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INSPECTOR GENERAL 
DEPARTMENT OF DEFENSE 

400 ARMY NAVY DRIVE 
ARLINGTON, VIRGINIA 22202-2884 

April   10, 

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE FOR ACQUISITION 
ASSISTANT SECRETARY OF THE NAVY (FINANCIAL 
MANAGEMENT) 

SUBJECT:  Report on the Release of Morrison Knudsen Corporation 
from the Performance Guarantee on the AOE-6 Contract 
(Report No. 92-073) 

We are providing this final report for your information and 
use.  We performed this audit because our audit of the 
"Acquisition of the AOE-6 Fast Combat Support Ship" (Project 
No. 9AL-0070) identified factors that we believed needed further 
review.  DoD Directive 7650.3 requires that all audit 
recommendations be resolved promptly.  Therefore, the Assistant 
Secretary of the Navy (Research, Development and Acquisition) 
must provide final comments by June 10, 1992.  See the "Status of 
Recommendations" section at the end of the finding for the 
recommendations you must comment on and the requirements for your 
comments.  If appropriate, you may propose alternative methods 
for accomplishing desired improvements. Recommendations are 
subject to resolution in accordance with DoD Directive 7650.3 in 
the event of nonconcurrence or failure to comment. 

The courtesies extended to the audit staff are 
appreciated.  If you have any questions on this audit, please 
contact Mr. Rayburn H. Stricklin at (703) 614-3965 (DSN 224-3965) 
or Mr. Robert K. West at (703) 614-1415 (DSN 224-1415).  The 
planned distribution of this report is listed in Appendix E. 

Robert J. Lieberman 
Assistant Inspector General 

for Auditing 

Enclosure 

cc:  Secretary of the Navy 

This version of Audit Report No. 92-030 excludes proprietary 
and For Official Use Only information. 



Office of the Inspector General 

AUDIT REPORT NO. April 10, 1992 
(Project No. 9AL-0070.01) 

THE RELEASE OF MORRISON KNODSEN CORPORATION 

FROM THE PERFORMANCE GUARANTEE ON THE AOE-6 CONTRACT 

EXECUTIVE SUMMARY 

Introduction. On January 23, 1987, the Navy awarded a 
$290.1 million competitive, fixed-price-incentive contract for 
the lead AOE-6 Class ship, with options for three follow-on ships 
to the National Steel and Shipbuilding Company (NASSCO).   * 

* On January 15, 1987, Morrison Knudsen Corporation 
(Morrison Knudsen), NASSCO's parent company, guaranteed the 
performance of the AOE-6 contract. The Navy awarded the contract 
to NASSCO only after receiving the performance guarantee. 
Furthermore, the Navy was relying on the performance guarantee to 
provide NASSCO with adequate financing to ensure performance of 
the contract. 

In November 1988, Morrison Knudsen informed the Secretary of the 
Navy that it wanted to get out of the shipbuilding business and 
to limit its liability under the performance guarantee. On 
April 12, 1989, the Navy and Morrison Knudsen entered into an 
agreement that discharged Morrison Knudsen from the performance 
guarantee. 

Objective. The audit's overall objective was to evaluate whether 
the Navy adequately protected DoD's interests in releasing 
Morrison Knudsen from a performance guarantee on the AOE-6 
contract. 

Audit Results. The Navy did not obtain sufficient financial 
consideration when it released Morrison Knudsen Corporation from 
a corporate guarantee for performance on the AOE-6 contract. As 
a result of the release from guarantee, the Navy may have to pay 
as much as * more than it would have had to pay for 
the same number of ships it could have received under the 
contract with the performance guarantee. 

* Company confidential or proprietary information deleted. 



Internal Controls. Internal controls were not in place for 
establishing and rescinding performance guarantees. ^ Also, 
internal controls relating to documenting determinations of 
contractor responsibility were not adhered to. Our review of 
internal controls is discussed in Part I of this report. 

Potential Benefits of Audit. The principal benefits that will be 
realized from this audit are better financial protection for the 
Navy when entering into performance guarantees and better 
documented determinations of contractor responsibility and 
contract files. Additional details are included in Appendix C. 

Summary of Recommendations. We recommended the institution of 
procedures and controls for establishing, modifying, and 
rescinding performance guarantees. We also recommended adherence 
to procedures for properly documenting determinations of 
contractor responsibility and contract files. 

Management Comments. The Navy partially concurred with 
Recommendation l.a. and fully concurred with Recommendations 
l.b., I.e., l.d., and 2. The Navy disagreed with the finding 
that the Navy did not obtain sufficient financial consideration 
for NASSCO to complete the AOE-6 contract when it released 
Morrison Knudsen from the performance guarantee. We have 
requested comments from the Assistant Secretary of the Navy 
(Research, Development and Acquisition) by June 10, 1992. The 
complete text of the Navy's comments is in Part IV of this 
report. 

li 
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PART I - INTRODUCTION 

Background 

in October 1986, the Naval Sea Systems Command (NAVSEA) received 
four proposals for construction of the AOE-6 Fast Combat Support 
Ship. The National Steel and Shipbuilding Company (NASSCO), a 
wholly-owned subsidiary of Morrison Knudsen Corporation (Morrison 
Knudsen), submitted the lowest offer. On January 23, 1987, the 
Navy awarded a $290.1 million competitive, fixed-price-mcentive 
contract for the lead ship, with options for three follow-on 
ships, to NASSCO. NAVSEA exercised the option for the first 
follow-on ship, the AOE-7, in November 1988 and exercised the 
option for the second follow-on ship, the AOE-8, in December 
1989. NAVSEA will not exercise the option for the third follow- 
on ship, the AOE-9, because OSD rescinded funds for the AOE-9 in 
January 1991. 

* As a result, NAVSEA requested that Morrison Knudsen, 
NASSCO's parent company, provide a corporate guarantee on 
contract performance. On January 15, 1987, Morrison Knudsen 
guaranteed performance of the AOE-6 contract. The guarantee was 
executed by the president of Morrison Knudsen. The Navy awarded 
the AOE-6 contract to NASSCO only after it received the 
performance guarantee. The Navy was relying on the performance 
guarantee to provide NASSCO with adequate financing to ensure 
performance on the contract. 

In November 1988, Morrison Knudsen informed the Secretary of the 
Navy that it wanted to get out of the shipbuilding business and 
to limit its liability under the performance guarantee. Morrison 
Knudsen was considering having the AOE-6 ships completed at 
Avondale Industries, Incorporated, or allowing NASSCO to complete 
the contract as an employee owned company. Morrison Knudsen 
contended that the performance guarantee only required that it 
ensure that the ships were completed, but not necessarily at 
NASSCO. 

On April 12, 1989, the Navy and Morrison Knudsen entered into an 
agreement that discharged Morrison Knudsen from the performance 
guarantee. The Navy considered that the agreement provided 
NASSCO with adequate financing to complete the AOE-6 contract. 

* Company confidential or proprietary information deleted. 



Objective 

The overall audit objective was to evaluate whether the Navy 
adequately protected DoD's interests in releasing Morrison 
Knudsen from a performance guarantee on the AOE-6 contract. The 
audit was initiated because our audit of the "Acquisition of the 
AOE-6 Fast Combat Support Ship," Project No. 9AL-0070, identified 
factors on the Navy's release of Morrison Knudsen from the 
performance guarantee on the AOE-6 contract that we believed 
needed further review. 

