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BY THE COMPTROLLER GENERAL 
Report To The Chairman, 
Securities And Exchange Commission 

OF THE UNITED STATES 

Securities And Exchange Commission 
Should Improve Procurement 
Practices For Market Surveillance 
System Development 
The Securities and Exchange Commission’s 
procurement practices in developing an auto- 
mated market surveillance system may have 
permitted one firm to gain an advantage over 
other firms. The Congress has historically re- 
quired that Government procurement of goods 
and services be based on full and fair compe- 
tition to the maximum extent practicable. 
GAO found that the Commission 

--held discussions on its market sutveil- 
lance needs with one firm before it 
publicly asked other firms to bid on 
the contract to define and design the 
system, 

--used contract provisions which could 
have limited competition for follow- 
on contracts to implement the system, 
and 

--failed to issue a required public notice 
of its intention to award a noncom- 
petitive contract to test the system’s 
operations. 

GAO recommends that the Chairman of the 
Commission strengthen procurement practices 
to insure compliance with Federal regulations. 
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Request for copies of GAO reports should be 
sent to: 

U.S. General Accounting Off ice 
Document Handling and Information 

Services Facility 
P.O. Box 6015 
Gaithersburg, Md. 20760 

Telephone (202) 275-6241 

The first five copies of individual reports are 
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copies of unbound report (i.e., letter reports) 
and most other publ/cations are $1.00 each. 
There will be a 25% discount on all orders for 
100 or more copies mailed to a single address. 
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COMPTROLLER GENERAL OF THE UNITED STATES 

WASHINGTON D.C. 20548 

B-199434 

The Honorable Philip A. Loomis, Jr. 
Acting Chairman, Securities and Exchange 

Commission 

Dear Mr. Loomis: 

As part of our continuing effort to achieve greater economy 
in contracting for Government goods and services, we reviewed the 
procurement practices used by the Securities and Exchange Commis- 
sion to obtain an automated market surveillance system. This com- 
puterized system will be used to support Commission market surveil- 
lance efforts which detect trading practices that may violate 
securities laws and regulations. 

The Congress has historically required that Government pro- 
currment of goods and services use full and fair competition to 
the maximum extent practicable. Offering all qualified contrac- 
tors the sama opportunity to compete helps to minimize the appear- 
ance of favoritism and provides greater assurance that acceptable 
suppliea and services are obtained at the lowest prices. 

Our review showed that the Commission's procurement practices 
may have permitted one firm to gain an advantage over other inter- 
ested parties. We conclude that the Commission needs to strengthen 
its procurement practices and are making several recommendations 
for doing so. The Commission enters into relatively few contracts 
of this degree of complexity each year and the weaknesses discussed 
in this report could be attributable to a lack of experience in 
handling such procurements under Federal regulations. We believe 
the Commission's recent actions to increase and upgrade the staff- 
ing of its procurement and contracting operations should help to 
provide the experience and expertise it needs but did not appear 
to have at the time of our review. Problems noted during our re- 
view, which are discussed in appendix I, are summarized below. 

--Top Commission officials discussed market surveillance 
problems at great length with representatives of one firm-- 
Monchik Weber Associates, Inc. --3 months before the public 
request for proposals was made. These discussions centered 
on the Commission's need to improve its market surveillance 
and the capability of Monchik to assist the Commission in 
that area. After these discussions, Monchik wrote the Com- 
mission saying the firm could be more specific about the 
tasks involved and provided a task order which had been 
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reviewed by key members of the Commission. The task order 
represented a consensus on the approach to the project. The 
Commission then took steps to award a sole source contract 
to Monchik, but the Commission's General Counsel questioned 
the sole source justification. As a result, a competitive 
negotiated procurement was used to contract for the system's 
definition and design. Other interested parties who re- 
sponded to the Commission's request for proposals, however, 
did not have the same opportunity to obtain the insights of 
Commission officials and s,enior staff members. These in- 
sights could have been helpful to Monchik in responding to 
the Commission's request for proposals, which contains only 
general evaluation criteria. 

The Commission subsequently awarded a $379,380 contract to 
Monchik, which was later increased to $567,780, to define 
and design a market surveillance system. The firm received 
the contract because its proposal was considered by the Com- 
mission to be the most responsive to its needs. Although 
no bid protest was filed, the Commission's action allowing 
Monchik to acquire detailed advance information may have 
given that firm an advantage others did not have and gave 
the appearance of favoritism. 

-The Commission did not include appropriate contract provi- 
sions to avoid the creation of an organizational conflict 
of interest. The definition and design contract awarded to 
Monchik, which had prior experience in implementing system 
design@ and indicated an interest in implementing the sys- 
tem, rhould have given the Commission the right to prevent 
that firm from competing for future contracts to implement 
the system. Othemise the successful offeror could develop 
specifications which could restrict competition for follow- 
on contracts. 

Although there was no Government-wide regulation requiring 
an organizational conflict of interest provision in con- 
tracts, the Office of Management and Budget issued a notice 
in September 1977-- 7 months before the Commission issued 
its request for proposals --calling attention to problems 
created by such conflicts and proposing remedial regula- 
tions. While the proposed regulations were not finalized, 
the Office of Management and Budget's concern should have 
alerted the Commission to the potential organizational con- 
flict of interest situation and the need to take appropri- 
ate measures to avoid such a conflict. 

In this regard, a procurement consultant hired by the Com- 
mission to review Monchik's design specifications recom- 
mended over 50 changes so that the Commission could conduct 
more open and competitive procurement for implementation of 
the system. The Commission intends to use the revised speci- 
fications for its future contracts and believes it can ex- 
clude Monchik from competing for implementation contracts. 
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The general policy of the Government is to allow all inter- 
ested, qualified firms, unless there is a clearly support- 
able reason for excluding them, an opportunity to partici- 
pate in its procurements in order to maximize competition. 
If the recommended changes are included in the request for 
proposals to implement the system, the potential advantage 
gained by Monchik may be avoided. Therefore, we believe 
it would not be appropriate for the Commission to exclude 
Monchik from competing for the implementation contracts. 
However, if Monchik agrees to serve as an advisor to the 
Commission during parts of the implementation phase as was 
recommended by the Commission's procurement consultant, the 
Commission could limit the firm's participation. 

--The Commission awarded Monchik a $441,844 noncompetitive 
contract to test the system it designed. On March 28, 
1979, the Commission's procurement consultant proposed that 
the Commission issue a required public notice before pro- 
ceeding with a noncompetitive contract award to Monchik 
to determine if any other firms could meet the Commission's 
needs. The Commiasion issued a public notice on September 
26, 1979, 7 days after it had already awarded the noncom- 
petitive contract to Monchik. Issuing the public notice 
before awarding the noncompetitive contract would have pro- 
vided a factual basis for determining the availability of 
other firms to meet the Commission's needs. 

Complete development of the market surveillance system is ex- 
pected to take over 5 years and cost approximately $12 million. 

We are recommending that you comply with Federal procurement 
regulations in future contract awards. Your procurement practices 
should be strengthened so that 

--all interested parties are given the same opportunity to 
obtain Commission contracts, 

--contract provisions do not permit an organizational con- 
flict of interest which could limit competition for follow- 
on contracts, and 

--public notice detailing the Commission's needs is given 
before a noncompetitive contract is awarded. 

In your September 11, 1980, letter commenting on our draft 
report, you noted that the Commission was generally in accord with 
our recommendations. Your response, however, contends that our 
report does not present a fair picture of the Commission's pro- 
curement practices for the system's development and raises certain 
questions regarding the accuracy and completeness of our findings 
and conclusions. 

-3- 
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We have carefully reviewed the facts presented in our report 
in light of the allegations made in your response and remain of 
the opinion that our findings show the need for improved procure- 
ment practices by the Commission. Monchik Weber Associates, Inc. 
was also asked to comment on our findings. In an August 15, 1980, 
letter, Monchik's president said the firm had no comments. 

Appendix I provides a detailed discussion of our findings 
along with a summarization of your comments on those findings. 
Appendix II presents a more detailed evaluation of your comments. 
Your letter is presented as appendix III. 

As you know, section 236 of the Legislative Reorganization 
Act of 1970 requires the head of a Federal agency to submit a 
written statement on actions taken on our recommendations to the 
Senate Committee on Governmental Affairs and the House Committee 
on Government Operations not later than 60 days after the date of 
the report, and to the House and Senate Committees on Appropria- 
tions with the agency's 'first request for appropriations made 
more than 60 days after the date of the report. 

We are sending copies of this report to the Director of the 
Office of Management and Budget: the Committees mentioned above: 
the Senate Banking Committee; the House Committee on Energy and 
Commerce: Congressman Matthew J. Rinaldo, who requested a copy of 
our report: and other interested parties. 

We would appreciate receiving your comments on any actions 
you take or plan to take on the matters discussed in the report. 

Comptroller General 
of the United States 
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APPENDIX I APPENDIX I 

GAO FINDINGS AND RECOMMENDATIONS 

ON SECURITIES AND EXCHANGE COMMISSION PROCUREMENT 

PRACTICES IN DEVELOPING AN 

&UTOMATED MARKET SURVEILLANCE SYSTEM 

The Congress has assigned responsibility for securities in- 
dustry surveillance to the Securities and Exchange Commission 
(Commission). The Commission, in compliance with the Securities 
Exchange Act of 1934, assumed a supervisory role and delegated 
certain aspects of the day-to-day surveillance of the securities 
markets to industry groups. These industry groups, which serve 
as self-regulatory organizations for their members, have imple- 
mented programs and systems to provide varying levels of surveil- 
lance. Periodically, the Commission reviews industry surveillance 
activities to assess their effectiveness in detecting trading prac- 
tices that may violate securities laws and regulations. 

In April 1978, the Commission issued a public request for 
proposals to establish its own comprehensive market surveillance 
system based upon the latest computer technology. The Commission 
called for the development of a system under a two-phase approach 
that would integrate systems presently existing, or to be created 
by the Commission or industry groups. The first phase was to de- 
fine a comprehensive market surveillance system. The second phase 
was to be a report detailing the defined system's specifications 
and design requirements. 

