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Key Points:

e We are Reversing our Overweight on the Defense Aircraft & Parts Sector and
are calling for a reduction in those positions. We believe the next few months can
be very volatile and believe that it is possible that during that period these stocks
will underperform the market.

e The Commerce Department reported new orders for manufactured durable
goods in March increased 3.4% m/m.

e Defense Capital Goods new orders however were: down - 22.4% m/m.

e Defense Aircraft and Parts new orders were: down - 48.8% m/m.

e Congress has passed the Defense Supplemental Appropriations Bill with
restrictions forcing a withdrawal of troops from Iraq.

¢ President Bush has threatened to veto the supplemental appropriations bill.

e New Orders for Large ticket items like Defense Aircraft and Parts are
declining with the possibility that the Department of Defense is slowing new
orders for big ticket items to assure that there is enough money to continue the war
effort, until congress and the white house can agree on an appropriations bill.

e Irrespective of this interpretation it is clear from the data that: new orders for
large ticket military items have slowed, and we believe this will continue until a
new appropriation bill is signed into law.



Analysis

We are reversing our Overweight on the Defense Aircraft & Parts Sector and are calling for a reduction
in those positions. We believe the next few months can be very volatile and believe that it is possible
that during that period these stocks will underperform the market.

The commerce department on April 25, 2007 released it “Advanced Report on Durable Goods” for the
month ending March 2007. The most striking aspects of the report was the steep decline in new orders
for Defense aircraft and parts which were down - 48.8% m/m, and the more general category of defense
capital goods were down - 22.4% m/m. Irrespective of the fact that this measure is often a very volatile
indicator, it nevertheless appears be a significant decline in new order.

Tables I and II respectively presents the two month moving average of new orders for Defense Aircraft
and parts, and new orders for Defense Capital Goods. We have selected to use a two month moving
average to take advantage of some smoothing but not to dilute the significant decline in the last month’s
number.

Table I: Dollar New Orders for Defense Aircraft and Parts:
March 2006 through March 2007
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Source: Department of Commerce Advance report on Durable Goods
Manufacturers’ and SIS Research.



Table II: Dollar New Orders for Defense Capital Goods:
March 2006 through March 2007
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Source: Department of Commerce Advance report on Durable Goods
Manufacturers’ and SIS Research.

We know that since the 2006 election when the Democratic Party took control of both houses of
congress, there has been a continuous push to set a date for withdrawing the troops from Iraq. The
Democratic Party is likely to push through their version of the supplemental appropriations bill this
week with some provision for the removal of troops. The Bush administration has threatened a veto of
such a bill. We expect that the supplemental appropriations bill will pass both houses of Congress later
this week and that President Bush will veto that Bill early next week. The consequence of that action is
the need for money to support the troops and the war in Iraq.

We believe that the low level of new orders for the large ticket item of defense aircraft and parts may be
a consequence of the uncertainly regarding future funding for the war in Iraq. It is highly likely that the

Department of Defense is slowing it acquisitions of large ticket items to juggle resources between those
items and the need for money to continue the war effort, at least until a new appropriations bill is signed
into law.

The data indicates that there have now been several months of reduced new orders. We believe that it is
still too early to assert a new trend, but it is possible that we now have at least a plausible explanation for
the down turn. However, irrespective of the viability of this explanation for the downturn, we
nevertheless observe that new orders for defense aircraft and parts have declined, and it appears likely
that revenue will begin to be affected by this shortfall.

It would appear that since the decline for defense aircraft and Parts is greater than the decline for
Defense capital goods, the companies most likely to be affected are: General Dynamics (GD); Lockheed
Martin Corp. (LMT); Northrop Grumman Corp. (NOC); and Raytheon Co. (RTN).



Precautionary Notes: This research report is based on a review of the April 24, 2007 release by the
Department of Commerce in a very volatile sector, and as a consequence is limited by this fact. Also
even if the explanation for this occurrence is correct the political situation that may be responsible for
these events are rapidly changing and an agreement between Congress and the White House could be
reached at any minute. This analysis in addition, assumes that the somewhat protracted dispute will
continue and that it will last into the early summer.



