PAGE  
8

[image: image1.png]F%
TAXPAYERS FOR §

COMMON $ENSE





Statement of Steve Ellis

Vice President of Programs

Taxpayers for Common Sense

at

Senate Committee on Commerce, Science and Transportation Hearing

on

Proposed Lease of 100 Boeing 767 Aircraft for Use by the U.S. Air Force

Good afternoon.  I’m Steve Ellis, Vice President of Programs at Taxpayers for Common Sense, a national non-profit budget watchdog.  My organization has closely analyzed the proposed lease of Boeing 767s to be converted into tanker aircraft since we first heard of it shortly after the tragic events of September 11, 2001.

Before entering the heart of the discussion: when do we need replace the KC-135 tanker fleet, with what, and the proper way to accomplish it, I have to state that even we were shocked and disturbed by the recent revelations of the backroom deals that got this lease deal inked.
 This turn of events confirms many American’s belief that the fix was in and the government cares more about a company with deep pockets than the average taxpayer.  How deep?  A Defense Week article published yesterday documented that Boeing executives contributed $22,000 to Senator Stevens 2002 re-election campaign at about the same time the Defense Appropriations bill – which gave birth to this lease deal - was being considered.


Taxpayers for Common Sense has been disturbed by the U.S. Air Force’s exceptionally close relationship with the Boeing Corporation throughout the negotiations on this lease. As you read the recent stories detailing the efforts to seal this $30 billion deal, it becomes increasingly hard to figure out where the blue Air Force uniform ends and the pin stripe of Boeing executives begins.  In effect, the Air Force officials became the silent business partners of Boeing. Taxpayers for Common Sense wants the deal and the actions of Air Force and Boeing personnel fully investigated: the back scratching, the apparent sharing of proprietary information, the attacks on dedicated civil servants must be uncovered.  These revelations are a clarion call for fundamental procurement reform.

Before you pass this off as just more Pentagon waste, remember the lease deal has a significant negative impact on servicemen and women – on the warfighter.  The Air Force’s procurement greed to keep all their other acquisitions intact is part of the rationale for leasing, instead of buying, the proposed KC-767. To protect other bloated acquisitions like the habitually over budget F/A-22 Raptor, the Air Force is raiding the Operations and Maintenance coffers.  How many billion of dollars in training and maintenance will we have to forgo to make these lease payments?

The cost accounting gimmicks the Air Force is employing to hide the real costs of the lease are a sad microcosm of the issues we are facing budget wide.  We are staring a $480 billion deficit in the face, the largest ever in relative terms and more than 4% of Gross Domestic Product, approaching the mid-1980s highs.
  We have backloaded costs into out budget years and are potentially facing the prospect of servicing a $9.1 trillion debt in 2013, right when we are making the first decisions about buying the KC-767s coming off lease.

In light of all the recent questions that have been raised, I urge you all to urge your colleagues on the Senate Armed Services Committee not to approve this deal.  Chairman McCain, Senators Ensign and Nelson, you all serve on the Armed Services Committee.  The terms and conditions of the lease are still not finalized, and you are being asked to vote on it.  The warfighter is counting on you to stop the juggernaut pushing this deal until we get answers to critical questions about our tanker fleet.

The questions that should be answered are: What do we need, what options exist to fill that need, and what is the best, most cost-effective way to pursue that.

What Do We Need?

Taxpayers for Common Sense, along with others, believe the Air Force’s earlier assessments which concluded that replacement of our KC-135 fleet
 is not an emergency.
 Instead, Department of Defense should develop exactly what our predicted in flight refueling needs will be in the next half century and how best to meet them. 

The tragic events of September 11, 2001 were the driver for this lease deal.  Whether you believe the deal is a bailout for Boeing or that the increased operations tempo of the war on terror, Afghanistan, and Iraq accelerated the deterioration of the KC-135s, the starting point for the deal remains the same.

In February 2001, the Air Force conducted an extensive Economic Service Life Study (ECLS) of the KC-135s that found “the fleet structurally viable until 2040.” Additionally, the study found that aircraft availability would increase in the short run and then steadily and slowly decline until 2040.  Finally, the study predicted that real cost growth would be 1% per year.

