5,314   (1,200)   4,114 
Deferred revenue, current   119   492   611 
Current maturities of long-term debt   82   —   82 

Total current liabilities   16,860   272   17,132 
Revolving credit facility   3,329   —   3,329 
Long-term debt, less current maturities   43   —   43 
Deferred revenue, long-term   810   97   907 
Other long-term liabilities   626   (97)   529 

Total liabilities   21,668   272   21,940 
Commitments and contingencies             
Shareholders’ equity:             
Preferred stock, $0.01 par value: Shares authorized: 30,000,000 at
   December 31, 2018 and March 31, 2018; no shares issued and
   outstanding at December 31, 2018 and March 31, 2018   —   —   — 
Common stock, no par value: Shares authorized: 200,000,000 at
   December 31, 2018 and March 31, 2018; shares issued: 39,011,019 at
   December 31, 2018 and 38,384,575 at March 31, 2018; shares
   outstanding: 29,571,944 at December 31, 2018 and 28,953,183 at
   March 31, 2018   —   —   — 
Additional paid-in capital   155,642   —   155,642 
Treasury stock, common shares: 9,439,075 at December 31, 2018 and
   9,431,392 at March 31, 2018   (36,092)   —   (36,092)
Retained deficit   (100,885)   (566)   (101,451)

Total shareholders’ equity   18,665   (566)   18,099 
Total liabilities and shareholders’ equity  $ 40,333  $ (294)  $ 40,039
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ORION ENERGY SYSTEMS, INC. AND SUBSIDIARIES

UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except share and per share amounts)

 
  Three months ended December 31, 2018   Nine Months Ended December 31, 2018  

  As Reported   Adjustments   

Balances
without

application of
ASC 606   As Reported   Adjustments   

Balances
without

application of
ASC 606  

Product revenue  $ 13,952  $ 467  $ 14,419  $ 38,350  $ 1,531  $ 39,881 
Service revenue   2,339   (1,476)   863   4,961   (2,607)   2,354 

Total revenue   16,291   (1,009)   15,282   43,311   (1,076)   42,235 
Cost of product revenue   10,508   —   10,508   29,599   1   29,600 
Cost of service revenue   1,613   (954)   659   3,544   (1,692)   1,852 

Total cost of revenue   12,121   (954)   11,167   33,143   (1,691)   31,452 
Gross profit   4,170   (55)   4,115   10,168   615   10,783 

Operating expenses:                         
General and administrative   2,269   —   2,269   7,681   —   7,681 
Sales and marketing   2,190   352   2,542   6,903   922   7,825 
Research and development   298   —   298   1,057   —   1,057 

Total operating expenses   4,757   352   5,109   15,641   922   16,563 
Loss from operations   (587)   (407)   (994)   (5,473)   (307)   (5,780)
Other income (expense):                         
Other income   31   —   31   65   —   65 
Interest expense   (77)   12   (65)   (335)   13   (322)
Amortization of debt issue cost   (31)       (31)   (31)       (31)
Interest income   2   —   2   8   —   8 

Total other expense   (75)   12   (63)   (293)   13   (280)
Loss before income tax   (662)   (395)   (1,057)   (5,766)   (294)   (6,060)
Income tax expense   0   —   0   26   —   26 

Net loss  $ (662)  $ (395)  $ (1,057)  $ (5,792)  $ (294)  $ (6,086)
Basic net loss per share attributable to
   common shareholders  $ (0.02)  $ 0.00  $ (0.04)  $ (0.20)  $ 0.00  $ (0.21)
Weighted-average common shares
   outstanding   29,568,986   —   29,568,986   29,376,959   —   29,376,959 
Diluted net loss per share  $ (0.02)  $ 0.00  $ (0.04)  $ (0.20)  $ 0.00  $ (0.21)
Weighted-average common shares and share
   equivalents outstanding   29,568,986   —   29,568,986   29,376,959   —   29,376,959
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ORION ENERGY SYSTEMS, INC. AND SUBSIDIARIES

UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

 
  Nine Months Ended December 31, 2018  

  As Reported   Adjustments   

Balances
without

application of
ASC 606  

Operating activities             
Net loss  $ (5,792)  $ (294)  $ (6,086)

Adjustments to reconcile net loss to net cash used in operating
   activities:             

Depreciation   1,006   —   1,006 
Amortization of intangible assets   343   —   343 
Stock-based compensation   639   —   639 
Amortization of debt issue costs   31   —   31 
Provision for inventory reserves   (144)   —   (144)
Provision for bad debts   66   —   66 
Other   8   —   8 

Changes in operating assets and liabilities:             
Accounts receivable, current and long-term   2,857   (276)   2,581 
Revenue earned but not billed   (770)   770   — 
Inventories   (367)   22   (345)
Deferred contract costs   —   (516)   (516)
Prepaid expenses and other assets   123   (129)   (6)
Accounts payable   555   95   650 
Accrued expenses and other   (136)   84   (52)
Deferred revenue, current and long-term   (29)   244   215 

Net cash used in operating activities   (1,610)   —   (1,610)
Investing activities             

Purchases of property and equipment   (167)   —   (167)
Additions to patents and licenses   (29)   —   (29)
Net cash used in investing activities   (196)   —   (196)

Financing activities             
Payment of long-term debt and capital leases   (58)   —   (58)
Proceeds from revolving credit facility   42,498   —   42,498 
Payment of revolving credit facility   (43,078)   —   (43,078)
Payments to settle employee tax withholdings on stock-based
   compensation   (10)   —   (10)
Deferred financing costs   (377)   —   (377)
Net proceeds from employee equity exercises   3   —   3 
Net cash used in financing activities   (1,022)   —   (1,022)

Net decrease in cash and cash equivalents   (2,828)   —   (2,828)
Cash and cash equivalents at beginning of period   9,424   —   9,424 
Cash and cash equivalents at end of period  $ 6,596  $ —  $ 6,596
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NOTE 4 — ACCOUNTS RECEIVABLE, NET

As of December 31, 2018, and March 31, 2018, Orion's Accounts receivable and Allowance for doubtful accounts balances were as follows (dollars in
thousands):
 

  
December 31,

2018   
March 31,

2018  
Accounts receivable, gross  $ 6,313  $ 8,886 
Allowance for doubtful accounts   (217)   (150)
Accounts receivable, net  $ 6,096  $ 8,736

 

 
NOTE 5 — INVENTORIES, NET

As of December 31, 2018, and March 31, 2018, Orion's Inventory balances were as follows (dollars in thousands):
 

  Cost   Reserve   Net  
As of December 31, 2018             

Raw materials and components  $ 6,653  $ (1,345)  $ 5,308 
Work in process   1,127   (311)   816 
Finished goods   4,137   (1,237)   2,900 

Total  $ 11,917  $ (2,893)  $ 9,024 
             
As of March 31, 2018             

Raw materials and components  $ 6,073  $ (1,363)  $ 4,710 
Work in process   1,190   (263)   927 
Finished goods   3,934   (1,745)   2,189 

Total  $ 11,197  $ (3,371)  $ 7,826
 

 

NOTE 6 — PREPAID EXPENSES AND OTHER CURRENT ASSETS

As of December 31, 2018, and March 31, 2018, Prepaid expenses and other current assets included the following (dollars in thousands):
 

  
December 31,

2018   
March 31,

2018  
Unbilled accounts receivable (1)  $ —  $ 1,910 
Other prepaid expenses   627   557 

Total  $ 627  $ 2,467
 

 
(1) As of April 1, 2018, in conjunction with the adoption of ASC 606, the balance of unbilled Accounts receivable was included in Revenue earned but not

billed on the Condensed Consolidated Balance Sheets.
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NOTE 7 — PROPERTY AND EQUIPMENT, NET

As of December 31, 2018, and March 31, 2018, Property and equipment, net, included the following (dollars in thousands):
 

  
December 31,

2018   
March 31,

2018  
Land and land improvements  $ 433  $ 424 
Buildings and building improvements   9,245   9,245 
Furniture, fixtures and office equipment   7,144   7,096 
Leasehold improvements   324   324 
Equipment leased to customers   4,997   4,997 
Plant equipment   12,027   12,106 
Construction in Progress   47   — 
   34,217   34,192 
Less: accumulated depreciation and amortization   (22,161)   (21,298)
Property and equipment, net  $ 12,056  $ 12,894

 

 
As of September 30, 2018, a triggering event occurred requiring Orion to evaluate its long-lived assets for impairment. Due to the central nature of its

operations, Orion’s tangible and intangible definite-lived assets support its full operations, are utilized by all three of its reportable segments, and do not
generate separately identifiable cash flows. As such, these assets together represent a single asset group. In reviewing the asset group for impairment, Orion
elected to bypass the qualitative impairment assessment and went directly to performing the Step 1 recoverability test. Orion performed the Step 1
recoverability test for the asset group comparing its carrying value to the group’s expected future undiscounted cash flows. Orion concluded that the
undiscounted cash flows of the definite lived asset group exceeded its carrying value. As such the asset group was deemed recoverable and no impairment
was recorded.

Equipment included above under capital leases was as follows (dollars in thousands):
 

  
December 31,

2018   
March 31,

2018  
Equipment  $ 581  $ 581 
Less: accumulated depreciation and amortization   (450)   (344)
Equipment, net  $ 131  $ 237

 

 
Orion recorded depreciation expense of $0.3 and $1.0 million for the three and nine months ended December 31, 2018, respectively, and $0.4 and $1.1

million for the three and nine months ended December 31, 2017, respectively.

NOTE 8 —OTHER INTANGIBLE ASSETS, NET

As of December 31, 2018, and March 31, 2018, the components of, and changes in, the carrying amount of Other intangible assets, net, were as
follows (dollars in thousands):
 

  December 31, 2018   March 31, 2018  

  
Gross Carrying

Amount   
Accumulated
Amortization   Net   

Gross Carrying
Amount   

Accumulated
Amortization   Net  

Patents  $ 2,665  $ (1,492)  $ 1,173  $ 2,636  $ (1,370)  $ 1,266 
Licenses   58   (58)   —   58   (58)   — 
Trade name and trademarks   1,005   —   1,005   1,005   —   1,005 
Customer relationships   3,600   (3,435)   165   3,600   (3,326)   274 
Developed technology   900   (689)   211   900   (582)   318 
Non-competition agreements   100   (100)   —   100   (95)   5 
Total  $ 8,328  $ (5,774)  $ 2,554  $ 8,299  $ (5,431)  $ 2,868

 

 
As of September 30, 2017, a triggering event occurred requiring Orion to evaluate its long-lived assets for impairment.  As such Orion performed a

quantitative impairment review of its indefinite lived intangible assets related to the Harris trade name applying the royalty replacement method to determine
the asset’s fair value as of September 30, 2017. Under the royalty
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replacement method, the fair value of the Harris tradename was determined based on a market participant’s view of the royalty that would be paid to license
the right to use the tradename.  This quantitative analysis incorporated several assumptions including forecasted future revenues and cash flows, estimated
royalty rate, based on similar licensing transactions and market royalty rates, and discount rate, which incorporates assumptions such as weighted-average
cost of capital and risk premium.  As a result of this impairment test, the carrying value of the Harris trade name exceeded its estimated fair value and an
impairment of $0.7 million was recorded to Impairment of intangible assets during the quarter ended September 30, 2017 to reduce the asset’s carrying value
to its calculated fair value.  This fair value determination was categorized as Level 3 in the fair value hierarchy.

