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ABSTRACT

The purpose of this MBA project is to research, evaluate, analyze and provide
written documentation of the details of how and why the U.S. Congress, the Department
of Defense, and the Department of the Navy supported and appropriated funds for the
leasing of Maritime Prepositioning Ships that would be used to position troops and
equipment in strategic areas of the world. It will explain why the lease option was
eventually approved when initially so many participants in the decision-making process
objected to this type of financing for shipbuilding. The result of our work will provide a
historical reference for the success of the lease program that can be used for future
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. EXTENSION OF PROPOSAL

“Our Real Problem, then, is not our strength today; it is rather the vital
necessity of action today to ensure our strength tomorrow.”

- Dwight D. Eisenhower -

The purpose of this project is to research, evaluate, analyze and provide written
documentation of the details of how and why the U.S. Congress, the Department of
Defense, and the Department of the Navy supported and appropriated funds for the
leasing of Maritime Prepositioning Ships (MPS), also known as the T-AKX ships during
their design and construction, that would be used to position troops and equipment in
strategic areas of the world. It will explain why the lease option was eventually approved
when initially so many participants in the decision-making process objected to this type
of financing for shipbuilding. The result of our work will provide a historical reference
for the success of the lease program that can be used for future acquisitions by the United
States Government.

A. OBJECTIVES

The intent of this document is to provide the reader with an illustration of the
mission requirement of MPS ship capability at the time of funding; to provide details of
the leasing program from the inception of the idea to the execution of the lease program;
to provide an analysis of what factors lead to the success of the lease; to provide a
detailed description as a historical reference for armed forces and government entities to
emulate in the future; to provide lessons learned from the lease process through
interviews, historical review of congressional hearings, and other published resources; to
provide a description of barriers to the initial program; to provide details on existing
barriers to future programs; and to describe the Maritime Prepositioning Ship capabilities
and how they have been employed in recent conflicts.

B. BACKGROUND
The Maritime Prepositioning Ship Lease Program was a resounding success

during an era when most believed that it was a useless program and one that had no
1



mission. Since its inception in the 1980s, it was viewed as not only necessary in today’s
military positioning of troops and equipment for contingent operations, but critical in the
success of Operation DESERT STORM, most recently Operation IRAQI FREEDOM,
other exercises. There is a need to describe and analyze in detail how this program was
presented to Congress to gain approval of the Lease program to build or reconfigure
existing and new construction commercial ships.
C. PROBLEM IDENTIFICATION
During the 1980s, the Secretary of the Navy identified the need for the

prepositioning of military troops and equipment in remote locations around the globe
which meant the acquisition and building of expensive, cargo, roll-on/roll-off (RO/RO)
deep draft vessels. During the period, procurement funds were needed for higher priority
combat ships and leasing arrangements would allow the Navy to acquire the MPS ships
without a large initial obligation of funds. It was incumbent on the champions of the
program to align all of the players in the shipbuilding and financial world to see to the
success of the shipbuilding program. Due to congressional resistance and budgetary
constraints, the Secretary of the Navy developed an alternative acquisition process to
fund a program known as the Maritime Prepositioning Ship Program Lease.
D. DATA

For the completion of this topic, multiple data bases were researched, legislative
hearings were reviewed, and existing documentation was explored. A review of legal,
statutory, and regulatory restrictions governing congressional authorization and
appropriations to procure ships was conducted. Additionally, interviews with key
stakeholders and program managers of the project were conducted. In terms of cost of
the program, a compilation of the actual building costs of MPS ships and the tax
incentives that assisted in the success of the lease program was completed. Award Dates
and Manufacturing timelines were also researched.
E. ANALYSIS

An analysis was conducted of how the leasing option provided an immediate
combat capability and support to the Secretary of the Navy’s mission needs without an

enormous initial outlay of government funds. A strategic environment analysis to



determine what factors lead to the final approval of the lease option was completed. And
finally, an analysis of the strategic capabilities is provided for both the historical and
current MPS lease program.
F. ACCOMPLISHMENTS

We will illustrate the capabilities of MPS ships, especially during Operation
DESERT STORM and Operation IRAQI FREEDOM; we compare the timelines and
details of procuring and building MPS ships and ships built using the traditional
government planning and appropriation process; we provide details and analysis of the
legislative history leading to the successful approval of the MPS Lease Program; we
illustrate how the four major stakeholders (owners, operators, builders, and unions) were
supportive of the MPS Lease Program when traditionally these groups were diametrically
opposed when building Navy war and supply ships; and we provide historical proposals
and/or alternatives that competed with the MPS Lease Program.
G. RESEARCH QUESTIONS

The objective of this project is to answer the following questions that will be
addressed specifically in Chapter VI.

1. Why was leasing the option chosen?

2. What were the advantages of leasing vice other ways of funding the buy?

3. What has been learned about this type of financing from the MPS

example?

H. SUMMARY

During a period in the 1980s when the United States was building up to a 600 ship
Navy under the direction of President Ronald Reagan, there was not a focus on building
auxiliary or support ships. Instead, the focus was on building United States Ships (USS),
which primarily consisted of Aircraft Carriers, Cruisers, Destroyers, Frigates, and
Amphibious ships. It was identified by the Secretary of the Navy, John Lehman, that a
Prepositioned Fleet was necessary to maximize readiness of the Navy. While during that
period funding was more available, or at least more important than other programs, for
building sea going assets, congress was hesitant to appropriate funds to the MPS program

due to government funding constraints.



It is our goal to provide the reader with a better understanding of why the lease
program was the best option at the time; illustrating the need for their mission and ship
capabilities; describing the contributions of the ships to Operation DESERT STORM,
Operation IRAQI FREEDOM, and other exercises; portraying the success of the lease
program; describing the role of the four major stakeholders in the process of
appropriating and building the ships; illustrating a timeline comparison between the
process of appropriation and building of MPS ships and Navy Commissioned ships; and

concluding with our research question answers, lessons learned, and the future of leasing.



II. THE NEED FOR A PREPOSITIONED FLEET

The need for the prepositioning of personnel and equipment could arguably date
back to when ships first set sail. The realization for the United States occurred after
World War Il. As stated by the Office of the Chief of Naval Operations (CNO) “...the
primary strategic sealift mission was to rapidly move men and equipment to Europe to
defend against a Soviet/Warsaw Pact attack™ (1991, p. 27). With the United States (U.S.)
having to fight naval battles around the world, the most efficient way for the U.S. to be at
maximum readiness was to have equipment and supplies available for personnel flown by
air when the troops arrived in-theater. Depending on where the fight was, “the central
front [could be] 3,600 miles away and sealift would be provided by over 600 NATO
merchant vessels and an active U.S. merchant fleet that still numbered 578 major ships as
of 1978” (USOCNO, 1991, p. 27). The need for more ships was made available, but the
types of ships were not auxiliary ships, but combatants. According to the Office of the
CNO, the “...578 ships dwindled to 367 over the next 12 years.” (1991, p. 27)

The U.S. needed to be able to not only put troops on the ground, but they had to
provide a way to supply them with equipment and supplies immediately. This dilemma
became more evident during the “the Iranian crisis and Soviet invasion of Afghanistan in
the late 1970s [when the Department of Defense] focused emphasis on developing rapid
deployment forces to respond to contingencies in distant regions, such as Southwest Asia,
in addition to the continuing NATO mission in Europe.” (USOCNO, 1991, p. 27) It did
not take military experts long to realize that without a contingency of resources, there
would be a shortfall of sealift capabilities to support the ground troops. An alternate plan
needed to be developed to ensure that the ships were made available for the support of
global conflict before the next engagement.

Due to events in Afghanistan and Teheran in the late 1970s, “President Jimmy
Carter announced a new American policy in 1980 that came to be called the Carter
Doctrine” (http://www.msc.navy.mil/sealift/2003/April/prepositioned.htm). He informed

the world that any attempt to take the Persian Gulf region or the assets thereof would be a

direct attack on the U.S. This statement made the U.S. even more aware that without the
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proper vessels properly positioned with the necessary equipment to fight a war in place,
the U.S. could potentially not back up its message to repel any threat in that region, or
others. “In 1979, in the Department of Defense Navy Program Objective Memorandum,
President Carter's secretary of defense approved the creation of a Maritime
Prepositioning  Ship  Program  supporting the  U.S. Marine  Corps”
(http://www.msc.navy.mil/sealift/2003/April/prepositioned.htm). The beginnings of what

is now known as a Maritime Prepositioning Squadron (MPSRON) was developed, “and
by 1980, MSC had designated seven ships as part of the Near Term Repositioning Force”
in Diego Garcia (http://www.msc.navy.mil/sealift/2003/April/prepositioned.htm).

