
DEFENSE BASE CLOSURE AND REALIGNMENT COMMISSION 
252 1 South Clark Street, Suite 600 

Arlington, VA 22202 
Telephone: 703-699-2950 

August 22,2005 

TRANSMITTAL MEMORANDUM 

TO: Chairman 

FROM: Office of the General Counsel 

SUBJECT: Revised Memorandum Re: Navy's Privatized Housing 
(Northeast Project) 

Enclosed please find a revised memorandum describing the transactional structure 
and analysis of the Department of Navy's Northeast Project, a privatized housing 
project comprised of eight properties, including New London, Portsmouth and 
Brunswick. These three installations appear on 2005 BRAC list of proposed 
closures or realignments. This memorandum provides additional and amplified 
analysis based on subsequent staff discussions with the Navy's office for 
privatized housing initiatives, and review of the Navy's responses to 
clearinghouse questions submitted by staff members. 

Specifically, in answer to your question regarding the nature and amount of the 
Navy's potential (unfunded) contingent liability if the three properties in question 
are closed through the BRAC process, please note that the Navy will not incur 
any additional financial liability with respect to the Northeast Project. Further, 
BRAC staff members have determined, based on certified information submitted 
by the Navy, that the Navy has made a one-time contribution in-kind that 
conveyed in fee the fair market value of the housing units and improvements (not 
the underlying land) to the limited partnership that has organized the Northeast 
Project. The amount of this contribution is estimated by the Navy to be 
approximately $285 million, of which $1 10 million represents the contributed 
assets for the three BRAC-listed installations. Although this amount was not 
calculated in the COBRA run by the Navy, the value of this in-kind contribution 
is potentially recoverable by the Navy through a partial (or complete) sale of its 
partnership interest in the Northeast Project. 

The detailed explanation of this conclusion is set forth in the memorandum 
prepared by Rumu Sarkar, Associate General Counsel, and Brian McDaniel, 
R&A, Navy Team, who will both further questions that 
you may have. 

,d - 
Chairman: Anthony J. Principi 

Commissioners: The Honorable James H. Bilbray, The Honorable Philip E. Coyle 111, Admiral Harold W. Gehman Jr., 
USN (Ret),The Honorable Jim Hansen, General James T. Hill, USA (Ret), General Lloyd Newton, USAF (Ret), The 

Honorable Samuel K. Skinner, Brigadier General Sue Ellen Turner, USAF (Ret) 
Executive Director: Charles Battaglia 
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August 23,2005 

INFORMATION MEMORANDUM (REVISED) 

FROM: Rumu Sarkar, Associate General Counsel 
Brian McDaniel, R&A (Navy Team) 

SUBJECT: Navy's Privatized Housing Initiative (Northeast Project) 

EXECUTIVE SUMMARY: The question has been raised of whether the Navy's 
Northeast Project, a privatized housing initiative, may create unfunded contingent 
liabilities if three Navy installations that participate in that housing project are closed (or 
realigned) as a result of 2005 BRAC round. Concerns have been expressed that 
significant (unfunded) contingent liabilities may arise for the Navy in connection with the 
Northeast Project, and were not taken into account when the Department of Defense 
made its cost calculations and estimated cost savings. 

The Navy has made a one-time conveyance in fee to the underlying private-public 
partnership supporting the Northeast Project of the housing assets contained within the 
Project. The Navy estimates that this conveyance was worth approximately $285 million, 
with approximately $1 10 million of that amount representing the Navy's one-time 
contribution for the Brunswick, Portsmouth and New London properties. This 
conveyance in fee was made by the Navy on November 1,2004. 

The Navy also issued a 50-year ground lease to a private developer for the use of the real 
property underlying the housing units in question. However, the Navy has retained title 
to the land supporting the housing units in the Northeast Project. All subsequent 
improvements to the Northeast Project housing units were fully financed by the private 
developer using the proceeds from the sales of bonds issued by the partnership. These 
improvements do not involve any additional financial contributions, contributions in-kind 
or legal liability on the part of the Navy. 

