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Hard Disk Drives
Alert: Why Supply Shortage Could Be a Good Thing

Quick Call — Two weeks following the earthquake in Japan, what is becoming
evident is that PC OEMs and distributors are concerned about drive supply, which
in turn, is enabling drive makers to negotiate better pricing. We suspect that PC
vendors are also feeling the urgency to secure inventory for the next 2-3 months.
The result should be upside to both 1CQ TAM expectations and 2CQ GM guidance
when the HDD vendors report earnings in April. We remain constructive on the
HDD sector with Buys (1H) on both STX and WDC mainly based on our belief that
the cycle will continue to recover during the next 2-3 quarters.

Recovery in the HDD Supply Chain — The main concerns within the supply chain
have revolved around the manufacturing disruptions at Kobe Steel and Furukawa
Denko—uwhich supply 100% of the aluminum blanks that are used in 3.5" desktop
and enterprise drives. While Kobe does have a ground Al factory in Penang, our
understanding is that the majority of the blanks are punched in Japan. Our checks
indicate Furukawa has already been in operation for almost a week, and Kobe is
planning to restart shortly. We note that the industry appears to have enough
inventory of Al blanks until the end of April. Meanwhile, issues at TI's Miho plant
have raised concerns about motor driver IC supply. While the Miho plant is not
scheduled to come back on line until late April, we believe this should not affect
STX and WDC materially given that they receive most of their ICs from TI's plantin
Dallas.

1Q TAM Hinges on Last Two Week — 1CQ TAM expectations have come down
during the gtr primarily due to the unusually weak Feb notebook ODM shipment
results (-26% mom). Recall that STX CFO Pat O’Malley also made some cautious
comments earlier this month suggesting that the TAM could be “closer to the low
end of the (155-165M) range”. However, we continue to be comfortable with a TAM
in the 160-162M range—vs street estimate of <160M—given that 1) March ODM
units are tracking to a sharp 40-50% mom increase, but more importantly, 2) both
PC OEMs and distributors are trying to secure near-term supply, which should lead
to flurry of sales activity during the last two weeks of the qtr.

Supply Tightness Equals Pricing Power — From the perspective of PC vendors,
the fear of not having enough components trumps the fear of overpaying, which is
why we believe PC OEMs will pay up for drives when they try to secure inventory
for 2CQ. Our belief is further reinforced by the fact that drive inventory at the
OEMs were already lean exiting February. In our opinion, this indicates a clear
benefit to gross margin outlook for 2CQ, and meaningful estimate revisions
following 1CQ results. We are currently forecasting 2CQ gross margins of 20-21%
for both WDC and STX, above the street’s 18.0% and 19.2%, respectively. We
remind investors that a 1% change in gross margin equals a 10-15% change in
EPS.
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Seagate Technology
(STX.0; US$14.42; 1H)

Valuation

Our 12-month target price of $23 is based primarily on a P/E analysis and is
supported by our discounted cash flow analysis. We have chosen to apply our
target P/E multiple to a “normalized EPS”, which is the annualized average EPS
over the next 24 months. Our rational is that the drive industry cycle (peak to peak)
has occurred roughly every 2 years during the past 4 cycles. Hence, by averaging
the earnings during the next 8 quarters, we are deriving the earnings power of the
company through the next cycle.

During the past five years, STX shares have traded in a range of 4-13x F12 EPS
with a median of 9-10x. We have chosen a mid-cycle multiple of 9x as we believe
the HDD cycle will be in full swing by 2H11. The target multiple is a slight discount to
WD (10x) based on a lower earnings growth profile. Applying the target multiple of
9x to our normalized EPS of estimate of $2.53 (based on eight quarters of estimates
beginning 3FQ11) results in a 12-month target price of $23.

Our conservative DCF analysis assumes 1% annual decline in revenues during the
next 10 years, a 1% terminal growth in free cash flow, and a weighted average cost
of capital of 10.3%. This analysis yields a 12-month target of $22.50.

Risks

We rate STX shares High Risk primarily because of the stock’s volatility (beta of
1.5). Earnings visibility can be relatively low given the cyclical nature of the drive
industry, and lack of recurring profits.

The primary downside risks involved in investing in STX shares include the
following: 1) A secular headwind in mission-critical Enterprise drives, as adoption of
near-line drives accelerate, 2) a meaningful cannibalization of the notebook market
by media tablets, 2) irrational pricing by competitors, which generally occur during
periods of supply-demand imbalance, 3) a further narrowing in the price gap
between NAND and HDD, 4) high dependency on the PC market (65-70% of units),
and 5) potential mis-execution during product transitions, which could make the
company less cost competitive. Should any of these risks have a greater negative
impact on the company than we anticipate, the shares could materially
underperform our target price.

