SUBMISSION NO 3

INQUIRY INTO IT OUTSOURCING

SENATE FINANCE AND PUBLIC ADMINISTRATION COMMITTEE

6 February 2001


- 3 -

[image: image1.png]DEPARTMENT OF

FINANCE AND

ADMINISTRATION





SUBMISSION TO THE SENATE FINANCE AND PUBLIC ADMINISTRATION REFERENCES COMMITTEE

REFERENCE: THE GOVERNMENT’S INFORMATION TECHNOLOGY OUTSOURCING INITIATIVE



Department of Finance and Administration

Submission to Senate Inquiry into Whole-of-Government IT Outsourcing Initiative

Introduction

The Department of Finance and Administration (DOFA) welcomes the opportunity to make this submission to the Senate inquiry into the whole-of-government IT outsourcing initiative.  In this submission DOFA aims to assist the Inquiry Committee by providing fundamental background information on IT outsourcing policy and implementation, and an explanation of the role that DOFA has played in this area.  The submission also provides comments on the Committee’s terms of reference which relate to issues in which DOFA has had responsibility, or has otherwise played a role, in assisting the Government develop its IT outsourcing policy. 

DOFA looks forward to appearing at the Committee’s hearings to provide further assistance to the Committee’s deliberations.

Summary of the history of IT outsourcing policy

Outsourcing initiatives, including those in the area of Information Technology (IT), are well-established government policy.

The 1991 IT Acquisition policy required agencies to test the market for outsourcing of both and new and existing information technology service requirements, as an alternative to the maintenance of in-house capabilities.  The intention of the policy was to achieve maximum outsourcing, subject to value for money and public policy requirements.

The Information Technology Review Group in 1995 examined the Commonwealth’s acquisition and use of IT.  Their report - Clients First: the challenge for Government information technology
, released by the then Minister for Finance - recommended a number of whole-of-government options including that outsourcing be considered in terms of defining the core activities of agencies and in improving agency focus on their business needs.

The Coalition election platform document Meeting Our Commitments
 included proposed savings of $985 million over three years in information technology across the Commonwealth from streamlined services and products, and deferred acquisitions of new hardware and software.

In the 1996-97 Budget, the Government agreed in-principle to consolidate and outsource the Commonwealth’s IBM and compatible data centres subject to consideration of a scoping study, a business case assessment and the successful outcome of a competitive tendering process
.

The Office of Government Information and Technology (OGIT) and the then Department of Finance (DOF) undertook the scoping study.  The report of the scoping study formed part of the Government’s deliberations in the 1997-98 Budget context.  The scoping study indicated strong evidence of significant benefits from consolidating and outsourcing IT infrastructure within a whole-of-government competitive tendering and outsourcing framework.  The model of IT outsourcing adopted by the Government incorporated a centrally managed clustering model for IT outsourcing, underpinned by the findings of the scoping study that there was potential for significant economies of scale to be had in agencies grouping together.
In the 1997-98 Budget the Government decided that IT infrastructure services across all budget-funded agencies would be outsourced, subject to the outcome of competitive processes to be undertaken within a whole-of-government framework.  The decision resulted in budget savings of $38.1 million in 1998-99, $89.5 million in 1999-00 and $103.5 million in 2000-01 and ongoing, across all budget funded agencies with running costs of $10 million and over in 1997-98
.  The initiative was to cover computer mainframes through to desktop equipment.
  Agencies were to apply a competitive tendering process to the IT infrastructure services, and to consolidate and outsource on the basis of a sound business case.
  The Government also decided that OGIT would provide advice to and coordination of agencies in implementing the initiative.  This responsibility for implementing the IT outsourcing initiative was transferred from OGIT to OASITO in November 1997.  In December 1998 the policy was reaffirmed, and the implementation process was modified such that outsourcing of  IT infrastructure services should proceed unless there is a compelling business case on a whole-of-government basis not doing so.
  The effect was to recognise in the business case process the value of whole-of-government issues in IT outsourcing. 

The implementation strategy was further modified on 12 January 2001 when the Minister for Finance and Administration released the Humphry review and the Government’s response.
  The Government accepted the recommendation that responsibility for implementing the Government’s IT outsourcing policy be devolved to agency heads in accordance with the culture of performance and accountability incorporated in the Public Service Act 1999, the Financial Management and Accountability Act 1997 and the Commonwealth Authorities and Companies Act 1997.
  

The role of the Department of Finance and Administration

DOF, with OGIT, advised the Government on the framework to deliver the Government’s policy commitment that expenditure on information technology would be reduced across the Commonwealth.