Therefore, this memorandum concludes, based on an exhaustive review of underlying 
transactional documents and an analysis of the clearinghouse responses provided by the 
Navy in answer to queries posed by BRAC staff, that it is unlikely that the Navy will 
incur an unfunded contingent liability (or incur a substantial one-time termination cost in 
COBRA) with respect to the Northeast Project, even if the Navy's partnership interest in 
the Project is terminated due to BRAC closures. This conclusion is supported by the 
discussion below. 

A. OVERVIEW: The Military Housing Privatization Initiative (MHPI) is a public- 
private partnership whereby private sector developers may own, operate, maintain, 
improve and assume responsibility for military family housing under circumstances 
where national security is not adversely affected. 
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The MHPI was enacted on February 10, 1996, as part of the National Defense 
Authorization Act for Fiscal Year 1996, and these authorities were made permanent by 
Congress in 2004. Under the MHPI authorities, the Department of Defense (DoD or the 
"Department") can work with the private sector to revitalize and create military family 
housing by using a financial "toolbox" -- including direct loans, loan guarantees, equity 
investments, and conveying or leasing military property or facilities. The National 
Defense Authorization Act for Fiscal Year 2005, Public Law 108-375 107, Section 2805, 
provided permanent authorities to the Military Housing Privatization Initiative, as 
codified at 10 U.S.C. § 2871, et seq. 

Since the MHPI was enacted in 1996 following the completion of the 1995 BRAC 
Round, the issue of privatized housing under that legislation was not raised during the 
course of any previous BRAC Commission. However, the Commission is aware that the 
1995 BRAC Round did have a substantial number of staff files discussing privatized 
housing matters. 

In essence, the MHPI, as amended, allows DoD to legally enter into or become a member 
of a non-governmental special or sole purpose (and bankruptcy remote) entity created 
exclusively for the purpose of financing, building, owning, operating, and maintaining 
rental housing for the benefit, on a priority occupancy basis, of military members and 
their families. These special purpose entities can take the form of a limited partnership 
into which DoD is authorized to provide appropriated funds (i.e., cash) or contribute 
other valuable assets including land and existing DoD owned family housing units in 
order to enhance the partnership's ability to attract and borrow the substantial amount of 
private equity needed to rehabilitate andlor build new housing on government-owned 
property. 

These "partnerships" - as organized in legally authorized structures including Limited 
Liability Corporations (LLCs) - are created as independent legal entities by a 
competitively-selected private housing developer, and are legally separate from the 
Department. In other words, DoD incurs limited legal liability as a result of its 
membership in such partnerships, thereby permitting DoD to comply with existing 
federal laws and budget scoring restrictions. At the same time, these legal arrangements 
free the Department from the burden of having to budget and expend limited capital and 
operating funds on the construction, operation and maintenance of DoD-owned family 
housing units. 

Further, since the individual military services have agreed to enter into these public- 
private ventures as limited liability members, the member Services and the DoD are 
legally shielded from the entity's legal, business, and financial obligations. Although 
DoD retains some approval rights affecting the quality and management of the housing, 
the Department does not participate in the daily management and operation of such 
partnerships. 
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Although no minimum cash contribution has been set for any DoD investment in a 
project, there is a maximum cash contribution established by law. Under Section 2875(c) 
of the MPHI, the Department may invest a maximum of 33.3% of the capital cost of a 
project. Since all sites and projects differ, and because the services each prioritize their 
own projects, the full 33.3% cash contribution may not be needed in each project. 
However, DoD also has the authority to convey land or buildings as all, or part, of its 
investment. If it chooses this route, it may not exceed 45% of the total capital cost if land 
or facilities are conveyed. (See 10 U.S.C. 6 2875(c) (2)). Thus, for projects involving 
renovation, replacement, and support facilities, DoD's total equity contribution may not 
exceed 45% of a project's capital cost. 