Western Digital Corp
(WDC.N; US$37.39; 1H)

Valuation

Our 12-month target price of $60 is based on a combination of P/E and discounted
cash flow analysis. We have chosen to apply our target P/E multiple to a
“normalized EPS”, which is the annualized average EPS over the next 24 months.
Our rational is that the drive industry cycle (peak to peak) has occurred roughly
every 2 years during the past 4 cycles. Hence, by averaging the earnings during the
next 8 quarters, we are deriving the earnings power of the company through the
next cycle.
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During the past five years, WDC shares have traded in a range of 4-13x F12 EPS
with a median of 9-10x. We have chosen a mid-cycle multiple of 10x as we believe
the HDD cycle will be in full swing by 2H11. Applying the target multiple of 10x to our
normalized operating EPS of estimate of $4.68 (based on eight quarters of
estimates beginning 3FQ11) and adding back $13/share in cash results in a 12-
month target price of $60.

Our conservative DCF analysis assumes only 1% revenue growth during the next
10 years, and no terminal growth in free cash flow, and a weighted average cost of
capital of 10.26%. This analysis yields a 12-month target of $59.

Risks

We rate WDC shares High Risk primarily because of the stock’s volatility (beta of
1.5). Earnings visibility can be relatively low given the cyclical nature of the drive
industry, and lack of recurring profits.

The primary downside risks involved in investing in WDC shares include the
following: 1) Meaningful cannibalization of the notebook market by media tablets, 2)
irrational pricing by competitors, which generally occur during periods of supply-
demand imbalance, 3) a further narrowing in the price gap between NAND and
HDD, 4) high dependency on the PC market (~70% of units), and 5) potential mis-
execution during product transitions, which could make the company less cost
competitive. Should any of these risks have a greater negative impact on the
company than we anticipate, the shares could materially underperform our target
price.
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recommendation(s) or view(s) expressed by that research analyst in this report.
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Citigroup Global Markets Inc. or its affiliates beneficially owns 1% or more of any class of common equity securities of Seagate Technology. This position reflects
information available as of the prior business day.

Citigroup Global Markets Inc. or an affiliate received compensation for products and services other than investment banking services from Seagate Technology,
Western Digital Corp in the past 12 months.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as clients, and the services provided were non-investment-banking,
securities-related: Seagate Technology, Western Digital Corp.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as clients, and the services provided were non-investment-banking, non-
securities-related: Seagate Technology, Western Digital Corp.

Analysts' compensation is determined based upon activities and services intended to benefit the investor clients of Citigroup Global Markets Inc. and its affiliates ("the
Firm"). Like all Firm employees, analysts receive compensation that is impacted by overall firm profitability which includes investment banking revenues.

The Firm is a market maker in the publicly traded equity securities of Seagate Technology.

For important disclosures (including copies of historical disclosures) regarding the companies that are the subject of this Citi Investment Research & Analysis product
("the Product"), please contact Citi Investment Research & Analysis, 388 Greenwich Street, 28th Floor, New York, NY, 10013, Attention: Legal/Compliance. In
addition, the same important disclosures, with the exception of the Valuation and Risk assessments and historical disclosures, are contained on the Firm's disclosure
website at www.citigroupgeo.com. Valuation and Risk assessments can be found in the text of the most recent research note/report regarding the subject company.
Historical disclosures (for up to the past three years) will be provided upon request.

Citi Investment Research & Analysis Ratings Distribution

12 Month Rating Relative Rating
Data current as of 31 Dec 2010 Buy Hold Sell Buy Hold Sell
Citi Investment Research & Analysis Global Fundamental Coverage 52%  31% 1% 0% 100% 0%
% of companies in each rating category that are investment banking clients 45%  44%  40% 0%  44% 0%

Guide to Citi Investment Research & Analysis (CIRA) Fundamental Research Investment Ratings:

CIRA's stock recommendations include a risk rating and an investment rating.

Risk ratings, which take into account both price volatility and fundamental criteria, are: Low (L), Medium (M), High (H), and Speculative (S).

Investment ratings are a function of CIRA's expectation of total return (forecast price appreciation and dividend yield within the next 12 months) and risk rating.
Analysts may place covered stocks “Under Review” in response to exceptional circumstances (e.g. lack of information critical to the analyst's thesis) affecting the
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company and/or trading in the company's securities (e.g. trading suspension). Stocks placed “Under Review” will be monitored daily by management. As soon as
practically possible, the analyst will publish a note re-establishing a rating and investment thesis.

