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The Honorable Howard w. Cannon 
Chairman, Subcommittee on 

National Stockpile and 
Naval Petroleum Reserves 

Committee on Armed Services 
United States Senate 

Dear Mr. Chairman: 

·· _. MAA:11··19n:. 
·.~ - '.- ' 

This is in response to your Auqu~t 2,6, _1976, ~'~~_er -'·- ~ "- < 
asking us to examine Israel's purchase o-f ,e~c~ss i~dustt1al·: -. ·. 
diamonds from the strategic and ·c:r~tical, m·~_te_~-~~l~"::stoc~p:i1e. ··: 
You said that the sale was noncomp~ti tJ:ve:. 'an~. :incl.uQed:• ~~e '. ";·· 
highest quality stones in the sto'ckpi!e. Yo~· ~Wfi!r:c(:~~ri9.~rri~d. -. 
about three points: ' · · ··. ~ .->~ : : >_ ._:.< 

l. 

2. 

Was a negotiated sale proper co~sid.~rinq _tn'e' 
public law and congressional ifrtient:? · 

Was the sale propeily negotiate~ an4 .did. the . 
United States receive fair marke·t: v~.lue !oi' -~-~-e · 
stones? 

3. Were he diamonds used or simply re.sold at a · 
profit? 

Over a 1-year period beginning on July .22, 19.75-,;'.tbe. 
united States sold 300, ooo ear a ts of industbial · d1amohds:·: 
to Israel for $9.l million. The sale wa-~ :'.pa;r;t-· 9f,' -~') d _i~~ · 
posal of 4,9(;1,000 carats authorized by the Congres·s · in 
1971. 

In our opinion, the sale did not violate the appli­
cable disposal law, nor did it appear to violate the 
congressional intent underlying that law. The stones 
Israel purchased were generally large and of higher quality 
than those offered and sold in comparable sealed bid sa1es. 
The prices the United States receivec were reasonabie Hi 
comparison to sealed bid sales. The diamonds were resold 
by Israel, but we do not know how they were ultimately 
used. 
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SCOPE 

We made our review principally at the Gene~al S .• . rvi.e•s 
Administration's Federal Preparedness A9ency., w,as.;tlii19~9 .. rr;, ::: · · 
o. c. We inte,:viewed officials within ;he Of.fic.e ·:of · sto'cW·~. ,. 
pile Disposal and reviewed applicable lt:gislati~n ,- ppfi~i.e.~i 
reports, correspondence, and other records. We, c:oor~in•te~ ·~ 
our audit with General Services intern~! audito~a. 

We did not obtain formal written comments but discussed· 
our findings with the Stockpile Dis~osal officials. ··· 

USE OF NEGOTIATED SALE APPEARS PROPER 

Industrial diamonds are l of the 9.3 minerals and mater.­
ials maintained_ in the strategic and critica-1 tT!ate_rJa'i:i::. · -::_ 
stockpile. The Strategic and Critical .Mater1alis . S.toc:fcp_ilin9 .. 
Act of 1946 provides for acquiring and ' reta~ljing;>:c~tt:aJfr! ._ .· · 
strategic and critical materials needed· to ·~,upply µ;-s~.-. : · · 
industrial and military needs during ~ · nati:o~,a.l! . eme~9eri9Y~:. 
The material is obtained, stored, maintained} ~'.rH~ .. ~i.-p()a·ed·-·: · 
of by General Services. S~les of excess mater fal's ffc:Hri" :the .. 
strategic and critical materials stockp-ile must he . ifu.tfic)r:ize.d : 
by the Congress. · · · .·. ~ 

In 1971, under Public Law 92-108, the Cong;-es$ a.1Jt.ti~r'.~ . 
ized the disposal of 4,961,000 carats of industri'a:l d:f~·m.Q_z:tq~. 