In accordance with DOFA’s responsibilities for assisting the Government to achieve it’s broad budgetary objectives, and providing the Government and agencies with analysis, advice and estimates,
 DOFA, with OGIT, undertook the scoping study, evaluation and the detailed costings of the savings to the Commonwealth budget that the Government would achieve through delivering the implementation strategy.

DOFA also provided advice at the request of OGIT, and then OASITO, on the financial evaluation methodology and data collection models used to determine the cost of providing IT infrastructure services in-house.  DOFA also provided OASITO with advice on Competitive Neutrality issues.

Once the framework was established, DOFA has not been responsible for implementation of the strategy.  OGIT, and then OASITO from November 1997, were responsible for implementing the IT outsourcing initiative.
  This includes providing strategic direction and leadership for the conduct of the initiative, development of the clusters, developing and applying the financial evaluation models, and management of the tender process.

The Australian National Audit Office (ANAO) Report No.9 of 2000-01 acknowledges that OGIT and OASITO were responsible for implementing the IT outsourcing initiative and the overall management and coordination of the tender process.
  The Humphry review also recognised that OASITO was charged with responsibility for implementing the outsourcing of the IT infrastructure services for Commonwealth budget sector agencies.

DOFA does not have executive responsibility for the operations of OASITO, or OGIT before it. OASITO is an independent Executive Agency under the Public Service Act and is a prescribed agency under the Financial Management and Accountability Act.  Pursuant to the Public Service Act 1999, the head of OASITO reports directly to the Portfolio Minister.

Most recently, DOFA coordinated the whole-of-government response to the ANAO report No.9 of 2000-2001 into the implementation of the whole-of-government IT outsourcing initiative because the Government asked it to do so given the cross-portfolio nature of this audit report.

Comments on Senate inquiry terms of reference

This submission addresses the following terms of reference:

(a) (i)  Strategic oversight and evaluation across agencies;

(b) The potential impact of IT outsourcing on the capacity of agencies to conduct their business; and

(c) The savings expected and achieved from IT initiatives.

(a) (i)  Strategic oversight and evaluation across agencies.

With the introduction of the new financial framework involving the FMA Act and Commonwealth Authorities and Companies Act, accrual budgeting and reporting, and the Public Service Act 1999, agency heads have responsibility for the effective, efficient and ethical management of resources, and the implementation of Government policy. 

DOFA assesses the robustness of the price of agency outputs.  To this end, DOFA conducted the first round of pricing reviews in 1999-2000.  DOFA will be conducting further pricing reviews with material agencies over the next three years to assess the appropriate level of resources agencies should be allocated to deliver the outputs at the quality and quantity sought by the Government.

Following the Government’s response to the Humphry review, Portfolio Ministers, the Secretary of the Department of the Prime Minister and Cabinet, and the Public Service Commissioner will play a central role in the oversight of the implementation of the initiative.  They will assess this aspect of the performance of agency heads and/or the boards of Commonwealth authorities.  The Public Service Commissioner will report annually on the implementation of this initiative in the “State of the Service” report.  Similarly, agencies not in the scope of the Commissioner’s report will need to advise on progress in their annual reports.
  

For a transitional six-month period, OASITO will provide agencies with assistance on IT outsourcing at the request of agency Chief Executives or Boards.  Transitional assistance only is being provided because, in practice, under the devolved management model, expertise in IT outsourcing will be increasingly located outside OASITO.  DOFA also has established, at the request of the Government, a unit to provide advice to agencies, at their request and on a fee for service basis, in managing the transition of IT functions to the private sector.
  The Government’s response to the Humphry review acknowledged that there is a mature market available to agencies for the commercial provision of assistance in a range of issues facing agencies in IT outsourcing. It should be noted that agencies have always had primary responsibility for managing the transition to IT outsourcing.
 

 (b)  The potential impact of IT outsourcing on the capacity of agencies to conduct their businesses.

DOFA examines the effective and efficient use of departmental resources through the annual Budget process.  Agencies may seek additional funding through the Budget new policy process for IT if they have insufficient resources to implement the initiative.  As advised above, DOFA is undertaking pricing reviews with all material agencies over a three year period to determine the appropriate level of resources required to deliver their outputs.  These reviews will have regard to the level of IT infrastructure services required by agencies.
(c)  The savings expected and achieved from IT initiatives.