In 1980, the Maritime Prepositioning Ship program was approved. It would take
the backing of the cabinet of President Ronald Reagan to make such a program become a
reality, and “in 1984, the Secretary of the Navy [Secretary John Lehman] formally
recognized the increased importance of strategic sealift and accorded it equal status with
the Navy’s three other main missions: sea control, power projection and strategic
deterrence.” (USOCNO, 1991, p. 27)

Another significant fact that ties the MPS ships and Marine Corps together is how
Marine Corps equipment and supplies are transported to areas of conflict around the
world. What is known today as the Maritime Expeditionary Force (MEF) is an entity that
is sealift supported by the MPS ships. “By 1983, the CNO and the Commandant of the
Marine Corps signed a memorandum of agreement establishing the concept of operations
for  maritime  prepositioning in  support of the  Marine  Corps”
(http://www.msc.navy.mil/sealift/2003/April/prepositioned.htm).

A FUNDING ROLES AND RESPONSIBILITIES OF AGENCIES (USN,
USMC, TRANSCOM, MSC)

USN: “In the 1980s, the Navy contracted with the U.S. shipping industry to

provide 13 ships to fill out the MPF” (http://www.msc.navy.mil/mpsone/factfile.asp).

The ships are crewed by civilians under contract to Military Sealift Command. The ships
of MPS ships Squadrons are civilian-owned by U.S. financial institutions and their
shareholders. “The ships are chartered by the financial institution to an operating

company, which in turn crews and operates them with civilian mariners under the terms



of a 25-year time charter with Military Sealift Command”
(http://www.msc.navy.mil/mpsone/factfile.asp).

USMC: The Marine Corps is responsible for the funding of the equipment and
maintenance of that equipment aboard the MPS ships.

TRANSCOM/MSC: “The Military Sealift Command is responsible for
administering the Department of Defense (DOD) leases of auxiliary vessels. In the early
1970s and early 1980s, the Navy used long-term leases, called charter and build
arrangements, to acquire Sealift tankers, Military Prepositioning Ships (MPS), and T-5
replacement tankers” (GAO, June 1999, p. 3). This form of contracting allowed the
Department of the Navy to put the ship on a financial payment plan over the length of the
lease keeping the government from having to budget and appropriate the entire cost of the
ship at once. “Under these arrangements, the private sector lessors arranged for the
construction, long-tem financing, and delivery of the vessels. In return, the lessors, as
owners of the ships, receive a return on their investment from the Navy’s lease payments,
tax benefits, and the residual value of the vessels at the end of the leases” (GAO, June
1999, p. 3). During a time when the budgeting and spending for a 600 ship Navy,
primarily combatants, was most important, the lease option became the only way for the
Navy and Marine Corps to acquire the assets needed to preposition equipment across the
globe. *“The Navy leased the vessels for 20 to 25 years and agreed that it would pay
scheduled termination costs if it canceled the leases. The termination costs ensure that
lessors will recover their investment plus a specified rate of return” (GAO, June 1999, p.
3).

For these specialized ships to become available to the Navy, special financing
outside of the normal appropriations procurement funding within Congress had to be
created. “In 1982, the Navy awarded 13 contracts (based on offers received from 3
different companies) [Maersk Line LTD, General Dynamics Corp., and Waterman
Steamship. Corp.] for the long-term lease of a total of 13 MPS vessels” (GAO, June
1999, p. 3). It was these 13 ships that arguably would later be the difference between
success and failure in the rapid buildup of Operation DESERT STORM.



B. FINANCING DILEMMA

As previously stated, during a period when the Navy and Marine Corps needed
ground equipment and supplies to be on station immediately when a conflict arose, the
Navy had no choice but to acquire assets to fulfill the mission of prepositioning vehicles,
equipment, and supplies. There was not enough money in the budget for the building of
multiple auxiliary ships, but the need was becoming more evident with the growing
pressure of global conflicts occurring on the other side of the world. “According to Navy
officials, the primary reason for proposing a long-term lease was the need to devote
procurement funds to higher priority combat ships” (GAO, June 1999, p. 4). Long-term
leasing allowed the Navy to meet its support requirements without a large, up-front
obligation of procurement funds. The Navy was responsible for pleading their case with
Congress and also for deriving a creative means to finance the MPS program. The major
arguments for the Navy lease program were Cost effectiveness, Readiness, Industrial
Base concerns, and Flexibility.

While one of the most important reasons for the lease proposal, “cost-
effectiveness was not the primary reason for the Navy’s decisions to lease auxiliary
vessels in the early 1970s and early 1980s” (GAO, June 1999, p. 4). The budget at this
time would not allow the Navy to procure the MPS ships because the ships were
competing with funds for combatant ships and the initial outlay of funds was not
available through standard procurement channels. “By leasing the vessels, the Navy
believed it could spread payments over the length of the leases and use its annual
Operation and Maintenance appropriations to fund them without incurring an up-front
obligation of the total lease amount” (GAO, June 1999, p. 4).

With the increased need for armed forces to be in so many different parts of the
world on a contingent basis, the Navy could not perform its mission of providing sealift
to the Marine Corps given its current inventory of ships which reduced the readiness of
both armed forces. “For example, the Navy believed that the MPS vessel program could
not fulfill its mission effectively unless all 13 vessels could be acquired in a short period”
(GAO, June 1999, p. 5). The only way for the Navy to succeed at making that many
ships available in a relatively brief period was to use existing ships that could be leased

and convert them into specialized ships that could be used for prepositioning equipment.
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“Through the long-term leasing arrangement, the Navy acquired all 13 vessels by 1986 —
four years after the contracts were awarded” (GAO, June 1999, p. 5).

An indirect argument proposed by the Navy during this period was the need to
keep the shipyards employed. The use of the U.S. yards to convert and build these ships
would possibly provide the amount of work needed to get them through the difficult
period. “A Navy official stated in a 1983 hearing that projects such as the MPS and T-5
replacement tankers programs were needed to prevent the potential closing of several
commercial shipyards and to protect the nations’ industrial base” (GAO, June 1999, p. 5).

With the option of leasing available to the Navy, it added the aspect of being able
to have the ship for a finite period of time and be able to return it when the mission was
fulfilled. This flexibility was attractive to the Navy, even though we find years later that
there was not a need to return the ships. “Flexibility and cost-effectiveness are cited as
the primary reasons for leasing the Chouest vessels [vessels owned and operated by
Edison Chouest Offshore]” (GAO, June 1999, p. 5). The ability to specifically design a
certain type of ship without making a huge outlay of funds provided a good enough case
for the government to lease the MPS ships instead of purchase them. A further
description of the lease financing option is presented in Chapter I11.

C. CAPABILITIES, OPERATIONS, AND DEPLOYMENT TIMELINES

To the layman, there are subtle differences that can be confused when studying
Prepositioning Forces. “Military Sealift Command’s Afloat Prepositioning Force was
established in the early 1980s to provide inter-theater mobility and reduce response time
for the delivery of urgently needed U.S. military equipment and supplies to a theater of

operations during a war or contingency” (http://www.msc.navy.mil/factsheet/apf.asp).

Over the years, the Afloat Prepositioning Force (APF) has expanded to 36 ships operating
around the world. However, only 16 ships are currently considered MPS ships, and three
of those are MPS Enhanced ships which will not be discussed under this topic because
they were procured, not leased. In particular for this topic, the original 13 ships are
discussed providing general and specific characteristics of each class of ship, the ship’s
mission, to what Maritime Prepositioning Ship Squadron (MSPRON) it belongs, and
where the ship was built or reconfigured.



The MPS ships are divided into three MSPRONSs. Each MPS squadron carries the
majority of the supporting weapons systems, equipment, and supplies needed to sustain a
Marine Expeditionary Brigade (MEB) consisting of 17,000 men for 30 days. A further
description of a ship’s loadout is in Table 1. Below is a list of the MPSRONSs and the
ships that are assigned to each. The assignments of the ships vary from year to year
based on its maintenance cycle and availability.

D. MARITIME PREPOSITIONING SHIP SQUADRONS (MPSRON)

MPSRON ONE (Location: Mediterranean) “MPSRON ONE is a component
of the U.S. Navy's Military Sealift Command, administratively reporting to the
Prepositioning Program Manager at MSC Headquarters in Washington, D.C. MPSRON
ONE is an operational asset of the U.S. Navy's 6th Fleet. The squadron's operational
commander is the MSC, Europe area commander located in Naples, Italy”
(http://www.msc.navy.mil/mpsone).

