
$190 Billion Request for the War Effort

As mentioned in last month’s newsletter, dur-

ing the month Defense Secretary Robert Gates

asked Congress for nearly $190 billion to pay

for the war effort in Iraq and Afghanistan.

This adds an additional $42 billion to the

administration’s initial request of $141.7

billion earlier this year. Of this amount, $11

billion would be used to pay for additional

armored vehicles to protect troops from road-

side bombs.  

Executive Comments from the 
Morgan Stanley Investor Conference

Raytheon said it expects more sales to Middle

East and Asia countries in the next three years

due to a stronger petrodollar and the percep-

tion of a more intimidating China. According

to CEO William Swanson, the firm receives

between 18% to 19% of its revenue from over-

seas sales but this could climb to as much as

25% over the next 5 years.  Swanson also said

that the upcoming U.S. military reset* will be

a big number for the company.

Reset:  When old or damaged equipment used
during a war, such as Iraq, are replaced.

Northrop Grumman’s COO Wesley Bush

says that they see “very, very strong support

for a solid defense budget" in both the

Republican and Democrat parties. This is driv-

en by the perception that there is a growing

number of external threats and a need by DoD

to improve the military's information technol-

ogy.

Are Rules for Export 
Restrictions Lightening?

The U.S. and Australia have agreed to loosen

restrictions on sales of U.S. armaments to

Australia. Once finalized, the treaty will allow

prescreened firms to export approved defense

technology to Australia without going through

the current licensing process. Instead, the

firms will notify the State Department that the

sale has taken place. The treaty must still be

approved by the Senate.

Defense News in a recent article stated that

defense contractors have long chafed at the

lengthy licensing process required to secure

the right to export military hardware and tech-

nology. According to Jeremiah Gertler, vice

president for defense and international affairs

at the Aerospace Industries Association, "the

administration has welcomed suggestions for

change [and] there is openness to reform.

The reality is that companies in other coun-
tries are offering defense technologies to inter-
ested parties around the world. The U.S. sees
an advantage to arming its allies and any
efforts to reduce the cumbersome burden of
export licensing of military technology would
be a boon to defense companies. 

* * * 
Mergers & Acquisitions

ITT agreed to acquire EDO Corp. for $1.4 bil-

lion in a deal that will expand ITT's defense

holdings. Both companies are constituents of

the SPADE Defense Index. ITT will pay $56

for each EDO share (an 8.7% premium) and

includes $120 million in debt and the antici-

pated conversion of convertible notes.

For the year, the SPADE
Defense Index is up 27.54%.

The Index has outperformed the S&P 500
for eight years running, six by double digits,
and 19%+ gains in four of the last five years
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How to find the weight of constituents:  
- Visit www.amex.com  

- Type in DXS and click the [quote] button

- Click on the name of the index

- Click on [show index components]

This will display a table of the current weight  for

each constituent in the Index. You should note that

the weight floats during the quarter depending on

the performance of the company and rebalances at

the quarterly review.

Analyzing the Third Quarter
The third quarter ended with the U.S. stock mar-

ket producing modest gains and capped a summer

that saw, at one point, parts of the market decline

nearly 10% as investors dealt with a credit crunch,

housing market woes, a Federal Reserve rate cut

for its benchmark short-term interest rate that was

larger-than-expected, and fears of a forthcoming

recession.  

By the time that it was done, the Federal Reserve

action sparked a late-quarter rally in stocks that

enabled the Dow Jones Industrial Average of 30

blue chip stocks to gain 3.6%, the NASDAQ to

rise 3.8%, and the S&P 500, 1.6%. What did

investors in the stocks of aerospace, defense,

security,  and space companies get?  A sector that

once again outperformed the broader market.  

Year-to-date the SPADE Defense Index is up

more than 27%!  Yes, more than 27%.  This is

after outperforming the S&P 500 in the previous

seven years. Yes, I realize that sectors are cycli-

cal but how many money managers are showing

this sort of track record?  As I write this, CNBC

is interviewing Jim Cramer and he is talking about

how the sector and some of the leading industrial

firms in the defense sector are where you want to

be over the next several months. 

Have investors finally started to give up on when

they think the top is and have joined this multi-

year run?  Well, if you look at the inflows into the

Powershares Aerospace & Defense ETF (Amex:

PPA) then your have your answer.  Assets invest-

ed in the ETF are now approaching the $400 mil-

lion level, more than triple what it began the year

with. And, while this is small in comparison to

funds operating in other sectors, it does mark a

transformation in how people invest in the

defense sector.  

