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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549
_____________________________

FORM 10-Q

_____________________________

· QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the Quarterly Period Ended September 30, 2015

OR

· TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

Commission file number 001-33887

______________________________

Orion Energy Systems, Inc.

(Exact name of Registrant as specified in its charter)

______________________________

	Wisconsin
	39-1847269

	(State or other jurisdiction of
	(I.R.S. Employer

	incorporation or organization)
	Identification number)

	2210 Woodland Drive, Manitowoc, Wisconsin
	54220

	(Address of principal executive offices)
	(Zip code)



Registrant’s telephone number, including area code: (920) 892-9340

_______________________________

Indicate by check mark whether the Registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the Registrant was required to file such reports) and (2) has been subject to such filing requirements for the past 90 days. Yes x No ☐

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232.405) during the preceding 12 months (or for shorter period that the registrant was required to submit and post such files). Yes x No ☐

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or a smaller reporting company. See the definitions of “accelerated filer,” “large accelerated filer” and “smaller reporting company” in Rule 12b-2 of the Exchange Act. (Check one):


Large accelerated filer



☐



Accelerated filer



☐



Non-accelerated filer



☐



(Do not check if a smaller reporting company)



Smaller reporting company x



Indicate by check mark whether the Registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).	Yes ☐



No x



There were 27,649,576 shares of the Registrant’s common stock outstanding on November 5, 2015.
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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)

	
	
	March 31, 2015
	September 30, 2015
	

	
	
	
	
	
	
	

	Assets
	
	
	
	
	
	

	Cash and cash equivalents
	$
	20,002
	
	$
	13,446
	

	
	
	
	
	
	
	

	Accounts receivable, net of allowances of $458 and $685 at March 31, 2015 and September 30, 2015, respectively
	
	18,263
	
	
	15,871
	

	Inventories, net
	
	14,283
	
	
	15,898
	

	
	
	
	
	
	
	

	Deferred contract costs
	
	90
	
	
	150
	

	Prepaid expenses and other current assets
	
	2,407
	
	
	1,213
	

	
	
	
	
	
	
	

	Total current assets
	
	55,045
	
	
	46,578
	

	Property and equipment, net
	
	21,223
	
	
	19,823
	

	
	
	
	
	
	
	

	Goodwill
	
	4,409
	
	
	4,409
	

	Other intangible assets, net
	
	6,335
	
	
	5,699
	

	
	
	
	
	
	
	

	Long-term accounts receivable
	
	426
	
	
	208
	

	Other long-term assets
	
	367
	
	
	242
	

	
	
	
	
	
	
	

	Total assets
	$
	87,805
	
	$
	76,959
	

	Liabilities and Shareholders’ Equity
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Accounts payable
	$
	11,003
	
	$
	8,694
	

	Accrued expenses and other
	
	5,197
	
	
	3,937
	

	
	
	
	
	
	
	

	Deferred revenue, current
	
	287
	
	
	319
	

	Current maturities of long-term debt and capital leases
	
	1,832
	
	
	1,581
	

	
	
	
	
	
	
	

	Total current liabilities
	
	18,319
	
	
	14,531
	

	Revolving credit facility
	
	2,500
	
	
	2,463
	

	
	
	
	
	
	
	

	Long-term debt, less current maturities and capital leases
	
	722
	
	
	350
	

	Deferred revenue, long-term
	
	1,231
	
	
	1,061
	

	
	
	
	
	
	
	

	Other long-term liabilities
	
	522
	
	
	528
	

	Total liabilities
	
	23,294
	
	
	18,933
	

	
	
	
	
	
	
	

	Commitments and contingencies
	
	
	
	
	
	

	Shareholders’ equity:
	
	
	
	
	
	

	
	
	
	
	
	
	

	Common stock, no par value: Shares authorized: 200,000,000 at March 31, 2015 and September 30, 2015; shares
	
	
	
	
	
	

	issued: 36,837,864 and 37,034,066 at March 31, 2015 and September 30, 2015; shares outstanding: 27,421,533
	
	
	
	
	
	

	and 27,613,046 at March 31, 2015 and September 30, 2015
	
	—
	
	—
	

	Additional paid-in capital
	
	150,516
	
	
	151,301
	

	
	
	
	
	
	
	

	Treasury stock: 9,416,331 and 9,421,020 common shares at March 31, 2015 and September 30, 2015
	
	(36,049)
	
	
	(36,067)
	

	Shareholder notes receivable
	
	(4)
	
	
	(4)
	

	
	
	
	
	
	
	

	Retained deficit
	
	(49,952)
	
	
	(57,204)
	

	Total shareholders’ equity
	
	64,511
	
	
	58,026
	

	
	
	
	
	
	
	

	Total liabilities and shareholders’ equity
	$
	87,805
	
	$
	76,959
	

	
	
	
	
	
	
	



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 September 30,
	
	Six Months Ended September 30,

	
	
	2014
	
	
	2015
	
	
	2014
	
	
	2015

	Product revenue
	$
	12,645
	
	$
	14,982
	
	$
	24,888
	
	$
	30,778

	Service revenue
	
	748
	
	
	746
	
	
	1,818
	
	
	1,538

	
	
	
	
	
	
	
	
	
	
	
	

	Total revenue
	
	13,393
	
	
	15,728
	
	
	26,706
	
	
	32,316

	Cost of product revenue
	
	23,364
	
	
	12,301
	
	
	33,219
	
	
	24,414

	
	
	
	
	
	
	
	
	
	
	
	

	Cost of service revenue
	
	584
	
	
	515
	
	
	1,430
	
	
	1,232

	Total cost of revenue
	
	23,948
	
	
	12,816
	
	
	34,649
	
	
	25,646

	
	
	
	
	
	
	
	
	
	
	
	

	Gross (loss) profit
	
	(10,555)
	
	
	2,912
	
	
	(7,943)
	
	
	6,670

	Operating expenses:
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	General and administrative
	
	3,842
	
	
	3,403
	
	
	7,512
	
	
	7,274

	Sales and marketing
	
	3,367
	
	
	2,634
	
	
	6,246
	
	
	5,703

	
	
	
	
	
	
	
	
	
	
	
	

	Research and development
	
	569
	
	
	441
	
	
	985
	
	
	863

	Total operating expenses
	
	7,778
	
	
	6,478
	
	
	14,743
	
	
	13,840

	
	
	
	
	
	
	
	
	
	
	
	

	Loss from operations
	
	(18,333)
	
	
	(3,566)
	
	
	(22,686)
	
	
	(7,170)

	Other income (expense):
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Interest expense
	
	(83)
	
	
	(60)
	
	
	(173)
	
	
	(151)

	Interest income
	
	83
	
	
	32
	
	
	177
	
	
	80

	
	
	
	
	
	
	
	
	
	
	
	

	Total other income (expense)
	
	—
	
	(28)
	
	
	4
	
	
	(71)

	Loss before income tax
	
	(18,333)
	
	
	(3,594)
	
	
	(22,682)
	
	
	(7,241)

	
	
	
	
	
	
	
	
	
	
	
	

	Income tax expense
	
	13
	
	
	6
	
	
	23
	
	
	11

	Net loss
	$
	(18,346)
	
	$
	(3,600)
	
	$
	(22,705)
	
	$
	(7,252)

	
	
	
	
	
	
	
	
	
	
	
	

	Basic net loss per share attributable to common shareholders
	$
	(0.84)
	
	$
	(0.13)
	
	$
	(1.04)
	
	$
	(0.26)

	Weighted-average common shares outstanding
	
	21,820,365
	
	
	27,598,492
	
	
	21,745,156
	
	
	27,540,378

	
	
	
	
	
	
	
	
	
	
	
	

	Diluted net loss per share
	$
	(0.84)
	
	$
	(0.13)
	
	$
	(1.04)
	
	$
	(0.26)

	Weighted-average common shares and share equivalents outstanding
	
	21,820,365
	
	
	27,598,492
	
	
	21,745,156
	
	
	27,540,378



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)

	
	
	Six Months Ended September 30,
	

	
	
	2014
	
	
	2015
	

	Operating activities
	
	
	
	
	
	

	Net loss
	$
	(22,705)
	
	$
	(7,252)
	

	
	
	
	
	
	
	

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

	Depreciation
	
	1,503
	
	
	1,561
	

	
	
	
	
	
	
	

	Amortization of long-term assets
	
	697
	
	
	704
	

	Stock-based compensation expense
	
	785
	
	
	738
	

	
	
	
	
	
	
	

	Impairment on assets
	
	12,130
	
	
	—
	

	(Gain) loss on sale of property and equipment
	
	(20)
	
	
	18
	

	
	
	
	
	
	
	

	Provision for inventory reserves
	
	32
	
	
	12
	

	Provision for bad debts
	
	142
	
	
	227
	

	
	
	
	
	
	
	

	Other
	
	68
	
	
	38
	

	Changes in operating assets and liabilities, net of effects of acquisition:
	
	
	
	
	
	

	
	
	
	
	
	
	

	Accounts receivable, current and long-term
	
	930
	
	
	2,383
	

	Inventories
	
	154
	
	
	(1,627)
	

	
	
	
	
	
	
	

	Deferred contract costs
	
	(384)
	
	
	(60)
	

	Prepaid expenses and other assets
	
	1,957
	
	
	1,262
	

	
	
	
	
	
	
	

	Accounts payable
	
	537
	
	
	(2,309)
	

	Accrued expenses and other
	
	(660)
	
	
	(877)
	

	
	
	
	
	
	
	

	Deferred revenue
	
	(253)
	
	
	(138)
	

	Net cash used in operating activities
	
	(5,087)
	
	
	(5,320)
	

	
	
	
	
	
	
	

	Investing activities
	
	
	
	
	
	

	Purchase of property and equipment
	
	(1,031)
	
	
	(179)
	

	
	
	
	
	
	
	

	Purchase of short-term investments
	
	(1)
	
	
	—
	

	Additions to patents and licenses
	
	(61)
	
	
	(11)
	

	
	
	
	
	
	
	

	Proceeds from sales of property, plant and equipment
	
	1,040
	
	
	—
	

	Net cash used in investing activities
	
	(53)
	
	
	(190)
	

	
	
	
	
	
	
	

	Financing activities
	
	
	
	
	
	

	Payment of long-term debt and capital leases
	
	(1,585)
	
	
	(1,000)
	

	
	
	
	
	
	
	

	Proceeds from revolving credit facility
	
	—
	
	27,088
	

	Payment of revolving credit facility
	
	—
	
	(27,125)
	

	
	
	
	
	
	
	

	Proceeds from issuance of common stock, net of offering costs
	
	—
	
	(1)
	

	Proceeds from repayment of shareholder notes
	
	11
	
	
	—
	

	
	
	
	
	
	
	

	Repurchase of common stock into treasury
	
	—
	
	(20)
	

	Deferred financing costs
	
	(75)
	
	
	—
	

	
	
	
	
	
	
	

	Net proceeds from the exercise of warrants and employee stock options
	
	351
	
	
	12
	

	Net cash used in financing activities
	
	(1,298)
	
	
	(1,046)
	

	
	
	
	
	
	
	

	Net decrease in cash and cash equivalents
	
	(6,438)
	
	
	(6,556)
	

	Cash and cash equivalents at beginning of period
	
	17,568
	
	
	20,002
	

	
	
	
	
	
	
	

	Cash and cash equivalents at end of period
	$
	11,130
	
	$
	13,446
	

	Supplemental cash flow information:
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Cash paid for interest
	$
	155
	
	$
	99
	

	Cash paid for income taxes
	$
	12
	
	$
	19
	

	
	
	
	
	
	
	

	Supplemental disclosure of non-cash investing and financing activities:
	
	
	
	
	
	

	Vendor financed capital lease addition
	$
	—
	$
	377
	



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 A — DESCRIPTION OF BUSINESS

Organization

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

See Note J “Segment Reporting” of these financial statements for further discussion of the Company's reportable segments.

The Company’s corporate offices and primary manufacturing operations are located in Manitowoc, Wisconsin. The operations facility in Plymouth, Wisconsin was classified as an asset held for sale as of March 31, 2014 and was sold in May 2014. The Company leases office space in Jacksonville, Florida and Chicago, Illinois. The Company leases office space for a sales office located in Houston, Texas.

NOTE B — 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. All significant intercompany transactions and balances have been eliminated in consolidation.

Reclassifications

Where appropriate, certain reclassifications have been made to prior years’ financial statements to conform to the current year presentation.

Basis of Presentation

The accompanying unaudited condensed consolidated financial statements of the Company 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. 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 year ending March 31, 2016 or other interim periods.

The condensed consolidated balance sheet at March 31, 2015 has been derived from the audited and adjusted 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 the Company’s Annual Report on Form 10-K for the fiscal year ended March 31, 2015 filed with the Securities and Exchange Commission on June 12, 2015.

Use of Estimates

The preparation of financial statements in conformity with GAAP requires management to make 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 and bad debt reserves, accruals for warranty expenses, income taxes and certain equity transactions. Accordingly, actual results could differ from those estimates.

Cash and Cash Equivalents

The Company considers all highly liquid, short-term investments with original maturities of three months or less to be cash equivalents.

Fair Value of Financial Instruments
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The Company’s financial instruments consist of cash, accounts receivable, accounts payable, accrued expenses and other and long-term debt. The carrying amounts of the Company’s financial instruments approximate their respective fair values due to the relatively short-term nature of these instruments, or in the case of long-term, because of the interest rates currently available to the Company for similar obligations. Valuation techniques used to measure fair value must maximize the use of observable inputs and minimize the use of unobservable inputs. GAAP describes a fair value hierarchy based on the following three levels of inputs, of which the first two are considered observable and the last unobservable, that may be used to measure fair value:

Level 1 — Valuations are based on unadjusted quoted prices in active markets for identical assets or liabilities.

Level 2 — Valuations are based on quoted prices for similar assets or liabilities in active markets, or quoted prices in markets that are not active for which significant inputs are observable, either directly or indirectly.

Level 3 — Valuations are based on prices or valuation techniques that require inputs that are both unobservable and significant to the overall fair value measurement. Inputs reflect management's best estimate of what market participants would use in valuing the asset or liability at the measurement date.

Accounts Receivable

Substantially all of the Company’s accounts receivable are due from companies in the commercial, industrial and agricultural industries, as well as wholesalers. Credit is extended based on an evaluation of a customer’s financial condition. Generally, collateral is not required for end users; however, the payment of certain trade accounts receivable from wholesalers is secured by irrevocable standby letters of credit and/or guarantees. Accounts receivable are generally due within 30-60 days. Accounts receivable are stated at the amount the Company expects to collect from outstanding balances. The Company provides for probable uncollectible amounts through a charge to earnings and a credit to an allowance for doubtful accounts based on its assessment of the current status of individual accounts. Balances that are still outstanding after the Company has used reasonable collection efforts are written off through a charge to the allowance for doubtful accounts and a credit to accounts receivable.

Also included in current receivables are amounts due from a third party finance company to which the Company has sold, without recourse, the future cash flows from its Orion Throughput Agreements, or OTAs, entered into with customers. Such receivables are recorded at the present value of the future cash flows discounted at 11%. As of September 30, 2015, the following amounts were due from the third party finance company in future periods (in thousands):

	Fiscal 2016
	$
	262
	

	Fiscal 2017
	
	9
	

	Less: amount representing interest
	
	
	

	
	
	(1)
	

	Total gross financed receivable
	
	
	

	
	$
	270
	

	
	
	
	

	
	
	
	



Financing Receivables

The Company considers its lease balances included in consolidated current and long-term accounts receivable from OTA sales-type leases to be financing receivables. Additional disclosures on the credit quality of the Company’s financing receivables are as follows:

Aging Analysis as of September 30, 2015 (in thousands):

	
	
	Not Past Due
	
	1-90 days
	
	Greater than 90
	
	Total past due
	
	Total sales-type
	

	
	
	
	
	past due
	
	days past due
	
	
	
	leases
	

	Lease balances included in consolidated accounts
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	receivable—current
	$
	785
	
	$
	34
	
	$
	185
	
	$
	219
	
	$
	1,004
	

	Lease balances included in consolidated accounts
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	receivable—long-term
	
	195
	
	
	—
	
	—
	
	—
	
	195
	

	Total gross sales-type leases
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	980
	
	
	34
	
	
	185
	
	
	219
	
	
	1,199
	

	Allowance
	
	(6)
	
	
	(2)
	
	
	(178)
	
	
	(180)
	
	
	(186)
	

	Total net sales-type leases
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	$
	974
	
	$
	32
	
	$
	7
	
	$
	39
	
	$
	1,013
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



Allowance for Credit Losses on Financing Receivables

The Company’s allowance for credit losses is based on management’s assessment of the collectability of customer accounts. A considerable amount of judgment is required in order to make this assessment, including a detailed analysis of the
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aging of the lease receivables and the current credit worthiness of the Company’s customers and an analysis of historical bad debts and other adjustments. If there is a deterioration of a major customer’s credit worthiness or if actual defaults are higher than historical experience, the estimate of the recoverability of amounts due could be adversely affected. The Company reviews, in detail, the allowance for doubtful accounts on a quarterly basis and adjusts the allowance estimate to reflect actual portfolio performance and any changes in future portfolio performance expectations. The Company believes that there is no impairment of the receivables for the sales-type leases. The Company incurred no write-offs against its OTA sales-type lease receivable balances in fiscal 2015 or for the six months ended September 30, 2015.