On July 27, 1978, the Commission awarded a $379,380 contract 
to Monchik Weber Associates, Inc. (Monchik) for both phases. This 
contract was amended in September 1979 to increase the contract 
price to $567,780. Further, in September 1979, the Commission 
awarded Monchik a $441,844 noncompetitive contract to test the 
system it designed. Monchik originally expected to complete the 
test by September 1980, but the completion date has been extended. . 

GBJECTIVE AND SCOPE OF REVIEW 

This work is part of our continuing effort to achieve greater 
economy in contracting for Government goods and services. We re- 
viewed the Commission's contracts for the design, definition, and 
initial testing of the market surveillance system because these 
contracts were the first stage of a 5-year multiphase procurement 
effort, which has an estimated cost of $12 million. The market 
surveillance system will affect the Commission's national market 
activities which we discussed in our September 19, 1979, report. _ 1/ 
We reviewed Commission procurement files and other records and 

$/"Improvements Needed in the Securities and Exchange Commis- 
sion's Efforts to Establish a National Securities Market" 

~ (FGMSD-79-59). 
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held discussions with officials of the Commission and Monchik Weber 
Associates, Inc. 

COMPETITION AND FAIR TREATMENT 
ARE BASIC PROVISIONS FOR 
GOVERNMENT PROCUREMENTS 

The Federal Property and Administrative Services Act of 1949 
authorizes the General Services Administration to issue procure- 
ment regulations. The General Services Administration has issued 
Federal Procurement Regulations which set forth detailed rules for 
agencies to follow when purchasing supplies and services directly 
from commercial sources. 

Formal advertising and negotiation are the basic methods by 
which Government purchases are made. The law provides that agency 
procurements be made by formal advertising whenever feasible and 
practicable. Negotiation is authorized if the agency head deter- 
mines that formal advertising is not required. In using either 
method, agencies are expected to make maximum practicable use of 
competition and be impartial to insure that all offerors are treated 
fairly. Noncompetitive'procurements are limited to a few specific 
situations--for example, when an agency can obtain the property or 
services needed from only one person or firm (sole source of sup- 
ply)* 

COMMISSION PROVIDED MONCHIK 
DETAILED INFORMATION 
ON MARKET SURVEILLANCE PROBLEMS 

The Commission provided Monchik detailed advance information 
on market surveillance problems. Prior to the public announcement 
requesting proposals to improve its market surveillance activi- 
ties, Commission officials discussed market surveillance problems 
at great length with Monchik representatives. Other interested 
parties did not have the same opportunity to discuss market sur- 
veillance problems with Commission officials.. Monchik therefore 
may have been given an advantage. Although Monchik's contract 
proposal price was third highest out of five acceptable offerors, 
the firm received the contract award because the Commission deter- 
mined Monchik's proposal to be most responsive to Commission needs, 
technical criteria, and price considerations. 

In December 1977, representatives of Monchik began meeting 
with Commission officials to discuss services that the firm could 
provide. On January 4, 1978, Monchik proposed to develop an auto- 
mated market surveillance system. During January and early Febru- 
ary 1978, the president of Monchik met with top officials and 
senior staff members of the Commission. According to a senior 
management official of the Commission, these discussions generally 
centered on the Commission's need to improve its market surveil- 
lance and the capability of Monchik to assist the Commission in 
this area. 

2 
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In a February 13, 1978, letter supplementing his firm's 
January 4, 1978, proposal, the president of Monchik said: 

II* * * you and your associates have been kind enough 
to discuss the market surveillance problem with me at 
great len:fth. I can therefore be more specific about 
the tasks involved in a first phase, the costs, and the 
schedule for such a consulting project. 

"I have attached for your review a task order for 
the first phase. This has been reviewed by key members 
of the Commission and represents a consensus of views 
on the project approach." 

* * * * * 

"We are looking forward to beginning this engage- 
ment soon and to working with you on this extremely 
challenging project." 

On February 24, 1978, the Commission began processing a sole 
source contract for Monchik. In justifying this action, a senior 
management official of the Commission contended that: 

--A detailed work statement was all but impossible to prepare 
because the developing securities market was entirely new 
to the Commission and the industry. 

--Monchik was the only organization that specialized in sys- 
tems for the securities industry. 

--Monchik had unequalled depth and breadth in all aspects of 
securities systems and brought background and knowledge to 
the project area that no other firm could start with. 

The procurement files did not indicate, however, that inquiries 
were made to determine if other firms were interested and quali- 
fied to meet the Commission's needs. The Commission's General 
Counsel also questioned whether the noncompetitive justification 
was adequately reasoned or supported. As a result of this ques- 
tioning, the Commission decided to award the contract using com- 
petitive negotiated procedures. 

The Commission issued a public request for proposals on 
April 19, 1978, requiring the receipt of offers by May 17, 1978. 
According to a draft memorandum in the Commission's procurement 
files, the request for proposal was stated in general terms. The 
tiarket surveillance proposal request specified that the contractor 
was to furnish the Commission with 

--a definition of a comprehensive market surveillance system 
and recommendations for implementing the system and 

--a design of the defined system. 

3 
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The request stated that any proposals submitted would be 
evaluated on the basis of the listed technical criteria and price. 
The three technical criteria, all to be given relatively equal 
weight, consisted of 

--experience with a variety of securities-industry-related 
projects involving complex operations and structures for 
the definition, design, and implementation of information 
systems: 

--key personnel's specific systems experience related to the 
securities industry: and 

--demonstrated ability to apply system analysis techniques 
to an industrywide project in a complex legal, financial, 
and technical environment. 

Five companies, one of which was Monchik, submitted qualify- 
ing technical proposals with prices ranging from $232,700 to 
$731,900. After evaluating these five proposals, the Commission 
awarded the contract to,Monchik which proposed to complete the 
project for $379,380. No bid protests were filed questioning the 
award. 

The fact that five qualifying technical proposals were re- 
ceived in response to the public solicitation contradicts the 
attempted justification to award Monchik a sole source contract 
because that firm was the only one that specialized in systems 
for the securities industry. Moreover, the Commission, through 
its early informal discussions with Monchik, allowed that firm 
to acquire detailed advance information on the market surveil- 
lance needs of the Commission. At least 3 months before the Com- 
mission requested proposals from other interested parties, Monchik 
discussed market surveillance problems with top Commission offi- 
ciale at great length. In contrast, others had only about 30 days 
to respond to the Commission's proposal and did not have the same 
opportunity to obtain the insights of Commission officials. As 
a result, Monchik may have gained an advantage over other offerors 
which could have placed the firm in a position to demonstrate su- 
perior qualifications. Permitting all qualified parties to have 
the same access to Commission officials and information, as well 
as a comparable amount of time to prepare and submit their propos- 
als, would have reduced the appearance of favoritism. 

Agency comments and our evaluation 

In a September 11, 1980, letter commenting on our draft report 
(see app. III), the Commission acknowledged that informal discus- 
sions took place between Monchik and Commission representatives 
before the public request for proposals was made. It did not agree 
that these discussions provided Monchik with detailed advance in- 
formation on the Commission's market surveillance needs. Further, 

4 
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the Commission believed that even if detailed information was 
provided to Monchik, the general criteria used to evaluate propos- 
als would have eliminated any advantage that Monchik was given. 

In our opinion, informal advance discussions with a selected 
firm are not conducive to a fair and open competitive procurement. 
We have issued a number of reports on procurement pointing out the 
detrimental effects of such discussions. Documents in the Commis-. 
sion's files clearly establish that these discussions centered on 
the Commission's longstanding need to improve its market surveil- 
lance system. As previously stated, these discussions, which in- 
volved top officials and senior staff members of the Commission, 
also considered how the capabilities of Monchik could be used to 
assist the Commission. 

The Commission did use general criteria to evaluate offerors' 
proposals. However, the results of the informal discussions placed 
Monchik in a position where its proposal could be directed toward 
specifying more details than a firm not aware of the Commission's 
needs. When the Commission requested proposals from the public, 
the project was divided into definition and design phases. This 
division subsequently became significant during the negotiations 
to select the most responsive offeror. Monchik and one other firm 
were the finalists in the selection process. During negotiations, 
the Commission questioned the other firm's estimate for its design 
phase, noting that the system's definition determines the require- 
ments for the design phase. However, Monchik was not similarly 
:questioned about its design during the negotiations even though 
its price was about $130,000 higher than the other firm's. 

In addition, one firm's proposal was rated unacceptable be- 
cause the evaluation panel generally found it lacked technical 
details needed to effectively evaluate it. Another firm that did 
not submit a proposal wrote to the Commission saying it would have 
submitted a proposal which could have successfully completed the 
project if the Commission had provided additional guidance on the 
purpose of the system, information needs, andhow the system would 
support the Commission's regulatory role. We believe that details 
on the Commission's market surveillance needs may have been ad- 
vantageous to Monchik in responding to the Commission's general 
proposal. Further details of the Commission's comments and our 
evaluation are on pages 12 to 18 of appendix II. 

~ORGANI~ATIONAL CONFLICT OF INTEREST 
~WAS CREATED 

The definition and design contract awarded to Monchik did 
not contain an organizational conflict of interest provision giv- 
ing the Commission the right to prevent Monchik from competing 

'for future contracts to make the system operational. The Commis- 
sion, by not including such a provision in the initial contract, 
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placed Monchik in a position to orient the design to give itself 
a competitive advantage or to develop specifications which only 
certain firms could meet in follow-on contracts for the system's 
implementation. 