B. NAVY NORTHEAST PROJECT: In early 2004, the Department of the Navy 
(DON) awarded a family housing privatization project with a total development cost of 
$61 7.8 million for the privatization of 4,264 net units at installations managed by Navy 
Region Northeast. As part of the transaction, the developer and the DON formed a 
Limited Liability Corporation (LLC) to borrow funds in addition to the cash or in-kind 
contributions made by the private developer and the DON, so that the LLC would have, 
or would be able to secure, all the financial resources needed to execute its development 
plan as well as manage and maintain the privately-owned rental housing on government - 
owned property leased by the Navy to the private developer. In return for the 50-year 
government lease, the private developer has promised to develop, or caused to be 
developed, market rental housing for use by military member and their families at the 
following Navy installations: 

NSB New London, Croton, CT (1,796 units) 
NAS Brunswick; Brunswick, ME (723 units) 
NSY Portsmouth, NH (223 units) 
NWS Earle, Colts Neck, NJ (89 units) 
NAES Lakehurst, Lakehurst, NJ (1 14) 
Mitchell Manor, Long Island, NY (250 units) 
NS Newport, Newport, RI (869 units) 
NSU Saratoga Springs, Saratoga Springs, NY (200 units). 

On November 1,2004, the Navy entered into a 50-year land lease, conveyed ownership 
of existing houses, and became a non-managing member of the Navy Northeast LLC. 
Concomitant with lease execution, the LLC borrowed the balance of the money it needed 
to begin design and construction activities at the various locations. After the developer 
completes the housing projects, it has agreed to lease the units, on a priority basis, to 
Navy members assigned to the various housing units. Members, in turn, can select to rent 
housing from the LLC using their basic allowance for housing (BAH) to cover all, or a 
substantial portion, of the rent. 

In response to further clearinghouse questions posed by the BRAC Commission staff, the 
DON has clarified that the value of its contributed assets to the Northeast Project was not 
calculated in terms of the fair market value (FMV) of such assets (e.g., improvements on 
the property), but in terms .of the depreciated value of the value of the housing units, or 

DCN: 12435



the so-called "book value," as calculated for Federal income tax purposes. The book 
value for all housing assets in the Northeast Project (excluding the FMV of the land on 
which the housing units are located) is estimated by the DON to be approximately $285 
million. For the specific Navy installations under consideration in the 2005 BRAC 
round, the book value estimates by the Navy are as follows: 

Brunswick $42.3 million 
Portsmouth $4.4 million 
New London $63.5 million 

$1 10.2 million 

The DON has not funded any of the improvements that may have been made to the eight 
properties in the Northeast Project, namely, Brunswick, Earle, Fairfield, Lakehurst, 
Mitchell, New London, Newport, Portsmouth, and Saratoga Springs. Any improvements 
made to any of those properties were (and will continue to be) completely financed by the 
private developer through the use of the bond proceeds. 

Out of the LLC's total project development budget of $61 7 million, the LLC borrowed 
$5 17 million (84% of the total budget) by issuing and selling unregistered taxable 
revenue bonds to private institutional investors. This private placement by the LLC 
allows it to use all the borrowed funds along with its upfiont cash contribution of $10.6 
million (2% of the total budget), plus another $89.4 million (14% or the total budget) 
generated by either reinvestment income of bond proceeds or annual residual cash flows 
(on a pro forma basis), to complete the housing net units planned for each of the eight 
sites. 

Of the $61 7 million project budget, the LLC plans on using $581 million, or 94% of the 
project budget to cover design and construction costs including contingencies; $15 
million to fund investor-required project and investments reserves, and about $6 million 
for housing transition costs. The balance of the funds, or about $15 million, was used to 
pay the LLC's closing and legal costs. 

The 2005 BRAC round recommendations involve, inter alia, complete closures of NSB 
New London and NSY Portsmouth, and substantial realignment (or closure) of NAS 
Brunswick. In light of this fact, the issue of whether these potential closures create an 
unfunded contingent liability for the DoD, and whether these potentially implicit costs 
should have been added in the COBRA analysis has been thoroughly explored by BRAC 
staff. The DON has responded to questions posed by BRAC Commission staff members 
by providing certified data through the clearinghouse. These responses have been taken 
into account (and entered into the public record) by the BRAC staff. (See Tab 1 .) 

In its certified data response dated August 22,2005, the DON assures BRAC staff 
members that the DON is not required under the MHPI to withdraw from the LLC, even 
if one or more of the constituent properties is closed as a Navy housing unit. Further, the 
Navy has made the representation that the Northeast Project also includes installations 
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that would not see a decrease in military personnel as a result of BRAC 
recommendations. 