Inventories

Inventories consist of raw materials and components, such as ballasts and drivers, light emitting diode (LED) chips, metal sheet and coil stock and molded parts; work in process inventories, such as frames and reflectors; and finished goods, including completed fixtures and accessories, such as lamps, sensors and power supplies. All inventories are stated at the lower of cost or market value with cost determined using the first-in, first-out (FIFO) method. The Company reduces the carrying value of its inventories for differences between the cost and estimated net realizable value, taking into consideration usage in the preceding 9 to 24 months, expected demand, and other information indicating obsolescence. The Company records as a charge to cost of product revenue the amount required to reduce the carrying value of inventory to net realizable value. As of March 31, 2015 and September 30, 2015, the Company had inventory obsolescence reserves of $1.6 million and $1.8 million, respectively.

Costs associated with the procurement and warehousing of inventories, such as inbound freight charges and purchasing and receiving costs, are also included in cost of product revenue.

Inventories were comprised of the following as of the dates set forth below (in thousands):

	
	
	March 31, 2015
	
	September 30, 2015

	Raw materials and components
	$
	8,474
	
	$
	9,187

	Work in process
	
	1,588
	
	
	1,447

	Finished goods
	
	4,221
	
	
	5,264

	
	
	
	
	
	

	
	$
	14,283
	
	$
	15,898

	
	
	
	
	
	

	
	
	
	
	
	



Deferred Contract Costs

Deferred contract costs consist primarily of the costs of products delivered, and services performed, that are subject to additional performance obligations or customer acceptance. These deferred contract costs are expensed at the time the related revenue is recognized. Current deferred costs amounted to $0.1 million and $0.2 million as of March 31, 2015 and September 30, 2015, respectively.

Prepaid Expenses and Other Current Assets

Prepaid expenses and other current assets consist primarily of prepaid insurance premiums, prepaid license fees, purchase deposits, advance payments to contractors, unbilled revenue, prepaid taxes and miscellaneous receivables. Prepaid expenses and other current assets included $1.7 million and $0.5 million of unbilled revenue as of March 31, 2015 and September 30, 2015, respectively.

Long-Lived Assets

The Company evaluates the recoverability of long-lived assets with finite lives in accordance with Accounting Standards Codification, or ASC, Subtopic 360-10-35 which requires recognition of impairment of long-lived assets whenever events or changes in circumstances indicate that the carrying amount of an asset may not be recoverable. When events or changes in circumstances indicate that the carrying amount of an asset may not be recoverable based on estimated undiscounted cash flows, the impairment loss would be measured as the difference between the carrying amount of the assets and its fair value based on the present value of estimated future cash flows. The Company's long-lived assets include property, plant and equipment and intangible assets. For the three months ended September 30, 2015, the Company determined that events and circumstances indicated that the assets might be impaired due to the current period operating cash flow and a history of operating cash flow losses. The Company performed a quantitative assessment of these assets for all business units and its estimated of undiscounted cash flows indicated that such carrying amounts were expected to be recovered. Nonetheless, it is reasonably possible that the estimate of undiscounted cash flows may change in the near term resulting in the need to write down the long-lived assets to fair value.
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Property and Equipment

The Company periodically reviews the carrying values of property and equipment for impairment in accordance with ASC 360, Property, Plant and Equipment, if events or changes in circumstances indicate that the assets may be impaired. The estimated future undiscounted cash flows expected to result from the use of the assets and their eventual disposition are compared to the assets' carrying amount to determine if a write down to market value is required.

Property and equipment were comprised of the following as of the dates set forth below (in thousands):

	
	
	
	
	
	
	
	March 31, 2015
	
	
	September 30, 2015
	

	Land and land improvements
	
	
	
	
	$
	1,511
	
	$
	1,515
	

	Buildings
	
	
	
	
	
	
	14,441
	
	
	14,439
	

	Furniture, fixtures and office equipment
	
	
	
	
	
	
	8,600
	
	
	8,996
	

	Leasehold improvements
	
	
	
	
	
	
	148
	
	
	148
	

	Equipment leased to customers under Power Purchase Agreements
	
	
	
	
	
	
	4,997
	
	
	4,997
	

	Plant equipment
	
	
	
	
	
	
	11,084
	
	
	11,050
	

	Construction in progress
	
	
	
	
	
	
	379
	
	
	51
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	41,160
	
	
	41,196
	

	Less: accumulated depreciation and amortization
	
	
	
	
	
	
	(19,937)
	
	
	(21,373)
	

	Net property and equipment
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	$
	21,223
	
	$
	19,823
	

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

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	March 31,
	
	September 30,
	
	
	

	
	
	2015
	
	
	2015
	
	
	
	
	

	Equipment
	$
	—
	$
	
	
	389
	
	
	
	
	

	Less: accumulated depreciation and amortization
	
	—
	
	
	
	(26)
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	Net Equipment
	$
	—
	$
	
	
	363
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	



Depreciation expense related to capital leased equipment was $20 thousand and $26 thousand for the three and six months ended September 30, 2015, respectively.

Depreciation is provided over the estimated useful lives of the respective assets, using the straight-line method. Depreciable lives by asset category are as follows:


Land improvements



10-15 years


Buildings and building improvements


3-39 years


Furniture, fixtures and office equipment


2-10 years


Leasehold improvements


Shorter of asset life or life of lease


Equipment leased to customers under Power Purchase Agreements


20 years


Plant equipment


3-10 years
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Goodwill and Other Intangible Assets

The costs of specifically identifiable intangible assets that do not have an indefinite life are amortized over their estimated useful lives. Goodwill and intangible assets with indefinite lives are not amortized and are reviewed for impairment annually, as of January 1, or more frequently if impairment indicators arise. During the quarter ended September 30, 2015, the Company determined that a triggering event occurred due to the decline in the Company's share price when compared to the share price as of March 31, 2015 and due to the the history of operating losses. The Company performed a qualitative assessment of Goodwill and determined that no impairment had occurred.

Amortizable intangible assets are amortized over their estimated economic useful life to reflect the pattern of economic benefits consumed based upon the following lives and methods:

	Patents
	10-17 years
	Straight-line

	Licenses
	7-13 years
	Straight-line

	Customer relationships
	5-8 years
	Accelerated based upon the pattern of economic benefits consumed

	Developed technology
	8 years
	Accelerated based upon the pattern of economic benefits consumed

	Non-competition agreements
	5 years
	Straight-line



Indefinite lived intangible assets are evaluated for potential impairment whenever events or circumstances indicate that the carrying value may not be recoverable based primarily upon whether expected future undiscounted cash flows are sufficient to support the asset recovery. If the actual useful life of the asset is shorter than the estimated life estimated by us, the asset may be deemed to be impaired and accordingly a write-down of the value of the asset determined by a discounted cash flow analysis or shorter amortization period may be required.

There was no change in the carrying value of goodwill during fiscal 2015 or for the six months ended September 30, 2015.

Goodwill is allocated to each operating segment during the six months ended September 30, 2015 as follows (in thousands):

	
	
	U.S. Markets
	
	Orion Engineered
	
	Orion Distribution
	Corporate and Other
	Total
	

	
	
	
	
	Systems
	
	Services
	
	
	

	Goodwill at September 30, 2015
	$
	2,371
	$
	2,038
	$
	—
	$
	—   $
	4,409
	



The components of, and changes in, the carrying amount of other intangible assets were as follows as of the dates set forth below (in thousands):

	
	
	March 31, 2015
	
	
	
	September 30, 2015
	

	
	
	Gross Carrying Amount
	Accumulated Amortization
	
	Gross Carrying Amount
	Accumulated Amortization

	Patents
	$
	2,447
	
	$
	(906)
	
	$
	2,456
	
	$
	(975)

	Licenses
	
	58
	
	
	(58)
	
	
	58
	
	
	(58)

	Trade name and trademarks
	
	1,958
	
	
	—
	
	1,960
	
	
	—

	Customer relationships
	
	3,600
	
	
	(1,620)
	
	
	3,600
	
	
	(2,111)

	Developed technology
	
	900
	
	
	(109)
	
	
	900
	
	
	(186)

	Non-competition agreements
	
	100
	
	
	(35)
	
	
	100
	
	
	(45)

	
	
	
	
	
	
	
	
	
	
	
	

	Total
	$
	9,063
	
	$
	(2,728)
	
	$
	9,074
	
	$
	(3,375)

	
	
	
	
	
	
	
	
	
	
	
	



As of September 30, 2015, the weighted average useful life of intangible assets was 6.46 years. The estimated amortization expense for each of the next five years is shown below (in thousands):

10

Table of Contents



	Fiscal 2016
	$
	581

	Fiscal 2017
	
	883

	Fiscal 2018
	
	608

	Fiscal 2019
	
	432

	Fiscal 2020
	
	346

	Fiscal 2021
	
	271

	Thereafter
	
	618

	
	
	

	Total
	$
	3,739

	
	
	



Long-Term Receivables

The Company records a long-term receivable for the non-current portion of its sales-type capital lease OTA contracts. The receivable is recorded at the net present value of the future cash flows from scheduled customer payments. The Company uses the implied cost of capital from each individual contract as the discount rate.

Other Long-Term Assets

Other long-term assets include long-term security deposits, deferred costs for a long-term contract and deferred financing costs. Deferred financing costs as of March 31, 2015 and September 30, 2015 were $202 thousand and $147 thousand, respectively. Deferred financing costs related to debt issuances are amortized to interest expense over the life of the related debt issue (1 to 3 years) using the effective interest rate method.

Accrued Expenses and Other

Accrued expenses include warranty accruals, accrued wages and benefits, accrued vacation, accrued legal costs, accrued commissions, customer deposits, accrued project costs, sales tax payable and other various unpaid expenses. Accrued expenses include $1.3 million and $0.3 million of accrued project costs as of March 31, 2015 and September 30, 2015, respectively.

The Company generally offers a limited warranty of one year on its high intensity fluorescent (HIF) lighting products and a one-to ten-year limited warranty on its LED lighting products in addition to those standard warranties offered by major original equipment component manufacturers. The manufacturers’ warranties cover lamps, ballasts, drivers and LED chips, which are significant components in the Company’s lighting products. Included in other long-term liabilities is $0.3 million for warranty reserves related to solar operating systems. These warranties vary in length, with the longest coverage extended until 2030. Due to the limited warranty data available for solar operating systems of this nature, actual warranty claims may differ from the Company's estimate of these warranties.

Changes in the Company’s warranty accrual were as follows (in thousands):

	
	Three Months Ended September 30,
	
	Six Months Ended September 30,
	

	
	2014
	
	
	
	2015
	
	
	2014
	
	
	2015
	

	Beginning of period
	$
	253
	
	$
	1,062
	
	$
	263
	
	$
	1,015
	

	Provision to product cost of revenue
	
	1
	
	
	60
	
	
	33
	
	
	89
	

	Charges
	
	212
	
	
	(79)
	
	
	170
	
	
	(61)
	

	End of period
	
	
	
	
	
	
	
	
	
	
	
	

	
	$
	466
	
	$
	1,043
	
	$
	466
	
	$
	1,043
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	



Revenue Recognition

Revenue is recognized on the sales of our lighting and related energy efficiency systems and products when the following four criteria are met:

· persuasive evidence of an arrangement exists;

· delivery has occurred and title has passed to the customer;

· the sales price is fixed and determinable and no further obligation exists; and

· collectability is reasonably assured.
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These four criteria are met for the Company’s product-only revenue upon delivery of the product and title passing to the customer. At that time, the Company provides for estimated costs that may be incurred for product warranties and sales returns. Revenues are presented net of sales tax and other sales related taxes.

For sales of the Company’s lighting and energy management technologies, consisting of multiple elements of revenue, such as a combination of product sales and services, the Company determines revenue by allocating the total contract revenue to each element based on their relative selling prices in accordance with ASC 605-25, Revenue Recognition - Multiple Element Arrangements. In such circumstances, the Company uses a hierarchy to determine the selling price to be used for allocating revenue to deliverables: (1) vendor-specific objective evidence (VSOE) of fair value, if available, (2) third-party evidence (TPE) of selling price if VSOE is not available, and (3) best estimate of the selling price if neither VSOE nor TPE is available (a description as to how the Company determined estimated selling price is provided below).

The nature of the Company’s multiple element arrangements for the sale of its lighting and energy management technologies is similar to a construction project, with materials being delivered and contracting and project management activities occurring according to an installation schedule. The significant deliverables include the shipment of products and related transfer of title and the installation.

To determine the selling price in multiple-element arrangements, the Company establishes the selling price for its lighting and energy management system products using management's best estimate of the selling price, as VSOE or TPE does not exist. Product revenue is recognized when products are shipped. For product revenue, management's best estimate of selling price is determined using a cost plus gross profit margin method. In addition, the Company records in service revenue the selling price for its installation and recycling services using management’s best estimate of selling price, as VSOE or TPE does not exist. Service revenue is recognized when services are completed and customer acceptance has been received. Recycling services provided in connection with installation entail the disposal of the customer’s legacy lighting fixtures. The Company’s service revenues, other than for installation and recycling that are completed prior to delivery of the product, are included in product revenue using management’s best estimate of selling price, as VSOE or TPE does not exist. These services include comprehensive site assessment, site field verification, utility incentive and government subsidy management, engineering design, and project management. For these services, along with the Company's installation and recycling services, under a multiple-element arrangement, management’s best estimate of selling price is determined by considering several external and internal factors including, but not limited to, economic conditions and trends, customer demand, pricing practices, margin objectives, competition, geographies in which the Company offers its products and services and internal costs. The determination of estimated selling price is made through consultation with and approval by management, taking into account all of the preceding factors.

For sales of solar photovoltaic systems, which are governed by customer contracts that require the Company to deliver functioning solar power systems and are generally completed within three to 15 months from the start of construction, the Company recognizes revenue from fixed price construction contracts using the percentage-of-completion method in accordance with ASC 605-35, Construction-Type and Production-Type Contracts. Under this method, revenue arising from fixed price construction contracts is recognized as work is performed based upon the percentage of incurred costs to estimated total forecasted costs. The Company has determined that the appropriate method of measuring progress on these sales is measured by the percentage of costs incurred to date of the total estimated costs for each contract as materials are installed. The percentage-of-completion method requires revenue recognition from the delivery of products to be deferred and the cost of such products to be capitalized as a deferred cost and asset on the balance sheet. The Company performs periodic evaluations of the progress of the installation of the solar photovoltaic systems using actual costs incurred over total estimated costs to complete a project. Provisions for estimated losses on uncompleted contracts, if any, are recognized in the period in which the loss first becomes probable and reasonably estimable.

The Company offers a financing program, called an OTA, for a customer’s lease of the Company’s energy management systems. The OTA is structured as a sales-type lease and upon successful installation of the system and customer acknowledgment that the system is operating as specified, revenue is recognized at the Company’s net investment in the lease, which typically is the net present value of the future cash flows.

The Company offers a financing program, called a power purchase agreement, or PPA, for the Company’s renewable energy product offerings. A PPA is a supply side agreement for the generation of electricity and subsequent sale to the end user. Upon the customer’s acknowledgment that the system is operating as specified, product revenue is recognized on a monthly basis over the life of the PPA contract, which is typically in excess of 10 years.

Deferred revenue relates to advance customer billings, investment tax grants received related to PPAs and a separate obligation to provide maintenance on OTAs and is classified as a liability on the Consolidated Balance Sheet. The fair value of the maintenance is readily determinable based upon pricing from third-party vendors. Deferred revenue related to maintenance
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services is recognized when the services are delivered, which occurs in excess of a year after the original OTA contract is executed.

Income Taxes

The Company recognizes deferred tax assets and liabilities for the future tax consequences of temporary differences between financial reporting and income tax basis of assets and liabilities, measured using the enacted tax rates and laws expected to be in effect when the temporary differences reverse. Deferred income taxes also arise from the future tax benefits of operating loss and tax credit carryforwards. A valuation allowance is established when management determines that it is more likely than not that all or a portion of a deferred tax asset will not be realized. As of September 30, 2015, the Company had a valuation allowance of $22.5 million against its deferred tax assets.

ASC 740, Income Taxes, also prescribes a recognition threshold and measurement attribute for the financial statement recognition and measurement of tax positions taken or expected to be taken in a tax return. For those benefits to be recognized, a tax position must be more-likely-than-not to be sustained upon examination. The Company has classified the amounts recorded for uncertain tax benefits in the balance sheet as other liabilities (non-current) to the extent that payment is not anticipated within one year. The Company recognizes penalties and interest related to uncertain tax liabilities in income tax expense. Penalties and interest are immaterial and are included in the unrecognized tax benefits.

Deferred tax benefits have not been recognized for income tax effects resulting from the exercise of non-qualified stock options. These benefits will be recognized in the period in which the benefits are realized as a reduction in taxes payable and an increase in additional paid-in capital. For the three and six months ended September 30, 2014 and 2015, there were no realized tax benefits from the exercise of stock options.

Stock Based Compensation

The Company accounts for stock-based compensation in accordance with ASC 718, Compensation - Stock Compensation. Under the fair value recognition provisions of ASC718, stock-based compensation is measured at the grant date based on the fair value of the award and is recognized as expense ratably over the requisite service period, net of estimated forfeitures. As more fully described in Note I, the Company awards non-vested restricted stock to employees, executive officers and directors. The Company did not issue any stock options during fiscal 2015 or for the six months ended September 30, 2015.

