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DEFENSE INDUSTRY DEMAND ANALYSIS

Introduction

This report, Defense Industry Demand Analysis, presents a broad look at the future of the defense industry — how the
security environment is changing for the United States, how the military is adapting, and how future military
procurement will grow.

Much has changed since President Bush provided the first indication of his vision for a reorganized military in
February 2001. U.S. military requirements continue to follow a path of transformation toward a mobile and stealthy
force capable of projecting power over long distances. Power is increasingly defined not by size, but by mobility and
swiftness, and military advantage increasingly comes from information. Safety is gained in stealth and force is
projected on the long arc of precision-guided weapons. Today, the majority of procurement is still focused on large-
scale equipment, but rapidly advancing technology and the changing face of the enemy are forcing the military to
divert new resources to new product development and supplies.

North Carolina is now home to over 113,000 military personnel, nearly 150,000 if Reserve and National Guard forces
are included, and direct expenditures are approaching $8 billion annually. North Carolina is one of a few select
states that house large Army, Air Force, and Marine

ofpehratllons. For_tllBragfg a_lr_u_i Ca'lm?] Lejune dare two North Carolina Falls Short

of the largest military facilities in the Unite States in the Defense Industry

in terms of the number of military personnel they

hogsg. The economic impact of these military North Carolina value Rank

facilities on North Carolina is enormous, and they — o

have been a boon for economic development in the Gross State Product $300 billion

state. % of Workforce in Manufacturing 19% 6th
Military Personnel 113,000 4th

During the same time frame in which the state’s As a % of Employment 4% 6th

bases were developed, the private sector defense N N

industry expanded to some degree. For a variety of Total Military Procurement 2004 $2.2 billion  23rd

reasons, most of the defense industry developed in Goods Procurement 2004 $750 million  28th

other states, clustering on the West Coast and Military Procurement as a % of GSP 0.74% 39th

around Washington, D.C. in Virginia and Maryland. Procurement Growth '01 to '04 49% 25th

Texas, Arizona, Florida, and Georgia were also SBIRs Awarded s33milion  38th

.SUCCGSSfU| n de\.leloplng the _p_rlvat(_a sector defense % of Base Work Performed in State 59% 25th

industry along with federal military infrastructure. o5ih

. i 0,

However, the private sector developed much slower R&D Performed in State 2004 0.4% ot

in North Carolina than in other states with growing Small Business Procurement 1.7% 18th

military operations. University R&D Procurement 1.6% 10th

Today, North Carolina has the 4th largest number
of military personnel in the nation, with only
California, Texas, and Virginia having larger numbers. Unfortunately, North Carolina only ranks 23rd in the value of
defense contracts performed in the state. While the value of defense contracts in North Carolina is significant and
has benefited the state greatly, procurement has not kept pace with other military states.

This study aims to bridge the gap between North Carolina’s military assets and a growing national
defense industry.
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The Study Process

This report is part of a broader study, the North Carolina Military Business & Resource Gap Analysis.

In January 2005, the North Carolina Military Business Center selected the consulting team of AngelouEconomics and
Jane’s Information Group to conduct this study. The goal of this study directly supports the mission of the North
Carolina Military Business Center:

To leverage military business opportunities to promote
economic development and quality of life in North Carolina.

Specifically, the study was designed to result in the: Study Process

» ldentification of specific sectors of the defense industry
that are expected to experience the highest demand
and business growth in the next 5-10 years

»  Assessment of North Carolina’s capacity to support
new military-related businesses and future product
demand

» Identification of specific industries and companies that
should be targeted for North Carolina relocation and/or
expansion

> Creation of an action plan containing community
development and marketing strategies aimed at
growing North Carolina’s defense industry

Four reports were prepared for this project:

Defense Industry Demand Analysis
North Carolina Resource Analysis
Target Industry Recommendations
Strategic Recommendations

Hwn e

A clear distinction is made in this study between the “Military” (base assets) and the “Defense Industry” (private
companies). North Carolina is strong in its military assets, but few companies are large suppliers to the military,
particularly for national procurement. For the purpose of this study, we define the “Defense Industry” as the private
sector companies or research organizations that sell goods to or perform as service for the U.S. military.

While this study’s primary goal is to promote new ways to recruit defense companies to North Carolina, our research
has naturally identified existing industries in the state that can be expanded through more sales to the military.

Our goal is clear: to bring more jobs and revenue to North Carolina that are tied to the defense industry.

Report 1, “Defense Industry Demand Analysis,” provides an overview of U.S. defense trends and a
look at North Carolina’s participation in the defense industry.
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1.0 NATIONAL DEFENSE TRENDS

1.1: Security Shift

The events of September 11th continue to produce the most significant changes in military and foreign policies since
the end of the Cold War. President Bush's new strategic doctrine for the U.S., first revealed in June 2002 and
formalized in a National Security Strategy (NSS) document published three months later, signaled an end to the Cold
War doctrine of deterrence because it failed to prevent terrorist attacks. Instead, the Administration outlined a
doctrine based on pre-emptive action against rogue states believed to be harboring terrorists, most notably Al-
Qaeda, or developing weapons of mass destruction (WMD). Eliminating the threat posed by WMD in the hands of
regimes opposed to the U.S. is a clear priority for the Bush administration.

These changes place the U.S. on almost permanent war footing. The new realities of the “war on terrorism” mean
that the post-Cold War military strategy, which demanded that the U.S. be able to fight two regional wars at the same
time, has been jettisoned. Keeping wars quick and focused on well-defined goals is not possible when an
organization such as Al-Qaeda is estimated to have cells in as many as 60 countries. Further revision of military
doctrine is likely to be seen in the immediate aftermath of the Irag campaign in which U.S. forces were successful
beyond expectations. Force transformation will continue apace in order to develop increasingly flexible force
structures designed to counter emerging threats such as terrorism and WMD.

The introduction of Northern Command, which has responsibility for the security of North America and troops on
homeland security missions, was the first big change in the military command structure since the Second World War.

The future of the U.S. military is now defined by two new “fronts”: rogue states and terrorism. Examining the War on
Terrorism and the War with Iraq provides clear insight into the changing focus and needs of the defense sector.

1.1.1 War on Terrorism

U.S. foreign policy has indeed been consumed by the “war on terrorism” since the September 11th attacks. There is
considerable concern in the U.S. government that Al-Qaeda could use chemical, biological, radiological, and nuclear
(CBRN) weapons in future attacks and there are differing assessments as to the capability of the group in acquiring
and deploying such weapons. Al-Qaeda has made attempts, with the assistance of renegade Pakistani scientists, to
acquire nuclear weapons.

Billions of dollars are being put into means to prepare for and respond to an attack on the domestic U.S. Separate
from its primacy as a terrorist target, the scope of the protective measures required to upgrade U.S. security are
immense and require close co-operation from neighbors Canada and Mexico. The U.S. has 301 ports of entry, 20,000
miles of border, 420 commercial airports, 103 nuclear power plants, 2,800 power plants, 168,000 water companies,
190,000 miles of natural gas pipeline, 9,500 companies licensed to use explosives, and 600,000 bridges. There are
340,000 vehicle border crossings, 58,000 cargo deliveries, and 770,000 hazardous-material shipments each day.
Over 1.3 million people enter the U.S. daily. The geographical vastness of the U.S. coupled with the institutional
problems of intelligence sharing between agencies will always limit the effectiveness of counter-terrorism efforts.