Organizational conflicts of interest generally involve a re- 
lationship or situation in which a present or prospective contrac- 
tor has interests that either directly or indirectly relate to the 
work to be performed under a contract which may (1) adversely af- 
fect the contractor's capacity to give impartial, technically sound, 
objective assistance and advice to the agency or (2) give the con- 
tractor an unfair advantage over other contractors with regard to 
related contracts in the future. An organizational conflict of 
interest may arise, for example, where a contractor prepares spe- 
cifications which are to be used in a future contract for the fur- 
nishing of products or services. In such a situation the contrac- 
tor can conceivably develop design specifications which give it 
an unfair competitive advantage over others when competing for the 
future contract (for example, restricting the specifications in 
such a way that only the present contractor can qualify for the 
future contract). , 

Although there was no Government-wide regulation requiring 
an organizational conflict of interest provision in contracts, the 
Office of Management and Budget issued a notice in September 
1977--7 months before the Commission issued its request for pro- 
posals --calling attention to problems created by such conflicts 
and proposing remedial requlations. While the proposed regulations 
were not finalized, the Office of Management and Budget's concern 
should have alerted the Commission to the potential organizational 
conflict of interest situation and the need to take appropriate 
measures to avoid such a conflict. In our view, an agency con- 
fron'ted with an organizational conflict of interest situation 
should take the necessary precautions to insure that the contrac- 
tor is not placed in a position where its judgment might be biased, 
or where an unfair competitive advantage would result. One pre- 
cautionary measure is the inclusion of an organizational conflict 
of interest provision in the design contract. Such a provision 
may require the contractor to disclose all relevant information 
regarding a possible conflict of interest, and may give the agency 
the right to restrict that contractor from participating in re- 
lated future contracts. Properly used, this type of clause can 
preclude or otherwise dissuade a contractor from performing the 
design contract in a biased manner. 

On March 5, 1979, the Commission obtained the services of a 
procurement consultant to assist it in implementing the market sur- 
veillance system and to review Monchik's work and other aspects 
of the system. The procurement consultant determined that the 
Commission created an organizational conflict of interest in award- 
ing the definition and design contract by not precluding Monchik 
from competing for implementation contracts. The consultant said 
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that, as a result, Monchik was in a position to design specifica- 
tions that only it could fulfill or that would give it a competi- 
tive advantage in obtaining additional contracts. 

The procurement consultant believed that Monchik would not 
exploit this situation. However, in later evaluating Monchik's 
design specifications for hardware and software computer require- 
ments, the consultant found that: 

"Very few requirements are stated as desirables--almost 
all are mandatory and, taken in total, one or more of 
these mandatory requirements would probably eliminate 
most of the competition. Modification of some require- 
ments to be functional rather than hardware specific, 
elimination of a few questionable items or changing 
them from mandatory to desirable should be sufficient 
to open the specifications to competition." (Under- 
scoring added.) 

To encourage competition, the Federal Procurement Regulations al- 
low agencies to include desirable features in the solicitation 
which can be met at the option of the offeror. These features are 
not mandatory and do not disqualify those who do not meet them. 

The procurement consultant provided to the Commission a list 
of recommended changes to Monchik's design specifications. The 
consultant recommended that 

--four mandatory requirements be made desirable, 

--five requirements be eliminated, 

--fifteen specific requirements be made functional, and 

--twenty-six requirements be clarified.. 

On September 14, 1979, the Commission requested that Monchik 
revise the design specifications so that the Commission could con- 
duct a more open and competitive procurement. Monchik submitted 
revised specifications on October 29, 1979. In commenting on our 
draft report, the Commission said it intends to use the revised 
specifications in solicitations for proposals to implement the 
system. If these revised specifications eliminate any unnecessary 
requirements, it would appear that the potentially unfair competi- 
tive advantage that Monchik may have had as a result of its draft- 
ing the design specifications can be avoided, 

Since the possibility of future business has value to Monchik, 
the procurement consultant said the Commission could not expect to 
restrict Monchik from competing for implementation contracts with- 
out Monchik's agreement. The consultant was also concerned about 
the intangible element of suspicion that an important part of the 
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Commission's mission might be contracted for in a manner that would 
not meet the Commission's own regulatory standards of being above 
suspicion. 

The procurement consultant suggested several options for re- 
solving the conflict problem. One option tentatively being con- 
sidered by the Commission is to use the expertise and background 
of Monchik in an advisory role by awarding the firm a noncompeti- 
tive contract for certain aspects of the system's implementation. 
The Commission is also considering excluding Monchik from compet- 
ing for the implementation contracts. When our work was completed 
Monchik had not agreed or otherwise consented to being excluded 
from competing for contracts to implement the system. 

This report identifies a number of questionable practices in 
the Commission's procurement of the system. However, the general 
policy of the Government is to allow all interested qualified firms 
an opportunity to participate in its procurements in order td maxi- 
mize competition unless there is a clearly supportable reason for 
excluding a firm. Since the Commission intends to use the revised 
specifications to eliminate any unnecessary requirements, we be- 
lieve it would not be appropriate for the Commission to exclude 
Monchik from competing for the follow-on implementation contracts. l/ 
However, if Monchik agrees to serve as an advisor to the Commission-‘ 
during parts of the implementation phase as was recommended by the 
Commission's procurement consultant, the Commission could limit 
the firm's participation. 

Also, to insure that any such contract is awarded on a com- 
petitive basis, the Commission should make sure that the design 
specifications accurately reflect the Commission's needs and do 
not unduly favor Monchik or any other firm. Agencies are required 
to state specifications in terms that will permit the broadest 
possible field of competition. The Commission should also insure 
that offerors are provided a reasonable and fair opportunity to 
assess the Commission's needs and to prepare and submit their pro- 
posals. 

. 

Agency comments and our evaluation 

In its September 11, 1980, letter, the Commission agreed that 
an organizational conflict of interest clause would have been ap- 
propriate in the initial contract award. It emphasized that the 
procurement regulations do not require the use of a conflict of 
interest clause and stressed that it retained another consultant 
to review Monchik's work and recommend action to prevent the ex- 
ploitation of any conflict situation. 

l-/John J. McMullen Associates, Inc., B-188703, Oct. 5, 1977, 77-2 
CPD 270. 
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Our report state8 that there is no Government-wide requirement 
for a conflict of interest clause. We do not believe, however, 
that the lack of an express requirement mitigates the need for Or 
precludes its use. For example, the problems caused by organiza- 
tional conflicts of interest were receiving much attention by other 
Federal agencies and the Congress in the months prior to the Com- 
mission's procurement. Use of contract provisions to insure that 
Monchik did not benefit from any organizational conflict of inter- 
est would have been an appropriate procurement practice. The Com- 
mission's hiring of a consultant to review the work of another 
consultant as a remedial action was not economical. The Commission 
agreed to pay its procurement consultant between $50 and $100 an 
hour for advice. The use of the conflict of interest clause, even 
though not required by regulation, would have been a prudent ac- 
tion for the Commission and could have reduced its procurement 
costs for consultants. Further details of the Commission's com- 
ments and our evaluation are on pages 18 to 21 of appendix II. 

COMMISSION AWARDED $441,844 
NONCOMPETITIVE CONTRACT 
TO TEST SYSTEM'S DESIGN 

. 

The Commission did not issue a public notice of its pending 
award of a noncompetitive contract to Monchik to test the opera- 
tions of the system they designed. By not providing a preaward 
public notice to determine if other firms were equally qualified 
or interested in meeting the Commission's needs, the benefits that 
could have resulted from a competitive procurement may not have 
been obtained. 

Agencies may award noncompetitive procurements under certain 
circumstances--for example, where an agency can obtain the prop- 
erty or services needed from only one person or firm (sole source 
of supply) or where time is of the essence and only one known 
source can meet the Government's needs within the required time 
frame. l/ To insure that appropriate competition is obtained on 
all procurements, the Federal Procurement Regulations require agen- 
cies, with certain exceptions, to publicize their needs by placing 
a notice in a procurement publication of the Department of Commerce 
10 days before issuance of the solicitation. This preaward notice 
provide8 interested parties with information on Government contrac- 
ting opportunities. 

There are a number of general exceptions to this publication 
requirement. For example, publication is not required for pro- 
curements which are of such unusual and compelling emergency that 
the Government would be seriously injured if bids or offers were 
made more than 15 days after the issuance of the invitation for 
bids or solicitation for proposals. 

L/Environmental Protection Aqency Sole-Source Procurements 54 Comp. 
Gen. 58 (19741, 74-2 CPD 59. 
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The Commission asked that its procurement consultant recom- 
mend steps to implement the designed system. On March 28, 1979, 
the consultant advised the Commission to institute a pilot project 
to test the system's design. The Commission was told that the 
award of a noncompetitive contract to Monchik for the pilot could 
be justified only if the Commission stated the project was one of 
compelling urgency. The consultant proposed that the Commission 
issue, as soon as possible, a public notice of its needs before 
proceeding with a noncompetitive award to determine whether any 
other firms could perform the pilot project. The procurement con- 
sultant could not state whether Monchik was the only firm that 
could meet the Commission's needs. 

Six months after the procurement consultant recommended issu- 
ing a public notice, the Commission determined that there was com- 
pelling urgency and on September 19, 1979, awarded a noncompetitive 
contract to Monchik to test the system. In justifying a noncom- 
petitive contract, the Commission found that the urgent need for 
improved surveillance of option trading could not be delayed. Ac- 
cording to procurement files, the Commission believed it would take 
an estimated 6 to 9 months for the administrative processing of a 
competitive procurement and for another firm to become knowledge- 
able about the project and Commission rules. 

The Commission did not issue a public notice of its pending 
procurement action as proposed by its procurement consultant. The 
Commission was required by the Federal Procurement Regulations to 
issue notice since none of the exceptions to this requirement ap- 
pears applicable. On September 26, 1979, the Commission issued a 
public notice announcing that it had awarded a $441,844 noncom- 
petitive contract to Monchik on September 19, 1979, to test the 
operations of the system it designed. Issuing the public notice 
before awarding the sole source contract would have given other 
interested firms the opportunity to meet the needs of the Commis- 
sion and, more importantly, provided the Commission with facts 
about the availability of other firms to perform the pilot project. . 

Agency comments and our evaluation 

The Commission contends in its September 11, 1980, letter, 
that it-- rather than Monchik-- is testing the design developed by 
that firm. It also stated that the time constraints involved in 
removing the moratorium on option trading made it impractical to 
provide advance public notice that the Commission was awarding a 
noncompetitive contract to Monchik. 

We disagree. In its September 1979 notice, the Commission 
stated that the contract was awarded to Monchik on a noncompeti- 
'tive basis to test the system's design. The Commission's sole 
source justification and the contract specifications also indi- 
cate that the contract was for testing the design. The contract 
specifies that Monchik test the computer programs and generate 
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reports for Commission evaluation. The test is being conducted 
by Monchik at its New York City computer facilities with the Com- 
mission evaluating reports produced by the testing to determine 
the system's impact on market surveillance areas. 