Nevertheless, if the DON's partnership interest in the LLC were dissolved, then the Navy 
advises the BRAC Commission that two possible courses of action are available to it vis- 
a-vis the Northeast Project. First, the Navy could liquidate its partnership interest and 
seek to dissolve the LLC if the Navy first obtained lender approval and satisfied all 
outstanding debts. If this avenue were pursued, the DON assures the BRAC staff that, 
"there would be no cost to the Navy with [the] liquidation of the partnership." (See Tab 
2.) 

The Navy's second option would not dissolve the LLC. Instead, the Navy would request 
the managing member (i.e., the private developer) to purchase, at FMV, the DON's 
partnership interest in the LLC. In either scenario, the Navy represents that there would 
not be any unfunded contingent liability on the part of the Navy. The discussion below 
examines the transactional structure of the Northeast Project in further detail. 

C. NORTHEAST PROEJCT TRANSACTION STRUCTURE: The DON entered 
into a limited liability corporation, the GMH Military Housing -- Navy Northeast LLC, a 
Delaware corporation, as a member. (The DON has also agreed, as set forth in Section 
8.17 of the Operating Agreement of the Northeast Housing LLC, that the GMH 
Communities Trust will make an initial public offering (IPO) of securities, and will 
succeed to the GMH Military Housing, LLC in due course.) 

The private developer is the managing member of the LLC. The DON is a non-managing 
member of the LLC and, in that capacity, has pledged a 50-year leasehold interest in the 
property to the LLC. This is not a cash or equity investment, but simply a pledge of 
security in the form of a ground lease (see Section 3.03 of the Operating Agreement). 
Moreover, the Navy has conveyed in fee all the improvements and easements on the 
properties in question to the private developer. This means that, in effect, the DON 
entered into a ground lease with the LLC, and conveyed the DON's right, title, and 
interest in the existing improvements, easements and appurtenances to the LLC through a 
leasehold mortgage deed and security agreement dated November 1,2004. 

As mentioned above, the approximate value of this conveyance in fee in November 2004 
for all housing units located in the Northeast Project was $265 million. This conveyance 
by the Navy has already taken place, and no further financial liability may be imposed on 
the Navy. The DON's liability now is limited to the extent of its pledge of the ground 
lease, and it is not liable for any of the "obligations, debts or losses" of the LLC beyond 
that contribution. (See Section 3.08(a) of the Operating Agreement.) Thus, the DON's 
liability is limited to an amount that cannot exceed the fair market value of its pledged 
security (i.e., the ground lease). 

With respect to the role of the private developer, it has also entered into several important 
financial transactions. The private developer, acting through the LLC, has issued 
unregistered taxable housing revenue First Tier bonds (2004-A Bonds) in the amount of 
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$41 7 million with a credit rating of AA. Second Tier bonds (Series 2004-B Bonds) in the 
amount of $100 million with a credit rating of A+ were also issued, and are subordinate 
to the First Tier bonds. These bonds were issued pursuant to a trust debenture agreement 
with JP Morgan Trust as the bond trustee. As a credit enhancement, the American 
International Group (AIG) has agreed to provide the LLC (and the bond trustee) with a 
Credit Facility sufficient to make timely principal and interest payments to the bond 
holders should the LLC fail to make such payments due to certain conditions or events. 
Please note that these bonds along with any business or financial obligations of the LLC 
are NOT guaranteed by the DoD, or by the DON as an agency of DoD, under the full 
faith and credit clause of the US. Constitution. 

The bonds are debt obligations of the LLC payable from and secured by the LLC's 
revenues and security pledged under the bond Trust Indenture and Security Agreement. 
The principal and interest on the bonds are primarily payable from the revenues and 
receipts received from military personnel living in privatized units who expend their 
BAH to live in the units. This income stream, after paying operating costs, finances 
principal and interest payments on the bonds issued by the LLC. 

