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Brace Yourself, This Could Get Messy 
Budget base case intact, but look for buying opportunities 
 

 What's New — We spent the last two days in DC speaking with companies and 
other defense industry stakeholders. We've come away with an incrementally 
negative view of the near-term budget battle, appreciating the appearance that 
neither political party is prepared to negotiate in earnest before sequester hits on 
March 1. Only after it has hit do we see more leeway for a deal that undoes at least 
a portion of the sequester cuts. We're still long the primes, but we think it will be at 
least 4-8 weeks before the clouds begin to clear, so we're looking for buying 
opportunities as the messy headlines weigh on sentiment. We continue to believe in 
our base case outcome: an eventual deal flat-lining the budget for 10 years. But it 
will likely take some weeks, and some more Congressional chaos, to get there. 

 Industry Perspectives — We met with LMT, Boeing, NOC, GD, CACI, and Booz 
Allen. Generally, companies are doing their best to prepare for a variety of 
sequester scenarios, highlighting that they're ready to right-size the business in 
response to any budget reductions. Short-cycle, services-oriented businesses are 
already feeling the pinch as DoD starts to reduce outlays and new procurements. 
Meanwhile, longer-cycle hardware providers have yet to feel material pressure. 
From the companies' perspectives, the most unacceptable part of sequester is the 
cadence, not the content, of the cuts. There are budget reductions to be made, but 
it would be preferable to let DoD choose what to cut vs. the peanut-butter approach. 
The current environment is far from ideal, but the primes are still set to put their 
cash to work to drive attractive cash returns to shareholders as M&A is still not a 
priority in this uncertain environment. 

 Sequester Outlook — The law calls for a ~7-10% reduction across the budget. 
DoD has already said that it will save money at first by skipping/delaying training, 
maintenance, deployments, and various sorts of support spending. Soon after, we'd 
expect to see more pressure on short-cycle services businesses. And only a few 
months after sequester would we expect material reductions in investment account 
purchases as DoD sorts through contracts & clauses. In our view, companies with 
high obligated backlogs and longer-cycle businesses likely fare best in this scenario 
(see our sequester investment framework: Making a List and Checking it Twice). 

 Congressional Chaos — GOP strategy appears to be to let sequester take effect 
to force the President to negotiate in earnest on long-term entitlement reform. This 
negotiation would only happen in March as part of the efforts to avoid a government 
shutdown when the CR runs out on March 27. Meanwhile, the Democrats have 
proposed a 1-year plan that disarms sequester by implementing the Buffet rule, 
axing agricultural subsidies, and cutting defense by $27.5b over FY15-21. In our 
view, this proposal is dead on arrival since the GOP believes that after the fiscal cliff 
deal that raised taxes, there is no more room for revenues in future deficit reduction. 
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DC for the most part appears ready for sequester to technically go into effect on 
March 1 with the expectation that Congress will come back in March and do a deal 
that avoids a government shutdown at the end of the month and mitigates the 
impacts of sequester by either restoring some budget or at the very least offering 
the DoD some leeway in applying the cuts (vs. the peanut butter approach required 
by current law). Apparently absent from the debate is much consideration of the 
economic and national security impacts of sequester going into effect which was 
laid out in Congress by the Joint Chiefs and other Departmental leadership over the 
last 3 days. 

Generally speaking, long-cycle and large backlog defense companies commented 
that budget sequestration this year would have a limited impact on 2013 results 
given how budget authority spreads across multiple years. However, it's apparent 
that short-cycle services businesses are relatively easy targets for near-term 
money-saving vs. longer-lived production contracts.  

What's priced in? 

It's admittedly difficult to pinpoint what effect sequester would have on fundamental 
business operations given the multitude of scenarios in play. Our base case of a flat 
10Y budget, as laid out in our Feb 8 global weekly (see: It's right in front of your 
nose, if you'd only just open your eyes), is reflected in our current estimates for our 
defense companies under coverage. Assuming this base case of flat budgets pans 
out, the market is too negative on defense, pricing in a perpetual reduction in free 
cash flow anywhere from 1-7% (see Figure 1).  

Even if we adjust for the potential impact of sequester, we still consider the market 
to be overly negative. For instance, haircutting the starting point (2013E UFCF) in 
our zero-growth model by 15% to account for budget reductions, still implies that the 
market is pricing in perpetual reductions for the defense primes except for LMT 
where the market prices in a flat cash outlook (Figure 2). And in the event of 
sequester, we remind investors that the budget is actually allowed to grow thereafter 
and that attractive pension dynamics support cash growth beginning in 2014.  

Thus, we consider any market valuation that implies perpetual reductions in free 
cash flow in our base case or in the event of sequester to be overly negative. In our 
view, this overly negative outlook supports our Buy ratings on these stocks.  

Figure 1. Mkt. implies perpetual FCF reductions based on 2013E FCF  Figure 2. FCF reduction implied w/ "sequester-adjusted" 2013E UFCF  

 
Zero-Growth 

Mkt Value ($m)
Current Mkt 
Value ($m)

Mkt Value 
Attributable to 
Zero Growth

Mkt-Implied 
Perpetual FCF
Growth Rate

GD $31,703 $23,405 135.5% (3.2%)

LMT $33,705 $28,250 119.3% (1.2%)

NOC $23,128 $15,603 148.2% (4.1%)

RTN $34,555 $17,734 194.9% (6.9%)
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30% 
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GD (2.6%) (2.0%) (1.4%) (0.8%) (0.2%) 0.4%

LMT (0.8%) (0.4%) 0.0% 0.5% 0.9% 1.3%

NOC (3.4%) (2.8%) (2.2%) (1.5%) (0.9%) (0.2%)

RTN (6.2%) (5.4%) (4.7%) (4.0%) (3.3%) (2.5%)
 

Source: Citi Research, Bloomberg  Source: Citi Research, Bloomberg 
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What We Expect 

While we expect sequester to formally trigger on March 1, we do not expect it to 
stick over 10Y which implies a large one-year reduction, followed by steady growth 
(Figure 3).  

