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26 May 2000
Subject: IT Outsourcing — Financial Evaluation
Preamble

We refer to our previous advice wherein we were asked to provide an opinion on the most
appropriate method of comparative financial evaluation of information technology
procurement optiens for OASITO, acting on behalf of various Commonweidlth
Government agencles. The procurement options included:

»

. retaining ownership and other responsibilities on a business as usual basis
("Business as Usual ") or

. outsourcing these marners o a third party contractor ("Qutsourcing”).

In that previous advice we were instructed by OASITO to assume that the procurement
decision and related costs bevend the intial term of the 5 year OQuisourcing contract were
not predictable. Accordingly we considered that an equitable comparative evaluation
should equalise the options at vear 6 to a position where no assets or liabilities remained tn
the agency.

After further analvsis. we consider that it may be possible to establish a measure of
predictability in relation to vear 6 procurement options. For example, such predictability
could arise if the outsourcing strategy is based on strategic objectives or policy
requirements that are expected (o continue bevond the initial evaluation period and other
evidence supports the view that a procurement decision, once taken, is unlikely to be
reversed. We would suggest that in cases where there are reasonable grounds to expect
that the initial procurement decision might be repeated at the end of the evajuation period.
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then it is reasonable o use as the base case position no change 1 procurement a* vear 6
(i.e.. Business as L'sual followed by Business as Usual. and Outsourcing followed by
Outsourcingy.

In the event that there are no ¢lear reasons to tavour one procurement option then any
procurement switching costs should be included in the analysis as cashflows equal 10 the
realisation of assets and liabilities at their fair market values, on the basis described below.

Assuming that Business as Usual and Qutsourcing are the only two procurement options at
the end of the initial five year period then the possible combinations are:

. Business as Usual followed by either Business as Usual or Qutsourcing: or
. Cutsourcing followed by etther Business as Usual or Qutsourcing.

There ara cashflow costs and potentially benefits associated with switching between
Business as Usual and Owisourcing and vice versa, namely:

. switching from Business as Usual to Outsourcing gives rise to termination costs
associated with but not limited 10 equipment sales at fair market value. redundancy
of staff, accomodation leases and [T equipment leases; or

. switching from Outsourcing back to Business as Usual gives rise 10 costs associated
with re-establishment of equipment, staff, accomodation and leases consistent with
Business as Usual operations.

The decision to be made at that time also provides cashtlow consequences from vear 6
onwards (eg. pavment of outsourcing fees if Qutsourcing is the selected option. or payment
of internal costs if the services are brought back to Business as Usual). These subsequent
cashilows will be comnion to either of the Business as Usual or Qutsourcing decisions
made for the first 5 vears,

Qur view of the most appropriate way to compare the (w0 initial procurement options
where the procurement decision at the end of the five vear evaluation period is not
predictable is to discount back o a present value the cashflows associated with each of the
* @ptions for the first 3 vears followed by cashflow switching costs (if any) at the end of year
3 associated with an unpredictable year 6 decision. As the cashfiows from Year 6 onwards
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are common te both initial choices they can be ignored for the purposes of analvsing the
iniual precurement decision. This is the substance of the advice we gave tnitially.
However. to provide greater visibilitv into the cash flow corsequences of the various
sourcing options availabie ar the end of the initial term. we recommend over and aboive a
base case position that sensitivity analyvsis be conducted against two scenarios

. Base Case
- Business as Usual followed by Business as Usual
- Quisourcing followed by Outsourcing

. Sensitivity Case }
- Business as Usual faliowed by Outsourcing
- Quisourcing tollowed by Outsourcing

* Sensiuvity Case 2

“ Business as Usual followed by Business as Usual

- Quisourcing followsd by Business as Usual
In assessing each project under the IT Infrastructure Cutsourcing Initiative, consideration
should be given to the probability (where practically measurable) of switching to the
alternative procurement optian at the end of the initial contractual period. The extent of
this probability should then provide OASITO with an insight to the relative significance of
the sensitivity case results in making a decision on the appropriate procurement option.

