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We recommend an underweight position on Western Digital’s 4.750% notes due
in 2026. WDC has in the past two quarters began to achieve sequential revenue
growth once again for the first time since fiscal 2018, and management has attributed
this to the normalization of the flash market pricing normalization. WDC’s 26 notes
have tightened relative to its competitors because of its greater exposure to flash
memory and SSD’s. We believe this tightening is unjustified because Western
Digital’s QLC technology has inferior durability and speed relative to its
competitors, which will hinder its ability to capture increasing market share. On the
hard drive side of its business, we believe Western Digital is struggling to implement
the microwave assisted magnetic recording (MAMR) into its new products, which is
why it has subtly changed plans for its new 20TB drive to have Shingled Magnetic
Recording (SMR) instead of Conventional Magnetic Recording (CMR). Meanwhile,
Seagate’s newest 20TB drive implements Heat Assisted Magnetic Recording
(HAMR). Seagate’s new products allow for CMR to be used, which will improve
performance and allow for them to scale their hard drives more rapidly until WDC
can implement MAMR. We believe that Western Digital’s weak competitive
position and inferior credit metrics will result in its 2026 notes widening 40-60
bps.
Figure 1: Capitalization Table
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Company Description
Western Digital, founded in 1970 and began as a producer of
semiconductors. It is now an international firm that produces both
flash-based and hard drive storage for hyperscale and midsize
companies, along with consumers. Its products are used in mobile
phones, gaming consoles, computers, cloud storage, machine
learning, and more. It creates both internal and external drives. Due
to rapidly increasing demand for data storage for big data analysis,
Internet of Things (IoT), and 5G technology, the memory market is
expected to grow at a CAGR of ~26% over the next four years. The
market is highly competitive, and WDC’s main competitors are
Samsung, SK Hynix, Micron, and Seagate. The low marginal cost
of manufacturing drives incentivizes producers to flood the market
with their new product, causing the market for memory to be highly
cyclical. NAND spot prices have begun to flatten out after sustained
declines that caused WDC’s gross margins to compress
significantly. Management is optimistic that memory prices have
reached a trough, and that the company will be able to achieve a
profit margin of 35-40% in the long run.
Market Share Competitiveness in HDD Segment
Back in 2018 Western Digital’s management team was extremely
optimistic regarding its new MAMR technology for its hard drives,
but has not been able to follow through on this promise, which will
cause it to lose market share in CY20. According to guidance
given in 2018, its 18TB hard drive was supposed to utilize CMR.1
It subtly updated guidance to change the drive to have SMR, which
has slower performance because of overwriting the desired data
will write over adjacent data as well. WDC’s new 20TB drive
which is being sampled this year is also slated to have SMR
technology. MAMR technology was supposed to make SMR
unnecessary, and this change of course indicates difficulties in
implementing the novel technology. Management had previously2
boasted MAMR as the technology that would pave the way to
40TB drives, but that future has become more uncertain.
Meanwhile, Seagate Technologies is rolling out a 20TB CMR hard
drive that utilizes HAMR, which sets path for Seagate to scale up
storage capacity and capture market leadership in the hard drive
market. By the second half of CY20, we expect Western Digital
to cede ~3% market share to Seagate and face pressure in
margins as it loses technological leadership.
Figure 4: NAND Flash Spot Prices
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Figure 3: Debt Repayment Schedule

Risks
§

NAND market is expected to grow most in
Asia/China; WDC is much more exposed to
China (42%), vs MU (15%) and STX (4%)

§

WDC experiences a breakthrough with MAMR
technology, allowing it to scale hard drives to
40TB as it had previously promised

§

DRAM ASPs fail to improve as much as
NAND, allowing WDC margins to approach
those of MU

§

Many NAND-producing factories are located in
China; increased disruption from coronavirus
could tighten supply and boost WDC’s ASP’s
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Figure 2: Revenue Breakdown (Geographic)

WESTERN DIGITAL CORPORATION (NASDAQ: WDC) 3
Management is Overly Optimistic Regarding Enterprise SSDs
Western Digital’s BiCS5, which was recently unveiled, utilizes quad level cell (QLC) technology that will hinder its ability
to double market share in Enterprise SSDs in the coming year. While it currently has a 9% market share, management has
expressed enthusiasm in guidance that it is confident that the company will be able to more than double market share to
~20% in the coming year after it signed a contract with a hyperscale company. We remain skeptical in WDC’s ability to do
so on account of quad level cell technology suffering in performance and lifespan. QLC is much more densely packed,
meaning more layers need to be sifted through in order to find the desired data. Also, the nature of the data having a higher
areal density makes it much more prone to wear. Additionally, competitors Micron and Intel have released 3D Xpoint
technology, which is faster than NVMe SSD and also more durable. We believe that enterprises will be inclined to opt
for the superior technology despite the higher price, creating a barrier to Western Digital gaining significant
enterprise SSD market share as they had promised to their investors.
Figure 5: Comparable Credit Metrics

Management
Stephen D. Milligan is currently CEO, and has been since
2013. He has over 20 years of experience in the industry and
has been with the company since 2013. He, along with CFO
Mark Long both announced that they would step down from
their positions after weak performance in fiscal 2019.
Milligan will have completed stepping down by September
2020. These two executives both had significant experience
in the data storage industry, further adding uncertainty for
Western Digital’s future.
Michael Cordano is President and COO. He co-founded
external storage company Fabrik before joining the WDC
team.
Relative Value
Since November of CY 2019, WDC has tightened
~50bps relative to MU due to improved guidance on
NAND pricing, and now trades ~50bps wider. This
occurred because 70% of Micron’s revenue is from
DRAM, which has not yet seen the recovery that
NAND is starting to show. However, we believe that
Micron’s favorable credit metrics will allow it to fare
better in times of weak market conditions. We saw
Western Digital’s overall gross margins decline from
near 40% to below 20% as a result of weakening market
conditions, along with FCF. We are less confident that
Western Digital will be able to handle potential future
market volatility as well as we see Micron doing.
Micron additionally presents more potential for upside
as we expect DRAM prices to increase along with the
proliferation of 5G and cloud data storage.
Furthermore, we do not see WDC’s margins improving
relative to MU’s to make it an attractive opportunity at
current bond prices. Based on current prices, we
believe WDC’s 26 notes will widen 40-60bps upon
the market’s realization of our catalysts later this
calendar year.
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Robert Eulau has taken over as CFO. He had not previously
been in the data storage industry, but had experience as
CFO.
Figure 6: Relative Z-Spreads
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Figure 7: Summary Model
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