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Check the appropriate box below if the Form 8-K filing is intended to simultaneously satisfy the filing obligation of the registrant under any of the following
provisions:
 
o            Written communications pursuant to Rule 425 under the Securities Act (17 CFR 230.425)
 
o            Soliciting material pursuant to Rule 14a-12 under the Exchange Act (17 CFR 240.14a-12)
 
o            Pre-commencement communications pursuant to Rule 14d-2(b) under the Exchange Act (17 CFR 240.14d-2(b))
 
o            Pre-commencement communications pursuant to Rule 13e-4(c) under the Exchange Act (17 CFR 240.13e-4(c))
 

 

 
ITEM 2.01. COMPLETION OF ACQUISITION OR DISPOSITION OF ASSETS
 

As described on Current Report on Form 8-K of Kratos Defense & Security Solutions, Inc. (“Company”) filed on December 31, 2007 (the “Initial 8-
K”), on December 31, 2007,  Kratos Defense & Security Solutions, Inc., a Delaware corporation (“Kratos”), Kratos Government Solutions, Inc., a Delaware
corporation and wholly-owned subsidiary of Kratos (“ Parent ”), Haverstick Acquisition Corporation, a Delaware corporation (“ Merger Sub ”), and Haverstick
Consulting, Inc., an Indiana corporation (“ Haverstick ”), consummated the merger of the Merger Sub with and into Haverstick (the “ Merger ”) pursuant to the
terms of that certain Agreement and Plan of Merger, dated as of November 2, 2007 (the “ Merger Agreement ”).

 
The sole purpose of this amendment to the Initial 8-K is to incorporate as part of the Initial 8-K the information set forth below under Item 9.01 as required by
Item 9.01 of Form 8-K.
 
ITEM 9.01. FINANCIAL STATEMENTS AND EXHIBITS
 
(a) Financial statements of businesses acquired.
 

Pursuant to paragraph (a)(4) of Item 9.01 of Form 8-K, the attached financial statements were omitted from disclosure contained in the Initial 8-K.
Attached hereto as Exhibits 99.1 and 99.2, and incorporated herein by reference, are the audited consolidated financial statements of Haverstick for the year
ended December 31, 2007.

 
(b) Pro forma financial information.
 

Pursuant to paragraph (b)(2) of Item 9.01 of Form 8-K, the attached financial statements were omitted from disclosure contained in the Initial 8-K.
Attached hereto as Exhibit 99.3 and incorporated herein by reference, is the required unaudited pro forma combined financial statements.

 
(d)  Exhibits



 
Exhibit  No.

 
Description

23.1
 

Consent of Independent Registered Public Accounting Firm.
   

99.1
 

Audited Consolidated Financial Statements of Haverstick Consulting, Inc. for the Year Ended December 31, 2007.
   

99.2
 

Unaudited Pro Forma Combined Financial Statements.
 

 

Unaudited Pro Forma Combined Balance Sheet as of December 31, 2007.
 

 

Unaudited Pro Forma Combined Statement of Operations for the year ended December 31, 2007.
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SIGNATURE

 
 

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned
hereunto duly authorized.
 
 
 

Kratos Defense & Security Solutions, Inc.
   
    
Date: March 26, 2008

 

By: /s/ Deanna H. Lund
  

Deanna H. Lund
  

Senior Vice President, Chief Financial Officer
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EXHIBIT 23.1
 

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
 

We consent to the incorporation by reference in the Registration Statements of Kratos Defense & Security Solutions, Inc. on Forms 
S-3 (No. 333-53014, No. 333-71618, No. 333-74108, and No. 333-112956), on Form S-4 (No. 333-112957) and on Forms S-8 (No.
333-90455, No. 333-54818, No. 333-71702, No. 333-91852, No. 333-116903, No. 333-124957 and No. 333-127060) of our report dated March 24, 2008,
relating to our audit of the consolidated financial statements of Haverstick Consulting, Inc. and subsidiaries which appears in the Current Report on Form 8-
K/A of Kratos Defense & Security Solutions, Inc. dated December 31, 2007.
 
/s/ Grant Thornton LLP
 
Irvine, California
March 24, 2008
 



EXHIBIT 99.1
 

CONSOLIDATED FINANCIAL STATEMENTS
 

HAVERSTICK CONSULTING, INC.
 

DECEMBER 31, 2007
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REPORT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

 
Board of Directors
Kratos Defense & Security Solutions, Inc.
 
We have audited the accompanying consolidated balance sheet of Haverstick Consulting, Inc. (an Indiana Corporation) and subsidiaries (the “Company”) as
of December 31, 2007 (prior to the acquisition by Kratos Government Solutions, Inc.), and the related consolidated statements of operations, changes in
stockholders’ equity, and cash flows for the year then ended.  These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audit.
 
We conducted our audit in accordance with auditing standards generally accepted in the United States of America as established by the American Institute of
Certified Public Accountants.  Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement.  An audit includes consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal control
over financial reporting.  Accordingly, we express no such opinion.  An audit also includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, assessing the accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.
 
In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of Haverstick
Consulting, Inc. and subsidiaries as of December 31, 2007, and the results of their operations and their cash flows for the year then ended in conformity with
accounting principles generally accepted in the United States of America.
 
 
/s/ Grant Thornton LLP
 
Irvine, California
March 24, 2008
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Haverstick Consulting, Inc.

 
CONSOLIDATED BALANCE SHEET

 
December 31, 2007

 
ASSETS

   

Current assets:
   

Cash and cash equivalents
 

$ 3,558,453
 

Accounts and other receivables (net)
 

23,727,499
 

Prepaid expenses
 

4,498,502
 

Deferred income tax
 

2,651
 

Inventory (net)
 

647,991
 

    
Total current assets

 

32,435,096
 

    
  



Property and equipment (net) 2,340,884
Goodwill

 

50,930,209
 

Other non-current assets
 

2,368,972
 

    
Total assets

 

$ 88,075,161
 

    
LIABILITIES AND STOCKHOLDERS’ EQUITY

   

Current liabilities:
   

Notes payable
 

$ 17,499,205
 

Term loan
 

21,000,000
 

Current portion of long-term liabilities
 

99,285
 

Accounts payable and accrued expenses
 

13,467,422
 

Deferred revenue
 

6,510,922
 

    
Total current liabilities

 

58,576,834
 

    
Deferred income tax

 

2,651
 

Long-term liabilities
 

2,913,864
 

Other non-current liability
 

226,536
 

Total liabilities
 

61,719,885
 

    
Commitments and contingencies

   

    
Stockholders’ equity:

   

Common stock, no par value
 

59,109,059
 

Accumulated deficit
 

(32,753,783)
    

Total stockholders’ equity
 

26,355,276
 

    
Total liabilities and stockholders’ equity

 

$ 88,075,161
 

 
See accompanying notes to consolidated financial statements.
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Haverstick Consulting, Inc.

 
CONSOLIDATED STATEMENT OF OPERATIONS

 
For Year Ended December 31, 2007

 
Revenue

 

$ 94,173,808
 

Direct costs
 

73,392,028
 

    
Gross margin

 

20,781,780
 

Costs and expenses
 

16,977,178
 

Operating income before interest and taxes
 

3,804,602
 

    
Other income (expense):

   

Amortization of remaining loan discount on loan payoff
 

(6,291,127)
Amortization of remaining deferred financing costs on loan payoff

 

(2,444,046)
Interest expense

 

(6,295,895)
Interest income

 

82,548
 

    
Loss before income taxes

 

(11,143,918)
    
Income taxes

 

459,899
 

    
Net loss and comprehensive loss

 

$ (11,603,817)
 

See accompanying notes to consolidated financial statements.
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Haverstick Consulting, Inc.