Amortization expense on intangible assets was $0.1 and $0.2 million for the three months ended December 31, 2018 and 2017,
respectively.  Amortization expense on intangible assets was $0.3 and $0.5 million for the nine months ended December 31, 2018 and 2017, respectively.

As of December 31, 2018, the weighted average remaining useful life of intangible assets was 5.1 years.

The estimated amortization expense for the remainder of fiscal 2019, the next five fiscal years and beyond is shown below (dollars in thousands):
 
Fiscal 2019 (period remaining)  $ 95 
Fiscal 2020   362 
Fiscal 2021   287 
Fiscal 2022   190 
Fiscal 2023   98 
Fiscal 2024   95 
Thereafter   422 
Total  $ 1,549

 

 
NOTE 9 — ACCRUED EXPENSES AND OTHER

As of December 31, 2018, and March 31, 2018, Accrued expenses and other included the following (dollars in thousands):
 

  
December 31,

2018   
March 31,

2018  
Compensation and benefits  $ 1,084  $ 1,786 
Accrued taxes   458   237 
Contract costs   1,814   985 
Legal and professional fees   168   400 
Warranty   415   402 
Sales returns reserve (1)   174   — 
Credits due to customers (1)   980   — 
Other accruals   221   361 

Total  $ 5,314  $ 4,171
 

 
 (1) Sales returns reserve was previously classified in Accounts receivable, net and Credits due to customers was previously classified in Accounts

payable.  As of April 1, 2018, in conjunction with the adoption of ASC 606, these balances are now included in Accrued expenses and other on
the Condensed Consolidated Balance Sheets.

Orion generally offers a limited warranty of one to ten years on its lighting products, including the pass through of standard warranties offered by
major original equipment component manufacturers. The manufacturers’ warranties cover lamps, ballasts, LED modules, chips and drivers, control devices,
and other fixture related items, which are significant components in Orion's lighting products.
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Changes in Orion’s warranty accrual (both current and long-term) were as follows (dollars in thousands):
 

  Three Months Ended December 31,   Nine Months Ended December 31,  
  2018   2017   2018   2017  

Beginning of period  $ 721  $ 739  $ 673  $ 759 
Reclassification on adoption of ASC 606   —   —   73   — 
Accruals   129   (78)   177   (52)
Warranty claims (net of vendor reimbursements)   (67)   (44)   (140)   (90)
End of period  $ 783  $ 617  $ 783  $ 617

 

 
NOTE 10 — NET LOSS PER COMMON SHARE

Basic net loss per common share is computed by dividing Basic net loss attributable to common shareholders by the Weighted-average number of
common shares outstanding for the period and does not consider common stock equivalents.

For the three and nine months ended December 31, 2018 and 2017, Orion was in a net loss position; therefore, the Basic and Diluted Weighted average
shares outstanding are equal because any increase to the basic shares would be anti-dilutive. Basic and Diluted net loss per common share was calculated
based upon the following:
 

  Three Months Ended December 31,   Nine Months Ended December 31,  
  2018   2017   2018   2017  

Numerator:                 
Net loss (in thousands)  $ (662)  $ (1,433)  $ (5,792)  $ (11,666)
Denominator:                 
Weighted-average common shares outstanding   29,568,986   28,909,847   29,376,959   28,734,394 
Weighted-average common shares and common share
   equivalents outstanding   29,568,986   28,909,847   29,376,959   28,734,394 
Net loss per common share:                 

Basic  $ (0.02)  $ (0.05)  $ (0.20)  $ (0.41)
Diluted  $ (0.02)  $ (0.05)  $ (0.20)  $ (0.41)

 
The following table indicates the number of potentially dilutive securities excluded from the calculation of Diluted net loss per common share because

their inclusion would have been anti-dilutive.  The number of shares are as of the end of each period:
 

  
December 31,

2018   
December 31,

2017  
Common stock options   477,836   709,667 
Restricted shares   1,329,693   1,545,209 
Total   1,807,529   2,254,876

 

 

NOTE 11 — LONG-TERM DEBT

Long-term debt consisted of the following (dollars in thousands):
 

  
December 31,

2018   
March 31,

2018  
Revolving credit facility  $ 3,329  $ 3,908 
Equipment lease obligations   125   184 
Total long-term debt   3,454   4,092 
Less current maturities   (82)   (79)
Long-term debt, less current maturities  $ 3,372  $ 4,013
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Revolving Credit Agreement

On October 26, 2018, Orion and its subsidiaries entered into a new secured revolving Business Financing Agreement with Western Alliance Bank, as
lender (the “New Credit Agreement”). The New Credit Agreement replaced Orion’s existing Credit Agreement.

The New Credit Agreement provides for a two-year revolving credit facility (the “New Credit Facility”) that matures on October 26, 2020. Borrowings
under the New Credit Facility are initially limited to $20.15 million, subject to a borrowing base requirement based on eligible receivables and inventory.  The
New Credit Agreement includes a $2.0 million sublimit for the issuance of letters of credit. As of December 31, 2018, Orion’s borrowing base was $4.4
million, and Orion had $3.3 million in borrowings outstanding which were included in non-current liabilities in the accompanying Condensed Consolidated
Balance Sheets. Orion had no outstanding letters of credit leaving additional borrowing availability of $1.1 million.   

The New Credit Agreement is secured by a security interest in substantially all of Orion's and its subsidiaries’ personal property.

Borrowings under the New Credit Agreement generally bear interest at floating rates based upon the prime rate (but not be less than 5.00% per year)
plus an applicable margin determined by reference to Orion’s quick ratio (defined as the aggregate amount of unrestricted cash, unrestricted marketable
securities and, with certain adjustments, receivables convertible into cash divided by total current liabilities, including the obligations under the New Credit
Agreement). As of December 31, 2018, the interest rate was 6.0%. Among other fees, Orion is required to pay an annual facility fee equal to 0.45% of the
credit limit under the New Credit Agreement, which was paid at commencement (October 26, 2018) and is due on each anniversary thereof.  With certain
exceptions, if the New Credit Agreement is terminated prior to the first anniversary of the closing date of the New Credit Agreement, Orion is required to pay
a termination fee equal to 0.50% of the credit limit under the New Credit Agreement.

The New Credit Agreement requires Orion to maintain nine months’ of “RML” as of the end of each month.  For purposes of the New Credit
Agreement, RML is defined as, as of the applicable determination date, unrestricted cash on deposit with Western Alliance Bank plus availability under the
New Credit Agreement divided by an amount equal to, for the applicable trailing three-month period, consolidated net profit before tax, plus depreciation
expense, amortization expense and stock-based compensation, minus capital lease principal payments, tested as of the end of each month.

The New Credit Agreement also contains customary events of default and other covenants, including certain restrictions on Orion’s ability to incur
additional indebtedness, consolidate or merge, enter into acquisitions, pay any dividend or distribution on Orion’s stock, redeem, retire or purchase shares of
Orion’s stock, make investments or pledge or transfer assets. If an event of default under the New Credit Agreement occurs and is continuing, then Western
Alliance Bank may cease making advances under the New Credit Agreement and declare any outstanding obligations under the New Credit Agreement to be
immediately due and payable. In addition, if Orion becomes the subject of voluntary or involuntary proceedings under any bankruptcy or similar law, then
any outstanding obligations under the New Credit Agreement will automatically become immediately due and payable.

Equipment Lease Obligations

In June 2015, Orion entered into a lease agreement with a financing company in the principal amount of $0.4 million to fund certain equipment. The
lease is secured by the related equipment. The lease bears interest at a rate of 3.6%, and matures in June 2020. The lease contains a one dollar buyout option.

Customer Equipment Finance Notes Payable

In December 2014, Orion entered into a secured borrowing agreement with a financing company in the principal amount of $0.4 million to fund
completed customer contracts under its Orion Throughput Agreement (“OTA”) finance program that were previously funded under a different OTA credit
agreement.  The loan amount was secured by the OTA-related equipment and the expected future monthly payments under the supporting 25 individual OTA
customer contracts. The borrowing agreement bore an interest rate of 8.36% and matured in April 2018.
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Other Long-Term Debt

In September 2010, Orion entered into a note agreement with the Wisconsin Department of Commerce that provided Orion with $0.3 million to fund
Orion’s rooftop solar project at its Manitowoc facility.  The note matured in June 2017 and was paid in full upon maturity.

NOTE 12 — INCOME TAXES

Orion’s income tax provision was determined by applying an estimated annual effective tax rate based upon the facts and circumstances known to
book loss before income tax, adjusting for discrete items. Orion’s actual effective tax rate is adjusted each interim period, as appropriate, for changes in facts
and circumstances. For the three-month period ended December 31, 2018 and 2017, Orion recorded income tax expense (benefit) of $0 and $(23,330),
respectively, using this methodology.  For the nine-month period ended December 31, 2018 and 2017, Orion recorded income tax expense (benefit) of
$25,748 and $(23,330), respectively, using this methodology.

As of December 31, 2018, and March 31, 2018, Orion had a full valuation allowance recorded against its deferred tax assets. Orion considers future
taxable income and ongoing prudent and feasible tax planning strategies in assessing the need for the valuation allowance. In the event that Orion determines
that the deferred tax assets are able to be realized, an adjustment to the valuation allowance would increase income in the period such determination is made. 
 

During fiscal 2018, Orion recognized a provisional reduction to its deferred tax assets of ($9.9 million) related to the Tax Cut and Jobs Act (“Act”).
Substantially all of this decrease was offset by a corresponding decrease to the valuation allowance. Orion also provisionally estimated it would incur no
transition tax. As of December 31, 2018, Orion did not adjust its estimates and considers all changes due to the Act final.