The Commission viewed the need to remove the moratorium on 
option trading as justification for not issuing the required lo- 
day preaward notice. Option trading on exchanges was authorized 
by the Commission in 1973. In 1977 the Commission requested that 
the exchanges not add any new options to their trading list. This 
moratorium lasted 3 years, during which time trading of pre-1977 
options continued. In discussing compelling emergency, the Fed- 
eral Procurement Regulations cite fire, flood, or other disasters 
as examples. Using the removal of the 3-year option moratorium 
as a compelling emergency justification for not issuing the lo-day 
notice is not convincing. The Commission should have followed the 
advice of its procurement consultant who recognized that giving 
prior notice was the proper approach. Further details of the Com- 
mission's comments and our evaluation are included on pages 21 to 
24 of appendix II. 

CONCLUSIONS 

The Commission needs to strengthen its procurement practices. 
Serious shortcomings in the procurements for a market surveillance 
system occurred because the Commission did not follow accepted 
procurement procedures. The Commission should insure that all in- 
terested parties are provided the same opportunity to obtain con- 
tract awards. In addition, when noncompetitive procurements are 
considered, adequate public notice should be provided as generally 
required by procurement regulations. In all procurements, actions 
that unnecessarily limit competition should be avoided. 

RECOMMENDATIONS 

We recommend that the Chairman of the.Commission, in future 
contract awards,p comply with regulations governing procurements 
by Federal agencies.: Specifically, the Commission's procurement 
practices should be strengthened so that 

--all interested parties are given the same opportunity to 
obtain Commission contracts, 

--contract provisions do not permit an organizational con- 
flict of interest which could limit competition for follow- 
on contracts, and 

--public notice detailing the Commission's needs is given be- 
fore a noncompetitive contract is awarded. 
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EVALUATION OF THE SECURITIES AND EXCHANGE COMMISSION 

COMMENTS CONCERNING THE PROCUREMENT FOR THE DEVELOPMENT 

OF AN AUTOMATED MARKET SURVEILLANCE SYSTEM 

The Commission generally agreed with our recommendations in 
its September 11, 1980, letter commenting on our report but ques- 
tioned the basis of certain findings. This letter is included as 
appendix III. After considering the Commission's views, we believe 
the facts support our findings and see no need to change our posi- 
tion. In this appendix we present our detailed evaluation of the 
Commission's comments. 

COMMISSION PROVIDED MONCHIK 
DETAILED INFORMATION ON 
MARKET SURVEILLANCE PROBLEMS 

The Commission said that informal discussions held with Mon- 
chik did not provide that firm with advance information on market 
surveillance needs. Further, the Commission believed its action 
in evaluating offerors' proposals did not give Monchik an apparent 
advantage. The Commission said that it had complied with all pro- 
curement regulations for evaluating competitive proposals. 

We disagree. The facts firmly support our finding that Com- 
mission discussions allowed Monchik to acquire detailed advance 
information on the Commission's market surveillance needs. With 
this insight, Monchik was placed in a position to better demon- 
strate its qualifications for meeting the Commission's general 
procurement requirements for an improved market surveillance capa- 
bility. The following details our response to the specific Com- 
mission comments on this matter. 

Commission comment . 

The Commission believed the report should emphasize that the 
market surveillance system is being developed to fulfill statutory 
responsibilities which cannot be delegated to industry regulatory 
groups. (See p. 28.) 

GAO resDonse 

Our review concerned Commission procurement practices and did 
not assess the statutory responsibilities of the Commission and 
self-regulatory groups for supervising the securities market op- 
erations. Therefore, the report does not discuss whether the mar- 
ket surveillance system will fulfill the Commission's oversight 
responsibility. 

I In regard to the delegation of surveillance responsibilities, 
!the Commission has stated that the proposed market surveillance 
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system is not intended to replace or diminish the responsibilities 
of the industry self-regulatory groups. Some representatives of 
the securities industry, however, have expressed concern to the 
Congress that the proposed system could duplicate or supplant ex- 
isting surveillance capabilities of the industry's regulatory 
groups. The two congressional subcommittees that oversee Commis- 
sion activities have recognized this concern. While acknowledging 
that the proposed system is needed for the Commission's traditional 
oversight role, the subcommittees issued reports in May 1980 rec- 
ommending limitations on Commission efforts to fully implement the 
system. L/ In addition, they intend to monitor Commission efforts 
in order to insure that the system is consistent with the param- 
eters of the self-regulatory process and is cost effective. Since 
the Congress is monitoring Commission efforts and our review did 
not concern the Commission's delegation authority, it would be in- 
appropriate for the report to comment on the delegation issue. 

Commission comment 

The Commission did not agree that advance informal discus- 
sions it had with Monchik provided that firm with detailed infor- 
mation on market surveillance problems. Further, the Commission 
said advance knowledge of their market surveillance needs was im- 
material since general criteria were used to evaluate proposals. 
(See p. 29.) 

GAO response 

Advance discussions with a selected firm are not conducive 
to fair and open competitive procurement. We have previously 
taken this position in reports concerning procurement of consul- 
tants. 2/ The Commission acknowledged that advance informal dis- 
cussions with Monchik took place, According to Commission docu- 
ments, these discussions centered on the Commission‘s longstanding 
need to improve its market surveillance system and the capability 
of Monchik to assist the Commission in that: critical area. 

Although the criteria uhed in evaluating proposals were not 
based on specific market surveillance problems but were in more 
general terms, the results of the advance discussions placed Mon- 
chik in a preferred position. The Commission's request for 

l-/Senate Rep. No. 96-752, 96th Cong., 2d Sess., pp. 3-7 (1980) 
and House Rep. No. 96-961, 96th Cong., 2d Sess., pp. 3-5 
(1980). 

2/"Controls Over Consulting Service Contracts At Federal Aqen- - 
ties Need Tightening" (PSAD-80-35, Mar. 20, 1980) and "Com- 
petition For Negotiated Government Procurement Can and Should 
Be Improved" (PSAD-77-152, Sept. 15, 1977). 
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proposals from the public divided the project into two phases-- 
definition and design. This breakout subsequently was important 
in the negotiation process. Two offerors were in the competitive 
range, Monchik and one other firm. During negotiations, the Com- 
mission questioned the other firm's estimates for the design phase, 
noting that the design depended on how the system definition was 
eventually determined. However, Monchik was not similarly ques- 
tioned about its design estimate during the negotiations even 
though its price was about $130,000 higher than the other firm's. 

With the information obtained during the advance discussions, 
Monchik was placed in a position where its proposal could be tar- 
geted toward specifying more detail than firms not aware of Com- 
mission problem areas. Monchik's proposal was found to be far 
superior in the technical categories. Another offeror, however, 
had its proposal rated unacceptable because the panel generally 
found it lacked the level of detail necessary for effective evalua- 
tion. Another firm, which did not submit a proposal, believed it 
could have successfully completed the project if the Commission 
had provided guidance on the purpose of the system, the informa- 
tion to be gathered, and how the system would support the Commis- 
sion's regulatory role. To contend that knowing details of the 
Commission's market surveillance needs was not advantageous to 
Monchik in responding to the Commission's general proposal is not 
convincing. 

Commission comment 

The Commission said the report would be more accurate if it 
mentioned that Monchik is a Boston and New York based firm and that 
initial discussions with the firm concerned development of an in- 
vestment advisors' manual. The Commission noted that it was dur- 
ing these discussions that Monchik's market analysis capabilities 
were found by staff members to be useful. (See p. 29.) 

. 
GAO response 

We do not see the need for including background information 
on Monchik and other discussions the firm had with Commission per- 
sonnel. Our report concerns possible advantages the Commission 
gave Monchik in the procurement of a market surveillance system. 
In that regard, the Commission's comment that discussions took 
place on Monchik's market analysis capabilities before the Com- 
mission's .publicly solicited proposals is consistent with our find- 
ing that Monchik was in a preferred position to obtain a cr>ntract 
involving the market surveillance system. 

Commission comment 

The Commission believed that the informal discussions with 
,Monchik "educated" Commission staff as to industry capabilities 
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in the market analysis area. Having this knowledge, the Commis- 
sion initially considered awarding a noncompetitive contract to 
Monchik. However, the Commission said its General Counsel, in 
conjunction with our General Counsel, determined that a competi- 
tive procurement was required. (See p. 29.) 

GAO response 

Monchik could have educated the Commission's staff, but more 
importantly, the firm was told of the Commission's market surveil- 
lance needs in discussions with top management of the Commission. 
As previously mentioned, these discussions generally centered on 
the Commission's longstanding need to improve its market surveil- 
lance system and Monchik's capability to assist the Commission. 

Commission actions after these discussions showed it did 
much more than just consider awarding a noncompetitive contract 
to Monchik to define and design the system. After Monchik submit- 
ted a February 13, 1978, proposal concerning market surveillance, 
a senior management official of the Commission, who had previously 
met with Monchik's president, directed a subordinate to take all 
necessary steps to award a noncompetitive contract to Monchik for 
a market surveillance system. This top manager justified the non- 
competitive procurement because: 

--A detailed work statement was all but impossible to prepare. 

--Monchik was the only organization of its kind, being a con- 
sulting firm that specialized in automated systems for the 
securities industry. 

--Monchik had unequalled depth and breadth in all aspects of 
securities regulation. 

The procurement files did not indicate, however, that inquiries 
were made to determine if other firms were interested and qualified 
to meet the Commission's need. 