Instead, we expect an eventual deal that appreciates the fact that you can achieve 
the same aggregate level of spending cuts by spreading them out over several 
years. This still reduces spending by an incremental ~$480b over 10Y, but does so 
in a more manageable fashion by evenly spreading out the cost reductions. The net 
effect is a flattish nominal base budget for 10Y (Figure 4). 

We saw this idea embedded in the numbers released by the CBO last week (see: 
It's right in front of your nose, if you'd only just open your eyes). More importantly, 
we saw a mini version of the "sequester spread" contained in Thursday's sequester 
replacement bill proposed by the Democrats which replaced one year of defense 
sequester with $27.5b of reductions spread between FY15-21.  

In our view, such a plan would allow the Democrats to say they protected 
entitlements. And it would reward the Republicans with the discretionary spending 
cuts they've been after. What it won't do is address entitlement or tax reform. But 
since neither Party appears courageous enough to make the real tough choices in 
the near-term, we view the re-sequenced sequester as the easiest way out. We also 
remind investors that this outcome would be more in line with how Washington DC 
typically cuts budgets: save the pain for later. 

Figure 3. We don't expect: front-loaded ~$480b over 10Y (sequester)  Figure 4. We do expect: more manageable back-loaded ~$480b  
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Over the course of our two days in DC, we met with several companies. Below are 
our primary takeaways from the meetings. 

Boeing Defense (BDS) 

Boeing reiterated the view that it's misguided to think the global security 
environment is as safe today as it was in the post-Cold War period. Instability and 
geopolitical uncertainty in Asia, the Middle East, and Africa continue to drive security 
requirements. 

Helping Boeing's international campaigns is its one company approach which 
leverages the commercial arm and its international relationships. The single 
approach also helps reduce supply cost by aggregating purchasing across the 
entire company. International efforts are further helped by the US government which 
has vastly improved its support for international defense sales over the last few 
years. BDS is also looking to leverage the commercial arm to pursue specialty 
aircraft sales to the US military which flies a few dozen old 707s. The idea would be 
to replace them with a new 737 which has already been militarized thanks to the 
P8A program. 

Meanwhile, Boeing is also staying ahead of the coming drawdown, with BDS 
leadership beginning a cost reduction plan 2-3 years ago targeting $2.2b. Since 
achieving the first tranche, management is looking for an incremental $1.6b, which 
includes headcount and facility consolidation. Cost savings are also coming from 
the aforementioned aggregated purchasing efforts. With these cost reduction efforts 
in place, Boeing will continue to invest in high priority items and compete in the 
growth markets. Included here is the future vertical lift program that over the coming 
decades aims to replace the Blackhawk and Apache. Boeing (which makes the 
Apache) has teamed with UTX/Sikorsky (makes the Blackhawk) to pursue this 
opportunity. And despite articles to the contrary, the KC-46A is performing to plan 
and hitting its milestones. 

Still, there are some soft spots in the portfolio, the largest of which being the C-17 
with a backlog that takes it through 2014 (USAF + India). There is room for upside 
with incremental international orders (EU, India, Middle East), but maintaining full 
production might be tough. BDS' services & spares business could also encounter 
pressure in the nearer-term as DoD is forced to defer maintenance in government-
owned depots, which could foster some migration from the contracted depots. 

Lockheed Martin 

If sequester occurs, the company expects a relatively limited impact on investment 
accounts at first given the DoD's desire to blindly cut priority programs and the 
increased cost associated with breaking contracts. Rather, saving money quickly 
involves reducing O&M costs. 

As far as LMT's segments go, Space and Aero are relatively immune from 
sequester in FY13 since they're working through long-lived backlogs. At the other 
end of the spectrum is IS&GS, which likely sees the largest impact in a sequester 
scenario since the segment converts ~30-35% of current FY funding into current FY 
sales. Meanwhile, the two new segments comprising the legacy Electronics 
business are somewhere in between. Margin-wise, LMT expects to be able to 
relatively quickly reduce costs and cope with the drawdown, so the near-term 
sequester impact on margins should be minimal. 

Company Perspectives 
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This is not to say that sequester will be without its victims. Budget reductions likely 
force new award delays, stretched programs, and quantity reductions. For instance, 
DoD has testified that sequester could remove 2 F35s from the planned 
procurement of 19 jets this year. However, we note that the outcome could change 
based on whether the DoD receives some leeway on how to implement the cuts (in 
our view, the Navy is most likely to defer or reduce F35C orders vs. the Marines or 
Air Force since the Navy has a readily available near-replacement in Boeing's F/A-
18). At the same time, the company could manage to keep unit volumes up by 
bringing international customers forward. 

The company maintained its initial argument behind 4Q's $2.5b discretionary 
pension contribution, noting that it locks in an attractive tax deduction (especially if 
the corporate tax rate goes down) without giving up much return from cash sitting 
on the balance sheet. The large contribution also reduced go-forward pension 
contribution requirements, although the company still plans to discretionarily fund 
the pension at the same level as its CAS recovery in 2013-15, noting that CAS 
recovery picks up even more materially thereafter and likely overwhelms pension 
contributions. Also, D&A is likely to grow as software amortization increases. And as 
previously mentioned, requirements are minimal in 2013 and 2014. Working capital 
likely remains a use of cash for the next few years, although things likely improve 
from the 2012 level which was impacted by some EVMS issues and the transition 
from performance-based payments to progress-based payments on some fixed-
price contracts. Altogether, it appears as if the company can keep operating cash 
flows at least flat over the next several years (2013 guided to >/= $4b).  

FCF is also set to benefit as capex comes down due to lower F35 investments and 
capitalized software. It appears as if LMT has spent ~$1-1.5b of capital thus far on 
F-35 with a total bill of just below ~$2b. Thus, within three years the company can 
likely get down to $700m capex (representing cash upside vs. our current estimate 
of $1b). 