Uncertain Tax Positions

As of December 31, 2018, Orion’s balance of gross unrecognized tax benefits was approximately $0.1 million, all of which would reduce Orion’s
effective tax rate if recognized.

Orion has classified the amounts recorded for uncertain tax benefits in the balance sheet as Other long-term liabilities to the extent that payment is not
anticipated within one year. Orion recognizes penalties and interest related to uncertain tax liabilities in Income tax expense. Penalties and interest are
included in the unrecognized tax benefits.

NOTE 13 — COMMITMENTS AND CONTINGENCIES

Operating Leases

Orion leases office space and equipment under operating leases expiring at various dates through 2020. Rent expense under these operating leases was
$0.2 million and $0.2 million for the three months ended December 31, 2018 and 2017, respectively.  Rent expense under these operating leases was $0.5
million and $0.7 million for the nine months ended December 31, 2018 and 2017, respectively.

Litigation

Orion is subject to various claims and legal proceedings arising in the ordinary course of business. As of the date of this report, Orion is unable to
currently assess whether the final resolution of any of such claims or legal proceedings may have a material adverse effect on our future results of
operations.  In addition to ordinary-course litigation, Orion was a party to the proceedings described below.

On March 27, 2014, Orion was named as a defendant in a civil lawsuit filed by Neal R. Verfuerth, a former chief executive officer who left Orion in
November 2012, in the United States District Court for the Eastern District of Wisconsin (Green Bay Division).  The plaintiff alleged, among other things,
that Orion breached certain agreements entered into with the plaintiff, including the plaintiff’s employment agreement, and violated certain laws. The
complaint sought, among other relief, unspecified
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pecuniary and compensatory damages, fees and such other relief as the court may deem just and proper.  On January 11, 2018, a three-judge panel of the
United States Court of Appeals Seventh Circuit unanimously affirmed the dismissal of all of the plaintiff’s claims against Orion.

On November 10, 2017, a purported shareholder, Stephen Narten, filed a civil lawsuit in the Circuit Court for Manitowoc County against those
individuals who served on Orion's board of directors during fiscal years 2015, 2016, and 2017 and certain current and former officers during the same
period.  The plaintiff, who purported to bring the suit derivatively on behalf of Orion, alleged that the director defendants breached their fiduciary duties in
connection with granting certain stock-based incentive awards under Orion's 2004 Stock and Incentive Awards Plan and that the directors and current and
former officers breached their fiduciary duties by accepting those awards.  During the first quarter of fiscal 2019, the parties reached a settlement of the
claims and the case was dismissed.  The settlement did not have a material impact on Orion's results of operations, cash flows or financial condition.

State Tax Assessment

During fiscal 2018, Orion was notified of a pending sales and use tax audit by the Wisconsin Department of Revenue for the period covering April 1,
2013 through March 31, 2017.   Although the final resolution of Orion's sales and use tax audit is uncertain, based on current information, in the opinion of
Orion's management, the ultimate disposition of these matters will not have a material adverse effect on Orion's consolidated balance sheets, statements of
operations, or liquidity.

During fiscal 2019, Orion was notified of a pending sales and use tax audit by the California Department of Tax and Fee Administration for the period
covering April 1, 2015 through March 31, 2018. Although the final resolution of Orion's sales and use tax audit is uncertain, based on current information, in
the opinion of Orion's management, the ultimate disposition of these matters will not have a material adverse effect on the Orion's consolidated balance
sheets, statements of operations, or liquidity.

NOTE 14 — SHAREHOLDERS’ EQUITY

Employee Stock Purchase Plan

In August 2010, Orion’s board of directors approved a non-compensatory employee stock purchase plan, or ESPP.  Orion issued the following shares
from treasury under the ESPP during the nine months ended December 31, 2018:
 
 

 

Shares Issued
Under ESPP

Plan   
Closing Market

Price
Quarter Ended June 30, 2018   866  $1.10
Quarter Ended September 30, 2018   938  $0.96
Quarter Ended December 31, 2018   1,708  $0.57
Total issued in fiscal 2019   3,512  $ 0.57 - 1.10
 

In prior years, Orion issued loans to non-executive employees to purchase shares of its stock under the ESPP. The loan program has been discontinued
and new loans are no longer issued.  As of March 31, 2017, $4,000 of such loans remained outstanding and were reflected on Orion’s balance sheet as a
contra-equity account. During the nine months ended December 31, 2017, Orion entered into agreements with the counterparties to these loans. In exchange
for the forgiveness of their outstanding loan balance, the employees returned their shares to Orion. As a result of these transactions, 1,230 shares were
recorded within treasury stock and the loan balances were eliminated.

NOTE 15 — STOCK OPTIONS AND RESTRICTED SHARES

At Orion's 2016 annual meeting of shareholders held on August 3, 2016, Orion's shareholders approved the Orion Energy Systems, Inc. 2016 Omnibus
Incentive Plan (the "Plan"). The Plan authorizes grants of equity-based and incentive cash awards to eligible participants designated by the Plan's
administrator.  Awards under the Plan may consist of stock options, stock appreciation rights, performance shares, performance units, common stock,
restricted stock, restricted stock units, incentive awards or dividend equivalent units.
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Prior to shareholder approval of the Plan, the Company maintained its 2004 Stock and Incentive Awards Plan, as amended, which authorized the grant
of cash and equity awards to employees (the “Former Plan”).  No new awards are being granted under the Former Plan; however, all awards granted under the
Former Plan that are outstanding will continue to be governed by the Former Plan.  Forfeited awards originally issued under the Former Plan are canceled and
are not available for subsequent issuance under the Plan.  The Plan and the Former Plan also permit accelerated vesting in the event of certain changes of
control of Orion as well as under other special circumstances.

Certain non-employee directors have from time to time elected to receive stock awards in lieu of cash compensation pursuant to elections made under
Orion’s non-employee director compensation program.

The following amounts of stock-based compensation were recorded (dollars in thousands):
 

  
Three Months Ended

December 31,   
Nine Months Ended

December 31,  
  2018   2017   2018   2017  
Cost of product revenue  $ 1  $ 1  $ 3  $ 11 
Cost of service revenue   1   —   2   — 
General and administrative   185   205   592   722 
Sales and marketing   13   34   41   113 
Research and development   —   10   1   22 
Total  $ 200  $ 250  $ 639  $ 868

 

 
During the first nine months of fiscal 2019, Orion had the following activity related to its stock-based compensation:
 

  Restricted Shares   Stock Options  
Balance at March 31, 2018   1,485,799   629,667 
Awards granted   519,000   — 
Awards vested   (626,444)   — 
Awards forfeited   (48,662)   (151,831)
Awards outstanding at December 31, 2018   1,329,693   477,836 
Per share price on grant date   0.84   —

 

 
As of December 31, 2018, the amount of deferred stock-based compensation expense to be recognized, over a remaining period of 1.7 years, was

approximately $1.0 million.

NOTE 16 — SEGMENTS

Orion has the following business segments: Orion Engineered Services Division ("OES"), Orion Distribution Services Division ("ODS"), and Orion
U.S. Markets Division ("USM").  The accounting policies are the same for each business segment as they are on a consolidated basis.

Orion Engineered Systems Division

The OES segment develops and sells lighting products and provides construction and engineering services for Orion's commercial lighting and energy
management systems. OES provides turnkey solutions for large national accounts, governments, municipalities and schools.

Orion Distribution Services Division

The ODS segment focuses on selling lighting products through manufacturer representative agencies and a network of broadline North American
distributors.

Orion U.S. Markets Division

The USM segment sells commercial lighting systems and energy management systems to the wholesale contractor markets. USM customers include
ESCOs and electrical contractors.
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Corporate and Other

Corporate and Other is comprised of operating expenses not directly allocated to Orion’s segments and adjustments to reconcile to consolidated results
(dollars in thousands).
 
  Revenues   Operating Income (Loss)  

  
For the Three Months Ended

December 31,   
For the Three Months Ended

December 31,  
  2018   2017   2018   2017  
Segments:                 
Orion Engineered Systems  $ 6,802  $ 7,316  $ 33  $ 185 
Orion Distribution Services   6,102   7,779   (236)   224 
Orion U.S. Markets   3,387   2,168   569   (520)
Corporate and Other   —   —   (953)   (1,248)
  $ 16,291  $ 17,263  $ (587)  $ (1,359)
 
  Revenues   Operating Income (Loss)  

  
For the Nine Months Ended

December 31,   
For the Nine Months Ended

December 31,  
  2018   2017   2018   2017  
Segments:                 
Orion Engineered Systems  $ 15,168  $ 18,857  $ (1,944)  $ (2,891)
Orion Distribution Services   20,202   19,998   (1,082)   (564)
Orion U.S. Markets   7,941   6,388   793   (2,970)
Corporate and Other   —   —   (3,240)   (4,968)
  $ 43,311  $ 45,243  $ (5,473)  $ (11,393)
 
NOTE 17 — REORGANIZATION OF BUSINESS

During fiscal 2018, Orion executed on a cost reduction plan by entering into separation agreements with multiple employees. Orion's restructuring
expense for the three and nine months ended December 31, 2018 and 2017 is reflected within its Condensed Consolidated Statements of Operations as
follows (dollars in thousands):
 

  Three Months Ended
December 31,   

Nine Months Ended
December 31,  

  2018   2017   2018   2017  
Cost of product revenue  $ —  $ (7)  $ —  $ 33 
General and administrative   1   (7)   13   1,808 
Sales and marketing   —   (5)   17   178 
Total  $ 1  $ (19)  $ 30  $ 2,019

 

 
Total restructuring expense by segment was recorded as follows (dollars in thousands):

 

  
Three Months Ended

December 31,   
Nine Months Ended

December 31,  
  2018   2017   2018   2017  
Orion Engineered Systems  $ —  $ —   5  $ — 
Orion Distribution Systems   —   (5)   12   84 
Corporate and Other   1   (14)   13   1,935 
Total  $ 1  $ (19)  $ 30  $ 2,019

 

 
Cash payments for employee separation costs in connection with its reorganization of its business were $8,573 and $0.1 million in the three months

ended December 31, 2018 and December 31, 2017, respectively.  Cash payments for employee separation costs in connection with the reorganization of its
business were $0.2 million and $1.6 million in the nine months ended December 31, 2018, and December 31, 2017, respectively.  The remaining restructuring
cost accruals as of December 31, 2018 were $0.1 million, which represents post-retirement medical benefits for one former employee which will be paid over
several years.
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NOTE 18 — SUBSEQUENT EVENTS

Subsequent events are events or transactions that occur after the balance sheet date but before financial statements are issued. Recognized subsequent
events are events or transactions that provide additional evidence about conditions that existed at the date of the balance sheet, including the estimates
inherent in the process of preparing financial statements. Non-recognized subsequent events are events that provide evidence about conditions that did not
exist at the date of the balance sheet but arose after that date.
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis of our financial condition and results of operations should be read together with our unaudited Condensed
Consolidated Financial Statements and related notes included in this Form 10-Q, as well as our audited Consolidated Financial Statements and related notes
included in our Annual Report on Form 10-K for the fiscal year ended March 31, 2018.