CONSOLIDATED STATEMENT OF CHANGES IN

STOCKHOLDERS’ EQUITY

For Year Ended December 31, 2007



 
        

Total
 

  
Common Stock

 
Accumulated

 
Stockholders’

 

  
Shares

 
Amount

 
Deficit

 
Equity

 

          
Balance, January 1, 2007

 

31,194,243
 

$ 33,249,080
 

$ (21,149,966) $ 12,099,114
 

          
Termination of put options

   

25,859,979
 

—
 

25,859,979
 

          
Net loss and comprehensive loss

 

—
 

—
 

(11,603,817) (11,603,817)
          
Balance, December 31, 2007

 

31,194,243
 

$ 59,109,059
 

$ (32,753,783) $ 26,355,276
 

 
See accompanying notes to consolidated financial statements.
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Haverstick Consulting, Inc.

CONSOLIDATED STATEMENT OF CASH FLOWS

For Year Ended December 31, 2007
 

Cash flow from operating activities:
   

Net loss
 

$ (11,603,817)
Adjustments to reconcile net loss to net cash provided by operating activities:

   

Depreciation
 

605,987
 

Amortization
 

1,859,654
 

Amortization of remaining loan discount on loan payoff
 

6,291,127
 

Amortization of remaining deferred financing costs on loan payoff
 

2,444,046
 

Changes in assets and liabilities:
   

Restricted cash
 

792,417
 

Accounts and other receivables
 

(1,497,332)
Prepaid expenses

 

(2,163,947)
Inventory

 

(300,484)
Other non-current assets

 

(1,314,665)
Accounts payable and accrued expenses

 

3,165,426
 

Deferred revenue
 

3,140,394
 

Long-term liabilities
 

868,593
 

Other non-current liability
 

226,536
 

    
Net cash provided by operating activities

 

2,513,935
 

    
Cash flow from investing activities:

   

Purchases of property and equipment
 

(178,615)
Net cash used in investing activities

 

(178,615)
    
Cash flow from financing activities:

   

Net borrowings on notes payable
 

2,628,183
 

Payments on long-term debt
 

(1,485,467)
Net cash provided by financing activities

 

1,142,716
 

    
Net increase in cash and cash equivalents

 

3,478,036
 

    
Cash and cash equivalents, beginning of year

 

80,417
 

    
Cash and cash equivalents, end of year

 

$ 3,558,453
 

 
See accompanying notes to consolidated financial statements.
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Haverstick Consulting, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2007
NOTE 1 - MERGER

On December 31, 2007, Kratos Defense & Security Solutions, Inc., a Delaware corporation (Kratos), Kratos Government Solutions, Inc., a Delaware
corporation and wholly-owned subsidiary of Kratos (Parent), Haverstick Acquisition Corporation, a Delaware corporation (Merger Sub), and Haverstick



Consulting, Inc., an Indiana corporation (Haverstick or the Company), consummated the merger of the Merger Sub with and into Haverstick (the Merger)
pursuant to the terms of that certain Agreement and Plan of Merger, dated as of November 2, 2007 (the Merger Agreement).
 
In connection with the Merger, all outstanding shares of common stock of Haverstick were converted into the right to receive a ratable portion of the
merger consideration.  The total purchase price was $90.2 million including transaction costs incurred by Kratos of $0.5 million.  The purchase price paid
to the Company was $89.7 million which comprised of $70.3 million in cash and issuance of 7.48 million shares of Kratos’ common stock valued at
$2.60 per share or an aggregate consideration of $19.4 million.  Of the merger consideration, Kratos paid $81.1 million, $66.7 million of which was cash
paid at closing, $2.4 million was paid thereafter, and $12.0 million in Kratos common stock.  The remaining $8.6 million of consideration was held back
(the Holdback Consideration) to secure any negative working capital adjustments required by the Merger Agreement and the Parent’s indemnity rights. 
The Holdback Consideration is comprised of both cash and Kratos common stock in the amounts of $1.2 million and $7.4 million, respectively.  The
aggregate $8.6 million holdback will be released at the rate of 50% on the 12 month anniversary of the closing and the remaining 50% on the 21 month
anniversary of the closing, with the exact amounts being subject to any unresolved and pending claims.  Subsequent to the Merger, Parent paid
outstanding loan amounts owed by Haverstick at December 31, 2007 on a Line of Credit and Term Loan of $21.0 million and $17.5 million, respectively.
 

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES

The accompanying consolidated financial statements of Haverstick Consulting, Inc. and its wholly-owned subsidiaries, HGS Holdings, Inc., Haverstick
Government Solutions, Inc., DTI Associates, Inc., and Rocket Support Services, LLC, are presented in accordance with accounting principles generally
accepted in the United States.  The accompanying consolidated financial statements presents the consolidated balance sheet of the Company just prior to
the Merger Agreement with Kratos and do not reflect any adjustments that might result from the application of Statements of Financial Accounting
Standards (SFAS) No. 141, “Accounting for Business Combinations”. Haverstick is headquartered in Indianapolis, Indiana, and provides information
technology solutions, management consulting, and outsourcing to the U.S. Government, state and local governments, and the private sector. The
Company’s primary service offerings include government outsourcing, technology solutions, engineering and program management, learning and
transformation, facilities operation and management, conference and event planning, suborbital rockets and rocket launch support services, marketing
and public affairs, and business consulting.  The Company was incorporated in December 1994.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES - Continued
 

Principles of Consolidation
 
The consolidated financial statements include the accounts of the Company and its subsidiaries.  All significant intercompany transactions and balances
have been eliminated.
 
Cash and Cash Equivalents
 
The Company considers all highly liquid investments with maturity of three months or less to be cash equivalents and maintains its cash equivalents in a
money-market fund.
 
Revenue Recognition, Accounts Receivable and Deferred Revenue
 
The Company recognizes revenues when a contract has been executed, the contract price is fixed and determinable, delivery of services or products has
occurred, and collection of the contract price is considered probable and can be reasonably estimated. Revenues are earned under time-and-materials,
fixed-price and cost-plus contracts. Revenue is deferred when billings are made in excess of amounts recognized as revenues as defined in the succeeding
paragraphs. Contract costs, other than those described as inventory, are expensed as incurred.
 
Revenues on time-and-materials contracts are recognized based on direct labor hours expended at contract billing rates and other billable costs.
 
The Company has three categories of fixed-price contracts: fixed-price-level-of-effort, fixed-unit-price, and fixed-price-completion.  Revenue recognition
for fixed-price-level-of-effort contracts is dependent on whether the services are specific to defined deliverables or are primarily for support and
maintenance.   Revenues on fixed-price contracts for specified service deliverables are recognized as deliverables are provided.   Revenues for support
and maintenance services are recognized over the contractual period of performance on a straight-line basis.
 
Fixed-unit-price contracts primarily relate to long-term fixed-price agreements for the manufacture of complex aerospace equipment and custom software
solutions.  In 2007, the Company changed its method of accounting for these long-term contracts from units of delivery, primarily based upon individual
elements of a contract, to a percentage of completion method based upon cost incurred to total estimated costs to complete.  The Company believes that
the new method more accurately reflects periodic results of operations and conforms to revenue recognition practices predominant in the industry.  The
effects of this change on previous years were not significant.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 



December 31, 2007
 

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES - Continued
 

Revenue Recognition, Accounts Receivable and Deferred Revenue (continued)
 
Revenue recognition for fixed-price-completion contracts primarily relate to short-term construction projects for the Company’s facilities maintenance
contracts.  Revenue is recognized under the completed-contract method and costs allocable to the uncompleted projects are reported in the balance sheet
as inventory.  No such costs were included in inventory at December 31, 2007.
 