Scope 

This economy and efficiency audit was conducted from August 
through September 1991 in accordance with auditing standards 
issued by the Comptroller General of the United States, as 
implemented by the Inspector General, DoD, and accordingly 
included such tests of internal controls as were deemed 
necessary. We obtained and reviewed data and information, dated 
from January 1987 through September 1991, to accomplish our 
objective. We interviewed cognizant Navy and contractor 
officials involved in the Navy's decision to release Morrison 
Knudsen from the AOE-6 performance guarantee. A list of 
activities visited or contacted is in Appendix D. An 
investigator from the Office of the Assistant Inspector General 
for Departmental Inquiries, a contract specialist from the 
Technical Assessment Division of the Office of the Assistant 
Inspector General for Auditing, and a lawyer from the DoD Office 
of General Counsel assisted us in our audit. Our audit was 
hindered because the Navy did not have a business clearance 
memorandum or other memorandums documenting why the release of 
Morrison Knudsen from the performance guarantee was considered to 
be in the Government's best interest. 

Internal Controls 

We assessed internal controls applicable to the Navy's actions 
and negotiations that led to the Navy releasing Morrison Knudsen 
from the AOE-6 performance guarantee. We also reviewed internal 
controls applicable to the financial responsibility 
determination that was made before the award of the AOE-6 
contract. The audit identified material internal control 
weaknesses as defined by Public Law 97-255, Office of Management 
and Budget Circular A-123, and DoD Directive 5010.38. Internal 
controls were not in place for establishing and rescinding 
performance guarantees. Also, internal controls relating to 
documenting determinations of contractor financial responsibility 
were not adhered to. Recommendations 1. and 2., in this report, 
if implemented, will correct these weaknesses.  A copy of this 



report is being provided to the senior official responsible for 
internal controls within the Department of the Navy. 

Prior Audits and Other Reviews 

In May 1991, the Under Secretary of Defense for Acquisition 
tasked the Navy to review the circumstances surrounding the 
Navy's release of Morrison Knudsen from the performance guarantee 
on the AOE-6 contract to determine whether any false 
representations may have been made to obtain the release and 
whether the Navy had the right to reinstate the guarantee xn 
light of the projected cost growth in completing the contract. 
On September 6, 1991, the Assistant Secretary of the Navy 
(Research, Development and Acquisition) responded to the Under 
Secretary stating that the Office of the General Counsel of the 
Navy had concluded that the Navy was not aware of any false 
representation by Morrison Knudsen in negotiating the release, 
and that Morrison Knudsen had complied with its obligations under 
the release agreement. The Assistant Secretary stated that the 
General Counsel had concluded that there was no basis for 
reinstating the guarantee. 
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PART II ~ FINDING AND RECOMMENDATIONS 

PERFORMANCE GUARANTEE 

The Navy did not obtain sufficient financial consideration for 
NASSCO to complete the AOE-6 contract when it released Morrison 
Knudsen Corporation from a corporate guarantee for performance on 
the contract. The situation existed because the Navy 
underestimated NASSCO's projected loss on the AOE-6 contract. 
Poor contracting practices on the part of Navy officials, as well 
as an absence of guidance pertaining to performance guarantees, 
also contributed to the situation. As a result of the release 
from guarantee, the Navy may have to pay as much as * 
more than it would have had to pay for the same number of ships 
it could have received under the contract with the performance 
guarantee. 

DISCUSSION OF DETAILS 

Background 

In response to Morrison Knudsen's announcement that it wanted to 
get out of the shipbuilding business, the NAVSEA Contracts 
Directorate and General Counsel of the Navy reviewed the terms of 
the performance guarantee to determine whether the Navy would 
have to release Morrison Knudsen from the performance 
guarantee. NAVSEA concluded that the Navy had a valid and 
enforceable guarantee, but that the guarantee did not necessarily 
provide for performance at NASSCO. 

In attempting to obtain a release from the performance guarantee, 
Morrison Knudsen set forth several alternatives for the Navy to 
consider. One alternative was that Morrison Knudsen would assign 
the AOE-6 contract to Avondale Industries, incorporated 
(Avondale), and have Avondale complete the ships. A second 
alternative was to arrange for the sale of NASSCO to its 
employees through an Employee Stock Ownership Plan. 

The Assistant Secretary of the Navy (Shipbuilding and Logistics) 
determined that an assignment to Avondale was not in the Navy's 
best interest. The Assistant Secretary reportedly wanted to 
retain NASSCO as a viable shipyard because of concerns about 
industrial mobilization needs for yards capable of constructing 
major auxiliary ships. The Assistant Secretary was also 
concerned about Avondale's ability to meet its existing and 
projected commitments if new work were added. 

On December 23, 1988, the NAVSEA Deputy Commander for Contracts 
informed Morrison Knudsen that a transfer of the AOE-6 Class 

* Company confidential or proprietary information deleted. 



construction contract to Avondale was unacceptable. The Deputy 
Commander stated that the addition of the AOE-6 Class ships to 
Avondale's work load would result in disruption of other Navy 
shipbuilding programs at Avondale. 

On February 2, 1989, Avondale informed Morrison Knudsen that it 
was no longer interested in pursuing the AOE-6 contract 
assignment. According to the NAVSEA Contracting Officer that was 
responsible for negotiating the release agreement, Morrison 
Knudsen considered Avondale's position to be a negotiation 
position rather than a final termination of the negotiations. As 
a result, NAVSEA considered the Avondale option to remain open to 
Morrison Knudsen. 

The NAVSEA Counsel discussed the performance guarantee issue with 
the Justice Department to determine whether any antitrust laws 
would be violated if Morrison Knudsen assigned the contract to 
Avondale. The Navy concluded, based on a meeting with the 
Justice Department, that Morrison Knudsen assigning the contract 
to Avondale probably did not violate any existing antitrust 
laws. The Navy did not believe that Morrison Knudsen would be 
required to provide more funds than would have been required to 
complete the AOE-6 Class ships at Avondale. 

On February 28, 1989, the NAVSEA Deputy Commander for Contracts 
informed Morrison Knudsen that NAVSEA would be willing to 
consider modifications to the "uncapped" performance guarantee as 
long as there was adequate consideration. The Navy expressed 
two primary concerns: that the ships be built and that the ships 
be built at NASSCO to maintain a West Coast shipbuilding yard and 
a competitive base for follow-on auxiliary ships. NASSCO was the 
only remaining construction yard for auxiliary ships on the West 
Coast. 

The Navy decided that if it were to release Morrison Knudsen from 
the performance guarantee, it would need to secure consideration 
from Morrison Knudsen that would reasonably ensure successful 
completion of the AOE-6 contract at NASSCO after the 
establishment of the Employee Stock Ownership Plan and provide 
for the long-terra financial viability of NASSCO as a ship 
construction and repair yard. A critical factor in reaching an 
agreement to release Morrison Knudsen involved determining the 
amount of additional capital that NASSCO would require to 
reasonably ensure completion of the AOE-6 contract. To determine 
that amount, the Navy established a cost review team and tasked 
the team with reviewing NASSCO's cost estimates for the AOE-6 
Program. The Navy also contracted with KPMG Peat Marwick to 
assess whether the Morrison Knudsen proposals provided NASSCO 
with the financial ability to complete the AOE-6 contract and 
ensure the long-term viability of NASSCO. 



After receiving input from the Navy cost review team and KPMG 
Peat Marwick, the NAVSEA Contracts Directorate concluded that the 
total contribution required to maintain NASSCO's viability was 
about * . The * was composed of a * 
preferred stock and * credit arrangement, * to 
cover taxes on the TAH-20 hospital ship contract, and a 

*     assumed settlement on request for equitable adjustments 
that NASSCO had submitted on Navy repair contracts. 

