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Mr. Chairman and Members of the Committee:

I am pleased to appear before this subcommlittee today to discuss the
status of certain matters of interest to you which came to light during
the hearings in May 1967. As agreed with you. Mr. Chairman, my statement
will cover several of the more significant areas in which we have been
actively engaged since May as follows:

1. Truth in Negotiations Act, Public Law 87-653.

2. Milltary Supply Systems.

3. Control over Government Property in Possession.
of Defensge Contractors.

L. Contractor Versus In-house Methods of Acquiring Goods and
Services,

5. ®Small Purchases,

In addition, we are furnishing your Subcommittee a summary of the status

of other matters mentioned for follow-up in your report of July 1967.
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TRUTH IN NEGOTIATIONS ACT, PUBLIC LAW 87-653

The Truth in Negotiations Act of 1962 (Public Law 87-653), requires
submission and certification by the contractor of cost or pricing data
prior to the award of certain negotiated contracts and subcontracts
expected to exceed $100,000.

It also requires, as a further protection of the Government's
interests, that a defective-pricing-data clause be inserted in each
such negotiated contract to provide a contractual basis for a price
ad justment in the event the cost or pricing data submitted at the
time of negotiation were inaccurate, incomplete, or noncurrent, and as
a result the contract price was increased.

During hearings before your Cormittee in May 1967 we discussed
the findings disclosed in our reports to the Congress and a draft report
to the Secretary of Defense. In these reports we recommended the
following:

1. Obtaining right of access by agency officials to
performance cost information.

2. Instituting a regular program of postaward audits, by
Defense Contract Audit Agency.

3. Making postaward audits where contracting officers
have reason to believe that cost or pricing data
used in negotiations may not have been accurate,
current and complete, or may not have been
adequately verified,

k. Obtaining written identification of data submitted
by the contractor in support of pricing proposals,

5. Revising the regulations to make it clear that the



mere mesking avallable of data to the suditors without
identification in writing does not constitute dats
"submitted",

6. Documenting procurement files where cost or
pricing data were not requested or used to show
the basis for concluding that the submission of
such data could be waived because of adequate
competition or prices that were based on catalog
or market prices of a commercial item sold in
substantial quantities to the general public.

The foregoing matters dealt not with whether data was being acquired,
but with (a) identifying the data obtained, (b) performing adequate
analysis and verification of the data and (c) documenting the
negotiation files to provide a clear record of the use accorded such
data.

The Defense Contract Audit Agency initiated a program for
postaward audits, and as you know, Mr. Chairman, on September 29,
1967, the Deputy Secretary of Defense issued a memorandum requiring
the inclusion of a clause in all non-competitive firm fixed-price
contracts granting access to contractor's records of performance. This
memorandum should accomplish by administrative action what would be
accomplished by the enactment of bills proposed by you and Congressman
Minshall. All other contract types already provide such access,

The Department has revised its regulations to adopt substantially
all of our recommendations on the other matters which I have just

mentioned.



Application Of P. L. 87-653 to Construction Contracts

Our reviews of negotiated construction contracts awarded by the
Department of Defense led us to the conclusion that:

1. Sufficient cost or pricing data in support of price
proposals were not being obtained.

2. Cost analyses of price proposals were not made as
required by regulation.

3. Prescribed procedures for utilizing advisory audits
were not being followed.

The main reason why the agencies responsible for awarding
construction contracts were not complying with the regulation
appeared to be their belief that the requirements were not applicable
to construction contracts since contractors' price proposals were
being evaluated on the basis of comparisons with the agencies' own
cost estimates. Primary reliance was placed on such comparisons as a
means of evaluating the reasonableness of prices.

We have been informed by the Department of Defense that the
agencies now recognize that the law does apply to construction contracts
and concur in the necessity of obtaining cost or pricing data where
appropriate.

GSA Construction Contracts

In a review of a number of construction contracts administered by
the Public Buildings Service, General Services Administration, we noted
some instances where cost or pricing data was not being obtained for
individual contract modifications exceeding $100,000 in amount as

required by the Federal Procurement Regulations. Further, the contracts



did not include the prescribed defective-pricing-data clause.
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T

Thege matters involve:

1.