Under cost-plus contracts, the Company is reimbursed for allowable costs plus a fixed fee or percentage of cost. Revenues on cost-plus contracts are
recognized based on costs incurred plus applicable fees earned. The Company considers fixed fees under cost-plus contracts to be earned in proportion to
the allowable costs incurred.
 
Contract revenue recognition inherently involves estimation. From time to time, facts arise that require revisions to estimated total costs or expected
revenues. The cumulative impact of any revisions to estimates and the full impact of anticipated losses on any type of contract are recognized in the
period in which they become known.
 
The Company’s contracts with agencies of the government are subject to periodic funding by the respective contracting agency. Funding for a contract
may be provided in full at inception of the contract or annually throughout the contract consistent with the government’s fiscal year. In evaluating the
probability of funding for purposes of recognizing revenue and assessing collection of the contract price, the Company considers its previous experiences
with its customers, communications with its customers regarding funding status, and the Company’s knowledge of available funding for the contract or
program. Revenue is recognized only when realization is probable.  For the year ended December 31, 2007, the Company had recognized approximately
$450,000 of revenue in excess of funding.
 
The allowability of certain costs under government contracts is subject to audit by the government. Certain indirect costs are charged to contracts using
provisional or estimated indirect rates, which are subject to later revisions based on governmental audits of those costs.  The majority of such audits have
been completed through 2004.  Management is of the opinion that any revisions of prior revenue based on audits of prior costs will not be significant.
 
The Company occasionally sells or sublicenses materials or software obtained from others to its clients. Revenue and related costs for such transactions
are recognized when the material or software is delivered to the client. Haverstick is not generally obligated to render services in connection with such
sales of materials or software.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES - Continued
 

Revenue Recognition, Accounts Receivable and Deferred Revenue (continued)
 
The Company maintains an allowance for doubtful accounts for estimated losses resulting from the inability of its customers to make required payments.
Management periodically determines the adequacy of this allowance by evaluating the comprehensive risk profiles of all individual customer receivable
balances including, but not limited to, the customer’s financial condition, credit agency reports, financial statements and overall current economic
conditions. Additionally, on certain contracts whereby the Company performs services, a specified percentage of the invoiced trade accounts receivable
may be retained by the customer until the project is completed. The Company periodically reviews all retainages for collectibility and records allowances
for doubtful accounts when deemed appropriate, based on its assessment of the associated credit risks.
 
Deferred revenues include advance progress billings on fixed-unit-price contracts (aerospace equipment and custom software solutions) and billings in
excess of amounts recognized as revenue on fixed-price-level-of-effort contracts.
 
Inventory
 
Inventories are stated at the lower of cost or market and consist of accumulated rocket components and parts used in the Company’s launch support
services.  Inventory obsolescence is recognized when, in management’s opinion, the item is no longer likely to be used.  At December 31, 2007,
inventory obsolescence reserves were $108,607.
 
Property and Equipment
 
Property and equipment are recorded at costs net of accumulated depreciation. The Company depreciates these assets over their estimated useful lives of
3 to 5 years using the straight-line depreciation method.  Maintenance, repairs and minor renewals are expensed as incurred.  Property and equipment
acquired under capital leases is recorded at the present value of future minimum lease payments and is amortized over the shorter of the lease term or the
estimated useful life of the asset.
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Haverstick Consulting, Inc.

 



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED
 

December 31, 2007
 

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES - Continued
 

Goodwill
 
The Company’s goodwill resulted from the acquisition of DTI Associates, Inc. (DTI) in 2004 and A.F. Kelly & Associates, Inc. (Kelly) in 2002 and
represents the excess of cost over the fair value of net tangible and identifiable intangible assets acquired. Tax benefits realized from costs incurred by
DTI and Kelly prior to their acquisition are credited to goodwill.  Such goodwill is accounted for in accordance with the provisions of FASB Statement
No. 142, Goodwill and Other Intangible Assets (SFAS No. 142).  SFAS No. 142 requires that the Company perform an impairment test annually or more
frequently if events or circumstances indicate that the value of goodwill might be impaired.
 
When it is determined that the carrying value of goodwill may not be recoverable based upon the existence of one or more indicators of impairment,
measurement of any impairment will be based on a projected discounted cash flow method using a discount rate commensurate with the risk inherent in
the current business model.  No goodwill impairment was recorded as a result of the SFAS No. 142 annual impairment test completed as of December 31,
2007.
 
Long-Lived Assets
 
Long-lived assets and certain intangibles are reviewed for impairment, based upon the undiscounted expected future cash flows, whenever events or
circumstances indicate that the carrying amount of such assets may not be recoverable.  There has been no impairment as of December 31, 2007.
 
Loan Costs
 
Payments made to lenders to obtain financing are treated as loan discounts that are deducted from the reported amount of the liabilities and are amortized
on the effective interest method over the life of the loans.  Payments to obtain financing that are made to parties other than the lenders are charged to
deferred financing costs and are amortized on the effective interest method over the life of the loan.
 
Income Taxes
 
Income taxes are accounted for using the asset and liability method whereby deferred tax assets and liabilities are recognized for the future tax
consequences attributable to differences between the consolidated financial statements carrying amounts of assets and liabilities and their respective tax
bases and operating loss carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to taxable income in the
years in which those temporary differences and operating loss carryforwards are expected to be recovered or settled. The effect on deferred tax assets and
liabilities due to a change in tax rates is recognized in income in the period that includes the enactment date. A valuation allowance has been established
to offset the deferred tax asset at December 31, 2007.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES - Continued
 

Advertising Costs
 
Advertising costs are charged to expense as incurred and totaled $99,450 the year ended December 31, 2007.
 
Concentration of Risk
 
Financial instruments, which subject the Company to concentrations of credit risk, consist primarily of cash and trade accounts receivable.
 
The Company maintains its cash and cash equivalents in bank deposit accounts which may exceed the federally insured limits. The Company has not
experienced any losses in such accounts. Management believes it is not exposed to any significant credit risk on cash and cash equivalents.
 
For the year ended December 31, 2007, two clients accounted for 30% and 11%, respectively, of total revenue. As of December 31, 2007, two clients
accounted for 44% and 13%, respectively, of total accounts receivable.
 
For the year ended December 31, 2007, approximately 76% of revenue was generated from services rendered to the U.S. Government or as a
subcontractor to other government prime contractors. The Company is subject to all of the risks associated with conducting business with the U.S.
Government, including the risk of contract terminations at the convenience of the government. In addition, government funding continues to be
dependent on Congressional approval of program level funding and on contracting agency approval for the Company’s work. The extent to which the
Company’s existing contracts will be funded in the future cannot be determined. However, the Company has not experienced any significant
cancellations, terminations or loss of funding during the life of a contract in the past.
 
For the year ended December 31, 2007, one vendor accounted for 13% of total purchases.
 