On April 12, 1989, the Navy and Morrison Knudsen entered into an 
agreement that discharged Morrison Knudsen from the performance 
guarantee. The Navy considered that the agreement provided 
NASSCO with adequate financing to complete the AOE-6 contract. 

* 
* 

* 

* 
* 

* 
* 

* 

* 

* 

Evaluation of the Navy's Decision to Release Morrison Knudsen 
from the Performance Guarantee 

The Navy did not obtain sufficient financial consideration for 
NASSCO to complete the AOE-6 Class contract when it released 
Morrison Knudsen from a corporate guarantee for performance on 
the contract. As discussed later, NASSCO subsequently 
experienced serious financial difficulties and NAVSEA could not 

On June 27, 1991, the terms of the agreement were modified to 
line of credit to    *      instead of 

V 
increase the 
having the       *    line of credit replaced with 
of preferred stock and   *      of credit. 

* Company confidential or proprietary information deleted. 



find NASSCO financially capable to exercise the option for the 
fourth ship on the AOE-6 contract. 

There were several reasons why the Navy did not obtain sufficient 
consideration when it released Morrison Knudsen from the 
performance guarantee on the AOE-6 contract. The primary reason 
was that the Navy's analysis of capital requirements 
underestimated NASSCO's projected loss on the AOE-6 Class 
contract. Poor contracting practices on the part of Navy 
officials and an absence of guidance pertaining to performance 
guarantees also contributed to the situation. 

Navy's analysis of the projected loss on the AOE-6 
contract. The Navy established a cost review team to review 
NASSCO's AOE-6 cost projections. The Navy cost review team's 
analysis was key to determining the basis for the Navy's position 
that the projected total additional capital required to complete 
the AOE-6 contract and maintain NASSCO's viability was about 
* . The cost review team included a team leader, who was 

the business manager from the AOE-6 Program Office, and several 
representatives from the NAVSEA Cost Estimating and Analysis 
Division. The team also received support from the Supervisor of 
Shipbuilding, Conversion and Repair, San Diego, and the resident 
auditors from the Defense Contract Audit Agency (DCAA) office at 
NASSCO. 

The cost review team estimated that NASSCO would incur a minimum 
loss of * and a maximum loss of * on the 
AOE-6 contract. NASSCO had forecasted a profit of * 
After reflecting selling and general and administrative expenses 
as overhead instead of as part of profit and adjusting the 
forecast for the cost of money, NASSCO showed a projected loss of 

* ("Forecast B").   The Navy adjusted NASSCO's 
projection for inflation indexes and derived a projected 
"Forecast B Adjusted" loss of * . The projected * 
"Forecast B Adjusted" loss was used as a basic assumption in the 
subsequent KPMG Peat Marwick analysis. On February 3, 1989, the 
Navy cost review team issued a report, "AOE Cost Projection 
Review," which summarized the results of its review. An excerpt 
from that report, which shows the projected minimum, maximum, 
"Forecast B," and "Forecast B Adjusted" losses, is shown in 
Appendix A. 

In January 1989, the Navy hired KPMG Peat Marwick to assess 
whether Morrison Knudsen's proposals provided NASSCO with the 
financial ability to complete the AOE-6 contract and ensure the 
long-term viability of NASSCO as a ship construction and repair 
yard. The result of KPMG Peat Marwick's analysis was another key 
input into the Navy's decision to release Morrison Knudsen from 



the performance guarantee. KPMG Peat Marwick took financial data 
and put it in a format that represented a cash flow analysis and 
also did some sensitivity analysis using a model based on 
specific assumptions. The NAVSEA Contracts Directorate directed 
KPMG Peat Marwick to use the * "Forecast B Adjusted" 
loss in its analysis. KPMG Peat Marwick did not adjust the 
"Forecast B Adjusted" data. Also, KPMG Peat Marwick did not make 
any projections using the cost review team's maximum projected 
loss or any other projected loss figure. At a September 10, 
1991, meeting with us, KPMG Peat Marwick described its review as 
a "limited in scope" analysis. However, in an April 13, 1989, 
NAVSEA briefing to the Assistant Secretary of the Navy 
(Shipbuilding and Logistics), the NAVSEA briefing charts 
inaccurately referred to the KPMG Peat Marwick assessment as a 
"complete financial assessment." 

KPMG Peat Marwick concluded, based on its analysis, that the 
final * capital requirement agreed to by NAVSEA and 
Morrison Knudsen adequately addressed NASSCO's needs with respect 
to capital requirements, existing and potential tax liabilities, 
existing NASSCO debt, and the purchase price of NASSCO by NASSCO 
employees and senior management. KPMG Peat Marwick identified 
the major variables that influenced capital requirements as new 
business and performance on the AOE-6 contract.      * 

* The KPMG 
Peat Marwick report also stated that KPMG Peat Marwick relied on 
NASSCO's representations about its plans, expectations, and 
disclosure of any significant information that might affect the 
ultimate realization of the projected outcomes. KPMG Peat 
Marwick qualified its report by stating that "No attempt was made 
to audit or verify any information received." 

Concerns with the Navy's analysis. We believe that the 
Navy's reliance on the * projected loss as a basic 
assumption in its analysis was arbitrary and inappropriate. The 

* projected loss was computed using NASSCO's labor 
hours. When the cost review team adjusted "Forecast B" to derive 
"Forecast B Adjusted," it did not adjust NASSCO's labor hours 
even though it had documented concerns about NASSCO's labor 
hours.  The cost review team had derived its own labor hour 

17 Although KPMG Peat Marwick did not issue a report until 
May 26, 1989, which was after the release decision, KPMG Peat 
Marwick had briefed the Navy on the results of its analysis 
before the release decision. 

* Company confidential or proprietary information deleted. 



figures by adjusting NASSCO's labor hours for inefficiencies 
resulting from NASSCO increasing its work force with "unskilled" 
labor and its inexperience with gas turbines. These proved to be 
valid concerns because, in August 1991, the Navy indicated that 

* 
* . The labor hours derived by 

the cost review team approximated those derived by the Price 
Analysis Team, which had made an estimate before contract 
award. The cost review team's labor hours were reflected in its 
maximum estimate, not in the "Forecast B Adjusted" estimate 

*      projected loss) that was used in the subsequent KPMG 
Peat Marwick analysis. 

Based on our request, the NAVSEA Cost Estimating and Analysis 
Division recalculated the "Forecast B Adjusted" using the cost 
review team's labor hours. The projected loss, computed using 
the cost review team's labor hours, was about * , which 
was significantly greater than the * loss derived using 
the NASSCO labor hours. 

We discussed the February 3, 1989, cost review team report with 
the members of the cost review team. The cost review team 
maintained that it only projected a range and concluded that the 
"Forecast B Adjusted" loss of * was within that 
range. The team did not make any conclusions as to the 
reasonableness of the * "Forecast B Adjusted" projected 
loss. 

The NAVSEA Contracting Officer that was responsible for 
negotiating the capital requirements necessary to release 
Morrison Knudsen from the performance guarantee said that the 
Contracts Directorate decided to use the * projected 
loss as a basic assumption in its analysis, based on a review of 
other information that had been provided by the AOE-6 Program 
Office but was no longer available. The NAVSEA Deputy Commander 
for Contracts contended that the * projected loss was a 
"credible" estimate. He recalled that the Contracts Directorate 
was looking for a number within a range and settled on the 

* projected loss figure. However, he also did not have 
documentation justifying his "credible" estimate. 