While share repurchases came in relatively light in 2012 vs. expectations, it's worth 
noting that a good portion of the year's share creep (6-7m shares) was attributable 
to stock option exercises driven by strong stock performance. As is the case every 
year, LMT will work again in 2013 to offset share creep with repurchases. In our 
view, the guided $700m of repurchases is conservative given our expectations for 
strong cash generation this year, and we expect it to have more impact that simply 
arresting share creep since the guidance contemplates 4m shares issued related to 
the 401k and 3m shares of options exercises. The implied $100 stock price is 
clearly higher than where the stock has sat YTD, and we therefore suspect there to 
have been higher impact repurchase activity since late January. We also note that 
the lower stock price minimizes option dilution for the moment. Going forward, the 
company does not anticipate seeing as much option-driven dilution as it has 
changed its executive compensation plan to grants RSUs and PSUs instead of 
options. However, there are still 11m options in-the-money at the moment, so 
there's still some option-related dilution to come. 

The company is also careful with its balance sheet, which screens more levered 
than it appears if you include a portion of the unfunded pension liability (which 2 of 
the 3 rating agencies do). For that reason, the company is relatively more reluctant 
to lever up appreciably simply to buy back shares, preferring to maintain its credit 
rating and preserve dry powder should M&A opportunities appear. 

The company is looking forward to several large strategic awards in 2013, which 
while not large in dollar-size do represent significant long-term business 
opportunities: 
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 The Aegis engineering contract is a franchise award that likely comes this 
quarter. LMT enjoys a ~20-25 year incumbency but faces stiff competition from 
RTN. 

 Air & Missile Defense Radar (AMDR) represents the ballistic missile radar for 
nextgen destroyers and retrofit of old destroyers. It's likely awarded in 1H. 

 Space fence is a long-term RTN franchise that LMT is trying to take away. It's 
likely awarded in 4Q13, although it could slip into 2014. 

Northrop Grumman 

NOC is clearly concerned with a variety of budget challenges making their way 
through Congress, including sequester, CR, and debt ceiling. The company appears 
to agree that the House GOP sees sequester as leverage in getting President 
Obama to the table, and that perhaps the noise caused by sequester would be 
enough to force Congress to get something done. But as is typical with Congress, 
they’ll likely wait to the very last minute and kick the can. Either way, NOC is 
prepared to deal with sequester, a government shutdown, or a full-year CR. 

As we head toward sequester, it appeared that short-cycle businesses were indeed 
set to be hit first, with logistics, maintenance, and IT systems likely seeing the most 
near-term volatility. The ultimate budget deal could breed investment account 
reductions, but at the moment NOC still has backlog and contracts to execute. 
However, in the event that contracts are broken as a result of budget reductions, the 
government is likely to incur the vast majority of the costs. 

NOC's recent M&A activity has focused more on subtraction than addition in order 
to position the portfolio to be best aligned for future defense priorities. Given 
uncertainty and persistent disparity in pricing, it appears that NOC is happier 
purchasing itself vs. buying revenue growth. That said, the company has moved 
aggressively into unmanned and was able to pick up some small cyber companies 
years ago. In short, NOC isn’t looking for scale as much as it's looking for value. 
NOC also highlighted that it prefers to stick to its core business of dealing with 
government customers and regulated markets (implying it’s not a fan of defense 
companies undertaking purely commercial pursuits).  

While the company is relatively aggressive with its share repurchase program (and 
appears open to using leverage to buy back stock), it's still weary of an uncertain 
environment and will not get too far ahead of the budget uncertainty. The company 
noted that it's typically frugal with its cash, especially in uncertain environments. 

International sales are still set to growth as the company looks to supply US allies 
with high-end electronics and other technologies. This is especially true as the US 
withdraws from certain regions and relies more on its partners to provide for a stable 
security environment.  

NOC also reiterated that its better pension funding position and lower CAS recovery 
rates going forward could help its competitive positioning by being able to bid a 
lower price as a result of a lower cost structure. We heard something similar on our 
bus tour from last year (see: Defending Against the Unknown). 

NOC highlighted how recent management changes at the segment level have put in 
place new leaders with long tenures and solid understanding of the business. 

https://ir.citi.com/%2bce0v1iGHc0xXMJjomV47rUBsRc9o9lTRreP3iis8xS4p6avSLwcCgoFpefOLQ%2bcPC1uOMwAzaY%3d�
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Booz Allen Hamilton 

Booz Allen is primarily engaged in the services industry, focusing on critical 
programs and projects. The company actually saw an increase in outlays in its 
recent quarter, perhaps due to the government's efforts to get money out of the door 
before budget reductions hit. Starting in April, BAH will implement a new 
organizational structure to better align the company with what and how clients buy. 
The evolved organization is also a step along the path to realizing the company's 
"Vision 2020" which sees Booz continuing to leverage its capabilities in core 
government work as well as in other growth markets including health, financial 
services, and energy. 

However, the current environment is relatively pressured as program officers react 
to real and perceived program cuts. This creates short-term market turmoil, 
although the system generally finds a way to make reductions necessary when it's 
handed a certain level of cuts, while also continuing to invest in high priority items. 
The environment is likely to remain pressured and somewhat disorganized in the 
near term as the department adjusts to slowed and/or reduced spending, but 
eventually a new rhythm generally kicks in. 

In preparation for the budget drawdown, BAH continues to actively control its costs 
through improved resource management, including saving on facilities through 
solutions such as implementing hoteling policies. The company also notes that its 
services business model allows it to expand margins even in the face of top-line 
pressure. 

CACI 

Services-provider CACI is on the same page as other companies with regards to 
the budget, considering this a unique period of great instability. On its last earnings 
call, the company reduced its FY13 outlook given slowed procurement behavior at 
DoD. The company has also talked about seeing bridges and delayed awards, 
which are partly a good thing for CACI as it continues to make money on its 
incumbent projects, but also pushes out expected funding actions. However, at this 
point the company has 97% of its planned FY13 revenue already under contract 
with over 87% of the funding fully secured.  

CACI sees most risk from sequester in its "high volume" markets such as enterprise 
IT and logistics readiness, since the military can more easily save money here 
quickly by slowing things. On the other hand, CACI expects to drive growth by 
aggressively pursuing "high-growth" markets that include business systems, 
cyberspace, healthcare, and special operations. In this realm, the company is 
already doing ~$200m of annual business in cyber. And some recent acquisitions 
have helped it get into various health end-markets including FDA, CDC, and NIH. 

