December 28, 2001

KEITH STRANGE
VICE PRESIDENT, PURCHASING AND MATERIALS

SUBJECT: Management Advisory - Review of Letter Contract with Titan Corporation
(Report Number CQ-MA-02-001)

The Office of Inspector General is reviewing expedited contracts the Postal Service is
issuing to deal with the biohazard threat facing the mail, employees, and the public.
Our intent is to protect the interests of the Postal Service by making recommendations
as soon as we identify issues.

We reviewed the sole source letter contract the Postal Service awarded to the Titan
Corporation for over $34 million on October 26, 2001, for eight electron beam systems.
In addition, we reviewed Postal Service contracting requirements contained in the
Purchasing Manual. We also conducted preliminary benchmarking with the Department
of Defense and the Federal Emergency Management Agency to determine what
contracting procedures they use in emergencies. We conducted our review from
November through December 2001, in accordance with the President’s Council on
Integrity and Efficiency, Quality Standards for Inspections.

The Department of Defense indicated that in emergencies, it issues letter contracts that
include what it will pay for the item being purchased and the timing of delivery. Later,
when the contract is definitized, all standard contract clauses are included. Like the
Department of Defense, the Federal Emergency Management Agency does not waive
its standard contract clauses in emergencies. You should consider adopting similar
processes for emergency Postal Service contracts in the future. Management’s
comments, in their entirety, are included in the appendix of this report.

While we understand the need to expedite the purchase of equipment to protect the
mail, employees, and the public, we identified some contract provisions that deviated
from standard contract language or were omitted from the contract. We understand that
you definitized the letter contract November 8, 2001. However, to further protect the
interests of the Postal Service, we recommend the following actions for future expedited
contracts for irradiation equipment:
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Recommendations

1.

Include the standard termination for convenience clause. A provision was included
in the letter contract that required the Postal Service to pay the supplier a lump sum
of $34 million if the letter contract was not definitized by November 8, 2001, or an
agreed upon extension date, or if the Postal Service terminates the contract for
convenience. These terms and conditions are potentially more expensive to the
Postal Service than the normal liability, which would arise under the standard
Purchasing Manual termination for convenience clause.

Include the standard payment procedure. A payment milestone schedule was
specified in the letter contract that required the Postal Service to pay the supplier
75 percent of the total cost of the equipment prior to substantial completion of
equipment installation and final acceptance. Included in the 75 percent is an initial
payment of 25 percent at contract award. Under standard purchasing procedures,
the Postal Service is not required to make any payments until after final acceptance
of commercial items.

Include the standard indemnification clause. A provision in the letter contract
required that the supplier be indemnified and held harmless for all losses, damages,
costs, and expenses except to the extent it is negligent or commits willful acts.
Standard contract language in the Purchasing Manual not only holds the supplier
liable for negligent or willful acts, but it also includes omissions by the supplier. The
contract does not appear to hold the supplier responsible if the equipment does not
meet Postal Service requirements or any other requirements mandated by law.

Include the pertinent penalty provisions. The letter contract omitted penalty
provisions, such as liquidated damages, if the equipment does not perform as
required.

Extend the warranty period as appropriate. The letter contract specified a one-year
warranty period on the equipment. Due to the complexity and sophistication of the
equipment, you should consider extending the warranty period depending on
industry standards.

Include provisions requiring that supplier employees who provide on site
maintenance and operational support possess the necessary skill levels to safely
operate the equipment and handle biohazardous materials. The letter contract did
not include this.

Consider obtaining independent verification that the supplier is giving the Postal
Service its most favored prices and document the rationale for contract decisions.
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Management's Comments

Postal Service management agreed with our recommendations and will attempt to use
standard contract clauses in future expedited contracts for irradiation equipment, with
the exception of the Purchasing Manual’s standard indemnification clause.
Management agreed to consider including standard clauses covering termination for
convenience and payment procedures in future expedited contracts. In addition,
management stated its preference is to use the standard indemnification clause.
However, management explained that Titan refused to agree to the inclusion of that
clause in the contract, and that other irradiation equipment suppliers have raised similar
objections.