To satisfy regulatory requirements, we correspond Under Review to Hold in our ratings distribution table for our 12-month fundamental rating system. However, we
reiterate that we do not consider Under Review to be a recommendation.

Relative three-month ratings: CIRA may also assign a three-month relative call (or rating) to a stock to highlight expected out-performance (most preferred) or
under-performance (least preferred) versus the analyst's coverage universe over a 3 month period. The relative call may highlight a specific near-term catalyst or
event impacting the company or the market that is anticipated to have a short-term price impact on the equity securities of the company. Absent any specific catalyst
the analyst(s) will indicate the most and least preferred stocks in his coverage universe, explaining the basis for this short-term view. This three-month view may be
different from and does not affect a stock's fundamental equity rating, which reflects a longer-term total absolute return expectation. For purposes of NASD/NYSE
ratings-distribution-disclosure rules, most preferred calls correspond to a buy recommendation and least preferred calls correspond to a sell recommendation. Any
stock not assigned to a most preferred or least preferred call is considered non-relative-rated (NRR). For purposes of NASD/NYSE ratings-distribution-disclosure
rules we correspond NRR to Hold in our ratings distribution table for our 3-month relative rating system. However, we reiterate that we do not consider NRR to be a
recommendation.

For securities in developed markets (US, UK, Europe, Japan, and Australia/New Zealand), investment ratings are:Buy (1) (expected total return of 10% or more for
Low-Risk stocks, 15% or more for Medium-Risk stocks, 20% or more for High-Risk stocks, and 35% or more for Speculative stocks); Hold (2) (0%-10% for Low-Risk
stocks, 0%-15% for Medium-Risk stocks, 0%-20% for High-Risk stocks, and 0%-35% for Speculative stocks); and Sell (3) (negative total return).

Investment ratings are determined by the ranges described above at the time of initiation of coverage, a change in investment and/or risk rating, or a change in target
price (subject to limited management discretion). At other times, the expected total returns may fall outside of these ranges because of market price movements
and/or other short-term volatility or trading patterns. Such interim deviations from specified ranges will be permitted but will become subject to review by Research
Management. Your decision to buy or sell a security should be based upon your personal investment objectives and should be made only after evaluating the stock's
expected performance and risk.

NON-US RESEARCH ANALYST DISCLOSURES

Non-US research analysts who have prepared this report (i.e., all research analysts listed below other than those identified as employed by Citigroup Global Markets
Inc.) are not registered/qualified as research analysts with FINRA. Such research analysts may not be associated persons of the member organization and therefore
may not be subject to the NYSE Rule 472 and NASD Rule 2711 restrictions on communications with a subject company, public appearances and trading securities
held by a research analyst account. The legal entities employing the authors of this report are listed below:

Citigroup Global Markets Inc Joe Yoo

OTHER DISCLOSURES

Citigroup Global Markets Inc. or its affiliates beneficially owns 2% or more of any class of common equity securities of Seagate Technology.

For securities recommended in the Product in which the Firm is not a market maker, the Firm is a liquidity provider in the issuers' financial instruments and may act as
principal in connection with such transactions. The Firm is a regular issuer of traded financial instruments linked to securities that may have been recommended in the
Product. The Firm regularly trades in the securities of the issuer(s) discussed in the Product. The Firm may engage in securities transactions in a manner inconsistent
with the Product and, with respect to securities covered by the Product, will buy or sell from customers on a principal 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
Investment Research & Analysis (CIRA) does not set a predetermined frequency for publication, if the Product is a fundamental research report, it is the intention

of CIRA 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. Incorporated (Morgan Stanley) research reports may be
available about the companies that are the subject of this Citi Investment Research & Analysis (CIRA) research report. Ask your Financial Advisor or use
smithbarney.com to view any available Morgan Stanley research reports in addition to CIRA research reports.

Important disclosure regarding the relationship between the companies that are the subject of this CIRA 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.

The required disclosures provided by Morgan Stanley and Citigroup Global Markets, Inc. on Morgan Stanley and CIRA research relate in part to the separate
businesses of Citigroup Global Markets, Inc. and Morgan Stanley that now form Morgan Stanley Smith Barney LLC, rather than to Morgan Stanley Smith Barney LLC
in its entirety. For Morgan Stanley and Citigroup Global Markets, Inc. specific disclosures, you may refer to www.morganstanley.com/researchdisclosures and
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https://www.citigroupgeo.com/geopublic/Disclosures/index_a.html.
This CIRA 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 CIRA. This could create a conflict of interest.
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