From July 1974 through May 1975, the Un~t~d s~a~~~ : ~ 
worked with Israel on ways to improve tpe !sra~~i ~ec·o~p!tly~ · 
In July 197 4 the. U. s. -Israel Jo int Commi ttee:'-f 9z; ... il'lyes .tm~~~ 
and Trade, cocha1red by the U.S. Secre.tary o.~ ~h~· T.c:easµr.y­
and Israel's Finance Minister, was establisn~d · '.~~ -ide.Jjt-ity · 
ways to strengthen Israel's economic base ~~ n~nsecu.rity .· 
areas. Pour subcommittees were set up to defiri~ waya to 
increase exports, improve capital investments, promote 
research and development, and increase supplies of· raw 
materials. In October 1974, the subcommittee on raw 
materials recommended that a procedure be developed to 
facilitate Israel's access to the excess stockpile material 
on the most favorable terms of credit, maturity, and inter­
est and on the basis· of negotiated prices. 

Section (2)(a) of Public Law 92-108 provid~s that tne 
sales of excess material be made by advertiserl bid. An 
exceotion was allowed, however, within section 2(b)(3), 
which permitted disposal without advertising for bids when 
"sales are made pursuant to requests * * * from other 
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agencies of the United States in fur;~her~n.c.~ c?f:. authpri_ie(l_'.:_: · 
program objectives * * *·" The law doe~. rH,;:i spe(:i_f~r .. W.h•·tn•r: '.-= _: ~., ··.' 
the request must be formal or infor:~al, , o;a:J;}.o~_;-~J;~~n.t :-\ :<:_: ~:::.:- · 
The only written request for the sa.~e ~' could ; .f.i_nft,;/~~~::one.: __ <'. ·· ... :· 
draft letter from the Treasury Oep~t~mei'i"t :. :.-Tbis:, , 1~_t;.e10::: ·8P.eco. ·· 
ifically requested the sale, and alth()ugh_: ii; ; wa•~q-~c-ated : iri" ~-
both Gener al Services and Treasury · pep_atti'11~~-~ :~tl:~~;<.~J~\·-~a-•' :~ 
never finalized or dispatched. Li~'wise, ~'-~~ ~0.-~19,'. 11Q~).~Jnd ' -
any memorandum tor the record or ott,i•r d_()c·ume~~~,~ion}:¢on:- ~: :·:'· ;_ 
firming an oral request. General servi.c·e~_,_ ;a~::-cept~~~ithef··.·. : , ' 
joint statement by the u.s.-Israe~ J()~~t c~.m.~~~:~~'e>~f§;r:~~ _.- ··. _,_ 
Investment and Trade, dated May 13, 1975,- ~ric;i:::".•.i91'l~ .. :_~y, :· . ' . 
the Secretary of the Treasury, as the b.a~is :·of;La: ' :r.-qties~;--'~-- -'-
f or sale. The legislative history do·es not. _ iriQi:ca"te: '·~~fiat :_ :' 
is required to satisfy the request prov·i$ion.' of~ '--Plibl'ic <.,_··_:<:;. 
Law 92-103, but we believe that there are suf·f'.ictent:,·-r:e·fer:-
emces, discussions, and documents to comply' ~it.if' tn.t:·~~pf'.C~+:.;. 
vision. - · 

On May 23, 1975, an operating agre·ement was. re~cne_d ·.~ 
between the two countries. It provided th:a~ tl1~ u.i;ted ·_ 
States would make available to Israel raw· mater:i .als.',itf: tne 
custody of General Services which are excess .- t.o ·o;,$-~: ·'.s\9~-~-.;. 
piling requirements when such material ls a! ailable . f(i_r. · .'·, · 
export and when its disposal is authorlzed by law.. .'~The ':·:­
agreement stated that t;he sale of the -ma-te.rial wa·2?~ ~():'.,'·~:.:.. 
negotiated and that the specific terms would' be set 'forth 
in separate subsidiary agreements for each increm·ent. . ... 

RESULTS OF NEGOTIATION 

Also on May 23, 1975, the United States apd Israel 
entered into a contract for the sale of excess industrial 
diamonds. By that time, all but 300,000 of the 4.9 mi·liion 
carats had been sold. The sales contract covered this 
300,000-carat authorization. Israel was permitted to select 
its 300,000 carats from the entire stockpile availabie in 
General Services' New York City vault, one of three locations 
where the stones are stored. 