We believe that the Navy's use of the "Forecast B Adjusted" 
projected loss was too arbitrary.  Although the      * 
projected loss was within the minimum and maximum projected 
ranges,  it was much closer to the minimum projected loss 
( * )   than the maximum  projected  loss 
(       *      ).  Also, there were indicators that the Navy 
should not have been as arbitrary but should have been more 

* Company confidential or proprietary information deleted. 
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conservative in its negotiation. * 
* 
* 

* . These indicators, which address NASSCO's financial 
capability, are discussed in Appendix B. 

Contracting practices. The Navy did not apply sound 
contracting practices in evaluating and negotiating the release 
from guarantee. Federal Acquisition Regulation, subpart 4.8, 
requires that the contract files provide a complete background as 
a basis for informed decisions at each step in the acquisition 
process. The Federal Acquisition Regulation also requires that 
documentation in the contract files sufficiently provide a 
complete history of transactions to support actions taken and 
provide information for reviews and investigations. 

Although the Federal Acquisition Regulation and the Navy 
Acquisition Procedures Supplement require that contracting 
officials document negotiations with contractors, the Navy had no 
business clearance memorandum or other documented contracting 
officer's determination that the release of Morrison Knudsen from 
the performance guarantee was in the Government's best 
interest. There were various reports, such as the NAVSEA cost 
review team report and KPMG Peat Marwick report, but there was no 
decision memorandum or position paper that pulled all of the 
factors relating to the release decision together. More 
specifically, Navy officials did not document either their 
prenegotiation objectives or the results of negotiations that led 
to Morrison Knudsen being released from the performance 
guarantee. Furthermore, the performance guarantee was not 
referenced in the AOE-6 contract or addressed in the business 
clearance memorandum for the AOE-6 contract. 

Additionally, at the time of the release decision, there was no 
documented legal opinion as to NAVSEA Counsel's conclusions on 
the release decision. NAVSEA Counsel provided us with a 
memorandum, dated September 26, 1991, that retroactively 
documented the advice that Counsel contended it provided to the 
Contracting Officer and the AOE-6 Program Manager at the time of 
the release decision. NAVSEA Counsel also provided us with a 
draft memorandum that was described as having been prepared at 
the time of the release decision; however, it had never been 
reviewed for accuracy or finalized. NAVSEA Counsel's 
documentation   did  not  address whether  NASSCO's  payment of 

* in dividends to Morrison Knudsen in June 1987 was 
consistent with Morrison Knudsen's status as the guarantor on the 
AOE-6 contract, and if it was not, what additional remedies might 
have been available. 

* Company confidential or proprietary information deleted. 
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Guidance on performance guarantees. We could not identify 
any specific guidance regarding performance guarantees in the 
Federal Acquisition Regulation, DoD Federal Acquisition 
Regulation Supplement, Navy Acquisition Procedures Supplement, or 
any other regulation or directive. The Federal Acquisition 
Regulation contains specific guidance and controls over other 
means of providing the Government with financial protection, such 
as performance bonds. In the absence of any guidance, the Navy 
made and documented the decision as it deemed appropriate. 

Effects of the Release Decision 

After  releasing  Morrison  Knudsen  from  the  performance 
guarantee, * 

* 

* . As a result of not exercising the third option 
under the NASSCO contract, the Navy estimated that the additional 
funding needed to procure a fourth ship under a competitive, 
single ship procurement would be about * over what 
would have been needed to fund a fourth ship under the NASSCO 
AOE-6 contract. With the performance guarantee, the Navy had a 
commitment from Morrison Knudsen to deliver up to four ships at 
the price specified in the contract. 

In response to the draft report, the Navy maintained that it did 
not exercise the option for the fourth ship because OSD rescinded 
funds for the fourth ship. However, even before OSD rescinded 
the funds, NAVSEA had determined that it was not appropriate to 
exercise the option because * 

* . OSD's decision to rescind the funds for the FY 1991 
AOE-6 Class ship (fourth ship) was based on concerns about 
production delays and cost overruns at NASSCO. 

The Navy's release of Morrison Knudsen from the performance 
guarantee also exposed DoD to an additional    *      of cost 
risk. * 

* 
* .  On March 15, 1991, 

the Secretary of the Navy granted a $25 million increase to the 
contract price without consideration under Public Law 85-804. 
Public Law 85-804 provides for granting extraordinary contractual 
relief when such relief will "facilitate the national defense." 
In granting the extraordinary contractual relief, the Secretary 
stated that NASSCO's financial condition would not allow it to 
complete the AOE-6 and AOE-7 without Public Law 85-804 relief. 
The extraordinary contractual relief was granted to provide 
interim relief for NASSCO's negative cash flow situation, pending 
the Navy's completion of its evaluation of NASSCO's AOE-6 
contract claims.  The contract modification for the extraordinary 
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relief stipulated that it would be the Government's sole 
discretion as to whether the $25 million price increase remained 
as a permanent increase to the contract price. 

Fortunately, the potential $25 million loss related to the Public 
Law 85-804 relief did not materialize. On December 26, 1991, the 
Navy and NASSCO settled the outstanding AOE-6 contract claims, 
amounting to $459.8 million, for $239 million. On March 4, 1992, 
the AOE-6 Contracting Officer stated that the entitlement on the 
contract claims obviated the need for the Public Law 85-804 
relief. He stated that the $25 million (Public Law 85-804 
relief) was no longer without consideration, because the claims 
settlement now provided a basis for the $25 million. 

Financial Responsibility 

In reviewing the events leading up to the establishment of the 
performance guarantee, we also found that the Navy did not 
adequately document its determination of NASSCO's financial 
responsibility before awarding the AOE-6 contract to NASSCO. 
Federal Acquisition Regulation, subsection 9.105-2, states that 
"documents and reports supporting a determination of 
responsibility, including any pre-award survey reports . . . must 
be included in the contract file." 

A NAVSEA Price Analysis Team report, dated January 9, 1987, 
projected that NASSCO underbid the contract to the point where it 
would incur a significant overrun resulting in a * 
loss on the AOE-6 contract. On January 14, 1987, the Source 
Selection Authority recommended that the Contracting Officer 
perform a preaward survey paying special attention to NASSCO's 
ability to withstand the impact of an overrun. In a January 20, 
1987, letter to the Source Selection Authority, the Contracting 
Officer declared NASSCO financially responsible based on a review 
of financial statements provided by NASSCO. The Contracting 
Officer also stated that Morrison Knudsen's performance guarantee 
provided further assurance that NASSCO would have the financial 
ability to perform the contract. The Contracting Officer 
recommended that an on-site preaward survey not be performed. 
The Source Selection Authority concurred with the Contracting 
Officer's recommendations. However, the AOE-6 business clearance 
memorandum indicates that a financial preaward survey was 
completed on January 22, 1987. At the time of our audit, the 
Navy was unable to locate the January 22, 1987, document and 
could not provide any evidence that the financial preaward survey 
referenced in the business clearance memorandum was ever done. 

On February 19, 1987, about 1 month after the Navy awarded the 
AOE-6 contract to NASSCO, the AOE-6 Contracting Officer requested 
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a recommendation from a contract specialist within NAVSEA's 
Contracts Directorate on the financial responsibility of 
NASSCO. On February 20, 1987, the Contract Specialist issued a 
memorandum to the Contracting Officer recommending that NASSCO be 
considered financially responsible. The Contract Specialist 
reported that NASSCO was financially responsible based on a 
review of audited 1983, 1984, and 1985 financial statements and 
an unaudited financial statement for the period ended 
November 23, 1986. The financial statements were not in the 
contract file, and the Contracting Officer could not locate 
them. The Contracting Officer stated that the Contract 
Specialist's financial review was done before-,the contract award 
but documented after the contract award. The Contract Specialist 
said that he assumed that the Contracting Officer performed an 
earlier review, but later wanted another review performed to 
verify the initial determination of financial responsibility. 