While Al-Qaeda facilities in Afghanistan have certainly been destroyed, it is now clear that Al-Qaeda is not a rigid
hierarchical organization centered on Afghanistan but has supporters, networks, and affiliated groups worldwide.
While many Al-Qaeda leaders are dead or incarcerated, Al-Qaeda’s activity has persisted.

1.1.2 Operation Iragi Freedom

The new post-Cold War doctrine was put to the test by Operation Iragi Freedom (OIF). The military campaign took just
over three weeks. Despite delays and problems in the early days of the conflict, the rapid advance of U.S. forces on

E"&A"EEWUEEUHETWCS REPORT 1: DEFENSE INDUSTRY DEMAND ANALYSIS ')
fechnologe-bomad soiromic ciresicasrant




Baghdad was virtually unchecked and provides a stark warning to any other country that might provoke the U.S. into
military action.

Speed of operation was key. The coalition "got inside the decision loop" and the Iragi commanders were unable to
react in time to events. For example, it was asked repeatedly as the coalition forces advanced why the Iragis had not
blown up bridges. U.S forces arrived at crucial bridges over the Euphrates and Tigris so much sooner than expected
that the local commander did not have time to get permission to detonate the charges. As a result, nothing was done
and the bridges were captured intact although many had explosive charges in place.

The war provided a showcase for the Air Force and the Army to prove their technical capability and, even without the
massive preparatory aerial bombardment that most analysts expected, the ground war was conducted successfully
with limited casualties.

The campaign showed heavy armor could be both flexible and fast, yet still provide the necessary punch to rapidly
occupy and hold territory. U.S. Special Forces and intelligence paramilitary forces were more vital to the success of
Iragi Freedom than in any other large-scale conflict. As many as 10,000 Special Forces soldiers were deployed during
the course of the war. Their tasks ranged from gathering intelligence on Iragi troop positions to directing air strikes and
severing enemy lines of communications, a factor that proved critical in isolating Irag's heavily centralized command
structure from front-line commanders.

In the northern part of Iraq, Special Forces units combined with Kurdish forces and ensured they took no actions that
would prompt Turkey to invade. U.S. Special Forces organized the successful air attacks and subsequent raid on the
Ansar-al-Islam terrorist base on the Iragi-Iranian border. Units also seized oil platforms in the Gulf, prevented the Iraqi
military from setting fire to oil wells, and even captured dams to stop the Iraqi leadership from flooding large portions of
the country.

As with Operation Desert Storm in 1991 and Operation Allied Force against Serbia in 1999, air power proved crucial to
the outcome of the campaign. Coalition air forces struck more than 500 targets based on dynamic re-targeting during
the operation in support of the ground campaign. The air picture was dominated by a largely unseen presence of highly
integrated command, control, communications, and computer-based intelligence, surveillance, and reconnaissance
(C4ISR) assets. Iraq's supposedly integrated air-defense infrastructure proved less than effective in the face of
overwhelming U.S. and U.K. air power.

Joint close air support has improved greatly since Afghanistan. A USAF bomber was the instrument for an audacious

second attempt to “decapitate” the Iragi leadership during a purported meeting of Saddam Hussein, his two sons, and

other senior Iragi leaders at a restaurant in Baghdad. The strike was noteworthy for the way in which rapidly emerging
information about the whereabouts of the Iragi dictator was transmitted swiftly to allied air planners, and then to the B-
1.

This short-duration “sensor-to-shooter loop” is a key component of “net-centric warfare™--the ability to transmit, receive
and view data in real time across the coalition spectrum. Net-centric warfare was practiced in an embryonic capacity in
Afghanistan and honed in Irag. Although net-centric warfare still has a long way to go, the way in which it is spreading
across the war-fighting spectrum was visible in OIF.

While it had been thought that the M1 Abrams main battle tank was only for the Cold War era, the Abrams-equipped
U.S. Army 3rd Infantry Division and units of the 1st Marine Division showed that heavy armor can contribute mightily to
modern warfare. These units were part of a dash to central Iraq that saw the M1 Abrams fighting in city streets, not its
intended purpose. In addition, the M1 proved impervious to most RPG hits and IEDs. Artillery and the M2 Bradley
Fighting Vehicle helped round out the force. The Army intends to have M1 Abrams in its forces for several decades
and will continue to rely on pre-positioning of its equipment close to the world's hotspots on U.S. Navy ships or at
bases to help speed its delivery into theatre.
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1.3.1 Network-Centric Communications Systems

The idea that communications, information technologies, and sensor systems can be used to significantly improve the
speed of response, precision and effectiveness of a given level of military force is certainly not a new one. For a number of
years the concept was dubbed the “force multiplier.” Today, the more fashionable terms are Network Enabled Capability
(NEC), Network-Based Defense (NBD) and Network-Centric Warfare (NCW). The basic proposition remains unchanged: if
you can exploit the appropriate technologies to learn more about an enemy's assets, disposition, and likely intentions, and
then marshal your own assets in an intelligent, prioritized fashion, you can do much more with far fewer people, machines,
and weapon systems on the ground, in the air, or afloat. The sharing of information across all levels of command is
fundamental to this strategy.

While the theory of this is may be well established, the actual implementation of network-based warfare previously has been
honored more in the breach than in the observance. Today, this seems to be changing. The U.S. is making huge
investments to make NEC a reality. One Boeing estimate is that the U.S. market for network-centric battle management
capabilities, communications satellites and information-gathering systems is expected to generate sales approaching $200
billion over the next decade. In September 2004, Boeing and IBM formed a strategic 10-year alliance to address this
market.

A new program seeks to make full network-centric capability a reality for the Department of Defense: C4ISR. CA4ISR is an
interactive and coordinated command, control, communications, computers, intelligence, surveillance, and reconnaissance
system. The C4ISR system is a central tenant of the DoD transformation program and the Army’s Future Combat Systems.
The need for effective knowledge management, situational battlefield awareness, and intelligence demands coupled with
the shift to a mobile military force is increasing the growth of investment into the C4ISR market. Despite a fiscally
conservative push in the current DoD budget request, funding for C4ISR technologies remains a top priority.

A key driver for the C4ISR market is the ongoing U.S. operations against terrorism. With tactical military operations being
conducted in multiple foreign countries against a host of non-traditional targets, the Defense Department’s need for
improved C4ISR capabilities grows more acute in the short-term, and current DoD C4ISR demands are marginally met at
this time.

Overlapping military campaigns in Afghanistan and Iraq have reinforced the vision of Network-Centric Warfare (NCW) and
provided a strong impetus for accelerated integration of C4ISR technologies. The underpinnings of NCW is a military
operations model based on a conceptual “systems-of-systems.” Real-time connectivity between multiple C4ISR systems
(i.e. satellite surveillance, ground sensors, unmanned platforms, the individual soldier, etc.) provides unprecedented
information superiority.

The invasion of Irag, from the C4ISR point of view, demonstrated how the digitization process would work in a major
campaign with a coalition force. This would be the first real test of warfare in the network-centric era. Operations in
Afghanistan had already demonstrated what had been achieved in bringing the sensor and the shooter together, in
empowering both the man on the ground with control over weaponry and the commander many miles away with the ability
to see what was going on. But this was the first real test of war-fighting in the digital age in a joint and combined
environment.