What do I mean? Well, when we launched the

SPADE Defense Index in 2004 and Powershares

licensed it to offer the first ETF on the sector, the

only real option for investors was to invest in the

individual companies. The philosophy was that as

the defense sector goes, so too does Lockheed

and General Dynamics and Raytheon.  So if you

wanted exposure in these areas, you picked a

company and that was that.  What happened

along the way is that investors started to notice

the performance gains coming from the small and

mid-cap companies that operated in niches or

subcontracted to the large firms. They watched

their investments grow as the sector grew but

they still had to deal with short-term cycles

dependent on valuations and which company was

in favor. Some, instead of  trying to pick and

choose the winners, began to invest in the ETF.  

Today what we’re hearing from professional

investors is that the sector is offering them the

diversification they are seeking and giving them

exposure to a sector that is less effected by credit

crunches and recessions and is on a steady multi-

year growth cycle.  

The result is that the Index ended the month only

a fraction removed from its historic high.
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1 EDO Corporation 30.13%

2 Stanley Inc. 27.19%

3 Force Protection 25.71%

4 Garmin Ltd 17.25%

5 AeroVironment 16.45%

6 L-1 Identity Solutions 14.59%

7 Precision Castparts 13.56%

8 Esterline Technologies 12.99%

9 FLIR Systems 12.49%

10 Ducommun 11.88%

Sept. 2007 Leading Gainers

Powershares Aerospace & Defense ETF(PPA)
Average Portfolio Market Cap* $15.70 Billion
Portfolio P/E* 18.90
Portfolio P/S* 1.21
Portfolio P/B* 3.28
Portfolio P/Cash Flow* 11.62
Earnings Growth Rate (ttm)*            13.52%
3 month Avg Daily Trading Volume** 230,388

source: Yahoo! Finance  * 30June07  **1Oct07

Sept. 2007 Laggards

1 American Science [13.27%]

2 KVH Industries [11.03%]

3 Mercury Computer [10.14%]

4 OSI Systems [9.63%]

5 SI International [7.30%]

6 Harris Corp. [5.00%]

7 Applied Signal [4.92%]

8 MTC Technologies [3.26%]

9 Northrop Grumman [1.07%]

10 SRA International [0.46%]

YTD 2007 Laggards

1 Mercury Computer [23.05%]

2 KVH Industries [19.42%]

3 MTC Technologies [18.00%]

4 Gencorp [14.69%]

5 SI International [11.88%]

6 CACI [9.58%]

7 Argon ST [8.08%]

8 AeroVironment [7.96%]

9 Herley Industries [7.84%]

10 Applied Signal [3.84%]

YTD 2007 Gainers

1 EDO Corporation 135.93%

2 Garmin Ltd 114.52%

3 TASER Int•l 106.18%

4 Cubic Corp. 94.33%

5 Precision Castparts 89.04%

6 FLIR Systems 74.02%

7 Stanley Inc. 62.92%

8 Goodrich 49.79%

9 Ladish Co. 49.62%

10 United Industrial 8.87%

SPADE Defense Index Performance

August September October

2007 3.14% 6.35% TBD

2006 0.27% 3.34% 6.62%

2005 0.46% 0.79% [4.08%]

2004 0.60% 5.28% 5.63%

2003 4.59% [0.20%] 9.70%

Third-Quarter Returns of
Various S&P500 Sectors vs.
the SPADE Defense Index

(% change)

Q3 YTD

SPADE Defense 10.34% 27.5%

Energy 9.4% 27.2%

Materials 4.4% 20.5%

Industrials 5.4% 15.8%

Info Technology 6.1% 15.6%

Telecom 1.4% 15.1%

Utilities 1.2% 8.5%

Consumer
Staples

4.2% 8.1%

Health Care 0.6% 5.9%

Consumer
Discretionary

[6.5%] [4.3%]

Financials [4.9%] [6.8%]

ETF Statistics (AMEX: PPA)

Powershares Aerospace & Defense 
Exchange / Ticker Symbol:  AMEX / PPA
Fee 60 basis
Assets (9/28/07) $388.0 M (up $98.6 M)
Closing Price (9/28/07) $23.71 (up $1.45)
September 07 Volume 3,927,300
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About
The SPADE Defense Index (AMEX:

DXS) provides an  investment  bench-

mark for companies involved with

defense, homeland security, and space.

The Index value is available through

financial websites using the ticker

symbol ‘DXS’ with historical data and

charting back to December 30, 1997.

Some sites may require a character

(eg. ^ on Yahoo) to identify it as an

Index.  

Licensed Products
Exchange Traded Fund (ETF)
The Powershares Aerospace &

Defense Portfolio ETF (AMEX: PPA)

is designed to track the performance of

the SPADE Defense Index

Options
ETF options are traded by the

American Stock Exchange using the

underlying symbol.