Subsequent to the decision to pursue a lease, the Air Force began to claim increased maintenance concerns, a reduced mission capability rate (MCR) and conducted a May 2003 business cost analysis, which found costs increasing at a higher rate.

Air Force maintenance concerns with the KC-135E have changed over time.  First they were too old, but more recently officials have focused on the tanker fleet being unsafe because of corrosion.  However, there is only anecdotal information and the full impact of corrosion cannot currently be quantified due to the limited amount of reliable data.  Regardless, corrosion is a relatively predictable and manageable problem that affects "all military assets, including approximately 350,000 ground and tactical vehicles, 15,000 aircraft and helicopters, 1,000 strategic missiles, and 300 ships."  DOD-wide, aging systems have maintenance and corrosion issues, but services like the Navy which solely operates in a highly corrosive salt water environment have implemented effective corrosion control technologies and we urge the Air Force to follow suit.
  Additionally, the Air Force has improved depot maintenance for the KC-135s in recent years.

The mission capability rate is easily skewed by the time period selected for review.  But two recent events are telling. A January 2003 Air Force Study found the MCR for the KC-135E & R at 85%, the Air Force goal for tanker aircraft.  More interestingly, the KC-135’s had an 86% MCR during Operation Iraqi Freedom, a rate that exceeded virtually all of the Air Force’s aircraft: fighters, bombers and KC-10 tankers.
  

Even if you don’t believe the KC-135 tanker fleet needs to be replaced immediately, the issue has to be addressed.  The first step in this process is to evaluate the Air Force’s predicted tanker or aerial refueling need for the next 30-50 years.  We are clearly in a different climate than when the KC-135s first came on line: different aircraft, including smaller, significantly more fuel-efficient unmanned aerial vehicles (UAVs); much more accurate and capable weapons that can decrease the number of combat sorties required for mission success; even the availability of leasing tanker service from private contractors in some situations.

To identify the true refueling need, the Air Force is supposed to develop an Operational Requirements Document (ORD). However, it appears the Air Force worked the equation backwards and developed requirements that would point to the KC-767. In fact, the Air Force was rebuked by a Pentagon panel stating the ORD “should not be written for a specific aircraft.”

The Air Force has been keen to point out how the KC-767 would outperform the KC-135.  That comparison misses two key points.  Possibly the most critical element of a tanker, refueling capacity, is virtually identical for the two aircraft.  And more importantly, the comparison is a red herring, who cares if the KC-767 outshines the KC-135, does it meet our needs better than other alternatives?

What are the Options?

The Analysis of Alternatives is a critical decision-making tool for guiding any major systems procurement. In the 2001 Tanker Requirement Study for FY05, the Air Force wrote “The need to address KC-135 replacement mandates an air-refueling analysis of alternatives.”

But after the opportunity to lease 767s as tankers presented itself - actually was authorized by Congress - interest in analyzing alternatives waned.  Now the Air Force doesn’t plan to complete the analysis until after the lease, when only a relatively small final payment to purchase the KC-767s remains, essentially launching the new recapitalization effort of our tanker fleet without any real, objective analysis of our needs or options.

In fact, the Air Force wasn’t really sure why they wanted to quickly lease these planes.  According to recent press reports of internal Boeing emails, Dr. Marvin Sambur, Assistant Secretary of the Air Force (Acquisition) “ is desperately looking for the rationale why the USAF should pursue the 767 tanker NOW,” and that “Sambur is looking for the compelling reason the administration should do this now rather than push off to a future administration.”

As Representative Roscoe Bartlett (R-MD), chair of the Projection Forces Subcommittee of the House Armed Services Committee pointed out at a recent hearing on replacing the KC-135s and the lease deal, “… here we are, about to commit $16 billion of our children’s money – by the way, we don’t have any money; we’re borrowing it from our kids and our grandkids -- so, we’re about to commit $16 billion of their money, and we have not completed the … analysis of alternatives.  Wouldn’t you be a little more sanguine about spending your children and grandchildren’s money if we had the advantage of these studies?”