Surveying the C4ISR industry in general, and the military communications and electronics sectors in particular, it is
apparent that the past 12 months have been quite positive in business and commercial terms. Some major U.S.
communications contract announcements included future satellite communication (SATCOM) systems, Combat Survivor
Evader Location (CSEL) radios, the Joint Tactical Radio System (JTRS), the Force XXI Battle Command Brigade-and-
Below (FBCB2) System, and the Aerial Common Sensor (ACS).
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1.3.2 Unmanned Aerial Vehicles

The push toward network-centric warfare, a desire for real-time intelligence, shifting threat paradigms, and the successes of
the Iraq and Afghanistan campaigns have accelerated the push for increased use of unmanned autonomous and semi-
autonomous platforms. According to the official unmanned vehicles roadmaps published by the DoD, the roles for which
autonomous systems are intended are those traditionally considered to be “dull, dirty, and dangerous,” high-risk combat
operations such as suppressing enemy air defenses. However, they also are used in the performance of other functions
such as meteorology and search and rescue operations.

With multiple autonomous land and air systems in service and numerous land, sea and air systems in development, the
U.S. is currently at the forefront of autonomous systems design and technology. The U.S. is one of the few countries that
has laid out a consistent plan for the development and improvement of autonomous systems. The U.S. is also one of the
few countries that have consistently used such systems to good effect on the battlefield. Operations during the first Gulf
War, Bosnia, Afghanistan, and the second Gulf War have all provided the opportunity to test and improve these systems.
The Predator UAV is an excellent example of a system that has been improved and developed based on lessons learned in
theatre. A number of systems have also been developed in this fashion. Global Hawk and the SUGV land system are two
other examples that represent but a few of the many systems being produced and improved through operational testing. In
many cases, contractors will deploy with military forces to provide support and take valuable information back with them as
they continue to research and develop their designs. As a result of these efforts, the U.S. is rapidly approaching an
autonomous weapons delivery platform capable of attack on its own without the aid or instruction of an operator.

The U.S. Army intends to equip each of the 33 brigade-sized Units of Action organized under FCS with 200 unmanned
aerial vehicles. This program represents in excess of 6500 UAVs and is independent of ground-based autonomous
systems procurement in support of FCS as well as the close air support systems. The total procurement of autonomous
and remote systems for FCS alone could be well over 8,000. This funding in addition to current UAV programs such as J-
UCAS, Predator, Global Hawk, Firescout, and others could push the number of autonomous systems procured by the U.S.
alone to exceed the 10,000 mark.

Today, the unmanned systems market is estimated to be in excess of $2 billion for 2005 with a forecast annual growth rate
of 18% through 2011. Looking at UAVs specifically, the U.S. will account for 90% of the worldwide research and
development spending on component technology over the next decade, and about 70% of the procurement. These
numbers increase across the board when the overall unmanned platform market includes sea and land systems, areas in
which the U.S. is the sole market force.

1.3.3 Military Space Systems

An important driver for the space-based systems market is the U.S. goal to effectively manage a global force forward
deployed in multiple theaters. This brings the discussion of space systems back to that of C4ISR and network-centric
warfare. First, secure global communications are dependent on communication satellites (SATCOM). Once largely the
domain of the super-powers, satellite communications are now at the core of many national defense capabilities and
continue to move down from strategic to tactical applications.

Even so, the U.S. military is still the largest user of SATCOM bandwidth by some margin and its consumption continues to
increase. Given the levels of demand, a significant percentage of capacity has to be sourced from commercial spacecraft.
It is calculated that this usage was between 60% and 80% during Operation Iragi Freedom supportive operations. Although
it is unlikely that the U.S. military would ever seek to reduce its use of commercial SATCOM capacity to zero, there is a
desire to reduce this dependence both to save money and increase availability.

One objective of the Bush administration is not only to ensure the U.S.'s ability to exploit space for military purposes, but
also to deny potential adversaries the opportunity to do so. A key theme of the U.S. plans to take control of space is
“negation”--the denial of the use of space for military intelligence or other purposes without U.S. endorsement. The
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National Reconnaissance Office, the intelligence agency responsible for U.S. surveillance satellites, is set to develop a
strategy that ensures Washington's enemies, and even allies, never gain access to the same space resources without prior
sanction from the U.S. Recent proposals circulating at Space Command suggest that access to “near-earth space” may be
refused to other nations. All GPS satellites are located within near-earth space, which covers the orbital distance from
Earth to the Moon.

Another area that has come to the congressional forefront is the National Reconnaissance Office’s investment in stealth
satellites. The multi-billion dollar project often referred to as “Misty” shocked Congress with its bottom-line. ISR satellites
rarely make the front page of the papers as their existence is one of the nation’s closest held secrets, but Misty blurred the
line between militarizing space and weaponizing it as associated anti-satellite technologies came to light.

This correlates directly to a principle market driver, protection. Not protection in the sense of protecting troops or civilians,
but rather protection in the sense of maintaining U.S. dominance in the arena.

U.S. law, signed by President Clinton in 1999, mandates a ballistic missile defense shield "as soon as it is technologically
possible." The Missile Defense Agency (MDA) funding increased for development of ground-based midcourse-phase
intercept capabilities, but the boot-phase interceptor initiative was recently scaled back. The DoD will spend $8.8 billion on
ballistic missile defense in 2006: a reduction of more than $1 billion from the amount Congress enacted for it in 2005. The
MDA's boost phase Kinetic Energy Interceptor initiative will take the biggest hit. It had more than $800 million cut from the
$1.1 billion the agency had projected to spend on it in 2006 in its previous year budget documents. The program is also
being restructured to focus on shooting down missiles during their mid-course phase of flight.

Otherwise, the MDA's spending profile remains largely intact from last year, with a continued emphasis on improving the
system intended to protect the U.S. from long-range attack. In a milestone for missile defense, the first “initial defensive
operations” (IDO), a collection of ground-based anti-missile interceptors, radars, and command-and-control nodes, are now
deployed. The budget funds the installation of five additional silo-based anti-missile interceptors, for a total of 21 by the end
of 2006, at missile fields in Alaska and California. It also supports the deployment of 11 additional sea-based interceptors
to bring down shorter-range rockets, for a total of 22. It also includes a previously undisclosed initiative to upgrade by early
next decade additional surveillance radars in Alaska, Massachusetts, and Virginia to increase the ability to detect missiles
with ranges up to 3,000 km launched at the U.S., perhaps from barges based at sea. The Pentagon has allocated $4.3
billion over six years to outfit Aegis-equipped warships with equipment to identify and track long-range ballistic missiles as
part of this system.

While not a complete defense, IDO could knock down a ballistic missile approaching the homeland from Asia when coupled
with existing space-based sensors and modified Aegis surveillance ships.

1.3.4 Future Combat Systems

The U.S. Army’s Future Combat Systems (FCS) is the Pentagon’s
second largest development project after the Joint Strike Fighter.