The private developer has invested $10.6 million in equity, and raised the balance of the 
$617 million needed to complete the housing projects. According to the Navy, about 
$400 million (or 69%) of the budgeted funds set aside by the bond trustee, remain 
available for the Project. This means that over $200 million has already been used to pay 
certified construction and closing costs (requisitioned to date) as well as to capitalize 
reserve funds. Based on a pro forma financial statement provided potential investors in 
the final offering memorandum, the LLC or the bond underwriter have calculated the 
following additional financial metrics for the project: 

Total Average Annual Debt Service (AADS) is approximately $33 
million. 
Potential Gross Income = $87 million* 
Effective Gross Income = $72 million* 
Operating Expenses = $26 million* 
Net Operating Income (NOI) = $46 million* 
Debt Service = $36 million* 
Cash Flow Available = $10 million* 
Debt Service Coverage Ratio (DSCR) = 1.3 1 

* (After project stabilization in 201 1)  

In the event that the closures of the three Navy facilities, New London, Brunswick, and 
Portsmouth takes place, this would represent about 64% (or 2,729 units) of the net units 
promised by the LLC. Assuming these three installations also represent about 64% of the 
project's net operating income and 64% of total project debt service, the financial impact 
of these pro rata reductions would be expected to be nominal. (These are assumptions 
however, and actual percentages may vary.) However, if these locations and units 
represent a higher proportion of capital costs and gross income, one could expect the 
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financial impact to be greater, potentially affecting project's financial feasibility and 
performance. 

If the DON withdraws from the LLC as a member by terminating its partnership interest 
in it, this may mean that the outstanding bonds may need to be prepaid prior to their 
maturity date in 2049. The capital contained in the Project fbnd (approximately $400 
million) may be used for this purpose, less other costs including interest. The Optional 
Redemption clause of the Final Limited Offering Memorandum apparently may be 
exercised by the developer in this case. If there is a shortfall, then the bond trustee could 
use the credit facility provided by AIG to cover any payment shortfalls. 

The DON may also have the option of "selling" the underlying realty supporting the three 
properties affected by BRAC closures to the LLC. If this option were exercised by the 
Navy, it would effectively privatize all the housing developed by the LLC at the three 
installations in question into 100% privatized commercial property. This means that the 
Navy would seek fair market value (FMV) in exchange for selling its fee interest in the 
realty supporting New London, Brunswick and Portsmouth properties to the private 
developer. 

If land values have decreased since November 2004, or plummet due to the base closings, 
this may mean that the value of the Navy's in-kind contribution to the LLC would have 
decline proportionately. Effectively, the Navy's leasehold interest in the LLC (that has 
been pledged as security under the mortgage) may be at some risk, and therefore the 
Navy could find itself in the position of not being able to fully redeem its investment in 
the LLC. Alternatively, if land prices increase, the Navy may find itself in the position of 
profiting from the sale. However, it is not clear whether the Navy will give this option 
serious consideration as the question is moot at this time, and other financial alternatives 
are available to it. 

STAFF CONCLUSION: 

In a nutshell, it is unlikely, in the view of the Commission staff, that the Navy will incur 
an unfunded contingent liability (or incur a substantial one-time termination cost in 
COBRA) if the Navy's membership in the LLC is terminated due to BRAC closures. The 
one-time conveyance in fee of the housing units, valued at approximately $265 million, 
has already taken place, and the Navy does not incur further financial liability for the 
repayment of the debts or losses of the LLC, even if its partnership interest in the LLC 
terminates due to BRAC closures, or other reasons. 

Further, with respect to the pledged security of the 50-year ground lease for the eight 
properties in the Northeast Project, respectively, it is probable that the Navy will seek the 
FMV for this leasehold interest or sell the property outright as a negotiated term of its 
withdrawal from the LLC. The FMV of this interest may actually be a profit, rather than 
a loss, to the Navy in the final analysis. 
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The Offering Memorandum, the Leasehold Agreement and the Trust Indenture may be 
made available to you at your request. However, as these documents were made 
available to BRAC staff members for the sole purpose of completing this analysis, these 
documents have been restricted by the Navy from disclosure under FOIA laws. 
Accordingly, these documents have not been entered into the public record of the BRAC 
Commission at this time. 
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