'.the 300,000 carats was to be split into four 75,000-
carat increments. Under the terms of payment, Israel was to 
f~rnish irrevocable letters of credit within S days after 
each incremental sale. The letters would cover the full 
purchase pri~e plus interest. Government drafts against 
the letters of credit would mature 2 years after the date 
of each incremental sale and would be payable in U.S. 
dollars. 
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General Services officials prepared the ftrs:t of{~+Jnf= 
of stones on July 22, 1975, based on the siz• ~nd1 CJ.r~.µpl~9::/· . 
normally sold in sealed bid sales. Onde~ norJT!•l ;~~v,·rt.i:s.id·> · 
sales procedures, industry is invited to bid o=n a: v.ar i_. ·t;y ·;> , . 
of stone 9roupin9s. For example, ~n an offer in9 f't .~·!',~~:~ t ·: ' 
drilling stones, the quality and s1ze of the '.t~~e~: VB::t:X•: 
Thus, to obtain high ~uality stones, the t;>·uy,r - m~S?t; t .ake · .- . · 
the whole package, which also includes stones ·qf :l~w~~: ·, · 
quality. In fact, to retain a high-qual:ity d~~mQ,'1d·· itWe.g~. : 
tory at all times, General Services usually d!~p~~~s o~1h~ 
lowest quality material first. The aqen~y·~ d .ian')o.rid dis• 
posal policy does, however, allow stone qttali~ie.$ to be 
mixed to effect orderly disposal of. exce~~ ma~trials, in 
keeping with industry requirements. Agencj offidials 
stated this policy helped obtain hi9her prices. 

The quality spread for a March 1975 sealed bid sal~, 
which was accepted by various dealers in industrial dia~~nd•~ 
was also used in the initial offer to Israel. The qu~lJty . 
spread is shown below: 

Stone quality 

First 
Second 
Less than second 

Total 

Percentage of sale 

25 
35 
40 

100 
= 

Agency officials involved in the negotiatioQs ~aid the 
Israelis rejected the initial selection because they were 
looking for higher quality stones. In fact, accordin~ to 
one official involved in the negotiations, Israel was only 
interested in gem quality stones. 

ISRAEL RECEIVED HIGHER QUALITY 
STONES THAN IN SEALED sro SALE 

Agency official~ explained that the negotiations were a 
type of "horse trading," with General Services having to in­
crease the quality and size of the stones offered several 
times. They pointed out, however, that the Israelis did not 
have open access to the stockpile. 

General Services officials assured us that they did 
their utmost to maintain the quality of the stockpile. The 
Federal Preparedness Agency's Assistant Director for Stock­
pile Disposal said that he took full responsibility for the 
quality and size of the stones selected for offer. He 
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pointed out that there are no er i ter ia governing. tt'le i?~~~-:i~~r( : / : :,:'. · 
and minimum quality and sizes which should be · ofi~e.~·e,(5;~'~.9::~:~;~~~~· ... . : ~··., · 
posal. He felt such 9u idance would be l'lelpful t :n ; .~·~,in·~~';)'llJ'.l.g.> i y·. ·: 
a hiqh-quali ty diamond stockpile and in handling: . futµ~;.,)'~~-~~t:· : :·_~ .· 
cess diamond sales. However, he also felt it wo,ul4/ b~,.?!,(Y) .· . · \> 
difficult to administer such guidelines bec:auae 'di"•ira()i't.~,'i ~·-~-+~ ··. : < ,' 
ers do not like to publish information on prices, q~a.lity,:;~ . · .. , .. :- .·· 
and size of diamonds or on market trend•. ,} 

General Services internal auditors provided the t9ll:~v0 
ing data showing the differences in quality between· tbe ::f .Q.Qt 
sale increments of the Israel sale and those of a comparabl• 
industry sealed bid sale: 

Sale to Israel 

Quality 

First 
purchase 
order 

Second 
purchase 
order 

Third 
purchase 
order 

Fourth 
purchase 
order 

Sal. :bY, .. 
sejled :ofd 

._.,. . .. _. 