Spending will easily top $100 billion over the next 15 years. The goal

is to enable brigade-sized units to reach any battlefield in 96 hoursand ~ $10 =§f£uremen

utilize superior information to defeat heavier and more numerous foes. Total

FCS is made up of eighteen new systems of manned and unmanned
ground vehicles, air vehicles, sensors, and munitions networked with
the soldier to act as the ground element of a joint combat force. The
Army's exact table of organization and equipment for the UA has not
been determined, but will consist of approximately 2,500 soldiers, 350
ground vehicles, and 60 air vehicles connected by a single
communications network.

‘04 '08 12 '16 20

Source: Jane's
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The FCS Increment 1 acquisition schedule has three concurrent phases: Technology Development, System Development
and Demonstration, and Production. The design readiness review is scheduled for mid 2006, the prototype delivery and
initial production decision in late 2008, an initial operationally capable UA in late 2010, full operational capability in 2012,
and 15 UAs equipped by 2020, which will be about one third of the total planned active Army force.

Boeing and Science Applications International

Corporation (SAIC) are the Lead Systems Future
Integrators (LSI) team, tasked by DARPA and the Combat
Army to manage the entire FCS program. Boeing

and SAIC are responsible for selecting firms to build SyStemS

FCS component parts: Combat Systems, Combat
Support, and Command, Control, Communications,
Computers, Intelligence, Surveillance and
Reconnaissance (C4ISR). This business model
allows the LSI to seek out and obtain the best
technologies available from industry.

FCS is grouped into seven key areas:

Soldier

Network

Manned Systems
Unmanned Aerial Vehicles
Unmanned Ground Vehicles
Unattended Munitions
Logistics and Training
Related Systems

NN
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1.3.5 Land Warrior System

The Land Warrior System, currently under development, is a system of systems and includes everything the individual
soldier wears, carries, and consumes from unit radios to crew served weapons and unit specific equipment.

The goal is to integrate the soldier into the FCS communications network, reduce his load to 40 pounds or less, and give
him 24 hours of battery power. The subsystems, utilizing both commercial off-the-shelf and new technologies developed in
research labs, include a weapon, helmet display, computer, communications, navigation, protective clothing, and individual
equipment.

Land Warrior will increase soldier lethality by developing more powerful weapons that have enhanced sights, range finders,
and target designators. Lighter, more effective body armor to increase survivability, and experimental robotic powered
systems with pistons to give him increased strength and mobility are also planned. Helmet-mounted infrared sensors

and image intensifiers will help soldiers find the enemy. Situational awareness will be improved through integrated voice,
visual, and text data communications that allow seamless contact with all echelons. Lightweight cameras, computers, and
batteries will allow every soldier to pass on what he sees to his comrades.

Land Warrior is a separate and distinct program for funding purposes and the funding outlined in this segment is not
included in the FCS funding data mentioned earlier. The total value of the Land Warrior program with all options exercised
has an estimated potential value of $791 million for research, development, testing, and evaluation, and $1,940 million for
procurement of 45,000 sets of equipment. The United States Marine Corps and Air Force, as well as many foreign
countries are also interested in the project and are potential customers. The DoD and research labs are looking out to
2015 and beyond for promising technology to mature. The United States Army Research Office has allocated $50 million to
establish the Institute for Soldier Nanotechnologies at the Massachusetts Institute of Technology.

The research, design, and manufacture of these new systems will generate billions of dollars of new
contracts to U.S. businesses over the next 10 to 20 years.
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2.0 U.S. DEFENSE PROCUREMENT

Before identifying future growth opportunities in defense for North Carolina, we examine today’s spending on
defense by the United States.

2.1. Defense Budget Today
U.S. defense spending continues to rise with continuing military
action abroad and an acceleration of planned research and

procurement. The White House budget request for 2006 includes

$419 billion for the Department of Defense (DoD), which does not $550 $502
include an additional $100 billion to pay for the wars in Iraq and $482
Afghanistan or approximately $20 billion in nuclear weapons work $443
performed by the Department of Energy. $450 $400

$364

The 2006 budget represents a staggering $128 billion increase in

funding from the 2001 budget, a 44% increase. Defense spending $350
growth will continue through at least 2011 when the DoD budget is

expected to reach $502 billion. From 2001 to 2011 the 6% annual

growth rate for DoD budgets represents nearly twice the growth rate $250
of the overall economy. 01 ‘03 '05 07 '09 11

The Administration’s 2006 defense budget represents a continuation
of the previously established priorities. Growth remains solid and, for
the most part, changes to the prior budget plan are minimal. The budget does include $30 billion in cuts to major programs,
including, as expected, the F/A-22 Raptor stealth multi-role fighter aircraft, Virginia-class nuclear-powered attack submarine, and
C-130J tactical transport aircraft. However, most of the funding cuts are in future years' budgets and could be changed or
reversed.

Source: DOD; AngelouEconomics

The Defense Department spends over half its budget with outside private sector contractors, $230 billion last year. The DoD
contracts with outside vendors for a wide variety of goods and services, with weapons procurement only accounting for 40%.
DoD is a heavy purchaser of manufactured goods, purchasing nearly $100 billion worth in 2004. Spending in this industry is

dominated by large-scale weapon platforms, but the DoD spent _
over $100 million on 19 of the 20 manufacturing sub-sectors, DEFENSE PROCUREMENT TODAY

including everything from textiles to furniture. DOD PROCUREMENT SPENDING BREAKDOWN, 2004
. L . . Admin &

Professional, scientific, and technical services are the second Prof. &
largest recipients of DoD contracting, with $59 billion spent in Tech Sves Waste _
2004. Research and development in engineering and life $58.9 Mgmt Construction
sciences account for 40% of total spending and engineering $19.4 $14.0
services account for another 40%. Wholesale

. ) ) o Trade $8.0
Administration services, which include many base support

Transport &

services, accounted for $19 hillion. Military bases act as small
cities and require janitorial services, non-DoD security, food
services, and other various facility support services.

Warehouse

Finance&  $7.2
Manu- Insurance,

$14 billion was spent on construction in 2004. The majority of , Other $6.0
construction funding is directed to improving soldiers’ quality of facturing Services Information

life with new housing facilities and improved training facilities $08.5 $2.7 $35

across the nation.
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Contracting by the Defense Department represents one of the
largest industries in the United States, and in 2004 equaled 1.3% of
private sector output. Defense contracting in manufacturing,
professional services, administrative services, and construction
accounted for even larger shares of industry output.

DoD spending on professional, scientific, and technical services
equaled 4.9% of industry output. This includes military contracting
for research and development, making the DoD the nation’s largest
recipient of contracted research.

Military facilities, which require support services similar to a small
city, account for the DoD’s large share of administrative support
services nationwide. The push for further privatization of non-core
functions within the DoD will raise this percentage in the future.

Manufacturing is the nation’s single largest major industry with
output of nearly $4 trillion in 2004. The DoD spent $98 billion in
2004 equivalent to 2.5% of manufacturing output. More than half of
Defense spending is concentrated in armored vehicles,
shipbuilding, aircraft manufacturing, and related products. The
other half is distributed across more commercial manufacturing
sectors.