Management agreed to consider including a credit remedy to compensate the Postal
Service for any equipment breakdown; an extended warranty period as appropriate; and
a requirement that supplier employees have the necessary skill levels to safely operate
the equipment and handle biohazardous materials in future contracts. Finally,
management agreed to obtain independent verification that the suppliers are providing
the Postal Service their most favored prices, and to document its rationale for contract
decisions.

Evaluation of Management's Comments

Management’'s comments were responsive to our findings and recommendations. We
believe the actions taken and planned address the issues identified in our report. We
also believe management’s response about whether to include standard indemnification
clauses in future irradiation equipment contracts is reasonable because Titan and other
suppliers may not otherwise contract with the Postal Service. In the future, we may
review the impact, if any, of the Postal Service using non-standard indemnification
clauses.

Management stated the Postal Service used approved waivers in the case of the Titan
contract due to the unusual and compelling nature of the situation. Postal Service
management has definitized line item 001 of the Titan contract for the purchase of the
electron beam systems. Contract line items 002 and 003 for maintenance, diagnostic,
and on-site operational support requirements will be definitized in the near future.
Management agreed to include a requirement in those line items that Titan employees
must have the necessary skill levels to safely operate the equipment and handle
biohazardous materials. Also, management will include a credit remedy in the
definitized contract to compensate the Postal Service for financial loss due to
operational interruptions caused by any breakdowns of the irradiation equipment.

We commend management for awarding the Titan contract so quickly given the
extraordinary circumstances. We believe as the immediate threat subsides,
management has the opportunity to award contracts using standard contracting clauses
and procedures as much as possible.
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The OIG considers recommendation 3 significant and, therefore, requires OIG
concurrence before closure. Consequently, the OIG requests written confirmation when
corrective action is completed. This recommendation should not be closed in the
follow-up tracking system until OIG provides written confirmation that the
recommendation can be closed. We appreciate the cooperation and courtesies
provided your staff during the review. If you have any questions, please contact Kim H.
Stroud, director, Consulting and Quick Response, at (703) 248-2100, or me at (703)
248-2300.

Robert L. Emmons
Assistant Inspector General
for eBusiness

cc: Richard J. Strasser, Jr.
Susan M. Brownell
John R. Gunnels
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APPENDIX. MANAGEMENT’'S COMMENTS

b anTens Porc-as

UNITED STATES
POSTAL SERVICE

Decamaoer 20, 2001

ROBERT L. EMMCNE
. {.: . f:!I
THRLI: Keith Strange 12 ;j,;] f

SUBJECT: Transmittal of Draft Management Advisery - Review of Letter Centract with litan
Corporation {Report Number QR-MA-C2-DRAFT), dated November 9

The craft response reicating agreement or cigagreemrent to O1G - Managemeant
Acvisory Review Letter Contract with Titzn Corporation {Report OR-MA-D2-DREAF 7). {(Project
Murnber D2BG-007T OG0, is allacaed.

The Automation Purchasing staff worsed Lroer severe time constraints and extraerdinarily difficult
circumstances in an unprecedented life and death situation “acing cur &m» oyees and the Amerizan
public, and they performed admirably. We appreciate the discussions with the CIG's staff and their
effort to provide Felpful advica “or future emergency @equisilions.

Phillip R. Baldwin

Ataachmaents

EEOS RSl
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01G — Management Advisory Review Letter Contract with Titan Corporat'on [Repart
MNumber QGR-MA-02-DRAFT) — Autamation Fa-chasirg review comments:

Insoductory parsgraph 2 in part states:

"The Deper:meant of Defense indicated that in ema-genciss, il issues letler
contracts that include what it will pay for the ltem being purchased and the
liming of delivery. Lates, when the contract is defined, all standard clauses
are included. Like the Depariment of Detense, the Federal Emergency
Management Agency does nat waive its slandard conlract clauses in
BMBrger;iess.

Response: Agree with statement, un &34 the compell ng nature of the business
cirgyumstances 2t then time dictates waiver of any standard clauses,
if 0, appropriate explanation and approval of waiver will be included
in the contract fils.

Cur preference is 1o usa the standard clauses in the Purchasing Manual. However,
in this contract with 1itan, the business siluation and the circumstances of the
acquisizian, requ.red sorme changes o the normal Purchasing progedures.