MV PFC William B. Baugh (ex-MV Eleo Maersk) (T-AK 3001)

MV PFC Eugene A. Obregon (ex-SS Thomas Heywood) (T-AK 3006)
MV 2nd Lt. John P. Bobo (T-AK 3008)

MV PFC Dewayne T. Williams (T-AK 3009)

USNS Lance Cpl. Roy M. Wheat (T-AK 3016)

MPSRON TWO (Location: Diego Garcia) “MPSRON TWO is a component of
the U.S. Navy's Military Sealift Command, administratively reporting to the
Prepositioning Program Manager at MSC Headquarters in Washington, D.C. MPSRON
TWO is an operational asset of the U.S. Navy's 7th Fleet. The squadron's operational
commander is the MSC, Far East area commander located in Yokohama, Japan”
(http://www.msc.navy.mil/mpstwo).

MV Pwvt. Franklin J. Phillips (ex-Pvt. Harry Fisher, ex-MV Evelyn Maersk) (T-
AK 3004)

MV Sgt. Matej Kocak (Ex-SS John B. Waterman) (T-AK 3005)
MYV 1st Lt. Baldomero Lopez (T-AK 3010)

MV Sgt. William R. Button (T-AK 3012)

USNS Gunnery Sgt. Fred W. Stockham (T-AK 3017)

MPSRON THREE (Location: Guam) “MPSRON THREE is a component of
the U.S. Navy's Military Sealift Command, administratively reporting to the
Prepositioning Program Manager at MSC Headquarters in Washington, D.C. MPSRON
THREE is an operational asset of the U.S. Navy's Seventh Fleet. The squadron's
operational commander is the MSC, Far East area commander located in Yokohama,
Japan” (http://www.msc.navy.mil/mpsthree).
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MV Cpl. Louis J. Hauge, Jr. (ex-MV Estelle Maersk) (T-AK 3000)
MV PFC James Anderson, Jr. (ex-MV Emma Maersk) (T-AK 3002)
MV 1st Lt. Alex Bonnyman (ex-MV Emilie Maersk) (T-AK 3003)
MV Maj. Stephen W. Pless (ex-SS Charles Carroll) (T-AK 3007)

MV 1st Lt. Jack Lummus (T-AK 3011)
USNS 1st Lt. Harry L. Martin (T-AK 3015)

Source for particular ships within each MPSRON:

(http://www.msc.navy.mil/annualreport/2003/pma3.htm)

Each of the three MPSRONSs, MPS-1, MPS-2, and MPS-3, is associated with a
particular Brigade in the Marine Corps. When the order is made for the MPS ship to
deploy to the operating region, with some exception, knows what particular Marine
Expeditionary Force with which it will marry-up. Each MPSRON was designed this way
for maximum efficiency, planning, and training. “MPS-1, [is] associated with the 6th
MEB and stationed at Camp Lejeune, NC...; MPS-2, [is] associated with the 7th MEB in
California...; and MPS-3, [is] associated with the Hawaii-based 1st MEB
(http://www.globalsecurity.org/military/systems/ship/sealift-mps.htm).

E. MAINTENANCE AND EQUIPMENT OF MPS SHIPS

1. How Often Maintenance is Required

The ships of the MPS fleet go through a cycle to offload equipment to be cleaned,
repaired, or sent to the depot for overhaul. While the equipment is off of the ship for up
to 60 days, the ship is sent to a local shipyard for upkeep and maintenance. “One ship at
a time is scheduled for return to the United States on a thirty-month cycle to offload all
equipment, ammunition, and stores for upkeep, repair, modification, and replacement as
necessary. The ship is also provided a 45-day maintenance period in a shipyard. The
cost of this unique maintenance operation is included in the operating and support costs
for these ships” (VAMOSC, February 2004, p. 5).

2. Where Maintenance is Performed

While the ship is offloaded at Blount Island Command (BIC), the ship is sent to a
local shipyard for upkeep and maintenance. Drydock work is performed “usually in
Virginia in the Norfolk/Newport News area.”

(http://www.navyleague.org/sea power/may 02 13.php).
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3. Typical Equipment Carried

Quantity|ltem Quantity|ltem
£ 9 Million gallons cargo fuel ; Tactical airfield fuel dispensing
systems

2,174  50,000-pound cargo containers |6 Motorized road graders

76 TOW missile launchers 4 Wheeled scraper trackers

24 Light armored vehicles (LAV) [104 3,000-gallon collapsible fabric tanks
Amphibious assault vehicles .

105 (AAV) 50 Tractors (various types)

30 Combat tanks (M1A1) 107 Forklift trucks (various types)

30 155mm howitzers 11 Eﬁi\::rse osmosis water purification

123 Electrical generators 203 Cargo trailers

1 Field hospital (200 beds) 89 Powered trailers (various types)

14 50,000-pound container handlers[282 5-ton cargo trucks

8 25-ton cranes 42 5-ton dump trucks

16 7.5-ton cranes 22 5-ton wrecker trucks

47 Floodlight sets 530 Cargo/troop carriers (HMMWYV)

Table 1. A sample loadout of an MPS squadron [four MPS ships].

Source: http://forum.apan-info.net/spring99/mpf2.html

F. CONTRIBUTIONS OF MARITIME PREPOSITIONING SHIPS TO:

1. Operation DESERT STORM

In retrospect, the decision to lease the MPS ships so that they could be available
to the U.S. Armed Forces was arguably the most important and best decision that the
DOD could have made during the 1980s. The massive buildup in that region was
comparable to World War 11, Vietnam, and Korea. But in none of the pervious wars was
the ability or capability to put equipment and supplies in-theater performed more rapidly
than in Operation DESERT SHIELD/DESERT STORM (ODS). The primary reason that
the build up was possible was the use of MPSs located in their strategic locations
throughout the world. Upon receipt of the deployment order, “The MPS squadron
[TWO] at Diego Garcia was ordered underway on 10 August, and it arrived in the port of
Al Jubayl [Saudi

Arabia] on the 16" (http://www.globalsecurity.org/military/systems/ship/sealift-

mps.htm). According to the Office of the CNO, this “mark[ed] the first use of MPS in an

actual crisis” (1991, p. 28).
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The capacity of the ships delivering cargo to the MEFs that met their MPSRONSs
in-theater is what allows for such a rapid and comparatively inexpensive buildup. If all
of the cargo were to be flown to the theater, the cost would have been significantly more
expensive and would have tied up aircraft that could be better utilized for other primary
missions. The Office of the CNO stated that:

...within four days of [MPRON-2’s] arrival..., Navy cargo handlers

averaging 100 lifts-hours per day offloaded more equipment and supplies

from the three 755-foot ships than could have been moved by 3,000 C-141
cargo flights” (1991, p. 28).

MPSRON-2 of Diego Garcia was accompanied by MPSRON-3 of Guam in support of
the buildup.

MPSRON-3 also sailed to Al Jubayl. According to Pokrant, “[MPSRON-3] left
its base...on 8 August. Marines of 1% MEB flew from their base in Hawaii and started
marrying up with their equipment of the [MPSRON-3] ships on 26 August.” (pg. 78) In
providing a further illustration of the capacity and feasibility of the MPS ships during
ODS, between both MPSRON-2 and 3, for aircraft to have delivered the amount of cargo,
“it would have required 2,100 lifts by C-5s, our largest military aircraft” (USOCNO,
1991, p. 28).

Had the government not approved the MPS lease program, the sealift capacity
would not have been available, and arguably, the outcome of ODS would have been
unfavorably different. The total investment in all prepositioning programs during the
1980s was about $7 billion. Prepositioning ships have become part of the entire plan
when developing Concept of Operations and battle plans within the military, and gauging
from the success of MPS ships and MEFs during ODS, there is no doubt that they will be
part of the future. Operation IRAQI FREEDOM is further evidence that MPS ships are
in the future of the Department of the Navy.