Defense criteris for meking determinatlons that price
competition, adequate to assure a reasonable price,
exists for complex military work, where the work cannot
be clearly defined,

Additional guidance to contracting officials on
ohtaining and verifying information to support exemp-
tions from the requirement to furnish cost or pricing
data on the ground that proposed prices are based on
established catalog or market prices of commercial
items sold in substantial quantities to the general
public.

Clesrer definition of the Government's right to price
reductions under firm fixed-price contracts where prices
are increased because subcontractors have submitted

defective cost or pricing dats.



MILITARY SUPPLY SYSTEMS

During the past 18 months, we have assigned a large number of our
staff to surveys, studies and reviews of the military supply systems
and their responsiveness to military needs.

Primary emphasis has been, and is being, placed on appraising the
effectiveness and economy of the supply systems and concurrently iden-
tifying and advising military officials of opportunities for improving
supply msnagement.

During the period from June 1966 through December 1966, we made a
review of the responsiveness of the military supply systems to increased
demands generated by the Southeast Asia conflict. We are currently
complementing this initial effort with a review of certain aspects of
the Army's supply system in Vietnam.

During this Committee's hearings held in May 1967, we apprised you
of the results of our review of the supply systems in the Far East.
This effort, conducted in cooperation with the Department of Defense,
resulted in the identification of 82 specific opportunities for
improvements in the operations of the individual military supply systems.
The effort also identified several broad problem areas requiring high
level management attention.

Subsequent to the May 1967 hearings, we have had the opportunity
to observe the results of the military services' actions to accomplish
improvements in the areas cited. We were pleased and impressed with
the results to date.

For example, with respect to the operation of the Army stock fund,

we find that procedures have been changed so that units in combat zones



no longer need concern themselves with stock fund limitations when
ordering supplies and equipment. The fund controls inherent in a stock
fund system are being applied at a higher level.

In the area of communications, progress has been made in improving
the reliability and accuracy of the communications systems used to
transmit requisitions and other logistical data. Automatic transmission
and switching facilities have been installed at various locations in
the Far East and transceiver capabilities have been increased throughout
Vietnam, The services have also improved their systems for reconciling
and controlling data transmitted.

We are continuing to keep abreast of developments with respect to

the various major problem areas we described to you in May.

Army's Logistics Structure

One of the more significant areas discussed with you in May
involves the Army's Logisties structure,

In our reviews of the military supply systems we observed that
it tends to fragment supply management responsibilities through all
echelons of command. In this regard, we are of the opinion that
improvements are needed in order to more effectively and economically
support military operations.

In addition to Headquarters, Department of the Army, all of the
Army commands in the continental United Ststes as well as overseas
are involved in logistics management and/or planning. The Army Materiel
Command has control of stocks only in the depots in the United States.

When supplies are issued to the various posts in the United States, the



Continental Army Command assumes responsibility. When supplies are issued
to overseas theaters, the overseas commands, such as United States

Army, Pacific, or the United States Army, Europe, assume responsibility.
The Seventh Army, under the United States Army, Europe, also has a
separate depot complex and supply control point.

We found that major problems inherent in such a logistics struc-
ture were:

1. The absence of a reliable asset reporting and control
systemn.

2. A variety of data processing systems for logistics
management and a concurrent shortage of skilled data
processing personnel .

3. Absence of a focal point for worldwide control of sup-
ply transactions.

We made a number of proposals to the Army for improving supply
responsiveness., One was the establishment of a comprehensive reporting
system designed to furnish Army Materiel Command inventory managers with
worldwide asset data. We made a similar recommendation in our report
to the Congress in April 1967 on the availability of selected stocks
in Europe to meet the requirements of other commands within the Depart-
ment of the Army. In this connection, the Department of Defense
informed us in June 1967 that the Department was instituting s system
whereby certain Army overseas depot assets will be incorporated in their
entirety in the records of the inventory managers in the United States.