Acvisory llem 1:

Include the standard termination for convenience clause. A provisicn was included in the
letter contract that requires the Poslal Service to pay the supplier a lump sum of S34Mif the
leller contizel s net defined by Movember 8, 2001, o~ an agreed upon extension date, or

if the Postal Service terminates the contract fur convenience. These terms anc conditions
are poletially more expensive thar lhe normnal liability hat would arise under the Standarc
FPuchasing Manual lermination fer convenience clausc.

Respanse [te™ 1:

Agree that PM standard termination for convenience clause should be Included under
normal contracting proceduses and that other than the standard clause should be avoided.

Heowewer, this emergency acquisition and use of the termination pravisicn in (he resulting
coniract a-ese fram extracrcinary conditions and circurnslances, sucn hat tve use of 4
terminetion o auwse ulther Fan the PW standand could not have been avoided.

The situation was one in which human life had been lost due to the anthrax contomination of
the maii and the potential {hrea: of even more fataliies remained 2 reality. As o the
circuristances in which the

PM standard clause was nal incorporales in the subject contract —

Through market research, Titan was determined o be the only source with available
equipment to effectively combat the recent acts of hionarard terorism. The Vice Prasident of
Engineering had urged tne supplier lo make available whatever quant lies of this couipmant it
cauld provide, The supplier had "denlified 20 syste™s slated for other customers that it could
divert to the Postal Service lo meet our immediale neods, Subsequent y, management
decided 20 on y purchase & of these systoms and slruclure a0 eplion for the rerraining 12.
This action dranatically impacind Titan's linancial position, as they had divarted cancelled
sales from ather customers to USPS.
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The eight systems being acquired were approximately 80-35% completn, and ready for
shipment within a period of two weeks. Tre supplier was unwiling to acceapl lhe standard
termination for corvaniance clause, and was seeking Lheir Jull prososed price of 240M as
the 1erminal cn liabiity. The Contracting Officer negotia.cd a lower amount, whizh was
considered in line with tre amaut Titan, had expended 1o dale, r the manufacture of the
aquipmeri.

As a result of the above circumstanees [LISPS aeaking aut the supplier, urging diversion of
all-availabe equipment ta USPS, USFS's charge in ¢ rection - after the supplisr had
already cancelled sales to other customers, and tha fact that the production of the
equipment being acguirce was alrcady 80-83% venplele) we believe that the termination
clause included in the cortract was just, fair, and reascnable.

Recommendaticn 2

tnclude the standarc payment procedure. A payment milestnne schedale was specified 9
the letter contrast tnat ~equired the Postal Service to pay the supplier 7S percent of the total
cost of lhe equipmer prior o susstantial completion of equipment installation and final
acceptance. khcluded in the 75 pernenl is an initia payment of 25 percent at contract
award, Linder slandard surchasing procedures, the Posial Service is not required to mahke
payrments until final acceptance of commercial tems.

Response 2:

Agree, thal in fulure expoedited contracls we wil allermat to Jse the standard payment
procedues containad in the Purchasing Kanual.

In this emergency situation, there was an effort o embrace commercial practices consisterit
wil's the PM., especially those of i-tadiation suppliers in order to get to contract quickly. The
peyment schedule of the supplier clasaly followed that of its standard commecial practics,
In fagl, the payment apon awasd is less than their standard practice, Ocher milestones
were adjusted based upon the “agt that the eignt systems were already BR-B5%: complete.

Recommendation 3:

Include the slandard indemnification clause. A provision in the letter cantras: required Lhat
the supplier be indemnified arc held Rarmless “or all losses, damages, costs, and
expenses except to the extent it is negligent or commits willful acts. Standard centruct
lang.age 1n the Purchasing Manual not only holds the suppler liable for negligent or wiilful
acts, but alse includes omissions by the supplier. The cantract does not appear ta held 1he
supplicr responsible if the equipenent dees not meet tha Postal Service requirements or any
other requirements mandated by [aw.

ek
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Respense 3:

Disagree, our preference is not to indemnify a contractor oher than as sat forth for
canst-uction contract requirements 10 the PM. " The emergenay situation in this instance is
one where the Postal Service is asking ihe contraclor to nandle a product that has already
caused lwo postal and three nan-postal fatalities. In performerce of the maintenarce and
operations support requirements of the subject conlracl, Tilkn's employees wil be handing
mail that may contsin anttrax spares. Titan refused to arovice any seqvice wihout
indemnification. paricularly for linhilicy actions braught by workers who may contract
anthrax, Cur legal codnsel crafted an appropriate indemnification clause. which was
regatiated into the Titan contract. Cther suppliers are raisng the same issue.