We believe that the projected overrun on the AOE-6 contract and 
the Navy's concern about NASSCO's financial capability warranted 
a well documented decision of financial responsibility. We also 
believe that the situation warranted a legal review of the 
performance guarantee before contract award. We found that the 
Contracting Officer did not request a legal review of the 
performance guarantee before the award of the AOE-6 contract. 

Conclusion 

We believe the manner in which Navy officials made and documented 
the release from guarantee decision left much to be desired and, 
as a result, reflects adversely on the Navy. More seriously, the 
decision could cost the Navy * . The Navy's analysis 
was inadequate, and the Navy did not properly document the basis 
for the decision that was made. Also, poor contracting practices 
and poor documentation were evident from the Navy's initial 
determination of NASSCO's financial responsibility. Unlike what 
actually occurred, the unusual nature of the release decision 
combined with the financial risk in the decision made it 
imperative that the Navy clearly document the basis for the 
decision. Because there was no indication that the individuals 
involved in the release decision were motivated by personal gain, 
and because of the lack of guidance concerning performance 
guarantees, we do not believe that there are sufficient criteria 
to warrant a recommendation in this audit report for disciplinary 
action against specific individuals. 

Purportedly, in the decision to release Morrison Knudsen from the 
performance guarantee,  the Assistant Secretary of the Navy 
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(Shipbuilding and Logistics) was motivated by an objective to 
retain NASSCO as an alternative source of supply and part of the 
industrial mobilization base. If this was the case, it should 
have been adequately documented. 

If the Navy plans to continue to use performance guarantees as a 
means of providing the Government with financial protection, we 
believe that regulatory controls are needed. The Navy should set 
up specific guidance and internal controls for establishing, 
modifying, and rescinding performance guarantees. 

RECOMMENDATIONS FOR CORRECTIVE ACTION 

1. We recommend that the Assistant Secretary of the Navy 
(Research, Development and Acquisition) revise the Navy 
Acquisition Procedures Supplement to include procedures for 
establishing, modifying, and rescinding performance guarantees. 
As a minimum, the procedures should: 

a. Require that a performance guarantee be referenced in 
the contract and addressed in the business clearance memorandum. 

b. Specify the level of approval authority for establishing 
a performance guarantee. 

c. Require that Government counsel review the performance 
guarantee for legal sufficiency before the guarantee is executed. 

d. Require a documented justification by the contracting 
officer, reviewed by legal counsel, and approved by a level above 
the contracting officer, that the Government's interests are 
protected before a performance guarantee is rescinded or 
modified. 

2. We recommend that the Deputy Commander for Contracts, Naval 
Sea Systems Command, issue a memorandum to contracting officers 
emphasizing the requirements for timely and properly documented 
determinations of contractor responsibility and properly 
documented contract files. 

MANAGEMENT COMMENTS 

The Assistant Secretary of the Navy (Research, Development and 
Acquisition) partially concurred with Recommendation l.a. and 
fully concurred with Recommendations l.b. through l.d. The Navy 
disagreed with the part of Recommendation l.a. that performance 
guarantees be referenced in contracts stating that a performance 
guarantee must be executed by a third party and be a stand-alone 
instrument that is enforceable on its own merits.  The Navy 

15 



stated that referencing a performance guarantee in the contract 
adds no value and may add confusion. On Recommendations l.b. 
through l.d., the Navy agreed that more specific guidance in the 
Navy Acquisition Procedures Supplement (NAPS) would improve 
establishment and administration of performance guarantees. The 
Navy stated that it planned to modify NAPS, subsection 1.690.5, 
"Types of Contract Actions Requiring Business Clearance," to 
require that performance guarantee execution, modification, or 
recision be reviewed and approved in a similar manner and at the 
same level as would be required for other business transactions 
of like magnitudes. 

The Navy also concurred with Recommendation 2. and stated that a 
memorandum emphasizing the requirements for timely and properly 
documented determinations of contractor responsibility and 
properly documented contract files would be issued by March 31, 
1992. 

The Navy did not agree with the finding that the Navy did not 
obtain sufficient financial consideration for NASSCO to complete 
the AOE-6 Class contract when it released Morrison Knudsen 
Corporation from the performance guarantee. In a memorandum 
forwarding the detailed Navy comments, the Assistant Secretary of 
the Navy (Research, Development and Acquisition) stated that the 
primary basis for the DoDIG judgment concerning the Navy's 
underestimation of NASSCO's projected loss was that NASSCO 
experienced serious financial problems after the release of 
Morrison Knudsen from the performance guarantee. The Assistant 
Secretary stated that, based on several independent reviews, the 
Navy believed the amount of the capital that the Navy accepted 
was appropriate for the agreement with Morrison Knudsen. The 
Assistant Secretary also stated that the financial problems 
NASSCO later encountered resulted from events that resulted in 
claims that were eventually settled for $239 million under the 
contract. The Assistant Secretary stated that since these claims 
have been resolved, NASSCO's financial position appears 
favorable, * 

* 

In its comments, the Navy stated that the DoDIG attributed 
NASSCO's financial difficulties solely to inadequate funding 
flowing from the Morrison Knudsen performance release 
settlement. The Navy also stated that the DoDIG failed to 
adequately consider the implications imposed by potential 
execution of the AOE-6 contract at Avondale Industries, Inc., on 
the release decision. The Navy also nonconcurred with the DoDIG 
statement that the Navy used poor contracting practices. The 
Navy stated that a business clearance memorandum would have 
affected documentation of the release decision, but it did not 
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agree that the lack of a clearance resulted in poor contracting 
practices. The Navy stated that additional documentation would 
have added historical value, but it would not have resulted in 
added management oversight and would not have affected the 
decisionmaking process or the actual decisions. 

The Navy also nonconcurred with the DoDIG conclusion that as a 
consequence of the release from the performance guarantee, the 
Navy may have to pay as much as * more than it would 
have had to pay for the same number of ships it could have 
received under the contract with the performance guarantee. The 
Navy stated that the DoDIG incorrectly reasoned that an 
unsatisfactory guarantee release settlement made NASSCO 
financially non-responsible for any future contractual options. 

The complete text of the Navy's comments is in Part IV of the 
report. 

AUDIT RESPONSE TO MANAGEMENT COMMENTS 

We believe that the Navy's planned actions for Recommendations 
l.b. through l.d., and 2. are fully responsive to the 
recommendations. The Navy's planned actions for Recommendation 
l.a. are partially responsive. We ask that the Navy, in response 
to the final report, provide estimated completion dates for the 
actions identified in its response to Recommendations l.a. 
through l.d. 

We also ask that the Navy reconsider its position on 
Recommendation l.a. that performance guarantees should not be 
referenced in contracts. The Navy stated that such a reference 
would add no value and may actually cause confusion. In our 
opinion, the lack of any reference to a third party may have the 
opposite effect. For example, if a contract containing no such 
reference is reassigned after contract award to a new Contracting 
Officer and to a new corporate contracts administrator, the 
knowledge that performance of that contract has been guaranteed 
by a third party may be lost. Also, precedence for references to 
the responsibilities of third parties exists in the Federal 
Acquisition Regulation (FAR). For example, FAR 28.106-4 directs 
the inclusion of clause 52.228-2, "Additional Bond Security," in 
contracts when bonds are required. Also, FAR 23.203-6 directs 
the inclusion of clause 52.228-11, "Pledges of Assets," in 
contracts that require the submission of bid guarantees, 
performance, or payment bonds. 