The Army has various other programs underway to effect improvements

in its logistical organigation. Earlier this month the Army briefed us



on its most recent plan for restructuring the Army logistics organization,
particularly in the European Theater. In essence, this plan is designed
to streamline the organization by eliminating unnecessary levels of
inventory management and storage, thereby making for a more direct line
of support from using activities to Theater depots. The plan for Europe
is to be compatible in format snd concept to the logistics organizations
and procedures being developed for application in the continental United
States as well as in other theaters.

We will follow the progress being made in the implementation of
these plans to evaluate the effectiveness of supply operations under the
new concepts.

Army's Supply Activities in Vietnam

In September 1967 we started a review of Army supply activities
in Vietnam to complement the work we did last year. Based on our work
to date, the Army's supply system in Vietnam appears to be responsive
to the needs of the units supported in terms of providing, on a timely
basis, the supplies and equipment necessary to accomplish their mis-
sions. This responsiveness has been achieved despite adverse conditions
in Vietnam, by using special techniques not contemplated in the normal
Army supply system. We recognize that special measures taken during
the buildup possibly were necessary; however, we believe that current
conditions as described below dictate greater attention to effective man-
agement to maintain the proper degree of supply support at a lower cost.

The Army is not yet in a position to know, within a reasonable de-
gree of confidence, what stocks are on hand and what stocks are actually

excess to their needs. Generally, military officials at various levels
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are awvare of these problems and various projects 6r prograns to allevi-
ate the conditions are being undertaken or planned. We are of the
opinion, however, that the economic and supply system benefits involved
warront continuing emphasis and attention at all levels.
Our tentative observations of the principal matters which warrant
additional management attention and application of resources are:
1. The identification and prompt redistribution of the
large nurber of excess items in Vietnam. The Army in
Vietnam believes, on the basis of admittedly unreliable
records, that significant quantities of supplies on hand

are excess to established stockage objectives,

2. The establishment of accurate data on stocks on hand
and consumed, to Tacilitate sound determinations of
needs and consequently avoid accumulation of further
excesses.

3. The application of additional supply discipline to re-
duce to a minimum the use of system disturbing high-
priority requisitions.

4. The development of controlled programs which will
insure the return of repalrable components to the
supply system.

5. The establishment of an effective program in Vietnam
to insure a maximum degree of intem and intra-service

utllization of supplies.



We are keeping Army officials in the Pacific advised of our find-
ings and observations during the course of our review, and actions are
being taken either to correct or study the indicated problem areas. In
addition, we have recently briefed DOD officials in Washington on our
observations and tentative findings to date so that appropriate attention
can be given them at that level. Our review is scheduled for completion
in December 1967 and a draft report will be submitted shortly thereafter

to the Department of Defense for its comments.
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CONTROL OVER GOVERNMENT-OWNED PROPERTY
IN THE POSSESSION OF DEFENSE CONTRACTORS

At your Subcommittee's heatings earlier this year, limited
discussion was held on the subject of control over Government-owned
property in the possession of contractors. Our review, which was done
at your Bubcommittee's request, covered several property classes. The
total value of such property is unknown, but available DOD data shows
it amounts to about $11 billion in two major classes.

Since your May hearing, DOD has had an opportunity to comment on
our observations and our report was issued to the Congress on November 2k,
1967. In genersl, the Secretary of Defense was receptive to our suggestions.
Actions have been taken or planned in response to the majority of our
proposals which, if properly ilmplemented, should result 1n significant
improvements in the control and utilization of such property.

Briefly, our findings were as follows:

1. BSome of the equipment was being used by contractors

in their commercial operations without appropriate
Government approval and without, in our opinion, equitable
compensation to the Government,

2. There was 1little or no use for extended periods of a

portion of the equipment, for some of which there was
a current need in other plants.
3. Utilization data maintained by some contractors was
not adequate to indicate the extent and manner of its use.
L. The Defense Industrial Plant Equipment Center, the Office
responsible for the management of idle industrial plant
equipment, permitted the purchase of equipment without

screening to determine whether similer equipment was idle

and available at other locstions. - 13 -
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. Rental policics, in some cases, were detyimental to the
Government's iluterests, in that various bases upon which rental
payments were negotiated resulted in a lack of uniformity in
the rates actueslly charged, inequities between contractors, and,
in some cases, reduced rent payments to the Government,