Net Loss per Common Share

Basic net loss per common share is computed by dividing 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.
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Diluted net loss per common share reflects the dilution that would occur if warrants and stock options were exercised and restricted shares vested. In the computation of diluted net loss per common share, the Company uses the “treasury stock” method for outstanding options and restricted shares. The effect of net loss per common share is calculated based upon the following shares (in thousands except share amounts):

	
	
	Three Months Ended September 30,
	
	Six Months Ended September 30,
	

	
	
	2014
	
	
	2015
	
	
	2014
	
	
	
	2015
	

	Numerator:
	
	
	
	
	
	
	
	
	
	
	
	
	

	Net loss (in thousands)
	$
	(18,346)
	
	$
	(3,600)
	
	$
	(22,705)
	
	$
	(7,252)
	

	Denominator:
	
	
	
	
	
	
	
	
	
	
	
	
	

	Weighted-average common shares outstanding
	
	21,820,365
	
	
	27,598,492
	
	
	21,745,156
	
	
	
	27,540,378
	

	Weighted-average effect of assumed conversion of stock
	
	
	
	
	
	
	
	
	
	
	
	
	

	options and restricted shares
	
	—
	
	—
	
	—
	
	
	—
	

	Weighted-average common shares and common share
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	21,820,365
	
	
	27,598,492
	
	
	21,745,156
	
	
	
	27,540,378
	

	equivalents outstanding
	
	
	
	
	
	
	
	
	
	
	
	
	

	Net loss per common share:
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Basic
	$
	(0.84)
	
	$
	(0.13)
	
	$
	(1.04)
	
	$
	(0.26)
	

	Diluted
	$
	(0.84)
	
	$
	(0.13)
	
	$
	(1.04)
	
	$
	(0.26)
	

	The following table indicates the number of potentially dilutive securities outstanding as of the end of each period:
	
	
	
	

	
	
	
	
	
	
	
	
	September 30, 2014
	
	
	September 30, 2015
	

	Common stock options
	
	
	
	
	
	
	
	2,545,084
	
	
	2,283,836
	

	Restricted shares
	
	
	
	
	
	
	
	773,956
	
	
	1,053,865
	

	Total
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	3,319,040
	
	
	3,337,701
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	



Concentration of Credit Risk and Other Risks and Uncertainties

The Company purchases components necessary for its lighting products, including ballasts, lamps and LED components, from multiple suppliers. For the three and six months ended September 30, 2014 and 2015, no supplier accounted for more than 10% of total cost of revenue, respectively.

For the three months ended September 30, 2014, one customer accounted for 13% of revenue. For the six months ended September 30, 2014, no customer accounted for more than 10% of revenue. For the three and six months ended September 30, 2015, no customer accounted for more than 10% of revenue, respectively.

As of March 31, 2015, and September 30, 2015, no customer accounted for more than 10% of accounts receivable.

Recent Accounting Pronouncements

In May 2014, the FASB issued Accounting Standards Update No. 2014-09, "Revenue from Contracts with Customers" ("ASU 2014-09"). This ASU is a comprehensive new revenue recognition model that requires a company to recognize revenue to depict the transfer of goods or services to a customer at an amount that reflects the consideration it expects to receive in exchange for those goods or services. Companies may use either a full retrospective or modified retrospective approach to adopt this ASU and management is currently evaluating which transition approach to use. In August 2015, the FASB issued ASU 2015-14, "Deferral of the Effective date", which defers the required adoption date of ASU 2014-09 by one year. As a result of the deferred effective date, ASU 2014-09 will be effective for annual reporting periods beginning after December 15, 2018, and early adoption is permitted for annual reporting periods beginning after December 15, 2017. The Company is currently evaluating the impact of ASU 2014-09.

In June 2014, the FASB issued Accounting Standards Update No. 2014-12, "Compensation - Stock Compensation" ("ASU 2014-12"). ASU 2014-12 is intended to resolve diverse accounting treatment for share based awards in which the terms of the award provide that a performance target that affects vesting could be achieved after the requisite service period. The standard is effective for annual periods and interim periods within those annual periods beginning after December 15, 2015 and may be applied prospectively or retrospectively. The Company does not expect adoption of this standard will have a significant impact on the Company's consolidated financial statements.
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In August 2014, the FASB issued Accounting Standards Update No. 2014-15, "Presentation of Financial Statements - Going Concern" ("ASU 2014-15"). ASU 2014-15 requires an entity's management to evaluate whether there are conditions or events, considered in the aggregate, that raise substantial doubt about the entity's ability to continue as a going concern and if those conditions exist, the required disclosures. The standard is effective for annual periods ending after December 15, 2016, and interim periods therein. The Company does not expect adoption of this standard will have a significant impact on the Company's consolidated financial statements.

In April 2015, the FASB issued Accounting Standards Update No. 2015-03, "Interest - Imputation of Interest: Simplifying the Presentation of Debt Issuance Costs" ("ASU 2015-03"). ASU 2015-03 requires that debt issuance costs be reported in the balance sheet as a direct deduction from the face amount of the related liability, consistent with the presentation of debt discounts. Prior to the amendments, debt issuance costs were presented as a deferred charge on the balance sheet. The standard is effective for annual periods ending after December 15, 2015 and interim periods within those fiscal years. The amendments must be applied retrospectively. The Company is currently evaluating the impact of ASU 2015-03.

In July 2015, the FASB issued Accounting Standards Update No. 2015-11, "Simplifying the Measurement of Inventory" ("ASU 2015-11"). ASU 2015-11 was issued to more closely align the measurement of inventory in U.S. GAAP with the measurement of inventory in International Financial Reporting Standards. The core principle of this updated guidance is that an entity should measure inventory at the lower of cost or net realizable value. Net realizable value is the estimated selling prices in the ordinary course of business, less reasonably predictable costs of completion, disposal, and transportation. The amendments in ASU 2015-11 apply to inventory that is measured using the first-in, first-out or average cost methods. ASU 2015-11 is effective for annual and interim reporting periods ending after December 15, 2016, including interim periods within those fiscal years and should be applied prospectively. Early adoption is permitted as of the beginning of an interim or annual reporting period. The Company does not expect adoption of this standard will have a significant impact on the Company's consolidated financial statements.

NOTE C — ACQUISITION

On July 1, 2013, the Company completed the acquisition of Harris Manufacturing, Inc. and Harris LED, LLC (collectively, "Harris"). Harris was a Florida-based lighting company which engineered, designed, sourced and manufactured energy efficient lighting systems, including fluorescent and LED lighting solutions, and day-lighting products.

The acquisition of Harris expanded the Company's product lines, including a patent pending LED lighting product designed for commercial office buildings, increased its sales force and provided growth opportunities into markets where the Company had previously not had a strong presence, specifically, new construction, retail store fronts, commercial office and government.

The acquisition was consummated pursuant to a Stock and Unit Purchase Agreement, dated as of May 22, 2013 ("Purchase Agreement"), by and among Harris, the shareholders and members of Harris ("Harris Shareholders"), and the Company. The acquisition consideration paid to the Harris Shareholders was valued under the Purchase Agreement at an aggregate of $10.0 million, plus an adjustment of approximately $0.2 million to reflect the Company's acquisition of net working capital in excess of a targeted amount, plus an additional $0.6 million for the contingent consideration earn-out value assigned to non-employee Harris shareholders. The aggregate acquisition consideration was paid through a combination of $5.0 million in cash, $3.1 million in a three-year unsecured subordinated promissory note and the issuance of 856,997 shares of unregistered Company common stock. For purposes of the acquisition and the acquisition consideration, the shares of common stock issued in the acquisition of Harris were valued at $2.33 per share, which was the average closing share price as reported on the NYSE MKT for the 45 trading days preceding and the 22 trading days following the execution of the Purchase Agreement. For purposes of applying the purchase accounting provisions of ASC 805, Business Combinations, the shares of common stock issued in the acquisition were valued at $2.41 per share, which was the closing sale price of the Company's common stock as reported on the NYSE MKT on the July 1, 2013, date of acquisition.

On October 21, 2013, the Company executed a letter agreement amending the Purchase Agreement. The letter agreement established a fixed future consideration of $1.4 million for the previously existing earn-out component of the Purchase Agreement and eliminated the requirement that certain revenue targets must be achieved. Under the letter agreement, on January 2, 2014, the Company issued $0.6 million, or 83,943 shares, of the Company's unregistered common stock. The fixed consideration was determined based upon the existing share calculation at a fair value of $3.80 per common share. In December 2014, the Company amended the letter agreement to defer the January 2, 2015 payment of $0.8 million in cash until February 13, 2015, to settle all outstanding obligations related to the earn-out component of the Purchase Agreement.

Prior to the amendment discussed above, the contingent consideration arrangement required the Company to pay the Harris Shareholders up to $1.0 million in unregistered shares of the Company's common stock upon Harris' achievement of certain revenue milestones in calendar year 2013 and/or 2014, and, in the case of certain Harris Shareholders who became employees of the Company, their continued employment by the Company. The potential undiscounted amount of all future
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payments that the Company could have been required to make under the contingent consideration arrangement was between $0 and $1.0 million. The Company recorded $0.6 million for the non-employee Harris Shareholder portion of the contingent consideration liability on the acquisition date. Total contingent consideration of $0.5 million for employee Harris Shareholders was recorded as compensation expense through the end of calendar 2014. During the three and six months ended September 30, 2014, the Company expensed $49 thousand and $0.1 million in compensation expense, respectively.

On December 31, 2014, Harris was merged with and into the Company.

NOTE D — RELATED PARTY TRANSACTIONS

During the three months ended September 30, 2014 and 2015, the Company purchased goods and services in the amount of $9 thousand and none, respectively, from an entity for which a director of the Company serves as a minority owner and President. During the six months ended September 30, 2014 and 2015, the Company purchased goods and services in the amount of $16 thousand and $6 thousand, respectively, from an entity for which a director of the Company serves as a minority owner and President.

NOTE E — LONG-TERM DEBT

Long-term debt as of March 31, 2015 and September 30, 2015 consisted of the following (in thousands):

	
	
	March 31, 2015
	
	September 30, 2015
	

	Revolving credit facility
	
	2,500
	
	
	2,463
	

	Harris seller's note
	
	1,607
	
	
	1,082
	

	Customer equipment finance notes payable
	
	827
	
	
	393
	

	Equipment lease obligations
	
	—
	
	361
	

	Other long-term debt
	
	120
	
	
	95
	

	Total long-term debt
	
	
	
	
	
	

	
	
	5,054
	
	
	4,394
	

	Less current maturities
	
	(1,832)
	
	
	(1,581)
	

	Long-term debt, less current maturities
	
	
	
	
	
	

	
	$
	3,222
	
	$
	2,813
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	



Revolving Credit Agreement

The Company has a revolving credit and security agreement (Credit Agreement) with Wells Fargo Bank, National Association. The Credit Agreement provides for a revolving credit facility (Credit Facility) that matures on February 6, 2018. Borrowings under the Credit Facility are initially limited to the lesser of (i) $15.0 million and (ii) a borrowing base requirement based on eligible receivables and inventory, and currently less approximately $10.3 million of reserves. Such limit may increase to $20.0 million, subject to the borrowing base requirement, after July 31, 2016, if the Company satisfies certain conditions. The Credit Facility includes a $2.0 million sublimit for the issuance of letters of credit.

From and after any increase in the Credit Facility limit from $15.0 million to $20.0 million, the Credit Agreement will require the Company to maintain as of the end of each month a minimum ratio for the trailing twelve-month period of (i) earnings before interest, taxes, depreciation and amortization, subject to certain adjustments, to (ii) the sum of cash interest expense, certain principal payments on indebtedness and certain dividends, distributions and stock redemptions, equal to at least 1.10 to 1.00. The Credit Agreement also contains other customary covenants, including certain restrictions on the Company’s ability to incur additional indebtedness, consolidate or merge, enter into acquisitions, guarantee obligations of third parties, make loans or advances, declare or pay any dividend or distribution on the Company’s stock, redeem or repurchase shares of the Company’s stock, or pledge or dispose of assets.

Each subsidiary of the Company is a joint and several co-borrower or guarantor under the Credit Agreement, and the Credit Agreement is secured by a security interest in substantially all of the Company’s and each subsidiary’s personal property (excluding various assets relating to customer OTAs) and a mortgage on certain real property.

Borrowings under the Credit Agreement bear interest at the daily three-month LIBOR plus 3.0% per annum, with a minimum interest charge for each year or portion of a year during the term of the Credit Agreement of $130,000, regardless of usage. As of September 30, 2015, the interest rate was 3.20%. The Company must pay an unused line fee of 0.25% per annum of the daily average unused amount of the Credit Facility and a letter of credit fee at the rate of 3.0% per annum on the undrawn amount of letters of credit outstanding from time to time under the Credit Facility.
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As of September 30, 2015, the Company had no outstanding letters of credit. Borrowings outstanding as of September 30, 2015, amounted to approximately $2.5 million and are included in non-current liabilities in the accompanying Consolidated Balance Sheet. The Company estimates that as of September 30, 2015, it was eligible to borrow an additional $1.7 million under the Credit Facility based upon current levels of eligible inventory and accounts receivable.

Although the Company breached certain immaterial reporting obligations to the bank under the Credit Agreement during the period, it received a waiver letter from the bank on October 29, 2015.

Equipment Lease Obligation

In June 2015, the Company entered into a lease agreement with De Lage Landen Financial Services, Inc in the principal amount of $0.4 million to fund certain equipment. The lease amount is secured by the related equipment. The lease bears interest at a rate of 5.94% and matures in June 2020 with a $1 buyout option.


NOTE F — INCOME TAXES

The income tax provision for the six months ended September 30, 2015 was determined by applying an estimated annual effective tax rate of (0.1)% to loss before taxes. The estimated effective income tax rate was determined by applying statutory tax rates to pretax loss adjusted for certain permanent book to tax differences and tax credits. As of September 30, 2015, the Company had recorded a valuation allowance of $22.5 million, equaling the net deferred tax asset due to the uncertainty of its realization value in the future. ASC 740, Income Taxes, requires that a deferred tax asset be reduced by a valuation allowance if there is less than a 50% chance that it will be realized. The determination of the realization of deferred tax assets requires considerable judgment. ASC 740 prescribes the consideration of both positive and negative evidence in evaluating the need for a valuation allowance. Negative evidence for the Company includes a cumulative three year operating loss and limited visibility into future earnings. Positive evidence includes the Company's increasing proposal pipeline, recent new national account customer wins and the increase in revenue from new light emitting diode, or LED, products. The Company has determined that the negative evidence outweighs the current positive evidence and has concluded to record a valuation allowance.

Below is a reconciliation of the statutory federal income tax rate and the effective income tax rate:

Six Months Ended September 30,

	2014
	
	
	2015

	Statutory federal tax rate
	
	34.0 %
	
	34.0 %

	State taxes, net
	3.0 %
	
	3.5 %

	Federal tax credit
	0.3 %
	
	1.0 %

	State tax credit
	0.1 %
	
	0.4 %

	Change in valuation reserve
	(37.4)%
	
	(38.8)%

	Permanent items
	(0.1)%
	
	(0.2)%

	Change in tax contingency reserve
	— %
	(0.1)%

	Other, net
	— %
	0.1 %

	
	
	
	

	Effective income tax rate
	
	(0.1)%
	
	(0.1)%

	
	
	
	
	

	
	
	
	
	



The Company is eligible for tax benefits associated with the excess of the tax deduction available for exercises of non-qualified stock options, or NQSOs, over the amount recorded at grant. The amount of the benefit is based on the ultimate deduction reflected in the applicable income tax return. No benefits were recorded in fiscal 2015. No benefits were recorded for the six months ended September 30, 2015 as a reduction in taxes payable and a credit to additional paid in capital based on the amount that was utilized during the year.

As of September 30, 2015, the Company had federal net operating loss carryforwards of approximately $48.9 million, of which $3.7 million are associated with the exercise of NQSOs that have not yet been recognized by the Company. The Company also has state net operating loss carryforwards of approximately $35.7 million, of which $4.3 million are associated with the exercise of NQSOs. The Company also has federal tax credit carryforwards of approximately $1.5 million and state tax credits of $0.5 million. As of September 30, 2015, the Company has recorded a valuation allowance of $22.5 million due to the uncertainty of its realization value in the future. The Company considers future taxable income and ongoing prudent and feasible tax planning strategies in assessing the need for the valuation allowance. In the event that the Company determines that the deferred tax assets are able to be realized, an adjustment to the deferred tax asset would increase income in the period such determination is made.
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Uncertain Tax Positions

As of September 30, 2015, the balance of gross unrecognized tax benefits was approximately $0.2 million, all of which would reduce the Company’s effective tax rate if recognized. The Company does not expect this amount to change during fiscal 2016 as none of the issues are currently under examination, the statutes of limitations do not expire within the period, and the Company is not aware of any pending litigation. Due to the existence of net operating loss and credit carryforwards, all years since 2002 are open to examination by tax authorities.

The Company has classified the amounts recorded for uncertain tax benefits in the balance sheet as other liabilities (non-current) to the extent that payment is not anticipated within one year. The Company recognizes penalties and interest related to uncertain tax liabilities in income tax expense. Penalties and interest are immaterial and are included in the unrecognized tax benefits. For the six months ended September 30, 2014 and 2015, the Company had the following unrecognized tax benefit activity (in thousands):

	
	Six Months Ended September 30,
	
	

	
	2014
	
	
	2015
	
	

	Unrecognized tax benefits as of beginning of period
	$
	210
	
	$
	212
	

	Additions based on tax positions related to the current period positions
	
	2
	
	
	6
	

	Unrecognized tax benefits as of end of period
	
	
	
	
	
	

	
	$
	212
	
	$
	218
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	



NOTE G — COMMITMENTS AND CONTINGENCIES

Operating Leases and Purchase Commitments

The Company leases vehicles, equipment and facility space under operating leases expiring at various dates through 2018. Rent expense under operating leases was $0.1 million for the three months ended September 30, 2014 and 2015, respectively, and $0.2 million for the six months ended September 30, 2014 and 2015, respectively. The Company enters into non-cancellable purchase commitments for certain inventory items in order to secure better pricing and ensure materials are on hand to meet anticipated order volume and customer expectations, as well as for capital expenditures. As of September 30, 2015, the Company had entered into $5.3 million of purchase commitments related to fiscal 2016, including $0.3 million for operating lease commitments and $5.0 million for inventory purchase commitments.