DEFENSE SHARE OF ECONOMY

DOD PROCUREMENT’S SHARE OF PRIVATE INDUSTRIES, 2004

Agriculture  0{0% DOD AVG:

0.1% 1.3%

Mining

Utilities

Construction

Manufacturing

Wholesale Trade

Retail Trade

Transportation and Warehousing
Information

Finance and Insurance

Real Estate and Rental/Leasing
Prof., Scientific, and Tech Services 4.9%
Management of Companies
Admin/Support & Waste Mgmt 3.8%

Educational Services

Health Care and Social Assistance
0.0%

0.2%
0.6%

0% 2% 4%

Arts, Entertainment, and Recreation
Accommodation and Food Services

Other Services

Source: AngelouEconomics

E‘;QA"EE'“UECG“DFWIS REPORT 1: DEFENSE INDUSTRY DEMAND ANALYSIS
fechnologe-bomad soiromic ciresicasrant




Defense contracting is concentrated in manufacturing tied to large weapon platforms, facility support services, and technical
services including research and development. Nearly $60 billion was spent on technical services and transportation equipment

manufacturing in 2004, accounting for nearly half of DoD contracting last year.

U.S. DoD Procurement Spending by Industry

2004

50

2004 Actual Spending in billions

$10 $15

$20

Professional, Scientific, and Technical Services
Transportation Equipment Manufacturing
Computer and Electronic Product Manufacturing
Administrative and Support Services
Special Trade Contractors
Fabricated Metal Product Manufacturing
Insurance Carriers and Related Activities
Wholesale Trade, Nondurable Goods
Heavy Construction
Petroleum and Coal Products Manufacturing
Waste Management and Remediation Services
Machinery Manufacturing
Broadcasting and Telecommunications
National Security and International Affairs
Air Transportation
Repair and Maintenance
Support Activities for Transportation
Wholesale Trade, Durable Goods
Electrical Equipment Manufacturing
Water Transportation
Utilities
Apparel Manufacturing
Ambulatory Health Care Services
Educational Services
Building, Developing, and General Contracting
Textile Product Mills
Miscellaneous Manufacturing
Chemical Manufacturing
Food Services and Drinking Places
Printing and Related Support Activities
Food Manufacturing
Rental and Leasing Services
Furniture and Related Product Manufacturing
Space Research and Technology
Publishing Industries (except Internet)
Leather and Allied Product Manufacturing
Plastics and Rubber Products Manufacturing
Warehousing and Storage
Primary Metal Manufacturing
Information Services and Data Processing
Accommodation
Personal and Laundry Services
Nonmetallic Mineral Product Manufacturing
Truck Transportation
Hospitals
Textile Mills
Support Activities for Mining
Beverage and Tobacco Product Manufacturing
Real Estate
Wood Product Manufacturing
Oil and Gas Extraction
Transit and Ground Passenger Transportation
Social Assistance
Paper Manufacturing
Motion Picture and Sound Recording Industries
Mining (except Oil and Gas)

$3.2
$3.2
$2.7
$2.5
$2.4
$2.4
$2.4
$2.2
$1.7
$1.7
$1.6
$1.2
$1.2
$1.2
$1.0
$1.0
$0.9
$0.9
$0.9
$0.7
$0.6
$0.5
$0.5
$0.5
$0.4
$0.4
$0.4
$0.3
$0.3
$0.3
$0.2
$0.2
$0.2
$0.2
$0.1
$0.1
$0.1
$0.1
$0.1
$0.1
$0.1
$0.1
$0.1
$0.1
$0.1
$0.1

$16.7
$16.2
$7.5
$7.0
$6.0
$5.7
$5.5
$5.0

Source: Department of Defense;
AngelouEconomics

$58.9
$57.4

& AngelouEconomics
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2.2. Service Budgets

We examine the budgets of each of the four armed services: Army, Air Force, Navy, Marines.

2.2.1 Army

The U.S. Army budget is $99 billion for 2006, a modest $1.4 billion increase from the previous year. There were no
major changes to any Army programs, except for the cancellation of the Joint Common Missile mandated by the
Secretary of Defense in December. The budget for 2007 is $110 billion, but that includes funding for items that have
been paid for by Congressional supplements in 2004-06. Chief among them is the Army's transition to modular units,
for which the service has budgeted $5 billion in 2007. Senior U.S. defense officials say they intend to spend $48 billion
from 2006 to 2011 to transform Army brigade-sized units into the new modular design. Some of those funds are
provided in supplemental requests with the rest coming in the regular DoD budget.

Stretched thin by operations in Iraq and elsewhere, the Army would receive a far larger share of the overall budget
than in past years. The service would receive an additional $25 billion over five years to pay for the conversion of its
divisions into brigade-sized units of action. The funds would also help pay for new equipment that those units need
such as better communications, intelligence, surveillance, and reconnaissance capabilities as they reorganize for
deployment to Iraq and Afghanistan.

With the Comanche attack helicopter and Crusader self-propelled howitzer programs already cancelled, large Army
acquisition plans remain largely in place. The only significant cut would be terminating the Joint Common Missile
(JCM), the next-generation air-to-ground missile program. According to the budget documents, the Joint Chiefs of Staff
are to revisit the need for a new missile in two years. Anticipating delays to the JCM, the DoD had already required the
Army to fund the purchase of an additional 1,000 Hellfire missiles in 2006 and 2007. Whether that buy will have to be
expanded is not yet clear. More money may need to be put into Hellfire to extend that line for another year or two.

2.2.2 Air Force

The U.S. Air Force will receive $103 billion in 2006, about $4 billion above 2005 spending levels after adjusting for

inflation and rising fuel costs. The spending request increases to $128 billion when classified projects are included.
The service allocates $35 hillion for modernization, a $1.2 hillion increase in real terms over 2005’s allocation. This
includes $12 hillion for aircraft development and production and $3.6 billion to replenish depleted munitions stocks.

After surviving the first few years of the Bush administration relatively unscathed, the Air Force has been asked to
accept more than $10 billion in reductions to some of its major next-generation weapons, with even its high-profile
project, the F/A-22 Raptor, not escaping the budget axe. Notably, the spending proposal would terminate production
of the Air Force's C-130J tactical transport aircraft in 2006 and the USMC's KC-130J the following year. The move
leaves the Air Force with 15 of the 42 C-130Js it planned to buy under a multi-year procurement contract signed with
Lockheed Martin in 2003. Senior defense officials said that a new Mobility Capabilities Study, due in March, would
affect future replacement plans.

The spending request earmarks $4.4 billion to purchase 25 F/A-22s, no change from last year's projection. However,
manufacture of the aircraft would be stopped after 2008 giving the service only 170 of the 381 operational aircraft it
wants. The Air Force would also maintain the schedule for the restructured F-35 Joint Strike Fighter program, the first
combat unit of which is planned for fielding in 2013.

$10 billion is earmarked for military space projects like next-generation communications and surveillance satellites.
This includes $230 million to reinvigorate the restructured Space-Based Radar initiative after Congress slashed its
spending to $75 million in 2005. The project, now called the Space Radar program, is focused on an on-orbit
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demonstration in 2008. The Air Force would spend $840 million on the Transformational Satellite Communications
system, almost doubling the amount Congress enacted for it in 2005.

Even reversing the F/A-22 cuts, which the Secretary said if sustained would not leave the Air Force with enough
Raptors to replace its F-15 fleet, would mean reductions in other programs. Already, limited funds may prevent the Air
Force from advancing less-pressing initiatives in the near-term like a new “regional bomber.”