Estimates
 



The preparation of consolidated financial statements in conformity with accounting principles generally accepted in the United States requires
management to make estimates and assumptions that affect the reported amounts of assets, liabilities, revenues and expenses. Actual results could differ
from those estimates. Accounts requiring the use of significant estimates include proportionate completion of contracts with fixed prices; provisional cost
rates used for interim billings on cost-plus contracts; allowance for doubtful accounts; inventory obsolescence reserves; depreciable lives of property and
equipment; deferred tax asset valuation allowance; the initial and continuing valuation of goodwill and purchased intangible assets; and tax and loss
contingencies.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES - Continued
 

Fair Value of Assets and Liabilities
 
SFAS No. 107, “Disclosures about Fair Value of Financial Instruments,” requires that fair values be disclosed for the Company’s financial instruments.
The carrying amounts of cash and cash equivalents, accounts receivable, accounts payable, accrued expenses, deferred revenue, and its credit facility
approximate fair value due to the short-term nature of these instruments. The fair value of the Company’s debt and capital lease obligations is estimated
based on the quoted market prices for the same or similar issues or on the current rates offered to the Company for debt of the same remaining maturities.
 The fair value of the Company’s debt and capital lease obligations as of December 31, 2007 is $38.5 million and $1.2 million, respectively.
 
Stock-Based Compensation
 
Effective January 1, 2006, the Company adopted the provisions of Statement of Financial Accounting Standards No. 123R (“SFAS 123R”), “Share-Based
Payments,” which requires the measurement and recognition of compensation expense for all share-based payment awards to employees and directors
based on estimated fair values. SFAS 123R supersedes the Company’s previous accounting methodology using the intrinsic value method under
Accounting Principles Board Opinion APB No. 25, “Accounting for Stock Issued to Employees.” Under the intrinsic value method, no share-based
compensation expense related to stock option awards granted to employees at market price on date of grant had been recognized in the Company’s
Consolidated Statement of Operations prior to January 1, 2006. The Company has no awards with market or performance conditions and the Company
has not issued any options since the adoption of SFAS 123R.
 
Common Stock Subject to Put Agreements
 
The Company entered into a contract providing stockholders an option to put shares to the Company.  Based on this contract, the Company recorded a
liability and an offsetting charge to equity equal to the estimated value as if the put option were settled at that day the contract was entered into.  This is
consistent with SFAS No. 150, “Accounting for Certain Financial Instruments with Characteristics of Both Liabilities and Equity”, which requires that
equity securities subject to put agreement be recorded by the issuer as a liability rather than equity at the value of those securities when the put option is
established.  SFAS No. 150 further requires that those securities be revalued periodically and that any subsequent increases or decreases in the estimated
value of the put option be reflected in the amount of the liability with a corresponding adjustment to interest expense at each balance sheet date.  All of
the put options terminate in the event of an initial public offering of the Company’s shares or the acquisition of the Company by another party.  In that
event, the amount carried as a liability is transferred to equity.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES - Continued

 
Recently Issued Accounting Standards
 
In June 2006, the EITF reached a consensus on Issue No. 06-3, How Sales Taxes Collected from Customers and Remitted to Governmental Authorities
Should Be Presented in the Income Statement (That Is, Gross Versus Net Presentation) (EITF 06-3) by concluding that companies should disclose their
accounting policy (i.e., gross or net presentation) regarding presentation of taxes within the scope of this issue. The Task Force also concluded that once
the new standard is effective (January 1, 2007), companies should disclose the amount of such taxes for periods in which these taxes included in gross
revenues are considered material. The Company collects and remits sales taxes on equipment that it purchases and sells under its contracts with
customers, and reports such amounts under the gross method as revenue, and as other direct costs, in its consolidated statements of operations. The
Company has evaluated the amount of sales taxes collected and remitted to government authorities in recent years and determined that such amounts are
insignificant. The Company will monitor amounts of sales taxes collected and remitted in future periods and will disclose such amounts if they are
material.
 
In July 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes (FIN No. 48), which prescribes a recognition
threshold and measurement process for recording in the financial statements uncertain tax positions taken or expected to be taken in a tax return.
Additionally, FIN No. 48 provides guidance on the recognition, classification, accounting in interim periods and disclosure requirements for uncertain tax



positions. The provisions of FIN No. 48 will be effective for financial statements issued for fiscal years beginning after December 15, 2007. The
Company is in the process of determining the effect, if any, the adoption of FIN No. 48 will have on its financial statements and related disclosures.
 
In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements (SFAS No. 157). SFAS No. 157 establishes a framework for measuring
fair value in generally accepted accounting principles, clarifies the definition of fair value and expands disclosures about fair value measurements. SFAS
No. 157 does not require any new fair value measurements. However, the application of SFAS No. 157 may change current practice for some entities.
SFAS No. 157 is effective for financial statements issued for fiscal years beginning after November 15, 2007, and interim periods within those fiscal
years. The Company is in the process of determining the impact of SFAS No. 157 on its consolidated results of operations and financial position.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES - Continued
 

Recently Issued Accounting Standards (continued)
 
In February 2007, the FASB issued FASB Statement No. 159, The Fair Value Option for Financial Assets and Financial Liabilities—Including an
Amendment of FASB Statement No. 115. This standard permits an entity to choose to measure many financial instruments and certain other items at fair
value. This option is available to all entities, including not-for-profit organizations. Most of the provisions in Statement 159 are elective; however, the
amendment to FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities, applies to all entities with available-for-sale
and trading securities. Some requirements apply differently to entities that do not report net income. The FASB’s stated objective in issuing this standard
is as follows: “to improve financial reporting by providing entities with the opportunity to mitigate volatility in reported earnings caused by measuring
related assets and liabilities differently without having to apply complex hedge accounting provisions.”

 
The fair value option established by Statement 159 permits all entities to choose to measure eligible items at fair value at specified election dates. A
business entity will report unrealized gains and losses on items for which the fair value option has been elected in earnings (or another performance
indicator if the business entity does not report earnings) at each subsequent reporting date. A not-for-profit organization will report unrealized gains and
losses in its statement of activities or similar statement. The fair value option: (a) may be applied instrument by instrument, with a few exceptions, such
as investments otherwise accounted for by the equity method; (b) is irrevocable (unless a new election date occurs); and (c) is applied only to entire
instruments and not to portions of instruments.
 
Statement 159 is effective as of the beginning of an entity’s first fiscal year that begins after November 15, 2007. Early adoption is permitted as of the
beginning of the previous fiscal year provided that the entity makes that choice in the first 120 days of that fiscal year and also elects to apply the
provisions of FASB Statement No. 157, Fair Value Measurements. The Company is in the process of determining the impact of this statement on its
consolidated financials statements.
 
In December 2007, the FASB issued SFAS No. 141 (revised 2007) (“SFAS 141R”), “Business Combinations” and SFAS No. 160 (“SFAS 160”)
“Noncontrolling Interests in Consolidated Financial Statements, an amendment of Accounting Research Bulletin No. 51”. SFAS 141R will change how
business acquisitions are accounted for and will impact financial statements both on the acquisition date and in subsequent periods. SFAS 160 will
change the accounting and reporting for minority interests, which will be recharacterized as noncontrolling interests and classified as a component of
equity. The provisions of SFAS 141R and SFAS 160 are effective for financial statements issued for fiscal years beginning after December 15, 2008. 
Early adoption is not permitted. The Company is in the process of determining the impact of these statements on its consolidated financial statements.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 3 - ACCOUNTS AND OTHER RECEIVABLES
 

Accounts and other receivables were as follows at December 31, 2007:
 

Billed revenue
 

$ 15,872,025
 

Unbilled revenue
 

7,672,890
 

Income taxes
 

125,579
 

Other
 

135,176
 

Due from stockholders
 

41,829
 

    
Total

 

23,847,499
 

Less allowance for doubtful accounts
 

(120,000)
    

Net
 

$ 23,727,499
 

 



NOTE 4 - PREPAID EXPENSES
 

Prepaid expenses were as follows at December 31, 2007:
 