CACI is looking to grow earnings not only via these high-growth market 
opportunities, but also by reducing the mix of low-margin ODCs (other direct costs) 
vs. higher-margin direct labor. In fact, recent organic sales reductions were driven 
by a reduction in ODCs largely due to Afghanistan vs. direct labor which has 
actually grown. The company also expects to secure some growth from M&A. 

At this point, FY14 (begins July 1) is still a bit in limbo as the sequester impact is yet 
to be seen and as CACI's backlog generally doesn’t bleed into the following year. 
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Boeing Co. 
(BA.N; US$74.93; 1) 
 
Valuation 

We apply a sum-of-the-parts valuation methodology to Boeing. To the commercial 
business (66% of 2013 segment income) we apply a 15x FTM P/E multiple, in line 
with commercial aerospace peers. In our view, a premium multiple is warranted due 
to the production up-cycle we're embarking upon as well as the relative resiliency of 
the commercial aerospace market. We apply a 11x multiple to the defense 
business, representing a ~20% discount to the market. This is a slight premium to 
our target defense multiple (25% discount) due to BDS' premium backlog visibility 
and international content. This gives us a blended target multiple of 13.6x, which we 
apply to our 2014 core EPS estimate to yield our $100 PT. We expect Boeing and 
investors to begin focusing on this pension-adjusted "core EPS" number now that 
Boeing has begun guiding specifically to it since it more accurately reflects 
underlying performance. 
 
Risks 

The commercial aerospace industry is intrinsically risky given its vulnerability to 
unpredictable shocks that cannot be incorporated into earnings models, such as 
terrorism, volatile oil prices, and epidemics. Furthermore, the industry is highly 
correlated to economic growth, and relies on economic expansion for air traffic 
growth. The company’s other exposure is the defense market, which is subject to 
changes in public opinion, global threats to the U.S. and its allies, the state of the 
federal budget, and the condition of existing U.S. and allied military equipment.  

Boeing’s shares may materially underperform our target price should the broader 
economy slip back into recession, resulting in decreased airline traffic and plane 
orders. Shares would also underperform to the extent that DoD budgets were 
severely cut. The company is also subject to intense commercial competition with 
Airbus, especially in the narrow-body segment, where defending market share could 
come at the expense of margin. If the impact on the company from any of these 
factors proves to be greater/less than we anticipate, we believe the stock will likely 
have difficulty achieving our target price or could outperform it. 
   

General Dynamics Corp. 
(GD.N; US$66.22; 1) 
 
Valuation 

Historically, shares of GD have traded at 14x FTM P/E and at a 12% discount to the 
S&P500. While we concede that defense industry multiples are not likely to return to 
levels seen during the recent war build-up, we do argue that they should return to 
the levels seen during the Post-Consolidation & Stable Demand era between 1995 
and 2001 – a period that best reflects the current environment, in our view. During 
this period, ex-the dotcom bubble, defense shares traded at a 25% discount to the 
S&P 500. We apply a 30% discount to the market multiple to arrive at our target 
defense multiple of 9.6x due to GD defense's less certain outlook. 

For the company's commercial aerospace business, we apply a multiple in line with 
a basket of commercial aerospace companies (15x). Our blended target multiple is 
calculated as following:  
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 Defense multiple = 9.3x, applied to 66% of income 

 Commercial multiple = 15x, applied to 34% of income 

The result is a blended multiple of 11.4x, below the 10-yr average of 14x likely due 
to the premium assigned to defense during wartime. Applied to our FTM EPS 
estimate twelve months from now, we arrive at our price target of $86. Our price 
target implies a 7.2x EV/EBITDA multiple, vs. the 10-yr average of 9.5x. 
 
Risks 

GD's strengths (large capitalization, low earnings and share price volatility, 
investment grade balance sheet, and historically strong cash flows) are offset by the 
risk inherent in having ~70% of revenues tied to one customer (a fiscally pressured 
US government), and by being exposed to inherently risky aircraft development 
programs.  

Risks to the upside include on-going conflicts requiring defense spending on 
vehicles and munitions beyond our current expectations. There may also be a 
sooner-than-expected broad revival in business jet demand and commercial 
shipbuilding.  

Risks to the downside include a further deterioration of global economic environment, 
both of which would put pressure on government spending and negatively impact 
domestic and international sales (commercial and government). Defense acquisition 
reform could also become a negative for industry margins, although we are not overly 
concerned with its current iteration. Also, an end to the current conflicts may further 
erode the need for land-based combat systems, while strategic priorities may obviate 
the need for major naval platforms. Aircraft development programs can also slip 
schedule- and cost-wise due to unforeseen contingencies.  

If the impact on the company from any of these factors proves to be greater/less 
than we anticipate, we believe the stock will likely have difficulty achieving our target 
price or could outperform it. 
   

Lockheed Martin Corp. 
(LMT.N; US$87.08; 1) 
 
Valuation 

Over the past decade, LMT shares have historically traded at 16x and roughly flat to 
the S&P 500. While we concede that defense industry multiples aren't returning to 
levels seen during the last decade, we do argue that they should return to the levels 
seen during similar demand environments of the past, specifically the Post-
Consolidation & Stable Demand era between 1995 and 2001, a period that best 
reflects the current environment, in our view. During this period (ex-the dotcom 
bubble) defense shares traded at a 25% discount to the S&P 500 (14x). We believe 
LMT should trade at a mild premium (at a 20% discount to the market) due to the 
robust dividend, the long-term sales and earnings growth potential embedded in the 
F-35 program, and a robust international business. We also believe investors will 
increasingly use FAS / CAS adjusted EPS vs. GAAP EPS for valuation purposes in 
light of the December 2011 harmonization ruling , which in our view cements the 
adjusted numbers as the more “normalized” earnings stream for defense 
companies. We therefore apply our target multiple of 11x to our FTM pension-
adjusted EPS estimate to arrive at our price target of $110. 
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Risks 

Strength derived from Lockheed Martin's large capitalization, low earnings and 
share price volatility, investment grade balance sheet, and historically strong cash 
flows, are offset by the fact that 90% of its revenues are tied to a US government 
customer. Domestic fiscal pressures are the most prominent downside risk, as a 
significant reduction in government spending would negatively impact domestic and 
international sales. And although we do not judge its current iteration as a major 
threat, acquisition reform could become a negative for industry margins. Upside and 
downside risks also emanate from geopolitical events impacting alliance structures 
and cross-border relationships, which would change defense spending habits and 
thus impact industry multiples. The company’s marquee program, the F-35 JSF, is 
facing negative headlines and Congressional heat over its cost, and runs the risk of 
being slowed/delayed (although we do not believe the program will erode 
significantly due its strategic importance). 