Cautionary Note Regarding Forward-Looking Statements

Any statements in this Quarterly Report on Form 10-Q about our expectations, beliefs, plans, objectives, prospects, financial condition, assumptions or
future events or performance are not historical facts and are “forward-looking statements” as that term is defined under the federal securities laws. These
statements are often, but not always, made through the use of words or phrases such as “believe”, “anticipate”, “should”, “intend”, “plan”, “will”, “expects”,
“estimates”, “projects”, “positioned”, “strategy”, “outlook” and similar words. You should read the statements that contain these types of words carefully.
Such forward-looking statements are subject to a number of risks, uncertainties and other factors that could cause actual results to differ materially from what
is expressed or implied in such forward-looking statements. There may be events in the future that we are not able to predict accurately or over which we
have no control. Potential risks and uncertainties include, but are not limited to, those discussed in “Part I, Item 1A. Risk Factors” in our Annual Report on
Form 10-K for the fiscal year ended March 31, 2018. We urge you not to place undue reliance on these forward-looking statements, which speak only as of
the date of this report. We do not undertake any obligation to release publicly any revisions to such forward-looking statements to reflect events or
uncertainties after the date hereof or to reflect the occurrence of unanticipated events.

Overview

We provide enterprise-grade light emitting diode ("LED") lighting and energy project solutions.  We research, develop, design, manufacture, market,
sell and implement energy management systems consisting primarily of high-performance, energy-efficient commercial and industrial interior and exterior
lighting systems and related services. Our products are targeted for applications in three primary market segments: commercial office and retail, area lighting
and industrial applications, although we do sell and install products into other markets. Virtually all of our sales occur within North America.

Our lighting products consist primarily of LED lighting fixtures. Our principal customers include national account end-users, electrical distributors,
energy service companies ("ESCOs") and electrical contractors.  Currently, substantially all of our products are manufactured at our leased production facility
location in Manitowoc, Wisconsin, although as the LED market continues to evolve, we have the flexibility to source products and components from third
parties in order to provide versatility in our product development.

We believe the market for lighting products has shifted to LED lighting systems, and that the customer base for our legacy high intensity fluorescent
("HIF") technology products will continue to decline.  Compared to our legacy HIF lighting systems, we believe that LED lighting technology allows for
better optical performance, significantly reduced maintenance costs due to performance longevity and reduced energy consumption. Due to their size and
flexibility in application, we also believe that LED lighting systems can address opportunities for retrofit applications that cannot be satisfied by HIF or other
legacy technologies.   Although we continue to sell some lighting products using our legacy HIF technology, we do not build to stock HIF products and
instead build to committed customer orders as received.  We plan to maintain our primary focus on developing and selling innovative LED products.

We do not have long-term contracts with our customers that provide us with recurring revenue from period to period and we typically generate
substantially all of our revenue from sales of lighting systems and related services to governmental, commercial and industrial customers on a project-by-
project basis. We typically sell our lighting systems in replacement of our customers’ existing fixtures. We call this replacement process a "retrofit".  We
frequently engage our customers’ existing electrical contractor to provide installation and project management services. We also sell our lighting systems on a
wholesale basis, principally to electrical contractors, electrical distributors, and ESCOs to sell to their own customer bases.
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Our ability to achieve our desired revenue growth and profitability goals depends on our ability to effectively engage distribution and sales agents,
develop recurring revenue streams, implement our cost reduction initiatives, manage pricing pressures in the LED market, and improve our marketing, new
product development, project execution, customer service, margin enhancement and operating expense management, as well as other factors.  In addition, the
gross margins of our products can vary significantly depending upon the types of products we sell, with margins typically ranging from 10% to 50%. As a
result, a change in the total mix of our sales among higher or lower margin products can cause our profitability to fluctuate from period to period.

Our fiscal year ends on March 31. We refer to our current fiscal year which will end on March 31, 2019 as "fiscal 2019".  We refer to our most recently
completed fiscal year, which ended on March 31, 2018, as “fiscal 2018”, and our prior fiscal year which ended on March 31, 2017 as "fiscal 2017".  Our
fiscal first quarter of each fiscal year ends on June 30, our fiscal second quarter ends on September 30, our fiscal third quarter ends on December 31, and our
fiscal fourth quarter ends on March 31.

Reportable segments are components of an entity that have separate financial data that the entity's chief operating decision maker ("CODM") regularly
reviews when allocating resources and assessing performance. Our CODM is our chief executive officer. We have three reportable segments:  Orion
Engineered Systems Division ("OES"), Orion Distribution Services Division ("ODS"), and Orion U.S. Markets Division ("USM").

Market Shift to Light Emitting Diode Products

The rapid market shift in the lighting industry from legacy lighting products to LED lighting products has caused us to adopt new strategies,
approaches and processes in order to respond proactively to this industry transition. These changing underlying business fundamentals in this transition
include:

 • LED product end user customer pricing pressure.
 • Improving LED product performance and reducing customer return on investment payback periods resulting in increased customer preference for

LED lighting products compared to legacy HIF lighting products.
 • Increasing LED lighting product customer sales compared to decreasing HIF product sales.
 • A broader and more diverse customer base and market opportunities compared to our historical commercial and industrial facility customers.
 • Increased importance of highly innovative product designs and features and enhanced product research and development capabilities requiring

rapid new product introduction and new methods of product and company differentiation.
 • Significantly reduced product technology life cycles; significantly shorter product inventory shelf lives and the related increased risk of rapidly

occurring product technology obsolescence.
 • Increased reliance on international component sources.
 • Less internal product fabrication and production capabilities needed to support LED product assembly.
 • Different and broader types of components, fabrication and assembly processes needed to support LED product assembly compared to our legacy

products.
 • Expanding customer bases and sales channels.
 • Significantly longer end user product warranty requirements for LED products compared to our legacy products.

As we continue to focus our primary business on selling our LED product lines to respond to the rapidly changing market dynamics in the lighting
industry, we face intense competition from an increased number of other LED product companies, a number of which have substantially greater resources and
more experience and history with LED lighting products than we do.

Management Restructuring and Focus on Profitability

During fiscal 2018, we executed on a cost reduction plan to reduce our costs and streamline operations. This cost reduction plan included a reduction
in headcount, restructuring of management and board compensation, and other cost reduction measures.  Restructuring expenses included severance,
outplacement services and continued medical benefits for terminated employees for a limited post-employment period.
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Our restructuring expense for the three and nine months ended December 31, 2018 and 2017 is reflected within our Condensed Consolidated
Statements of Operations as follows (dollars in thousands):
 

  
Three Months Ended

December 31,   
Nine Months Ended

December 31,  
  2018   2017   2018   2017  
Cost of product revenue  $ —  $ (7)  $ —  $ 33 
General and administrative   1   (7)   13  $ 1,808 
Sales and marketing   —   (5)   17  $ 178 
Total  $ 1  $ (19)  $ 30  $ 2,019

 

 
Total restructuring expense by segment was recorded as follows (dollars in thousands):

 

  
Three Months Ended

December 31,   
Nine Months Ended

December 31,  
  2018   2017   2018   2017  
Orion Engineered Systems  $ —  $ —  $ 5  $ — 
Orion Distribution Systems   —   (5)   12   84 
Corporate and Other   1   (14)   13   1,935 
Total  $ 1  $ (19)  $ 30  $ 2,019

 

 
Cash payments for employee separation costs in connection with our reorganization of our business were $8,573 and $0.1 million in the three months

ended December 31, 2018 and December 31, 2017, respectively.  Cash payments for employee separation costs in connection with our reorganization of our
business were $0.2 million and $1.6 million in the nine months ended December 31, 2018, and December 31, 2017, respectively.

Fiscal 2019 Outlook

We remain optimistic about our near-term and long-term financial performance. Our executive leadership team has developed a fiscal 2019 strategic
plan to reflect our current business environment and the continuing opportunities and challenges of the LED and connected lighting marketplace.  The overall
goal of the plan is to build on what we achieved in fiscal 2018, both in terms of our distribution network and reinvigoration of our direct sales effort, while
leveraging our achieved cost containment efforts.

Our outlook for the remainder of fiscal 2019 is positive, as we believe that the following factors will directly or indirectly drive customer spending on
lighting solutions:

 • LED adoption continues to grow in all sectors;
 • Commercial and industrial sentiment remains strong;
 • Utility incentives continue to be available;
 • Capital spending is increasing;
 • Business profits are increasing; and
 • Consumer spending remains strong.

Beyond the benefits of our lighting fixtures, we believe that there is also an opportunity to utilize our platform as a “connected ceiling”, or a
framework or network that can support the installation and integration of other business solutions on our digital platform.  This anticipated potential growth
opportunity is also known as the “Industrial Internet of Things” or IoT, and is still early in its development; however, we have already participated in a few
compelling applications that deliver cost savings and efficiency in areas outside of lighting.

There continues to be a great amount of debate regarding a wide range of policy options with respect to monetary, regulatory, and trade, amongst
others, that the U.S. federal government has and may pursue, including the recent imposition of tariffs on certain imports. Certain sourced finished products
and certain of the components used in our products are impacted by the recently imposed tariffs on China imports.  Our efforts to mitigate the impact of added
costs include a variety of activities, such as sourcing from non-tariff impacted countries and raising prices. We believe that these mitigation activities will
assist to offset added costs,
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and we currently believe that such tariffs will have a limited adverse financial effect on our results of operations. Any future policy changes that may be
implemented could have a positive or negative consequence on our financial performance depending on how the changes would influence many factors,
including business and consumer sentiment.

Recent Developments

On January 11, 2019, we secured a letter of intent with an existing customer to retrofit a number of the customer's locations with our state-of-the-art
LED lighting solutions. We expect to realize revenue of approximately $11 million under the letter of intent.

