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Rethinking the Buy vs. Lease Decision?®
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Abstract

In years past, the DoD has considered leasing major equipment from defense
industry firms in order to acquire needed capability quickly and without the upfront expense.
A number of studies have analyzed the costs and benefits of leasing (as opposed to
purchasing) specific military equipment (e.g., Engin, 1989; Lebo & Scott, 2009). Some of
these lease arrangements, such as the Navy's long-term lease of tanker ships between

! This is a summary of the full report, which will be available in June 2014.
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1983 and 2011, proved to be cost effective, or at least cost neutral, depending on the
evaluation criteria used (Haslam, Koenig, & Mitchell, 2004; Miguel, Shank, & Summers,
2005). Nevertheless, the ensuing congressional backlash led to the passage of new
regulations in the early 1980s, including the submission of a detailed justification for lease
versus purchase, which has effectively restricted the use of long-term leases.

Support for leasing major equipment continues to decline. Recently, for example, the
Coast Guard considered leasing polar icebreakers to supplement its two-ship fleet, one of
which has exceeded its 30-year service life (GAO, 2011). In the end, Stephen L. Caldwell,
Director of Homeland Security and Justice, noted that the lack of existing vessels capable of
meeting Coast Guard requirements limited the availability of leasing options. He also stated
that “an initial cost-benefit analysis of one type of available leasing option ... suggested that
it may ultimately be more costly to the Coast Guard over the 30-year icebreaker lifespan”
(O’'Rourke, 2012, p. 30).

Note, however, that there are good reasons to lease (rather than purchase)
equipment in certain circumstances, even if leasing is not the most cost-efficient acquisition
strategy. For instance, when funds are unavailable to purchase mission-critical equipment,
leasing enables immediate access to assets and spreads outlays over the life of the lease.
Leasing may also be appropriate in instances where the need for an asset is short-term or
indeterminate. Finally, in exigent circumstances, leasing commercial equipment to bolster
military capability may be preferable to initiating the often-lengthy acquisition process for
developing military systems. However, newer legislation, passed in 2008, restricts short-
term leasing. 10 U.S.C. 2401(as amended in 2008), authorizes the military departments to
lease equipment (e.g., vessels, aircraft, or combat vehicles) for a period greater than two
years, but less than five years, only if a cost analysis (that meets OMB Circular A-94
criteria), determines that a contract to lease is the more cost-effective option.

Of course, it is essential that the DoD continue to seek more cost effective weapons
acquisition strategies. Leasing continues to draw critics, in part, because past lease-vs-buy
analyses have relied on, what are perhaps, dubious assumptions. For example, past
analyses have taken into account anticipated tax revenues to the Treasury from lease
payments (received by the lessor) in order to offset the cost of the lease. Yet on the
purchase side, tax revenues were not considered. In other instances, the present value of
the tax payments by the lessor on the interest component of lease payments have been
considered revenue to the government, reducing the cost of the lease relative to the outright
purchase of the equipment. However, the question must be asked: Would not these same
investors have earned taxable interest by investing in other similar projects?

However, to throw the baby out with the bathwater would be a mistake. In light of
declining budgets on one hand, and new and evolving security threats on the other, the DoD
should keep all procurement options on the table. But, given the negative perceptions and
uncertainty regarding cost-effectiveness, an innovative approach to leasing—one that allows
the government to capture leasing’s traditional benefits, mentioned above, while improving
value to the taxpayer—must be pursued.

In 2001, Congress authorized the Air Force to lease one hundred KC-767 tankers
from Boeing for six years starting in 2006 (GAO, 2003). However, this agreement was
nullified amidst intense political backlash and allegations of improper dealings between
Boeing and Air Force officials. Then, in 2011, after a series of missteps by Air force
acquisition personnel, which resulted in a protest and canceled award, the Air Force finally
contracted with Boeing to purchase the aircraft outright. However, the merits and drawbacks
of the original proposal to lease the aircraft have yet to be fully examined.
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The United Kingdom approved a similar plan to lease tankers via a private finance
initiative, or PFI, in 1997, citing short-term affordability benefits. In 2008, after years of delay,
the Ministry of Defence (MoD) signed a 27-year contract with AirTanker according to which
the latter would provide the MoD with permanent access to nine aircraft—and up to 14
during times of crisis—as well as the necessary infrastructure, fuel, maintenance, ground
services, and training through the year 2035. The agreement also includes the provision of
14 sponsored reserve? pilots and 48 qualified cabin crew. AirTanker will be able to earn
extra revenue by using aircraft for commercial operations when not required by the RAF;
additionally, European partners could purchase spare capacity from AirTanker. These
innovative provisions effectively reduced the cost to the MoD lease.

Recently, the National Audit Office published a report criticizing the MoD’s approach.
According to the report, the key evaluation criterion, “value for money” was measured
inappropriately, competition was limited, requirements never stabilized, and there was
limited cost visibility (National Audit Office, 2010). Moreover, there was no sound evaluation
of other procurement approaches. Note that none of these criticisms challenges the
procurement strategy so much as the process by which the procurement decision was
reached. The MoD has, for example, also had a successful 10 year relationship with the
FASTTRAX consortium to provide heavy equipment transporters (HETS) using a 20 year
lease (“Oshkosh,” 2012). In any case, the DoD may wish to draw from the UK’s approach
and consider innovative leasing agreements that, for example, allow for the sale of spare
capacity to U.S. allies.

In summary, there are benefits, risks, and rewards when leasing military equipment,
including the potential cost savings associated with newer, innovative leasing agreements.
In addition, the process by which these lease vs. buy decisions are reached is essential to a
program’s overall success. Based on the lessons learned from the DoD’s and the UK'’s
experience, as well as those from other entities (public and private), we develop a practical
framework that formalizes—and simplifies—the buy vs. lease decision.
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