We disagree with the Navy's comments to our finding that the 
primary basis for our judgment concerning the Navy's 
underestimation of NASSCO's projected contract loss was that 
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NASSCO experienced serious financial problems after the release 
of Morrison Knudsen from the guarantee. As stated in the 
finding, the primary basis for our judgment was that our 
evaluation indicated that the Navy's analysis was inadequate. We 
believe the Navy's reliance on the * projected loss as 
a basic assumption in its analysis was arbitrary and 
inappropriate. This projected loss figure was computed using 
NASSCO's labor hours even though the cost review team had 
documented concerns about NASSCO's labor hours. Using the cost 
review team's labor hours, the projected loss would have been 
about * . Therefore, based on the information that was 
available at the time of the decision, we do not believe that the 
Navy obtained sufficient financial consideration for NASSCO to 
complete the AOE-6 contract. 

The Navy's comments indicate that its conclusion that the capital 
accepted by the Navy was appropriate and was based on several 
independent reviews. We assume the Navy's comments are referring 
to the Navy cost review team's and KPMG Peat Marwick's 
analyses. However, the cost review team only projected a range 
and concluded that the "Forecast B Adjusted" loss of * 
was within that range. The cost review team did not make any 
conclusions as to the reasonableness of the * projected 
loss. Also, as stated in the finding, the Navy directed that 
KPMG Peat Marwick use the * projected loss figure in 
its analysis. KPMG Peat Marwick made no attempt to audit or 
verify any information received. Furthermore, KPMG Peat Marwick 
described its work as a "limited in scope" analysis. 

The Navy's comments imply that NASSCO's financial problems were 
attributed solely to problems that gave rise to the NASSCO 
claims. This is inconsistent with documentation that we reviewed 
relating to NAVSEA's request for Public Law 85-804 relief for 
NASSCO. * 

* 
* 
* 
* 
* 
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We disagree with the Navy's comments that the report failed to 
consider the implications imposed by potential execution of the 
contract at Avondale Industries, Inc. We believe that the 
finding adequately discusses the Navy's concerns on this issue. 

We stand by our position that the Navy did not apply sound 
contracting practices in evaluating and negotiating the release 
from guarantee. The unusual nature of the release decision 
warranted particularly careful documentation. Furthermore, we 
question the Navy's statement that additional documentation would 
not have affected the decisionmaking process or the actual 
decision. We believe that a well documented analysis might have 
surfaced the same concerns that we identified with the Navy's 
analysis during our audit. The Contracting Officer should have 
ensured that complete documentation was in order. 

The Navy took exception to our conclusion that as a result of the 
release from the performance guarantee, the Navy may have to pay 
as much as * more than it would have to pay for the 
same number of ships it could have received under the contract 
with the performance guarantee. Our statement was not absolute, 
but was qualified with the word "may." We believe, based on our 
review of the facts available at the time of the release 
decision, that the agreement exposed the Navy to considerable 
risk. With the performance guarantee, the Navy had a commitment 
from Morrison Knudsen to deliver up to four ships at the price 
specified in the contract. Also, as stated in the finding, even 
before OSD rescinded the funds, NAVSEA had determined that it was 
not appropriate to exercise the option for the fourth ship 
because * 

Finally, the Navy's response states that NASSCO's financial 
position now appears favorable * 

* 
* 
* 
* 
* 
A 
* 
* 
* 
A 
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STATUS OF RECOMMENDATIONS 

 Response Should Cover  
Concur/    Proposed Completion Related 

Number Adressee    Nonconcur   Action    Date     Issues* 

l.a.   Assistant      X X       X       IC 
Secretary of 
the Navy 
(Research, 
Development and 
Acquisition) 

l.b.   Assistant X 
Secretary of 
the Navy 
(Research, 
Development and 
Acquisition) 

I.e.   Assistant X 
Secretary of 
the Navy 
(Research, 
Development and 
Acquisition) 

l.d.   Assistant X 
Secretary of 
the Navy 
(Research, 
Development and 
Acquisition) 

2.     Deputy Commander 
for Contracts, 
NAVSEA 

*IC = material internal control weakness 
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PART III - ADDITIONAL INFORMATION 

Appendix A - 

Appendix B - 
Appendix C - 
Appendix D - 
Appendix E - 

Navy Cost Review Team's Minimum and Maximum Ranges, 
"Forecast B," and "Forecast B Adjusted" 
Indicators of NASSCO's Financial Capability 
Summary of Benefits Resulting From Audit 
Activities Visited or Contacted 
Report Distribution 

&S>- 



APPENDIX A;  NAVY COST REVIEW TEAM'S MINIMUM AND MAXIMUM RANGES 
"FORECAST Bf" AND "FORECAST B ADJUSTED"* 

* 

* 
* 
* 
* 
* 
* 

* 
A 
* 
* 
A 

* 
* 
* 
* 

* 

A 
* 
* 
A 
A 
A 
A 
A 
A 
A 
A 
A 
A 
A 
A 
A 
* 
A 
A 
* 
A 
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APPENDIX B;  INDICATORS OF NASSCO's FINANCIAL CAPABILITY 

NASSCO's financial strength.  In  April 1989,  NASSCO's 

NASSCO paid * in dividends to 
Morrison Knudsen in June 1987. The NAVSEA Deputy Commander for 
Contracts stated in a December 23, 1988, letter to Morrison 
Knudsen that: 

* 
* 

* 
* 

* 

DCAA audit report.  DCAA Report No. 4221-8E176001, "Report 
on Review of Financial Capability and Cash Flow Forecasts, 
September 23, 1988, stated that NASSCO's financial situation 

* 
* 

* 
* 
* 
* 
* 

Duff and Phelps report.   A Duff and Phelps Financial 
Consulting Company report on NASSCO, dated December 13, 1988, 

* 
* 

* 
Duff and 

Phelps Financial Consulting Company was an independent appraiser 
hired by the trustee for the Employee Ownership Plan. 
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APPENDIX B;  INDICATORS OF NASSCO's FINANCIAL CAPABILITY (cont'd) 

Morrison Knudsen's Chief Counsel's comments. On March 1, 
1989, after the Navy had decided not to award the T-AO fleet 
oiler ship contract to NASSCO. Morrison Knudsen's Chief Counsel 
wrote a letter to the NAVSEA Deputy Commander for Contracts 

* 
* 
* 

* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 

* 
* 
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APPENDIX C:  SUMMARY OF POTENTIAL BENEFITS RESULTING FROM AUDIT 

Recommendation 
Reference 

1. 

2. 

Description of Benefit 

Internal Control. Will 
help ensure that the 
Navy's interests are 
protected when 
establishing and 
rescinding performance 
guarantees in the future. 

Compliance with laws 
and regulations. Will 
ensure that proper 
procedures are followed 
in determining whether a 
contractor is financially 
responsible for performing 
the contract.  This should 
provide the Navy additional 
protection when it enters 
into contracts. 

Type of Benefit 

Nonmonetary. 