The processing of the noncompetitive procurement reached the 
award stage. On March 1, 1978, the top manager requested a Commis- 
sion official to attend a "kick-off" meeting to insure that Commis- 
sion personnel viewed the Monchik project from an agency perspec- 
tive and not from a divisional outlook. The top manager also 
informed the official that a possible "snag" had developed. The 
Commission's Office of General Counsel had not responded to his 
request to review the justification for the noncompetitive procure- 
ment. When the Commission's General Counsel did not agree with the 
justification, a competitive procurement became necessary. The 
Commission's September 11, 1980, letter commenting on our report 
did not mention these significant events. 
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In addition, the Commission fails to recognize the role played 
in the ensuing competitive procurement by the top manager who 
sought to justify a noncompetitive contract to Monchik. This in- 
dividual 

--informed us he was the primary author of the Commission's 
request to obtain public proposals and was also the con- 
tracting officer for the Commission: 

--determined the composition of the evaluation panels, ap- 
pointing four of his subordinates to serve with two other 
members on the panels; 

--made the final decision as to which acceptable offerors 
were in the competitive range; 

--requested his special counsel, who also served as a member 
of the evaluation panel, to determine if the contract could 
be awarded without negotiating with offerors found to be 
in the competitive range: 

--conducted negotiations on July 24, 1978, with the two firms 
in the competitive range, and on July 27, 1978, awarded the 
contract to Monchik; and 

--informed us he should have gone ahead and awarded a non- 
competitive contract to Monchik because the firm submitted 
the best proposal anyway and the Government's cost would 
have been reduced. 

Further, the Commission is misrepresenting GAO's role. The Com- 
mission contacted a number of Federal agencies, including GAO, to 
obtain general information about competitive procurement regula- 
tions. Our contacts, which for the most part were by telephone, 
occurred after the Commission and Monchik rep"resentatives met to 
discuss the Commission's market surveillance needs. We were asked 
by the Commission's Office of General Counsel for advice on pro- 
curement requirements for competitive contracting. To imply that 
GAO was a party to or condoned the Commission's advance discus- 
sions with Monchik is incorrect. 

Commission comment 

The Commission said that the report was not correct in indi- 
cating that others did not have Monchik's opportunity to discuss 
the Commission's market surveillance needs. It noted that another 
offeror, Arthur Young & Company, had previously completed a con- 
tract concerning Commission information requirements and that dur- 
ing this work Commission staff were contacted to discuss their 
information needs. (See p. 30.) 
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GAO response 

We disagree. Monchik met with top management having a sig- 
nificant role in the Commission's policy and decisionmaking proc- 
ess to discuss market surveillance needs. As Monchik's letter of 
February 13, 1978, states, the firm's work plan had been reviewed 
by key personnel of the Commission and represented a consensus of 
views on the project approach. 

Arthur Young's contacts resulted from prior consulting serv- 
ices related to developing an agencywide plan for the automatic 
data processing requirements of Commission units. We have con- 
sistently held in prior procurement decisions that certain firms, 
such as in the case of Arthur Young, may have an advantage result- 
ing from prior contracts. 1/ This advantage, however, does not 
result from any preferential or unfair action by a Government 
agency. As a result of advance discussions, the Commission placed 
Monchik in a preferred position. Any advance knowledge that Arthur 
Young may have had resulted from its previous work for the Commis- 
sion. We emphasized, however, that no other offeror had discus- 
sions with key Commission management personnel similar to those 
held with Monchik. 

Commission comment 

The Commission believed that comparing the amount of time 
Monchik and other offerors had to develop their proposals is mis- 
leading. The Commission states that interested parties were al- 
lowed a standard 30 days to respond and that such time was ample 
since no firm requested an extension. (See p. 30.) 

GAO response 

Comparing the response time for submission of proposals ex- 
emplifies the advantage Monchik gained from prior discussions with 
Commission personnel as the firm had 3 months leadtime over other 
offerors in developing its proposal. We did not question the Com- 
mission's 30-day period as being inconsistent with procurement regu- 
lations. The Federal Procurement Regulations (Section l-2.202-1) 
which govern the time allowed to respond to an agency request for 
proposals are founded on a policy that competition on equal terms 
is facilitated by allowing interested parties sufficient time to 
prepare their proposals. These regulations state that not less 
than 30 days should be allowed when nonstandard items are being 
procured but more than 30 days may be allowed when firms are re- 
quired to prepare special designs. 

k/ENSEC Service Corp. 55 Comp. Gen. 656 (1976), 76-l CPD 34. 
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Commission comment --- 

In order to prevent any misinterpretation, the Commission said 
our report should make it clear that two other offerors submitted 
contract prices higher than Monchik's offer. (See p. 31.1 Our re- 
port was revised to clarify this point. 

ORGANIZATIONAL CONFLICT OF INTEREST 
WAS CREATED 

The Commission agreed that an organizational conflict of in- 
terest clause should have been included in the contract. However, 
it stressed that such a clause is not required and stated that 
alternative action was taken to insure that Monchik did not ex- 
ploit any advantage. 

Our report states that a conflict of interest provision is 
not required, but points out, as the Commission agrees, that it 
would have been prudent to include such a clause. The action taken 
by the Commission--hiring another consultant to review Monchik's 
work-- is not a satisfactory approach and resulted in increased 
cost for consulting services. The following details our response 
to specific Commission'comments on this matter. 

Commission comment 

The Commission recognized that an organizational conflict of 
interest clause would have been appropriate in the definition and 
design contract awarded to Monchik. It emphasized, however, that 
such a clause is not required by Federal Procurement Regulations. 
(See p. 31.1 

GAO response 

Our report makes it clear that the inclusion of an organiza- 
tional conflict of interest clause is not a Government requirement. 
However, the lack of an express requirement does not mitigate the 

: need for such a clause nor preclude its use. The problems caused 
,by organizational conflicts of interest were receiving much atten- 

tion by other Federal agencies and the Congress in the months prior 
to the Commission's procurement. IJse of contract provisions to 
insure that Monchik did not benefit from any organizational con- 
flict of interest would have been an appropriate procurement prac- 
tice and its use would have been a prudent action. 

Commission comment 

The Commission said that it made sure Monchik would not have 
a competitive advantage for implementation contracts by retaining 
a procurement consultant to review Monchik's performance. The Com- 
mission also believes the report misleads the reader by indicating 
that the procurement consultant discovered the conflict issue. The 
Commission contended it learned of the conflict and retained the 
procurement consultant to avoid the appearance of favoritism. (See 
p. 31.) 
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GAO response ..-- .-.-_.- -- - ..-.. -- 

Contract documents do not indicate that the procurement con- 
sultant was retained because the Commission found an organizational 
conflict and wanted to make sure that Monchik would not exploit 
any advantage gained from developing the design specifications. 
The justification for the procurement consultant's contract, the 
contract itself, and the tasks assigned by the Commission did not 
specifically mention or require any evaluation of an organizational 
conflict of interest. 

According to the Commission, retaining the procurement con- 
sultant in March 1979 was also to prevent even the appearance of 
favoritism. The initial contract called for two products: (1) a 
definition of the surveillance system that was completed in October 
1978 and (2) design specifications for the system that were origi- 
nally due in April 1979. The delivery date for the design specifi- 
cations was extended on April 20, 1979, to July 30, 1979. To con- 
tend that the procurement consultant was retained shortly before 
the original completion date of the contract to prevent the appear- 
ance of favoritism is not persuasive. 

Moreover, the Commission's remedial action of hiring a con- 
sultant to evaluate the work performed by another consultant was 
not a satisfactory alternative. It was an after-the-fact approach 
which increased the Government's cost to obtain consulting serv- 
ices. The Commission agreed to pay its procurement consultant be- 
tween $50 and $100 an hour for its procurement expertise with a 
limitation of $9,500. The Commission should have adopted the more 
economical approach of including the organizational conflict clause 
in the initial Monchik contract. 

Commission comment 

The Commission contended that our draft report gave the false 
impression that Monchik exploited its position in developing the 
design specifications. Citing its procurement consultant's report, 
the Commission said it succ&ssfully prevented any exploitation. 
It contended our excerpts from the procurement consultant's report 
were taken out of context and that the deficiencies found by the 
procurement consultant were in the form of missing or undefined 
elements which were "not numerous, and may not be difficult to ob- 
tain." The Commission quoted the procurement consultant's report 
as follows: 

"Overall, the Lot II Report reflects a great deal of 
effort and the system design reflects a logical system- 
atic approach. With the additions and modifications 
recommended and with updating to reflect lessons learned 
from the pilot system, the Report will serve as the 
basis for an RFP [Request for Proposal] which will pro- 
vide a competitive procurement." (See p. 32.) 
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GAO response .- -_~ - 

We disagree with the Commission's reading of the procurement 
consultant's report. The procurement consultant was concerned that 
the conflict of interest would permit Monchik to write specifica- 
tions that only it could meet or that Monchik would have an unfair 
advantage over other firms competing for implementation contracts. 
The consultant found that Monchik's original design specifications 
would not permit fair competition with other firms vying for imple- 
mentation contracts. Moreover, our report does not say that Monchik 
was exploiting its position. Rather, we refer to the Commission's 
procurement consultant's statement that Monchik could exploit the 
organizational conflict. 

The first quotation the Commission cites as an example of the 
appropriate context of the consultant's report reads in full as: 

"In summary, our findings are that the Lot II Report as 
it now stands is not adequate as the basis for prepara- 
tion of an RFP. The deficiencies, however, are in the 
form of missing or undefined elements, are not numerous, 
and may not be difficult to obtain. The specifications 
appear to be biased in that 'minimum requirements' are 
so stated that when taken in summary would probably 
eliminate most vendors-" (Emphasis added.) 

This quotation clearly points out that the procurement consultant 
was concerned about whether Monchik's design specifications would 
permit competition to the maximum extent practicable. The overall 
statement quoted by the Commission also points out that Monchik's 
design specifications were deficient and modifications were neces- 
sary to permit future competitive procurements. The procurement 
consultant's report on Monchik's design pointed out over 50 defi- 
ciencies. Our report did not take statements from the procurement 
consultant's report out of context. Additions and other modifica- 
tions were needed to permit future competitive procurement to im- 
plement the system. 

Commission comment 

The Commission contended that our draft report could lead to 
an erroneous inference that there cannot be fair and open competi- 
tion for the implementation contracts. This view results from our 
opinion that there is no legal basis for excluding Monchik from 
competing for the implementation contracts. The Commission ques- 
tions our legal opinion on the basis that its procurement consul- 
tant proposed other alternatives. (See p. 33.) 