Litigation

The Company is subject to various claims and legal proceedings arising in the ordinary course of business. As of the date hereof, the Company is unable to currently assess whether the final resolution of any of such claims or legal proceedings may have a material adverse effect on the Company. In addition to ordinary-course litigation, the Company is a party to the proceedings described below.

On March 27, 2014, the Company was named as a defendant in a civil lawsuit filed by Neal R. Verfuerth, the Company's former chief executive officer who was terminated for cause in November 2012, in the United States District Court for the Eastern District of Wisconsin (Green Bay Division). The plaintiff alleges, among other things, that the Company breached certain agreements entered into with the plaintiff, including the plaintiff’s employment agreement, and violated certain laws. The complaint seeks, among other relief, unspecified pecuniary and compensatory damages, fees and such other relief as the court may deem just and proper. On November 4, 2014, the court granted the Company's motion to dismiss six of the plaintiff's claims. On January 9, 2015, the plaintiff filed an amended complaint re-alleging claims that were dismissed by the court, including, among other things, a retaliation claim and certain claims with respect to prior management agreements and certain intellectual property rights. On January 22, 2015, the Company filed a motion to dismiss and a motion to strike certain of the claims made in the amended complaint. On May 18, 2015, the court dismissed the intellectual property claims re-alleged in the January 9, 2015 amended complaint. The Company believes that it has substantial legal and factual defenses to the claims and allegations remaining in the case and that the Company will prevail in this proceeding. The Company intends to continue to defend against the claims vigorously. Based upon the current status of the lawsuit, the Company is currently unable to estimate any potential adverse impact on the Company from the plaintiff's claims and the Company does not believe the lawsuit will have a material adverse impact on it future continuing results of operations.

On May 29, 2014, the Equal Employment Opportunity Commission (EEOC) filed a claim against the Company alleging certain violations of the Americans with Disabilities Act (ADA) with regard to an employee. On August 3, 2015, the Company reached a settlement related to the allegations, which was entirely funded by the Company's insurance carrier. In addition, on August 20, 2014, the EEOC filed a claim against the Company alleging certain violations of the ADA with respect to the Company's wellness program. Based upon the current status of the lawsuit, the Company is currently unable to estimate any potential adverse impact on the Company from the plaintiff's claims and the Company does not believe the lawsuit will have a material adverse impact on its future continuing results of operations.
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State Tax Assessment

The Company is currently negotiating a settlement with the Wisconsin Department of Revenue with respect to an assessment regarding the proper classification of the Company’s products for tax purposes under Wisconsin law. The issue under review is whether the installation of the Company’s lighting systems is considered a real property construction activity under Wisconsin law. The Company currently expects to resolve this matter with the Wisconsin Department of Revenue in fiscal 2016 for the amount that it has accrued.

NOTE H — SHAREHOLDERS’ EQUITY

Common Stock Transactions

On February 20, 2015, the Company completed an underwritten public offering of 5.46 million shares of its common stock, at an offering price to the public of $3.50 per share. Net proceeds of the offering approximated $17.5 million.

Shareholder Rights Plan

On January 7, 2009, the Company’s Board of Directors adopted a shareholder rights plan and declared a dividend distribution of one common share purchase right (Right) for each outstanding share of the Company’s common stock. The issuance date for the distribution of the Rights was February 15, 2009 to shareholders of record on February 1, 2009. Each Right entitles the registered holder to purchase from the Company one share of the Company’s common stock at a price of $30.00 per share, subject to adjustment (Purchase Price).

The Rights will not be exercisable (and will be transferable only with the Company’s common stock) until a “Distribution Date” occurs (or the Rights are earlier redeemed or expire). A Distribution Date generally will occur on the earlier of a public announcement that a person or group of affiliated or associated persons (Acquiring Person) has acquired beneficial ownership of 20% or more of the Company’s outstanding common stock (Shares Acquisition Date) or 10 business days after the commencement of, or the announcement of an intention to make, a tender offer or exchange offer that would result in any such person or group of persons acquiring such beneficial ownership.

If a person becomes an Acquiring Person, holders of Rights (except as otherwise provided in the shareholder rights plan) will have the right to receive that number of shares of the Company’s common stock having a market value of two times the then-current Purchase Price, and all Rights beneficially owned by an Acquiring Person, or by certain related parties or transferees, will be null and void. If, after a Shares Acquisition Date, the Company is acquired in a merger or other business combination transaction or 50% or more of its consolidated assets or earning power are sold, proper provision will be made so that each holder of a Right (except as otherwise provided in the shareholder rights plan) will thereafter have the right to receive that number of shares of the acquiring company’s common stock which at the time of such transaction will have a market value of two times the then-current Purchase Price.

Until a Right is exercised, the holder thereof, as such, will have no rights as a shareholder of the Company. At any time prior to a person becoming an Acquiring Person, the Board of Directors of the Company may redeem the Rights in whole, but not in part, at a price of $0.001 per Right. Unless they are extended or earlier redeemed or exchanged, the Rights will expire on January 7, 2019.
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Employee Stock Purchase Plan

In August 2010, the Company’s Board of Directors approved a non-compensatory employee stock purchase plan, or ESPP. The ESPP authorizes 2.5 million shares to be issued from treasury or authorized shares to satisfy employee share purchases under the ESPP. All full-time employees of the Company are eligible to be granted a non-transferable purchase right each calendar quarter to purchase directly from the Company up to $20 thousand of the Company’s common stock at a purchase price equal to 100% of the closing sale price of the Company’s common stock on The NASDAQ Capital Market exchange on the last trading day of each quarter. The ESPP allows for employee loans from the Company, except for Section 16 officers, limited to 20% of an individual’s annual income and no more than $0.25 million outstanding at any one time. Interest on the loans is charged at the 10-year loan IRS rate and is payable at the end of each calendar year or upon loan maturity. The loans are secured by a pledge of any and all the Company’s shares purchased by the participant under the ESPP and the Company has full recourse against the employee, including offset against compensation payable. As of March 31, 2013, the Company had halted issuing new loans under the program. The Company had the following shares issued from treasury as of March 31, 2015 and for the three and six months ended September 30, 2015:

	
	Shares Issued
	
	Closing Market
	Shares Issued
	
	Dollar Value of
	
	Repayment of
	

	
	Under ESPP
	
	
	Under Loan
	
	
	
	
	

	
	Plan
	
	Price
	
	Program
	
	
	Loans Issued
	
	
	Loans
	

	Cumulative through March 31, 2015
	154,269
	$1.66 - 7.25
	
	128,143
	
	$
	361,550
	
	$
	357,550
	

	Quarter Ended June 30, 2015
	541
	$2.51
	
	—
	
	—
	
	—
	

	Quarter Ended September 30, 2015
	779
	$1.80
	
	—
	
	—
	
	—
	

	Total as of September 30, 2015
	
	
	
	
	
	
	
	
	
	
	
	

	
	155,589
	$1.66 - 7.25
	
	128,143
	
	$
	361,550
	
	$
	357,550
	

	
	
	
	
	
	
	
	
	
	
	
	
	



Loans issued to employees are reflected on the Company’s balance sheet as a contra-equity account.

NOTE I — STOCK OPTIONS AND RESTRICTED SHARES

The Company grants stock options and restricted stock awards under its 2003 Stock Option and 2004 Stock and Incentive Awards Plans (Plans). Under the terms of the Plans, the Company has reserved 13.5 million shares for issuance to key employees, consultants and directors. The options generally vest and become exercisable ratably between one month and five years although longer and shorter vesting periods have been used in certain circumstances.

Exercisability of the options granted to employees are generally contingent on the employees’ continued employment and non-vested options are subject to forfeiture if employment terminates for any reason. Options under the Plans have a maximum life of 10 years. In the past, the Company has granted both ISOs and NQSOs, although in July 2008, the Company adopted a policy of thereafter only granting NQSOs. In fiscal 2011, the Company converted all of its existing ISO awards to NQSO awards. No consideration was given to the employees for their voluntary conversion of ISO awards. Certain non-employee directors have elected to receive stock awards in lieu of cash compensation pursuant to elections made under the Company’s non-employee director compensation program. The Plans also provide to certain employees accelerated vesting in the event of certain changes of control of the Company as well as under other special circumstances.

In June 2012, the Compensation Committee of the Board of Directors approved the issuance of restricted shares under the Plans to key employees to provide an opportunity for such employees to earn long-term equity incentive awards. In May 2013, the Compensation Committee of the Board of Directors changed the Company's long-term equity incentive grant policy so that only restricted shares are issued to all employees under the Plans. The restricted shares are settled in Company stock when the restriction period ends. Compensation cost for restricted shares granted to employees is recognized ratably over the vesting term, which is between three to five years. Settlement of the shares is contingent on the employees’ continued employment and non-vested shares are subject to forfeiture if employment terminates for any reason. For the three and six months ended September 30, 2014, an aggregate of 108 thousand and 372 thousand, respectively, of restricted shares were granted valued at a price per share between $4.20 and $7.23, which was the closing market price as of each grant date.

For the three months ended September 30, 2015, an aggregate of 84 thousand of restricted shares were granted valued at a price per share between $2.15 and $2.51, which was the closing market price as of each grant date. For the six months ended September 30, 2015, an aggregate of 0.6 million of restricted shares were granted valued at a price per share between $2.15 and $2.62, which was the closing market price as of each grant date.

For the three and six months ended September 30, 2014, the Company issued 7 thousand and 14 thousand shares under the Plans to certain non-employee directors who elected to receive stock awards in lieu of cash compensation. The shares were valued at $4.20 per share to $5.23 per share, the closing market price as of the issuance dates. For the three and six months ended September 30, 2015, the Company issued 9 thousand and 16 thousand shares under the Plans to certain non-employee

directors who elected to receive stock awards in lieu of cash compensation. The shares were valued at $2.05 per share to $2.62 per share, the closing market price as of the issuance dates.

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

	
	Three Months Ended September 30,
	
	
	
	Six Months Ended September 30,
	

	
	2014
	
	
	2015
	
	
	
	2014
	
	
	2015
	

	Cost of product revenue
	$
	12
	
	$
	10
	
	$
	24
	
	$
	20
	

	General and administrative
	
	265
	
	
	294
	
	
	610
	
	
	576
	

	Sales and marketing
	
	77
	
	
	57
	
	
	142
	
	
	136
	

	Research and development
	
	4
	
	
	(8)
	
	
	9
	
	
	6
	

	Total
	
	
	
	
	
	
	
	
	
	
	
	

	
	$
	358
	
	$
	353
	
	$
	785
	
	$
	738
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	



As of September 30, 2015, compensation cost related to non-vested common stock-based compensation, excluding restricted share awards, amounted to $0.4 million over a remaining weighted average expected term of 4.8 years.

The following table summarizes information with respect to the Plans:


Outstanding Awards

	
	
	
	
	
	Weighted
	
	
	Weighted
	
	
	

	
	Shares
	
	
	
	
	
	Average
	
	Aggregate
	

	
	
	Number
	
	Average
	
	
	Remaining
	
	
	

	
	Available for
	
	
	Exercise
	
	
	Contractual
	
	Intrinsic
	

	
	Grant
	
	of Shares
	
	Price
	
	
	Term (in years)
	
	
	Value
	

	Balance at March 31, 2015
	1,078,600
	
	2,426,836
	$
	3.50
	
	5.38
	
	
	
	

	Granted stock options
	—
	—
	
	
	
	
	
	
	
	
	

	Granted shares
	(16,303)
	
	—
	
	
	—
	
	
	
	
	

	Restricted shares
	(569,534)
	
	—
	
	
	—
	
	
	
	
	

	Forfeited restricted shares
	52,950
	
	—
	
	
	—
	
	
	
	
	

	Forfeited stock options
	138,200
	
	(138,200)
	
	
	3.84
	
	
	
	
	
	

	Exercised
	—
	(4,800)
	
	
	2.17
	
	
	
	
	
	

	Balance at September 30, 2015
	
	
	
	
	
	
	
	
	
	
	
	

	
	683,913
	
	2,283,836
	$
	3.48
	
	4.81
	
	$
	25,704
	

	Exercisable at September 30, 2015
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	1,871,791
	$
	3.74
	
	3.71
	
	$
	14,508
	

	
	
	
	
	
	
	
	
	
	
	
	
	


[image: ]
The aggregate intrinsic value represents the total pre-tax intrinsic value, which is calculated as the difference between the exercise price of the underlying stock options and the fair value of the Company’s closing common stock price of $1.80 as of September 30, 2015.

A summary of the status of the Company’s outstanding non-vested stock options as of September 30, 2015 was as follows:

	Non-vested at March 31, 2015
	581,842
	

	Granted
	
	—
	

	Vested
	(31,597)
	

	Forfeited
	(138,200)
	

	Non-vested at September 30, 2015
	
	
	

	
	412,045
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During the first half of fiscal 2016, the Company granted restricted shares as follows (which are included in the above stock plan activity tables):

	Balance at March 31, 2015
	
	704,688
	

	Shares issued
	
	569,534
	

	Shares vested
	
	(172,407)
	

	Shares forfeited
	
	(52,950)
	

	Shares outstanding at September 30, 2015
	
	
	

	
	
	1,053,865
	

	Per share price on grant date
	
	$1.80 - $7.23
	

	Compensation expense for the six months ended September 30, 2015
	$
	544,703
	



For the six months ended September 2014, the Company recorded compensation expense related to granted restricted shares of $0.5 million.

As of September 30, 2015, the weighted average grant-date fair value of restricted shares granted was $3.06.

As of September 30, 2015, the amount of deferred stock-based compensation expense related to grants of restricted shares, to be recognized over a remaining period of 2.60 years, was approximately $2.7 million.

The Company has previously issued warrants in connection with various private placement stock offerings and services rendered. The warrants granted the holder the option to purchase common stock at specified prices for a specified period of time. No warrants were issued in fiscal 2015 or during the six months ended September 30, 2015. During fiscal 2015, all warrants outstanding for a total of 38,980 shares were exercised at $2.25 per share, and as a result, none remain outstanding.


NOTE J — SEGMENTS

Beginning in fiscal 2015, the Company reorganized its business into the following business segments: U.S. markets, Orion engineered systems and Orion distribution services. The accounting policies are the same for each business segment as they are on a consolidated basis.

The descriptions of the Company’s segments and their summary financial information are presented below.

U.S. Markets

The U.S. Markets Division sells lighting solutions into the wholesale markets.

Engineered Systems

The Engineered Systems Division sells lighting products and construction and engineering services direct to end users. The Engineered Systems Division also completes the construction management services related to existing contracted solar PV projects.

Distribution Services

The Distribution Services Division sells lighting products to a developing network of broad line distributors and internationally.

Corporate and Other

Corporate and Other is comprised of operating expenses not directly allocated to the Company’s segments and adjustments to reconcile to consolidated results, which primarily include intercompany eliminations.
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	Revenues
	
	
	
	
	
	Operating Income (Loss)
	

	
	
	
	For the Three Months Ended September 30,
	
	
	
	For the Three Months Ended September 30,
	

	
	
	
	2014
	
	
	
	
	2015
	
	
	
	
	2014
	
	
	
	
	2015
	

	(dollars in thousands)
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Segments:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	U.S. Markets
	$
	
	7,060
	
	$
	
	9,872
	
	$
	
	(9,355)
	
	$
	
	(866)
	

	Engineered Systems
	
	
	6,052
	
	
	
	
	5,774
	
	
	
	
	(7,197)
	
	
	
	
	(1,152)
	

	Distribution Services
	
	
	281
	
	
	
	
	82
	
	
	
	
	(98)
	
	
	
	
	(94)
	

	Corporate and Other
	
	
	—
	
	
	
	—
	
	
	
	(1,683)
	
	
	
	
	(1,454)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	$
	
	13,393
	
	$
	
	15,728
	
	$
	
	(18,333)
	
	$
	
	(3,566)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	Revenues
	
	
	
	
	
	Operating Income (Loss)
	

	
	
	
	For the Six Months Ended September 30,
	
	
	
	For the Six Months Ended September 30,
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	2014
	
	
	
	
	2015
	
	
	
	
	2014
	
	
	
	
	2015
	

	(dollars in thousands)
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Segments:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	U.S. Markets
	$
	
	15,425
	
	$
	
	21,506
	
	$
	
	(10,437)
	
	$
	
	(828)
	

	Engineered Systems
	
	
	10,820
	
	
	
	
	10,604
	
	
	
	
	(8,830)
	
	
	
	
	(2,818)
	

	Distribution Services
	
	
	461
	
	
	
	
	206
	
	
	
	
	(166)
	
	
	
	
	(159)
	

	Corporate and Other
	
	
	—
	
	
	
	—
	
	
	
	(3,253)
	
	
	
	
	(3,365)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	$
	
	26,706
	
	$
	
	32,316
	
	$
	
	(22,686)
	
	$
	
	(7,170)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	Total Assets
	
	
	
	
	
	Deferred Revenue
	

	
	
	
	March 31, 2015
	
	
	
	September 30, 2015
	
	
	
	March 31, 2015
	
	
	
	September 30, 2015
	

	(dollars in thousands)
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Segments:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	U.S. Markets
	$
	27,769
	$
	27,542
	$
	157
	$
	152
	

	Engineered Systems
	
	
	27,435
	
	
	
	23,434
	
	
	
	1,363
	
	
	
	1,229
	

	Distribution Services
	
	
	261
	
	
	
	328
	
	
	
	—
	
	
	
	—
	

	Corporate and Other
	
	
	32,340
	
	
	
	25,655
	
	
	
	—
	
	
	
	—
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	$
	87,805
	$
	76,959
	$
	1,520
	$
	1,381
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



The Company’s revenue and long-lived assets outside the United States are insignificant.