Nonmonetary. 
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APPENDIX D;  ACTIVITIES VISITED OR CONTACTED 

Office of the Secretary of Defense 

Under Secretary of Defense for Acquisition, Washington, DC 
Deputy Director (Tactical Warfare Programs, Washington, DC 

Department of the Navy 

Assistant Secretary of the Navy (Financial Management), 
Washington, DC 

Assistant Secretary of the Navy (Research, Development and 
Acquisition), Washington, DC 

Naval Sea Systems Command Headquarters, Washington, DC 
Supervisor of Shipbuilding, Conversion and Repair, San Diego, CA 

Defense Agency 

Defense Contract Audit Agency, San Diego, CA 

Contractors 

National Steel and Shipbuilding Company, San Diego, CA 
KPMG Peat Marwick, Washington, DC 
Duff & Phelps Financial Consulting Company, Chicago, IL 
Ü. S. Trust Company of California, N.A., Los Angeles, CA 
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APPENDIX E;  REPORT DISTRIBUTION 

Office of the Secretary of Defense 

Under Secretary of Defense for Acquisition 
Deputy Director (Tactical Warfare Programs) 

Department of the Navy 

Secretary of the Navy 
Assistant Secretary of the Navy (Financial Management) 
Assistant Secretary of the Navy (Research, Development and 

Acquisition) 
Auditor General, Naval Audit Service 
Commander, Naval Sea Systems Command 
Contracts Directorate, Naval Sea Systems Command 
Auxiliary and Special Mission Ship Program Office, Naval Sea 

Systems Command 
Supervisor of Shipbuilding, Conversion and Repair, San Diego 

Defense Agency 

Director, Defense Contract Audit Agency 

Congressional Committees: 

Senate Subcommittee on Defense, Committee on Appropriations 
Senate Committee on Armed Services 
Senate Committee on Governmental Affairs 
Ranking Minority Member, Senate Committee on Armed Services 
House Committee on Appropriations 
House Subcommittee on Defense, Committee on Appropriations 
Ranking Minority Member, House Committee on Appropriations 
House Committee on Armed Services 
House Committee on Government Operations 
House Subcommittee on Legislation and National Security, 

Committee on Government Operations 
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PART IV - MANAGEMENT COMMENTS 

Assistant Secretary of the Navy (Research, 
Development and Acquisition) Comments 

2H 



Management Comments from the Department of the 
Navy 

THE ASSISTANT KCftETARY OF THE NAVT 
(R*M«rcf>. OnttopflMrt and Aequot«*) 

WASHINGTON. 0 C 2CO5O-1000 

HARUt992 

NZMORAMWK KM tn OCPARTKXXT OF DSFtNSS IMPlCTOt CDftfXL 

Subj:    DRAFT AOMT REPORT OK HUASK Of NORM SON «NOW» (MC) 
CORPORATION FRON TM PERFORMANCE GUARANTEE 0« TU A01-« 
CONTRACT (PROJECT HO. »AL-OO70.SU 

Rat :    (a)     DOOM Memorandum,  dated 30 Dec «1 

Encl;    (1)    Navy detail«) comment« on subject draft audit raport 

In response to Rafaranc« (a), we ata concerned that you found 
that tha Navy did not obtain sufficient financial conaldaration 
for tha National Steel and Shipbuildin« Company (MASSCO) to 
eoapleta tho A0E-« Claaa contract when it ralaaaad NX fro« a 
corporat* performance guarantee on that contract.    Tou attribute 
this to our underestimate of HASSCO'a projected contract lose, 
poor Kavy contracting practices, and aa absence of guidance 
pertaining to performance guaraAteee. 

tha primary basis for your judgement conceralng tha navy's 
änderestimatIon of NASSCO's projected contract lees is that 
KASSOO experienced serious financial problems after the ralease 
of the mc corporate guarantee.   Although there is no question 
that problama occurred, ve do not agree that these difficulties 
resulted from our agreement to waive NX's corporate guarantee. 
Vhlle additional capitalisation vould have put EASSCO in a better 
poaitlon to weather its financial difficulties, the issue is 
whether the amount of the capitalisation accepted by the Navy was 
appropriate for the agreement with NX.    Based oa several indepen- 
dent reviews, wa believe that to be the case. Is fact, the finan- 
cial problems KASSCO leter encountered resulted from events which 
gave riae to claims that were eventually settled for $23* million 
under the contract.    Now that these claims have been resolved, 
■ASSCO's financial oositlon aooears favorable asd the       * 

* 
* As a result, we believe taat toe consioeration tue 

Navy obtained from NX for release of Its corporate guarantee was 
adequate to ensure NASSCO's performance; 

la view of our experience with the NX guarantee, we are 
drafting revisions to the Navy Acquisition Procedures Supplement 
designed to system leal ly improve the documentation of the 
oversight process,    «s will provide • copy of ear changes to you. 

Our detailed comments on the dreft report are at enclosure 1. 

/^It 
Cerald A. Cann 
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Management Comments from the Department of the Navy (Continued) 

Copy to: 

NAVCOMPT (NCB-S3) 
MAVIMSGEX 
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Management Comments from the Department of the NivyJContinued^ 

Final Report 
Reference 

12 

D0C1C DRAFT AUDIT UFO» 
raojicT Mmtm »AL-we.ei 

February >!• »»»a 

KILEAJI or eomisoN XMODSBI m) COXPOXATXOX 
raON THE PXXFOBUNCI GOAKAMTXt 0) TBS Ml-« COXTftACT 

aoote rnmnict    the Xavf did not ebtala sufficient financial 
SSliiStlSI for USlCt to coapletc the AC*-« Cieea contract 
«ten it nlu*«d MX fr« • corporate guarantee for performance en 
tit« contract.    The eltuatlon eaieted bseauea Navy undereetiaated 
KASSCO's projected IOM on the AOE-« contract.    Poor contracting 
practices en the part of Navy of ficials, aa «»all as an abeence of 
guidance pertaining to performance guaranteca contributed to the 
Situation.   Ae a reault of the release fro« guarantee, the Navy 
•ay bava to pay aa such aa * »ore than it would have 
ha« to pay for tha eaaa nuabar of ahip» it could have received 
under tha contract with the parforaance guarantee. 

MAW MSPOKSB TO nrora    Nonconcur.   The finding ia incorrect. 
Aa noted in the DoDIC draft audit report, Navy extensively 
analysed tha oatiaate ef HAS SCO'• capital requireaent to eoaplete 
parforaance on tha AOI-« Claaa contract.    A coat review tea» waa 
established and taeked with reviewing HASSCO's coat aatlaatea for 
tha AOf-i prograa.    Xevy alao contracted with KFMC Faat Xarwick 
to independently aaaaa« whathar the MX propoeal provided MASSCO 
with tha financial ability to coapleta the AOX-« contract and en- 
aura tha long-tana viability of KASSCO.    The * eettle- 
•ent rtachad with MX waa conaiatent witb both financial analyaea. 

In arriving at ita concluaion of inadequate eonaidaratlon, 
tha DoDIC falle to weigh two aignificant factora that validate 
tha raaaonablaneaa of tha KAVStA aettlaaant with XX.    First, tha 
D0OX6 attributaa MASSCO'e financial difficultiaa aolely to in- 
adaquata funding flowing fron tha MX parforaance releaee mettle- 
•ant.    Tha DoDIC 900a on to note en page 31 of ita draft report 
that tha »avy haa already bean required to »eke a $25 nil lion 
payment under Public law S5-IM to aaaiat KASSCO aa a direct 
consequence of the inadequate aettlaaant.    Xa fact, Xavy waa 
worried about KASSCO«a financial viability etaaaing froa KASSCO'a 
claiaa for $4CO •illloa aa a raault of the late receipt of a 
reduction gear and other lnpecta.   Tbeae claiaa ware ultimately 
raaolvad for 123» •illloa.    KASSCO «a financial noaitlon now 
appaara favorable * 

* rurtbersoro, the $25 allllon 
payment, approved as iaterla relief to reaolve KASSCO•a pro- 
eattleaant caah flow problea, has now been deleted.   Bowavar, 
since OSD bad earlier tranaferred funding, effectively preventing 
the option exerciee, an equitable adjustment to the option price 
for the AOi-t aaaoclatad with the claiaa was never negotiated. 