--------------------(Percent)-----~-~---~~~--~-~--

First 73 47 65 100 25 

Second 2") .... 53 35 0 35 

Less than 
second 5 0 0 0 40 

the 
out: 

- -
Total 100 100 100 100 100. --

The agency internal auditors are completing a repo..rt on 
sale to Israel. On this aspect of the sale, they point 

"While one sale of 300,000 carats has a limited 
effect on the composition of an inventory of 20 
million carats, the continued practice of selling 
off first guality stones would reduce the quality 
of stones available for future strategic and crit­
ical requirements." 

The internal auditors also pointed out that, although 
disposal of first- and second-class drilling stones has been 
limited, they believe the Federal Preparedness A~ency should 
identify specific lots to be either retained or disposed of 
in accordance with established criteria. The auditors rec­
ommended that the Federal Pr.eparedness Agency follow its 
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present policy of disposing of the lowest quality mat,riat 
first, except wh·1n necessary to meet industry requirem.•nt·S~• 
It should also establish retention priorities for dia'monds: 
that identify the lots to be made available for releas~ 
under proposed disposal legislation. 

U.S. RECEIVED FAIR MARKET VALUE 
FOR STONES soto TO ISRAEL 

General Services officials said that in~ormatiQn on 
prices is closely held by the industrial diamond industry~ 
However, they determine whether the prices bid a~e reaJOh~ 
able by (1) analyzin9 the range of price bids received f;-Qm 
past competitive sales and (2) examininq price estimates . 
from independent appraisers on a sample lot before the pUblic: 
offering. These appraisals are made by independent diamond: 
appraisers selected by General Services. 

A General Services comparison of the per carat price 
for each stone quality received from the sale of stone~ 
to Israel with recent sealed bid sales to diamond in4ustry 
dealers showed that 9enerally Israel paid prices equ~l to 
or higher than those resultin9 from sealed bid sales. 

CONTRACT PROVISIONS FOR RESALE 

In answer to your question concernin9 contractual 
restrictions, the sales contract did not prohibit resale of 
the diamonds. It did, however, contain provisions •im~d _at 
lessenin~ market disruption by the sale. The cont~act sta~es 
that Israel certifies and agrees that ( l) the di~m·onds w.ill 
be processed (sorted) in Israel, (2) they will not be dis~ 
tributed in the world market in the same lot composition as 
purchased from the United States, and (3} they will be 
marketed in a manner that will prevent market disrup~ion. 

To implement these provisions, the contract require~ 
that Israel: 

--Make these conditions binding on any subc6ntractor 
or purchaser of the diamonds. 

--Require any subcontractor or purchaser to guarantee 
compli~nce by posting a substantial performance bond. -

--Limit any distribution of processed diamonds by Israel, 
any subcontractor, or any purchaser to a rate per 
quarter which is consistent with the rate of U.S. 
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deliveries (that' is, no more than 75,000 carats P•r 
quarter). 

--Make any resale of processed diamond• conform to 
pr ices reasonably close to, but not below, co~•r.a.~~e 
world market price levels. 

According to General Services official$, these re•~.~~:c:­
tive provisions do not generally appear in the sealed bi_d:; 
contracts. However, in a previous noncompetitive sat,;: ln~:. 
volvin9 negotiations, the contract did include some spec.tf.ic 
restrictive provisions. 

The contract with Israel further provided that, if at . 
any time the United States believes the.se provisions ar•: i)g~ 
effective, ( l) it "may su99est other measures ~or adop.ti~n:j·" 
or ( 2) if no measures are feasible, it may termjnate the ··· 
agreement without penalty, except to demana peym•n~ fgt 
previously delivered diamonds. A G~neral Strv~ces le,9:•1 
counsel representative felt that the provisfons woula 0 ·be 
difficult to enforce. The report by the a9fincy internai 
auditors on the diamond contract provisions states: 

"Our review found no i~dication that Israel 
enforced these measures or reauired them of 
their subcontractors. We did-find an alle­
gation by the Industrial Diamond Association 
that the diamonds were resold in the exact 
same form and were not processed, sort•d or 
even repacked in any substantial man-ner. 
This was denied by the purchasing firm but 
the evidence provided by them appeared to be 
incomplete and inconclusive." 