If the impact on the company from any of these factors proves to be greater/less 
than we anticipate, we believe the stock will likely have difficulty achieving our target 
price or could outperform it. 
   

Northrop Grumman Corp. 
(NOC.N; US$65.80; 1) 
 
Valuation 

Historically, NOC shares have traded at 14x FTM EPS estimates and at a 30% 
discount to the S&P 500. While we concede that defense industry multiples are not 
likely to return to levels seen during the most recent war build-up, we argue that 
they should return to the levels seen during the spending era that best reflects the 
current environment, specifically the post-consolidation, stable demand environment 
era between 1995 and 2001. At that time (ex-the dotcom bubble), defense shares 
traded at a 25% discount to the market. In our view, NOC should trade at a premium 
to peers given growth opportunities in manned and unmanned fighters and targeted 
cash returns to shareholders. We also believe investors will increasingly use FAS / 
CAS adjusted EPS vs. GAAP EPS for valuation purposes in light of the December 
2011 harmonization ruling, which in our view cements the adjusted numbers as the 
more "normalized" earnings stream for defense companies. We therefore apply a 
target multiple of 11x (20% discount to the market) to our FTM pension-adjusted 
EPS estimate to arrive at our price target of $79. 
 
Risks 

Northrop's large capitalization, low earnings and share price volatility, investment 
grade balance sheet, and historically strong cash flows, are offset by the fact that 
~91% of its revenues are tied to one customer: the US government (mostly the 
Defense Department). Risks to the downside include a further deterioration of global 
economic environment and the domestic fiscal situation, both of which would put 
pressure on government spending and trading multiples. And although we do not 
judge its current iteration as a major threat, acquisition reform and pentagon-led 
efficiency drives could become a negative for industry margins. Also, strategic 
priorities may reduce the need for major platforms, including the F-35 JSF which 
faces negative headlines and congressional heat over its cost (although we expect 
NOC to be able to offset some of the weakness with its F/A-18 content). Further 
downside risks emanate from geopolitical events which could impact defense 
spending habits and industry multiples. 
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If the impact on the company from any of these factors proves to be greater/less 
than we anticipate, the stock could have difficulty achieving our target 
price/outperform it. 
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basis. 

Securities recommended, offered, or sold by the Firm: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or other 
obligations of any insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of the principal 
amount invested. Although information has been obtained from and is based upon sources that the Firm believes to be reliable, we do not guarantee its 
accuracy and it may be incomplete and condensed. Note, however, that the Firm has taken all reasonable steps to determine the accuracy and 
completeness of the disclosures made in the Important Disclosures section of the Product. The Firm's research department has received assistance from 
the subject company(ies) referred to in this Product including, but not limited to, discussions with management of the subject company(ies). Firm policy 
prohibits research analysts from sending draft research to subject companies. However, it should be presumed that the author of the Product has had 
discussions with the subject company to ensure factual accuracy prior to publication. All opinions, projections and estimates constitute the judgment of the 
author as of the date of the Product and these, plus any other information contained in the Product, are subject to change without notice. Prices and 
availability of financial instruments also are subject to change without notice. Notwithstanding other departments within the Firm advising the companies 
discussed in this Product, information obtained in such role is not used in the preparation of the Product. Although Citi Research does not set a 
predetermined frequency for publication, if the Product is a fundamental research report, it is the intention of Citi Research to provide research coverage of 
the/those issuer(s) mentioned therein, including in response to news affecting this issuer, subject to applicable quiet periods and capacity constraints. The 
Product is for informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security. Any decision to purchase 
securities mentioned in the Product must take into account existing public information on such security or any registered prospectus. 

Investing in non-U.S. securities, including ADRs, may entail certain risks. The securities of non-U.S. issuers may not be registered with, nor be subject to the 
reporting requirements of the U.S. Securities and Exchange Commission. There may be limited information available on foreign securities. Foreign 
companies are generally not subject to uniform audit and reporting standards, practices and requirements comparable to those in the U.S. Securities of 
some foreign companies may be less liquid and their prices more volatile than securities of comparable U.S. companies. In addition, exchange rate 
movements may have an adverse effect on the value of an investment in a foreign stock and its corresponding dividend payment for U.S. investors. Net 
dividends to ADR investors are estimated, using withholding tax rates conventions, deemed accurate, but investors are urged to consult their tax advisor for 
exact dividend computations. Investors who have received the Product from the Firm may be prohibited in certain states or other jurisdictions from 
purchasing securities mentioned in the Product from the Firm. Please ask your Financial Consultant for additional details. Citigroup Global Markets Inc. 
takes responsibility for the Product in the United States. Any orders by US investors resulting from the information contained in the Product may be placed 
only through Citigroup Global Markets Inc. 

Important Disclosures for Morgan Stanley Smith Barney LLC Customers: Morgan Stanley & Co. LLC (Morgan Stanley) research reports may be 
available about the companies that are the subject of this Citi Research research report. Ask your Financial Advisor or use smithbarney.com to view any 
available Morgan Stanley research reports in addition to Citi Research research reports. 
Important disclosure regarding the relationship between the companies that are the subject of this Citi Research research report and Morgan Stanley Smith 
Barney LLC and its affiliates are available at the Morgan Stanley Smith Barney disclosure website at 
www.morganstanleysmithbarney.com/researchdisclosures. 
For Morgan Stanley and Citigroup Global Markets, Inc. specific disclosures, you may refer to www.morganstanley.com/researchdisclosures and 
https://www.citivelocity.com/cvr/eppublic/citi_research_disclosures. 
This Citi Research research report has been reviewed and approved on behalf of Morgan Stanley Smith Barney LLC. This review and approval was 
conducted by the same person who reviewed this research report on behalf of Citi Research. This could create a conflict of interest. 