2. Operation IRAQI FREEDOM
Leased MPS ships that participated in Operation IRAQI FREEDOM (OIF):

MYV Cpl. Louis J. Hauge, Jr. (T-AK 3000)

MV PFC William B. Baugh (T-AK 3001)
MV PFC James Anderson, Jr. (T-AK 3002)
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MV 1st Lt. Alex Bonnyman (T-AK 3003)

MYV Pvt. Franklin J. Phillips (T-AK 3004)

MV 2nd Lt. John P. Bobo (T-AK 3008)

MYV 1st Lt. Baldomero Lopez (T-AK 3010)

MV Sgt. William R. Button (T-AK 3012)
Source:http://www.amo-union.org/Newspaper/Morgque/5-
2003/Sections/Views/Index.htm

The design of the MPS ships was to be available when the order to deploy for
combat was issued from the Pentagon. When the conflict in Iraq was eminent, the MPS
Squadrons were ready and able to support the MEFs that would arrive on the ground. As
was the case with in ODS, MEFs did not have to wait once they arrived by airlift.
According to U.S. Navy VADM Brewer Ill, Commander, Military Sealift Command
(MSC), “when the buildup for Operation Iraqi Freedom began, MSC prepositioning ships
were first on scene with significant amounts of combat gear for ground troops”

(http://www.msc.navy.mil/annualreport/2003/perspective.htm).

The capacity of the MPS ships was proven again in OIF when the call to deploy
was issued. MSC reported that “MPSRON-1 and MPSRON-2 deployed and discharged
nearly 1.5 million square feet of cargo in Kuwait in support of the First Marine

Expeditionary Force” (http://www.msc.navy.mil/annualreport/2003/pm3.htm). The chart

below depicts of the amount of cargo that was delivered by all MSC ships, note the total

cargo of the MPS ships.
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Dry Cargo Delweﬂed for yperatlon Iraqgi Freedom

Prepo LMSRs
3.8 million sq. ft.  Maritime Prepositioning Ships
1.5 million sq. ft.

Naval Fleet Auxiliary Force

5.3 million sq. ft. Surge LMSRs

5.3 million sq. ft.

Ready Reserve Force

3.4 million sq. ft. Fast Sealift Ships

Foreign Charters U.S. Ffag Charters 2 million sq. ft.
3.3 million sq. ft. 1.3 million sq. fi.

. 5.3 million sq. ft. delivered to Navy ships at sea

. 5.2 million sq. ft. delivered to U.S. forces ashore
E 15.3 million sq. ft. delivered to U.S. forces ashore

Figure 1. Illustration of the 1.5 million square feet transported by MPS ships
during the buildup and the war of Operation IRAQI FREEDOM
(http://www.msc.navy.mil/annualreport/2003/perspective.htm)

The MPS ships displayed superb versatility during the buildup and action in OIF.
The primary mission of the MPS ships was to rapidly provide prepositioned cargo to the
MEF when called to deploy. Once the ships were offloaded in January and February, the
“MPF ships were assigned to the Sealift Program as common-user assets, available to
transport cargo for all U.S. military services. For the next several months, these ships
carried cargo from Europe and the United States to Kuwait, providing replacement
equipment for u.S. forces operating in Irag”

(http://www.msc.navy.mil/annualreport/2003/pm3.htm).

3. Other Exercises

MPS ships and crews must stay active and proficient to be able to support the
MEF during conflicts. To ensure that the ships and crews are at maximum readiness,
they participate in exercises around the world. Provided below are examples of how the
MPS fleet is exercised to prepare for the next engagement.
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a. COBRA GOLD

Cobra Gold is an annual U.S. Pacific Command exercise conducted in
Thailand that tested strategic lift readiness and joint interoperability. Ships of the MPS
fleet participated in Cobra Gold 2002, particularly “MV 1st Lt. Jack Lummus and MV
Pfc. Dewayne T. Williams” (http://www.msc.navy.mil/annualreport/2002/pm3.htm).

There were approximately 700 pieces of cargo offloaded during this exercise ranging
from generators to M1-A-1 tanks (http://www.globalsecurity.org/military/ops/cobra-

gold.htm).

Figure 2. MSC Maritime Prepositioning Ship MV 1st Lt. Jack Lummus off-
loads equipment in support of Exercise COBRA GOLD.
(http://www.msc.navy.mil/annualreport/2002/pm3.htm)

16



|

) T
==

Figure 3. MYV 1st Lt. Baldomero Lopez's onboard cranes off-load cargo for
Exercise COBRA GOLD in Thailand.
(http://www.msc.navy.mil/annualreport/2002/pmfpb.htm)

b. BRIGHT STAR

Bright Star is a bi-annual combined-forces exercise designed to enhance
U.S. readiness, interoperability and joint sea control capability in conjunction with
Egyptian forces. MV Cpl. Louis J Hauge participated in BRIGHT STAR in both 1999
and 2002 (http://www.globalsecurity.org/military/systems/ship/sealift-mps.htm).
Additionally, in 2002, MV Maj. Stephen W. Pless participated in BRIGHT STAR
(http://www.msc.navy.mil/annualreport/2002/pm3.htm).

C. DYNAMIC MIX

Dynamic Mix took place from 21 May until 06 June 2002 in Spain

(including the Canary Islands), the Western Mediterranean, the Southeast Atlantic and

Turkey. Itis NATO’s bi-annual land, maritime, amphibious and air exercise where more

than 15,000 service personnel, over 50 ships and 150 aircraft from 13 NATO nations will
17



train in defence and humanitarian assistance operations
(http://www.afsouth.nato.int/exercises/Dynamic%20Mix%2002.htm). MPS ships that
participated were MV Pfc. Eugene A. Obregon and USNS 1st Lt. Harry L. Martin MPS
(Enhanced) (http://www.msc.navy.mil/annualreport/2002/pm3.htm).

18



I1l. FROM IDEA TO REALITY - LEASING MARITIME
PREPOSITIONING SHIPS

A. INTRODUCTION

In the early 1980s, the Department of Defense needed to find a way to deploy
power projection forces to the Persian Gulf, while at the same time, save on airlift costs.
Afloat prepositioning was the answer; however, this requirement had to compete with
higher priority combat ships for procurement funds. In order to fund the MPS ship’s
initiative, The Department of the Navy decided to enter into lease arrangements for the
building and conversion of 13 vessels that would allow the Navy to meet its operational
requirement without a large up front obligation of procurement funds.

This chapter will provide historical insight into the Navy decision to enter into
long-term lease agreements as a method for funding the operational requirement for
MPS. As a basis for analysis, it will examine a detailed charter versus purchase report
prepared for the Navy by the Argent Group Ltd. as well as congressional testimony
provided to the House of Representatives Committee on Armed Services, Readiness
Subcommittee, by fellow Representatives, leaders in the shipbuilding industry, and key
members from the Department of the Navy (DON).

B. THE DEPARTMENT OF THE NAVY CASE FOR LEASING

From 1981 t01982 the Navy hired the Argent Group Ltd. to perform an analysis
of the costs associated with leasing versus purchasing MPS vessels. The following is an
excerpt from the Argent Group-report that provides background information on the initial
Request for Proposals to satisfy the MPS requirement:

The Department of the Navy, through the Naval Sea Systems Command,

issued in October 1981 a Request for Proposals (RFP) for TAKX

Maritime Propositioning Ships sufficient to provide lift capability for three

Marine Amphibious Brigades. The RFP contemplated a build or convert

and charter plan, whereby the contractor will arrange for the construction

of a new vessel, to meet the Navy requirements, and upon completion will

charter the vessel to the Navy. The charter will take the form of a long-

term time charter, extending (with option periods) for a total of 25 years,

during which the contractor will operate the vessel for the Navy, under the

direction of Military Sealift Command (Argent Group Ltd. Report, 1982,

p. 39).
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1. The Leveraged Lease

To understand the Navy decision to lease versus buy, it is important to understand
the mechanics of ship leasing. Typical commercial leveraged lease ship financing
involves three basic parties: the lessee, the lessor, and the lender. The lessee, or
charterer, is the user of the vessel. The lessor, frequently a bank or finance company, is
the passive owner of the vessel. The lessor typically invests 20-50% of the capital cost as
equity. The lender provides loans for the remaining 50-80% of the vessel cost (Argent
Group Ltd. Report, 1982, p. 42).

In the TAKX program, the Navy, as charterer, desired to obtain the services to be
performed by the vessel and to contract with a third party for its operation. The operator
became an intermediate lessee in the leveraged lease structure. The vessel is “bareboat”
chartered from the owner-lessor to the operator who in turn “time” charters the vessel to
the Navy. The rent payable by the Navy is divided into two components: capital hire,
which repays the equity and debt financing provided by the lessor and the lender, and
operating hire which compensates the operator for the services rendered (Argent Group
Ltd. Report, 1982, p. 42).