GAO response 

We do not agree that erroneous inferences can be derived from 
our report. However, we have clarified our report,to show that 
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there is no present basis, given the statutory requirement for 
maximum competition, upon which the Commission can exclude Mon- 
chik without the firm's agreement or without properly awarding 
Monchik an advisory contract. The report also states that the Com- 
mission should make sure that the specifications accurately reflect 
its needs and do not favor Monchik or any other firm. In addition, 
the report notes that if the Commission adopts the modifications 
recommended by the procurement consultant it would appear that any 
competitive advantage Monchik had for the implementation phase 
could be avoided. The Commission in its response said it is com- 
mitted to making these revisions. 

In view of the Commission's intentions to adopt the modifi- 
cations proposed by its procurement consultant, there is no basis 
for excluding Monchik from competing for implementation contracts. 
The procurement consultant recognized in proposing alternatives 
that the Commission could not bar the firm from competing on future 
procurements unless Monchik agreed. To exclude or hinder Monchik 
from competing for future contracts would be inconsistent with the 
Government policy of allowing all interested qualified firms an 
opportunity to participate in procurements. The Commission should 
have taken steps in the beginning to minimize any unfair advantage 
that Monchik could have acquired. 

COMMISSION AWARDED $441,844 
NONCOMPETITIVE CONTRACT 
TO TEST SYSTEM'S DESIGN 

The Commission said that it, and not Monchik, is testing the 
system's design. Further, the Commission believes it complied with 
procurement regulations since the need to remove the 3-year mora- 
torium on option trading was a compelling urgency which did not 
require issuing a preaward notice. 

We disagree. The Commission's public announcement clearly 
stated that Monchik was awarded the noncompetitive contract to test 
the system's design. In addition, the Commission did not comply 
with Federal Procurement Regulations because it had ample time to 
issue a lo-day notice that is generally required prior to the award 
of a contract. The following provides our detailed response to 
the Commission's comments on this matter. 

Commission comment 

The Commission said that it, rather than Monchik, is conduct- 
ing the test as part of a project to determine whether Monchik's 
design will enable the Commission to fulfill its responsibilities. 
(See p. 28.) 

GAO response 

We disagree. The Commission publicly stated in its September 
1979 notice that the project "was awarded on a sole-source basis 
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to test the design previously developed." Monchik designed this 
system. Moreover, the contract specifies that Monchik test the 
computer programs and generate certain reports detailed in the 
system's specifications. The contract indicates that Monchik is 
responsible for operational testing of the system's design at its 
New York City computer facilities. The Commission will receive 
reports generated by the system and will determine how the infor- 
mation will benefit its market surveillance activities. 

Commission comment 

The Commission acknowledged that its procurement consultant 
suggested that a preaward public notice be issued. The Commission 
contends, however, that issuance of a preaward public notice was 
not required by procurement regulations and, even if it was, notice 
could not have been issued in March 1979. Also, the Commission 
believed that the regulations exempted it from the preaward notice 
since there was a compelling urgency to proceed without delay. Com- 
mission personnel believed the 3-year moratorium on options trad- 
ing would be lifted in 1979 and that testing of the.system before 
option trading expanded would improve their capability to protect 
investors. (See pp. 33-34.) 

GAO response 

We disagree. Federal regulations (41 CFR l-4.1107-3a) for 
automatic data processing procurements require that synopses for 
proposed procurements must be publicized in the "Commerce Business 
Daily" in accordance with Subpart l-l.10 of those regulations. This 
subpart requires publication 10 days before a solicitation, except 
under certain circumstances. The exception, which the Commission 
is relying on, is for procurements which are of such unusual and 
compelling emergency that the Government would be seriously injured 
if bids or offers were permitted more than 15 days after the trans- 
mittal date of the synopsis. 

The Commission had ample time--6 months--to prepare the in- 
formation needed to issue a lo-day public notice. March 1979 may 
have been a premature time for the Commission to issue the public 
notice required by the Federal Procurement Regulations. However, 
we do not attach the same immediacy to the phrase "as soon as 
possible" as does the Commission. Nor can we agree with the Com- 
mission's explanation of a compelling urgency for not issuing the 
preaward notice. 

In discussing compelling emergency justifications the Federal 
Procurement Regulations cite, as an example, services needed at 
once because of fire, flood, or other disasters. The Commission 
and the self-regulating organizations have had market surveillance 
activities on the exchanges for over 45 years. In 1973, the Com- 
mission authorized trading in options on the exchanges. In 1977, 
the Commission stopped the addition of new option trading. Option 
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trading authorized between 1973 and 1977, however, was continued 
during this 3-year moratorium. The Commissioners announced on 
March 26, 1980, the lifting of the options moratorium. 

We do not believe that the speculation of the Commission's 
personnel on the timing for the end of the 3-year moratorium con- 
stitutes such a compelling emergency to forego the preaward pub- 
lic notice. We agree with the Commission's procurement consultant 
that the public notice step would have been a "reasonable conser- 
vative approach" and should have been followed by the Commission. 

Commission comment 

The Commission said that the report does not indicate that 
its procurement consultant determined that Monchik was the only 
qualified firm to do the testing on an expedited basis. (See 
p. 34.) 

GAO response 

The Commission's comments do not properly represent the con- 
clusions of its procurement consultant. The consultant stated: 

"Although it is unlikely that another firm could develop 
such software for less cost than the price that would be 
charged by Monchik-Weber Associates, for use of the ex- 
isting package, this is essentially speculative in nature 
and another firm could be able to do the job at no in- 
crease in cost to SEC." (Underscoring in original.) 

As the procurement consultant pointed out to the Commission, 
the only way to determine whether another firm could meet the 
Commission's needs was to issue a preaward public notice. 

Commission comment 

The Commission said that GAO's advice was received on the 
validity of the noncompetitive award. (See p. 35.) 

GAO response 

The Commission statement that GAO advised it on the procure- 
ment of the test project is erroneous and misleading. The Com- 
mission asked about the status of our work and whether we intended 
to comment on the need for the market surveillance system proposed 
by Monchik. We informed the Commission that our work centered on 
the initial procurement of the system and not on whether the sys- 
tem would meet the Commission's needs. Incidental to this discus- 
sion we were told that the Commission intended to award a noncom- 
petitive contract to Monchik to test the system's design. This 
discussion took place 22 days before the award of the noncompeti- 
tive contract to Monchik and further supports our conclusion that 
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the Commission had time to issue the lo-day notice to the public. 
Notifying the public after the award of the contract, as the Com- 
mission did, does little to further public confidence that the 
Commission is adequately disclosing its procurement needs. 
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SECURITIES AND EXCHANGE COMMISSION 
WASHINOTON, D.C. 2014B 

Septenber 11, 1980 

Mr. D. L. Scantlebury 
Director, Division of Financial 

and General Management Studies 
General Accounting Office 
Washington, D.C. 20548 

Re: Draft Audit on Practices of the Securities and Exchange Carmission 
in Procuring an Autcmated Market Surveillance System 

Dear Mr. Scantlebury: 

I welcane the opportunity to respond to the General Accounting 
Office's prqxxzd draft report to the Congress concerning the Securi- 
ties and Exchange Carmission’s practices in procuring an autcmated market 
oversight surveillance system. Although the draft report identifies 
potential problems in the procurement of the contracts reviewed by 
your staff, I am pleased to note, as the draft report indicates, that 
the Cannission's award of the contracts was in accordance with the 
Federal Procurement Regulations. 

Asycumayknrrw,menbers of theCan~~ission staff worked informally 
with members of the GAO staff in the procurement of the initial system 
definition and design oontract. The draft report indicates the need 
for the Carmission and the GAO to continue to consult as the Cannission 
advances toward the develcpment of an autanated system to fulfill its 
market oversight responsibilities. Accordingly, I believe it is important 
to otxnnent on those areas of the draft report with which we are in 
agreement, but also to note those findings which'appear to be inaccurate 
or based on incorrect factual premises. TheCasnission's preliminary 
ccmrnents on the draft report's findings are attached. I would now like 
to moment briefly on the draft report's conclusions and three recaR- 
m?ndations. 

The Cannission, of course, is cxnmitted to the objective of purchasing 
goods and servioes on the basis of full and fair competition to the 
maxti extent practicable. T'bus, the Carmission took steps to pate 
ccmpetition in the develqment and design of the oversight surveillance 
system and is continuing to ensure that the system is designed to permit 
cpen anpetition for its inplementation wherever appropriate. Accordingly, 
the Carmission's present practices are consistent with the first recom- 
mendation in the draft report that all interested parties be given the 
same cplportunity to obtain Carmission contracts. 
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The CuWssion also recognizes the desirability of incorporating 
organizational conflict of interest provisions in contracts for the design 
of system specifications , such as the initial contract between the Ccm- 
mission and Monchik Weber Associates, Inc. ("Monchik"), although, as the 
draft Gw report correctly states (at page 5), there is no Wernment-wide 
requirement that agencies do so. The Carmission did not incorporate 
such a provision in the initial contract with Monchik, but has taken alter- 
native steps to ensure that Monchik will not derive any undue competitive 
advantage as a result of having drafted the design specifications. Moreover, 
where aa>ropriate, future contracts will contain organizational conflict 
of interest provisions to the greatest extent feasible. Thus, we generally 
conCUr with the draft report's second recannendation that contract 
provisions not permit organizational conflicts of interest that will 
limit canpetition for follow-on contracts , although we note that organ- 
izational conflict of interest provisions are not required and are only 
one of several ways an agency may prevent a nonccinpetitive situation 
from developing. 

The Carmission is also cognizant of the general requirement of the 
Federal Procurement Regulations , referred to in the draft report (at page 
9), that agencies provide adequate public notice of pending noncompetitive 
procurements unless unusual or compelling circumstances make such notice 
inpracticable. In this case, time constraints, associated with completion 
of the Carmission's options study and the discontinuance of the Ccmnission's 
inpcsed moratorium on new cptions trading, did not permit the Cannission 
to give prior notice of its decision to award Monchik a contract to im- 
plement a pilot project so that the Ccmnission could evaluate the system 
design and the impact of expanded options trading. The Carmission's 
tmrmal practice, however, is to give adequate pre-award notice. Thus, 
the Ccmnission also concurs with the draft report's third recorsnendation 
‘that public notice detailing Carmission needs be given before a noncom 
petitive contract is awarded except in those instances where compelling 
circumstances preclude such notice. . 