Certification:

I, Philip L. Miller (or any research analysts at SIS Research) certify/certifies that the views expressed in
this report accurately reflect my personal views about the subject companies and securities. In addition
no part of my compensation was, is or will be directly or indirectly related to the specific
recommendations or views expressed in this report.

Recommendation Scale:

Stock Rating:

1 — Recommended List — The stock has our highest recommendation and is expected to outperform the
average equal weighted expected total return of the overall Market irrespective of sector. Our investment
horizon is 12 — 18 months except as specified by the reporting analyst.

2 — Overweight — The stock is expected to outperform the equal weighted expected total return of the
sector coverage. Our investment horizon is 12 — 18 months except as specified by the reporting analyst.

3 — Neutral — The stock is expected to perform in line with the equal weighted expected total return of
the sector coverage. Our investment horizon is 12 -18 months except as specified by the reporting
analyst.

4 — Underweight — The stock is expected to under-perform the equal weighted expected total return of
the sector coverage. Our investment horizon is 12 -18 months except as specified by the reporting
analyst.

5 — Rating Suspended — The rating and target price have been suspended temporarily to comply with
applicable regulations and/or firm policies in certain circumstances including when SIS Research is
acting in an advisory capacity in a merger or strategic transaction involving the company.

Sector Ratings:

1 - Recommended Sector — The sector has the highest recommendation with continued improving
valuations and rapid growth.

2 — Positive — The sector fundamentals and valuations are improving with a positive second derivative.
3 — Neutral — The sector fundamentals and valuations are flat with the second derivative close to zero or
with a neutral slope.

4. Negative — The sector fundamentals and valuations are negative with a negative second derivative.

5 — Rating Suspended — The rating and sector targets have been suspended temporarily to comply with

applicable regulations and/or firm policies in certain circumstances including when SIS Research is
acting in an advisory capacity in a merger or strategic transaction involving the company.



Price Chart:

A price chart, with changes of ratings and price targets in prior periods, is included above, for all
securities covered in this report.

Additional Disclosures:

This report is for information purposes only and should not be construed as a solicitation or an offer to
buy the securities or other instruments mentioned in the report. This report may not be reproduced in any
manner, without the written permission of SIS Research

This research report is based on current public information, with the possible exception of disclosures
relating to SIS Research, that SIS Research deems to be reliable and as accurate as reasonably possible.
SIS Research, however, makes no claim to the accuracy and completeness of this reports, and this report
should not be relied on as such, or as a statement of factual content.

This research report is prepared for general information purposes only. In addition this information does
not consider the specific investment objectives, financial situation and particular needs of any
individual, or institution. Investors and/or institution should seek financial advice and or internal due
diligence for institutional investors, as to the appropriateness of investing in any securities or investment
strategies mentioned or recommended.

Analyst as Officer or Director: No analyst will serve as an Officer or Director. SIS Research prohibits its
analysts, persons reporting to analysts or members of their households from serving as an officer,
director, advisory board member or employee of any company in the analyst’s area of coverage.

Ownership and Material Conflicts of Interests: SIS Research permits ownership of the recommended
securities subject to all the NASD rules regarding the ownership of securities by analysts. Since our
analysis is economic in origin and subsector driven we expect all analysts to cover the universe of all
stocks and as a consequence limiting the analyst or the firm to ownership of the underlying securities
would in essence require these entities to reframe from investing in the equity market.

Analyst Compensation: Analysts are paid in part based on the profitability of SIS Research, some of
which may include investment banking and consulting revenues.

Disclosures are required in the United States for any of the following:

acting as a financial advisor,

manager or co-,manager in a pending transaction

1% or other ownership, long or short

compensation for certain services

types of client relationships

managed/co managed public offerings in prior periods
directorships

market making and/or specialist role.
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These disclosures are included in the company-specific disclosures above for any of the above
disclosures that are required.