NOTE K — 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. Nonrecognized 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.

Although the Company breached certain immaterial reporting obligations to the bank under the Credit Agreement during the period, it received a waiver letter from the bank on October 29, 2015.
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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, 2015.

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, 2015. 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.

Market Shift to Light Emitting Diode Products

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

· Rapidly declining LED product end user customer pricing and related component costs, improving LED product performance and customer return on investment payback periods, all of which are driving increasing customer preferences for LED lighting products compared to legacy lighting products.

· Increasing LED lighting product customer sales compared to decreasing high intensity fluorescent, or HIF, product sales.

· Generally lower LED product gross margins than those typically realized on sales of legacy lighting products.

· 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 faster speed to market product research and development capabilities.

· 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.
· Significantly longer end user product warranty requirements for LED products compared to our legacy products.

As we continue to focus our 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.

Fiscal 2016 Recent Developments

During the fourth quarter of fiscal 2014 and the first three quarters of fiscal 2015, we experienced a reduction in the amount of new customer orders for our energy efficient HIF lighting systems within our industrial and exterior markets. We attributed this to an increasing awareness within the marketplace of emerging LED product offerings. We believe that customers deferred purchase decisions as they evaluated the cost and performance of these LED product offerings. During the fiscal 2015 third quarter, we began to see this deferral of purchasing decisions begin to abate as customer purchases of LED lighting systems during our fiscal 2015 back half increased compared to our fiscal 2014 back half. This trend continued during our fiscal 2016 first half as lighting revenue increased by 26% compared to the first half of fiscal 2015.
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During the fiscal 2016 first half, we continued to see improvements in our gross margin related to LED products as a result of negotiated price decreases for lighting components and the benefits of our fiscal 2015 fourth quarter cost containment initiatives. During the fiscal 2016 second quarter, we experienced an increase in sales of our LED door retrofit, or LDR, product line which have lower gross margins as compared to our other LED product lines. This increase in volume negatively impacted our overall gross margins during the fiscal 2016 second quarter.

In June 2015, we opened an innovation hub in Chicago, Illinois to develop and design new LED products and provide corporate financial support. We believe that this location has allowed us greater supply of technical talent and enabled us to recruit and retain high quality finance and accounting staff and also engineering and design staff to help us develop new LED products in the future. We have and will continue to incur additional start-up expenses for this new innovation hub, as well as additional compensation expense as we add research and development, engineering and finance personnel.

In October 2015, we introduced a series of new LED industrial high-bay products. These LED products have significant advantages in delivering lumens per watt and we believe, the lowest total cost of ownership versus other LED lighting products. Additionally, we expect that our gross margins will improve as we increase sales of these new products.

Fiscal 2015 Developments

During fiscal 2015, we focused on converting our manufacturing production assembly lines from predominantly HIF lighting assembly lines to LED lighting assembly lines. We continue to consider and implement additional significant changes to our manufacturing production and assembly facility and processes that will provide us additional flexibility to continue to adapt and respond to the changing market dynamics of the lighting products industry and to continue to enhance our competitiveness. It is possible that the implementation of such changes could result in us recognizing asset impairment charges or other similar write downs, and incurring other repositioning expenses and charges. As part of our business initiatives to adapt to the rapidly evolving LED market, we are also currently considering options related to our properties, including the sale and leaseback of our manufacturing and/or corporate facilities that, if executed, may result in a significant impairment charge. Additionally, we have been managing through significant change in our vendor supply chain as our LED product portfolio and our product revenue continues to increase and we place most of our focus on this product line. We also worked to negotiate future lower material input costs to improve our LED product gross margins. We may experience higher warranty expenses in the future as we implement our manufacturing and assembly process changes. It is also possible that, as we continue to focus our sales efforts on our LED product portfolio, we may increase our risk of inventory obsolescence for our legacy lighting product lines or even outmoded LED products.

During the first quarter of fiscal 2015, we experienced delayed customer purchase decisions as a result of the continuing emergence, and improving performance and decreasing cost, of LED lighting solutions. Within our industrial customer base, LED product costs had been declining while performance, and the related energy reduction, were improving. However, while customer return on investment, or ROI, realization using LED technology was improving, these products had still not yet met many of our customers' existing payback expectations of two years. As a result, we believe that customers had been delaying their lighting system retrofit project decisions as they continued to monitor and evaluate lighting technology alternatives. We believe that the ROI of LED lighting products has improved and, thus, is resulting in increased customer purchase decisions in the near-term and should result in increasing amounts of customer purchases in the future.

During the first quarter of fiscal 2015, we sold our corporate facility in Plymouth, Wisconsin for net proceeds of approximately $1.0 million.

During the first quarter of fiscal 2015, we realigned our organizational structure which resulted in our identification of new operating segments for the purpose of making operational decisions and assessing financial performance. The new business divisions include U.S. Markets, Engineered Systems and Distribution Services.

During the second quarter of fiscal 2015, we recorded a $12.1 million impairment charge related to our long-term inventory and investment in wireless controls products. As a result of changes in the business environment, primarily due to the increased velocity of the market acceptance of LED lighting solutions, the performance improvements of LED components which has led to reduced energy costs, the increasing contribution to our revenue from non-industrial markets where our wireless control products cannot be utilized and a significant decline in wireless controls unit volume sales during the quarter ended September 30, 2014, we reviewed our carrying cost, asset carrying values and intangible assets related to our wireless controls product offering. Additionally, we researched and evaluated opportunities for alternative markets into which to sell these products. As a result of these changes in the market conditions, the significant recent decline in wireless controls unit sales volume, our inability to find other alternative market uses for our controls products and recognition that further investment to keep the product's software and firmware current was not a prudent investment, we recorded a non-cash impairment charge to our wireless controls inventory of $10.2 million and related non-cash asset impairment expense on
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development assets of $1.0 million for property and equipment, $0.1 million for intangible assets, and $0.8 million for prepaid licensing costs in other long-term assets. After these non-cash impairment charges, the carrying value of our wireless controls inventory was $0.5 million. As of September 30, 2015, the carrying value of our wireless controls inventory was $68 thousand.

During the fiscal 2015 fourth quarter, we identified potential annualized cost reductions of up to approximately $10.0 million resulting from our ongoing business transition from our historical focus on our legacy fluorescent lighting products to our current focus on our new LED lighting products. These reductions included expected cost reductions from strategic sourcing initiatives, reduced compensation costs in our manufacturing and corporate operations, and other reductions in our operating expenses. We fully implemented these cost reductions during the fourth quarter of our fiscal 2015, and began recognizing the benefits from these reductions during fiscal 2016. We incurred approximately $0.2 million of severance expense related to headcount reductions during our fiscal 2015 fourth quarter.

During the fiscal 2015 fourth quarter, we entered into a new credit and security agreement with Wells Fargo Bank, National Association providing for a new three-year revolving credit facility replacing our prior agreements with JPMorgan Chase Bank. Our new credit agreement provides for an initial credit limit equal to the lesser of (i) $15.0 million and (ii) a borrowing base based on eligible receivables and inventory, and currently less approximately $10.3 million of reserves. Borrowings under the agreement bear interest at the daily three-month LIBOR plus 3.0% per annum.

During the fiscal 2015 fourth quarter, we completed an underwritten public offering of 5.46 million shares of our common stock, at an offering price to the public of $3.50 per share. Net proceeds of the offering approximated $17.5 million.

Overview

We are a leading designer and manufacturer of high-performance, energy-efficient lighting platforms. 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 high bay, although we do sell and install products into other markets. Virtually all of our sales occur within North America. We operate in three operating segments, which we refer to as U.S. Markets, Engineered Systems and Distribution Services. Our U.S. Markets division focuses on selling our lighting solutions into the wholesale markets with customers including domestic energy service companies, or ESCOs, and electrical contractors. Our Engineered Systems division focuses on selling lighting products and construction and engineering services direct to end users. Engineered Systems completes the construction management services related to existing contracted solar photovoltaic, or PV, projects. Its customers include national accounts, government, municipal and schools. Our Distribution Services division focuses on selling our lighting products internationally and is developing a network of broad line distributors. Historically, sales of all of our lighting products and the related costs were combined through our Energy Management division and sales of all of our historical solar PV products and the related costs were combined through our Engineered Systems division.

Our lighting products consist primarily of LED and HIF lighting fixtures. Our principal customers include national accounts, ESCOs, electrical contractors and electrical distributors. Currently, substantially all of our products are manufactured at our production facility location in Wisconsin, although we are increasingly sourcing products and components from third parties as the LED market continues to evolve in order to have versatility in our product development.

While we continue to provide solutions using our legacy HIF technology, we believe the market for lighting products is currently in a significant technology shift to LED lighting systems. Compared to legacy 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 fluorescent or other legacy technologies. We expect our LED lighting technologies to become the primary component of our future revenue as we strive to be the leader in the industry transition to LED lighting technology. Based on a July 2015 United States Department of Energy report, we estimate the potential North American LED retrofit market within our key product categories to be approximately 1.1 billion lighting fixtures. For fiscal 2015, our LED lighting revenue totaled $30.8 million, or 43.5% of our total lighting revenue, compared to $4.8 million, or 7.2% of our total lighting revenue, for fiscal 2014. For the first half of fiscal 2016, our LED lighting revenue totaled $20.2 million, or 63% of our total lighting revenue, compared to $7.7 million, or 30% of out total lighting revenue for the first half of fiscal 2015. We plan to primarily focus our future efforts on developing and selling innovative LED products while continuing to market and sell legacy HIF solutions in circumstances in which LED solutions may not be our customers' best alternative.

We typically generate virtually all of our revenue from sales of lighting systems and related services to commercial and industrial customers. We typically sell our lighting systems in replacement of our customers’ existing fixtures. We call this replacement process a “retrofit.” We frequently engage our customer’s existing electrical contractor to provide installation and
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project management services. We also sell our lighting systems on a wholesale basis, principally to electrical contractors and ESCOs to sell to their own customer bases.

We have sold and installed approximately 4.5 million of our lighting systems in over 12,800 facilities from December 1, 2001 through September 30, 2015. We have sold our products to 178 Fortune 500 companies, many of which have installed our HIF and LED lighting systems in multiple facilities. Our top direct customers by revenue in fiscal 2015 included Ford Motor Co., Dollar General Corporation, Sears Holding Corp., Coca-Cola Enterprises Inc., US Foodservice, and USF Holland Inc.

Despite recent economic challenges, we remain optimistic about our near-term and long-term financial performance. We believe that customer purchases of LED lighting systems will continue to increase throughout fiscal year 2016 as expected improvements in LED performance and expected decreases in LED product costs are currently expected to make our LED products even more economically compelling to our customers. Our near-term optimism is based upon our investments into our US markets sales force and the expansion of our reseller network, our efforts to expand our distribution services customer base, our intentions to continue to selectively expand our sales force during fiscal 2016, our investments into new high performance LED industrial lighting fixtures and the expected increase in revenue and gross margins as we increase sales of these product lines, our recent improvements in gross margin as a result of our cost containment initiatives and the increasing volume of unit sales of our new products, specifically our LED high-bay lighting fixtures, and additional cost containment opportunities. Our long-term optimism is based upon the considerable size of the existing market opportunity for lighting retrofits, including the market opportunities in commercial office, government and retail markets, the continued development of our new products and product enhancements, including our new LED product offerings, our efforts to expand our channels of distribution and our cost reduction initiatives.

Our fiscal year ends on March 31. We refer to our prior fiscal year which ended on March 31, 2015, as “fiscal 2015”, and our current fiscal year, which will end on March 31, 2016, as “fiscal 2016.” 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.

Our annual report on Form 10-K for the fiscal year ended March 31, 2015 provides additional information about our business and operations.

Revenue and Expense Components

Revenue. We sell our energy management products and services directly to commercial and industrial customers, and indirectly to end users through wholesale sales to electrical contractors and value-added resellers. We currently generate the majority of our revenue from sales of LED and HIF lighting systems and related services to commercial and industrial customers, with sales of our LED systems becoming our primary emphasis. While our services include comprehensive site assessment, site field verification, utility incentive and government subsidy management, engineering design, project management, installation and recycling in connection with our retrofit installations, we separately recognize service revenue only for our installation and recycling services. Our installation and recycling service revenues are recognized when services are complete and customer acceptance has been received. Our wholesale channels, which include our value-added resellers and electrical contractors, accounted for approximately 55% of our total revenue in fiscal 2015, not taking into consideration our renewable technologies revenue generated through our Engineered Systems Division. Wholesale revenues accounted for approximately 69% of our total revenue during the first half of fiscal 2016, not taking into consideration our renewable technologies revenue generated through our Engineered Systems Division, compared to 63% for the first half of fiscal 2015. The increase in our wholesale revenue mix for the first six months of fiscal 2016 was due to an increase in the number of key resellers selling our products in-market.

The revenue that we are entitled to receive from the sale of our lighting fixtures under our OTA financing program is fixed and is based on the cost of the lighting fixtures and applicable profit margin. Our revenue from agreements entered into under this program is not dependent upon our customers’ actual energy savings. We recognize revenue from OTA contracts at the net present value of the future cash flows at the completion date of the installation of the energy management systems and the customers acknowledgment that the system is operating as specified. Upon completion of the installation, we may choose to sell the future cash flows and residual rights to the equipment on a non-recourse basis to an unrelated third party finance company in exchange for cash and future payments. In fiscal 2015, we recognized $1.2 million of revenue from 25 completed OTA contracts. In the first half of fiscal 2016, we recognized 0.4 million of revenue from 7 completed OTA contracts. Our OTA contract revenue has been declining over the last several years which we attribute to the reluctance of our national account customers to encumber their buildings with short-term lease agreements. We do not expect this trend to change in the near-term.

Our PPA financing program provides for our customer’s purchase of electricity from our renewable energy generating assets without an upfront capital outlay. Our PPA is a longer-term contract, typically in excess of 10 years, in which we receive
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monthly payments over the life of the contract. This program creates an ongoing recurring revenue stream, but reduces near-term revenue as the payments are recognized as revenue on a monthly basis over the life of the contract versus upfront upon product shipment or project completion. In fiscal 2015, we recognized $0.4 million of revenue from completed PPAs. In the first half of fiscal 2016, we recognized $0.2 million of revenue from completed PPAs compared to $0.3 million for the first half of fiscal 2015. As of September 30, 2015, we had signed one customer to two separate PPAs representing future potential discounted revenue streams of $2.0 million. We discount the future revenue from PPAs due to the long-term nature of the contracts, typically in excess of 10 years. The timing of expected future discounted GAAP revenue recognition and the resulting operating cash inflows from PPAs, assuming the systems perform as designed, was as follows as of September 30, 2015 (in thousands):

	Fiscal 2016
	$
	108

	Fiscal 2017
	
	296

	Fiscal 2018
	
	296

	Fiscal 2019
	
	295

	Fiscal 2020
	
	296

	Beyond
	
	699

	
	
	

	Total expected future discounted revenue from PPA's
	$
	1,990



We recognize revenue on product only sales of our lighting and energy management systems at the time of shipment. For lighting and energy management systems projects consisting of multiple elements of revenue, such as a combination of product sales and services, we recognize revenue by allocating the total contract revenue to each element based on their relative selling prices. We determine the selling price of each element based upon management's best estimate giving consideration to pricing practices, margin objectives, competition, scope and size of individual projects, geographies in which we offer our products and services and internal costs. We recognize revenue at the time of product shipment on product sales and on services completed prior to product shipment. We recognize revenue associated with services provided after product shipment, based on their relative selling price, when the services are completed and customer acceptance has been received. When other significant obligations or acceptance terms remain after products are delivered, revenue is recognized only after such obligations are fulfilled or acceptance by the customer has occurred.

Our dependence on individual key customers can vary from period to period as a result of the significant size of some of our past solar PV projects and new multi-facility roll-out projects. Our top 10 customers accounted for approximately 35% and 34% of our total revenue for the first half of fiscal 2015 and fiscal 2016, respectively. No customer accounted for more than 10% of our total revenue in the first half of fiscal 2015 or fiscal 2016. To the extent that multi-facility roll-out projects and large retrofit projects become a greater component of our total revenue, we may experience more customer concentration in given periods. The loss of, or substantial reduction in sales volume to, any of our significant customers could have a material adverse effect on our total revenue in any given period and may result in significant annual and quarterly revenue variations.

Our level of total revenue for any given period is dependent upon a number of factors, including (i) the rate of performance improvement and cost decreases of our LED product offerings, particularly as we make our LED products our primary emphasis; (ii) the demand for our products and systems, particularly our LED products and any new products, applications and service that we may introduce; (iii) the selling price of our LED products compared to our other lighting alternatives; (iv) the level of our wholesale sales; (v) the number and timing of large retrofit and multi-facility retrofit, or “roll-out,” projects; (vi) the rate at which we expand our number of key resellers; (vii) customer sales and budget cycles, including budget cycles for utility incentive programs; (viii) our ability to realize revenue from our services, particularly our ability to access job sites and manage our customer's control over their own installation labor workforce; (ix) market conditions; (x) our execution of our sales process; (xi) our ability to compete in a highly competitive market and our ability to respond successfully to market competition; (xii) the selling price of our products and services; (xiii) changes in capital investment levels by our customers and prospects; (xiv) our non-recurrence of prior levels of PV revenue; and (xv) the rate of government spending on our products. As a result, our total revenue may be subject to quarterly variations and our total revenue for any particular fiscal quarter may not be indicative of future results. In particular, as we focus our marketing and sales efforts on our LED lighting products and decrease our emphasis on our HIF products, and given the rapidly changing market dynamics of the lighting market, we may experience significant and unpredictable variations in our quarterly results.