The project involves initial energy audits, custom design, production, logistics, wireless control systems commissioning and full project management
through installation at a number of the customer's locations nationwide.

A significant portion of the installations are expected to be completed in the fourth quarter of fiscal 2019.

Recently Adopted Accounting Standards

We adopted ASC 606 ("ASC 606") and ASC 340-40 (the “new standards”) as of April 1, 2018 for contracts with customers that were not fully
complete as of April 1, 2018 using the modified retrospective transition method. The cumulative effect of initially applying the new standards was recorded as
an immaterial adjustment to our opening balance of retained deficit within our condensed consolidated statement of shareholders’ equity.

The new standards are applied separately for each contract between us and a customer.  While the impact of the new standards vary for each contract
based on its specific terms, in general, the new standards result in us (a) delaying the recognition of some of our Product revenue from the point of shipment
until a later date during the installation period, (b) recording Service revenue associated with installing lighting fixtures as such fixtures are installed instead
of recording all Services revenue at the completion of the installation, and (c) recording costs associated with installing lighting fixtures as they are incurred
instead of deferring such costs and recognizing them at the time Service revenue was recorded.

The adoption of the new standards also resulted in reclassifications (a) between Product revenue and Service revenue, and between Cost of service
revenue and Sales and marketing expenses in our Condensed Consolidated Statements of Operations, and (b) among Accounts receivable, Revenue earned
but not billed, Inventories, net, Deferred contract costs, Prepaid expenses and other current assets, Accounts payable, Accrued expenses and other, Deferred
revenue, current, Deferred revenue, long-term, and Other long-term liabilities in our Condensed Consolidated Balance Sheets.
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Results of Operations - Three Months Ended December 31, 2018 versus Three Months Ended December 31, 2017

The following table sets forth the line items of our Condensed Consolidated Statements of Operations and as a relative percentage of our total revenue
for each applicable period, together with the relative percentage change in such line item between applicable comparable periods (dollars in thousands, except
percentages):
 
  Three Months Ended December 31,  
  2018   2017       2018   2017  
 

 Amount   Amount   
%

Change   
% of

Revenue   
% of

Revenue  
Product revenue  $ 13,952  $ 15,993   (12.8)%  85.6%   92.6%
Service revenue   2,339   1,270   84.2%   14.4%   7.4%
Total revenue   16,291   17,263   (5.6)%  100.0%   100.0%
Cost of product revenue   10,508   11,181   (6.0)%  64.5%   64.8%
Cost of service revenue   1,613   966   67.0%   9.9%   5.6%
Total cost of revenue   12,121   12,147   (0.2)%  74.4%   70.4%
Gross profit   4,170   5,116   (18.5)%  25.6%   29.6%
General and administrative expenses   2,269   2,878   (21.2)%  13.9%   16.7%
Sales and marketing expenses   2,190   2,981   (26.5)%  13.4%   17.3%
Research and development expenses   298   616   (51.6)%  1.8%   3.6%
Loss from operations   (587)   (1,359)   56.8%   (3.6)%  (7.9)%
Other income   31   —  NM   0.2%   —%
Interest expense   (77)   (74)   (4.1)%  (0.5)%  (0.4)%
Amortization of debt issue costs   (31)   (28)   (10.7)%  (0.2)%  (0.2)%
Interest income   2   5   (60.0)%  0.0%   0.0%
Loss before income tax   (662)   (1,456)   54.5%   (4.1)%  (8.4)%
Income tax (benefit) expense   —   (23)   (100.0)%  —%   (0.1)%
Net loss  $ (662)  $ (1,433)   53.8%   (4.1)%  (8.3)%
 
* NM - Not Meaningful

Revenue. Product revenue decreased 12.8%, or $2.0 million, for the third quarter of fiscal 2019 versus the third quarter of fiscal 2018. The decrease in
Product revenue was principally due to a decrease in sales volume through our distribution channel, as well as the timing of delivery of our turnkey
projects.  Service revenue increased 84.2%, or $1.1 million, primarily due to the timing of project completions.  Total revenue decreased by 5.6%, or $1.0
million, primarily due to the items discussed above.  Excluding the impact of the adoption of ASC 606, Product revenue decreased 9.8%, or $1.6 million,
Service revenue decreased 32.0%, or $0.4 million, and Total revenue decreased by 11.5%, or $2.0 million, compared to the prior year quarter.

Cost of Revenue and Gross Margin. Cost of product revenue decreased 6.0%, or $0.7 million, in the third quarter of fiscal 2019 versus the third quarter
of fiscal 2018 primarily due to the decrease in sales.  Cost of service revenue increased 67.0%, or $0.6 million, in the third quarter of fiscal 2019 versus the
third quarter of fiscal 2018.  The increase was primarily due to the timing of project installations compared to the prior year quarter.  Gross margin decreased
to 25.6% of revenue in the third quarter fiscal 2019 from 29.6% in the third quarter of fiscal 2018, primarily due to the impact of fixed cost absorption on
lower revenue.  Excluding the impact of the adoption of ASC 606, gross margin as a percent of sales in the third quarter of fiscal 2019 was 26.9%.

Operating Expenses

General and Administrative. General and administrative expenses decreased 21.2%, or $0.6 million, in the third quarter of fiscal 2019 compared to the
third quarter of fiscal 2018, primarily due to reduced employee costs, legal expense, and consulting expense as a result of our cost reduction plan.

Sales and Marketing. Sales and marketing expenses decreased 26.5%, or $0.8 million, in the third quarter of fiscal 2019 compared to the third quarter
of fiscal 2018. Excluding the impact of the adoption of ASC 606, Sales and marketing expenses decreased 14.7%, or $0.4 million, in the third quarter of fiscal
2019 compared to the third quarter of fiscal 2018.  The decrease quarter over quarter was primarily due to a decrease in commission expense on lower sales,
reduced employee costs as a result of our cost reduction plan, and lower travel and entertainment and marketing expenses.
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Research and Development. Research and development expenses decreased by 51.6%, or $0.3 million, in the third quarter of fiscal 2019 compared to
the third quarter of fiscal 2018 primarily due to a decrease in testing costs based on timing of new product rollouts and lower employee costs as a result of our
cost reduction plan.

Other Income. Other income in the third quarter of fiscal 2019 primarily represented product royalties received from licensing agreements for our
patents.

Interest Expense. Interest expense in the third quarter of fiscal 2019 increased by 4.1%, or $3,000, from the third quarter of fiscal 2018. The increase in
interest expense was due to increased third party financing costs.

Amortization of debt issue costs. Amortization of debt issue costs in the third quarter of fiscal 2019 increased by 10.7%, or $3,000, from the third
quarter of fiscal 2018. The increase in amortization of debt issue costs was due to the execution of the new revolving credit agreement.

Interest Income. Interest income in the third quarter of fiscal 2019 remained relatively flat compared to the third quarter of fiscal 2018. Interest income
relates to interest earned on sweep bank accounts.

Income Taxes. Income tax expense was $0 in the third quarter of fiscal 2019. Our income tax expense is due primarily to minimum state tax liabilities.

Orion Engineered Systems Division

The OES segment develops and sells lighting products and provides construction and engineering services for our commercial lighting and energy
management systems. OES provides turnkey solutions for large national accounts, governments, municipalities and schools.

The following table summarizes our OES segment operating results (dollars in thousands):
 

  For the Three Months Ended December 31,  

  2018   2017   
%

Change  
Revenues  $ 6,802  $ 7,316   (7.0)%
Operating income  $ 33  $ 185   (82.2)%
Operating margin   0.5%   2.5%    

 

 
OES revenue decreased in the third quarter of fiscal 2019 by 7.0%, or $0.5 million, compared to the third quarter of fiscal 2018 primarily as a result of

the timing of delivery of our turnkey projects.

OES segment operating income in the third quarter of fiscal 2019 was $33,000, a decrease of $0.1 million from the third quarter of fiscal 2018. The
decrease in the segment’s operating income was the result of lower sales.

Orion Distribution Services Division

The ODS segment focuses on selling lighting products through manufacturer representative agencies and a network of broadline North American
distributors.

The following table summarizes our ODS segment operating results (dollars in thousands):
 

  For the Three Months Ended December 31,  

  2018   2017   
%

Change  
Revenues  $ 6,102  $ 7,779   (21.6)%
Operating income (loss)   (236)   224   (205.4)%
Operating margin   (3.9)%  2.9%    

 

 
ODS segment revenue decreased in the third quarter of fiscal 2019 by 21.6%, or $1.7 million, compared to the third quarter of fiscal 2018, primarily

due to a decrease in sales volume through our distribution channel.
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ODS segment operating loss in the third quarter of fiscal 2019 was ($0.2 million), a decrease of $0.5 million from the operating income of $0.2 million
in the third quarter of fiscal 2018. The segment’s operating loss was primarily due to the decrease in sales.

Orion U.S. Markets Division

The USM segment sells commercial lighting systems and energy management systems to the wholesale contractor markets. USM customers include
ESCOs and electrical contractors.

The following table summarizes our USM segment operating results (dollars in thousands):
 

  For the Three Months Ended December 31,  

  2018   2017   
%

Change  
Revenues  $ 3,387  $ 2,168   56.2%
Operating income (loss)  $ 569  $ (520)   209.4%
Operating margin   16.8%   (24.0)%    

 

 
USM segment revenue increased from the third quarter of fiscal 2018 by 56.2%, or $1.2 million.  The increase in revenue during the third quarter of

fiscal 2019 compared to the third quarter of fiscal 2018 was primarily due to an increase in sales volume as a result of our reengagement in the sales channel.

USM segment operating income for the third quarter of fiscal 2019 was $0.6 million, an improvement of $1.1 million over the third quarter of fiscal
2018. The improvement from the operating loss in the third quarter of fiscal 2018 represented the increase in sales volume, as well as improved operating
expense leverage on lower allocated corporate costs.