The draft report also concludes that'the Carmission should strengthen 
its procurement practices. The Commission is aware that contracts to de- 
velop and design axnplex systems, such as the market oversight surveillance 
system, require a high level of procurement specialization. Consequently, 
in the past two years the Carmission has increased and upgraded the staffing 
of its procurement and contracting operations in the Office of Admini- 
strative Services, the Office of the Executive Director, and the Office 
of General Counsel, and we will continue to upgrade the agency's expertise 
in this area. 
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Rx these reasonsr the Cannissioll is in accord with the basic 
rtcarmendatims of the GM draft report. Nonetheless, we are concerned 
that, in sane resets, the draft report is not a fair picture of the 
Carmission~s procurement efforts. I have attached to this letter carments 
Q1 certain apeoific areas where the Carmission believes the accuracy 
of the findings and elusions of the report could be irrproved. I have 
also attached an anr&ated copy of the draft report indicating how certain 
minor revisiarr might be m&Je to make the final report mre accurate. 

I hope that the- praliminary axmnents are useful to you in producing 
a final report that is an accurate and oarplete study of the manner 
in which the Cunniasion acconrplished the initial contracting steps in 
this major and extremely canplex procurement effort. I am confident 
that the inaccuracies or anissions identified in my staff’s review of 
the draft GMJ rapart can be rectified. To the extent that the final re- 
port is not amsndad in e with the Camrission’s Mrments, however, 
I regueat that my letter and the relevant portions of the enclosed carments 
he inoorporated in full in the report that you transmit to the Congress. 

Again, I appreciate the opportunity to review and -nt on the 
report while it is in draft form. If I can he of further assistance, 
please let me know. 

Enclosures 

GAO note: We did not include the Commission’s annotated copy of the draft 
report since we did not believe our conclusions needed revision. 

27 



APPENDIX I II APPENDIX III 

PRELIMINARYm OF TTE SMXJRITIFS AND EXCZHAMY? 
aM"lISSIcrJ~~GAc, FIWDINGS AND REKUWDDATIONS CN 
~CU'MISSICN'S PwxIlRlMWI'PRACl'ICS,s FQRIWE DRVFU)m 
mANAlmW4TRD~ovERSIGHTSuRvEILJLJwcE~ 

I. Preliminary findings 0fGFL)draft report. 

The draft report, entitled "GAO findings and recxmne ndaticns on 
Securities and Rxchange Camission procurement practices for the develop- 
ment of an au-ted market surveillance system," enclosed with the letter 
frun the Canptroller General, correctly states (at page 1) that scrne aspfxts 
of surveillance of the securities markets have been delegated to the 
industry's self-regulatory organizations. The draft report, hcmever, 
in stating (at page 1) that the Ccxnxission then issued a request for pm- 
peals to establish "its own omprehensive market surveillance system," 
implies that the C!cmnission's objectives my be duplicative of the surveil- 
lance objectives delegated to the self-regulatory organizations. The final 
report should make clear that the Ccmnission is developing a canprehensive 
market surveillance system to fulfill its statutory oversight respansibili- 
ties - responsibilities which have not been and cculd mt be delegated to 
the self-regulatory organizations. l/ In the attached mpy of the draft 
report, we have suggested certain cFianges that we are satisfied will 
clarify this point. 

The draft report further states (at p19e 1) that, "in Septe&ar 1979, 
theCcmnissionawardedMonchika * * * non-cunpetitive contract to test the 
syrpem they Chad] designed" (emphasis added). It is the Commission, hmwer, 
which is testing the system that Monchik has designed. The agency has awarded 
a amtract to Mcn&ik to implement a pilot project to serve as the basis on 
tiich the Cannission will evaluate whether the system Monchik has designed 
is satisfactory to fulfill the Cumission's oversight responsibilities. mus , 
the contract stild be described only as me to implement a pilot project to 
enable theCamission totestthe system. Revised language to this effect 
has been inserted in the attached cqq of the draft report. You my also 
wish to amsider, as we did, and cmnent upon whether another firm could 
have iqlmented the project as guickly, effectively or econanically. . 

II. Staff discussions with Mmchik on mrket oversight problems did 
not give Monchik an unfair advantage in cunpeting for the system 
definition and design -tract. 

The draft report amsiders (at pages 24) Monchik's infomal dis- 
cussions with high-level Commission officials at-d the implications of these 
discussions on MaxMk's ability to ccmpete successfully for the award of 
the contract to define and design the system. 'Ihe draft report concludes (at 
page 4) that "the Cannission, thrcugh its early info-1 discussions with 
Mmchik, all& that firm to acquire detailed advance information on the 
market sumaillance needs of the Cmmissim." 

11 E, e.g., S. Rep. No. 94-75, 94th Cong., 1st Sess. 22-23, 34-36 (1975). 
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WeBw,not~wi+hthQacrnclueionthattheaeinfonnaldiscue- 
rrioMprovidedMm&likwith Vetailedadvance infoxmatim" on the 
agsnc&yymarketsurveil1anceneeds. Rutevenifthediscussialshad 

Mmhikadvameinfonmtim,theyocxlldrwthavegivenMax%ik 
an advantags inaqetirq for the initialdefinitionanddesigncon- 
tract. Thete&niaalcriteriaonwhichbiddere forthis amtractwere 
evaluated didnot require thepmpcealof actualsystennspecificatiam, 
butrathsr~~t Fnfarmationtoappraieethebidders' generalcapa- 
bilities todevelcpandderign acunplexautanated systemto evaluate 
eecurities mrket data. Thus, thetedmicalcriteriaomsidered factors 
suclfi 68 experience in the mcurities .and eyetem design areas and the 
qualifitatione of the bidders' key persamel. Advanmkmwledgeof 
theCannission'smarket 6umeillanceneedscculd not affect these 
criteria.2/ 

A&liticmallfi thedraft reportwa&lbemreaccurate if these 
infomaldiscxmsioneweredescribedinthe cmtextinwhich theyoc- 
CNnred. Mm&ikWeberie aNewYcxk and Rostcnbasedinvestmntadvisor 
registered with the Camulseicn. In this capacity, Monchik initially 
haddiscuseionswiththeetaffoffheCarmiasion's BostonRegional 
Office concerning services that the fim oauld provide in developing 
aninvestmmtadvisorsmulual. In the course of these discussions, 
theCarmissionstafflearnsdthat~khadcertainmarketanal~is 
oapabilities thatcJambeusefu1tothe staff indis&argingthe 
C!mnissim's market oversight respmsibilities. 

Cmversaticrm amcerning amarketovereight surveillance system 
thus occurmd informally as a result of the early discussions with 
staffm&era amcerning theinvestmmtadvisor examination program, 
and, by letters dated January 3, 1978, ard January 4, 1978, supplemented 
by a letter dated February 13, 1978, %mchik sub&ted unsolicited 
prqceals outlining a revisicnof the investmsntadvisorexaminatim 
manual and a procedure for exploring the feasibility of developing 
a general market oversight system. In sum, these informal discussions, 
mupled with Marclhik's unsolicited letters, educated the Carmission 
staff axmrning industry capability generally in the market analysis 
CVCXL. This resulted in the Camissicm's decisicm to proceed, in 

g Thedraft report also suggests thatmchikmayhavebeen given 
anadvantagebeoausetherequestforproposdlswas statedingeneral 
termS. 'Ibthe contrary, theCanissiondrafted the request in 
generic foxmtoqen the cuqmtitiontoall firms that had expertise 
in the general field of au&mated systems using securities market 
data. Moreover, the reguestaxltainedadequateguidance for the 
bidders to respad, as is evidenced by the fact that they subnitted 
very fewrequests for clarifyingcarments. 
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April 1978, cn a ampetitive basis 3/ .with a request for proposals 
for bids from other potentially i&rested firms to state their 
qualifications to define the overall paramters of a cunprehensive 
market oversight sumeillance systsm and, in a semnd phase, to 
design detailed specifications for the implemntation of the system. +/ 
We have suggested the inclusion of these explanatory background facts 
in the attached -of thedraft report. 

With re8peot to the draft report's suggestion that Mnchik had 
an advantage over other bidders because Mnchik had several mnths 
to formulate its proposal whereas, "in contrast, others had only about 
30 days to lreeprd to the Ccnmission's proposal" (at page 41, the final 
report shmldalsoinformtheCongress thatthirtydaysis the starrlard 
reeporme period for requests of this type. 5/ The fact that nme of 
the six bidders in this case requested an ezemion of time is further 
indication that the res~etimms ample.g/ Thu8, the statement 

z/ The draft report is 'L-rect insofar a8 it state8 that Camission 
staff merbeoTs initially czmaidered awarcling the definitian 
anddesigncmtraot toMa-&ikmanmamqetitivebasis. The 
draft report gives insufficient arp-thasis, however, to the fact 
that the Camniseion, on the advice of its Office of General 
Counsel, and in cmjunction with GAO's general counsel, determined 
that the ocmtract amldbe procured cunpetitivelyand, accordingly, 
issued a reguest for proposals and negotiated with all the bidders 
thatwerewithin the axnpetitive range. 

2( The draft report's suggestion that other interested parties did 
mthave anopportunitytodi8cuss anautcmated oversight system 
with the Cami8eion staff is also inaccurate. For ewmple, Arthur 
Yamg & Qrpmy, am of the bidders that responded to the Camission'8 
reguest for pmposals, a8 a result of its contacts with the Cunnissicn 
staff mfzerning, anong other things, the Co-mission's information 
reguirmants, had extensive acce8s to Ccmnission staff members ard 
WELB intimately familiar with the Ccmnission's needs and capabilities 
prior to the time Monchik had info-1 di8Cu8Siom with the Catmissim 
staff. 

fj/ It i8 star&ml procurem8nt procedure to request the submission of 
prqosals within either 20 day8 for standard items or 30 dayS 
for amplex items. 

6J It is twt unammn for bidders to reguest extensions of time when 
the prqxmal called for is too mrplex to be developed within 
thethirty-dayperiod. 
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in the draft report (at page 4) that, %aving eudr an agparent advan- 
tage, Monchik was placsd in a position in which it oculd better denxx~ 
strate that it had superior technical qualification, price cmsidered, 
than the other four aqanier,” shculd be deleted. 7J Again, we have 
indicated minor charqes in the attached ccpy of the draft report to 
improve the final report’s accuracy with respect to these matters. 

