SUBMISSION NO 9

INQUIRY INTO IT OUTSOURCING

SENATE FINANCE AND PUBLIC ADMINISTRATION COMMITTEE

23 February 2001


[image: image1.png]v}

AR



      Commonwealth  Competitive  Neutrality  Complaints  Office




Level 3,  Nature Conservation House 

Cnr Emu Bank & Benjamin Way

Belconnen   ACT   2617
Locked Bag 3353 

Belconnen  ACT  2617

Email      cnoffice@ccnco.gov.au
Telephone
02  6240 3377 

Facsimile
02  6253 0049

Internet
www.ccnco.gov.au

23 February 2001

Ms Helen Donaldson
Secretary
Senate Finance and Public Administration Committee
Whole-of-Government IT Outsourcing Initiative
SG 60
Parliament House
CANBERRA   ACT   2600

Dear Ms Donaldson

Whole-of-Government IT Outsourcing Initiative

Thank you for your letter of 17 January 2001 to the Commonwealth Competitive Neutrality Complaints Office (CCNCO) inviting it to provide comments on the terms of reference for your inquiry into the Whole-of-Government IT Outsourcing Initiative. 

The Productivity Commission Act 1998 provides for the Commission to investigate complaints relating to the implementation of competitive neutrality for Commonwealth Government business activities. This function is provided through the CCNCO. The CCNCO is primarily a complaints investigation unit and does not determine competitive neutrality policy. However, on occasions, it responds to requests from organisations for advice on competitive neutrality implementation issues. 

Certain aspects of rate of return calculations and cost allocation that are relevant to ‘competitively neutral’ IT outsourcing have not been discussed in either the ANAO or the Humphrey reports. As these issues are pertinent to your terms of reference, I submit the following information for your consideration. 

Return on investment

Consistent with the Government’s competitive neutrality policy, in-house costings are required to incorporate a commercial return on the Government’s investment. The competitive neutrality adjustment for a return on investment raises two questions:

· What is the appropriate rate of return, or discount rate? and 

· What is the appropriate asset base, or measure of the Government’s investment?

Discount rate

OASITO uses a weighted average cost of capital (WACC) as a measure for the rate of return. This approach is supported by the CCNCO.

A WACC effectively represents the premium over the long-term bond rate that investors will demand assuming average levels of commercial risk in IT contracts. The Audit Office (Report No 9, 2000‑01, p. 178) considers that the Government may be accepting a greater level of capital risk than is normal in IT contracts. To the extent that external suppliers incorporate the correspondingly lower level of risk into their WACC, their costs (and bids) will be lower. Accordingly, the discount rate applied to the in-house costing should be reduced to reflect the lower level of risk assumed by external suppliers. 

Applying a lower discount rate (ie a lower rate of return requirement) for the costing of in-house bids would reduce any estimated savings from outsourcing. 

Asset base

The CCNCO understands that OASITO applies a WACC to the net book value (NBV) of assets.

The CCNCO does not have any in-principle objection to using NBV as a proxy for the Government’s investment in in-house IT in the cash flow model. 

However, it understands that, as part of any outsourcing arrangements, agency IT assets transfer to the winning bid at a market value which is significantly lower than NBV. If market value is to be the basis for setting the transfer price to external bidders, the WACC should be applied to the same market value for the in-house costing. Applying the WACC to market value has some appeal as it represents the opportunity cost to the government of continuing to provide the service in-house. 

Alternatively, if the WACC is applied to the NBV of assets for the in-house costing, the CCNCO considers that it would also be appropriate for the external bidders to frame their bids on the basis that they also would pay NBV for existing assets should they win the contract. 

The CCNCO considers that comparing an in-house costing with external bids using a different valuation method for assets common to both, would not be consistent with the principles of competitive neutrality. OASITO’s approach has the potential to create a significant bias in favour of outsourcing by overstating the potential savings from moving to an external provider. 

Cost allocation

In the CCNCO’s experience, the manner in which costs are allocated to business activities — in this case, the in-house IT functions — can be as important as the adjustments to the cost base. This was also a conclusion of the 1996 Industry Commission inquiry into Competitive Tendering and Contracting by Public Sector Agencies, which found: 

Competitive neutrality between in-house and external suppliers depends on the accuracy of costing mechanisms employed by in-house teams. It is essential that the costing systems used for in-house bids include all relevant costs. Otherwise, a contract may be awarded on the basis of an inaccurate assessment of the real cost of the in-house bid to the parent agency. A major concern in this regard is the allocation of overheads and other indirect costs attributable to the in-house bid. (p. 307)

The CCNCO notes that OASITO is responsible for supervising the cost model used for comparing in-house and external costs:

Each agency is responsible for developing a cost model under OASITO supervision using a proforma cost model and methodology provided by OASITO. The agency is required to confirm that reasonable efforts have been made to ensure that the cost model … is a fair and reasonable representation of the actual current cost to the agency of performing the in-scope services at the specified service levels. (Humphrey Report, appendix 10, p. 93)  

and 

OASITO will:

a) Develop and maintain a set of financial models to capture and project relevant agency costs associated with the performance of the tendered services, and to compare those costs with tendered prices. (Humphrey Report, appendix 10, p. 96) 

The CCNCO has not recently examined OASITO’s agency cost model and thus has no opinion on whether it currently adopts an appropriate cost allocation methodology.

However, the CCNCO emphasises that the relative costs of in-house and external provision are sensitive to the methodology used. In particular, a fully distributed cost approach would tend to deliver a higher cost base for the in-house provider than an avoidable cost approach. This would bias cost comparisons in favour of external providers and impact on the assessment of savings to the Commonwealth Government from the outsourcing of IT services.

The CCNCO has argued that avoidable cost should generally be used as the basis to cost in-house provision of services — such as IT — subject to competitive tender. The long run avoidable cost method is also the Department of Finance and Administration’s preferred method. 

The CCNCO’s publication on cost allocation and pricing discusses the significance of these costing methodologies in more detail. I have enclosed a copy for your information. 

Yours sincerely

Mike Woods

Commissioner

Enc.
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