Results of Operations - Nine Months Ended December 31, 2018 versus Nine Months Ended December 31, 2017

The following table sets forth the line items of our Condensed Consolidated Statements of Operations and as a relative percentage of our total revenue
for each applicable period, together with the relative percentage change in such line item between applicable comparable periods (in thousands, except
percentages):
 

  Nine Months Ended December 31,  
  2018   2017       2018   2017  

  Amount   Amount   
%

Change   
% of

Revenue   
% of

Revenue  
Product revenue  $ 38,350  $ 41,883   (8.4)%  88.5%   92.6%
Service revenue   4,961   3,360   47.6%   11.5%   7.4%
Total revenue   43,311   45,243   (4.3)%  100.0%   100.0%
Cost of product revenue   29,599   30,587   (3.2)%  68.3%   67.6%
Cost of service revenue   3,544   3,209   10.4%   8.2%   7.1%
Total cost of revenue   33,143   33,796   (1.9)%  76.5%   74.7%
Gross profit   10,168   11,447   (11.2)%  23.5%   25.3%
General and administrative expenses   7,681   11,370   (32.4)%  17.7%   25.1%
Impairment of intangible assets   —   710   (100.0)%  —%   1.6%
Sales and marketing expenses   6,903   9,241   (25.3)%  15.9%   20.4%
Research and development expenses   1,057   1,519   (30.4)%  2.4%   3.4%
Loss from operations   (5,473)   (11,393)   52.0%   (12.6)%  (25.2)%
Other income   65   —  NM   0.2%   —%
Interest expense   (335)   (225)   (48.9)%  (0.8)%  (0.5)%
Amortization of debt issue costs   (31)   (83)   62.7%   (0.1)%  (0.2)%
Interest income   8   12   (33.3)%  0.0%   0.0%
Loss before income tax   (5,766)   (11,689)   50.7%   (13.3)%  (25.8)%
Income tax (benefit) expense  26   (23)   (213.0)%  0.1%   (0.1)%
Net loss  $ (5,792)  $ (11,666)   50.4%   (13.4)%  (25.8)%
 
* NM - Not Meaningful
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Revenue. Product revenue decreased 8.4%, or $3.5 million, for the first nine months of fiscal 2019 versus the first nine months of fiscal 2018. The
decrease in Product revenue was primarily the result of the timing of delivery of our turnkey projects, partially offset by higher sales through our distribution
and reseller channels.  Service revenue increased 47.6%, or $1.6 million, primarily due to the timing of project installations.  Total revenue decreased by
4.3%, or $1.9 million, primarily due to the items discussed above.  Excluding the impact of the adoption of ASC 606, Product revenue decreased 4.8%, or
$2.0 million, Service revenue decreased 29.9%, or $1.0 million, and Total revenue decreased by 6.6%, or $3.0 million, compared to the first nine months of
fiscal 2018.

Cost of Revenue and Gross Margin. Cost of product revenue decreased 3.2%, or $1.0 million, in the first nine months of fiscal 2019 versus the first
nine months of fiscal 2018 primarily due to the decrease in sales.  Cost of service revenue increased 10.4%, or $0.3 million, in the first nine months of fiscal
2019 versus the first nine months of fiscal 2018, primarily due to the increase in service revenue on timing of delivery of our turnkey projects.  Gross margin
decreased to 23.5% of revenue in the first nine months of fiscal 2019 from 25.3% in the first nine months of 2018, primarily reflecting the impact of fixed
cost absorption on lower revenue. Excluding the impact of the adoption of ASC 606, gross margin in the first nine months of fiscal 2019 was 25.5%.

Operating Expenses

General and Administrative. General and administrative expenses decreased 32.4%, or $3.7 million, in the first nine months of fiscal 2019 compared to
the first nine months of fiscal 2018, primarily due to $1.8 million in employee separation costs incurred in fiscal 2018 which did not recur in fiscal 2019, as
well as reduced employee costs, legal expense, and consulting expense as a result of our cost reduction plan.

Sales and Marketing. Sales and marketing expenses decreased 25.3%, or $2.3 million, in the first nine months of fiscal 2019 compared to the first nine
months of fiscal 2018. Excluding the impact of the adoption of ASC 606, Sales and marketing expenses decreased 15.3%, or $1.4 million, in the first nine
months of fiscal 2019 compared to the prior year period.  The decrease year over year was primarily due to reduced employee costs due to the impact of our
cost reduction plan, and lower travel and entertainment and marketing expenses.

Research and Development. Research and development expenses decreased by 30.4%, or $0.5 million, in the first nine months of fiscal 2019 compared
to the first nine months of fiscal 2018 primarily due to lower employee costs as a result of our cost reduction plan, as well as a decrease in testing costs based
on timing of new product rollouts.

Other income. Other income in the first nine months of fiscal 2019 primarily represented product royalties received from licensing agreements for our
patents.

Interest Expense. Interest expense in the first nine months of fiscal 2019 increased by 48.9%, or $0.1 million, from the first nine months of fiscal 2018.
The increase in interest expense was due to increased third-party financing costs related to the sale of receivables.

Amortization of debt issue costs. Amortization of debt issue costs in the first nine months of fiscal 2019 decreased by 62.7%, or $0.1 million, from the
first nine months of fiscal 2018. The decrease in amortization of debt issue costs is due to the execution of the new revolving credit facility.

Interest Income. Interest income in the first nine months of fiscal 2019 remained relatively flat compared to the first nine months of fiscal 2018.
Interest income relates to interest earned on sweep bank accounts.

Income Taxes. Income tax expense of $26,000 in the first nine months of 2019 primarily reflected state tax liabilities. Our income tax expense is due
primarily to minimum state tax liabilities.

34



 

Orion Engineered Systems Division

The OES segment develops and sells lighting products and provides construction and engineering services for our commercial lighting and energy
management systems. OES provides turnkey solutions for large national accounts, governments, municipalities and schools.

 
The following table summarizes our OES segment operating results (dollars in thousands):

 
  For the Nine Months Ended December 31,  

  2018   2017   
%

Change  
Revenues  $ 15,168  $ 18,857   (19.6)%
Operating loss  $ (1,944)  $ (2,891)   32.8%
Operating margin   (12.8)%  (15.3)%    

 

 
OES revenue decreased in the first nine months of fiscal 2019 by 19.6%, or $3.7 million, compared to the first nine months of fiscal 2018 primarily as

a result of the timing of delivery of our turnkey projects.

OES segment operating loss in the first nine months of fiscal 2019 was ($1.9 million), an improvement of $0.9 million from the first nine months of
fiscal 2018.  The improvement in the segment’s operating loss was the result of the benefit of lower corporate allocated costs due to the impact of cost
reduction initiatives, as well as a non-recurring asset impairment charge of $0.5 million in the third quarter of fiscal 2018.

Orion Distribution Services Division

The ODS segment focuses on selling lighting products through manufacturer representative agencies and a network of broadline North American
distributors.

The following table summarizes our ODS segment operating results (dollars in thousands):
 

  For the Nine Months Ended December 31,  

  2018   2017   
%

Change  
Revenues  $ 20,202  $ 19,998   1.0%
Operating loss   (1,082)   (564)   (91.8)%
Operating margin   (5.4)%  (2.8)%    

 

 
ODS segment revenue increased in the nine months of fiscal 2019 by 1.0%, or $0.2 million, compared to the first nine months of fiscal 2018, primarily

due to an increase in sales volume through our distribution channel.

ODS segment operating loss in the first nine months of fiscal 2019 was ($1.1 million), an increase in the operating loss of ($0.5 million) in the first
nine months of fiscal 2018, primarily due to higher allocated corporate costs compared to the prior year and an increase in selling expenses on higher sales.
 

Orion U.S. Markets Division

The USM segment sells commercial lighting systems and energy management systems to the wholesale contractor markets. USM customers include
ESCOs and electrical contractors.

The following table summarizes our USM segment operating results (dollars in thousands):
 

  For the Nine Months Ended December 31,  

  2018   2017   
%

Change  
Revenues  $ 7,941  $ 6,388   24.3%
Operating income (loss)  $ 793  $ (2,970)   126.7%
Operating margin   10.0%   (46.5)%    
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USM segment revenue increased from the first nine months of fiscal 2018 by 24.3%, or $1.6 million. The increase in revenue during the first nine

months of fiscal 2019 compared to the first nine months of fiscal 2018 was primarily due to an increase in sales volume as a result of our reengagement in the
sales channel.

USM segment operating income for the first nine months of fiscal 2019 was $0.8 million, an improvement of $3.8 million over the operating loss in
the first nine months of fiscal 2018.  The improvement was primarily due to better operating leverage on lower allocated corporate costs, as well as a non-
recurring asset impairment charge of $0.2 million in the first nine months of fiscal 2018.

Liquidity and Capital Resources

Overview

We had approximately $6.6 million in cash and cash equivalents as of December 31, 2018, compared to $9.4 million at March 31, 2018.  Our cash
position decreased primarily as a result of our net loss, offset by continued progress on managing working capital and the net repayment of $0.6 million on
our new and prior revolving credit facility.

During the second quarter, we listed our corporate office location in Manitowoc, Wisconsin for sale or lease to increase liquidity from divesting a non-
core asset. Because of the uncertainty of a sale of our building in the next twelve months, the building continues to be classified as held and used as of
December 31, 2018.

Our future liquidity needs and forecasted cash flows are dependent upon many factors, including our relative revenue, gross margins, cash
management practices, cost reduction initiatives, working capital management, capital expenditures, pending or future litigation results and cost containment
measures. In addition, we tend to experience higher working capital costs when we increase sales from existing levels. Based on our current expectations,
while we anticipate realizing improved operating results in the future, we also currently believe that we may experience negative working capital cash flows
during some interim periods.

Cash Flows

The following table summarizes our cash flows for the nine months ended December 31, 2018 and 2017 (in thousands):
 

  Nine Months Ended December 31,  
  2018   2017  

Operating activities  $ (1,610)  $ (3,081)
Investing activities   (196)   (521)
Financing activities   (1,022)   (3,142)
Decrease in cash and cash equivalents  $ (2,828)  $ (6,744)
 

Cash Flows Related to Operating Activities. Cash provided by or used in operating activities primarily consisted of a net loss adjusted for certain non-
cash items, including depreciation, amortization of intangible assets, stock-based compensation, amortization of debt issue costs, provisions for reserves, and
the effect of changes in working capital and other activities.

Cash used in operating activities for the first nine months of fiscal 2019 was ($1.6 million) and consisted of a net loss adjusted for non-cash expense
items of ($3.8 million) and net cash provided by changes in operating assets and liabilities of $2.2 million.  Cash used by changes in operating assets and
liabilities consisted primarily of a decrease of $0.7 million in Revenue earned but not billed due to timing on revenue recognition compared to invoicing, and
an increase in Inventory of $0.4 million on anticipated fourth quarter sales. Cash provided by changes in operating assets and liabilities consisted primarily of
a decrease of $2.9 million in Accounts receivable due to lower sales and the timing of customer collections, and an increase of $0.6 million in Accounts
payable based on timing of payments.