General Services officials felt that splitting the 
300,000 carats into four 75,000-carat increments would help 
prevent market disruption. The quarterly increments were sold 
on August 31, 1975, and January 19, May 7, and July 22, 1976. 

Because of the .general lack of information for monitoring 
or enforcing contract provisions, the internal auditors cpn­
cluded that the contract controls could not be relied uoon. 
They also felt that, in keeping with its responsibilities, 
General Services should better insure orderly disposals. 

The internal auditors recommended that the Director 
of the Federal Pre?aredness Agency plan a diamond disposal 
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proqram to effectively control the future relea~• of : .. ~·;_ >~· ~-= : .: 

... - - ·:.-" stockpiled diamonds on the market. -· 
·-

CONCLUSIONS ;:~:.t-<~ :/·~ 
·: . : :~ 

. "7.::.- - . ·=·· :.< 

The sale of diamonds to Israel was unpr•ceC!.ented'~t.<_:i ;,'·:~.:~/~ :>·> '; 
General Services d.id not follow its own di'sp-0·8·a1· .'p~liC:vi:'ol .. ,:: > .. : 
selling the lower quality stones first. Mi~:~nc;J:::~l(tj,;.~·~.~ :~.. · ;./ 
quality stones may increase profits an~ ~~.:1p·.::d:t,$P,.~.~'ft{~f,"-':). ::,· c·:: ·u 
l?wer quality materials. However, the;i ~i~h :ee:~:~.!n~·~l*' ·:,~r<::':~ -;~~ ... · · 
f lrst-quality stones sold to Israel d~f(~;ied::i;~~:~~t~YXJ·;9~·t~:;::·~ .. . . 
the mix usually found in sealed bid sales~. ·Attho:ugh:;·the,-. · :./\.·~ .. _. .. / 
amount of stones sold to Israel wa's smafi i th~ :!olecedefi't;: .?> +t>. ,-., .. , 
established must be carefully consider~d fn ··~utu~,e,fri~99.~~~·}),~. ~ .. '·'· 
ated diamond disposals. Further ne.got.iated sal~,~·:. (j_f~ (':.tJiis.t:'~· , ... : 
type, particularly for lar~er . quantit;·~·, eou1d;:·~:re~.~Jt::;~-~·:;;;.~;:/"»:.,~.-, 
lower the quality of the diamond stoclCp!le. · · 

1 
.. <~.~ ;}-,:';_'·.':' -.. · 

In addition, U.S. Government representatives· ~~u:~:~~f~--~~:i~Y~~'.> ·o: 
ize t~at. restrictions in contracts wit~ f~r·e·;;r%9~.y~~~nme~,~~Ft::·.:. ;. :.: : .• 
are d1ff1cult to enforce. GSA attempted to le$.~e.n ;J!l~~.~.~t:::{<:::.: ' ,:·: 
disruptions by spreading out the sale ·in ~ou·r iAc~t.effie.n~:~ ·, i:;/:; .. · .. . ~. 
but its efforts to enforce contract provisior.s .re·s·t_r:{i:tJ~9 .:_;·:·.:~. ·:._:. :} 
resale actions were perfunctory at bes·t. · · >-.· .• • · ~'-~-.,,/>;~ ~: -: 

-. '. ·-:..- ·:! _~ -

We are making no recommendations at this t iime • . : . w~;;~:~/::\; :. :,_: .. : 
however, endorse General Services internal C!~d iit .. r.Efco~ruj\e·n:;;.(::-,.. ·:=:. 
datiOnS tO improve the agency I 5 COntr01 O~er· , fu'ttir,. r,~J.ease.s:{}-( 

I .. . . .. , . . · . .... , .. .. 

of stockpiled diamonds. We suggest th~a-t the ·commitpti!fe./ .takef ::, ~ · · 
into aCCOUnt the agency I S actions On thes.e c!Udi!t ' rec:~tti.iiiei'l~' :·;~:;,:,: 
dations when considering future sales proposals. · · c •• . ··~·:~'.: ~ ..::» , 

.'~ .. ::.:: . . . . . ~. 

S i.ncerely yours, -.•:. 

ACTING /M. t., 4'14_. 
Comptrolle\ General 
of the United States 
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