The Citigroup legal entity that takes responsibility for the production of the Product is the legal entity which the first named author is employed 
by.  The Product is made available in Australia through Citi Global Markets Australia Pty Ltd. (ABN 64 003 114 832 and AFSL No. 240992), participant of 
the ASX Group and regulated by the Australian Securities & Investments Commission.  Citigroup Centre, 2 Park Street, Sydney, NSW 2000.  The Product is 
made available in Australia to Private Banking wholesale clients through Citigroup Pty Limited (ABN 88 004 325 080 and AFSL 238098). Citigroup Pty 
Limited provides all financial product advice to Australian Private Banking wholesale clients through bankers and relationship managers.  If there is any 
doubt about the suitability of investments held in Citigroup Private Bank accounts, investors should contact the Citigroup Private Bank in Australia.  Citigroup 
companies may compensate affiliates and their representatives for providing products and services to clients.  The Product is made available in Brazil by 
Citigroup Global Markets Brasil - CCTVM SA, which is regulated by CVM - Comissão de Valores Mobiliários, BACEN - Brazilian Central Bank, APIMEC - 
Associação dos Analistas e Profissionais de Investimento do Mercado de Capitais and ANBID - Associação Nacional dos Bancos de Investimento.  Av. 
Paulista, 1111 - 11º andar - CEP. 01311920 - São Paulo - SP.  If the Product is being made available in certain provinces of Canada by Citigroup Global 
Markets (Canada) Inc. ("CGM Canada"), CGM Canada has approved the Product.  Citigroup Place, 123 Front Street West, Suite 1100, Toronto, Ontario M5J 
2M3.  This product is available in Chile through Banchile Corredores de Bolsa S.A., an indirect subsidiary of Citigroup Inc., which is regulated by the 
Superintendencia de Valores y Seguros. Agustinas 975, piso 2, Santiago, Chile. The Product is made available in France by Citigroup Global Markets 
Limited, which is authorised and regulated by Financial Services Authority.  1-5 Rue Paul Cézanne, 8ème, Paris, France.  The Product is distributed in 
Germany by Citigroup Global Markets Deutschland AG ("CGMD"), which is regulated by Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin). CGMD, 
Reuterweg 16, 60323 Frankfurt am Main. Research which relates to "securities" (as defined in the Securities and Futures Ordinance (Cap. 571 of the Laws 
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of Hong Kong)) is issued in Hong Kong by, or on behalf of, Citigroup Global Markets Asia Limited which takes full responsibility for its content. Citigroup 
Global Markets Asia Ltd. is regulated by Hong Kong Securities and Futures Commission. If the Research is made available through Citibank, N.A., Hong 
Kong Branch, for its clients in Citi Private Bank, it is made available by Citibank N.A., Citibank Tower, Citibank Plaza, 3 Garden Road, Hong Kong. Citibank 
N.A. is regulated by the Hong Kong Monetary Authority. Please contact your Private Banker in Citibank N.A., Hong Kong, Branch if you have any queries on 
or any matters arising from or in connection with this document.  The Product is made available in India by Citigroup Global Markets India Private Limited, 
which is regulated by Securities and Exchange Board of India.  Bakhtawar, Nariman Point, Mumbai 400-021.  The Product is made available in Indonesia 
through PT Citigroup Securities Indonesia.  5/F, Citibank Tower, Bapindo Plaza, Jl. Jend. Sudirman Kav. 54-55, Jakarta 12190.  Neither this Product nor any 
copy hereof may be distributed in Indonesia or to any Indonesian citizens wherever they are domiciled or to Indonesian residents except in compliance with 
applicable capital market laws and regulations. This Product is not an offer of securities in Indonesia. The securities referred to in this Product have not been 
registered with the Capital Market and Financial Institutions Supervisory Agency (BAPEPAM-LK) pursuant to relevant capital market laws and regulations, 
and may not be offered or sold within the territory of the Republic of Indonesia or to Indonesian citizens through a public offering or in circumstances which 
constitute an offer within the meaning of the Indonesian capital market laws and regulations.  The Product is made available in Israel through Citibank NA, 
regulated by the Bank of Israel and the Israeli Securities Authority. Citibank, N.A, Platinum Building, 21 Ha'arba'ah St, Tel Aviv, Israel.   The Product is made 
available in Italy by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services Authority.  Via dei Mercanti, 12, Milan, 20121, 
Italy.  The Product is made available in Japan by Citigroup Global Markets Japan Inc. ("CGMJ"), which is regulated by Financial Services Agency, Securities 
and Exchange Surveillance Commission, Japan Securities Dealers Association, Tokyo Stock Exchange and Osaka Securities Exchange.  Shin-Marunouchi 
Building, 1-5-1 Marunouchi, Chiyoda-ku, Tokyo 100-6520 Japan. If the Product was distributed by SMBC Nikko Securities Inc. it is being so distributed under 
license.  In the event that an error is found in an CGMJ research report, a revised version will be posted on the Firm's Citi Velocity website.  If you have 
questions regarding Citi Velocity, please call (81 3) 6270-3019 for help.   The Product is made available in Korea by Citigroup Global Markets Korea 
Securities Ltd., which is regulated by the Financial Services Commission, the Financial Supervisory Service and the Korea Financial Investment Association 
(KOFIA). Citibank Building, 39 Da-dong, Jung-gu, Seoul 100-180, Korea.   KOFIA makes available registration information of research analysts on its 
website.  Please visit the following website if you wish to find KOFIA registration information on research analysts of Citigroup Global Markets Korea 
Securities Ltd.  http://dis.kofia.or.kr/fs/dis2/fundMgr/DISFundMgrAnalystPop.jsp?companyCd2=A03030&pageDiv=02. The Product is made available in 
Korea by Citibank Korea Inc., which is regulated by the Financial Services Commission and the Financial Supervisory Service. Address is Citibank Building, 
39 Da-dong, Jung-gu, Seoul 100-180, Korea.  The Product is made available in Malaysia by Citigroup Global Markets Malaysia Sdn Bhd (Company No. 
460819-D) (“CGMM”) to its clients and CGMM takes responsibility for its contents. CGMM is regulated by the Securities Commission of Malaysia. Please 
contact CGMM at Level 43 Menara Citibank, 165 Jalan Ampang, 50450 Kuala Lumpur, Malaysia in respect of any matters arising from, or in connection with, 
the Product.  The Product is made available in Mexico by Acciones y Valores Banamex, S.A. De C. V., Casa de Bolsa, Integrante del Grupo Financiero 
Banamex ("Accival") which is a wholly owned subsidiary of Citigroup Inc. and is regulated by Comision Nacional Bancaria y de Valores. Reforma 398, Col. 
Juarez, 06600 Mexico, D.F.  In New Zealand the Product is made available to ‘wholesale clients’ only as defined by s5C(1) of the Financial Advisers Act 
2008 (‘FAA’) through Citigroup Global Markets Australia Pty Ltd (ABN 64 003 114 832 and AFSL No. 240992), an overseas financial adviser as defined by 
the FAA, participant of the ASX Group and regulated by the Australian Securities & Investments Commission. Citigroup Centre, 2 Park Street, Sydney, NSW 
2000.  The Product is made available in Pakistan by Citibank N.A. Pakistan branch, which is regulated by the State Bank of Pakistan and Securities 
Exchange Commission, Pakistan. AWT Plaza, 1.1. Chundrigar Road, P.O. Box 4889, Karachi-74200.  The Product is made available in the Philippines 
through Citicorp Financial Services and Insurance Brokerage Philippines, Inc., which is regulated by the Philippines Securities and Exchange Commission. 
20th Floor Citibank Square Bldg. The Product is made available in the Philippines through Citibank NA Philippines branch, Citibank Tower, 8741 Paseo De 
Roxas, Makati City, Manila. Citibank NA Philippines NA is regulated by The Bangko Sentral ng Pilipinas. The Product is made available in Poland by Dom 
Maklerski Banku Handlowego SA an indirect subsidiary of Citigroup Inc., which is regulated by Komisja Nadzoru Finansowego.  Dom Maklerski Banku 
Handlowego S.A. ul.Senatorska 16, 00-923 Warszawa.  The Product is made available in the Russian Federation through ZAO Citibank, which is licensed 
to carry out banking activities in the Russian Federation in accordance with the general banking license issued by the Central Bank of the Russian 
Federation and brokerage activities in accordance with the license issued by the Federal Service for Financial Markets.  Neither the Product nor any 
information contained in the Product shall be considered as advertising the securities mentioned in this report within the territory of the Russian Federation 
or outside the Russian Federation.  The Product does not constitute an appraisal within the meaning of the Federal Law of the Russian Federation of 29 July 
1998 No. 135-FZ (as amended) On Appraisal Activities in the Russian Federation.  8-10 Gasheka Street, 125047 Moscow.  The Product is made available in 
Singapore through Citigroup Global Markets Singapore Pte. Ltd. (“CGMSPL”), a capital markets services license holder, and regulated by Monetary 