I can’t say what all the alternatives to meeting our aerial refueling needs are … and neither can anyone else in this room.  We have been presented with an analysis of forgone conclusions.  Recent press reports have indicated that this deal won’t stop at 100 aircraft, we’re on the hook for at lease 200, maybe more.

What is the Best, Most Cost-Effective Way?

We don’t know all the possible aerial refueling alternatives, but we do know a few of them.  One is to re-engine some or all of the KC-135Es into “R”s.  The KC-135Rs, which are modified and re-engined, are more capable and should provide additional breathing room as we pursue a fleet replacement.  Perhaps even more fruitful would be to obtain used DC-10s and convert them into KC-10s, which are more capable than either the KC-135R or the proposed KC-767. Finally, there are the more discussed options of leasing KC-767s under the terms of the nearly finalized deal, or buying them outright.

Simply put, leasing to buy is always more expensive than an outright purchase.  In certain settings, leasing makes sense – but it is an expensive, inefficient, and inappropriate route for major weapons procurement. For instance, leasing a car makes sense if you regularly buy new cars every few years. It doesn’t make sense if you keep your car for ten years.  Leasing can also make sense if you want to keep more cash on hand for operating needs, but you pay a premium for that.  The proposed lease doesn’t fit in either of these categories.  The Air Force is going to buy and keep the tanker for decades, and the lease is not to keep more cash on hand for operations, it is to extend the Air Force acquisition dollars further, to buy more, with a balloon payment at the end.

The Congressional Budget Office, Office and Management and Budget, and General Accounting Office have all raised significant concerns about the lease. According to their analysis, the Air Force has broken current federal budgetary and lease rules, the lease terms are fiscal irresponsible and this deal sets a terrible financial precedent for new weapons system procurement. According to the Congressional Research Service, the taxpayer is paying a 19%-27% premium to lease; those additional dollars could buy as many as 35 more tankers.
 Industry experts also agree. "It's certainly not the most cost-effective way to do it," concluded Michael Allen who is the Chief Operating Officer of Back Aviation Solutions, a consulting firm.
  

Some of these machinations can be explained by the Air Force’s efforts to have the deal count as an operating lease, not a capital lease.  One of the main interests of the Air Force is to hide the overall acquisition costs so as to avoid tightening scrutiny over procurement.  Under an operating lease, obligations and outlays are recorded on a year-by-year basis instead of when the borrowing, purchase and interest payments are actually made. According to the Congressional Budget Office, the deal fails four of the six tests for an operating lease, and only meets the letter, not the spirit, of the fifth.

To be treated as an operating lease, the asset:

· Must be general purpose, not built to unique government specifications – although it is based on a commercial airframe, a tanker is not general purpose.

· There must be a private-sector market for the asset – there have been a few purchasers of KC-767 aircraft, but the sales have only totaled 8 aircraft, and a market for 100 simply doesn’t exist.

· The present value of the lease payments cannot exceed 90 percent of the asset’s fair market value at the start of the lease – the lease payments total 93% of the outright purchase cost as determined by Boeing.

· The lease cannot contain a bargain-price purchase option – the aircraft will have 80% of it’s useful service life remaining after the six year lease, but will cost only 28% of the purchase price of a new KC-767.

· Ownership of the asset must remain with the lessor – technically, the aircraft are under control of the special purpose entity (SPE) created to facilitate this deal, however the government maintains significant control over the entity.

· The lease term cannot exceed 75 percent of the asset’s useful life – the lease would meet this criteria, using only approximately 20% of the aircraft service life.

Boeing and the Air Force have consistently downplayed and lowballed the cost of the K-767 program to taxpayers. At the May 2003 press conference announcing the tanker deal, then-Under Secretary of Defense for Acquisition Pete Aldridge answered “yes” when asked if $5.7 billion in training and maintenance costs were included in the $16 billion lease figure. In fact, the opposite is true.
 

In analyzing the cost of outright purchase, the Air Force created a “straw man” plan that ignored the potential of a multi-year purchase, overstated inflation costs in progress payments, used an improper – too long – discount rate, and devised a progress payment schedule that was inherently more expensive.
 The Air Force’s “straw man” plan resulted in purchase cost-savings of only $150 million. This lowball figure was prominently described in the body of the document, the fact that a multi-year procurement would yield a $1.9 billion savings over leasing was buried in a foot note.
 