The plans would also hit other Air Force programs. The next-generation E-10A surveillance and battle-management
aircraft program would be reduced by $600 million and the nascent Transformational Satellite (TSAT) program would
also be cut by $400 million. Notably, however, the E-10A and TSAT programs survived, as did two other space
initiatives, the Space-Based Radar and the Advanced Extremely High Frequency Satellite. The latter two would
actually receive more funds: $1.3 billion and $825 million respectively. The new directive would also mandate that the
Air Force take the lead for the Joint Unmanned Combat Air Systems (J-UCAS) program and move $4.1 hillion to the
Air Force for the effort.

2.2.3 Navy

The U.S. Navy's portion of the 2006 budget is $127 billion, a $6.4 billion increase over 2005 appropriations. The
budget outlined a continued Navy strategy of reducing the number of personnel through the use of technology and
other efficiencies and applying the savings and other resources to additional research, development, and acquisition
accounts. The strength of the uniformed Navy is expected to drop to 345,300 by 2007.

Among the Navy highlights is a continued challenge to shipbuilding, with only four new ships authorized for 2006. The
overall size of the fleet is currently 285 and will grow to a projected 305 ships by 2011. Most notably, the plan calls for
retiring one USN aircraft carrier this year, widely understood to be the USS John F. Kennedy.

The plan reduced to one the number of Littoral Combat Ships (LCSs) the Navy will buy in 2006, although Navy officials
said that move is due to congressional mandate and added that 21 LCS vessels will be bought through to 2011. The
budget also cuts the number of DD-X destroyers bought through 2011 to five, with the first procured in 2007, and
postpones for the foreseeable future moving beyond buying just one Virginia-class nuclear-powered attack submarine
annually.

The 2006 budget allocates funds for two new shipbuilding programs, the Intratheater Connectors and Sea-Shore
Connectors, which are expected to rely on high-speed vessels to move personnel and materiel to and from the future
seabase. The new, yet to be defined efforts are to start in 2009 and 2010 respectively.

For aircraft, the naval aviation portion of the JSF will be delayed by a year due to troubles with the aircraft's weight.
The MV-22 Osprey tilt-rotor aircraft will also be delayed, with previous plans to move to production slowed to more
closely meet timelines needed to complete testing and fuffill reporting requirements. Other aircraft programs were
delayed or changed as well, including the Broad Area Maritime Surveillance unmanned aerial vehicle (production start
moved from 2007 to 2011) and the CH-53X helicopter (a two-year delay to 2010).

The key reduction for the Navy will be to the fleet. Two of the Navy's DD-X next-generation destroyers are cut, saving
$2.5 hillion, and an amphibious transport ship would also be removed from spending plans, saving $950 million.

The DoD also ordered that only one Virginia-class SSN will be built per year rather than doubling that number starting
in 2009. Without the higher build rate, the U.S. submarine fleet is expected to shrink from the current 54 vessels.
Recent classified studies by both the Navy and DoD have said the future submarine fleet could meet the nation's
needs with as few as 40 boats.

These studies recommend spending $600 million over the next six years "to design a future undersea superiority
system alternative" to the Virginia-class and would include "consideration of a new propulsion system.” The Navy's
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senior acquisition official, John Young, suggested that looking for alternatives or adjuncts to the Virginia was a prudent
measure. The Navy took a step toward affordability by moving from Sea Wolf to Virginia-class submarines, adding that
with a potential new design the Navy may have to take another step.

2.2.4 Marines

For the U.S. Marine Corps, the largest program cut would be to the V-22 Osprey tilt-rotor aircraft. The service was
instructed to delay moving to full production of the aircraft by one year, which will mean 22 fewer V-22s over the next
five years at a savings of $1.2 billion. By law, the U.S. is required to buy 11 Ospreys a year, the minimum amount Bell
and Boeing said they need to maintain production. Another top service priority, the Expeditionary Fighting Vehicle
(EFV), would be delayed by two years to 2010.

Army and Marine budgets survived recent cutbacks relatively unscathed and benefit from operational
changes within the DoD.
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2.3: Defense Contracts

Contract spending by the Dol_), mcludm_g procurement,_ resear_ch
and development, and operational services contracts, is growing
faster than overall DoD spending.

$300
AngelouEconomics examined 2.1 million Department of Defense M Inemal Dob
contracts totaling $755 billion in total spending from 2001 to 2004. Contracted $231
The majority of information came directly from Defense Department $209
databases, although classified information was redacted for security $200 171
purposes. This section of the report is focused on trends within
defense procurement, not simply overall defense spending. $145
As was discussed in the previous section, defense spending has risen . I
rapidly. Asimportant is the concurrent increase in private sector $100 ===
contracting and outsourcing at the Pentagon. In 2001, the dollar value 01 02 03 04
of contracts was slightly below internal DoD spending. By 2004, the
value of contracted work was approximately $30 billion more than Source: DOD; AngelouEconomics
internal DoD spending. The value of goods and services procured by
the Pentagon is growing at twice the rate of internal spending growth. In 2004, the DoD contracted for $231 billion compared to
$206 billion in internal spending.

The military is now choosing to outsource non-core functions to private sector firms. Ongoing military operations in Iraq
and Afghanistan, as well as intensified operations worldwide against
terrorist networks, stress the military's manpower. During 2001 and

2002, the rapid change from declining military expenditures and size,

and a move towards fighting rather than peacekeeping sapped $200
availgble reserves. The Defen§e Department needed to deploy an 102% Growth
ever-increasing number of soldiers abroad, more than were $150
available. The solution came in transitioning an increasing number
of soldiers in support operations to the field and outsourcing their $100
jobs to private contractors.
$50
At the same time the DoD looked to the private sector for assistance
in providing additional services, defense procurement and $0
investment continued to rise. The nation is currently in the middle of
the longest sustained growth in DoD investment spending in U.S. % %9 02 5 .
history.

Source: DOD; AngelouEconomics
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The Pentagon purchases an ever-increasing variety of
goods and services, including traditional items such as
food and military-specific weapons systems such as
aircraft carriers. Aircraft, ships, tanks, missiles, and
other weapons systems are the building blocks of a
modern military, but they're only the beginning of the

FY 2004 PURCHASES

1984 IN PARENTHESIS

Pentagon's procurement needs. Two decades ago, Goods
nearly two-thirds of the Defense Department's Services 43%
procurement budget purchased manufactured goods, 0 .
while services now account for the majority of spending. 57% (64%)
The transition came in the early 1990s as large-scale (36%)
weapons systems experienced cutbacks. In 2004, 57%
of the U.S. military's contracting dollars went for services,
a number that increases an average of 1% annually.

Source: DOD

Still, the military does spend a large amount on military

hardware. Out of more than 1,000 detailed NAICS (North American Industrial Classification Categories) that describe what the
Pentagon purchases, aircraft was by far the single most expensive item, totaling $136 billion between 2001 and 2004. This
figure includes aircraft manufacturing, engines, parts, and instrumentation. Shipbuilding and armored vehicle manufacturing also
account for large outlays although both have declined in proportion over the last twenty years.