Cash used in operating activities for the first nine months of fiscal 2018 was ($3.1 million) and consisted of a net loss adjusted for non-cash expense
items of ($7.8 million) and net cash provided by changes in operating assets and liabilities of $4.7 million. Cash used by changes in operating assets and
liabilities consisted of a decrease of $0.8 million in accrued expenses and other primarily due to the timing of payment of commissions and lower accrued
bonuses in the current fiscal year, a decrease of $0.3 million in deferred revenue due to the timing of project completion and a decrease of $0.2 million in
deferred contract costs
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due to the timing of project completions. Cash provided by changes in operating assets and liabilities included a decrease of $0.5 million in accounts
receivable due to the decline in sales and the timing of customer collections, a decrease in inventory of $4.1 million as a result of increased focus on inventory
management in consideration of the lower sales volume, a decrease of $1.3 million in prepaid and other assets primarily due to the timing of project billings,
and a negligible decrease in accounts payable.

Cash Flows Related to Investing Activities. Cash used in investing activities of ($0.2 million) in the first nine months of fiscal 2019 consisted of
purchases of Property and equipment and additions to patents and licenses.

Cash used by investing activities was ($0.5 million) in the first nine months of fiscal 2018 which consisted of purchases of property and equipment and
additions to patents and licenses.

Cash Flows Related to Financing Activities. Cash used in financing activities was ($1.0 million) for the first nine months of fiscal 2019. This use of
cash consisted primarily of net repayments of ($0.6 million) of our new and prior revolving credit facility and deferred financing costs associated with our
New Credit Agreement (defined below) of ($0.4 million).

Cash used in financing activities was ($3.1 million) for the first nine months of fiscal 2018 was due primarily to the net repayment of our prior
revolving credit facility.

Working Capital

Our net working capital as of December 31, 2018 was $8.6 million, consisting of $25.5 million in current assets and $16.9 million in current liabilities.
Our net working capital as of March 31, 2018 was $13.0 million, consisting of $29.4 million in current assets and $16.4 in current liabilities. Our current
Accounts receivable, net balance decreased by $2.6 million from the fiscal 2018 year-end primarily due to lower sales and the timing of customer collections.
Our Revenue earned but not billed balance increased $3.1 million from the fiscal 2018 year-end; the change in the account included reclassifications of $2.4
million as of April 1, 2018 which were recorded in conjunction with the adoption of ASC 606. Our Prepaid expenses and other current assets decreased $1.8
million primarily due to the reclassification of Revenue earned not billed of $1.9 million to its own balance sheet line item in conjunction with the adoption of
ASC 606.  Our Inventories, net increased from the fiscal 2018 year-end by $1.2 million due to reclassifications of $0.7 million as of April 1, 2018 in
conjunction with the adoption of ASC 606 and an increase in inventory of $0.5 million due primarily to anticipated fourth quarter sales. Our Deferred contract
costs decreased $1.0 million from the fiscal 2018 year-end due to the adoption of ASC 606 and reclassification of these costs to either equity or inventory as
part of the transition adjustment on April 1, 2018. Deferred costs is not used subsequent to the adoption of ASC 606.  Our Accounts payable decreased $0.3
million due to reclassifications of $0.9 million of April 1, 2018 in conjunction with the adoption of ASC 606, offset by the timing of purchases during the
quarter.  Our Accrued expenses increased from our fiscal 2018 year-end by $1.1 million due to reclassifications of $1.3 million as of April 1, 2018 in
conjunction with the adoption of ASC 606 offset by payments for commissions and other expenses.

We generally attempt to maintain at least a three-month supply of on-hand inventory of purchased components and raw materials to meet anticipated
demand, as well as to reduce our risk of unexpected raw material or component shortages or supply interruptions. Our Accounts receivable, Inventory and
payables may increase to the extent our revenue and order levels increase.

Indebtedness

Revolving Credit Agreement

On October 26, 2018, we entered into a new secured revolving Business Financing Agreement with Western Alliance Bank, as lender (the “New Credit
Agreement”). The New Credit Agreement replaced our existing Credit Agreement.

The New Credit Agreement provides for a two-year revolving credit facility (the “New Credit Facility”) that matures on October 26, 2020. Borrowings
under the New Credit Facility are initially limited to $20.15 million subject to a borrowing base requirement based on eligible receivables and inventory.  The
New Credit Agreement includes a $2.0 million sublimit for the issuance of letters of credit. As of December 31, 2018, our borrowing base was $4.4 million,
and we had $3.3 million in borrowings outstanding which were included in non-current liabilities in the accompanying Condensed Consolidated Balance
Sheets. As of December 31, 2018, we had no outstanding letters of credit leaving additional borrowing availability of $1.1 million.
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The New Credit Agreement is secured by a security interest in substantially all of our and our subsidiaries’ personal property.

Borrowings under the New Credit Agreement generally bear interest at floating rates based upon the prime rate (but not be less than 5.00% per year)
plus an applicable margin determined by reference to our quick ratio (defined as the aggregate amount of unrestricted cash, unrestricted marketable securities
and, with certain adjustments, receivables convertible into cash divided by the total current liabilities, including the obligations under the New Credit
Agreement). As of December 31, 2018, the interest rate was 6.0%. Among other fees, we are required to pay an annual facility fee equal to 0.45% of the
credit limit under the New Credit Agreement due on October 26, 2018 and on each anniversary thereof.  With certain exceptions, if the New Credit
Agreement is terminated prior to the first anniversary of the closing date of the New Credit Agreement, we are required to pay a termination fee equal to
0.50% of the credit limit under the New Credit Agreement.

The New Credit Agreement requires us to maintain nine months’ of “RML” as of the end of each month.  For purposes of the New Credit Agreement,
RML is defined as, as of the applicable determination date, unrestricted cash on deposit with Western Alliance Bank plus availability under the New Credit
Agreement divided by an amount equal to, for the applicable trailing three-month period, consolidated net profit before tax, plus depreciation expense,
amortization expense and stock-based compensation, minus capital lease principal payments, tested as of the end of each month.

The New Credit Agreement also contains customary events of default and other covenants, including certain restrictions on our ability to incur
additional indebtedness, consolidate or merge, enter into acquisitions, pay any dividend or distribution on our stock, redeem, retire or purchase shares of our
stock, make investments or pledge or transfer assets. If an event of default under the New Credit Agreement occurs and is continuing, then Western Alliance
Bank may cease making advances under the New Credit Agreement and declare any outstanding obligations under the New Credit Agreement to be
immediately due and payable. In addition, we become the subject of voluntary or involuntary proceedings under any bankruptcy or similar law, then any
outstanding obligations under the New Credit Agreement will automatically become immediately due and payable.

Capital Spending

Our capital expenditures are primarily for general corporate purposes for our corporate headquarters and technology center, production equipment and
tooling and for information technology systems. Our capital expenditures totaled $0.2 million and $0.5 million for the nine-month periods ended December
31, 2018 and 2017, respectively. We plan to incur approximately $0.3 million in capital expenditures in fiscal 2019.  We expect to finance these capital
expenditures primarily through our existing cash, equipment-secured loans and leases, to the extent needed, long-term debt financing, or by using our
available capacity under our New Credit Facility.

Backlog

Backlog represents the amount of revenue that we expect to realize in the future as a result of firm, committed orders. Backlog totaled $5.1 million and
$3.3 million as of December 31, 2018 and March 31, 2018, respectively.  We generally expect our backlog to be recognized as revenue within one year.

Off-Balance Sheet Arrangements

We have no off-balance sheet arrangements.

Inflation

Our results from operations have not been, and we do not expect them to be, materially affected by inflation.

Critical Accounting Policies and Estimates

The discussion and analysis of our financial condition and results of operations is based upon our consolidated financial statements, which have been
prepared in accordance with accounting principles generally accepted in the United States. The preparation of our consolidated financial statements requires
us to make certain estimates and judgments that affect our reported assets, liabilities, revenue and expenses, and our related disclosure of contingent assets
and liabilities. We re-evaluate our

38



 

estimates on an ongoing basis, including those related to revenue recognition, inventory valuation, collectability of receivables, stock-based compensation,
warranty reserves and income taxes. We base our estimates on historical experience and on various assumptions that we believe to be reasonable under the
circumstances. Actual results may differ from these estimates.  A summary of our critical accounting policies is set forth in the “Critical Accounting Policies
and Estimates” section of our Management’s Discussion and Analysis of Financial Condition and Results of Operations contained in our Annual Report on
Form 10-K for the year ended March 31, 2018. For the three months ended December 31, 2018, there were no material changes in our accounting policies.

Recent Accounting Pronouncements

For a complete discussion of recent accounting pronouncements, refer to Note 2 in the Condensed Consolidated Financial Statements included
elsewhere in this report.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Our exposure to market risk was discussed in the “Quantitative and Qualitative Disclosures About Market Risk” section contained in our Annual
Report on Form 10-K for the year ended March 31, 2018. There have been no material changes to such exposures since March 31, 2018.

ITEM 4. CONTROLS AND PROCEDURES

Material Weaknesses on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial reporting (as defined in Rules 13a-15(f) and
15d-15(f) under the Exchange Act). Internal control over financial reporting is a process designed by, or under the supervision of, the Chief Executive Officer
and Chief Financial Officer, or persons performing similar functions, and effected by the board of directors, management and other personnel, to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
GAAP and includes those policies and procedures that:

 i. pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the transactions and dispositions of our assets;
 ii. provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with GAAP,

and that our receipts and expenditures are being made only in accordance with authorizations of our management and directors; and
 iii. provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or disposition of our assets that could have

a material effect on our financial statements.

Because of inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions or that the degree of
compliance with the policies or procedures may deteriorate.

Under the supervision and with the participation of our management, including our Chief Executive Officer and Chief Financial Officer, our
management has assessed the effectiveness of our internal control over financial reporting based on the criteria set forth in the Internal Control - Integrated
Framework (2013) issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO).

As previously disclosed under "Item 9A. Controls and Procedures" in our Annual Report on Form 10-K for our fiscal year ended March 31, 2018, we
identified the following material weaknesses that existed as of March 31, 2018 and continued to exist at December 31, 2018.  A material weakness is a control
deficiency or a combination of control deficiencies that results in more
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than a remote likelihood that a material misstatement of the annual or interim financial statements will not be prevented or detected.