Backlog. We define backlog as the total contractual value of all firm orders and OTA contracts received for our lighting and solar products and services where delivery of product or completion of services has not yet occurred as of the end of any particular reporting period. Such orders must be evidenced by a signed proposal acceptance or purchase order from the customer. Our backlog does not include PPAs or national contracts that have been negotiated, but under which we have not yet
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received a purchase order for the specific location. As of September 30, 2015, we had a backlog of firm purchase orders of approximately $5.7 million, which included $0.1 million of solar PV orders, compared to $5.4 million as of June 30, 2015, which included $0.2 million of solar PV orders. We currently expect approximately $5.6 million of our September 30, 2015 backlog to be recognized as revenue during the remainder of fiscal 2016 and the remainder in future years. We generally expect this level of firm purchase order backlog related to HIF and LED lighting systems to be recognized as revenue within the following quarter. As a result of the discontinuance of our solar PV orders, the increased volume of multi-facility roll-outs and large retrofit projects, the continued shortening of our installation cycles and the declining number of projects sold through OTAs, a comparison of backlog from period to period is not necessarily meaningful and may not be indicative of actual revenue recognized in future periods.

Cost of Revenue. Our total cost of revenue consists of costs for: (i) raw materials, including sheet, coiled and specialty reflective aluminum; (ii) electrical components, including ballasts, power supplies, lamps and LED chips and components; (iii) (iii) wages and related personnel expenses, including stock-based compensation charges, for our fabricating, coating, assembly, logistics and project installation service organizations; (iv) manufacturing facilities, including depreciation on our manufacturing facilities and equipment, taxes, insurance and utilities; (v) warranty expenses; (vi) installation and integration; and (vii) shipping and handling. We also purchase many of our electrical components through forward purchase contracts. We buy most of our LED chips from a single supplier, although we believe we could obtain sufficient quantities of these raw materials on a price and quality competitive basis from other suppliers if necessary. We use multiple suppliers for our electronic component purchases, including ballasts. drivers and lamps. For the first half of fiscal 2015 and fiscal 2016, no supplier accounted for more than 10% of our total cost of revenue. Our cost of revenue from OTA projects is recorded upon customer acceptance and acknowledgment that the system is operating as specified. Our production labor force is non-union and, as a result, our production labor costs have been relatively stable. During fiscal 2015, we reorganized our manufacturing production lines to increase our capacity to produce LED lighting products. Additionally, we continued to reduce product costs through a reduction in workforce and through negotiated material input price decreases with our vendors. During the fiscal 2015 second quarter, we recorded a non-cash impairment charge of $12.1 million related to an assessment of the carrying cost of our long-term wireless control inventory and related development and intangible costs. The wireless controls inventory was deemed to be impaired based upon current market conditions, including a significant decline during the fiscal year in wireless controls unit volume sales, an increase in product sales in the commercial office and retail markets where the controls product offering is not saleable, limitations in alternative uses for the inventory and the increasing adoption of, and performance improvements in, LED lighting products. During fiscal 2016, we expect to generate efficiencies and cost decreases from our lean manufacturing initiatives that began during fiscal 2014 and from our focus on reducing component product costs through strategic sourcing began during fiscal 2015.

Gross Margin. Our gross profit has been, and will continue to be, affected by the relative levels of our total revenue and our total cost of revenue, and as a result, our gross profit may be subject to quarterly variation. Our gross profit as a percentage of total revenue, or gross margin, is affected by a number of factors, including: (i) our level of utilization of our manufacturing facilities and production equipment and related absorption of our manufacturing overhead costs; (ii) our mix of large retrofit and multi-facility roll-out projects with national accounts; (iii) our increasing sales mix of LED lighting products and their current lower margins compared to the decreasing volume of our higher margin HIF products; (iv) our project pricing; (v) our realization rate on our billable services; (vi) our level of warranty claims; (vii) our level of efficiencies from our subcontracted installation service providers; (viii) the seasonality of our sales mix; and (ix) any severance expenses that affect our cost of revenue. We expect that our gross margins from sales of lighting products will continue to improve during the remainder of our fiscal 2016 as we continue to recognize the benefits of higher purchase volumes of LED components at lower costs, increasing sales volumes of our newly introduced and higher margin LED products and increased utilization of our manufacturing facility.

Operating Expenses. Our operating expenses consist of: (i) general and administrative expenses; (ii) acquisition-related expenses; (iii) sales and marketing expenses; and (iv) research and development expenses. Personnel-related costs are our largest operating expense. During the first quarter of fiscal 2015, we sold our facility in Plymouth. During the first half of fiscal 2015, we increased sales headcount within all of our revenue generating divisions. Additionally, during fiscal 2015, we invested $0.3 million in a branding campaign to better position us as an LED company to our direct customers and our resellers. We expect our branding campaign to result in generating additional sales pipeline, increase the number of our resellers and increase our market share in newer markets, such as schools and commercial office space. We believe this branding investment is vital in strengthening our position as an LED lighting solutions provider and improving our ability to compete against existing LED lighting companies. We intend to continue to invest in research and product development for new LED lighting products. During the fiscal 2015 fourth quarter, we identified potential annualized cost reductions of up to approximately $4.0 million resulting from our ongoing business transition from our historical focus on our legacy fluorescent lighting products to our current focus on our new LED lighting products. These reductions included reduced compensation costs and other discretionary spending reductions in our operating expenses. Through the first half of fiscal 2016, we had recognized approximately $1.6 million of these cost reductions.
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Our general and administrative expenses consist primarily of costs for: (i) salaries and related personnel expenses, including stock-based compensation charges related to our executive, finance, human resource, information technology and operations organizations; (ii) public company costs, including investor relations, external audit and internal audit; (iii) occupancy expenses; (iv) professional services fees; (v) technology related costs and amortization; (vi) asset impairment charges; (vii) corporate-related travel; and (viii) acquisition related expenses consisting primarily of costs for legal and accounting.

Our sales and marketing expenses consist primarily of costs for: (i) salaries and related personnel expenses, including stock-based compensation charges related to our sales and marketing organization; (ii) internal and external sales commissions and bonuses; (iii) travel, lodging and other out-of-pocket expenses associated with our selling efforts; (iv) marketing programs; (v) pre-sales costs; (vi) bad debt; and (vii) other related overhead.

Our research and development expenses consist primarily of costs for: (i) salaries and related personnel expenses, including stock-based compensation charges, related to our engineering and product development organization; (ii) payments to consultants; (iii) the design and development of new energy management products and enhancements to our existing energy management system; (iv) quality assurance and testing; and (v) other related overhead. We expense research and development costs as incurred.

We expense all pre-sale costs incurred in connection with our sales process prior to obtaining a purchase order. These pre-sale costs may reduce our net income in a given period prior to recognizing any corresponding revenue.

We recognize compensation expense for the fair value of our stock option and restricted stock awards granted over their related vesting period. We recognized $0.8 million and $0.7 million of compensation expense for the first half of fiscal 2015 and fiscal 2016, respectively. As a result of prior option and restricted stock grants, we expect to recognize an additional $3.1 million of stock-based compensation over a weighted average period of approximately three years, including $0.8 million in the last half of fiscal 2016. These charges have been, and will continue to be, allocated to cost of product revenue, general and administrative expenses, sales and marketing expenses and research and development expenses based on the departments in which the personnel receiving such awards have primary responsibility. A substantial majority of these charges have been, and likely will continue to be, allocated to general and administrative expenses and sales and marketing expenses.

Interest Expense. Our interest expense is comprised primarily of interest expense on outstanding borrowings under long-term debt obligations, including the amortization of previously incurred financing costs. We amortize deferred financing costs to interest expense over the life of the related debt instrument, ranging from one to three years.

Interest Income. We report interest income earned from our financed OTA contracts and on our cash and cash equivalents and short term investments.

Income Taxes. As of September 30, 2015, we had net operating loss carryforwards of approximately $48.9 million for federal tax purposes and $35.7 million for state tax purposes. Included in these loss carryforwards were $3.7 million for federal and $4.3 million for state tax purposes of compensation expenses that were associated with the exercise of nonqualified stock options. The benefit from our net operating losses created from these compensation expenses has not yet been recognized in our financial statements and will be accounted for in our shareholders’ equity as a credit to additional paid-in capital as the deduction reduces our income taxes payable. We also had federal tax credit carryforwards of approximately $1.5 million and state credit carryforwards of approximately $0.5 million. A valuation allowance has been set up to reserve for our net operating losses and our tax credits. A valuation allowance of $22.5 million, equaling the net deferred tax asset due to the uncertainty of its realization in the future, has been set up to reserve for our net operating losses and our tax credits. It is possible that we may not be able to utilize the full benefit of our state tax credits due to our state apportioned income and the potential expiration of the state tax credits due to the carry forward period. These federal and state net operating losses and credit carryforwards are available, subject to the discussion in the following paragraph, to offset future taxable income and, if not utilized, will begin to expire in varying amounts between 2020 and 2035. Our valuation allowance for deferred tax assets is based upon our cumulative three year operating losses.

Generally, a change of more than 50% in the ownership of a company’s stock, by value, over a three-year period constitutes an ownership change for federal income tax purposes. An ownership change may limit a company’s ability to use its net operating loss carryforwards attributable to the period prior to such change. There was no limitation that occurred for fiscal 2014, fiscal 2015 or fiscal 2016 year-to-date.
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Results of Operations

The following table sets forth the line items of our consolidated statements of operations on an absolute dollar basis 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 set forth below (dollars in thousands):

	
	
	Three Months Ended September 30,
	
	
	
	
	Six Months Ended September 30,
	
	
	
	

	
	
	
	2014
	
	
	
	2015
	
	
	
	
	2014
	
	
	
	2015
	
	
	
	

	
	
	Amount
	
	
	% of
	
	Amount
	
	
	% of
	%
	
	
	Amount
	
	
	% of
	
	Amount
	
	
	% of
	%
	

	
	
	
	
	
	Revenue
	
	
	
	
	
	Revenue
	
	Change
	
	
	
	
	
	Revenue
	
	
	
	
	
	Revenue
	
	Change
	

	Product revenue
	$
	12,645
	94.4 %
	
	$
	14,982
	95.3 %
	
	18.5 %
	
	$
	24,888
	
	
	93.2 %
	
	$
	30,778
	
	
	95.2 %
	
	23.7 %
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Service revenue
	
	748
	
	
	5.6 %
	
	
	746
	
	
	4.7 %
	
	(0.3)%
	
	
	1,818
	
	
	6.8 %
	
	
	1,538
	
	
	4.8 %
	
	(15.4)%
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Total revenue
	
	13,393
	100.0 %
	
	
	15,728
	100.0 %
	
	17.4 %
	
	
	26,706
	
	
	100.0 %
	
	
	32,316
	
	
	100.0 %
	
	21.0 %
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Cost of product revenue
	
	23,364
	174.4 %
	
	
	12,301
	78.2 %
	
	(47.4)%
	
	
	33,219
	
	
	124.3 %
	
	
	24,414
	
	
	75.6 %
	
	(26.5)%
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Cost of service revenue
	
	584
	
	
	4.4 %
	
	
	515
	
	
	3.3 %
	
	(11.8)%
	
	
	1,430
	
	
	5.4 %
	
	
	1,232
	
	
	3.8 %
	
	(13.8)%
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Total cost of revenue
	
	23,948
	
	
	178.8 %
	
	
	12,816
	
	
	81.5 %
	
	(46.5)%
	
	
	34,649
	
	
	129.7 %
	
	
	25,646
	
	
	79.4 %
	
	(26.0)%
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Gross (loss) profit
	
	(10,555)
	(78.8)%
	
	
	2,912
	18.5 %
	
	127.6 %
	
	
	(7,943)
	
	
	(29.7)%
	
	
	6,670
	
	
	20.6 %
	
	184.0 %
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	General and administrative
	
	3,842
	28.7 %
	
	
	3,403
	21.7 %
	
	(11.4)%
	
	
	7,512
	
	
	28.1 %
	
	
	7,274
	
	
	22.5 %
	
	(3.2)%
	

	expenses
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Sales and marketing expenses
	
	3,367
	25.1 %
	
	
	2,634
	16.7 %
	
	(21.8)%
	
	
	6,246
	
	
	23.4 %
	
	
	5,703
	
	
	17.6 %
	
	(8.7)%
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Research and development
	
	569
	
	
	4.2 %
	
	
	441
	
	
	2.8 %
	
	(22.5)%
	
	
	985
	
	
	3.7 %
	
	
	863
	
	
	2.7 %
	
	(12.4)%
	

	expenses
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Loss from operations
	
	(18,333)
	(136.8)%
	
	
	(3,566)
	(22.7)%
	
	80.5 %
	
	
	(22,686)
	
	
	(84.9)%
	
	
	(7,170)
	
	
	(22.2)%
	
	68.4 %
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Interest expense
	
	(83)
	(0.6)%
	
	
	(60)
	(0.4)%
	
	27.7 %
	
	
	(173)
	
	
	(0.7)%
	
	
	(151)
	
	
	(0.4)%
	
	12.7 %
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Interest income
	
	83
	
	
	0.6 %
	
	
	32
	
	
	0.2 %
	
	(61.4)%
	
	
	177
	
	
	0.7 %
	
	
	80
	
	
	0.2 %
	
	(54.8)%
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Loss before income tax
	
	(18,333)
	(136.8)%
	
	
	(3,594)
	(22.9)%
	
	80.4 %
	
	
	(22,682)
	
	
	(84.9)%
	
	
	(7,241)
	
	
	(22.4)%
	
	68.1 %
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Income tax expense
	
	13
	
	
	0.1 %
	
	
	6
	
	
	— %
	
	(53.8)%
	
	
	23
	
	
	0.1 %
	
	
	11
	
	
	— %
	
	(52.2)%
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Net loss
	$
	(18,346)
	(136.9)%
	
	$
	(3,600)
	(22.9)%
	
	80.4 %
	
	$
	(22,705)
	
	
	(85.0)%
	
	$
	(7,252)
	
	
	(22.4)%
	
	68.1 %
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



Revenue. Product revenue increased from $12.6 million for the fiscal 2015 second quarter to $15.0 million for the fiscal 2016 second quarter, an increase of $2.4 million, or 18.5%. The increase in product revenue was a result of an increase in LED product revenue, increasing sales of our new LED products which were launched during the back half of fiscal 2015 and from our fiscal 2015 initiative to increase the number of key resellers. Product sales of our LED fixtures increased from $5.2 million for the fiscal 2015 second quarter to $10.6 million for the fiscal 2016 second quarter, an increase of $5.4 million, or 104%. Service revenue remained relatively flat at $0.7 million for the fiscal 2015 second quarter and $0.7 million for the fiscal 2016 second quarter. Total revenue increased from $13.4 million for the fiscal 2015 second quarter to $15.7 million for the fiscal 2016 second quarter, an increase of $2.3 million, or 17.4%. Product revenue increased from $24.9 million for the fiscal 2015 first half to $30.8 million for the fiscal 2016 first half, an increase of $5.9 million, or 23.7%. The increase in product revenue was a result of an increase in LED product revenue, increasing sales of our new LED products which were launched during the back half of fiscal 2015 and from our fiscal 2015 initiative to increase the number of key resellers. Product sales of our LED fixtures increased from $7.7 million for the fiscal 2015 first half to $20.2 million for the fiscal 2016 first half, an increase of $12.5 million, or 162%. As a result of our discontinuance of our sale of new PV systems, our product revenue from renewable energy systems was $1.3 million for the fiscal 2015 first half compared to $0.4 million for the fiscal 2016 first half. We currently expect our second half fiscal 2016 revenue to increase significantly versus our fiscal 2016 first half as our industrial customers have historically increased their capital spending at the end of a calendar year, as we continue to experience revenue growth from the expansion of our reseller network, as we expand our distribution services customer base, and as we begin to realize revenue from sales of our recently launched new high performance LED industrial lighting fixtures.
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Cost of Revenue and Gross Margin. Our cost of product revenue decreased from $23.4 million for the fiscal 2015 second quarter to $12.3 million for the fiscal 2016 second quarter, a decrease of $11.1 million, or 47.4%. Our cost of service revenue decreased from $0.6 million for the fiscal 2015 second quarter to $0.5 million for the fiscal 2016 second quarter, a decrease of $0.1 million, or 11.8%. Total gross margin was a negative 78.8% for the fiscal 2015 second quarter compared to 18.5% for the fiscal 2016 second quarter. During the fiscal 2015 second quarter, we recorded a non-cash impairment charge of $12.1 million related to an assessment of the carrying cost of our long-term wireless control inventory and related development and intangible costs. The wireless controls inventory was deemed to be impaired based upon current market conditions, including a significant decline during the quarter in wireless controls unit volume sales, an increase in product sales in the commercial office and retail markets where the controls product offering is not saleable, limitations in alternative uses for the inventory and the increasing adoption of, and performance improvements in, LED lighting products. Gross margin, adjusted for the impact of the non-cash impairment charge, from sales of our integrated lighting systems for the fiscal 2015 second quarter was 11.5% compared to 17.9% for the fiscal 2016 second quarter. The increase in our lighting gross margin percentage was positively impacted by negotiated price decreases for lighting component cost decreases and the benefits of our fiscal 2015 fourth quarter cost containment initiatives. Our gross margin on solar PV revenue was 31.1% during the fiscal 2015 second quarter compared to 42.7% during the fiscal 2016 second quarter. Total cost of product revenue decreased from $33.2 million for the fiscal 2015 first half to $24.4 million for the fiscal 2016 first half, a decrease of $8.8 million, or 27%. Gross margin, adjusted for the impact of the non-cash impairment charge, from sales of our integrated lighting systems for the fiscal 2015 first half was 15.7% compared to 20.3% for the fiscal 2016 first half. Our cost of product revenue decreased by $12.1 million related to the aforementioned fiscal 2015 non-cash impairment charge, partially offset by the contribution margin dollars from the increase in product revenue and the reductions in lighting component costs and our cost containment initiatives. We expect that our gross margins from sales of lighting products will continue to improve during our fiscal 2016 back half as we continue to recognize the benefits of higher purchase volumes of LED components at lower costs, increasing sales volumes of our newly introduced and higher margin LED products and increased utilization of our manufacturing facility.