Rules
The Index was designed to be RIC

(Registered Investment Company)

compliant for the purpose of enabling

financial products.  Full details can be

found at www.spadeindex.com

* Market Cap:  Minimum $100M

* Share Price: Minimum $5.00

* Liquidity: 50,000 avg daily trading

Contact Information 
SPADE Indexes

1725 ‘I’ Street, NW,  Suite 300

Washington, DC 20006

Tel: (202) 349-3917

info@spadeindex.com

http://www.spadeindex.com 

Scott Sacknoff: Index Manager

Legal & Disclaimers
© 2007 ISBC
SPADE & the SPADE Defense Index are reg-
istered trademarks of the ISBC. The ISBC is
the owner of the trademark, service marks,
and copyrights related to its indices. 

This newsletter does not constitute an offer of
an investment product. The ISBC makes no
representation regarding the advisability of
investing in vehicles based on the SPADE
Defense Index. 

All information is provided •as is• for informa-
tional purposes only and is not intended for
trading purposes or advice. Neither the ISBC
nor any related party is liable for any informa-
tional error, incompleteness or for any actions
taken based on information contained herein.

Billion Dollar Contracts

The Air Force will be awarding a $40 billion con-

tract for 179 refueling tankers as early as December.

The contract could be the first installment of a deal

for 500 planes worth up to $100 billion.

As much as $15 billion could be spent over five

years through the contract to provide equipment,

material and services to DoD’s Counter-

Narcoterrorism Technology Program Office. The

firms are: Arinc, Lockheed Martin, Raytheon

Technical Services, Northrop Grumman

Information Technology and Blackwater. 

Honeywell will provide the major mechanical sys-

tems for Airbus' A350 aircraft including an auxiliary

power unit and other equipment to supply pneumat-

ic and electric power for the aircraft while on the

ground or in flight, as well as environmental sys-

tems. Historically, Airbus would have done this in-

house.  The contract is worth more than $16 billion

over 20 to 25 years.

Raytheon won a nearly $1 billion Navy contract for

engineering and production work for the new DDG

1000 Zumwalt-class destroyer. The contract had

been widely anticipated since 2005, when Raytheon

beat out rival Lockheed Martin to become the prime

contractor for the radar, sonar, communications,and

electronics gear on the destroyer. It was delayed

while Raytheon continued to develop needed

designs.

Boeing received a $1.1 billion contract for mainte-

nance services for the KC-135 midair refueling

tanker. 

An ITT-led team won a $1.8 billion FAA contract

to start Air Traffic Control System.  The team,

which includes, SAIC and AT&T., will build the

first portion of a new satellite-based air traffic con-

trol system. The system will eventually replace the

current radar-based air traffic control, providing a

safer and more efficient way to guide planes through

American airspace. ITT's contract should be com-

plete by 2013. The full upgrade will cost more

than $15 billion and take nearly 20 years to put

in place.

Computer Sciences Raytheon, a joint venture of

Computer Sciences and Raytheon, won a $816.2

million DoD contract for space launch services.  

The GAO rejected a protest by Raytheon allowing

L-3 Communications to continue in its lead role in

the $2 billion contract to produce at least 78 C-27J

Spartan propeller-driven aircraft.
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Tim Josiah, Raytheon’s VP for homeland security stated

that, "Raytheon absolutely sees homeland security as a

growth market, as an adjacent market to its principal

defense marketplace. We are five years into a pretty

intensive focus on this market area," 

Support for NASA Remains Strong
The September 10th Houston Chronicle stated that con-

gressional support remains strong even with NASA’s

recent spate of bad publicity related to its astronaut core.

Capitol Hill proposed funding the agency at levels

exceeding the $17.3 billion requested by the White

House with the House approving a $17.8 billion this

summer and the Senate Appropriations Committee pass-

ing its version of NASA’s budget at $17.5 billion.

India a top market for defense contractors
Per the New York Times, military analysts expect India to

spend $40 billion over the next five years on weapons

procurement, making it one of the largest military mar-

kets in the world. Historically, Russia has supplied

India’s military hardware. U.S. success in this market

will depend on political relations and building partner-

ships. 