III. The Carmission has effectivlely cured any potential organizational 
conflict of interest. 

The draft report discusses (at pages 4-7) a potential problem 
of an organlzaticml ccnflict of interest created by the initial Monchik 
contract. A8 rwted ahwe, we agree with the report’s recxxfme ndation 
that the Camhsion incorporate organizaticnal conflict of interest 
clauses in future ccntracts where approrpiate. Further, we recognize 
that an organizational conflict of interest provision, although not 
required, would not have been inappropriate in the initial contract 
awarded to Mcnchik. The final report should emphasize, however, as 
the draft report now states, that agencies are not required to include 
an organizational conflict of interest provision in a contract. The 
inclusion of such a provision is only one of several ways an agency 
may prevent exploitation in a potential conflict situation. 

In this instance, the draft report does not make clear that the 
Casnisslon utilized a different method to ensure that Monchik would 
not derive any undue axnpetitive advantage as a result of having drafted 
the design specifications, the system designed by Monchik. When the 
Cusnission staff bscaz~ aware of a possible conflict situation, the 
Cannission retained an expert in the procurment of autaMted data 
pmcessing systems, Gcvenwnt Sales Consultants, Inc. (“CSCI” 1, to 

z/ We are” also axlcerned that the statement on page 2 of the draft 
report to the effect that Mcnchik received the contract award be- 
am3e it8 propcsal was the zest responsive to the Cannission’s 

’ needs “althaqh Mczxhik’s contract price was higher than two 
other bidders,’ owld be misinterpreted to imply that Monchik 
was the highest bidder. The fiml report should state that there 
were six bidders, five of which were t&hnically gualif ied; of 
these five, two sutmitted a contract price higher than Monchik’s. 

Ihe final report should also indicate that the Caznission canplied 
with all the procurement regulations concerning the evaluation 
of the five technically qualified proposals and that the award 
was made to Monchik because, on a aznbined evaluation of the technical 
criteria and the ccst criteria, its offer was the most favorable 
to the Govemnent. 

Changes curing the possible misinterpretations that might arise from 
the draft report’s current presentation are indicated on the attached 
cxqy of the draft report. 
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uversee the procurement and Monchik's performance. $/ !l%e final report 
should state directly that the Comnission's actions were in conformance 
with the Federal Pmurement Regulations in this area and were successful 
in preventing exploitation by Monchik in its design of the system specifi- 
cations. 

As the draft report correctly states, GSCI found that Monchik did not 
exploit the potential conflict situation. Nevertheless, the draft report, 
in stating that GSCI later found serious problems with the specifications 
designed by Monchik, creates the false impression that Monchik was, in fact, 
exploiting its position. As indicated on the attached cw of the draft 
report, this misleading suggestion can be corrected by placing the quoted 
statements fmn the August 29, 1979, GSCI report in context with other 
statements in that report. Ebr exar+le, GSCI states, on page one of 
the August report, "the deficiencies, however, are in the form of missing 
or undefined elements, are not numerous, and may not be difficult to obtain" 
(errrphasis supplied). CSCI also concludes in that same report (at page 
3) that -- 

"overall, the I& II Report reflects a great deal of 
effort and the system design reflects a logical sys- 
tematic appmch. With the additions and modifications 
reoamrendsd and with updating to reflect lessons learned 
from the pilot system, the Report will serve as the ba- 
sis for an RFP which will provide a aarpetitive procure 
malt." 

Thus, GSCI's evaluation of the system specifications confirmed its earlier 
opinion that Monchik did not exploit a potential opportunity to obtain 
an advantage in the system design and that Monchik's specifications, with 
a small number of changes, would permit fair and open conpetition for 
the system's implementation. 

8J The report's suggestion that GSCI discovered the conflict situation 
(at page 6) is not accurate. The Carmission's awareness of the 
potential conflict situation was one factor in its decision to retain' 
GSCI. GSCI then ccnfinned that Monchik was in a position to design 
specifications that only it had the capability to fulfill. 

Another reason the Ccmnission retained GSCI to review the contract 
award process and the specifications developed by Monchik was to 
prevent even the appearance of favoritism. The draft report (at page 
71, suggests that it was GSCI which alerted the Carmission to the 
fact that the Camnission's procurement practices might not appear 
to be consistent with the Ccnmission's own regulatory standards. 
This suggestion is inaccurate. If it is determined that such a 
statement is necessary in the final report, it should be clarified 
to state that it was the Commission that was first concerned that 
its procurement practices meet the highest standards, and this 
concern was a primary factor in its decision to retain GSCI. 
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In referring to GSCI's conclusions, the draft report asserts (at page 
6) that, if the revised specifications are incorporated into the inplemsnta- 
ticn request for propceals, "it would appear that the potentially unfair 
ccqetitive advantage that Monchik my have had as a result of its drafting 
the design specifications could be avoided." At the Carmission's request, 
Monchik has revised its specificaticns in accordance with the GSCI report 
and the Cannission will employ the revised specifications as the basis 
for its requestforproposalsonthe systemimplerrk5ntation. Theseadditional 
facts shouldbe incorporated in the final0 report.?/ 

Iv. The Cunnission's award of a aqzetitive contract to Monchik for 
a pilot projectwas madeonthebasis of acmpelling urgencyand 
prior plb1i.c notice was inpracticable. 

'Ihe draft report also cansiders the Carmission's nonccqetitive 
award to Manchik of a amtract to inplement a pilot project to facilitate 
the Carmission's testing of the system. The report's criticism of the 
Camissian's failure to issue a prior public notice of this award fails 
to amsider the time omstraints facing the Ccx?tnission at the tims 
a decision -8 made to go forward with a pilot project and units certain 
pertinent facts. 

First, the draft report states (at page 8) that "the Consultant 
CGSCII 1: earmended that the carmission issue as soon as Possible a 
public r&ice of its needs before proceeding with a noncompetitive award 
to determine Whether other firms could Perform the pilot project." 
This misconstrues CSCI's recunne ndation. GSJI ended that the 
Cannission award, on a ncnccnpetitive basis, a pilot project contract 
to Mchik. GSCI suggested thatamore cautious aloproach, if time 
permitted, mid be to issue a public notice, but noted that this ap- 

5J/ The statement in the draft report that there is no present legal 
basis upacl which the Carmission can exclude Monchik frrxn bidding 
on any contract to inplement the market oversight surveillance 
system pennits an ermneous inference that there cannot be open 
and fair aolpetition for the inplemsntation contracts. As the GAO 
report correctly points cut (at page 7), however, the Ctission's 
procurement consultant, GSCI, has proposed several alternatives for 
resolving this problem in a manner to accord with the anrpstitive 
principles of the Federal Procuremen t Regulations. The Cam&3sicn 
is still exploring these alternatives. 

Moreover, the Ccm'rnission is not in carplete agreement with the 
legalccnclusicn stated. As we indicate on the attached w of 
the draft report, certain relatively minor changes mid alleviate 
the Cannis sion's concern with respect to the rel>ort's findings 
concerning future carpetitim. 
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preach was not required by the Federal Pmcuremnt Regulations ati 
would involve delay in iqlementing a pilot project if the Can- 
mission should later determine that suctr a project was necessary d 
desirable. 

It wa;lld ha= been premature for the Ccmnission to issue a public 
notice in Mar& 1979, concerning a pilot project, as the draft report 
suggeste . At that tima, the Cannission had not made a firm decision 
to implement the systemdesigned by Monchik. It was not until well 
after March 1979, that the Ccmnission, having had a chance to study 
the lengthy and canplex prcposalsubnittedby Monchik, cculdmke a 
determination to go forward with a pilot project. lO/ - 

During the sumnar of 1979, after the Cannission had an oppor- 
tunity to review mik's cmnplex technical proposal and to make an 
informed decision to go forward with a pilot project, the staff then 
reviewed the time constraints facing the Cumssion and determined 
at that time thattherewas ampelling urgencytoproceed expsditously 
One of the factors behind this determination was the staff's estimte 
that the then-existing moiatorium on cptions trading would be lifted 
in October or Nov&r of 1979, ar%d the staff's belief that investor 
protection mid be greatly enhanced if a pilot project were in operation 
before options trading was expanded. 

In fact, GSCI, in its March 1979, report had recognized the stringent 
deadlines that the Cumission might well encounter and stated, 'tie understand 
that [lengthy] delays in p+atting a Market Surveillance System in cpration 
are not acceptable * * * If [the] SEC determines that its needs are such 
that these delays are unacceptable (as we have presumed), then a nonccm 
pstitive award appears to be justified." ll/ Thus, the Ccmnission awarded 
a ncnaxnpetitive contract to Monchik to Glement a pilot project in ac- 

lo/ The draft report also fails to state that GSCI &served that public - 
notice of the procurement mid have to include "a, functional de- 
scription of the data collection software including the cunposition 
of the data base already ac ammdated so that other firms who might 
possess su& software could be evaluated" (March GSCI report at 
page 3). Since no such functional description had yet been developed, 
the Camission, in the spring of 1979, muld not have issued the 
public notice urged in the GR3 draft report. 

ll/ The report also fails to state, that GSCI determined that Monchik - 
was the only qualified firm that could i.n@ment a pilot project 
on an expedited basis (see March GSCI report at page 3). 

The draft report simply states (at page 8) that, with regard 
only to plre technical capability, "the procurement consultant 
amld not statewhether Monchik was theonly firmwho crxlld meet 
the Cannission's needs." 
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oordance with the accepted pmcursmntpractices for exi~ntcircurwtances. 121 
- It is alsonotsworthythattheCmniasion informally sought and receivsd 

advice frmGMJ 01 the validity of awarding the pilot pmjecttot4mchik 
Weber on a sole same basis. As we have done with our arzmf?nts on 
ather areas of the draft reportwehave indicated cm the attached copy of 
the draft report certain changes that we believe are apprcpriate and 
necessary to make the final report accurate and curplete with respect to 
this award. 

12/ ~eCunnission~rur@lyplaceda noticeoftheawardin theC!mnerce 
Business Daily, as required by the regulaticm3. 

(908040) 
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