Prepaid direct costs:
   

Progress payments on rocket components
 

$ 3,690,503
 

Subcontractor services
 

671,101
 

Prepaid insurance
 

92,507
 

Other prepayments
 

44,391
 

    
Total

 

$ 4,498,502
 

 
NOTE 5 - INVENTORY

 
Inventory consisted of the following at December 31, 2007:
 

Rocket components and parts
 

$ 756,598
 

Reserve for obsolescence
 

(108,607)
    

Net
 

$ 647,991
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 6 - PROPERTY AND EQUIPMENT
 

Property and equipment consisted of the following at December 31, 2007:
 

Computer equipment
 

$ 1,680,723
 

Capital lease - facility
 

1,169,542
 

Office equipment and furniture
 

960,621
 

Leasehold improvements
 

134,754
 

Software
 

132,560
 

    
 

 

4,078,200
 

    
Less accumulated depreciation

 

(1,737,316)
    

Net
 

$ 2,340,884
 

 
NOTE 7 - NOTES PAYABLE AND TERM LOAN

 
Simultaneously with acquiring DTI on January 16, 2004, Haverstick entered into a Loan Agreement to obtain a Term Loan of $24 million (all of which
was borrowed to fund the DTI purchase) and a Line of Credit of up to the lesser of $20 million or the sum of 90 percent of eligible government accounts
receivable and 75 percent of eligible commercial accounts receivable (approximately $18.0 million at December 31, 2007). The lender was a stockholder
of the Company.
 
At December 31, 2007, $21.0 million and $17.5 million was outstanding on the Term Loan and the Line of Credit, respectively. Total interest expense
related to the Term Loan and the Line of Credit was $2.6 million and $1.3 million, respectively, for the year ended December 31, 2007. The Term Loan
and the Line of Credit was fully paid by Parent subsequent to the Merger (See Note 1).
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 7 - NOTES PAYABLE AND TERM LOAN - Continued

 
Interest on the Line of Credit was due monthly at a variable rate based on the LIBOR Market Index Rate plus 3.0 percent (approximately 7.6 percent at
December 31, 2007) and the principal was due July 1, 2012. Interest on the Term Loan was due monthly at 12 percent and the principal was initially due
in monthly payments beginning in July 2004, with the final payment due February 2011. In 2005, the Company negotiated a two year moratorium of
principal payments through June 30, 2007. Effective July 1, 2007, the Term Loan was amended again extending the final payment due to July 1, 2012.

 



The Loan Agreement provided a lien on substantially all of the Company’s assets, a pledge of the Company’s common stock held by stockholders
representing approximately 43 percent of the Company’s common stock, and personal guarantees by several stockholders. At the closing of the
Company’s merger with Kratos, the Company paid a $420,000 prepayment penalty fee to the lender. The prepayment penalty fee is included in other
expense for year ended December 31, 2007.
 
Simultaneously with acquiring DTI and entering into a loan agreement on January 16, 2004, the Company issued 5,109,331 shares of its common stock
valued at $15.3 million to the lender and guarantors and incurred approximately $1.0 million in costs related to the Loan Agreement. Those costs were
amortized on the interest method over the life of the Term Loan. At December 31, 2007, the remaining unamortized loan costs and discount totaling $8.7
million were written-off because of the termination of the loan agreement and Parent’s full payment of the loans subsequent to the Merger (Note 1).
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 8 - ACCOUNTS PAYABLE AND ACCRUED EXPENSES
 

Accounts payable and accrued expenses consisted of the following at December 31, 2007:
 

Accounts payable, trade
 

$ 7,059,443
 

Compensation and related items
 

3,959,799
 

Investment banking fees
 

1,550,347
 

Interest and prepayment penalty
 

756,347
 

Taxes
 

141,486
 

    
Total

 

$ 13,467,422
 

 
NOTE 9 - LONG-TERM LIABILITIES
 

Long-term liabilities consisted of the following at December 31, 2007:
 

Retention payable to long-term subcontractor
 

$ 1,535,693
 

Obligations under related party capital lease
 

1,147,057
 

Deferred rental payments
 

180,721
 

Compensation payable
 

149,678
 

    
Total

 

3,013,149
 

    
Less current portion

 

(99,285) 
    
Long-term liabilities

 

$ 2,913,864
 

 
As of December 31, 2007, approximate future annual payments on the $3,013,149 total long-term liabilities were as follows:

 
Year Ending December 31,

   

    
2008

 

$ 99,285
 

2009
 

1,808,950
 

2010
 

138,362
 

2011
 

164,257
 

2012
 

188,322
 

Thereafter
 

613,973
 

    
Total

 

$ 3,013,149
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 9 - LONG-TERM LIABILITIES - Continued

 
The Company leases one facility from a company affiliated with significant stockholders under a capital lease. The capital lease has a weighted average
interest rate of approximately 10.8 percent and will expire in August 2016. The capital lease was recorded at fair value at the inception of the lease of



$1,169,542, which is lower than the present value of future minimum lease payments under the lease agreement. Total future minimum lease payments at
the inception of the lease amounted to $2,888,412. Future minimum lease payments under the capital lease as of December 31, 2007 are as follows:
 

Year Ending December 31,
   

    
2008

 

$ 326,990
 

2009
 

326,990
 

2010
 

326,990
 

2011
 

326,990
 

2012
 

326,990
 

Thereafter
 

1,171,714
 

    
Less: interest

 

(1,659,607)
    

Net minimum lease payments under capital lease
 

1,147,057
 

    
Less: current portion of net minimum lease payments

 

(94,855)
    

Long-term portion of net minimum lease payments
 

$ 1,052,202
 

 
Total interest expense incurred in 2007 under the capital lease amounted to $59,263.

 
NOTE 10 - OPERATING LEASES

 
The Company leases its office facilities and various office and computer equipment under several operating leases. Total rent expense was $1,742,197 for
the year ended December 31, 2007. Future minimum lease payments required under noncancellable operating leases at December 31, 2007, were as
follows:
 

Year Ending December 31,
   

    
2008

 

$ 1,339,355
 

2009
 

1,091,814
 

2010
 

641,483
 

2011
 

615,922
 

2012
 

572,263
 

Thereafter
 

267,991
 

    
Total

 

$ 4,528,828
 

 
The lease on certain office facilities includes scheduled base rent increases over the term of the lease.  The total amount of the base rent payments is
being charged to expense on the straight-line method over the term of the lease.  In addition to the base rent payment, the Company pays a monthly
allocation of the building’s operating expenses.  The Company has recorded deferred rent, included in long-term liabilities and the current portion is
included in current liabilities in the consolidated balance sheet of $180,721 at December 31, 2007 to reflect the excess of rent expense over cash
payments since inception of the respective leases.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 11 - COMMON STOCK
 

The Company’s authorized capital consists of 500,000,000 shares of no par voting common stock. The Company and holders of a majority of the
common stock outstanding at December 31, 2007, have entered into shareholders’ agreements that provide rights of first refusal, co-sale rights, anti-
dilution rights, and other rights to the various stockholders. The Company was prohibited from entering into certain transactions, such as “squeeze out
mergers,” to the detriment of the stockholders and had to obtain approval of certain stockholders before issuing convertible securities. In certain
circumstances, the Company had an option, but not an obligation, to buy shares of one of the stockholders at fair market value. The stockholders’
agreements terminate upon several defined events, including a public offering.
 
There were no changes in the number of shares of common stock outstanding during the year ended December 31, 2007.
 