0.  In gsone cases, it was vur cpinion that tlie Government's inber-

ste would nave been better served by foregoing the replacement

o' outvorn or outrodec equipment In favor of the contractors’
acquiring new equipnent at their owm cxpense,

In the other categouries of jroperty -- speclal tooling and test
cguii ment, and material -- weelnesses in the control ol this property
exlieted due to the absence of Jinencilal centrels and lack of inde) endence
in the tairing ol inventories Ly contracters., sloso, creater care is nceded

to properl: classily tooling and test equirwent since some itewms have

rulti-use characleristics amd shoold bLe classiticd as Tecility-iyve ilems,

AL ronprofit Jnstitvtions we obocrved climilar Giscrervancies in pro-

perty coutrols. Finaneisd controls vare not nalntained® Tor Tacility-tyne

ivems of induvstrial plant equis nent,  Zovirment of the type cortrolled by

tiie Delense Industrial Ploutb Dgiliment Ceater was boing Jrnated o uni-

versities without screening the Center's records to see if like eguipment
wvos nceded at olther locaticne.

& Turther weakness 1s bhat the Governnent's apjroval of con-
tractors’ propcrty accounting systems is of questiorable value since

conbractor systems arce allowed to continue in arn aprroved status even

though the Government property adainistrator had ideutified siguilicant



weaknesses. Also, DOD had made an inadequate number of Internal audits
regarding the effectiveness of property administration at contractor
plants.

As stated earlier, the Secretary of Defense was, for the most part,
receptive to our suggestions. However, full concurrence was not expressed
by the DOD with respect to:

1. Requiring contractors to furnish machine-by-machine

utilization data and to obtain prior Office of Emergency
Planning approval on an item-by-item basis for the
commercial use of industrial plant equipment.

2. Strengthening the controls over special tooling and

special test equipment through the use of financial
accounting controls.

We believe that implementation of these proposals or other acceptable
alternatives is necessary to effectively administer this property. The
Armed Services Procurement Regulation Committee has several alternative
proposals under consideration which are directed to the same problem.

We will evaluate and make recommendations to the Department on these

proposals as they are submitted to us for comment.
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CONTRACTS VS. IN-HOUSE METHODS OF ACQUIRING GOODS AND SERVICES

Earlier this year we advised your subcommittee that we were review-
ing the area of contractor versus in-house methods of acquiring goods
and services to meet the Government's needs.

The Bureau of the Budget revised Circular No. A-T76 effective
October 2, 1967, to incorporate some of the changes recommended by the
General Accounting Office and other interested Government agencies.

There was no change in the Government's general policy, which is to
rely upon private enterprise to supply its needs, except under specific
conditions, where it 1s determined to be in the national interest to
provide directly the products and services it uses.

The Circular has been modified to clarify the fact that the ten per-
cent cost differential in favor of private enterprise is not intended to
be a fixed figure. The differential may be more or less than ten percent,
depending upon the circumstances in each individual case.

The revieion did not incorporate the recommendation of the General
Accounting Office that a separate section or s separate circular set
forth specific criteria for application of the policy in the support ser-
vice contract area. We feel that such policy guidance is needed, Our
position is supported by what we have found in our reviews of support
service contracts which I will discuss, shortly. The Bureau of the
Budget has stated that it intends to give special attention to the ade-
quacies of the guidelines contained in the Circulsr in this regard.

The revision further did not incorporate the recommendation of
gseveral Government officials that state and local taxes should be

shown in cost comparisons as costs of Government products and services.
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The Defense Department is currently revising its DOD Instructioﬁ
No. 4100.33, which governs military operation of commercial or industrial
activities, to reflect the changes in the Circular and other provisions
desired by the Department.

Our work in support services contracts in the Department of Defense
and the National Aeronautics and Space Administration indicates that it
is often less costly if services are performed by Civil Service employees
than by contract employees. The indicated savings are attributable, for
the most part, to the elimination of many contractor supervisory and
administrative personnel and the elimination of the fees paid to the
contractor. For example, our review at the National Aeronautics and
Space Administration's Goddard and Marshall Space Flight Centers showed
that estimated annual savings of as much as $5.3 million could be
achieved with respect to the contracts we review if these services were
performed by Civil Service employees,

Although recognizing that we gave consideration to factors other
than cost -- such as the rapid build-up of NASA's program in the early
years -~ in presenting our conclusions, the Associate Administrator for
Organization and Management, NASA, stated that, in the situations dis-
cussed in our report, such factors supported the Space Administration's
decisions that contracting for the services involved had been in the
best interests of the Govermment.