Authority of Singapore. Please contact CGMSPL at 8 Marina View, 21st Floor Asia Square Tower 1, Singapore 018960, in respect of any matters arising 
from, or in connection with, the analysis of this document. This report is intended for recipients who are accredited, expert and institutional investors as 
defined under the Securities and Futures Act (Cap. 289). The Product is made available by The Citigroup Private Bank in Singapore through Citibank, N.A., 
Singapore Branch, a licensed bank in Singapore that is regulated by Monetary Authority of Singapore. Please contact your Private Banker in Citibank N.A., 
Singapore Branch if you have any queries on or any matters arising from or in connection with this document. This report is intended for recipients who are 
accredited, expert and institutional investors as defined under the Securities and Futures Act (Cap. 289).  This report is distributed in Singapore by Citibank 
Singapore Ltd ("CSL") to selected Citigold/Citigold Private Clients. CSL provides no independent research or analysis of the substance or in preparation of 
this report. Please contact your Citigold//Citigold Private Client Relationship Manager in CSL if you have any queries on or any matters arising from or in 
connection with this report. This report is intended for recipients who are accredited investors as defined under the Securities and Futures Act (Cap. 289).   
Citigroup Global Markets (Pty) Ltd. is incorporated in the Republic of South Africa (company registration number 2000/025866/07) and its registered office 
is at 145 West Street, Sandton, 2196, Saxonwold. Citigroup Global Markets (Pty) Ltd. is regulated by JSE Securities Exchange South Africa, South African 
Reserve Bank and the Financial Services Board.  The investments and services contained herein are not available to private customers in South Africa.  The 
Product is made available in Spain by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services Authority.  29 Jose Ortega 
Y Gasset, 4th Floor, Madrid, 28006, Spain.  The Product is made available in the Republic of China through Citigroup Global Markets Taiwan Securities 
Company Ltd. ("CGMTS"), 14 and 15F, No. 1, Songzhi Road, Taipei 110, Taiwan and/or through Citibank Securities (Taiwan) Company Limited ("CSTL"), 14 
and 15F, No. 1, Songzhi Road, Taipei 110, Taiwan, subject to the respective license scope of each entity and the applicable laws and regulations in the 
Republic of China. CGMTS and CSTL are both regulated by the Securities and Futures Bureau of the Financial Supervisory Commission of Taiwan, the 
Republic of China. No portion of the Product may be reproduced or quoted in the Republic of China by the press or any third parties [without the written 
authorization of CGMTS and CSTL]. If the Product covers securities which are not allowed to be offered or traded in the Republic of China, neither the 
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Product nor any information contained in the Product shall be considered as advertising the securities or making recommendation of the securities in the 
Republic of China. The Product is for informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security or 
financial products. Any decision to purchase securities or financial products mentioned in the Product must take into account existing public information on 
such security or the financial products or any registered prospectus.  The Product is made available in Thailand through Citicorp Securities (Thailand) Ltd., 
which is regulated by the Securities and Exchange Commission of Thailand.  18/F, 22/F and 29/F, 82 North Sathorn Road, Silom, Bangrak, Bangkok 10500, 
Thailand.  The Product is made available in Turkey through Citibank AS which is regulated by Capital Markets Board.  Tekfen Tower, Eski Buyukdere 
Caddesi # 209 Kat 2B, 23294 Levent, Istanbul, Turkey.  In the U.A.E, these materials (the "Materials") are communicated by Citigroup Global Markets 
Limited, DIFC branch ("CGML"), an entity registered in the Dubai International Financial Center ("DIFC") and licensed and regulated by the Dubai Financial 
Services Authority ("DFSA") to Professional Clients and Market Counterparties only and should not be relied upon or distributed to Retail Clients. A 
distribution of the different Citi Research ratings distribution, in percentage terms for Investments in each sector covered is made available on 
request.  Financial products and/or services to which the Materials relate will only be made available to Professional Clients and Market Counterparties.  The 
Product is made available in United Kingdom by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services Authority.  This 
material may relate to investments or services of a person outside of the UK or to other matters which are not regulated by the FSA and further details as to 
where this may be the case are available upon request in respect of this material.  Citigroup Centre, Canada Square, Canary Wharf, London, E14 5LB.  The 
Product is made available in United States by Citigroup Global Markets Inc, which is a member of FINRA and registered with the US Securities and 
Exchange Commission. 388 Greenwich Street, New York, NY 10013.   Unless specified to the contrary, within EU Member States, the Product is made 
available by Citigroup Global Markets Limited, which is regulated by Financial Services Authority.  
Pursuant to Comissão de Valores Mobiliários Rule 483, Citi is required to disclose whether a Citi related company or business has a commercial relationship 
with the subject company. Considering that Citi operates multiple businesses in more than 100 countries around the world, it is likely that Citi has a 
commercial relationship with the subject company.  
Many European regulators require that a firm must establish, implement and make available a policy for managing conflicts of interest arising as a result of 
publication or distribution of investment research. The policy applicable to Citi Research's Products can be found at 
https://www.citivelocity.com/cvr/eppublic/citi_research_disclosures.   
Compensation of equity research analysts is determined by equity research management and Citigroup's senior management and is not linked to specific 
transactions or recommendations.   
The Product may have been distributed simultaneously, in multiple formats, to the Firm's worldwide institutional and retail customers.  The Product is not to 
be construed as providing investment services in any jurisdiction where the provision of such services would not be permitted.  
Subject to the nature and contents of the Product, the investments described therein are subject to fluctuations in price and/or value and investors may get 
back less than originally invested. Certain high-volatility investments can be subject to sudden and large falls in value that could equal or exceed the amount 
invested. Certain investments contained in the Product may have tax implications for private customers whereby levels and basis of taxation may be subject 
to change. If in doubt, investors should seek advice from a tax adviser.  The Product does not purport to identify the nature of the specific market or other 
risks associated with a particular transaction.  Advice in the Product is general and should not be construed as personal advice given it has been prepared 
without taking account of the objectives, financial situation or needs of any particular investor. Accordingly, investors should, before acting on the advice, 
consider the appropriateness of the advice, having regard to their objectives, financial situation and needs. Prior to acquiring any financial product, it is the 
client's responsibility to obtain the relevant offer document for the product and consider it before making a decision as to whether to purchase the product. 
With the exception of our product that is made available only to Qualified Institutional Buyers (QIBs) and other product that is made available through other 
distribution channels only to certain categories of clients to satisfy legal or regulatory requirements, Citi Research concurrently disseminates its research via 
proprietary and non-proprietary electronic distribution platforms. Periodically, individual Citi Research analysts may also opt to circulate research posted on 
such platforms to one or more clients by email. Such email distribution is discretionary and is done only after the research has been disseminated via the 
aforementioned distribution channels. Citi Research simultaneously distributes product that is limited to QIBs only through email distribution. 
The level and types of services provided by Citi Research analysts to clients may vary depending on various factors such as the client’s individual 
preferences as to the frequency and manner of receiving communications from analysts, the client’s risk profile and investment focus and perspective (e.g. 
market-wide, sector specific, long term, short-term etc.), the size and scope of the overall client relationship with Citi and legal and regulatory constraints. 
Citi Research product may source data from dataCentral. dataCentral is a Citi Research proprietary database, which includes Citi estimates, data from 
company reports and feeds from Reuters and Datastream. 