General and Administrative. Our general and administrative expenses decreased from $3.8 million for the fiscal 2015 second quarter to $3.4 million for the fiscal 2016 second quarter, a decrease of $0.4 million, or 11%. The decrease was due to a decrease in legal expenses of $0.3 million and a decrease in consulting expenses of $0.1 million. Our general and administrative expenses decreased from $7.5 million for the fiscal 2015 first half to $7.3 million for the fiscal 2016 first half, a decrease of $0.2 million, or 3%. The decrease was due to decreased legal expenses of $0.1 million and decreased consulting expenses of $0.1 million.

Sales and Marketing. Our sales and marketing expenses decreased from $3.4 million for the fiscal 2015 second quarter to $2.6 million for the fiscal 2016 second quarter, a decrease of $0.8 million, or 22%. The decrease was due to a decrease in headcount related expenses for compensation and travel of $0.5 million, a decrease in rebranding expenses related to our fiscal 2015 LED branding initiative of $0.2 million and decrease in bad debt expense of $0.1 million. Our sales and marketing expenses decreased from $6.2 million for the fiscal 2015 first half to $5.7 million for the fiscal 2016 first half, a decrease of $0.5 million, or 9%. The decrease was due to a decrease in headcount related expenses for compensation and travel of $0.6 million, a decrease in rebranding expenses related to our fiscal 2015 LED branding initiative of $0.3 million, offset by increased spending of $0.3 million for trade show participation and advertising and an increase in bad debt expense of $0.1 million.

Total sales and marketing headcount was 90 and 58 at September 30, 2014 and 2015, respectively.

Research and Development. Our research and development expenses, or R&D, decreased from $0.6 million for the fiscal 2015 second quarter to $0.4 million for the fiscal 2016 second quarter, a decrease of $0.2 million, or 23%. Our R&D expenses decreased from $1.0 million for the fiscal 2015 first half to $0.9 million for the fiscal 2016 first half, a decrease of $0.1 million, or 12%. The decrease in our R&D expenses for both periods was due to a reduction in consulting and sample costs related to our new products as we continue to increase our cost effectiveness related to launching new products and decrease our reliance on higher cost third parties. We expect our R&D expenses to increase during the remainder of fiscal 2016 due to our initiatives to expand our LED fixture product lines and increase product design staffing in our Chicago innovation hub.

Interest Expense. Our interest expense decreased from $83 thousand for the fiscal 2015 second quarter to $60 thousand for the fiscal 2016 second quarter. Our interest expense decreased from $173 thousand for the fiscal 2015 first half to $151 thousand for the fiscal 2016 first half. The decrease in interest expense was due to the reduction in our total debt outstanding.

Interest Income. Our interest income decreased from $83 thousand for the fiscal 2015 second quarter to $32 thousand for the fiscal 2016 second quarter, a decrease of $51 thousand, or 61%. Our interest income decreased from $0.2 million for the fiscal 2015 first half to $0.1 million for the fiscal 2016 first half, a decrease of $0.1 million, or 55%. For both periods, our interest income decreased as we increased the utilization of third party finance providers for a majority of our financed projects.
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In the future, we expect our interest income to continue to decrease as we continue to utilize third party finance providers for our OTA projects.

Income Taxes. Our income tax expense decreased from an income tax expense of $13 thousand for the fiscal 2015 second quarter to an income tax expense of $6 thousand for the fiscal 2016 second quarter. Our income tax expense decreased from an income tax expense of $23 thousand for the fiscal 2015 first half to an income tax expense of $11 thousand for the fiscal 2016 first half. Our effective income tax rate for the 2016 first half was 0.1%, compared to 0.1% for the 2015 first half. Our income tax expense is due primarily to the changes in expected minimum state tax liabilities.

U.S. Markets Segment

Our U.S. Markets Division sells lighting solutions into the wholesale markets.

The following table summarizes our U.S. Markets segment operating results:

	
	For the Three Months Ended September 30,
	
	
	For the Six Months Ended September 30,
	
	

	(dollars in thousands)
	
	2014
	
	
	2015
	
	%
	
	
	2014
	
	
	2015
	
	%
	

	
	
	
	
	
	
	
	Change
	
	
	
	
	
	
	Change
	

	Revenues
	$
	7,060
	
	$
	9,872
	
	39.8%
	
	$
	15,425
	
	$
	21,506
	
	39.4%
	

	Operating (loss) income
	$
	(9,355)
	
	$
	(866)
	
	90.7%
	
	$
	(10,437)
	
	$
	(828)
	
	92.1%
	

	Operating margin
	
	(132.5)%
	
	
	(8.8)%
	
	
	
	
	(67.7)%
	
	
	(3.9)%
	
	
	



U.S. Markets segment revenue increased $2.8 million, or 40%, from $7.1 million for the fiscal 2015 second quarter to $9.9 million for the fiscal 2016 second quarter. U.S. Markets segment revenue increased $6.1 million, or 39%, from $15.4 million for the fiscal 2015 first half to $21.5 million for the fiscal 2016 first half. The increase in revenue in fiscal 2016 was primarily due to increased sales of our LED lighting products, specifically our LDR retrofit products, and our initiative to expand the number of our key resellers.

U.S. Markets segment operating loss decreased $8.5 million, or 91%, from an operating loss of $9.4 million for the fiscal 2015 second quarter to an operating loss of $0.9 million for the fiscal 2016 second quarter. U.S. Markets segment operating loss decreased $9.6 million, or 92%, from an operating loss of $10.4 million for the fiscal 2015 first half to an operating loss of $0.8 million for the fiscal 2016 first half. The decrease in operating loss in fiscal 2016 was due to $7.5 million of expense related to the proportional long-term inventory controls impairment charge incurred during the fiscal 2015 second quarter and due to the increase in revenue, the related increase in contribution margin dollars and the improvements to our gross margin related to cost decreases on LED components.

Engineered Systems Segment

Our Engineered Systems Division sells lighting products and construction and engineering services direct to end users. Our Engineered Systems Division also completes the construction management services related to existing contracted solar PV projects.

The following table summarizes our Engineered Systems segment operating results:

	
	
	For the Three Months Ended
	
	
	For the Six Months Ended September
	
	

	
	
	September 30,
	
	
	
	
	
	
	30,
	
	
	
	

	(dollars in thousands)
	
	2014
	
	
	2015
	
	%
	
	
	2014
	
	
	2015
	
	%
	

	
	
	
	
	
	
	
	Change
	
	
	
	
	
	
	
	Change
	

	Revenues
	$
	6,052
	
	$
	5,774
	
	(4.6)%
	
	$
	10,820
	$
	10,604
	
	(2.0)%
	

	Operating loss
	$
	(7,197)
	
	$
	(1,152)
	
	84.0 %
	
	$
	(8,830)
	$
	(2,818)
	
	68.1 %
	

	Operating margin
	
	(118.9)%
	
	
	(20.0)%
	
	
	
	
	(81.6)%
	
	
	(26.6)%
	
	
	



Engineered Systems segment revenue decreased $0.3 million, or 5%, from $6.1 million for the fiscal 2015 second quarter to $5.8 million for the fiscal 2016 second quarter. Engineered Systems segment revenue decreased $0.2 million, or 2%, from $10.8 million for the fiscal 2015 first half to $10.6 million for the fiscal 2016 first half. The decrease in revenue for the fiscal 2016 second quarter was due to a decrease in lighting revenue of $0.3 million due to delays in installations of large national account projects which have been deferred into our fiscal 2016 back half. The decrease in revenue for the fiscal 2016 first half was due to a decrease of $0.9 million related to a decrease in the number of solar projects under construction and a delay in the installation of a large lighting project for a national account customer facility partially offset by increased sales of LED lighting systems.
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Engineered Systems segment operating loss decreased $6.0 million, or 84%, from an operating loss of $7.2 million for the fiscal 2015 second quarter to an operating loss of $1.2 million for the fiscal 2016 second quarter. Engineered Systems segment operating loss decreased $6.0 million, or 68%, from an operating loss of $8.8 million for the fiscal 2015 first half to an operating loss of $2.8 million for the fiscal 2016 first half. The decrease in operating loss in fiscal 2016 was due to $4.6 million of expense related to the proportional long-term inventory controls impairment charge incurred during the fiscal 2015 second quarter and improvements to our gross margin related to cost decreases on LED components.

Distribution Services Segment

Our Distribution Services Division sells lighting products to a developing network of broad line distributors and internationally.

The following table summarizes our Distribution Services segment operating results:

	
	For the Three Months Ended
	
	
	For the Six Months Ended September
	
	

	
	September 30,
	
	
	
	
	
	30,
	
	
	

	(dollars in thousands)
	2014
	
	
	2015
	
	%
	
	2014
	
	2015
	
	%
	

	
	
	
	
	
	
	Change
	
	
	
	
	
	Change
	

	Revenues
	281
	
	
	82
	
	(70.8)%
	
	461
	206
	
	(55.3)%
	

	Operating loss
	(98)
	
	
	(94)
	
	4.1 %
	
	(166)
	(159)
	
	4.2 %
	

	Operating margin
	(34.9)%
	
	
	(114.6)%
	
	
	
	(36.0)%
	(77.2)%
	
	
	



Distribution Services segment revenue decreased by $0.2 million, or 71%, from $0.3 million for the fiscal 2015 second quarter to $0.1 million for the fiscal 2016 second quarter. Distribution Services segment revenue decreased by $0.3 million, or 55%, from $0.5 million for the fiscal 2015 first half to $0.2 million for the fiscal 2016 first half. The decrease in revenue in fiscal 2016 was due to the relatively low base line of revenue following the April 2014 start-up of this business unit and to variability in the timing of customer orders as this business unit develops.

Distribution Services had an operating loss of $0.1 million for the fiscal 2016 and the fiscal 2015 second quarters, respectively. Distribution Services had an operating loss of $0.2 million for the fiscal 2016 and fiscal 2015 first halves, respectively. The operating loss was due to our investment in selling costs to start-up this business unit.

Liquidity and Capital Resources

Overview

We had approximately $13.4 million in cash and cash equivalents as of September 30, 2015, compared to $17.9 million at June 30, 2015 and $20.0 million at March 31, 2015. In February 2015, we completed an underwritten public offering of 5.46 million shares of our common stock, at an offering price to the public of $3.50 per share. Net proceeds of the offering approximated $17.5 million.

In January 2014, we filed a universal shelf registration statement with the Securities and Exchange Commission. Under our shelf registration statement, we have the flexibility to publicly offer and sell from time to time up to $75 million of debt and/or equity securities, approximately $55 million of which remains available following the February 2015 offering. The filing of the shelf registration statement may help facilitate our ability to raise public equity or debt capital to expand existing businesses, fund potential acquisitions, invest in other growth opportunities, repay existing debt, or for other general corporate purposes.

In February 2015, we entered into a new credit and security agreement with Wells Fargo Bank, National Association providing for a new three-year revolving credit facility replacing our prior agreements with JPMorgan Chase Bank. Our new credit agreement provides for an initial credit limit equal to the lesser of (i) $15.0 million and (ii) a borrowing base based on eligible receivables and inventory, and currently less approximately $10.3 million of reserves. As of September 30, 2015, our borrowings under the credit agreement totaled approximately $2.5 million, with approximately $1.7 million of additional credit availability thereunder based on the credit availability formula described above. Borrowings under the agreement bear interest at the daily three-month LIBOR plus 3.0% per annum.

Our future liquidity needs are dependent upon many factors, including our relative revenue, gross margins, cash management practices, capital expenditures, cost containment measures and future potential acquisition transactions. Based on our current expectations, while we anticipate realizing substantially increased revenues and improved net income performance over the second half of fiscal 2016, we also currently believe that we will continue to experience negative cash flows during the remainder of fiscal 2016. While we believe that we will have adequate available cash and equivalents and credit availability
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under our credit agreement to satisfy our currently anticipated working capital and liquidity requirements during the second half of fiscal 2016, there can be no assurance to that effect. We are exploring various alternative sources of liquidity to help ensure that we will have adequate available cash to satisfy our working capital needs.

Cash Flows

The following table summarizes our cash flows for the six months ended September 30, 2014 and 2015 (in thousands):

	
	Six Months Ended September 30,
	

	
	2014
	
	
	
	2015
	

	Operating activities
	$
	(5,087)
	
	$
	(5,320)
	

	Investing activities
	
	(53)
	
	
	(190)
	

	Financing activities
	
	(1,298)
	
	
	(1,046)
	

	Decrease in cash and cash equivalents
	
	
	
	
	
	

	
	$
	(6,438)
	
	$
	(6,556)
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	



Cash Flows Related to Operating Activities. Cash used in operating activities for the first half of fiscal 2016 was $5.3 million and consisted of a net loss adjusted for non-cash expense items of $4.0 million and net cash used by changes in operating assets and liabilities of $1.3 million. Cash used by changes in operating assets and liabilities included a decrease in accounts payable of $2.3 million related to the timing of vendor payments, an increase in inventory of $1.6 million due to the increasing mix of higher value LED component products and finished goods to support our anticipated fiscal 2016 back half sales, a decrease in accrued expenses of $0.9 million related to the timing of accrued project installation costs and legal costs, and a decrease of $0.2 million in deferred revenue related to the timing of project completions. Cash provided by changes in operating assets and liabilities consisted of an decrease in accounts receivable of $2.4 million due to customer collections and the seasonal decline in revenue from our fiscal fourth quarter to our fiscal second quarter and a decrease in prepaid and other expenses of $1.3 million due to a reduction in unbilled revenue related to the timing of customer billings.

Cash used in operating activities for the first half of fiscal 2015 was $5.1 million and consisted of net cash provided by changes in operating assets and liabilities of $2.3 million and a net loss adjusted for non-cash expense items of $7.4 million. Cash provided by changes in operating assets and liabilities consisted of a decrease in accounts receivable of $0.9 million due to collections of customer payments, a decrease in inventories of $0.2 million due to the impairment of wireless control inventory, a decrease in prepaid and other assets of $2.0 million for unbilled revenue related to solar projects where construction progress is billed to the customer at the beginning of the month following the month in which the work was performed, ordinary amortization of prepaid expenses and impairment of prepaid licensing costs related to our wireless control inventory, and an increase in accounts payable of $0.5 million due to vendor terms on inventory purchases. Cash used from changes in operating assets and liabilities included an increase of $0.4 million in deferred costs due to product shipments on financed contracts where project completion has not yet occurred, a decrease in accrued expenses of $0.7 million due to reduced project installation expenses incurred during the quarter, and a decrease in deferred revenue of $0.3 million due to the timing of project billing for solar projects under construction.

Cash Flows Related to Investing Activities. For the first half of fiscal 2016, cash used in investing activities was $0.2 million, which included $0.2 million for capital improvements related to information systems, the build out of our Chicago innovation hub, investments for marketing and trade show signage to reflect our new brand and new product tooling.

For the first half of fiscal 2015, cash used in investing activities was $0.1 million, which included $1.0 million of proceeds from the sale of our facility in Plymouth, Wisconsin, offset by $1.0 million for capital improvements related to new product tooling, information technology systems and infrastructure investments to improve response time to customers and generate business efficiencies, and $61,000 for investment in patents.

Cash Flows Related to Financing Activities. For the first half of fiscal 2016, cash flows used in financing activities were $1.0 million which related to debt and capital lease principal payments.

For the first half of fiscal 2015, cash flows used in financing activities were $1.3 million which included $1.6 million used for repayment of long-term debt and $0.1 million for financing costs partially offset by $0.4 million received from stock option exercises and stock note repayments.

Working Capital

Our net working capital as of September 30, 2015 was $32.1 million, consisting of $46.6 million in current assets and $14.5 million in current liabilities. Our net working capital as of March 31, 2015 was $36.7 million, consisting of $55.0 million in current assets and $18.3 million in current liabilities. Our current accounts receivables decreased from our fiscal 2015 year-

34

Table of Contents


end by $2.4 million due to the reduction in revenue from our fiscal 2015 fourth quarter versus our fiscal 2016 second quarter. Our current inventories increased from our fiscal 2015 year-end by $1.6 million due to increases in finished goods levels to support expected revenue growth over the next several quarters. Our prepaid expenses and other assets decreased from our fiscal 2015 year-end by $1.2 million due a decrease in unbilled revenue related to the timing of project billings. Our accounts payable decreased from our fiscal 2015 year end by $2.3 million due to payments to vendors within the fiscal 2015 second quarter. Our accrued expenses decreased from our fiscal 2015 year-end by $1.3 million due to a reduction of $1.0 million in accrued subcontracted installation costs and $0.3 million for the timing of sales tax payments within the quarter.