We believe that, in contrast to its past rate of growth, the

Space Administration has now achieved a relative degree of stability



and should be able to better consider relative costs in assessing the
extent to which it should continue to rely on the use of support se;yice
contracts. In this regard the Associate Administrator advised us that
the Space Administration recognized the need for more specific guidance
on cost considerations and that such guidance would be part of any
redefinition of policy resulting from a current review of agency
experience in the use of support service contracts.

Although NASA had planned to increase its expenditures for support
service contracts in Fiscal Year 1968, we have been advised by the
agency that final decislons in this area have had to be deferred pend-
ing the outcome of its appropriation bill. Also, NASA has been study-
ing the entire support service area over the last several months and
the results of this study, according to the agency, may well affect
its future plans.

We have recently received a copy of the October 1967 Opinion of
the General Counsel of the Civil Service Commission regarding the
legality of selected contracts at Goddard Space Flight Center, National
Aeronautics and Space Administration. t seems evident that this
document will be of significant value to agencieg in ascertaining the
propriety of technical support, or similer service contracts.

As such matters come to our attention during audit activities, we
will continue to consult with representatives of the Commission regard-
ing technical support service and similar contracts which appear ques-

tionable in the light of the standards set forth in the Opinion.
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Lease versus purchase of facilities by contractors

Qovernment contractors frequently rely on other private enterprises
for furnishing, under lease agreements, land snd buildings for use in
performing Government contracts.

We have performed a review at 20 logations of 17 major contractors
for the purpose of ascertalning the effect on costs to the Government of
the practice by contractors of leasing 1and and buildings to be uced
extensively in the performnnce of Government contracts, The sales to
the Government resulting {rom contractor operations at these 20 locations
amounted to about 4.7 hillion in 19HA.

In this review we cumparesd the costs to the Government resulting
from the contractors' leasing arrangements with the estimsted cost the
Governpent would have Incurred 1f the controctors hnd owied the land
and vulldings. In making these comparison=, we uged propevty vslues
based on actual ccst gales nrices, appraisals, or obther related data
obtained from the contractors or loeal toring nuthorities,

g

We Ldentified 73 leusing agreergnse which commlitited the conbrachbors

a2
3

to pay ventsls of aroul [05,2 million durirc the initial T-age periods
for land »prd bildings. We Pound Prom onr vevlew of theze leasing agree-
mants Shwb Lo every cage b one, leszing was more costly to Lhe Government
during the veriods of the initial leasing,

The leeses involved were evecuted daring the period Treom 1957 to 1057
snd provided Tor the use of the frzillties lor periocds conglng from 2 to 28
vears and Included renewal or blon reriods to extend cncuveney. I the

frceilities had Teen contractor owned, depreciation charges wvould have

amounted 0 about $35.7 million or shout $59.5 million
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less than the rental costs. Based on 1966 sales, the Government's share
of the difference could amount to about $57.7 million.

The following is an evample of what we found in this review.

In 1958, the contractor involved began leasing land and buildings
at three locations for the performance of Government contracts. By
the end of 1963. the leased land and buildings at these locations con-
sisted of about 340 acres of land and more than 890.000 square feet of
building space which had been acquired by the lessors nt an estimated
cost of $21.2 million.

Under the terms of the leases which were for 20 and 25 years. the
contractor's fixed rental costs will be about $34.1 million, or 160
percent of the estimated acguisition cost. We estimated depreciation
on the buildings to be about $15 million, or $19 million less than the
rental charges. The Government's share of the rentals in excess of
depreciation will be about $18.1 million.

At two of the three locations, we found that the contractor either

had owned, or had possessed a contractual right to purchase the land
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upon which the leased facilities were ultimately erected, but had sold
or transferred its rights to the land to the lessors immediately prior
to the construction. The buildings were crected according to the con-
tractor's specifications or renovated to meet its requirements.

