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Expectations Look Reasonable; Reiterating NEUTRAL and
Raising PT to $40 from $38
• ORCL will announce 3Q/Feb. results after the market close on Tuesday,
March 18th, followed by a conference call at 5:00 pm ET. Our 3Q estimates
are slightly above consensus: our estimates of $9,385M/$0.71 compare to
consensus of $9,359M/$0.70 and guidance of $9,150M - $9,510M / $0.68 - $0.72.
We expect ORCL will grow revenue by 5% Y/Y, representing 4% constantcurrency, organic growth.
• Although ORCL faces secular challenges, particularly in applications and
hardware, expectations for FY14 and FY15 look fairly reasonable. Consensus
expectations allow for continued deceleration in new license revenue, from 9%
(constant-currency) two years ago (FY12) to 6% this year and 5% next year, by our
calculation. Moreover, despite server market headwinds due to rapidly declining
price/ performance, ORCL’s hardware product revenue may be turning the corner
to Y/Y growth, as ORCL’s Exa revenue growth mitigates the headwinds in the highend server market.
• On the negative side, ORCL’s cloud revenue appears to be growing only
minimally on an organic basis, despite acquisitions of growers such as
Taleo, RightNow, and Eloqua. As ORCL subsumes acquired companies under
the Oracle Cloud brand – along with its own formerly-titled “Fusion” applications –
and rationalizes overlapping products (such as Taleo’s performance management
product), we believe the acquisitions have lost some momentum, despite being
sold by a larger sales force. Also negative for ORCL, our checks suggest FY13
bonuses were trimmed or eliminated for many employees across the company,
which augurs wells for cost control, but not so much for ORCL’s ability to attract
and retain talent.
• We are reiterating our NEUTRAL rating and raising our 12-month target price
from $38 to $40 on rolling forward our P/E and EV/FCF approaches to use our
CY15 estimates and on higher peer multiples. We have increased our revenue
estimates by $172M over the next four quarters on the addition of Responsys (net
of write-downs), which closed on February 6th. Although we continue to think
ORCL faces secular challenges in applications and hardware, ORCL shares look
reasonably priced (11x EV/FCF on CY14), given our outlook for EPS and cash flow
growth near the 10% level, driven by modest operating leverage and share
buybacks.
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4,600
$178.9
$29.86 - $39.85
$9.58
$2.78
$166,132.0
33%

Company Description
Oracle is a leading global provider of
enterprise software, computer hardware
products, and related services. It is
organized into three businesses: software,
hardware systems, and services.
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Consensus estimates are from Thomson First Call.
* Numbers may not add up due to rounding.

Wedbush Securities does and seeks to do business with companies covered in its research reports. Thus, investors
should be aware that the firm may have a conflict of interest that could affect the objectivity of this report. Investors
should consider this report as only a single factor in making their investment decision. Please see page 12 of this
report for analyst certification and important disclosure information.

Investment Thesis
We believe ORCL is a large, liquid, and relatively defensive software investment. ORCL derives about 50% of revenue from recurring
software and hardware maintenance, and a big part of ORCL’s value proposition revolves around the cost benefits from standardizing
on a single IT stack; we think this value proposition becomes even more important in a difficult economic climate. Also helpful is
ORCL’s broad product portfolio and diverse customer base, which helps to insulate ORCL from category or industry-specific risk during
a challenging economic period, unlike vendors focused on a single vertical such as manufacturing or financial services.
We see a risk that a difficult IT buying climate could continue to negatively impact results. Enterprise buyers have been exercising
caution in the face global macroeconomic uncertainties. Also, we see some secular challenges, including increasing SaaS competition
in applications, a more general shift to time-based and usage-based software purchasing models, and incremental database market
fragmentation from special-purpose data management technologies such as NoSQL, columnar databases, data warehouse appliances,
and Hadoop. (We view the latter challenge as a longer-term risk).
Going forward, we think ORCL will use cost control and operating leverage – particularly on the G&A, R&D, and hardware support
margin lines, offset by sales hiring–-to achieve modest improvements in operating margin (under 100 bps yearly). On the revenue line,
we are cautious about ORCL’s applications outlook, and still somewhat guarded about hardware: applications growth will likely be
flattish organically in the medium-term as legacy PeopleSoft and Siebel customers consider their SaaS alternatives, while Fusion
applications ramp gradually; and the high-end server hardware market appears to remain pressured by rapid reductions in price/
performance.
We view ORCL as a reasonably defensive holding, with upside and downside risks fairly balanced. ORCL shares are trading at a 13x
P/E and 11x EV/FCF on our CY14 estimates, which we view as appropriate given our outlook for about 9-10% long-term EPS CAGR.
(We think ORCL can continue to achieve this level of growth, but primarily through the use of its balance sheet for accretive acquisitions
and stock repurchases). ORCL’s trading multiples are below the company’s average 33% discount to the median forward P/E for our
broad software index. ORCL’s results have been fairly lackluster since 2H13, causing its shares to lag the market and leading to an
unusually large discount to the median forward software P/E (13x for ORCL vs. 21x for software). Our 12-month target price of $40 is
about 4% above the current share price level; this target price is based on averaging our P/E, EV/FCF, and DCF approaches.