NOTE 12 – COMMON STOCK SUBJECT TO PUT AGREEMENTS
 

In 2004, Haverstick common shares issued to the sellers of DTI and to the lender were subject to agreements that permitted the holders of those shares to
require the Company to repurchase those shares at various times beginning (i) as to shares issued to the lender, on the later of three years after repayment
of the January 16, 2004, Loan Agreement or January 15, 2011 and (ii) as to the shares issued to the DTI sellers, on January 16, 2009. The date when the
DTI sellers could have put their shares to the Company was extended for up to two years if the put transaction would have violated provisions of the
Company’s debt agreements. If the put would have been exercised, the Company could have elected to make periodic payments over one to three years.
The price would have been the fair market value as determined by negotiation or independent appraisal. As required under SFAS No. 150, the Company
recorded a liability and an offsetting charge to equity account amounting to $25.9 million.



 
In 2007, all of the put options terminated with the Merger as discussed in Note 1 and the amount recorded as liability was transferred to equity at
December 31, 2007.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 13 - STOCK OPTIONS AND STOCK GRANTS
 

The Company’s 1999 Stock Option Plan (the Option Plan) authorized the Company to grant to employees options to purchase its common stock. The
total number of shares of common stock which could have been issued under the Option Plan was 3,048,780 shares. The Option Plan was administered
by the Company’s Board of Directors, which selected the employees to whom stock options were granted and determined the number of shares, exercise
prices, vesting terms and expiration dates of options granted. The exercise price of options granted was not less than the grant date fair market value of
the common stock. Stock options granted under the Option Plan were nontransferable, became exercisable generally over a five-year period and expired
five to ten years after the date of grant (subject to earlier termination in the event the optionee ceased to be employed with the Company).
 
On November 14, 2007, the Option Plan was cancelled. All optionees were provided a Notice of Option Cancellation and Payment. Each optionee was
offered Substitute Consideration in the amount of one cent per option held. Total Substitute Consideration paid by the Company was $6,820.
 
Stock option activity of the Company is summarized as follows:
 

  

Number of
Options

 

Weighted-Average
Exercise Price of

Options
 

      
Unexercised at January 1, 2007

 

526,124
 

2.99
 

Granted in 2007
 

—
 

—
 

Forfeited in 2007
 

(133,237) 2.89
 

Exercised in 2007
 

—
 

—
 

Cancelled in 2007
 

(392,887) 3.03
 

      
Unexercised at December 31, 2007

 

—
 

—
 

 
NOTE 14 - 401(K) RETIREMENT PLAN
 

The Company’s 401(k) plan covers all employees who have reached 21 years of age. Participants may contribute up to limits established by law. The
Company contributed $450,565 to the plan in 2007.
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 15 - COSTS AND EXPENSES
 

Major components of costs and expenses for the year ended December 31, 2007:
 

Compensation and related items
 

$ 8,753,489
 

Facilities
 

2,175,926
 

Professional fees and services
 

830,473
 

Depreciation
 

605,987
 

Supplies
 

500,404
 

Travel
 

300,583
 

General insurance
 

263,012
 

Operating taxes (non-income related)
 

212,339
 

Training
 

180,479
 

Advertising
 

99,450
 

Recruiting
 

83,437
 

Investment banking fees related to the plan of merger with Kratos
 

1,550,347
 

Other
 

1,421,252
 

    
 

 

$ 16,977,178
 

 
NOTE 16 - CASH FLOW



 
The following are supplemental disclosures to the Statement of Cash Flows for the year ended December 31, 2007:
 

Interest paid in cash
 

$ 4,005,173
 

Income tax paid in cash
 

386,439
 

    
Noncash investing and financing information:

   

Obligations under capital leases
 

1,169,542
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 17 - RELATED PARTY TRANSACTIONS
 

During 2007, the Company recorded revenue totaling $914,356 for services rendered to other companies affiliated with significant stockholders.
 
At December 31, 2007, accounts receivable due from related parties for trade related services and shared operating expenses were $144,982 and $41,829,
respectively. Accounts receivable from related parties at December 31, 2007 were substantially collected by March 2008.
 
In October 2007, the Company entered into a sub-lease of 13,776 square feet of office space with a company affiliated with significant stockholders
(Note 9). The terms of the sub-lease extend through August of 2016 at base rent of $326,990 per year.
 
On January 16, 2004, the Company entered into a Loan Agreement and a Line of Credit with a stockholder of the Company (see Note 7).
 

NOTE 18 - INCOME TAXES
 

The income tax expense for the year ended December 31, 2007 is comprised of the following:
 

Current
   

Federal
 

$ 113,444
 

State
 

346,455
 

Total current income tax expense
 

459,899
 

 
There is no deferred income tax expense in 2007.
 
Income tax expense differed from the amounts computed by applying the U.S. federal income tax rate of 34 percent to pretax loss for the year ended
December 31, 2007 as shown below:
 

Loss before income taxes
 

$ (11,143,918)
    
Expected tax benefit at 34%

 

(3,788,932)
Current year net operating loss for which no tax benefit is recognized

 

3,306,556
 

Current year state income tax
 

180,406
 

Adjustments for prior year federal tax
 

44,053
 

Increase in tax reserves
 

226,536
 

Nondeductible expenses
 

491,280
 

    
Total income tax expense

 

$ 459,899
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Haverstick Consulting, Inc.

 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

 
December 31, 2007

 
NOTE 18 - INCOME TAXES
 

Deferred income taxes reflect the net tax effects of tax carryforward items and temporary differences between the carrying amounts of assets and
liabilities for financial reporting purposes and the amounts used for income tax purposes. Significant components of the Company’s deferred tax
assets and liabilities are as follows at December 31, 2007:
 
Deferred tax assets:

   

Net operating loss carryforwards
 

$ 7,842,000
 

Reserves and accruals
 

985,000
 

  



Credit carryforwards 9,000
    
Gross deferred tax assets

 

8,836,000
 

Valuation allowance
 

(8,707,000)
    
Deferred tax assets after valuation allowance

 

129,000
 

    
Deferred tax liabilities:

   

Depreciation deductions
 

(129,000)
Reserves and accruals

 

—
 

    
Gross deferred tax liabilities

 

(129,000)
    
Net deferred tax assets

 

$ —
 

 
Realization of the Company’s deferred tax asset is dependent upon the Company generating future taxable income. The Company has concluded that
it is more likely than not that it will not realize its deferred tax assets; therefore, the Company has placed a valuation allowance against its net
deferred tax asset. After classifying and netting the above deferred tax assets, valuation allowance, and deferred tax liabilities in accordance with
SFAS 109 paragraph 41 and 42, the Company is reporting a current deferred tax asset of $2,651 and a non-current deferred tax liability of $2,651,
which when netted arrive at a total net deferred tax asset of zero. At December 31, 2007, the Company has federal and state net operating loss
carryforwards of approximately $21.4 million and $12.0 million, respectively. The Company’s net operating losses will expire on various dates
beginning 2019 to 2027.
 
Federal and state tax laws impose restrictions on the utilization of net operating loss and tax credit carryforwards in the event of an “ownership
change” for tax purposes as defined by Section 382 of the Internal Revenue Code. The Company may have incurred one or more “ownership
changes” under Section 382. If an “ownership change” did occur, utilization of the net operating loss or credit carryforward amounts may be limited.
As shown above, deferred tax assets relating to the net operating loss and credit carryforwards are offset by a full valuation allowance.

 
26

 



EXHIBIT 99.2
 

UNAUDITED PRO FORMA COMBINED FINANCIAL STATEMENTS
 

The following unaudited pro forma combined financial statements have been prepared to give effect the acquisition of Haverstick Consulting, Inc.
(Haverstick), consummated on December 31, 2007, as if this transaction had been consummated on December 31, 2007 for purposes of the pro forma
combined balance sheet and January 1, 2007 for purposes of the pro forma combined statement of operations.