 • Information & Communication. We determined that our controls pertaining to information and communication did not operate effectively as of
March 31, 2018, resulting in a material weakness pertaining to these COSO components. Specifically, we did not have sufficient communication of
the status and evolution of a project to ensure timely and accurate recognition of project costs. In addition, we did not have sufficient
communication and resolution of matters identified through management’s review impacting the accounting close as noted in the Control Activities
discussion below.

 • Control Activities - Accounting Close.  The operating effectiveness of our controls as of March 31, 2018 were inadequate related to management
review controls over the accounting close process and forecasts used to support certain fair value estimates. Specifically, we did not have an
accurate forecast that impacted our assessment of triggering events and potential impairment.  In addition, matters identified through management
review controls were not brought to a timely resolution.

Because of the material weaknesses described above, in consultation with management, our Chief Executive Officer and Chief Financial Officer have
concluded that we did not maintain effective internal control over financial reporting and our disclosure controls and procedures were not effective as of
March 31, 2018 and December 31, 2018, based on the criteria in Internal Control - Integrated Framework (2013) issued by COSO.

For the year ended March 31, 2018 and the subsequent interim period, we enhanced our closing procedures to ensure that, in all material respects, our
financial statements are presented in conformity with GAAP and free of material misstatement as of and for the periods ended March 31, 2018 and December
31, 2018.

Plans for Remediation of Material Weaknesses

Our board, audit and finance committee and management have identified additional resources to assist in the remediation effort with respect to our
above mentioned material weakness and are developing and implementing new processes, procedures and internal controls to remediate the material
weakness that existed in our internal control over financial reporting as it related to project cost accounting, the accounting close and forecasting processes,
and our disclosure controls and procedures, as of March 31, 2018 and December 31, 2018.

We have developed a remediation plan (the “Remediation Plan”) to address the material weakness for the affected areas presented above. The
Remediation Plan ensures that each area affected by a material control weakness is put through a comprehensive remediation process. The Remediation Plan
entails a thorough analysis which includes the following phases:

 • Ensure a thorough understanding of the current state, process owners, and procedural or technological gaps causing the deficiency.
 • Design a remediation action for the forecasting process, to ensure supportable and accurate forecast data are gathered, analyzed and reviewed on a

timely basis.
 • Implement specific remediation actions: train process owners, allow time for process adoption and adequate transaction volume for next steps.
 • Test and measure the design and effectiveness of the remediation actions: test and provide feedback on the design and operating effectiveness of

the controls.
 • Complete the review and acceptance of completion of the remediation efforts by management and the audit and finance committee.

We have taken or are in the process of taking the following steps toward completion of our Remediation Plan:

 • Developed a forecast review process performed by the accounting department to confirm accuracy, completeness and reliability of forecast data.
 • Improved the process to evaluate potential triggering events and impairment, including a more formal review of our forecasts and enhanced

documentation of our analysis and conclusions.
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 • Designed procedures and controls for project cost accounting, including enhanced communication and tracking of project costs.
 • Implemented controls related to inventory valuation, accounting close, tax, revenue and project cost accounting, although additional testing is

required to confirm operating effectiveness.
 • Strengthened management review controls and the timeliness of execution as they pertain to the accounting close.
 • Updated policies and procedures for process and control changes and provided additional training to key personnel.

The Remediation Plan is being administered by our Chief Financial Officer and involves key leaders from across our organization.

We will continue to monitor the effectiveness of our internal control over financial reporting in the areas affected by the material weaknesses described
above and employ any additional tools and resources deemed necessary to ensure that our financial statements are fairly stated in all material respects.

Changes in Internal Control over Financial Reporting

Effective April 1, 2018, we adopted Topic 606, “Revenue from Contracts with Customers” ("ASC 606"), using the modified retrospective approach.
Although the adoption of this standard did not have a significant impact on our financial results, we have implemented changes to our controls related to
revenue recognition. These changes include enhanced reviews around customer contracts, the evaluation of contracts based on the five-step revenue
recognition model, and additional ongoing monitoring activities. These enhanced controls are designed to provide reasonable assurance of the fair
presentation of our financial statements and related disclosures.

There were no changes in our internal control over financial reporting during the quarter ended December 31, 2018, that have materially affected, or
are reasonably likely to materially affect, our internal control over financial reporting, other than with respect to the implementation of our Remediation
Plans, as described above.
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PART II – OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

We are subject to various claims and legal proceedings arising in the ordinary course of business. As of the date hereof, we are unable to currently
assess whether the final resolution of any of such claims or legal proceedings may have a material adverse effect on Orion’s future results of operations.

See Note 13, "Commitments and Contingencies - Litigation", to the Condensed Consolidated Financial Statements in Item 1 of this Quarterly Report
on Form 10-Q.

ITEM 1A. RISK FACTORS

We operate in a rapidly changing environment that involves a number of risks that could materially affect our business, financial condition or future
results, some of which are beyond our control. In addition to the other information set forth in this Quarterly Report on Form 10-Q, the risks and uncertainties
that we believe are most important for you to consider are discussed in Part I - Item 1A under the heading “Risk Factors” in our Annual Report on Form 10-K
for the fiscal year ended March 31, 2018, which we filed with the SEC on June 13, 2018 and in Part 1 - Item 2 under the heading "Management's Discussion
and Analysis of Financial Condition and Results of Operations" in this Form 10-Q.

ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

None

ITEM 5. OTHER INFORMATION

None
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ITEM 6. EXHIBITS

(a) Exhibits
 
4.1 Amendment No. 1 dated as of January 3, 2019 to Rights Agreement between Orion Energy Systems, Inc. and Equiniti Trust Company (as

successor to Wells Fargo Bank, N.A.) [Incorporated by reference to Exhibit 4.1 to the Registrant’s Current Report on Form 8-K filed with the
Securities and Exchange Commission on January 3, 2019 (File No. 001-3887)]

  
10.1 Business Financing Agreement dated as of October 26, 2018 among Orion Energy Systems, Inc., Western Alliance Bank, as lender, and the

subsidiary borrowers party thereto.  [Incorporated by reference to Exhibit 10.1 to the Registrant's Current Report on Form 8-K filed with the
Securities and Exchange Commission on October 30, 2018 (File No. 001-3887)]

  

31.1 Certification of Chief Executive Officer of Orion Energy Systems, Inc. pursuant to Rule 13a-14(a) or Rule 15d-14(a) promulgated under the
Securities Exchange Act of 1934, as amended.

  

31.2 Certification of Chief Financial Officer of Orion Energy Systems, Inc. pursuant to Rule 13a-14(a) or Rule 15d-14(a) promulgated under the
Securities Exchange Act of 1934, as amended.

  

32.1 Certification of Chief Executive Officer of Orion Energy Systems, Inc. pursuant to Rule 13a-14(b) promulgated under the Securities
Exchange Act of 1934, as amended, and 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

  

32.2 Certification of Chief Financial Officer of Orion Energy Systems, Inc. pursuant to Rule 13a-14(b) promulgated under the Securities Exchange
Act of 1934, as amended, and 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

  

101.INS XBRL Instance Document
  

101.SCH Taxonomy extension schema document
  

101.CAL Taxonomy extension calculation linkbase document
  

101.LAB Taxonomy extension label linkbase document
  

101.PRE Taxonomy extension presentation linkbase document
 
+ Filed herewith
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http://www.sec.gov/Archives/edgar/data/0001409375/000119312519001606/d684103dex41.htm
http://www.sec.gov/Archives/edgar/data/1409375/000119312518312168/d645515dex101.htm


 
SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned, thereunto duly authorized, on February 7, 2019.
 

ORION ENERGY SYSTEMS, INC.
Registrant
  
By  /s/ William T. Hull
  William T. Hull
  Chief Financial Officer
  (Principal Financial Officer and Authorized Signatory)
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Exhibit 31.1
Certification

I, Michael W. Altschaefl, certify that:

1. I have reviewed this Quarterly Report on Form 10-Q of Orion Energy Systems, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the
statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this
report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the
financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f))
for the registrant and have:

 a. Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to
ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

 b. Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our
supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles;

 c. Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

 d. Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent
fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

 a. All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably
likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

 b. Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control
over financial reporting.

Date: February 7, 2019
 

/s/ Michael W. Altschaefl
Michael W. Altschaefl
Chief Executive Officer

 
 
  



Exhibit 31.2
Certification

I, William T. Hull, certify that:

1. I have reviewed this Quarterly Report on Form 10-Q of Orion Energy Systems, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the
statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this
report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the
financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f))
for the registrant and have:

 a. Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to
ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

 b. Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our
supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles;

 c. Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

 d. Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent
fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

 a. All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably
likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

 b. Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control
over financial reporting.

Date: February 7, 2019
 

/s/ William T. Hull
William T. Hull
Chief Financial Officer

 



Exhibit 32.1
Certification of CEO Pursuant To

18 U.S.C. Section 1350,

As Adopted Pursuant To

Section 906 Of The Sarbanes-Oxley Act Of 2002

In connection with the Quarterly Report of Orion Energy Systems, Inc., a Wisconsin corporation (the “Company”), on Form 10-Q for the period ended
December 31, 2018, as filed with the Securities and Exchange Commission on the date hereof (the “Report”), I, Michael W. Altschaefl, Chief Executive
Officer of the Company, certify, pursuant to 18 U.S.C. 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that, based on my
knowledge:

 1. The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

 2. The information contained in the Report fairly presents, in all material respects, the financial condition and results of operations of the Company.
 

Date: February 7, 2019
  
/s/ Michael W. Altschaefl
Michael W. Altschaefl
Chief Executive Officer

 
A signed original of this written statement required by Section 906 has been provided to the Company and will be retained by the Company and furnished to
the Securities and Exchange Commission or its staff upon request.
 



Exhibit 32.2
Certification of CFO Pursuant To

18 U.S.C. Section 1350,

As Adopted Pursuant To

Section 906 Of The Sarbanes-Oxley Act Of 2002

In connection with the Quarterly Report of Orion Energy Systems, Inc., a Wisconsin corporation (the “Company”), on Form 10-Q for the period ended
December 31, 2018, as filed with the Securities and Exchange Commission on the date hereof (the “Report”), I, William T. Hull, Chief Financial Officer of
the Company, certify, pursuant to 18 U.S.C. 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that, based on my knowledge:

 1. The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

 2. The information contained in the Report fairly presents, in all material respects, the financial condition and results of operations of the Company.
 

Date: February 7, 2019
  
/s/ William T. Hull
William T. Hull
Chief Financial Officer

 
A signed original of this written statement required by Section 906 has been provided to the Company and will be retained by the Company and furnished to
the Securities and Exchange Commission or its staff upon request.
 