In addition to the fixed annual rentals, the contractor obligated
itsell to provide maintenance and insurance protection and to pay all
real estate taxes and assessments. 8ince the contractor acssimed the
obligations normally associated with ownership of resl rroperty, it ap-
pears that the principel function performerd by the legseors was to finance
the construction of the fagilities,

We believe thal the Armed Services Procurement Regulation encourages
cortractors to leuse Tacllities, Conftractors who lease thelr [acilities
and contractors who purchase their facilities receive the same fees under
profit guidelines in the regulation, On the other hand, a contractor that
atilizes Goverrnment fzcilities nay be nenslized by n reductleon in the rate
of profit of up bte 2 percent. Further, the ASPR does not +1llow reimburse-
ment of igterest costc Tor horrowed apifal Lf the conbtractor decides %o
acquire real property through purchage rriher than lenne.

It is ovy viev, therefore, thet the conbractor which purchsses its
facilitles contributes more to the performsnce of Government contracts
than the contractor that leases such propevriy and that this should ue
recognized in contraect negotiations,

We helieve the Armed Services Procurement Regulation should he re-
vized to distingulsh between owped and lensed facilities in establishing

profits or fees. We previously made a report on long-term leasing of
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buildings and lani ty another CGovernment contractor. In reply to our
report we were advised that the Department's Armed Services Procurement
Repulation Committee has been asked to review the rental cost principle
particularly as it relates to long-term noncancellable leases. OQur
current review, we believe, offers further substantial evidence of the
need for revising the Department of Defense regilation.

Accordingly, in a recent draft report we have recommended that action
be taken to promptly complete this review by the Armed Services Pro-
curement Committee and to reach a conclusion on this matter, We have not

yet received the Department's comments.



SMALL PURCHASES

On Au~ust 3, 1967, in hearinss before the Subcommittee for Special
Investi; ations, House Committee on Armed Services we stated that present
and future plans for our procurement work included reviews of procurement
systems - small purchases. At about the same time a member of that sub-
committee, Con/ressman Pike. rcquested our assistance in determin; the
reasonableness of prices paid for a number of small purchases by Department
of Defense procurement offices.

Inview of the above congressional interest an examination into the
reasonableness of prices paid by selected Department of Defense procure-
ment offices was siven top prilority for our initial work in the area of
small purchases.

In addition, because of the attention drawn to this area, the
Assistant Secretary of Defense (Installations and Lo istics) on August 18,
1967, requested that the Army, Navy, Air Force, and Defense Supply Agency
appraise the adequacy of performance in the small purchase area by review-
ine, the staffin; , trainin , supervision, and accomplishment of daily tasks.
He requested that the appraisals be accomplished within 60 days and that
a summary of the results includin action taken or planned be submitted
to him.

The summary report submitted by the Defense Supply Agency pointed
out that the Agency has several problems in the small purchase arca,

most prominent of which are: (a) lack of descriptive data concerning items
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to be procured as small purchases, (b) need for training of procurement
personnel who handle small purchases, and (¢) need for improved super-
vision and review of buyers! actions.

The Agency has taken or plans to take action to obtain better data,
to increase training, and to improve supervision and review. Other
actions are being considered. We have not yet had the opportunity to
review the reports submitted to the Assistant Secretary by the Army,
Navy, and Air Force.

At the present time we are working with agency representatives who
made these appraisals. We are reviewing the cases considered, including
their findings, and actions being taken to correct the deficiencies dis-
closed.

We have examined a sufficient number of individual cases to assure
ourselves that a need exists for improvements in establishing the rea-
sonableness of prices to be paid for small purchases. We believe that
by the early part of next year we will have completed our tests of the
work performed by the military services, reviewed the actions that they
have taken or plan to take, and be in a position to reach a conclusion
as to what further actions are appropriate.

In addition, we intend to apply our resources to overall reviews
of purchasing systems for small purchases. These reviews will include
(a) size and frequency of buys, (b) automation of procedures, (c) paper
work routines, and (d) their effect on administrative lead time and

each other.
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