The lessor’s return on a leveraged lease investment is derived from a portion of
the rental payments and from the tax benefits available to the owner: depreciation,
investment credit, and investment deductions. A lessor can thus offer low-cost financing
by passing through the effect of most of these tax benefits, in the form of reduced rental
payments, to a lessee who might not (as the Navy is not) be in a position to take
advantage of the tax benefits (Argent Group Ltd. Report, 1982, p. 42).

2. Lease vs. Purchase, a Present Value Analysis

The analysis performed by the Argent Group examined the costs of leasing versus
purchasing the MPS vessels. Analysis was based on prices, structure of lease payments,
and tax effects base on inflows and outflows of tax revenue. To compare a lease versus
buy option, a present value analysis compared the stream of rental payments for 25 years
and the cost to purchase, with payment due on the delivery date. The present value
analysis discounted the rental payments back to a single value as of the delivery date. A
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discount rate of 10% was used during the present value analysis, a rate stipulated by the
Office of Management and Budget (OMB) (Argent Group Ltd. Report, 1982, p. 41).

The Argent Group Report concluded that with a 10% discount rate, the cost to the
Navy of leasing would be $140.56 million per vessel, compared to a purchase cost of
$184.01 million. The advantage increases as the discount rate increases, and declines at

lower discount rates.

Summary Present Value Cost Comparison

Present Value @10% ($ in
millions per vessel)

Purchase Cost -184.01

Navy Charter Cost -140.56

Navy Savings 43.45

TREASURY EFFECT

Outflows -131.37

Inflows 114.6

Net -16.77

Total Government Charter Cost -157.33

Total Government Savings 26.28

Table 2. Present Value Cost Comparison

Source: Argent Group Ltd. Report 1982.

To perform the analysis, the Argent Group compared all of the vessel proposals
and calculated the average capitalized cost of vessel purchase to be $184.01 million. This
average purchase price represents the capitalized costs from three offerors who the Navy
selected for award: General Dynamics Corp., Maersk Line, Ltd.,, and Waterman
Steamship Corporation. The charter costs represent capital hire rates based on current
market rates. The capital hire rates are a function of the lessor’s rate of return and the
interest rate on long-term debt. The net effect on the Treasury represents tax outflows
from tax incentives and inflows from tax revenues received. This analysis also relied on
several assumptions including a Long Term Debt rate of 13%, Federal Income Tax Rate
of 46%, Investment Tax Credit of 10%, and a zero residual value for each vessel at the
end of 25 years. The present value analysis is a means of adjusting the lease payments,
which occur over a period of time for the time value of money. The table above shows a
present value analysis at a 10% discount rate. The Argent Group also performed
additional analysis for discount rates ranging from 5% to 14%. Their analysis showed a
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breakeven point at a 7% discount rate. Any rate above that represented additional cost
savings to the government. The 1982 federal funds rate was 12.24% and the bank prime
rate was 14.85% (http://www.federalreserve.gov/releases/h15/data/a/fedfund.txt).

Present Value Cost

Comparison Breakeven

Discount Rate 5% 6% 7% 8% 10% 12% 14%

Purchase Cost -184.01  |-184.01 |-184.01 -184.01 184.01 |-184.01  |-184.01

Navy Charter Cost -225.44  1203.05 |-184.01 -167.32 114056 |120.12  |-104.23

Navy Savings -41.43 -43.45 0 16.69  143.45 63.89 79.78
Table 3. Analysis Performed at VVarying Discount Rates

Source: Argent Group Ltd. Report 1982.

The Argent Group and the Navy-in-depth financial analysis, coupled with the fact
that procurement funds were allocated for high priority combat ships lead to the decision
to lease MPS vessels rather than purchase. The Navy believed this course of action
would save the government money and support an ailing ship building industry.

Although leasing is not the typical method for acquiring vessels and despite the
fact that the Navy Industrial Fund (NIF) would have to absorb the rental payments, key
players in the Navy presented their case to The Readiness Subcommittee for final
approval.

C. LESGISLATIVE HEARINGS

During 1982, several congressional hearings were conducted to discuss the Navy
proposal to enter into long-term lease agreements as a funding strategy for MPS. It is
important to understand that the Navy lease proposal was a radical departure from the
normal procurement methods for major defense projects. Congressional approval was
necessary for the Navy to proceed because the lease strategy skirts the congressional
authorization/appropriation processes that exist for major procurement programs.
Therefore, this funding strategy received an enormous amount of scrutiny from many
members of Congress. Another crucial point of debate was that to fund the lease, the
Operations and Maintenance (O&M) account would absorb approximately $5.4 billion in
capital cost over 25 years. The Honorable Dan Daniel, Chairman of the Readiness
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Subcommittee, addressed both the advantages and concerns about the TAKX Pre-
positioning Ship Program in his opening statement during a hearing on September 17,
1982. Below is a portion of his statement:
I would like to make a few brief observations about the TAKX
charter and convert program. There is much to be said for it. According
to the Navy, this initiative will meet a well-documented operational
requirement to support three marine amphibious brigades in the Indian
Ocean for less cost and more quickly than a regular procedure.
Furthermore, the construction and conversion of these vessels in American
shipyards will give a badly needed shot in the arm for the ailing U.S. ship
building industry and declining merchant marine. Not only with this

translate into more jobs, but also the retention of skilled workers and
capabilities that are critical to the defense industrial base.

On the other hand, the committee has a number of concerns about
the Navy’s acquisition strategy. Foremost among them is the fact that the
Navy’s use of long-term leases effectively circumvents the congressional
authorization/appropriations process and impedes timely and effective
legislative review (Contract Award hearings, 1982, p. 1).

1. The Navy Testimony

Honorable George A. Sawyer, Assistant Secretary for Shipbuilding and Logistics,
Department of the Navy, and Mr. Everett Pyatt, one of Sawyer’s staff, and Mr. Robert H.
Conn, Comptroller of the Navy, all provided testimony and answered questions about the
specifics of the MPS vessel lease proposal.  Admiral Harold Shear, the Maritime
Administrator, also appeared before the Readiness Subcommittee in support of the
program. The Navy presented four key points to Congress in support of their decision to
lease. These points were:

o Acquiring strategic capability with mobile pre-positioning ships with

assist in dealing with emerging threats.

. Leasing is cost effective.

. The program provides enormous support to the ship building industry.

. Leasing allows the Navy to acquire the vessels without the upfront costs of
purchasing.
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In support of the decision to lease, Mr. Sawyer testified to the strategic importance of the
program and how it had been reviewed and endorsed by John Lehman, Secretary of the
Navy, as well as members of Congress and the White House. Below is an excerpt from

his testimony:

Moreover, the specific acquisition method, which we are presenting to you
today, has had careful and rigorous congressional review commencing in
March of this year when | gave my last presentation before this
committee. | believe it has had many hours of analysis and review by
members of your staff and other committee staffs as well as my staff
members, including a review by the investigation staff of the House
Appropriations Committee (Contract Award hearing, 1982, p. 7).

Mr. Sawyer also presented written endorsements from three important
congressional committees including the Committee on Appropriations from both the

House and Senate, and the Subcommittee on Defense, supporting the lease proposal.

To ensure members of the Subcommittee understood the specifics of the lease and
the types of vessels to be leased, Mr. Sawyer also presented important facts and
descriptions of the capabilities of the MPS vessels. Below is testimony from Mr. Sawyer

concerning the vessels capabilities:

As you may know and as | presented to you in March, Mr.
Chairman, the ships involved are large combination roll on/roll off self-
sustaining container and break-bulk ships. As such these represent
bottoms or tonnage which is somewhat different than what is available in
the current U.S. Flag merchant marine, in that they can handle a wide
variety of cargoes called spread loadings in terms of logistics and also
have extensive self-sustaining capabilities so they can basically handle and
load and unload in unimproved areas, including even in a roadstead itself.

Based on the proposals we have received, we have selected 13 ship
group offerings from three owner offer or groups. Five of these will be
conversions of essentially new tonnage with the older ship having been
delivered in 1979. Ten of the ships will be new builds.

Ten ships are powered by state-of-the-art, efficient diesel plants.
Conditional awards have been made, pending only congressional approval,
with the first six of these ships being firm, with options for the remaining
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seven. It is important to note that all ships will be U.S. flagged, U.S.
owned and operated, and manned by civilian crews (Contract Award
hearing, 1982, p. 8).