Aggregating the detailed budget categories for both products and services into specific NAICS groups, these are the top items
for which the Pentagon contracted from 2001 to 2004:

DEFENSE DEPARTMENT PROCUREMENT - 2001 TO 2004

Total Procurement

NAICS Description 2001 to 2004

541330 Engineering Services $65,673,591,926
541710 Research and Development in Engineering and Sciences $65,198,290,040
336411 Aircraft Manufacturing $63,628,285,234
336413 Other Aircraft Parts and Auxiliary Equipment Manufacturing $30,730,855,789
336611 Ship Building and Repairing $29,416,566,687
561210 Facilities Support Services $24,005,331,094
334511 Aeronautical and Nautical System and Instrument Manufacturing $21,640,579,062
336412 Aircraft Engine and Engine Parts Manufacturing $20,014,296,190
524114 Direct Health and Medical Insurance Carriers $18,071,520,459
324110 Petroleum Refineries $17,309,925,291
336414 Guided Missile and Space Vehicle Manufacturing $15,955,105,057
235990 All Other Special Trade Contractors $12,432,105,204
541519 Other Computer Related Services $11,219,879,843
541990 All Other Professional, Scientific, and Technical Services $10,462,253,867
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Growth in percentage terms is impressive as well. Over 550 individual NAICS categories experienced significant growth, defined
as in excess of 50%, from 2001 to 2004.

PROCUREMENT GROWTH - 2001 TO 2004

Procurement Growth

NAICS Description 2001 to 2004

336411 Aircraft Manufacturing $10,034,688,468
561210 Facilities Support Services $8,382,497,266
541710 Research and Development Engineering and Sciences $8,058,464,207
541330 Engineering Services $7,200,684,756
235990 All Other Special Trade Contractors $5,842,006,991
336413 Other Aircraft Parts and Auxiliary Equipment Manufacturing $4,879,496,909
234120 Bridge and Tunnel Construction $3,615,263,376
524114 Direct Health and Medical Insurance Carriers $3,598,709,398
541519 Other Computer Related Services $2,943,889,562
336414 Guided Missile and Space Vehicle Manufacturing $2,253,650,508
334511 Aeronautical and Nautical System and Instrument Manufacturing $2,113,611,654
928110 National Security $1,727,613,047
562910 Remediation Services $1,612,706,144
324110 Petroleum Refineries $1,313,026,107
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2.4: Defense Contracts in Research

Research and development programs are always a large budget
component at the Defense Department. Pentagon contractors study
advanced weapons systems, geopolitical risk, and even methods of
communication. From 2001 to 2004, the Pentagon contracted for over
$112 hillion in research and development services, with aircraft again the
largest component in dollar value terms. Advanced communication
systems, space technologies, and other electronic systems accounted for
the bulk of research spending. Due to the sensitive nature of advanced
research one-third of the research and development budget is typically
classified, with little information available.

The majority of research funds are focused on large-scale weapon
platforms and space systems, and accordingly two-thirds of R&D funding
flows to large defense suppliers. Small businesses have made impressive
gains though and now account for 21% of DoD research funding.
Academic institutions and other non-profits, such as North Carolina’s
Research Triangle Institute, account for the remaining 10% of funding.

R&D PROGRAM ALLOCATION

Total Spending 2001 to

Description 2004
Aircraft $24,800,000,000
Ammunition $1,400,000,000
Biomedical $250,000,000
Classified / Other $36,000,000,000
Electronics and Communication $13,000,000,000
Energy $1,200,000,000
Engineering Sciences $460,000,000
Math & Computer Sciences $530,000,000
Missile and Space Systems $17,600,000,000
Services $7,600,000,000
Ships $2,700,000,000
Space $5,800,000,000
Tanks $1,300,000,000
Total $112,640,000,000

R&D SUPPLIERS

Small
Business
21%

Large |
Business Education &
68% N onprofit

10%
Other
1%

Source: DOD
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3.0 NORTH CAROLINA DEFENSE PROCUREMENT

3.1: North Carolina Procurement Trends

North Carolina military contracting has grown with the overall increase

in spending by the Defense Department, albeit at a slower pace. NORTH CAROLINA PROCUREMENT

Contracting in North Carolina expanded from $1.5 billion in 2001 to

$2.2 billion in 2004, for an overall increase of 50%. During this same $25 1

1 1 0,

time national procurement expanded by 68%. oo 50% Growth

The $700 million in additional procurement came mostly from North '

Carolina companies supplying additional goods and services to the

DoD on a national basis. Spending by North Carolina bases and $1.5

contracting offices increased by $250 million, with North Carolina firms

supplying $100 million of that increase. Less than 60% of contract work $1.0 : : ,
from North Carolina military bases was performed in North Carolina in 01 02 03 04

2004, a decline from 70% in 2001. It should be noted this figure
excludes a large portion of construction work that is sourced through
the Corps of Engineers, work almost entirely performed in North Carolina.

Source: AngelouEconomics; DoD; values in billions

Manufacturing and service contracts grew considerably in North Carolina, while construction actually declined by $50 million.
North Carolina supplied an additional $450 million in manufactured goods and $350 million in services to the military. The
largest growth in dollar value terms was in specialty trade contracting, a component of the construction industry, but this
impressive growth was more than offset by declines in other areas of construction. Other industry sub sectors with impressive
growth can be seen in the chart below and include a broad array of manufacturing, services, and base support services.

NORTH CAROLINA PROCUREMENT GROWTH

NAICS Description 2001 2004 Growth
235 Special Trade Contractors $61 $338 $277
541 Professional, Scientific, and Technical Services $149 $314 $165
336 Transportation Equipment Manufacturing $30 $162 $132
722 Food Services and Drinking Places $19 $97 $79
314 Textile Product Mills $15 $88 $73
561 Administrative and Support Services $66 $135 $69
316 Leather and Allied Product Manufacturing $29 $91 $62
334 Computer and Electronic Product Manufacturing $61 $111 $50
335 Electrical Equipment Manufacturing $32 $77 $45
333 Machinery Manufacturing $12 $48 $36
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With state procurement growing slower than national procurement North Carolina’s share
of DoD spending fell to less than 1% in 2004 from slightly above 1% in 2001. North
Carolina ranked 23rd in 2004 in terms of raw military procurement. A more accurate

measure is percentage of Gross State Product, a measure of a state’s total economic N Carolina
output. As a percentage of GSP, North Carolina ranked 38th in the nation in 2004.

Other

Maryland

Although North Carolina is not a strong supplier to the military overall, the state does conn

excel in many industries. North Carolina supplies a large percentage of textiles, furniture, Texas
and base-related services such as construction and base support services.

Virginia
North Carolina firms supply an above average proportion in many key manufacturing

California

areas outside of textiles and furniture. North Carolina companies supplied more than 4%

of total electrical equipment purchased by the military in 2004. Machinery manufacturing,

data processing, and management services all were above average in 2004 as well.
NORTH CAROLINA PROCUREMENT STRENGTHS

National North Carolina  North Carolina %
NAICS Description Procurement '04 Supplied of Total
316 Leather and Allied Product Manufacturing $384 $91 23.7%
233 Building, Developing, and General Contracting $992 $130 13.1%
722 Food Services and Drinking Places $872 $97 11.2%
314 Textile Product Mills $974 $88 9.0%
315 Apparel Manufacturing $1,249 $60 4.8%
235 Special Trade Contractors $7,496 $338 4.5%
335 Electrical Equipment, Appliance, and Component Manufacturing  $1,745 $77 4.4%
326 Plastics and Rubber Products Manufacturing $365 $16 4.3%
Total $230,657 $2,213 1.0%
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3.2: North Carolina Base Procurement

North Carolina captures only a mode_rate amount of contracts e ——
awarded through bases and contracting offices located in the state.