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 receivables, inventory and payables as expected to increase in the back half of fiscal 2016 to the extent our revenue and order levels increase.

Indebtedness

Revolving Credit Agreement

Our February 6, 2015, we entered into a new three-year credit and security agreement (Credit Agreement) with Wells Fargo Bank, National Association. Borrowings under the Credit Facility are initially limited to the lesser of (i) $15.0 million and (ii) a borrowing base based on eligible receivables and inventory, and currently less approximately $10.3 million of reserves. As of September 30, 2015, our borrowings under the credit agreement totaled approximately $2.5 million, with approximately $1.7 million of additional credit availability thereunder based on the credit availability formula described above. Such limit may increase to $20.0 million, subject to the borrowing base requirement, after July 31, 2016, if we satisfy certain conditions. The Credit Facility includes a $2.0 million sublimit for the issuance of letters of credit.

From and after any increase in the Credit Facility limit from $15.0 million to $20.0 million, the Credit Agreement will require us to maintain as of the end of each month a minimum ratio for the trailing 12-month period of (i) earnings before interest, taxes, depreciation and amortization, subject to certain adjustments, to (ii) the sum of cash interest expense, certain principal payments on indebtedness and certain dividends, distributions and stock redemptions, equal to at least 1.10 to 1.00. The Credit Agreement also contains other customary covenants, including certain restrictions on our ability to incur additional indebtedness, consolidate or merge, enter into acquisitions, guarantee obligations of third parties, make loans or advances, declare or pay any dividend or distribution on our stock, redeem or repurchase shares of our stock, or pledge or dispose of assets.

Each of our subsidiaries is a joint and several co-borrower or guarantor under the Credit Agreement, and the Credit Agreement is secured by a security interest in substantially all of our and each of our subsidiary’s personal property (excluding various assets relating to customer throughput agreements) and a mortgage on certain real property.

Borrowings under the Credit Agreement bear interest at the daily three-month LIBOR plus 3.0% per annum, with a minimum interest charge for each year or portion of a year during the term of the Credit Agreement of $130,000, regardless of usage. We must pay an unused line fee of 0.25% per annum of the daily average unused amount of the Credit Facility and a letter of credit fee at the rate of 3.0% per annum on the undrawn amount of letters of credit outstanding from time to time under the Credit Facility.

Although we breached certain immaterial reporting obligations to the bank under the Credit Agreement during the period, we received a waiver letter from the bank on October 29, 2015.

Capital Spending

Capital expenditures totaled $0.2 million during the first half of fiscal 2016 due to infrastructure investments for our Chicago innovation hub, investments for marketing and trade show signage to reflect our new brand and investments in new product tooling. We expect to incur approximately $0.4 to $0.5 million in capital expenditures during the remainder of fiscal 2016. Our capital spending plans predominantly consist of investments related to new product development tooling and investments in information technology systems. 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 credit facility.
[image: ]
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Contractual Obligations and Commitments

The following table is a summary of our long-term contractual obligations as of September 30, 2015 (dollars in thousands):

	
	
	Total
	
	
	Less than
	
	1-3 Years
	
	
	3-5 Years
	
	
	More than
	

	
	
	
	
	
	1 Year
	
	
	
	
	
	
	
	
	5 Years
	

	Debt obligations
	$
	4,032
	
	$
	1,513
	
	$
	2,519
	
	$
	—
	$
	—
	

	Capital lease obligations
	
	360
	
	
	68
	
	
	147
	
	
	145
	
	
	—
	

	Cash interest payments on debt
	
	96
	
	
	61
	
	
	26
	
	
	9
	
	
	—
	

	Operating lease obligations
	
	603
	
	
	285
	
	
	318
	
	
	—
	
	—
	

	Purchase order and cap-ex commitments(1)
	
	4,965
	
	
	4,965
	
	
	—
	
	—
	
	—
	

	Total
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	$
	10,056
	
	$
	6,892
	
	$
	3,010
	
	$
	154
	
	$
	—
	

	___________
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	


(1) Reflects non-cancellable purchase order commitments in the amount of $5.0 million for certain inventory items entered into in order to secure better pricing and ensure materials on hand.

State Tax Assessment

We are currently negotiating a settlement with the Wisconsin Department of Revenue with respect to an assessment regarding the proper classification of our products for tax purposes under Wisconsin law. The issue under review is whether the installation of our lighting systems is considered a real property construction activity under Wisconsin law. We currently expect to resolve this matter with the Wisconsin Department of Revenue in fiscal 2016 for the amount that we have accrued.


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 estimates on an ongoing basis, including those related to revenue recognition, inventory valuation, the 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, 2015. For the three months ended, September 30, 2015, there were no material changes in our accounting policies.

Recent Accounting Pronouncements

For a complete discussion of recent accounting pronouncements, refer to Note B 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, 2015. There have been no material changes to such exposures since March 31, 2015.

ITEM 4.	CONTROLS AND PROCEDURES

Evaluation of Disclosure Controls and Procedures
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We maintain a system of disclosure controls and procedures designed to provide reasonable assurance as to the reliability of our published financial statements and other disclosures included in this report. Our management evaluated, with the participation of our Chief Executive Officer and our Chief Financial Officer, the effectiveness of the design and operation of our disclosure controls and procedures as of the end of the quarter ended September 30, 2015 pursuant to Rule 13a-15(b) of the Exchange Act of 1934. Our Chief Executive Officer and our Chief Financial Officer concluded that our disclosure controls and procedures were effective as of September 30, 2015.

There have been no changes in our internal controls over financial reporting that occurred during the quarter ended September 30, 2015 that have materially affected, or are reasonably likely to materially affect, our internal control over financial reporting.
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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 affect on us.

On May 29, 2014, the Equal Employment Opportunity Commission filed a claim against the Company alleging certain violations of the Americans with Disabilities Act with regard to an employee. On August 3, 2015, the Company reached a settlement related to the allegations, which was entirely funded by the Company’s insurance carrier.

There have been no additional material changes to the legal proceedings set forth in our Annual Report on Form 10-K for the fiscal year ended March 31, 2015, which we filed with the Securities and Exchange Commission (SEC) on June 12, 2015.

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, 2015, which we filed with the SEC on June 12, 2015 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

	10.1
	Amended Form of Restricted Stock Award Agreement for grants after October 24, 2015.

	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
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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 November 9, 2015.

ORION ENERGY SYSTEMS, INC.

Registrant

By	/s/ William T. Hull
[image: ]

William T. Hull

Chief Financial Officer

(Principal Financial Officer and Authorized Signatory)
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Exhibit 10.1


ORION ENERGY SYSTEMS, INC.

2004 STOCK AND INCENTIVE AWARDS PLAN

As Amended and Restated Effective December 24, 2007

and Amended October 27, 2010

RESTRICTED STOCK AWARD AGREEMENT

THIS AGREEMENT, made and entered into as of the Grant Date specified above (the “Grant Date”) by and between Orion Energy Systems, Inc., a Wisconsin corporation (the “Company”), and the Grantee specified above (“Grantee”).

RECITALS

WHEREAS, the Company maintains the Orion Energy Systems, Inc. 2004 Stock and Incentive Awards Plan, as amended and restated (the “Plan”), and Grantee has been selected by the Committee to receive a Restricted Stock Award under the Plan; and

WHEREAS, as a condition to the receipt by Grantee of this Restricted Stock Award, Grantee reaffirms and agrees to be bound by the confidentiality, inventions, non-solicitation and non-competition provisions set forth in prior agreements between the Grantee and the Company, which are incorporated by reference herein, in consideration for receipt of the Restricted Stock Award pursuant hereto, continued employment, and other good and valuable consideration.

AGREEMENT

NOW, THEREFORE, IT IS AGREED, by and between the Company and Grantee, as follows:

1. Award of Restricted Stock

1.1 Effective as of the Grant Date, the Company hereby grants to Grantee an award of the number of shares of restricted Common Stock of the Company specified above (“Restricted Stock”), subject to, and in accordance with, the restrictions, terms and conditions set forth in the Plan and this Agreement.

1.2 This Agreement (including any appendices or exhibits) shall be construed in accordance with, and subject to, the provisions of the Plan (which are incorporated herein by reference) and, except as otherwise expressly set forth herein, the capitalized terms used in this Agreement shall have the same definitions as set forth in the Plan.

1.3 This Restricted Stock Award is conditioned upon Grantee’s acceptance of the terms of this Agreement and any other agreement incorporated herein, as evidenced by Grantee’s execution of this Agreement or by Grantee’s electronic acceptance of the Agreement in a manner and during the time period allowed by the Company. If the terms of this Agreement are not timely accepted by execution or by such electronic means, this Restricted Stock Award may be cancelled by the Committee.

2. Restrictions

2.1 Subject to the terms of the Plan and this Agreement, if the Grantee remains employed by the Company as of the applicable vesting date, the Restricted Stock shall vest one-third (1/3) per year on each of the first three (3) anniversaries of the Grant Date set forth herein. For purposes of this Agreement, employment with a Subsidiary of the Company or service as a member of the Board of Directors of the Company shall be considered employment with the Company.

2.2 Subject to the terms of the Plan and this Agreement, if the Grantee remains employed by the Company, but under a lesser position, title, level of responsibility and/or salary during the term of the vesting schedule, the Company shall have the right to adjust the amount of the Restricted Stock not yet vested at the time of change for these conditions, to a lesser grant amount. The Company’s CEO shall have the authority to make such adjustments in his discretion. For purposes of this Agreement, employment with a Subsidiary of the Company or service as a member of the Board of Directors of the Company shall be considered employment with the Company.

2.3 Subject to vesting in accordance with Section 2.1, the terms of the Plan and this Agreement, Grantee shall own the vested Restricted Stock free and clear of all restrictions imposed by this Agreement. The Company shall transfer the vested Restricted Stock (less any applicable withholding pursuant to Section 5) to an unrestricted account in the name of the Grantee as soon as practical after each applicable anniversary of the Grant Date on which the Grantee remains employed by the Company.

2.4 In the event, prior to vesting, (i) Grantee dies while actively employed by the Company, or (ii) Grantee has his or her employment terminated by reason of disability (within the meaning of Section 22(e)(3) of the Internal Revenue Code of 1986, as amended (the “Code”)) (“Disability”), any Restricted Stock shall become fully vested and nonforfeitable as of the date of Grantee’s death or Disability. The Company shall transfer the Restricted Stock, free and clear of any restrictions imposed by this Agreement to Grantee (or, in the event of death, his or her surviving spouse or, if none, to his or her estate) as soon as practical after his or her date of death or termination for Disability.

2.5 In exchange for receipt of consideration in the form of this Restricted Stock Award, continued employment, and other good and valuable consideration, Grantee reaffirms and agrees to be bound by the confidentiality, inventions, non-solicitation and non-competition provisions set forth in prior agreements between the Grantee and the Company.

2.6 Except for death or Disability as provided in Section 2.3, or except as otherwise provided in a severance agreement with Grantee, if Grantee terminates his or her employment or if the Company terminates Grantee’s employment prior to vesting, the Restricted Stock shall cease to vest further, all of the unvested Restricted Stock shall be immediately forfeited and cancelled, and Grantee shall only be entitled to the Restricted Stock that has vested as of his or her date of termination.

2.7 Notwithstanding the other provisions of this Agreement, in the event of a Change of Control prior to vesting, all otherwise unvested Restricted Stock shall become fully vested and nonforfeitable as of the date of the Change of Control. The Company shall transfer the Restricted Stock that vests pursuant to this Section 2.6 to Grantee as soon as practical after the date of the Change of Control in accordance with Section 2.2.
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2.8 The Restricted Stock may not be sold, assigned, transferred, pledged, or otherwise encumbered prior to the date Grantee becomes vested in the Restricted Stock, and any such attempted sale, assignment, transfer, pledge or other encumbrance shall be null and void. In addition, Grantee shall not sell any shares acquired under this Agreement except as permitted by the terms of the Plan and at a time when applicable laws, Company policies and any agreement between the Company and its underwriters do not prohibit a sale.

3. Stock; Dividends; Voting

3.1 The Restricted Stock shall be registered in the name of Grantee as of the respective Grant Date for such shares of Restricted Stock. The Company may evidence the registration of the Restricted Stock in such manner as the Committee may deem appropriate, including by issuing stock certificates or using a restricted book entry account with the Company’s transfer agent. Physical possession or custody of any stock certificates that are issued shall be retained by the Company until such time as the Restricted Stock is vested in accordance with Section 2. The Company reserves the right to place a legend on such stock certificate(s), or an appropriate stop-transfer order in the case of book-entry registration, restricting the transferability of the Restricted Stock and referring to the terms and conditions (including forfeiture) of this Agreement and the Plan.

3.2 During the period the Restricted Stock is not vested, the Grantee shall not be entitled to receive any dividends or similar distributions declared on such unvested Restricted Stock and Grantee shall not be entitled to vote any such unvested Restricted Stock.

3.3 In the event of a stock split, stock dividend or other change in capitalization or another corporate event described in Section 6.4 of the Plan, the number and type of shares subject to this Agreement shall be adjusted by the Committee to the extent provided in Section 6.4 of the Plan.

4. No Right to Continued Employment or Additional Grants

Nothing in this Agreement or the Plan shall be interpreted or construed to confer upon Grantee any right with respect to continuance of employment by the Company or a Subsidiary, nor shall this Agreement or the Plan interfere in any way with the right of the Company or a Subsidiary to terminate Grantee’s employment at any time or for any reason. The Plan may be terminated at any time, and, even if the Plan is not terminated, Grantee shall not be entitled to any additional awards under the Plan.

5. Taxes and Withholding

Grantee shall be responsible for all federal, state, local and foreign taxes payable with respect to this Restricted Stock and dividends or other distributions paid on such Restricted Stock. Grantee shall have the right to make such elections under the Code as are available in connection with this Restricted Stock Award. Grantee shall rely solely on the determinations of Grantee’s own tax advisors or his or her own determinations and not on any statements or representations by the Company or any of its agents with regard to all such tax matters. Grantee acknowledges that it is his or her sole responsibility, and not the Company’s, to make any filings required to make any such elections under the Code, even if Grantee requests that the Company or its representatives make the filings on his or her behalf. Grantee agrees to report the value of the Restricted Stock in a manner consistent with the Company’s reporting for income tax purposes. The Company shall have
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the right to retain and withhold from any payment of Restricted Stock or cash the amount of taxes required by any government to be withheld or otherwise deducted and paid with respect to such payment. At its discretion, the Company may require Grantee to reimburse the Company for any such taxes required to be withheld and may withhold any distribution in whole or in part until the Company is so reimbursed. In lieu thereof, the Company shall have the right to withhold from any other cash amounts due to Grantee an amount equal to such taxes required to be withheld or withhold and cancel (in whole or in part) a number of shares of Restricted Stock having a market value not less than the amount of such taxes.

6. Grantee Bound by the Plan

Grantee hereby acknowledges receipt of a copy of the Plan and the prospectus for the Plan, and agrees to be bound by all the terms and provisions thereof.

7. Modification of Agreement

This Agreement may be modified, amended, suspended, or terminated, and any terms or conditions may be waived, but only by mutual agreement of the parties in writing except as otherwise provided in Section 19.1 of the Plan.

8. Severability

Should any provision of this Agreement be held by a court of competent jurisdiction to be unenforceable or invalid for any reason, the remaining provisions of this Agreement shall not be affected by such holding and shall continue in full force in accordance with their terms.

9. Governing Law

The validity, interpretation, construction, and performance of this Agreement and agreements incorporated by reference herein shall be governed by the laws of the State of Wisconsin without giving effect to the conflicts of laws principles thereof.

10. Successors in Interest

This Agreement shall inure to the benefit of, and be binding upon, the Company and its successors and assigns, whether by merger, consolidation, reorganization, sale of assets, or otherwise. This Agreement shall inure to the benefit of Grantee’s legal representatives. All obligations imposed upon Grantee and all rights granted to the Company under this Agreement shall be final, binding, and conclusive upon Grantee’s heirs, executors, administrators, legal representatives, guardians and successors.

11. Resolution of Disputes

Any dispute or disagreement which may arise under, or as a result of, or in any way relate to the interpretation, construction, or application of this Agreement shall be determined by the Committee in its absolute discretion. Any determination made hereunder shall be final, binding, and conclusive on Grantee and the Company for all purposes.

12. Pronouns; Including
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Wherever appropriate in this Agreement, personal pronouns shall be deemed to include the other genders and the singular to include the plural. Wherever used in this Agreement, the term “including” means “including, without limitation.”

[Remainder of page intentionally left blank, signature page follows.]
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IN WITNESS WHEREOF, the parties have executed this Agreement to be effective as of the Grant Date first above written.

ORION ENERGY SYSTEMS, INC.

___________________________________


By: ________________________

Title: _______________________



Grantee
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Exhibit 31.1

Certification

I, John H. Scribante, 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: November 9, 2015

/s/ John H. Scribante
[image: ]

John H. Scribante

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: November 9, 2015

/s/ William T. Hull
[image: ]

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 September 30, 2015, as filed with the Securities and Exchange Commission on the date hereof (the “Report”), I, John H. Scribante, 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:	November 9, 2015

/s/ John H. Scribante
[image: ]

John H. Scribante

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 September 30, 2015, 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:	November 9, 2015

/s/ William T. Hull
[image: ]

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.
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