© 2013 Citigroup Global Markets Inc. Citi Research is a division of Citigroup Global Markets Inc. Citi and Citi with Arc Design are trademarks and service 
marks of Citigroup Inc. and its affiliates and are used and registered throughout the world. All rights reserved. Any unauthorized use, duplication, 
redistribution or disclosure of this report (the “Product”), including, but not limited to, redistribution of the Product by electronic mail, posting of the Product on 
a website or page, and/or providing to a third party a link to the Product, is prohibited by law and will result in prosecution. The information contained in the 
Product is intended solely for the recipient and may not be further distributed by the recipient to any third party. Where included in this report, MSCI sourced 
information is the exclusive property of Morgan Stanley Capital International Inc. (MSCI). Without prior written permission of MSCI, this information and any 
other MSCI intellectual property may not be reproduced, redisseminated or used to create any financial products, including any indices. This information is 
provided on an "as is" basis. The user assumes the entire risk of any use made of this information. MSCI, its affiliates and any third party involved in, or 
related to, computing or compiling the information hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability or fitness 
for a particular purpose with respect to any of this information. Without limiting any of the foregoing, in no event shall MSCI, any of its affiliates or any third 
party involved in, or related to, computing or compiling the information have any liability for any damages of any kind. MSCI, Morgan Stanley Capital 
International and the MSCI indexes are services marks of MSCI and its affiliates. The Firm accepts no liability whatsoever for the actions of third parties. The 
Product may provide the addresses of, or contain hyperlinks to, websites. Except to the extent to which the Product refers to website material of the Firm, 
the Firm has not reviewed the linked site. Equally, except to the extent to which the Product refers to website material of the Firm, the Firm takes no 
responsibility for, and makes no representations or warranties whatsoever as to, the data and information contained therein. Such address or hyperlink 
(including addresses or hyperlinks to website material of the Firm) is provided solely for your convenience and information and the content of the linked site 
does not in anyway form part of this document. Accessing such website or following such link through the Product or the website of the Firm shall be at your 
own risk and the Firm shall have no liability arising out of, or in connection with, any such referenced website. 
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ADDITIONAL INFORMATION IS AVAILABLE UPON REQUEST 
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