Please call the writer on 02} 8266 2018 if vou require any clarifications.

Yours sincerely

56D

Andrew Wilkinson
Authorised Representative
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Mr F«}o \\i\’hithear OASITO
Seniar Director Received
Office of Asset Sales and [T Qutsourcing

PO BOX 4271 3 MAY 2000

KINGSTON ACT 2604

By Facsimile: 02 652089250
Dear Rod,
TREATMENT OF ASSETS AND LIABILITIES

[ refer to you letter dated 27% April 2000 that foilowed our discussion of the same
date in relation to the treatment of assets and liabilities in completing a financial
assesament of an outsourcing inttiative.

In your letter you outine three principles that are adhered to by OASITQ in
conducting financial assessments. In the manner you have stated those principles,
we are in general agreement and would advise that is the basis upon which we
would undertake a similar assessment

However, in undertaking a financial assessment of an outsourcing arrangement,
some of the *normal” principles that are applied are:

« There can be various views completed in relation to the financial
assessment including pure cash flows, a fuli accrual basis or a hybrid
combining key elements of both — the last one being an enterprise value of
the proposed deal and taking into account such items as tax effect

« In the pure cash flow basis, it is our practice to assume busingss as normal
throughout the proposed arrangement  together with a continuing
arrangement at the end of the initial period. We do not attempt to guess
what the outcome will be as it may continue with the same pravider, move
to another provider, retum in house or be a combination of all three if the
basket of services is split or changed
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. Inrelation to existing assels, the treatment can be different depending upon
the style of financial analysis being conducted. [n a pure cash flaw, the only
itern accounted for is the possible inflow of funds received from the sale of
the assets. 1t is acknowledged that the funds to be received can be
accounted for in different ways depending upon the arrangament put in
place with the service provider. In comparing this against the intemnal
haseline cash flow, it is assumed that the existing assets are a sunk cost
and there is no expactation that the assets wili be sold and leased back or
subjected to some other form of financing

« in a similar manner, no adjustment is made in a cash flow model for what
happens at the end of the initial contract period in relation to assets. The
actions to be taken then are not known and should not, in our view, be
accaunted for — this is the key feature of the pbusiness as usual princple

« The treatment is different if an accrual basis is used reflecting an enterprise
value of the proposed arrangement. Under this scenario, assets would be
accounted for at the beginning, would be depreciated and replaced over the
duration of the contract This is a significantly different mede! than a pure
cash flow and possibly reflects a more purist view of the value of the deal.
This compares to the so called savings model arising from the cash flow
projections which are creally no more than s net savings or additional
autgoings of *cash’.

From our experience, we can understand how people from client crganizations can
expect different treatment of assets. We have found that it is necessary to have
education sessions in order to fully explain the different financial models that can
be developed.

We agree with you in that itis desirable to mede! different financial effects fo help
in the overall assessment

In relation to the specific questions raised in your letter, we advise as follows!

. There are several approaches that can be employed when conducting a
financial assessment of the proposed arrangement

« Where a pure cash flow model is used. the principles used by CASITO
as outlined in your letter are considered appropriate

« The approach taken by OASITO In conducting a financial assessment is
in line with ocur own methodology however we also use an enterprise
accrual basis, as cash flow is just one item of an organizations balance
sheet. It should be noted that this is more applicable to a private sector

organization than the public sector
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. As stated above, the savings identified in a cash flow model are just
that. the net cash savings or net additional outgoings of cash, nothing
more or nothing less. This does not reflact the real net value gain or Icsaj fivin
to the enterprise from entering the proposed arangement

we would be pleased to discuss the contents of this lefter with you. The above
views have been discussed with a number of the parners within Delcitte
Consulling and all are in agreement with the treatment proposed.

Please note that this letter and the opinions contained therein is provided to “

OASITO for their use only and must not be released to any other party or
organization without the consent of Deloitle Consulting.

Yours sincerely

\\ngaééaleﬂgf\Sll)QAZ_\
Russell Brewer
Principal