The Air Force still maintains that purchasing would only represent a $150 million savings over leasing, but independent studies found the actual savings would be between approximately $1.3 billion and $2.5 billion.
  Adding those savings to the cost of purchasing the aircraft at the end of the lease and you arrive at between $5.7 billion and $6.9 billion saved by an outright purchase of the KC-767 over a lease to buy.

For instance, according to the Congressional Research Service, “Instead of negotiating the lease price to reflect the usage – either the length of time or the amount of hours flown – the Air Force negotiated the price to minimize the financing costs and to make it easier for the Air Force to find resources to buy the Aircraft at the end of the lease.”

Contrary to the protestations of some lawmakers, it is unlikely that Boeing will shut down the 767 production line in the next couple years. There are enough 767s on order to last until 2006, including seven for Japan Air Lines, an order announced over the weekend.
 

However, it is clear that the 767 line is nearing the end of its commercial life, especially with Boeing’s new 7E7 coming on line.  Being at the end of the line entails risks and rewards.  The dwindling commercial sales for the 767 virtually ensures that DOD will be supporting a unique or orphan airframe in the later years of service life.  It also means that because the market is sluggish, DOD should be getting greater price breaks.  John Plueger, President and CEO of the International Lease Finance Corporation said that the U.S. – as possibly the most credit worthy purchaser -  would “certainly command the highest concession levels offered by any aircraft manufacturer for commercial/civilian airliners.”

However, in spite of the drop in 767 sales, and Uncle Sam’s credit record, Boeing hasn't offered its best price.  According to reports, the fair market value as determined by the Institute for Defense Analysis is around $120 million - about $11 million less than what taxpayers are being charged for these tankers. Even so, news reports state the only way we even got into the ball park of the IDA number was to promise Boeing that the first hundred planes would be followed by hundreds more.

While the Air Force and Boeing say the deal has been tailored to save money, the current unresolved lease terms make it impossible to determine how much the U.S. government, "the new deep pockets" customer will pay in the future. In fact, according to the U.S. News and World Report, Boeing documents point out that with a little political pressure, the lease deal could be worth more than $35-$40 billion to the company.

A Political Decision

This is really an economic bailout masquerading as a national need.  In an October 2001 letter to President Bush, Rep. Norm Dicks (D-WA) was clear about the ulterior motive behind this deal - propping up Boeing.  After discussing job losses and cancelled aircraft orders, Rep. Dicks stated “that the Administration’s economic stimulus package should include at least $2.5 billion for the purchase or lease of [767s]…”
 Since then, the lease has been justified by the issue du jour.  Jobs. KC-135 Corrosion. Increased Operations Tempo. A sweetheart deal.

Even Boeing’s loss of the Joint Strike Fighter contract to Lockheed-Martin has become a rationale for this deal.  A spokesman for Rep Jerry Lewis, the powerful Chairman of the House Subcommittee on Defense Appropriations said, "There is the concern that because of the Joint Strike Fighter contract, something has to be done to make sure we support all of our industrial base."

The consideration of the JSF contract brings up an interesting point.  The tanker lease is structured to postpone a major acquisition decision to avoid making decisions today.  But procrastination won’t help.  At the end of the lease, we will be forced to buy more 767s to both continue KC-135 replacement and keep the Boeing production line going. Even lease proponents like Dr. Loren Thompson of the Lexington Institute freely admit that "… by the time this is all over, Boeing will sell the Air Force 600 767s for various large-body missions."

But, just as we enter the heart of tanker recapitalization in 2012, we also will be in the middle of the JSF acquisition, buying 110 fighters at a cost of $7 billion per year.  Coupled with the tanker acquisition, 70% of the Air Force aircraft procurement budget would be spoken for.

There are a lot of questions about whether this is a good deal or the right aircraft.  If members of Congress determine that we need to help out – bail out – Boeing, then we should debate that.  Not raid our operations and maintenance account.

Again, Taxpayers for Common Sense strongly urges you to oppose this lease.  Thank you for inviting me here today.  I would be happy to answer any questions you might have at this time.
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