 
The historical financial statements for Kratos Defense & Security Solutions, Inc. (Kratos) and Haverstick have been derived from their respective

financial statements as of the date and for the periods indicated.
 
The pro forma adjustments are based on actual purchase price allocations. Allocations are based on final appraisals and other analyses of the fair value

of, among other items, identifiable intangible assets, goodwill, income taxes and estimated contingencies.
 
The unaudited pro forma combined financial statements should be read in conjunction with Kratos Defense & Security Solutions, Inc.’s audited

consolidated financial statements as of and for the year ended December 31, 2007 included in Kratos Defense & Security Solutions, Inc.’s  Annual Report on
Form 10-K for the year ended December 31, 2007 and Haverstick's audited consolidated financial statements as of and for the year ended December 31, 2007
which are included in this Report on Form 8-K/A.

 
We have prepared the unaudited pro forma combined financial statements based on available information using assumptions that we believe are

reasonable. These unaudited pro forma combined financial statements are being provided for informational purposes only. They do not claim to represent our
actual financial position or results of operations had the acquisition occurred on the date specified nor do they project our results of operations or financial
position for any future period or date.

 
The pro forma combined statement of operations does not reflect any adjustments for anticipated synergies or cost savings resulting from the

acquisition such as the elimination of costs associated with members of the executive management team and legal and consulting fees associated with this
transaction. Pro forma adjustments are based on certain assumptions and other information that is subject to change as additional information becomes
available.

 
The accompanying notes are an integral part of these unaudited pro forma combined financial statements.

 

 
UNAUDITED PRO FORMA COMBINED BALANCE SHEET

December 31, 2007
(in millions)

 

  
Kratos

 
Haverstick

 

Haverstick 
Pro Forma 
adjustments

 

Pro Forma 
Combined

 

Assets
         

Current assets:
         

Cash and cash equivalents
 

$ 5.0
 

$ 3.6
 

$ (0.0) $ 8.6
 

Accounts receivable, net
 

53.5
 

23.5
 

—
 

77.0
 

Note receivable
 

2.6
 

—
 

—
 

2.6
 

Income taxes receivable
 

0.9
 

0.1
 

0.0(e) 1.0
 

Prepaid expenses
 

2.9
 

4.5
 

—
 

7.4
 

Deferred tax assets
 

—
 

—
 

0.0(e),(f) 0.0
 

Other current assets
 

7.9
 

0.8
 

—
 

8.7
 

Current assets of discontinued operations
 

1.6
 

—
 

—
 

1.6
 

Total current assets
 

74.4
 

32.5
 

0.0
 

106.9
 

Property and equipment, net
 

4.6
 

2.3
 

—
 

6.9
 

Goodwill
 

129.9
 

50.9
 

13.7(a),(b),(d) 194.5
 

Other intangibles, net
 

10.6
 

—
 

9.3(a) 19.9
 

Deferred tax assets
 

—
 

0.0
 

(0.0)(e),(f) —
 

Investments in unconsolidated affiliates
 

0.3
 

—
 

—
 

0.3
 

Other assets
 

4.3
 

2.4
 

—
 

6.7
 

Non current assets of discontinued operations
 

0.1
 

—
 

—
 

0.1
 

Total assets
 

$ 224.2
 

$ 88.1
 

$ 23.0
 

$ 335.3
 

Liabilities and Stockholders’ Equity
         

Current liabilities:
         

Accounts payable
 

$ 17.1
 

$ 5.6
 

—
 

$ 22.7
 

Accrued expenses
 

10.0
 

4.0
 

0.5(b) 14.5
 

Accrued compensation
 

5.9
 

4.0
 

—
 

9.9
 

Billings in excess of costs and earnings on
uncompleted contracts

 

4.4
 

6.5
 

—
 

10.9
 

Deferred tax liabilities
 

0.2
 

—
 

(0.2)(e),(f) —
 

Accrual for contingent acquisition consideration
 

2.9
 

—
 

—
 

2.9
 

Accrual for unused office space
 

1.0
 

—
 

—
 

1.0
 

Income taxes payable
 

0.2
 

—
 

—
 

0.2
 

Other current liabilities
 

13.4
 

—
 

—
 

13.4
 

Current portion of long-term debt
 

3.4
 

38.5
 

(39.3)(c) 2.6
 

Current portion of capital lease
 

0.0
 

0.1
 

—
 

0.1
 

Current liabilities of discontinued operations
 

5.3
 

—
 

—
 

5.3
 

Total current liabilities
 

63.8
 

58.7
 

(39.0) 83.5
 

Long-term debt, net of current portion
 

6.2
 

—
 

66.7(c) 72.9
 



Accrual for unused office space, net of current portion 1.4 — — 1.4
Capital lease

 

0.0
 

1.1
 

—
 

1.1
 

Deferred tax liabilities
 

1.8
 

—
 

0.2(e),(f) 2.0
 

Other liabilities
 

0.5
 

2.0
 

2.0(b),(e),(f) 4.5
 

Non current liabilities of discontinued operations
 

2.7
 

—
 

—
 

2.7
 

Total liabilities
 

76.4
 

61.8
 

29.9
 

168.1
 

          
Stockholders’ equity:

         

Preferred stock, 5,000,000 shares authorized, Series B
Convertible Preferred Stock, 5,000,000 shares
authorized Series B Convertible Preferred Stock,
$.001 par value; 10,000 shares outstanding at
December 31, 2006 and 2007 (liquidation preference
$5.0 million at December 31, 2006 and 2007)

 

—
 

—
   

—
 

Common stock, $.001 par value, 195,000,000 shares
authorized; 73,883,950 and 78,998,922 shares issued
and outstanding at December 31, 2006 and December
31, 2007, respectively

 

—
 

—
 

—
 

—
 

Additional paid-in capital
 

393.3
 

59.1
 

(39.7)(a),(d) 412.7
 

Accumulated deficit
 

(245.5) (32.8) 32.8(a),(f) (245.5)
Total stockholders’ equity

 

147.8
 

26.3
 

(6.9) 167.2
 

Total liabilities and stockholders’ equity
 

$ 224.2
 

$ 88.1
 

$ 23.0
 

$ 335.3
 

 
See the accompanying notes.

 

 
 UNAUDITED PRO FORMA COMBINED STATEMENT OF OPERATIONS

FOR THE YEAR ENDED DECEMBER 31, 2007
(in millions)

 

  
Kratos

 
Haverstick

 

Haverstick 
Pro Forma 
adjustments

 

Pro Forma 
Combined

 

Revenues
 

$ 193.6
 

$ 94.2
 

$ —
 

$ 287.8
 

Cost of revenues
 

162.0
 

73.4
 

—
 

235.4
 

Gross profit
 

31.6
 

20.8
 

—
 

52.4
 

Selling, general and administrative expenses
 

39.5
 

17.0
 

(0.1)(g),(h) 56.4
 

Stock option investigation and related fees
 

14.0
 

—
 

—
 

14.0
 

Estimated cost for settlement of securities litigation
 

4.9
 

—
 

—
 

4.9
 

Recovery of unauthorized issuance of stock options
 

(3.4) —
 

—
 

(3.4)
Impairment and restructuring charges

 

1.2
 

—
 

—
 

1.2
 

Operating income (loss)
 

(24.6) 3.8
 

0.1
 

(20.7)
Other income (expense), net:

         