Guidance and Our Outlook
On its 2Q14 earnings conference call on December 18, 2013, management provided the following guidance for 3Q14. ORCL expects
total revenue to grow 2% to 6% in reported dollars (midpoint of $9,329M) and 3% to 7% in constant currency. New software license
and cloud subscription revenue is expected to grow 1% to 11% in reported dollars (midpoint of $2,478M) and 2% to 12% in constant
currency. Hardware product revenue is expected to grow -2% to 8% in reported dollars (midpoint $691M) and -1% to 9% in constant
currency. Management expects non-GAAP EPS to be $0.68 - $0.72 in reported dollars and in constant currency.
For 3Q14, we estimate total revenue of $9,385M and for FY14, we estimate total revenue of $38,609M. In organic, constant-currency
terms, we expect total revenue growth to accelerate to 3% in FY14. For FY15, we estimate total revenue of $40,205M.
For 3Q14, we estimate adj. EPS of $0.71, and for FY14, we estimate adj. EPS of $2.95. For FY15, we estimate adj. EPS of $3.22.

Valuation
ORCL shares are currently trading at 13x our CY14 estimate of $3.08. Shares are trading at a PEG ratio of 1.4 based on our outlook
for long-term EPS growth of 10%. ORCL’s P/E is slightly below the peer group (15x) and below the software industry (21x). Relative to
the software industry, shares are trading at a 38% discount to the median industry P/E on a forward 12-month basis (13x vs. 21x). On
an enterprise value/FCF basis, shares are trading below peers (11x vs. 14x) and below the industry median (22x) based on our CY14
estimates. ORCL’s multiples look appropriate, given our outlook for EPS growth of about 10% in FY14 and FY15.
Our 12-month target price of $40 is an average of our P/E, enterprise value/FCF and DCF approaches: we apply a 12x P/E multiple on
our CY14 EPS of $3.34 to arrive at a $40 valuation; we apply an 10x EV/FCF multiple to our CY14 FCF of $3.63 and add back $3.79 in
net cash 12 months from now to arrive at a $40 valuation; and our long-term discounted cash flow valuation of $41 is based on a
WACC of 8.8%, beta of 1.0 and terminal value EV/FCF multiple of 8x in CY24E. Our target P/E and EV/FCF multiples are in line with
current multiples and below the software industry median multiples; we believe they are appropriate given ORCL’s relative maturity.
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Figure 1: ORCL Forward P/E vs. Software Median

Figure 2: ORCL Forward P/E Discount to Software Median
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Source: Thomson Reuters, Wedbush Securities, Inc.

Risks
Risks to the attainment of our price target include:

Downside risks:
•

ORCL’s competitive position in the enterprise applications market could weaken. ORCL holds a number-two position in
the enterprise applications market, but could lose share to SAP and other SaaS based competitors if Fusion adoption is
weaker than expected or if its acquisitions fail to meet expectations.

•

Faster-than-expected declines in hardware revenue. Initial sales of ORCL’s engineered systems look promising, but the
overall hardware market offers flat to negative growth and lower margins than ORCL’s software business. Also, engineered
system sales may not offset declines in ORCL’s commodity hardware business as fast as expected.

•

A difficult macroeconomic climate could impact near-term results. Software vendors generally saw license deceleration
in 2H12, as enterprise buyers exercised caution in the face of U.S. fiscal uncertainty and longer-running factors such as the
European sovereign debt crisis. We see a risk that these pressures could continue to cause ORCL to underperform revenue
expectations in the near term.

Upside risks:
•

Larger-than-expected database share gains. ORCL has a secure and lucrative competitive position in the database
software market. It looks to us that ORCL is on the front end of a promising database product cycle with 12c, which could lead
to database share gains greater than 50 bps annually.

•

Margin upside. Hardware margins lowered ORCL’s overall operating margins after the Sun acquisition. ORCL could control
costs aggressively, particularly on the sales & marketing and G&A lines. Also, robust growth in sales of ORCL’s engineered
systems could improve hardware margins.
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Figure 3: ORCL Peer Comparisons

Source: Thomson Reuters, Wedbush Securities, Inc.
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Figure 4: ORCL Wedbush Model, Guidance, and Consensus Estimates

Source: Thomson Reuters, Company data, Wedbush Securities, Inc.
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Figure 5: ORCL Income Statement

Source: Company data, Wedbush Securities, Inc.

