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Who are the “Capital Markets”

•• Banks Banks 

•• Public debt holdersPublic debt holders

–– Rating agenciesRating agencies

•• Equity holdersEquity holders

•• Insurance marketsInsurance markets

All are in a greater or lesser degree of turmoil!
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Are capital markets even important?

Yes!Yes!

•• Provide capitalProvide capital

•• Absorb riskAbsorb risk

No capital markets support…No business! 
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ConsolidatingConsolidating

ContractingContracting

CCOONNFFUUSSIINNG !!!G !!!

BanksBanks

••

••

••
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Consolidating…Consolidating…
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Contracting…Contracting…

“CALL ME GOLDILOCKS”“CALL ME GOLDILOCKS”

Banks want credits that areBanks want credits that are

•• Not too strongNot too strong
–– Narrow spreads, minimal fee businessNarrow spreads, minimal fee business

•• Not too weakNot too weak
–– Poor credit, nonPoor credit, non--accrualaccrual

•• Just rightJust right
–– Good spreads, good credit, lots of fee businessGood spreads, good credit, lots of fee business
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Confusing…Confusing…

•• Inefficient mergers and bad loans are driving banks to Inefficient mergers and bad loans are driving banks to 
rere--evaluate their strategies evaluate their strategies 

–– Many want to be investment banksMany want to be investment banks

–– Some want to be “universal” banksSome want to be “universal” banks

–– A few want to use their balance sheetsA few want to use their balance sheets

May be running out of credit providers
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Public Debt HoldersPublic Debt Holders

•• PrincipallyPrincipally

–– Insurance companiesInsurance companies

–– Pension fundsPension funds

–– Mutual fundsMutual funds

•• Bond issues reviewed byBond issues reviewed by

–– Internal credit analysts, portfolio managersInternal credit analysts, portfolio managers

–– Rating agenciesRating agencies
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Key RatiosKey Ratios

Total CapitalTotal Capital
DebtDebt

DebtDebt
Funds Flow from OperationsFunds Flow from Operations

InterestInterest
EBIT + Depreciation + Amortization (EBITDA)EBIT + Depreciation + Amortization (EBITDA)

InterestInterest
Earnings Before Interest + Taxes (EBIT)Earnings Before Interest + Taxes (EBIT)
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RatingsRatings

CC

Don’t go here !
BB+Ba1

BBB-Baa3
Could be better / Could be worseBBBBaa2

BBB+Baa1
A-A3

Strong companiesAA2
A+A1
AA-Aa3

Top notch industrials, financialsAAAa2
AA+Aa1

Nobody left up here AAAAaa
Rating UniverseS&PMoody’s 
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Peer RatingsPeer Ratings

Peer ratings – Moody’s Peer ratings – Moody’s 

A1 Baa1 Ba1 B1A2 A3 Baa2 Baa3 Ba2 Ba3Aa3
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Public debt markets want:Public debt markets want:

•• Adequate coverage ratiosAdequate coverage ratios

•• Stable or improving trendsStable or improving trends

•• No surprisesNo surprises
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Equity MarketsEquity Markets

•• Hopefully ending a historic “bear” market…Hopefully ending a historic “bear” market…

–– 4 straight years of decline:4 straight years of decline: 19291929--19321932

–– 3 straight years of decline:3 straight years of decline: 19391939--19411941
20002000--20022002

–– 2 straight years of decline:2 straight years of decline: 19731973--19741974

Future returns possibly modest
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Markets are risk averse and volatileMarkets are risk averse and volatile

•• “Shock and Awe” for missed estimates, negative news“Shock and Awe” for missed estimates, negative news

•• Significant trading impactsSignificant trading impacts
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Lockheed Martin FluctuationsLockheed Martin Fluctuations

LMT vs. S&P 500LMT vs. S&P 500
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Reasons for LM stock declineReasons for LM stock decline

•• Quick war minimizes need for future military spending, ORQuick war minimizes need for future military spending, OR

•• Difficult war sucks all R&D / Procurement funding, ORDifficult war sucks all R&D / Procurement funding, OR

•• Difficult war results in Democratic president, ORDifficult war results in Democratic president, OR

•• Quick war minimizes need for big ticket programs, ORQuick war minimizes need for big ticket programs, OR

•• Quick war allows growth in other sectors to accelerate, ORQuick war allows growth in other sectors to accelerate, OR

•• Make up your own!Make up your own!
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Why are stock prices important?Why are stock prices important?

•• Capital flexibilityCapital flexibility

•• Input to credit risk assessment modelsInput to credit risk assessment models
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Equity markets want:Equity markets want:

•• GrowthGrowth

•• DependabilityDependability

•• Surprise only on the upsideSurprise only on the upside
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Elephant in the Elephant in the 
middle middle 

of the party!!of the party!!

PensionsPensions
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•• 3 yrs of decline, many plans under3 yrs of decline, many plans under--fundedfunded

•• Most have returned from their “contribution holiday”Most have returned from their “contribution holiday”

•• Modest returns going forward, costs will increaseModest returns going forward, costs will increase

•• Future accounting uncertainFuture accounting uncertain

•• Credit and equity analysts grappling with issueCredit and equity analysts grappling with issue

But But 

Gov’tGov’t contractors in better position; CAS cost recoverablecontractors in better position; CAS cost recoverable

Big issue going forward!

Pension SituationPension Situation
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•• More potential sources of liabilityMore potential sources of liability

•• Terrorism related issues not solvedTerrorism related issues not solved

•• Costs of coverage increasing dramaticallyCosts of coverage increasing dramatically

InsuranceInsurance
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•• Predictability and certaintyPredictability and certainty

•• Adequate returnsAdequate returns

•• Appropriate risk / return tradeoffsAppropriate risk / return tradeoffs

•• Defusing of pension time bombDefusing of pension time bomb

What do the capital markets want?What do the capital markets want?

Equity 
Holders

Banks Insurance 
Markets

Public Debt 
Holders
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•• PlusesPluses
++ ShortShort--term predictabilityterm predictability
++ Maximum flexibilityMaximum flexibility
++ Contractor ability to recover costContractor ability to recover cost

•• MinusesMinuses
-- Limited profitabilityLimited profitability
-- Limited growth potentialLimited growth potential
-- Risk of major program cancellationRisk of major program cancellation
-- Uncertainty of budgetUncertainty of budget processprocess

How does government contracting How does government contracting 
stack up?stack up?
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To recognize and respond to the needs To recognize and respond to the needs 

of the capital markets while still protecting of the capital markets while still protecting 

the interests of the U.S. Governmentthe interests of the U.S. Government

ChallengeChallenge

Capital Markets