•Company confidential or proprietary information deleted. 
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Management Comments from tht Department of the Navy (Continued) 

a Mcond uttir that bore «n UM lAVSia decieioa to settle 
the corperate performance guarantee iaeu« at UM ueont 
negotiated wee the financial Halting (actor iapeae« by potential 
execution of tho AOI-« contract at Avondale Industrie«,    baaed on 
legal review, NAVSBA concluded that tbo performance guarantee waa 
enforceable but tha guarantee «14 not necessarily provide for 
perforsance at HA3SCO.   because af a potentially adverae lapact 
on tha shipbuilding industrial baee, bevy concluded that it «aa 
net in lta boat intaraat to allow Avondale to bull« tha AOt Clasa 
ships.   Additionally, Navy «1« not ballova It could require NX to 
expend funda In exceaa of thoae required to perfora at Avondala. 

Navy alao nonconcnra with tha DoOXG atataaant that It used 
poor contracting practlcea.    abile wa concur that a bualnaaa 
claaranca would hava anhancad tha existing documentation of tha 
guarantee ralaaaa decision, wa do not egree that tha lack of a 
claaranca rasultad In poor contracting practlcaa.    Significant 
docusantation exists which doaonstratee how tha Navy conductad 
lta ravlaw of tha guarantee laaua an* what information waa relied 
upon la tha decision-aaXing proceae.   Thoaa racorda hava baan 
reviavad by tha DoDIC.    furthermore, tha prograa manager,  legel 
ceunsal, and coat eatlaatora,  in addition to contracting 
peraonnal. wara involvad In reviewing various aapacta of tha 
ralaaaa issue and participated in tha decieion-aaklng procaaa. 
Tha Assistant Secretary of tha Navy (Shipbuilding i Loglatica) 
racaived aultipla briafinga on tha gsarantaa ralaaaa and approved 
tha daeialon.    Ceneeqoantly, while additional docuaantatlon would 
hava addad historical value,  it would not hava raaultad In addad 
■anagesent overeight and would not hava iapacted tha decialon- 
eeking procaaa or tha actual daeialon«. 

Navy concur« that aora •pacific guidance on tha placcaent, 
»edification, and roclaion of performance guarantaaa la 
appropriate.    Data 11 ad actions ara addreeeed later. 

Plaally, Navy nonconcur« with tha conclusion that aa a 
consequence of the release free the parforaanca guarantee,  It aay 
have te pey aa auch * aora than it would hava had 
to pay for tha aaae number of ahlpa it could hava received under 
the contract with the performance guarantee.   The DeOXO 
incorrectly reaaona that mn unsatlafectory guarantee releaae 
settleaant aade NASSOO financially aon-reeponaible for any futura 
atlon exarclee*.    Xa fact, bevy waa worried about KASSCO'a 

nancUl viability ataaalng froa NASSCO'« elalaa for $4*0 
alllioa es a result of tho late receipt of a reduction gear and 
other Impacts.   Theee clalas were ultiaately raaolved for flit 
alllioa.    NASSOO'e fiaanclal poeitiea now appear« favorable * 

* However, since oe» bad earlier transferred funding, 
effectively preventing tha option exercise, an equitable 
adjuataent to the option price for the AOt-» esaociated with the 
clalas waa never negotiated. 

♦Company confidential or proprietary information deleted 



Management Comments 1rom the Department of the Navy (Continued) 

Secretary of the Navy (Research, Development and Acquisition) 
reviae the Havy Acquisition Procedure« Supplement (KAM) to 
include proceduree for establishing, modifying, and rescinding 
performance guarantees.    A» a minimum, the procedures should: 

a. Require that a performance guarantee bs referenced in the 
contract and addressed In tha buainass claaranca memorandum. 

b. Spoclfy tha isval of approval authority for astablithlng 
a performance guarantaa. 

c. Require that Government counsal raviav tha performance 
guarantee for legal sufficiancy bafora tha guarantaa is executed. 

d. Raquira a documented Justification by tha contracting 
officer, raviavad by lagal counsal, and approvsd by a laval abovt 
tha contracting officar,  that tha Covernmant'e lntereeta ar« pro- 
tactad bafora a parforaanca guarantaa ia raacindad or modified. 

MAVY «SPOHSE TO RECTtPttHDATIPH !■«   Tha Havy concure that aore 
apaclfic guidanca in tha NAPS vill iaprova astabliahaant and 
administration of parforaanca guaraateee.    »la ara presently 
rasaarching tha aattar to dataraina tha baat way to intagrata tha 
necessary coverage,    «a plan to aodify KAPS subsection 1.C90.3, 
••Types af ooatraot aotioam requiriag buaiaass alaaraaea.11     This 
vould raquira performance guarantee execution, modification, or 
reclsion be raviavad and approved la a aiallar aanner and at the 
ease level a* vould be required for other buainass transactions 
of like magnitude«.    A copy of our procedure« vill be forwarded 
to your office upon implementation of tha neceseary change«. 

Kavy nonconcurs vith tha recommendation that performance 
guarantees be referenced in contracta.    A performance guarantee, 
if it is to have value,  nuat be executed by a third party 
separate.from tha contracting principala.    As auch it must be a 
stand-alone inatrument that is enforceable on its own merits— 
alailar to a financial bond.    Referencing it in tha contract add« 
no value and may actually cau»« confuaion by introducing 
ambiguity aa to tha responsibilities of tha respective parties. 

MAVY aesPQWSt TO RECOKKEHDATIOM lb:    Havy concura vith the need 
to    specify tha laval of approval authority for establishing a 
performance guarantaa.    this issue is directly related to the 
HAPS coverage that ia being researched.    However, ve intend to 
require raviav and approval at that tha aaaa laval as vould be 
required for a business claaranca of aiallar magnitude. 

WAVY «SPOKSt TO RECOHHBTDATIQ« lc: Havy concura vith the 
recommendation that Government counsel raviav the parforaanca 
guarantaa for lagal sufficiancy before tha guarantaa la executed. 
It vill b« addreasad in tha planned RAPS change. 
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Management Comments from the Department of the Navy (Continued) 

IIWY »ESPOUSE TO »FCOHKENDATIQH Id I  ***Y f0"??™*1?1 **• 
recoeesndation to document justification by the contracting 
officer. review by legal counesl, and approve« by a level above 
the contracting officer, that the Äovernaent's interests are 
protected befort • performance guarantee 1« rescinded or 
■edified.    These reeoaaendations «ill be intefrated into the 
planned business clearance procedures. 

nonrc »tcotorortATiOM a;    «e recommend that tat Oeputy Commander 
for Contracts, »aval Ssa Systaas Coaaand, issue a aeaorandua to 
contracting officers eaphasltlng the requireaente for tieely and 
properly docuaented dsterainatlons of contractor responsibility 
and properly docuaented contract filea. 

HXW »ESPOUSE TO RECOfflZHDATlPH 2:    Concur.   A aeaorandua ad- 
dressing the OoDIC recommendations will be issued by 31 Kar 92. 
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