Budget savings  

The Budget savings were determined on the basis of a comprehensive scoping study of IT infrastructure costs and relevant business and IT requirements undertaken by the OGIT, in conjunction with DOFA, covering 66 departments and budget-funded agencies.  Detailed questionnaires were sent to 24 agencies
 covering approximately 69% of total running costs.  The study included a Request For Information to the IT industry relating to 22 large and small agencies.  The costs measured by the study represent approximately 95% of total expenditure on IT infrastructure across agencies within the scope of the whole-of-government initiative. The Budget savings were based on conservative assumptions applied to agency baseline costs.

The methodology used was one of the most detailed and comprehensive whole of government savings initiatives applied to agency running costs budgets.

The Budget savings announced in the 1997-98 Budget were $38.1 million in 1998-99, $89.5 million in 1999-00 and $103.5 million in 2000-01 (in outurn prices). 

As acknowledged by the ANAO, it is not possible to draw direct parallels between the Budget savings calculated and effected in the 1997-98 Budget and the savings identified in the later tender processes.
  The primary reason, recognised by the ANAO, is that the savings are measured from a different starting point in each process.  By the time OASITO were estimating cost savings in the tender evaluation process, many agencies had already improved the efficiency of their IT use, and achieved cost savings in the provision of IT services in-house, in anticipation of IT outsourcing.  The savings achieved in the lead up to outsourcing were not reported by OASITO, and the ANAO did not attempt to estimate them in Audit Report No.9 of 2000-01.  The Humphry Review noted that there is broad agreement that, in aggregate, the initiative has delivered significant savings.

DOFA role in the financial evaluation model

When asked to provide advice on a range of implementation frameworks in November 1997, DOFA advised OASITO that it had no objections to the financial evaluation and data collection model prepared by OGIT and OASITO to determine the cost of providing IT infrastructure services in-house.
  The collection and/or use of data under these models in the evaluation of baseline costs were a matter for OGIT/OASITO and the agencies that undertook the financial evaluation.  

The financial evaluation and data collection models on which DOFA’s advice was sought included collection of data on the end of term value of assets.  Later, in February 1999, when OASITO sought DOFA’s advice on the treatment of end of term asset values in tender evaluation, DOFA advised OASITO that it was an issue for OASITO to determine how assets should be treated within the financial evaluation framework.
 The DOFA coordinated whole-of-government response to Recommendation 12 in ANAO Report No.9 2000-2001, noted that OASITO was acting in accordance with independent expert advice when they undertook the financial evaluation of the baseline costs of agencies.

Finance versus operating leases

Determining whether the IT outsourcing service contracts contain either an embedded finance or operating lease is not a clear cut issue.  It requires a judgement to be made within the guidance provided by accounting standards and an analysis of the materiality and purpose of the service and other aspects of the contracts. 

As such the issue is not black and white.  DOFA notes that the ANAO did not raise this issue in the context of auditing agency annual reports or the Commonwealth’s Consolidated Financial Statements in 1998-99.  DOFA’s involvement in this issue arose in the context of preparing the Commonwealth Consolidated Financial Statements for 1999-00.  In preparing these statements, DOFA sought expert advice on the accounting treatment of the IT service agreements.  On the basis of this advice, DOFA considers, on balance, that the IT service contracts did not inherently give rise to embedded finance leases.  The Australian Bureau of Statistics has indicated that it will follow this treatment for Government Financial Statistics purposes.
  DOFA notes that the ANAO only qualified the accounts for the ATO in 1999-00.  

Competitive Neutrality (CN) adjustments

In November 1997 DOF advised OASITO that a rate of return target (the weighted average cost of capital – WACC) be applied to the costs of the in-house provision of IT services.
  This advice was based on the principle that in IT the total costs represent a more accurate representation of government investment in IT than capital expenditure on IT.  This approach recognised the unique aspects of IT, where expenditure on software, intellectual capital (salaries), and maintenance are reflected in expenses but are capital in nature.  This advice may have impacted the calculation of the baseline case for Cluster 3, but not the outcome of the tender evaluation.  

In advice to OASITO in September 1998, DOFA advised that the rate of return target be applied to the value of the assets to bring the application of competitive neutrality to IT outsourcing into line with general competitive neutrality guidelines, as confirmed with the Department of the Treasury.
  A new accounting standard had been introduced which allowed expenditure on software to be capitalised from 1998-99.   

This submission does not address the remainder of the terms of reference, which relate to the implementation or industry development aspects of the IT outsourcing initiative.  As stated above, DOFA has not been responsible for either of these aspects of the initiative.

Department of Finance and Administration 
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