Steve Koenig (415) 274-6801

Oracle | 6

Figure 6: ORCL Revenue Model

Source: Company data, Wedbush Securities, Inc.
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Figure 7: ORCL Revenue Model (continued)

Source: Company data, Wedbush Securities, Inc.
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Figure 8: ORCL Balance Sheet

Source: Company data, Wedbush Securities, Inc.
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Figure 9: ORCL Statement of Cash Flows

Source: Company data, Wedbush Securities, Inc.
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Figure 10: ORCL Valuation

Source: Thomson Reuters, Company data, Wedbush Securities, Inc.
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Analyst Biography
Steve joined Wedbush in May 2012 to cover enterprise software. Previously, he led the software coverage at Longbow Research and
KeyBanc Capital Markets, as well as working on the Jefferies software team. Steve has worked in sell-side research since 2004,
following ten years in the software and internet sectors and seven years in strategy consulting. Previously, he has worked at Oracle,
Viant, Strategic Decisions Group, and IBM. Steve holds a B.S. with distinction in mathematical sciences and a M.S. in engineeringeconomic systems from Stanford University, and a MBA from the Harvard Business School.

Analyst Certification
I, Steve Koenig, Kevin Ikeda, certify that the views expressed in this report accurately reflect my personal opinion and that I have not and will
not, directly or indirectly, receive compensation or other payments in connection with my specific recommendations or views contained in this
report.
Disclosure information regarding historical ratings and price targets is available at http://www.wedbush.com/ResearchDisclosure/DisclosureQ413.pdf

Investment Rating System:
Outperform: Expect the total return of the stock to outperform relative to the median total return of the analyst’s (or the analyst’s team) coverage
universe over the next 6-12 months.
Neutral: Expect the total return of the stock to perform in-line with the median total return of the analyst’s (or the analyst’s team) coverage
universe over the next 6-12 months.
Underperform: Expect the total return of the stock to underperform relative to the median total return of the analyst’s (or the analyst’s team)
coverage universe over the next 6-12 months.
The Investment Ratings are based on the expected performance of a stock (based on anticipated total return to price target) relative to the
other stocks in the analyst’s coverage universe (or the analyst’s team coverage).*
Rating Distribution
(as of December 31, 2013)
Outperform:54%
Neutral: 43%
Underperform: 3%

Investment Banking Relationships
(as of December 31, 2013)
Outperform:18%
Neutral: 2%
Underperform: 0%

The Distribution of Ratings is required by FINRA rules; however, WS’ stock ratings of Outperform, Neutral, and Underperform most closely
conform to Buy, Hold, and Sell, respectively. Please note, however, the definitions are not the same as WS’ stock ratings are on a relative
basis.
The analysts responsible for preparing research reports do not receive compensation based on specific investment banking activity. The
analysts receive compensation that is based upon various factors including WS’ total revenues, a portion of which are generated by WS’
investment banking activities.
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Research Disclosure Legend
1.
WS makes a market in the securities of the subject company.
2.
WS managed a public offering of securities within the last 12 months.
3.
WS co-managed a public offering of securities within the last 12 months.
4.
WS has received compensation for investment banking services within the last 12 months.
5.
WS provided investment banking services within the last 12 months.
6.
WS is acting as financial advisor.
7.
WS expects to receive compensation for investment banking services within the next 3 months.
8.
WS provided non-investment banking securities-related services within the past 12 months.
9.
WS has received compensation for products and services other than investment banking services within the past 12 months.
10. The research analyst, a member of the research analyst’s household, any associate of the research analyst, or any individual
directly involved in the preparation of this report has a long position in the common stocks.
11. WS or one of its affiliates beneficially own 1% or more of the common equity securities.
12. The analyst maintains Contingent Value Rights that enables him/her to receive payments of cash upon the company’s meeting
certain clinical and regulatory milestones.
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Wedbush disclosure price charts are updated within the first fifteen days of each new calendar quarter per FINRA regulations. Price charts for
companies initiated upon in the current quarter, and rating and target price changes occurring in the current quarter, will not be displayed until
the following quarter. Additional information on recommended securities is available on request.

* WS changed its rating system from (Strong Buy/Buy/Hold/Sell) to (Outperform/ Neutral/Underperform) on July 14, 2009.
Please access the attached hyperlink for WS’ Coverage Universe: http://www.wedbush.com/services/cmg/equities-division/research/equityresearch Applicable disclosure information is also available upon request by contacting Ellen Kang in the Research Department at (213) 6884529, by email to ellen.kang@wedbush.com, or the Business Conduct Department at (213) 688-8090. You may also submit a written request
to the following: Business Conduct Department, 1000 Wilshire Blvd., Los Angeles, CA 90017.
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