Infotech as future growth area
Lockheed Martin CEO, Robert Stevens, stated in

September to the Wall Street Journal that the firm is shift-

ing more of its resources to information technologies in

an effort to diversify, support more of the federal govern-

ment, and keep ahead of a projected decline in defense

spending as the war in Iraq eventually winds down.
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Year
2007 YTD

2006
2005
2004
2003
2002
2001
2000
1999
1998

SPADE
27.54%
19.33%
5.30%

20.47%
37.27%
[2.87%]
0.94%
4.98%

15.31%
6.63%

S&P500
7.65%

13.62%
3.00%
8.99%

26.38%
[23.37%]
[13.04%]
[10.14%]
19.53%
26.67%

Quarter
3Q07
2Q07
1Q07
4Q06
3Q06
2Q06
1Q06
4Q05
3Q05
2Q05
1Q05
4Q04
3Q04
2Q04
1Q04
4Q03
3Q03
2Q03
1Q03
4Q02
3Q02
2Q02
1Q02
4Q01
3Q01
2Q01
1Q01
4Q00
3Q00
2Q00
1Q00
4Q99
3Q99
2Q99
1Q99
4Q98
3Q98
2Q98
1Q98

SPADE
10.34%
10.76%
4.37%
8.79%
3.21%
[4.03%]
10.65%
[0.47%]
4.44%
3.91%

[2.52%]
9.80%
2.81%
6.34%
0.36%

18.97%
5.27%

19.03%
[7.92%]
3.39%

[17.04%]
[2.86%]
16.57%
14.59%

[10.40%]
5.91%

[7.18%]
[0.05%]
12.14%
[7.11%]
0.83%
7.57%

[10.18%]
21.39%
[1.68%]
13.70%
[16.88%]
[1.88%]
14.99%

S&P500
1.56%
5.81%
0.18%
6.17%
5.17%
[1.91%]
3.73%
1.59%
3.15%
0.91%
[2.59%]
8.73%
[2.30%]
1.30%
1.29%
11.64%
2.20%

14.89%
[3.60%]
7.92%

[17.63%]
[13.73%]
[0.06%]
10.29%
[14.29%]
5.52%

[12.11%]
[8.09%]
[1.24%]
[2.93%]
2.00%

14.54%
[6.56%]
6.71%
4.65%

20.87%
[10.30%]
2.91%

13.53%

If you didn•t receive an email alert that
the latest newsletter is available and
want to get on our list.  Email us at:

info@spadeindex.com 

Market Estimate - Commercial Aerospace
At the Latin America Airfinance Conference in Rio

de Janeiro, Boeing predicted that the region’s airlines

will need 1,730 airplanes worth $120 billion over the

next 20 years as air travel in the region grows rough-

ly 6.6%  above the world average of 5%.  Over the

next 20 years 80% of planes delivered to the region

will be single-aisle jets with 90 seats or more; planes

with 200 to 400 seats are expected to make up 12%,

and regional jets with fewer than 90 seats, 8%.

Jumbo jets such as the  Boeing 747 or Airbus A380

will be less than 1%.

Homeland Security Market 
Industry executives and analysts estimate the U.S.

market is valued at upward of $140 billion over the

next five years.  

Foreign orders for equipment and services ranging

from border security to cargo screening equipment

could generate an additional $100 billion in sales in

coming years.

The Bush administration's $61 billion homeland

security request for FY-08 "effectively quadrupled"

the $16 billion spending of FY-00.  This amount

includes the budget for the Department of Homeland

Security (DHS) as well as salaries for airport screen-

ers and homeland defense spending by the U.S. mili-

tary.  Purchases of hardware, software, and services

are picking up as priorities are established.

24.61%

24.04%19.56%

10.94%

6.73%
4.97%

3.95%
2.33%

2.08%
0.57%

0.22%
Big 5 Prime Contractors
Defense Electronics
Hardware Suppliers
Information Technology
GPS
Manufactured Parts
Armor & Plating
Homeland Security
Operations Support
UAV Manufacturers
Other

Defense Spending per capita

U.S. $1,756

Saudi Arabia $1,152

United Kingdom $990
France $875

Australia $676

Italy $514

South Korea $455

Germany $447

Canada $414  

Japan $341

Spain $284

China (est) $52

Russia (est) $460

Figures for China and Russia are
estimates taking into account
estimates of actual activity vs. the
official released budget. All other
estimates come from the 2007
SIPRI Yearbook 

Defense Spending - Actual $

U.S. $528.7

Top 5 EU Nations $191.5

2007 SIPRI Yearbook 

Defense Spending Statistics

World military expenditures 2006 1.204 Trillion

Top 15 countries 83% of spending

Real Growth (since 2005) 3.5%

Largest defense importers China & India

Largest arms suppliers
(% of export market)

US ~30% 
Russia ~30%

EU ~20%

2007 SIPRI Yearbook 

Estimated percentage by primary business activity.
Although many companies operate in multiple segments,
they have been assigned a single category.