Performed in By State
A majority of work for North Carolina bases is performed in North Carolina State State Company
although construction work dominates the contracts awarded and must be Connecticut 100% 96%
performed in state. For 2004, North Carolina ranked 29t for percentage of Vermont 99% 61%
base work performed in state. By place of performance, the state is lowa 99% 53%
awarded a moderate amount of business and it is a plus that the work is Alaska 98% 74%
performed in state. Wyoming 96% 24%
_ Hawaii 91% 50%
Yet, a large amount of local base work has to be performed in North N Dakota 91% 61%
parohng whgther alocal firm gets }he work or not. But many other S Dakota 91% 50%
industries exist where North Carolina companies could win the work. Delaware 90% 38%
Over the last four years, North Carolina bases awarded $2.4 hillion in Louisiana 88% 28%
contracts, of which $460 million went to North Carolina firms. Idaho 88% 60%
Montana 87% 50%
14% of construction work Maine 84% 87%
10% of manufactured goods Nevada 82% 57%
16% of base support services Michigan 80% 30%
Kansas 7% 30%
A significant industry cluster exists in North Carolina for many of the largest Wisconsin 77% 42%
areas of North Carolina base procurement. North Carolina firms won only Tennessee 74% 62%
7% of heavy construction projects and only 37% of specialty trade Washington 70% 50%
construction projects. Similar statistics can be cited for many other areas Oregon 69% 37%
in manufacturing and services. W Virginia 67% 24%
. . California 66% 46%
North Carolina’s large military presence ensures a moderate amount of .
. . . . . Arizona 66% 11%
procurement with state firms, particularly in areas such as accommodation, _
local retail, utilities, and other goods and services that must be procured N Carolina 59% 19%
locally.

NORTH CAROLINA BASE PROCUREMENT '01 TO '04

NC Base NC Emp Performed Performed by % Performed % Performed

NAICS Description Contracting ~ Cluster inNC NC Firms inNC by NC Firms
541 Professional, Scientific, and Technical Services $658 0.8 $100 $46 15% 7%
234 Heavy Construction $396 12 $384 $28 97% 7%
722 Food Services and Drinking Places $219 1.0 $218 $4 100% 2%
561 Administrative and Support Services $208 1.0 $192 $41 93% 20%
235 Special Trade Contractors $90 11 $86 $34 96% 37%
721 Accommodation $82 0.7 $79 $69 96% 84%
421 Wholesale Trade, Durable Goods $77 12 $10 $6 14% 7%
334 Computer and Electronic Product Manufacturing $70 1.0 $5 $3 8% 4%
336 Transportation Equipment Manufacturing $50 0.6 $7 $6 14% 13%
Total $2,284 $1,397 $454 61% 32%

E"&A"'EIE'DUEED”WWCS REPORT 1: DEFENSE INDUSTRY DEMAND ANALYSIS

fechnologe-bomad soiromic ciresicasrant




North Carolina headquartered companies as well as North
Carolina operations of much larger multinationals are both
considered to be North Carolina firms by the Defense
Department. While in 2004 $2.2 billion of military contract
work was performed in North Carolina, only $1.6 billion of
contracts were awarded to North Carolina companies. In
2004, North Carolina ranked 31st for military contracts
awarded to companies operating in that state. Again, with
North Carolina having the 12t largest economy in the nation,
a disconnect exists in military contracting.

The largest military contractors based in North Carolina are
primarily production facilities and divisional headquarters of
large multinationals. JA Jones secured the largest value of
military contracts over the last four years in North Carolina.
Multinational companies with significant manufacturing
operations in North Carolina such as Lucent, Saab, and
General Dynamics all contribute heavily to the state’s
procurement statistics.

Prominent North Carolina headquartered companies including
Powerware, Sigcom, Research Triangle Institute, and
Burlington also supply the military on a national level.

NORTH CAROLINA BASED DOD CONTRACTORS

Primary  Contract Value
Contractor Name NAICS '01-'04
JA Jones 561 $696
Lucent 541 $389
Fluor 235 $151
Avaya 513 $150
Akima 561 $149
Saft 335 $127
Saab 314 $121
Wellco 316 $118
Carolina Power and Light 221 $93
Powerware 335 $88
General Dynamics 334 $83
MC Rae 316 $83
Sigcom 541 $78
Amerescosultions 541 $73
Zapata 541 $67
PhyAmerica 621 $66
RTI 541 $64
Mills Mftg 314 $59
Burlington 313 $59
LT™M 541 $55
Cree 541 $55
Global Services 541 $50
Duke 541 $44
Thomasville 337 $43
Eastern Maintenance 561 $42

<. AngelouEconomics
e .
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4.0 CONCLUSION

This report, Defense Industry Demand Analysis, presents a compelling case for viewing the U.S. military as a high growth
industry, one that brings new opportunities to the state of North Carolina. While the state current lags other military states in the
U.S., the good news is that North Carolina has successfully expanded its defense sector over the last five years. Given the
state’s depth of manufacturing industries and workforce and the military’s high demand for manufactured goods, Defense is a
natural target for the state’s economic development effort.

A strategy to capture these new opportunities will require well-planned collaboration among the state’s many economic
development stakeholders:

Department of Commerce

North Carolina Community College System
Universities

North Carolina Military Business Center
Small Business Centers

Regional Partnerships regions

City and County Economic Developers
Chambers of Commerce

Small Business Technology Development Centers
Utilities

Industry Associations

Others
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These stakeholders must engage North Carolina’s business community and direct a new attention toward the U.S. defense
industry. Success will yield real results: thousands of new jobs for North Carolina workers. AngelouEconomics estimates that if
the state can successfully expand its share of U.S. defense procurement from its current 1% to 1.5% by 2010, thirty thousand
additional jobs will be created and $150 million in additional annual tax revenue will be generated. Achieving this growth will
require new thinking, new partnerships, and new initiatives.

Subsequent reports from this study will offer new intelligence and ideas to guide these initiatives.

Report 2, North Carolina Resource Analysis, will examine factors that will influence the relocation and expansion decisions of
defense companies. AngelouEconomics will assess the state’s resources and provide a “scorecard” ranking the state’s
suitability for potential targets.

Report 3, Target Industry Recommendations, will identify a list of potential target industry sectors within defense for the state of
North Carolina to promote. The list will contain those industries that are expected to experience high future demand and can be
supported by the state’s current industry base, economic strengths, and research assets. Once target industries are finalized,
AngelouEconomics will present Report 4, Strategic Recommendations, to offer specific recommendations for recruiting and
expanding the targets in North Carolina. Recommendations will focus on two areas: external marketing efforts toward the
industry that will yield the best results, and internal action that can improve the competitiveness of the state for defense
companies.

We encourage North Carolina businesses, citizens, and leaders to participate in the North Carolina Military Business Center's
initiatives. More information can be found on the website, www.ncmbc.us. Feedback on this report is welcome, so please
contact AngelouEconomics or the North Carolina Military Business Center to provide your comments or suggestions.

We look forward to your continued participation in the state's economic development efforts.
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