Mr. Sawyer also pointed to the fact that the lease option allowed the ships to be
available two years earlier than if purchased, and that the costs of the conversions and
construction would be borne by private capital.

Before answering numerous questions on the specifics of the lease, Mr. Sawyer
justified the utilization of commercial recourses to meet defense needs in the following

testimony:

You may recall also my remarks that for the first time since before
World War 11 the Navy has begun to acquire commercial type ships to
fulfill maritime contingency requirements. It is a situation to be deplored,
but we have concluded that the best way which the Navy should proceed
is to maximally utilize the assets, resources and capabilities of our U.S.
maritime sector.

The present TAKX program which we present to you is a partial
solution to our basic logistics problems, but is totally consistent with the
precept of utilizing commercial resources and current defense readiness
objectives. It is ready for immediate initiation, subject to the concurrence
of this committee (Contract Award hearing, 1982, p. 10).

In support of the Navy testimony, Admiral Harold Shear also testified before the
subcommittee. Admiral Shear was the Maritime Administrator for the Department of the
Navy. As the U.S. Maritime Administrator, Admiral Shear recognized the importance of
the lease proposal to the U.S. Merchant Marine and shipbuilding industries. Obviously,
this would translate into the creation of jobs in Congressional districts and was a key
point in the importance of approving the proposal. An excerpt from Admiral Shear’s

testimony communicated the importance of the lease for the maritime industry:

The merchant marine is not in good condition today in any sense, and that
includes the shipbuilding industry itself. On the commercial side, there is
very little prospect for significant work in U.S. shipyards in the near
future. The TAKX program provides significant amounts of work to a
number of our most important shipyards that are critical to our
shipbuilding base and mobilization base at a time when that is vitally
needed, and several of these yards are in rock bottom condition. So it’s a
very healthy program from the aspect of critically needed work to our
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important yards at a vital time. In addition to that, from a purely
commercial side, this program is going to be, as Secretary Sawyer has
noted, ships which are manned by civilian union crews, and this is going
to be a significant impact with regard to expanding our seafaring
personnel at a time when they are also friendly. So from a shipbuilding
point of view, from an operating point of view, from a union labor point of
view, this program is solid across the board, and it has my wholehearted
support, and the Department of Transportation’s wholehearted support
(Contract Award hearing, 1982, p. 12).

2. Congressional Concerns on Leasing

Members of the Readiness Subcommittee and professional staff members had
several concerns regarding the Navy decision to lease MPS vessels. Concerns included
assumptions and financial variables such as capital hire costs, interest rates, and long-
term debt rates used to calculate the lease versus purchase analysis. Also, members were
very concerned about the financial impact of leasing on the O&M account. O&M funds
support a range of requirements, including maintenance of equipment and infrastructure;
operations of military forces, excluding military pay; flying hours; and base operations

(http://www.dod.mil/comptroller/icenter/budget/budgtitles.htm). O&M funding is one-

year money that must be executed accordingly. The proposal of leasing prepositioned
ships would now become a line item in the Navy O&M budget. Mr. Aspin,
Representative from Wisconsin, and a Chairman of the House Armed Services
Committee had the following statements and questions regarding the impact on the O&M

account:

The other issue | would like to explore a little bit is the issue of
O&M funding and what putting leasing into the O&M account does. The
chairman said it very well in his opening statement. | was just reading
through it, about the concern that people have about the large percentage
of O&M funding that now is fixed funding and this adds yet another
element to that for a nice long period of time.

O&M is one that always gets cut. | am not a member of this
subcommittee but | know they have done a lot work in this area and found
a lot of problems. In the normal budget cycle at the end of the year that is
what gets cut because you are looking for outlays and the easiest things to
do not to have a constituency.
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How can we be sure that if we are going into these kinds of things
that we are not going to be cutting O&M funds, we are not going to hurt
readiness? (Contract Award hearing, 1982, p. 20).

Mr. Sawyer and Mr. Pyatt addressed Congressman Aspin’s concerns by pointing
out the fact that leasing represented 1.3% of the Navy’s O&M account. Mr. Sawyer also
pointed to the fact that “it (O&M) shows a continual constant dollar increase over the
fiscal year DP up from 1983 through 1988 (Contract Award hearing, 1982, p. 21).

Mr. Sawyer presented the following O&M cost projection:

TAKX 13-Ship Cost
Projection
($ Millions) FY-84 FY-85 FY-86 FY-87 FY-88
Capital Hire 1.6 93.3 192.3 201.2 201.2
Operating Hire 1 63.4 137.3 144.1 144.1
Fuel 0.3 16 34.8 38.5 40.8
Maintenance and Repair 0.1 7.8 27.3 18.5 31.2
Contingency 0.04 2.8 6.2 6.8 7.1
Sub Total 3.04 183.3 397.9 409.1 424.4
MSC Overhead 0.08 4.6 9.9 10.2 10.6
Totals 3.12 187.9 407.8 419.3 435
Table 4. Ship Cost Projection FY 84-88

Source: Contract Award Hearing, 1982

Assumptions: FY84 — 3 ships (1 in Aug 84, 2 in Sep 84)
Capital/Operating costs are average 5-year costs
All costs are then year dollars
FY 85 — 11 ships (72 ship months)
FY 86 — 13 ships (149 ship months)
FY 87 & out — 13 ships, full year

Mr. Conn, the Navy Comptroller, explained how the Navy Industrial Fund would
provide funding for the lease payments in the following excerpt from his testimony:

Mr. Aspin, basically the industrial fund is a management-type fund which
we call a working capital fund, if you will, where revenues from the
industrial operations go into this fund and bills and expenditures are paid
out of the fund. In these operations, such as shipyards, naval aircraft
repair facilities, ordnance plants, and the operations of MSC, there is a
time lag between when the expenditure is incurred and the reimbursement
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is actually received, so you have the industrial fund to act as the working
capital to carry you through that period of time (Contract Award hearing,
1982, p. 25).

The following exchange by Mr. Schaffer and Mr. Conn explained how the NIF is
reimbursed:

Mr. Schaffer. “Where are the revenues coming from to reimburse the
industrial fund for the lease payments?”

Mr. Conn. “Those would come from the people who are going to order the
ship operations from MSC. In this case, it would be the fleets” (Contract
Award hearing, 1982, p. 26-27).

After all testimony was heard, final concerns were expressed about how leasing
circumvents congressional control. Mr. Dan Daniel stated that, “...the requirement for the
program is valid and the committee interposes no objection to the Navy’s entering into
contracts” for the TAKX program.

D. REFLECTIONS ON THE DECISION TO LEASE

During the early 1980s, limited guidelines existed for conducting lease versus
purchase analyses. The financial assumptions made by the Argent Group and the Navy
complied with all applicable federal regulations at the time. In 1999, the General
Accounting Office (GAO) reviewed Navy decisions to lease MPS and presented their
findings to the Subcommittee on Seapower, Committee on Armed Services, U.S. Senate.
The report expressed concerns regarding budget authority needed to make long-term
funding commitments and congressional concern about whether the NIF could adequately
cover the total obligations that would accrue form these leases (GAO, April 1999, p.1).
The GAO also raised concerns about the cost effectiveness of leasing. The report states:

When leasing decisions were made, there were limited
standardized government wide guidelines for conducting lease versus
purchase analyses. As a result, the studies used different assumptions and

methodologies in analyzing the alternatives and drew different
conclusions.

The differences between the studies’ conclusions are a result of
different methodologies an assumptions regarding (1) tax revenues, (2)
residual values, and (3) discount rates (GAO, April 1999, p. 2).
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Specifically the report points to how tax revenues were accounted for in both studies.

The Navy reduced the total cost to the government of the lease by the
taxes that would be paid on interest income received by the lenders that
financed a portion of the ships acquisition. The committee’s staff’s
methodology did not include these taxes as a source of government
revenue (GAO, April 1999, p. 6).

The methodology used by the Navy in 1982 was acceptable under the then-
existing guidelines regarding accounting for tax revenues. Another concern was the
discount rate used by the Navy, which was the prescribed Office of Management and
Budget discount rate, 10%. Subsequently, the GAO report believed that rate to be
unrealistic. However, the Navy followed the correct procedures by using the OMB rate.
The GAO stated that, “In our analysis, we used a discount rate based on the average yield
on marketable Treasury obligation, which we believed was a better reflection of the
governments true cost of borrowing funds” (April 1999, p. 7).