In addition, with resped! o providing for correction of the supplier’s eguipment not meeting
Poslal Servce requarements, the Titar contract does cantain an appropriate remedy relving
an Pa-chasing Manual 2 2 4a, which in par sates:

"fu wairanly clause should be used when it is in the Poslal Service's interest to
reserve the righ! ic assert claims regarding deleclive supplies or service a'te-
acoeptancn.”

The contract uses the suppher's standard commercial warrarty.
Fecommendaton 4:

Inchude the pertinent penalty provisions. The letter contract aomitted penally provisions.
such as liquidated damages, if the equipment does not perform as req.ired.

Fespoase 4.

Agree that a remedy should be considered in future expedites canlracls to compensaie the
Postal Service, in the event the squipment does nat perfarm as required. We will include in
the Titan contract a process whereby e Postal Service is given a credit to compensate for
lnancia; loss due to equipment breakdown. We wil attempt to include the same or a

s5imi ar remady i1 future expedited conlracls. We do nol beliave the Titan contract should
have include iquidated damages, especizlly in light of PM 2.2.6.b in that liguidaed
damaqges may not be used as 8 "penalty” for failure to deliver on time or perfo-m.
Liguidated damages alse adds supplier risk, which typizally results i1 ‘ncreased costs.

W are confiden: that tne e-beam technology at the dosage seing aaplied wil perfom as
roqu red and o8 successiul in deslroying amhrax. This belief is subslantiated by a July 20,
2C01 study by the Army, Titar, and othors enttled: "Efficasy of Bleclron Beam To
Decontaminate CGhemical, Biclegical, Warfare Agents, Phase 1." The testing of the siudy
was for the Armed Forees Radialogical, Binlogical Researcn Ingtitute. Tne study resulls
effrmelively showed that the target dosage of the JSPSs contract with Titan does kI
anthrax.

There are remedies in the subject contract that do protect the Postal Serviee if the
equipment does not perferm as regu red (e.g., warranty provis ong and terminat on for
default clause).

Recommendation &:

Exterc tve warranty oeriad as eppropriate. The lettor eontract specified a one-ysar
warranty period on tre equipment. Due to the complexity and sophistization of the
acl ipment, you should consider extending the warranty period cepending or industry
standeards.
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Rasponse itern &
We will consider the need for a longe - warranty periad in fubure regu.romaonts.
It should be neted that based upon proposals from Titan and 1BA, dorrinant suppliers of
e-bearn andior x-ray rradiation equipment, that one-year appears @ ba their industry
standarc warranty peroc.

Advisory ltern &:
Include provisions recuiring that supplier empleyees who provide on-sile - a'rienznce and
cperationgl support pessess <he necessary skill levels (o safey operate the equismant and
bio-hazardcus materzls. The letter contract did not include this.

Response [tem &

Agree. We inlend thzl hs Reguiremenls Deca~ent that will Form part of the centrac: will
include a requirement thad the supplie- provide sush evidence for its employees.

Advisory ltem /:

Considar ebtaining ndegpendent ver figation that the supplier is giving the Postal Service its
mast favored prices and docurnent the ralionaks for contract decis ors.

Response [tem T

Agree, However, on lhe instant purchase, we believe that the analysis of orders of the
same ar similar equiz:ngnt frorm alher cuskomers of the supplier has snown that the Postal
Service paid no mare o slightly less than otber buyers. Additionally, prozosec prices in a
proposal frem 1BA for the same or similar equipment are higher than the price aid under
the subject consract,

We appreciale the discussions with the QIG's staft and the effart to provide Fe pful advice.