Interest income (expense), net
 

(1.2) (14.9) 6.3(i) (9.8)
Impairment of investments in unconsolidated affiliates

 

(1.8) —
 

—
 

(1.8)
Other income (expenses), net

 

0.7
 

—
 

—
 

0.7
 

Other income (expense), net
 

(2.3) (14.9) 6.3
 

(10.9)
Income (loss) before provision for income taxes

 

(26.9) (11.1) 6.4
 

(31.6)
Provision (benefit) for income taxes

 

1.3
 

0.5
 

(0.1)(j) 1.7
 

Income (loss) from continuing operations
 

(28.2) (11.6) 6.5
 

(33.3)
Income (loss) from discontinued operations

 

(12.6) —
 

—
 

(12.6)
Net income (loss)

 

$ (40.8) $ (11.6) $ 6.5
 

$ (45.9)
Basic earnings (loss) per common share:

         

Income (loss) from continuing operations
 

$ (0.38)
      

$ (0.45)
Diluted earnings (loss) per common share:

         

Income (loss) from continuing operations
 

$ (0.38)
      

$ (0.45)
Weighted average common shares outstanding:

         

Basic
 

74.0
   

4.6(k) 78.6
 

Diluted
 

74.0
   

4.6(k) 78.6
 

 
See the accompanying notes.

 

 
NOTES TO UNAUDITED PRO FORMA COMBINED FINANCIAL STATEMENTS
 
(1) Pro Forma Adjustments to the Balance Sheet and Statement of Operations
 

On December 31, 2007 the Company acquired Indianapolis, Indiana headquartered Haverstick Consulting, Inc. (Haverstick) as part of the Kratos
Government Solutions Segment. Haverstick provides rocket and missile test and evaluation, weapons systems support, and professional services to the U.S.
Army, U.S. Air Force, U.S. Navy, NASA, and other federal, state and local agencies. Through the Haverstick acquisition, the Company expanded its customer
footprint within the U.S. Department of Defense, and enhanced its presence with the U.S. Air Force, a key growth area for Kratos.

 



The total purchase price was $90.2 million including transaction costs incurred by Kratos of $0.5 million. The purchase price paid to Haverstick was
$89.7 million which is comprised of $70.3 million in cash and the issuance of 7.48 million shares of the Company’s common stock valued at $2.60 per share
or an aggregate stock consideration of $19.4 million. The value of the share issued was determined by averaging the market price of the stock two days before
and two days after the announcement of the acquisition, November 5, 2007. The Company paid $81.1 million, $66.7 million of which was cash paid at
closing, $2.4 million was cash paid shortly thereafter, and $12.0 million in common stock. The Company held back $8.6 million (the Holdback
Consideration) to secure any negative working capital adjustments required by the Merger Agreement and the Company’s indemnity rights. The Holdback
Consideration is comprised of both cash and Kratos common stock in the amounts of $1.2 million and $7.4 million, respectively. The holdback consideration
will be released in 50% increments on the 12th month and 21st month of the anniversary date of the acquisition. To fund the acquisition, the Company secured
a new credit facility of $85.0 million arranged by KeyBanc Capital Markets. The credit facility, which includes a $25.0 million line of credit and $60.0
million in term notes, replaced the Company’s previous credit facility which had an outstanding principal balance of $6.0 million on the date of closing.

 
The acquisition is being accounted for using the purchase method of accounting in accordance with Statement of Financial Accounting Standards No.

141, “Business Combinations” (“SFAS 141”), whereby the total cost of the acquisition has been allocated to tangible and intangible assets acquired based
upon a preliminary determination of fair values at the effective date of the acquisition. A valuation was performed by an independent appraiser to finalize the
purchase price allocation based upon the fair value of the assets and liabilities acquired.

 
The following table (in millions) summarizes the allocation of the purchase price including an estimate of transaction costs incurred by Kratos Defense

& Security Solutions, Inc. of $0.5 million:
 

  
Value

 

Estimated 
Life in 
Years

 

Cash
 

$ 3.6
   

Accounts receivable, net
 

23.5
   

Prepaid expenses
 

4.5
   

Income tax receivable
 

0.1
   

Other current assets
 

0.8
   

Property and equipment, net
 

2.3
   

Other assets
 

2.4
   

Funded backlog
 

1.0
 

1.0
 

Unfunded backlog
 

3.2
 

4.0
 

Existing contractual relationships
 

5.1
 

9.0
 

Goodwill
 

64.6
   

Total assets acquired
 

$ 111.1
   

Accounts payable
 

(5.6)
  

Accrued expenses
 

(2.5)
  

Accrued compensation
 

(3.1)
  

Billings in excess of costs and earnings on uncompleted contracts
 

(6.5)
  

Capital lease
 

(1.2)
  

Other liabilities
 

(2.0)
  

Net assets acquired
 

$ 90.2
   

 

 

The following is a summary of the adjustments to the pro forma balance sheet:
 

(a) Intangible assets and goodwill have been adjusted to reflect the purchase price allocation which includes the elimination of the acquired entity.
  

(b) To record transaction costs, the cash holdback payment of $1.2 million and additional purchase price adjustments of $0.9 million.
  

(c) To record the payment of the Haverstick debt of $39.3 million and the increase in the Kratos Credit Facility of $66.7 million for cash paid at closing.
  

(d) To record the common stock issued to Haverstick at closing of $12.0 million and the stock holdback payment of $7.4 million.
  

(e) To record the balance sheet reclassifications resulting from the inclusion of Haverstick tax accounts.
  

(f) To record deferred tax assets and related tax provision benefit for Haverstick indefinite life items not previously recognized by Haverstick.
  

The following is a summary of the adjustments to the statement of income:
  

(g) To include amortization expense related to identifiable intangible assets of $2.3 million. The identifiable intangible assets of Haverstick are $9.3
million with assumed useful lives of 1-9 years. The assets will be amortized on a straight line basis and the adjustments to SG&A to give effect to
the acquisition are presented below (in millions):
 

Amortization of:
 

Year ended 
December 31,

 2007
 

    
Funded backlog

 

$ 1.0
 

    
Unfunded backlog

 

0.8
 

    
Existing contractual relationships

 

0.5
 

    
Total amortization expense

 

$ 2.3
 



 
(h) To eliminate transaction costs of $2.4 million.
  
(i) To present the adjustments related to interest expense. This is comprised of:

  
 

• Interest expense of $7.9 million on the outstanding balance of $66.7 million drawn on the credit facility provided by KeyBank National
Association (KeyBank) on December 31, 2007, as described in the Current Report on Form 8-K, dated December 31, 2007 and filed with
the U.S. Securities and Exchange Commission on January 6, 2008 as though the balance was outstanding for the entire period. The pro
forma adjustment for interest expense related to the Company’s line of credit is based upon a variable rate of interest that was 11.8
percent as of December 31, 2007.

 

• Amortization of deferred financing costs of $0.7 million related to the KeyBank credit facility.
 

• Elimination of Haverstick interest expense of $14.9 million on debt and amortization of deferred financing costs and discount on
Haverstick’s term note.

  
 

The amount of interest expense in each of the periods presented would not change by more than $0.1 million if the interest rate changed by 1/8
percent.

  
(j) To record a tax provision benefit related to Haverstick indefinite life items not previously recognized by Haverstick.
  
(k) To adjust the common shares outstanding to reflect the number of Kratos weighted average common shares that would have been outstanding had

the merger been completed at the beginning of the period presented.
 

(2) Reclassifications
 

Certain reclassifications have been made to the financial statements of Haverstick to conform to Kratos Defense & Security Solutions, Inc.’s
presentation.

 