The report points to several changes that had happened since the 1982 decision to
lease MPS vessels which made it more difficult to enter into long term lease
arrangements. The Balanced Budget and Emergency Deficit Control Act of 1985, as
amended by the Budget Enforcement Act of 1990 and the Omnibus Budget
Reconciliation Act of 1993, established limits on federal government spending by
creating spending caps on discretionary spending. Budget scorekeeping guidelines were
established for lease-purchases, capital leases, and operating leases. According to the
GAO report, “The current scorekeeping rules would require that the Navy request up-
front budget authority for the estimated new present value of the government’s total
estimated legal obligations over the life of the contract” (April 1999, p. 8).

The report acknowledged the important fact that the decision to lease was not
only based on costs. The decision also met the MPS vessel requirement without a large
up front obligation and supported the declining maritime industry at the time. Financial
decisions made over 20 years ago may be debated endlessly. However, the strategic
decision to acquire MPS ships has since proven its value to the nation during times of
conflict.
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IV. THE STRATEGIC ENVIRONMENT AND INTERESTS OF
THE MAJOR STAKEHOLDERS

A. INTRODUCTION

To understand why the U.S. Congress, the Office of Management and Budget
(OMB), the Department of Defense, the Department of the Navy, and the Maritime
Industry supported appropriating funds for leasing of MPS ships, it is critical to
understand the strategic environment and the vital interests of each of the stakeholders.

Elements of the strategic environment along with stakeholder interests provided
the opportunity for the Navy to propose and eventually gain approval for the leasing
option. Using the Robert’s Strategic Environment Map model, this chapter will examine
four strategic environmental factors: International Context, Cultural, Economic, and
Political as well as actions by the major stakeholders involved in the decision to lease
MPS, and the Navy strategy for gaining their support and approval (Roberts, 2003)
B. THE STRATEGIC ENVIRONMENT

Elements within the strategic environment, along with the national security
setting, required changes in national defense structure as well as increased strategic
mobility for U.S. forces. Examining the International Context will provide insight into
the threats present in the early 1980s. In the wake of the fall of the Shah of Iran and the
Soviet Invasion of Afghanistan, in January 1980, President Jimmy Carter proclaimed that
any attempt by outside force to gain control of the region would be regarded as an assault
on U.S. vital interests. To enforce the Carter Doctrine, he established the Rapid
Deployment Joint Task Force (RDJTF) on March 1, 1980
(http://www.globalsecurity.org/military/systems/ship/sealift.ntm). World threats led the

President to demand a program that would cut transit time to the Persian Gulf for major
power projection forces. The Near Term Prepositioning Force (NTPF) was established to
increase inter-theater mobility to U.S. Central Command (USCENTCOM), the major
command with responsibility for rapid deployment to Southwest Asia

(http://www.globalsecurity.org/military/systems/ship/sealift.ntm).

The NTPF created the operational requirement for MPS, which would support

forward deployment of three marine amphibious brigades in the Indian Ocean.
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Cultural factors were also present which facilitated the lease option. Secretary of the
Navy, John Lehman, prioritized the procurement of combat ships in pursuit of the 600-
ship Navy requirement to fight the Cold War and emerging threats. The Secretary also
realized the strategic importance of prepositioning and acquisition of RO/RO ships. To
pursue both goals with limited procurement dollars, the Navy proposed the lease option,
which eliminated the large upfront outlay of procurement dollars that could be used to
fund the higher priority combat ships.

Changes in Political factors were also important in acquiring MPS ships. The
changing political landscape of the early 1980s led to a new focus on defense spending.
When Ronald Reagan was elected President, he changed the strategic approach when
dealing with the Soviet Union. He encouraged moving against détente and beyond
containment, substituting the objective of encouraging “long-term political and military
changes within the Soviet empire that will facilitate a more secure and peaceful world
order,” according to an early 1981 Pentagon defense guide (Schweizer, 1986, p. 6). The
new aggressive policy placed the U.S. on the offensive in regards to dealing with Soviets.

The instrument for putting pressure on the Soviet Union was Reagan’s massive
defense build-up, which raised defense spending from $134 billion in 1980 to $304
billion in 1989 (http://www.cbo.gov/showdoc.cfm?index=4035&sequence=0). The

defense build-up created jobs for the ailing defense industry, and therefore, Congress
supported many of the defense programs proposed by the Reagan administration.

The Economic factors of the troubled Maritime Industry also played an important
role in the approval of the lease. Edwin M Hood, President of the Shipbuilders Council
of America, provided the following testimony presented to Congress in 1982:

... Most important, TAKX represents a vital contribution to salvaging a
ravaged portion of the nation’s shipbuilding industrial base. With
commercial shipbuilding orders migrating overseas, the TAKX ship
programs remain the only viable near term option for those yards
specializing in commercial work (Contract Award hearing, 1982, p. 4)

Additionally, The Economic Recovery Tax Act of 1981 contributed to the growth of
leasing in the public and private sectors. Firms were taxed on their corporate profits net

of the depreciation charges on their assets. Under the 1981 tax law, firms were able to

32



reduce their corporate tax liabilities by investing in assets and then taking both
investment tax credit and accelerated depreciation charges. In the MPS example, the ship
owners then leased the assets to government agencies (i.e., the Navy) that normally could
not take advantage of the favorable tax treatment
(http://www.cbo.gov/showdoc.cfm?index=4035&sequence=0).
C. THE INTEREST OF THE MAJOR STAKEHOLDERS

The Department of the Navy success in gaining support for leasing MPS ships can

be understood by examining the Navy relationship with the key stakeholders, namely, the
Secretary of Defense, OMB, the Maritime Industry, and Congress. With the backing of
the Secretary of Defense and the Reagan Administration, the Navy gained support from
both the Maritime Industry and Congress by reconciling competing stakeholders’ needs,
addressing all concerns, and proving the leasing option was the best course of action to
acquire MPS ships. The Navy used a range of tactics to gain support for their lease
proposal, primarily coalition building and persuasion (Roberts & King, 1989). It is
important to note however, that the GAO voiced opposition to the lease in 1983, after
Congressional approval in 1982.

1. Office of the Secretary of Defense

In 1981, the primary concern of the Reagan Administration and the Secretary of
Defense, Casper Weinberger, was to safeguard U.S. interests in Southwest Asia and deter
Soviet aggression in that region (CBO Study, 1983, p. xiv). The RDJTF, created at the
end of the Carter Administration, was the primary force that would initially be deployed
to the Southwest Asia region in the event of Soviet aggression. Discussions between
Congress and the Reagan administration centered on the size, mobility and the budget
authority necessary to finance the RDJTF requirement. The Secretary of Defense
recommendation on the size of the RDJTF was 440,000 troops, double the initial plan of
220,000 troops. The 440,000 RDJTF required mobility for 737,000 tons of unit
equipment to be delivered in 30 days (CBO study, 1983, p. 29). Prepositioning of Army
and Marine Corps forces was a primary strategy to meet deployment timelines. The
requirement for the Marine Corps was to preposition three amphibious brigades. The

MPS lease program supported this concept. To meet the 30 day deployment timeline, the
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Secretary of Defense pushed for mobility improvements in airlift and sealift. In support
of this, the Secretary of the Navy proposed MPS leasing to speed the availability of the
vessels.

2. The Office of Management and Budget (OMB)

OMB's predominant mission is to assist the President in overseeing the
preparation of the federal budget and to supervise its administration in Executive Branch
agencies. In helping to formulate the President's spending plans, OMB evaluates the
effectiveness of agency programs, policies, and procedures, assesses competing funding
demands among agencies, and sets funding priorities. In addition, OMB oversees and
coordinates the Administration's procurement, financial management, information, and

regulatory policies (http://www.whitehouse.gov/omb/organization/role.html). The OMB

did not oppose the MPS lease arrangement. Tax benefits were in place at the time to
benefit private investors, and based on the OMB discount rate, the leasing arrangement
appeared to be the less expensive option. OMB did not oppose the lease because it
allowed the Administration to meet its priorities of purchasing combat ships and also
fund the MPS requirement. However, the growth of government leasing in 1980s forced
OMB and Congress to enact the Budget Enforcement Act (BEA) (1990) to more
accurately score leasing arrangements. The BEA scoring rule requires agencies to include
Budget Authority for the full cost of lease-purchases and other capital leases up-front in
the budget in the first year of the transaction

3. The Navy Strategy

Coalition building was one strategy used by the Navy to gain support for the MPS
lease program. As discussed in Chapter 11, the Navy engaged the Argent Group Ltd. to
assist the Navy in examining proposals for the lease or purchase of ships for
prepositioning. The Argent Group’s in-depth analysis provided the Navy with financial
facts to support the claim that financing the ships by long-term charter was less costly
than purchasing. Armed with financial analysis, The Navy set out to gain, and received
support from, key Congressional members. The Navy received letters of endorsement
from: Ted Stevens, Chairman Senate Subcommittee on Defense; Joseph P. Addabbo,

Chairman Defense Subcommittee, Senate Committee on Appropriations; and John
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Tower, House Committee on Appropriations. The Navy also had the support of the
Shipbuilders Council of America. Mr. Edwin Hood, President of the Shipbuilders
Council of America, drafted a letter to Melvin Price, Chairman of the House Committee
on Armed Services, endorsing the Navy strategy of leasing prepositioning vessels.
Below is an excerpt from this letter:

...Our membership, composed of major shipyards and ship

component manufacturers in all sections of the country, strongly endorses
these requests and most respectfully urges your favorable consideration.

Our endorsement and appeal is based on the realities of today’s
circumstances: the ships are urgently needed for Military Sealift
Command missions, and a significant segment of the U.S. shipbuilding
industry urgently needs work (Contract Award hearing, 1982, p. 32).

Persuasion was another tactic employed by the Navy to gain approval for the
lease option. With support of key Congressmen and the Shipbuilders Council, the Navy
testified in front of the House Committee on Armed Services, Readiness Subcommittee.
The purpose of the testimony was to persuade the Committee that the lease option was
the right acquisition strategy and to quell Congressional concerns about the cost
effectiveness, impact on the O&M account, and Congressional review of lease
procedures. On August 17, 1982, the Navy informed Congress of its intention to award
contracts to General Dynamics Corp., Maersk Lines Ltd., and Waterman Steamship
Corp., which translated into jobs at the following shipyards: Bethlehem Steel, Beaumont,
TX; Bethlehem Steel, Sparrows Point, MD; and National Steel & Shipbuilding Co., San
Diego, CA. The Navy progress with the lease proposal concerned members of Congress
who felt the lease circumvented the congressional authorization/appropriation process.
Testimony provided by George Sawyer, Assistant Secretary of the Navy for Shipbuilding
and Logistics, and Principle Deputy, Everett Pyatt, persuaded the Readiness
Subcommittee that the lease was not only cost effective but the right approach given the
condition of the Maritime Industry and the requirement to acquire the MPS capability as

soon as possible.
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4. The Maritime Industry

Much has already been said about the poor state of the U.S. shipbuilding industry
and declining merchant marine. However, to understand their relevance as a stakeholder,
it is vital to understand the Maritime Industry’s issues, concerns, and stakes. Issues
include the economics of the industry, the relationship to national security, and the
influence with Congress. Economics of the industry was the most important issue for the
Maritime Industry. Disapproval by Congress of the Navy lease program would put
several thousand shipbuilding and merchant marine jobs at stake. Therefore, it was
imperative for the industry to form a coalition with the Navy to pressure Congress to
support the program. The Shipbuilders Council of America expressed the following in a
letter to the Chairman of the House Committee on Armed Services:

...Presently our naval shipbuilding workload is seriously diminishing as

verified by recent Navy Department testimony before your Committee,

and since 1979, employment rolls in this sector of our industry have been

dropping at the disturbing rate of some 6,000 workers per year. These are,

for the most part, skilled craftsmen who cannot be economically retained

on the basis of projected future employment which may or may not

materialize. These are journeymen who once lost to the shipyards can

only be replaced at a cost of about $25,000 each in terms firstly of

severance and unemployment benefits followed by costly recruitment and

training of substitutes when work volume is resumed (Contract Award
hearing, 1982, p. 32).

The shipbuilding industry is also vital to national security. A long-standing goal
of the Maritime Administration has always been sufficient intermodal shipping capacity
for use by the Department of Defense in time of national emergency. The Shipbuilding
Council felt it was important to remind Congress of this maritime goal in the following
excerpt from the same letter:

By every indicator, the infrastructure of the shipbuilding base which has

long been considered essential for mobilization purposes in the event of a

national emergency is not being preserved, and positive action is

imperative to reverse this disintegration of a necessary resource (Contract
Award hearing, 1982, p. 33).
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The reality was that the Navy MPS program would provide approximately 6,000
jobs in the shipbuilding, ship materials, and merchant marines. Also, the seafaring
unions supported the program because it increased jobs that had been steadily declining.

5. Congress

The federal government has long relied on leases as one way to obtain the use of
buildings, equipment, and other forms of capital

(http://www.cbo.gov/showdoc.cfm?index=4035&sequence=0). George  Sawyer,

Assistant secretary of the Navy for Shipbuilding and Logistics points to how leasing is
quite common in government in testimony provided to the Readiness Subcommittee:
...The final point | want to make is that in terms of our ship operations
and certain other areas, such as computers, buildings, even aircraft,
chartering or leasing is not uncommon. It is a rather established practice
in fact in the defense establishment. For example, in the case of MSC
alone in terms of ship charters, build and charter programs or long term

charter of 5-year intervals, there are numerous precedents dating back to
the early 1960s (Contract Award hearing, 1982, p. 20).

With the lease option, the Navy presented an attractive, viable, cost effective
method for acquiring prepositioning ships. The structure of the lease was particularly
attractive because 70% of the debt was financed through the Federal Financing Bank
(FFB), a wholly owned corporation of the U.S. that was created to make low-cost loans to
federal agencies as well as non-federal borrowers whose loans were guaranteed against
default. The Navy charter agreement was considered to be equivalent to guaranteeing the
loan (http://www.cbo.gov/showdoc.cfm?index=4035&sequence=0). The FFB provided

lower cost financing than a private sector bank could. However, Congressional leaders
were concerned about the fact that the lease circumvented the normal Congressional
authorization/appropriation process. The authorization/appropriation process is what
provides Congress with much of its power. Dan Daniel, Chairman Readiness
Subcommittee, House Committee on Armed Services, voiced this concern about long-
term leasing it his opening statement of testimony on the prepositioning ships program:
Obviously, existing legislative procedures are not adequate for effective

review of any future long-term leasing programs and new statutory
mechanisms will have to be enacted to insure congressional involvement
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prior to the release for proposal. Drafting and enacting such a legislative
proposal will be a priority matter for this subcommittee in the next session
of Congress (Contract Award hearing, 1982, p. 1).

Additionally, Congress was concerned about paying for the lease out of the O&M
account. In testimony, senior Navy officials George Sawyer, and Everett Pyatt
addressed Congressional concerns. The financial analysis, testimony, and the coalition
formed by the Navy consisting of the Secretary of Defense, White House officials, the
Shipbuilding Council of America, and several Congressional supporters were persuasive
enough the gain final approval for the lease. Ultimately, the decision came down to
weighing national security requirements and industrial based concerns against the
Congressional concern over leasing and legislative review. The Navy presented a
persuasive argument that the MPS lease represented a critical capability that was required
to transform our national defense. Congress could not ignore the fact that the lease would
bring jobs to Representatives’ districts, and it would breathe life into the suffering
shipbuilding industry.

6. Government Accounting Office (GAO) and the Congressional Budget
Office

In 1982, budget authority and outlays for lease-purchase were recorded
incrementally according to the terms of the lease and limited guidance was in place for
performing detailed lease versus purchase analysis. Because lease payments could be
spread over the useful life of the asset, leasing became an attractive option for costly
capital assets. The testimony and cost analysis presented by the Navy in support of the
lease quelled concerns from CBO and Congress. However, the GAO voiced their
concerns after Congressional approval. The GAO contends that the lease was more
costly than purchasing the vessels. As discussed in Chapter I11, the difference between
the Navy analysis and the GAO analysis centers on the discount rate used and residual
values of the assets. As early as 1984, Congress, the GAO, and CBO implemented
controls on leasing; however, the MPS lease was specifically exempted. Below is an

excerpt from the 1984 Defense Authorization Act:
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strategic mobility improvements.

Prohibits the Secretary of a military department from contracting
for the lease of an aircraft or naval vessel if the contract is for a long term
or the termination liability of the United States is large. Requires any
requests for such a leasing to be submitted to Congress by the Secretary of
Defense and accompanied by an analysis of cost, including tax
consequences, of leasing rather than direct procurement.

Requires the Director of the Office of Management and Budget
(OMB) and the Secretary of the Treasury to evaluate such analysis within
30 days and report to Congress within 45 days of such analysis being
submitted to Congress.

Directs the Director of OMB and 